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INTERNATIONAL TRADE COMMISSION AND
PATENT DISPUTES

WEDNESDAY, JULY 18, 2012

HOUSE OF REPRESENTATIVES,
SUBCOMMITTEE ON INTELLECTUAL PROPERTY,
COMPETITION, AND THE INTERNET,
COMMITTEE ON THE JUDICIARY,
Washington, DC.

The Subcommittee met, pursuant to call, at 10:07 a.m, in room
2141, Rayburn House Office Building, the Honorable Bob Goodlatte
(Chairman of the Subcommittee) presiding.

Present: Representatives Goodlate, Coble, Chabot, Issa, Jordan,
Marino, Adams, Amodei, Watt, Conyers, Berman, Chu, Deutch, and
Lofgren.

Staff Present: (Majority) Blaine Merritt, Subcommittee Chief
Counsel; Olivia Lee, Clerk; and (Minority) Stephanie Moore, Sub-
committee Chief Counsel.

Mr. GOODLATTE. The Subcommittee on Intellectual Property,
Competition, and the Internet will come to order.

I will recognize myself for an opening statement.

Our Subcommittee had much to celebrate following passage of
the Leahy-Smith America Invents Act, or AIA. The most com-
prehensive change to American patent law in 175 years, the AIA
addresses a number of issues. The dynamic that compelled our
Subcommittee to debate patent reform for 6 years was the preva-
lence of frivolous patent suits that drained resources from R&D
projects and compromised job creation in several industries. I am
confident that several of the AIA reforms, such as post-grant re-
view, changes to joinder and U.S. district court litigation, and a
transitional program to scrub business method patents, will rid the
system of many of these bogus lawsuits.

One would think that such a legislative accomplishment obviates
the need for the Subcommittee to conduct additional patent review
in this Congress. Unfortunately, that is not the case. Today’s hear-
ing focuses on the operations of the International Trade Commis-
sion, or ITC, and how that organization handles patent disputes.

Increasingly, many high-profile patent disputes are adjudicated
before the ITC. The Commission is an independent, quasi-judicial
government agency that provides nonpartisan counsel to the legis-
lative and executive branches of the government. It assesses the
impact of imports on U.S. industries, maintains the Harmonized
Tariff Schedule of the United States, and oversees actions against
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certain unfair trade practices, including subsidies; dumping; and
patent, trademark, and copyright infringement.

As part of the Trade Act of 1974, Congress created the modern
ITC along with its main attributes: independence as a Federal
agency, final decision-making authority subject to a Presidential
veto, the power to issue cease and desist as well as exclusion or-
ders, formalized coverage of unfair trade proceedings by the Ad-
ministrative Procedure Act, or APA, and a requirement that the
Commission issue decisions with dispatch.

Agency proceedings regarding patent infringement are governed
by Section 337 of the Tariff Act of 1930 as well as the adjudicative
provisions of the APA and the Commission’s procedural rules that
are typically supplemented by ground rules issued by the presiding
administrative law judge. Section 337 declares the infringement of
certain statutory intellectual property rights and other forms of un-
fair competition in import trade to constitute unlawful practices.
Most Section 337 investigations involve allegations of patent or reg-
istered trademark infringement.

To be successful, a complainant must prove the following ele-
ments: first, the existence of unfair methods of competition or un-
fair acts in the importation of articles into the United States. For
patent cases, infringement of a valid U.S. patent constitutes an un-
fair act. And, second, the importation of articles or the sale of such
articles in the United States, the threat of which is to destroy or
substantially injure a domestic industry. This also includes pre-
venting the establishment of such an industry or restraining or mo-
nopolizing trade and commerce in the United States.

Remedies for Section 337 violations generally consist of either a
limited exclusion order that is directed to a respondent specifically
found to have violated Section 337 or a general exclusion order that
applies to all infringing goods, whatever the source. A general ex-
clusion order has sweeping application and therefore requires a
complainant to demonstrate that the remedy is necessary to pre-
vent circumvention of a limited exclusion order or because there is
a pattern of statutory violation and it is difficult to identify the
source of the infringing goods.

Prior to the Supreme Court’s 2006 decision in eBay uv.
MercExchange, the issuance of injunctions in patent disputes was
almost automatic. But the Court’s ruling that the traditional four-
factor injunctive relief test applies equally to patent disputes now
means that a patent holder has, on average, a one-in-three chance
of securing an injunction from a U.S. district court. By contrast, a
patent holder who prevails in the ITC is virtually guaranteed to ob-
tain an exclusion order, the functional equivalent of an injunction,
absent truly exceptional public interest concerns.

This has become of great interest to patent trolls who do not
commercialize their patents. eBay restricts their access to injunc-
tive relief in U.S. district court, but it is technically possible for
them to fulfill the domestic industry requirement of ITC adjudica-
tion through licensing activities. The advent of globalization has
led to a migration of manufacturing resources from the United
States to other countries.

This reality, combined with particular elements of ITC practice,
has made the Commission an increasingly attractive forum for all
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patent holders to defend their property rights. In fact, the average
number of ITC complaints filed annually during the past decade is
nearly triple the average for the previous decade. And at least one
study indicates that many of the complainants are larger firms
with multiple product lines and valuable patent portfolios that
have a better chance to win in the ITC than in U.S. district court.

However, according to some reports, over the past half-decade we
have also seen a dramatic increase in the number of cases brought
at the ITC by nonpracticing entities as well as the number of de-
fendants named in these cases. The number of defendants in these
cases grew from 22 in 2010 to 232 in 2011. This begs the question
of whether certain parties are flocking to the ITC in the wake of
the stricter joinder rules and other provisions enacted as a part of
the America Invents Act.

Given the Commission’s burgeoning and high-profile caseload, it
is a good time for our Subcommittee to conduct an oversight hear-
ing about ITC operations and how the agency handles patent dis-
putes. The scope of the hearing is free-ranging and will address
any relevant topic, but the Subcommittee will certainly want to ad-
dress such issues as whether ITC rulings complement or conflict
with U.S. district court decisions, how the ITC treats standard-es-
sential patents, how a plaintiff satisfies the domestic industry re-
quirement of an investigation, and whether exclusion orders are too
cavalierly granted.

That concludes my opening statement, and I am now pleased to
recognize the Ranking Member of the Subcommittee, the gen-
tleman from North Carolina, Mr. Watt.

Mr. WATT. Thank you, Mr. Chairman.

Let me start by thanking Chairman Goodlatte for two things:
number one, his excellent summary of some of the concerns that
have been raised that give rise to this hearing. By going into such
detail, it enables me to gloss across the surface of a number of
things. And what an excellent presentation.

Second, I want to thank Chairman Goodlatte and his staff for
their willingness to expand the witness panel. We usually have
three or four witnesses, but today we have five. And that is impor-
tant. By doing so, it enabled us to invite Bernard Cassidy from
Tessera, a company that specializes in microelectronic solutions,
which, in addition to having a facility in my congressional district
in Charlotte, North Carolina, will provide some different perspec-
tives on some matters for which there is otherwise near-unanimity
on the panel. And while I may not agree with everything Mr.
Cassidy will have to say, I always think it is important to hear the
full range of perspectives on these issues. And I am happy to wel-
come Mr. Cassidy here today from my congressional district.

Over the past several months, there have been numerous reports
of patent wars within the tech and other industries. The technology
titans especially have been embroiled in contentious battles accus-
ing each other of infringing each other’s patents. Companies that
previously cross-licensed their technologies in the marketplace now
instead engage in tactics designed to undermine their rivals.

In addition, companies are expanding their patent portfolios by
purchasing hundreds and thousands of patents to bolster their abil-
ity to counterclaim. In July 2011, a consortium of companies, in-
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cluding Apple and Microsoft, bought 6,000 Nortel patents in an
auction for $4.5 billion. In August 2011, Google purchased Motorola
Mobility, including its 17,000 patents, for $12.5 billion. In April
2012, Microsoft purchased 925 patents from AOL for $1.1 billion.
And Facebook, also in April of this year, purchased 650 of the 925
AOL patents from Microsoft for $550 million. These expanding pat-
ent arsenals certainly do not signal a retreat in the patent arms
race.

While robust enforcement of intellectual property rights, includ-
ing by litigation, is a necessary and often an effective means to fur-
ther innovation and restore order to the marketplace, a recent mi-
gration of patent infringement actions to the International Trade
Commission has intensified concerns about the possibility of patent
holdups, in which patent holders can use the threat of an exclusion
order banning infringing products from entering the country, often
as an unfair negotiating tool.

Patent holdups are particularly concerning where standard-es-
sential patents are involved. Last month, Chairman Smith, Rank-
ing Member Conyers, and I wrote a letter to the ITC in which we
cautioned that, quote, “the ability to leverage standard-essential
patents to obtain an exclusion order may result either in these
products being excluded from markets altogether or in companies
paying unreasonable royalty rates to prevent an exclusion,” close
quote. In either case, the consumer loses.

The uptick in cases before the ITC has also reinvigorated calls
for Congress to address the so-called patent trolls. The 2006 Su-
preme Court decision in eBay v. MercExchange arguably made it
substantially, some would say decisively, more difficult for patent
holders to obtain injunctions against infringing products by requir-
ing parties to justify why money damages are insufficient to rem-
edy the infringement. Perhaps, as a consequence, it is argued, enti-
ties that own but do not practice or otherwise commercialize their
patents find the ITC a more favorable forum to extract undeserved
settlements.

I know our witnesses have passionate views to share about the
extent to which these activities foster an uncompetitive environ-
ment and stifle innovation. So I will conclude with the observation
that, in my view, whether we are talking about battles between in-
dustry leaders in the technology space or those so-called trolls prey-
ing upon the deep pockets of those leaders, it is time for the patent
wars to find patent peace. They are a drain on the economy, a tre-
mendous diversion of resources away from innovation, and ulti-
mately not good for the consumer or the country.

I look forward to hearing the various perspectives and proposed
solutions from our witnesses, and again thank the Chairman for
the hearing and yield back.

Mr. GOODLATTE. I thank the gentleman.

The Chair is pleased to recognize the Ranking Member of the Ju-
diciary Committee, the gentleman from Michigan, Mr. Conyers.

Mr. CoNYERS. Thanks, Chairman Goodlatte.

Today’s hearing is to look at the specifics of how the Inter-
national Trade Commission process is used to protect the American
industry and property. But I would like to frame my comments by
reminding that our system should first and foremost protect com-
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petition and the American workers who create intellectual property
from monopolistic and anticompetitive practices that unfortunately
are too much in existence at the present time. That is why I think
this is a good hearing, and I look forward to the comments from
our witnesses on this part of our responsibilities.

Now, against the backdrop of deregulation, offshore cash-hoard-
ing, insufficient antitrust enforcement, our government is at a
crossroads when it comes to protecting our workers and our con-
sumers. The patent litigation system should protect American ideas
and lay the foundation for American enterprise, but it shouldn’t be
distorted to favor those with the largest budgets and cash reserves.
And I am hopeful that the International Trade Commission is ac-
complishing that objective.

The large, more or less monopolistic players have taken to col-
lecting patents as a way to attack competitors. It has just become
a part of the competition that goes on. And, of course, it ends up
concentrating market power in an unhealthy way. Patents have
never been more valuable than they are now, and the large cor-
porations have taken to collecting patents as a legitimate competi-
tive tool to concentrate market power. And I hope this concern is
examined as carefully as we can with the time we have.

Now, I believe that antitrust review must play an increased role
in the functioning of Standards-Setting Organizations, SSOs.
Standards-Setting brings competitors together to work on an indus-
try’s future so that we must make sure that there is less competi-
tive activity occurring—maybe, ideally, no competitive activity oc-
curring. Standards for interoperability and access are crucial to the
development of high technology, and most evident, at the moment,
in the evolution of mobile smart phones.

Now, eBay v. MercExchange, the Supreme Court decision, is cited
by my staff as a mostly good decision, that injunctive relief can
only be awarded to patent holders who satisfy the traditional four-
prong equitable test for an injunction. To file suit in the ITC, a pat-
ent owner must meet the domestic industry requirements, which
can be shown by demonstrating substantial investment in the pat-
ent’s exploitation, including engineering, research, and develop-
ment, or licensing.

Now, it is not clear how much of the rise in ITC litigation is
caused by patentees seeking to avoid the eBay court decision, but
this is because IT litigation has been increasing prior to the 2006
decision. So, more than any other time that I can recall, we need
a more effective and efficient patent system, and that is why we
are here.

Thank you, Mr. Chairman.

Mr. GOODLATTE. I thank the gentleman.

Without objection, other Members’ opening statements will be
made a part of the record.

And we will turn to our witnesses. Each of the witnesses’ written
statements will be entered into the record in its entirety. I ask that
each witness summarize their testimony in 5 minutes or less.

To help you stay within that time, there is a timing light on your
table. When the light switches from green to yellow, you will have
1 minute to conclude your testimony. When the light turns red, it
signals that the witness’ 5 minutes has expired.
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And as is the custom with this Subcommittee, I would ask that
the witnesses stand and be sworn.

[Witnesses sworn. ]

Mr. GOODLATTE. We have a distinguished witness panel today.

Our first witness is Colleen Chien, Assistant Professor at the
Santa Clara University School of Law in the congressional district
of the gentlewoman from California, Ms. Lofgren. And I believe this
is the second law professor from Santa Clara we have had just
within the last month testify before this Subcommittee.

And I have had the opportunity to visit Santa Clara on a number
of occasions for State of the Net West conferences. So you are very
welcome.

Professor Chien is nationally known for her research and publi-
cations surrounding domestic and international patent law and pol-
icy issues. Her work has been cited by the Federal Trade Commis-
sion and in Congress. She has testified before government agencies
on patent issues, frequently lectures at national law conferences,
and has published several in-depth empirical studies on topical pat-
ent matters. She is an expert on the International Trade Commis-
sion, a topic on which she has authored several articles.

Prior to joining the Santa Clara law faculty in 2007, Professor
Chien prosecuted patents at a San Francisco law firm, served as
an advisor to the School of Social Medicine at Harvard Medical
School, worked as a spacecraft engineer at NASA’s Jet Propulsion
Lab, and was an investigative journalist at the Philippine Center
for Investigative Journalism as a Fulbright Scholar. She earned
her A.B. and B.S. in Engineering from Stanford University and her
law degree from Boalt Hall at the University of California, Berke-
ley—a well-rounded a witness, I would say.

Our next witness is David B. Kelley, Intellectual Property Coun-
sel for Ford Global Technologies. Mr. Kelley handles a wide variety
of IP matters for Ford, including litigation management, licensing
evaluation, and invention dockets management. Prior to joining
Ford, Mr. Kelley was an associate attorney at a large IP law firm
and practiced several years as a civil litigator. He earned degrees
in Computer Science and Mechanical Engineering from Michigan
State University and a law degree from the University of Toledo.

Our next witness is Neal Rubin, Vice President of Litigation at
Cisco Systems. In that capacity, Mr. Rubin is responsible for man-
aging the company’s portfolio of commercial intellectual property
and employment litigation as well as other business disputes. In
addition to hiring outside counsel and resolving litigation world-
wide, Mr. Rubin counsels Cisco’s business units on ways to miti-
gate legal risk.

Prior to joining Cisco, Mr. Rubin was Assistant United States At-
torney for the Northern District of California. He also practiced
law, focusing on intellectual property and technology litigation,
claims for violations of corporate security laws, and employment
disputes. Mr. Rubin has been a trial advocacy and moot court in-
structor at Stanford Law School. He earned his B.A. with honors
from Amherst College and his J.D. from the University of Southern
California Law School.

Our next witness is Barney Cassidy, General Counsel and Execu-
tive Vice President of Tessera. Before coming to Tessera, Mr.
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Cassidy served for more than 9 years as General Counsel and Sen-
ior Vice President for Tumbleweed Communications, where he was
responsible for corporate development and legal matters. He also
practiced law at two firms and clerked for the Honorable John
Noonan, Jr., at the United States Court of Appeals for the Ninth
Circuit. Mr. Cassidy earned his Bachelor’s Degree from Loyola Uni-
versity in New Orleans, his master’s in philosophy from the Uni-
versity of Toronto, and his law degree from Harvard, where he
served as editor of the Harvard Law Review.

Our final witness is Albert Foer, President of the American Anti-
trust Institute. Prior to his work at the Institute, which he found-
ed, Mr. Foer practiced law in Washington, worked at the Federal
Trade Commission’s Bureau of Competition, and served as the CEO
of a chain of jewelry stores. Mr. Foer also teaches antitrust law to
undergraduate and graduate business students. He has published
widely and is the co-editor of “The International Handbook on Pri-
vate Enforcement of Competition Law” and of the forthcoming “Pri-
vate Enforcement of Antitrust Law in the United States.” He
earned his undergraduate degree from Brandeis, a Master’s degree
in Political Science from Washington University, and his law de-
gree from the Chicago School of Law.

Welcome to you all.

And we will begin with Professor Chien.

TESTIMONY OF COLLEEN V. CHIEN, PROFESSOR,
SANTA CLARA UNIVERSITY SCHOOL OF LAW

Ms. CHIEN. Thank you, Chairman Goodlatte, Ranking Member
Watt, and Members of the Subcommittee. It is a huge honor to be
here today.

We are here to talk about the ITC, and I want to make three
points today. I want to talk about how the ITC is being used, why
some of these uses are problematic in my opinion, and how they
could be addressed.

First, about how the ITC is being used, my research shows that
the ITC is being used broadly. Although created to address foreign
piracy, the venue hears many types of disputes: competitor cases,
pure domestic disputes, and others. This means that sometimes the
ITC is being used properly in the way intended, a domestic indus-
try against a foreign company. About 17 percent of cases fit this
profile. A number of other cases are being filed there because, to
its credit, the ITC is fast and predictable. Litigants like that.

But sometimes the ITC is being used opportunistically, meaning
it is being used by parties specifically to get the injunction that
they can’t get in district court. As Chairman Goodlatte said, if you
are a troll, it is almost impossible to get a district court injunction.
Even if you make products a quarter of the time, you are going to
be denied an injunction in district court.

But exclusion orders are still the norm in the ITC. Litigants
know this. They have compared ITC injunctions to Damocles’
swords that ratchet up the pressure. How prevalent in this prac-
tice? By my count, a quarter of cases, naming nearly half of the re-
spondents, have been brought by trolls. American companies are
nearly twice as likely to be named in these suits as foreign ones.

I have one slide to show that point.
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To me, that litigants are calling ITC injunctions Damocles’
swords to get big settlements, a lot of times against American com-
panies, is bad news. What we see on the slide here is, if you look
at all of the troll cases that have been brought at the ITC in the
last 18 months and you count up all the defendants that are
named, you see that 209 of them have been from the U.S., versus
only 123 from foreign jurisdictions. Many of these are from Cali-
fornia, 92 of them, New Jersey, New York, and Texas. So even
though you think about the ITC as wanting to protect American
companies, often it is being used against them.

I think this is something that we need to consider. And that ITC
injunctions, again, can be considered Damocles’ swords is not a
good development. It contributes to a favorable climate for patent
trolling that we have talked about already, and it drives invest-
ment toward patent speculation and away from productive enter-
prise.

We are talking about the law today, but what really matters is
how the law drives investment and hiring decisions. What do I
mean? Well, Congressman Watt mentioned the Nortel patent pur-
chase. In that single purchase, Apple contributed $2.6 billion to
buy patents from Nortel. In that same year, they only spent $2.4
billion on R&D.

Last week, I was disheartened to read and confirm with a promi-
nent venture capitalist that companies that used to invest in
startups have now begun investing in patent assertion. Why the
change? Less risk and bigger potential gains. The bottom line is,
if it is easier for people to make money using patents rather than
compete or build new companies, they will do so.

If there is a problem, then, real or perceived, how can it be fixed?
I see two ways: to change the way that the law applies or to change
the law. The ITC can do the former; Congress, if needed, should do
the latter.

Let me explain. The ITC statute is expansive enough that, as it
exists, it gives the ITC discretion to change course and narrow the
gaps between it and the district courts. It could do so in three
ways.

First, it could change the way it grants injunctions. An injunc-
tion hurts. Literally, it means that you have to stop selling your
product. That is your entire business, selling products. But if you
give a company transition time, it hurts less. If you allow them to
grandfather in existing products, that also reduces the pain to con-
sumers and competitors. The ITC could do both things and, indeed,
has done them before.

The ITC could also be more evenhanded about how it applies the
domestic industry requirement. Right now, ironically, it is easier to
prove this if you don’t make something than if you do, with respect
to the technical prong. And, finally, I believe the ITC could be more
proactive when it decides cases and affirmatively set policy direc-
tion.

Now, so far, the ITC has made some positive changes: on domes-
tic industry precedent when deciding cases, and progress also in
using delays and grandfathering with respect to public interest. So
that is encouraging. It has also, however, been reluctant to say it
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is making policy and precedent when it decides cases, and progress
has been slower as a result. That is less encouraging.

Now, however, I believe the ITC has received a lot of attention,
more than in a long time. As a result, I think it will continue to
evolve the law and maybe do so faster. Over the next 6 to 12
months, they may have opportunities to prove their adaptiveness
to the changing conditions. I say “may” because it will depend on
getting the facts right before them and in the right cases, and also
for parties not settling.

Congress’ role, I think, should be to exercise oversight and evalu-
ate how quickly the ITC is moving. If the ITC doesn’t move to dis-
courage opportunistic behavior because it can’t or won’t, Congress
should step in.

Thank you very much.

Mr. GOODLATTE. Thank you.

[The prepared statement of Ms. Chien follows:]
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The International Trade Commission and Patent Disputes
Testimony of Colleen V. Chien,' Santa Clara University School of Law
House Committee on the Judiciary
colleenchien@gmail.com
July 18, 2012
Background: Is There a Problem?

The International Trade Commission (ITC) is an integral part of the American patent
system. Although it can only block imports on behalf of domestic industries, now that most
technology products are manufactured abroad and Congress has relaxed the domestic industry
requirement,” nearly every patentee is a potential ITC complainant and nearly every patent
defendant is a potential ITC respondent. The 1TC decides patent cases in less than half the time
district courts do, on average,” and hears a significant share of the nation’s patent trials.*

But the ITC is also an outlier in the American patent system. The ITC can’t award

damages or hear counterclaims. It’s easier to get an injunction from the ITC than from a district

court, particularly if you are a patent assertion entity (“PAE” or patent “troll”) that uses primarily

! Assistant Professor © 2012. My testimony draws upon the scholarly literature about the International Trade
Comnission, including three law revicw articles, an amicus bricf, and an ITC treatisc that I have authored or co-
authored: Patently Protectionist? An Empirical Analysis of Patent Cases at the International Trade Commission, 50
WM. & Mary L. Rev. 63 (2008). Protecting Domestic Industries, 28 Santa Clara Computer & High Tech. L. J. 169,
171 (2011), Patents, Holdup, and the IT( (with Mark Lemley) Comell Law. Rev. (forthcoming 2012) available ar
hup://papers.ssrn.com/sol3/papers.clin?abstract_id=1836608, RAND Patenis and Fxclusion Orders: Briefof 19
Keonomics and Law Professors, submitled in 1TC Case 337-TA-745 (July 2012) (with Carl Shapiro. Richard
Gilbert, Arti Rai and 14 others), available at http://papers.ssrn.com/sol3/papers.cfm?abstract_id=2102865. and
Section 337 Patent Investigation Management Guide 11-20 (with Peter Menell and others) Lexis Nexis
(forthcoming 2012), available al hitp://ssrn.com/abstract=1603330. Ablc cmpirical rescarch assistance was provided
by Nicole Shanahan, Wesley Helmholz, Peluchetie, and Danicllc Debroeck, and data was gencrously supplicd by
RPX Corp., the PricewaterhouseCoopers’ Litigation Study, Lex Machina. Gazelle Technologies, Robert Fram and
Ashley Miller. Supporl was provided by Dirk Calcoen.

% See John Mezzalingua Assocs. v. International Trade Comm n. 660 F.3d 1322 (Fed. Cir. 2011) (discussing (he
statutory change that permitted PAEs to claim “domestic industry™ status at the ITC).

3 Comments of Deanna Okun, ITC Chairwoman as reported in May 4, 2012 Daily Update -- BNA's Patent,
Trademark & Copyright Journal (reporting hat ITC actions took, on average 13.7 months, versus an average district
court pcndency in 35.3 months). Accord, Chicn, Patently Protectionist. supra. al Abslract.

4 Approximately 15% in 2010, Protecting Domestic Industries. supra, at n6.

1
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patents for licensing, rather than to support the commercialization or transfer of technology.’ In
the 6 years since the Supreme Court decided eBay,’ district courts have given contested
injunctions to PAEs exactly once by our count, and three-quarters of the time to practicing
companies;’ in contrast, the ITC still routinely awards injunctions to all comers. The impact of
an ITC “exclusion order” preventing importation of a product can be dramatic. To comply with
such an order, a company must pull its products from the market or redesign them. The Supreme
Court has repeatedly said that an injunction is an extraordinary remedy, but the ITC is not
bound by the Court’s jurisprudence on patent injunctions.”

Patent litigants know this. As a practitioner said recently, “[when] you are asking people
to write [checks that] are sufficiently large [] they can’t write them without the Sword of
Damocles of a jury verdict or [an] ITC injunction hanging over their heads.”'’ Because
injunctions remain readily available at the ITC, PAEs and product-producing companies alike
have flocked to this once-obscure trade agency, generally in search of an injunction or the
credible threat of one.

In the last 18 months (Jan. 2011-Jun 2012), for example, PAEs brought more than a
quarter of Section 337 patent cases, and nearly half of the total respondents appearing before the

ITC were there because of a PAE-initiated case.'! Usually, the patent was purchased by the

3 See e.g. Tustice Kennedy’s concurrence in eBay, 547 U.S. 396 (2006) (describing “firms [that] usc patents noi as a
basis [or producing and sclling goods bul, instcad, primarily for oblaining liccnsing fccs.”).

€ eBay Inc. v. MercExchange. LL.C.. 547 U.S. 388 (2006).

” Patent Holdup supra, at Figure 1.

§ See, e.g., Weinberger v. Romero-Barcelo, 456 U.S. 305, 312 (1982), ciling Railroad Comm’n v. Pullman Co., 312
U.S. 496, 500 (1941); see also. Rizzo v. Goode, 423 U.S. 362 (1976) (" the principles of cquity |] mililate heavily
against the grant of an injunction except in the most extraordinary circumstances.™).

¢ Spansion, Inc. v. [1C, 629 F.3d 1331, 1359 (Fed. Cir. 2010).

' Interview wilh contingent fee patent lawyer as reported in David Schwarle, The Rise of Contingent Fee Lawyer
Representation in Patent Law, _ Ala. Law Rev. _ (forthcoming 2012), at 32, May 30 2012 draft. file with the
author, a version of the paper available at http.//papers.ssim.comysol 3/papers.cfm?abstract id=1990651.

123 out of 81 patent investigations and 332 out of 701 non-unique patent respondents, using dalta provided by RPX
Corp., and further coded and analyzed. See alse Robert D. Fram & Ashley Miller, 1he Rise of Non-Practicing Entify
Litigation at the ITC: The State of the Law and Litigation Strategy (Jan. 5, 2011), at 7 (unpublished manuscript on
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PAE."

Though Section 337 was created to keep foreign pirates out of American markets, recent
PAE cases have targeted domestic companies almost twice as often as foreign respondents (209
times vs. 123 times).13 (Appendix A). Companies in California (92), New Jersey (25), New York
(14), and Texas (14) have together been named more times than companies in the rest of the
world. In addition to Cisco and Ford, who are also testifying today, American companies--like
Apple, Walmart, and Schering Plough'*--have been sued by foreign and domestic complainants.

In my opinion, that some litigants are taking advantage of the ITC’s injunction record to
hold up respondents is a significant problem, though not the only problem, In today’s patent
system. It undoes the progress that eBay represents, and it contributes to the favorable climate for
patent trolling and holdup present in today’s patent system. This climate is driving investment
towards patent speculation, and away from productive enterprises. Although the focus of today’s
hearing is on the law, what really matters is what happens outside the courtroom, particularly
among companies making investment decisions. Consider the following:

e Earlier this year, Google spent $12.5B to buy Motorola Mobility and its patents.'* Tt spent
less than half of that, $5.2B on R&D in 2011."¢ In 2011, Apple spent $2.4B on R&D"’

file with the author (reporting an increasc in the pereentage of companics relying on their licensing activitics lo
show a domestic industry {rom 13% in 2000-2006 to 35% in (he first 8 months ol 2010). Bascd on an cxtension of
their database provided for purposes of this testimony. the rate in 2011 (through Oct. 1) was 41%. Okun. supra.
reported that 8-10% investigations from 2006 to 2011 were brought by PAES/NPEs, our analysis found the number
(o be 12%.

'2 Availablc assignment records at (he USPTO indicaic that at Ieast 15 of (lic 23 investigations were based on patents
reassigned from their original owner, in some cases many times (see, ¢.g. patent 3.862.511. reassigned 7 times
before being asserted by Beacon GmBH of Switzerland in investigation 337-TA-814).

'3 Bascd on an analysis of 332 unique respondents named in PAE suits from January 2011-Junc 2012, 123 were
from forcign jurisdictions and 209 were [rom domestic jurisdictions. Scc Appendix A

' See, e.g.. TA-337-710 and TA-337-768.

' Google Official Blog, Wc've acquired Motorola Mobility, hitp:/googleblog.blogspot.com/2012/05/weve-
acquired-motorola-mobility. himl (last visited May 24, 2012); Jenna Wortham. Google Closes $12.5 Billion Deal o
Buy Motorola Mobility. http://bits.blogs.nytimes.com/2012/05/22/google-closes-12-5-billion-deal-to-buy-motorola-
mobility/ (last visited May 24, 2012).

1S Google, Inc., Annual Reporl (Form 10-K), (Jan 26, 2012), available at
hup://www.scc.gov/Archives/cdgar/data/1288776/000119312512025336/d260164d L0k.htn (reporting an R&D
expenditure of $5.2B in 2011).
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but contributed more, approximately $2.6B, to a single transaction to buy patents from
Nortel."® Though these patent investments will obviously last more than the single year in
which they were bought, the same can also be said of the R&D investments.

e Acacia, a very well-managed company that asserts patents as a business model, has a
market capitalization of close to $2B and 55 employees, which puts it into the bottom
%% of public companies in the service sector in terms of employees.lg Other companies
in their sector with comparable market cap have an average of 11,500 employees, based
on our analysis.” Although they create revenue for the patentholders that they partner
with, this is not unique among service sector companies, many of which generate revenue
for their customers.

¢ As one investor put it on a blog board recently:
“In the past six months I have been approached by two investors with interests in large
patent portfolio investment. They used to invest in start-ups. Why the change? Less risk
[and?] bigger potential gains. It’s a no brainer. Investing in invention is for schmucks.
They are wrong but accurate.””!
When I asked renowned venture capitalist Brad Feld if this was really happening, he
replied “of course it's happening... lt's the classically grotesque side of it all - money always
goes to where there's a perceived opportunity, regardless of the dynamics around it. And in this

case it has nothing to do with creating jobs or innovation or anything productive for society.”*

If There’s a Problem, How Can It be Fixed?
It'it’s true that there’s a problem, how can the problem be remedied? Could the ITC fix

it? Will private litigants work it out for themselves? Or does Congress need to step in? The

' Apple, Inc., Annual Report (Form 10-K), (Oct. 26, 2011), available at
http://www.sec.gov/Archives/edgar/data/320193/0001 19312511282 113/d220209d 10k . htm (reporting an R&D
expenditure of $2.4B in fiscal ycar 2011 (ending Scptember 30), 2011)).

' Apple, Inc.. Quarterly Report (Form 10-Q), (July 20, 2011), available at
http://Awww.sec.gov/Arclives/edgar/data/320193/000119312511192493/d10q.htm (“On June 27, 2011, the
Comipany, as part of a consortium, participated in the acquisition of Nortel’s patent portfolio for an overall purchase
price of $4.5 billion, of which (he Company*s contribution will be approximatcely $2.6 billion.”).

' Microaxis investing report, http://www.macroaxis.com/invest/ratiof ACTG--Number_of Emplovees

* Based on an analysis of 32 companies in the service sector in the $1.9-$2.0B market capitalization range.

' Comments of Nicolas White, Tangible IP, in response to Joff Wild, Intellectual Asset Management blog post Now
that IP is Mainstream, Let’s Not Mess This Once in a Lifetime Opportunity Up. July 6, 2012, both availablc at
hitp/iwww jam-magasine.conyblog/Detail aspx?g=b06 10bab-d371 -4401 -bd6[-6b12368b8ch0

% Personal email exchange on file with the author.
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remainder of this submission addresses these questions, keeping in mind that even if 27% of ITC
patent cases are brought by patent trolls, the vast majority of patent cases are not; that the 1TC
has a proven record of efficiently resolving patent disputes; and that in some cases, due to a lack
of jurisdiction over the defendant, the ITC represents the only form of relief available to a
complainant. My answer in short is that the current statute gives the ITC many options for
reducing rent-seeking behavior among litigants. 1t should use these options. If the ITC proves

unwilling or unable to do so, Congress should act.

What the ITC Could Do

To the question of what the ITC could do, T say: a lot.

Tailor Fxclusion Orders through Grandfathering, Delay, and in some cases Denial

First, the ITC could reduce holdup by changing the way it issues exclusion orders. The
statute does not compel the TTC to grant exclusion orders in all cases, but only when consistent
with the public interest.2* The ITC has rarely tailored or denied relief based on the statutory
public interest factors, but today’s cases present new challenges, including whether a patent over
a small invention by a patent troll should be used to exclude a big product,” or whether a
standards-essential patent subject to a promise to license on reasonable and non-discriminatory

terms (RAND) should be the basis for the exclusion order.”® Exclusion orders in these cases can

* Bascd on my rescarchy, two-thirds of ITC cases have a district court counterpart, suggesting (hat is not oftcn (he
case. Chien, Patently Protectionist. supra. at Abstract. However, it is possible that the counterpart district court case
namcd (cwer delendants, duc 1o a lack of jurisdiction.

219 USC 1337(d)(1).

* See, e.g. in Chien & Lemley supra, see also Colleen Chien & Mark Lemley, Patents and the Public Interest, NEW
YORK TIMES.COM, Dec. 13, 2011, available at kttp/Avww avtimes.cony20.11/12/1 3/opimion/patents-smartphones-
18 profcssors and I arguc Lhat it generally should not. unless district court jurisdiction is lacking, See Chicn ct. al..
RAND Patents and Exclusion Orders. supra.
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harm competitive conditions and consumers when many productive, non-infringing components,
third-parties relying on the enjoined product, and pro-consumer, pro-competitive benefits are
shut down to give the patentee control over only a single small component.

The ITC could deny exclusion orders in certain types of cases. However, this could be
unsatisfying after an intense and expensive trial, especially in cases where the patentee has no
other recourse. A more palatable suggestion, then, would be for the ITC to issue exclusion orders
but structure them to ameliorate the harms to competition and consumers. Two ways to do so are
to tailor injunction scope and stay injunctions. In a case where a design-around is possible, for
example, awarding an injunction but delaying its start could deter infringement in a way that
minimizes disruption to consumers and the holdup to manufacturers.”” The ITC could do so
without interfering with patentee incentives: a prevailing patentee can seek damages in federal
court for infringing sales in addition to bringing a case in the ITC. If the patent truly was
essential, the patentee could obtain an injunction after the stay expired. If the ITC does make
expanded use of stays, it should also clarify existing procedures for obtaining Commission
approval of design-arounds,?® in order to avoid confusion and delay in introducing the new
product.

In some cases, more significant limits on exclusion orders may be warranted. Suppose,
for instance, the infringing component is small but, because of the nature of the product, the
potential impact of an exclusion order on downstream products, related products, and third
parties is large. In such a case, the Commission could tailor the scope of the injunction to reduce

harm to competition, for example by grandfathering in existing products. 1TC cases that don’t

¥ See, e.g.. Mark A. Lemley & Carl Shapiro, Patent Holdup and Royalty Stacking, 85 TEx. L. REv. 1991, 2035-40
(2007) (showing that a stay in injunctive relief to allow design-arounds significantly reduces holdup risk).

* See, e.g. in Blakeslee & Christopher V. Meservy, Seeking Adjudication of a Design-Around in Section 337 Patent
Infringement Investigations: Procedural Context and Strategic Considerations. 35 AIPLA Q.J. 385, 408-411
(2007).
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implicate these types of concerns, for example covering patented pharmaceuticals or piratical

copying, shouldn’t be affected.

In Accordance with the Statute, Consistently Apply the Domestic Indusiry Requirement

A second way the ITC could limit the ability of PAEs to bring cases in the ITC is by
more consistently and rigorously enforcing the statute’s domestic industry requirement to
licensing-based complainants.” The ITC typically requires complainants to prove that they
practice the asserted patent on an element-by-element basis. However, it applies a relaxed
“nexus” standard to licensing-based complainants, even when their licensees are making
products. This practice is inconsistent with the statute and its history.* The ITC should require
just as much of a connection to be proven between the asserted patent and an “article” (provided
that the technology exists and is not in the process of being made), when licensing-based
complainants bring their cases as when others do.*' 1t should apply the statutory preference it
recognized in the Coaxial Cable case for ex ante over ex post licensing™ in order to exclude

rent-seeking behavior.

Change, Within Limits, is Underway and More Opportunities Ixist for It To Continue
There are some signs that the ITC is willing to evolve in these directions. The ITC
recently tailored its exclusion order in the 337-TA-710 case to include delay and

grandfathering ™ and it has evolved its domestic industry case law.**

* See Chicn, Protecting Domestic Industries, supra.

3 Jd. (describing same)

31 [l]

32 Certain Coaxial Cable Connectors and Components Thereof and Products Containing Same, USITC Tnv. No.
337-TA-650, Comm'n Op. at 49-50 (Apr. 14, 2010), EDIS Doc. No. 422832,

* Comumission Decision in Personal Data and Mobile Communications Devices TA-710-337 at 83 (“HTC shall be
permitted to import into the United States [for 19 months] . . . refurbished handsets to be provided to consumers as
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Yet, these changes have come slowly, especially relative to developments in the industry
of patent assertion.”” The 1TC’s domestic industry and public interest caselaw has not stopped
PAEs from flocking to the ITC as nuanced injunctive relief remains the exception at the ITC, not
the rule. The Federal Circuit has said on several occasions that “the Commission has broad
discretion in selecting the form, scope, and extent of the remedy.™® Yet the ITC has been
reluctant to embrace this discretion and role in setting patent policy. Commissioners have
repeatedly said that, as a quasi-judicial creature of statute, the ITC is “not a policy-making
body.”* Yet the largely deferential standard of review that the ITC’s remedy determinations
enjoy™® gives the ITC the ability to make policy through its adjudication.®

Thus, it seems that for the Commission to change course, the right cases need to come up
and the facts need to be properly developed. Progress will necessarily be slower if the ITC fails
to exercise the discretion it has to evolve its caselaw, make forceful precedents, and set policy

direction. The Supreme Court has not, to my knowledge, ever taken an ITC case, but perhaps it

replacements™) and 81 (“T-Mobile itself has advised the Commission that a four-month transition period would
likely be sufficient . . . . We find T-Mobile’s suggestion to be reasonable and within our authority to implement.”).
3 See, e.g., Coaxial Cables, supra and Certain Multimedia Display and Navigation Devices and Svstems,
Components Thereof, and Products Containing Same, USITC Inv. No. 337-TA-694, Conm'n Op. al 8 (Aug. 8,
2011), EDIS Doc. No. 456236 (stressing the need for a particular nexus between the asserted patent and portfolio
licensing cxpenscs (o be shown).

* Desceribed, c.g. in Colleen Chicn, 1urn the Table on Patent Trolls, Forbes.com August 9, 2011 available at

htp/Avww forbes convsites/ciocentral/20 1 1/08/09/turn-the-tables-on-pateat-tiolls/, and Colleen Chien

The Economics of Patent Assertion, draft paper in progress.

% ITvundai Flectronics Indusiries Co., Lid. v. U.S. Intern. Trade Com'n, 899 F.2d 1204, 1209 (Fed. Cir. 1990), ciling
Viscofan, S.A. v. United States Int'l Trade Comm'n, 787 F.2d 544, 548 (Fed.Cir. 1986).

¥ See, e.g.. Stanford Patent Institutions Sunimit May 21. 2012, video available at

http/Avww voutube, comvwatch’v=0go lhxixwxw

¥ The ITC’s remedy determinations arc subject to reversal only when they arc “arbitrary, capricious, an abuse of
discretion, or otherwisc not in accordance with law.” Spansion, 629 F.3d 1331 at 1358: accord Episiar Corp. v. Int'l
Trade Comm'n. 566 F.3d 1321, 1333 (Fed. Cir. 2009); Hyundai E/ec‘s Indus. Co. v. Int'l Trade Conun'n, 899 F.2d
1204, 1208 (Fed. Cir. 1990); see also Kvocera Wireless Corp. v. U.S. Intern. Trade Com'n, 545 F.3d 1340, 1355
(Fed.Cir.2008) (applying the [ramework established by Chevron U.S.A. Inc. v. Natural Res. Def. Council, Inc., 467
U.S. 837 (1984) to an 1TC order, and stating that if “the statute in question is ambiguous and the agency's
interpretation is reasonable,” “a court must defer to an agency's constriction of a statute governing agency conduct.”
(quoting Cathedral Candle Co. v. U.S. Intern. Trade Com'n, 400 F.3d 1352, 1361 (Fed. Cir. 2005)).

* Asils Commissioncrs have recognized, see, e.g.. Stanford Patent Institutions Sununit May 21. 2012, video
available of htp:/www youtnbe comwatch?v=0go_hxbxwzw
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should, at the recommendation of the Solicitor General for example. The ITC could also use
additional input from agencies whose consultation to the ITC is required by statute *’

The ITC now has a number of cases before it that raise the issues contemplated by this
hearing, in some cases for the first time. Through public interest commentary, they are
developing a better sense of how exclusion orders impact consumers and competitive conditions.
Unusually, the ITC has also recently received the attention of governmental agencies like the
FTC, DOJ,* and Director Kappos of the PTO.** In the next six to twelve months, the ITC will

have a chance to react and potentially change course in response to this greater input from

outside stakeholders.

The Role of Litigants

Will litigants be able to solve the “ITC problem” on their own through private ordering? I
am not optimistic — they have less access to help and self-help than they do in district court.

However, litigants can play an important role in evolving the ITC’s decision-making.

Help the 1'TC and Document the Impact of I'C Jurisprudence
Litigants sued in the ITC have several options. Accused parties can try to invalidate the
patent, form joint-defense groups, or control costs.* However, some litigant self-help measures

don’t translate to the ITC. Many of the A1A provisions that were intended to curb litigation

19 USC 1337(b)(2), read wilh its statutory history, requires the TTC to consult with governmental departments and
agencics when considering the public interest in the context of an exclusion order™ as it considers appropriate.”

T With respect to the issue of RAND patents and injunctions, described e.g. in Chien. et. al RAND Patents and
Fxclusion Orders, supra and during Scnate hearings on this issuc on July 11, 2012 described

hitp/Avww fosspatents. con/2012/07/at-senate-hearing-(ic-and-doj-arpue. himl

2 Joff Wild, Kappos Explains Concerns over FRAND-related Injunctions and Calls for Balanced Approach,
Intellectual Asset Management Blog, hitp:/www iam-magazine com/blos/Detail aspx?e=3a9386c9-e12-4 1 59-

BA varicty of scl(-hclp mecasures arc described, e.g., in Colleen Chicn, Zurn the Table on Patent Trolls, Forbes.com
August 9, 2011 available at Wttp./iwww forbes.conVsites/ciocentral/201 1/08/09/tuen-the-tables-on-patent-trolls/
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abuses, such as the misjoinder rules and provisions relating to stays of cases pending a Section
18 challenge to transitional covered business method patents, apply to civil cases, not to Section
337 actions at the ITC. By statutory mandate, the ITC must resolve cases “at the earliest
practicable time,”** making it harder for the agency to wait for the Patent and Trademark Office
(PTO) or district court to determine if a patent is valid or infringed. ITC cases are extremely
resource intensive, making attorneys less willing to share costs. As is the case with respect to
district court cases, PAEs that bring ITC actions are invulnerable to countersuit.

Perhaps the greatest contribution litigants can make to reforming the ITC is to help the
ITC help itself. In order for the ITC to make good law, parties need to, for example, avoid
settlement before the ITC can make a decision, help develop the factual record, ask for flexible
remedies and the desired application of domestic industry, and where appropriate, appeal
Commission decisions to allow for appellate courts to weigh in. In short, litigants can engage in
strategic or impact litigation, and continue to help other governmental bodies understand the

impact of exclusion orders on consumers and competitive conditions.

What Congress Could Do
Iixercise Oversight

Through these hearings, members of Congress are already providing welcome attention
to the ITC. This attention should be informed by the good work of the ITC and its important role
in today’s economy. However, the areas that this and related Committees find problematic
should also be brought to the attention of the ITC with the policy direction that the ITC is
reluctant to develop. As the ITC makes decisions over the next 6-12 months, on PAEs and other

cases before it, Congress could commission a study or further hearings to look at the how the

19 USC 1337(b)(1).



20

ITC has changed its decision-making in response to the oversight and input it receives and the
impacts of these decisions. Has the ITC done anything to discourage rent-seeking behavior
through interpretation of its standing requirements? Have companies been able to design around
exclusion orders or had to pull their products? Have the injunction standards diverged even
further as district courts decide similar cases and come to different results? Perhaps members of
Congress could hold hearings with the Commission and/or commission a study of the evolution
and impact of the ITC’s cases over the next 6-12 month period. If this study shows that things

have not changed, Congress should change the law.

Change the Law

Tf Congress does change the statute, it should focus on harmonizing ITC and district court
remedies. The most effective way to prevent the ITC from becoming a way to circumvent eBay
is to require eBay to apply to ITC proceedings as well. However, the change should not be
limited to eBay, but be done in a way that allows the ITC to benefit from the future evolution of
Federal Circuit and Supreme Court jurisprudence on patent remedies. I take no position on
whether or not the 1TC should be authorized to decide damages, a topic which raises a host of
issues.* However, modifying existing bond and penalty provisions to provide more flexibility to
the ITC to award damages would make the option of denying an exclusion order more palatable,
and reduce the pressure on the ITC to grant injunctions.* It may also make sense to consider
creating a “fast track” to district court for 1TC cases that have been decided in favor of the
patentee but without an exclusion order.

T am more cautious about attempts to redraw the domestic industry requirement. Such

** Some of which arc discussed in Chicn, Patently Protectionist. supra.
“ These suggestions are more fully fleshed out in Chien & Lemley. supra.

11
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attempts must be evaluated with attempts to circumvent the new line in mind — determined
investors may partner with practicing companies to bring ITC actions or invest in
commercialization efforts just to gain standing at the ITC should the rules be changed in
particular ways, for example. In addition, the history of accusations of violations of national
treatment from our trading partners should also be kept in mind.*’ That the ITC has remained
relatively available to patentholders belies, in part, accusations that the venue is protectionist.4x
Finally, if Congress amends the law to reform patent litigation (for example through
reforms like the misjoinder rules), it should also keep the ITC in mind and consider how the

reforms should apply, perhaps in some modified form.

Conclusion

The ITC’s unique features create opportunities as well as challenges for the patent system
and its litigants, namely rent-seeking caused by the ITC’s more favorable injunction standard.
The statute provides ways for the ITC to overcome some of these challenges, however the ITC
must use them. If the ITC does not show a willingness or ability to do so within a limited period
of time, Congress should act. | thank the Chairman and members of the Committee for the

privilege and honor of serving our Government by testifying today.

Respectfully Submitted,

Colleen Chien

" See e.g., in Chicn, Patenily Protectionist supra.
az
Id.
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See Appendix for the attachments submitted with this statement.
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Mr. GOODLATTE. Mr. Kelley, welcome.

TESTIMONY OF DAVID B. KELLEY, INTELLECTUAL PROPERTY
COUNSEL, FORD GLOBAL TECHNOLOGIES, LLC

Mr. KELLEY. Mr. Chairman, Ranking Member Watt, and Mem-
bers of the Committee, thank you for inviting me here to this hear-
ing today. It is my honor and privilege to appear before you.

I am an Intellectual Property Counsel for Ford Motor Company,
and I am here to testify regarding a problem plaguing production
and manufacturing companies, who employ hundreds of thousands
of Americans workers. At Ford, we directly employ more than
65,000 Americans, and our dealers employ more than 150,000
Americans.

Ford wholeheartedly supports the underlying purpose of Section
337 investigations—that is, to prevent unfair competition from for-
eign entities and to protect American industry, jobs, and innova-
tion. We have utilized the ITC to prevent importation of products
that blatantly infringed our intellectual property and that unfairly
competed with our auto parts.

Nonetheless, Ford has also recently been hauled into the ITC
under circumstances that cry out for reform. In November of last
year, a Swiss-based patent-holding company, Beacon Navigation
GmbH, brought one of the largest Section 337 cases ever against
major manufacturers, American manufacturers. The case, involving
GPS navigation systems, named as respondents every major pro-
ducer of automobiles in the United States. These companies employ
hundreds of thousands of Americans in good-paying manufacturing
jobs.

Beacon asserted that certain Ford vehicles should be excluded
from the U.S. market; this, despite the fact that these Ford vehi-
cles contain a high percentage of content manufactured in the U.S.
by American workers. In addition, the navigation component that
Beacon claimed was covered by its patents was a small part of the
navigation system and a miniscule part of the total vehicle value.

And so, a highly complex product with thousands of parts, many
of which were manufactured and assembled in the U.S. by tens of
thousands American workers, was subject to exclusion from the
U.S. Market by a foreign patent assertion entity with a patent al-
legedly covering a small component of that product. Beacon ulti-
mately withdrew its complaint, but not before costing respondents
tens of millions of dollars in defense fees. Rather than protect the
jobs, U.S. jobs, the case threatened U.S. jobs.

Beacon should not have been allowed to initiate a 337 investiga-
tion in the first place because it had no real trade grievance; it was
only seeking money damages. Nonetheless, Beacon was able to pro-
ceed because there is no procedure to challenge the reasonableness
of an ITC investigation at the beginning and because they claimed
domestic industry under the licensing clause in Section 337.

In my opinion, the Federal court system, particularly the Federal
Circuit Court of Appeals, is doing an excellent job in recognizing
the PAE problem and fashioning judicial policy to put appropriate
limits on PAE abusive practices. Congress also deemed it necessary
to correct some of these practices in the recently enacted America
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Invents Act, which, in part, limits a PAE’s ability to include unre-
lated defendants in a patent lawsuit.

Unfortunately, the adjustments made by the courts and Congress
to limit PAEs do not apply to the ITC, and the ITC is not bound
by Supreme Court precedent that requires a thorough, equitable
evaluation prior to the grant of injunctive-type relief. In fact, the
ITC has only exercised its public interest equitable powers to deny
an exclusion order a handful of times over the last 40 years.

While I have the utmost respect for the ITC, including the com-
missioners, ALdJs, staff, general counsel, and others, it is clear to
me that the ITC is not able to remedy the problem. The ITC is con-
strained by statute and, to its credit, stays within the statutory au-
thority. Some believe the ITC has the ability to fix this problem
without statutory change. There is no evidence that it will do so.
To the contrary, the ITC has stated that it will not distinguish be-
tween innovators and PAEs that claim domestic industry based on
licensing activities.

It is therefore necessary, and I ask you here today, to remedy the
problems I have described by supporting the following statutory
changes to the Trade Act of 1930. First, institute an inquiry into
the equities of each 337 investigation at an early stage of the pro-
ceeding. Second, change the domestic industry requirements by
limiting qualification to those who engage in production-based li-
censing. These changes will preserve legitimate uses of the ITC
while shunting PAEs who have an adequate remedy at law to the
Federal courts where they may belong.

Thank you, Mr. Chairman and Ranking Member, for holding this
hearing and shining a light on a problem that is harming American
manufacturers.

Mr. GOODLATTE. Thank you, Mr. Kelley.

[The prepared statement of Mr. Kelley follows:]

Prepared Statement of David B. Kelley, Intellectual Property Counsel,
Ford Global Technologies, LLC

Chairman Smith, thank you for inviting me to this hearing today. It is my honor
and privilege to appear before this subcommittee.

I am an Intellectual Property counsel for Ford Global Technologies, LLC, a wholly
owned subsidiary of Ford Motor Company that handles all intellectual property
matters for the company. I am here to testify regarding a problem plaguing produc-
tion and manufacturing companies who employ hundreds of thousands of American
workers. At Ford, we directly employ more than 65,000 Americans—and our dealers
employ more than 150,000 Americans.

We believe that Section 337 of the Tariff Act is an important tool for the protec-
tion of American jobs and intellectual property. Section 337 is a US trade law, en-
acted in 1930. It was designed to protect U.S. manufacturers from unfair foreign
competition, and empowers the U.S. International Trade Commission (ITC) to ex-
clude products from the U.S. market. The statute is particularly useful in intellec-
tual property enforcement cases because it sometimes is difficult to enforce a patent
against foreign infringers in the U.S. courts due to jurisdictional issues. Section 337
permits direct action against the infringing products, whether or not the maker of
the products is subject to the U.S. courts.

Increasingly, Section 337 is being abused by Patent Assertion Entities (PAEs) who
acquire and hold patents for the purpose of litigation. PAEs don’t produce goods—
they don’t actually use technology to create products or jobs in the United States.
Their goal is to threaten other businesses with patent litigation in the hope that
tlllose other businesses will agree to pay royalties rather than face continuing legal
claims.

In recent years, PAEs have targeted Americans manufacturers, threatening their
U.S. operations, and trying to force them into cash settlements that would not be
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awarded by a court. This began after the U.S. Supreme Court ruled, in the 2006
eBay decision, that U.S. courts could issue injunctions in patent cases only if the
plaintiff could show the traditional requirements for injunctive relief. Most impor-
tantly, the plaintiff is required to show that irreparable harm would occur if the in-
junction did not issue. A PAE that is only seeking money can’t show irreparable
harm: money can always be awarded later. So the Supreme Court decision meant
that PAEs would have to prove their damages. But the PAE business model is to
seek quick negotiating leverage, not to pursue a long patent case for damages. So
after the eBay decision, Section 337 became more attractive to PAEs. It offers an
injunction-like remedy without requiring proof that an injunction is warranted.
PAEs use the threat of a Section 337 exclusion order to obtain bargaining leverage,
just as prior to eBay PAEs used the threat of a court injunction.

By the time a manufacturer enters production, the company has spent great sums
of money on design integration, tooling, and other investments to incorporate a par-
ticular technology. The technology itself may not be valuable—it may be trivial—
but it is very expensive to change it after the investments have been made. PAEs
can assert a minor patent against such a company and demand exorbitant sums—
amounts far beyond the actual value of the technology in the market—because the
manufacturer must either pay or walk away from its sunk costs.

This tactic is a patent “hold-up.” That is, the PAE demands royalties that are
large not because the patent is valuable, but because the target is vulnerable. This
be{lavior by PAEs hinders innovation instead of promoting the adoption of new tech-
nology.

Some believe that most, if not all, Section 337 cases are brought against shadowy
Asian companies that are counterfeiting American goods or infringing U.S. patents.
In fact, only a small percentage of Section 337 cases are brought by a U.S. company
against foreign companies. Most cases are brought against a mix of U.S. and foreign
companies. PAEs like to bring their cases against prominent U.S. companies, be-
cause their goal is not to exclude foreign products from the United States or to pro-
tect American manufacturers: it is to negotiate a royalty stream to earn a return
on their investment. In recent years PAEs have brought Section 337 actions against
such prominent U.S. companies as Apple, Ford, Google, General Motors, Hewlett
Packard and Intel, among many others.

These U.S. manufacturers, and others, operate on a global basis: they sell their
products globally, and they ensure their products are internationally competitive by
purchasing parts and materials globally as well. Exclusion of critical parts or compo-
nents from the U.S. market can lead to a calamitous shut-down of U.S. operations.

The intensity and fast pace of ITC litigation creates an atmosphere where a re-
spondent in the ITC must divert extensive resources quickly to its defense or face
a rapid, adverse and unfair result. Even if a company is confident that its imported
products do not infringe a patent, the costs of litigation, the uncertainty of litigation,
and the risks of an interruption of business are so great that the company may be
tempted to settle.

Ford wholeheartedly supports the underlying purpose of Section 337 investiga-
tions, that is, to prevent unfair competition from foreign entities, and to protect
American industry, jobs, and innovation. We have utilized the ITC to prevent impor-
tation of products that blatantly infringed our intellectual property and that un-
fairly competed with our parts.

Nonetheless, Ford has also been recently hauled into the ITC under circumstances
that cry out for reform. In November of last year, a Swiss-based patent holding com-
pany, Beacon Navigation GmbH, brought one of the largest Section 337 cases ever
against major American manufacturers. The case, involving GPS navigation sys-
tems, named as respondents every major producer of automobiles in the United
States, including Chrysler, Ford, General Motors, Honda, BMW, Mercedes, Nissan
and Toyota. These companies employ hundreds of thousands of Americans in good-
paying manufacturing jobs. Rather than protect U.S. jobs, the case threatened U.S.
jobs. Beacon also sued the companies in Delaware district court. The patents under-
lying the 337 investigation allegedly cover certain aspects of automotive navigation
systems. Despite the fact that Beacon has only a handful of employees in the US,
did not itself make any products, had not undertaken any research or development
related to navigation systems, had purchased the patents from another party, was
only interested in obtaining royalties, and had questionable licensing activities, it
claimed that it qualified as a “domestic industry” under the licensing clause of the
statute.

Beacon asserted that certain Ford vehicles assembled in Mexico and Canada
should be excluded from the U.S. market. This despite the fact that these Ford vehi-
cles contain a high percentage of content manufactured in the U.S. by American
workers, and despite the fact that the vehicles were imported under the North
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American Free Trade Agreement (NAFTA). In addition, the navigation component
that Beacon claimed was covered by its patents was a relatively small percentage
of the total vehicle value. And so a highly complex product with thousands of parts,
many of which were manufactured and assembled in the U.S. by tens of thousands
%fA %merican workers, was subject to exclusion from the U.S. market by a foreign

Beacon was using the ITC to obtain exorbitant royalties far beyond a reasonable
value. And they attempted to use the ITC as leverage to extract higher fees on prod-
ucts made in the U.S., such as Ford F-150 trucks, that contain a small component
from a global supplier. Beacon even tried to get royalties for vehicles in countries
where it had no patents by using the leverage of the ITC investigation.

Only after diligent inquiry by defense counsel and by forceful direction from the
ITC judge did it become apparent that Beacon could not sustain its claim of a do-
mestic industry. It subsequently withdrew its complaint. But not before costing the
respondents tens of millions of dollars in defense fees.

The Beacon case demonstrates the extent to which 337 investigations have
strayed from their intended purpose. Beacon should not have been allowed to ini-
tiate a 337 investigation because it had no real trade grievance—it was only seeking
money damages. Its alleged licensees do not make automotive navigation systems,
and even if they did, they do not have the capacity to supply even a fraction of the
industry that Beacon sought to exclude. Nonetheless, Beacon was able to proceed
because they claimed domestic industry under the licensing clause in Section 337,
and because there is no procedure to challenge the reasonableness of an ITC remedy
at the beginning of an investigation.

Licensing is permitted in the domestic industry test to allow innovators who don’t
make products, like universities, to use Section 337. Innovators engage in produc-
tion-based licensing, sometimes called “ex-ante” licensing. That is, innovators license
their patents before a product is developed and encourage their licensees to bring
new products to market. This helps create American jobs in product development
and manufacturing. On the other hand, PAEs obtain and license their patents after
a product has come to market, and seek to share in the value already created by
others. This is referred to as revenue-based licensing, or “ex-post” licensing. While
a PAE may have a claim in district court, it should have no place in the ITC, which
is intended to protect U.S. industries and jobs, not to allocate existing value among
claimants by awarding damages. The current domestic industry test in Section 337
does not specifically distinguish between production-based licensing and revenue-
based licensing. And so, under current practice, almost any patent owner, even for-
eign based PAEs with virtually no presence in the U.S. and licensees with limited
capacity, can bring an action against an entire U.S. industry. The ITC is thus essen-
tially operating as an alternate patent court in many respects.

In my opinion, the federal court system, particularly the Federal Circuit Court of
Appeals, is doing an excellent job in recognizing the PAE problem and fashioning
judicial policy within their authority to put appropriate limits on abusive PAE prac-
tices. Congress also deemed it necessary to correct some of these practices in the
recently enacted America Invents Act (AIA), which, in part, limits a PAE’s ability
to include unrelated defendants in a patent lawsuit.

Unfortunately, the adjustments made by the courts and Congress to limit PAEs
do not apply to the ITC. PAEs can name any number of respondents in their com-
plaints. Recent statistics clearly show an increase in the number of respondents in
337 investigations, mainly the result of PAEs. And the ITC is not bound by Su-
preme Court precedent that requires a thorough equitable evaluation prior to the
grant of injunctive type relief. In fact the ITC has only exercised its public interest
equitable powers to deny an exclusion order a handful of times in the many hun-
dreds of investigations it has undertaken over the last forty plus years.

While I have the utmost respect for the ITC, including the Commissioners, ALJs,
Staff, General Counsel, and others, it is clear to me that the ITC is not able to rem-
edy the problem. This is so because, by its own admission, it is not a policy-making
body. The ITC is constrained by statute and, to its credit, stays strictly within its
statutory authority. However, this has resulted in a mechanistic application of the
law which has ultimately led to absurd situations like the Beacon case that I've re-
lated, which is one of many examples of PAE abuse in the ITC.

Some believe that the ITC has the ability to fix this problem without statutory
change. There is no evidence that it will do so. To the contrary, the ITC has stated
that it will not distinguish between entities that claim domestic industry based on
particular licensing activities. That is, any entity that can show it has licensed a
patent to another party, even if it is revenue-based “ex-post” licensing, qualifies as
a “domestic industry” under current ITC law. And while recent decisions and pro-
posed rule changes indicate that the ITC may genuinely be trying to address the
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problem in limited respects, these attempts will likely fall far short of eliminating
PAE activity from unfairly burdening productive US manufacturers that employ
hundreds of thousands of American workers.

It is therefore necessary, and I ask you here today, to remedy the problems I've
described by supporting the following statutory changes to the Trade Act of 1930:

First, institute an inquiry into the equities of each 337 investigation at an early
stage of the proceeding, or even before an investigation is begun. The inquiry pref-
erably would be the first matter undertaken by an ALJ. An initial determination
by an ALJ on this issue should be immediately reviewable by the Commission, and
a Commission determination should be reviewable by the Federal Circuit Court of
Appeals. This inquiry will allow the ITC to use its discretion in preventing abusive
PAEs from initiating non-trade related investigations. The inquiry could be similar
to that used by the courts before awarding injunctive relief.

Second, change the domestic industry requirements by either limiting qualifica-
tion to those who engaged in production-based (ex-ante) licensing, or by eliminating
the licensing aspect entirely, as licensing entities are really seeking money and the
ITC cannot award damages.

These changes will preserve legitimate uses of the ITC while shunting PAEs who
have an adequate remedy at law to the federal courts, thus protecting U.S. industry,
jobs and technology from abusive and destructive litigation in the ITC.

Thank you Mr. Chairman and Ranking Member for holding this hearing and shin-
ing a light on a problem that is harming American manufacturers. I appreciate your
efforts to bring forth legislation that will deliver a fair solution that preserves the
intent of the law while fixing the abuses of PAEs.

Mr. GOODLATTE. Mr. Rubin, we are pleased to have your testi-
mony.

TESTIMONY OF NEAL A. RUBIN, VICE PRESIDENT OF
LITIGATION, CISCO SYSTEMS, INC.

Mr. RUBIN. Although the International Trade Commission hears
many patent cases, it is fundamentally a trade forum, charged with
protecting U.S. industry and U.S. consumers from unfair foreign
competition.

I am here today because, under the ITC’s interpretation of its
governing statute, a Canadian company with one employee in the
United States that buys a portfolio of Israeli patents can seek to
enjoin Cisco, a U.S. company that employs tens of thousands of
U.S. engineers, from selling its products into the U.S. because some
of the component parts are sourced from abroad.

That is one example, and there are many others, where patent
assertion entities that do not design, develop, sell, or import any
products can nevertheless meet the definition of a U.S. industry
worthy of ITC protection, while U.S. companies that employ thou-
sands of engineers can be deemed foreign competitors whose prod-
u(cltsdcan be excluded from U.S. markets. That needs to be rem-
edied.

My name is Neal Rubin, and I am the Vice President of Litiga-
tion for Cisco Systems. Headquartered in San Jose, California,
Cisco is one of the world’s largest makers of telecom equipment,
with 36,000 employees here in the U.S. Cisco invested $5.8 billion
in our most recent year on research and development, 80 percent
of that in the United States, with the goal of making the future of
communication faster, more reliable, and more secure.

Cisco has more than 9,000 U.S.-issued patents. But like every
successful technology company in the U.S., Cisco has experienced
an extraordinary increase in patent litigation in the last 5 to 10
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years. Of the dozens of patent infringement lawsuits filed against
Cisco, virtually all of them are brought by patent assertion entities.

In the last few years, these entities have begun to sue Cisco in
the ITC because, under the Supreme Court’s eBay decision, compa-
nies that do not build products can no longer obtain injunctions
when they sue for infringement in district court. Cisco was a re-
spondent in only one ITC case prior to 2010. Since then, we have
been named five times. Cisco will spend considerably more than
$20 million this year defending these cases.

While this Committee did extensive work to reform the patent
system, resulting in the American Invents Act, most of these re-
forms do not apply to the ITC.

Because the ITC is designed to protect U.S. industry, it can issue
an exclusion order only when a domestic industry related to the
patent exists or is being established. One way a patent owner can
establish and satisfy the domestic industry requirement is to show
substantial investment in exploiting the patent via its licensing ef-
forts.

But the Tariff Act and its legislative history illustrate that the
licensing activity Congress intended to satisfy, the domestic indus-
try requirement, is production-driven licensing, meaning efforts
that promote the adoption and use of the patented technology to
create new products and new industries. The ITC, however, has
recognized a new licensing model, one that we call revenue-driven
licensing. Patent assertion entities engaged in revenue-driven li-
censing do not design, develop, sell, or import any products. Their
efforts merely raise the price of existing products.

The Supreme Court’s eBay decision recognized exactly this policy
distinction between production-driven licensing and revenue-driven
licensing, and precluded injunctive relief in district court for par-
ties engaged solely in revenue-driven licensing. The ITC, however,
is not bound by the eBay decision and has moved in the opposite
direction, holding the entities engaged solely in revenue-driven li-
censing meet the domestic industry requirement.

The result is that these patent assertion entities are increasingly
turning to the ITC, with the number of filings and the number of
companies sued spiking dramatically. The data from last year
shows PAE cases represent 40 percent of the entire 337 ITC docket
and includes 60 percent of the respondents.

One Cisco case from earlier this year is illustrative of the prob-
lem. The complainant was MOSAID Technologies, a company
headquartered in Ottawa, Canada, in the business of patent acqui-
sition and enforcement. MOSAID bought a portfolio of patents from
a failed Israeli company. And in 2011, MOSAID sued Cisco in the
ITC, seeking to exclude many of Cisco’s products from sales in the
U.S. because foreign-made components allegedly infringed those
patents.

In an effort to manufacture evidence of a domestic industry,
MOSAID rushed to open its only office in the United States shortly
before suing. MOSAID had one employee there at the time.

But that was just the beginning. MOSAID had to rely on the li-
censing prong to show a domestic industry, and therefore served
subpoenas on their licensees, requesting documents and testimony
to support their domestic industry claim. MOSAID then paid these
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licensees to respond to the subpoenas and to testify, even though
they were obligated by law to do so.

MOSAID ultimately dismissed its case when its misconduct was
uncovered. But in the end, Cisco spent more than $13 million liti-
gating a case that should never been brought in the ITC. And but
for MOSAID’s misconduct, we could still be there.

Congress can solve this problem by clarifying that complainants
in the ITC can establish a domestic industry only through licensing
that promotes the market adoption of the patented technology.
Doing so would return the focus of the ITC to its original intent
and align the ITC with patent law and the Federal courts. PAEs
could still pursue monetary damages in Federal courts, and domes-
tic manufacturers and universities would continue to benefit from
the ITC’s protections. What PAEs would lose is the ability to use
the ITC to threaten companies with the prospect of an exclusion
order that does not benefit any U.S. industry.

Thank you for giving Cisco an opportunity to provide input on
this important topic. I look forward to your questions.

Mr. GOODLATTE. Thank you, Mr. Rubin.

[The prepared statement of Mr. Rubin follows:]

Prepared Statement of Neal A. Rubin, Vice President of Litigation,
Cisco Systems, Inc.

Members of the House Judiciary Committee, thank you for the opportunity to tes-
tify before this Committee about the detrimental impact patent assertion entities
are having on U.S. businesses through their ever increasing use of the United
States International Trade Commission (the “ITC”) as a preferred forum for patent
assertions. This Committee did extensive work to reform the patent system in the
America Invents Act. However, most of those reforms and the improvements in case
law that resulted from the Act do not apply to the ITC.

The ITC is an international trade forum charged with protecting U.S. businesses
and U.S. consumers from unfair foreign trade practices. The ITC is not a general
venue for patent disputes. Nonetheless, patent assertion entities who do not de-
velop, do not make, do not sell and import products are now routinely using the ITC
to assert their patents against U.S. operating companies, imposing great expense
and burden on them and on U.S. consumers. These assertions in the ITC are injur-
ing rather than protecting our domestic economy.

Prior to 2006, patent assertion entities (companies whose only business is licens-
ing and litigating patents to make money) essentially did not use the ITC. But by
2011, patent assertion entity cases comprised one quarter of ITC investigations in-
stituted, and nearly half of all respondents in the ITC were named in patent asser-
tion entity investigations. This year, 40% of the investigations instituted are patent
assertion entity cases, and they comprise 60% of ITC respondents. This is happening
because the 1988 Congressional amendments to Section 337 of the Tariff Act of 1930
have been interpreted to require the ITC to accept complaints from entities that in-
vest in any kind of domestic licensing, including “revenue-driven licensing.”

“Revenue-driven licensing” also is sometimes termed “ex post facto”K licensing. In
other words, it is licensing or attempted licensing that occurs after another company
has already sold products allegedly using the patented technology. Generally, the
targeted products were independently developed without knowledge of the patent,
and it is not uncommon for the patent claims to be drafted after the targeted prod-
uct has already been sold. This is not the “production-driven licensing” activity,
where licenses encourage the development and sales of new products, that Congress
intended would satisfy the ITC’s jurisdiction requirement when it amended the Tar-
iff Act.

These types of cases have become particularly prevalent in recent years because
the remedy the ITC may issue—an exclusion order that bars a U.S. company from
importing its products for sale in the U.S.—has been unavailable to patent assertion
entities in federal court since 2006, when the Supreme Court decided eBay wv.
MercExchange. In that case, the Supreme Court held that injunctive relief may only
be awarded to patent holders who satisfy a traditional four prong equitable test for
an injunction by proving, among other things, that their patent claims cannot be
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adequately satisfied by an award of money damages.! Patent assertion entities,
which by definition are looking for money, have no standing to seek injunctive relief
in federal courts. Because of this, they have turned their sights on the ITC as a
preferred venue for asserting their patents against U.S. operating companies, in
order to threaten them with the prospect of exclusion orders that they would not
be able to receive in a federal court. By filing in the ITC, these entities hope to ex-
tract more than the true value of the patented technology from U.S. operating com-
panies.

The use of the ITC in this manner should not be allowed. Patent assertion entities
do not engage in the kind of domestic licensing activities that should qualify them
to use the ITC. Congress did not intend for its trade statutes to allow patent asser-
tion entities who target existing products for licensing revenues to bring their
claims in the ITC. The ITC is a trade forum intended to protect U.S. industry and
U.S. consumers. It was not intended to be a forum for a few individuals to extract
settlements far beyond what they would be entitled to receive if they sued in a U.S.
court.

Claims by patent assertion entities can be and are adjudicated in federal district
courts empowered to award money damages where appropriate. The ITC is an inter-
national trade forum intended to protect U.S. industry. Yet under current ITC prac-
tice, it is being used with increasing frequency by patent assertion entities to harm
U.S. industry. My testimony addresses this problem of patent assertion entities’ in-
creasing filing of claims in the ITC and proposes a solution.

INTRODUCTION TO CISCO

I am the Vice President of Litigation for Cisco, one of the world’s largest devel-
opers of networking and telecommunications equipment that powers the Internet,
with more than $45 billion in annual sales and over 36,000 U.S. employees. Cisco’s
success as a company is a direct result of our ability to innovate. Our products origi-
nally were designed for communications within private or enterprise networks.
When the public Internet emerged in the mid 1990s, our products found immediate
application for worldwide use. Today, Cisco’s networking equipment forms the core
of the global Internet and most corporate and government networks. We invested
$5.8 billion in the 2011 fiscal year on researching and developing the next genera-
tion of networking equipment, with the goal of making the future of communication
faster, more reliable and more secure. We have invested another $4.1 billion in re-
search and development of our products in the first three quarters of fiscal year
2012 alone.

Like all successful technology companies based in the United States, Cisco has ex-
perienced a large increase in patent litigation over the past 5-10 years from entities
that do not design, develop or sell any products. These entities who are suing Cisco
are not universities, but instead are entities staffed by lawyers and backed by fin-
anciers who seek to profit from patent lawsuits. Of the dozens of patent infringe-
ment lawsuits currently pending against Cisco, virtually all of them were brought
by patent assertions entities.

Over the past two years, patent assertion entities have begun filing claims against
Cisco in the ITC. In calendar year 2011, approximately 60 ITC investigations were
initiated by the Commission and Cisco was a respondent in about 5% of all cases
filed in the ITC in that period. Looking at it another way, Cisco was a named re-
spondent in exactly one ITC case up until 2010 (which was filed by a US practicing
entity). Since the beginning of 2010, Cisco has been a named as a respondent in
five matters, nearly all of which were filed by patent assertion entities.

THE ITC’S ROLE AS AN INTERNATIONAL TRADE FORUM RATHER THAN AN
INTELLECTUAL PROPERTY FORUM

Complaints filed by patent assertion entity are turning the ITC into general pat-
ent forum. This is inconsistent with the role of the ITC as provided in its governing
statute. The ITC is “an independent federal agency whose strategic operations are
to determine import injury to U.S. industries in antidumping, countervailing duty,
and global and bilateral safeguard investigations; direct actions against unfair trade
practices involving patent, trademark, and copyright infringement; support policy-
makers through economic analysis and research on the global competitiveness of
U.S. industries; and maintain the Harmonized Tariff Schedule of the United

1eBay Inc. v. MercExchange LLC, 547 U.S. 388 (2006).
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States.”2 The ITC is a trade forum whose mission is to protect U.S. industries and
U.S. consumers from injuries they suffer from unfair foreign competition. Where ap-
propriate, the ITC may issue an exclusion order to prohibit unlawful importation
of an infringing product, where importation harms a domestic U.S. industry in arti-
cles protected by that patent.

The ITC is not, however, empowered to hear any and all U.S. patent infringement
disputes. U.S. federal district courts have exclusive jurisdiction over most patent in-
fringement lawsuits, where they can award relief such as monetary damages. The
ITC only has authority to adjudicate patent disputes that involve unfair foreign im-
ports that negatively impact U.S. industry. In particular, because the ITC exists to
protect U.S. industry, the ITC is empowered to issue an exclusion order in a patent
case only if “an industry in the United States, relating to the articles protected by
the patent, . . . exists or is in the process of being established.” (19 U.S.C. Section
1337). A patent owner can satisfy this domestic industry requirement in a patent
case in one of three ways:

¢ By showing significant investment in plant and equipment in the U.S. related
to an article protected by the patent;

e By showing significant employment of labor or capital in the U.S. related to
an article protected by the patent; or

e By showing substantial investment in exploiting the patent via engineering,
R&D or licensing in the U.S.

It is the third method of satisfying the domestic industry requirement—exploiting
patents via “licensing” investments in the U.S.—that I will focus on in these com-
ments. In particular, patent assertion entities, which do not design, develop, make,
or sell any products, often rely upon the statute’s reference to a “substantial invest-
ment” in “licensing” of articles protected by the patent to claim that they have a
domestic U.S. industry in need of protection. In addition, such patent assertion enti-
ties often rely upon the domestic activities of their unwilling licensees (unwilling be-
cause most such licenses are agreed upon in settlement of litigation or after the li-
censee has been threatened with patent litigation on its existing products).

But this statutory language, added by Congress in 1988, should not apply to the
“revenue-driven licensing” model. Patent assertion entities engaged in “revenue-
driven licensing” target already existing products for licensing revenues. Congress
added the “licensing” language to the Tariff Act in 1988 to permit a domestic indus-
try based upon a substantial investment in production-driven licensing by pat-
entees, such as universities or U.S. production companies, who had made substan-
tial investments in developing technology and engaged in “production-driven licens-
ing” to commercialize that technology—Ilicensing efforts that promote the adoption
and use of a patented technology and create new products and industries. A “pro-
duction-driven license” generally is between two willing parties; one party that de-
veloped the technology and another party that wants to use the technology to create
its own products. “Revenue-driven licensing,” by contrast, seeks to use patents, not
as a basis for creating new goods, but rather for extracting licensing fees from oth-
ers for sales of products that were already in the marketplace. “Revenue-driven li-
censes” generally involve an unwilling party who developed its products on its own
and then entered into a subsequent license, often during or under threat of litiga-
tion. Further, in many of these cases, the patent holder did not even develop the
technology, but instead purchased the patents from the original inventor.

We believe Congress intended to protect a domestic U.S. industry of new products
created through licensing, not to create a windfall for those who seek to make
money from suing operating companies after those companies have created and de-
veloped new products through their independent efforts and investments in the
United States.

INCREASING USE OF THE ITC BY PATENT ASSERTION ENTITIES HARMS U.S. INDUSTRY

The increasing use of the ITC by patent assertion entities (entities whose business
is “revenue-driven licensing”) appears attributable in substantial part to a Supreme
Court case that has made real progress in balancing the enforcement of patents in
the federal district courts, but that has been held to not apply to the ITC. In 20086,
the U.S. Supreme Court issued its eBay v. MercExchange decision which made clear
that patentees who can be adequately compensated with monetary damages, such
as a reasonable royalty, should not be awarded permanent injunctions as a matter

2 United States International Trade Commission Strategic Plan, Fiscal Years 2009-2014, avail-
able at http:/www.usitc.gov/press room/documents/strategic plan 2009-2014.pdf
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of course as had been the past practice. Rather, district courts should apply a four
part test to evaluate the equities of granting injunctive relief. Under that test, pat-
ent assertion entities, which exist only to assert patents and collect money, do not
have standing to obtain a permanent injunction. While they may pursue a reason-
able royalty, they cannot use the threat of a permanent injunction to unfairly coerce
U.S. operating companies to pay exorbitant and unreasonable royalties.

Since the eBay decision issued, patent assertion entities have sought to try to find
new ways to impose the threat of an injunction against U.S. operating companies,
in order to extract excessive royalties. Because the ITC may award exclusion and
cease and desist orders in patent proceedings, these entities increasingly have used
the ITC as a preferred forum for patent assertion. Indeed, prior to the eBay decision,
patent assertion entities essentially did not use the ITC. However, the year fol-
lowing that decision, the ITC instituted four investigations brought by patent asser-
tion entities, and the trend has continued ever since.

Although many companies believe that the domestic industry provisions of our
trade statutes should prevent patent assertion entities from routinely using the ITC
this way, case law has recognized a licensing model called “revenue-driven licens-
ing” as being within the ambit of the statute.? Although the ITC has concluded that
“revenue-driven licensing” is entitled to “less weight” than the “industry-creating,
production-driven licensing activity that Congress meant to encourage” in its stat-
ute, ITC case law interprets the Tariff Act of 1930, as amended, as recognizing all
licensing including “revenue-driven licensing.”4 Further, the ITC may consider the
U.S. activities of such unwilling revenue-driven licensees as part of the domestic in-
dustry of the licensor. In light of this expansive interpretation of the licensing provi-
sion of the ITC statute, patent assertion entities routinely use the ITC as a pre-
ferred forum for their disputes, relying upon “revenue-driven licensing” to claim a
substantial investment in licensing, rather than the “production-driven licensing”
intended to be protected by Section 337.

Statistics unquestionably bear this out. Last year, we estimate that approximately
Y4 of all ITC cases were filed by patent assertion entities, with the ITC reporting
record breaking levels of ITC case filings. And, this figure understates the actual
impact of these ITC cases because approximately 50% of all respondents named in
an ITC investigation last year were respondents in ITC investigations filed by pat-
ent assertion entities. Further, based on the data available for this year, patent as-
sertion entity cases account for over 40% of the entire 337 ITC docket and respond-
ents in those cases account for over 60% of all respondents. Consistent with these
observations, in the ITC’s Budget Justifications for every year from FY 2008 to FY
2012, the ITC has noted its expanding case load, and has attributed this in substan-
tial part to the availability of exclusionary relief in the ITC. In its Budget Justifica-
tion for FY 2012, the ITC specifically referred to the eBay case as a contributing
factor for this difference in remedies and the attractiveness of the ITC as a forum
for patent suits.> The ITC has become so inundated with patent proceedings that
it has noted the exceptional demands patent cases are placing on its budgets and
staff, for example, supplementing its Human Capital Plan for 2009-2013 to change
its procedures to reflect a record breaking increase in patent litigation.® Likewise,
the FTC reported in 2011 that the eBay decision may be the cause of this activity
and suggested that the ITC should only find domestic industry where there is a pro-
duction-driven licensing activity.”

This increased use of the ITC by patent assertion entities is detrimental to the
U.S. economy in many ways, and I will discuss one example involving Cisco below.
Patent assertion entities—often staffed by lawyers and backed by financiers—pur-
chase patents for the sole purpose of asserting them against operating companies
as a tax on an operating company’s research and development efforts. These entities
are engaged in “revenue-driven licensing.” Although “revenue-driven licensing” is
recognized by the ITC as being entitled to “less weight” than the “industry-creating,
production-driven licensing activity that Congress meant to encourage,” the ITC still
permits “revenue-driven licensing” to qualify for a domestic industry because the
case law suggests all licensing activities qualify. “Revenue-driven licensing,” how-

3See, e.g., Certain Multimedia Display and Navigation Devices and Systems, Components
Thereof, and Products Containing Same, Inv. No. 337-TA-694, Comm’n Op. at 15 (Aug. 8, 2011).
41d.

5U.S. International Trade Commission, Budget Justification Fiscal Year 2012 at p. 21, avail-
able at http://www.usitc.gov/press room/documents/budget 2012.pdf.

6U.S. International Trade Commission, Supplement to the Strategic Human Capital Plan
2009-2013, January 2011, available at http://www.usitc.gov/intellectual property/documents/
2009 13 SHCP.pdf

7FTC, The Evolving IP Marketplace: Aligning Patent Notice and Remedies with Competition,
29-30 (Mar. 2011).
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ever, results in no new products; it merely raises the prices of existing products.
Firms engaged in “revenue-driven licensing” are not a domestic industry that needs
to be protected from foreign competition.

In addition to burdening U.S. industries and harming U.S. consumers, these cases
also are straining the resources of the ITC. Patent assertion entity litigation has
shifted the ITC from an administrative agency charged with protecting U.S. manu-
facturers and securing U.S. jobs to a generalized intellectual property court rou-
tinely used by patent assertion entities to place a tax on the development and sales
of actual products by U.S. based companies. Patent assertion entity cases under-
mine the ITC’s purpose of protecting domestic industry from unfair foreign competi-
tion.

C1sc0’s RECENT HISTORY IN THE ITC ILLUSTRATES THE DISPROPORTIONATE IMPACT
ITC CAseEs CAN HAVE ON OPERATING COMPANIES

Patent assertion entity litigation before the ITC is particularly injurious to U.S.
operating companies and the domestic economy because of the disproportionate costs
such litigations impose. For example, although ITC cases comprise only about 10%
of Cisco’s overall litigation docket, these few cases account for almost half of our
overall litigation budget. Cisco spends more than ten million dollars defending indi-
vidual actions in the ITC. Cisco’s experience in this respect is consistent with expe-
riences described in legal trade journals, such as the American Lawyer’s law.com
publication, which reported back in 2009 that litigating just one ITC case can “eas-
ily cost $10 million or more.” 8

ITC cases are disproportionately expensive because the ITC allows for broader
discovery than do the district courts. For example, the Federal Rules of Civil Proce-
dure limit the number of interrogatories and substantive requests for admissions
that can be asked of a party to 25, and limit the number of depositions of a side
to ten. The ITC does not. In a recent ITC proceeding, a complainant asked Cisco
over 7,000 Requests for Admission (6,975 more than a district court would permit)
that had to be answered in short time frames. Similarly, the ITC does not limit the
number of interrogatories a party can ask, although some Administrative Law
Judges permit 175 interrogatories per party, which is still seven times the amount
permitted by the Federal Rules for a district court matter. Depositions are typically
not limited in number, either. In a recent case, 22 Cisco witnesses were deposed in
28 days, more than double the ten allowed by the Federal Rules. Cisco also pro-
duced over 3.5 million pages of documents in an extremely short time frame re-
quired by the ITC rules.

These enormous costs are becoming routine in cases brought by patent assertion
entities. A recent example of such a case involving Cisco is Investigation No. 337—
TA-778, In the Matter of Certain Equipment for Communications Networks, Includ-
ing Switches, Routers, Gateways, Bridges, Wireless Access Points, Cable Modems, IP
Phones, and Products Containing Same. Although we believe that the ALJ in charge
of our Investigation did an excellent job adjudicating the matter—taking unprece-
dented steps to address misconduct by our opponent—the matter still consumed
over ten million dollars in legal fees and costs, and imposed countless hours of busi-
ness distraction on our company.

Complainant in the 778 Investigation was Mosaid Technologies, a company
headquartered in Ottawa, Canada, that at the time of filing was publicly traded on
the Canadian stock exchange, and in the business of patent acquisition and enforce-
ment. Mosaid purchased a portfolio of patents from a failed Israeli company and
then sent Cisco an unsolicited letter claiming that Cisco needed to license the pat-
ents. In 2010, after Mosaid accused Cisco of infringing these patents, Cisco filed a
declaratory judgment action in the United States District Court for the District of
Delaware seeking to establish that its products did not infringe and that the patents
were invalid. In May 2011, apparently unhappy with what Mosaid claimed to be the
slow pace in the district court, Mosaid brought claims against Cisco in the ITC ac-
cusing Cisco of infringing some of the same patents-in-suit in Delaware. Mosaid
claimed, among other things, that it had a domestic industry based upon its licens-
ing activities for the patents-in-suit and the activities of its alleged licensees. And,
in a transparent attempt to enhance its domestic industry case (given that it is a
Canadian company), Mosaid rushed to open its only “office” in the United States—
in Plano, Texas—shortly before filing its ITC complaint against Cisco. But that was
just the beginning. Mosaid had to rely on the “licensing” prong to show a domestic
industry, so it Mosaid served subpoenas on two third parties, including at least one
of its licensees, requesting documents and testimony from them to support Mosaid’s

8 ITC Patent Disputes Continue to Provide Steady, Profitable Work (Law.com, 2009).
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domestic industry claims. In a further attempt to bolster its claims, Mosaid improp-
erly gave inducements to these two third parties in order to generate “goodwill”
from them to respond to the subpoenas that they were legally obligated to respond
to under the law.

After Cisco’s counsel learned of these facts, Cisco filed a motion to preclude
Mosaid from relying on any evidence connected to Mosaid’s misconduct. The ALJ
ruled in Cisco’s favor, finding that Mosaid improperly compensated third parties to
obtain evidence from them in support of Mosaid’s claims. The ALJ then took an un-
precedented step of ordering the trial of Mosaid’s case to proceed first on domestic
industry, expressing skepticism over whether Mosaid could establish a domestic in-
dustry in light of the sweeping exclusion of evidence. After several of these orders
had issued, on the eve of trial Mosaid dismissed its entire ITC case—sending the
parties back to Delaware where they had started. Cisco had by then spent thirteen
million dollars litigating in the ITC. Cisco produced in excess of 3.5 million pages
of documents, responded to 121 interrogatories (five times the amount permissible
in a district court case), and presented 22 of its personnel for depositions over a pe-
riod of 28 days (more than double the number permitted in a district court case),
all within an expedited time frame.

Although Cisco greatly appreciates the time and attention that the ALJ put into
the Mosaid matter, and the public orders that preceded the dismissal, Cisco believes
that as a matter of public policy this case should not have been before the ITC in
the first place. Mosaid is a Canadian company; other than its purported Plano office
opened just before the ITC complaint was filed, it has no U.S. presence. More impor-
tant, it has no product business and so it sought to rely upon licenses it entered
into after it purchased the patents-in-suit. If the current proposed amendments had
been in place, Mosaid would not have been able to make even a colorable argument
that it satisfied the domestic industry requirement.

This matter caused Cisco to spend millions of dollars that could otherwise have
supported the research and development of Cisco’s own products. Every dollar spent
on ITC litigation detracts from Cisco’s ability to employ people in the United States
to develop new products. And Cisco is but one example. Last year, over 230 respond-
ents in the ITC were named in investigations initiated by patent assertion entities.
This trend harms U.S. competitiveness, U.S. industry and U.S. consumers, and de-
tracts from the ITC’s guiding principle to protect U.S. competitiveness, U.S. indus-
try and U.S. consumers from unfair foreign competition.

CONGRESSIONAL LEGISLATION CLARIFYING WHEN LICENSING MAY SUPPORT A DOMES-
TIC INDUSTRY AND CONFIRMING APPLICABILITY OF THE EBAY FACTORS WOULD BEN-
EFIT U.S. INDUSTRY

Cisco appreciates the efforts by the ITC—including its Commissioners, Adminis-
trative Law Judges, Office of General Counsel, and Staff—to handle a burgeoning
caseload of patent infringement proceedings and the ITC’s focus on domestic indus-
try and public interest issues. Cisco also appreciates the ITC’s ongoing efforts to ex-
plore ways to reduce costs such as developing electronic discovery guidelines.

Cisco believes there is a simple solution to the problem posed by patent assertion
entities and their “revenue-driven licensing” models. Specifically, Congress should
amend Section 337 of the Tariff Act of 1930 to clarify that complainants in the ITC
cannot rely on “revenue-driven licensing,” or the activities of revenue-driven licens-
ees, to satisfy the domestic industry requirement and gain access to the ITC. In-
stead, a domestic industry can be established only through licensing efforts that pro-
mote the market adoption and use of the patented technology, i.e., where the license
was entered into before the licensee’s adoption and use of the patented technology.
The Federal Trade Commission has made a similar recommendation in its March
2011 Report, The Evolving IP Marketplace: Aligning Patent Notice and Remedies
with Competition. Congress should state that the ITC should only grant exclusion
orders in accordance with traditional equitable factors as set forth in eBay. Doing
so would align the ITC with traditional principles of equity set forth in the Supreme
Court’s eBay decision.

Patent assertion entities would still have federal courts available to them and
could still pursue fair monetary damages if they showed ownership of a valid and
infringed patent and an entitlement to damages. And domestic manufacturers and
universities would continue to benefit from the ITC’s protections. What patent as-
sertion entities would lose is the ability to use the ITC to threaten companies with
the prospect of an exclusion order, and the certainty of an extraordinarily expensive
patent litigation, to obtain settlements far in excess of the true value of the pat-
ented technology. This litigation tactic does not benefit any U.S. industry.
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Mr. GOODLATTE. Mr. Cassidy, welcome.

TESTIMONY OF BERNARD J. CASSIDY, GENERAL COUNSEL
AND EXECUTIVE VICE PRESIDENT, TESSERA TECH-
NOLOGIES, INC.

Mr. Cassipy. Thank you, Chairman.

Chairman Goodlatte, Ranking Member Watt——

Mr. GOODLATTE. Mr. Cassidy, you may want to turn on that
microphone and pull it close.

Mr. CAssiDy. Thank you.

Chairman Goodlatte, Ranking Member Watt, and Members of
the Subcommittee, my name is Bernard Cassidy. I am the Execu-
tive Vice President and General Counsel at Tessera Technologies,
Inc., headquartered in the heart of Silicon Valley in San Jose, Cali-
fornia, with operations in Charlotte, North Carolina, and else-
where. I deeply appreciate this opportunity to speak before you re-
garding the importance of the ITC to my company and to the inno-
vation economy.

Tessera is a cofounder of the Innovation Alliance, a coalition of
companies seeking to enhance America’s innovation environment
by improving the quality of patents and protecting the integrity of
the U.S. patent system. The Judiciary Committee and its Members
appreciate the importance of strong intellectual property law to the
U.S. economy. We applaud your leadership in helping to build a
legal system that encourages investment and innovation. The IA
welcomes a discussion of the role of the ITC in safeguarding Amer-
ican industries from unfair trade. Nonetheless, we are skeptical
about many of the changes being discussed today. We believe that
the long-term interests of our innovation-based economy outweigh
the near-term interests of a few important companies.

Licensing U.S. intellectual property strengthens the economy and
improves our trade balance. Section 337, the statute that regulates
unfair practices in import trade, is a key element of the Nation’s
trade laws and ensures that American innovators, including com-
panies that license their patents, will not be harmed by the impor-
tation of goods that infringe valid U.S. patents.

Permit me to briefly address four issues.

First, the domestic industry inquiry. To be able to pursue an ac-
tion in the ITC, a patent holder must be or be in the process of
establishing a domestic industry. What is clear to us is that the
ITC has interpreted this term of art in a balanced manner. Har-
nessing its administrative expertise, it has consistently remained
mindful of the 1998 amendment’s intent to liberalize Section 337,
but also remained equally vigilant in not allowing an expansion of
the domestic industry test beyond the intent of Congress. Congres-
sional action, despite the real concerns of some of my fellow panel-
ists, should be reserved for a time when there is strong disagree-
ment with the interpreted efforts of the ITC.

Second, public interest factors. Section 337 states that the Com-
mission, quote, “shall,” end quote, exclude goods it has found to be
infringing from entry into the United States, quote, “unless,” end
quote, it finds that relief is not appropriate in light of four public
interest factors set out in the statute.
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Importantly, even if the ITC decides that remedy is appropriate,
the President has the power to prevent the remedy from going into
effect if he or she determines that a remedy is not appropriate for
what the statute refers to as, quote, “policy reasons,” an open-
ended, undefined term. In short, the statute provides a remedy
with robust built-in safeguards against misuse.

Moreover, in November of 2011, about 8 months ago, the ITC
issued new rules that allowed the administrative law judges to de-
velop full records about public interest factors early in each case.
This new and early focus on public interest factors supplements the
multiple opportunities that interested parties have today to com-
ment during the full commission review at the end of the case. We
believe it would be premature for Congress to legislate on the proc-
ess until the ITC has had an opportunity to determine whether it
sufficiently and fairly addresses the concerns voiced about these
factors.

Third, the eBay factors. The argument that the ITC should be re-
quired to apply the so-called eBay standards for injunctions used
in U.S. district court ignores the fact that the ITC and district
courts are markedly different venues with different jurisdictions
and different powers, necessitating different standards. Mandating
application of eBay would substantially weaken the power of the
ITC to deal with unfair trade practices.

Fourth, standard-essential patents. A blanket a priori rule pro-
hibiting or limiting the availability of exclusion orders to holders
of patents that may be standard-essential patents would tip the
balance in favor of infringers, to the detriment of innovation and,
ultimately, consumers. Such proposals would essentially create a
compulsory licensing regime and are contrary to the intent of SSO
policies that encourage good-faith bilateral negotiations. One must
consider whether innovators would have any incentive to partici-
pate in an SSO if their patents were effectively made unenforce-
able. That would result in technologically inferior standards and
reduce investments in research and development, postponing inno-
vation and competition that are the drivers of U.S. economic
growth.

In conclusion, the ITC has the capability, the resources, and the
track record to permit it to resolve the difficult questions being ex-
amined by this Committee and to apply the law. If there are spe-
cific examples of where the ITC has erred that warrant attention,
the Innovation Alliance will be happy to work with Congress to de-
velop consensus solutions. But, to be clear, we are generally of the
view that the long-term interests of our innovation economy and
the public better will be better served if the ITC is permitted to ful-
fill its obligations pursuant to existing law.

Thank you.

Mr. GOODLATTE. Thank you, Mr. Cassidy.

[The prepared statement of Mr. Cassidy follows:]
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Chairman Goodlatte, Ranking Member Watt, and Members of the Subcommittee,

My name is Bemard J. Cassidy, and T am Executive Vice President and General Counsel at
Tessera Technologies, Inc., which is headquartered in the heart of Silicon Valley, in San Jose,
California. We have facilities in Charlotte, North Carolina, Rochester, New York, and Arcadia,
California as well as in Europe and Asia. 1 deeply appreciate this opportunity to speak betore
you regarding the importance of the International Trade Commission to my company and our
innovation economy.

The Tessera Story

Tessera Technologies, Inc. is a small publicly-traded holding company that traces its roots
to three former IBM technology pioneers who set out on their own in 1990. Tessera, Inc., our
oldest subsidiary, pioneered chip-scale packaging solutions for the semiconductor industry. We
have become a leader in semiconductor packaging via our inventions which are now widely
adopted by the semiconductor industry. This technology enables electronics devices such as cell
phones to become as small as they are today.

Today, through subsidiaries, we operate two businesses: Intellectual Property and
DigitalOptics. Our Intellectual Property business generates revenue from patented innovations
through license agreements with semiconductor companies and outsourced semiconductor
assembly and test companies. Our DigitalOptics business offers breakthrough imaging
technologies and products will that bring tull-featured digital still camera capabilities to the
mobile phone camera market through its miniaturized camera module solutions.

None of this would have been possible had we not had a strong patent system to protect our
inventions and reward our innovators. Maintaining a strong patent system is essential to our
continuing success.

The Innovation Alliance

Tessera Technologies, Inc. is a co-founder of the Innovation Alliance (“1A™), a coalition
of companies seeking to enhance America’s innovation environment by improving the quality of
patents and protecting the integrity of the U.S. patent system. The Innovation Alliance represents
innovators, patent owners and stakeholders from a diverse range of industries that believe in the
critical importance of maintaining a strong patent system. Many Innovation Alliance members
also manufacture and/or sell products and services that use not only their own patents, but those
of third parties as well. The IA’s positions on a strong patent system — on the importance of
high-quality patents, the pro-innovation and pro-competitive benefits of voluntary
standardization efforts and bilateral negotiation of licenses and cross-licenses among
standardization participants — are not new.
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The Judiciary Committee and its Members appreciate the importance of strong
intellectual property law to the U.S. economy. We applaud your leadership in safeguarding our
Nation’s intellectual property, thereby helping to build a legal system that encourages
investment in innovation. The Innovation Alliance welcomes a discussion of the role of the ITC
in safeguarding American industries from unfair trade. We beli eve that the Committee will
conclude that the long-term interests of our innovation-based economy outweigh the near-term
interests of a few.

Licensing U.S. intellectual property strengthens the economy and improves our trade
balance. Section 337, the statute that regulates unfair practices in import trade, is a key element
of the nation’s trade laws and ensures that American innovators, including licensing companies,
will not be harmed by the importation of goods that infringe valid and enforceable U.S. patents.
Importers of foreign made products — both U.S. based and foreign companies — have appealed to
Congress for several changes to Section 337 that would, in effect, limit access to the ITC and/or
weaken the powers of the ITC to deal with cases of unfair trade practices. Weakening the ITC’s
jurisdiction would benefit foreign economies, foreign competitors, and other foreign
manufacturers to the detriment of the U.S. economy. Although one can appreciate the near-term
concerns expressed by some U.S.-based technology companies, a discussion of issues affecting
the ITC should be undertaken with the long view in mind. Specifically, weakening Section 337
to disadvantage patent holders relative to infringing importers will retard American innovation,
weaken the trade position of the United States, and hurt American innovation and manufacturing
by protecting infringing products manufactured in other countries.

The International Trade Commission

The U.S. International Trade Commission (“ITC™) is a federal administrative body that
“administerfs] U.S. trade remedy laws within its mandate in a fair and objective manner.”
Among those trade laws, the ITC administers Section 337 of the Tariff Act of 1930, as amended
(“Section 3377}, which makes the ITC respensible for regulating “unfair practices in import
trade.”” To enable the ITC to perform this regulatory duty, Section 337 vests the ITC with
authority to issue orders excluding articles from entry into the United States where those articles
are imported utilizing (1) unfair methods of competition and unfair acts or (2) infringement of
U.S. inteflectual property rights.

Section 337 was enacted in 1930, the decade that expanded the role of federal
administrative agencies. From the onset of this era, a central pillar supporting administrative
expansion was the necessity of regulating technical fields that demanded expertise beyond that
found in the legislative and judicial branches of government. Stemming from this longstanding
policy, Congress and the federal courts have accorded administrative agencies deference and
discretion to implement their prescribed regulatory tasks as reflective of their heightened

! The ITC was established in 1916 as the “Tariff Commission.” Tts name was changed to the International
Trade Commuission in 1974.

? Mission Statement, U.S. INT’L TRADL COMM'N,

hitp://www.usitc.gov/press _roon/mission_statement htm (last visited May 3, 2012).

*19US.C. § 1337 (2006).



40

expertise. In light of this practice, the ITC’s interpretation of Section 337 should not be
disturbed, unless or until Congress finds fault with the Commission’s interpretation of the law.

The 1988 Amendments Recognized the Importance of Licensing to Qur Economy

Prior to amendment in 1988, Section 337 treated all unfair import trade practices alike.
By the 1980s, however, manufacturing was shifting abroad, and the United States was
increasingly becoming a technology-based economy. Therefore, Congress amended Section 337
in 1988* to reflect these economic realities. Importantly, the 1988 amendments restructured
Section 337 to treat intellectual property infringement separately—and more liberally—from
other types of unfair acts.

Particularly noteworthy among these changes, the 1988 amendments eased the domestic
industry requirement for Section 337 investigations based on intellectual property rights. First,
Congress removed the “injury” requirement, thereby eliminating any test of economic harm to
the domestic industry. Second, a new provision, § 1337(a)}3)(C), provided that a domestic
industry could be established where there was “substantial investment in [the asserted intellectual
property’s] exploitation, including engineering, research and development or licensingf’5

Until quite recently, the procedural posture of many Section 337 investigations prevented
the TTC from fully defining the boundaries of new § l337(a)(3)(C).6 However, in more current
Section 337 investigations where parties have attempted to establish domestic industries based
exclusively upon licensing, the ITC has been utilizing its administrative expertise to determine,
on a case-by-case basis and in a series of balanced and carefully-considered Commission
opinions, which entities Congress sought to protect in enacting the 1988 amendments.

Four Key Issues

The remainder of this written submission will briefly address four issues of recent interest
to the ITC patent community: domestic industry, public interest factors, the so-called eBay
principles, and standard-essential patents. 1incorporate by reference the attached papers recently
published by the Innovation Alliance which deal with the latter two issues in more detail.

The ITC’s Ongoing Development of the Domestic Industry Inquiry Under §
1337(a)(3)C)

The first notable instance where the 1TC thoroughly elaborated upon the standard for
establishing a domestic industry based upon licensing occurred twenty years after the 1988
amendments, in Certain Stringed Musical Instruments and Components Thereof (“Stringed

* See Omnibus Trade and Competitiveness Act of 1988, 102 Stat. 1107, Pub. L. 100-418 (Aug. 23, 1988).
® Id. (cmphasis added). In addition to this new statutory provision, the 1988 amendments retained the
abilitv of a complainant to establish a domestic industry under Section 337 by demonstrating the more
traditional manufacturing-bascd clements.

® Indced, many investigations where the issuc had arisen scttled prior to the TTC having an opportunity to
refine the meaning of this new provision in an authorntative Commission Opinion.

4
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Instruments ™). In Stringed Instruments, the complainant, an individual inventor, invested
$8,500 on research and development over muitiple years and made numerous unsuccessful
attempts to license the asserted patents at trade shows. At issue was whether this investment in
licensing and research and development was “substantial” enough to establish a domestic
industry under § 1337(2)(3)(C).

Upon a thorough analysis of Section 337’s legislative history,® the 1TC stressed that the
proper inquiry is highly “fact-dependent,” and set forth the following guidelines:

There is no minimum monetary expenditure that a complainant must demonstrate
to qualify as a domestic industry under the ‘substantial investment’ requirement
of [§ 1337(a)(3)C)] . . . . [S]howing the existence of a domestic industry will
depend on the industry in question, and the complainant’s relative size. . . .
[TThere is no need to define or quantify the industry itself in absolute
mathematical terms.”

After carefully applying the facts to this standard, the ITC held that that the individual inventor
had not made a showing “of substantial investment of the type described in Section
337(a)(3)(c)”'° However, based upon its earlier statutory analysis, the TTC cautioned that
“access to section 337 should not be foreclosed to individual inventors simply because their
operations or activities are not on the scale of many corporations or universities.”!!

In 2010, in Certain Coaxial Cable Connectors and Components Thereof Containing
Same ( “Cocxial Cable”), the ITC further developed its interpretation of the 1988 statutory
provision. At issue was whether expenses incurred in prior patent litigation could be considered
investments in licensing and, thus, help establish a domestic industry under § 1337(a)(3)(C).
After thoroughly examining Section 337’s text and legislative his‘cmy,13 the ITC determined that
litigation expenses, per se, could not establish a domestic industry under § 1337(a)(3)(C).
However, the Commission also held that, if prior litigation expenses exhibited a clear nexus to
the complainant’s concerted efforts to license the asserted patent, they could be considered as
one factor, among others, as to whether there was substantial investment in exploiting the patent
via licensing efforts."* Thus, Coaxial Cable—carefully interpreting Section 337’s text and

7 337-TA-586, Comm™n Op. (May 16, 2008).

# See id. at 14-16 (analyzing Housc and Scnatc reports pertaining to Scetion 337°s 1988 amendments).

°Id at 25-26.

 Id. at 26.

Y id at 27.

2 337-TA-650, Comm. Op., (Apr. 14, 2010}, gf'd. John Mezzalingua Assocs., Inc. v. Int’l Trade

Comm’n (Fed. Cir. 2012).

¥ Jd. at 44-30.

** The Commission provided the following guidance as to whether a sufficient nexus between litigation

expenses and licensing efforts may exist:
Depending on the circumstances, [licensing activities] may include, among other things,
drafting and sending ccasc and desist Letters, filing and conducting a patent infringement
titigation, conducting settlement negotiations, and negotiating, drafting and executing a
licensc. The mere fact, however, that a license 1s ¢xccuted docs not mean that a
complainant can necessarily capture all expenditures to establish a substantial investment

5
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legislative history—deliberately built upon Stringed Instruments, allowing for interpretation of
the statute to develop as additional factual nuances arose in future investigations.

The ITC further honed its interpretation of § 1337(a)}(3)(C) in Certain Multimedia
Display and Navigation Devices and Systems, Components Thereof, and Products Containing
Same (*Navigation Devices”)."> Tn Navigation Devices, the primary issue was whether a
complainant could establish a domestic industry based upon its investment in licensing its entire
patent portfolio without allocating expenditures to licensing the asserted patents. Despite public
comments advocating this broad approach, the ITC determined that Congress did not intend
Section 337 to encompass such a liberal interpretation. Instead, the Commission stated that the
test is governed by “the strength of the nexus between the licensing activity and the asserted
patent.™'® Specifically, the Commission analyzed the complainant’s patent portfolio and related
activities in three areas to determine whether a “substantial investment” had been made to exploit
the patents at issue, namely: (1) “the relative importance or value of the asserted patent within
the portfolio”; (2) the extent to which activities are “solely related to licensing” versus “serv{ing]
multiple purposes,”; and (3) “the extent to which the complainant conducts its licensing
operations in the United States, including the employment of U.S. personnel and utilization of
U.S. resources in its licensing activities.”!’ Consequently, the ITC determined that the burden is
on the complainant to “present evidence that demonsiraies the exient of the nexus between ihe
asserted patent and the complainant’s licensing activities and investments.™'

With respect to the “substantial investment” test, the Commission stated that “[t]he type
of efforts that are considered a ‘substantial investment’ under 337(a)(3)(C) will vary depending
on the nature of the industry and the resources of the complainant.”'® The Commission also

in the exploitation of the patent. A complaingnt must clearly lnk each activity to
licensing efforts concerning the asserted patent.
{d. at 43-44 (emphasis added). Ultimately, the Commission remanded the investigation to the
ALJ for determination of whether the complainant’s litigation expenses exhibited a sufficient
nexus to licensing efforts. A portion of the prior litigation expenses satisfied the nexus test.
However, they were not sufficiently “substantial” under 1337(a)(3}C).
¥ Inv. No. 337-TA-694, Comm’'n Op. (Aug. &, 2011).
¥ I at 9.
7 Jd. at 9-15. The nexus between the licensing activity and the asserted patent, as well as the nexus
between the activity and the U.S., is “fact-focused and case-specitic.” /d. at 9, 14
*® Id. (emphasis added). In so holding, the ITC provided a list of non-exhaustive considerations to better
guide futurc litigants:
In determining whether there is a strong enough nexus between an asserted patent and a
larger patent portfolio as a whole, the ITC identified the following non-exhaustive
factors:  “(1) the number of patents in the portfolio, (2) the relative value contributed by
the asserted patent to the portfolio, (3) the prominence of the asserted patent in licensing
discussions, negotiations and any resulting license agreement, and (4) the scope of
technology covered by the portfolio compared to the scope of the asserted patent.
Id. at 10,

*Id at 15. The ITC also provided a list of several additional factors to take into consideration:
Other factors that might be relevant in determining whether a complainant’s investment is
substantial are (1) the existence of other types of “exploitation’ of the asserted patent such

6
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emphasized that investment in licensing “must be domestic, i.e., it must occur in the United
States.”™ Ultimately, the Commission found that the complainant had not made a substantial
U.S. investment in exploitation of the specifically asserted patents through its licensing activities.
By carefully analyzing and applying the statutory language, the Commission determined that the
complainant’s activities did not create the type of domestic industry envisioned by Congress.

The Commission’s most recent comments on the economic prong of the domestic
industry analysis came in Cerlain Liquid Crystal Display Devices, Including Monitors,
Televisions, Modules, and Components Thereof ( “Liquid Crystal Display Devices "y and
demonstrate that the ITC’s balanced interpretation of § 1337(a}(3)(C) continues. In Liguid
Crystad Display Devices, the complainant purchased a substantial patent portfolio covering a
broad array of technology and subsequently filed parallel suits at the district court and the ITC
against a number of respondents. The Commission was tasked with determining which of the
complainant’s activities and investments related to its efforts to license the patents at issue in the
suit and ultimately determined that only the “activities relating to [complainant’s] LCD licensing
program, including employee time, facility use, travel, and product acquisition,” qualified as
“substantial investment” under Section 337(a)(3)(C).* The Commission began its analysis by
reiterating the guidance laid out in Navigarion Devices, that “the complainant must demonstrate
that a particular activity: (1) relates to the asserted patent; (2) relates to licensing; and (3)
occurred in the United States.”™ Tm portantly, the Commission determined that expenses and
activities related to the purchase of patent portfolios, litigation of underlying 337 investigations
and parallel district court actions, and reexamination of the patents at issue did not qualify as
exploitation through licensing **

Specifically, the Commission reasoned that the act of purchasing a patent portfolio “is
solely related to ownership, not licensing,” and noted that “Congress clearly stated that it did not
intend mere patent ownership to constitute a domestic industry.”* Similarly, the Commission
rejected complainant’s argument that expenses relating to reexamination of the patents in the
context of licensing negotiations initiated by one of the respondents during the course of the
investigation should qualify as exploitation through licensing. The Commission thus held that,
fike the act of purchasing a portfolio, “reexaminations are simply a continuation of prosecution
that reaffirm or modify the boundaries of the patentee’s ownership.”*

as rescarch, development, or engincering, (2) the cxistence of liccnscrelated ancillary
activities such as ensuring compliance with license agreements and providing training or
technical support to its licensees, (3) whether complainant’s licensing activities are
continuing, and (4) whether complainant’s licensing activities are those that are
referenced favorably in the legislative history of Section 337(a)(3)0). The
complainant’s retum on its licensing investment (or lack thereof) may also be
circumstantial evidence of the complainant’s investment.

Id at 16,

*Id at8.

* Liquid Crysial Display Devices, Tnv. Nos. 337-TA-741, 337-TA-749, Comm n Op. (Jul. 6, 2012).

2 Id at 110.

* Id. at 109 (citing Navigation Devices at 7-8).

24 [d

®Id at 111

*®Id at 115.
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Finally, the Commission reaffirmed 1TC precedent that, generally, only activities
occurring before the filing of the complaint are eligible to qualify as part of the “substantial
investment” analysis.” Consequently, the Commission rejected complainant’s argument that its
litigation expenses for an underlying 337 investigation and parallel district court action should
count towards the establishment of a domestic industry. This, the Commission noted, “would
essentially eliminate the domestic industry requirement.”* The Commission added that
“IpJermitting complainants to rely on these activities and investments to establish a domestic
industry, would be inconsistent with the statute and legislative history,”* again demonstrating
the ITC’s abiding commitment to careful and well-reasoned statutory interpretation.

The preceding discussion illustrates that the ITC has interpreted Section 337 in a
balanced manner. Harnessing its administrative expertise, it has consistently remained mindful
of the 1988 amendments’ intent to liberalize Section 337 but also remained equally vigilant in
not allowing an expansion of the domestic industry test beyond the intent of Congress. As
illustrated in Commission opinions analyzing § 1337(a)(3)(C), the ITC continues to interpret
Section 337 in a balanced, case-by-case manner, carefully considering the statutory language and
intent of Congress. As the ITC continues to harness its expertise, further Congressional action
should be reserved for a time when there is disagreement with the interpretive efforts of the ITC.

Public Interest Factors in Fashioning ITC Remedies

The ITC has no authority to award damages based upon past infringement; it can only
issue prospective relief by issuing limited or general exclusion orders that block infringing goods
at the border, as well as and cease and desist orders that forbid the domestic sale of already-
imported infringing goods. Section 337 states that the Commission “shall” exclude goods it has
found to be infringing from entry into the United States, “unless™ it finds that relief is not
appropriate in light of its consideration of four public interest factors set out in the statute:

the public health and welfare,

competitive conditions in the United States economy,

the production of like or directly competitive articles in the United States,
and United States consumers,

Importantly, even if the ITC decides that a remedy is appropriate, the President has the
power to prevent the remedy from going into effect if he or she determines that a remedy is not
appropriate for what the statute refers to as “policy reasons,” an open-ended term not defined in
the statute.

77 Id. at 113. “The Commission agrees with the ALJ that, as a general matter, ‘only activities that occurred
before the filing of a complaint with the Commission are relevant to whether a domestic industry exists or
is in the process of being established,”™ (quoting Ceriain Coaxial Cable Connectors, Components Thereof
and Prods. Containing Same, Inv. No. 337-TA-650, Comm’n Op.. at 51 n.17 (Apr. 14, 2010)).

28 Id

# Id. at 114, Scction 337 “imposcs an affirmative requircment of demonstrating the domestic industry,
one which cannot be automatically fulfilled by the filing of a Section 337 complaint.”

g
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In short, the statute provides a remedy along with robust built-in safeguards against
misuse.

Moreover, following the 2007 investigation titled Baseband Processor Chips, the ITC
plunged itself into an internal and public comment review of how the public interest factors
would best be treated within the investigation process. The result was a pilot program which in
turn was followed by the issuance of new rules in November 2011. Under this recently enacted
regime, the complainant must file a statement on the public interest concurrently with the
complaint, and include certain information relevant to the public interest factors. The
respondents and the general public have an opportunity to respond and the complainant may
reply. These filings help the ITC Administrative Law Judge to develop a full record about public
interest factors early in the case, and supplement the multiple opportunities interested parties
have to comment during full Commission review at the end of the case.

It would seem be premature for Congress to legislate on the public interest factors
process until the ITTC has had an opportunity to determine whether its new process sufficiently

and fairly addresses the concerns voiced about these factors.

eBay. Should an Interpretation of the Patent Act Be Tmported Into the Tariff Act?

It has also been suggested that the ITC be required to apply the so-called eBay standards
for injunctions used in U.S. district courts. This argument ignores the fact that the ITC and U.S.
District Courts are markedly ditferent venues with different jurisdiction and powers necessitating
the differing standards. Given that the only remedy available to the ITC is exclusion orders,
mandating application of eBay would substantially weaken the power of the ITC to deal with
unfair trade practices. Furthermore, the Federal Circuit Court of Appeals expressly rejected
homogenization of injunction and exclusion standards in the case of Spansion, Inc. v. ITC, 629
F.3d 1331 (Fed. Cir. 2010).

Standard-Essential Patents

Finally, a few important comments about standard-essential patents (“SEPs™). The
Innovation Alliance hopes the Congress will seriously consider the adverse and unintended
consequences of a blunt response to dealing with disputes involving SEPs. The IA would be
very concerned if the ITC or the courts established a bright line rule or presumption that
prohibited a patent holder from seeking or obtaining an exclusion order/ injunction due to the
“possibility” of patent hold-up or because the patent(s) at issue is a SEP. A rule prohibiting or
limiting the availability of exclusion orders or injunctions to SEP holders would tip the balance
in favor of infringers to the detriment of innovation and ultimately consumers.

There is no evidence to suggest that such sweeping changes to the current law, remedies
or processes are necessary or in the public interest. Rather than presume hold-up exists in every
instance, it should be noted that a patent holder and a standards implementer both have strong
incentives to negotiate in good faith. The implementer does not wish to risk an injunction that
could prevent or disrupt its manufacturing, and the patent holder wants a return on its investment
and funding for continued R&D. These incentives encourage negotiation, which has been the



46

preferred mechanism under most standard setting organization (*SSO”) policies for establishing
license terms. Under a no-exclusion-order/no-injunction policy, however, the implementer has
little incentive to bargain in good faith because by litigating it can avoid paying royalties until at
least the litigation is over, if not longer. Moreover, a patent holder’s good faith offer becomes a
ceiling that caps the implementer’s litigation risk. The result would be more and longer
litigation, with the inefficiency that litigation entails, and an unjustified shift in bargaining power
from patent holders to implementers that would destroy the balance which currently exists.

A no-injunction rule would also create a perverse incentive: innovators who participate in
SSOs (and give FRAND commitments) would have fewer rights than innovators that do not
participate. The predictable result would be that fewer innovators would participate in SSOs with
such PR rules (or make FRAND commitments if they do participate) or engage in R&D for
technologies that may be standardized. Reduced participation in SSOs or reduced funding of
R&D would likely result in delay, technologically inferior standards, and reduced information
about patents implicated by standards. Refusals to make FRAND commitments would similarly
lead to delay and technologically inferior standards as SSOs would attempt to “design out” the
technologies of companies that refuse to make FRAND commitments.

Conclusion

The ITC has the capability, resources, and track record to permit it to resolve the difficult
issues being examined by this Committee and apply the law. If there are specific examples of
where the ITC has erred that warrant attention, we will work with the Congress to develop
consensus solutions. Nevertheless, we are generally of the view that the long term interests of
our innovation economy and the public will be served if the ITC is permitted to fulfill its
obligations pursuant to existing law.

At a time when policymakers rightly argue that other countries need to do more to clamp
down on IP infringement overseas, it is unwise to impose new hurdles on U.S. IP owners trying
to protect their 1P rights against foreign infringers.

Tessera and the Innovation Alliance thank the Subcommittee for affording us the
opportunity to provide our views. We stand ready to work with the Congress on consensus
proposals to enhance the rights of patent owners and improve the operation of our courts and the
1TC.

10
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Mr. GOODLATTE. And, Mr. Foer, we are pleased to have your tes-
timony.

TESTIMONY OF ALBERT A. FOER, PRESIDENT,
AMERICAN ANTITRUST INSTITUTE

Mr. FoerR. Thank you, Mr. Chairman, Ranking Member Mr.
Watt, and Subcommittee Members.

As president of the American Antitrust Institute, an inde-
pendent, nonprofit Washington think tank, I am pleased to offer
our observations and recommendations regarding standards-set-
ting, intellectual property, and antitrust.

We believe that globalization and the rapid pace of technological
development have brought us to a point where it is no longer fea-
sible to muddle through with three distinct legal regimes—intellec-
tual property, antitrust, and international trade—each working
more or less independently of the others.

The current system of mutual assured destruction, requiring the
acquisition of huge portfolios of patents as a condition of com-
peting, together with the emergence of substantial nonpracticing
entities committed to maximally aggressive patent enforcement ac-
tivity, is enormously wasteful. The system often blocks rather than
facilitating innovation. It is unduly anticompetitive. It has led to
proliferation of patent holdup conduct and resulting corruption of
open standards initiatives that would otherwise promote more com-
petitive market outcomes.

I am going to summarize a dozen points that receive more detail
in my statement.

Coordination is essential, both within the U.S. and among econo-
mies of the globe. Resolution of standards issues should include
consultations with foreign jurisdictions in an effort to achieve the
maximum feasible global consistency. The basic goal is to achieve
better balance between competition and exclusion in the name of
innovation. Improved functioning of standards-setting organiza-
tions is crucial to achieving better balance. Antitrust considerations
must play a larger role in the functioning of standards-setting or-
ganizations. And in this regard, we urge Congress to revisit the
Standards Development Organization Advancement Act of 2004,
which has failed to reduce the risks of ex post anticompetitive pat-
ent holdup outcomes.

Congress should also state its intent that the antitrust authori-
ties and courts should apply the principles of the Hydrolevel case
to the standard-essential patent situation. And coalitions of leading
competitors should not be permitted to purchase patent portfolios
with an intent to exclude from the market or otherwise seriously
disable one or more nonincluded competitors.

The concept of FRAND—fair, reasonable, and nondiscriminatory
commitments—itself needs to be more standardized. We would
apply the following five principles: One, FRAND should imply a
waiver of the right to seek an injunction against a user of the
standard. Two, FRAND should imply meaningful ex ante trans-
parency on both price and nonprice license terms. Three, FRAND
should imply that nonprice conditions to license a standard-essen-
tial patent be reasonable. Four, FRAND should imply that
acquirers of standard-essential patents should be required to fully
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adhere to prior owners’ public commitments to SSOs or others to
license on FRAND terms. And, five, FRAND should imply a com-
mitment to arbitrate disputes on the application of the FRAND
commitment.

Let me comment very quickly on the role of the International
Trade Commission, which after the eBay opinion of the Supreme
Court has become a primary forum for challenging alleged patent
infringements.

We support the Supreme Court’s approach to injunctions and
urge that its principles be applied by the ITC such that exclu-
sionary injunctions would no longer be so automatic a remedy.
Now, the ITC has recently shown signs of flexibility, and perhaps
that agency can deal with the problem that has emerged by apply-
ing a broader interpretation of the public interest jurisprudence in
their statute. If not, then we believe that Congress ought to act.

I would be happy to elaborate on any of these points in the ques-
tioning. Thank you very much.

Mr. GOODLATTE. Thank you, Mr. Foer.

[The prepared statement of Mr. Foer follows:]
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Statement of Albert A. Foer, President
THE AMERICAN ANTITRUST INSTITUTE
Before the
HOUSE JUDICIARY COMMITTEE

SUBCOMMITTEE ON INTELLECTUAL PROPERTY, COMPETITION, AND
THE INTERNET

Hearing on
THE INTERNATIONAL TRADE COMMISSION AND PATENT DISPUTES

July 18, 2012

Chairman Goodlatte, Ranking Member Watt, and members of the Subcommittee:
The American Antitrust Institute (AAI) is an independent non-profit consumer
organization devoted to enhancing the role of competition in the economy and sustaining
the vitality of the antitrust laws.! We believe that competition benefits consumers and the
economy by lowering prices, promoting innovation, elevating customer service, and

enhancing the choices available to consumers.

For many years America has muddled through with three separate regimes that
collectively shape the competitive structure of our industries. Please picture an equilateral
triangle with a silo situated at each corner. These silos are three legal regimes: antitrust,
intellectual property, and international trade. To an unfortunate extent, each regime has
developed and operated separately. Each works within its own statutory and regulatory
framework, each is associated with a separate occupational sociology, each has its own
values, special interests, and political oversight. So long as intellectual property played a
relatively unimportant role in our economy, so long as most of trade was not conducted

by global mega-corporations in highly concentrated global industries, so long as antitrust,

' The AAl is managed by its Board of Directors with the guidance of an Advisory Board consisting of more
than 130 prominent antitrust lawyers, economists, and business leaders. The Board of Directors alone has
approved this written testimony; individual views of members of the Advisory Board may differ from the
AAT’s positions.
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trade, and IP did not constantly bump up against one another, the competition triangle

managed to function.

But something has dramatically changed. Picture the triangle again -- only this
time fill up the space enclosed by the triangle with global high technology companies,
companies with names like Microsoft, Google, Apple, Cisco, IBM, Samsung, Sony and
the like. And recognize that the way they do business and the way governments oversee
and regulate them require their constant collision with all the sides of the triangle. There
is a mismatch between the three legal regimes and the facts of today’s most important

economic lite. Reform has rather suddenly come to appear essential.

In particular, the current crisis in standards results from the emergence of an
essentially unplanned system of Mutual Assured Destruction, in which the major high
technology companies accumulate large portfolios of patents that are intended to be used
as both offensive and defensive weapons against competitors, indeed as bargaining chips

for assuring access to essential patents and protection against claims of infringement.

This system has three grievous faults. First, it is enormously wasteful of
resources, including both the resources to purchase portfolios of intellectual property, and
also expensive, time-consuming, attention-demanding litigation to utilize or protect these
portfolios.” Second, it creates a barrier to entry and innovation by companies that do not
already own a large portfolio and would therefore find themselves at high risk that their
entry product would be attacked as infringing someone’s patent, or perhaps hundreds of
patents. The risk would deter investment. Third, it enables and incents and has therefore
led to proliferation of patent holdup conduct and resulting corruption of open standards

initiatives that would otherwise promote more competitive market outcomes.

*In a current “high-stakes patent infringement trial pitting Apple Inc. against Samsung Elcctronics Corp.”
before the International Trade Commission, Apple was represented by a 70-lawyer team from Wilmer
Cutler Pickering Hale and Dorr and Quinn Emanucl Urquhart & Sullivan. “In the months leading up to
trial, Wilmer lawyers deluged the court with documents—/for example, when the judge asked [or a simple
chart, lawyers submitted a 3,000-page filing.” “According to patent analyst Florian Mucller, Apple and
Samsung are currently opponents in about 50 patent suits spanning 10 countries and four continents,
[ighting for dominance in the $100 billion-plus global smartphone market.” Jenna Greene, “In Apple [ight,
sharp elbows,” The National Law Journal, June 25, 2012. http://www.nlj.com.
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But Mutual Assured Destruction has another flaw that has almost literally blown
up the system. This flaw has been given a nasty nickname: patent trolls. It also has a
more neutral name, non-practicing entities (“NPEs”) that we will use. When
organizations buy up patents, not to utilize them in productive output but to use them as
assets upon which they can demand monopoly rents by attacking companies on patent
infringement grounds, without having to worry about return fire, something new and

potent has been injected into the armory.

The AAT has been listening to a wide variety of companies and experts on the overlap
of antitrust and intellectual property. In keeping with the subject matter of this hearing,
but providing somewhat enlarged scope, we offer the following dozen observations with

regard to standards and competition policy.

1. Better coordination is essential.

To the maximum extent feasible, the Department of Justice and the Federal Trade
Commission should promulgate the same approach. Joint guidelines following the
model of the Horizontal Merger Guidelines would be an appropriate vehicle. The
International Trade Commission, U.S. Trade Representative, the U.S. Patent and
Trademark Office, and the Intellectual Property Enforcement Coordinator should all
have an important say in the development of these guidelines. In addition, however,
given the global nature of so many issues, the U.S. agencies should work as closely as
possible with the European Commission and other major trading nations to maximize

international consistency.

2. The basic goal is to achieve better balance between competition and

exclusion in the name of innovation.
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A consensus on basic objectives seems to be within reach. The basic
understanding would be that the exclusionary power of intellectual property can
provide an important incentive for innovation, but that without appropriate
limitations, IP can become a mechanism that not only facilitates monopolistic waste
in the economy but actually inhibits innovation. The consensual goal is to find a

socially beneficial balance between competition and exclusion.

3. Standard setting organizations are crucial to achieving balance.

Standards for interoperability and access are crucial to the development of high
technology, most evident at the moment in the evolution of mobile smartphones. The
primary institution for developing standards is the standard-setting organization
(“SSQO7), a self-governing mechanism for the members of an industry to come
together to make critical technical decisions about the future of their industry.
Overwhelmingly, these are discussions among engineers and their function is
positive, but when antitrust investigations have focused on SSQOs, it has become clear
that they have a potential for anticompetitive abuse. Once a standard is agreed upon,
it is often too late for the industry to switch to another direction. Thus, it is
appropriate for government to focus on best practices for SSOs and, as a matter of

priority, especially on standard-essential patents (SEPs).

4. Antitrust must play a larger role in the functioning of SSOs.

Because standard-setting brings competitors together to work on an industry’s
future, there is always a risk of anticompetitive activity. The Standards Development
Organization Advancement Act of 2004 (“SDOAA”) mandates application of the
antitrust “rule of reason” rather than any stricter antitrust rule or scrutiny for SSOs’

“standards development activity,” defined to include “actions relating to [an SSO’s]
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intellectual property policies.” * It also enables $SSOs to avoid the treble damages
remedy that would otherwise be automatic for any antitrust violation® and to obtain an
award of the costs of suit including reasonable attorneys’ fees against any antitrust
claimant if the claim against the SSO was “frivolous, unreasonable, without
foundation, or in bad faith.” * The statute thereby protects or exempts SSOs from
central aspects of the antitrust laws that apply to many other kinds of concerted

activity among competing enterprises.

This Act was intended “to encourage disclosure by intellectual property rights
owners of relevant intellectual property rights and proposed licensing terms”; it
“further encourages discussion among intellectual property rights owners and other
interested standards participants regarding the terms under which relevant intellectual
property rights would be made available for use in conjunction with the standard or
proposed standard.™ In short, the Act sought to incent SSOs to experiment with new
policies and practices that would increase ex ante transparency about intellectual
property rights and associated license terms, thereby reducing risks of ex post

anticompetitive patent holdup outcomes.

In the immediate aftermath of that enactment, two SSOs -- VITA and IEEE --

adopted new policies of that very kind, both of which received antitrust comfort under

DOJ’s Business Review Procedure.” To our knowledge, however, few if any other
SSOs have even begun to move in any similar direction. In short, all too many SSOs
have been slow to embrace any such effort or even to consider the continued

adequacy of their longstanding patent policies as protections against patent holdup

outcomes in their standards. 1t is thus not surprising that there has been a dramatic

*Pub. T.. No. 108-237, 118 Stat. 661, 1511.S.C. §§ 4301-02.

15 U.8.C. § 4303.

*1511.8.C. §§ 4304-05.

£ 150 Cong. Ree. 3657 (June 2, 2004).

7 See Ietter from DOT 1o VITA counsel (Oct. 30, 2006), available at

http://www justice. gov/atr/public/busreview/219380.htm; Letter from DOJ to IEEE counsel (Apr. 30,
2007), available at hitp://www justice.gov/atr/public/busreview/222978.him.
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increase in patent holdup conduct and associated litigation over the eight years since
enactment of the SDOAA. In short, it appears that the SDOAA has failed to incent
S$SO0s in the desired direction. Indeed, by reducing antitrust exposure, it may well

have had the opposite effect.

Accordingly, the AAT suggests that Congress now consider (a) repeal or revision
of the SDOAA in conjunction with (b) a Congressional statement of intent that the
antitrust authorities and courts should apply the principles of American Society of
Mechanical Engineers v. Hydrolevel Corp., * to the standard-essential patent
situation. The Supreme Court there established an SSO’s strict antitrust liability in
circumstances where anticompetitive harm occurs as a result of the SSO’s failure to
implement procedures aimed at preventing abuse of its processes. As the Court said,
“a standard setting organization . . . can be rife with opportunities for anticompetitive
activity”; “a rule that imposes liability on the standard setting organization -- which is
best situated to prevent antitrust violations through abuse of its reputation -- is most
faithful to the congressional intent that the private right of action deter antitrust
violations.” Congress should accordingly confirm its support for applying those
precepts to the situation here at issue: an SSO’s failure to implement effective
safeguards against patent holdup outcomes from its proceedings should result in that

SSO’s liability for the resulting anticompetitive effects.

S. The concept of F/RAND itself needs to be standardized.

It is not uncommon for SSOs to require that any participant in a standard-
setting process who owns a patent that reads on the proposed standard has an
obligation to identify the patent and/or agree to license it on a fair, reasonable, and

non-discriminatory basis. Europeans abbreviate this as a FRAND commitment,

5456 U.8. 556 (1982).

Y Id. al 571-73.
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Americans as “RAND?”, or increasingly as “F/RAND”. As a first step in clarifying
the concept, we propose recognizing that all three abbreviations have essentially

the same meaning and can all therefore be referred to as “FRAND”.

Unfortunately, FRAND has no agreed-upon minimal meaning, which
leads to expensive, drawn out, and largely unnecessary litigation. The AAI calls
attention to the following areas in which the provision of a minimal standard
meaning would resolve many of the problems of SEPs: unreasonable price; other
unreasonable conditions; assuring that subsequent owners are bound by prior
owners’ commitments; arbitration of disputes; and limitations on the use of

injunctions.

6. FRAND should imply that ex ante negotiations on price are both

legitimate and critical.

Although it is not feasible to establish perfect rules on what price for licensing a
SEP would be fair and reasonable, some minimal standards are appropriate. The AAL
agrees with the FTC’s promotion of two principles. First, the determination should
rest on ex ante incremental value rather than ex post total market value. Second, the

royalty base should be the smallest affected component rather than the entire device.

Because FRAND commitments are today so generally vague that they do not
provide adequate protection against holdup conduct, SSOs should be required to
move in the direction of ex ante disclosure of proposed or maximum license terms. (A
SEP owner should not be required, however, to specify a royalty rate when it is not in
fact looking for royalties and therefore commits not to assert its SEPs against any

implementer of the standard in question.)
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7. FRAND should imply that non-price conditions to license a SEP be

reasonable.

With current vagueness, SEP owners sometimes demand overly broad
grantback provisions. The AAI believes it is inconsistent with a FRAND
commitment for the SEP licensor to demand a grantback covering licensee patents
beyond those that are essential to the same standard implicated by the licensor’s
patents. It is unreasonable for the SEP owner to demand a higher royalty for the
license to its SEPs than it is willing to pay as a royalty for SEPs within the scope
of the required grantback. There should always be a “cash-only” option available
to any licensee in lieu of any grantback demand. Where defensive termination
provisions or covenants not to sue are functionally similar to grantback

provisions, they too should not be “unreasonably” broad.

8. FRAND should imply that acquirers of SEPs should be required to
fully adhere to prior owners’ public commitments to SSOs or others

to license on FRAND terms.

It is essential to a balanced SSO process that FRAND commitments be
maintained, even if the SEP is later transferred. The AAIT believes that a new SEP
owner’s enforcement activity in a manner inconsistent with an applicable FRAND
commitment may constitute “exclusionary conduct” in violation of Section 2 of
the Sherman Act and Section 5 of the FTC Act. Moreover, a patent portfolio’s
acquisition that may enable or facilitate this kind of exclusionary conduct can, on
that basis, be challenged as a violation of Section 7 of the Clayton Act. (SSOs can
assist in this regard by clarifying that participants making FRAND commitments
during their proceedings thereby promise to condition any sale of the covered

patents on the promise to abide by the same commitments.)
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9. FRAND should imply a commitment to arbitrate disputes on the
application of the FRAND commitment.

The disproportionate leverage that a patent owner has in the interpretation
of a FRAND commitment rests largely on the time and expense of reaching a
solution via litigation. If an SSO’s rules or legislation were to require that a
FRAND commitment automatically includes an agreement to arbitrate disputes
over the interpretation of the FRAND commitment, the dynamics would change
in a substantial way, with the overall result that a FRAND commitment would be

given weight it does not currently carry.

10. FRAND should also imply a waiver of the right to seek an injunction

against a user of the standard.

An injunction is not an appropriate remedy for SEP infringement as a
matter of both good law and good policy. In deciding the Apple/Motorola case in
Illinois just a few weeks ago, Judge Posner noted that the Supreme Court requires
a plaintiff seeking an injunction on a patent infringement claim to first establish
that monetary damages are inadequate to compensate for any alleged injury."
Yet when a SEP owner makes a FRAND commitment, it has implicitly
acknowledged that a reasonable royalty is adequate compensation for a license to
use the patent.'' Monetary damages are therefore adequate compensation for
infringement of a FRAND-encumbered SEP. Moreover, monetary damages avoid
the disproportionate outcomes and public harm that can result from injunctive
relief. Particularly where an infringer benefits by infringing on a patent that
accounts for only a small component of a device, and the effect of an injunction is

to remove the entire device from the market, the penalty imposed on the infringer

19 See Apple, Inc. v. Motorola, Inc., No. 1:11-cv-08540, at 21 (N.D. TI1. Jun. 22, 2012) (citing eBay Inc. v.
MercExchange, L.L.C., 547 U.S. 388, 391-92 (20006)).

YN Id at 19.
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far outstrips the benefit the infringer enjoys for infringing, not to mention the
harm caused to the SEP-owner.'> The result is a punitive rather than
compensatory remedy that provides a windfall to the SEP-owner and
unnecessarily deprives the public of access to the atfected device and competition

in the affected market."

SSO rules should make clear that the provider of a FRAND commitment
in the course of a standard development proceeding waives any right to seek
either injunctive relief in court or an exclusion order at the International Trade
Commission. The AAT endorses the FTC’s ITC comments'* and the legislative
advocacy of the ITC Working Group.'* We are encouraged by signs that the ITC
appears to be taking a serious look at whether it can become more flexible and
less automatic in its use of exclusionary injunctions. We hope that the ITC will be
able to apply the principles that the Supreme Court evoked in its e-Bay opinion'®
under its “public interest” authority. If not, Congress should be prepared to

customize an appropriate application of these principles.

11. Resolution of standards issues should include consultations with
foreign jurisdictions, in an effort to achieve the maximum feasible global

consistency.

The issues being aired in these hearings are of concern to many of our

2 1d. at 25.

" United States International ‘Itade Commission investigation N. 337-1A-745 and 337-1'A-752. Third-
Party United States Iederal Trade Commission’s Statement on the Public Interest (June 6, 2012).

1 See Jan Wolfe, T'ech-Sector Working Group Wants ‘Patent Trolls” Out of the I1C, LAW.COM (Mar. 22,
2012), hup:/Avww. law.com/jsp/ece/PubArticleCCjsp?id=1202546503 103& TechSector_Tobbying_Group_
Wants Patent_Trolls_Out_of the I'IC.

16 eBay Inc. v. MercExchange, L.L.C., 547 U.S. 388 (2006).
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trading partners. For example, in 2011, the European Commission adopted in final
form its Guidelines on the Applicability of Article 101 of the Treaty to Horizontal
Co-operation Agreements.’” Section 7 of the Guidelines addresses requirements
for “standardization agreements” to avoid violation of Article 101. Note in
particular that par. 283 expressly requires that the SSO’s rules ensure access to the
standard on FRAND terms; par. 285 says that, to ensure the effectiveness of the
FRAND commitment, “there would also need to be a requirement on all
participating IPR holders who provide a commitment to ensure that any company
to which the IPR owner transfers its IPR . . . is bound by that commitment, for
example through a contractual clause between buyer and seller.” Par. 286 says the
IPR policy “would need to require good faith disclosure, by participants, of their
IPR that might be essential for the implementation of the standard under

development.”

Par. 289 says in “case of a dispute, the assessment of whether fees charged
for access to IPR in the standard-setting context are unfair or unreasonable should
be based on whether the fees bear a reasonable relationship to the economic value
of the IPR” and “it may be possible to compare the licensing fees charged by the
company in question for the relevant patents in a competitive environment before
the industry has been locked into the standard (ex ante) with those charged after
the industry has been locked into the standard (ex post).” Par. 290 says “Another
method could be to obtain an independent expert assessment of the objective
centrality and essentiality to the standard at issue of the relevant IPR portfolio. . . .
The royalty rates charged for the same IPR in other comparable standards may
also provide an indication for FRAND royalty rates.” Par. 299 promotes ex ante

disclosures of most restrictive licensing terms including maximum royalties.

The proposed guidelines published for comment in 2010 flatly prohibited

ex ante “joint negotiation” of license terms. In response to objections from several

17 See C.11/56, Official Journal of the European Union 14.1.201 1.
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companies that that prohibition was in conflict with U.S. FTC and DOJ guidance
in their 2007 1P Report that said such joint negotiation should be assessed under
the rule of reason, the EC dropped the prohibition altogether and simply omitted

the whole subject from these final guidelines.

The AAl urges the U.S. government to make every effort to provide
comparable guidance. To the extent possible, U.S. and EC guidelines should be

substantively similar.

U.S. authorities and U.S. consumers should be concerned when SEP
owners seek and obtain injunctions from courts in Germany; EC and Asian
authorities and consumers should be concerned when SEP owners seek and obtain
ITC exclusion orders. SSOs develop standards that define the shape and
competitiveness of global markets regardless of where their working groups meet
or the language in which they conduct their meetings. Patent holdup conduct
directed against innovative entrants into new markets in Europe or Asia can
adversely affect competition within the U.S. as well as in their home countries.
For all of these reasons, SEP-related problems demand global solutions. Public
and private stakeholders throughout the world will need to deepen their dialogue

about the desirable policies and remedies in this area.

12. Coalitions of leading competitors should not be permitted to purchase patent
portfolios with an intent to exclude from the market or otherwise seriously

disable one or more non-included competitors.

An antitrust issue arose when the Rockstar group, consisting of three
leading (and three other) mobile device operating system competitors,
combined to bid five times as much as their competitor, Google, in order
jointly to acquire Nortel’s portfolio of patents. As the AAl wrote to the DOJ at

the time, this “raises questions about the concerted intentions and objectives

12
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of the six consortium members that could not be achieved through
independent bidding and eventual individual ownership or licensing of some
or all parts of the patent portfolio at stake.”'® The acquisition was not
challenged but a post-acquisition question is also raised because of Rockstar’s
apparently “new” status as an NPE owning 4,000 of the 6,000 Nortel patents
and now committed to maximizing revenue from them. Congress should urge
the antitrust agencies to aggressively investigate any coalition of leading
competitors that appears to be formed or utilized for the purpose of

disadvantaging an excluded rival such as by depriving it of access to a SEP.

We thank the subcommittee for its consideration of these observations and

recommendations.

¥ See Letler from the AAT to Christine Vamney (July 6, 2011), available at
http://www antitrustinstitute org/sites/default/files/Nortel % 201etter%20to%2000J.7.6.11.pdf.
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Mr. GOODLATTE. We will now beginning our questioning, and I
will start with a question that I will direct to the three in the mid-
dle—Mr. Kelley, Mr. Rubin, and Mr. Cassidy.

Are you generally satisfied with how the ITC operates now as it
conducts Section 337 investigations? And what changes, if any,
would you make to agency operations?

Mr. Kelley?

Mr. KELLEY. Thank you, Mr. Chairman, for the question.

We are satisfied with the ITC handling of cases that we brought
there. As I said, we have utmost respect for the ITC.

I think with respect to cases that are brought against us by the
PAEs, we believe that there should be some changes made. One
change would be to address the appropriateness of an exclusion
order at the beginning of an investigation. So we believe that that
would be more fair to everyone involved. And it would reduce the
amount of litigation cost that many companies spend in the ITC,
and I believe it would also reduce the ITC’s workload.

Mr. GOODLATTE. Thank you.

Mr. Rubin?

Mr. RUBIN. Well, I agree that the ITC is doing a terrific job with
the cases in front of it. But I think that the world has changed dra-
matically, Mr. Chairman, since the last time Congress amended
this particular law in three significant ways: number one, the rise
of patent assertion entities that we are talking about today; num-
ber two, a global economy where companies like ours, it is virtually
impossible to have a supply chain that is purely domestic, so you
source products from all over the world to remain globally competi-
tive; and then, number three, as you pointed out earlier, the eBay
decision that takes away the injunctive remedy in Federal court for
patent assertion entities.

So it is those three changes that lead to the rise of all of this pat-
ent assertion litigation that you are seeing today in the ITC and
require a change. And the change that we would like to see made
is just to narrow the licensing prong of the domestic industry re-
quirement so that only those licensing efforts that are before the
fact, that are designed to actually foster the use of the new pat-
ented technology, can meet the domestic industry requirement, but
that after-the-fact licensing efforts that are really a game of gotcha
after a huge amount of investment is made, those should not be
sufficient to meet the domestic industry requirement. I think that
distinction needs to be drawn.

Mr. GOODLATTE. Thank you.

Mr. Cassidy?

Mr. CAssIDY. Generally, Chairman Goodlatte, we are satisfied.
We think that the ITC is a very effective Federal agency. We don’t
think it is fair to characterize it as a tool that people use for patent
holdup.

Mr. GOODLATTE. You don’t think the statistical trend that we
have seen here of the increasing number of U.S. defendants in
these cases is an indication that this is being used for a purpose
that it wasn’t originally intended?

Mr. CaAssiDy. No, sir. I think it is an indication of the increased
importance of intellectual property in our economy today.



63

To give one example, there are 7 billion people on the planet;
there are 6 billion mobile phone subscriptions. This is not an indus-
try that is being held up by the ITC or anyone else. It is a bur-
geoning, successful industry.

Similarly, I think in the cases discussed here today there have
been successful outcomes for companies that have been attacked by
people that did not have sufficient status to meet the domestic in-
dustry requirement.

I feel for companies that are dragged into court, but we have to
look at this from a systemic point of view, not from the point of
view of the individual litigant. And it has been successful.

I hesitate to think of what it would be like if we weaken the ITC.
I believe the United States consumers would be——

Mr. GOODLATTE. Even if we try to say, hey, the ITC is intended
for domestic companies so be a domestic company before you bring
an action?

Mr. CAsSIDY. The concern with that, Mr. Chairman, would be
that it would be discriminatory against others who have intellec-
tual property rights in the United States.

Mr. GOODLATTE. Well, certainly they have intellectual property
rights in the United States, but that is not the intention of the
ITC, the formation of the ITC.

Mr. CAsSIDY. A fair point.

Mr. GOODLATTE. Let me ask Professor Chien, is the ITC an ap-
propriate forum to settle disputes over royalties for standard-essen-
tial patents between domestic industries, which is essentially how
it is being used in a number of these cases?

Ms. CHIEN. Thank you for your question, Mr. Goodlatte—Chair-
man Goodlatte.

I think the way that the ITC is set up now it is not really de-
signed to decide royalties. It doesn’t have that statutory authority.
Nor because of the time frame it is on you can’t really put the time
in to deciding that.

I think that your question raises a good possible use of the ITC
to try to get people to settle potentially by using delay, but I don’t
think the way that it is structured now under the statute can real-
ly accomplish the aim of getting damages or royalties awarded, if
that is was your question.

Mr. GOODLATTE. Let me ask another question. Should the ITC’s
jurisdiction over patent disputes be limited to those in which the
accused infringer 1s not subject to a Federal court’s jurisdiction?

Ms. CHIEN. That would be a clean way to separate out and make
sure that the ITC is really complementing rather than overlapping
or conflicting with the district court, to actually just have it be
hearing those cases which cannot in real life be heard in district
court. I think, however, that the ITC does provide some valuable
functions beyond just jurisdiction filling, that because it is a fact
venue that it is—and also an efficient one that those are merits
that would give it—would benefit the system in general, not just
those small cases.

Mr. GOODLATTE. Thank you.

My time has expired. The gentleman from North Carolina, Mr.
Watt, is recognized.
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He is going to defer his questioning; and we will now recognize
the gentleman from Michigan, Mr. Conyers, for 5 minutes.

Mr. CoNYERS. Thank you very much, and I apologize for my ab-
sence. But I was so impressed with the appearance of Mr. Cassidy
but not as impressed by his comments, and so I am going to have
to direct my questions to the president of the American Antitrust
Institute.

I am concerned about the larger corporations using patents to en-
hance their competitive position. Let’s be honest with it. Some of
you have testified that is not much of a problem. Some have been
neutral on it. Where do you see this going, Bert Foer?

Mr. FOER. Thank you, Mr. Conyers.

I don’t think I see it as a big-versus-small issue particularly. I
think it is a matter of getting the process right. For years and
years, antitrust pretty much ignored standards-setting. It only
came up in a couple of extreme cases. And generally this has been
a totally deregulated area, which is good, except that now we have
some problems. And when you take a look at the system for stand-
ards-setting, it is time to give more antitrust oversight to the way
things work.

If the Standards-Setting Organizations would voluntarily do
what Congress urged them to do, then they could have—they could
have a lot of this taken care of. But they haven’t done that. They
have conflicts internally with their members, and they can’t seem
to reach the right kinds of decisions. So I think Congress needs to
become involved if antitrust is really going to work.

Mr. CoNYERS. Wasn’t that the process—isn’t it endangered by
the larger corporate interests that are squabbling here? I mean, I
can’t—we are in a capitalist system, whether you like it or not. The
question, is how do we regulate? And I don’t think it is the little
companies that are keeping us disorganized. I gave up that naivete
many decades ago.

Mr. FOER. Well, certainly the largest corporations that partici-
pate in a standards-setting process are going to have more clout in
that process, which means we have got to make the process fair,
we have to standardize the process itself much more than it is. And
if we can’t get the organizations to do it voluntarily, then Congress
should step in and push it along.

Mr. CoNYERS. Okay.

Mr. FOER. Because if it is going to be a fair process, then it has
to have fair rules.

Mr. CoNYERS. Who else wants to comment here?

Mr. RUBIN. Congressman, I would I agree that I don’t see this
as a big-company/small-company issue. Even large companies like
Ford and Cisco were small companies. Less than a generation ago,
Cisco was started by Stanford professors who couldn’t communicate
between disparate computer systems.

And so we you agree that when you look at who can be a litigant
in ITC you have to make sure that small businesses, universities,
and large businesses alike have access to the ITC. We agree with
that. But if you look at the problems that we are talking about
today about domestic industry, if you have research and develop-
ment activities like universities, small businesses, and large busi-
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nesses, you have access to the ITC. If you employ labor and capital,
you have access to the ITC, and you should.

The only issue that we are looking at is this question of licens-
ing. And we don’t think that all licensing efforts need to be ex-
cluded, just those licensing efforts that don’t support the adoption
of new products. We don’t think that really meets the definition of
a trade group, and therefore that shouldn’t be protected by the
ITC, which is designed to protect U.S. industries.

Mr. CONYERS. Mr. Cassidy, you get the closing comment.

Mr. CassIDY. I am sorry. I lost track of the question.

Mr. CONYERS. So have I, but you get the closing comment any-
way.

Mr. CAssiDY. There is a question about whether or not licensing
is a protected industry under statute, under 337. This has already
been litigated, and the answer is when Congress said licensing in
1988, it meant licensing. It did not mean merely licensing for prod-
ucts that are already fully adopted or merely licensing for products
that have not yet been adopted. It meant licensing which covers
both spectrums. So that is the law, and I don’t see the reason to
change it.

Mr. CoNYERS. Thank you, Mr. Chairman.

Mr. GOODLATTE. I thank the gentleman.

The gentleman from California, Mr. Issa, is recognized for 5 min-
utes.

Mr. IssA. Thank you, Mr. Chairman.

Professor Chien, your figure that 17 percent of the ITC patents—
or cases—are essentially large U.S. companies. U.S. companies to
U.S. companies exploiting the ITC in order to have a battle in the
second venue.

Ms. CHIEN. In order to have a what?

Mr. IssA. In order to have a battle in the second venue, whether
it is Broadcom v. Qualcomm or Kodak, Apple, or Motorola. Were
these, in your opinion, part of the original intent? Did we intend
to have major U.S. entities in ITC over what is often essentially
the importation of a component?

Ms. CHIEN. That is a great question. And just to get clear on the
numbers, my 2008 report shows that actually about 60 percent of
cases involved competitors or large companies being sued. So it is
a larger percentage than 17. That is the number that applies to for-
eign companies being sued by domestic industries.

Mr. IssA. So, in effect, it is the majority of companies simply
seeking an alternate venue not originally intended in the statute.

Ms. CHIEN. That is correct. I believe that two-thirds of cases in
the ITC have a district court counterpart. So they are not cases
that could not have been brought in district court. In fact, they are
being brought in district court as well. But here I think is where
the ITC has provided a service to our economy and to these compa-
nies by providing a faster venue for—this needs to be resolved.

Mr. IssA. This is a Committee that has been working on the
rocket docket. A great deal of the work done in patent reform origi-
nated in this Committee. I think we are all for it.

Look, we are the jurisdiction not of the ITC. The ITC is not real-
ly our game. Our game is the Article III courts. If what you are
saying here today is two-thirds of the cases don’t really belong in
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the ITC, they belong in Article IIT courts, but they are in the ITC
for one of two reasons: one, likelihood of an exclusion order, which
is effectively an injunctive relief when they may or may not be
given it under the eBay decision, and speed to trial.

If that is the case, then from a standpoint of protecting the Fed-
eral Government, protecting the taxpayer ultimately, shouldn’t we
find a way to have an ITC level of speed on those cases that would
otherwise be or already are in Article III courts? In other words,
the time to a decision if it was accelerated to meet or exceed the
ITC, wouldn’t that in fact eliminate the government spending
money twice, particularly in the cases in which the Article III court
may not stay the case?

Ms. CHIEN. Yes, I think that would be the ideal solution. I don’t
think that our Federal court system is there yet. But through pro-
posals and different initiatives like the patent pilot program then
maybe we will get there.

Mr. IssA. So let me just ask one follow-up, though.

This Committee was very involved in the SOPA-PIPA discussion.
You may have heard that. During that discussion one of—some-
times truth is the first casualty. There were a lot of statements
made, but since I have you here, is it true that the ITC is less ad-
ministratively burdensome, less expensive, and quicker to decision
than Article III courts?

Ms. CHIEN. I think that the schedules are compressed so it is ac-
tually more expensive in a shorter amount of time. Many of the
cases do not settle and so net usually the cases are more expensive
to litigate, but they are litigated on a faster basis.

Mr. IssAa. But that is a question of cases that are not settled. 1
mean, if you take out the ones that aren’t settled in an Article III
court, they go longer, cost more.

And I don’t know about everybody else here, but I, for one, have
paid those multimillion dollar legal fees. I will tell you that your
expense goes up during time often more than actual work. Every
month you are in litigation you have a certain large amount of
money for reevaluating, rethinking, redoing.

So the reason I ask the question is during that discussion when
we were looking at—and I still have a bill that would move intel-
lectual property in the case of overseas piracy of copyright, move
some jurisdiction into the ITC. Many people wanted to say that it
was likely to not be able to quickly expand, as though we can get
Federal judges quickly in Article III, and that it would be more ex-
pensive and take longer. Is there any basis under which you think
that was true—would be true?

Ms. CHIEN. I think that the ITC has proven able to keep its
deadline of trying to keep cases resolved as quickly as possible and
that they have experience in doing that and doing it well.

Mr. IssA. Thank you.

Mr. Chairman, I thank you for the opportunity to ask questions
that were tangential to today’s hearing but important to I think the
Committee, and I yield back.

Mr. GOODLATTE. I thank the gentleman. And the Chair is now
recognizing the gentlewoman from California, Ms. Lofgren, for 5
minutes.



67

Ms. LOFGREN. Thank you, Mr. Chairman; and it is great to see
a majority of the witnesses from the 16th congressional district,
Cisco headquartered in the district and also Tessera. And you can
see that not everyone in Silicon Valley sees this the same way.

And certainly, Professor Chien, it is great to have you here with
your tremendous expertise and such a distinguished member of my
alma mater.

So I think this is a very important hearing.

And I guess one of the questions that I have, I think that cer-
tainly there are is an issue here—and you have identified it, Pro-
fessor, as our witness Mr. Rubin—is how to get a remedy in a time
frame that is reasonable.

You know, I was thinking as Mr. Berman walked out that in
1997, as a freshman Member, I ended up helping manage a patent
reform bill that ultimately through other iterations passed last
year. It takes a long time for the Congress to do anything.

And so the question is, what can the FTC do? The court has I
think indicated that they can’t merely adopt the eBay rule without
some guidance from us. However, the FTC has suggested—and,
Mr. Chairman, I would ask unanimous consent to put the FTC re-
port into the hearing record, at least the relevant pages that—in
using kind of an eBay standard

Mr. GOODLATTE. Without objection, the report will be made a
part of the record.*

Ms. LOFGREN [continuing]. To determine jurisdiction that you
could end up with the same result. Have you seen that FTC report
from last year and do you think that is a viable approach?

Ms. CHIEN. I have seen the report, and I think that the report
correctly identified the flexibility that the public interest statutory
framework gives the ITC to do its analysis. It is not completely
aligned, and I think one of the big differences is thinking about ir-
reparable harm which is something you have to prove in district
court and ITC will really focus on competitive conditions and im-
pact consumers. But I think that in important ways we can coa-
lesce the standards in this way.

Ms. LOFGREN. Mr. Rubin, do you have a comment on that same
question?

Mr. RUBIN. Well, I think the FTC got it right. You can certainly
apply the eBay factors. For example, irreparable harm, almost by
definition dollars will fix this problem. There is not going to be ir-
reparable harm if an injunction isn’t issued, because you are talk-
ing about a company that doesn’t actually compete in the market-
place. So while I do think that eBay factors can be applied, I think
they can be applied pretty quickly and rather easily.

I think what the ITC has, though, here is sort of two problems.

The first is the question of jurisdiction that we are talking about.
Who can be a plaintiff? Who can be a complainant? And that goes
to this issue.

The second one that we are talking about in terms of how expen-
sive are these cases, how fast are they, it is true that longer tends

*The Federal Trade Commission report entitled “The Evolving IP Marketplace, Aligning Pat-
ent Notice and Remedies With Competition,” is not reprinted in this hearing record. The report
is on file at the Subcommittee and can be accessed at:

hittp:/ Jwww.ftc.gov/os/2011/03/110307patentreport.pdf
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to be costlier, but if you look at the ITC there are no limits on the
type of discovery that can be taken in the ITC. In the case I was
discussing earlier in my comment, Cisco was asked to respond to
7,000 requests for admissions. The Federal courts only allow 25. So
while it is the case that sometimes ITC cases move more quickly,
it is an incredible flurry of activity and incredibly costly.

Ms. LOFGREN. Mr. Cassidy, you may have a counterpoint of view
on the FTC suggestion.

Mr. CAssiDY. Our main point is not that there may not be lurk-
ing problems and issues that deserve the attention of Congress but
that the horror stories have not arisen to the level that congres-
sional action is needed.

To date, the ITC has been careful in applying both the domestic
industry requirements to shield companies from nuisance lawsuits
and we believe has been careful in applying the public interest fac-
tors and has been flexible in the way it has applied its remedies.

Ms. LOFGREN. Thank you, Mr. Cassidy.

EBay also is headquartered in the 16th congressional district,
and I think they did a tremendous service for the country in spend-
ing the money to bring that case really to stop shakedowns, is what
it was about. And the question is—we have a shakedown situation
here that has migrated to the FT'C and how can that be fixed.

Here is a question: Could the ITC have the same kind of hearing
we are? Have they reached out to you, Professor, to see whether
they could heal themselves? And is that something that we might
suggest to them that might lead to a suitable resolution faster than
the ordinary legislative process?

Ms. CHIEN. That is a great question, and I think if you look at
their case law you see that they are considering the input that they
are getting from different quarters and trying to use that to reflect
their decision making.

But the problem is that they have to wait for the right cases to
come forward. They have to take them forcefully. They need to take
a strong line. And I think they have been reluctant to do that be-
cause they do not see themselves as a policymaking body. So I do
think that Congress can play a constructive role in holding over-
iight hearings and talking to ITC and reminding them of what the

asis is.

As to these comments about, for example, domestic industry
which I think have been very compelling in hearing the stories of
companies that have affected by IT actions. If you look in the con-
gressional history, there is an emphasis that favors production-
based licensing over revenue-based licensing, as these gentlemen
have put it. In the Coaxial Cable decision, the ITC has acknowl-
edged that, but they didn’t take a strong line in saying this is what
we are going to do in the future. They said, this is going to be case
by case, and they didn’t send I think the strong message that they
could have. So I do believe that within their statutory power and
with some encouragement they could try to reform some of their
own

Ms. LOFGREN. Mr. Chairman, my time has expired, and we can
discuss this further, but I would love to see some kind of interface
between us and the commission, if that is possible to do. I think
we might have some real benefit for the process.
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Mr. GOODLATTE. If the gentlewoman would yield, I think the gen-
tlewoman has a good suggestion. And I won’t speak for the Rank-
ing Member, but I think there is interest in a bipartisan fashion
to communicate with the commission and offer some of our ideas
and ask them if there is such a process they could pursue.

Ms. LOFGREN. Thank you, and I yield back.

Mr. GOODLATTE. I thank the gentlewoman.

The Chair is pleased to recognize the gentleman from Nevada,
Mr. Amodei.

Mr. AMODEIL Thank you, Mr. Chairman. I yield my time back.

Mr. GOODLATTE. The gentleman yields his time back.

The Chair will move over to gentleman from Pennsylvania, Mr.
Marino.

Mr. MARINO. I yield back.

Mr. GOODLATTE. He yields back as well.

So we will turn to the gentlewoman from California, Ms. Chu, for
5 minutes.

Ms. CHu. Thank you, Mr. Chair.

I would like to ask Mr. Rubin. You spoke at length regarding
Cisco’s experience defending a patent suit against a nonpracticing
entity, also known as “troll,” in the ITC. Can you provide us with
additional details about the suit? Did the entity have jobs in the
U.S.? Did it invest in R&D?

Mr. RUBIN. The short answer is, no, it did not. We were already
engaged in litigation with that company in Federal district court in
Delaware when this entity decided to sue in the ITC. At the time
it brought the lawsuit it quickly tried to open one office in Plano,
Texas. It had one employee in the United States. And it did that
because it felt like it needed—correctly needed to meet the domes-
tifcf industry requirement, and that is why it opened that particular
office.

Their view was that the litigation in Delaware was moving too
slowly, and so they wanted to bring the case as well in the ITC.
But I think the thinking was, well, Cisco is not going to want to
defend this case in two different forums. We will be able to deluge
Cisco with discovery requests. And, in fact, that is what they did.
And, ultimately, as I said before, Cisco spent $13 million defending
itself in the ITC in a case that was ultimately voluntarily dis-
missed.

So it really turned the case into the world’s most expensive dress
rehearsal. Because now we are back in Delaware where the case
started, litigating these exact same issues. And I think that is why
it is emblematic of the problem here. When you have the ability to
bring cases in Federal court and the ITC, it doubles or potentially
triples the cost with really very little benefit.

Ms. CHU. In fact, you stated that companies have been able to
achieve settlements far beyond what they would have been entitled
to receive if they were sued in U.S. court. Can you give an example
of those settlements?

Mr. RUBIN. Well, our company has faired reasonably well in the
ITC. But what you have is the threat of injunction in the ITC that
now no longer exists in Federal district court. And so the negotia-
tion is different by sometimes an order of magnitude. Because
when a company has already made the commitment of R&D, has
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a product out in the market, that company is, frankly, vulnerable
to any risk of disruption to its supply chain, disruption to its sales.
And so that is the context in which you are negotiating to try to
settle the case.

The irony here, Congresswoman Chu, is the patent assertion en-
tities don’t even want the exclusion order that they are asking for.
They want money damages at the end of the day, but they feel as
though the ITC provides a forum where they are more likely to get
larger damages.

Ms. CHU. Mr. Kelley and Mr. Rubin and Professor Chien, there
has been the critique about the patent adjudication substantially
increasing partly because of the Supreme Court’s decision in eBay
v. MercExchange. And to back up the point, the article published
just last year showed that the average number of ITC complaints
annually has nearly tripled from the previous decades. To what do
you attribute the rise in cases and what should Congress do about
it?

Mr. KELLEY. Thank you, Congresswoman, for that question.

I attribute the rise in those cases at the ITC to the eBay case
in part because it allowed or it prevented the PAEs from going into
district court and getting the injunction.

And I believe it also is attributable in part to the fact, as has
been discussed, a PAE can get a very heavy hammer to use in le-
verage negotiations with the companies that it is litigating against.
So I think that that is a big part of why we are seeing these rise
in cases.

Ms. CHIEN. Traditionally, the ITC has been reserved for domestic
industries against foreign imports. But now that everyone makes—
or many products are made overseas, it becomes easier. Every po-
tential patent defendant becomes a potential ITC defendant as
well. So I believe that the growth in global economy is a major
driver as well as the favorable conditions for injunctions that the
ITC presents.

As to your question of what Congress can do, I think that I am
in agreement, I think, with the gentleman from the American—on
the antitrust side as well that there may be some opportunity for
the ITC to reform itself with some oversight and direction from
Congress, but if that is not proven to work out that Congress
should act to change the statute.

Ms. CHU. Mr. Rubin?

Mr. RUBIN. I agree with the comments that were made that the
impetus here is the rise of patent assertion entities, the rise of a
global economy that requires companies to source materials and
parts abroad and then the eBay decision. All three of those things
result in the rise of this kind of litigation in the ITC.

I think the answer is to segregate out what licensing is appro-
priate and what is not and make it very clear that licensing efforts
that are designed to promote the advancement of the technology re-
lated to the patent, that is to be protected, but not after-the-fact
licensing when products are already out in the marketplace. And
I think that can be done statutorily.

Ms. CHU. Thank you. I yield back.
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Mr. AMODEI [presiding]. The Chair recognizes the distinguished
gentleman, who is also a member of the Congressional Baseball
Hall of Frame, from the Tarheel State, Mr. Watt.

Mr. WATT. I thank the gentleman for all of that introductory
comment.

Let me see if I can approach this and explore some other options
that might be available.

Mr. Kelley, you talked about the Beacon case; and Mr. Rubin
talked about a case in which they spent—what—$17 million——

Mr. RUBIN. Thirteen.

Mr. WATT [continuing]. Thirteen million dollars only to have the
cases dismissed. Does ITC have any kind of authority to really pun-
ish somebody or bite somebody who brings a case with faulty inten-
tions such as maybe assessing $13 million in cost to the other side
or attorneys fees? What discretion does the ITC have there to get
at this in an absolutely different way?

Mr. KeELLEY. Thank you for the question, Ranking Member Watt.

I believe that the ITC does have the ability to assess sanctions
or some other penalties, but in practice and reality that is not
done. So in the Beacon case that I have discussed, after Beacon dis-
missed the case in the ITC, we sought to get sanctions. There were
some shenanigans going on in this case, and they ultimately with-
drew. And there are some procedural issues that get in the way of
us being able to successfully pursue sanctions.

I like your thinking. I believe that that is one way perhaps to go
about this, and I believe that the ITC should consider perhaps
going down that route, and that might prevent some of what we
consider this frivolous and expensive litigation.

Mr. WATT. What would you think of that approach, Mr. Cassidy,
as a precursor to legislative action?

Mr. CassIDY. I think the ITC should have the ability to shift fees
and otherwise impose the ordinary sanctions that district courts
are allowed to impose against litigants who are acting in bad faith,
absolutely.

Mr. WATT. And do you—Ilet me be clear. Do you acknowledge that
some of these cases are being brought in bad faith? I mean, you
walked a pretty tight line there. You said we shouldn’t be acting
yet. It is not at crisis proportions. But do you acknowledge that
there is some gaming of the system?

Mr. CAssiDy. I think all of litigation is gaming the system, gen-
erally.

Mr. WATT. I agree with you that there is a lot of gaming of the
system in all litigation.

Mr. CAssIDY. But to answer your question, I am not aware per-
sonally of a single bad-faith litigant.

Mr. WATT. You don’t think this case—either of these two cases
that these gentleman have described were brought in bad faith?

Mr. Cassipy. No, sir. I have no evidence whatsoever to draw that
conclusion. I think in each case the correct outcome was reached,;
and I think, for better or for worse——

Mr. WATT. $13 million in cost?

Mr. CAssiDY. Yes, sir. And I think some of the same law firms
that represent Cisco represent Tessera, and they are expensive.
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But it is a part of our system to allow people into court and into
the ITC at a very low threshold. That is one the fundamental parts
of the American civil justice system that we fought a revolutionary
war to obtain, and every district court judge knows there are going
to be nuisance cases brought, there are also going to be strike suits
brought

Mr. WATT. They also have some pretty aggressive sanctioning ca-
pacities, and they use them quite often to discourage people from
gaming the system. And so it sounds like maybe perhaps in our
discussions if we create a dialogue with ITC or have that oppor-
tunity, that might be at least one option that can be looked at.

Did you have a comment, Professor?

Ms. CHIEN. I just think it is a very interesting proposal or idea.
And I would just say I have done some empirical work and I think
Mr. Cassidy is right, that nuisance suits have existed since Jus-
tinian time. They have always been around. And Europe has tried
with the English rule, fee shifting, and other jurisdictions have
studied a lot of different jurisdictions that have tried to do it.

And I think it is hard, that I think that judges are reluctant to
say any litigant is bringing their case in bad faith. They want to
give everybody an equal chance. So it is hard to tell before the fact
if somebody is bringing something in bad faith, and so I think the
problem with these rules is that they don’t deter as much as they
should.

Mr. WATT. Okay, well, I thank all of you for testifying.

I will yield back. It is not my role to thank the panel, but I thank
you anyway. Good hearing.

Mr. AMODEI Thank you.

I would like to thank our witnesses on behalf of myself and the
Ranking Member today.

Mr. WATT. You want to ask questions? You are the last person
on—-

Mr. BERMAN. Me? This hearing goes on because I showed up?

Mr. WATT. One could say that, but one could also say it was a
worthy purpose for the hearing to go on because you showed up.

Mr. AMODEL In keeping with responsibility where it is due, the
Chair now recognizes either for purposes of questions or yielding
back the distinguished gentleman from the Golden State.

Mr. BERMAN. Ten seconds.

Mr. WATT. Now you really are holding us up.

Mr. CAssipy. Mr. Chairman, during that time may I ask that two
documents that I incorporated into my testimony—my prepared
testimony be submitted to the record? A letter to the ITC from the
Innovation Alliance and a white paper we wrote on the ITC.

Mr. AMODEI. Without objection, they will be included as part of
the record today.*

Mr. WATT. And since we are trying to give Mr. Berman more
time, let me ask unanimous consent to insert three articles from
Professor Rudolph Peritz: one called “Intellectual Property Rights
as State-Initiated Restraints of Competition—or State-Initiated
Competition;” two, “Patents and Payoffs or How Generics are Kept
Off the Market;” and, three, “Competition Within Intellectual Prop-

*The material referred to is available in the Appendix.
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erty Regimes—the Instance of Patent Rights.” And also a submis-
sion of views by Kevin H. Rhodes for the Coalition for 21st Century
Patent Reform and 3M Company.

Mr. AMODEIL. Without objection, they will be included in the
record of today’s hearing.*

Mr. Berman?

Mr. BERMAN. I am getting some of this secondhand, as you might
imagine, and I apologize for not being here during the whole testi-
mony, and I thank you very much for indulging me here to just
catch up.

There was one particular issue that I am told there may or may
not have been agreement on, and basically it is that Mr. Cassidy
testified that he was open to addressing—address some of these
issues at the ITC if there was some remedy that was needed. And
Mr. Rubin in his testimony described a situation with a Canadian
patent—Canadian asserting a patent presumably showing it isn’t
quite as simple as about a domestic industry. Is that the kind of
an issue that you think becomes problematic in terms of the cur-
rent way the ITC is working?

Mr. CassIDY. I think the intent of the ITC was not in its creation
to govern American companies—but rather to govern importation
when it comes to the matters we are discussing here under Section
337. And I think, as other panelists would readily agree, the world
has changed and we all import. Every manufacturer virtually im-
ports. And when you import something into the United States, that
is not a right, that is a privilege, and it comes with certain respon-
sibilities. And I think it is settled law that importing an infringing
good of—infringing a valued patent is an unfair trade practice.

The question is, should we rewrite the law so that if you have
to be headquartered in the United States you can import and not
be subject to those rules? I don’t think anyone is proposing that.
But I think in working toward something that makes more sense
and takes on the character of a 21st century ITC we would have
to look very carefully at who is an American company and what
rights come with that when one imports.

I don’t think there is an easy solution at all. And to be candid,
notwithstanding the significant issues that are raised here, none of
these specific proposals are compelling to a company and to an alli-
ance that represents people who invent for a living, who instead of
manufacturing create things and leave it to others to implement
them. It is an important part of our economy.

Mr. BERMAN. Look, I shouldn’t even be taking everybody’s time,
because I wasn’t here for the whole testimony. But my assumption
is it was certainly part of both the Chair’s and the Ranking Mem-
ber’s opening statements, which I did hear, there is something that
seems inappropriate that in the context of importation things can
happen that in the context of the general patent system don’t al-
ways happen. And it seems to me that was the quandary that this
hearing was trying to sort of develop, delve into. Is that an unrea-
sonable reaction?

Mr. Cassipy. No.

Mr. BERMAN. Okay. I think I will stop there.

*The material referred to is available in the Appendix.
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Mr. RUBIN. I would just conclude, Congressman Berman, that
the problem we are seeking to address is jurisdictional in nature.
Who can be a complainant in the ITC?

Like Mr. Kelley, I like Congressman Watt’s idea about thinking
about other sanctions. Are there other things that we can to do
strengthen this?

At the end of the day, nobody is taking away a patent assertion
entity’s right to go to court. The Federal district court, that forum
is readily available, and dozens of cases are filed every day.

The only question here is who can be a plaintiff, who can be a
complainant in the ITC and you need a domestic industry. So the
question to Mr. Cassidy’s point about what is a U.S. industry, what
is an American company, who has a U.S. industry worthy of protec-
tion, that is really the issue we are dealing with today; and I think
the proposals that have been made actually can quite help solve
that problem.

Mr. BERMAN. I guess another jurisdictional issue is ours with the
Ways and Means on ITC.

Thank you very much. I appreciate you indulging me here.

Mr. AMODEI. Thank you.

I would like to thank our witness for your testimony today.

Without objection, all Members will have 5 legislative days to
submit any additional materials for inclusion into the record in ad-
dition to those that we have already dealt with.

Finally, without objection, all Members will have 5 legislative
days to submit to the Chair additional questions for witnesses,
which we will forward and ask the witnesses to respond as prompt-
ly as they can so that their answers may be part of the record of
the hearing today.

With that, again I want to thank you gentlemen and lady for
coming here today and being witnesses; and this hearing is ad-
journed.

[Whereupon, at 11:43 a.m., the Subcommittee was adjourned.]



APPENDIX

MATERIAL SUBMITTED FOR THE HEARING RECORD

(75)



76

Attachments to the Prepared Statement of Colleen V. Chien, Professor,
Santa Clara University School of Law*

By Electronic Filing

July 9, 2012

The Honorable James R. Holbein

Secretary, U.S. International Trade Commission
500 E Street, S.W.

Washington, DC 20436

Re: In the Matter of Certain Wireless Communications Devices, Portable Music and Data
Processing Devices, Computers, and Components Thereof, Investigation No. 337-TA-745

SUBMISSION OF 19 ECONOMICS AND LAW PROFESSORS
The Statute Requires the ITC To Consider Competitive Conditions and Consumers

19 U.S.C. § 1337(d)(1) states: “If the Commission determines, as a result of an
investigation under this section, that there is a violation of this section, it shall direct
that the articles concerned, imported by any person violating the provision of this
section, be excluded from entry into the United States, unless, after considering the
effect of such exclusion upon the public health and welfare, competitive conditions in
the United States economy, the production of like or directly competitive articles in the
United States, and United States consumers, it finds that such articles should not be
excluded from entry.” Congress intended public interest considerations to be
“paramount” to the statute’s administration. S. Rep. No. 93-1298, 93rd Cong., 2d Sess.
193 (1974).2 Under Commission Order, administrative law judges of the ITC now may
take evidence on the public interest at the outset of a case, rather than waiting untii the
end.?

Our Qualifications To Talk about Competitive Conditions and Consumers

In this submission, we consider one aspect of Section 337 (d){1): the impact of
excluding products that practice standards-essential patents (SEPs) on competitive
conditions and United States consumers.” We have studied patent and competition
policy for years, and in some cases decades. Collectively we have published over 100
scholarly articles, casebiooks, treatises, and book chapters, on the subjects of standards,

1 19U.5.C. §1337(d)(1).

% The Senate Report further reads: “Should the Commission find that issuing an exclusion order would
have a greater adverse impact on the public health and welfare; on competitive conditions in the United
States economy; on production of like or directly competitive articles in the United States; or on the
United States consumer, than would be gained by protecting the patent holder [] then [an] [] exclusion
order should not be issued.” S. Rep. No. 93-1298, 93rd Cong., 2d Sess. 197 (1974).

3 Rules of Adjudication and Enforcement, 19 CFR Part 210, 76 Fed. Reg. 64803 (Oct. 19, 2011) available at
http://www.usitc.gov/secretary/fed_reg_notices/rules/finalrules210.pdf.

4 In so doing, we take no position on Questions 1-6 of the Request for Written Submissions, which ask
about the particulars of this case.

*Two additional attachments submitted by this witness are not reprinted in this record but
are available at the Subcommittee and can be accessed at:

http:/ [ ssrn.com [abstract=1150962 and hitp:/ /ssrn.com /abstract=1856608
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competition policy, patent remedies, patent licensing, administrative law, and the
International Trade Commission.

We provide these views as teachers and scholars of economics, antitrust and
intellectual property, remedies, administrative, and international intellectual property
law, former Department of Justice lawyers and chief economists, a former executive
official at the Patent and Trademark Office, a former counsel at the ITC Office of the
General Counsel, and a former Member of the President’s Council of Economic Advisers.

The ITC Should Not Grant Exclusion Orders Based on SEPs Subject to RAND
Commitments

Some of us have been called “pro-competition”; others among us have been
accused of being “pro-patent.” However, we all agree that ITC exclusion orders®
generally should not be granted under § 1337(d)(1) on the basis of patents subject to
obligations to license on “reasonable and non-discriminatory” (RAND) terms. Doing so
would undermine the significant pro-competitive and pro-consumer benefits that RAND
promises produce and the investments they enable. A possible exception may arise if
district court jurisdiction is lacking, the patent is valid and infringed, and the public
interest favors issuing an exclusion order. We explain our position below.

SEPs Subject to RAND Commitments Differ from Other Patents

The Federal Circuit has said that “Congress intended injunctive relief to be the
normal remedy for a Section 337 violation.”® However, the Federal Circuit has also
repeatedly stated that "the Commission has broad discretion in selecting the form,

scope, and extent of the remedy."7

Furthermore, a unique set of factors comes into play
for SEPs that are subject to RAND commitments. Holders of SEPs put aside their rights to
exclude when they agree to make their technology available on terms that are
reasonable and non-discriminatory and imply that legal remedies (i.e. monetary
damages) are adequate.? Through their promises, patent holders have traded the right

to exclude for the privilege of being declared essential to the standard.

Having a patent declared standards-essential benefits the patent holder. Broadly-
adopted standards like Wi-Fi get implemented in thousands of products sold to

° And ITC cease and desist orders, the grant of which are governed by § 1337(f)(1).

& Spansion, Inc. v. United States Int'l Trade Comm’n, 629 F.3d 1331, 1358 {Fed. Cir. 2010). cert. denied, 132
S. Ct. 758, 181 L. Ed. 2d 482 (U.S. 2011).

7 Hyundai Electronics Industries Co., Ltd. v. U.S. Intern. Trade Com'n, 899 F.2d 1204, 1209 (Fed. Cir. 1990},
citing Viscofan, S.A. v. United States Int'l Trade Comm'n, 787 F.2d 544, 548 (Fed.Cir.1986).

8 see eBay Inc. v. MercExchange, L.L.C., 547 U.S. 388, 391 (2006) (a plaintiff must demonstrate the
inadequacy of legal remedies before a court may grant injunctive relief).

2
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hundreds of millions of consumers, in many cases earning large royalty streams. Failure
to be included in a standard, in contrast, can relegate a technology to irrelevance.
Knowing this, patent owners are often willing to provide standards setting organizations
(550s) with RAND commitments and lobby for the privilege to do so,® even though the
standards setting process may be painstaking and slow.’® Indeed, royalty-free or RAND
licensing of standard-essential patents is required by many of the major standards
bodies including American National Standards Institute (ANSI), which administers and
coordinates US private sector standards among 100,000 companies, and the European
Telecommunication Standards Institute (ETSI), which sponsors the development of
European telecommunications standards among more than 700 members.'*

Critically, SEPs cannot, by definition, be designed around without sacrificing
compliance with the standard. This makes them different than non-SEP patents that, if
they cover minor features, can be designed around without sacrificing key functionality.
While inventing around does not eliminate the danger of patent hold-up, it does provide
a check on the bargaining power wielded by patent holders that seek injunctive relief.
This check is much weaker when the patents are standards-essential. There, disabling
even a single feature to avoid infringement of an SEP can greatly detract from the value
of a product by making it inoperable for its intended purpose, for example, a laptop that
cannot connect to a Wi-Fi network. Furthermore, many consumers, counting on
standards to provide the functionality they require, are unwilling to purchase non-
compliant products. An exclusion order that forces manufacturers to produce non-
compliant products would undermine the network effects associated with successful
standards and harm consumers.

Furthermore, hundreds or even thousands of patents can read on a single standard,
especially in the information and communications sector of the economy. In the ETSI

? loseph Farrell et al., Standard Setting, Patents and Hold-Up, 74 Antitrust L.J. 603, 606 {2007).

e Discussed, e.g. in Carl Shapiro, Setting Compatibility Standards: Cooperation or Collusion?, in
EXPANDING THE BOUNDARIES OF INTELLECTUAL PROPERTY 85 {Rochelle Dreyfuss et al. eds., 2001), and
Timothy Simcoe, Standard Setting Committees: Consensus Governance for Shared Technology Platforms,
102 American Economic Review 305 (2012).

M Guidelines for Implementation of the ANSI Patent Policy (February 2011), ANSI Essential Requirements,
at Section Il and available at
http://publicaa.ansi.org/sites/apdl/Documents/Standards%20Activities/American%20National%20Standa
rds/Procedures,%20Guides,%20and%20Forms/Guidelines%20for%20lmplementation%200f%20ANSI%20P
atent%20Policy%202011.pdf; ETSI's IPR Policy (Nov. 30, 2011}, at Annex 6 avaifable at
http://www.etsi.org/website/aboutetsi/iprsinetsi/iprsinetsi.aspx. See afso Mark A. Lemley, Intelfectual
Property Rights and Standard-Setting Organizations, 90 Calif. L. Rev. 1889, 1906 (2002) (finding that 29
out of the 36 standard-setting organizations studied with policies required RAND licensing, ancther 6
required outright assignment and three others suggested but did not require FRAND licensing). See also
Benjamin Chiao, Josh Lerner, and Jean Tirole, The Rules of Standard-Setting Organizations: An Empirical
Analysis, 38 RAND Journal of Economics 505.
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standard setting organization, patent owners have declared more than 750 unique
patent families as essential to the GSM cellular standard, more than 1,600 as essential
to the third-generation UMTS cellular standard, and more 500 as essential to the fourth
generation LTE cellular standard.’? More than 900 patents have been declared to be
essential to the MPEG-2 standard for encoding digital video and audio, including over
100 US patents.13

This situation — which is common to SEPs — gives owners of SEPs undue bargaining
leverage if they are permitted to obtain injunctions, because the inability to practice
even a single SEP will result in the product being noncompliant. As a result, the
bargaining leverage of patents covering minor aspects of the standard far outweighs
their contribution.* The Federal Trade Commission has reached this same conclusion,
based on reasoning very similar to ours.®

Excluding Products that Practice SEPs Adversely Impacts Competitive Conditions and
Consumers

19 U.5.C. § 1337(d)(1) does not compel the Commission to grant exclusion orders.
Rather, it empowers the ITC to evaluate whether or not an exclusion order is in the
public interest, and to proceed accordingly. The Federal Circuit parses the statute to
identify four separate factors.'® “The enumerated public interest factors include: {1) the
public health and welfare; (2) competitive conditions in the United States economy; (3)
the production of like or directly competitive articles in the United States; and (4) United
States consumers.”"
injunction,® its focus has been on two factors: the public interest in health and welfare

On the three occasions that the ITC has declined to enter an

and the unavailability of alternatives. We use these precedents to inform our

12 k. Blind et al., Study on the Interplay between Standards and Intellectual Property Rights (IPRs), Tender
No ENTR/09/015 (OJEU 5136 of 18/07/2009) Final Report, April 2011.
¥ MPEG LA, MPEG-2 Patent Portfolio License Briefing (Aug. 4, 2010); See also Richard J. Gilbert, Ties That
Bind: Policies to Promote (Good) Patent Pools, 77 Antitrust Law lournal No. 1, 13 {2010).
' See Farrell, et. al, supra, Mark Lemley and Carl Shapiro, Patent Holdup and Royaity Stacking, 85 Texas
Law Review 1991, Carl Shapiro, Injunctions, Hold-Up, and Patent Royafties (2010), 12 American Law and
Economics Review 218; See also Richard J. Gilbert, Deal or No Deai? Royality Negotiations by Standard
Development Organizations, 77 Antitrust Law Journal 855 (2011).
' United States Federal Trade Commission Statement on the Public Interest, Inv. No. 337-TA-745, {June
2012)
ij See Spansion, 629 F.3d at 1358 (Fed. Cir. 2010).

Id.
*® See Opinion of Vice Chairman Alberger and Commissioners Bedell and Stern In re Certain Automatic
Crankpin Grinders at 17-18, USITC Inv. No. 337-TA-60 (Dec. 17, 1979); Commission Action and Order In re
Certain Inclined-Field Acceleration Tubes at 22-31, USITC Inv. No. 337-TA-67, {Dec. 29 1980); Commission
Memorandum Opinion In re Certain Fluidized Supporting Apparatus and Components Thereof, at 1-2,
USITC Inv. No. 337-TA-182, 337-TA-188, 225 U.S.P.Q. 1211, 1984 WL 63741 {Oct. 5, 1984).

4
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description below of how competitive conditions and consumers are particularly
impacted when the use of SEPs is withheld through an exclusion order.

First, companies count on the availability of standards-essential technology to make
significant investments. Electronics manufacturers spend hundreds of millions of dollars
on fabrications plants that can make products compatible with a standard such as the
|EEE 802.11 wireless local area network protocol. Comparable sums are spent in the
information and communications sector to design and build products that comply with
various product standards. The companies making these investments depend on their
ability to license any technology necessary to comply with these standards on
reasonable terms. They typically become “locked-in” to the standard, meaning that a
significant portion of their investments would be rendered uneconomic if they were
blocked from producing standards-compliant products.

If the ITC were generally to allow RAND-obligated patents to be used as the basis of
injunctions, this would undermine the basic bargain RAND commitments represent.
Industry participants would be less willing to make the investments needed to design
and build standards-compliant products, due to the risk they will later be unable to
make and sell those products. A clear statement from the ITC that it will generally
refrain from issuing exclusion orders for SEPs, in contrast, will increase certainty for
firms making investments in complementary technology.*

Second, these investments promote competition and inure to the benefit of United
States consumers.”® There are an estimated 700,000 standards and technical regulations
around the world, and 450 standards setting organizations in the United States alone. **
Without these organizations and the standards they develop, the Internet would not
work, phones could not talk to each other, and it would be harder to buy printer
paper.”? Standards facilitate network effects — the more devices that can read my text
messages, the more valuable my text messages become. Open standards enable greater

Y Federal Trade Commission, supra at 5.

“fora thoughtful recent statement describing how standards promote competition and generate
substantial benefits to consumers, while elevating the dangers of patent holdup, see the February 13,
2012 Statement by the Department of Justice’s Antitrust Division regarding its decision to close its
investigations into several transactions involving SEPs, available at
http://www.justice.gov/atr/public/press_releases/2012/280190.htm. It closed these investigations in part
based on commitments not to seek injunctions in disputes involving SEPs. However, citing “more
ambiguous statements that do not provide the same direct confirmation,” the Division stated that it
“continues to have concerns about the potential inappropriate use of SEPs to disrupt competition and will
continue to monitor the use of SEPs in the wireless device industry.”

! Report to the European Round Table of Industrialists (ERT) prepared by FIPRA International, October
2010, pp.3, 12 and avaifable at
http://www.ert.eu/sites/default/files/Standard%20setting%20in%20a%20changing%20global%20landsca
pe%20Final%20Report_0.pdf.

2 Lemley, supra at 1892,
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competition in interoperable products and services. 2 A lack of standardization, in
contrast, can leave a consumer “stranded” - as anyone who has forgotten the charge
cord for their mobile phone can attest.

Proprietary formats can lead to greater market power when the technology is not
made available to all comers.? Undoing the standards bargain through an exclusion
order may leave consumers who have already bought the product stranded, unable to
get support or services for products already purchased.”

Furthermore, issuing an order to exclude standards-compliant products would have
consequences not only on individual respondents but also on third parties — for
example, service providers, application developers, and other members of the
ecosystem of the enjoined product.?® The larger the market for the enjoined product,
the greater the collateral impact.

Finally, we are mindful of several other relevant sources of authority. One is the
Federal Trade Commission’s official comment on issues of public interest in this case.”’
Similar to the present comment, it urges the ITC to consider the “[h]igh switching costs
combined with the threat of an exclusion order could allow a patentee to obtain
unreasonable licensing terms despite its RAND commitment...because implementers are

d.” *® Agencies don’t often comment publicly in ITC

locked into practicing the standar
cases,? giving the FTC’s statement additional significance. The Department of Justice

has also publicly expressed its concern about the use of RAND patents to seek

3 Shapiro, supra at 83-90.
1,

%4 at 72, 79-84.

% See Certain Baseband Processors, p. 153 (“The potential harm to economic actors, in this case
including handset manufacturers and telecommunications service providers, is properly part of our
EPROM:s analysis, and we have indeed fully weighed potential harm to third parties and to legitimate
trade in that prior analysis. In fact, under our EPROMs analysis, we found that full downstream relief was
not permitted in this investigation due to, among other things, the magnitude of the impact on third
parties.”) {ultimately concluding “a downstream remedy with a grandfathering exception does not raise
public interest concerns” because “the relief we propose has a much more limited impact on availability
of 3G-capable handsets, and thus a lesser impact on the public interest.”) {see afso id. at 153-154).

*’ United States Federal Trade Commission Statement on the Public Interest, Inv. No. 337-TA-745 (June
2012).

*id. at 3.

* Based on a search of EDIS, the ITC’s electronic docketing system and related research. Politicians have
sent letters on behalf of their constituents to the ITC. See generally Colleen Chien, Publicly Influencing the
ITC (unpublished paper, on file with the author). 13 USC 1337 (b){2) requires the ITC to consult with
governmental departments and agencies “as it considers appropriate.” According to the legislative
history, the requirement of these consultations reflects Congress’ “[belief] that the public health and
welfare and the assurance of competitive conditions in the United States economy must be the overriding
considerations in the administration of this statute.” S. Rep. No. 93-1298, 93rd Cong., 2d Sess. 197 {1974).

6
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injunctions.ao The President has made several statements about the importance of
wireless technologies for consumers and the national economy.31 In previous cases
when the ITC has declined to award or has tailored an exclusion order, it has relied upon
such official comment and agency, Presidential and Congressional policy to explain its
position.32

In addition, the statute’s legislative history addresses opportunistic behavior by
patent holders. It cautions against using the statute to reward such behavior, noting
that an “exclusion order should not be issued...particularly in cases where there is
evidence of price gouging or monopolistic practices in the domestic industry.” S. Rep.
No. 93-1298, 93rd Cong., 2d Sess. 107 {1974).

Money Damages, not Injunctions, are the Appropriate Remedy for SEPs Subject to
RAND Commitments

In short, though standards create value by facilitating interoperability and enabling
competition in complementary products to thrive, they increase the vulnerability of
standards implementers to patent holdup. RAND promises counter these concerns.
They reassure companies that they will not be held up, but rather will be able to access
the required technologies on fair, reasonable, and non-discriminatory terms.

Holders of SEPs who have promised to license their patents on reasonable terms
should not generally be allowed to obtain injunctions against products that comply with
the standard. Regardless of the respondent specifics referred to in Question 7 of the
Request for Written Submissions, the patentee has received the benefit of the bargain
by having their patented technology included in the standard. In return, they are
obligated to license their patent on RAND terms. Allowing holders of SEPs to obtain
injunctions would give the RAND licensing obligation an implicit “unless we don't feel
like it” clause that would render the commitment virtually meaningless.

* See February 13, 2012 Statement by the Department of Justice’s Antitrust Division, supra.
' See Verizon Statement on the Public Interest, Inv. No. 337-TA-745 {June 2012).
32 5ee Commission Action and Order In re Certain Inclined-Field Acceleration Tubes at 21, USITC Inv. No.

337-TA-67, (Dec. 29 1980} {citing in support of its decision to not grant an order enjoining Dowlish tubes
used for research, “the President and the Congress have issued declarations of support for basic science
research,” and "“[t]he National Science Foundation Act” (in this case the NSF submitted a comment);
Opinion of Vice Chairman Alberger and Commissioners Bedell and Stern /n re Certain Automatic Crankpin
Grinders at 17-18, USITC Inv. No. 337-TA-60, 205 U.S.P.Q. 71, 0079 WL 419349 (Dec. 17, 1979){justifying
the Commission’s decision not to exclude efficient crankpin grinders in part by “the fact that Congress and
the President have also clearly established a policy requiring automotive companies to increase the fuel
economy of the automohiles they produce.”); See afso Commission Decision in Certain Baseband
Processor (TA-337-543), where the ITC custom tailored the injunction it ordered, and cited the public
comments of FEMA and the FCC.
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Patent owners may legitimately worry that without the threat of an injunction,
infringers will turn down reasonable offers. We are sympathetic to these concerns.
However, district courts are in a better position to deal with them by imposing
attorneys' fee sanctions for bad behavior or enhanced damages in certain situations.®
District courts also can issue injunctions, even for SEPs subject to RAND commitments, if
the equities favor doing so.

Exceptions to the Rule and Injunction Tailoring

As one of us has written elsewhere: “[t]here is at least one situation where an ITC
action and exclusion order on the basis of a RAND patent may be appropriate, however.
[1In the cases when the district court lacks jurisdiction over a defendant but the in rem
jurisdiction of the ITC is available, * the ITC provides the patentee with its only
recourse.”** In such cases, ITC review and relief may be appropriate, provided that the
other prerequisites to relief have been met. However, it may well be the case that even
if the ITC is the only venue in which relief is available, an exclusion order is still not
appropriate due to the failure to meet public interest or other prerequisites.

If the ITC decides to issue injunctions based on SEPs subject to RAND commitments,
we urge the Commission to consider tailoring its order to minimize harm to the public
interest, for example through delay or grandfathering. Delaying injunctions can address
certain holdup problems. Faced with the threat of an exclusion order, the respondent
will sometimes design around the standard even if it means disabling standards
essential functionality.*® But if the patent is found invalid or not infringed, the effort will
have been wasted.” Delaying the exclusion order reduces investment in unnecessary
design-arounds and gives competitors time to adjust.*® Grandfathering existing models
can also help consumers, at a minimal cost to the patentee. Thus, in Certain Baseband
Processors, the Commission adjusted the scope of the exclusion order by grandfathering

s loseph Scott Miller, Standard Setting, Patents, and Access Lock-In: RAND Licensing and the Theory of the
Firm, 40 Ind. L. Rev. 351, 390 (2007).

3 65% of ITC cases have a district court counterpart, suggesting that this isn’t a problem in the majority of
cases, since the ITC and district court both have the power to hear the case. See Colleen Chien, Patently
Protectionist? An Empirical Analysis of Patent Cases at the International Trade Commission, 50 WM. &
Mary L. Rev. 63, 64 (2008).

* Colleen Chien & Mark Lemley, Patents, Holdup, and the ITC__Cornell Law. Rev. (forthcoming 2012), at
53, available at http://papers.ssrn.com/sol3/papers.cfm?abstract_id=1856608.

% See Lemley & Shapiro, supra at 2002.

¥ See id. at 2002, n. 71.

38 See id. at 2038, Commission Decision in Personal Data and Mobile Communications Devices TA-337-
710, at 81. (“T-Mobile itself has advised the Commission that a four-month transition period would likely
be sufficient . . . . We find T-Mobile’s suggestion to be reasonable and within our authority to
implement.”).
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in existing models of handsets.”* Likewise, in Personal Data and Mobile
Communications Devices, the Commission grandfathered refurbished replacement
handsets into its exclusion order.” In Sortation Sysi‘ems41 and Transmission Trucks,™
the ITC exempted from its exclusion order spare parts to service existing systems and
facilities, citing public interest.

Responses to Questions 8-13

In sum, we believe that ITC relief should generally not be granted under §1337(d){1)
on the basis of patents subject to RAND commitments.*® A possible exception arises in
cases where district court relief is unavailable due to a lack of jurisdiction and the patent
is valid, infringed, and public interest favors granting relief. In the rare case where an ITC
exclusion order is appropriate, the ITC should make use of its remedial flexibilities,
including grandfathering and delay, to minimize harm to competition and U.5.
consumers.

Applying these principles to the Commission’s specific questions,44 we believe that
the answer to Question 8 is “affirmative”: a RAND obligation should generally preclude
issuance of an exclusion order, except as we have described. The addition of the
patentee's unwillingness to offer or license their RAND obligated patents as
contemplated by Questions 9-12, or a failed negotiation as contemplated by Question
13, should not change this result. The patentee has committed to making the
technology available on RAND terms, and received the benefit of that bargain. If the
respondent fails to accept an offer made to them that has been determined by a

3 Commission Decision in Certain Baseband Processors Inv. No, 337-TA-543, supro at 150.
a Commission Decision in Personal Data and Mobile Communications Devices 337-TA-710, supra at 83.
{“HTC shall be permitted to import into the United States [for 19 months] . . . refurbished handsets to be
provided to consumers as replacements.”).
a Certain Sortation Systems, Parts Thereof, and Praducts Cantaining Same; Natice of Violation of Section
337 of the Tariff Act of 1930 and Issuance of Limited Exclusion Order, 68 Fed. Reg. 5047 (Jan. 31, 2003)
{“The Commission determined to include an exemptior in the limited exciusion order for importations
of spare parts for United Parcel Service’s Hub 2000 facility in Louisville, Kentucky.”}.
2 Certain Automated Mechanical Transmission Systems for Medium-Duty and Heavy-Duty Trucks, and
Components Thereaf, Termination of Investigation; Issuance of a Limited Exclusion Order and a Cease and
Desist Order, at 3, EDIS Doc. ID. 228343, USITC Inv. No. 337-TA-503 (Apr. 7, 2005) (“The limited exclusion
order does nat cover parts nacessary to service infringing automated mechanical transmission systems
installec on trucks prior to the issuance of the order.”).
* Though the question of whether relief should be relief on the basis of SEPs not subject to FRAND is
beyond the scope of the ITC’s request, we nate that many of the same impacts to consumers and
competitive conditions discussed in this comment also extend to this situation.

* As discussed above at note 2 we take no position on Questions 1-6 which ask about this specific
investigation or otherwise do not implicate public interest concerns. Question 7 is addressed supra at the
top of page 6.
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suitable fact finder to be RAND, district court damages, sanctions, and/or injunctions
may be appropriate.

We thank the Commission for the opportunity to comment on these important
issues.

Respectfully Submitted,

10
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Patent Holdup, the ITC, and the Public Interest’

Colleen V. Chien® & Mark A. Lemley?

ABSTRACT

The Supreme Court's eBay decision requires district courts to weigh the equities before
permanently enjoining o defendant. This is o good thing. Since eBay, the tactic of threatening
injunctions to, in the Court’s words, “extract exorbitant fees” has declined. 1t's now harder for a
patent assertion entity (PAE), or patent “troll,” and in certain cases, operating companies, to
win an injunction. But eBay’s discretionary test doesn’t apply at the ITC. This has had the
unintended consequence of driving those who seek to circumvent eBay's ruling to the ITC, where
the odds of getting an injunctions are better. in this paper, we document that trend, which is
dramatic. increasingly, cases filed at the {TC are filed by PAEs against an entire industry, often
information technology. Practicing entities too have turned to the ITC to seek injunctions
district courts won't give them, for example on patents covering industry standards.

Because the ITC can’t award damages, it has granted injunctions as a matter of course.
But as we suggest in this paper, the Commission has more power to adjust the remedy it grants
than previously recognized. We think it should use that flexibility to limit exclusion orders when
competitive conditions demand it. A PAE may not be any more justified to receive an exclusion
order from the {TC under its public interest analysis than to receive an injunction from a district
court applying eBay. Even practicing entities should be denied the power to exclude in some
circumstances, for example when the patents are standaords-essential and/or encumbered by a
RAND license, there is no evidence of bad faith, and the patentee can seek damages in the
district court. When exclusion orders are issued, delays in their implementation and
grandfathering in existing products can reduce holdup. Bond and penalty provisions could be
used to ensure that patentees are compensated for ongoing infringement during these
transition periods. Using its discretion wisely, the ITC can administer the statute to fairly and
efficiently give patentees their due while minimizing harm to the public interest.

1@ 2012 Colleen V. Chien & Mark A. Lemley. This is the 7/17/12 version submitted for the purposes
of the House Committee on the Judiciary Subcommittee on Intellectual Property, Competition and
pthe Internet 7/18/12 Hearing on the ITC and Patent Disputes. The final version of this article will be
posted to www.ssrn.com. An earlier version of this article provided the basis for our Editorial, Patents
and the Public Interest, New YORK TIMES.COM, Dec. 13, 2011,
hitp//www.nvtimes.com/2011/12/13/cpinion/patents-smartphones-and-the-public-interest.htmi.
Thanks to Jonas Anderson, John Golden, Rose Hagan, Sapna Kumar, Stefani Schanberg and participants
at the 2012 Hastings IP Law Workshop and at the Stanford-Samsung Conference on Patent Enforcement
for helpful discussions, RPX Corp. for sharing litigation data and to Gerald Wong, Lee-Ann Smith
Freeman and Wade Malone for research assistance.

2 pssistant Professor, Santa Clara University School of Law.

3 William H. Neukom Professor, Stanford Law School; partner, Durie Tangri LLP.
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Introduction

In the wake of the Supreme Court’s 2006 eBay decision,” courts rarely grant injunctions
to parties that assert patents as a business model, aka “patent trolls” or patent-assertion
entities (PAEs).” This is a good thing. By requiring courts to consider the equities of a particular
case before granting an injunction, the Court in one fell swoop wiped out much of the holdup
problem that had beset the patent system. As Justice Kennedy put it in his eBay concurrence,
this hold up problem results when “an injunction . . . can be employed as a bargaining tool to
charge exorbitant fees [].”6

But there is another jurisdiction that routinely grants injunctions in patent cases: the
International Trade Commission (ITC). In the past five years, both PAEs and product-producing

companies have flocked to this once-obscure trade agency, generally in search of an injunction

or the credible threat of one.”

* eBay Inc. v. MercExchange, L.L.C., 547 U.S. 388 {(2006).

® Colleen V. Chien, From Arms Race to Marketplace: The Complex Patent Ecosystem and Its Implications
for the Patent System, 62 HASTINGS L.J. 297, 328 (2010) (PAEs are “entities . . . focused on the
enforcement, rather than the active development or commerecialization of their patents.”), accord, FTC
The Evolving IP Marketplace: Aligning Patent Natice and Remedies with Competitian 8 n.5 {(Mar. 2011),
available at hitp://www.ftc.gov/os/2011/03/110307patentreport.pdf. We use this term at various
points, rather than the more popular (and more all-encompassing) “non-practicing entity (NPE)”
because, as our data show, various types of non-practicing entities do get injunctions after eBay, though
PAEs rarely do.

% eBay, supra note 4, at 396.

7 See, Sapna Kumar, The Other Patent Agency: Congressional Regulation of the ITC, 61 FLA. L. REv. 529,
529, 532 (2009); Editorial, The Android Patent War, WALLST. J., at Al6, Dec. 5, 2011, available at
http://online.wsi.com/article/SB100014240525702048267045770745235338866352.htrl (subscription
required). Accord Testimony of Laura Quatela, Eastman-Kodak, before the Federal Trade Commission,
Hearings on The Evolving Patent Marketplace Hearings, April 17, 2009, transcript at p. 127, available at
<>(“eBay has driven a lot of litigation towards the ITC, and that trend is clear.”)

3
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Indeed, the ITC is busier with patent cases than it has ever been before® The result — a double
standard in patent law about when an injunction is available — has drawn the scrutiny and in
some cases, fury of mainstream media,g academics,10 practitioners,11 and the Federal Trade
Commission.”? The practical effect has been to undo much of the desirable effect of eBay.

113

The impact of an ITC “exclusion order”™” preventing importation of a product can be

dramatic. To comply with such an order, a company must pull its products from the market and

& See, e.g, Jenna Greene, Record Number of ITC Cases Filed in First Half of 2011, Nat’l LJ., July 5, 2011.

The ITC instituted 56 IP investigations in the first nine months of 2011, as many as it did in all of 2010,
and a record 70 investigations throughout 2011. http://www.usitc.gov/press_room/337_stats.htm.
® See, e.g., id. (calling an ITC patent case “a weapon of protectionist mass destruction against
competitors”; and section 337 an “ absurdity...that could do great economic harm to one of the few U.S.
industries that is growing rapidly.”). ; Editorial, Smoot-Hawley's Revenge, WALL ST. J., Aug. 23, 2006, at
A10 (describing section 337 as “potentially crippling the U.S. wireless-phone industry”); and Colleen V.
Chien & Mark A. Lemley, Patents and the Public Interest, NEw YORK TIMES.COM (Dec. 13, 2011).
'® See, e.g., Colleen V. Chien, Patently Protectionist? An Empirical Analysis of Patent Cases at the
International Trade Commission, 50 WM. & MARY L. Rev. 63, 67-68 (2008); Robert W. Hahn & Hal J.
Singer, Assessing Bias in Potent Infringement Cases: A Review of International Trade Commission
Decisions, 21 HARv. J.L. & TECH. 457, 464 (2008); Sapna Kumar, supra note 7, The Other Patent Agency:
Congressional Regulotion of the ITC, 61 FLA. L. REv. 529, 532-33 (2009); Thomas A. Broughan, Il1,
Modernizing § 337’s Domestic Industry Requirement for the Global Economy, 19 FeD. CIR. B.J. 41, 78-79
{(2009); Taras M. Czebiniak, When Congress Gives Two Hats, Which Do You Wear? Choosing Between
Domestic Industry Protection and IP Enforcement in § 337 Investigations, 26 BERKELEY TECH. L.J. 93, 93-94
{2011) (all noting and describing the divergence in federal court and ITC rules and law); see also Eric
L. Lane, Keeping the LEDs on and the Electric Motors Running: Clean Tech in Court after Ebay, 2010 DUKE
L. & TECH. REV. 13, at i-ii, xxx-xxxi (2010) (noting that non-practicing patentees have moved to the ITC to
avoid eBay and warning that this may "adversely affect implemented clean technologies").
! See, e.g. Edward H. Rice & Marina N. Saito, After Ebay: Can the ITC Offer Better Remedies than District
Courts?, 19 INTELL. PROP. LITIG. vol. 19 no.2 (2008), available at
htig://www.loeb.com/afterebaycantheitcofferbetterremediesthandistrictcourts/; James R. Klaiber &
Ethan Lee, Seeking Disapproval: Presidential Review Of ITC Orders, Law360, Nov. 10, 2011,
http:/fwww. law360.com/articles/283970/seeking-disapproval-presidential-review-of-itc-orders
suhscription reguired).
2 See FTC, supra note 5, at 238 (noting that the “discrepancy [between the ITC and District Court
injunction standards] has generated some concern that the ITC may attract suits by patentees that are
less likely to obtain injunctions in district court, potentially leading to hold-up and the resulting
consumer harm ).
19 U.5.C. §1337(d). To similar effect is an ITC cease and desist order. 19 U.S.C. §1337(f).

4
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redesign them.™ Many household devices including computers, flat-screens, GPS devices, and
printers have been the subject of an ITC 337 investigation.'® In 2011, every major smartphone
maker was embroiled in a dispute there.”® As the impact of this trade agency has grown,

mainstream commentators have warned that the ITC “could do great economic harm to [J U.S.

n17

industries that [are] growing rapidly,”" and calls for legislative reform of the ITC have

intensified.” Driving these calls is the perception that the ITC's exclusion orders are

 See Kumar, supra note 7, at 538; see also Mark A. Lemley & Carl Shapiro, Patent Holdup and Royalty
Stacking, 85 Tex. L. Rev. 1991, 1996 (2007) (discussing the withdrawal from market in the context of
downstream firms).

* See generally, e.g., In re Computer Products, Computer Components and Products Containing Same,
USITC Pub. 4183, inv. No. 337-TA-628 {September 2010}, avaifable ai 2009 ITC LEXIS 2440 {computers);
Certain Flat Panel Digital Televisions and Components Thereof; Notice of Investigation, 75 Fed. Reg.
51286 {Aug. 19, 2010j {flat screens); In re Certain GPS Chips, Associated Software and Systems, and
Products Containing Same, USITC Pub. 4133, inv. No. 337-TA-596 {March 2010}, available at 2010 {TC
LEXIS 582 (GPS devices); fn re Certain inkjet ink Supplies and Components Thereof, Order No. 14, Inv.
No. 337-TA-730 {Aug. 3, 2011), avaiiable at 2011 ITC LEXIS 1702 {printers).

** Certain Electronic Devices with Communication Capabilities, Components Thereof; Notice of
Institution of Investigation; Institution of Investigation Pursuant to 19 U.S.C. 1337, 76 Fed. Reg. 60870,
60870 {Sept. 30, 2011} {HTC Corp. is the cemplainant and Apple Inc. is the respondent}; Certain
Electronic Devices, Including Wireless Communication Devices, Portable Music and Data Processing
Devices, and Tablet Computers; Notice of Institution of Investigation; Institution of Investigation
Pursuant to 18 U.5.C. 1337, 76 Fed. Reg. 45860, 45860 (Aug. 1, 2011) {Samsung is the complainant and
Apple is the respondent); /n re Certain Mobile Telephones and Modems, Order No. 17, inv. No. 337-TA-
758 {Aug. 11, 2011), available at 2011 ITC LEXIS 1557 at *1 {terminated ITC investigation invelving Sony
and LG}; in re Certain Mobile Devices, Associated Software, and Components Thereof, Initial
Determination on Violation of Section 337 and Recommended Determination on Remedy and Bond, inv.
No. 337-TA-744 {Dec. 20, 2011) {Motorola is the respondent}; Certain Wireless Devices with 3G
Capabhilities and Components Thereof; Notice of Institution of Investigation, 76 Fed. Reg. 54252, 54253
{Aug. 31, 2011) (Nokia is the respondent); /n re Certain Mobile Telephones and Wireless Communication
Devices Featuring Digital Cameras, and Components Thereof, Notice of Commission Determination to
Affirm in Part and Reverse in Part a Determination of No Violation of Section 337: Remand of the
investigation for Further Proceedings at 2, Inv. No. 337-TA-703 {Jun. 30, 2011} (on going ITC
investigation involving Research in Motion}. Major mobile handset and smartphone makers, based
upon market share, include Apple, Samsung, Sony, LG, Motorola, Nokia, and RIM. See Global
Smartphone Sales for 2011 Pegged at 420 Million Units, Infographic, http://www.infogenra.cor/global-
smartphone -sales-for-2011-pegged-at-420-million-units infographic.htmi {last visited Feb. 21, 2012).

Y The Android Patent War, supra note 7.

See Bernard Cassidy, Follow the Money — Will the ITC Lose its Patent Jurisdiction?, IP Watch Dog Blog
Post, available at http://www.ipwatchdog.com/2012/62/27/follow-the-money-will-the-itc-lose-its-
patent-jurisdiction/id=22470/ (describing the "ITC Working Group" as a lobby that “wants to block the

18
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719 The ITC can’t award damages; it can only exclude

“economically destructive and inflexible.
products in what, indeed, might seem to be an all-or-nothing affair.”®

We believe, however, that the Commission has more flexibility in remedies than has
been previously recognized. In this paper, we offersuggestions for how the ITC can use its
statutory authority to decide both whether to grant an injunction and how to structure its
remedies to minimize harm to the public interest.

In the sections that follow, we review the rules the ITC uses in deciding whether to grant
an injunction.”’ While the Federal Circuit has held that eBay’s equitable test does not apply to
the ITC,* the agency must consider the effect of an injunction on the public before it orders
one.” To date the ITC hasn’t given these public interest factors many teeth. We think the ITC
should pay more attention to the public interest and use prevailing economic theory and its

precedents to assess the impact of patent injunctions on consumers and competitive

conditions.

International Trade Commission (ITC) from hearing patent infringement cases brought by ‘non-practicing
entities” — i.e., patent holders like universities, independent inventors, and others who license their
patents for manufacturers to commercialize. And second, it wants to weaken the ITC's power to block
the importation of infringing products into the U.S.”); Michael A. Ladra, Domestic Disturbances: The
Latest from the ITC on Establishing a Domestic Industry, 11-12 (2011) Presentation to the Advanced
Patent Law Institute Palo Alto, Dec 9, 2011 (presentation on file with journal) (describing fall 2011
efforts to lobby Congress to change the ITC), program available

at http://www.utcle org/conference programs/2011/Pi11.pdf. But see Colleen V. Chien & Mark A.
Lemley, Patents and the Public Interest, NEw YORK TIMES.coM {Dec. 13, 2011), supra note 9 (arguing that
legislative reform of the ITC is not necessary).

** The Android Patent War, supra note 7.

2 See 19 U.S.C. §51337(d), (f).

' The ITC offers three forms of injunctive relief: a limited exclusion order, a general exclusion order,
and a cease and desist order. 19 U.S.C. § 1337 (d)-(f).

22 spansion, Inc. v. ITC, 629 F.3d 1331, 1359 (Fed. Cir. 2010). For an argument that it should, see
Federal Trade Comm’n, The Evolving IP Marketplace: Aligning Patent Notice and Remedies with
Competition 31-72 (2011).

* See19 U.S.C.§1337.
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In a common situation, for example, the patent covers a small part of a larger product
and the defendant’s infringement was inadvertent. If the infringing feature is covered by an
industry standard,* removing it is may disable the product.’® Consumers are harmed when a
big product is eliminated from the market because of a small patent, and competition is
distorted as a large number of lawful components and features are blocked from the market
along with the infringing one.”®

In another common situation, a patent holder brings a case against a large number of
product companies, threatening to hobble an entire industry. An injunction would exclude a
large number of participants from the marketplace and dramatically reduce competition.”’

In each of these scenarios, the harm to consumers and competition from an exclusion
order is greater than the contribution made by the individual infringing component. One way
for the ITC to address these harms is to decline to award exclusion orders at all. But that would
leave the patentee without a remedy, in the ITC at least. Alternatively, the ITC could issue

exclusion orders but structure them to ameliorate the harms to competition and consumers. In

2% On the prevalence of industry standards in many industries, see Mark A. Lemley, Intellectual Property
Rights and Standard-Setting Organizations, 90 CALIF. L. REv. 1889, 1892-95 {2002).

= For example, Innovatio IP Ventures has sued several companies including Cisco, Motorola, Accor
North America, Caribou Coffee Co., Inc., Cosi, Inc., Dominick’s Supermarkets, Inc., LQ Management LLC,
Meijer, Inc., and Panera Bread Company on patents directed at the |EEE 802.11 standards, or “Wi-Fi".
See Defendants’ Motion to Stay This Matter Pending Resolution of Cisco Systems, Inc. and Motorola
Solutions, Inc. v. Innovatio IP Ventures, LLC, Case No. 1:11-CV-00425 (D. Del.) at 1, 3, Innovatio IP
Ventures, LLC v. ABP Corporation, et al., No. 1:11-cv-01638 (N.D. Ill. Jun. 15, 2011), available at
http://vmo-blog.com/files/106598-99438/Innovatio_Ventures_({Customers_Motion_to_Stay).pdf. If a
wireless router does not comply with this standard, it cannot provide wireless services. See jid. at 6-7.
*  See generally, Mark A. Lemley & Carl Shapiro, Patent Holdup and Royalty Stacking, 85 Tex. L. Rev.
1991 (2007) (demonstrating the holdup cost in this situation)..

> See S. Rep. No. 93-1298, 93rd Cong., 2d Sess. 197, at *7330 (1974).

7
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this paper, we discuss three methods of structuring injunctions: tailoring injunction scope,”®
staying injunctions, and bonding.

These ways of structuring injunctions provide the ITC with previously-unappreciated
flexibility in ordering remedies. In a case where a design-around is possible, for example,
awarding an injunction but delaying its start could deter infringement in a way that minimizes
disruption to consumers and the holdup to manufacturers.”® And it could do so without
interfering with patentee incentives; patentees can seek damages in federal court for infringing
sales in addition to bringing a case in the ITC, and if the patent truly was essential, the patentee
could obtain an injunction after the stay expired. A change to the statute or the way the
Commission applies it would enable the Commission to extend the terms of the bond it
normally sets during the Presidential Review period to compensate for the entire stay period.*

In some cases, more significant limits on exclusion orders may be warranted. Suppose,
for instance, the infringing component is small but, because of the nature of the product, the
potential impact of an exclusion order on downstream products, related products, and third
parties is large. In such a case, the Commission could tailor the scope of the injunction to

reduce harm to competition, for example by grandfathering in existing products. The ITC

% The proper scope of patent injunctions has come under greater scrutiny recently. See, e.g., Tivo Inc.
v. Echostar Corp., 646 F.3d 869, 879, 889 (Fed. Cir. 2011) (en banc); John M. Golden, Injunctions as More
{or Less) than “Off Switches”: Patent-infringement Injunctions’ Scope, 90 TEx. L. REv. 1399, 1400-01
{forthcoming 2012).

» see, e.g., Lemley & Shapiro, supra note 26, at 2035-40 (showing that a stay in injunctive relief to
allow design-arounds significantly reduces holdup risk).

* See 19 U.S.C. §1337(j). Doing so might require some tweaks to the statutory language, or alternatively
that the Commission delay final entry of its order pending the period of delay. See infra Part 111.C.

8
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already has the power to use the injunction levers we have identified in these situations.*? In
this paper, we explain why, and develop the economic grounding for how it could do so.

Alternatively, if the ITC won’t use its existing public interest authority (or if the Federal
Circuit won't let it), Congress could easily act to apply eBay to the ITC. But we don’t think that
is necessary. The ITC has proven to be adaptive to the changing conditions of competition. The
agency is in a better position to adapt its decision-making to the particular facts before it than is
the Federal Circuit or Congress, which has already given the ITC the authority to take into
account consumers and competition. The ITC, in short, already has the power to take account
of the effect of an exclusion order on competition; it just needs to use that power.

We realize that a move away from the current practice of issuing automatic, immediate,
and comprehensive exclusion orders does have a downside: It decreases the predictability that
has long been associated with the ITC and the clarity it provides to the parties about the
remedy. We think the loss of certainty is outweighed by the benefits to competition of tailoring
remedies to the facts of the case. But there are ways to reduce the uncertainty problem. Early
proceedings on issues of public interest and remedy*? could be used to provide notice to
litigants about the likelihood and form of an exclusion order should the patentee prevail.

The paper proceeds as follows. In Part | we examine how eBay has affected patent law
and practice, both in the district courts and in the ITC. In particular, our empirical study shows
a major shift to the ITC, particularly by PAEs filing complaints against multiple defendants. In

Part Il, we review the public interest factors that the ITC must consider before awarding an

* And indeed, the limited times that they have done so before is described In Part 1l infra.

Using a motion analogous to a summary judgment motion in district court, parties in the ITC can
move for “summary determination” on any issue in a Section 337 investigation. 19 C.F.R. § 210.18
(2011).

32
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exclusion order and describe how the economic theory of holdup maps to these factors. In Part

111, we discuss options for tailoring injunctive relief available to the ITC.

I. The Rush to the ITC

The Supreme Court’s 2006 decision in eBay v. MercExchange® represented a sea change
in patent litigation. Before 2006, a patentee that won its case was entitled to an injunction that
prevented the defendant from selling its product.? The result was a significant problem with
patent holdup.®® Patentees who owned rights in very small pieces of complex, multi-
component products could threaten to shut down the entire product.®® As a result, even a very
weak patent could command a high royalty in settlement from defendants afraid of gambling
their entire product on a jury’s decision.”

eBay changed all that. Under eBay, district courts have to consider four equitable
factors before granting an injunction, including whether money damages are adequate, and
whether public and private interests, on balance, favor granting or denying the injunction.®
Justice Kennedy, concurring in eBay, emphasized that injunctions might be inappropriate when
the plaintiff licenses the patent as a business model or when the patent covered only a small

component of the product.®

3 eBay, supra note 4.

3 See Mark A. Lemley & Carl Shapiro, Patent Holdup and Royalty Stacking, 85 Tex. L. Rev. 1991, 2008-09
(2007).

* See id.

3 See id.

¥ Seejd..

*  See eBay, 547 U.S. at 391.

¥ See eBay, 547 U.S. at 396-97 (Kennedy, J., concurring) (“When the patented invention is but a small

component of the product the companies seek to produce and the threat of an injunction is employed

10



98

Some version of the “four-factor test” standard has been used by courts for centuries to
decide whether or not to award an injunction.”” The Supreme Court has repeatedly said an

injunction is an “extraordinary remedy.”*!

In the marketplace, an injunction disrupts the free
flow of goods and services, impacting not only the parties but the public who must abruptly
adjust to life without the enjoined product or service.*” By its terms, eBay prescribes injunctive
relief as a last-ditch option — justified only when the harm cannot be fixed by money and the
hardships and public interest, carefully considered, weigh in favor of granting it.**

Commentators predicted eBay would make it harder to get injunctions.** They were

right. Based on our review of district court decisions since eBay,* about 75% of requests for

simply for undue leverage in negotiations, legal damages may well be sufficient to compensate for the
infringement and an injunction may not serve the public interest.”).

*? See DOUGLAS LAYCOCK, THE DEATH OF THE IRREPARABLE INJURY RULE 19-23 (1991} (tracing the origins of the
“irreparable injury rule” to the specialization in remedies by the courts of chancery and the courts of law
in 14 century Britain and its transmission to the courts of the colonies and United States in the 17t
century); But see DoUGLAS LAYCOCK, MODERN AMERICAN REMEDIES 426-27 (Aspen Publishers, Inc, 4™ ed.
2011) (criticizing the majority’s characterization of the traditional four-factor test as the norm in
remedies law).

“! See, e.g., Weinberger v. Romero-Barcelo, 456 U.S. 305, 312 (1982}, citing Railroad Comm’n v.
Pullman Co., 312 U.S. 496, 500 (1941); see also, Rizzo v. Goode, 423 U.S. 362 (1976) (“the principles of
equity [] militate heavily against the grant of an injunction except in the most extraordinary
circumstances.”).

4 See, e.qg., Paice v. Toyota, No. 2:04-CV-211-DF, 2006 U.S. Dist. LEXIS 61600, at *16 (E.D. Tex. Aug. 16,
2006) (discussing potential disruption of an injunction against Toyota’s hybrid cars to car dealers, parts
suppliers, and related business entities); Broadcom v. Qualcomm, No. SACV 05-467 JVS (RNBx), 2007
U.S. Dist. LEXIS 97647, at *15, *20, *28 {C.D. Cal. Dec. 31, 2007) {citing the harm to the public caused by
the removal of a “beneficial, cutting-edge service” from millions of customers and tailoring the
injunction to allow for an 18-month transition period).

“3 See eBay at 391-92.

* See, e.g., Steve Seidenberg, Troll Control, 92 A.B.A. . 51, 52 (2006).

* There were 191 requests post-eBay through August 11, 2011. List of cases and outcomes initially
sourced from the excellent website www.patstats.org, and obtainable at
htip://patstats.org/Patstats2 him! (“Post-eBay Permanent Injunction Rulings in Patent Cases to 8-11-
11”) and checked by a research assistant. In a few instances that we checked, the injunction was later
vacated due to a change in the court’s liability determination. However, because the reasoning of the
court was not challenged by this later determination, we kept the cases and the court’s decision on
injunction in the database.

11
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the particular patent they've asserted, for example.> Or they can’t show irreparable harm
because it’s a multiple-competitor market, and it therefore can’t be assumed that defendant’s
gains have come at plaintiff’s expense.*®

Conversely, universities, who do not practice their own patents, nonetheless have been
able to get injunctions by suing on behalf of their exclusive licensees who are in fact practicing
the patent.>® Of all groups, PAEs are the least likely to get an injunction, and by and large have
succeeded in their requests only when the defendant has failed to object.”” In the single case

we found since eBay where a no-longer-practicing company sued and succeeded in getting a

% See, e.g., Ricoh v. Quanta, No. 06-cv-462-bbc, 2010 U.S. Dist. LEXIS 38220, at *3-4 (W.D. Wis. Apr. 19

2010). This case was described in the press under the headline “Ricoh gets the Troll Treatment.” See
Jan Wolfe, Patent Litigation Weekly: At Injunction Time, Ricoh Gets the Troll Treatment, THE PRIOR ART,
(Apr. 8, 2010), hitp://thepriorart.typepad.com/the prior_art/2010/04/ricoh-v-guanta.html.

> See, e.g., Advanced Cardiovascular v. Medtronic Vascular, 579 F. Supp. 2d 554, 559-60 (D. Del. 2008);
Bosch v. Pylon, 748 F. Supp. 2d 383, 408 (D. Del. 2010); LG Elec. USA Inc. v. Whirlpool Corp., 798 F.
Supp.2d 541, (D. Del. Jul. 1, 2011).

% See, e.g., Emory University v. Nova Biogenetics, Inc., No. 1:06-CV-0141-TWT, 2008 U.S. Dist. LEXIS
57642, *3-4, *12-13 (N.D. Ga. Jul. 24, 2008); Johns Hopkins v. Datascope, 513 F. Supp. 2d 578, 581 (D.
Md. 2007).

For a discussion of universities as non-practicing entities, see generally Mark A. Lemley, Are Universities
Patent Trolls?, 18 FORDHAM INTELL. PROP. MEDIA & ENT. L.J. 611, 629-30 (2008) (arguing that they aren’t).
" PAEs obtained five injunctions since eBay, in the following cases: Acticon Techs. v. Heisei Elecs. Co.,
Ltd., 2008 U.S. Dist. LEXIS 8978, *2-3 {S.D.N.Y. Feb. 5, 2008) (defendant failed to object to Magistrate
judge’s report, therefore the Court adopted the Magistrate’s findings) adopt’g Acticon Techs. v. Heisei
Elecs. Co., 2007 U.S. Dist. LEXIS 100081, *10-12 (S.D.N.Y. Aug. 1, 2007); Antonious v. Merchs. of Golf,
Inc., 2011 U.S. Dist. LEXIS 3332, *1-2 (C.D. Cal. Jan. 5, 2011) {(defendant’s initial failure to respond
resulted in default judgment and the entering of an injunction}; PB&J Software LLC v. Code 42 Software,
Inc., No. 0:09-cv-00206-DWF-JSM (D. Minn. 2011), availabie at
https://lexmachina.com/cases/80048/dncuments/2000026538.pdf (login required) (Cucku consented to
entry of final judgment for injunctive relief); Systermation Inc. v. Production Prod. Inc., No. 1:11-cv-487-
LPS, 1-2 (D. Del Jun. 27, 2011) (injunction entered because two parties settled); Joyal Prods. v. Johnson
Elec. North Am., Inc., 2009 U.S. Dist. LEXIS 15531, *30-31, *33 (D.N.J. Feb. 2§, 2009) (Joyal was not an
on-going business and looked to sell its patent; failure to grant an injunction would severely affect the
sale value of the patent) but see Voda v. Cordis, No. CIV-03-1512-L, 2006 U.S. Dist. LEXIS 63623, *18-19,
*21 (W.D. Okla. Sept. 5, 2006) (harm to right to exclude is not enough to justify an injunction), aff’d in
relevant part, 536 F.3d 1311, 1315 (Fed. Cir. 2008).

14
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contested injunction, the court cited its belief that the patent would be sold to a
manufacturer.®

When applying eBay, courts have focused on the first two prongs: irreparable injury and
adequate remedy at law.” Competitive considerations have predominated: courts have been
willing to grant injunctions when the defendant’s infringement credibly threatens the market
share,® reputation,® or business model®® of the plaintiff, and unwilling to grant injunctions

when these harms are absent.®® Predicted loss of market share, reputation and goodwill are

*8 Joyal Products v. Johnson Elec. North America, No. 04-5172 (JAP), 2009 U.S. Dist. LEXIS 15531, *30-31

{D.N.J. Feb. 26, 2009) (ailing company plaintiff Joyal's patents would be worth less in the marketplace if
unable to/incapable of excluding others, and “the most likely purchaser of the patent would be a
manufacturer”); but see Voda v. Cordis, No. CIV-03-1512-L, 2006 U.S. Dist. LEXIS 63623, *18-19, *21
{W.D. Okla. Sept. 5, 2006) (harm to right to exclude is not enough to justify an injunction), aff'd in
relevant part, 536 F.3d 1311, 1315 (Fed. Cir. 2008).

* Itis hard to come up with circumstances that would distinguish irreparable injury from the absence
of an adequate remedy at law.

8 In the following cases, the court cited the indicated market-share related reason when deciding to
grant the injunction: i4i LP v. Microsoft, 670 F. Supp. 2d 568, 599-601 (E.D. Tex. 2009) (citing injury to
market share, brand); Wald v. Mudhopper, No. CIV-04-1693-C, 2006 U.S. Dist. LEXIS 51669, *16 (W.D.
Okla. Jul. 27, 2006) (market share, damage to reputation); Global Traffic Technologies LLC v. Tomar, No.
05-756 MID/AIB, Findings of Fact, Conclusions of Law, and Order for Injunctive Relief at 9 (D. Minn.
2008), available at https://lexmachina.com/cases/9356/documents/272997.pdf (login required) (market
share, customer relationships); Broadcom v. Qualcomm, 2007 U.S. Dist. LEXIS 97647 at *16 (market
share in the market for design wins); Emory at *12 and Johns Hopkins at *586 (both citing competition
including in a two-competitor market); see also Advanced Cardiovascular v. Medtronic Vascular, 579 F.
Supp. 2d at 558 (injunctions usually granted in scenarios where there is two-competitor market).

' See, e.g. CSIRO v. Buffalo, 492 F. Supp. 2d 600, 604 (E.D. Tex. 2007), vacated and remanded on other
grounds, 542 F.3d 1363 (Fed. Cir. 2008} (harm to reputation); Emory, 2008 U.S. Dist. LEXIS 57642 at *12-
13 (harm to reputation and goodwill); Johns Hopkins, 513 F. Supp. 2d at 586 (harm to reputation).

&2 See, e.g. Judkins v. HT Window, 704 F. Supp. 2d 470, 477 (W.D. Pa. 2010) {exclusive licensor would
experience harm to business relationships); ReedHycalog, LP v. Diamond, No. 6:08-CV-325, 2010 U.S.
Dist. LEXIS 83011, *35-36 (E.D. Tex. Aug. 12, 2010} (disruption to P's business and licensing and pricing
strategy); Joyal v. Johnson, 2009 U.S. Dist. LEXIS 15531 at *30-31 (denial of injunction would decimate
the value of the patent in planned asset sale).

% In each of these cases the following factors were cited in the denial of the plaintiff’s request for
injunction: Advanced Cardiovascular v. Medtronic Vascular, 579 F. Supp. 2d at 559; Bosch v. Pylon, 748
F. Supp. 2d at 408; LG Elec. USA v. Whirlpool, 798 F. Supp.2d 541, 563 (D.Del. 2011); Sundance v.
Demonte, No. 02-73543, 2007 U.S. Dist. LEXIS 158, *8 (E.D. Mich. Jan. 4, 2007) (all citing presence of a
multiple-competitor market); Nichia v. Seoul Semiconductor, No. 06-0162 MMC, 2008 U.S. Dist. LEXIS

15
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difficult to quantify and restore, making money damages inadequate.®® Entities that don’t sell
products typically don’t experience these types of harms.®

The relationship between the patented invention and the enjoined product has also
mattered in a number of cases. Following Justice Kennedy’s suggestion,®® when the patented
invention covers a small component of the defendant’s product, courts have been less inclined
to award an injunction.67 Courts have also taken into account the impact on consumers, under

the auspices of the public interest prong.®®

12183, *5 (N.D. Cal. Feb. 7, 2008) (no loss of market share, reputation or brand}; Ricoh, 2010 U.S. Dist.
LEXIS 38220 at *3-4 {plaintiff not in competition with defendant because plaintiff does not practice
invention); Hynix v. Rambus, 609 F. Supp. 2d 951, 984-85 (N.D. Cal. 2009) (no harm to reputation, but
harm to defendant's business); Telcordia v. Cisco, 592 F. Supp. 2d 727, 747 (D. Del. 2009} {no evidence of
“lost sales, licensing, or research and development opportunities”); Calcar v. Honda, No. 06cv2433 DMS
{CAB), 2008 U.S. Dist. LEXIS 106476, *2-3 *(S.D. Cal. Nov. 18, 2008) (insufficient evidence of lost
opportunities, reputation); Paice, 2006 U.S. Dist. LEXIS 61600 at *14 {unable to prove damage to market
share or brand name); WhitServe LLC v. Computer Packages, Inc., No. 3:06CV01935 (AVC), Whitserve’s
Motion for Permanent Injunction (D. Conn. 2011}, (no evidence of lost market share, customers, or
goodwill), order denying injunction at
hitps://lexmachina.com/cases/80048/documents/2000026538.pdf (login required); Creative Advertising
v. Yahoo! Inc., 674 F. Supp. 2d 847, 852 (E.D. Tex. 2009); Enpat v. Budnic, 773 F. Supp. 2d 1311, 1317
{M.D. Fla. 2011); Orion IP v. Mercedes-Benz USA, No. 6:05 CV 322, 2008 U.S. Dist. LEXIS 108683, *12
(E.D. Tex. Mar. 28, 2008); Paice, 2006 U.S. Dist. LEXIS 61600 at *13-14 (no evidence that money damages
are inadequate to compensate licensing company's loss).

5 Emory, 2008 U.S. Dist. LEXIS 57642 at *13.

% NPEs sometimes assert injury to their reputation resulting from the fact that the defendant used a
product that turned out to be covered by the patent claims. See CSIRO v. Buffalo Tech., 492 F. Supp. 2d
600, 604 (E.D. Tex. 2007), vacated, 542 F.3d 1363 (Fed. Cir. 2008). This theory strikes us as wildly
implausible. To the extent consumers are even aware of the patent and the fact that the defendant
infringes it, it is hard to see how awareness of that fact will injure the NPE’s reputation. If anything, the
widespread use of the patentee’s technology should enhance its reputation.

€ eBay at 396-97.

7 See Ricoh, 2010 U.S. Dist. LEXIS 38220 at *6 (small component of the overall product); Sundance v.
Demonte, 2007 U.S. Dist. LEXIS 158 at *7-8 (patented tech is but one feature of the defendant's
product); z4 v. Microsoft, 434 F. Supp. 2d 437, 441 (E.D. Tex. 2006) (in a small component scenario,
damages are z sufficient); see also Broadcom v. Qualcomm, 2007 U.S. Dist. LEXIS 97647 at *19-21
(tailoring the injunction to ameliorate the impact on consumers by providing time for design around
when the scope of the infringed patent is limited); accord Steve Malin & Ari Rafilson, Empirical Analysis
of Permanent Injunctions Following eBay, presented

at FTC Hearing: The Evolving IP Marketplace (Feb. 12, 2009), available at

16



104

Hundreds of district courts throughout the country, then, have engaged in the same
exercise of considering whether an injunction is really justified in cases of patent
infringement.® Yet one decisionmaker has been exempt from doing so. The ITC, an
administrative agency rather than Article Ill court, has declined to follow eBay, a practice that
has been approved by the Federal Circuit.’® This apparent anomaly has a simple explanation:
although the ITC applies patent law’* to decide whether there has been an unlawful
importation,”® the Commission follows its own procedures and prescribes its own remedies. As
the Federal Circuit explained in Spansion, “[there are] different statutory underpinnings for . . .

n73

Section 337 actions and . . . district courts in suits for patent infringement.””” As a result, the

ITC neither hears counterclaims nor recognizes certain defenses to infringement,’* and can’t

hitpy/fwww.fic sov/bo/workshops/ipmarketplace/feb11/docs/smalin.pdf, at 29. (reporting a district
court injunction rate of 0% when the invention was a “trivial component” of a product, as compared to
75% grant rate when the infringing feature was not a trivial component).

% See, e.g., Amgen v. Hoffman-La Roche, 581 F. Supp. 2d 160, 213 (D. Mass. 2008) {considering patient
health, Medicare savings, and the public’s interest in a robust patent system in its decisicn to grant an
injunction).

& See supra notes 49-65.

Spansion, Inc. v. ITC, 629 F.3d 1331, 1359 (Fed. Cir. 2010).

b As well as other forms of intellectual property law, see TianRui Group Company Limited v. U.S.
International Trade Commission, 661 F.3d 1322, 1326-27 (Fed. Cir. 2011) (confirming that section 337
applies to imported goods produced through the exploitation of trade secrets). The majority of 337
cases are patent cases, however. See Colleen Chien, Patently Protectionist, 50 WM & MaRy L. REv. 63, 70,
n. 123 (2008) (patent cases make up 85% of the ITC’s § 337 docket and explaining why copyright and TM
cases are less likely to be brought in the ITC). The ITC has heard a handful of antitrust cases, and
commentators have speculated that it could also be used for child labor and other violations.
{Described, e.g. in Tom Schaumberg, ed. A Lawyer’s Guide to Section 337 Investigations before the
International Trade Commission ABA-Intellectual Property Section, Chapter 17.A.2., p. 226-27.) And one
pending bill would give the ITC the authority to oversee the issuance of cease and desist orders against
“rogue websites” for copyright infringement. See OPEN Act, H.R. 3782 (2011).

19 U.5.C §1337(a)(1)(B).

" Spansion, 629 F.3d at 1359.

’* See Kinik Co. v. Int’| Trade Comm’n, 362 F.3d 1359, 1362 (Fed. Cir. 2004) (holding that 271(g}(2) does
not apply in the ITC); Colleen V. Chien, Protecting Domestic Industries, 28 SANTA CLARA COMPUTER & HIGH
TeCH. L. J. 169, 171 (2011) (“In an ITC proceeding, there are no juries, no counterclaims, few stays for
reexamination, and no damages.”).

70
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> These omissions were intended to speed things along,’® reflecting the

award damages.
original intent of the ITC to offer a special solution to the special problem of foreign
infringement.”” Now that most technology products are manufactured overseas’™ and Congress
has relaxed the domestic industry requirement,’ nearly every patentee can bring an ITC
complaint and nearly every accused infringer is a potential ITC defendant, converting the ITC
into a mainstream venue in which to file patent grievances.®

The statute’s history and structure limit its uptake of changes to the patent system.
Legislative and judicial improvements made to patent law procedures and remedies simply
don’t apply in the ITC. When Congress recently enacted a rule limiting the naming of multiple
defendants in a patent infringement lawsuit,®* for example, the reform did not extend to the

ITC.2? While the number of defendants per case declined in the district court immediately

following passage of the law, it has stayed steady in the ITC, as Figure 2 shows.

® See 19 U.S.C. §1337.

76 See Czebiniak, supra note 10, at 93-94, 105-06.

7 See id. at 95.

" See, e.g., Commission Decision in Personal Data and Mobile Communications Devices and Related
Software TA-710-337 (“[T]o HTC's knowledge no smartphones . . . are produced in the United States;
rather they are all manufactured overseas and imported in the United States.”) {Citing HTC Br. at 161).
" See John Mezzalingua Assocs. v. International Trade Comm’n, 660 F.3d 1322 (Fed. Cir. 2011)
{discussing the statutory change that permitted PAEs to claim “domestic industry” status at the ITC and
interpreting the new statute); Czebiniak, supra note 10, at 110.

 See id. at 107-08. Figure 4 reports the growth in the portion of ITC cases involving NPEs.

8 See PUBLIC LAW 112-29—SEPT. 16, 2011. LEAHY-SMITH AMERICA INVENTS ACT § 19(d), 35 U.S.C. §
299 (limiting joinder of defendants to cases relating to the same transactions, occurrences, or accused
products.).

82 gee Colleen V. Chien, Protecting Domestic industries, 28 SANTA CLARA COMPUTER & HIGH TECH. L. J. 169,
175 (2011).
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In the years following eBay, the number of ITC investigations brought by NPEs has grown from 2
in 2006 to 16 in 2011 and the number of total respondents named in NPE cases has grown from
810 235.°" Growth in ITC NPE™ cases has outpaced the growth in ITC cases in general during
this period, with the NPE share of all ITC cases growing from 7% to 25%,> and the number of
respondents from NPE-initiated ITC cases growing to over 50% of all ITC respondents, as Figure

4 shows.

Figure 4: Growth in share and number of NPE* cases at the ITC

% See Figure 4; accord Robert D. Fram & Ashley Miller, The Rise of Non-Practicing Entity Litigation at
the ITC: The State of the Law and Litigation Strategy, 10 (Jan. 5, 2011) (unpublished manuscript on file
with the authors) (finding an increase in the number of ITC complaints brought by companies relying on
their licensing activities in accordance with 19 U.S.C. § 1337(a)(3)(c) to show standing from 13% from
2000-2006 to 27% from 2007-August 2010).

L Analysis on file with journal.

2 Category includes universities and individuals as well as patent assertion entities. See RPX Corp.
definition of NPE described supra at note 83.

% 2 out of 27 ITC patent cases in 2006 and 16 out of 63 ITC patent cases in 2011 were brought by NPEs.
The growth in ITC cases is somewhat surprising in light of the concern of some that the ITC's Kyocera
decision would result in a noticeable decline in ITC filings. See Chris Cotropia, Strength of the
International Trade Commission as a Patent Venue, 20 TEX. INTELL. PRoP. LJ. 1, 3 (2011); Kyocera v. ITC,
545 F.3d 1340. That hasn’t happened. See Cotropia, supra note 93. at 4.

% Category includes universities and individuals as well as patent assertion entities. See RPX Corp.
definition of NPE described supra at note 83.
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barrier to the grant of an exclusion order by the ITC. The result is an end-run around eBay that

allows patent holders to block the defendant’s product even without a district court injunction.

1. Exclusion Orders and the Public Interest
The ITC statute does not compel the Commission to grant exclusion orders. It states:

If the Commission determines, as a result of an investigation under this section,
that there is a violation of this section, it shall direct that the articles concerned,
imported by any person viclating the provision of this section, be excluded from
entry into the United States, unless, after considering the effect of such
exclusion upon the public health and welfare, competitive conditions in the
United States economy, the production of like or directly competitive articles in
the United States, and United States consumers, it finds that such articles should
not be excluded from entry.”’

% “The enumerated

The Federal Circuit parses the statute to identify four separate factors.
public interest factors include: (1) the public health and welfare; (2) competitive conditions in
the United States economy; (3) the production of like or directly competitive articles in the
United States; and (4) United States consumers.”*®

Taken together, these factors might seem to give a fairly wide-ranging power to the ITC
to consider things like patent holdup, the relationship between the patent and the ultimate

product, and whether or not the patentee practices the invention. Indeed, the statute directs

the ITC to take the public interest into account every time it considers issuing a remedy.'®

19 U.5.C. § 1337(d)(1).

% See Spansion, 629 F.3d at 1358.

* 1d.

1 See, e.g., 19 U.S.C. § 1337(d)(1) (covering exclusion orders) and § 1337(f)(1){covering cease and
desist orders). Indeed, we believe that the mandate that the ITC “shall” exclude articles “unless” one of
the public interest cautions otherwise, as a matter of statutory interpretation, requires their
consideration, more so than it does the ITC’s remedy. See also, e.g., Commission Opinion IN THE
MATTER OF CERTAIN AUTOMATED MECHANICAL TRANSMISSION SYSTEMS FOR MEDIUM-DUTY AND
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Nonetheless, in the vast majority of § 337 cases, the International Trade Commission
(“ITC”) finds that excluding goods does not threaten the public interest. Historically, the ITC has
found that the public interest trumped exclusion in only three cases: car parts necessary for
improved fuel efficiency,’™ scientific equipment for nuclear physics research,'® and hospital
burn beds."™ The unifying theme in those cases is that the products were necessary for
something important (human health or some other nationally-recognized policy goal) and that
no other supplier could meet demand in a commercially reasonable period of time.'® And
none of those cases was decided in the last twenty-five years. More recently, the ITC has
indicated that unless something is a drug or medical device it is unlikely to meet the public
interest e)(ception.105

The reason seems to be that the ITC views enforcing patents as in the public interest,

with the result that the public interest analysis starts out with a thumb on the scale in favor of

HEAVY-DUTY TRUCKS AND COMPONENTS THEREOF, USITC Inv. No. 337-TA-503, Pub. No. 3934 at 7
{“Section 337(d) and (f) directs the Commission to consider public interest factors before issuing
remedial orders, including the effect of any such remedial order on the ‘public health and welfare,
competitive conditions in the United States economy, the production of like or directly competitive
articles in the United States, and United States consumers.””).

! see Commission Determination and Order In re Certain Automatic Crankpin Grinders at 1, USPTO Inv.
No. 337-TA-60 (Dec. 17, 1979); Opinion of Vice Chairman Alberger and Commissioners Bedell and Stern
In re Certain Automatic Crankpin Grinders at 17-18, USPTO Inv. No. 337-TA-60 (Dec. 17, 1979); infra at
notes Error! Bookmark not defined.-113.

192 see Commission Action and Order In re Certain Inclined-Field Acceleration Tubes at 1, USITC Inv. No.
337-TA-67, 0080 WL 594319 (Dec. 29 1980); Commission Action and Order In re Certain Inclined-Field
Acceleration Tubes at 22-31, USITC Inv. No. 337-TA-67, (Dec. 29 1980); infra at notes 114-116.

%2 See Commission Memorandum Opinion In re Certain Fluidized Supporting Apparatus and
Components Thereof, at 1-2, USITC Inv. No. 337-TA-182, 337-TA-188, 225 U.S.P.Q. 1211, 1984 WL 63741
(Oct. 5, 1984); infra at notes 117-Error! Bookmark not defined., 120-123.

% see generally notes Error! Bookmark not defined.-123.

See In re Certain Toothbrushes And The Packaging Thereof, Commission Opinion On Remedy, The
Public Interest, And Bonding at 6, USITC Inv. No. 337-TA-391, 1997 WL 803475, at *2 {October 15, 1997)
{“toothbrushes are not the type of product that have in the past raised public interest concerns (such as,
for example, drugs or medical devices).”)

105
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the patentee. The Federal Circuit has accepted this approach. In San Huan New Materials High
Tech, Inc. v. International Trade Com'n, the Federal Circuit affirmed the ITC's imposition of a
significant penalty, saying:

Finally, addressing the “public interest” factor, the Commission determined that

the public interest favors the protection of intellectual property rights and

weighs in favor of a “significant penalty.”'%

And the court has interpreted the legislative history as supporting exclusion of infringing
products:

The legislative history of the amendments to Section 337 indicates that Congress
intended injunctive relief to be the normal remedy for a Section 337 violation

and that a showing of irreparable harm is not required to receive such injunctive

relief.’’

I,108 meaning that most of the

The Federal Circuit’s review of ITC remedies is deferentia
substantive discussions of the public interest factor come from ITC decisions, not Federal Circuit
decisions.

In the three cases the ITC has in fact denied injunctive relief, its focus has been on two
factors: the public interest in health and welfare and the unavailability of alternatives. When

the ITC has denied an exclusion order, both factors have been present.mg

% San Huan New Materials High Tech, Inc., et al. v. International Trade Commission, et al, 161 F.3d
1347, 1363 (Fed. Cir. 1998). But ¢f. Rosemount, Inc. v. U.S. Intern. Trade Com'n, 910 F.2d 819, 822 (Fed.
Cir. 1990) {examining section 1337(e); “We also agree with the Commission's rejection of the view that
the public interest inevitably lies on the side of the patent owner because of the public interest in
protecting patent rights, although that is one factor to consider and may be a dominant factor.”).

7 Spansion, 629 F.3d at 1358.

The Federal Circuit “reviews the Commission's action in awarding injunctive relief as to whether it is
arbitrary, capricious, an abuse of discretion, or otherwise not in accordance with law.” Spansion, Inc. v.
Int'l Trade Comm'n, 629 F.3d 1331, 1358 (Fed. Cir. 2010).

% See Opinion of Vice Chairman Alberger and Commissioners Bedell and Stern In re Certain Automatic
Crankpin Grinders at 17-18, USITC Inv. No. 337-TA-60 (Dec. 17, 1979); Commission Action and Order In
re Certain Inclined-Field Acceleration Tubes at 22-31, USITC Inv. No. 337-TA-67, (Dec. 29 1980);

108
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The ITC first denied a remedy on the basis of the public interest exception in In re

110

Certain Automatic Crankpin Grinders.” The ITC based its decision on the public interest in fuel

efficiency, which automobile manufacturers claimed was put in jeopardy without access to the

crankpin grinders.**

The ITC noted that the domestic industry could not meet the demandin a
reasonable length of time and that the President and Congress had a clearly established policy
of increasing fuel economy.’? The existence of a major oil crisis in 1979 probably contributed
to the decision."™

Something similar occurred the following year in In re Certain Inclined-Field Acceleration

Tubes™™ There, the Commission was confronted with claims of public interest in “pure

Commission Action and QOrder In re Certain Inclined-Field Acceleration Tubes at 21, USITC Inv. No. 337-
TA-67, (Dec. 29 1980).
"% Opinion of Vice Chairman Alberger and Commissioners Bedell and Stern In re Certain Automatic
Crankpin Grinders at 17-18, USITC Inv. No. 337-TA-60, 205 U.S.P.Q. 71, 0079 WL 419349 (Dec. 17, 1979).
" See id.
2 see id,
The Commission wrote:

The primary reason for our determination is that the domestic industry cannot supply

the demand for new orders of the patented product within a commercially reasonable

length of time.

113

In view of the fact that Congress and the President have also clearly established a policy
requiring automotive companies to increase the fuel economy of the automobiles they
produce and that some of these companies are encountering difficulties in obtaining
automatic crankpin grinders on a timely basis, to produce the statutorily mandated
energy efficient automobiles, we believe that it is not in the public interest to provide a
remedy in this case. In this period of rapid changes in the energy field, there are
overriding public interest considerations in not ordering a remedy which will hamper
the supply of energy efficient automobiles. This is not merely a matter of meeting the
demands of individual consumers for fuel efficient automobiles. The public as a whole
has an interest in conserving fuel through the provision of energy efficient alternatives
represented in this case by automobiles with more efficient engines which are produced
with the assistance of crankpin grinders which are the subject of this investigation. See
id. at 18, 20.
See Commission Action and Order In re Certain Inclined-Field Acceleration Tubes at 1, USITC Inv. No.
337-TA-67, 0080 WL 594319 (Dec. 29 1980); Commission Action and Order In re Certain Inclined-Field
Acceleration Tubes at 22-31, USITC Inv. No. 337-TA-67, (Dec. 29 1980).

14
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scientific research and the advancement of knowledge” in the context of federally-funded
nuclear research.'® The ITC concluded that the infringing Dowlish tubes were “greatly
superior” and “substantially less expensive” than their counterparts, and that they were
“indispensable” to research, and that research was in turn in the public interest.**® Thus, as in
Crankpin Grinders, the Commission believed both that the public needed the infringing
products for health and welfare reasons and that the products wouldn’t be available if it

granted the exclusion order.

5 commission Action and Order In re Certain Inclined-Field Acceleration Tubes at 21, USITC Inv. No.

337-TA-67, (Dec. 29 1980).

& The Commission wrote:
We believe that basic scientific research, such as the nuclear structure research
conducted with inclined-field acceleration tubes, is precisely the kind of activity
intended by Congress to be included when it required the Commission to consider the
effect of a remedy on the public health and welfare. . . . Although there are few
indications in the record of practical applications for nuclear structure physics, it shows
that the tubes at Los Alamos are used for nuclear weapons development and the
University of Arizona uses them as mass spectrometers for carbon 14 dating, essential
to paleontological and archaeological applications. Many scientists would argue, of
course, that basic research is intrinsically beneficial regardless of immediate practical
application. The support of universities and public agencies is ample support for that
proposition.

Finally, the President and the Congress have issued declarations of support for basic
science research. The National Science Foundation Act, which supports with grants
much of the research done with both the domestic and imported tubes, is codified in
title 42, United States Code, which is entitled Public Health and Welfare.

The users consider the Dowlish tube to be greatly superior in performance to the High
Voltage tube—not to mention substantially less expensive—and therefore indispensable
[sic] to their research efforts. The tubes provide the greater stability of operation and
more consistent results essential for accurate research.

Once the importance of basic research in nuclear structure physics is established, we
are faced with a difficult balance—the impact of a remedy on users of the imported
device versus the impact of the violation on the owner of the patent. After weighing
these considerations, we determine that public interest factors preclude a remedy in
this investigation. Seeid. at 22, 23, 27, 29.
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The final case in which the Commission denied an exclusion order is in re Certain

117

Fluidized Supporting Apparatus and Components Thereof.”" Unlike the other two, this case

118

involved denial of temporary relief under § 1337(e).” The ITC noted that this allowed it more

discretion in framing a remedy, just as district courts have more freedom to deny preliminary

113 120

injunctions. ~~ The technology in Fluidized Supporting Apparatus was hospital burn beds.
The ITC concluded that the infringing beds “provide[d] benefits unavailable from any other
device or method of treatment” and that other suppliers could not meet the demand within a

reasonable time."**

The Commission affirmed the AL)'s finding that “if a temporary exclusion
order were issued some patients might not have access to burn beds at all in the interim
period,” both because of the patentee’s higher prices and because of concerns about the ability

d.22 Unlike the others, this case focused more

of the patentee to meet manufacturing deman
on the public interest in health than on unavailability, but the Commission did find at least
partial unavailability.'?

In contrast to these cases, the Commission has regularly rejected public interest

arguments when it found either that alternative suppliers could provide comparable products

or that the products were not critical to public health and welfare. For example, the

7 See Commission Memorandum Opinion In re Certain Fluidized Supporting Apparatus and

Components Thereof, at 1-2, USITC Inv. No. 337-TA-182, 337-TA-188, 225 U.S.P.Q. 1211, 1984 WL 63741
{Oct. 5, 1984).

18 See jd. at 1.

19 see id. at 3 (“if the relevant substantive elements are established, the issuance of temporary relief is
largely discretionary, while the issuance of permanent relief is mandatory”).

28 commission Memorandum Opinion In re Certain Fluidized Supporting Apparatus and Components
Thereof, at 1.

!l 1d. at 23.

22 see id.

' See id. at 23-25.
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Commission has recognized the public interest in supplying consumers with needed drugs.'**
However, it has held that if the patentee can supply all domestic demand, there is not a public
interest problem even if the patentee would satisfy the demand only at a higher price.’”
Significant public health interests, then, aren’t enough unless coupled with unavailability.

On the other end of the spectrum, the Commission has also held that the unavailability
of equivalent products is insufficient grounds to refuse an exclusion order when there is no
reason to think there is an important health or welfare interest in the products. In Certain
Hardware Logic Emulation Systems, the respondent argued that while the patentee provided
hardware logic emulators, they were not of the same quality as the respondent’s emulators.,**
The Commission rejected that argument, not by disagreeing with the factual claim, but by
concluding that emulators weren't critical to the public interest:

hardware logic emulators are not the type of product that has in the past raised
public interest concerns (such as, for example, drugs or medical devices) and we

% See In re Certain Crystalline Cefadroxil Monohydrate, Public Disclosure Version: Commission Opinion

On The Issue Under Review, And On Remedy, The Public Interest, And Bonding at 46, USITC Inv. No. 337-

TA-293, 1990 WL 10008086 at *17 (March 21, 1990).

12 “There is, of course, an additional public interest in maintaining an adequate supply of
pharmaceuticals for U.S. consumers. This interest also does not bar relief. Bristol has
sufficient capacity and resources to satisfy all domestic demand for cefadroxil, as it had
until respondents entered the market in March 1989. Moreover, the availability of
other cephalosporins will not be affected by the issuance of relief. The record indicates
that Bristol perceives a number of these cephalosporins to be competitive with
cefadroxil; that at least one of the competitive cephalosporins, cephalexin, is available in
generic form; and that, even if generic cefadroxil were unavailable, [ | [redaction in
original]. The record consequently refutes respondents' contention that granting relief
will somehow deprive the ill and indigent of necessary medication.

The only remaining argument respondents make is that granting relief will raise
prices to consumers. The Commission has previously held that this alone is not
sufficient grounds for denying relief.”

Id. at 46-47. 1990 WL 10008086 at *17-18.

%8 | The Matter Of Certain Hardware Logic Emulation Systems And Components Thereof, Commission

Opinion On Remedy, The Public Interest, And Bonding at 8, USITC Inv. No. 337-TA-383, 1996 WL

1056217 at *5 (October 15, 1996).
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are not aware of any other public interest concern that would militate against
entry of the remedial orders we have determined to issue.”’

Thus, it seems to be the confluence of both the unavailability of alternatives and the important
nature of the products that leads the Commission to deny an exclusion order.™

The result might not seem particularly encouraging for the use of the public interest
exceptions to combat patent holdup. Patent holdup tends to occur in complex, multi-

129

component products, particularly in the information technology industries.” Holdup is a

greater risk in those industries not only because there are more patents asserted in those
industries, but also because those patents tend to cover small parts of a much larger product.**
A patent that covers the active ingredient in the drug gives the patentee the right to prevent
the sale of that drug; that isn"t holdup, but the normal right of the patentee to exclude
infringing products. By contrast, a patent on a particular circuit layout may constitute only a

tiny fraction of the value of the microprocessor that uses the layout, but an exclusion order will

exclude the microprocessor as a whole, preventing the defendant from importing both the

7 Id. at 9, 1996 WL 1056217 at *5

128 gee afso In re Certain Toothbrushes And The Packaging Thereof, Commission Opinion On Remedy,
The Public Interest, And Bonding at 6, USITC Inv. No. 337-TA-391, 1997 WL 803475, at *2 (October 15,
1997) (“the public interest favors the protection of U.S. intellectual property rights, the U.S. market for
toothbrushes of the type at issue could be supplied by complainant or by noninfringing alternatives, and
toothbrushes are not the type of product that have in the past raised public interest concerns {such as,
for example, drugs or medical devices).”); CERTAIN PROCESSES FOR THE MANUFACTURE OF SKINLESS
SAUSAGE CASINGS AND RESULTING PRODUCT, INVESTIGATION NO. 337-TA-148/169; REVIEW OF INITIAL
DETERMINATION, REMEDY, BONDING, AND THE PUBLIC INTEREST, USITC GC-84-187, 1984 WL 273326
{November 9, 1984) (“Sausage casings are not an essential item for the preservation of the public health
and welfare.”).

% See FTC, supra note 5 at 3, 35, 160. Indeed, John Turner finds that PAEs depend for their business
model on a critical mass of other inventions made by product-producing companies. John L. Turner,
Patent Thickets, Trolls and Unproductive Entrepreneurship (working paper August 2011).

0 see, e.g., Mark A. Lemley, Ten Things to Do About Patent Holdup of Standards (and One Not To), 48
B.C. L. Rev. 149, 150-51 (2007).
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{small) infringing element and the (much larger) non-infringing elements. The social harm in
the latter case is disproportionate to the social benefit, as many productive, non-infringing
components in are shut down to give the patentee control over only a single small component.
The ITC cases applying the public interest exception, however, have generally not found much
of a public health and welfare interest in IT products, where the holdup problem is most
acute. ™

Nonetheless, there are reasons to think the application of the public interest factors
going forward may be broader than they have been in the past. To begin, it is worth noting that
the ITC has traditionally focused most of its attention on only a subset of the statutory factors.
Commission cases pay close attention to the effect of such exclusion upon the public health and

132 But

welfare and the production of like or directly competitive articles in the United States.
they have paid very little attention to competitive conditions in the United States economy and

the effect on United States consumers.'>

1 see ). Gregory Sidak, The Law and Economics of Section 337 Exclusion Orders for Patent Infringement

at the International Trade Commission 49-60 (working paper October 18, 2011} (arguing that the existing
public interest analysis at the ITC does not sufficiently take account of the problem of holdup).
22 See supra notes Error! Bookmark not defined.-123.
13 Congress indicated that competitive conditions were intended to be an important part of the public
interest analysis. From the legislative history:

“ The Committee believes that the public health and welfare and the assurance of

competitive conditions in the United States economy must be the overriding

considerations in the administration of this statute. Therefore, under the

Committee bill, the Commission must examine (in consultation with other

Federal agencies) the effect of issuing an exclusion order or a cease and desist

order on the public health and welfare before such order is issued. Should the

Commission find that issuing an exclusion order would have a greater adverse

effect on the public health and welfare; on competitive conditions in the United

States economy; on production of like or directly competitive articles in the

United States; or on the United States consumer, than would be gained by

protecting the patent holder (within the context of the U.S. patent laws) then the

Committee feels that such exclusion order should not be issued. This would be
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The mix of cases before the Commission has changed. When a domestic company is
suing a foreign counterfeiter, the public interest is clear: ban the importation. However, this
type of case is becoming less and less common —only 12% of ITC cases fit the prototypical

134

profile of a domestic plaintiff suing a foreign defendant.”™ Cases brought against “knockoffs”

are also comparatively rare — 58% of cases were brought against public companies, who are, for

»135 In

reasons of reputation and brand, unlikely to fit in the category of “counterfeiters.
addition, more cases are fitting the troll profile."*®

In the wake of eBay and various changes to the ITC statute and case law, non-practicing
entities are flocking to the ITC, both because of the relaxed domestic industry requirement™’
and because courts are no longer a sure bet for injunctions.’® The cases they are bringing
disproportionately involve complex, multi-component technologies.™

As a result, the balance of public interest factors is different today than it traditionally
has been. First, one of the factors that the Commission has always considered important — will

another company fill the gap created by exclusion —is less likely to be satisfied when the

complainant is a non-practicing entity. That is especially true when the patentee complains

particularly true in cases where there is any evidence of price gouging or

monopolistic practices in the domestic industry.
S. Rep. No. 93-1298, 93rd Cong., 2d Sess. 197, at *7330 (1974).
% Chien, Patently Protectionist, supra note 10 at 89, Table 3.
5 1d. p. 92 table 4.
¢ See supro Figure 4.
137 Gee Czebiniak, supra note 10, at 110.
3 See eBay, 547 U.S. at 391.
% Fighty-six percent of ITC cases filed by NPEs between 2005 and 2011 were in high-tech sectors.
Michael Kallus and James Conlon, International Trade Commission: The Second Theater, RPX Corp.
10/3/11 Presentation, slide (on file with author) (showing that 86% of ITC NPE cases involved mobile
communications, semiconductors, consumer electronics, PCs, networking, storage, or e-commerce
technologies, in contrast to ITC cases in general, 63% of which involved these sectors.) [ER 14]
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against a host of companies at once, as is often the case in troll actions.”™ If the patentee

claims that the entire industry infringes, there is no one exempt from the exclusion order
available to fill market demand.**!

Second, both competitive conditions and consumers are affected to a greater degree by
the grant of exclusion orders in complex multi-component cases than was true in traditional
counterfeiter cases. The effect is not just on the supply of the infringing feature, but also on
the price and supply of non-infringing features and functionalities, customers and third parties
that rely on these non-infringing features, and — through the mechanism of holdup — on the
research and development activities of the defendants and of companies who make the

142

noninfringing components.”™ Patent holdup was not a feature of most ITC actions until

recently, both because they weren’t filed by PAEs against an entire industry and because they

weren’t usually filed against complex, multi-component products.'*

The changed
circumstances permit the ITC to take a different approach.

There is some reason to think the ITC may be open to rethinking its public interest case

law. In 2011, the {TC incorporated public interest considerations into its decision not to deny,

14 See Figure 2.

1 The issue is more complex when the patentee sues an entire industry but settles by licensing some
parties before trial. In that case, the settlement means that there are in fact some parties who can sell
licensed products if an exclusion order issues against the remaining defendants. But it would seem odd
to say that whether a patentee can exclude defendants should depend on whether other defendants
choose to go to trial. District courts after eBay have been unwilling to view nonexclusive licenses
granted in settlement of patent disputes as evidence of irreparable injury justifying injunctive relief, see
24,434 F. Supp. 2d at 440; the same logic might apply here.

2 Sep, e.g., Cease and Desist order in Broadband Base Processors at 1, USITC Inv. No. 337-TA-543
{restricting Qualcomm's research, development, and testing of broadband base processors) discussed in
Commission Opinion on Remedy, the Public interest, and Bonding in Broadband Base Processors at 154,
USITC tnv. No. 337-TA-543 {rejecting Qualcomm'‘s position that a Cease and Desist arder wouid impair
the public interest). .

M3 See supra Part |.
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148 around that

but te delay the start of, an exclusion order in a case involving smartphones.
time, the ITC has changed its rules to allow an administrative law judge, under Commission
order, to take evidence cn the public interest at the outset of a case, rather than waiting until
the end.™® This information could be used to identify likely remedies earlier in the
proceedings, leading to the more efficient resolution of cases.

We applaud this new-found flexibility. In the next Part, we offer specific suggestions for

how the Commission could update the public interest considerations for the new, post-eBay

world.

IIl. Tailoring, Bonding, and Pausing in the Public Interest

Remedies in the ITC might seem to be an all-or-nothing affair. The ITC can’t award

damages; it can only exclude products.'*

As a result, even judges and Commissioners who
believe an exclusion order is not in the public interest might hesitate to apply the public
interest standard to deny relief, for fear that the result will be that the patentee wins its case
but gets no remedy at all. That fear has always been somewhat overstated; patentees can file

147

suit in district court in parallel with the ITC (and do, two-thirds of the time™™’), and they may be

entitled to an award of damages in court even if neither the ITC nor the court enjoins the sale

% Order in 337-TA-710, Personal Data and Mobile Communications Devices and Related Software, at 3

{December 19, 2011); see also Colleen V. Chien and Mark A. Lemley, Potentsand the Public Interest,
supra note 9, NEw YORK TIMES.cOM, December 13, 2011 {recommending this very tailoring remedy in that
case).

> Rules of Adjudication and Enforcement, 19 CFR Part 210, 76 Fed. Reg. 64803 (Oct. 19, 2011),
http://www.usitc.gov/secretary/fed reg notices/rules/finalrules210.pdf.

1% See 19 U.S.C. §1337; Chien Patently Protectionist, supra note 10, at 102.

7 Chien, Patently Protectionist, supra note 8, at 70 (noting that “65 percent of the ITC cases studied
had a district court counterpart”).
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of the defendant’s product.148

But that may be cold comfort to patentees who will have wasted
the time and effort of going to the ITC only to have the Commission give it no remedy. And the
Commission may understandably be reluctant to condemn itself to seeming irrelevance.

In fact, however, we think the Commission has more flexibility in remedies than
previously recognized. Historically, the ITC has used this flexibility at several points to restrict
the relief given to patentees. In 1981, the Commission created the limited exclusion order to
supplement the remedy of a general order, as “a limitation on the relief afforded a prevailing

#1439

complainant. It did so while determining the proper scope of an injunction even though

“Congress ha[d][] never specifically authorized the Commission to issue limited exclusion orders

2150

as the final remedy in a section 337 investigation. In the EPROMs case, the Commission

¥ n the case of co-pending ITC and district court cases, the district court case shall be stayed upon a

timely request . See 28 U.S.C. § 1659(a) (“district court shall stay, until the determination of the
Commission becomes final, proceedings in the civil action with respect to any claim that involves the
same issues involved in the proceeding before the Commission”). While the ITC’s findings are not
accorded res judicata by the courts, Texas Instruments, Inc. v. Cypress Semiconductor Corp., 90 F.3d
1558, 1568-69 (Fed. Cir. 1996), in practice, the default assumption is that district courts are to reach a
similar result on the same claims and explain and distinguish the ITC decision if they don’t.

1 As recounted in 337-TA-276, EPROMS, n. 159. (“[T]he limited exclusion order is itself a limitation on
the relief afforded a prevailing complainant, created by the Commission without specific authority in the
statute. Congress has never specifically authorized the Commission to issue limited exclusion orders as
the final remedy in a section 337 investigation, although it has specifically authorized them when
directed at defaulting respondents. Nevertheless, the Commission has been issuing limited exclusion
orders since 1981. In light of the extensive attention devoted to section 337 in the past two years,
resulting in the amendments effected by the OTCA, we believe it is reasonable to infer Congressional
acquiescence in the Commission's practice of issuing limited exclusion orders from Congress' silence on
the matter. This is particularly so, since with respect to remedy matters, Congress noted the
Commission's belief that it was precluded from issuing both exclusion and cease and desist orders with
respect to the same unfair act, and provided specific authority for the Commission to do so, presumably
in order to expand the extent of relief available to a prevailing complainant. Had Congress objected to
the issuance of limited rather than general exclusion orders as insufficient relief, it would presumably
have acted to limit the Commission's authority to issue such orders.”)

0 14, In general, an administrative agency’s latitude to craft appropriate remedies, while not
unlimited, is broad. See Jacob Siegel Co. v. Federal Trade Comm’n, 327 U.S. 608, 613 (1946) (“the courts
will not interfere except where the remedy selected has no reasonable relation to the unlawful practices
found to exist”).
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devised a special, 9-factor test to apply when so-called “downstream products”, products that

1 This test

incorporated the infringing component, were implicated by an exclusion order.
reflects, in large part, a concern about the proportionality of the ITC remedy to the “wrong” of
patent infringement as reflected in Factor 1 (the value of the infringing articles compared to the
value of the downstream products in which they are incorporated), Factor 3 (the incremental
value to the complainant of the exclusion of downstream products), Factor 4 {the incremental
detriment to respondents of exclusion of such products), and Factor 5 (the burdens imposed on

152

third parties resulting from exclusion of downstream products).”* When the value of the

invention is small compared to the value of the enjoined article that incorporates that invention
downstream, the ITC has paused to consider whether and what type of injunction is

153
d.

deserve Today's component cases raise the same concerns about undue interference with

the market.

151

EPROMs, supra note 149 at 124-26. The nine EPROM factors require the ITC to evaluate:
(1) the value of the infringing articles compared to the value of the downstream products in
which they are incorporated;
(2) the identity of the manufacturer of the downstream products, i. e., whether it can be
determined that the downstream products are manufactured by the respondent or by a third
party;
{3) the incremental value to the complainant of the exclusion of downstream products;
{4) the incremental detriment to respondents of exclusion of such products;
(5) the burdens imposed on third parties resulting from exclusion of downstream products;
{6) the availability of alternative downstream products that do not contain the infringing
articles;
{7) the likelihood that the downstream products actually contain the infringing articles and are
thereby subject to exclusion;
(8) the opportunity for evasion of an exclusion order that does not include downstream
products; and
{9) the enforceability of an order by Customs.

%2 See supra note 151.

>3 see, e.g., EPROMS, supra note 149, at 127.
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Although the EPROMSs standard has arguably diminished in importance with the Federal
Circuit’s Kyocera decision,”* the concerns that prompted it endure. High-tech component
cases are now the norm at the ITC: eighty-six percent of ITC cases filed by NPEs between 2005

and 2011 were in high-tech sectors.™

In this section, we suggest some ways in which the ITC
can use its discretion to craft remedies consistent with the statute’s public interest provisions
and the Commission’s EPROMs test.

Much of that flexibility results from the statute, which gives the ITC broad discretion to

156

fashion an appropriate remedy.” The Federal Circuit is largely deferential to the ITC's remedy

determinations, reversing them only when they are “arbitrary, capricious, an abuse of

158 At least as applied to the exclusion of downstream products though a limited exclusion order, which
Kyocera prohibited. See Kyocera Wireless Corp. v. International Trade Commission, 545 F.3d 1340,
1357-58 (Fed. Cir. 2008).

5 Kallus, supra note 139.

% See 19 U.S.C. § 1337(c) (“Commission determinations . . . with respect to its findings on the public
health and welfare, competitive conditions in the United States economy, the production of like or
directly competitive articles in the United States, and United States consumers, the amount and nature
of bond, or the appropriate remedy shall be reviewable in accordance with [5 U.S.C. § 706].”), and
Hyundai Elecs. Indus. Co. v. Int'l Trade Comm'n, 899 F.2d 1204, 1208 (Fed.Cir.1990) (finding, based on a
review of section 337 legislative history, that 5 USC 706 2(A) governs the Federal Circuit’s review of ITC
remedy determinations.); 5 U.S.C § 706 2(A) (“The reviewing court shall . . . hold unlawful and set aside
agency action, findings, and conclusions found to be (A) arbitrary, capricious, an abuse of discretion, or
otherwise not in accordance with law”); accord, Spansion, Inc. v. Int'l Trade Comm'n, 629 F.3d 1331,
1358 (Fed. Cir. 2010) citing Epistar Corp. v. Int'l Trade Comm'n, 566 F.3d 1321, 1333 (Fed. Cir. 2009).
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»157

discretion, or otherwise not in accordance with law. This standard of review is less stringent

than the one that applies to the ITC’s substantive patent law determinations.'*®
The structure of the ITC process also provides some flexibility. Once the Commission

finds a violation, it is entitled to enter an exclusion order keeping infringing products out of the

153

market.”™ In some circumstances, the Commission holds a separate hearing after a liability

finding to determine whether and what particular form of injunctive relief is appropriate.**

161

Assuming it is (and as noted above, " the Commission essentially always finds that it is), the

order is then subject to a 60-day Presidential review period.'®

But the exclusion order goes
into effect immediately — before the Presidential review period — unless the respondent posts a

bond adequate to compensate for sales made during the review period.'® And once the

Commission’s order is final, the respondent can appeal to the Federal Circuit.'®*

7 See Spansion, 629 F.3d 1331 at 1358; accord Epistar Corp. v. Int'l Trade Comm'n, 566 F.3d 1321,
1333 (Fed. Cir. 2009); Hyundai Elecs. Indus. Co. v. Int'l Trade Comm'n, 899 F.2d 1204, 1208 {Fed. Cir.
1990); see also Kyocera Wireless Corp. v. International Trade Commission, 545 F.3d 1340, 1355
(Fed.Cir.2008) {applying the framework established by Chevron U.S.A. Inc. v. Natural Res. Def. Council,
Inc., 467 U.S. 837, (1984) to an ITC order, and stating that if “the statute in question is ambiguous and
the agency's interpretation is reasonable,” “a court must defer to an agency's construction of a statute
governing agency conduct.” {(quoting Cathedral Candle Co. v. U.5. ITC, 400 F.3d 1352, 1361 (Fed. Cir.
2005)).

5% Hyundai at 1208 (“Congress . . . desire[d] to subject Commission determinations on the public
interest. . .. bonding, and remedy, to a less stringent standard of judicial review than determinations of
substantive violations of section 337.”).

%% 19 U.5.C. § 1337(e){1).

*® Commission Decision in Personal Data and Mobile Communications Devices TA-710-337.

%1 See Figure 3.

1219 U.S.C. § 1337(j)(2) (“If, before the close of the 60-day period beginning on the day after the day
on which he receives a copy of such determination, the President, for policy reasons, disapproves such
determination and notifies the Commission of his disapproval, then, effective on the date of such notice,
such determination and the action taken under subsection (d), (e), (f), (g), or (i) of this section with
respect thereto shall have no force or effect.”).

18319 U.5.C. § 1337(e)(1) {“The Commission shall notify the Secretary of the Treasury of its action under
this subsection directing such exclusion from entry, and upon receipt of such notice, the Secretary shall,
through the proper officers, refuse such entry, except that such articles shall be entitled to entry under
bond prescribed by the Secretary in an amount determined by the Commission to be sufficient to

38



126

This process creates three remedies less harsh than simply excluding the products but
more powerful than simply denying an injunction. First, the ITC can decide what its exclusion

8% to include certain

order will cover. That is to say, it can choose, and indeed has chosen,
products, and exclude others in its orders. Second, the ITC can decide when it will implement
its exclusion order. It doesn’t have to choose between immediately enjoining the product or
doing nothing; it can delay the order or apply it only prospectively. Finally, the ITC can use its
statutory authority to set a bond to permit continued importation during the review period, but
condition that importation on the payment of money. Small tweaks to these aspects of how

the ITC awards injunctions can potentially yield big benefits to the public interest, as we explain

below.

A. Grandfathering and Tailoring Injunction Scope

19 U.S.C. §1337 (d) directs the Commission to exclude infringing articles unless public
interest concerns dictate otherwise. Read with an eye towards tailoring, the provision
essentially requires the Commission to fashion its exclusion order so that it will pass public

% Butitisa

interest muster. An exclusion order tells a company to stop importing its product.
remedy whose harshness can be softened, for example, if existing models or units are

grandfathered in. When the product remains available in some form, and the exclusion order is

protect the complainant from any injury. If the Commission later determines that the respondent has
violated the provisions of this section, the bond may be forfeited to the complainant.”); id. § 1337(j}(3)
{“articles directed to be excluded from entry under subsection {d) of this section or subject to a cease
and desist order under subsection (f) of this section shall, until such determination becomes final, be
entitled to entry under bond prescribed by the Secretary in an amount determined by the Commission
to be sufficient to protect the complainant from any injury. If the determination becomes final, the
bond may be forfeited to the complainant. The Commission shall prescribe the terms and conditions
under which bonds may be forfeited under this paragraph.”).

54 1d. §1337(c).

% See, infra Part lI{A).

%€ 19 U.5.C. §1337(d)(1).
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applied to future versions or units of the product, consumers and competition are less likely to
suffer.

These types of public interest concerns have led the ITC to engage in just this kind of
tailoring. In Certain Baseband Processors, the Commission found that the requested exclusion
order was “not permitted in [the] investigation” due to the potential harm to third parties."®’
However, the Commission adjusted the scope of the exclusion order by grandfathering in

168

existing models of handsets.”™ The exemption enabled the exclusion order to “adequately

1% and the Commission to issue the exclusion order.

address public interest concerns
The Commission has tailored exclusion scope in other cases as well. In Personal Data
and Mobile Communications Devices, the Commission grandfathered refurbished replacement

170 \n Sortation Sysl‘ems171 and Transmission Trucks,172 the ITC

handsets into its exclusion order.
exempted from its exclusion order spare parts to service existing systems and facilities, citing

the exemptions in its public interest analysis. We believe it could use grandfathering and

%7 Commission Decision in Certain Baseband Processors Inv. No. 337-TA-543, supra note 142, at 83. [ER
16]

8 1. at 150-1.

9 id. at 150.

1 Commission Decision in Personal Data and Mobile Communications Devices 337-TA-710, supra note
78, at 83. (“HTC shall be permitted to import into the United States [for 19 months] . . . refurbished
handsets to be provided to consumers as replacements”).

" Certain Sortation Systems, Parts Thereof, and Products Containing Same; Notice of Violation of
Section 337 of the Tariff Act of 1930 and Issuance of Limited Exclusion Order, 68 Fed. Reg. 5047 (Jan. 31,
2003} ("The Commission determined to include an exemption in the limited exclusion order for
importations of spare parts for United Parce! Service’s Hub 2000 facility in Louisville, Kentucky.”).

2 Certain Automated Mechanical Transmission Systems for Medium-Duty and Heavy-Duty Trucks, and
Components Thereof, Termination of Investigation; Issuance of a Limited Exclusion Order and a Cease
and Desist Order, at 3, EDIS Doc. ID. 228343, USITC Inv. No. 337-TA-503 (Apr. 7, 2005) {"The limited
exclusion order does not cover parts necessary to service infringing automated mechanical transmission
systems installed on trucks prior to the issuance of the order.”)
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related exemptions in appropriate circumstances to protect consumer access to the

noninfringing partions of a complex, multicomponent product.'”™

B. Delay
The Commission may also choose in certain circumstances to delay the exclusion

174 - . - . .
The Commission normally imposes an exclusion order immediately, though as noted

order.
above, the respondent can effectively stay that injunction for 60 days by posting a bond.” The
respondent may also be able to obtain a stay of the exclusion order pending appeal to the

76 But even if neither occurs, the Commission has the power to delay the

Federal Circuit.
implementation of the exclusion order for a period of time. It could do so to give the
respondent time to design around the patent or substitute non-infringing products for goods in
the pipeline, or to ensure that consumers don’t go without products until the patentee can
ramp up production.

Delaying injunctive relief has the potential to significantly ameliorate the holdup
problem. As Mark Lemley and Carl Shapiro have shown, holdup is a result of two factors: the

fact that an injunction will prevent the sale of noninfringing as well as infringing components in

a complex multi-component product and the fact that roughly % of litigated patents are either

3 See also John M. Golden, Injunctions as More (or Less) Than “Off Switches”: Patent-Infringement
Injunctions’ Scope, 90 Tex. L. Rev. __ {forthcoming 2012).

7% Commission Decision in Personal Data and Mobile Communications Devices TA-710-337, supra note
78, at 81. (“T-Mobile itself has advised the Commission that a four-month transition period would likely
be sufficient. . .. We find T-Mobile’s suggestion to be reasonable and within our authority to
implement.”).

7% 19 U.5.C. §1337(e)(1).

78 1d. at §1337(c).
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177
d.

invalid or not infringe The fact that the injunction will shut down non-infringing matter

178
h.Y

means that it costs the respondent more than the patent itself is wort Rather than pay

that extra cost in settlement, the respondent will sometimes design around the patent to avoid

179

the effect of an injunction.””” But because most patent suits lose, most advance design-

arounds are wasted effort.’®

The patentee can oppertunistically capture in settlement the cost
of design-around, even if the patent is likely to be invalid or not infringed.™®

Delaying onset of the injunction or exclusion order changes that dynamic. As Lemley
and Shapiro show, respondents who can count on a delay to allow them to design around the
patent don’t need to invest in unnecessary design-arounds to avoid the risk of injunction
holdup.”® As a result, they don’t need to pay the owners of weak patents a premium to avoid

spending the money on design-arounds. They can design around the patent only if it becomes

necessary to do so. Design-arounds take time — not only to devise, test, and implement in the

Y7 Lemley & Shapiro, supra note 26 at 1996, 2019, n. 71. A number of scholars have tried to attack

this holdup analysis. See Einer Elhauge, Do Patent Holdup and Royalty Stacking Lead To Systematically
Excessive Royalties?, 4 J. COMPETITION L. & ECON. 535, 535-40 (2008); J. Gregory Sidak, Holdup, Royalty
Stacking, and the Presumption of Injunctive Relief for Patent Infringement: A Reply to Lemley and
Shapiro, 92 MINN. L. REv. 714, 718-20 (2008). But those attacks miss the mark; rather than demonstrate
that holdup doesn’t exist, these scholars have uniformly argued that patentees deserve the holdup value
of their patents, asserting that patentees — unlike everyone else in a market economy — should be paid
the full social value of their invention. See Thomas M. Cotter, Patent Holdup, Patent Remedies, and
Antitrust Responses, 34 J. Corp. L. 1151, 1153-54, 1162-71 (2009) (making this point).

John Golden has taken a different tack, arguing that it is unfair to treat PAEs differently than
product-producing plaintiffs John M. Golden, “Patent Trolls” and Patent Remedies, 85 TEx. L. Rev. 2111,
2114-17 (2007). But that too misses the point; if one patient needs a kidney and another doesn't, it is
not discrimination to give a kidney only to the one who can show they need it. Similarly, granting
injunctions only to parties who can prove they will suffer irreparable injury without it isn’t discrimination
even though it has different effects on different plaintiffs. See Mark A. Lemley & Carl Shapiro, Patent
Holdup and Royalty Stacking: Reply, 85 Tex. L. REv. 2163, 2163-65, 2169 (2007);

% Mark A. Lemley & Philip ). Weiser, Should Property or Liability Rules Govern Information?, 85 Tex. L.
REv. 783, 794-95 (2007).

7 See Lemley & Shapiro, supra note 26, at 2002,

' See id. at 2002, n. 71.

"1 See id. at 2002, 2005.

82 See id. at 2038. Accord Golden, supra note __, at 2131.
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manufacturing process, but sometimes also to gain necessary regulatory approvals. With a
transition period, the blow of abruptly pulling a product from the market is softened. The
Federal Circuit acknowledged this in Broadcom v. Qualcomm, remarking that the “sunset
provisions mitigate the harm to the public” as a remedy that protected rights “while allowing . .
. time to develop non-infringing substitutes.” *®

A limited delay to allow design-around has another benefit as well — it can help
distinguish between patents that really are critical and those that aren’t. Giving a respondent,
say, six months to design around the patent provides a sort of acid test of the claim that the
patent is in fact necessary to practice the invention. If the respondent can design around the
patent in six months, the invention it embodies arguably wasn’t that valuable, and it probably
isn’t worth holding up the entire product for a patent that was essentially optional. By contrast,
if the respondent can’t design around the patent and still sell a product economically, the
patent really is valuable, and arguably we should worry less about the risk of holdup caused by
the exclusion order. And unlike the district courts with their limited Article [l jurisdiction, the
ITC has the power to issue an advisory opinion as to whether the design-around is also

184

infringing the patent,™ a fact that can save a great deal of cost and uncertainty in subsequent

litigation.*®*

2 Broadcom Corp. v. Qualcomm Inc., 543 F.3d 683, 704 (Fed. Cir. 2008) (approving a district court’s

injunction that included a twenty month “sunset provision” that reduced harm to the public interest);
Verizon Servs. Corp. v. Vonage Holdings Corg., 503 F.3d 1235, 1311 n. 12 {Fed.Cir.2007} (noting, in dicta,
the benefits of a workaround period, though one was not requested by the defendant.). See also
Golden, supra note , at note 261 (noting and describing cases where courts have delayed to avoid the
“special disruption” of immediately entered injunctions.)

%4 19 C.F.R. §210.79; Eaton Corp. v. United States, 395 F. Supp. 2d 1314, 1318 (Ct. Int’| Trade 2005)
{noting this option). For discussion of the strategic considerations that go into deciding whether to seek
such an opinion, see Merritt R. Blakeslee & Christopher V. Meservy, Seeking Adjudication of a Design-
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Patentees might object that delaying the injunction is unfair to them, because if the
respondent can design around the patent, the patentee ends up getting nothing. That’s not
entirely true; if the design-around costs more than the original product, the parties should be
able to settle for the difference in value — which is really the value of the patent in the first
place. And if the design-around is easy and just as cheap, the actual value of the patented
technology is zero; any payment to the patentee in that case is a windfall.

The ITC has started to recognize the benefits of staying exclusion orders. In Personal
Data and Mobile Communications Devices, the Commission found that the immediate exclusion
of the infringing devices “would not be in the public interest” because of its impact on market

competition.186

A four-month period of exclusion, however, would provide time for
replacement handsets to be devised and provided to customers.”®” The Commission tailored its
injunction accordingly, explaining that “competitive conditions in the United States do not
weigh against the issuance of an exclusion order, but favor providing a transition period.”*®

As this case demonstrates, incorporating a delay allows the ITC to award exclusion
orders where public interest might dictate otherwise. During the period of stay, there may be a

way for patentees to be compensated for the value of their technology during the period of

stay. That relates to the final area of remedial flexibility at the ITC — monetary relief.

Around in Section 337 Patent Infringement Investigations: Procedural Context and Strategic
Considerations, 35 AIPLA Q.J. 385, 408-411 (2007).

% Indeed, in Ninestar, the Federal Circuit chastised the respondent for not taking advantage of this
procedure before implementing its alleged design-around. Ninestar Tech. Co. v. ITC, 667 F.3d 1373, __
(Fed. Cir. 2012)

¢ Commission Decision in Personal Data and Mobile Communications Devices USITC Inv. No. 337-TA-
710, supra note 78, at 81 (noting the immediate exclusion of HTC devices would have a

“substantial impact on T-Mobile’s competitiveness”).

¥ See id.

" d. at 83.
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C. Bonds and Penalties

Although the ITC doesn’t routinely award stays, it does routinely sanction the continued
importation of an article even after it has been found infringing. That is because, while the ITC
cannot award damages, 19 U.S.C. § 1337(j)(3) authorizes it to set a a bond that the respondent
can post and continue importation under through the 60-day Presidential review period.’® The

#1390

amount must be “sufficient to protect the complainant from any injury,”" and is typically

based on the difference in price between complainant’s product and the infringing imports.**
Requiring respondents to post a bond to delay implementation of the exclusion order pending
the Presidential review period is effectively a payment of an ongoing royalty.

The President essentially never reverses an ITC decision, %2 which means that
respondents always forfeit the bond. They are paying an ongoing royalty for the privilege of
continuing to sell their products for another 60 days. And if the bond is set correctly, it will
mimic the amount of an ongoing royalty in district court: the value of the patent based on the

number of goods sold.***

There is no policy reason the ITC shouldn’t be allowed to impose a
delay longer than 60 days in exchange for payment of a comparably higher bond. It could stay

the order pending appeal, for instance, subject to a bond.

8 See 19 U.S.C. § 1337(j); Tom Schaumberg, ed. A Lawyer’s Guide to Section 337 Investigations Before

the US International Trade Commission ABA-IP Section (2011), p. 186 n. 41.

19 U.S.C. § 1337())(3).

**1 Commission Decision in Personal Data and Mobile Communications Devices TA-710-337, supra note
78, at 85.

2 The White House has done so only five times ever. See, e.g. Tom Schaumberg, ed. A Lawyer’s Guide
to Section 337 Investigations Before the US International Trade Commission ABA-IP Section (2011), p 187
fn. 45. As of 2005, the White House delegated this power to the U.S. Trade Representative. 70 Fed.
Reg. 43251 (July 26, 2005).

% On the calculation of ongoing royalties in district court, see Mark A. Lemley, The Ongoing Confusion
Over Ongoing Royalties, 76 Mo. L. Rev. 695, 701-02 (2011).
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The amount of the bond would depend on the equities of the case. In Personal Data
and Mobile Communications Devices, where implementation of the exclusion order was

delayed by four months, the ITC entered a bond amount of zero,™*

although in other cases it
may be more.’®* Combining a delay in the implementation of an exclusion order with a bond
compensating the patentee for the value of the invention during the period of delay would
allow the ITC to approximate the power a district court has to deny or stay injunctive relief

while ardering payment of an ongoing royalty.'*

It will often be the best possible remedy, and
certainly it is preferable to the other apparent options — patent holdup by an immediate
exclusion order or no remedy at all.

Implementing bond periods longer than 60 days may require some creativity, however.

Section 1337(j}(3) seems to contemplate that the bond must terminate at the end of the

presidential review period when the Commission’s order becomes “final,” even though that

** The opinion suggests that the amount could have been higher had Apple presented better evidence

of the price differential. Commission Opinion in Personal Data and Mobile Communications Devices,
supra note 78, at 85 (“Apple failed to satisfy its burden .. .”).

% The amount of the bond is often set at 100%. (see, e.g., Certain Radio Cantrol Hobby Transmitters
and Receivers and Products Containing Same, Limited Exclusion Order at 2, USITC. Inv. No. 337-TA-763
{Sept. 27, 2011); Certain Birthing Simulators and Associated Systems, Limited Exclusion Order at 2, USITC
Inv. No. 337-TA-759 (Aug. 29 2011); Certain Toner Cartridges and Components Thereof, Cease and
Desist Order at 2, USITC Inv. No. 337-TA-740 (Sept. 27, 2011)) though this also seems like in many cases
this would be far more than “sufficient to protect the complainant from any injury,” {(as provided in 19
U.5.C. §1337(j)(3)) especially when the invention is a small component of the infringing article.

One complication for bonding, both under our proposal and in existing practice, arises with the
growth of NPEs at the ITC. If the patentee doesn’t sell the patented invention, there is no price
differential to use as a baseline to measure the value of the patent. But district courts confront the
valuation problem all the time, and a variety of mechanisms economists use there for apportionment of
the value of complex products may be used here to set the amount of a bond in an NPE case.

% The analogy isn’t perfect; a bond is presumably set against the possibility of some contingent future
event, however unlikely. The power to order payment of a bond might not extend to the power to
order the payment of money directly to the complainant with no hope of recovery. But conditioning a
bond on something like an appeal will generally achieve the same result.
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final order is still subject to appeal.™’

One possibility is to change this language to give the ITC
more flexibility in determining the length of time covered by a bond. Another, simpler,
possibility is that the Commission not publish its final notice of finding of violation in the
Federal Register until after the period of delay ends. By making a preliminary holding rather
than a published “determination,” the ITC may be able to delay the beginning of the 60-day
clock for presidential review.'*®

The ITC's authority to assess and impose civil penalties for violations of Commission
orders provide another option for the ITC to provide a monetary component to its remedy,
even in spite of its inability to award damages.’® The ITC has been given wide latitude in

200

setting penalties, which are reviewed for an abuse of discretion.”™ In San Huan Materials High

Tech, Inc. v. International Trade Commission, the Federal Circuit endorsed the ITC’s approach to

%7 19 US.C. §1337(c).

%19 U.S.C. § 1337(j)(1) provides that the 60-day review period begins when the Commission publishes
its determination in the Federal Register and transmits the finding to the President; the order becomes
final 60 days thereafter.

%% See 19 U.S.C. § 1337(F)(2):

Any person who violates an order issued by the Commission under paragraph (1) after it
has become final shall forfeit and pay to the United States a civil penalty for each day on
which an importation of articles, or their sale, occurs in violation of the order of not
more than the greater of $100,000 or twice the domestic value of the articles entered or
sold on such day in violation of the order. Such penalty shall accrue to the United States
and may be recovered for the United States in a civil action brought by the Commission
in the Federal District Court for the District of Columbia or for the district in which the
violation occurs.

™ See Ninestar Tech. Co. v. ITC, 667 F.3d 1373, 1377 (Fed. Cir. 2012) (“Assessment of a civil penalty
under 19 U.S.C. §1337(f) is reviewed on the standard of abuse of discretion”); Genentech, Inc. v.
International Trade Comm’n, 122 F.3d 1409, 1414 (Fed. Cir. 1997). This means review for whether the
ruling: “(1) is clearly unreasonable, arbitrary, or fanciful; (2) is based on an erroneous conclusion of law;
(3) rests on clearly erroneous fact findings; or (4) follows from a record that contains no evidence on
which the decision-making body could rationally base its decision.” Ninestar. at 1379. Commission
penalties may also trigger constitutional review if due process concerns are raised. See id. at 1382.
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setting penalties based on: “(1) the good or bad faith of the respondent; (2) any injury due to
the infringement; (3) the respondent’s ability to pay the assessed penalty; (4) the extent to

which the respondent benefitted from its violations; (5) the need to vindicate the authority of

#2201

the Commission; and {6) the public interest. The Commission’s approach to determining the

amount of penalty “[takes] into account the 'three overarching considerations enumerated by
Congress in the legislative history [of section 337(f)(2) ], viz., the desire to deter violations, the

202 P
7S A Commission

intentional or unintentional nature of any violations, and the public interest.
interested in ensuring that patentees were compensated but unwilling to exclude products
altogether might be able to use this authority to effectively “preannounce” the penalty for

violating an exclusion order —in effect converting that penalty into a price to be paid for the

importation of infringing goods.

D. Exercising Discretion Wisely
The ITC has broad discretion within the bounds of the statute in setting and conditioning

203

the remedy for infringement.”” We think the ITC should exercise its remedial flexibility when

the risk of holdup is substantial. That is likely when the defendant sells a multi-component
204

product and the novel feature of the patent covers only a small part of that product.

Different remedies might be appropriate in different situations:

201 Ninestar at 1379, citing San Huan New Materials High Tech, Inc. v. int'f Trade Comm'n, 161 F.3d 1347,

1362 (Fed. Cir. 1998). Ninestar also confirms that the ITC, rather than the solely district court, also has
the authority to determine and enforce civil penalties. See id. at 1384.

22 5an Huan at 1362.

19 U.S.C. § 1337(c) (providing that review of remedial decisions is subject to deference under the
Administrative Procedures Act, including presumably Chevron deference to reasonable interpretations
of the statute).

2" patent claims will often be written to cover an entire product even though the patentee’s
contribution is limited to a single small feature. The inventor of the intermittent windshield wiper, for

203
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s Switching costs are high once interoperable products are designed to work together

(e.g. standards).?®

In this case, grandfathering in of existing models can ameliorate the
harms.

s The short-term impact on consumers is high in cases where switching, costly or not,
imposes significant harm on customers who cannot get support or service for products
already sold.”® In this case, either a stay or an exception allowing service and spare
parts might help solve these problems.””

e Collateral damage to third parties who make noninfringing products may be high in
multi-component cases because those third parties have already made irreversible

investments. Grandfathering can help in some of these cases, but not all; bonding may

be the best remedy in this circumstance.”%

instance, might claim a car with an intermittent windshield wiper. The Commission should focus on
what the patentee actually contributed to the art, not the form in which the patentee chooses to write
the claim. See Mark A. Lemley, Point of Novelty, 105 Nw. U. L. Rev. 1253 (2011).

25 see, e.g., Certain Baseband Processors at p. 149 (“As to competitive conditions in the U.S. economy,
exclusion would likely result in some adverse impact on the development of advanced
telecommunications technology and on expansion of broadband internet access. These technologies
are important in their own right, but they also have significant effects on other economic activity in the
United States. Downstream relief would make it more difficult for telecommunications companies to
expand 3G cellular telephone services and broadband internet access, and make it more difficult for
consumers, including businesses, to access these services”).

2% see Commission Opinion in Personal Data and Mobile Communications Devices 337-TA-710, supra
note 78, at 72-73.

*7 See id. at 72, 79-84.

% see Certain Baseband Processors, p. 153 (“The potential harm to economic actors, in this case
including handset manufacturers and telecommunications service providers, is properly part of our
EPROMs analysis, and we have indeed fully weighed potential harm to third parties and to legitimate
trade in that prior analysis. In fact, under our EPROMSs analysis, we found that full downstream relief
was not permitted in this investigation due to, among other things, the magnitude of the impact on third
parties.”) (ultimately concluding “a downstream remedy with a grandfathering exception does not raise
public interest concerns” because “the relief we propose has a much more limited impact on availability
of 3G-capable handsets, and thus a lesser impact on the public interest.”) (see id. at 153-154).

49



137

Greg Sidak has developed a detailed taxonomy for applying the public interest factors to holdup
situations.”®

Finally, it may be appropriate to consider three other factors in setting ITC remedies:
whether the patentee is a PAE, whether the defendant is a willful infringer, and whether the
patent is standards-essential. While the statutory public interest factors are party-neutral,”
the patentee’s status as a PAE can influence the impact of an exclusion order to competition
and consumers, since it affects the patentee’s need for an injunction {a competitive condition)
and, when many defendants are sued, the likelihood that consumers will have access to
alternative products.

In a similar vein, we believe that standards-essential patents, in particular those that are
subject to reasonable and nondiscriminatory (RAND) licensing obligations, should generally not
be given injunctions by the ITC. The ITC has the power to reject an exclusion order where the

21 Whether or not a RAND commitment to a

respondent is licensed to import the product.
standard-setting organization is an executable license,* we believe that competition and
consumers would be disserved if patents promised to be available for licensing on fair and

reasonable terms were the basis of an exclusion order. And if the suit is brought late in the

product life-cycle, after a standard has been adopted,™ switching costs to consumers and

% Sidak, supra note __, at 60-93, 170-72

1% See 19 U.S.C. §1337(c). In contrast, the domestic industry requirement is not, as currently
interpreted by the ITC, party-neutral. NPEs do not need to prove the so-called technical prong that
requires “articles protected by the patent.” One of us has argued that this is inconsistent with the
statute and its legislative history. See Chien, Protecting Domestic industries, supra note 74 at 180-81_;
19 U.S.C. §1337(a)(3).

21 Tessera, Inc. v. International Trade Comm’n, 646 F.3d 1357, 1370-71 (Fed. Cir. 2011).

For an argument that it is, see Lemley, Standard-Setting, supra note 24, at 1925.

Research by Brian Love shows that NPEs tend to assert their patents late in the life of the patent, as
compared to practicing entities. See Brian Love, An Empirical Study of Patent Litigation: Could a Patent
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competitors will likely be higher. The DOJ has expressed similar concerns about using such
patents to get injunctions, noting that, “F/RAND requirements have not prevented significant
disputes from arising in connection with the licensing of [] [standards essesntial patents],
including actions by patent holders seeking injunctive or exclusionary relief that could alter
competitive market outcomes... the division continues to have concerns about the potential

7214 There is at least one situation where an

inappropriate use of SEPs to disrupt competition.
ITC action and exclusion order on the basis of a RAND patent may be appropriate, however. A
RAND commitment is essentially a promise that money will be considered adequate
compensation to patentees for use of their technology. Only district courts can award money
damages, putting them in the best position for deciding disputes over RAND patents. However,
in the cases when the district court lacks jurisdiction over a defendant but the in rem

jurisdiction of the ITC is available,”™

the ITC provides the patentee with its only recourse. In
such cases, ITC action is appropriate.In addition, we don’t want the absence of injunctive relief
to encourage companies to copy and take their chances while infringing. That isn"t much of a
problem in the IT industries today; the evidence suggests that virtually all patent cases are filed

216

against innocent infringers, not copiers.”” But proof of deliberate infringement or other

evidence of bad faith (for example, shirking licensing obligations) should incline the Commission

Term Reduction Decimate Trolls Without Harming Innovators? (unpublished draft, on file with the
authors), at 1, available at http.//papers.ssrn.com/sol3/papers.cfm?abstract_id=1917709.

2% US Department of Justice Statement of the Department of Justice’s Antitrust Division on Its Decision
to Close Its Investigations of Google Inc.’s Acquisition of Motorola Mobility Holdings Inc. and the
Acquisitions of Certain Patents by Apple Inc., Microsoft Corp. and Research in Motion Ltd., February 13,
2012, available at www.justice.gov/opa/pr/2012/February/12-at-210.html

1% 65% of ITC cases have a district court counterpart, suggesting that this isn’t a problem in the majority
of cases, where both the ITC and district court have the power to hear the case. See Chien, Patently
Protectionist , supra note ___at 64.

ue Christopher A. Cotropia & Mark A. Lemley, Copying in Patent Law, 87 N.C. L. Rev. 1421, 1424 (2009).
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to look askance at claims that the defendant needs an opportunity to design around a patent;
the intentional infringer presumably has had that opportunity already.”"’

We make an additional suggestion related to procedure. One downside of increased
tailoring of ITC exclusion orders is that it could lead to increased unpredictability as to the
remedy, at least in the short term. Currently, “Summary Determination” proceedings in the

219

ITC*® rarely if ever happen on issues of remedy.”™® But there is no reason why such motions

couldn’t be brought. Indeed, the ITC’s recent move to allow for earlier briefing on public

220 |f a case is not one in which an exclusion

interest issues seems to support just this possibility.
order is appropriate, it is better for all concerned to make that clear up front, before the parties
litigate questions of validity and infringement unnecessarily.

We make one final recommendation, directed not solely at the ITC, but also at the other

agencies and departments government that the ITC is required to consult when carrying out its

27 We use the term “deliberate infringement” rather than “willfulness” here because patent law’s
willfulness doctrine varies in significant ways from what an ordinary observer would think of as
purposeful conduct. Because willfulness is a continuing offense, patent law may designate someone
willful merely because they didn’t stop selling the product once sued. See Mark A. Lemley & Ragesh K.
Tangri, Ending Patent Law’s Willfulness Game, 18 BERKELEY TECH. L.J. 1085, 1089-93 (2003). That is not
deliberate conduct in any normal sense. On the other hand, willfulness will not be found if the
defendant’s conduct was objectively reasonable, even if the defendant intended to infringe. See In re
Seagate Tech., 497 F.3d 1360, 1371 (Fed. Cir. 2007) (en banc), (“the standard of ‘recklessness’ appears
to ratify intentional disregard”) at 1385 (Newman, J., concurring).
2% 19 CFR §210.18 prescribes the procedures that are used for Summary Determination. As subsection
{b} describes:
The determination sought by the moving party shall be rendered if pleadings and any
depositions, answers to interrogatories, and admissions on file, together with the affidavits, if
any, show that there is no genuine issue as to any material fact and that the moving party is
entitled to a summary determination as a matter of law.
See Czebiniak, supra note 10, at 107.
Rules of Adjudication and Enforcement, 19 CFR Part 210,
http://iwww.usitc.gov/secretary/fed reg notices/rules/finalrules210.pdf.
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investigations.” On several occasions, the ITC has relied on policies of other parts of the

government to support its decision-making. In two out of the three cases in which the ITC

declined to award an exclusion order, it relied upon the policies of the President and Congress

222

to explain its position.“** In the Baseband Processor case, where the ITC custom tailored the

injunction it ordered, the Commission cited the public comments of FEMA and the FCC.?*® In
the recent Mobile Handsets case, in which the ITC delayed the start of the exclusion order for
four months, it drew from statements of the DOJ and President Obama to support its decision -

224 We found few instances of agencies submitting formal comments to TC

making.
investigations,”*® but where a proposed exclusion order poses a danger to the public interest,

other agencies can and should weigh in during the ITC review process.

119 USC 1337 (b)(2) states:

During the course of each investigation under this section, the Commission shall consult with,
and seek advice and information from, the Department of Health and Human Services, the
Department of Justice, the Federal Trade Commission, and such other departments and
agencies as it considers appropriate.

222 5ee Commission Action and Order In re Certain Inclined-Field Acceleration Tubes at 21, USITC Inv. No.
337-TA-67, (Dec. 29 1980) (citing in support of its decision to not grant an order enjoining Dowlish tubes
used for research , “the President and the Congress have issued declarations of support for basic science
research,” and “[t]he National Science Foundation Act”); Opinion of Vice Chairman Alberger and
Commissioners Bedell and Stern In re Certain Automatic Crankpin Grinders at 17-18, USITC Inv. No. 337-
TA-60, 205 U.S.P.Q. 71, 0079 WL 419349 (Dec. 17, 1979)(justifying its decision not to exclude efficient
crankpin grinders in part by “the fact that Congress and the President have also clearly established a
policy requiring automotive companies to increase the fuel economy of the automobiles they produce.”)

TA-337-67 and TA-337-70 cases as described and excerpted supra at footnotes ___and ____
2% gaseband Processors, supranote ___, at .

Mobile Handsets, supra note ____, at
Based on a search of EDIS for “comments,” in 337 actions, turning up submissions from Congress and
a few states, but none from public agencies.
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IV. Conclusion

The eBay case has had the unintended consequence of driving patentees to the ITC In hopes
of obtaining an injunction no longer available in district court. Though eBay’s flexible four-
factor test doesn’t apply at the ITC, the Commission has more power to adjust the remedy it
grants than commentators have previously recognized. We think it should use this power to
limit exclusion orders in circumstances where the patentee can hold up defendants. Delays in
implementing the exclusion order and grandfathering in existing products can avoid holdup
problems. Bond and penalty provisions can ensure that patentees are compensated for
ongoing infringement during these transition periods; a few tweaks to the statutory language
would give the ITC still more freedom to tailor its remedies. The resulting system won’t look

exactly like eBay, but it will accomplish many of the same ends.
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Patents, Smartphones and the Public Interest - NY Times.com Page 2 of 3

In 2006, the BlackBerry manufacturer Research in Motion was almost blocked from making its phones when
NTP — a “patent troll” whose sole business is profiting from patents — sought to enforce some patents.
Though a jury had awarded just $23 million in damages, R.1.M. agreed to pay NTP what later amounted to
$613 million in licensing fees to avoid having its phones shut down by the court.

Later that year the Supreme Court’s eBay decision made it harder to impose such “holdup” fees by doing away
with the practice of automatically awarding an injunction. After eBay, a court must consider the harms to the
parties and the public that an injunction would present before deciding to grant one. This new case-by-case
standard has gone a long way to solving the holdup problem that had beset the patent system.

But in the wake of eBay, both patent trolls and product companies like Apple have flocked to the 1.T.C., where
a federal ruling held that eBay’s new equitable test does not apply. The commission’s caseload has more than
doubled, from 29 cases in 2005 to 64 and counting this year. And while the injunction grant rate in district
courts has declined to around 75 percent for companies that make products and much lower than that for
trolls, the I.T.C.’s injunction rate has held steady at 100 percent. The result has been to undo much of the
desirable effect of eBay.

Although the 1.T.C. is supposed to consider an exclusion order’s impact on competition and consumers
relating to the effect of any exclusion order, it hasn’t given these so-called “public interest” factors many teeth.
But it should. The L.T.C. has the power to tailor the remedy to fit the crime, for example delaying an
injunction to allow a defendant to redesign its product, or even refusing to exclude the imports at all.

Tailoring remedies makes sense. When a patent holder doesn’t compete in the market or risk irreparable
harm, fast-tracking the case to a district court to assess damages may be the better option. But when the
dispute is between competitors, or involves a start-up or university seeking to commercialize its invention, an
exclusion order should be the default.

Even in such cases, shutting out imports of an infringing product is not always the right answer. If the patent
covers a small part of the product, the defendant could design around it, and if the defendant’s infringement
was inadvertent, the I.T.C. could award an exclusion order but delay its start. During the delay period, the
infringer could pay remuneration through a bond, allowing the patentee to get paid but not holding up a large
product because of a small patent.

A delay would allow companies and consumers to adjust to the ruling. The alternatives — for companies to
change their products every time they are sued, no matter how meritlessly, or to shut down production
altogether — would drive up costs unnecessarily. (As is often said: companies can manage bad uews, it’s the
bad surprises that they hate. Just ask Samsung and HTC, which have had to design around patent injunctions

http://www nytimes.com/2011/12/13/opinion/patents-smartphones-and-the-public-interest. html? =1&pa... 7/18/2012
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in Germany and Australia.)

Congress could require the LT.C. to consider these options. But it shouldn’t have to. The LT.C. has proven to
be adaptive to changing competitive conditions. The agency has the power to make fair, case-by-case
decisions on whether and how to block products from entering the country. It should use that power.

Colleen V. Chien is an assistant professor at Santa Clara University School of Law. Mark A. Lemley is a professor

at Stanford Law School and a partner in the law firm of Durie Tangri.

Postscript: December 14, 2011

An earlier version of this article reported that the International Trade Commission’s decision would be
Wednesday; the decision has been postponed, and the article was changed to reflect the development.

http://www nytimes.com/2011/12/13/opinion/patents-smartphones-and-the-public-interest. html? =1&pa... 7/18/2012
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Material submitted by Bernard J. Cassidy, General Counsel and
Executive Vice President, Tessera Technologies, Inc.
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FTC’s recent Public Interest Statement in ITC Inv. No, 337-TA-745 and similar
submissions from others may overstate the prevalence of patent hold-up, does not
consider factors that may militate in favor of exclusion orders in particular cases, and
unde’rmines the incentive scheme created by patent law and provisions such as Section
337.

indeed, far from supporting a blanket prohibition on exclusion orders as a remedy
for infringement of an SEP, the Statement’s references to “potential” harm to US
competition and “the possibility of patent hold up” underscore the need to decide requests
for exclusion orders on a case-by-case basis, subject to consideration of the particular
facts and circumstances of each case. The speculative nature of harm identified in the
FTC’s Statement likewise puts into question the arguments by certain voices thai the ITC
should, automatically refuse to issue import exclusion orders in cases involving SEPs. In
short, proponents of a categorical rule that would effectively deny owners of SEPs a
remedy in the ITC are asking the Commission to base sweeping changes of the U.S, trade
laws only on the possibility of potential harm, and without any actual evidence of harm to
U.S. consumers, '

The misdirected focus of the proposed prohibition of the exclusion order remedy
for SEPs is confirmed by the record compiled by the FTC in connection with its 2011
Patent Standards Workshop, as discussed below. In short, the fundamental underpinning
of the position to limit remedies available in the ITC to SEP owners - i.e., an endemic and
systematic “hold up” problem - was shown to be unsupported. Moreover, the ITC
through its public interest inquiry is equally capable as the federal courts to balance the
interests at stake under the facts and circumstances of each case, and to consider the
relevant public interest factors in such a light.

No Evidence of a Svstemic Patent Hold-Up Problem

Following publication in 2011 of the FTC Report, the FTC sought public
comment and held the FTC Patents Standards Workshop. According (o the evidence the
FTC compiled through these twe undertakings, there is no systemic patent hold-up
probiem.

In short, the FTC’s own record provides strong evidence that existing laws and
processes have been effective in balancing the interests of diverse stakeholders in high-
technology industries so as o stimulate investment across a value chain -- from basic
research, o product development and manufacturing,”  The record also demonstrates

! 1A member company representatives were pleased to participate in the FTC’s hearings resulting
in the March 2011 “Evolving IP Marketplace™ report (the *FTC Report™) and the June 2011 Standards
Patents workshop {the “FTC Workshop™). The [A also submitted written views to the FTC in connection
with these public events.

2 1A agrees with Professors Epstein, Kieff and Spuiber that patent law is designed not merely fo motivate
innovation, but also to provide the legal rights, remedies and incentives necessary to spur the formation of
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generally that standardization activity under existing Jaw has contributed to robust
competition, diversification of business models and product offerings, and job creation,
while also bringing consumers the benefits of innovative technologies and services at
continually lower prices. Indeed, numerous commentators, including standard setting
organizations (8S0s), academics, industry analysts, licensors, and other stakeholders
expressed strong views that hold-up is not a significant or widespread problent in the
market;

® The Alliance for Telecommunications Industry Solutions (“ATIS™) reports that it
“has not experienced the hold-up problem, not has any such problem impeded in
any way ATIS’ standards development efforts”.’

s TIA reports that it “has never received any complaints regarding such ‘patent
hold-up,” and “believes that the FTC is presuming that “patent hold-up’ is a
widespread and fundamental problem, without considering the practical
experiences of 8Os such as TIA™*

® The American National Standards Tnstitute (“ANST™) reported that “for only a
relatively small number [of standards] have questions ever been formally raised
regargﬁng the ANSI Patent Policy, including issues relating to improper *hold
up™,;

e Professor Jay Kean of the University of Illinois law school finds that “there is
little or no empirical evidence indicating that there is a significant problem with
patent ‘hold-up.”"

© Cellular industry analyst Keith Mallinson contends that “there has been no
evidence of ‘windfall pains’ to patent owners impeding the adoption of any
technology-based standard.”™ Indeed, Mallinson shows that in the cellular
indusiry, implementers aud carriers already reap the overwhelming majority of
profits generated by the products enabled by the leensed 1P.*

® Microsoft, a tiequent patent defendant as well as plaintiff, also sees “little
evidence that ‘patent hold-up® in the standards context is a real problem.”™

the whole network of private relatienships required o bring an invention ail the way from conception to the
consumer. See Epstein et al. (Ang. 5, 2011} at 5-7.

* 1d. Comments of Alliance for Telecommunications Industry Solutions (ATIS) (June 14, 201 D at 1,

* Jd. Comments of Telecommunications Industry Association (TTA) (Junc 14, 2011} at 4.

* 1d Comments of American Mational Standards [nstitute {ANSY) (June 10, 2011}, submission 1, at 12,
® Id Comments of Professor Jay P. Kesan (Tune 14, 2011) at 2.

7 1d. Comments of Keith Mallinson (June 12, 201 1) at 8,

8 See id. at 19-21,

% 1d. Comments of Microsoft (June 14, 201 1) at 16,
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® SAP states that it has participated in over 100 SSOs and has never accused 4
company or been accused of patent hold-up.!

® Citing cellular market statistics, Epstein et al. conclude that “the success on the
ground bears out the theoretical insight that hold-ups are not a serious threat to
collaboration over and around standards.”'!

There Should be No Presumption that Hold-Up Exists Generally or in Particular Cases

The evidence to date including the FTC’s own record is insufficient to warrant a
presumption that owners of SEPs are breaching their RAND commitments in every
instance, or that a public interest need exists to limit existing remedies available to SEP
owners on a blanket basis. A licensor’s success depends on the success of its licensees.
In addition, since innovators who participate in standard-seiting often repeatedly
contribute their technologies 1o a standard, a patentee that has failed to comply with ity
RAND commitment risks the exclusion of its technological solutions from future
standards. Patentees also wish to avoid the expense and unceriainty of litigation. These
incentives encourage negotiation which has been the preferred mechanism under most
880 policies for establishing license terms. Under a no-exclusion-order policy {and
analogously a ne-injunction policy), however, the implemenier has litile incentive to
bargain in good faith because by litigating it can avoid paying royalties until at least the
litigation is over, if not longer. The result would be more and longer litigation, with the
inefficiency that litigation entails, and an unjustified shift in bargaining power from
patent holders to implementers that would destroy the balance established by Congress in
the patent system.

A no-exclusion-order {(and analogously fo-injunction) rule for SEPS/RAND-
obligated patents would also create a perverse incentive: innovators who participate in
SDOs (and give RAND commitments) would have fewer rights than innovators that do
not participate. The predictable result would be that fewer innovators would participate in
SDOs with such IPR rules (or make RAND commitments if they do participate) or
engage in R&D for technologies that may be standardized. Reduced participation in
SDOs or reduced funding of R&D would likely result in delay, technologically inferior
standards, and reduced information about patents implicated by standards. Refusals to
make RAND commitments would similarly lead to delay and technologically inferior

" Naomi Abe Voetgli, SAP, Tr. 2t 20-21 (stating that SAP has participatad in over 100 $SOs and has never
accused a company or been accused of patent hold-up);

" 1d (“Epstein et al.”) {Aug. 5, 2011) at 14; see also Comments of Association for Competitive
Technology (Aug. 5, 2011) at 2 (explaining that its members, small businesses, “are not convinced that
there is a wide-spread patent hold-up problem™); Comments of InterDigital (Aug. 5, 2011) at 2 (“Based on
our firsthand experience participating in industry standards, we do not believe that the corrent policies and
practices of the various standards organizations in the wireless industry lead to unreascnably high prices to
consumers, or otherwise result in market distortion.”); Comments of 1J.8. Chamber of Commerce (Aug, 5,
2011} at 8 (“{[EJmpirical evidence supperting a concern with a widespread risk of holdup is lacking.™); Amy
Marasco, Microsoft, Tr, at 23-24 (stating that litigation between patent holders and licensees is not
necessarily evidence of hold-up); Jorge Contreras, Washington University in St. Louis Schoo! of Law, Tr.
at 26-27 (agreeing that hold-up is “not happening that much*),
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standards as SDOs would attempt to “design out” the technologies of companies that
refuse to make RAND commitments. The results of a restrictive rule conld be more and
longer litigation, lack of deterrents for implementers to negotiate licenses or seftlements,
and the erosion of the existing balance of interests among the various stakeholders.

For all these reasons, the ITC should not adopt a rule or practice that
systematically denies exclusion orders in favor of owners of SEPs based ona
presumption of hold-up or any other presumption. Ratber, the ITC shonld consider the
propriety of such orders under the particular facts and circumstances of the case.

Sincerely,
P
Brian Pomper

Executive Director
The Innovation Alliance

e
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A, The Proposed Amendments Are Predicated on False Assumptions

The proposed amendments are premised on the notion that the ITC must be
“tnodernized” in view of the Supreme Court’s decision in eBay Inc. v. MercExchange, L.1.C.,
547 U.S. 388 (2006), which directed federal courts (o apply a four-prong equitable test when
determining whether to grant permanent injunctive relief for infringing acts. Although the ITC
and the federal courts both make patent-related determinations, the ITC and the federal courts are
not (and should not be treated as) identical adjudicatory bodies, To the contrary, unlike the
federal courts, the ITC’s sole purpose is to protect domestic industries from unfair practices in
import trade. As such, the ITC was specifically designed and intended by Congress to operate
under a different set of statutes and mandates than the federal courts. TIn fact, the U.S. Court of
Appeals for the Federal Circuit (*the Federal Circuit™) has recognized the distinction between
ITC exclusion orders and district court injunctions based on “the longstanding principle that
importation is treated differently than domestic activity.” For this reason, the Federal Circuit has
held that eBay does not apply to ITC remedy determinations under Section 337.2 Accordingly,
legal principals developed in the federal courts do not necessarily apply to the ITC.

The proposal also incorrectly notes that NPEs “have been the most aggressive in using
the ITC in recent years to avoid application of eBay’s equitable test.” The data does not support
such an assertion. Indeed, careful analyses of the data reveals that such conclusions rest upon
unstated, undefined, and inaccurate assurptions. In fact, studies show that licensing companies
represent only a fraction of the cases f{iled at the ITC. Moreover, while the tota! number of
infringement cases brought to the ITC may be increasing, so too are the number of imported
products manufactured in countries with cheap labor and weak, ot even non-existent, intellectual
property laws. And, there are factors other than the Supreme Court’s decision in eBay that
explain the recent increase in the number of Section 337 cases filed at the ITC.

B. The Proposed Amendments Add Inappropriate and Unnecessary
Reguirements to Section 337

Importing an eBay analysis into Section 337 is inappropriate and unnecessary. Under
eBay, a patentee must establish, /nfer alia, that it has suffered an irreparable injury and that the
public interest would not be disserved by a permanent injunction. However, Congress already
carefully considered and specifically eliminated the injury requirement as part of the Omnibus
Trade and Competitiveness Act of 1988 (“the 1988 Amendment”), noting that the importation of
goods that infringe a U.S. patent is an injury per se. Furthermore, the ITC is already required, by
statute, to consider the effect of an exclusion order upon the public health and welfare,
competitive conditions in the United States economy, the production of like or directly
competitive articles in the United States. and United States consumers before issuing any such
exclusion.

Likewise, narrowing the definition of domestic industry to exclude any licensing activity
that does not result in a non-cxistent new product being brought to market would undermine one
of the primary objectives of the 1988 Amendment, namely, providing a remedy “for those who

2 Spansion, Inc. v. International Trade Cam’n, 629 F.3d 1331 (Fed. Cir. 2010).
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make substantial investments in the creation of intellectual property and then license creations.™

Congress did not intend to limit the types of licensing activities that the ITC can consider.' As
such, there is simply no legitimate basis to impose a sliding scale of patents rights based solely
on a patentec’s status as a manufacturer, technology transfer entity or on any other wholly-
arbitrary basis. The proposed provision-also ignores the reality of the technology marketplace
where the development of advanced technologies and products that use them almost always
outpaces the speed with which the United States Patent and Trademark Office (“PTO”) can issue
new patents, Indeed, the proposed legislation will actually encourage foreign manufactures to
import infringing goods into the United States more quickly in an effort to undermine patentees’
ability to block the importation of the infringing goods at the 1TC.

C. The Proposed Amendments Would Lead to Absurd Results and Encourage
Perverse Behavior

The proposed changes, if enacted, would lead to absurd outcomes and incentivize
implementers to engage in perverse behavior. For example, patentees who are unable to satisfy
the four-prong test under eBay, or who are unable to prove that they are engaged in a domestic
industry because infringing goods have already entered the U.S. market, may be precluded from
blocking the infringing imports at the ITC. The patentees may also be precluded from obtaining
relief in the federal courts if the foreign manufacturer(s) of the infringing goods do not have a
physical presence in the U.S. and, thus, are outside of the courts’ jurisdiction. Thus, the proposal
may leave many patentees with a tight and no remedy.

Moreover, limiting patentees” access to the ITC will also harm their existing licensees,
who may be undercut on price by unlicensed foreign manufacturers that refuse to pay fair
licensing fees or royalties. As a result, companies that respect and value others’ intellectual
property rights will be penalized and put at a competitive disadvantage compared to those who
show no regard for the U.S. intellectual property system. This perverse result reduces the
incentives for all manufacturers (both domestic and foreign) to obtain patent licenses.

? See 133 Cong Rec. 1794 (Statement of Sen. Lautenberg).

* Certain Coaxial Cable Connectors and Components T hereaf and Products Containing Same, Inv. No. 337-TA-
650, Commission Opinion at 49-50 (April 14, 2010) (“[ Tthe plain language of the statute does not limit the types of
licensing activities that the Commission can consider.”).
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D. The Proposed Amendments Would Negatively Impact American Innovation
and the American Economy

Patent royalties are a critical source of funding for new research and development. Thus,
any aftempt to limit patentees’ ability 1o enforce their patent rights (and recoup their investment)
will necessarily reduce their ability and incentive to invest in future research and development.
Such a state of affairs will retard future technological innovation and reduce future U.S. licensing
revenue, which has become a significant part of the U.S. econemy and one of the United States’
only international trade surpluses.

IL THE PROPOSED AMENDMENTS ARE PREMISED ON SEVERAL FALSE
ASSUMPTIONS

A fundamental problem with the proposal is that it incorrectly assumes that the I'TC and
federal courts arc similar juridical entities that should be administered with identical procedures.
The first subsection below examines the history of the 1TC and demonstrates the fundamental
differences in scope, purpose, and history between the ITC and its federal court counterparts.
The second subsection below addresses another erroneous premise of the proposal, namely, that
NPEs “have been the most aggressive in using the ITC in recent years to avoid application of
eBay’s equitable test.” There is no data to support such an assertion. In fact, studies show that
licensing companies continue to represent only a fraction of Section 337 cases.

A, There is a fundamental distinction between the ITC and Federal District
Courts

1. History of the ITC and the Tariff Act

Section 337 forbids unfair methods of competition and unfair acts in the importation of
articles into the United States. The history of this statute and the ITC demonstrates the original
purpose of the statute, and highlights the fundamental distinctions between the federal courts and
the ITC. This history and these distinctions are part of what make the proposed changes not only
unnecessary but unwise.

The roots of Seetion 337 lie in section 316 of the Tariff Act of 1922 (“Section 3167).}
Section 316 empowered the Tariff Commission to investigate unfair competition complaints and
to make recommendations to the President.® When unfair competition was found, the President
had statutory authority either to increase the tax on violative articles or to ban the articles’
importation.” Thus, from its inception, Section 337 was focused on unfair competition and was
intended to protect American innovation and industry through the nation’s trade laws.

The Tariff Act of 1930, Pub.L. No. 71-361, 46 Stat. 590, created Section 337 by
incorporating much of Section 316, although it eliminated the President’s power to increase taxes

* Robert Krupka, Philip C. Swain, and Russell E. Levine, Section 337 and the GATT: The Problem of the Solution,
42 Am. U. L. Rev. 779, 786 (1993),

° Id at 787.
' Hd
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on violative articles.® Congress also eliminated the monetary remedy for import violations,
ensuring that the President’s exclusion power was the sole available remedy for violations of
Section 337.

For forty years after its enactment in 1930, Section 337 was largely ignored as a means of
protecting trade rights by excluding goods that infringe U.S. intellectual property.” However, in
1974, Congress amended Section 337 to strengthen the nation’s trade position by transferring the
President’s exclusion power to the ITC." Since that time Section 337 has also been utilized to
halt the importation of articles that infringe U.S. patents as unfair trade acts.'' However,
although the ITC obtained the power to assess whether an article was infringing a valid U.S.
patent, the focus of the statute remained on trade and protecting the American economy from
unfair trade practices.

Among the most critical changes to Section 337 occurred when Congress amended the
statute in 1988. The precipitating events were a series of ITC decisions in which the ITC denied
velief 1o intellectual property owners that had demonstrated infringement of their intellectual
property rights and had made significant investment in their industries but did not manufacture in
the United States or could not show substantial injury due to infringing imports. Prior to 1988,
the JTC interpreted the domestic industry provision to require manufacturing and related
activities in the United States. The ITC had determined that, under the then-existing statutory
language, licensing alone did not constitute a “domestic industry” sufficient to support
Jjurisdiction.

The [TC’s decision in Certain Products with Gremlins Characters, Inv, No, 337-TA-201,
(1986) was particularly controversial. In Gremiins, Warner Brothers filed a complaint with the
ITC to forestall the flood of infringing Gremlins merchandise.” Warner Brothers had an
extensive licensing division that included market research, sales, sales promotions, graphics
services, financial control, and business affairs departments. Warner Brothers contended that
this licensing division constituted a domestic industry. However, the ITC concluded that Section
337’s legislative history indicated that licensing activity, by itself, did not constitute a domestic
industry. Thus, the ITC refused to exclude the infringing imports.

tid

? Harvey Kdye & Paul Plaia, Jr., The Filing and Defending of Section 337 Actions, 6 N.C. . Int’] L. & Com. Reg.
463, 464-65 (1981) (discussing development of § 337).

' See Trade Act of 1974, Pub. L. No. 93-618, § 341(a), 88 Stat. 1978, 2054 (1975) {codified as amended at 19
U.S.C. §§ 1337(d)-(e) (1988)) (permitting TTC to investigate unfair trade practices and to issue orders pursuant to
investigations).

"' See Donald K. Duvall, Federal Unfair Competition Actions: Practice and Procedure Under Section 337 of the
Tariff Act of 1930, at 603 (1991) (describing § 337 as providing “an effective, expeditious, and reasonably fair
quasi-judicial administrative process for the adjudication of petitions of domestic industries, as defined in the statuie
for protection of their claimed intellectual property rights from allegedly infringing imports or other unfair
competition from abroad™),

"2 Certain Products with Gremlins Characters, Inv. No, 337-TA-201, Comm’n Op. at 5 (Jan. 16, 1986); Certain
Limited-Charge Cell Culture’ Microcarriers, Inv. No. 337-TA129, Comm’n Op. at 38-41 (Nov. 18, 1983)
(*[Clomplainants’ [licensing] operations in the United States are insufficient to constitute an ‘industry ... in the
United States.”).

1 In’l Trade Rep. (BNA) 238 (1984).
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In response, Congress passed the Omnibus Trade and Competitiveness Act of 1988 (“the
1988 Amendment™) to amend Section 337 to make clear that the licensing of intellectual
property is an independent and sufficient “domestic industry.”" As such, the 1988 Amendment
permitted U.S. patent holders who do not manufacture a product protected by an asserted patent
to bring Section 337 complaints at the ITC.

Importantly, as noted by Senator Frank Lautenberg, the domestic industry amendments
were supported by the U.S, Chamber of Commerce “and some of our most innovative industries”
including “the Semiconductor Industry Association, the Electronics Industry Associations, the
Intellectual Property Owners Association, the Motion Pictures Association of America, the
Intellectual Property Alliance, which includes trade groups from computer equipment and
software industrics, the publishing industry, and the recording industry.”!

The 1988 Amendment was also notable because Congress climinated the injury
requirement for patents and other enumerated intellectual property rights, such as copyrights.'®
This change was made directly in response to the ITC’s decision in In the Matter of Certain
Optical Waveguide Fibers, 337-TA-189, (1985), where Corning proved infringement and a
domestic industry but could not show injury,‘7

Accordingly, the history and evolution of Section 337 clearly demonstraic that its
purpose and intent is to protect domestic industries (including those based exclusively on
substantial licensing activities) from unfair acts in connection with import trade. Indeed, the ITC
continues to recognize that its purpose is to manage the couniry’s international frade laws,
including promoting the country’s competitiveness in the global marketplace,.18 Because of this
focus, Section 337 has a vastly differeni—and broader—purpose than the patent statutes.

2. Current Section 337

In its current form, Section 337 enables the ITC to investigate “unfair acts in the
importation of articles ... into the United States, or in the sale of such articles by the owner,
importer, or consignee, the threat or effect of which is ... to destroy or substantially injure an

" See Certain Digital Processors and Digital Processing Systems, Components Thereof, and Products Containing
Same, Inv. No. 337-TA-559, Order No. 24 at 88, 93 (June 21,2007) (“It is clear that the intent of Congrass was to
allow entities that were actively licensing their patents in the United States to be able to meet the domestic industry
requirernent under the statute.”); see afso 133 Cong. Rec. 2504 (1987) (Statement of Sen. Lautenberg) (“For those
who make substantial investments in the creation of intellectual property and then license creations, there should be
a remedy.”).

"% 133 Cong. Rec. 5174 (Feb 4. 1587).
' HR. Rep. No. 160-40, at 155-36; S. Rep. No. 100-71, at 129,
Y7 In the Matter of Certain Optical Waveguide Fibers, Inv. No. 337-TA-189, Order at 19 (1985),

' See About the USITC, U.S. INT'L TRADE COMMMN, http://www usitc.gov/press_ room/about_usite. htm (last
visited Feb. 1, 2012) (“The mission of the Commission is to (1) administer U.S. trade remedy laws within its
mandate in a fair and objective manner; (2) provide the President, USTR, and Congress with independent analysis,
information, and support on matters of tariffs, international trade, and U.S. competitiveness; and (3) maintain the
Harmonized Tariff Schedule of the United States (HTS).”).
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industry in the United States.”® Section 337 further makes it unlawful to import articles

infringing a valid and cnforceable patent “if an industry in the United States, relating to the
articles protected by the patent ... exists or is in the process of being established.””

a. Requirements of Proof

A complainant in the ITC must establish, infer alia, ownership of a U.S. patent right that
is being infringed by an article. Because the ITC is. responsible for enforcing trade laws,
however, a complainant must also show that the infringing articles are being imported.
Therefore, infringement actions invelving articles produced domestically, or declaratory actions
by alleged infringers to challenge the validity of a U.S. patent, may not be brought in the ITC,
These distinct features further underscore that the ITC’s purpose under Section 337 is to provide
trade remedies and to protect domestic industries from unfair competition, including the
importation of infringing goods made abroad.

Accordingly, a complainant at the JITC must also establish that it is engaged in a domestic
industry that “exists or is in the process of being established.”’ An industry is considered to
exist “if there is in the United States, with respect to articles protected by the patent ... concerned
(A) significant investment in plant and equipment; (B) significant employment of fabor or
capital; or (C) substantial investment in its exploitation, including engineering, research and
development, or licensing.” The ITC has generally divided this requirement into an economic
prong that requires certain activities and a technical prong that requires that the activities relate
to the intellectual property being asserted.” An industry is in the process of being established if
a complainant can demonstrate that it is taking the necessary tangible steps to establish such an
industry in the United States,” and there is a significant likelihood that the industry requirement
will be satisfied in the future.”

Finally, a complainant must establish that the imported article infringes a valid U.8.
patent.

b. Remedies

Complainants may obtain relief in the ITC in three forms: general exclusion orders,
limited exclusion orders, and cease and desist orders. General exclusion orders block the

19 US.C. § 1337(a)(1)(A) (2006).

P19 US.C. § 1337(a)(2).

719 U.S.C. §1337(a)2).

219 U.S.C. § 1337(a)(3) (emphasis added).

? See, e.g., Certain Variable Speed Wind Turbines and Components Theréof, Inv. No. 337-TA-376, Comm’n Op. at
14-17 (1996).

28, Rep. 100-71 at 130.
% H. Rep. 100-40 at 157.
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importation of all infringing products regardless of their source.”® Limited exclusion orders
block imports that are directly asscciated with the named respondents in an ITC complaint.”’
Cease and desist orders are issued when the ITC finds that a respondent possesses a
commercially significant-amount of infringing products within U.S. borders.”® Critically, there
are no monetary damages available in an ITC case as the focus of an ITC investigation is to
remedy unfair acts in import trade—not to provide monetary compensation to resolve a
commercial dispute between two parties.

3. Differences between the IT'C and the Federal Courts

As noted above, the ITC was specifically designed by Congress to operate under a
different set of statutes and mandates than the federal courts, Likewise, Section 337 is an
entirely different statute than the Patent Act with a different purpose, different rights, and
different remedies. Critically, Section 337 specifically states at the outset that certain unfair
methods of competition and unlair acts “ave unlawful and when found by the Commission to
exist shall be dealt with, in addition to any other provision of law, as provided for in other
provisions in section 337.”* Thus, Congress long ago recognized that Section 337 addresses
issues and concerns that are different from thosc addressed by the Patent Act and preserved
Section 337 as an additional and distinct source of redress for unfair trade practices related to the
importation of infringing goods, These differences are critical to an understanding of why the
proposed changes to “harmonize™ Section 337 with the {ederal courts are inappropriate and may
have serious unintended consequences with regard to the ITC’s ability to carry out its mandate.

First, the jurisdictional foundations of the ITC and the federal courts are different. The
jurisdictional foundation for federal court cases is personal jurisdiction pursuant to 28 U.S.C. §
1338. Generally, a federal district court can only obtain personal jurisdiction over an allegedly
infringing foreign company through a domestic affiliate. Therefore, in cases involving a foreign
manufacturer that does not have a domestic affiliate, it may be impossible to establish federal
district court jurisdiction.

By contrast, jurisdiction for complainants seeking exclusion in the ITC, which enforces a
trade statute, is in rem” (rather than in personam) and derives from the importation of infringing
goods into the United States. 1TC jurisdiction therefore attaches to all allegedly imported
infringing goods. This jurisdictional characteristic underscores that Section 337 is not a “patent
statute” for adjudicating intellectual property rights between parties, but a trade statute designed
to protect domestic industries from unfair competition resulting from the importation of
infringing goods. Furthermore, by attaching jurisdiction to the allegedly infringing articles

®19US.C. 8 1337(d02)A) (a general exclusion may be ordered if it is “necessary to prevent circumvention of an
exclusion order limited to products of named persons™).

7 See 19 U.S.C. § 1337(d)(2) {exclusion orders “limited 1o persons determined by the Commission to be violating
this section™).

® 19 USC. § 1337(d)(2)A) (allowing for the issuance of cease and desist orders on any person violating or
believed to be violating § 1337).

P19 U.S.C. §1337(a)(1).

*® This means that the ITC has jurisdiction and power over property and not a person or entity.
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themselves, the ITC is able to remedy unfair trade practices of foreign manufacturers who may
otherwise be outside of the federal courts” jurisdiction.

Second, complaints filed before the ITC and in federal court differ in both procedure and
substance. These differences include the level of specificity required and mechanical differences
in the filing process.

Third, the precedential posture is different. Section 337 is administered as a (rade statute
and determinations by the ITC in connection with patent-based matters are not enforcements of
the nation’s patent laws. For this reason, the [TC determinations as they relate to patent issues
do not have collateral estoppel effect in the district courts.”!

Finally, as mentioned above, the principle remedial instrument of the ITC is an exclusion
order. An exclusion order is not an injunction, i.e., a court order requiring a party to refrain from
engaging in certain activity. Rather, it is an order from one U.S. government agency (the [TC) to
another (U.S. Customs and Border Protection (“CBP”)) to exclude from entry into the country
goods that infringe certain claims of patents at issue in a Section 337 investigation. This unique
remedy, like the 1TC’s jurisdictional characteristics, further highlights the ITC’s distinct role in
the administration of U.S. trade remedy laws.

B. The Proposed Changes Are Based On the Unsupported Premise That NPEs
Are Abusing the ITC

The notion that NPEs “have been the most aggressive in using the ITC in recent years to
avoid application of eBay's equitable test™ is wrong. The data simply does not support such an
assertion. Indeed, studies show that NPEs represent a mere fraction of the Section 337 cases
filed at the 1TC. Finally, although there has been an overall increase in the ITC caseload, there
are numercus reasens why the ITC is a more favorable venue than federal district courts that
have nothing to do with the eBay decision, undefined NPEs, or the ITC’s treatment of licensing
activities.

An entity called the ITC Working Group has recently circulated a paper entitled, “The
Impact of Non-Practicing Entities at the ITTC: The Numbers Speak for Themselves.” The paper
purports to demonstrate that a disproportionate number of suits filed in the ITC since 2006 have
been brought by “NPEs”—though the paper neither precisely defines that term nor identifies its
methodelogy for determining which filing entities constitute NPEs. The paper’s allegations are
wrong, woefully unsupported, and rest on flawed assumptions.

The paper asserts that “[p]rior to the 2006 Supreme Court decision in eBay v.
MercExchange, no cases were filed by NPEs at the ITC.” This assertion is demonstrably false.
In fact, a review of the ITC docket reveals at least four entities that filed in the ITC prior to 2006
and that claimed a domestic industry based solely on licensing activity.>?

The paper further asserts that the number of cases filed by NPEs has increased as both a
percentage share of the total number of cases filed and in actual numbers. The paper states that

3! Texas Instruments v, Cypress Semiconductors, 90 F.3d 1558 (Fed. Cir. 1996).
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NPE cases have risen from 0% in 2005 to 26% in 2011. This is allegedly based on the increase
in NPE cases from 2 in 2006 to 16 in 2011.

These numbers do not match with numbers calculated by other studies. For example,
according to one study, NPEs filed 45 complaints, or approximately 19% of the total number of
complaints, in the ITC since the Supreme Court’s decision in eBay.** According to. another
study, NPEs filed 27 complaints, or approximately 11% of the total number of complaints,
during this period.” And many of these NPEs comprised inventors, R&D companies, university
affiliates, and manufacturers that, for various business reasons, did not produce products that
practiced the particular patents asserted in the ITC complaints.

Moreover, of the 45 NPE complainants identified in the first study, only 7 were found by
the ITC to have saiisfied the domestic industry requirement. Similarly, of the 27 NPE
complainants identified in the other study, only 5 were successfully able to demonstrate the
existence of a domestic industry under Section 337,

The paper also bemoans the fact that the technology industry is disproportionately
impacted by the increasing number of cases filed in the ITC. But this is simply a by-product of
the technology age and is not related to NPEs. Indeed, among the largest, most intractable, and
best known patent disputes in the country are the ceaseless battles between suppliers of wireless
telecommunications devices.”

In addition, while the paper accurately states that the ITC “has recently experienced an
increase in cases filed under Section 337 of the Tariff Act,” it makes no attempt to support its
assertion that the increase has been directly caused by either the so-called licensing loophole ar
the Supreme Court’s decision in eBay. The paper simply states, without citation or support, that
such a connection exists. But this ignores a number of reasons that the ITC is viewed as a more

2 See Certain Synchronous Pynamic Random Access Memory Devices, Microprocessors; and Products Contairing
Same, 337-TA-431 (2000); In the Matter of Certain Synchronous Dynamic Random Access Memory Devices and
Modules and Products Containing Same, 337-TA-437 (2000); in the Matter of Certain Digital Satellite System
(DSS) Receivers and Components Thereof, 337-TA-392 (1996); In the Matter of Certain Memory Devices with
Increased Capacitance and Products Containing Same, 337-TA-371 (1994).

” RPX, Intornational Trade Commission: The Second Theater (Qctober 3, 2011).

** Sterne Kessler Goldstein Pox, Patent Enforcement Under Section 337 Before the USITC (2010),
http://64.237.9%.107/media/pnc/9media. 1249.pdf.

¥ See, e &, Certain Elecironic Devices, Including Mobile Phones, Portable Music Players, and Coniputers, inv. No,
337-TA-701; Certain Wircless Communications System Server Suftware, Wireless Hondheld Devices and Battery
Packs, Inv. No. 337-TA-706; Ceriain Personal Data and Mobile Communications Devices and Related Software,
Inv. No. 337-TA-710; Ceriain Portable Electronic Devices and Related Software, Inv. No. 337-TA-721; Ceriain
Wireless Communication Devices, Portable Music and Data Processing Devices, Computers and Components
Thereof, Inv. No. 337-TA-745; Certain Mobile Devices and Related Software, Inv. No. 337-TA-750; Certain
Electronic Devices, including Mobile Phones, Mobile Tablets, Portable Music Players, and Computers, and
Components Thereof, Inv, No, 337-TA-771; Certain Mobile Electronic Devices, Including Wireless Communication
Devices, Portable Music and Data Processing Devices, and Tablet Computer, Inv. No. 337-TA-794; Certain
Electronic Devices with Communication Capabilities, Components Thereof. and Related Software, Inv. No. 337-
TA-808; Ceriain Electronic Devices, including Mobile Phones and Tablet Computers, and Components Thereof,
Inv. No. 337-TA-847, ’

10
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favorable forum than district courts and that explain the uptick in Section 337 filings in recent
years.

First, ITC actions must, pursuant to statute, be adjudicated expeditiously.3® This means
that ITC matters move on average far more swiftly than cases pending in district court. In fact,
statistics show that “on average a district court case t[akes] about twice as long as an 1TC case to
fully litigate.™”

Second, the ITC gains jurisdiction over importers via the “mere act of importation.”®
This makes obtaining jurisdiction over infringing products of foreign companies much easier,
and less complex, than in United States district court where venue and personal jurisdiction rules
can deny jurisdictional coverage over such defendants.

Third, given the exclusive jurisdiction over Section 337 cases, the Administrative Law
Judges (“ALJs™) who preside over thesc cases are extremely experienced with patent and other
intellectual property litigation.”” The ALIJs’ expertise on intellectual property issues and
complex technology makes the ['TC a favorable venue as well,

[l. THE PROPOSED CHANGES ADD INAPPROPRIATE AND UNNECESSARY
REQUIREMENTS TO SECTION 337

A, Proposed Changes to Section 337

The proposed changes to Section 337 can generally be grouped into two categories. The
first category of proposed changes would require the ITC to utilize the traditional, four-prong
equitable analysis utilized by federal courts sitting in equity to assess whether to issue permanent
injunctive relief. The second category of proposed changes would limit the statutory definition
of a domestic industry to exclude certain patent licensing activity. Both categories, however,
would add inappropriate and unnecessary requirements into Section 337.

1. Adding an eBay analysis to the ITC

The purported impetus for importing & four-prong equitable analysis into Section 337 is
the Supreme Court’s decision in eBay. In eBay, the Supreme Court considered whether federal
courts sitting in equity may automatically issue a permanent injunction in a patent infringement
action after infringement is proven or whether, even after infringement is proven, the district
courts are required to analyze a four factor test. That test requires a plaintiff to demonstrate: (1)

*19US.C. § 1337(b) (2006) (requiring the ITC to complete an investigation “at the earliest practicable time after
the date of publication of the notice of such investigation™)

7 Colleen Chien, Patently Protectionisi? An Empirical Analysis of Pateni Cases al the International Trade
Commission, 50 Wm, & Mary L. Rev, 63, 101-102 {2008).

®19US.LC. § 1337(a)(1).

* Virginia L. Carron, Inteflectual Property Litigation at the U.S. International Trade Commission, m PATENT
LITIGATION 2007, at 1025, 1033 (PLI Pats., Copyrights, Trademarks, & Literary Prop., Course Handbook Ser.

No. 510, 2007), available at WL, 910 PLI/Pat 1025 (indicating that one of the benefits of ITC litigation is that
AL.Js are generally more familiar with technology than district court judges).

11
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that it has suffered an irreparable injury; (2) that remedies available at law are inadequate to
compensate for that injury; (3) that considering the balance of hardships between the plaintiff
and defendant, a remedy in equily is warranted; and (4) that the public interest would not be
disserved by a permanent injunction.*

The Patent Act permits federal courts to issue injunctive relief against a patent infringer.*!
Prior to the Supreme Court’s decision in eBay, the Federal Circuit had established a practice
whereby the gencral rule in patent disputes had been that the court would enter a permanent
injunction against an alleged infringeronee patent validity and infringement had been established
by a patentee.** The Supreme Court determined that 4 Fedefal coutt sitting in equitjy must apply
the traditional, equitable, four-part test even aftér patent infringement is proven.” The Court
noted that the decision to grant or deny permanent injunctive relief is an act of equitable
discretion by federal courts,™ and in rejecting a categorical rule wherein an injunction
automaticaﬂlﬁly follows a finding of patent infringement, the Court sided with traditional equitable
principles.”

In a concurring opinion, Chief Justice Roberts, joined by Justices Scalia and Ginsburg,
reviewed the “long tradition of equity practice” of “grant{ing] injunctive relief upon a finding of
infringement in the vast majority of patent cases.”*® The Chief recognized however a distinction
between “exercising equitable discretion pursuant to the established four-factor test and writing
on an entirely clean slate.”™’

Following eBay, the Federal Circuit considered whether the traditional equitable test for
permanent injunctive relief should also be applied to exclusion ordets issued by the ITC. In
Spansion, Inc. v. International Trade Com’n, 629 F.3d 1331 (Fed. Cir. 2010), the Federal Circuit
correctly held that the ITC was not required to apply the traditional four-factor test for injunctive
relief used by the federal courts. The Federal Circuit noted that the only remedies available
under Section 337 are exclusion orders and cease and desist orders. Given “the longstanding
principle that importation is treated differently than domestic activity” and the different statutory
underpinnings for relief before the ITC in Section 337 actions and before the federal courts in
suits for patent infringement, the Federal Circuit held that eBay does not apply to ITC remedy
determinations under Section 337.

* ¢Bay, 547 U.S. at 391
35 U.S.C. § 283 (2000},
* MercExchange, L.L.C. v. eBay, Inc., 401 F.3d 1323, 1338 (Fed. Cir. 2005), vacated, 547 U.S. 388 (2006).

* eBay, 547 U.S. at 390. KBay was a controversial decision af the time it was issued and the appropriateness of the
decision remains a source of serious debate.

* eBay, 547 U 8. at 390-391,

* 1d at 393 (citing New York Times Co. v. Tasini, 533 U.8. 483, 505 (2001); Campbell v. Acuff-Rose Music, Inc.,
S10US. 569, 578 (1994)). This argument is found in the Petitioner’s Brief. Brief for Petitioner at 17-18, eBay, Inc.
v. MercExchange, 1.L.C., 126 S, Ct. 1837 (2006) (No. 05-130).

% eBay, 547 U.S. at 395,
7 Id. at 395.

12
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2. Narrowly Defining Domestic Industries to Exclude Certain Licensing
Activities

The proposed changes would also add a temporal limitation such that licensing activities
that occur after the adoption of the relevant technology would not be considered when
determining whether a complainant has established a-domestic industry. For example, under the
proposal, a patentee’s efforts to license its U.S. patents (no matter how substantial) could not be
relied upon to establish a domestic industry if the products embodying those patents have already
been imported into the United States. Oddly, such a change would turn evidence that normally
establishes a complainant’s Scction 337 claim into a fact that defeats it.

B. Amending Section 337 to Import an eBay Analysis is Inappropriate and
Unnecessary

The proposed changes to require the [TC to engage in an eBay analysis before issuing an
exclusion order preventing infringing products from entering the United States is inappropriate
and unnecessary for at least four independent reasons: 1) monetary damages are unavailable
under Section 337; 2) Congress has already explicitly determined that in the ITC irreparable
harm is demonstrated through the importation of infringing goods; 3) the ITC already has the
statutory authority and obligation to consider the public interest before issuing an exclusion
order; and 4) the ITC has recently reaffirmed its focus on the impact of its exclusion orders on
the public interest. '

First, Section 337 does not provide for monetary damages. As detailed above, Section
337 of the Tariff Act of 1930 replaced the monetary remedy available under its predecessor
statute. This choice represents the long-held legislative recognition that there is inherently an
inadequate remedy at law for infringing goods imported into the United States. Moreover, the
proposed amendments presume that a complainant would be able to forgo ITC exclusion and
seek monetary damages in federal court. This ignores a large class of potential actions involving
foreign manufactures over which it may be difficult or impossible to establish personal
jurisdiction in the federal courts, or against whom it would be difficult (and often impossible) to
enforce a federal court judgment. As a result, requiring a complainant to demonstrate the
unavailability and inadequacy of damages at law is nonsensical and would undermine the ITC’s
mandate to remedy unfair rade practices that are harming domestic industries.

Second, importing an eBay analysis into the ITC would inciude a requirement that the
complainant establish irreparable harm before the ITC may issuc an exclusion order. However,
such a change to Section 337 is entirely inappropriate because Congress has already carefully
considered this issue as part of the 1988 Amendment and determined that irreparable injury
exists when infringing goods are being imported into the United States. Indeed, the House
Finance Committee and House Ways and Means Committee—both of which are charged with
oversight of the ITC—definitively and correctly concluded that “[tlhe importation of any
infringing merchandise derogates from the statutory right, diminishes the value of the intellectual
property, and thus indirectly harms the public interest. Under such circumstances, the

13



163

Committce believes that requiring proof of injury, beyond that shown by proof of the
infringement of a valid intellectual property right, should not be necessary”®

Third, the proposed changes would require the ITC to determine that the public interest
would not be disserved by an exclusion order. But Section 337 already authorizes and obligates
the ITC to assess the public interest prior to issuing any exclusionary orders. Specificaily,
Section 337 provides that it the Commission finds a violation it shafl exclude the articles
concerned from the United States “unless affer considering the effect of such exclusion upon the
public health and welfare, competition conditions in the United States economy, the production
of like or directly competitive articles in the United States consumer, it finds that such articles
should not be excluded from entry,™* In addition, pursuant to its statutory authority, the ITC
may hold public hearings to take and consider comments and testimony from interested parties
when an exclusion order may have far reaching effects.® Even in cases where no public hearing
is held, the entire panel of Commissioners reviews any remedial order issued by an ALJ to
ensure that the reliel granted does not conflict with the public interest”’ And, following this
review, the office of the U.S. Trade Representative performs a “presidential review” to ensure
that the decision is compliant with the public interest.™ Thus, amending the statute to require the
ITC to consider the impact of an exclusion order on the public interest would be entirely
superfluous because the statute already requires it to do so.

Fourth, the IC has recently demonstrated a renewed vigor in its consideration of the
impact of its actions on the public interest. For example, effective November 7, 2011, after
considering comments received from over 90 different companies, including many non-parties,
the Commission amended its rules to eshance its consideration of the public interest. The
following describes some of the more relevant rule changes that demonstrate the ITC’s focus on
the public interest:

® The Commission added final rule 210.8(b) to require complainants to file a
separate statement of public interest concurrently with the complaint.

e The Commission added final rule 210.14(f) to require respondents to submit a
statement of public interest in response to complainants’ filings under 210.8(b)
and (c)(2) when the Commission has delegated the matter of public interest to the
presiding administrative law judge (“ALJ™).

¢ The Commission amended rule 210.50{a)(4) to request the parties to file
comments on the public interest thirty (30) days afier issuance of the presiding
ALJ's recommended determination (“RD™) on remedy, bonding, and where
ordered, the public interest.

“H.R. Rep. No. 100-40, at 156 (1987) {emphasis added).

P19 US.C. § 1337(d) 1) (emphasis added). The statute contains a similar provision related to cease and desist
orders, 19 U.S.C, § 1337(A)(1).

" See 19 C.F.R. § 210.50 (2007)
5! See 19 C.F.R. § 210,50,
* See 19 U.S.C. § 1337(c), (j).
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@ The Commission amended rule 210.10(b) to indicate that the commenis received
during the pre-institution period-—under fina! rules 210.8(b) and (c)—are the
general basis for the Commission’s determination as to whether to delegate the
issue of public interest to the AL

® The Commission added rute 210.42(a)(1)i1)(C) to clarify that, when ordered to
take evidence on the public interest, the ALJ shall include analysis of the public
interest in his RD.

These rule changes demonstrate that the ITC is increasing its focus on the public interest
by seeking information about the public interest from numerous sources with potentially many
different views, The Commission is thus equipped and able to evaluate the public interest and
talor its remedies according to the facts of each specific case.

In addition to the ITC’s rule changes, the ITC has also demonstrated an increased focus
on the public interest in its Section 337 investigations. Of particular note was the ITC’s decision
in the 543 Invcstig}alion. There, the ITC initiated an investigation based on a complaint filed by
Broadcom Corp.” Broadcom’s complaint sought a limited exclusion order directed to certain
processor chips as well as downstream products that incorporated the chips, including cell
phones, PDAs, and smart phones. After conducting an investigation, the ITC found a violation
of Section 337. However, before issuing an exclusion order, the ITC held a two-day hearing on
the public interest. The [TC heard from a large sample of wireless industry members and users
on public interest issues ranging from the economic impact of an exclusion order to issues of
public safety. The ITC subsequently issued a limited exclusion order barring entry of the
accused chips and downstream products containing those chips. However, the ITC exempted
from the exclusion order certain models that had already been imported into the U.S. for public
interest reasons. The ITC’s deeision expressly discussed issues relating to the public health and
welfare, the interest of U.S. consumers, and competitive conditions in the United States
economy.

In another, more recent, example of the ITC’s focus on the public interest, in Certain
Personal Data and Mobile Communications Devices and Related Software, Tnv, No. 337-TA-
710, the ITC engaged in a lengthy analysis of the statutory public interest factors in determining
whether to award Apple a limited exclusion order that would prohibit certain Android phones
from being imported into the United States.® The ITC considered concerns about the effect on
U.S. customers of such an order, and consequently provided an exemption to the scope of the
exclusion order. Moreover, it also recognized that the case raised “some important
competitiveness concerns.” Given those concerns, the ITC determined that, under the factual
circumstances of that case, an immediate exclusion order would not be in the public interest and,
therefore, permitted a 4-month transition pericd prior to the exclusion of the subject phones.

% Certain Baseband Processor Chips and C hipsets, Transmitter und Receiver (Radioj Chips, Power Control Chips,
and Products Containing Same, Inctuding Cellular Telephone Handsets, Inv. No. 337-TA-543

** Certain Personal Data and Mobile Communications Devices and Related Software, Inv. No. 337-TA-710, Order
at 66-80.

—
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C. There Is No Need To Amend Section 337 To Change The Definition Or
Understanding Of What Constitutes A “Domestic Industry.”

Just as there is no need to amend Section 337 to import the eBay analysis into the ITC’s
investigations, neither is there a necessity to amend the statute to limit the definition of a
domestic industry, Narrowing the definition of domestic industry to exclude any licensing
activity that does not result in a non-existent new product being brought to market would
effectively negate the 1988 Amendment, which was enacted to provide a remedy “for those who
make substantial investments in the creation of intellectual property and then license creations.”
As evidenced by the legislative history of the 1988 Amendment, Congress did nat intend to limit
the types of licensing activities that the ITC can consider.

In addition, the ITC takes its jurisdictional requirements with the utmost seriousness and
already demands evidence of genuine and demonstrable licensing activities, as well as a definite
nexus between the domestic industry activities and the asserted patents. In short, the ITC is
currently exercising its jurisdiction and denying relief to entitics that cannot demonstrate a
domestic industry. There is no need to restrict the definition of domestic industry further—
particularly in the vague and unpredictable manner proposed—when the ITC has amply
demonstrated its own ability to parse the jurisdictional requirement in the context of each
specific case. The agency is best prepared, positioned, and cxpericnced, to determine which
complainants are deserving of a remedy under Section 337 based on the particular facts and
circumstances of individual cases. There is no reason to exclude by the blunt instrument of
legislative fiat whole classifications of complainants based on ill-defined judgments about their
merits.

For example, in Certain Coaxial Cable Connectors and Components Thereof and
Products Containing the Same, Tnv. No. 337-TA-650 (2011), the ITC held thal the complainant
had failed to establish a domestic industry based on licensing investments, The ALJ had found a
domestxc mduszry based on evidence relating to litigation expenses directed to enforcing the
patents.” On review by the Commission, the complainant relied solely on its activities related to
the expenses associated with the litigation as evidenee of the substantial explonatmn of the
patent at issue. The ITC rejected the argument that litigation activities alone (unrelated to
eugmt.ermg research and development, or licensing) can constitute exploitation under Section
337.5% The ITC explained that its decision was supported by the plain language of the statute
because in listing what can constitute “exploitation” but not includin patent infringement
litigation, Congress made a determination that it was not to be included.”’ Fuﬂhermmc the I'TC
noted that a holding that patent infringement litigation activities taken alone constitute
“‘exploitdtion” would render the domestic industry requirement a nullity.”™ The ITC noted that

“licensing is an activity that is clearly within the realm of “exploitation” as contemplated by
Section 337(2)(3)(C). The ITC specifically left open the possibility that litigation activities may

% Certain Coaxial Cable Connectors and C omponents Thereof and Products Containing the Same, Iny, No, 337-
TA-650 (2011), Order at 42,

* Id. at43.
7 Id. at 44.
14 at45.
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satisfy the domestic industry requirements as long as a complainant can prove that these
activities are related to leensing and pertain to the patent at issue, and can document the
associated costs.”  Thus, the ITC demonstrated that it is perfectly capable of parsing the
statutory language and determining when a complainant has properly satisfied the domestic
industry requirement.

Likewise, in Certain Stringed Instruments, a sole proprictor and inventor filed a
complaint about an invention that related to improved stringed instruments which contained
components that allow a musician to optimally tune the strings. In attempting to meet the
domestic industry requirement, he established that he spent $8.500 to make five product
prototypes over a period of fourteen years and that he participated in unsuccessful pre-suit
licensing discussions.”” The complainant also established that he had ecngaged in research and
development activities, and that he had successfully entered into two licenses after the complaint
had been filed. These efforts, the ITC determined, failed to meet the economic prong of the
domestic industry requirement.’’ The ITC noted that the requirement for showing the existence
of a domestic industry will depend on the industry in question, and the complainant’s relative
size. Despite the complainant’s arguments that his activities had included initial research and
development, engineering, initial designs, creating a prototype, testing, final design, marketing,
distribution, sales, and licensing, the ITC held that these efforts were insufficiently documented
and would have had to have been sufficiently focused or concentrated to find a substantial
investment. And the complainant’s pre-complaint efforts to obtain licenses did not constitute a
substantial investment. The [TC specifically noted the absence of any actual licenses prior to the
complaint and the fact that the only consummated licenses were acquired as a product of
settlements with respondents in the investigation. This was all insufficient to establish a
domestic industry.

As another example, in Certain Multimedia Display and Navigation Devices and
Systems, Components Thereof, And Products Containing Same, Inv. No. 337-TA-694, the
complainant, Pioneer, relied on its investments in licensing the asserted patents to demonstrate
its domestic indusiry. Pioneer owns hundreds of GPS and navigation patents in the U.S. and
world-wide. The primary issue presented for the 1TC’s consideration was whether Pioneer had
satisfied the statutory standard based on its investrent in licensing a large portfolio of patents.
Because Pioneer’s activities were associated both with the asserted patents and the unasserted
patents, a key issuc presented was the strength of the nexus between the activities and the
asserted patents,”” The {TC stated that where the complainant’s licensing activities and
investments involve a group of patents or a patent portfolio, the complainant must present
evidence that demonstrates the extent of the nexus between the asserted patent and the
complainant’s licensing activities and investments. This may be done by showing that the
licensing activities are particularly focused on the asserted patent among the group of patents in
the portfolio or through other evidence that demonstrates the relative importance or value of the

® I at 47-48,
& Certain Stringed Musical Instruments and Components Thereaf, lnv. No. 337-TA-586, Comm'n Op. at 14 (2008).
61

Id

2 Certain Multimedia Dispiay and Navigation Devices and Sysiems, Components Thereof, And Products Containing
Same, Inv, No. 337-TA-694, Order at § (2010).
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asserted patent in the portfolio.”® 1In that case, the ITC determined that Pioneer could not
establish the domestic industry requirement because of an insufficient nexus between its in-house
activities and the asserted patents. Moreover, the ITC also determined that Pioneer’s activities
were too limited in light of its resources, the scope of its portfolio of patents, and the refevant
market to be a substantial investment under the cconomic prong.®

It is clear from the above discussed investigations that the ITC is fully capable of-——and
indeed has becn actively engaged in—drawing the nceessary lines to determine when the
complainant is a genuine domestic industry and when it is not.

Moreover, the ITC has recognized that Congress has determined that licensing activity,
without more, constitutes a beneficial U.S. industry that the ITC should protect. See Certain
Variable Speed Wind Turbines and Components Thereof, Inv. No. 337-TA-376, Comm’n Op. at
14-15 (Sept. 23, 1996). Thus, the ITC understands that Congress expressly intended to extend
ITC relief to companies that invest heavily in research and development financed by licensing
revenues, like Qualcomm, Tessera, InterDigital, and Dolby Laboratories; universities; small
companies and startups that Jack the resources to manufacture products based on their
intellectual property; and individual inventors without the capital or inclination to build a factory,
These entities serve valuable innovative functions. Given the ITC’s commitment to rigorously
enforce the domestic industry requirement, there is no need for Congress to amend the statute as
it relates to licensing activity.

IV.  THE PROPOSED WOULD LEAD TO ABSURD RESULTS AND ENCOURAGE
PERVERSE BEHAVIOR

The proposal, if enacted, would lead to absurd outcomes and incentivize implementers to
engage in perverse behavior.

First, importing the eBay analysis into the ITC in Section 337 cases would leave valid
patent hoiders with a right but with no remedy.”> The ITC cannot award monetary damages
upon a finding of infringement. By contrast, if a district court has jurisdiction over a defendant
and infringement is proven, it can award a monetary damage award as a first step toward
compensating the plaintiff. If eBay were applicable to Section 337 proceedings and the ITC
determined that the complainant had not shown that monetary remedies are inadequate to
compensate it, the ITC would be forced to forego its remedial authority but without any
guarantee that a district court would assert its jurisdiction or award monetary damages or fix a
royalty. In these circumstances, there would be no res judicata effect to the ITC's determination
of violation, and the complainant could be feft without any remedy. In other words, in any
investigation in which the traditional four-factor test would weigh against issuance of both an
exclusion order and a cease and desist order, the Commission would not be able to issue any

& 1d at 9.
* Id. at 20,

% William Blackstone, Commenigries on the Laws of England 23 (“It is a settled and invariable principle ..., that
every right when with-held must have a remedy, and every injury it’s [sic] proper redress.”); see also Marbury v.
Madison, 5U.S. (1 Cranch) 137, 162-163 (1803).
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relief at all, thus effectively creating a right (a prohibition on unfair practices in the import trade)
without a remedy.*

The injustice of leaving an ITC complainant to the uncertainties of a district court action
for monetary damages is perhaps best illustrated in the context of respondents from the Peoples
Republic of China. A crucial issue in American trade today is the influx of infringing goods
from China, where low labor costs have attracted a large portion of the world’s manufacturing
jobs. Monetary damages may well be determined theoretically adequate to compensate a non-
practicing American innovator and patentee, and its right under Section 337 would be denied
under the proposed legislation, But even if the U.S. patentee prevailed in the district courts and
obtained a damages award, it is not likely to collect its judgment amount within a reascnable
time period, if ever. Meanwhile, the Chinese infringer, having been encouraged by the
unavailability of an ITC exclusion remedy [or the non-practicing U.S. patent holder, would be
permitted to continue its infringement indefinitely. This would be the practical effect of the
proposed amendments on U.S. innovators and patentees.

Second, limiting the definition of a domestic industry would have a number of absurd
consequences. For example, requiring a temporal limitation on licensing activity would prevent
a holder of valid intellectual property rights from bringing a Section 337 action when an
infringer has already successfully imported the infringing product into the United States.*” The
proposal ignores the reality that technology evolves and is “adopted” faster than the PTO can
consider patent applications and issue patents. This proposal would thus feave without a remedy
most high-tech patent owners seeking to license their patents. Moreover, the proposed changes
perversely incentivize infringing foreign manufacturers to import infringing products instead of
first seeking a license from a valid patent holder because, by doing so, it could defeat an
otherwise valid Section 337 claim. In other words, companies would be better off “adopting” the
patented technology without taking a license. The changes would turn proof of an infringing
importation into a fact that defeats a Section 337 claim. The patentec would be unable to avail
itself of Section 337 to obtain expeditious relief because it would have no licenses “prior to” the
“adoption” of the IP right by the infringers. Such an outcome defeats the entire purpose of the
ITC and Section 337, which is to protect American industries against infringing foreign imports.
No amendments to Section 337 that actively incentivize foreign manufacturcrs to import
infringing goods can possibly be in the best interests of American trade.

Third, the limited definition of domestic industry would also penalize holders of
American intellectual property rights for attempting to commercialize a product. This is because
the changes may be interpreted to preclude a patentee from relying on licensing to satisfy the

5 See, e.g., Doe v. County of Centre, 242 F.3d 437, 456 (3d Cir. 20601) (noting “the common law principle,
recognized by the Supreme Court as carly as Marbury v. Madison, that a right without a remedy is not a right at
all”).

¢ For example, under the proposed amendment, IBM would not have been able to establish a domestic industry
based on licensing activities in Inv. No. 337-TA-628, despite evidence showing that it had spent many months
canducting tcchnical analyses of products, putting together “proof packages™ designed to show that the products
infringed IBM patents, and successfully negotiating licenses resulting in hundreds of millions of dollars of revenue.
See Ceriain Computer Products, Computer Components, and #roducts Coniaining Same, Inv, No, 337-TA-628, ID
(unreviewed) at 163-64. Ultimately, a domestic industry was found, but a {inding of no violation was reached on
other grounds in this investigation,
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domestic industry requirement if the patentee develops a prototype or model embodying the
invention before approaching potential licensees. In this way, the patentee’s efforts to

commercialize a product protected by his patent may doom his right to bring an action in the
ITC.

Fourth, a patentee might not meet the new domestic industry test because investments
after the first license do not count. Under the proposed changes, a company might be unable to
rely on any licensing activities that occur after the first licenses were entered into. For example,
once a licensee adopts the technology, any later investments by the patentee would not be “prior
to” and “promote[], the adoption of” the technology, and therefore would not count toward
proving the requisite substantial investment in licensing to establish the existence of a domestic
industry under Section 337(a)(3)(C). Thus, licenses occurring after the execution of the first
license may not count toward the patentee’s investments in a domestic licensing industry.

Fifth, the proposed changes to the domestic industry requirement would impact all
different types of NPEs, including those that Congress has already considered worthy of
protecting in the 1988 Amendment. These include universities, inventors, start-ups, R&D
enterprises, holders of well-established trademarks and patents, and large and small businesses of
all types and sizes.

Sixth, along the same lines, the proposed changes do not differentiate between types of
intellectual property. Trademark owners with well established marks may be barred from the
ITC as well. Although the cited problem in the Proposal is directed to patents, the proposed
language is not limited to patents. By including the additional statutory IP rights currently
protected under Section 337 (trademarks, copyrights, mask works and designs) within the
propesed amendment, thete may be unintended consequences with respect to those other
enumerated IP rights. For example, the proposed language could result in a company with a
long-established trademark, whose business it is to license authorized trademarked goods, being
unable to satisfy the domestic industry requirement (and thus preclude the company's use of
Section 337) when it is faced with a proliferation of imported counterfeit goods that are being
sold in the U.S. because the timing of its investments in that business may not meet the proposed
“prior to, and that promotes, the adoption of” language. This issue may also apply to the ather
enumerated statutory IP rights such as copyrights.

Seventh, the proposed legislation would incentivize infringement and discourage respect
for valid intellectual property rights. For example, a U.S. manufacturer that recognizes the
innovative contribution of a valid U.S. patent to a particular technology may elect to respect that
patent and pay a reasonable royalty for the right to use it in its products. A foreign manufacturer
of competing goods, however, wouid be emboldened by the proposed amendments to resist
taking such a license and paying fair royalties. The foreign manufacturer will resist paying a just
royalty because it knows that a nen-practicing U.S. patentee will be denied an exclusion order in
the ITC and will be forced to seck damages in district court and subsequently navigate the
uncertain shoals of judgment execution and collection in a foreign country. This bizarre set of
negative incentives will harm not only the U.S. patentee by denying it the value of its valid
intellectual property, but it will also harm the licensee, which will be punished for respecting
intellectual property and paying a royalty that Congress will have effectively immunized foreign
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competitors from having to pay. This is precisely the kind of unfair competition that Section 337
is, and has always been, aimed at remedying.

V. THE PROPOSED CHANGES WOULD ADVERSELY IMPACT AMERICAN
INNOVATION AND THE AMERICAN ECONOMY

A. Patents Are Critical to the American Economy

The patent system has played an enormously positive role in the evolution of the United
States becoming the paramount technological innovator in the world.®® FEconomists draw a
distinction between innovation and invention; innovation involves a multifaceted effort that
includes the discovery, development, improvement and commercialization of new processes and
products while invention is the first critical step in that process. Economists generally concur
that innovation is the most important factor in the growth of the economy. The patent system’s
principal putpose is to promote innovation by giving incentives to inventors.”’ Section 337's
complementary purpose is to remedy acts of unfair competition related to the importation of
infringing goods.

At bottom, the proposed changes to Section 337 would weaken the ITC’s ability to
protect American industries against foreign-manufactured articles and would adversely impact
the United States economy in several ways.

Protecting American intellectual property rights is vitally important to our national
economy. The President has recently spoken about the importance of encouraging American
innovation.” The best way to encourage such innovation is to demonstrate a continued focus on
protecting and valuing valid intellectual property rights—particularly as against foreign-based
manufacturers. Some foreign businesses take advantage of delays and limitations inherent in the
U.S. court system to infringe on the intellectual property rights of American competitors.
Foreign businesses acquire market share by seclling infringing imported products, while
infringement cases against them languish in federal courts, Providing the ITC with a meaningful
method of excluding such articles is essential to combat this conduct.

8 See Marshall Leaffer, Patent Misuse and Innovation, 10 J. High Tech. L. 142, 143 {2010).
® Id at 144.

" Office of the Press Secretary, White House, Remarks by the President in State of the Union Address (Jan, 25,
2011), available at hitp://www.whitehouse.gov/thepress-office/2011/01/25/remarks-president-state-union-address
(“The first step in winning the future is encouraging American innovation. None of us can predict with certainty
what the next big industry will be or where the new jobs will come from ... What we can do—what America does
better than anyone else—is spark the creativity and imagination of our people. ... In America, innovation doesn’t
just change our fives. It is how we make our living.”); President Ronald Reagan, Statement on Establishment of the
President’s Commiission on Industrial Compctitiveness (Aug. 4, 1983),  available at
http://www presidency.ucsb.edu/ws/index.php?pid=41678&st=&st1=#axzz1h8aD1jNv (“This nation's greatest
competitive advantage in the past were ideas that helped America grow. We need to put the power of ideas to use
again, for the good of our future. ... To sustain high rates of real economic growth, we must continue to create new
‘miracles” of high technology—miracles both for innovation and for modernization of the major areas of our
economy in manufacturing, agriculture, and services,”).
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This is particularly the case because some of the country’s most formidable and
aggressive trading partners, such as China, do not have an established intellectual property
culture. Some countries simply have little to no recent experience with and understanding of the
destructive power of rampant infringement. Rather, they only see the short-term trade
opportunities and rescnt any obstacies to that trade, including American protection of intellectual
property. In an exporting country that has no longstanding and ingrained culture of respect for
intetlectual property rights, weakening U.S. protections against intringing imports will likely
have serious detrimental effects, Continued respect for and support of intellectual property rights
against infringing imports will ensure that American industry is not undercut by foreign-based
manufacturers,

B. Licensing is an Important Part of the American Economy

The notion that patent licensing in general, and patent licensing entities in particular,
have no inherent value is simply wrong. Rather, they provide important economic benefits.”’
U.S. licensing revenue has exceeded $500 billion per year in recent years—an increase of more
than 3000 percent over the last two decades. Furthermore, the U.S. economy relies heavily on
the licensing of intellectual property to entities that manufacture products in foreign nations.
Licensing has become one of the United States” only international trade surpluses, increasing by
nearly 18 percent each year since 2003, and recently reaching $64.6 billion.

In addition to stimulating the U.S. economy, the revenue from patent licenses is critical to
encouraging efforts for future innovation because the royalties obtained from patent licenses are
often used to finance innovators® future research and development.

As noted above, weakening the ITC’s ability to exclude infringing articles from
importation would also exacerbate the patent holdout problem wherein American-based industry
members play by the rules of our intellectual property regime and obtain licenses from valid
patent holders while foreign-based manufacturers that compete with the American companies
refuse to obtain licenses and simply import infringing goods. If the ITC’s ability to exclude such
products is weakened or if complainants must jump through additional hurdles to keep such
infringing products out of the country, the industry members who play by the rules will suffer
economically because they will be undercut on the margins by manufacturers of infringing
products that do not pay license fees or royalties. Not only does this system disrespect the
intellectual property at issue but it leads to unfair price undercutting and market distortion.

7' See John C. Paul, Brian D. Kacedon & Michaet V. O'Shaughnessy, Patent Trolls: A Stereotype Causes a Backlash
Against Patents and Licensing, 41 Les Nouvelles 224 (2006) (explaining that patent licensing alone provides a good
source of revenue).
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State-Initiated Restraints of Competition or State-Initiated Competition?
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Intellectual property ownership has become a critical issue in current debates concerning
not only national competition policies but also international trade and development.

Why have intellectual property rights—IPRs—become the overriding issue in these
intertwined debates? Simply put, because all three—competition, trade, development—call for
attempts to mediate between stronger rights to encourage innovation on the one side and, on the
other, better access to increase its dispersion.

Given my time allotment today, my paper focuses on national competition policy and the
status of [PRs.

In the U.S. debates, the dominant view holds that stronger IP protection leads naturally to
more innovation, more competition, and more economic growth. Given the dominant view, it is
easy to forget that there is nothing natural about IPRs and that they are state-initiated restraints
of competition.

IPRs have not always been held in high regard. When the U.S. Congress passed the first
national patent and copyright acts in 1790, the statutes were viewed as necessary evils, as state-
created monopolies to be minimized. This attitude persisted a century later, when the Sherman
Anti-Trust Act, the national competition statute, was passed.

More recently, however, the relationship between IPRs and antitrust has been turned on
its head. Since the 1980s, not only have IPRs been strengthened but antitrust enforcement has
been diluted; now, [P ownership immunizes much anti-competitive conduct from antitrust
scrutiny. '

! refusals to deal, reverse payments, Lying, vertical restraints, patent carlels & boycolls
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This paper addresses two questions: First, what explains the reversal of fortunes—the
decline of antitrust, the elevation of IPRs to primary importance, and, in consequence, a
weakened commitment to free competition? Second, how can the benefits of free competition
be re-introduced into the policy debates concerning IPRs, debates concerning the public benefits
from advancing economic growth AND promoting fair distribution of its benefits? Of course
these are large questions that deserve more attention than I can give today. This paper is an
introduction to the issues; their development is left to another day.

And so the first question: Given the powerful rhetoric of free competition in the United
States, what can explain the 30-year decline of antitrust and, at the same time, the expansion of
IPRs despite their clear character as state-initiated restraints of competition?

The place to begin is the rhetoric of “free competition’. What exactly do we mean by
“free competition’?

The answer becomes clear once we restate the question as follows: What is it we want to
free competition from?

In the United States, this question has long sumimoned two responses. First, we want to
free competition from political control, from oppressive government intervention. In this sense,
free competition expresses a commitment to individual liberty. Second, we want to free
competition from private economic control, from the oppressive power of accumulated private
capital. In this second sense, free competition expresses a commitment to rough equality. In
summ, free competition reflects commitments to both liberty and equality, and concerns about
oppressive power, both political and economic.

But these commitments to equality and liberty produce a fundamental tension in the idea
of free competition. When free competition’s commitment to economic equality calls for
government intervention to curb private economic power, that very government intervention
infringes on free competition’s commitment to liberty. The growing distrust of government
intervention in the United States since the Nixon presidency has surpassed progressive concems
for economic and commercial inequality. In consequence, the dominant ideology in the U.S.
now favors free markets in the belief that they are better left alone than supervised by distrusted
government, whether the supervision is by antitrust enforcement or direct government
regulation.

Despite this distrust of government, the same forces have driven the simultaneous rise of
intellectual property rights, even though they are undoubtedly state-initiated restraints of free
competition. First, [PRs infringe on free competition’s commitment to equality insofar as they
grant IP owners the private power to pursue economic monopoly. Second, IPRs infringe on free
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competition’s commitment to liberty since they result from direct government intervention. But
here, the distrust of government intervention has not taken hold.

So, what has led modern U.S. policy makers to expand IPRs despite general distrust of
government intervention into commercial markets?

Two different conceptions of IPRs have justified the expansion despite their character as
government-initiated restraints of free competition. First, some have viewed IPRs generally as
natural rights. Second, others have viewed patent and copyright in particular as constitutional
entitlements, as pre-governmental rights to encourage innovation. In both views, the
government’s active role has fallen out of the picture.

First, IPRs are broadly understood as a compelling form of natural property rights. Their
moral foundation is especially appealing because they not only evoke John Locke’s labor theory
of property rights but also purport to reward the Romantic genius of individual imagination. In
this light, the government is seen not as the source but rather the protector of morally ex ante [P
rights. Thus expansion of [PRs is seen as fuller protection of perfectly natural rights, while their
narrowing is seen as oppressive government restraint of the natural workings of competitive
markets.

Second, there is the dominant scholarly and jurisprudential view of patent and copyright
as constitutional rights, ex ante rights enacted but not created by government. In fact, the U.S.
Constitution does empower Congress to enact patent and copyright protection for the specific
purpose of advancing knowledge and industrial technology. And so patent and copyright are
properly understood as the private means to produce the public benefits of inventive activity.
This constitutional conception is supported by an intuitively attractive economic view that
patent and copyright provide the necessary financial incentive for inventors to invent and for
investors to invest in research and development. And when they do, all of society benefits from
the economic progress that results.

Though the natural rights view is more popular, it is the constitutional rights view that
dominates scholarly and policy debates in the U.S., the view that patent and copyright are the
private means to promote the public benefits of innovation and economic growth. So it is
worthwhile for us to investigate the economic incentive logic that has come to dominate the
constitutional rights view of patent and copyright as the private means to produce the public
benefits of economic progress.

Although the economic incentive rationale for patents and copyrights is intuitively

attractive, the fact is that it simply does not hold because there are deep problems with the logic:
First, there are theoretical criticisms that go back almost a century. In addition to questions
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about the social costs of IP monopoly and whether market success provides sufficient incentive,
there is the criticism that incentive theory does not take into account economic opportunity
costs: That is, it does not account for the lost benefits of alternative investments, benefits that
would have resulted from investment in, for example, more production or better infrastructure.

Second, in addition to theoretical criticism, over fifty years of economic studies have
failed to find empirical support for an incentive theory of patent and copyright. Let me be clear
about this: Despite fifty years of trying, there is no empirical evidence to support the view that
the public benefits of intellectual property rights are worth their economic costs, nothing to
support the belief that IPRs are superior to free competition in the production of innovation or
the advancement of economic growth. There have been a smaller number of studies suggesting
that patents are seen as important to business models in a few industries — pharmaceuticals and
chemicals. In other sectors, patents were seen as having importance of the third or fourth order.
Still, these studies address the question of patents as incentives to engage in research and
development to pursue private profit. So it is crucial to remember that the private benefits of
patents to pharmaceutical makers or chemical companies tell us nothing about effect of patents
on the public good.

Still, the economic incentive story continues to dominate political and scholarly debates.
There are at least two reasons for this unearned success. First, there is a neo-mercantilism that
runs through the political debates, a beliet that IP protection is the last great hope of the United
States for competitive advantage against the onslaught of globalization. Of course, even if this
is the case, it is not clear how long the current balance of trade in IPRs will continue to benefit
the United States. Moreover, Adam Smith taught us long ago that maximizing private profits,
including those from copyright monopolies, does not maximize a nation’s wealth.

[this  is repetitious] The second reason is related to the first: There is the persistent
category error of equating means and ends, of equating private profit with public benefit. And
so despite a century of scholarly criticism, too many scholars and judges in the United States
still proceed as if maximizing patent rights serves to maximize innovation and, with it,
economic progress. But they do not, so far as we can determine.

While the U.S. IP debates have only begun to include arguments about fair distribution
voiced by the human rights community, criticisms of the incentive story have begun to take
hold in mainstream IP literature and to reverberate in recent Supreme Court decisions.

These developments open the door to my second question: How can the benefits of free

competition be re-introduced into the policy debates concerning IPRs, debates addressing the
public interests of advancing economic growth and promoting fair distribution of its benefits? 1
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believe there are competition policies waiting to be applied, neglected competition policies that
are already at hand.

The surprising source for these neglected competition policies lies within the [P domain
itself. As I have shown in a series of papers, while patents are state-initiated restraints of
competition, patent policy is shaped by its own fundamental commitment to free competition.
The same can be said of copyright, trademark, and trade secret policies.

My paper today concludes with an example of patent policy’s fundamental commitment
to free competition. The example serves two purposes. First, it illustrates one important way
competition policy shapes patent rights. Second, it shows how antitrust courts should apply
patent’s competition policy and, in consequence, reformulate their understanding of patent
rights, a misunderstanding that excessively restrains free competition.

My example describes how attention to a recent and highly influential patent decision by
the Supreme Court would correct one widespread mistake that has resulted from antitrust
policy’s overly deferential attitude toward patent rights. Antitrust courts have consistently and
mistakenly concluded that as a general matter, patent ownership automatically justifies a
dominant firm’s refusal to deal so long as the refusal lies within the scope of a valid patent.
Why? Because it is the patent owner’s fundamental right to deny access to the patented
invention.

But these antitrust decisions have failed to separate the question of a patent’s validity
from its power to exclude. They have failed to distinguish the patent right from the patent
remedy. It is this very distinction that provides the logic for the Supreme Court’s patent
decision in the landmark eBay case.

The Supreme Court made it clear that ownership of a valid patent does not automatically
justify an injunction to halt the infringing conduct. Rather, in determining whether to issue an
injunction, judges must apply traditional principles of equity to balance the private and public
effects of halting the infringing conduct. Since the eBay decision, patent holders have found it
much more difficult to persuade courts to restrain infringing competitors from selling their
patented inventions. As a result, more infringers continue to compete against the patent owner
with the owner’s patented invention. Of course the infringer does not get away free; they must
pay damages and reasonable royalties. But they are permitted to compete.”

2 form of compulsory or statutory license. Calabresi's liability rule of remedy. More efficient here than property rule? arguably ves,
since post-injunction bargaining is single-sided monopoly, cte. |Docs injunction analysis coincide with clficiency analysis?|
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While the Supreme Court’s eBay opinion has widely influenced lower courts in patent
infringement cases, the decision has not been understood in competition terms and, in
consequence, it has had no influence on antitrust decisions involving the competitive effects of
patent ownership.

Yet it makes perfect sense that patent law’s approach to injunctions should be imported
into the antitrust analysis of refusals to deal by dominant firms because the legal questions and
economic stakes are precisely the same.” In both, patent owners seek judicial authorization to
restrain competition on the logic of patent rights to exclude.

So, what would patent law’s competition logic look like in an antitrust case involving a
dominant firm’s refusal to deal?

In a well-known case, Xerox persuaded the court that its patent ownership justified its
refusal to sell its patented replacement parts to competitors who service and repair Xerox
copiers. If the equitable approach taken in the Supreme Court’s recent patent decision were
imported into this antitrust case, then patent ownership would not automatically excuse the
refusal. Rather, Xerox would have the burden of persuading the court that its refusal to sell
replacement parts to independent service companies should be permitted in the circumstances.
To determine whether the refusal should be permitted, the court would apply patent law’s
competition logic of equitable balancing. This traditional equity approach requires the court to
evaluate and then balance four factors to determine whether the restraint would be fair in the
circumstances.

First, Xerox would have to persuade the court that it would suffer irreparable harm if
required to sell its patented replacement parts to a competitor. In this case, irreparable harm was
not likely. First, there was no foreseeable harm to Xerox’s reputation for making copiers. But
what of loss of market share for repair service? Xerox would lose market share only if its
services were inferior or if its prices were higher. And that harm results from competition on the
merits, not from free riding on the Xerox’s accomplishments.

What of Xerox’s lost monopoly profits for replacement parts? Applying the second
factor, Xerox would be permitted the refusal to sell only if damages would not provide adequate
compensation. But generally, damages are viewed as adequate compensation for lost profits.
And here profits would be lost only if Xerox sold replacement parts to independents at
wholesale, something they would not be required to do. Moreover, profits might actually
increase if better quality or lower prices increased demand for services and, with it, resulted in
greater sales of replacement parts,

7 (hey are institutional and funclional cquivalents: injunction=rclusal=rcverse payments == judicial authorization (o restrain comp
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The third factor requires the court to balance the hardships on the parties: Would
requiring Xerox to deal with competitors impose greater hardships on Xerox than allowing
Xerox's refusal would impose on the independent service companies? Here, requiring Xerox to
deal would impose hardship on Xerox only if production of replacement parts could not meet
demand, an unlikely event especially if parts manufacture is outsourced, as it usually is. On the
other side, given the typical lack of interchangeability—for example, Kodak parts don’t fit
Xerox machines—permitting Xerox’s refusal to deal would cause great hardship on all
independent service companies and thus on competition in the repair market for Xerox copiers.

Fourth and finally, what would be the effect on the public interest of permitting Xerox’s
refusal to deal? Given U.S. antitrust’s identification of public interest with consumers, the
inquiry would address the narrower question of the impact on consumers. In the short run,
antitrust’s traditional static efficiency analysis would likely conclude that permitting the refusal
to deal would harm consumers by leading to higher prices and lower quality in the market for
repair of Xerox copiers.

In the long run, the dynamic efficiency analysis associated with more recent antitrust
policy would inquire into the impact on innovation. The traditional answer is that a loss of
monopoly profits would lower Xerox’s incentive to innovate and, in consequence, social
welfare would be harmed. But economic analysis has shown the traditional incentive theory to
be unsupported in theory or in fact. So, even if Xerox might be worse off, that does not mean
there will be less innovation or less progress overall. Indeed, society might be better off. Why?
Because competition provides its own incentive to innovate, but without the social costs of
monopoly profits.

So, an equitable balancing of the four factors derived from patent law’s competition
policy, when applied to antitrust analysis of whether to permit Xerox’s refusal to deal, imposes
a burden on Xerox to show that the factors clearly weigh in its favor. But they don’t. There is
no foreseeable harm to its reputation. Lost profits, if not the result of competition on the merits,
are compensable by damages. The balance of hardships clearly falls not on Xerox but on the
independent service companies, who have no alternative source of supply for replacement parts.
And finally, the public interest, here defined in terms of consumer benefits of lower prices,
better service, and continued innovation, all weigh on the side of requiring Xerox to sell repair
parts to independent service companies. In sum, the competition analysis imported from the
patent regime calls for a rejection of Xerox’s claim that its patent rights should justify its refusal
to deal.

Recall that the court in the actual antitrust case viewed patent ownership as an automatic
business justification for Xerox’s refusal to sell replacement parts to independent repair
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companies. The result was no competition on the market. This mistaken view of patent rights
and their relationship to antitrust policy underlines the importance of taking antitrust to the
patent school of free competition:

We started the analysis with a patent, a state-initiated restraint on competition, and then
applied its logic to an antitrust case, with the effect being state initiated-cooperation between a
dominant firm and its rivals, and with the patent logic’s ultimate result being state-initiated
competition.
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FTCWarcl, June 18,2012, No. 809, P. 11

Patents and Payoffs
or How Generics are Kept Off the Market

A federal appeals court recently dismissed a case that could have saved consumers
hundreds of millions of dollars. Solvay Pharmaceutical, the maker of a synthetic
form of testosterone called Androgel, had sued several generic drug companies for
patent infringement but agreed to settle the case if those companies would accept
up to $200 million dollars to stay off the Androgel market. Seeing this settlement as
an agreement in restraint of trade, the Federal Trade Commission filed an antitrust
suit to bar the settlement and, in their brief, noted that such settlement agreements
are costing drug consumers $3.5 billion dollars annually.

The federal appeals court rejected the FTC’s claim that the settlement is a violation
of the antitrust laws, concluding that agreements like the one in Solvay are shielded
from antitrust scrutiny as long as they "fall within the scope of the patent.” In short,
the court decided that Solvay’s patent rights in Androgel trump the antitrust
prohibition against agreements that restrain competition. But this decision and the
unbroken line of others like it since 2003 are wrong as a matter of law.

Although Solvay does have a right to stop the production and sale of generics that
fall within the scope of its Androgel patent, the appeals court neglected the Supreme
Court’s teaching in a landmark 2006 patent decision. According to that eBay opinion,
there is nothing automatic or absolute about a patent holder’s remedies. Obtaining
injunctions to stop others from making and selling their inventions requires patent
holders to persuade the court that the specific circumstances of each case justify the
exclusion.

The Supreme Court’s unanimous eBay decision has widely influenced lower courts
in patent infringement cases to issue fewer injunctions. The result has been more
competition. But since the decision has not been understood in terms of
competition, its mandate has gone unrecognized in antitrust cases.

It makes perfect sense to apply eBay’s patent logic to antitrust cases like the Solvay
suit because the legal questions and economic stakes are the same. In both, patent
owners seek judicial enforcement of efforts to restrain competition on the grounds
that a patent justifies the restraint. But rightly understood, the eBay decision would
require the branded drug maker in Solvay to persuade the court that the settlement
agreement, particularly the pay-for-delay provision, meets patent law’s test to
enjoin competitors - that on balance, the benefits and harms, public and private, tip
in favor of keeping the generic drug makers off the market. Only then would the
settlement “fall within the scope of the patent,” as prescribed by the Supreme Court
in its eBay decision.
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In antitrust cases like Solvay, this balancing test would call for courts to reject the
settlement agreements. Rejecting them would not cause irreparable harm to the
drug companies; they would still have their lawsuits and the full range of private
legal remedies. The remaining issue would be whether itis in the public interest to
reject them. Here too there is no doubt: The public would benefit from rejecting
settlements that keep generics off the market. In short, the balance would clearly tip
in favor of rejecting pay-for-delay settlement agreements. The result of applying
eBay's patent logic to cases like Solvay would be more trials on the merits in drug
patent infringement suits, trials that so far have invalidated patent claims more than
seventy percent of the time.

Seventy percent more competition in the drug market would lower health care costs
by as much as $3.5 billion dollars annually. That is precisely what Congress intended
when it expedited the FDA approval process for generic drugs. It is time to make
antitrust and patent law work together, time to stop the drug companies from
subverting the competitive process.

Rudolph J.R. Peritz

Professor of Law, New York Law School

Senior Fellow, American Antitrust Institute

Author, Competition Policy in America: History, Rhetoric, Law (Oxford U. P.2001)
Contact number; 212 431 2159
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Competition within Intellectual Property Regimes -
The Instance of Patent Rights

Rudolph J.R. Peritz"

Introduction

This chapter describes an emergent jurisprudence and a residual economics that
converge to support the reconceptualization of U.S. patent policy as a competition
regime. 1ts approach is inspired by an opinion that Justice Sandra Day O’Connor wrote
for a unanimous Supreme Court some twenty years ago. The Court’s recent patent
jurisprudence sounds an echo of the opinion, which described the foundation of patent
policy this way: “[F]ree exploitation of ideas will be the rule, to which the protection of a
federal patent is the exception.” There is, Justice O’Connor explained, a “baseline of free

competition upon which the patent system's incentive to creative effort depends.”

The chapter develops this proposition in three sections. The first explicates the
economics of incentive theory, both its limits and its residual value. The second analyzes
the jurisprudence of recent decisions by the Supreme Court and Federal Circuit Court of

Appeals — the speciality court for patent and trademark. The third section presents some

* Professor and Director, [Progress Project, New York Law School, Visiting Professor, Economics and Law
Departments, LUISS University, Rome, Italy. Earlicr versions of this chapter were presented as the 2010
Guido Carli Lectare in Law and Economics. (12 April 2010) LUISS University, and at the 2010 ATRIP
Amnual Conference, (24 May 2010) Umniversity of Stockholm.
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instances of progressive change that would come of extending the re-conception of the
patent system as fundamentally a competition regime, an extension inspired by Justice
O’Connor’s image but informed by the failure of incentive theory as the economic logic

for patent protection.

A. Crisis, Stalemate, and Progress

Intellectual property' protection and free competition have long been viewed as
alternative means to encourage inventive activity and, through it, promote progress in the
form of economic growth. Their relationship as means has sometimes been characterized
as conflicting and other times as congruent. The same can be said about the progress they
are intended to promote. In the United States, mainstream policy cabins these tensions of
means and ends by treating IP protection as a domain of exclusionary rights and by
removing free competition to a separate domain, to the domain of antitrust. With this
bifurcation, the problem has been largely transformed into a question of adjudicating the

relationship between two separate bodies of public policy.

Nonetheless, some competition doctrines linger within the IP realm. These doctrines,
such as patent misuse and copyright fair use, have been characterized as intruders in the
domain of exclusionary rights. Patent misuse is labeled an historical anomaly that
properly belongs in antitrust, if anywhere at all, while copyright fair use is described as
an interloper — either an alien article of political faith in First Amendment Speech Rights
or a commercial artifact of market failures that temporarily limit the author’s fundamental

right to exclude.” Since the 1980s, IP policy makers have settled the problem of

! Unless otherwise specified, intellectual property refers only (o the patent and copyright statutes enacted by
Congress in accord with the Constitution’s call to promote progress, though the term can plausibly be
undcrstood as referring as well to trade sceret and trademark protection insofar as they have been
increasingly justified in similar instrumentalist terms. The distinction is made in this chapter because the
analysis of the patent domain takes account of Constitutional origin.

% See e.g.. DI Gifford, “ Antitrust's Troubled Relations with Intcllectual Property*(2003) 87 Minncsota Law
Review 1695 (patent); WJ Gordon, *Fair Use as Market Failure: A Structural and Economic Analysis of the
Bctamax casc and its Predecessors’ (1982) 82 Columbia Law Review (copyright).
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malingering doctrine by favoring exclusionary rights over free competition and by

propertizing and otherwise extending IP rights.

This dynamic of bifurcation, preference, and expansion rests on the asserted superiority
of exclusionary rights over open access in encouraging invention, a superiority that

derives from reliance on an IP economics that holds neither in theory nor in practice.

There has long been trouble brewing in the IP economics that prevails in the United
States. The trouble with IP economics recently reached the boiling point with an
admission by William Landes and Richard Posner, the Chicago School’s dynamic duo of
law and economics, the admission that there is no ground for the dominant view of IP
economics, no ground for the view that incentive theory can justify, explain, or
rationalize TP rights. They made this confession in their book entitled 7he Fconomic
Structure of I’ Law.> The book has received wide attention and much praise. But the

public confession of incentive theory’s failure has been largely ignored.

At virtually the same moment, a related but separate development was bubbling to the
surface of TP jurisprudence: Tn a recent series of surprising opinions, the U.S. Supreme
Court weakened patent protection and in the process expanded the role of free
competition as an internal engine for promoting economic progress. The opinions were
surprising because they run against the dominant view that pits an IP domain of
exclusionary rights against an exogenous antitrust domain of free access. The recent

opinions have destabilized this binary opposition between IP rights and free competition.”

> WM Landes & RA Posner, The Lconomic Structure of Intellectual Property Law (2003).

* This chapter takes up patent law as a competition regime, a theme that with respect to copyright, trade
secrel, and (rademark as well is explored in my earlier writling, beginning with Report to the IP Academy of
Singapore (2002-2003) (revised and published sub nom ‘Cornpetition Policy and its Implications for
Intcllcctual Property Riglits in the United States’ in SD Andcrman (ed) The Interface Between Intellectual
Property Rights and Competifion Policy (2006) and variously invesligated in other wriling. The (heme is a
special case of the complex relationship between property rights and competition policy in American
political cconomy, which I first developed in the domain of antitrust; scc, ¢.g., *A Countcr-History of
Antitrust Law’ in Symposium: The I'rontiers of Legal Thought (1990) Duke Law Journal 263: “The "Rule
of Reason" in Antitrust Law: Property Logic in Restraint of Competition’(1989) 40 Hastings Law Journal

L9}
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In tandem, the failed economics and unstable jurisprudence have thrown the dominant
approach to TP rights into crisis. The crisis is an emergent form of a long-term problem at

the heart of both the economics and the jurisprudence, and it cannot be easily resolved.

On the economics side, informed policy makers have long recognized that economic
progress is driven by the twin engines of IP monopoly and free competition. As
economist Kenneth Arrow wrote in his landmark 1962 paper, the great difficulty lies in
determining an optimal balance between them. Economist Joseph Schumpeter had earlier
sought to merge the two engines in his vision of competition as serial monopoly, his

perennial gale of creative destruction.”

As for the jurisprudence, the U.S. Constitution presents a corresponding legal challenge
to balance the exclusionary rights of IP protection and the open access of free
competition.° The Constitution empowers Congress to enact copyright and patent
protection for the explicit purpose of promoting “the Progress of Science and usetul
Arts.” So copyright and patent are not rewards, not natural rights. They are incentives —
private means to a public end. But when does the private incentive of property protection
promote the public benefits of progress? In both economic and jurisprudential terms,

when does such protection produce more progress than would otherwise accrue with free

285, excerpted in ET Sullivan (cd) The Political Economy of the Sherman Act: The First Hundred Years
116 (1990) 116, reprinted in R Graves (ed) Competition Law (2003), reprinted in Competifion Law { 2004).
The theme was extended to other domains in Competition Policy in America: History, Rhetoric, Law (1996,
2001). This chapter on patent policy is part of a larger project, whose working title is The Political
Economy of Progress: IP Rights and Competifion.

° Schmmpeter, Capitalism, Socialism and Democracy ([1942] 3d ed 1950); KJ Arrow, ‘Economic Welfare
and the Allocation of Resources for Invention” in R. Nelson (ed) The Rate and Direction of Inventive
Activity: Economic and Social Factors (1962) 609. It should be noted that Arrow wrote aboul invention
while Schumpeter emphasized innovation — that is, the commercialization of invention.

% United States Constitution, Art. I, Scc. 8, cl. 8 states: “Congress shall have Power: . . . To promotc the
Progress of Science and useful Arts, by securing for limited Times to Authors and Inventors the exclusive
Right to their respective Writings and Discoverics.”
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competition? The answer to this question has proved elusive to both theorists and

.. 7
empirical researchers.

Despite this indeterminacy, mainstream IP economics still rests on incentive theory,
which holds that the scale and scope of IP rights should be determined by the degree to
which they promote economic progress. Incentive theory’s incapacity to guide such
determinations results in an analytical stalemate between the exclusionary rights of IP
protection and the open access of free competition, a stalemate because both produce
economic growth but to indeterminable degrees. In this light, neither alternative deserves

priority as the better means to promote economic progress.

This stalemate, this open question at the very core of IP policy, has put analysts and
decision makers, including federal judges, between a rock and a hard place: On the one
side, policy makers are pressed to make decisions; on the other, they are blocked from
making reasoned decisions because there is no analytical methodology at hand. Policy
makers have sought to extricate themselves from this predicament by taking a fall-back
position, the position that maximizing the means maximizes the ends, that greater 1P
protection naturally leads to more invention and thus to more progress. In my view, this
fall-back position explains the so-called propertization of IP rights, the normative shitt to

a Lockean entitlement from an instrumentalist (or means-ends) evaluation.

This fall-back into natural rights is not surprising, given the powerful ideology of private
property rights in the United States. But it makes no logical sense. Nor is it supported in
theory or fact. Indeed, it is well-known that too much IP protection as well as too little
can stifle invention and impede economic progress. So both the economics and the law
present IP policy makers with a Goldilocks problem. But there is no calculus for
determining what amount of 1P rights is ‘just right,” particularly in a unitary system that

does not discriminate among different kinds of inventions. And, of course, there is the

? For close analysis of these issues, see my Fssay. “Thinking about Economic Progress: Arrow and
Schumpeter in Time and Space’ in ) Drexl (cd) Liber Amicorum: for Hanns Ullrich (2009).
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other side of the indeterminacy coin: Economic justification is equally lacking for simply
eliminating IP rights entirely as a means for encouraging invention and thus promoting

economic progress.

So, what's to be done? In my view, the answer is clear: Change the fall-back position.
Reverse the presumption. When confronted with jurisprudential or economic
indeterminacy, adopt the presumption that free competition better promotes the progress
called for by constitutional directive. Given the indeterminate economic value of both
free competition and IP rights in encouraging invention, policy analysis should begin
with the presumption of free competition. In choosing between two rules or standards,

policy makers should adopt the one that better expresses the policy of free competition.

Why adopt the presumption of free competition? In economic terms, because competition
produces a tie-breaker for its indeterminacy stalemate with IP rights. The tie-breaker is
competition’s superior distributional outcome. When patents and other TP rights produce
monopoly prices, they create welfare losses in both static and dynamic terms. In the short
run, consumers pay higher prices or go to second best substitutes. In the longer run,
subsequent inventors also pay higher prices or turn to second best substitutes, causing
some combination of decline and path-diversion in follow-on inventive activity.® In this
light, a rule or policy that would strengthen TP rights should first be shown to

promote greater progress than would otherwise occur.

B. Patent Economics: Incentive Gap, Stalemate, Presumption of Free Competition

This part begins by examining the state of mainstream TP economics in the United States,

particularly the failure of incentive theory as the economic justification for IP protection,

¥ The dvnamic effects are a decrease in inventor welfare that results from the increased cost of new
information or the denial of access at any price. Scc Peritz (n 67 below).
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and proceeds by sketching the IP economics that remains viable. The section closes with

discussion of the IP economics of competition.

Incentive theory and its critigues

In the United States, the current economics of progress has adopted a mythical origin not
unlike that of Athena, the Greek goddess of wisdom and culture who sprang fully formed
from the head of Zeus. Like Athena, the economic logic of progress is seen as springing
fully formed from the divine thinking of Kenneth Arrow, whose eminence was
established even before his award in 1972 of a Nobel Prize in Economics. His eminence
stems from his canonical 1962 paper entitled Lconomic Welfare and the Allocation of

L9
Resources for Invention.

Of course despite such mythology, there is a substantial pre-history that posed
fundamental questions and deep criticism of IP protection, much of it still pertinent
today. Virtually all the questions emerged in the widespread European debates of the 19"
century over patent protection; many of the criticisms were sharpened in the trenchant
analysis of Sir Amold Plant in his 1934 article entitled 7he Iiconomic Theory Concerning
Patents for Inventions'® and in a companion piece on copyright. Plant raised many of the
searching questions later addressed by American economists. The most difficult question

concerned the opportunity cost of invention. Plant asked, when is use of society’s

resources to invent “superior to alternative uses from which they are diverted[?]”

The opportunity cost of invention opens a wide gap in the incentive logic of IP rights, a
gap between the private value and the public benefits of IP rights. There is little doubt

that IP rights create a private incentive to invent: indeed, few could afford simply to give

? Arrow (0 5 above).

10 Plant, Selected Economic Essays and Addresses (1974 [1934]) 35. Cf. F Machlup and E Penrosc, “The
Patent Controversy in the Nineteenth Century’, (1950) 10 Journal of Economic History 1 (chronicling the
Europcan debates).
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time to the enterprise of invention without remuneration. Yet the private value of IP
rights has no necessary logical or economic relationship with their public benefits,
benefits that depend on a wide array of factors. The opportunity cost of invention is but
one powerful admonition to take account of what can be called the Incentive Gap.
Ignoring it produces the category error of equating IP rights’ private value with their
public benefits. Taking the Incentive Gap into account transforms the question into an

empirical inquiry.

None of this had noticeable impact in the United States before economist Fritz Machlup
authored his 1958 Report to Congress, entitled An Fconomic Review of the Patent
System. His was the most influential of 15 reports commissioned by a Congress
concerned whether the costs of the patent system were justified. Here is Machlup’s

summary of the economic literature:

None of the empirical evidence at our disposal and none of the theoretical
arguments presented either confirms or confutes the belief that the patent system
has promoted the progress of the technical arts and the productivity of the

economy. !

What’s to be done? “Muddle through,” wrote Machlup. Why? Because there has been “a

patent system for a long time,” he declared, “it would be irresponsible, on the basis of our

' Study of (he Subcommiliee on Patents, Trademarks, and Copyrights of the Senate Judiciary Committee,
85th Cong., 2d Sess., An Economic Review of the Patent System, Study no. 15 (Comm. Print 1958)
(written by Fritz Machlup) (hereinafter “Machlup Report”) 79. The Machlup Report obscrves that “therc is
no functional relation between the earnings under a patent . . . and the ‘social usefulness” of (he invention
which it covers.” Machlup Report at 30. In this line of analysis, the Machlup Report observes that “The
question is no longer whetlier the patent system stimulates inventive talents to use more of their time and
energy than they otherwise would for the development of new technology, but rather whether it stimulates
business corporations to hire more of these talents than they otherwise would for this task. If this is
affirmatively answered, the sccond question ariscs whetlier this usc of the talents is supcrior to the
alternative uses from which they are diverted.” Ibid 36. Note that this is a modern form of the question
posed in the 19" century European debates about what we would term the opportunity costs of diverting
scarce resources. Cf. Peritz, ‘Patents and Progress: The Incentive Conundrum,” in A Kur (cd) Intellectual
Praoperty Rights: Does one Size I'it AII? (2009) (2008 ATRIP Annual Conference, Max-Planck Institute,
Muumich, Germany, 21 July 2008).
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present knowledge, to abolish it.”'? There could be no weaker rationale for keeping

patent protection.

It was under this cloud of indeterminacy that Kenneth Arrow published his landmark
paper four years later. Like so many other sacred texts, Arrow’s paper has become the
touchstone for theorists and others who identify themselves with the orthodox approach

as well as those who oppose it.

Arrow questioned the impact of competition on incentives to invent. For economists,
perfect competition is the Holy Grail. Its miraculous power produces allocative efficiency
by taking society’s resources and putting them to their highest and best uses. But Arrow
argued that perfectly competitive markets fail. They fail by discouraging inventors from

inventing.

Arrow’s story has become a commonplace: Without patent protection, inventions are
easily copied or imitated. Free access to their ideas discourages inventors from inventing
and, thus, harms society. Patent rights correct this market failure by allowing inventors to
profit and society to benefit from increased invention. Patent protection and the profits it
generates are the means to an end. Patents are private rights that produce the public

benefits of technological advancement and economic progress.

The dominant camp relies on the following quotation to support their call for stronger

patent protection:

[Invention that is] . . . available free of charge . . . provides no incentive for

. . 13
investment in research.

Those who call for more access and thus more competition rely on this quotation:

lf Machlup Report (n 11 above) 80.
13 Arrow (n 5 above) 609.
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. . the incentive to invent is less under monopolistic than under competitive

conditions. !

Both statements are accurate quotations from Arrow’s landmark article. So it turns out
both camps are right; and both are wrong. Why? Because reliance on one or the other
quotation ignores Arrow’s recognition that an incentive theory of patent protection
creates a dilemma for welfare economics. The dilemma is that both patent rights and
competition promote economic progress. And both impede it. Here is how Arrow

described the dilemma:

In a free enterprise economy, inventive activity is supported by using the
invention to create property rights; precisely to the extent that it is successful,

3

there is an underutilization of the information.'

In short, patent protection is the private incentive necessary to spur invention and at the
same time the social cost that prevents its optimal use. Arrow transformed this dilemma
of IP rights and competition into a trade-off over time: Pay more now for better products

in the future.'

Let’s call this Arrow’s Trade-Off. Arrow posed the social welfare question as a trade-oft
over time insofar as the current costs of patent monopoly pay for the future benefits of

increased invention.

' Tbid 619.

" Ibid 617.

16 <[ A]n incentive fo invent can exist even under perfect competition in (he product markets, though not, of
course in the ‘market” for the information contained in the invention.” Arrow at 619. In his hypothetical
world, Arrow docs cven better than transform a dilemma into a trade-off. He creates a modecl that ncatly
eliminates the present cost of the (rade-o[l. He posits perfectly monopolistic markets for invention that
provide inventors the greatest profit incentive and buyers in perfectly competitive markets for goods
provide consumcrs the widcest distribution at the lowest price. It’s the best of all possible worlds though it is
nol the real world. In the real world, monopoly prices do not dissolve into the thin air ol economic models.
The hypothetical is perfected by Arrow’s assumption that the invention is a new process that provides cost
savings in the goods market that cqual the monopoly priccs paid for the new invention. Thus price and
output in the goods market are not affected. Neat and tidy. But unlikely and perhaps economically illogical.
Scc Peritz, Arrow and Schumpeter in Time and Space (n7 above).
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But in the end, Arrow’s Trade-Off encompassed only part of the problem of IP’s social
value. It addressed the narrow question of IP’s private value and its relationship to direct
public costs and benefits but not its indirect effects, including opportunity costs. In
consequence, the analysis did not speak to the Incentive Gap between the private value
and the overall public costs and benefits of IP protection. The subsequent economic
literature continued to pursue the broader question. But the theoretical scholarship largely

rehearsed the European debates and Armold Plant’s economic analysis.

Empirical investigation

Ultimately the theoretical impasse resolved into empirical inquiry. What of the empirical

literature that followed?"’

A wide array of studies, almost all involving patents, developed various data sets to
investigate different proxies for economic progress. Researchers have interviewed
corporate decision makers; they have measured research and development expenditures
and patenting activity on the input side, and productivity gains and economic growth on
the output side. Studies have looked at single sectors, individual countries, and across

countries.

The longest series of studies developed interview data from senior executives in the
research and development departments of commercial firms. Five studies between 1959
and 2001 all reached the same conclusion: The prospect of patent protection was
typically a factor of third or fourth order importance to research and development
decisions, with the exception of the drug industry and perhaps chemicals. Still, it must be
understood that these studies investigated only the private value of patents; neither public

benefits nor public costs were addressed.

1% A working paper that takes a closer look at the literature is available from the author: ‘Patents and
Progress: The Incentive Conmundrum’ (2008).
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Other recent studies Aave inquired into the public benefits by looking at the relationship
between changes in patent protection and changes in research and development
expenditures. Japanese and U.S. studies found the data inconclusive. One study across 29
countries found a mild positive correlation and another across 60 countries found a weak
negative one. Moreover, the findings have been mixed in studies of statistical correlation

between patent protection and the ultimate economic goal of increasing growth.

A rare statistical study of copyright protection has just been published. Relying on data
from 1870 to 2006, the authors conclude: “Despite the logic of the theory that increasing
copyright protection will increase the number of copyrighted works, the data do not

support it

In sum, the empirical literature on the public benefits of patent and copyright is at best
inconclusive.'® This brings us full circle back to the theoretical impasse that preceded it.
Small wonder, then, that so many policy makers in the United States have taken the fall-
back position, the mistaken focus on the means itself — on maximizing IP protection in

the erroneous belief that progress will be maximized as a natural result.

Patent economics: the residue

Y RSR Ku, ] Sun, Y Fan, ‘Does Copyright Law Promote Creativity? An Empirical Analysis of Copyright’s
Bounty’ (2009) 62 Vanderbilt Law Review 1669.

1 Regardless of findings, all the empirical work confronts methodological difficulties. Here are (wo. First,
the variables used are controversial. The uses of patent counts, citations, or renewal rates as measures of
technological progress have all been criticized, as has the usc of research and development cxpenditure
data. Simply counting patents, or copyright registrations for that matter, does not take into account
differences in their importance and social value. And more R&D spending does not necessary lead to more
or better inventions.

There is a second methodological difficulty — the intractable problem of disentangling patent or R&D dala
from other sources of econoniic growth, sources including trade secrets, iniproved technical education. or
incrcascd productiorn, to name a few. A noted Amcrican legal scholar put the general methodological
problem this way: “If a slate of alfairs is the product of n variables, and you have knowledge of or control
over less than » variables, if you think you know what's going to happen when you vary ‘your’ variables,
you'rc a booby.” A Lcff, “Economic Analysis of Law’ (1974) 60 Virginia Law Revicw 451 (comparing the
first edition of Richard Posnet's Jiconomic Analysis of Law to Cervantes' Don (Quixote). “Booby” denotes a
stupid pcrson.
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Where does that leave IP economics? Some alternatives to the mainstream approach have
emerged, alternatives ranging from conservative incrementalism to radical repeal. Landes
and Posner sit at the conservative end of the spectrum, where they argue that we should
try to optimize the system and do the best we can with what we have. Economists
Michele Boldrin and David Levine have been the latest to lay claim to the radical end,
where they argue that 1P rights are not necessary because free competition produces
adequate profits to attract the invention necessary to promote economic progress. Of

.. 20
course these positions as well as those between them are not new.

A moment’s tarry at the Landes and Posner position is worthwhile, in my view, because
it is likely to become the mainstream position, once the shock of incentive theory’s
demise has subsided. Landes and Posner take up the view espoused in Machlup’s 1958
Report to Congress, the view that while the patent regime per se cannot be rationalized,
changes can be evaluated for their effectiveness.”! For this, Machlup developed a nine-
step analysis and provided an example. The example is an increase in the patent term. As
the author pointed out, the analysis requires quantitative and qualitative assumptions at
every step and, even then, it cannot take into account the opportunity cost of more
investment in research and development. In short, even though the more confined
analysis of changes in rules or standards benefits from having a defined baseline of
current invention levels that is lacking in an analysis of the patent regime per se, other
problems of experimental design and measurement remain. Machlup concluded that the
analysis of whether an increase in the patent term increases economic growth depends on
“a complex set of probabilities, the magnitudes of which depend [on] . . . many unknown

- »22
variables.

20

. Cf. Pcritz (n 11 above).
2 Machlup (n 11 above) 64-67, discussed in Peritz (n 11 & 16 above).
= Ibid.
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Following Plant and Machlup, Landes and Posner reject incentive theory. In its place
they adopt a series of more specific goals emphasizing reductions in, for example,
transaction costs, rent seeking, and congestion externalities.” In their chapter on patent
law, the authors proceed from the general point that patent protection “makes economic
sense because it curbs certain inefficiencies unavoidably created by trade secrecy.”* In
their view, those inefficiencies derive from a number of sources, including the following:
First, from the very nature of trade secrecy, which keeps information out of the market.
Second, from the higher costs of trade secret licensing. But these assertions turn out to be
controversial. As to the first, Landes and Posner themselves develop an elegant analysis
of the relationship between patent and trade secret that belies the impact on information.
In the chapter on trade secrets, they assert patents are preferable only to the extent an
invention is self-disclosing or likely to be invented independently.” That is, patents tend
to disclose information that has lowest public value. As to the higher cost of trade secret
licensing, the authors identify a number of higher costs associated with patents that seem
to offset the advantage in licensing costs. Most telling, patent disclosure may lower the
time to invent around or, perhaps worse, enable infringement that triggers expensive

litigation with a substantial risk of finding patent invalidity.*®

Landes and Posner take the substantive patent regime as a given and seek to optimize its
implementation, an enterprise that seems likely to become the mainstream approach even
though it is rife with the indeterminacy that devastates incentive theory. In my view,

sound economics calls for change in patent policy more severe than fine-tuning.

* Congestion externalitics reflect a questionable reintroduction of tragedy-of-the-commons logic to public
goods. The issue is of questionable importance for two reasons. Firs(, because use of information (or
invention as Arrow called it) does not deplete its supply or quality; in that sense, there cannot be over-use.
Sccond, becausce privatization presents an analogous problem, if there is onc at all, in the form of the anti-
cominons — often called patent thickets. In sum, congestion is either a two-sided problem that does not
resolve the question of propertization or it is no problem at all.

%4 Landcs and Posner (n 3 abovc) 294,

** Tbid 355-56.

* Ibid 357.
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Surprisingly, there might be a place in patent policy for a more limited conception of
incentive theory, a conception that takes account of its limitations as well as the primacy
of the free competition baseline. In this view, incentive theory becomes a sharp
instrument of focused industrial policy, one applied to target particular goals. Patent rules
might be changed to channel specific inventive activity toward green technology, cancer
research, equality-inducing business methods, or other specific goals. Such targeting
would introduce a qualitative dimension to economic progress. These judgments would
place bets on particular social welfare consequences, political economic judgments that
do not purport to serve the quantitative goal of economic growth. Thus, neither large
scale nor narrow gauge cost-benefit analysis would ensue. The question would be
whether the added incentive would increase the targeted inventive activity beyond the
current rate. But targeted incentives would be bets and would raise difficulties of
evaluation discussed above. Still, as Arrow recognized in his landmark paper,

governments both here and abroad have long made these sorts of bets.

In addition to the risks of unsuccessful research and development, such judgments bring
the danger of unintended consequences. One current example is the unintended anti-
competitive impact of the Hatch-Waxman Act, the 1984 amendment to the Food & Drug
Act that was intended to increase the incentive to produce patented drugs by extending
the patent term and at the same time increase competition by opening the door to early
market entry by generics manufacturers who claimed their generics did not infringe valid
patents. In actual experience, such generic filings are quickly answered with patent
infringement cases filed by branded manufacturers. These cases have often produced
settlements that include reverse payments of large sums from plaintiff branded
pharmaceutical companies to defendant generics manufacturers in exchange for promises
to keep their generic drugs off the market. Courts have approved the settlements and
rejected antitrust claims of agreements in restraint of competition, finding them not only
consistent with the general law that encourages settlements but also within the
exclusionary rights of the contested patents. In consequence, consumers pay billions of

dollars in higher prices and follow-on inventors are given the perverse incentive to invest
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resources that position them to litigate and settle rather than develop and commercialize

. 7
generic drugs.

Certainly, patents can serve as a more focused instrument for targeted industrial policy.
But even there, risks of failure and unintended consequences call for careful analysis to
overcome the presumption that free competition better serves the goal of promoting
progress.”® While the dynamic efficiency effects of both free competition and patent
rights are indeterminate, distributional effects provide a tie-breaker. Patents that actually
have economic value produce monopoly prices and, with them, welfare losses in both
static and dynamic terms. Not only consumers but subsequent inventors are worse off. In
this light, a rule or policy that would strengthen patent rights should first be shown to

promote greater progress than would otherwise occur.

C. Patent Jurisprudence: Ends, Means, Emergent Emphasis on Competition

The frailties of patent economics leave policy makers in a quandary. On the one hand,
there is no economic justification for patent protection as the primary means for
promoting economic growth. Indeed, the residual economics points to free competition as
the presumptive means. On the other hand, the constitutional instruction remains:
Congress and the judiciary must formulate patent policy to promote progress. How can
policy makers advance the constitutional purpose of patent protection in light of the

economics?

* See, e.g., Perilz, “Three Statulory Regimes at Impasse: “Reverse Payments” in “Pay-for-Delay”
Settlement Agreements between Brand-Name and Generic Drug Companies’ in J Drexl, W Grirues, RIR
Peritz, and E Swaine (cds) More Common Ground for International Competition Law? (forthcoming
2010); CS Hemphill, ‘Paying for Delay’ (2006) 81 New York Universily Law Review 1553 ;

C Shapiro, ‘Antitrust Limits to Patent Settlements’(2003) 34 RAND Journal of Economics 31; M O’Rourke
& JF Brodley, ‘An Incentives Approach to Patent Scttlements’ (2003) 87 Minncsota Law Review 1767,

2 Tn some circumstances, includi ng the FDA example, there is no free competition to presume; there, the
question becomes one of betting that one targeted incentive is better than its alternatives.
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This section takes up patent jurisprudence, whose constitutional quandary is reflected in a
pair of tensions in means and ends. The tension in means has been expressed in dominant
and emergent strains of the jurisprudence. While the dominant strain continues to treat
patents as the primary engine for promoting progress, an emergent alternative has
recognized competition as the primary engine or, at the very least, an instrumentality that
deserves more recognition for its value in promoting progress. These strains parallel the
tension in means earlier seen in Arrow’s Trade-Off. At the same time, a second tension,
this one in ends, lies entirely within the dominant approach. It is a tension between the
goals of more public knowledge or more material benefits. After unravelling these
tensions, the section closes by organizing the jurisprudence according to what can be
called the patent life cycle. Patents are shown to move through a life cycle in three stages,
each one characterized by its own mix of means and ends, and all of them driven by a

fundamental commitment to competition.

The dominant approach: an internal tension in ends

The Supreme Court has long declared that patent policy is founded on an incentive
theory: “Since the primary aim of the patent laws is to promote the progress of science
and useful arts, an arrangement which diminishes the incentive is said to be against the
public interest.”® Last year the Federal Circuit Court of Appeals characterized an
amendment to the Patent Act as a “legislative effort to reinforce the value of the patent
statute as an innovation incentive.”*’ Although these pronouncements might seem to be
synonymous statements of patent policy, they are not. There is a subtle but significant
difference between them ! While the Supreme Court addressed the general enterprise of
promoting progress, the Federal Circuit focused on innovation, which reflects only one

aspect of progress. Innovation is not invention but rather its commercialization. The

® Transparent-Wrap Mach. Corp. v Stokes & Smith Co., 329 U.S. 637, 646 (1947) (Douglas, J.)

* Cardiac Pacemakers, Inc. v S1. Jude Medical, Inc., 576 F.3d 1348, 1371 (Fed. Cir. 2009).

*! There is a second subtle difference as well: note that the Supreme Court writes that “an arrangement
which diminishes the incentive is said fo be against the public interest.” The Court is carcful to avoid the
implication that it adopted this view. This is consistent with the skepticism expressed in the text
accompanying the next footnote.
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distinction between invention and innovation is important in two respects. First, because
attracting investment to innovation can draw investment away from invention. Second,
because a focus on innovation defines the primary form of progress as material

advancement of day-to-day life through commercial development of extant invention.

Indeed, the Federal Circuit’s focus on material advancement diverges from numerous
statements by the Supreme Court that “[t]he primary purpose of our patent system . . . is
directed to disclosure of advances in knowledge which will be beneficial to society; it is .

. an incentive to disclosure.”** In other words, patents make public new knowledge
which would otherwise be hidden under the blanket of trade secrecy. The public value of
new knowledge goes beyond the Enlightenment virtue of edification. It has use value for
follow-on inventors: Disclosure reduces the costs of competition by invention. Moreover,
it accelerates the learning curve. In short, the public benefit of disclosure is the free

competition that results from free riding on the patented efforts of prior inventors. ™

This divergence is embedded in the Constitution’s language of promoting the “Progress

of Science and wuseful Arrs” A twenty-first century restatement of the constitutional

32 “The primary purpose of our patent system is not reward of the individual but the advancement of the
ants and sciences. 1ts inducement is directed to disclosure of advances in knowledge which will be
bencficial to socicty; it is not a certificatc of merit, but an incentive to disclosure.” Sinclair & Carroll Co. v
Interchemical Corp., 325U.8. 327, 330 (1945). “The basic quid pro quo contemplated by the Conslitution
and the Congress for granting a patent monopoly is the benefit derived by the public from an invention with
substantial utility.” Brenner v Manson, 383 U.S. 519, 534 (1966). *. . . the public may have the full benefit
thereol, after the expiration of the patent erm.” Bonifo Boats, Inc. v Thunder Crafi Boats, Inc., 489 U.S.
141, 147 (1989).

Yel the Supreme Court has long expressed some skeplicism aboul the incentive value of IP rights. For
example, in the Marconi Wireless case of 1943, the Chief Justice remarked: “For all I know the basic
assumption of our patent law may be falsc, and inventors and their financial backers do not need the
incentive of a limited monopoly (o stimulate invention. But whatever revamping our patent laws may need,
it is the bnsiness of Congress to do the revamping.” Marconi Wireless T. Co. of America v U.S., 320 U.S. 1,
63-4 (1943).

Economic analysis of disclosure: Patent right and disclosure obligalion is the right strategy for (hose
inventions not adequately protected as trade secrets. 1n this light, patented inventions are those most likely
to be discloscd anyway and so public rcally gains very little if anything. Note tension between this account
and traditional norins and incentives to disclose in scientific community, tensions increased with increased
propertization and thns incentive to withhold disclosure until patent application filed. Note also patent
doctrine’s disincentives to rcad patents, especially intentional infringement liability for multiple damages.
* Of course the incentive problem re-emerges. Should patent rights be shaped to encourage publication of
new knowledge or encourage intcrnalization of pecuniary benefits?
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language calls for promoting the progress of knowledge and industrial technology. Yet
courts have seldom been asked to adjudicate the relationship between advancing
knowledge and advancing the material conditions of every day life. Here are two

examples of court decisions whose outcomes turn on the choice of primary public benefit.

The first example involves a dispute between two researchers who filed patent
applications for the same pharmaceutical compound. The first to file was a biochemist for
a Japanese company but the first to invent was a professor at Cornell Medical School. As
a general rule, patents in the United States are awarded to the first to invent. The time of
invention dates back to the moment of conception. In the U.S. patent system, the first to

conceive the idea is supposed to win. It matters not who files first.

The professor should have won. But he lost. Why? The court refused to apply the
standard U.S. rule because it determined the professor did not proceed with “reasonable
diligence” from the time he conceived the new idea to the time he reduced it to a practical
invention. In the court’s view, there was unreasonable delay in his waiting for outside
research funding and for his chosen graduate student to enter the program. Confronted by
a conflict between “the interest in rewarding and encouraging invention [and] the public’s

the court chose “earlier disclosure over

interest in the earliest possible disclosure,
earlier invention” because it saw “early public disclosure [as] the ““linchpin of the patent
system.””* The outcome appears very European or very Japanese insofar as the first to

file was awarded the patent. But the rationale reflects a uniquely American issue

* Griffith v Kanamaru, 816 F.2d 624 (Fed. Cir. 1987). More specifically, (he date of invention generally
relates back to the date of conception. The first inventor is the first to conceive the idea. But here, there was
the unacceptable delay between the professor’s conceiving the idea and his reducing it to practice. And so
the reduction date was (reated as the date ol invention. As (or (he comuinercial researcher, there was no
evidence to support either a date of conception or a date of reduction — both of them irrelevant in the
Japancsc as well as EU patent regimes. And so the patent filing date was uscd as the datc of invention. The
filing date preceded the professor’s reduction date, each of them proxies for the date of invention.
 Horwath v Lee, 564 F.2d 948, 930 (Crt Customs & Patent App. 1977).
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characterized as a conflict between the goals of advancing knowledge and advancing

industrial technology.*

The second example of patent jurisprudence that seeks to adjudicate this conflict of ends
is even more dramatic. It is more dramatic because it involves the entire relationship
between the patent and trade secret regimes, between the federal requirement of patent
disclosure and the state trade secret requirement of secrecy. In the United States, the
Constitution expresses a general principle of harmonization in what is called the
Supremacy Clause. When a state law conflicts with federal law, the federal law prevails;

the state law is unconstitutional and thus unenforceable.

In practical terms, the Supreme Court had to find a way to harmonize two regimes that
had co-existed for more than 100 years; throwing out the trade secret laws of 50 states
was unacceptable.”” What to do? The Court characterized patent and trade secret
protection as harmonious because they both encourage technological advancement. Tn
this view, they share the same goal. As for the conflict in disclosure, the Court reduced its
importance to triviality by asserting without foundation that an inventor would always
choose stronger patent over weaker trade secret protection. But in some circumstances
trade secrecy can provide stronger protection. Indeed, market studies have found that
many inventors prefer trade secret protection for reasons TP economics, including the

. 38
work of Landes and Posner, has made clear.

3 Before going to my sccond example of the conflict between encouraging invention and cncouraging its
disclosure, between advancing technology and advancing knowledge, I want (o take a quick look at the
court’s treatment of reasonable diligence. The professor’s seeking necessary outside funding and waiting
the return of his graduate student does not scem unrcasonable per sc. Still, the court refused thesc typical
academic reasons, slaling that only personal reasons such as family illness, personal [inances, or vacation
time would excuse delay, even though arguments were made that outside funding was a university research
policy to validate projects through outside competitions for funds. In that scnsc, there was no delay but
rather another kind of evaluation or even compelition that was going on. Withoul explanation, the court
seemed nuch more approving of the commercial research environment.

3" Kewanee Oil Co. v Bicron Corp., 416 U.S. 470 (1974).

* See discussion accompanying (n 58 below) for the economic analysis of Landes and Posner on strategic
choices between trade scercey and patent protection.
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And so the orthodox patent jurisprudence has sought to mediate a tension within the
constitutional incentive logic of promoting progress, the tension in ends between
advancing knowledge and improving the material conditions of life. The mediation has
affected adjudication of questions both narrow and broad — our two examples, the narrow
question of whom to deem the inventor of a particular product and the broad question of
how to characterize the relationship between the patent and trade secret regimes. In each
case, the choice of end affected the outcome, changed the circumstances of inventive
enterprise, and defined the conditions of competitive activity — first in prosecuting patent
applications and second in making strategic choices between patent or trade secret

protection.

The emergent approach: three recent patent cases and their countenance

While the dominant approach has grappled with a conflict in ends, the constitutional logic
for promoting progress has produced a second tension as well. Recent Supreme Court
jurisprudence has shown signs of an approach different from the orthodoxy, an emergent
approach that raises questions about patent protection as the presumptive means for
promoting progress, questions that parallel those raised in IP economics. This emergent
approach is more properly termed a re-emergent strain of IP jurisprudence insofar as the
recent decisions summon the policy stated in Justice O’Connor’s opinion some thirty
years ago for a unanimous Court, the statement that there is a “baseline of free
competition upon which the patent system's incentive to creative effort depends.” In
short, “free exploitation of ideas will be the rule, to which the protection of a federal

patent is the exception.”

This line between patent monopoly and free competition is drawn by the statutory

requirements for patentability, most notably the requirement that a patented invention be

3 Bonito Boats, Inc. v Thunder Craft Boats, Inc., 489 U.S. 141, 145-7 (1989). Notc that Justicc O’ Connor
poses the baseline imagery within the orthodox view of incentive theory . But, as the first section
demonstrates. the bascline metaphor itsclf has an cconomic logic that docs not depend on the orthodoxy.
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nonobvious in light of prior art® Beginning in the 1980s, the nonobviousness
requirement was increasingly trivialized. For example, in 1999, the Federal Circuit Court
ordered that the U.S. Patent Office issue a patent to an applicant who decorated large
black plastic garbage bags with orange pumpkin faces. The Federal Circuit declared that
this combination of garbage bags and Halloween decoration, each element itself obvious,
was a nonobvious combination that merited a patent.’ In 2003, the Federal Trade
Commission issued a widely praised Report criticizing patent protection’s descent into

triviality. **

Then, in 2007, the Supreme Court published the KSR decision, which elevated the
nonobviousness requirement for the largest category of patents, those like the Halloween
garbage bag that involve combinations of prior art. The decision instructed the Patent
Office to reject applications for combination that show only “ordinary creativity.”* The
Patent Office has since rejected on the ground of obviousness a number of applications

for combination patents, and the courts have regularly upheld those rejections.

The Court in KSR took issue with the Federal Circuit’s “transform[ation of a] general
principle into a rigid rule that limits the obviousness inquiry.” The patent principle holds
that a combination is obvious to “a person of ordinary skill in the relevant field” when the
prior art “demonstrate[es| a teaching, suggestion, or motivation to combine known
elements” into that combination.** The Federal Circuit rigidified the principle “by
overemphasis on the importance of published articles and the explicit content of issued

patents.” This approach failed to take account of “common knowledge and common

“ Patent Act § 103(a).

" In re Dembiczak, 175 F.3d 994 (Fed. Cir. 1999).

* Spe Federal Trade Commission, “To Promote Innovation: The Proper Balance of Competition and Patcnt
Law and Policy’ (Oct.2003) <http://www [ic.gov/0s/2003/10/innovationrpl.pd > accessed 4 December
2007); see also, JH Barton. ‘Non-Obviousness’ (2003) 43 IDEA: The Journal of Law and Technology 475;
Working Group on thc New Economy, Amcrican Antitrust Institutc, Antitrust and the New Economy:
Comments to the Antifrust Modernization Commission, Washington, D.C. (July 2005).
<http://govinfo.library.unt.edu/amc/public_studies {r28902/new_economy pdffi050715_ AAI-
New_Economy.pdf> accessed on 31 May 2010.

B KSR Int’l Co. v Teleflex Inc., 127 S.Ct. 1727, 1743 (2007).

127 S.Ct. at 1741, 1742.
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sense,” which consider a larger body of public knowledge, including “design need and
market pressure,” knowledge which seldom finds its way into the literature of prior art.
Justice Kennedy observed that a “person of ordinary skill is also a person of ordinary

» 45

creativity, not an automaton. This observation brings to the fore the difficulty of
separating ordinary creativity from the non-obvious type because “inventions in most, if
not all, instances rely upon building blocks long since uncovered, and claimed
discoveries almost of necessity will be combinations of what, in some sense, is already

246
known.

The practical question, then, is what to do about the great bulk of inventions that lie in the
bandwidth between the obviously ordinary and the obviously non-obvious. In expanding
the range of references for determining prior art, the Court in KSR raised the level of non-
obviousness required for patentability. Now, a combination may be found obvious even
without a reference in the prior art to “teaching, suggestion or motivation to combine

known elements.”

1t should be noted that the very process of determining non-obviousness in the course of
patent application is in effect a contest in ideas, a competition between prior art and the
prosecuted invention. The standard is whether the invention embodies an advance in
ideas that is not obvious in the light of prior art. KSR raises the level of difficulty for the

new arrival to win this competition in ideas.”’

Given that the heightened standard will exclude a class of combination inventions that
met the old standard for non-obviousness but fail the new one, what are the likely effects?
Some of the newly obvious combinations, especially those involving processes, can be

hidden from public view and, thus, their owners can seek trade secret protection. In this

* Ibid 1743 (citing DvStar Textilfarben GmbII & Co. Deutschland KG v C.IL Patrick Co., 464 F.3d 1356,
1367 (Fed. Cir. 2006)) (internal quotation marks omitted).

¥ Ibid 1741.

" The statutory requirement of usefulness assures that the invention is not a disembodied idea. 35 USC §
101. For further discussion of this point, scc Peritz, “Patents and Progress” (n 11 above).
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instance, public information about such combinations will be lost until the secrets are
discovered. Owners of newly obvious combinations which are self-disclosing on sale or
use will proceed in reliance on licensing provisions, first-mover advantages, or simply the
benefits of the new combination when they outweigh the competitive costs of imitation

by others. The resulting mix of secret and public combinations is an empirical question.

Moreover, there is a strategic question that sheds some light on the matter. As Landes and
Posner have observed, the choice between patent and trade secret protection depends on
their relative value.”® On the cost side, patents are more expensive to obtain. And patent
disclosure provides the very information rivals need to invent around more cheaply or
simply infringe when that makes strategic sense. On the benefit side, a patent becomes
more valuable than trade secret protection as the risk of disclosure, reverse engineering,
or independent invention increases. As a general matter, the inventor is more likely to
seek patent protection for inventions that are more likely to become public knowledge or
otherwise legally available to rivals. Inventions whose secrecy is more readily maintained

are less likely to be patented.*

In sum, KSR’s heightened standard for non-obviousness increases the play of
competition, either immediately by direct imitation or eventually by investigation,
independent discovery, or reverse engineering. The Court has denied patent protection for
inventions that reflect only “ordinary creativity” and, in consequence, expanded access to

inventions that were protected under the old rule.® The result is that competitors now

“* Landes and Posner (n 3 above) 354-71. Notc as well that patents arc less cxpensive to maintain and
license.

" In this light, the loss of public knowledge from patent publication should not be overestimated. Nor
should a decline in public knowledge resulting from the heightened standard of patentability.

* The extent of access (o compelitors under the new approach deserves [urther comment insofar as it
depends on the character of prior art embodied in the combined elements. If no elements are protected by
patents still in force, then aceess to the new combination is centircly frec and competition is simply
extended. I, however, any element is still protected, (hen use of the new combinalion requires a license
from each patent holder. But no patent license is required to practice the combination. The net effect in
cither casc is fice access to the combination and, with it, lower bargaining and licensing costs. In all
circurnstances, however, the intervention of trade secret protection must be taken into account, with
conscquences as described in the discussion accompanying this footnote.
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have free access to make, use, and sell inventions that would have been protected by

combination patents under the lower level of creativity.

In a second recent patent decision, a unanimous Supreme Court in eBqy tightened the
requirement for obtaining an injunction against a patent infringer. A more stringent
requirement means that infringing competitors are not so easily restrained from making,
using, or selling patented inventions; instead, the remedy of compulsory licenses opens
competition to patent infringers who would otherwise have been excluded from the

market.”'

The unified Court in eBay once again rejected an instance of the Federal Circuit’s rigid
jurisprudence of expansive patent rights, this time its “general rule that courts will issue
permanent injunctions against patent infringement absent exceptional circumstances.” Tn
rejecting this general rule, the Court held that issuance of permanent injunctions
summons “familiar principles [of equity that] apply with equal force to disputes arising
under the Patent Act.”** Justice Thomas’ opinion for the Court provides a clear and

unembellished basis for a more flexible approach:

As this Court has long recognized, “a major departure from the long tradition of
equity practice should not be lightly implied.” Nothing in the Patent Act indicates
that Congress intended such a departure. To the contrary, the Patent Act
expressly provides that injunctions “may” issue “in accordance with the principles

of equity.”™

While the opinion for the Court does not venture beyond the statutory text and equity

doctrine to make plain the outcome, two concurring opinions offer differing policy

! eBay Inc. v MercExchange, L.L.C., 126 S.C1. 1837 (2006). Of course the infringing user must be a
reasonable royalty as determined by the court. This can be understood as shifting from the patent holder to
the court the power to determine royaltics. In consequence, the patent holder cannot hold up would-be
compelilors in what is Lypically a one-sided monopoly bargaining scenario (hat does not promise (he
efficient solution generally attributed to settlements and bargain contracts more generally, per the Coase
Theorem.

2126 S.Ct. at 1839 (both quotations in the paragraph).

% Tbid (citations omitted).
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analysis for support. Both address an issue raised in the opinion by Justice Thomas,
particularly in a passage that rejected the Federal Circuit’s reasoning for its general rule
for issuing permanent injunctions. The Federal Circuit had concluded that the Patent
Act’s explicit definition of a patent as “having the attributes of personal property,”
particularly “the right to exclude others from making, using, offering for sale, or selling
the invention . . . alone justifies its general rule.” Justice Thomas quoted specific statutory
language that provides for the judicial discretion associated with traditional equity
practice, observing that “the creation of a right is distinct from the provision of remedies
for violations of that right”** The two concurring opinions assert sharply different
rationales for treating the distinction between the exclusionary nature of property rights

and the exclusionary remedy of injunction.

Chief Justice Roberts understood the relationship between right and remedy reflected in
the statutory provisions to be reflected in a “long tradition of equity practice” to grant
injunctions “upon a finding of infringement in the vast majority of patent cases” on
account of “the difficulty of protecting a right to exclude through monetary damages that

253

allow an infringer to use the invention against the patentee’s wishes.”” Tn sum, Justice
Roberts was instructing federal judges not to stray from that “long tradition” of
recognizing patents as fundamentally property rights to exclude, rights to empower

individual choice about how to practice the invention, or whether to practice it at all.

Justice Kennedy in his concurring opinion gave a diametrically opposed rationale for the
Court’s declaration that the statutory definition of patent as property right does not
necessarily define the remedy for its violation. At the outset, Justice Kennedy rejected the
Chief Justice’s view that the difficulty of fully protecting patent rights with monetary
damages underlies a “long tradition” that calls for judges to conserve the property rights
in patents. In sharp contrast, Kennedy’s opinion looks forward rather than back. Tt invests

the equitable nature of injunctive relief with a progressive ability to adjust to change:

> Tbid 1840 (citing 35 U.S.C. §§ 261, 154(a)(1)).
5% Ibid (joincd by Justices Ruth Bader Ginsberg and Antonin Scalia) (cmphasis in original).
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“[T]n many instances the nature of the patent being enforced and the economic function of
the patent holder present considerations quite unlike earlier cases.” Two examples are
given: first, “industries in which firms use patents not as a basis for producing and selling
goods but, instead, primarily for obtaining licensing fees;” second, “patents over business
methods,” which raise significant questions of “vagueness and suspect validity.”*® Both
examples reflect concerns that patent rights to exclude can be questionable barriers to the

market entry needed for competition to flourish.

It is no accident that Justice Kennedy’s source for both examples is the Federal Trade
Commission report entitled “To Promote Innovation: The Proper Balance of Competition
and Patent Law and Policy.” A balance between access and exclusion is required because
experience and economics tell us that both competition and patent rights can promote
innovation as well as the invention that precedes it. In this light, injunctive relief for
patent infringement should not be granted, particularly to patent trolls or business patent
holders, when it results in less progress than competition or compulsory licensing.”
Justice Kennedy cautions against the dangers of excessive patent protection and, with it,
inadequate regard for competition as a powerful means to promote progress through

innovation.

In the third recent case, the competition logic driving Justice Kennedy’s concurrence
emerges even more emphatically in Justice Stephen Breyer’s dissent from the Merabolite
decision. Justice Breyer’s opinion questions the wisdom of dismissing the writ earlier
granted in a case that addresses the fundamental patent imperative to “[e]xclude from . . .

patent protection . . . laws of nature, natural phenomena, and abstract ideas.”**

5 Tbid 1842 (Justice Kennedy joined by Justices Stevens, Souter & Brever) (for all quotations in the
paragraph).

" Ibid (FTC Report).

58 Lab. Corp. of Am. Holdings v Metabolite Labs., Inc., 126 S.Ct. 2921, 2922 (2006) (Justice Breyer, joined
by Justices John Paul Stevens & David Souter, dissenting from opinion to dismiss writ of certiorari as

improvidently granted).
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What is so important about this issue? In Justice Breyer’s view, granting a “monopoly
over a basic scientific relationship” upsets a careful balance embodied in patent rights:
“[S]ometimes too much patent protection can impede rather than ‘promote the Progress
of Science and useful Arts,” the constitutional objective of patent and copyright

. 59
protection.”

Justice Breyer was concerned about public access to “the basic tools of scientific and
technological work™ and, as such, to “part of the storehouse of knowledge and
manifestations of laws of nature as free to all men and reserved exclusively to none.” The
rationale for free access lies in the public policy to promote progress by encouraging

“development and the further spread of useful knowledge itself.” 60

What exactly is this careful balance embodied in patent rights? Justice Breyer
incorporates it by reference to Justice O’Connor’s Bonite Boats opinion for a unanimous

Court:

The Patent Clause itself reflects a balance between the need to encourage
innovation and the avoidance of monopolies which stifle competition without any
concomitant advance in the “Progress of Science and useful Arts.” . . . [Tlhe
stringent . . . novelty and nonobviousness requirements express a congressional
determination that the purposes behind the Patent Clause are best served by free
competition and exploitation of either that which is already available to the public

or that which may be readily discerned from publicly available material.®!

Justice Breyer was reminding readers that the patent regime begins, as Justice O’Connor

put it, with “the baseline of free competition . . . [from] which the protection of a federal

»62

patent is the exception.”” And so Justice Breyer concluded his opinion in Metabolite

with references to competition policy — not only the Bonito Boats decision but also the

* Tbid 2925 (citations omitled).

 Ibid 2923 (citations and internal quotation marks omitted).

' Bonito Boats, Inc. v Thunder Craft Boats, Inc., 489 U.S. 141, 146, 150 (1989); Metabolite, 126 S.Ct. at
2926 (citing 489 U.S. at 146).

2489 U.S. at 156, 151.
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FTC Report and former FTC Commissioner Robert Pitofsky’s article on antitrust and

intellectual property rights.®

Each of these patent cases expresses an aspect of an emergent jurisprudence: first,
granting rights to exclude competitors only with respect non-obvious inventions; second,
determining the propriety of exclusionary remedies by equitable principles rather than by
the property logic of patent ownership; and finally, maintaining public access to “laws of
nature, natural phenomena, and abstract ideas.” Every one of these propositions limits the
exclusionary power of patent protection. Each one widens public access to inventions or
to the knowledge embodied in those inventions. The result is increased weight attributed
to the patent regime’s internal policy of free competition as an engine to promote

progress.

These recent calls to competition are not exceptional.* Patent monopoly has long been
disfavored in the United States. As Thomas Jefferson put it over 200 years ago, the patent
system must draw “a line between the things which are worth to the public the
embarrassment of an exclusive patent, and those which are not.”® Indeed, the Supreme
Court is currently considering a closely-watched case that presents questions posed by
Justices O’Connor, Kennedy, and Breyer, questions about the scale and scope of
patentable subject matter and thus the reach of exclusionary rights in information

technology.*

The patent life cycle: three stages of competition

%126 S.Ct. at 2929.

® For a recent trade dress decision that echoes Justice O’Connor’s call (0 a baseline of competition, see
Wal-Mart v Samara, 529 U.S. 205, 213-14 (2000). The opinion was written by Justice Antonin Scalia,
usually the Court champion of property rights and frccdom of contract.

%% 13 Wrilings of Thomas Jelferson (Memorial ed 1904) 333, cited in, e.g., Bonito Boats, 489 U.S. 141, 148
(1989). This passage and others suggest the possibility that for the 18" century foundimg fathers. property
rights had a natural incentive cffcet. In this view, there was no fundamental distinction between property as
natural rights and as incentives.

% In ve Bilski, 545 F3d 943 (Fed. Cir. 2008), cert. granted sub nom Bilski v Doll,129 8.Ct. 2735 (2009).
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The twin tensions reflected in the patent jurisprudence, the tensions in means and ends,
resolve differently in the course of what can be called the patent life cycle. Patents move
through three stages, each one comprising a technological and a legal component.
Schumpeter, F.M. Scherer, and other economists have characterized technological change
as the well-known steps of invention, innovation, and imitation or diffusion.®” The legal
component of the patent life cycle runs through the stages of patent prosecution, patent

term, and patent expiry.

During the patent prosecution stage, the claimant must persuade the patent examiner that
there is an invention and that it merits protection.®® The applicant is free to engage in
innovation and further invention during prosecution. The process is confidential.%
Diffusion of knowledge is delayed until the application and file folder are published by
the Patent Office — when the a patent is issued though even sooner in many cases.”
Patent prosecution can be understood as a competition in ideas pitting the invention
against the body of prior art in a contest refereed by a patent examiner according to a

strict set of rules and guidelines. If the invention is useful and proper subject matter, if it

" "nvention to [Schumpceter] was the act of concciving a new product or process and solving the purcly
technical problems associated with its application. Innovalion involved the entrepreneurial functions
required to carry a new technical possibility into economic practice for the first time — identifying the
market, raising the nccessary funds, building a new organization, cultivating the market, ctc. Imitation or
diffusion is the stage at which a new product or process comes inlo widespread use as one producer afler
another follows the innovating firm's lead." F Scherer, fndustricl Market Structure and Market
Performance (1970) 350 . The three steps arc not mutually exclusive. Indeed, they are best understood as
overlapping and intertwined. CI. Perils, ‘Freedom (o Experiment: Toward a Concept of Inventor Welflare’
(2008) 90 Journal of the Patent & Trademark Office Society 245.
“ Though the statute states that patent “will be granted unless . . .”, in practical terms the vast majority of
applications are rejected and thus the burden falls on the applicant.

In somc circumstanccs, provisional rights to damages arc available for third party usc during the
prosecution stage, but only aller the patent has been issued. Patent Act § 154(d).
*® “Publication of patent applications is required by the American Inventors Protection Act of 1999 for most
plant and utility patcnt applications filed on or aftcr November 29, 2000, On filing of a plant or utility
application on or after November 29, 2000, an applicant may request that the application not be published,
but only if the invention has not been and will not be the subject of an application filed in a foreign country
that requircs publication 18 months after filing (or carlicr claimed priority datc) or under the Patent
Cooperalion Treaty. Publication occurs afller the expiralion of an 18-month period following (he earliest
effective filing date or priority date claimed by an application. Following publication, the application for
patent is no longer held in confidence by the Office and any member of the public may requcst access to
the entire file history of the application. <http://www.uspto.gov/web/offices/pac/doc/general/#pub>
accessed 1 Junc 2010, Patent Act § 122.
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is clearly described and, finally, if it is not anticipated by the prior art, if it is not obvious,
then it embodies new knowledge whose embodiment is worthy of patent protection.’
The competition in this phase of the life cycle produces the private right to exclude and

what can be called the patent’s public knowledge benefit.

The knowledge benefit’s crucial importance to the prosecution stage can be seen in the
strict requirement that the description of the invention in the patent application be clear
and complete, and that it enable those reasonably skilled in the art to make and use it. The
applicant must also include any additional knowledge concerning a “best mode” of
making and using the invention. The description and enablement requirements provide
two kinds of public knowledge benefit. First, the description requirement separates the
idea from its embodiment, the public benefit from the private property by assuring that
the applicant has reduced the idea to practice. Without a strict description requirement,
there would be the danger of patenting the idea, of turning the public benefit into private
property. Second, as the Supreme Court stated long ago, “If the description be so vague
and uncertain that no one can tell, except by independent experiments, how to construct
the patented device, the patent is void.””* In other words, the information must be
sufficient to enable subsequent inventors to lear from the description. With less stringent
requirements of description and enablement, the patent prosecution phase would produce
the worst of all possible outcomes: private commercial rights to an idea and public
knowledge without use value. The domain of ideas would shrivel while monopoly in

commercial markets would expand.

The life cycle’s second stage begins when the patent is issued. During the patent term, the

owner holds a right to exclude others from using the invention for any purpose including

1 Of coursc, in addition to nonobviousness, requircments of utility, novelty, and proper subject matter must
be 1mnet.

"2 The Incandescent Lamp Patent, 159 US 465 (1895). The patenting of computer software raises important
questions about the knowledge benefit. The deseription clement is satisficd by language of gencral means
that does not require publication of source code. The result is patents that are too broad and information
that is too vaguc to be uscful. My approach would not permit the current approach to software patents.
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. : . LT
innovation and further invention.

This right to exclude is seen as the condition
underlying the patent holder’s power to license the technology and in consequence take
advantage of downstream efficiencies of development, production, and distribution.
Licensing the technology or otherwise using the invention is of course subject to general
legal requirements and restrictions. A private right to the commercial benefits of the
invention promises a public benefit — the material benefit of improved conditions of
every day life. In this stage of the life cycle, two kinds of competition are anticipated.
First, the patent holder is encouraged to commercialize the invention and offer it on the
market. Nonetheless, a material benefit from commercial competition is not guaranteed
because the patent holder has no obligation to work the patent and even if she does,
consumers might not buy it. Second, competitors have access to the new knowledge and
often the invention itself, and can make practical use of it by improving or inventing
around it. However, this competition by experimental use is severely restrained in the

United States.”

The third stage of the patent life cycle begins with the grant’s expiry. The patent’s limited
term creates a further material benefit when, after 20 years in the case of a utility patent,
the invention itself falls into the public domain. This reversion to public use” triggers a
general privilege to use the invention and, in so doing, invites commercial competition by
imitation that promises to lower prices and, thus, to disseminate more widely the
invention’s material benefits. Moreover, to the extent invention follows imitation, there is

further competition in both ideas and commerce.

Each stage of the patent life cycle reflects a different sort of competition, each one
conditioned by the regime’s rules and policies, which express resolutions of the tensions

in means and ends. As discussion of the Griffith and Kewanee Qil decisions has shown,

 In the United States, there is virtually an absolutc ban on unlicensed cxperimental usc. Peritz, (n 68
above).

" Ibid.

" The public’s future intcrest is a reversion to the transferor in the constitutional sensc that patents arc not
common law property rights but rather statutory grants for a term of years that reserve a reversionary
interest in the public.
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resolving the tension in ends by (not) privileging the knowledge benefit over the material
benefit can have dramatic consequences. In similar fashion, taking competition as the
presumptive starting point for adjudication of patent rights can also have powerful
effects. For instance, in making it more difficult to obtain an injunction remedy for patent
infringement, the Supreme Court in eBay weakened the patent holder’s property right to
exclude and thereby opened the market to increased competition in the second stage of
the patent life cycle. Similarly, when the KSR decision raised the standard of
nonobviousness for combination patents in the patent prosecution phase to change the
conditions of competition in ideas, it effectively cut back the scope of exclusionary rights
and increased commercial competition in the second stage. And when Justice Breyer in
his Metabolite dissent explicitly called for protection of the public knowledge benefit by
limiting the subject matter of patent rights, the intended effect was to change the
prosecution stage’s conditions for competition in ideas and thereby extend the reach of
public access to subject matter that would otherwise fall under the private control of

patent holders.

These recent cases present not only a common dynamic of tensions, but a common
resolution. They reflect an underlying commitment to competition policy expressed in the
patent regime. Their approach resonates with the political economy described in Justice
O’Connor’s Bonito Boats opinion for a unanimous Court. That is not to say this sample
of opinions provides enough data to infer a new orthodoxy in patent jurisprudence, one
that recognizes the illogic of an IP economics founded on incentive theory. Indeed,
Justice O’Connor’s opinion itself presents the baseline of free competition as the
necessary condition for an incentive theory of patents. But the sample is enough to say
there is an emergent strain of patent jurisprudence that reveals a preference for
competition policy, an emergent strain of patent jurisprudence that converges with a
residual IP economics of competition, an economics that does not depend on an
unfounded incentive theory as the logic for privileging exclusionary rights to promote

economic progress.
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D. Patents as a Competition Regime: Some Consequences

This section concludes the chapter by suggesting some additional changes that would
result from extending the patent regime’s emergent jurisprudence and the residual

economics of competition.

The recent Supreme Court decisions discussed offer examples of what Complexity
theorists call the ‘butterfly effect’ — a small change in initial conditions that produces a
radical change in system behavior. It takes its name from the familiar image of a butterfly
in New York City’s Central Park, a butterfly whose fluttering wings alter the course of an
entire weather system in the Amazon rain forest”® A presumptive shift in patent
jurisprudence to competition policy is a small change, a change well within the traditional
view that both exclusionary rights and free competition drive economic progress. The
same can be said for privileging the public knowledge benefit over the material benefits
anticipated from the patent regime. These changes in initial conditions are incremental,
not radical. They are small but, as recent decisions demonstrate, they can effect sharp and

surprising turns in patent policy.”’

Further changes, large and small, could come of this shift in initial conditions, a
procedural shift in patent jurisprudence to the presumption that free competition
promotes progress, a shift supported by the residual economics. Each stage of the patent

life cycle would understood as reflecting a baseline of competition, a primary

*® This cffccet can be called radical incrementalism, meaning that small differences in the initial condition of
a dynainic system may produce large variations in its long term behavior. The concepl of sensitive
dependence on initial conditions was developed by French mathematician R Thom, Structural Stability and
Morphogenesis: An Essay on the General Theory of Models (1972) and was popularized later as
Catastrophe Theory in EC Zeeman, Catastrophe Theory, (Apr. 1976) Scientific American 65. It was a
precursor to Chaos Theory and Complexity Theory. On Complexity Theory and dynamic efficiency, see
Peritz, Dynamic Efficicncy” in A Cuccinota, R Pardolesi, & R Van den Bergh (cds) (2002) 108 fn 30 and
accompanving (ext.

7" The shift in IP economics, however, would not be perceived as small. This effect is an extreme form of
the tipping phenomenon derived from mathematician René Thom'’s Catastrophe Theory: a sudden and
irreversible change in direction from a preceding course that appeared steady and reversible. Examples
include stock market volatility, fight and flight rcactions to dangcer, and the last straw.
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commitment to the public knowledge benefit,™ a narrowly targeted version of incentive
theory, and in sum a patent policy that serves the constitutional purpose of promoting
progress. Here are a three further instances of such changes, the last one extended into a

specific example derived tfrom the E.U. Microsoff case..

The first involves the experimental use defense to patent infringement. Almost twenty-
five years ago, the Federal Circuit transformed unauthorized experimental use of
another’s patented invention into patent infringement. The rationale lay in a questionable
extension of the already questionable logic of incentive theory. The court determined that
a patent holder’s power over the invention should extend beyond commercial profit to
control of its every use. Why? The court began by attributing a “business interest” to
everyone from garage tinkerers to research scientists, a business interest that was itself
seen as endangering the incentive value of patents. An unlicensed researcher could
overcome this powerful presumption of a business interest only when the purpose was
literally the “idle curiosity” of a “dilettante affair.”” Since the doctrine’s announcement,
not one published decision has reported a successful experimental use defense to patent

infringement.

The demise of the traditional privilege to engage in unauthorized experimental use of a
patented invention is another instance of the propertization trend that has been expanding
IP protection in the United States. It is a particularly harmful instance because
experimental use is perhaps the most important form of competition during the patent
term. If unauthorized experimentation were seen instead as presumptively competitive
conduct, then the patent holder would be required to prove actual commercial injury and

public harm, all of which results not from imagined intentions but from actual

8 Of course a primary commitment to the public knowledge benefit would call for reconsideration of the
Kewanee Oil decision. For discussion, scc Peritz, “Patents and Competition: Toward a Knowledge Theory
ol Progress’ in LM Genovesi (ed) Infelleciual Property Rights and Market Power (2009) (selected papers
from ATRIP annual conference, Parma, Italy, Septemmber 2006).

® Roche Prods. v Bolar Pharma. Co., 733 F.2d 858 (Fed. Cir. 1984) (citing as most persuasive precedent
Pitcairn v U7.S.. 547 F2d 1106 (Ct. CI. 1976)). This expanded view of patent rights is a natural result of
vicwing them through the prism of property logic.
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commercial conduct, from making, using, and selling. In short, a viable experimental use
defense would not harm patent holders’ legitimate interests in exclusive rights to

commercial profit during the patent term.

Moreover, the current stranglehold on unlicensed experiment disserves the public interest
in three ways. First, it in effect extends the twenty-year patent monopoly by the time
necessary for rivals to engage in research and development of products for offer on the
market.** Second, the current regime empowers patent holders to control too much of
follow-on research, a power inconsistent with the unlimited availability of improvement
patents to all who meet the statutory requirements. Patent’s open door policy for follow-
on research is in sharp contrast to the Copyright Act’s treatment of derivative works,
whose protection is available only to the holder of the underlying copyright.®! Third, the
patent holder’s control over research also channels and restrains the production of new
knowledge intended to replenish the public domain. More widespread competition and
cooperation in research during the patent term would produce public benefits by lowering
the costs, expanding the field of improvement patents, opening the production of new
knowledge, limiting the patent term to its statutory boundary, and, if relevant, serving the
national interest by bringing the United States in line with most of the rest of the world,

to which unlicensed research activities likely immigrate to escape the harsh U.S. regime.

My second example involves puritied forms of naturally occurring substances. Product
patents have been granted for them regularly since an early 20" century decision, which
affirmed a grant for the purified hormone Adrenalin on the ground that it was “a new

thing commercially and therapeutically.”®

While this rationale emerged from a focus on
commercial markets, the actual effects were much broader because of the standard scope
of protection afforded product patents in the United States: The product patent practically

encompassed the very idea of purified Adrenalin insofar as it included not only the

8 Cf. Brulotte v Thys Co., 379 U.S. 29, 32 (1964) (licensing agreement extending bevond patent term per

sc violation of federal patent law); Pifmey Bowes, Ine. v Mestre, 701 F.2d 1365 (11th Cir. 1983) (samc).
8! The current treatment of derivative works also reflects overprotection, in this author’s view.
82 Parke-Davis v Mulford, 189 F.2d 95 (S.D.N.Y. 1911).

36



218

product but its equivalents for all uses not only known at the time but also discovered

later.®

An approach beginning with the presumption of competition as patent’s baseline would
begin by confining the scope of protection to what was actually invented — the new
process of purification and the method of using purified Adrenalin. Beyond the specific
process and method of use, open competition would prevail. The product and with it the

idea of purified Adrenalin would be freely available in the public domain.*

In a very recent decision that has attracted attention, a federal court in New York City
ruled that isolated and purified DNA was not patentable because it lacked “markedly
different characteristics” from native DNA.* The plaintiffs referred to the Adrenaiin case
in arguing, “Tsolated DNA molecules should be treated no differently than other chemical
compounds for patent eligibility.” But the court rejected the reference by distinguishing
DNA from other chemical compounds in the body: While Adrenalin and other
compounds necessarily convey information, DNA encodes an entirely different kind of
information, not about its own molecular structure involving its own biological function
but rather about its biological function of directing the synthesis of other molecules in the
body. This distinction was dispositive because, in the court’s view, the isolated and
purified DNA carried precisely the same information as the native DNA and thus lacked

“markedly different characteristics.”

% Only patents for improved or new production processcs or methods of usc were possible. The result
would be blocking patents.

¥ With a targeted incentive theory, the question might be whether it would be good industrial policy to
support the cxclusionary regime of a product patent for Adrenalin and a suitably defined catcgory of
naturally occurring substances in order to channel research and development in a direction that is currently
neglected under what would otherwise be a regime of open access required by free competition. Since the
question would call for a judgment about industrial policy, it would be for Congress to Iegislate somc
combination of general slandards and specific rules for the Patent Office, which would promulgate
guidelines for its examiners, who would provide teclmological expertise, as they do now, according to
guidclines in the prosccution stage of the patent lifc cyclc.

85 Association Jor Molecular Pathology v U.S. Patent and Trademark Office, S.D.N.Y., No. 09 Civ. 4515,
March 29, 2010,

37



219

The court recognized the importance of the case in stating, “The widespread use of gene
sequence information as the foundation for biomedical research means that resolution of
these issues will have far-reaching implications, not only for gene-based health care and
the health of millions of women facing the specter of breast cancer, but also for the future
course of biomedical research.” In short, competition and cooperation in gene research
would not be controlled by patent holders. Despite the court’s special treatment of DNA,
the same could be said for generally denying product patents for purified forms of all

naturally occurring substances.

The last example involves the description and enablement requirement already discussed
in the jurisprudence section — here, the requirement as it applies to computer software.
Ten years ago the Federal Circuit Court declared that a general functional description
satisfies the requirement® for software patents. The practical consequence of these cases
is lack of adequate description and enablement. The description is insufficient to assure
that the claimant actually “has possession” of the invention rather than simply a general
idea about its function. Moreover, enabling a skilled programmer to make or use the
software would require flow charts, source code, and the detailed descriptions that
annotate modules, descriptions that computer programmers customarily include as
documentation for others who subsequently need to understand, change, or fix the source
code. Both protocols® and programmer comments are embedded in source code listings,
while protocols also appear in software documentation. Why is a general functional
description enough for the Federal Circuit Court and, thus, for the Patent Office though it
is does not meet industry standards? Because, according to the court, conversion of
functional description into source code is “a mere clerical function to a skilled

programmer.”®

gf Patent Act § 112. The court acknowledged that more might be required in special cascs.

¥ A prolocol is a slandard procedure and formal (hat two computers or other devices must understand,
accept and use in order to communicate with one another. Examples include networlk log on procedures and
html format.

¥ Northern Telecom, Inc. v Datapoint Corp., 908 F.2d 931, 942 (Fed. Cir. 1990) (citing /n re Sherwood,
613 F.2d 809, 817 n. 6 (C.C.P.A. 1980)). There may be cxeeptional cascs where more is required. [bid
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The court’s rationale rings hollow for anyone who has actually designed or written
operating system or complex applications software. Indeed, no judge sitting on the
Federal Circuit could have taken the stated view after having any actual experience in the
field. The author of this chapter spent some years designing and writing such software,
and the experience evidences the reality that conversion of systems design specifications
to source code is often challenging work that involves much more than mere clerical
function. Nonetheless, the Federal Circuit in its nescience requires only a general

description of the software process.

While general information about software function has some limited value, its
satisfaction of the patent disclosure requirement creates two problems. First, general
claims and descriptions produce software patents that are too broad and, as a result,
foreclose too much competition as functional equivalents. This problem includes
treatment of business method inventions, which are typically embodied in software.
Second, there is insufficient information flow for subsequent inventors. The combination
is deadly: broad patent rights and little public information about them. This situation is
exacerbated by the acknowledged difficulty in locating and identifying prior art in the

category of computer software.

If the patent regime is intended to encourage leaming from prior art and thereby foster
competition by invention, the level and quality of information must be improved. The
current requirement of a general process description requires only a low level of
information and, in consequence, erects a barrier to further invention, a barrier that
benefits the patent holder by keeping rivals out, rather than an information flow that

benefits society by enabling others to improve and surpass the invention.

Moreover, a surprising anomaly arises: Despite the patent requirement of disclosure,
specific code modules in patented software can be protected as trade secrets. The patent

requirement of disclosure and anomaly of trade secrecy in its midst can co-exist because
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of the Federal Circuit’s general description requirement. Recognizing the public
knowledge benefit of competition in ideas during the prosecution stage of the patent life
cycle would call for a more demanding description and enablement standard for computer
software. The change would call for disclosure of the source code and system
documentation that industry practices recognize as needed to enable subsequent work on

the software.

Moreover, in the broader ambit of innovation policy, a proper patent requirement to
disclose would obviate the need for antitrust litigation to resolve some issues of
interoperability and disclosure through compulsory licensing of patented software. The
E.U. Microsoft antitrust case provides a handy example because it involved computer
software for which Microsoft asserted patent and trade secret protection as defenses to
antitrust liability for refusals to disclose information rivals needed for the continued
interoperability of their software with Microsoft WINDOWS for PCs. How would the
analysis of IP claims proceed if antitrust were no longer seen as the sole source of a
conflicting competition policy? And if patent policy were no longer seen as driven
exclusively by property rights to exclude competitors? Instead, let’s look at policies of
exclusion and access not in opposition to one another, not in antithetical domains of
patent and antitrust, but rather in a joint venture to set the conditions for relationships of

competition and cooperation.*

In the actual Microsofi case, the Court of First Instance (CFT) affirmed the Commission

judgment that Microsoft abused its dominant position in the market for PC operating

% Wesley Hohfeld made the fundamental point that property rights can be best understood as relations
between persons rather than between a person and a thing. W Hohfeld, ‘Some Fundamental Legal
Conceptions as Applied in Judicial Reasoning” (1923) 23 Yale Law Journal 16; JW Singer, ‘“The Legal
Rights Dcbate in Analytical Jurisprudence from Bentham to Hohfeld” (1982) Wisconsin Law Review 975.
The chapler lakes up this well-known relational conception of propertly rights and extends it (o competition
and cooperation. The extension is indebted to the voluminous literature about the interplay between
compctition and coopcration — whether litcrature relating dircctly to innovation and cfficicncics or morc
broadly throughout the social and manageinent sciences. Much of the literature is inforined by game theory,
from the simple prisoners’ dilenuma to complex multi-layered iterative games. For a brief introduction to a
game theory approach to parallel commercial conduct, scc Peritz, ‘Doctrinal cross-dressing in derivative
aftermarkets: Kodalk, Xerox and the copycat game” (2006) 51 Antitrust Bulletin 287 and sources cited
therein,
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systems by leveraging WINDOWS’ dominance into the market for work group server
operating systems. The CFI concluded that Microsoft wrongfully applied this leverage in
refusing to disclose to rivals in the server market information they needed for continued
interoperation with work group PCs running WINDOWS.*® The information included
interface protocols and an “Active Directory,” [Directory] which organized the protocols
in an arguably original way that allowed Microsoft’s server software to interoperate
smoothly and efficiently with WINDOWS. Microsoft claimed that patent and trade secret

protection allowed them to deny access to this information.”’

The CFI began its analysis by resolving what it treated as a conflict between competition
policy and intellectual property rights. The conflict was resolved as follows: First, the
Court simply assumed that Microsoft had patent and trade secret protection of the
protocols and the Directory, despite some hesitation over the strength of the claims.
Second, the Court affirmed the Commission’s determination that, under exceptional
circumstances, competition policy can trump patent and trade rights. The exceptional
circumstances turned on the question of access to an indispensable asset controlled by a
dominant firm, here WINDOWS protocols controlled by Microsoft. The protocols were
deemed an essential facility for competition in the market for server operating system
software. The CF1 concluded that in the special circumstances competition policy
trumped Microsoft’s exclusionary rights in the absence of objective justification. It
followed that the proper remedy was a decree compelling Microsoft to disclose the

information to their competitors.

% The casc also involved distribution of WINDOWS MEDIA PLAYER. As Profcssor Steven Anderman
put it, four threads run through the CFI analysis: “(I) The significance of the findings ol ‘indispensability’
of the interface protocols to interoperability in the ‘second market.” (2) The significance of the finding that
there was a ‘risk” of climination of competition in the sccond market. (3) The “cxceptional circumstances’
in which competition law will find that a refusal to license an IPR will be an infringement of Art. 82. (4)
The finding of an absence of objective justification.” Anderman, ‘Pro-Consumer Efficiencies in Antitrust
Law and Practicc’ (26 Octobcer 2007) LUISS University, Romc.

?! Case T-201/04 Microsoft v Commission [2007] ECR T1-3601 (interoperability protocols for some front-
cnd scrver softwarc); sec also, Lockwood v American Airlines, Inc., 107 F.3d 1565 (Fed. Cir. 1997).
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The effect was a sharp change in the competitive and cooperative relationships between
Microsoft and its rivals. Until the decision, both competition and cooperation were
restrained by Microsoft’s asserted property rights to refuse disclosure of interoperability
information, an exclusionary right asserted under the aegis of trade secret and patent
ownership. As is often the case, competition on the merits was not possible without some
cooperation between participants. The CFI decision applied the competition policy of
then-Section 82 to compel Microsoft to cooperate with rivals in order to allow
competition on the merits of the server software rather than on the advantage derived
from Microsoft’s ownership of exclusive access to an essential component in PC

networks comprising numerous components.

So much for EU. competition policy and exclusionary rights. In the U.S., the outcome
would have been in doubt. First, the Supreme Court has in effect gutted essential facility
doctrine as a basis for antitrust liability. Second, turing on its head the E.U. view, patent
rights trump U.S. antitrust policy. And third, as a general matter, U.S. courts are
indisposed toward granting compulsory licenses, seeing them as insults to the institution
of private property. In sum, U.S. antitrust is a weak voice for expressing competition

policy.”

Now comes the emergent view of the U.S. patent domain as a distinct competition regime
and, in consequence, a more rigorous requirement of description and enablement. How

would this play out on the bare-bone facts of the E.U. Microsoft antitrust case?”

As already discussed, the current description and enablement requirement for computer
software calls only for a general description of the process. And so Microsoft is not

currently required to specify the protocols or the Directory. In short, the information

* See, e.g., Perilz, “The Microsofl Chronicles’ in Luca Rubini (ed) Aficrosofi on Trial: Legal and
Economic Analysis of a Transatlantic Antitrust Case, ( forthcoming 2010): ‘Microsoft e il flusso di
informazioni® (2007) 9 Mercato, Concorrenza, Regole 523 (Ttal. trans by Andrea Giannaccari).
9 P : - o .

For an expansive introduction to patent, copyright, trade secret, and trademark as competition regimes,
scc Peritz (2006) (n 4 above).
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would likely be secret. But if the requirement were reformulated in consonance with the
emergent view, then both the protocols and the Directory would be disclosed — the
protocols as necessary to enable skilled practitioners to use the software and the

Directory as reflecting the protocols’ best mode of use.”

A more demanding description and enablement would have two effects. First, it would
improve the information flow during the patent term, the public knowledge benefit
expected from the prosecution stage’s competition in ideas. Second, it would define more
clearly and more narrowly the metes and bounds of the patent monopoly. In relational
terms, it would expand the patent holder’s obligation to cooperate with rivals and other
interested parties, a third party obligation enforced during the prosecution stage of the
patent life cycle. As a result, it would change the conditions of competition during the
patent term by having given rivals the information needed to compete on the merits. In
sum, the relational changes would track those of the CFl1 decision in the E.U. Microsoft

decision.

But the relational changes would not be identical. First, the patent resolution would
require no litigation for disclosure. Second, it would involve no licensing, no judicial
oversight, and thus no licensing fee, no bargaining or other transaction costs. Third,
however, the use value of the information would depend on the scope of experimental use
permitted. In the United States, the use under current law is for all practical purposes
forbidden. But with a viable experimental use doctrine properly understood as
competition during the patent term, experimentation short of commercial use would be
permitted. Finally, unlike the compulsory license in the E.U. case, patent disclosure of the
Directory as the best mode of organizing the protocols would not necessarily permit its
commercial use. Certainly second comers could use the protocols commercially because
they lack invention; but if the Directory is a nonobvious invention, patent rights would

block its commercial use. Here, the patent regime’s compelled cooperation between

% For a demanding approach to the description requircment, sce The Geniry Gallery v The Berldine Corp.,
134 F.3d 1473 (Fed. Cir. 1998). For criticism, see AMoha v Diamond Automation, Inc., 325 F.3d 1300, 1323
(Fed. Cir. 2003) (Rader, J., disscnting).
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Microsoft and its rivals should not include commercial use of the Directory, if determined
a nonobvious invention, because commercial competition on the merits is possible
without access. Indeed competition in the development of more efficient or otherwise
superior protocol organization in other directories holds the promise of technological

progress.

This final example has shown how the patent regime can be understood as an instrument
of economic progress that shapes relationships of competition and cooperation. The
analysis begins with the presumption that free competition promotes economic progress.
Any policy or adjudication that would expand the scale or scope of patent rights requires
evidence of its progressive value. What justifies this shift from the current patent
regime’s presumption that exclusionary rights promote progress? It begins with
recognition of a policy stalemate that derives from the indeterminacy of incentive theory
as the basis for preferring either patent protection or free competition as the superior
engine of progress. This stalemate is broken by free competition’s superior distributional
effects, superior because competition generates more allocatively efficient outcomes and,
with them, conditions more conducive to future inventive activity. At the same time,
recent Supreme Court jurisprudence reflects an emergent strain of patent doctrine that
recognizes an internal competition policy — what an earlier decision by a unanimous
Court called “a baseline of free competition.” More broadly, adopting a baseline of
competition would change the current U.S. view of IP and antitrust as antithetical
regimes, as a binary opposition between monopoly and competition, between exclusion
and access. What would emerge is a more progressive and more functional view of IP
and antitrust as two intertwined regimes comprising policies of both exclusion and
access, two sets of rules and policies that set the conditions for relationships of
competition and cooperation to promote the progress of knowledge and industrial

technology.

Conclusion

44



226

This chapter has sketched the orthodox view of the patent regime as founded on
exclusionary rights to promote progress, its jurisprudence, and its dependence on a failed
incentive theory, as well as an emergent view expressed in the jurisprudence and in a
residual economics that converge to support the reconceptualization of patent protection
as a competition regime. The emergent jurisprudence echoes an opinion by Justice
Sandra Day O’Connor written some twenty years ago for a unanimous Supreme Court, an

opinion that described the foundation of patent policy as a “baseline of free competition.”

While the chapter adopts the baseline of free competition, it otherwise diverges from
Justice O’Connor’s opinion insofar as the chapter’s ensuing analysis reflects the failure of
incentive theory as the economic logic for patent protection, a failure that is not
acknowledged in the opinion or in today’s mainstream jurisprudence. Still there is a
residual economic logic that is surprisingly straightforward despite its absence in the
mainstream literature: While the dynamic efficiency effects of both free competition and
patent rights are indeterminate, their distributional effects point toward free competition.
Why? Because patents that actually have economic value produce monopoly prices and,
with them, welfare losses in both static and dynamic terms. In consequence not only
consumers but subsequent inventors are better off under a regime of free competition
because it gives inventors open access to new information. The result is improved
conditions for subsequent invention. In this light, a rule or policy that would strengthen
patent rights should first be shown to promote greater progress than would otherwise
occur. Yet patent protection can serve the public interest as a sharp instrument for
targeted industrial policy though it fails as a magic potion for promoting economic
progress. But even with patents as sharp tools of industrial policy, risks of failure and
unintended consequences call for careful analysis to overcome the presumption that free

competition better serves the public interest.
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Chairman Goodlatte, Ranking Member Watt and Members of the Subcommittee:

I am pleased to have this opportunity to submit for the record these views of the
Coalition for 21st Century Patent Reform (21C) on the role and functioning of the
International Trade Commission (ITC) in investigating and remedying unfair methods of
competition and unfair acts in the importation of articles that infringe U.S. patents.?

I am a member of the 21C Steering Committee. 1 am also the Chief Intellectual
Property Counscl of 3M Company and the President and Chief Intellectual Property
Counsel of 3M Tnnovative Properties Company, but T am submitting these views on behalf
of 21C. Our coalition has nearly 50 members from 18 diverse industry sectors and includes
many of the nation’s leading manufacturers. In addition to 3M, the coalition’s steering
committee includes Caterpillar, General Electric, Johnson & Johnson, Eli Lilly and Procter
& Gamble. The coalition has members in a variety of industry sectors, including: aerospace
and defense, chemical, computers, diversitied financials, diversified technology, energy, food
production, forest & paper products, health care, houschold & personal products, industrial
equipment, medical equipment & devices, network & communications, payroll services,
pharmaccutical, biotechnology, semiconductors & clectronic  components, and
transportation equipment. 21C was an active participant in the legislative process that led to
the enactment of the Leahy-Smith America Invents Act, and 21C remains active and
engaged with Congress, the Administration, including the United States Patent and

Trademark Office, and the federal courts on issues of patent law and policy.

! The ITC’s authority to undertake such investigations and to issue Ixclusion Orders arises from
Section 337 of the Tarift Act of 1930, 19 US.C. § 1337 (hereinatter “Section 3377).
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My submission for the record will address two different types of complainants which
seck ITC Exclusion Orders under Section 337 to prohibit the importation into, and the sale
within, the United States of imported articles that infringe a valid and enforceable U.S.
patent, and for which there cxists a so-called “domestic industry.”  For cach type of
complainant, T will discuss the perceived concerns that have arisen regarding its use of ITC
Section 337 proceedings to resolve patent infringement disputes and the changes to I'I'C law
and practice that have been proposed to address those concerns.

First, T will discuss some concerns that have been raised regarding the TTC’s issuance
of Exclusion Orders in Scction 337 mvestigations of alleged patent mfringement brought by
a subset of non-practicing entities (NPTis) that acquire patents for the sole purpose of
obtaining scttlement payments by asserting them agamst alleged infringers. “These NPEs
(frequently referred to as “patent assertion entities or “PALs”)? cannot establish a “domestic
industry” through manufacture of the patented articles mn the United States and have no
mtention of cstablishing such an industry by manufacturing or marketing any articles
covered by their patents. Rather, PATis seek to show a “domestic industry” through
investments in “licensing” their patents, with such licensing investments including litigation
fees and costs associated with enforcing the patents against alleged mfringers. Lven though
they seek to license their patents, not to exclude others from practicing them, PAEs are said
to be turning to the ITC to seek Lxclusion Orders solely to obtain negotiating leverage to

extract larger royalties from accused infringers, because they are less likely to obtain similar

* See Fed. Trade Comm’n, The Evolving IP Marketplace: Aligning Patent Notice and Remedies with
Competiion 8 n.5 (2011) (available at http:/ /www.fre.gov/0s/2011/03/110307patentreport.pdf).
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leverage in the form of injunctions from U.S. district courts following the U.S. Supreme
Court decision in eBay, 1nc. v MercExchange, L1.C., 547 U.S. 388 (20006).

Second, T will touch briefly on the issue of TTC Exclusion Orders in Section 337
mvestigations mitiated by the owners of “standard-cssential patents” (SEPs), when the
patent owner has agreed to license its SI'P on fair, reasonable and non-discriminatory
(“FRAND?) terms.? When the owner of a SEP and a firm interested in practicing that SEP
arc unable to agree upon what constituents FRAND licensing terms, the patent owner may
attempt to obtain more favorable terms by seeking an TTC FExclusion Order against
imported products alleged to practice the SEP. The question that has been posed is whether
the seeking of an I'TC Tixclusion Order by such patent owners is inconsistent with their
FRAND licensing commitments and thus should be disallowed or curtailed.

I NPEs and PAEs in I'TC Section 337 Investigations

Under Section 337, a domestic industry relating to articles protected by the patent for
which an Exclusion Order is sought 1s considered to exist if there 1s, in the United States and
with respect to those patented articles:

(A) significant investment in plant and cquipment;

(B) signiticant employment of labor or capital; or

(C) substantial investment in its exploitation, including engineering, research
and development, or licensing.*

Such licensing  commitments are also commonly referred to as “rcasonable and  non-
discriminatory” (RAND) terms. In this statement, 1 use the acronym FRAND gencrally to refer to
FRAND and RAND commitments.

19 US.C.§ 1337 (3).
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At the outset, it is important to remember that not all NPEs fall into the category of
PAEs. There are many NPEs — eg., universitics and small engineering firms — that expend
considerable resources on the research and development of new products that they seek to
commercialize indircetly through the sale and/or licensing of patents covering those
products. These NPTLis clearly have a “domestic industry” that satisfies most or all of the
three indicia set forth in Section 337. In that sense, these NPEs have many of the same
attributes as firms that manufacture patented products, which likewise must make
investments in such things as plant and equipment, labor or capital, and engineering,
rescarch and development before they begm to manufacture the patented product.

T believe there is widespread consensus — as there should be — that such NPTls need
access to the I'1'C and the remedics available under Section 337 to exclude the importation
of infringing products. Just as with patent owners who actually manufacture patented
products, for these NPEs the availability of the I'TC, with its /# rem jurisdiction over the
imported infringing articles themselves, 1s absolutely essential to prevent the importation of
infringing products by manufacturers who are beyond the reach of U.S. district court
infringement actions or who may be located in countrics where it is not feasible to obtain or
to enforce effectively a patent m that country.

The stated goal of those seeking to amend the 1'1'C’s authority is to address the
perceived problem of PALs, that subset of NPLs who seek to use the ITC not to exclude
infringing imports, but rather to extract larger royalties from companies that are
manufacturing products under the threat of an Exclusion Order to block the importation of

necessary components. 21C does not question whether there are PALs that seek to misuse
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Section 337 remedies in this manner, but before changes to I'I'C jurisdiction or practice are
made to address such misuse, proponents of those changes should show (1) that the ITC is
incapable of distinguishing between PAEs who are misusing the ITC and those NPEs who
should be entitled to Exclusion Orders, and fashioning its remedics accordingly; and (2) that
the proposed changes are narrowly tailored to avoid unintended negative consequences for
NPEs who should be entitled to Exclusion Orders. 21C does not believe that the case has
been made for (1), or that the proposed “fixes” are narrow cnough to satisfy (2).

A. Has the Case Been Made That the ITC Cannot,
Or Is Not, Applying Section 337 To Prevent Misuse by PAEs?

I'l'C statistics are being used to support the claim that PAEs seeking Hxclusion
Orders are a problem, but it is unclear whether those statistics really make the case. It is
undoubtedly true that the number of I'I'C Section 337 investigations, and the number of
respondents m those investigations, have mncreased over the past several years, with sizeable
increases in 20115 Tt also seems to be true that the prevalence of complainants relying on
licensing alone to establish a domestic industry has increased. Yet without an accepted
consensus on the definition of an NPE, let alonce a PAE, and without an exammation of the
specific types of licensing activities being cited as supportive of a domestic industry, claims
that these statistics show PAEs have flooded the ITC with requests for Section 337
investigations, where the true goal is not an Exclusion Order but rather leverage in licensing
negotiations, arce far from clear. And 21C 1s not aware that anyonc has claimed that a PAE

actually has obtained an ITC Exclusion Order in such circumstances.

* See htp:/ /www.usitc.gov/press_room/337_stats.htm.

vl
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Nor has the case been made that the I'l'C lacks the ability to prevent future attempts
by PAEs to obtain unwarranted Exclusion Orders. In an ITC investigation where the
complainant is a PAF, presumably the PAE would try to meet the domestic industry
requircment through its investments in “licensing,”6 as it would be unlikely that a PAE could
show that any other of the statutory bases for a domestic industry exists. Yet both the ITC
and the Federal Circuit have held that patent infringement litigation expenses alone, Ze.,
patent mfringement litigation activitics that are not rclated to engincering, rescarch and
development, or licensing, do not create a domestic industry under the term “licensing” in
Section 337(2)(3)(C).7 As the Federal Circuit explained, “[w]c agree with the Commission
that expenditures on patent litigation do not automatically constitute evidence of the
cxistence of an industry in the United States established by substantial investment in the
exploitation of a patent.”®

Although it is true that the I'TC and the Federal Circuit have not foreclosed any
possibility that litigation expenses could be recognized as creating a domestic industry, there
is 1o basis to suggest that the ITC is incapable of effectively distinguishing between genuine

licensing investments and sham activitics designed solcly to create a basis for being in the

¢ Section 337 requires that an investment in licensing relate to “exploitation” of the asserted patent.
L re Semiconductor Cheps with Minimized Chip Package Size and Products Containing Same, Inv. No. 337-TA-
432, Order No. 13 at 11-13 (unreviewed) (Jan. 24, 2001) ("Semiconductor Chips™). Aaord In re
Certain Coaxial Cable Connectors and Components Iberenf and Products Containing Same, Inv. No. 337-TA-
650, Comm'n Op. at 44-51 (Apr. 14, 2010) (“Coaxial Cable Connectors”™), aff'd, Jobn Mezzalingua Assocs.,
Tue. (@) b/ a PPC, Tne.) v. Int'l Trade Comnr’n, 660 H.3d 1322 (Fed. Cir. 2011).

7 Coaial Cable Connectors at 44-51 (“I'hc owner of the property right must be actively engaged in
steps leading to the exploitation of the intellectual property, including application cngincering,
design work, or other such activitics. S. Rep. No. 100-71 at 1307); Jobn Mezgzadingria, 660 H.3d at 1328.

5‘j///»'z Mezzalingna, 660 [.3d at 1328.

6
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I'I'C. 'The I'l'C assesses whether licensing or litigation expenses establish a domestic industry
on a casc-by-casc basis, based on the nexus between litigation expenses and cfforts to license
the asserted patent and whether there has been “substantial investment in the exploitation of
the patent.” This 15 a factually-specific inquiry which may vary depending on the nature of
the industry and the resources of the complainant.1?

Given that all types of U.S. patent owners, including small and large companies,
universitics, and individual inventors, routinely license and litigate their patents, it 1s entircly
appropriate that the TTC determine whether licensing or litigation expenses establish a
domestic mndustry on a case-by-casc basis, rather than adopting per se rules that risk the
unintended consequence of cutting off the TTC as a forum where patent owners who have
licensed their inventions can seck to prevent infringing imports from destroying their
investments. Moreover, Section 337 requires the ITC to consider the effect of any
Exclusion Order it is contemplating issuing upon the public health and welfare, competitive

conditions m the United States cconomy, the production of like or dircctly competitive

* Coasial Cable Comnectors at 43-44 (“Depending on the circumstances, |licensing activities| may
include, among other things, drafting and sending cease and desist letters, filing and conducting a
patent infringement litigation, conducting settlement negotiations, and negotiating, dratting and
executing a license. The mere fact, however, that a license is executed does not mean that a
complainant can necessarily capture all expenditures to establish a substantial investment in the
exploitation of the patent. A complainant must clearly link each activity to licensing efforts
concerning the asserted patent.”).

" See In re Stringed Intstruments, Inv. No. 337-1'A-586, Comnvn Op. at 25-26 (May 16, 2008) (“Lhere
is no minimum monetary expenditure that a complainant must demonstrate to qualify as 4 domestic
industry under the ‘substantial investment’ requirement of [19 US.C. § 1337(2)(3)(C)|
[SThowing the existence of a domestic industry will depend on the industry in question, and the
complainant’s relative size. . .. [Tlhere is no need to define or quantify the industry itself in absolute
mathematical terms.”); see also In re Certain Multimedia Display and Napigation Dervices, Inv. No. 337-TA-
694 (July 22, 2011).
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articles in the United States, and United States consumers.!’ ‘I'hese public interest factors
provide the ITC with considerable discretion to decide whether to deny or limit an
Exclusion Order in an investigation initiated by a PAE. Again, we are not aware of any
cvidence that the ITC is incapable of appropriatcly considering and applying the public
interest factors in its issuance of Tixclusion Orders when they are being sought by PAT:s.

In sum, 21C believes the I'1'C has ample authority and discretion under Section 337
to issuc and tailor Exclusion Orders to cnsure that they preclude the mmportation of an
infringing product only when such importation would destroy or substantially injure an
industry in the United States or prevent its establishment. On balance, 21C believes the ITC
has used this authority and discretion appropriately and the case has not been made that
sweeping changes to Scction 337, changes that would impact all patent owners and risk
unintended consequences, are needed because the ITC has allowed PALs to abuse Section
337 investigations for negotiating leverage.

B. Do the eBay Factors Belong in ITC Investigations?

Some proponents of changes to ITC law and practice intended to prevent PATs
trom sccking Exclusion Orders solcly to obtain negotiating leverage have proposed that the
issuance of Lxclusion Orders be made subject to the same traditional four-factor equitable
test that the Supreme Court held should be applied in deciding whether to issue a permanent
mjunction against patent infringement. See eBay, Ine. v MercExchange, 1.1.C., 547 U.S. 388
(2006). In ¢Bgy, the Court listed four factors that a patent owner must demonstrate to obtain

a permanent injunction:

119 US.C. § 1337(d)(1).
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~
—
)

it has suffered an irreparable injury;

(2)  remedies available at law, such as monetary damages, are inadequate to
compensate for that injury;

(3)  considering the balance of hardships between the plaintiff and defendant, a
remedy in equity is warranted; and

) the public interest would not be disserved by a permanent injunction.?

Unlike these cquitable factors listed in eBgy, the I'I'C’s decision whether to issuc an
Lxclusion Otrder is based on the statutory criteria set forth m Section 337. Accordingly, the
I'T'C has held that the eBay test does not apply when deciding whether to issue an Exclusion
Order because Scction 337 “represents a legislative modification of the traditional test in
equity . . . [and] it is unnecessary to show irreparable harm to the patentee in the case of
infringement by importation.”® ‘The Federal Circuit has affirmed that the ITC’s remedics
are governed by statute and not by equitable principles. 1

In our view, the ¢Bay factors are simply inapplicable to the determination of whether
an Lxclusion Order should be issued in a Section 337 proceeding. These factors arise from
the traditional test in equity, where the issue is whether remedies at law, such as monetary
damages, arc adequate to compensate the plamtff. When applied mn patent mfringement

actions i U.S. district courts, the judge 1s deciding whether a permanent mjunction should

2 eBay, 547 U.S. at 391.

 In re Certain Baseband Processor Chips and Chipsets, Inv. No. 337-1'A-343 at 62-3 n.230 (Int'l L'rade
Comm’n 2007).

= Spansion, Inc. v Int’l Vrade Commr’n, 620 F.3d 1331, 1359 (Ded. Cir. 2010).
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issue in addition to whatever damages have been awarded to compensate for the
mnfringement. In contrast, the only remedics available in an ITC Section 337 mvestigation
are in essence injunctive relief — FExclusion and Cease and Desist Orders. Damages are not
available and thus there 15 no determination of whether damages alone are an adequate
remedy, as when a district court applies the eBgy test. Thus, applying the eBgy factors in
Section 337 proceedings would mean that whenever the I'l'C determines that a complainant
has not made an adequate showing that they are met, the patent owner would be left with no
TTC remedy whatsoever to prevent the continued importation of products that were found
to mfringe a valid and enforceable U.S. patent.

A short discussion of each of the four ¢Bay factors will show how napposite they are
to the question of whether the I'T'C should issuc an Exclusion Otder to prevent the
continued importation of products found to infringe a valid and enforceable U.S. patent.
The first three factors are simply inapplicable when taken out of their context in equity and
grafted mto Scction 337’s statutory framework, and the fourth factor is alrcady part of the
TTCs determination.

With respect to the first eBgy factor — whether the patent owner has suffered an
irreparable injury — Congress did consider the applicability of this question when it amended
Section 337 to remove the requirement that the importation of a patented product “destroy
or substantially mjure an industry” in the Omnibus Trade and Competitiveness Act of

1988.15  As the House Report explained, “the Committee believes that requiring proof of

' Pub. L. No. 100-418, § 1342, 102 Stat. 1107, 1212-16 (codified at 19 U.S.C. § 1337 (1988)).
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injury, bevond that shown by proof of the infringement of a valid intellectual property right,
should not be necessary.”16

That reasoning remains equally true today. The question of whether an injury is
irreparable boils down to whether or not it can be repaired with money damages. In district
court patent infringement actions, a prevailing patent owner has a statutory right to recover
damages “adequate to compensate for the infringement but i no event less than a
reasonable royalty for the use made of the mvention by the mfringer, together with mterest
and costs as fixed by the court.”'” The traditional four-factor test in equity that the Supreme
Court applicd to patent infringement actions in eBgy determines whether the patent owner
also is entitled to a permanent injunction. In other words, the ¢Bay factors were never
intended to determine whether the patent owner would obtain any remedy when
infringement has been proven. Thus, the question of whether the patent owner’s injury is
“irreparable” — /e, repairable with a damages award — makes little, if any, sense in the I'TC,
where the patent owner cither gets an Exclusion Order or goes home empty-handed.

TFor the same reasons, the second ¢Bay factor — whether remedies available at law,
such as monctary damages, arc imadequate to compensate for the injury — is cqually
inapplicable to I'TC proceedings. The ITC cannot award money damages, which moots the
question.

The third eBay factor — whether, considering the balance of hardships between the

plamntiff and defendant, a remedy in equity 1s warranted — also becomes iapt when it is

I LR. Rep. No. 100-40 at 156 (1987).

35 U.S.C. § 284,

11
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taken out of its context for determining whether relief in the form of both money damages
and a permanent injunction is an equitable remedy. There can be no meaningful balancing
of hardships between the owner of a patent found to be valid, enforceable and infringed
who would receive no relief whatsoever without an Exclusion Order, versus an nfringer
who would merely be denied the ability to benefit from mmporting only those products found
to nfringe into the United States before the U.S. patent expires, while retaining the ability to
make and scll them anywhere else m the world.

Tt 15 not a satisfactory answer to argue that U.S. patent owners could mitigate any
hardship from failing to obtain an Exclusion Order by sccking relief m U.S. district court.
As discussed already, foreign defendants may not be subject to personal jurisdiction in the
United States. Nor is it persuasive to argue that U.S. patent holders should file infringement
actions against offshore manufacturers in the countries where the mfringing products are
made.  Not only would it be exorbitantly expensive to seck patent protection in cevery
country where products that infringe a U.S. patent could be made, but cffective patent
coverage, and especially effective enforcement of those patents that can be obtained, is
simply not possible in many jurisdictions where infringing products originate.

Fmally, regarding eBay’s public interest factor, the ITC already must consider four
public interest factors when determining whether to issue an Exclusion Order: (1) the public
health and welfare, (Z) competitive conditions in the U.S. economy, (3) the production of
like or directly competitive articles in the U.S., and (4) U.S. consumers.!® As the I''C has

observed, these public interest factors “are not meant to be given mere lip service,” but

19 U.S.C. § 1337 (d)(1).

12
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rather “public health and welfare and the assurance of competitive conditions in the United
States cconomy must be the overriding considerations in the admmistration of this
statute.”1?

In sum, 21C docs not support the proposal that the ITC be required to consider the
eBay factors in determining whether to issue Iixclusion Orders. Such an approach would
take the factors out of their proper context in determining whether it is equitable to issue an
injunction in addition to an award of moncy damages in a patent infringement case. The
result would be greater uncertainty for all U.S. patent owners, especially those who are not
manufacturers, such as universitics, rescarch-oriented engineering firms and mdependent
inventors, as to the availability of Tixclusion Orders to prevent imported infringing products
from flooding the U.S. marketplace.

Moreover, the proposal to introduce the ¢Bay factors into Section 337 would impose
added burdens and complexity on all patent owners secking to use the I'I'C. 1t is not just
PAEs, or even NPEs, who would be forced to prove that the eBay factors justify issuance of
an Tixclusion Order to prevent infringing importation. These additional burdens may fall
hardest on small and medium enterprises struggling to create a business in the United States
in the face of mfringing imports. Particularly when the evidence is arguable for claims that
the I'TC is being abused by PAHs, making this sweeping hmitation to the 'TC’s authority, in

all imvestigations sought by all patent owners, 1s neither warranted nor wise.

 In re Certain Inclined Fietd Acceleration Vubes and Components Ubereof; Inv. No. 337-TA-67, USITC Pub.
1119, Comm’n Op., at 22 (Dec. 1980) (quoting S. Rep. 93-1298, at 197 (1974), reprinted in 1974
US.C.CAN. 7186, 7330).

13
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C. Proposed Changes to the Definition of “Domestic Industry.”

Another proposal which has been discussed as a possible approach for limiting the
ability of PAEs to obtain TTC Exclusion Orders is to restrict those “licensing” investments
cligible to support a domestic industry. As we understand it, the proposal would clarify that
a domestic industry may be established through licensing only when that licensing takes
place prior to the alleged infringing activity and promotes the adoption of the patented
mvention.

21C cannot support the proposal in that form. Tt would generate uncertainty and risk
for U.S. patent owners, particularly rescarch-oriented American universitics and engineering
firms, that their investments in licensing, even if substantial, would be disregarded for
purposcs of cstablishing a domestic industry if the infringement began before a license was
offered, negotiated and executed. Indeed, limiting access to Section 337 to those licensors
who entered into licenses prior to infringement would almost certainly lead to perverse
results, ncluding a “race to import” an mfringing product before the infringer would engage
in licensing negotiations with the U.S. patent owner.

The limitation that licensing only qualifics to support a domestic industry if it

2

“promotes the adoption of the patented technology” adds further uncertainty. Omne can
envision extended collateral disputes over whether this limitation is satisfied by the patent
owner’s licensing activities. Given the unresolved debates over the defmition of what exactly
constitutes an NPL, and a PAL, it is not difficult to imagine similar debates over whether

the licensing activitics of such firms actually promote the adoption of the patented

technology or instead represent a tax on innovation and technology adoption.

14
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‘I'hat is not to say, however, that 21C s unwilling to consider supporting changes to
the definition of “licensing” in Section 337 to address perceived abuses of the ITC by PAEs.
Tn fact, 21C has been discussing such concerns and possible solutions with those
stakcholders who have raised them. 21C believes that, with further investigation and
discussions, it may be possible to reach consensus on a very precise and narrow solution that
would tighten the definition of “licensing” for purposes of establishing a domestic industry
while avoiding the very real specter of adverse unintended consequences.  The risk of
unintended impact is perhaps most acute when patent laws are amended at the behest of
some mdustry scgments and in the face of opposition from others, so 21C remains
committed to working toward the goal of consensus. But at a time when U.S. economic
recovery is in such a precarious state, we urge caution with respect to cfforts to limit the
ITC’s powers in Section 337 investigations that might benefit foreign manufacturing over
domestic.

II.  SEPs in ITC Section 337 Investigations

T turn now to the second category of ITC complainants which has drawn an
increasing amount of attention lately; namely, the owners of SEPs.  Firms, especially in the
information technology and telecommunications industries, face the problem that hundreds
of patented inventions need to work together in devices operating together within a system.
To solve the inevitable “interoperability” problem that would arise if all the firms were to
practice their competing technologies, the firms may engage in voluntary, consensus

standard sctting conducted by standards-sctting organizations (SSOs). 'LThese voluntary

15
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bodies adopt standards to ensure that devices operating within a system will work together
and communicate with cach other in standardized, predictable ways.

When an adopted standard incorporates patented technology owned by a partticipant
i the standard-sctting process, it creates the potential for the SEP owner to engage in what
has been referred to as “patent hold-up.” The STiP owner may use the leverage it acquired
when the SSO based the standard on its patented technology to negotiate much higher
royalty rates than would have been possible before the standard was set. The SEP owner
may have the ability to demand and obtain royalty payments based not on the true market
valuc of its patents, but on the costs and delays of switching away from the standardized
technology. As the Tederal Trade Commission (I'TC) has explained, “once a standard is
adopted, implementers begin to make investments tied to the implementation of the
standard. Because it may not be feasible to deviate from the standard unless all or most
other participants in the industry agree to do so in compatible ways, and because all of these
participants may face substantial switching costs in abandoning imitial designs and
substituting a different technology, an entire industry may become locked in to a standard.”20
T'o preclude such opportunistic conduct, SSO members often agree to license their SEPs on
[RAND terms as a guid pro guo for the inclusion of their patents in a standard.

The FIC, U.S. Department of Justice (DOJ) and other commentators have
questioned whether the ITC should be precluded from granting Lixclusion Orders with

respect to SHEPs that patent owners have committed to license on FRANID terms. They

* Se¢ Third Party United States Federal Trade Commission’s Statement on the Public Interest, Li re
Certain Gaming and Entertainment Consoles, Related Software, and Companents Thereaf, Inre. No. 337-TA-752
at 2 (Int’l Trade Comm’n June 6, 2012).
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have raised the prospect that a patentee could make a FRANID commitment as a member of
the SSO, and then seck an Exclusion Order for nfringement of the FRAND-encumbered
SEP as a way of securing royalties that may be inconsistent with that FRAND commitment
and the value of the patented technology. Neither the FTC nor the DOJ, however, has gone
so far as to assert that Txclusion Orders should not be available categorically to SEP
owners 2!

In our view, the right approach to this issuc is a nuanced one. There should be no
blanket rule that Fixclusion Orders are, or are not, available to SEP owners. That is because
for legal purposcs, a FRAND commitment is a contractual obligation. When a patent owner
voluntarily makes a FRAND commitment, it is entering into an agreement with the SSO to
which implementers of the standard are third-party benefictaries. Tike any contract, the
scope and meaning of a FRAND commitment 1s determined by its language, as interpreted
in view of the intention and understanding of the parties who formed the contract. The
mcaning may depend on the written agreements, policics, and procedures of the SSO at the
time the TRAND commitment was made, as not all SSOs structure FRAND obligations in
the same manner.  Likewise, what licensing terms are “fair” or “reasonable” will be factually
specific, based on evidence such as industry practice, terins agreed to by other licensees and

the negotiations between the parties.

* See, eg., Hearing of the United States Senate Committee on the Judiciary, “Oversight of the lmpact
on Competition of Exclusion Orders to Enforce Standard-Essential Patents” (July 11, 2012)
(Statement of Joseph F. Wayland, Acting Assistant Attorney General, Antitrust Division, U.S. Dep’t
of Justice) (available at http://www.judiciary.senate.gov/pdf/12-7-11Wayland Testimony.pdf):
(Statement of Edith Ramirez, Commissioner of the Fed. Trade Comm’n) (available at
http:/ /www judiciary.senate.gov/pdf/12-7-11Ramirez Testimony.pdf).

17
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Accordingly, a FRANI commitment must be construed on a case-by-case basis to
give cffect to the parties’ mtent. That mntent may or may not be consistent with the SEP
owner’s request for an I'TC FExclusion Order. For example, suppose that the SEP owner
offered to grant a license on FRAND terms and has attempted in good faith to negotiate
such terms with the infringer, but the infringer has rejected the offer. Tn that case, a blanket
rule eliminating an I'I'C Hxclusion Order as a remedy would punish the patentee for giving
the FRAND commitment, reward the infringer for its intransigence and discourage
participation in SSOs and the making of FRAND commitments. Tndeed, if the infringer is
located overscas, beyond the reach of U.S. district courts, an Exclusion Order may be the
only remedy available to the SILP owner who faces an obstinate infringer.

On the other hand, supposc that the cvidence shows the alleged infringer would be
licensed if the SILP owner had complied with its FRAND commitment. In that case, the
I'l'C would be entitled to conclude the public interest would be damaged by entering an
Exclusion Order. The public would hardly be scrved if a SEP owner were able to make a
FRAND commitment in order for its patented technology to be included in a standard; then
in brcach of the FRAND commitment, refuse to license its SEP on FRAND terms to a
respondent willing to accept such terms, but not the terms the SEP owner now demands;
and then obtain an I'1'C Exclusion Order against the standard-practicing products of the
respondent.

The ITC should be allowed to take into account these nuanced fact patterns on a
casc-by-casc basis. ‘The I'I'C alrcady has the statutory authority it needs to do so. For

example, the Commission has been considering whether a respondent may raise a FRAND-
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22

based affirmative defense under Section 337.22 In any event, the I'l'C could cite the public
interest factors it must consider under Section 337 in determining that an Exclusion Order
should not issue, or should be limited somehow, when the investigation involves a SEP
subject to a FRAND obligation.

Tn sum, the TTC is no less capable than are the district courts of considering the
impact of FRANID obligations when SEP owners request exclusionary relief. Rather than
adopting bright-line rules on this issuc, the ITC is best positioned to consider the facts of
particular cases and to determine, under its mandate to consider the public interest factors
sct out in Section 337, whether an Exclusion Order is an appropriate remedy. To exclude
such patent owners from the I'TC risks leaving them with no remedy against a manufacturer

of imported infringing products who refuses to negotiate a license on FRAND terms.

I thank the Subcommittee for the opportunity to submit for the record 21C’s views
on the I'I'C’s role in investigating patent disputes. As always, 21C remains committed to
working with all stakcholders on these and other issues of patent law and policy. I will be
pleased to submit written answers to any questions my statement may raise and to supply

any additional information for the record that may be requested.

* See In re Certain Wireless Communication Devices, Portable Music and Data Processing Devices, Computers and
Components Thereof, Inv. No. 337-TA-745, Comm'n Decision to Review in Part, 77 Fed. Reg, 38826
(Junc 29, 2012).
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Letter from Catherine A. Novelli, Vice President,
Worldwide Government Affairs, Apple Inc.

July 18, 2012

The Honorable Lamar Siith-
Chairman, Committee on the Judi ciary
WUnited States House of Representattveq
Washmgton e

The Hotioeable John Conyers, Jr:

Ranking Member, Cominitiez on the Judiciasy
United States House of Represeniatives
Was}}ingtén, pe .«

* The Honorable Bob Goodlatte.
- Chairiman, Subcommittee-on Intellechial Propertv Competition, and the Intermet
- United States House'of Reprﬂscntamcq

Washington, DC .

The Honorable Melvin Watt

“Ranking Member; Subcommitiee on Intelleulual Property, Competltmn, aind the Internet
United States House of Represemauvcs“

Washmgtnn ne

: ‘Dear Chaitmen Stithand Gouodiate and Ranking Members Conyers and Witt:

“Tharik yéu far Holding the tecent liedring on patent dispites before the hiternational
Trade Commission. /Attached is a letter sent by Apple General Counsel Bruce Sewelltd
Chairman Teahy and Ranking e Member Grassley of the Senate Judiciary Committee afier
that coinittes’s hedrinp 16 exaring the anti~competitive use-of standard-essential
patents. Thring it (o },our altention’to give you'a greater naderstanding of Apple’s
perspictive and experience with these issies. Abuse of standardessential patents and the
International Trade Commission process is a tritieal matter, and T appreciate the
Cammittee’s attertion toit, ’

Sincerely,

i CathermeA Novelli
Vice President, Worldwide GGVermnent Affairs
Apple Tnc:

6es Repr&semative”DarrcH Issa
Representative Zoe Lofgren
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July 18,2012

The Honorable Patrick 1. Leahy

Chaitman, Committee o the Judiciary

United States Senate ‘
" Washington, DC

‘Te Honorable Chuck Grassley ) .
Ranking Member, Commiiitée on the Judiciary
‘United States Senate ‘ ' ‘
‘Washington, DC

VIA: HAND DELIVERY
Dar Chairman LcahylandRsnkiﬁg Meni‘ber Grassiey; :

Irite with regard to last wieek™s hearing om the problems created by atiempts to use aflegedly
“standard essential” patents that aré subject fo commitmients to license on “fair, reasonable, and
nap-disetiminatory” (“FRAND") tenms 16 seek exclusionary remedies—including in the

« Irsemnational Trade Commission (*1TC). Such remedies would tesult in removal of produicts
from the United States merket, and some FRAND patent twners bave used the prospect of
exclusion to “held up” competitors. The Department of Justice and Federal Trade Compsission
vaiced significant concerns about these patent holdwup practices. We thank the' Committes for its
bipartisan effart to review these important issues. Apple has experienced these nbuses first-hand,

and [ write 10 share stme observations on these issues.

- The DB and FIC expressed bope that this probler iay be rezulved by the ITC and Article 11T
courts, and signs of progress exist. For example, Judge Richard Posner’s recent decision
rejecting the effort of Motorola (Google’s subsidiary) o enjoin the sale of the iPhone and iPad in

- the Northern District of Hlinois articulated several important limits on FRAND patents—
including, crucially, that they cannot be vised s a basis for Injunstions,. The ITTC wiay reah the
same conclusion through proper-application of the public interest factors that it mist consider in
every case. 19 US.C. § 1337(d)(1). :

Yet conicerss rematn. The ITC’s Office of Unfair Iniport Ivestigations, forexample, toak the
position just last week that the ITC should assert jurisdiction over cases involving FRAND
patents—and issue exclusion orders based o such patents; If the 1TC adopts this position,
Congress may need to #ot to ensure that FRAND patents are not used a3 weapons to harm -
‘competition and consumers. i

Two Types Of Technology: Standardized And Product-Differentiating

All agree that fétanda;rds areﬁriﬁcﬂ to the modern economy. Standards facilitate interoperability
of devices, and create a common foindation for fobust competition among devicss thar share::

“ertatr core functionality.
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On this common platform, mobile device manufacturers compete vigorously to develop features
that differentiate their products from competitors. The differentiating features can take the form
of product design (such as the physical shape of the device), the user interface, the processing
capabilities, or other aspects. It is competition among nonstandardized, product-differentiating
technologies that drives the current marketplace and benefits consumers. And it is this
competition that is threatened by the abusive use of FRAND patents.

The capabilities of an iPhone are categorically different from a conventional phone, and result
from Apple’s ability to bring its traditional innovation in computing to the mobile device market.
Using an iPhone to take photos, manage a home-finance spreadsheet, play video games, or run
countless other applications has nothing to do with standardized phone protocols. Apple spent
billions in research and development to create the iPhone, and third-party software developers
have spent billions more to develop applications that run on the iPhone. The price of an iPhone
(and the cost of applications that can be purchased from third parties) reflects the value of these
nonstandardized technologies—as well as the value of the aesthetic design of the iPhone, which
also reflects immense study and development by Apple, and which also is entirely unrelated to
standards.

The heart of the problem is that a handful of FRAND patent holders are using their standard
essential patents as leverage to extort either (1) a share of the monetary value of nonstandardized,
product-differentiating technology or (ii) the right to use, themselves, proprietary
nonstandardized technology owned by other companies. To enhance their bargaining position,
the FRAND patent holders have sought injunctions or other exclusionary remedies—to threaten
companies like Apple that have been leaders in developing product-differentiating technology,
and to force them to either pay exorbitant royalties or license their product-differentiating
technology.

FRAND Compensation

The royalty for a FRAND patent should be based on the value of the component that contains the
standardized functionality. See Federal Trade Commission, The Evolving IP Marketplace at 212
(“The practical difficulty of identifying a royalty rate that accurately reflects the invention’s
contribution to a much larger, complex product often counsels toward choosing the smallest
priceable component that incorporates the inventive feature.”) (Mar. 2011); Cornell Univ. v.
Hewleti-Packard Co., 609 F. Supp. 2d. 279, 288 (N.D.N.Y. 2009) (selecting a processor as the
royalty base where it was the smallest priceable unit).

For wireless standards like the third-generation (or “3G”) standards created by the European
Telecommunications Standards Institute, any standardized functionality in a mobile device is
substantially located in a computer chip called a “baseband processor.” The price of a baseband
processor is typically less than $20, and often less than $10. Thus, to obtain the computer chip
that enables a device to communicate using 3G standardized protocols, a device manufacturer
must pay less than $20 per device. That same inexpensive chip could be used in a “plain vanilla”
mobile phone, or a cutting-edge device like an iPhone. The standardized functionality is exactly
the same. Given the enormous volume of the mobile device market, a FRAND patent holder can
collect significant total royalties, even if the per-unit royalties are properly constrained.
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The use of FRAND patents to try to collect a share of the value of nonstandardized technology—
or to extract coerced license rights to such technology—is neither fair, reasonable, nor non-
discriminatory. It is inherently unfair and unreasonable to use a patent directed to one thing
(standardized functionality centered in a commodity baseband chip) to collect money or cross-
license rights on another thing (product-differentiating, nonstandardized technology). It is also
discriminatory, because the result would be for makers of cutting-edge devices to pay more for
precisely the same standardized technology used in simple phones.

That is why it is wrong to charge FRAND royalties on the end price of a device like the iPhone,
whose value arises more from product-differentiating technology than standardized technology,
and whose price reflects this. A FRAND royalty on an iPhone should be no higher than a
FRAND royalty on any other 3G phone. It is akin to a toll on a highway: the toll is identical for
a jalopy and a new sports car—the sports car does not pay more just because it is faster, more
stylish, and has a better sound system.

Nor is it FRAND to seek royalties based on the mere fact that a particular technology was
standardized; a FRAND royalty should be limited to the true technical value of a patented
technology, not an artificially inflated value based on the fact that it has been included in a
mandatory industry standard. As Judge Posner recently put it, “once a patent becomes essential
to a standard, the [patentee’s] bargaining power surges because a prospective licensee has no
alternative to licensing the patent; he is at the patentee’s mercy.” Apple, Inc. v. Motorola, Inc.,
No. 1:11-cv-08540, ECF No. 1038, slip. op. at 18 (N.D. Ill. June 22, 2012).

At its core, FRAND is a pro-competitive concept intended to prevent patentees from abusing this
artificial, standard-derived market power, and is meant to limit FRAND patent holders to the
intrinsic, pre-standardization value of the standardized technology. The essence of the FRAND
bargain is that patent holders receive the benefits of standardization (including a large market of
potential licensees, and in some cases first-mover advantages arising from the ability to quickly
implement their own patented technology) in return for restricting themselves to royalties based
on the true value of the standardized technology.

Resolution of FRAND Disputes

Apple believes in resolving license disputes through negotiation, to the greatest extent
practicable, and has successfully executed licenses with many FRAND patent holders. But when
certain companies have demanded non-FRAND compensation for FRAND patents, Apple has
put them to their burden. A FRAND patent holder should be prepared to demonstrate that its
demand is truly fair, reasonable, and non-discriminatory. FRAND should not be subject to the
patent holder’s subjective, often self-serving, interpretation.

To take Motorola as an example, Apple has negotiated for years to try to persuade Motorola to
comply with FRAND. Motorola has demanded a royalty of 2.25% of the price of each Apple
wireless device—which translates into more than $13 per unit—for rights to its allegedly
standard essential patents. This is more than the price of the baseband processor chip.
Motorola’s demand is not based on the value of standardized technology—rather, Motorola
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seeks to expropriate the value of the non-standardized technology in Apple’s products. For
example, Motorola’s demand would result in significantly different royalties for different iPad
models, which sell for different prices depending on the amount of memory included in the
device. But the amount of memory—and its cost—is wholly unrelated to wireless standards.

That Motorola has steadfastly refused to comply with FRAND makes Motorola an unwilling
licensor on FRAND terms. Apple is not alone in reaching this conclusion: in an ITC case
between Motorola and Microsoft, the judge rejected Motorola’s “standard terms,” finding that
“the royalty rate offered by Motorola of 2.25%, both as to its amount and the products covered,
could not possibly have been accepted by Microsoft.” Certain Gaming and Related Consoles,
Related Sofiware, and Components Thereof, Inv. No. 337-TA-752, Initial Determination (Public
Version) at 300 (Apr. 23, 2012).

Such disputes can be finally resolved in federal district courts, which have the jurisdiction and
expertise to adjudicate patent royalty issues. To the extent the FRAND patent holders’ positions
are correct, they will win an award of damages in the amount they seek, plus interest. To the
extent Apple (or others who refuse non-FRAND demands) is correct, that position will be
vindicated by the judge or jury. Given the increasing scrutiny of district courts into the
relationship between a damages demand and the actual functionality at issue?, Apple is confident
that its position will prevail. But for now, the critical point is that FRAND disputes are monetary
disputes and should be decided on monetary terms—whether by negotiation or, if the parties
reach an impasse, in district court.

Yet some FRAND patent holders have sought to distort the dispute-resolution process, by
hanging the sword of an injunction or exclusionary order over the proceedings. This is a “hold
up” technique: the goal is to force prospective licensees to agree to pay exorbitant royalties
and/or cross-license nonstandardized, product-differentiating technology—or have their products
taken off this market. This hold-up power is, as discussed below, fundamentally incompatible
with FRAND.

! Apple recognizes that in the exceptional and rare circumstance where a foreign company

is not subject to personal jurisdiction in any United States district court, the ITC might be an
appropriate forum for adjudication of a FRAND dispute. The Department of Justice raised this
scenario at last week’s hearing.

2 See, e.g., Lucent Techs., Inc. v. Gateway, Inc., 580 F.3d 1301 (Fed. Cir. 2009), in which
the Federal Circuit overturned the jury’s damages award on the grounds that the “entire market
value rule” had been improperly applied because the patented feature was only a small part of
“an enormously complex software program [Outlook] comprising hundreds, if not thousands or
even more, features.” Jd. at 1332. Lucent and other recent cases make clear that patent holders
will no longer be able to collect royalties against the entire market value of a device unless an
asserted patent truly drives demand for that entire market value. In the case of advanced wireless
devices like the iPhone, it is beyond question that standardized communications protocols do not
drive demand for their entire market value; if so, then basic phones would sell for the same price
as iPhones, because both equally use those standardized protocols.
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The Hold-Up Effect Of Exclusionary Remedies

Permitting injunctions or exclusion orders for FRAND patents would empower makers of
FRAND declarations to engage in the very type of anticompetitive patent hold-up that they
disavowed in return for having their purportedly essential technologies standardized. The
Federal Trade Commission has clearly articulated the severity of the threat that an exclusion
order based on a FRAND-committed patent would pose to competitive conditions and U.S.
consumers:

[A] royalty negotiation that occurs under threat of an exclusion order may be
weighted heavily in favor of the patentee in a way that is in tension with the
RAND commitment. High switching costs combined with the threat of an
exclusion order could allow a patentee to obtain unreasonable licensing terms
despite its RAND commitment, not because its invention is valuable, but because
implementers are locked in to practicing the standard. The resulting imbalance
between the value of patented technology and the rewards for innovation may be
especially acute where the exclusion order is based on a patent covering a small
component of a complex multicomponent product. In these ways, the threat of an
exclusion order may allow the holder of a RAND-encumbered [standard-essential
patent] to realize royalty rates that reflect patent hold-up, rather than the value of
the patent relative to alternatives, which could raise prices to consumers while
undermining the standard setting process.

Certain Wireless Communication Devices, Portable Music and Data Processing Devices,
Computers and Components Thereof, Inv. No. 337-TA-745, Third Party United States Federal
Trade Commission’s Statement on the Public Interest (“FTC Public Interest Statement”) at 3-4
(June 6, 2012).3 Judge Posner echoed the FTC’s view when he flatly rejected the possibility of
an injunction for patents subject to FRAND commitments, explaining that the FTC’s logic
“embraces any claim to enjoin the sale of an infringing product.” Apple, slip op. at 19.

The threat to competition associated with permitting exclusion orders based on FRAND-
committed patents is particularly acute where, as in the wireless-communications industry,
devices comply with many different standards, each of which is subject to many parties’ claims
to hold standard-essential patents. If exclusion orders or injunctions were available, each and

3 See also other public interest submissions made in Investigation No. 337-TA-745,

including Comment on the Public Interest by AT&T, June 8, 2012, Doc. ID 482441; Comment
in Response to the Request for Statements on the Public Interest by Cisco Systems, Inc., June 7,
2012, Doc. ID 482396; Comments on the Public Interest by Microsoft Corporation, June 6, 2012,
Doc. ID 482241; Comments on the Public Interest by Nokia Corporation, June 6, 2012, Doc. ID
482247; Comments on the Public Interest by Business Software Alliance, June 6, 2012, Doc. ID
482232; Comments on the Public Interest by Hewlett-Packard Company, June 6, 2012, Doc. ID
482215; Comments Retail Industry Leaders Association, June 6, 2012, Doc. ID 482212; see also
Certain Gaming and Related Consoles, Related Software, and Components Thereof, Inv. No.
337-TA-752, Statement Regarding the Public Interest by Non-Party Intel Corporation, June 8,
2012, Doc. ID 482466.
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every party claiming to hold a standard-essential patent would be empowered to seek exclusion
of standard-compliant products from the market—and to use that power to hold up suppliers of
new and innovative products for exorbitant royalties or other license terms. Indeed, absent
obtaining licenses in advance from every declared-essential patent holder for every standard
covering its products—which would take years, if it could ever be accomplished—device
manufacturers could no longer invest in, develop, and bring to market new and innovative
products without fear that any of the declared-essential patent holders could seek to enjoin
product sales. To put this into perspective, companies have declared thousands of patents as
essential to the 3G “UMTS” standard alone, and UMTS is only one of dozens of standards
practiced by advanced wireless communications devices.* The use of FRAND patents to seek
exclusion orders or injunctions has great potential to stifle competition from new market entrants.

This anticompetitive effect would be all the more serious because declared standard-essential
patent holders would have strong incentives to “hold out™ and refuse to agree to FRAND
royalties, to take advantage of increased leverage from the sunk costs that potential licensees put
into not only developing their devices, but also obtaining licenses from others—and patent
holders could demand ever more exorbitant royalties as the price for removing the possibility of
an exclusion order halting sales of the devices in which costs have been sunk. Not only would
these incentives further distort the negotiation process, but they could lead to even more delay
before the device manufacturer could bring new and innovative products to market without threat
of an exclusionary remedy.

The bottom line is that if exclusion orders or injunctions were available for patents subject to
RAND commitments, devices makers would operate under a constant threat of being excluded
from the market. The end result would be great harm to the competitive conditions of the U.S.
economy. Product supply would be put at risk—either because of exclusion orders, or because
companies decide practicing the standard is simply not worth the cost and voluntarily withdraw
from the market or never introduce their products in the first place; product prices would
increase sharply; the reduced supply would diminish the availability of like or directly

4 See, e.g., Certain Wireless Communication Devices, Portable Music and Data

Processing Devices, Computers and Components Thereof, Inv. No. 337-TA-745,

Public Interest Statement by Nokia Corporation at 4 (“For the UMTS standard, companies have
disclosed thousands of patents as potentially essential to practice the standard. UMTS is only one
of many, many standards that cover various components in modern high-technology devices
such as computers and smartphones.”); Tim Simcoe, Carn Standard Seiting Organizations
Address Patent Holdup? Comments for the Federal Trade Commission, August 5, 2011,
available at http://www.ftc.gov/os/comments/patentstandardsworkshop/00040-80169.pdf (“ETSI
requires explicit disclosure and sometimes gets thousands of declared essential patents for a
single project.”); Fairfield Resources International, Inc. Review of Patents Declared Fssential to
LTE and SAE (4G Wireless Standards) Through June 30, 2009, January 6, 2010, available at
hitp://www.frlicense.com/LTE%20Final%20Report.pdf (“The lists of patents and patent
applications declared as essential to LTE or SAE [two fourth generation cellular technology
standards] compiled by ETSI contains more than 1100 distinct entries declared as of June 30,

2009.”).



254

competitive articles; and U.S. consumers would experience a substantial reduction in innovation
and product quality, to their detriment.

The Problems With The “License Offer As The Ticket To An Injunction” Theory

Even parties like Motorola and its parent Google recognize that FRAND imposes some form of
constraint on their ability to use FRAND patents to seek injunctions; all agree that FRAND
patents are not like other patents. But such companies seck to make that constraint as minimal as
possible—notably, by advocating what might be called the “license offer as the ticket to an
injunction” theory. Under this theory, if the FRAND patent holder makes what it deems to be a
FRAND-compliant offer, and the prospective licensee declines, then the patent holder is freed to
seek an injunction in district court or an exclusion order at the ITC. This theory is wrong, for
several reasons.

First, it places all the leverage into the hands of the patent holder. After the patent holder makes
the self-interested judgment that it has made a FRAND offer, it frees itself to seek exclusionary
remedies. This distorted and unfair approach ignores the far more equitable atternative of an
independent decision-maker—such as a court——setting a FRAND royalty, without injunction
demands hanging over the proceedings.

Second, as the FTC noted in its recent ITC submission, “a royalty negotiation that occurs under
threat of an exclusion order may be weighted heavily in favor of the patentee in a way that is in
tension with the RAND commitment.” Certain Wireless Communication Devices, Porrable
Music and Data Processing Devices, Computers and Components Thereof, Inv. No. 337-TA-745,
FTC Public Interest Statement at 3. The United States District Court for the Western District of
Washington recently reached a similar conclusion in a case between Microsoft and Motorola,
stating, “[A] negotiation where [the licensor] must either come to an agreement or cease its sales
throughout the country. . . fundamentally places that party at a disadvantage.” Microsojt Corp. v.
Motorola, Inc., No. 10-cv-1823, ECF No. 318, slip op. at 24 (W.D. Wash. May 14, 2012).

Simply put, with the threat of an injunction or exclusion order hanging over the defendant’s head,
the dynamic between the parties is fundamentally distorted-—creating an unfair incentive to settle
the litigation on non-FRAND terms.

Third, the patentee does not need exclusionary remedies to recover FRAND compensation.
FRAND means money, and in particular royalties—which the district court can award, with
interest, if the patent holder demonstrates it is entitled to them. By committing to FRAND, the
patent holder has necessarily admitted that money is adequate compensation—which cuts
sharply against the availability of an injunction. As Judge Posner concluded, “a [FRAND]
royalty would provide all of the relief to which [the patentee] would be entitled if it proved
infringement . . . and thus it is not entitled to an injunction.” 4pple, slip. op. at 21.

Nor, as Motorola has argued, is the threat of exclusionary relief necessary to ensure that potential
licensees bargain in good faith. As Judge Posner explained in rejecting that contention, absent
the threat of exclusionary relief, both the FRAND patentee and potential licensees have strong
incentives to reach agreement and avoid the costs of patent litigation, and a potential licensee
that rejects a license offer later found to be RAND “[runs] the risk of being ordered by a court to
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pay an equal or even higher royalty rate.” Apple, slip. op. at 20. It is the distortion from the
threats of exclusionary relief that imperils fair and fruitful negotiations.

Fourih, the “normal rules” for patents simply do not apply to FRAND-committed patents, and
thus arguments about the normal remedies available to patent holders are unavailing. Even
parties like Motorola seem to recognize this, by suggesting a FRAND license offer as the ticket
to an injunction. No such license offer needs to be made for “normal” patents—owners of
nonstandardized, non-FRAND committed patents are free to never license their patents. The
“offer as the ticket to an injunction” theory actually proves too much—it is an implicit
concession that unrestricted licensing lies at the heart of the FRAND bargain, and this simple
fact compels the conclusion that exclusionary remedies are inappropriate.

Fifth, the notion that standard-setting organizations like ETSI have accepted injunctions for
FRAND patents is incorrect. Quite the contrary: on June 8, 2012, Dr. Michael Walker, former
Chairman of the Board of ETSI, testified on Apple’s behalf at the hearing in the International
Trade Commission case that Samsung brought against Apple. Dr. Walker testified that even
though the ETSI IPR Policy does not explicitly address injunctions, that Policy is “all about
seeking a license, not preventing use of IPR, which an injunction is at the end of the day.”
Certain Electronic Devices, Including Wireless Communications Devices, Portable Music and
Data Processing Devices, and Tablet Computers, Investigation No. 337-TA-~794, Hearing
Transcript at 1350. Samsung did not call any witness to rebut Dr. Walker.

“De Facto Standards”

Google’s letter submission to the Committee refers to certain “de facto™ standards. This is,
Apple submits, an attempt to deflect the Committee’s attention from the real problem—and,
perhaps, an attempt to unduly obtain rights to nonstandardized technologies developed outside of
the standard-setting process.

Standard-setting is an industry-wide process to develop common technologies through collective
action and agreements. Mechanisms like FRAND are required to safeguard against
anticompetitive abuses that could arise from such industry-wide efforts.

In contrast, if a single company develops a proprietary technology, this unilateral action does not
implicate the same considerations as the joint process of standard-setting. That a proprietary
technology becomes quite popular does not transform it into a “standard” subject to the same
legal constraints as true standards.

Apple’s Commitment To FRAND

Finally, let me discuss Apple’s license terms for its own strong and growing portfolio of FRAND
patents. Apple is willing to license its FRAND patents for wireless communications standards
on license terms that rely on the price of baseband processor chips as the royalty base, at a rate
that reflects Apple’s share of the total declared-essential patents for those standards—provided
that its licensee reciprocally agrees to the same approach. Simply put, Apple is “walking the
walk” on FRAND, and is not asking that any company do anything that Apple itself is unwilling
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to do. Apple believes in FRAND, recognizes its critical role in preserving the integrity of the
standard-setting process and promoting fair competition, and is committed to complying with it.

¥k ok

Let me close by repeating Apple’s hope that the courts and the ITC take decisive action to cure
the problems of FRAND abuse. But, this is a critical issue that warrants close scrutiny by
Congress, and if the courts and the ITC fail to address these issues, it will be necessary for the
Congress to take action to ensure that standard-setting results in competition and innovation
rather than hold-up and coercion.

Sincerely,
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Bruce Sewell
Senior Vice President and General Counsel

Apple Inc.
CC:  The Honorable Herb Kohl The Honorable Amy Klobuchar
The Honorable Dianne Feinstein The Honorable Al Franken
The Honorable Chuck Schumer The Honorable Christopher A. Coons
The Honorable Orrin G. Hatch The Honorable Richard Blumenthal
The Honorable Jon Kyl The Honorable Lindsey Graham
The Honorable Jeff Sessions The Honorable John Cornyn
The Honorable Patrick J. Leahy The Honorable Michael S. Lee
The Honorable Chuck Grassley The Honorable Tom Coburn
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