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FEDERAL TRADE COWM SSI ON

COWVPETI TI ON AND | NTELLECTUAL
PROPERTY LAW AND POLICY I N

S N’ N

THE KNOWLEDGE- BASED ECONOWY

FEBRUARY 28, 2002

Wel s Fargo Room
Haas School of Business
University of California

Berkel ey, California

The workshop in the above-entitled matter comenced a

9:00 a.m
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PROCEEDI NGS

MR. COHEN: Good norning everyone, those of you
who nade it here this early. | want to welconme you to
what is going to be our final day at these hearings here
in Berkeley. This nmorning in our first session, it is a
little bit different. W are going to actually have two
separate small sessions. The first one will involve one
speaker who was not able to make it; we were not able to
make arrangenents on an earlier day, but we found an
opportunity this nmorning. After he nmakes his
presentation, we will have a separate small panel wth
presentations and di scussions.

| am Bill Cohen, Assistant CGeneral Counsel for
Policy Studies at the FTC. Wth ne here for this first
m ni -session are M chael Barnett fromthe FTC, and Ray
Chen fromthe Patent and Trademark Office. Our speaker
inthis first session is going to be Larry Udell. He
serves as Executive Director of the California Invention
Center, the Center for New Venture Alliance and
Intell ectual Property International. He teaches courses
in New Ventures and Entrepreneurship at | eading
uni versities throughout the United States and Canada and
has | ectured throughout the United States for the PTO and

clients, as well as for the Wrld Intellectual Property
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Organi zation. | am pleased to give you Larry Udell

MR. UDELL: Good norning. That was very nice,
t hank you. Can you read it? Part of this has already
been said, but there are a few points I would like to
make and | am here actually for the benefit of American
inventors everywhere. |If | had a claimto fame -- if |
had one -- it would be the fact that | have not worked
for a corporation since March of 1964. |In that period of
time since then, | have put together 22 corporations
mainly frominventions, working with inventors, nmentoring
i nventors, and devel opi hg new busi nesses frominventions
t hat wound up enpl oyi ng peopl e and hel ping the Anerican
econony, especially California. | started teaching in
the early 80's New Ventures and Entrepreneurship, have
taught here at Berkel ey and el sewhere, and have | ectured
for the Patent Office for the |ast 20-odd years. | do a
| ot of consulting work with clients from Fortune 500
conpanies to international corporations |ike Sienens.
But the nost fun | have is working with small,
i ndependent, new start-up's. And | m ght add that
| nvention and New Product Exhibition which you see here,
San Francisco, California, was one that took place March
9th through the 17th of 1957, copyright Lawence J.
Udell. So I just want to | et you know | have been around

a long tinme and constantly | earning, though.
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Let nme give you a few pointers on the Patent
and Trademark Office, which was established in 1790. In
the first year of its establishnent, there were three
patents issued. By 1800, ten years later, there was a
total of 268 patents. But 1820, 50 years later, there
were only 1,998 patents issued. By 1870, it was 117, 000.
Then, in 1959, it was the first year that passed 50, 000
patents issued. In 1994, it passed 100,000. And in
2001, there was 166, 000 patents issued and approxi mately
doubl e that amount of patents filed. |[If you take this on
a weekly basis, the Patent Office is issuing al nost 3,500
patents a week. And right now, we are approaching,
unl ess we passed it, 6.5 mllion -- sonmewhere close.

Ameri can inventors, where do they come fronf
Every segnment of society fromthe garages and basenents
across Anerica fromall ages, youngsters to seniors. In
1995, California Invention Center had a major exhibit in
downt own San Franci sco at Mobscone Center on inventing the
future. And the thene for kindergartners and first-
graders was "What can you invent to make your
grandparents' |ife easier?" It was fabulously
successful, was on television, hit the wire services
because the reporters were sitting on the floor with
t hese ki ndergartners tal king about what it is they

created to make their grandparents' |ife easier.
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By virtue of being human, you are an inventor.
You have the innate creative abilities to create the
product of tonorrow. All cultures, races, origins, all
with a single dream-- fame and fortune. |In Anmerica
t oday, other than winning the lottery in your particul ar
area, the one single way for an individual in this
country to becone independently weal thy wi thout a major
investnent is to invent the product of tonorrow. Twenty-
five thousand new products a year are introduced in this
country. QVC, a television network which is broadcast to
81 mllion homes, sells $400, 000 an hour, 24 hours a day,
364 days a year, of product. They are |ooking for 10,000
new products right now They have got a nationw de
search that will be starting in April. They are opening
a retail store at the Mall of Anerica in M nneapolis, St
Paul , and QVC is one exanple of how an individual
i nventor can create a product and have a ready market
t hrough their television network. | do not know how wel
you can see this, but between 1969 and 1981, there were
actually -- this nunber, 21,000 to the governnment, of
patents issued to corporations in that ten-year period,
the | argest of course was General Electric, AT&T, |BM
West i nghouse, Dupont, General Motors, etc. etc. See all
t hese fanmpus Fortune 500 nanmes? Now |let us | ook at 1982-

1991 -- General Electric, Hitachi, Toshi ba, Cannon, |BM
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U.S. Phillips, Sienens, Fuji, Mtsubishi, AT&T, only
three American corporations. Now |let us |ook at 1992-
2001. IBM which for five years in a row has received
nore patents than any other corporation in that ten-year
peri od has received al nost 20,000 patents. But when you
| ook down this recent list, there is only I1BM Mbdtorola,
and East man Kodak, three Anmerican corporations out of
ten. Does that tell you sonmething? |1t should.

Let nme give you an exanple of one invention.
It is not a sinple invention, but it was invented by a
friend of mne. H's nanme is JimFerguson. Sone of you
may have heard of him Jim Ferguson has over 150 U. S.
patents and over 500 foreign patents, and is the father
of Liquid Crystal Display Technology, LCD. If Jimwas
not on a world cruise, he would have | ove to have been
here, but -- very wealthy. He collects royalties from
conpani es all over the world because he has patents al
over the world. He found at a very early age and a very
early stage the value of the Anerican patent system but
his one technology, LCD, is used in television, |ap tops,
digital watches, calculators, palmpilots, cell phones,
etc. etc., portable nedical equipment and nonitors,
di agnostic equi pnment. The LCD industry in the world
t oday enpl oys over half a mllion people. One invention,

one inventor, one exanple of American creativity that we
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cannot | ose and not ignore because it is the people |like
this and the inventions like this that created sone very
famous nanes |i ke Hewl ett and Packard and nany ot hers.

Consi der the follow ng: w thout a patent
system which our fampus forefathers saw the vision and
did sonmething about it, what is the incentive for
i nvention and innovation? Were would the products of
tomorrow cone fron? Where would the new conpani es cone
fron? Where would the mlIlions of new jobs conme fron?
Because your Fortune 500 are reducing their nunbers of
enpl oyees, yet small business in America has created over
twenty-five mllion jobs in the last ten to 12 years.
Where woul d Anerica be today if our founding fathers had
not seen the vision of the future? Anerica sets the
standards for the whole world. W do. We have. And if
the American patent system was not as inportant as it is,
t hen why woul d 90, 000 patents a year be issued to foreign
i ndi vi dual s and corporations?

Licensing -- licensing today of intellectual
property is a $140 billion industry annually -- $140
billion. That includes everything from M ckey and M nnie
Mouse to Star Wars to technol ogies that I BM for exanpl e,
has created. \When Lou Gerstner cane into I BM nine years
ago, IBMwas earning $30 mllion a year in royalties off

their technology -- $30 million a year. That is not bad.
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Last year, because of the re-direction and the focus of
R&D wi t hin | BM Corporation, |IBMearned in royalties on
their intellectual property, l|last year, $1, 600, 000, 000.
VWhy? Quite sinple. They recognized that they were
spending a | ot of noney on R&D and then keeping it in-
house when the concept canme to whoever it was there that
said, "If we are this good at inventing, why don't we
invent for the rest of the conpanies? Wy don't we
invent for our conpetitors?" So |ast year, |BM earned
$1, 600, 000,000. And it went right to the bottom profit
line off of their investnment in technol ogy and
i nventions.

| have here at |ist of 230 products, well-known
products that were invented by independent inventors, not
the research centers at U C. Berkeley or Stanford or
el sewhere, not the Battelles or SRI's of the world,
i ndependent backyard garage inventors -- 230 well-known
famous products. | will present you with the list, sir

Now et me tell you what is happening that is
really exciting. Next year, 2003 celebrates the 100th

anni versary of the Wight Brothers. Starting on January

1, 2003, with a float in the Rose Parade -- can you see
t he plane on that float nmade of flowers? -- that wll
| aunch America's year of creativity and invention. |If

everything works well on Septenber 11th of this year,
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there will be an announcenment out of the Wite House
announcing all of the progranms and incentives and
notivations for kindergartners to seniors to invent the
future of America during the year 2003. On Decenber 17,
2003, at Kitty Hawk, North Carolina, the President of the
United States and other dignitaries and so forth will be
there to celebrate the exact 100th year of the flight.
There is an exact replica being built of the Wight Flyer
in Warrenton, Virginia, which the experts, aeronautical
and ot herw se, said never should have flown. They are
going to try it again. On Decenber 17th, they are going
to fly an exact replica of the Wight Flyer, which of
course, as you know, hangs in the Sm thsonian. At the
sane tinme, NASA has the Wight Brothers' shuttle that
will be flying over Kitty Hawk coordinating all of this.
The State of North Carolina has a conmm ssion with al
ki nds of celebrations and progranms going on all year.

The State of Ohi o, because the Wight Brothers were from
Dayt on, ©Chio, has all kinds of events going on all year.
And ot her people are getting on the bandwagon -- Anerican
Aeronautical, Astronautics, and so forth. It is a
wor | dwi de event and | am happy to say | have the
privilege of representing the Wight Famly on parts of
the program The Wight Famly Fund will be contributing

-- we do not know the exact anpunt yet -- but sonmewhere
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bet ween $10 and $40 mllion for these programs which wll
emanate from organi zations |li ke the Acadeny of Applied
Sci ence, the National Science Foundation, and so forth,
for progranms for all ages across all 50 states. So next
year in Anmerica will be a re-birth of honoring inventors,
recogni zing the value of the patent system and at the
sane tinme building towards a new future, a new Aneri ca,
w th new products, new incentives, and hopefully benefit
to everyone. Thank you.

MR. COHEN: Thank you, Larry. | just have one
guestion. You tal ked quite el oquently about the
contributions to the patent systemin spurring sonme of
t hese innovations. Looking forward, do you have any
suggestions, any ideas as to how things m ght be
i nproved? If you could change anything to help the
smal | er inventor that you tal ked about, what would you
conme up with?

MR. UDELL: Well, one thing | would do was to
get Congress' hands out of the Patent O fice budget and
quit stealing the noney that inventors are putting into
the patents. Are you aware of this? The patent system
is supported by inventors and conpanies filing patents.
Congress, has reached into the pockets of the Patent
Ofice. And | think last year it was $90 mllion or

sonet hi ng was taken out of the budget for other purposes.
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That is nunber 1. Leave the noney where it bel ongs.
Nunmber 2, the patent systemin Anerica is well respected
wor | dwi de by virtue of the fact that you have so many
foreign inventors and corporations filing patents in the
United States, recognizing that this is a wonderfully
| arge market, but at the same tinme that it does support
intellectual property and its protection. And | think by
and | arge the patent systemtoday is probably nore
efficient and nore effective than at any other tinme in
hi story. You have got a good Conmm ssioner, Ji m Rogan,
who is a former Congressman from California. You have
got a great staff of people. You have got people that
are devoted, they are hiring nore Exam ners, and by and
| arge, | am not sure how to inprove it any, other than
the fact of |eaving the noney where it bel ongs.

MR. BARNETT: M. Udell, throughout the week,
we have heard fromthe perspective of nmany conpanies
regarding their particular patent policies or their
experience. Could you provide us with sone perspective
of the small inventor's experience and how it differs
fromthe corporate experience, either froma cost
perspective, or froma timng perspective, or a resource
perspective, and particularly with the idea of other
particul ar attributes of the patent systemthat are

particularly useful to small inventors?
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MR. UDELL: That was a |ong question. The best
way to answer it is that | talk to inventors alnost on a
daily basis and sone are the w | d-eyed, bushy-haired
peopl e with shopping bags that you are not sure you want
to talk to, others are very intelligent, very notivated,
and very focused. They recogni ze that one of the first
things they need to do if they are going to make any
money with their invention is to get sone protection.
And the largest majority file a provisional patent
application first, which is a sinple one-year docunent
for $75.00. Inventors recognize that to earn noney from
their creation, they have got to be able to protect it.
So how does it becone a physical asset unless you file
for a patent? Qut of that individual's dream wth the
ri ght assistance, and staying away fromthe invention
scam or gani zati ons that bleed a |lot of noney from
inventors every year, they begin to learn fromeither the
Pat ent Depository Libraries all across America, from
| nvent or organi zations, fromcoll eges and universities,
t hat what you need besides yourself and your idea is a
team of people, a teamof qualified people to help turn
an invention into a product. It is a cycle that you go
from concept to product to market. Now, | grant you,
| ess than five percent of all of the patents issued ever

reach the market. But by the same token, that nunber
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woul d increase if there was greater know edge avail abl e
and additional resources for the individual inventor.
The smal|l conpany that is born of an invention -- and |
am working with six of themright now, six brand new
start-up's -- are conpani es where the individual has
enough experience and perhaps sone credentials to devel op
a product that is recognized by others, or experts in
their field, that has a great potential. And then you
begin to look as to how to perfect it and how to finance
it. | am happy to say, whether you recognize it or not,
that in Anerica today, there is nore noney avail able for
new ventures than at any tinme in history. The venture
capital community is not parting with the noney as easily
as it did three and four years ago, but there is venture
noney which is very rarely available to inventors. There
is private noney to the best estinmate of $100 billion
worth of private investnment capital from angel investors
all across Anerica. So fromthat perspective, the
conpani es that are being created today that will create
t he enpl oynent and better econony tonorrow i s happeni ng.
| do not know if that specifically -- and I think the FTC
has done a magnificent job of not only educating
inventors, but also getting the scam organi zati ons that
have been bl eeding inventors for decades out of the

pockets of the poor inventors in Anerica.
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MR. COHEN: Okay, on that note, we thank you.
And we are going to end this mni-session and, in about
two or three m nutes, begin our next panel.

Thank you.

(Wher eupon, a brief recess was taken.)

MR. COHEN: Let ne wel come you back. We have
what | hope will be another outstanding panel before us.
As | indicated earlier this nmorning, | amBill Cohen from
the FTC. Joining ne on this panel fromthe Governnent
wi Il be Frances Marshall fromthe Antitrust Division of
t he Departnment of Justice and Ray Chen fromthe Patent
and Trademark O fi ce.

This panel is going to be a little bit
different in a couple respects than panels we have had
previously. W are going to be a little bit nore
detailed in our |look at sone of the issues raised by the
patent system and we are going to shift our focus
slightly. Most of our panels have at |east started from
t he perspective of the patent systemas it stands today.
We t hought that we should have at | east one panel which
attenmpts to shift the focus a little bit nore toward
where the patent system perhaps should be, at least in
theory. And we will give our panelists an opportunity to
et their m nds range and conme up with suggesti ons and

t hought s and comments.
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What | am going to do is we have four panelists
and | think the best thing to do would be to introduce
all four of themat the beginning. Imediately to ny
left at the end of the table here is Professor Robert
Merges, who is back with us again today. Professor
Merges teaches Intellectual Property and Contracts at
Boalt Hall School of Law here on the canpus. His primary
scholarly interest is in the econom c aspects of
intellectual property rights, especially patents. He is
t he author or co-author of several |eading student
casebooks on intellectual property and has aut hored
nunerous articles in both the |legal and econom cs
literature. Just to my right is Professor Joseph
Farrell, a Professor of Econom cs here at the University
of California at Berkeley, where he is also Chair of the
Conpetition Policy Center and Affiliated Professor of
Busi ness. His research has explored a range of topics in
m cro-econonm cs, including network effects and standard-
setting. Professor Farrell has twice served full-tine in
t he Federal Governnent as Chief Econom st of the Federal
Communi cati ons Conm ssion, and from July 2000 to June
2001 was Chi ef Econom st and Deputy Assistant Attorney
CGeneral of the Antitrust Division in the Departnent of
Justice. Again, imediately next to Professor Farrell on

my right we have Professor Justin Hughes, a Visiting
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Professor at U C.L.A His research and teaching
interests focus on Intellectual Property and Internet
| ssues. From 1997 to 2001, Professor Hughes worked as an
Attorney Advisor in the U S. Patent and Trademark O fi ce,
focusing on the initiatives in Internet-related
intell ectual property issues, a |ot about the Amendnent
| mmunity issues and Intellectual Property Law in
Devel opi ng Econom es. And fortunately, our final
panelist, John Love is here again with us today. He is
at the end of the table on ny left, mddle table,
actually. He is Goup Director in Technol ogy Center 2100
at the U.S. Patent and Trademark Office. As the
Director, he is responsible for managi ng the work of
several hundred exam ners who review patent applications
for conpliance with the statutory requirenents for
patentability in the area of data processing, electronic
commerce, and cryptography. M. Love has al so served as
Chai rman of the Supervisory Patent Exam ners and
Cl assifiers Organi zation. He has received nmany
Departnment of Commerce Awards for his work at the Patent
O fice. W have an excellent panel here.

What we are going to do is we are going to
start off with three presentations and then we will nove
into a period of discussion. Qur first person to mke a

presentation is Professor Merges. And we will turn this
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over to him

PROFESSOR MERGES: (Okay, thank you very nuch.
| want to also thank ny students fromny Patent Law cl ass
who are here. One of the real rare opportunities that we
have when we are studying this kind of issue here at U. C.
Berkeley is to have exposure to groups like this and I
appreci ate that you are taking advantage of it.

Today | want to tal k about patent standards and
procedures and | was asked to do a literature summary and
di scuss future directions in this literature, and since
t hat was what | was asked to do, that is what |I'm going
to do. | amgoing to talk about two different sets of
i ssues. The standard of patentability, and there are
really three different |egal requirenments that I am going
to tal k about -- novelty, utility, and non-obvi ousness.
These are the main gatekeepers or screens that determ ne
which of the filed patent applications will turn into
i ssued patents. Primarily what | amgoing to do is talk
about how econom sts and people interested in | aw and
econom cs have | ooked at these requirenents of
patentability always in this session with an eye towards
what we m ght learn of a practical nature in terns of
reformor at |east conceptual thinking about the patent
system

The second set of issues | amgoing to talk
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about have to do with patent procedures. And under this
headi ng, there are a variety of things one could talk
about -- the priority system first to invent vs. first
to file. It is an inportant procedural elenent of our
patent system And the second topic, optiml patent
quality, is one that has only recently really gotten sone
attention in the economcs and, | should say, especially
| aw and economcs literature. That is the one | am going
to stick to for the nost part and the topics that run
under this heading | am going to tal k about are opti mal
pat ent exam nation and really a sub-topic, whether kind
of a patent registration system would make sense, whet her
there is a need and justification for a patent opposition
system and sone other internal PTO reforns -- salary
retention, internal incentives, these kinds of things.
And | will say that, for John Love's sake, | think the
primary Exam ners and the Group Directors are in for a
big salary increase under these proposals. Maybe | wll
have at | east one fan by the time |I am finished.

| am going to go back to the classics that
di scuss the kind of economc justification for patents
and see what they had to say about patent standards. W
wll start in this reviewwith John Stuart MIIl witing
in 1848. MIIl is famous for having said that the great

t hi ng about patents is that by awarding a property right,
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society essentially calibrates the reward to the degree
of contribution made by the inventor. His theory was
that there is not a very big cost to issuing a usel ess
patent, although we do have the utility standard, because
his view was that if people are not going to use it, the
property right will just kind of wither on the vine. The
ot her side of that coin for himwas that, the nore
i nportant and significant the invention, the nore
val uabl e the property right would be. And he was writing
in an era when people had started to di scuss whet her
di rect governnental rewards made sense. This was a
proposal that came up periodically in England and in the
US in the 18th and 19th centuries. And his view was,
no, the property right is a nice way to reward inventors
and it is nmore workable than a direct reward fromthe
governnment. He did nention that useful ness was a good
ki nd of screen to keep out conpletely usel ess inventions.
And so, really, we had for the first time in a kind of
serious way a discussion of what patent standards were
all about. He was kind of vague on the purpose and the,
| et us say, precise degree of the utility requirenent,
but at | east he nmentioned it.

Fritz Machlup and Edith Penrose wote a fanpus
article in 1950, reviewi ng what they called the

| nternati onal Patent Controversy of the 19th Century,
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which was a review article that tal ked about the various
conflicts between econom sts who argued all through the
19th century whet her we needed a patent system or not.
They enphasi ze that, historically, the adm nistrative
costs of the patent system were a good reason not to have
patents. They had an inplicit enphasis in their article
on the fact that patent standards tended to drop over
time to a kind of |ow standard of patentability, and that
was one argunment that the anti-patent forces made, which
was that patents were sonehow i nherently always going to
decline in quality.

M chael Polangi, witing in 1944, did a very
t hought ful kind of top-down conceptual review of the
patent system His idea was essentially to revisit the
19th century debate and re-institute a kind of a nore
direct reward system and al so enhance that with a limted
property right involving conpul sory |licenses. He
basically said that the invention test, which was the
forerunner of our current non-obviousness standard, was
not adm nistratively workable, that it was too
conplicated and too difficult. H's real point was that
nost i nvention was done by teanms and to single out an
i ndi vi dual inventor and determ ne whether their precise
contribution nmet the standard involved too nuch

adm ni strative cost. And he wanted to kind of give nore
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of a group right and structure it nore like a reward.

In 1958, Fritz Machlup revisited patents again
and he wote this wonderful study for the U S. Senate,
and it is called "An Econom c Review of the Patent
System™" And it is still one of the nost widely cited,
really, summaries of econom sts' view on patents. And it
is really just kind of a classic two-handed Econom st
account on the one hand. On the other, what it useful
about it is it is conprehensive and it has sonme very, |
t hi nk, reasonabl e and noderate bottomline
recommendati ons. One of the points that he nade in this
report that | think is of interest, especially in |light
of the presentation today on small inventors, and
sonething that | want to enphasize, is that if you were
here for a Tuesday session, then you will recall that we
had a very nice summary of the different theories of why
we have patents. The classic one is a kind of reward for
invention notion, which is a straightforward, "If we
encourage invention, we'll get nore of it" kind of view
Anot her take on patents is that they are useful for a
conbi nati on of disclosing information soneone m ght keep
secret, and attracting finance for ideas that are
devel oped in secret. And this is the one that Machl up
pi cked up on in this report. And | nention this because

one of the trends that we see is that patents are
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considered nore and nore inportant in the venture capital
worl d, and the kind of marginal inmportance of a patent
seens to grow as the size of a business declines. To say
that in plain English, small businesses and snal
inventors really need patents. And what Machl up said was
that the nature of inventions -- and by that, he really
meant the standard of patentability -- is really beside
the point in sone sense if what we are trying to do is
structure a legal device to attract capital. Just a
provocative point: if the idea is a reward, then we want
to calibrate the reward to the degree of contribution.

If the idea is protecting information to attract capital,
he i s suggesting, you mght want to worry | ess about the
standard of patentability. This is fromthe fanous

concl usi on where Machlup said in a passage just before
this, "I amnot sure that we would invent the patent
systemif we did not have it, but now that we have it, it
is probably not a good idea to get rid of it." Just
after that, he says that, basically what |I call the grand
guestion, "Are patents good or bad?" my be just sinply

i mpossi ble for us to answer. But what he says is that we
can attenpt to analyze the margi nal benefits and costs of
particul ar noderate changes in the duration, scope or
strength of patented protection. And if there has been

really a mantra in the literature in the last ten or 15
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years, although this proposition is not cited, this is
really where econom sts have taken off, the grand
guestion, you know, "Should we have patents or not?"
This was settled by kind of an agreenent that we cannot
answer it. So what we do nowis we tinker and we | ook at
the marginal effects of changing this or that on the
assunption that we are going to have a patent system

We get to the standard of patentability. Some
real serious thinking begins in 1966. Edmund Kitch, who
wrote a very nice review article having to do with this

Graham v. John Deere case, an inportant Suprenme Court

case, he really clarified what | call the "but for"
standard which, as you will see, is directly tied to the
reward theory of the patent system He basically said,
"Do not give a patent unless you need to give a patent to
have a certain invention devel oped.” To put it another
way, if soneone is going to do it anyway, do not give
them a property right. That is kind of what | call the
"but for" standard. And that has been the defining
proposition for econom sts | ooking at standard of
patentability. Being a scholarly type, | had to go back
and nmake sure that there were not sonme antecedents for
this. In fact, | understood that there were and |I dug up
a couple. The Scherer date is later, but he cites sone

stuff that is earlier. So anyway, that is a pretty
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straightforward notion. What | nmean to say is that a | ot
of independent thinkers have cone up with the sanme idea -
- don't give a patent unless you need to in order to cal
forth a certain invention.

| did some work in this area to try to
summari ze sone of the old literature and tal k about the
mar gi nal influence of the patentability standard on
decisions to essentially enbark in a research project.
And what | tried to do was connect two bodi es of thought.
On the I egal side, the legal standard for non-obvi ousness
tal ks about essentially a degree of technical nmerit. It
says an invention that is obvious to soneone skilled in
the art is not patentable. And that is kind of an
absolute technical standard. Wat | try to do is connect
that with sone notion that an econom st woul d be
interested in, a notion of cost. Because on the |egal
side, there is no reference to cost. |In theory, even
t hough sonething is extrenely straightforward
technically, it may be very very expensive to achieve.
And what | try to do is | try to say, "Sure, the non-
obvi ousness standard takes into account that degree of
expense. Should that form part of our understandi ng of
what technical nerit is?" And | concluded that for very
hi gh-cost research, we m ght want to | ower the standard

of patentability to take into account the cost and
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expense.

To junmp ahead to sone very recent work now by a
former U C. Berkeley Grad Student who is now at Cornell
Ted O Donoghue, he picked up the patent scope literature
t hat we tal ked about on Tuesday if you were here, which
tal ked about the optimum scope of patents to be awarded
to the first pioneer in an industry as opposed to
subsequent inprovers. He picked up on that thene and
kind of integrated it into a discussion of patent
standards. And what he canme out with was a view that, if
we raised the standard of patentability and we
essentially make each quantum of invention bigger, what
that does is it tends to nmake the pioneer or the first
into a market have a | onger effective market dom nance
period. And since enhancing the reward to pioneers is
one of the goals that he was discussing -- he thought
rai sing the standard of patentability makes sense. But |
have to say, as a policy recommendation, it runs pretty
counter to a lot of the trends that we have seen. That
is to say, if O Donoghue is right and we want to
encourage the pioneer to have a |onger period of market
dom nance, the discussion we have had for the nost part
tends to focus around how broad their patent is. But
peopl e have m ssed the idea that if we have a high

standard of non-obvi ousness, the nunmber of subsequent
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i nprovers who get patents will be reduced. And that, in
effect, will increase the profitability of being the
pi oneer. | have a "see-also" cite here because a fellow

who | think is a lawer cane up with a very simlar idea,
t hough strictly froma kind of |egal and policy view, did
not have any equations and G eek letters attached to it,
but it is very nmuch the sane idea and it was published
recently. So | had to nention that.

Ckay, now | amgoing to tal k about patent
procedures. And here there is a |ot |ess recent
literature, although | think because particularly with
t he busi ness nethod patent controversy, we are begi nni ng
to see sone interest in this field as well. One of the
early references in this area has to be to Alfred Kahn,
who is probably one of the doyens of the early literature
on regul ation, on the economcs of regulation, but he did
make a foray into discussion of the patent system as
well. He was fromthe Pol anyi school of thought, which
said that there is a very high cost and great conmplexity
in assigning individual property rights in an era of
| arge scale collective invention. This is sonmebody who
saw a kind of collectivist large scale enterprise era of
invention as a trend that could not be argued with and
was basically sonething that was going to happen and was

happeni ng. And what he saw was that the patent system
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tended to favor the powerful and the unscrupul ous and he
t al ked about sonme of the tricks and ganes that patent
| awyers can play in order to extend the pendency of
patent applications and in order to amend clains to try
to capture conpetitor products and things that are quite
famliar to patent |lawers. O course, this was witten
in the era before the patent term was changed. W now
have a termthat begins to run when you file a patent, so
the ganes that you can play during prosecution have been
reduced. And it is funny that he in a sense had a very
good di agnosis of a problem but his prescription was a
little over-broad. Rather than conpletely scrap the
patent system we m ght have argued to him "Let's start
with something sinmpler |ike change the patent term™
Well, that is in effect what we have done and so we do
not have to throw out the patent system but at |east he
took a | ook at patent procedures and saw what the
econom c effect would be.

There is another branch of this literature that
is worth nentioning. It is on what | call two-tier
patent protection. In Europe particularly, many
countries have a system of what are commonly referred to
as petty patents, that is to say mnor innovations, and
they are admnistered in a kind of parallel systemto the

general utility patents. The argunent is that, by
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separating out the smaller inventions, and by separating
out let us say relatively |low value inventions, it is
easier to preserve a high standard of high patentability
for the inportant stuff. And it also allowed the
specialization or division of |abor so that nmass-market -
appeal gadgets and a lot of the kinds of inprovenents
that small inventors are fampus for can handle it in
their own system The idea is that, by separating them
out, we can nore efficiently award property rights for
both those small inventions and the residual -- the big
i nportant stuff. And there is a couple of studies that |
woul d reference on this and they are cited here.

| have to say that this idea runs counter to
one of the basic themes of our patent system which is
this very Jeffersonian -- and | m ght even say Jacksoni an
-- sense that I BM and the garage inventor are both good
enough and both deserve the sane property right, and they
deserve the sane treatnment in our Patent Office. And
think the small inventor community would be very
resistant to the idea that we should split off their work
fromthe kind of work that goes on at U. C. Berkel ey and
Stanford and | BM and places like that. So there would be
a lot of political resistance. But as a conceptual
matter, separating the two classes of inventions still

makes a certai n amount of sense.
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One of the nore recent areas for inquiry has
been the area of internal Patent Office incentives. And
by this | mean a | ook at the Patent O fice as kind of an
econom c institution that, through its conpensati on and
through its internal culture, gives its enployees
incentives to do certain things. There is a literature

in this area call ed Personnel Econom cs that | ooks at how

conpensation structures and how a variety of variabl es of
t he enpl oynment relationship can be changed and
mani pul ated to get the outcone that you want. This is
really a straightforward and common sense literature that
basically says, "Be careful -- look carefully at what we

are rewardi ng," because enployees are very sensitive and
they are going to tend to give you that which you reward.
The argunment is that if we nore carefully review how the
exam ners job and the review process is structured, we

m ght come up with a patent systemthat gives us higher
gquality patents, on average. This, of course, starts
fromthe proposition that higher quality patents are
sonet hing that we need and that we ought to be interested
in. And | ought to take an aside here and say that the
busi ness net hod patent controversy, |like the software
patent controversy before it, was kind of a rallying

poi nt for people who thought there are sonme deficiencies

in the patent system particularly in patent quality,
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that need to be addressed. And so this discussion of how
should we restructure patent office incentives started
fromthe proposition that sonmething is wwong. To use the
sonewhat overblown rhetoric fromm own piece cited here,
there is a crisis and we have to fix it. Another vari ant
on that proposal is the idea that one of the reasons that
for low-quality patents, that is, say, patents which if
gi ven a reasonabl e degree of scrutiny would be found
invalid, one of the reasons for that is that so nuch of
the informati on about patentability is held in private
hands. The way our system works now is somebody files
for a patent application and the burden is thrown on the
patent exam ner to search through the prior art and see
if anything like that filed patent application has ever
been published or presented publicly before. The
argunment is that conpetitors of the patent applicant know
a lot nore than the exam ner. And one way to get that
information into the systemis through what is called an
Opposition System which creates a formal role for
conpetitors to conme in and say, "Here is a piece of prior
art that is very simlar to a patent application that is
currently pending in the patent office.”™ W have
sonmething a little like Opposition Systens in our
reexam nation system It is not used very nuch, and, to

some extent, this literature is a discussion of how we
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can revanp re-exam nation and nake it |l ook nore |like a
true Opposition System which is what they have in Europe
and al so in Japan.

My col | eague, Mark Lenl ey, had witten a very
t hought ful piece that discusses this topic in the
Nort hwestern Law Review, and the title really says it
all, it is called "Rational Ignorance at the Patent
Ofice." And his argunent is that it makes sense for the
Patent Office to do a relatively | ow degree of analysis
on each patent application. It is a point that | made in
nmy piece and ot her people have made, but he really spells
it out very nicely. He says that because nost patents
never reach a comercial product, if we raise the anount
of scrutiny higher than what it is now, we may be in
effect wasting a | ot of resources on inventions that are
not any good to anybody anyway. And he tal ks about the
fact that we really have a two-tiered scrutiny system
We have the exami nation as the first broad cut, but the
detail ed analysis of validity does not cone until
l[itigation. And the reason that system nakes sense, of
course, is that only the patents that are litigated get
t he hei ghtened scrutiny, and therefore only the ones that
merit that kind of expenditure wi nd up being | ooked at
careful ly.

This kind of theme has been picked up by a
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coupl e of other scholars and | wanted to nmention their
work. And | call it "new directions" because this is
fairly new stuff. | amgoing to cone back to this first
poi nt on the social welfare gap in just one second.
Taking the Lem ey notion to perhaps an extrenme, there is
a young fellow at Washi ngton University Law School naned
Scott Kieff, who puts forth a sem -serious proposal to go
back to a registration system This is a system where
there is no patent exam nation. This is a system where
my coll eague to nmy left, John Love, gets to retire early.
The idea is that litigation is the only anal ysis of
patent validity that we really need, so we should just
have a kind of rubber stanp system where people file and
regi ster patents, and only the ones worth fighting about
will be analyzed for validity at all. And we had this
system between 1793 and 1836. One of the problens with
the proposals of going to a registration systemis they
do not | ook very carefully at the historical record and
t hey do not understand why we went to an exam nati on
systemin 1836. To put it bluntly, there were a | ot of
abuses and a | ot of the conplaints about the current
patent systemis that it favors the big guys. | do not
think it takes a genius to see that a registration system
woul d favor the big guys even nore or at |east sone

features of it woul d.
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Anot her idea that is along these lines is an
idea for so-called patent bounties. This is an article
t hat proposes that the Patent Office award prior art
informants with a bounty for coming forth with prior art
that invalidates a patent. It is a little |like an
Opposition System but it is alittle nore of a direct
reward. The problem w th oppositions are that you only
benefit in filing an opposition if you have a big
incentive to invalidate a particular patent. |If you do
not have a product that is going to conpete with
sonet hi ng covered by the patent, there may not be a
reason to justify the expense and cost and difficulty of
filing an opposition. Patent bounties put the noney
directly on producing the prior art, so instead of the
indirect benefit of invalidating a patent that favors
your own product, there is a direct incentive. If you
have got a piece of prior art sitting around your office,
you can make sone cold hard cash sinply by sending it to
the Patent Office. So it is an interesting idea. And
again, the idea is to get the information fromthe people
who have it, which is largely conpetitors, into the hands
of the people who need it, which is the patent exam ners
in the Patent O fice.

| will go back to the first point now. M

col |l eague, Rich Glbert, in a presentation earlier in

For The Record, |nc.
Wal dorf, Maryl and
(301) 870- 8025



(o) NN |

10
11
12
13
14
15
16
17
18
19
20
21
22
23
24

25

590
this series of hearings presented a very nice discussion
of bl ocking patents and patent pools. And one of the
things that he pointed out is that there really is a
social welfare gap when it cones to invalid patents.

That is to say it is relevant to the point | was just
maki ng. The private incentive to invalidate patents is
not often high enough, given how nuch social value would
be created frominvalidating a patent. That is to say,
no individual may have an incentive to invalidate it,
even though we would all be better off if they did. And
| put that forth as a kind of organizing principle for
t hese reform proposals. That is to sonehow get private
actors to do the thing they want themto do, which is to
i ncrease social welfare, to make us all better off. And
all these proposals are really trying to nake stabs in
that direction. | amgoing to do a quick summary of sone
recent enpirical work because | am running over ny tinme,
| am sorry to say.

My col | eague, Josh Lerner, at Harvard Busi ness
School, has studied essentially the historical
devel opnent of patent offices and patent standards. One
of the things he finds, which is really not surprising,
is that, where industry grows up and becones nore
sophi sticated, and people and industry end up with lots

of different types of inventions and inventions are nore
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variegated, there is a lot nore discretion and
procedures. That is to say, Patent O fice procedures
sonmehow take into account the fact that the rules have to
be nore el aborate and that there, in effect, should be
different patent rules for different conplexities of
invention. This notion of information asymretry just
means that the private participants in the patent system
have different -- in this case, nmore -- information than
the Patent Ofice. And | point that out sinply because
it is  related to that thenme of what | call the social
wel fare gap. Lerner basically finds that there is good
hi storical and enpirical evidence for the fact that grows
over time as invention beconmes nore sophisticated.

Agai n, ny colleague, Mark Lem ey, witing with a co-
author, finds in a recent enpirical summary that what I
woul d call the "sophistication of patents” has grown over
time and is grow ng considerably, even as we speak. He
argues that the increase in citations to prior art
references shows that the patent systemis in some sense
respondi ng adequately to the kind of new technol ogi cal
envi ronnent that we find ourselves in.

A very interesting paper which is just out,
which | am going to summrize very quickly, is this
recent paper by lan Coburn, who is at Boston University,

and sonme other coll eagues. They actually did what |
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think is the first enmpirical study of patent exan ners.
And what they found was a couple of very interesting
t hings. Perhaps counter-intuitively, they find that
experience and wor kl oad are not correlated with patent
validity rates, which runs counter to sone of the naive
reform proposal s that people |ike nyself had nade. The
theory is, if we can retain patent exam ners, patent
quality will go up. They find that m ght not be right.
There may be a burn-out factor that off-sets the
experience factor or there may be other things we do not
know about it. They did find that patent quality was
declining in recent years, that patents issued before
1990 were upheld nore often, and so that is cause for
concern. But one of the really interesting findings that
t hey had was that patent exam ners who are in a sense
nmore generous or |iberal, who give broader claimscope,
are cited nore often and they al so have higher invalidity
rates. So the idea is that Patent Exam ners who issue
broad patents lead to a | ot of "inportant patents” in the
sense that they are broad, but they also becone invalid
nore often. The courts invalidate them nore often. And
that just bears out a point Judge Rich used to naeke al
the time which is, the stronger your patent the weaker it
is, nmeaning if it is broader it has got a bigger chance

of being invalidated, and the weaker your patent is, the
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stronger it is. Anyway, it is a really interesting
study. | do not have tine to give the full kind of scope
of the kind of work that is being done in this area.
There are a |l ot of people and a | ot of places taking a
big interest. But | will say, froma practical point of
view, | would summarize it by saying econom sts and
people interested in patent policy have gotten really
interested in recent years in this very inportant topic
of the gap between the social cost of an invalid patent
and the private incentive to invalidate it. And | think
sone really good and new and exciting work will probably
conme out of this at the theoretical level. Translating
it into practical results, translating it into
| egi sl ative proposals and actual court decisions is of
course a much nore difficult project. It is fraught with
all kinds of perils. But | just want to say that, if you
take the R&D anal ogy at all seriously and you believe in
it, then what we have here is a real uptick in what I
woul d call basic research on the patent system And if
our nodel is right, then eventually some of this basic
research will find application in the real world. And so
it is kind of an exciting tine to be a basic researcher
in this field because a | ot of people are working on it
and we think that there m ght be sone real pay-off. So |

want to make a final pitch to nmy students that the policy
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stuff is really inportant in this area because it m ght
make a real difference out there. So thanks very nuch
for the chance to participate.

MR. COHEN: Qur next presentation is going to

take us over to the econom c side. Joe Farrell is going
to present sonme thoughts and will be using the slides.
PROFESSOR FARRELL: Thank you. Well, | am

delighted that so many of nmy Washington friends are able
to be here and | hope that these sessions are going to be
hel pful to you in what you are doing. Wat exactly are
you doing? It seens to nme there are two agendas here
and, although there is a slough of interesting questions,
| hope that you are thinking clearly about what it is you
are trying to do. It seens to ne there are two agendas.
One is to do conpetition advocacy which, of course, is a
traditional role for the antitrust agencies, and to do
conpetition advocacy specifically in the IP sector.
OCkay? So thinking about ways in which the intellectual
property system can becone even friendlier to efficient
conpetition than it is, thinking about how you shoul d
tweak it in order to make it better, |eaving conpletely
asi de what Rob said is the grand question that we cannot
answer .

A second al so i nportant question which perhaps

is even closer to your daily workload is how do you do
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good antitrust in markets or involving firnms where
intellectual property is an inportant part of what is
going on. It seens to ne those are not necessarily the
sane question. And | apologize that | have not been able
to be here for nore of the previous sessions, but from
what | heard this nmorning and fromwhat | heard from
staff people yesterday, it sounds as if a |ot of the
di scussi on has been the first of these. And perhaps
there has not been quite as nmuch of the second. But
whet her that is right or wwong, it seens to ne it is
i nportant to keep both goals clearly in mnd and to keep
the distinction between themclearly in mnd.

So | amgoing to have a few things to say on
each of those two agendas. | will try to be relatively
brief. W could go on for hours. But in fact |I noticed
t hat when the notice of this session cane around, it said
that the session would last from9:30 AM to 11:30 P. M
But | amgoing to work on the assunption that that was a
typo!

It seens to ne that, in terns of the
conpetition advocacy m ssion, the first |esson, which is
not controversial at all, | think, amng econom sts or
anong sophi sticated practitioners, but which sonetines
gets lost in the political or quasi-political debate, is

that nore IP is not necessarily better. Okay? You
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cannot neasure the success of an intellectual property
protection schenme by the gross revenues involved in
i censing. You cannot neasure the success of an
intellectual property protection scheme by the
profitability of having a patent. Those are not
performance indicators. It is not true that there should
be private property rights in everything. Now that | ast
one m ght be getting a little closer to a controversi al
position, but it seenms to nme that we -- well, | will cone
back to that nore |ater, but by and large it is not, "Oh,
we shoul d push for nore, oh, we should push for nore, oh,
we shoul d push for nore, and that way the world will get
better and better." Part of the reason for this is that
intellectual property can be a costly way to get
i nnovati on, even on a static single-innovation nodel,
intellectual property rewards and therefore gives an
i ncentive for innovation through allow ng the innovator
to charge what | am going to | oosely call "nmonopoly
price" for the innovation. This brings up what Rob
Merges quoted as the "but for" problem Sonme innovations
are going to happen anyway. The wheel was not patented.
Ckay?

So as a result of the fact that nore
intellectual property is not always better and

intellectual property can be a costly way to go, it
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shoul d be used judiciously. |In sonme places, in sone
i ndustries, for sone innovations it is essential or at
| east a very handy way of providing incentives and
financing, and so on; in other cases, much | ess essenti al
and per haps nmuch nore costly.

Finally, there is a |lot of discussion,

certainly in the popular press and trade journals and so
on about how the Patent Office maybe is doing things
wrong. And as sone of Rob's later comments illum nate,
whet her or not the Patent O fice m ght be doing sonething
wrong, or whether or not it mght look as if the Patent
O fice is doing sonmething wong, if you examne it in
isolation, that is really not the question. The question
is to evaluate the process, the system as a whole. And
it is perfectly conceivable, as Lem ey's work and ot hers
have suggested, that the efficient way to organi ze the
process as a whole is to have the Patent O fice be
relatively generous in awardi ng what are call ed patents,
but in what some sense mi ght be nobre accurately described
as opportunities to litigate for patent protection. That
does not nean that is true, and in fact | suspect it is
not entirely true, but it is perfectly conceivabl e and
the analysis really needs to | ook at the process as a
whol e.

Alright, the first point under this, nore
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intellectual property is not necessarily better -- | am
not going to spend a lot of tine on this. It may not
even be better for innovation. Innovation is not our

only goal, but it nmay not even be better for innovation
to the extent especially that having a single steward of
a line of innovation mght lead to a limting of a degree
of imagination. And this suggests -- | amnot going to
go further than suggesting here -- it suggests that we

m ght want to try to have sone different way of |ooking
at things. It would not necessarily lead to different
treat nent because that would involve sonme severe
practical problens, but at |least a different way of

| ooking at things in areas where the innovation is
clearly defined, well specified, the next step in Moore's
Law, okay? Creating the mcro process at tw ce the speed
of the current generation.

A | ot of people probably know roughly what has
to be done in order to do that, but it is very expensive.
That is a rather different problem Encouraging that
ki nd of innovation is a rather different problemfromthe
ki nd where you want to have many i nmagi nati ons wor ki ng on
a problem and, once the imginative spark has been
struck, it may not be all that expensive to bring it to
fruition. 1In the one case, incentives are crucial, and

that is perhaps all you need. |In the other case, while
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incentives are never uninportant, it m ght be nore
i nportant to have w despread opportunity and diversity of
approaches. So it is a different problem

So how m ght one set about using intellectual
property judiciously? Just a few thoughts. One thought
is we mght want to use it |less intensively, |less
generously, when there are relatively few alternatives to
the invention. Okay? Wwy? WlIl, because in classical
econom c ternms, at |least, the welfare cost of using
intellectual property protection is the econonic
di stortion created by giving exclusivity, giving a
monopoly if it is a sufficiently broad exclusivity. And
that says the cost is higher and any econom st can tell
you that, where the cost is higher, you want to do |ess
of it. Now you have to be careful here because, relative
to sonmething, the benefit m ght also be higher. So this
needs to be thought through some nore, but it is a
di mensi on on which you m ght want to use intell ectual
property judiciously. You might want to award | ess
generous intellectual property protection when you have a
new field for innovation where there may be nmany obvi ous
and easily realized innovations just waiting to be nade.
So this goes back to the "but for" standard. |[If you have
a new field of endeavor, it is not obvious that we should

not say, "Okay, let us wait a year or so, picking a
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nunber conpletely at random and see what people conme up
with just out of natural curiosity or out of non-
intellectual property incentives to innovate first. And
t hen, what ever has not been invented, we will say, "Well,
perhaps it is now inportant to give the additional
incentive created by intellectual property protection.”
| raised this idea at a conference a couple of years ago
in an attenpt to provoke discussion. It actually got
reported in a newspaper. As far as | could tell, the
di scussi on kind of ended there. And | assunme that is
because there was no earthly chance of it happening,
ot herwi se people would have junped on it. But if what
you are trying to do is provoke nore discussion,
interesting ideas for the intellectual property system
as part of conpetition advocacy, | amnot sure how you
set about nmaking people discuss things that they are not
afraid m ght happen, but that m ght be part of the
process.

| have al so suggested el sewhere that, where
network effects are inportant, there can be argunents for
giving less by way of intellectual property protection.
Basically the network effects -- in many circumnmstances,
not necessarily -- already give a considerabl e degree of
protection. And the incremental protection given by

intellectual property may be particularly harnful in
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terms of deadweight |loss. That is the very classic
argunment. There are other things going on. Again, | do
not mean to suggest that this is the answer, but | do
mean to suggest that this m ght be an inportant question.

Eval uating the process as a whol e, Rob Merges
al ready tal ked about this and pointed you to sone
literature that tal ks about it in much nore detail than |
can, but | want to stress again that PTO policy is not
the final answer, it is a part of the process. Having
said that, | certainly do not feel confortable with the
i dea that we say, "Okay, uh, anyone can get one of these

proto-patents.” And the answer is in the litigation.
Litigation is slow, and it is costly, and it is scary,
per haps especially to small players. And so we shoul d
not regard it as okay that a |ot of invalid intellectual
property is around and can be used as a threat until it
gets litigated to conpletion. However, the

nmet hodol ogi cal point still stands.

VWhat is the goal here? Well, | suspect that,
in D.C., you hear a lot from people who want there to be
nore intellectual property protection, and you hear a | ot
from peopl e who want there to be less intell ectual
property protection. The non-lobbying nessage is that

both kinds of errors are costly. So we want in sone

sense to mnimze infringenment of good |IP, whatever
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"good" may nean, and at the sanme tine to mnimze
enf orcenent of bad IP. That says that you cannot | ust
say, "Oh, we want easier opposition. W want different
standards applied in litigation, and we want different
presunptions.” Maybe those things are true, nmaybe not.
But renenber that it is a balancing act. You want to
m nimze both types of errors simultaneously, if
possi bl e.

And coming to the last bullet here, Rob already
tal ked about this, basically it is an information
problem There is a lot of information out there that
bears on whatever the | egal standard is, whatever the
| egal standard should be, for intellectual property
protection, and that information does not all arrive at
any one person's desk right away in the beginning. Okay?
So we have to think about both incentives and
opportunities for a |lot of people to adduce possibly

useful information. And that is where we m ght get into

application, timng and costs. |If it is costly to apply,
t hen perhaps the applicant will do nore screening. There
are some good sides and bad sides to that -- timng and

breadt h of publication, search by the Patent Exam ners,
search perhaps by bounty hunters |ooking for a reward for
produci ng prior art, opposition by interested parties,

and litigation. As Rob nentioned, and Rich G bert
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described earlier, there are sone interesting and perhaps
dysfunctional things in the strategies of patent
chal l enge. So for exanple, think about a firmin a
hi ghly conpetitive industry, all of whose nmenbers are
subject to a royalty charge on sonme debat abl e
intellectual property. |[If this conpetitive firm

successfully challenges the intellectual property, often

it wll be a case that not only will it no | onger have to
pay the royalty, but all its conpetitors will no | onger
have to pay the royalty as well. To the extent that

conpetition in this conpetitive industry |eads to full
what | call "relativity," that is, you do not care so
much about the absolute |evel of your costs, but about
the | evel of your costs relative to conpetitors, there
may be very little incentive to challenge. Wat happens
if the intellectual property holder has a policy of
giving better ternms on the license to those who do not
chal | enge than those who chall enge unsuccessfully? M ght
t hat be enough to conpletely deter a chall enge, and
therefore in a game-theoretic strategy, if you like,

achi eve the equivalent of intellectual property
protection on sonmething that in fact may be quite weak?
| do not know. It seens to nme nore research needs to be
done on this, and one of the areas where you m ght want

to push is to clarify exactly what questions you would
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like to know the answer to in this kind of way. As a
former Journal Editor, I will tell you there are many
Ph. D Econoni sts who desperately need good research
t opi cs.

Let me go back to this slide, two agendas. |
have talked a little bit about some themes that come up
in conpetition advocacy and intellectual property policy.
Now et nme talk a little bit about the other half of what
| take to be your agenda, doing good antitrust where
intellectual property matters. And here, four things
that | want to comrent on very briefly. The first is,
"Must one assess the intell ectual property?" Assess its
scope, assess infringenent, assess validity. Second, "To
what extent can and should antitrust agencies treat
intellectual property IP like any other P?" Third,
"Dealing with conmplinents and substitutes in the IP
area," and fourth, "Thinking about scale and innovation."
Cbvi ously, I amnot going to say very nmuch on each of
t hese, but just to raise them and make sure they are on
your screen, and we can talk nore about themlater if
peopl e want.

So first, "Must want to assess the IP." |
think it is fair to say that the antitrust agencies are
reluctant to get into making substantive judgnents of

whet her one product infringes one piece of intellectual
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property or a portfolio of intellectual property, whether
the intellectual property is valid. That is what | nean
by assessing the IP. And it seens to nme it is not

certainly in the traditional area of expertise of

antitrust agencies. | think the agencies are reluctant
to do it and they are rightly reluctant to do it. It is
possi ble that you will at sone point have to do that. |

do not think you need to shy fromthat to the extent of
being unwilling to do your job if that is required, but |
think it would be appropriate for you to be in some sense
reluctant to do that. | think there are sone substitutes
for doing that. |In particular, if you have a piece of
asserted intell ectual property and a conpetitor is
allegedly infringing it and offering product and is
willing, let's say, to indemify custoners, or custoners
are willing to buy knowi ng that there may be sone clains
for damages later, that provides a kind of market signal
of the expected strength of this intellectual property.
And it seens to ne appropriate that you would be willing
to trust these market signals in conjunction with, or
possi bly even instead of, an internal analysis of the
validity and strength of the intellectual property --
sonet hing to think about anyway.

s settlenment a good thing? O course, the

| egal systemas | understand it really likes settlenent
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because it gets thing off the docket and it feels good
because people are not fighting anynore, they have
resolved their differences in sonme relatively friendly
way. That is probably right if you have settl enent
between two parties that jointly | ack market power. |If
you have a settlement in general between two parties that
jointly have a great deal of market power, then there is
a lot of scope for mschief. That does not change the
fact that there is also a |lot of scope for good in
settlenments, and of course that is what nekes it
difficult.

Shoul d one treat IP like other P? | like the
quote fromthe Mcrosoft decision, the Appeals Court
Deci sion, that said, "It's your intellectual property.
It is nmy baseball bat. That doesn't nean | can swing it
wherever | want." It is kind of along the lines of
treating intellectual property |like other property. And
| think that is a pretty good starting point. It is not
al ways going to take you all the way, | suspect.
Intell ectual property, as a matter of fact, does have

certain special properties. For exanple, no physical or

t echnol ogi cal congestion. Broader use does not spoil it.
It may spoil it economcally, but it does not spoil it
technologically. The real question is not, "Is

intellectual property just |ike other kinds of property?”
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In some ways it is and in sonme ways it is not. The real
gquestion is, "Wen does that matter?" And | would
suggest that the agencies ought to be willing to take
into account the fact that intellectual property has sone
certain special features where that matters, but that
does not nean that you should be asking different
guestions. Ask fundanentally the same questions and take
the facts into account. Let nme |eave that for the
nonment .

Conpl i ments and Substitutes -- obviously,
anybody who does antitrust knows that conplinments are the
opposite of substitutes. Were you want substitutes to
be kept separate, by and | arge, you want conplinments to
be conmbi ned by and large. And pretty nmuch everything has
the other side. |f you have two pieces of intell ectual
property that bear on sone industry or perhaps sone set
of industries, how do you set about telling whether they
are conplinments or substitutes? |f you have 47 pieces of
intellectual property that bear on an industry, how do
you set about telling to what extent they are substitutes
and to what extent they are conplinents? So, for
exanple, if you have a nmerger between one firmwth 32 of
t hese pieces of IP and another firmwth 15 of them and
you can see sone substitutability relationships and you

can see sone conplinentarity relationships, how do you
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assess whether this is broadly a nerger of conplinents or
broadly a nerger of substitutes? | have not the faintest
idea. It is really hard. But that is a question that is
going to be com ng up, probably has already cone up

One of the | essons of the Mcrosoft case that
is quite a challenge, | think, to good antitrust thinking
is that conplinments can becone substitutes. In the
M crosoft case, certain pieces of software or m ddl ewear
were, in the short-run, conplinments to Mcrosoft W ndows
and, in the long-run, Mcrosoft thought m ght well be, or
sponsor, or become, or take the role of substitutes.
That makes it even harder to deci de whether two things
are conpliments or substitutes and, accordingly, how
antitrust should viewthem And is this nore likely to
happen with IP than with physical assets? | suspect it
may be, but again, it is going to be fact-dependent.

Finally, a little bit about scale and
i nnovati on because | have no doubt that you hear quite
frequently in Washington, "Oh, we want to becone bigger,
we have to becone bigger, we want to nerge, we want to do
so and so," because scale will encourage innovation. |
think those are difficult clains to assess by and | arge.
Here are just a few things you m ght want to think about
in devel oping policies to assess clains |ike that. One

thing is the scale over which an innovation is going to
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be expl oited does reduce the relative cost of innovation
conpared to, say, cutting prices. |If you have a |arge
scal e of innovation, then the R&D dollars are going to be
spread over a |arger nunmber of units of output. OCkay?
And so there is a sense in which scal e does encourage
i nnovation certainly relative to, say, price-cutting.
Now you have to be careful, as | will stress in a m nute,
about what scale you are talking about. But there is a
real sense in which this is true. At the sane tine,
mar ket power reduces firns' incentives to offer surplus,
whet her by innovation or by price-cutting. Okay? So if
you want to | ook for the effect of scale bundled, if you
li ke, with market power, suppose you imagi ne sonme nerger
that plausibly will increase scale and create sone market
power, imagine what is the effect of that on innovation?
It seens to ne there are these two forces going in
opposite directions. So that is a difficult question.
And then two easy outs that probably are not really
available in the interesting cases, but worth checking
for them One easy out is to ask the question that |
li ke to ask about scale efficiencies in general, which is
why not achi eve scale, not by let's say merger, but by
offering a better product and getting nore custoners?
And if you think back to the classic Arrow anal ysis of

incentives for innovation, that is exactly what happens.
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Those of you who are famliar with that work w |
remenber that Arrow tal ks about a conpetitive firm
meaning a very small firmhaving a very |arge incentive
to innovate. Why? Because innovation gives you a
slightly lower cost and you then take over the whole
mar ket. So scale is not exogenous in that nodel. Now
sonetinmes, typically, scale will be nore exogenous than
that makes it seem Okay? And so it is an easy out that
probably is not conpletely available, but it is sonething
to think about.

And finally, licensing, of course, unlinks the
size of the firmthat does the innovation fromthe scale
on which the intellectual property it creates can be
expl oi t ed.

So nmy goal here really was to say a few things
about a bunch of different topics, but the over-arching
goal was, | think, to hope for some clarification on
these two agenda itens -- doing conpetition advocacy in
the intell ectual property world and how do you do good
antitrust when intellectual property is there? And |
t hi nk those are both very difficult questions. | both
envy you and do not envy you having to do them

MR. COHEN: Thank you, Joe. Now Justin Hughes
will give our final presentation and then we will turn to

sonme di scussion afterwards.
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PROFESSOR HUGHES: Thank you for inviting ne

today. | recently left the PTO and am now teaching full-
time, so | do not have a fancy show for everyone. | have
a hard enough time finding my classroom still. But if |

were going to give atitle to the remarks |I'd give, |
woul d steal something from Professor Farrell. | would
call it "No Earthly Chance of It Happening." | spent too
many years in Washi ngton watching and readi ng i nteresting
proposal s, many of which Professor Merges put on the
Power point for us, reading them and thinking, "That is
really interesting,”" and, "That has about as nuch chance
as a cell ophane dog chasing an asbestos cat through
hell." And | think what | want to talk about a little
bit is what we can really effectively expect of the
patent system and the front end of the patent system
which is the Patent Office, in its awareness of economc
i ssues, and then actually talk about where | think there
are sonme opportunities or the best openings for
interesting ideas to bring about sone refornms in the
pat ent system

Professor Farrell said that antitrust agencies
are rightly reluctant to assess intellectual property.
And | nmust confess that when | was invited to cone here
today -- | sonetinmes have a very literal mnd -- and when

| was called, they said sonething to ne quickly and it
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was a call out of the blue, and it was something about
"econom c criteria in patenting,” or "econom c criteria
in granting patents.” And |I went on the rest of nmy day
and | started to think about that and | called a friend
who used to be at DQJ Antitrust, Chris Kelly, and | said,
"Chris, they couldn't have neant that, could they? |
must have m sunderstood. | will have to call them back."
And he said, "No, that is what they nean.” | had
literally thought the opposite of Professor Farrell's
idea. | imagined a patent exam ner sitting there and,
after going through standards of patentability, trying to
assess the market inpact of the clains he or she was
going to grant, and once doing that for those clainms, to
then assenble a |list of the various patents that the new
pat ent hol der al so held, and do an assessnment there of
the total market inpact of what effectively would be
granted by the governnment in what a | ot of people call a
"monopoly."” Well, as soon as you think about it that
way, it is a very scary thought. And even for sone of us
who are not Constitutionally afraid of governnment
regul ati on, the idea of patent exam ners even thinking
t houghts like that is frightening. So while we al
recogni ze that the patent systemas a whole is a
regul atory structure, | think the single grant of patent

rights as it conmes out of the patent exam nation process,
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the PTO, as nore like a randomevent. Now | do not nean
a random event in the sense of the patents G eg Aharonian
sonetimes entertains us with, but a random occurrence
fromthe perspective of what a central regul ator would
li ke a conpetitive econony to |look |ike, or what a
central regulator would even |like a particular niche or
mar ket or submarket of a conpetitive econony to | ook
like.

Now, on a good day, fromas best as | can tel
fromthe time | was there, the PTO s work is daunting and
sonetimes overwhelmng. | think it is actually getting
better. It is getting better for macroeconom c reasons
that really do not have any relationship to who is the
PTO Comm ssi oner now or who has been in the past. Just
as the boom of the 1990's was good for the PTO s
busi ness, | think the downturn of these days may actually
be good for the PTO. Now Rob was tal king about evidence
or recent schol arship indicating otherwise. | have
al ways assunmed that |less attrition anong patent exam ners
woul d be a good thing because it inproves the know edge
base of patent exam ners. And that has certainly been an
operative principle in PTO policy. | amafraid that this
recent schol arship suggests we should be trying to push
Exam ners out the door. But | have assuned that, as the

job market is less hot than it was in the past few years,
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that this would actually be good for the PTO to have a
chance to solidify its know edge base. And it is a
know edge base that really does need stabilization and is
slowly stabilizing. It needs it because, in the 1990's,
there was al nost Kuhni an paradigm shifts in many
different ways in ternms of intellectual property. One,
there was a shift in the underlying technology with the
expl osion of Internet technol ogy; and then two, there was
a shift in what people thought was patentable technol ogy
whi ch was a massive paradigmshift of its own within the
intellectual property world, and then there was bringing
pressure onto the intell ectual property world a massive
paradi gm shift in how the business conmunity understood
assets and intellectual assets and know edge based
assets. And | do not know how many of you have read this
book, "Renmbrandts in the Attic," but | was forced to read

it by the COO of a big electronics conpany who gave it to

me for Christmas and wanted to know what | thought. It
is 200 pages of business person airplane reading -- a
stretch, 200 pages -- if you think it says anything about

conpetition law or antitrust policy, you are conpletely
wrong. There is not a word in there. But do not fret,
it hardly says a word about patents too. It is called
"Unl ocki ng the Hi dden Value of Patents.”™ And | realized

after 200 pages, they do not explain what a specification
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is, they don't explain what clains are, they don't
explain the difference between a pioneer patent and an
i nprovenent patent, and what is disturbing about this is
that there are lots of COO s and CEO s and CFO s out
there in Fortune 500 and Fortune 5000 conpani es reading
this book and then calling their |awers and saying, you
know, "Let's get the maxi mum val ue we can out of the
intell ectual property that we have." So | think that
t hat paradigm shift has put a whole | ot of pressure on
the intellectual property community fromthe PTO and
t hroughout the rest of the community. It is kind of a
nice nonent in the sense that we suddenly have all this
attention, those of us who are interested in intellectual
property, but it is also a sobering nonent because the
attention has now turned to scrutiny.

Now, as for the other thing | wanted to say on
PTO operations, | do think that, in the 1990's, Bruce
Lehman did a very inportant thing for the PTO in that he
really, really pushed the agency on information
t echnol ogi es, automation, and conputerization. And
anyone who has been around the canmpus of the PTO and
knows the shoe boxes, and knows that the PTO Exam ners
Uni on fights and argues about the size of offices, not
about the quality of patents, knows that the inportance

of establishing that the information technol ogi es that
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are available to the PTO exam ners is going to be a key
issue as to whether or not the stabilized know edge base
can actually help inprove the quality of PTO patents in
the future.

But as to what Chairman Muris identified as a
possi bly inmbal anced vi ew when these di scussi ons or
heari ngs were opened before, | have to say that | am
afraid the PTO has contributed to that to a snall degree.
And | know how we have done that, or when | was there how
we did that. On the one hand, the PTO is happy to say
t hat the expansi on of patentable subject matter is not
the PTO s doing, it is the doing of the courts. And that
is largely correct. But obviously the PTO has had a hand

init. In the State Street case, there had to be a

patent in which to decide that business nethods woul d be
patentable. And the PTOis not any different than any
Washi ngt on bureaucracy in that sense. They vary in
bureaucratic terms. It is a |large organization that is
happy to grow |l arger, and is happy to have an inportant
role, happy to have both inportance and perceived

i mportance in the econony. So it is hard to |ook to the
PTO for an expectation or for any argunents or for any
proposals that the real mof patenting or the inportance
of patenting should be shrunk. So when Chairman Miris

says that the patent professionals of alnost all stripes
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-- and that is not just the PTO it is certainly al
patent attorneys -- have gotten a little property
intoxicated -- that is ny phrase, not his -- and that
they may have failed to give conpetition |aw and
antitrust policy its due, |I think that is right. But at
the same time, | amnot sure that in the division of
| abor it is for the patent attorneys or for the PTO to
worry very nmuch about conpetition | aw and antitrust
policy, for the sanme reason that Professor Farrell said,
rightly so, the antitrust agencies are not very desirous
of having to assess intellectual property. So if you
| ook at Undersecretary Rogan's statenment, this is his
February 6th statenment for, | guess, the initiation of
t he Washi ngton hearings, very clearly and distinctly, he
decl ared that a patent is not a nonopoly. He actually
was repeating remarks made by his predecessor,
Under secretary Dickinson, that the patent is not a
monopoly. | know that because | wote those remarks. |
did that precisely so that we could, as an agency, step
away fromthe very interesting discussion, or the clains
t hat appear in jurisprudence throughout American history,
that a patent grant is a nonopoly because if you say that
a patent grant or a copyright grant is a nonopoly, you
gi ve attorneys an argunent that the governnent regul ators

have, in essence, granted this nmonopoly and it shoul d be
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i mmune from antitrust and conpetition [aw scrutiny. And
you see that argunment raised. It is a dubious argunent,
it is asilly argunent. But what we needed to clearly
say, and what | think what needs to be clearly said by
the intellectual property agencies, is nonopolies and the
conclusion that there are nonopolies in the economc
terns are not our business, and we do not grant
monopolies. And we need to undercut the argunent that
sone people make, particularly in litigations, as
M crosoft did, that when they are granted these
copyrights or patents, they are given sone nonopoly
rights that should sonehow trunp conpetition | aw
scrutiny. Now when we talk about economc criteria,
t hough, in the patenting system-- and we do not want to
have to i magi ne a patent exam ner sitting in her
w ndowl ess office trying to figure out how nuch market
share the applicant will get when she grants themthese
six clainms -- when we tal k about translating econom c
concerns into the actual patenting system we have had
broad or w de-rangi ng di scussi ons about patentable
subj ect matter, about the |level or test for non-
obvi ousness, about the concerns for prior art, and much
of the very interesting literature that Professor Merges
went over about tinkering with the patent process and the

actual application process. And there is a very
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interesting draft paper by Mark Janis who -- Professor
Merges had another article of his fromthe Harvard
| nternati onal Law Journal on one of the Powerpoint slides
-- but Professor Janis has a new draft paper talking
about patent reformin the 19th Century and G eat
Britain. And it is a wonderful paper and it is
wonderful |y depressing because all of the argunments for
patent reformin the 19th Century can |argely be
transposed into the late 20th and 21st Century in
America. So a lot of the ideas of tinkering, or al nost
all if not all of the ideas of tinkering with the patent
granting process had been around for a long tine.

What | would like to talk about is what | see
for the window for interesting reform of the patent
system or at |east a nmeaningful addressing of
fundanmental issues. | would |ike to go back to
pat ent abl e subject matter. And | do not want to beat a
dead horse -- or, if I do want to beat a dead horse,
want you to think it is alive, at least, for the noment.
So | want to talk a little bit about software and
busi ness nethod patents. And | want to talk about the
good news, the bad news, and the interesting news. |
t hink the good news is that, as John Love will have
di scussed or has discussed, or wll discuss today, the

PTO is definitely getting better in handling business

For The Record, |nc.
Wal dorf, Maryl and
(301) 870- 8025



(o) NN |

10
11
12
13
14
15
16
17
18
19
20
21
22
23
24

25

620
met hod patents. The 2000 program for inproving business
met hod patents seens to have genui nely worked. And when
you | ook at the statistics and you | ook at the
application statistics and the grant statistics, and you
just | ook at the increasing sophistication of what the
PTOis issuing, it really looks like the systemis fixing
itself or largely fixing itself. Many of you know t hat
t he Business Method Patents Program now requires there to
be a "second pair of eyes" that |ooks at the application.
And | wanted to tal k about that second because nost
peopl e do not recognize that there is a little bit of a
probl emthe PTO has with that. And that is, by the terns
of Article 27 of the TRIPS agreenent, as we interpret it
in the United States, the United States is obliged to
treat all areas of technology, all fields of technol ogy,
the same wi thout any discrimnation anong them And if
it were ever the case that we had one field of
t echnol ogy, or what people could claimas a field of
t echnol ogy, that was getting a different exam nation
process, that was being treated differently by the PTO
systematically, there would be a potential argunent that
we were in violation of the TRIPS agreenent by not
conporting with the requirenent of Article 27. Now the
good news, as | said, is that I think the business nethod

patents are here to stay, unquestionably -- or, sorry,
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t he good news is the PTOis inproving. |If you take it as
bad news, that business nmethod patents are here to stay,
Prof essor Merges said that it was a rallying point, and
take that past tense very seriously. But what is
interesting now and what people should focus on is the
di chotony that now exists between the United States and
Eur ope on business nmethod patents and software patents.
It is very interesting because one of the things when we
| ook at intellectual property, we do not have good test
cases. We do not often have very good conparative cases
of different events, econom es doing different things,
but we are getting a very good case of the Western
Eur opean countries who belong to the European Patent
Convention taking a very different standard on software
patents and busi ness nmethod patents. By the end of 1999,
t he European patent office had issued about 13,000
software patents which is considerably |less, |ess than
half of | think what were the software patents that were
then out in the United States. And this is because the
Eur opean Patent Convention has a requirenment that any
software application that is patentable nake a technical
contribution to a process. And there is a |lot of
anbiguity in interpreting that, but it is considered by
many people to have created a bar in Europe to software

patents, and certainly a bar to business nethod patents.
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And what is interesting nowis the research that is going
on on the effects of that on small and nmedi umsize
enterprises, on large enterprises, and the politics are
very interesting too. And the politics are interesting
because, in the United States, we have ended up with
busi ness net hods being patentable purely as a matter of
judicial fiat. 1t was not a hard-fought |egislative
battle with | obbyists going at one another, wth
academ cs going at one another. It was sinply the status
quo very quickly changed by a couple judges and a couple
of judges opinions. In Europe, we have nuch nore of a
typical situation of intellectual property |aw
devel opment or intellectual property |aw reform where
there is a lot of opportunity for serious discussion of
econom ¢ issues and how intell ectual property does or
does not affect and stimulate innovation. Now that is
not useful to us because the United States is always
interested in international harnonization of patent
standards, and so it is possible that the discussions in
Eur ope on software and busi ness nethods coul d be very
revealing to us about what we are doing.

Now the last thing | wanted to say, to

summari ze, is that "grand question" of the "but for"
gquestion -- you find it everywhere. | was just | ooking

at sone of the recent papers on Software and Busi ness
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Met hod Patenting from Europe and, literally, you find it
there too, that patents should only be granted where it
is a necessary condition for X, and sonetimes X is
identified as innovation, sonmetinmes X is identified as
di ffusion of a technology. But the problemis that in a
| ot of proposals you see for better tweaking of the
intellectual property system and the patent systemto
reflect the desired incentive structure economcally, is
that you end up with the recognition that different kinds
of technol ogi es have very different devel opment cycl es.
Prof essor Merges has witten about this in a very
interesting 1990 article with Richard Nel son. There are
different cycles of devel opnent to technol ogy and
di fferent ways technol ogi cal innovation occurs in
different industries. Not only that, there are different
ki nds of innovation. W know that there is a huge
di fference between a pioneer innovation or an innovation
captured by a pioneer patent and the nore snal
increnmental innovation that is manifested in inprovenment
patent. And we have that trenmendous diversity and we
have, in essence, a one-size-fits-all patent system
Usual ly the proposals for tinkering with our one-size-
fits-all patent system are proposals to say, "Let us
identify this and change the rules a bit to better make

the rules fit the econom c incentives needed for this
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particul ar sector.”™ And so Professor Farrell suggested
that, in a new field of endeavor, perhaps you woul d want
to withhold patent protection for a time. And what is
interesting about that is the pragmatic m nd i mmedi ately
goes to all kinds of issues of, "How are we going to
define what the new field is? Since it is a new field,
we won't even know it is a new field until it is an old
field, will we? And if we did think it was a new field
and we | ater turned out wong, what would we have done in
terms of our incentive structure? What if it turned out
just to be a little blip on an existing field and we
wi t hhel d patent protection?" So when you seek a
different incentive structure or you want to treat the
incentive structure for the economc reality of a sector
or subsector of the econony, it mkes a | ot of sense on
paper, but it has two nmjor deficiencies. The first one
is the inpossibility of tailoring the |aw quickly enough
to respond to the technol ogi cal devel opment cycles in our
country. That is one. And two, there is a trenendous
desirability, actually, to the one-size-fits-all system
and that is because of the problenms of information fl ows.
That is because of the problens of "Renmbrandts in the
Attic," okay? Two hundred pages |ater, the average
busi nessman under st ands practically nothing about

intell ectual property.
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| can only tell you how inportant this
information flow problemis and the desirability of a
si npl e, consistent, somewhat understandable IP regine is
by telling you a story fromcopyright law. | was at a
conference in Atlanta and | got invited to an artist's
exhi bition. And he had these huge paintings of the
Scooby-Doo characters on the wall. And | spoke to him
and | said, "By the way, have you tal ked to Hanna-Barbera
about this?" And he said, "No, no problem | followed
the rule of seven differences.” And | said, "Ch, really?
VWhat is the rule of seven differences?" And he said,
"Well, as long as there are seven differences between ny
Scooby-Doo and their Scooby-Doo, | do not infringe." And
| said, "Well, really?" So here we have a creator of a
very different scale, but naybe closer to a small and
medi um si ze enterprise, maybe closer to an i ndependent
inventor, who is genuinely clueless about an intell ectual
property regime which is relatively sinple conpared to
the patent regine. So the problemw th tweaking the
systemto make it efficient is there is a real real huge
information flow problem And that is something | think
we need to take into account in any proposals that we
consider. Thank you.

MR. COHEN: Thank you, Justin. Okay, | would

like to open things up for discussion. | have heard a
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nunber of thenmes. Maybe we will explore a couple broad
guestions and then nove into some of the nore detail ed
guestions. By the way, your assunption that we did not
mean 11:30 P.M may not be right, |ooking at the list of
things that I would hope we woul d get through, but we
wll nove ahead. | will ask you, if possible, to try to
keep your responses to individual questions as brief as
possi bl e so we can cover as much ground as the tine
permts.

| guess one general question would be if we are
t hi nki ng about, at all, the idea of inproving
patentability standards, a general question m ght be,
does the PTO really have any discretion, any significant
di scretion here, on standards? O are we necessarily
speaki ng perhaps in our conpetition advocacy voice to the
Courts and Congress?

MR. LOVE: Well, not having presented this
nmorning, | did present yesterday, Justin, sone of the
statistics and results that we have been getting fromthe
"second pair of eyes" review and the other initiatives
and the Director's 2000 Initiative, but in listening to
the three presentations and di scussions yesterday, the
amount of discretion that the PTO has is very limted. |
t hi nk people need to understand that. And since we are

getting into the area of judgnent and opinions, | guess |
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shoul d state that, of course, | am speaking for nyself
ri ght now and not in any official capacity for the PTO
But we are constrained quite a bit, in the first place as
a statute, 35 U . S.C., of course, that explains very
specifically the conditions for patentability and, in
addition to novelty or non-obvi ousness, patentable
subject matter -- 101 is a considerable restriction. W
are also constrained by the way the CAFC interprets those
provisions. And to the extent that we have to follow the
deci si ons of the CAFC, and we cannot go outside the
constraints of the |law, which state that, "A patent shal
be granted unless...," | nean, there is your discretion
And the burden is on the PTO by enpirical evidence,
evidence that will stand up in Court, that one of the
conditions of patentability is not net. So to answer
your question, at |east frommnmy perspective, we in fact
have very little discretion and we are constrai ned by the
interpretation of the law by the Courts and the very
specific provisions of the lawitself. And | do agree,
court decisions do have an inpact to a |large extent on
t he range of patentable subject matter, but it is very
rare that the Legislature will take on that question and
deal with it by anmending the patent |aws, which
substantively have not been anended to great extent since

1952.
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MR. COHEN:. Ray.

MR. CHEN: Thanks. To answer your question,
you are right. This is an issue of the courts and
Congress. As far as patentable subject matter, | think
what Justin suggested was right, that it is pretty nuch a
dead issue as far as the PTOis concerned with regards to
guestions of software and even business nethod patents.
You know, | think we all know that ten to 15 years ago
there was a very fierce debate about whether or not so-
call ed software conputer inplenented inventions should be
eligible for subject matter. And that seens to be a
closed issue now And | think what the PTOis required
to do is to carry out the mandate of the statute, and the
statute for eligibility of patentable subject matter is
drafted very broadly. Any nmethod is really eligible for
subject matter, not just business nethods. Any kind of
i mprovenment in any kind of process is eligible.

Furt hernore, we take our dictate fromthe Dianond v.

Chakrabarty case, which essentially said that anything

under the sun made by man is eligible for subject matter
protection. And also to that extent, the Courts are al so
playing a large role in regulating what the PTO can and
cannot do with regards to art rejections. The PTO used
to make subject matter rejections all the tinme in the

area of software before the Federal Circuit eventually
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evolved its case law on that matter. And now we have
been sort of conpelled to nove over to strictly art
rejections in that area. But also in the area of non-
obvi ousness, it seens like in the past few years, the
CAFC has been curtailing the types of rejections we can
do in that area in the sense that the standards have been
stricter in terms of scrutiny of our 103 rejections.

When | say "103," | nean non-obvious rejections. So in
that sense, that is all true and it is a question of the
Congress and the courts, it is not necessarily a question
for the PTO.

PROFESSOR MERGES: Can | interject quickly?

MR. COHEN: Yeah. One quick suggestion -- if
peopl e happen to have thoughts that they want to
contri bute, maybe you can turn your nanme tags up and that
way we'll know.

PROFESSOR MERGES: This inplies | amgoing to
make a contribution, so I'mwary. | will put it half-
way. |It's a half-baked -- the discussion here is
sonething that | hear all the time and the policy players
under di scussion are the Court of Appeals for the Federal
Circuit and Congress. | think we are forgetting about
sonebody. W are forgetting about the Suprene Court.

The notion in our generation that the Supreme Court woul d

wei gh in on sonething as detailed as Section 103 is kind
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of revolutionary, but | think this kind of discussion,
and the discussion about things |like Federal Circuit
revi ew of non-obvi ousness rejections, these days is
percolating up. It is percolating up in cert. petitions
and increasingly in cases that the Suprene Court hears.
So | would say that there is an inportant sector that is
re-entering or potentially re-entering the stage. And
that is an action that is going to be a lot nore open to
broad policy argunentation because that is how they see
their job. And so, | think these are really good points
and | would say, particularly on the Section 103
di scussion, this is a dead horse that | have beaten many
times, is that, if you |l ook at Suprene Court precedent,
which is what they will |ook at when they next take a
Section 103 case, you can argue that, just on the basis
of that precedent, what the Federal Circuit has done is
deviating fromthe law. It is because, effectively, we
have not had a Suprene Court in the patent field. The
Federal Circuit has been the Suprenme Court of patents,
but this Supreme Court has shown an interest. Successive
years show nore and nore cert. grants. So what | am
trying to say is that these policy argunments are going to
potentially have nore traction. It will not be very often
that they take a case, but when they do, it will open the

door for this kind of discussion. So | just wanted to
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t hrow t hat out because | always hear this and peopl e
forget about that.
MR. COHEN: One nore and then we will nobve onto
anot her questi on.
MR. CHEN: Professor, |I would just like to
follow-up on that idea. Do you think that the Suprene

Court would have in m nd changing the Grahamv. Deere

case and in sonme way nodifying the standard of

obvi ousness that they put forth in that decision?
PROFESSOR MERGES: It is inpossible to know

what they would do, but I would say it is very likely

that they would inplenent a m nor course correction on

Federal Circuit doctrine by citing G ahamv. John Deere,

and by in effect saying it is not dead. Do you see what

| am saying? Let me give you an exanple. Grahamv. John

Deere tal ks about the objective factors and it tal ks
about the rationale for Section 103. Inplicit in that, |
think, is a rejection of some of the nore extrene Federal
Circuit cases on the so-called suggestion test. | think
you could say that that is inconsistent wwth G aham The
notivation test? It is not in there. And this is not
even to talk about the secondary factors which the
Federal Circuit has elevated fromthe fourth

consi deration which my be considered into sonetines the

nost i nportant consideration, right? So there is a | ot
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in Gaham v. John Deere which is still on the books -- it

has never been overruled -- that you could argue the
Federal Circuit has slowy deviated from That is all
am sayi ng.

MR. COHEN: Okay. The other general question |
had, | think, springs fromsonme of Justin's comments. W
know his views. He was talking in terns of the one-size-
fits-all issue. | am wondering what the various panels
t hi nk about, whether there is any likelihood to tail or
substantive patenting criteria to better account for
di fferences between industries. Anyone have thoughts on
t hat ?

PROFESSOR FARRELL: Well, yes, of course
i npl ementation i ssues are going to be inportant, but |et
us renmenber, as | said earlier, you have to treat the
system as a whole. And to, say, pay attention to facts
about the industry, facts about the proposed patent, does
not mean that some patent exami ner has to do it. It m ght
mean that a court mght do it later. Which of those
makes nmore sense or whet her neither of them makes any
sense has to be evaluated in a holistic way and not | ust
t hi nki ng about an overwor ked Patent Exam ner.

MR. COHEN: Okay. | would like to spend our
remai ning tinme going through some of the individual

el ements of the patenting decision. Perhaps the place to
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start would be with patentable subject matter. We have
heard about a nunmber of inmprovenents that have been made
in the area. | would like to throw a question to
Prof essor Merges and ask if you are still seeing before
your breakfast sonme patents that surprise you in this
area?

PROFESSOR MERGES: Yes. He is referencing this
article, the best part of which is the title, "As Many as
Si x I npossi bl e Patents before Breakfast," it is called --
Alice in Wonderland. To tell you the truth, it is hard
for me to evaluate that kind of thing. | have not done a
systematic enpirical study. | believe what | hear and |
al so know that, in general principles, the nunber of poor
quality patents in any field is going to go down over
time. That is fact because as the prior art builds up,
and as the patent prior art particularly builds up, it
sinply beconmes inpossible to sneak pitches by the batter
| mean, they are going to be clobbered. But |I will say
this, I think the statistics that John is tal king about
are extremely inportant because they show that, first of
all, patent scrutiny is a policy variable and it is
sonet hing that we can change, number one; and two, if it
is true that the "second pair of eyes" proposal is
working, then it seenms to nme that it is the kind of thing

you might want to try to duplicate in other fields. Let
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me just say you can always point to bad patents. And one
of the things that drives that is, you know, in any
organi zation with 3,000 enployees, | nmean, if |I were to
say, "Who here in Berkeley is doing the worst research
today," | would include nyself, so | mght be a candi date
on any given day, many days. You can find sone stuff.
And they used to do this -- they used to give the Gol den
Fl eece Awards for really ridiculous stuff. And it does
not nmean that the whole enterprise is shot to hell. \What
it means is, you have got sone bad apples. So the kind
of Greg Aharonian, "Let's elevate |ast week's worst
patent to a kind exenplar of the system" that does not
necessarily work for me. When | see systemmtic studies
t hat show the number of prior art references cited as
goi ng up, that makes me a little nore confident. | don't
know if that really answers the question or not.

MR. COHEN: Let us turn to a key factor, non-
obvi ousness. W have heard a bit about a possible "but

for" standard. | am wondering how t he panelists feel the
patent systemin an ideal world would deal with
inventions that result as a fairly mechani cal natural

evol uti on of what has gone before, such as where an
inventor need only try each of a limted array of

possi bl e choices until one succeeds. John?

MR. LOVE: Well, first of all, I forgot to
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mention, | amstill waiting to hear about ny pay raise.
There are several principles around 103 and non-
obvi ousness that conme out of court decisions. And if we
are tal king about routine exam nation or something that
woul d be obvious to the one with ordinary skill in the
art, we have principles that generally cover those
situations. | do not think we give out inprovenment
patents to contributions that are routine or would be
readily obvious to the one with ordinary skill in the
art. So | think we do have an inventive test as it is in
103 right now | amcertainly, | guess, very reluctant
to want to introduce any tine of economc test into this
whol e question of obviousness. | think you really are
i ntroduci ng another |evel of uncertainty and conplexity
that I, for one, would not be confortable giving to
exam ners. And to suggest that we should have different
st andards on obvi ousness dependi ng upon the nature of the
i nvention, again, | think would introduce another | evel
of uncertainty and just very difficult standards and
| egal tests to apply in an area right now that, of
course, is very difficult for the exam ners. And in nost
cases, that is the ultimte question that they have to
resolve, this "Whether or not this inprovenent or the
di fferences between the prior art and what the invention

isis in fact obvious?" And of course there are whole
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t ext books full of law that deal with that question and
what factors do tend to indicate obviousness and what
factors do not.

MR. COHEN: Professor Farrell?

PROFESSOR FARRELL: Well, 1 think, you know,
obvi ously obvi ousness is somewhat case-specific. It does
worry me when | read about firms who are worried that
sonet hi ng that they have been doing for a long time m ght
get patented by sonebody else. As Rob points out, you
cannot judge a systemby its dysfunctions entirely, but
it does hint that it mght be too tenpting to try to
patent sonmething without really checking to see whether
ot her people are doing it. And it m ght be too painful
for somebody who has in fact been doing it for years to
get the courts to dism ss a patent that m ght result from
that. | do not know what specific policy changes that
m ght push us towards, if indeed it is a broad worry and
not just a few bad cases, but | think it is sonething to
worry about if people are systematically worried that
sonething that the industry is doing or that they have
been doing for a long tinme m ght get patented by sonebody
else. That is a sign of real trouble, | think.

PROFESSOR HUGHES: | just wanted to go back to
sonet hing that Professor Merges had said, talking about

petty patent systens and Jerry Reichman's writing about
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subpat ent abl e i nnovations. That may be a genuine way to
permt one to retain or inprove the threshold of non-
obvi ousness, by having a petty patent system of sone
sort. And the reason | find that appealing as an idea
over the long-termis it is actually politically viable
too. |If you tell the patent buyer they will have
sonething new to sell, you actually m ght make it happen
as a matter of law. So that m ght be a way actually to
protect the system by creating a smaller form of property
right.

PROFESSOR MERGES: Bill, just one quick
addendum which is tangentially related to the
obvi ousness question. There is an inportant policy issue
floating around in this area that has not gotten enough
attention and that is the fact that sonmetinmes there is
one firmthat holds a key piece of prior art that could
i nval i date another firms patent. And | do not have good
evidence of it, but I know there are very strong
incentives for those two entities to collude and, in
effect, for the patentee to buy the right to suppress a
key piece of prior art. And this is really a gap in our
| aw because if you have two patentee's settling a case,
then the antitrust folks can get involved, but if you
have two patent applicants settling an interference,

Section 135 requires themto file with the office a
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record of their agreement. But here is a case which
falls into that kind of gray area where a private deal to
suppress a prior art does not seemto have any public
policy review, even though it can have the sanme econom c
consequences as an interference settlenent or even a
patent |icense, and in some ways can be even worse in the
sense that it is a private deal that preserves the
validity, the technical validity, of a property right
that is actually invalid. And | just throw this out
because | think it is the kind of thing that, if the
antitrust authorities want to really nore deeply
scrutinize the patent system it is the kind of thing
that they need to be | ooking at and they need to figure

out a kind of |egal hook that would allow themto get

involved in deals |like that. | think they are going to
becone tenpting for patentee's, and for all | know they
go on all the tinme now It is just kind of a gap that I

have t hought about and | guess in some sense am worried
about. There is a literature now that is comng out in
econom cs on the whol e business of strategically

destroying your conpetitor's ability to patent. And it

is only a short step fromthat literature to the

proposition of, "Well, what is the value to you of
preserving your patent? Wy don't | just sell it to
you?" And when | |ooked into this, | was surprised to
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see that there is no existing |egal theory that would
say, That is wong, you can't do that.” There are sone
general principles that you m ght invoke, but no |egal
rule. Anyway, it is kind of worrisome -- maybe j ust
worrisome to ne, but | wanted to throw it out to you

MR. COHEN: Let's take up enablenment for a few
mnutes. | think I will direct this back to Rob, who
will not get off so easily. Fromhis |ast presentation,
he framed the issue in a very interesting way, he asked
t he question, "How many future options should an
i nnovat or be granted?” And | think | am going to ask him
to try to answer that or to give sone thoughts on that,
and maybe any of our panelists m ght want to conment on
how we should deal with settings where it is difficult to
tell early on just how nmuch has actually been enabl ed.

PROFESSOR MERGES: Okay. Let ne set the
context here first. \Wen an inventor wants to get a
patent property right, there are two major constraints on
how broad it can be. There is the prior art, and that is
what we have been tal ki ng about, and then there is the
enabl emrent doctrine which says, "Even apart fromthe
prior art, or not specifically with reference to any
particul ar piece of prior art, how significant is the
contri bution you have made? How many enbodi nents have

you really taught us are viable based on the work you
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have done buil ding your prototype or in the |ab?" So the
idea is, when you file for a patent, usually you have
sonething that is kind of a working nodel. And
enabl ement says, "How far beyond the working nodel can
your property right go?" And when | amteaching this to
my students, | always tal k about expansion points. How
can you change this feature or that feature, the
materials, as many perineters of the product or object as
you can to broaden the property right? The legal test is
that you can expand it all the way until someone who
tries to build your product based on your patent
specification. It would have to engage in undue
experinmentation. As long as they do not have to engage
i n undue experinmentation, even though you have not
specifically taught how to build sonething, you have
enabled it. Okay? So the law permts a fairly broad
range of expansion points in an invention, limted only
by this undue experinentation. And again, this is apart
fromthe prior art restriction on your scope. This is
just the enablenment point. Having said that, there is
really a trade-off involved in enablenment and the courts
have been sonewhat cognizant of it. On the one hand, you
want to award sonebody, again, to invoke this "but for"
notion; there are a lot of inventions that are going to

follow on that you may be in sone sense the cause of.
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Now you cannot go too far because there are many of those
future inventions that, although you hel ped cause it,
will contribute so much value on their own that you do
not want to cover it with a property right. And so we
have | ooked at this balance in the | aw of saying, "How
much have you taught us conpared to what we knew before?”
In a rough sense, "How many of the downstreamthings that
you cause should you get conpensated for, should you get
a piece of, basically?" And the way the |egal test works
is it is pretty rough and ready. But here is an area
where we really do have different patent standards for
different industries because, in the so-called
predi ctable arts, you typically get a broader scope of
coverage because mechanical things are predictable. In
the so-called unpredictable arts, you get a smaller
scope. And you can translate this roughly into sort of a
cost function and say, "Were it is nmore costly to build
on old inventions, we are going to restrict the property
right. And where it is less costly because it is nore
predi ctable, we will give a broader right." GCkay? And
by the way, if you take that Article 27 argunment too far,
and this is a perfect exanple, many features of our
system do not make sense, and | think it is pretty clear
that that Article 27 principle, just like the principle

of equality in Constitutional |aw, cannot be taken to
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sonme kind of |ogical extrenme. There are all kinds of
i ndustry variations which flow out of the nature of the
technology in the industry. So anyway, this is the well-
under st ood nodel that explains, you know, what enabl ement
is all about. But | just want to point one thing out
which is, on the flip side of that, there is another
consideration and that is that when sonmebody has built a
prot otype and has devel oped sonmething in the lab, if the
| aw of enabl ement requires themto do a | ot nore | ab work
in order to get a broad claim that may actually not be
pushing themin the direction that we want to, which is
to say once they have established this thing as workabl e,

it mght be better for us if they went on to the next big

thing instead of filling in the gaps so that they woul d
be meeting the legal test to get a broad claim |In other
words, if the extra expenditure of dotting your 'i's and

crossing your 't's that is required by a rigorous

enabl emrent standard is not worth it -- if that is not the
next best use to their noney -- then enabl ement is not
working right. So that is kind of the flip side. Having
said that, | think enablenment is a body of |aw that works
pretty well. | think the enablenment test as applied in

t he patent office, although it never set out to
consciously capture inportant econom c variables, | think

when you look at it in the big picture, it works pretty
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well. And the exanple of predictable vs. unpredictable
arts is a good one. Nobody said, "Gee, what kind of
invention do we want to stimulate?” Nobody read the
Ameri can Econom ¢ Revi ew when they cane up with the test
of enablement. But in a rough and ready sense, it
achieves, | think, the right sort of balance. It is also
the kind of thing that | think inherently is going to
vary industry by industry because of the nature of the
| egal test. And it is an exanple of what you m ght think
of as sort of the common-law flavor of the patent system
And here is a plug for the one-size-fits-all system
I nside of a one-size-fits-all system there is a |ot of
room for | aw making and variability. Wen you try to
codify it and nmake it explicit, if we were to try to get
Section 112 expanded to codify predictable and
unpredi ctable, the | obbyists would come forth and
Justin's former nightmare world would come to be, and it
woul d becone a huge norass. And this is an argunent in
favor of |eaving sone things over there in the vague,
general standard, common-law world. So | have answered
your question with a very |long wi nded answer and | am
sorry, but it is conplicated.

MR. COHEN: We think we heard early on from one
of our speakers in Washington that there is a presunption

of enabl enent in the PTO and that sonetines evidence that
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sonet hi ng does not work may be hard to find since
failures do not necessarily get published. W heard that
there are presunptions on various other factors which
tend to put at | east a burden of establishing a prim
facie case on the examner. | know there are sone
economi c literature on burdens of proof suggesting
soneti mes who should get their burdens. Does anybody
have any coments on the presunptions that prevail
wi t hout our systenf? It's not triggering any thoughts.
What | am getting at is the possibility that sonetines
you want to try to fashion your presunptions in a way
that the burden is on the party with greatest access to
t he necessary knowl edge. Does that trigger anything?
Joe?

PROFESSOR FARRELL: Well, | think that is right
and it is all part of evaluating that system as a whol e,
remenber. So if you think about a system where the PTO
applies a certain standard and then things can go to
i censing negotiations and then things can go to the
court system where in that process does the information
cone? | think that is a good framework to think of it
in. | think you are right about giving the burden of
proof often to the person either who has the information
or has the best ability or the nost incentive to uncover

it. More specific than that, |I do not think I could go.
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MR. COHEN: Okay. We are pretty nuch at the
end of our scheduled tinme. | think | would like to get
in just a couple nore questions. Oh, John, go ahead.

MR. LOVE: As | nentioned earlier, the way the
law is witten now, the initial burden is on the Patent
O fice to come up with a rejection that is supportable
under the statute. Then the burden would shift, if it is
a prima facie case, the burden would shift to the
applicant, then, to overcone that rejection.

MR. COHEN: Okay, just ny two concl udi ng
guestions. One of our panelists here in Berkel ey, and
one in Washi ngton al so, threw out the suggestion that one
way the patent |aw m ght be inproved would be to take
greater account of experinental use or fair use. Does
anybody see any room for devel oping that doctrine or any
benefit fromusing that, or harnful consequences from
that, approach? Any reactions? This is sort of the John
Barton thinking.

PROFESSOR MERGES: A quick reaction. There is
a pretty fair case to be made for it froman econonic
point of viewif it is framed right, and that is a
conplicated issue. It is probably a good exanple of an
issue that is best resolved if at all by the Suprene
Court. That is to say, every tinme we try to codify fair

use in patent |aw or experinmental use in patent law, it
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becones a | obbying nightmare and we get | egislative
deadl ock. And | think that is always going to happen in
t hat area because there is too many down sides for too
many conpanies. And killing legislation is always a safe
thing to do if it mght hurt you, and it is an easy thing
to do because that is what our systemis designed to do.
So | think it nmakes some sense, but the best place to
make that pitch m ght be at the Supreme Court because |
just do not know if Congress is ever going to codify
anything that is a robust experinental use exenption. |
woul d not bet on it.

MR. COHEN: Joe.

PROFESSOR FARRELL: Well, | think this my be
an instance where it is useful to go away fromthe
abstract nouns and talk in verbs. VWhat is it that we
want people to be able to do that they cannot do in the
current state of the law? | am going to guess that what
you have in mnd is people with no contractual nexus wth
t he patent hol der ought to be able to experiment because,
t hat way, prom sing |lines of developnment m ght come up
and they can then contract for the patent holder in sone
way nore snoothly or nore efficiently than they could
have done when they were first just thinking about toying
with the idea. That then really turns it into a

st atenment about when is contracting nmost friction-free
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and | think that woul d probably be a good way to assess
that question. | do not know what the answer woul d be.

MR. COHEN. A final thing I would like to
explore, and it sort of builds on the idea of |ooking at
the systemas a whole, is the issue of uncertainty.
There could be uncertainty at the | evel of whether
patents or patent applications exist. There could be
uncertainty at the level of determning early on the
I'i kel i hood of validity or of infringement. And | am
wondering if there are any aspects of the system that any
of you could spot which contribute to or help with a
better managenent of an uncertainty. John?

MR. LOVE: Yes, | guess what cones to
m nd, of course, is the 18 nmonth publication part of the
| PA, which is to be a response to the submarine probl ens
of patents. And | believe our statistics show that
roughly 90 percent of all pending applications are in
fact being published under the 18 nonths so that very few
peopl e opt out of publication. So that certainly has
gone a |long way, at |east allow ng the decision mkers
and the corporations to give them an idea of what patent
applications are pending and give an indication of where
the technology is going also. And there should be sone
kind of a guide as to where to invest resources in your

R&D.
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MR. COHEN: Other issues within the systemthat
m ght bear on the discussion and could be the operation
of the Doctrine of Equivalents -- the first to invent vs.
first to file? Anybody have any thoughts on how t hat
m ght tie into uncertainty?

PROFESSOR MERGES: Quick one. | think one of
the things in favor of the Doctrine of Equivalents as a
way to adjust patent scope is that it comes later in
time. | nean, | think everybody agrees that the idea
that an exam ner would sit there and try to predict what
the econonmic inpact of each claimin a patent application
is, that is ridiculous. The nice thing about the
Doctrine of Equivalents is, when it comes tine to apply
it, after the patent issues, after the product is
commerci al i zed, after sonebody sees that it is worthwhile
to infringe, and after we have had sone tine to devel op
the record litigation, that one of the things in favor is
it conmes later in tinme where the courts have |ess
uncertai nty about the devel opnent of this technology. As
a nodel of tinkering with the property right as a nodel
of when to apply discretion, we could do worse than | ook
at the Doctrine of Equival ents.

MR. COHEN: Justi n.

PROFESSOR HUGHES: | was just going to echo

that and say when we tal k about uncertainty, it just
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strikes ne intuitively as apples and oranges, differences
bet ween uncertainty relevant to the after-the-fact grant
of rights and the scope of the rights vs. uncertainty
i ssues which affect the decisions to invest the incentive
structure for investnment ex ante as to soneday getting
rights. So your first-to-invent, first-to-file issue is
the ex ante incentive structure uncertainty, whereas the
doctrine of equivalents is the rights uncertainty. And
it just strikes me as -- they are very different
problenms. | do not have any sorted out all howto
approach them but they are different.

MR. COHEN: Okay, we have had a fairly
conpartnental i zed di scussion. Before we end, if anybody
has anything that they were not able to get in at the
time that they wanted to and they want to get on the
record? It |looks |like we are set. | want to thank al

of you. | thought it was a very fruitful panel.

(Wher eupon, a brief recess was taken.)
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AFTERNOON SESSI ON

MS. DeSANTI: Ckay, thank you very nuch. |
think we'll go ahead and get started. One of the things
that | wanted to say are sone thank-yous that need to be
sai d.

| am Susan DeSanti, |'m Deputy General Counse
for Policy Studies at the Federal Trade Conm ssion, and
we' re about to open our |ast session in a week of
sessi ons on business and econon c perspectives on
conpetition and intellectual property policy.

None of this would have been possible w thout
the help of lots and lots of people, so let ne put these
t hank-yous on the record. First of all, to our many
Ber kel ey hosts, Joe Farrell, head of the Conpetition
Policy Center at Berkeley; Carl Shapiro, director of the
Institute of Business and Econom c Research; and Peter
Menel |, head of the Berkeley Law & Technol ogy Center. W
very nmuch appreciate all of their logistical help. W
really couldn't ask for anything nore in terms of making
this all feasible, and not to nention the many
substantive contributions that come from having an event
like this in the thoughtful ness capital of the world,

Ber kel ey.
Rich Glbert also has been an extrenely

gracious host for various events this week, and none of
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this woul d have been possi ble w thout Bob Barde, who has
been amazingly tolerant of our invading his office on
mul ti pl e occasions and has al ways conme t hrough whenever
we' ve needed anyt hing.

| also very nmuch want to thank M ke who is
ri ght now doing his job, Mke and the other audi o-visual
guys who have hel ped us put all the presentations up and
made things run smoothly on very easy basis. CQur
col | eagues at DQJ, Carolyn Gal breath, Frances Marshall
K. B. Leich, Sue Mjewski and Pam Col e have been around
to help us out and to ask interesting questions and keep
us all in a learning frame of mnd, and so have our
col | eagues fromthe PTO, Ray Chen, John Love and Bri dget
Qui nn who have contributed to these sessions.

From t he Federal Trade Commi ssion | need to
t hank Comm ssi oners Leary and Thonpson, who joi ned us
this week; Bill Kovacic, General Counsel of the FTC, has
been amazingly supportive and this never would have
happened wi t hout his support; and finally, my staff, Bil
Cohen, M chael Woblewski, Hllary G eene, Mke Barnett,
to nmy right, and two people who haven't been able to be
here this week, Robin More and Matthew Bye. All of them
have pitched in and put together astoundingly brilliant
panel s, and one of which we have this afternoon.

| thank all of you for comng. And ny final
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t hanks goes to Professor Sherman Shapiro, who has been
our constant and congeni al conpanion this week and a
delight to nmeet and get to know

So with that, we will now go into our final
panel, which is Business Perspectives on Conpetition and
Intell ectual Property Policy for Hardware and
Sem conductors. What we plan to do here, let ne give you
a brief outline, I'"Il introduce each person, going around
and asking each one to give us sone sense of their
busi ness and perspective that they bring to the table,

t heir busi ness perspectives. Then I wll ask Professor
Hall, I'1l introduce her and then ask her for some
observations which she's |learned in recent research, and
we'll nove into presentations and then we will nove into
the discussion format, and we'll take a break sonetine
bet ween 2: 30 and 2: 45.

So with that, et ne start with Fred Tel ecky,
over on ny right, who is the Senior Vice President and
General Patent Counsel for Texas |nstrunents,
| ncor por at ed.

Fred.

MR. TELECKY: Thank you. Last tine | --

MS. DeSANTI: Could you -- | would -- | should
ask everyone to speak directly into the m crophones.

Thank you.
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MR. TELECKY: Yes. Texas Instrunents is a
sem conductor conpany, which neans we nmake integrated
circuits, we service the wireless and conmuni cati ons
i ndustries and we're proud of our digital signal
processors, our anal og kinds of chips, and our m xed-
si gnal chi ps.

And last time | |ooked, | didn't | ook today,
we're about an $8 billion conpany. That's been going up
and down, nostly down this |last year or so. But we've
done a | ot of patent licensing in the past, probably, oh,
starting around 1986, we sued sonething |ike 10 nostly
Japanese conpanies, if you'll recall. The Japanese were
pretty nuch taking over the sem conductor world back then
in ‘86 and we sued a nunmber of themin the ITC and
various district courts, and included some Korean
conpani es, and we won there and that started our patent
i censi ng program off.

And our objective at that tinme was to get what
we considered to be a fair return on our R&D investnent.
And since then we've kept up patent licensing for -- with
t he sanme objective.

MS. DeSANTI: Thank you.

Next is Joel Poppen. Joel is Director of
Patent Litigation and Licensing at M cron Technol ogy,

Inc., in Boise, Idaho. Before joining Mcron, M. Poppen
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practiced at the law firmof Brown & Bain in Phoeni X,
Ari zona, focusing on technology litigation and rel ated
counsel l'i ng.

Joel .

MR. POPPEN. Mcron's a nmenory conpany. W're
headquartered in Boise, |Idaho. W do DRAM SRAM fl ash
and other specialty menories. W've noved up chart in
terms of our patent production and very proud of our
i nnovative process. W now have fabs and facilities
around the world, so we're a gl obal player, but the only
US maker of nmenory.

MS. DeSANTI: Thank you.

Next we have Julie Mar-Spinola. She is Chief
Litigation and Intellectual Property Counsel for Atnel
Corporation. Before joining Atrmel, M. Mar-Spinola was
Speci al Counsel at the law firm of Heller, Ehrman, Wite
& McAuliffe in Palo Alto, specializing in patent
litigation, licensing and counselling and particularly in
t he conmputer and seni conductor arts. She has al so taught
patent | aw as an adjunct professor at Santa Cl ara
Uni versity School of Law.

Julie, if you could just say a little bit about
your conpany, we woul d appreciate that.

M5. MAR- SPI NOLA: Sure. Good afternoon

At mel Corporation is headquartered here in San
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Jose, California, but it is a global conmpany. W
manuf acture nonvol atile menory devices, w reless products
and a variety of blue-tooth devices, and we have
foundries throughout Europe and in the United States, in
particul ar Col orado Springs, and design centers
t hroughout the United States and the worl d.

Atmel has a small patent portfolio conpared to
sonme of the representatives here, and we're one of the
few conpanies, | think, that doesn't go out and make our
portfolio a revenue-maker. So |I'm here to provide input
fromthat perspective.

MS. DeSANTI: Thank you.

Next we have Steve Fox. He is the Associate
CGeneral Counsel and Director of Intellectual Property at
Hewl et t - Packard Conpany. He's also past President of the
Associ ation of Corporate Patent Counsel, a board nenber
and executive comm ttee nenber of the Intellectua
Property Omers Association and a board nmenber of the
Nati onal Inventors Hall of Fanme Foundati on and he has
al so published widely in the area of intellectual
property.

M. Fox.

MR. FOX: Sounds like you've got it all in
t here.

HP started about 63 years ago in a garage. At
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that tinme it was primarily a test-and-nmeasure conpany; we
spun off that piece of the business in 1999 to Agilent,
and today what we do is enterprise conmputing, printing
and i magi ng, information technol ogy services and
infrastructure sol utions.

Just recently we announced that | ast year we
filed on a worl dwi de basis 5000 patent applications, so
we are a big custoner of the patent offices around the
wor | d.

MS. DeSANTI: Thank you very much

Next is Desi Rhoden. He's President and Chief
Executive O ficer of Advanced Menory International, a
not-for-profit corporation focused on the coordination
and pronotion of standard nmenory technol ogi es and the
infrastructure required by the menory industry.

M . Rhoden.

MR. RHODEN: Thank you. Advanced Menory
I nternational was created to facilitate, negoti ate,
nmedi ate, whatever is required, all of the people that are
i nvol ved in nmenory, DRAM and whatever else, primarily
DRAM in recent years, and it requires the facilitation
and coordi nation of an awful | ot of conpanies, and, of
course, there's an awful lot of IP involved in all of
that, and that's why |I'm here. Thank you.

MS. DeSANTI: Thank you.
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Next we have Robert Barr. He is Vice-President
for Intellectual Property and Wrl dw de Patent Counse
for Cisco Systens in San Jose, California. |In fact, he
started Cisco's patent programin 1994 and has since
built a portfolio of over 700 issued patents and over
2000 pending patents. He has degrees in electrical
engi neering and political science fromMT and a JD from
my own alm mater, Boston University School of Law.

MR. BARR: Thank you. Cisco makes networking
equi pnent. We started in 1984 maki ng equi pnment, routers,
to connect the many different types of networks that
exi sted at col |l eges and busi nesses then. W' ve expanded
since that time into enterprise |levels, swtching and
net wor ki ng products and beyond data into voice and vi deo.
We now nmake tel ephones. Thank you.

MS. DeSANTI: Thank you.

Next we have Peter Detkin. He is Vice-
President for Legal and Government Affairs and Assistant
General Counsel of Intel, where he oversees Intel's
patent practice and conpetition policy departnents, anong
other things. Before joining Intel, Peter was a partner
at the law firmof WIson, Sonsini, Goodrich & Rosati in
Pal o Alto.

MR. DETKIN: Thank you, Susan. Intel is the

worl d's | argest sem conductor conpany with between 25 and
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30 billion dollars in revenue. W were founded by a
gentl eman who is the co-inventor of the integrated
circuit which, of course, is the sine qua non of all of
Silicon Valley. Since that time, Intel engineers have
i nvented and been responsi ble for such inportant
i nventions as the m croprocessor, the DRAM and t he EPROM
so as you can i magi ne, throughout Intel's history,
intell ectual property and patents in particular have
al ways been very inportant to the conpany.

MS. DeSANTI: Thank you.

And finally, we are |ucky enough to have
Prof essor Bronwyn Hall who has agreed to participate
twice with us this week. She is, of course, a Professor
of Economi cs at the University of California, Berkeley,
and a Research Associate of the National Bureau of
Econom c Research and the Institute for Fiscal Studies in
London.

We' ve asked her to give us sone brief synopsis
of her recent research in this field to help us set the
stage for the discussion.

Prof essor Hall.

MS. HALL: Thank you. | should explain that
one of the reasons we're operating in the order we are is
that | teach at this institution, and in particul ar |

teach a hundred under graduates between 2:00 and 3:30 on
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Thursday, so I'mgoing to have to | eave, which is too
bad, because I'd |like to hear all the other
presentations. But hopefully they will turn up on slides
somewhere soneti nme.

One of the things that Susan didn't nention
because | probably didn't put it in the bio is that I
have a small career as a software entrepreneur, too. |
have a very small niche product, a software firm which
|"ve had for the last -- product's been in existence for
about 30 years now, has been evol ving, which nmeans that |
have actually been on the fringes of the software
industry for a long tine and watched it evol ve.

|, of course, have been a big hardware user
but not a producer. Actually the software industry in
any case evolved fromthe copyright towards patent.

Now what Susan asked ne to do, | think, wll
make sense for sone people here, but for the speakers
they're going to be famliar with this story, | think.
The research that I'mgoing to want to describe just
hopefully in three mnutes is research that | did jointly
with a former student fromthis institution, fromthe
Haas school, Rosemarie Ziadonis, who is now an assi stant
prof essor at the Wharton school, and the research was
prompted by two observations. W started it about three

years ago.
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It was pronpted by observing that the
sem conductor industry had a patenting rate per R&D
dol | ar whi ch doubl ed over about 10 years. |In other
words, the patenting rate had gone up enornously between
1985 and 1995. That was at the sane tine that we had
evidence from a survey conducted by anot her person who's
testified at these hearings, Wes Cohen, at Carnegi e-

Mell on, and his co-workers, Richard Nelson and, | think,
John Wal sh was invol ved, and they had a survey which,
anong ot her things, reported that the sem conductor

i ndustry R&D executives were saying that patents were not
i nportant for securing the returns to research and

devel opment. Lead tine was nuch nore inportant, and all
the other things that we know are inportant, |earning
curve and so forth.

And this had not changed between the survey
that they conducted, that Wes conducted with Rick Levin
and various other people, in 1984, the survey that they
conducted in the md-'90s. And this puzzled us. And so
we went out and we tal ked, typically to either the
general patent counsel in the case of a large firmor the
CEO in the case of a small firm to a small sanple of
firms in the sem conductor industry, nost of themin
Silicon Valley; not all, but nost of them because we're

here and it was easier to go down there to talk to
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peopl e.

And the interesting thing was that even with a
smal | sanple we got the same story from everybody, so it
convinced us that we didn't need to talk to 50 peopl e;
talking to a few people was just as good. The story, the
interpretation, one's feelings about it may vary
dependi ng on which side of the story you're on, but the
sense of the story was the sane, which was that firns
were increasing their patenting rates because they felt
threatened by the potential of being sued because they
were using a piece of technology that was patented by
anot her firm and because they were in a position where it
was very costly for themto shut down a fabrication plant
even for a short tinme. | can't give you figures now, but
| "' m sure people around this table know what those figures
are. It's an extrenely costly thing to build a
fabrication plant and so you can imagi ne that not being
able to use it or not being able to use part of it for a
period of tinme is very costly to any firmthat's
operating such a plant.

And they were extrenmely concerned by two
denonstration effects. The first one was the one that
Fred just nentioned, which was that they observed Texas
I nstrunments's strategy of exploiting its, and earning

revenue fromits, patent portfolio, and they were very
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concerned because Texas Instrunents naturally holds a
nunmber of good patents in this area. So they were
worried that they m ght get a phone call and not be able
to negotiate a cross-license to use the Texas Instrunents
t echnol ogy unl ess they had patents thenselves with which
they could engage in some kind of barter activity.

And the second denonstration effect, which I
think in sonme ways was the one that really caught their

attention, was the Kodak-Pol aroid case. Even though that

wasn't in their industry, they saw the injunction and the
shut down of the business, of Kodak's instant canera

busi ness, and that really scared them because that was
much nore expensive than just having to pay past
royalties.

They, nmore than one of them used a term which
| gather has been used here in these hearings already by
the software people, nmutually assured destruction.
Basically we pile up a |lot of patents because the other
guy has a lot of patents and that, when we, if we, do get
t hreatened, we can engage in a cross-licensing
negoti ation.

What |'m doing is essentially telling you
econom c history, I'"'mtelling you what happened to the
industry in the last 15 years. Your interpretation of

whet her this is good or bad will depend a | ot on where
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you stand. And I think I"mnot going to take a position
here, other than to point out that what it tells you is
that the traditional econom c use of patents, which |
tried to sort of hint at on Tuesday and many ot her
speakers did, too, is probably not the salient reason why
peopl e are applying for patents in this industry now.

It's protecting their own research. It's a
def ensi ve purpose rather than an offensive purpose, is
another way to say it, okay. But |I'm|looking forward to
heari ng what other people have to say about this, because
| --

MS. DeSANTI: Thank you --

MS. HALL: ~-- have different views.

MS. DeSANTI: Well, we always hope for
different views. Makes things very lively.

Al right. W would |like to start with our
presentations now, and Peter Detkin, I'lIl ask you to
start us off, please.

MR. DETKIN: Thank you, Susan. Actually, this
will be an interesting segue to what Professor Hall was
j ust saying.

| was very honored when the FTC called and
asked ne to testify here. Susan at |east started by
saying it was because of ny al nost 20 years of experience

all of which was devoted to counselling sem conductors
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conpani es both large and small, starting with snmall
startups, and now Intel, a very |arge conpany.

But then | found the real reason was because
she said you have 10 m nutes to cover the entire
sem conductor patent |andscape and |I'm noted as sonmeone

that can talk really fast. So I'mgoing to do as nmuch as

| can, but this really will be a survey, which is why I
call it a sem conductor patent survey, and |I'm from New
York, | had coffee, let's see how far we go.

So | nmentioned Intel's history when | first did
the introductory remarks. |Intel today has over 80, 000
enpl oyees with facilities around the world. W spend
several billion dollars, that's billion with a B, in
research and devel opment each year. So with that as a
background, we have all these enpl oyees out there and
they're all inventing at a furious rate. The question
naturally conmes up, what should Intel be patenting.

Very sinplified, here's sone of the criteria we
| ook at. Most conpanies will look at the first three and
stop: Is it patentable? 1Is it sonmething we're doing?
And is this significant inprovenent? That's great if
you're going to sue yourself, but at the end of the day
t he whol e reason for patents is to assert them agai nst
ot hers; otherw se, you're just spending thousands of

dollars on a very pretty piece of paper that the
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engineers will like but it won't do the conpany any good
and sharehol ders won't be particularly happy.

So bullets four and five there are very
inportant. |Is this a patent that's easily designed
around? How detectable is it? Process patent, that is,
the process for making a sem conductor for those of you
who know, it's an enornously conpl ex task involving
hundreds of thousands of steps and it's very hard to tell
fromthe final product how that product was made. So a
process patent is of limted value. Sone of them are
enormously valuable. One of Intel's nost val uable
patents, it's expired, was one owned by Gordon Mbore on a
met hod for manufacturing sem conductors by nmelting glass
and it was probably our single nost val uable patent for a
long tinme. But we have a whol e bunch of patents that
today are usel ess because you sinply could not tell, |
couldn't tell if TI were using this process if ny life
depended on it.

You al so have to | ook at whether | can police
this. And finally, it takes patents two and a half years
to get through the Patent Ofice, for sonme of the nore
conpl ex ones, and design wins start early on in the
process; maybe the whole thing will be obsolete by the
time the patent issues.

So after you go through these criteria, at the
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end of the day, we still consider the successful
di sposition. W may choose not to patent; we'll maintain
it as a trade secret.

How many patents is enough? Well, the answer
is 15, because | daresay that even an extraordinarily
active licensing program you know, it still doesn't cite
nore than 15 of their patents in either |icensing or
litigation in any one year. The problemis you have no
i dea which 15 are going to be the nost inportant ones
five years fromnow. That's why | say that ommi science
is desired, but I've not been blessed with it; | don't
know of any who has been. So you have to try and do your
best to figure out which are going to be the nost
val uabl e patents, but at the end of the day you end up
filing on -- you heard the number from M. Fox -- what
was it, 5000 this year around the world. [It's a constant
bal anci ng of where the products are going to be made,
who's going to be maki ng them who's going to be selling
t hem

For example, there's no reason for nme to file,
again, a process patent in, for exanple, Italy, where
there are very few fabs. So if | have conpetitors who
have fabs, that's a manufacturing facility for a
sem conductor, those tend to be nore in certain parts of

Europe or in Asia, that's where I'mgoing to focus ny
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process filings. However, ny chip sets or ny processors

or the DSP chips that TI -- DSP patents that TI files,
will be focused on, | imagine, where their conpetitors
are.

Just some nunbers, Intel has -- these are as of

the end of 2001 -- we had approxi mately 5500 patents,

that's US, in our portfolio. This will surprise a |ot of
peopl e but those billions of dollars in R&D we spend are
not just sem conductors -- surprise -- not just

processors, all sorts of technology. W have, in fact, |
think, three tinmes as many operating system patents as,
for exanple, Mcrosoft. W have a thousand foreign
patents and we issued about a thousand in *0Ll.

Professor Hall nentioned the patent thicket.
Here's putting sone nunbers to it. You can see the ranp
in sem conductors that took off about in *85 which is not
coi nci dentally when TI went on its |icensing kick, and
you can see how conpares to aerospace and drugs. Putting
sone nore nunbers to it, we've done sone analysis and a
ot of this, | believe, can be found in some of Carl
Shapiro's recent witings, you will find that there are
nore than 90, 000 patents generally related to
m croprocessors held by nore than 10,000 parties. \When
you consider that Intel is really a sem conductor conpany

and we have a | ot of systemrevenue as well, if you | ook,
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up close to a half a mllion patents, these are active
patents, by the way, held by nore than 40,000 parties.
And the fact is that design houses, that's conpani es that
do not hing but design technol ogy and patent, are
proliferating. The cost of entry into the sem conduct or
business is very different today than it used to be.
Why? Because you don't have to build your own fab

There are a |l ot of fabs out there. These are a
foundry, they do foundry work, conpanies |ike TSMC and
UMC who wi || take your design. 20 people in a garage can
cone up with a really cool design, go to TSMC, a conpany
i n Tai wan, and manufacture and sell this product. They
don't have to invest in fab, they don't have to invest in
process technology. WIIl they get the |atest cutting-
edge technol ogy? Not necessarily. Do they need it? No.

So they can really get into the sem conduct or
busi ness and get patents for a fairly |low cost of entry.

VWhat's the conclusions fromthese nunbers?
There's an unavoi dabl e overlap of IP. There's only a
certain amunt of ways that you can connect transistors
t oget her in new, unique and nonobvi ous ways, and people
are tripping over each other's patents right and left.

We'll get back to that in a second.

But then the question is, okay, you got al

t hese patents, what are you going to do with then? Well
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you have three choices: license, litigate or do nothing,
hang them on your walls. Doing nothing is equivalent to
royalty for your cross-license, but it m ght be
strategically the right thing to do. Professor Hall
menti oned nutually assured destruction. WelIl, again, |I'm
here to testify that those exist in our industry. It's
sonetimes it's the right thing to do, it's not always the
right thing to do, but at the end of the day you only
have these three choi ces.

When to license also conmes down to three basic
considerations. This is actually very sinplified, but
again, | have 10 m nutes and even at ny speed it's not
that much. But at the end of the day for |icensing you
say, "What have they got on us, what do we have on them
and who cares?" Well, one thing that you have to
consider as inportantly as civil law is More's Law,
whi ch basically says that stuff gets integrated, because
t he amount of work that any one sem conductor device w l
do will double over the course of 18 to 24 nonths. So a
classic exanple is a so-called chip set. A chip set does
a lot of functions. That's what connects the processor
in your systemto the rest of the system the nenory, the
keyboard, and the nonitor, etc., and it used to be that a
chip set where all those functions were carried out by

hundreds of discrete devices, you had a | ot of devices
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each of which carried out individual functions. Well, as
Moore's Law advanced, as the sem conductor industry
advanced, that got consolidated onto, first, four chips,
then three chips and now two chi ps.

And you have to think about, therefore, what
patents do | care about, not only because of the products
" m maki ng today, but also the products |I'm going to be
maki ng tomorrow. So civil law s inportant. NMbore's Law,
as with everything else in our industry, is even nore
inportant. What that really neans is that if you think
you're tripping over people's patents today, just wait.
You're going to be tripping on a lot nore, so you end up
with what is so-called a patent thicket, a terml've
licensed to Carl Shapiro that you'd have to pay nme for
But it really cones down to |licensing, comes down to, in
a very sinplified manner |ike everything else in
busi ness, a two-by-two matri x.

On the one axis you have how many rel evant
patents there are; on the other axis is what kind of
revenue is there. [|f a conpany has a bunch of rel evant
patents and a bunch of revenue, at the end of the day
t hey are considered a contributor and we're going to
license them -- you know, the terns and what's the scope
of the license, what the bal ancing paynment will be --

this isn't always the case, but the end of the day, | ot
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of relevant patents, |lot of revenue, we're both
contributors, there'll be a license.

At the other end of the scale, no rel evant

patents, no revenue, it's a don't-care. |'mnot going to
pay any attention to those people. |If you have not many
patents but a lot of revenue, well, guess what, you're a

target. That's when TlI's going to sit up and take notice
and say, "Hey, | got stuff on them they don't have
anything on nme, I"'mgoing to pay attention.”

Then the trouble comes when you have a | ot of
rel evant patents, not much revenue. Those are what are
either called sonetinmes extortionists, although |'ve been
sued for libel fromcalling some people that, gold-

di ggers, or nmy new favorite word is trolls.

Tal ki ng about that in a second, what a troll
is, according to Norwegian nyth, is soneone who |ived
under a bridge they didn't build, demandi ng noney from
anybody who passed by. So |I now have a bunch of trolls
on ny desk.

So conventional wi sdomis that big conpanies
will license each other to the detrinment of new entrants.
But you have to renmenber, as alleged up here, there's an
asymmetry of risk. You only need a few patents to put a
| arge anount of revenue at risk. A startup who's been

wor ki ng on technology for a long tine will Iikely have
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sonme good patents. They've got a bunch of snart
engi neers working in the |l ab and you know what, they'd be
happy to give five percent of their revenue to I BMto pay
for IBMs patent portfolio in exchange for five percent
of IBMs revenue. That's a happy trade as far as they're
concerned, they don't need that many patents to attack
| BM s revenue.

So as a result what you find is that |arge
conpanies -- this is not always the case and |I'm sure
Fred can argue with me on this -- but at the end of the
day they tend to use their portfolio nore to generate
revenue as opposed to exclude conpetition, which is the
ki nd of romantic notion of patents, and that's the
exanple that we see with TlI; IBM and Lucent are the sane
way .

So let's talk about trolls for a second.

There's a lot of IP out there and there're a | ot of
entities that exist for the sole purpose of snapping it
up and asserting it. They're at the ultimte end of the
scale. They have |ots of relevant patents and no
revenue. | cannot attack these people, | can't threaten
them Just even a small conpany, strategically they
don't want to be shut down by Intel, so even if they are
t hreatening nore revenue than | can threaten,

strategically it's a match. We could find the right
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resol ution.

These guys have no threat of counterclaim
It's the ultimate asymmetry of risk. They're demandi ng
billions of dollars in damages agai nst ne, and |'m not
maki ng that up. You could | ook at our annual report, we
disclose it there. And even better, they demand an
i njunction, which boggles nmy mnd. That is not what the
patent system was intended to provide, injunction for
someone who is not adding anything to the public welfare.

So we strongly believe that legislative relief
is required here. [It's something that we are working
with the SIA. 1'd love to talk about it nmore in detail
but I think my 10 m nutes are up. Thank you.

MS. DeSANTI: Thank you very much, Peter, |
think you did it in just under 10 m nutes.

MR. DETKI N: Real | y?

MS. DeSANTI: Congratul ations.
Congr at ul ati ons.

MR. DETKI N: Ckay.

MS. DeSANTI: Thank you. Next we're going to
hear from Bob Barr at Ci sco.

MR. BARR: Thank you. The only way | can keep
to 10 mnutes is to read froma prepared statenent, so
"' m going to do that.

Cisco was founded in 1984 and went public in
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1989. Between 1984 and ‘93, the first 10 years of the
conpany, they filed only one patent. It issued in 1992.
And by 1994 the conpany had grown to over a billion
dollars in annual revenue. This growh was obviously not
fuelled by patents, it was fuelled by conpetition and by
open, nonproprietary interfaces. But in 1994 the conpany
brought me in to start a programto obtain nore patents.
Why? Well, you already know that -- for defensive
pur poses, to have sonething to offer in cross-Ilicenses
with ol der conpani es who have | arge patent portfolios and
use themto obtain revenue and design freedomthrough
| i censi ng.

We filed six patents in 1994. We were proud of
that. We increased each year toward the point where
we're now filing over 750 patents a year. W' ve entered
into several cross-licenses. W've been involved in
several expensive patent |lawsuits. |'mgoing to discuss
the rel ationship between patents and i nnovation at Cisco.

We think we're an innovative conpany, but |
want to define innovation the way we do. Qur chief
devel opment officer, Mario Mazzola, and | can't do the
accent so I'lIl just do it, defines innovation as follows:
"A nore efficient and creative way of providing custoners
with products and technol ogy that deliver new | evel s of

functionality and services that were previously
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unobt ai nabl e. I nnovation is nore than just a new idea.
It is about taking a new idea and developing it into
custonmer val ue and positive business inpact.”

We've done this. W' ve brought products to
mar ket that help create the internet as it exists today,
and we' ve hel ped change the way peopl e conmuni cat e.

When | said we do phones | neant in addition to
everything else; we're not down to phones yet. But
they're neat, they're on, they're in the war roomin the
West Wng -- that's a Cisco phone.

My observation is that patents have not been a
positive force in stinmulating innovation at Cisco.
Conpetition has been the notivator; bringing new products
to market in a tinmely manner is critical. Everything
we' ve done to create new products woul d have been done
even if we could not obtain patents on the innovations
and inventions in those products. | should know this.
No one's ever asked nme, "Can we patent this?" before
deci di ng whether to invest tine and resources into
product devel opnent.

On the other hand, they do ask ne whet her
anyone el se has a patent on a product or feature that
we're considering inplementing. But despite the fact
t hat our products are independently devel oped, that we

don't copy from anyone, | can't clear a product or
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feature and | can't do the right business thing which is
determ ne the cost of licensing -- to go out and figure
out are there patents, are we going to be able to do
this, and what's it going to cost to get the right
licenses in place? Wy can't we do this? Well, first,
there's the well-known hol dup problem-- did you |license
that term too?

MR. DETKIN: | can't take credit for
everyt hi ng.

MS. HALL: We said it first on paper.

MR. BARR: (Okay, so we don't know where to
attribute that.

The hol dup problem as | understand it, where
patents issue after the product is in the marketplace and
a design-around is very expensive, as Professor Shapiro
notes, is worse in industries where a | arge nunber of
patents have potentially read on a given product because
the |ikelihood of stepping on a land mne is so great.

| woul d add that even early publication of
patents doesn't solve the problem because of the
uncertainty about the claims that will eventually issue.
|'"d al so add that in addition to the hol dup problem the
sheer nunber, which is what we're hearing about, the
proliferation, sheer nunber of issued patents in our

fields makes it virtually inpossible to search al
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potentially relevant patents, review the clains and
eval uate the possibility of an infringement claimor the
need for a license. And the penalty for so-called
willful infringement nakes this a really stupid idea to
do that kind of research, because there's a penalty
applied to it if you find patents that |ater on sonebody
says you infringe. You can be fined, you can be liable
for triple danmages.

So it makes nore business sense to assune that
despite the fact that we don't copy other people's
products and ot her conpanies' products and despite the
fact we don't derive solutions to problens from patent
literature, we will be accused of patent infringenent.
The only practical response to this problem of
uni ntentional and sonetinmes unavoi dabl e patent
infringenment is to file hundreds of patents each year
oursel ves so that we can have sonething to bring to the
table in cross-licensing negotiations.

That's what we've done. |In other words, the
only rational response to the | arge nunber of patents in
our field is to contribute to it.

The time and noney that we spend on patent
filings, prosecution, maintenance, litigation and
licensing could, in ny opinion, be nuch better spent on

product devel opnment and research | eading to nore
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i nnovation. But instead we're filing hundreds of patents
per year for reasons totally unrelated to pronoting or
protecting our own innovation, other than protecting our
right to sell our products.

Now, it's not so bad. We'Il benefit in the
com ng years from having all these patents to deter
copyi ng of our products as our industry evolves. That's
why patents are so critical, in nmy view, in other
i ndustries, such as pharmaceuticals and nedi cal devices,
because they prevent copying. But we wouldn't need to
file this many patents to deter copying. W'd need

probably one or two or three for each product on the key

features, and that's what | think you'll find in those
i ndustries. In industries where copying is the issue,
you'll find a few patents per product, not the kind of

nunbers that Peter's tal ked about.

| nstead, since our purpose is to create a
portfolio for cross-licensing, we've had to stockpile
patents and contribute to a backlog in the Patent Office
that's reached three or four years to first office action
in our areas. In an industry where healthy conpetition
makes time to market critical and the pace of innovation
is rapid and the product cycles are short, that's too
long to wait for a patent. The systemis in danger of

destroying itself.
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Mor eover, stockpiling patents doesn't really
solve the problemof, well, trolls and unintentional
patent infringement through independent devel opnents.

MR. DETKIN: Pay toll.

MR. BARR: A toll for a troll.

If we're accused of infringenment by a patent
hol der who doesn't make or sell products or who sells in
much smal |l er volunme than we do, our patents don't have
sufficient value to deter a |awsuit or counter the
licensing fees that they're asking for. Thus, rather
t han rewardi ng i nnovation the patent system penalizes
i nnovati ve conpani es that successfully bring new products
to the market, and it subsidizes those conpani es that
fail to do so.

So obtai ning patents has becone for many peopl e
and conpanies an end in itself, not to protect an
i nvestnent in research and devel opnent, not to license
the results of their work to people who actually want it
and need it, but to generate revenue through |licensing or
hol di ng up other conpanies that actually make and sel
products wi thout even being aware of these patents. |'m
not tal king about, well, individuals or conmpanies in
particular, but they try to patent things and that other
peopl e or other conpanies will intentionally and

unintentionally infringe, then they wait for those
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conpani es to successfully bring products to the
mar ket pl ace. They place mnes in the m nefield.

The people and conpanies |I'mtal king about file
t hese patents and extract |icense fees from successf ul
busi nesses. They play this patent systemlike a lottery.
They ganbl e that people will infringe these patents
wi t hout ever learning anything fromthe patentee and
w thout interfering with any effort by the patentee to
commercially exploit their invention.

The | ong delays in the Patent Office work to
t heir advantage by keeping the eventual coverage of the
patents indefinite while others produce products. They
benefit fromthe high cost of litigation by demanding --
|"msure you're famliar with this one -- demandi ng
license fees that just happen to be |less than the cost of
litigation, hoping that people will pay even if they
don't infringe or if they do infringe it'll be too costly
to change the product.

This certainly provides opportunities for
contingency-fee litigators, for |licensing conpanies and
consulting firms who claimto help people mne their
patent portfolios for patents that they didn't even know
they had. It hard to see how this contributes to the
progress of science and the useful arts.

And that's my point. The patent system does
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not exist to protect the rights of inventors as such,
doesn't really exist to protect any particular interest
group, doesn't exist to protect what we call intellectual
property as if it were protectable for its own sake. The
patent system exists only to protect the progress of
science and the useful arts. |If the patent fails to do
that in certain areas, the cost and negative effects of
t he patent nonopoly can't be justified. \Where the patent
system enabl es true innovation, true progress, where it
enabl es conpanies to bring new products to consuners in
ci rcunmst ances where they otherw se would not do it, or
where the system di ssem nates know edge that others need
or want, then the system s working, and there's certainly
exanpl es of industries where it serves these purposes and
t hese benefits nust be preserved.

In my experience, not only at Cisco, but ny
prior experience representing a variety of conpanies, the
negative effects of stockpiling patents, the consequences
of interested infringenment to i ndependent devel opnment,
the cost of proving infringement or invalidity through
patent litigation, and the exploitation of the patent
system as a revenue-generating tool in its own right have
hi ndered true innovation and outwei ghed the benefits.

Now | was going to say sonething about

standards, but I'mtold there's going to be another panel
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on that. | was thinking about it on the way up. The
only thing I want to say is based on day-to-day
experience, standards are very inportant to us because
it's inportant for our equipnent to interoperate with
ot her equi pnment. To get your e-mail fromhere to there
or mne to Peter, it goes through the equi pment of many
di fferent manufacturers and our custonmers demand no | ess.
They don't want to be |l ocked into a proprietary solution.

But it's my observation and you can see
exanples, there is a crisis on the ground in the
st andards bodi es right now between intellectual property
rights and standards, and it's a serious crisis that is
going to imobilize the standards process. You can | ook
at what happened this week in the WBC attenpting to find
royalty-free solutions, and you can | ook at what's
happeni ng in other standards bodies, and |I'm sure we'l
get a chance to tal k about that.

Thank you very nmuch for the opportunity to make
a statenent.

MS. DeSANTI: Thank you. | think we will get
into standards issues later in this panel.

Next we'll hear from Joel Poppen of M cron.

MR. POPPEN:. | guess | need the community
| apt op over there fromthe front table.

Plenty of menory to go around but apparently
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not enough processors so they have to use one machi ne.

MR. DETKIN: WAant nore processors, be happy to.

(Pause.)

MR. POPPEN. |'mgoing to ask Peter to yield
what ever remaining tinme he had left to nmake sure that |
get within 10 mnutes, | think I'"'mgoing to need a few
extra seconds.

Some of the stuff has already been di scussed by
Robert and Peter, so I'll nove through it fairly quickly.
It may |look |ike this has been coordinated but | assure
it hasn't, in terns of topics.

Qui ckly noving through just a little bit about

Mcron; | didn't anticipate having the chance to talk
about the conpany in advance so | included a slide.
You'll notice we have about 6600 US patents now, close to

1700 | ast year, and the products that we make and sell,
as | nmentioned before, are generally in the area of
sem conductor nenory.

| want to hit real quick on the sem conduct or
| andscape from our perspective. It certainly is a
capital -intensive business and | think that's been
menti oned. The cost of building and equi pping a new fab
is generally thought to be in the range of two billion on
up now. But it's inportant to keep in mnd that it's not

just a capital-intensive business, it's a people-
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i ntensi ve business. Sem conductor conpani es are nmade up
of lots of skilled individuals and all of those are
i ndi vidual inventors.

On the technol ogy side, it's worth noting that
sem conduct or conpani es spend mllions, sonetines
billions every year to update and upgrade their equi pnent
in order to stay conpetitive.

On the thicket side, as we nentioned, had I
known that | owed a royalty on this | certainly would
have chosen a different word, |lots of overlapping patents
and the rate at which they're growing is growi ng very
quickly. It's worth pointing out, | think, that these
are very conpl ex products; hundreds, thousands of patents
cover a single product. And that's particularly
i nportant when you | ook at patent infringement litigation
where a single patent can be asserted agai nst a product
but know ng that there are hundreds or thousands of other
patents that may cover that product. And |I've nentioned
a number of different areas here that potentially cover
sem conductor products.

As has been nentioned before, cross-|licenses
are relatively commonpl ace within our industry, and on
t he opposite side of that, the |ack of cross-license in
t he mutual destruction arrangenent.

Looki ng at conpetition and patent |aw and
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policy, this is really just a background for what 1'd
like to talk about. | think the objectives here are
pretty obvious and we could talk about a |ot of issues
t hat we mi ght have, but since it's real-world business
i ssues and perspectives, | wanted to focus on the one
that we see as having the biggest inpact and bi ggest
threat to our business.

And that's holdup. And |I've tried to
recharacterize a little bit here what Robert and Peter
tal ked about, and Bronwyn as well, in terms of hol dup.
And this is sort of the definition that I am going to be
using here when | tal k about holdup, and that's really
soneone who exploits the systemto hold up innovative
manuf acturers, those who sell and nake and sell product.
It's using flaws either in patent prosecution or in the
litigation process to get what | would say is really
i nappropriate | everage as a way of getting royalties from
manuf acturers and sell ers.

| want to cover three different categories. |
think they're separate but related, and |I'll explain what
| nmean by each of these in turn. The first is use of
injunctive threat by what 1"'mgoing to refer to here as a
nonpracticing entity, that is, sonmeone who's not making
or selling product pursuant to the patent.

Pat ent stal ki ng and standard-setting anmbush --
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we' |l spend just a second tal king about standard-setting.
Starting first with nonpracticing entity hol dup, here's
what |I'mtrying to get at. |It's the idea that soneone
who's not practicing a patent, is not naking or selling
product, has this incredible |ever in negotiations and in
patent litigation and that is they have a threat of a
per manent injunction. They use that threat very
effectively, | mght add, to collect grants and royalties
froma manufacturing entity like Mcron that's in a
position of facing a threat to its business.

And the way |'ve stated it here, either you
decide you're going to pay or potentially put your entire
busi ness at ri sk.

It's inportant to note that in this case, the
nonpracticing entity is not protecting products here.
They're really in the business of collecting noney.

Their revenue cones froma different source, it cones
fromcollecting royalties.

Now | 've listed a couple of exanples that I
think at | east potentially fall under this category of
nonpracticing entity holdup. The first one refers to a
col l ection of engineers, along the |ines that Robert was
tal king about, that really are sitting around dream ng up
patents, know ng that in this game you can then go assert

t hose patents agai nst manufacturers of product and
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collect lots of royalties.

Movi ng down, the professional patent assertion
conpanies -- that's sort of a very formal way of saying
conpani es that are in the business of buying patents or
recovering patents from bankruptcy who then go out and
assert those against manufacturers and sellers of
product. In some cases, they're doing it on a
contingency basis. These aren't inventors, these are
peopl e who have learned to play the gane. And the rate
at which conpanies join this profession goes up virtually
daily.

The | ast one, patent mning, refers to
conpani es that assert their portfolios aggressively
outside of their business. So the idea here would be
again that it's a revenue generation in return for their
patents, as opposed to really protecting product.

Patent stal king -- what do | nean by patent
stalking? This is what is exploiting flaws in the patent
prosecution system and |'mreally tal king about flaws
here in the policy sense. | wll give you that, what
firms are doing, for the nost part, is allowed under
exi sting patent |aw, under PTO practices. The question
is whether as a matter of policy, it ought to be. And
the idea here is that it really is the manufacturer and

the seller of product that's doing the inventing or at
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| east that's what the patentee is |ooking at. They're
nmoni tori ng what the conpanies or industries are doing.
They stretch out the prosecution process so that they can
wat ch what's happening and secretly tailor their clains
to cover it. And then after the conpany or the
industry's fully entrenched, they've got product out
there, there's a big market, that's when they spring the
pat ents.

So there's no disclosure here until well after
it's already too | ate.

Sone exanples, well, as | nentioned, a |engthy
process, and here I'"'mreferring to a very aggressive
process of making sure that you al ways have a
continuation alive so that you can anend your clains as
needed and get the very tailored patent that you think
you need. And in fact firnms openly admt that they do
this, that they reverse-engi neer products that are out in
the market and they nodify their clains accordingly.

And that Lenelson, | think that's an exanple
that nost folks are famliar and certainly those of us at
the table have seen these sorts of things.

St andard-setting anbush -- in this case it's a
firmthat either has, already has, IP or in the
background they're pursuing IP that relates to a standard

that's being worked on in the standard-setting body.
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What happens is that they don't disclose that they have
that IP. They wait for the standard to be adopted and
then even nore than that, wait for the standard to be
i npl emented within the industry by conpani es and by the
industry itself before they spring the fact that they
have this IP.

Now because of the |lock-in, that is, firns and
i ndustry havi ng product out there have OCEMs that are
designing it into systenms, it beconmes very difficult at
that point to change the standard or design around the
patent, so here again you have incredible |everage
because you have a patentee who's got this patent and
nai l ed the standard and now that you're far enough down
the line that it's very difficult to reverse course.

And here are a couple of litigation exanples.
|"mnot going to talk to the nerits of any of these, but
throw it up for the point that it is an area that's hot.
It crosses a nunber of standards organi zati ons and al so
covers a nunber of different technol ogies.

Ckay, so you identify the problem | guess the
| ogi cal question is, so what, is it harnful? Well,
woul d argue that it is. | think when you | ook at what
happens in hol dup, you see a dislocation of dollars. R&D
i nvestnment is noving, engineering resources are noving,

and where are they noving fromand to? Well, they're
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moving fromwhat | would call an innovative firmthat's
doi ng desi gn and manufacturing and selling product to a
patent generation and royalty extraction firm It's
peopl e who are novi ng because they want to take advantage
of the gane.

As | think both Robert and Peter nentioned, the
problem here is that the rewards are going to the wong
people. They're not providing any benefit in the sense
of patent protection, but they' re getting the reward.

Royalty stacking -- | don't think we nentioned
royalty stacking today, but certainly has been nmentioned
before. The idea is that everyone wants a piece of the
pie. Well, those pieces keep adding up. They stack up
on top of each other and the problemin the hol dup nodel
is as the nodel becones nore and nore successful, there's
nore and nore stacking of royalties on top of it.

Wel |, what happens with that? Well, it's got
to be passed along. Eventually those hol dup costs are
going to be passed along to consunmers, so it's through
hi gher prices and it's certainly harnful in that respect.

And | suppose ultimtely what coul d happen is
i nnovative firms decide that their only out is to avoid
t he problem and they nove their manufacturing and sal es
operations offshore; although it's not a perfect solution

| think it certainly does reduce your risk.
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So then | ooking at the problem and the harnfu

effects, what about a solution. Well, okay, here's sone
30, 000-f oot ideas, and you'll notice we'd call them
potential solutions and I'Il be the first to admt that

they're not fully thought through and there's |ots of
roomto debate and to discuss them but we think it's at
| east a start.

Remenber the nonpracticing entity is the one
that has this incredible threat of unilateral injunction.
So the idea here is you say, "Well, look, if you were in
t he business to collect royalties, to collect noney,
really you shouldn't have the |lever of a permanent
injunction.”™ You're not going to be irreparably harnmed
if you don't get an injunction because you're in the
busi ness of noney.

So if you create this presunption that says
you're not entitled to permanent injunction, that hel ps
mtigate the holdup problem At the sane tine it allows
bal anced litigation. Now you can actually litigate the
merits of a patent. You don't have this threat that
you're going to get shut down in your business and so you
can litigate.

At the sane tinme, the patentee can be nade
whol e t hrough noney damages and that still allows that

patentee to prove irreparable harm under particul ar
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circunstances. So it doesn't say you can't get an
injunction, it just really puts back into the systemthat
you've got to show you're entitled to it, that you can't
be made whol e by damages.

What about patent stal king? Well, the idea
here is that there may not be a perfect solution but
maybe there's an inperfect solution. And that is, why
not require patentees to say early on what their
invention is? The idea here is to junp on top of the
publication requirenment and say at 18 nonths you have to
have your broadest claim

| think this is prem sed on the fundanent al
i dea that an inventor ought to know what his invention is
and shouldn't have to wait to see what everybody else is
doi ng before he describes in the clainm what his
i nvention is.

Now the thing with the publication obviously
there are current exceptions that are problematic because
not everyone had to publish, so you' d have to fix that

problem You m ght say, well, the Synmbol vs. Lenelson

case doesn't that fix it, the Federal Circuit

acknow edging that there's this prosecution |aches
defense. Well, | guess ny answer to that would be really
what the Federal Circuit said, is that it's a potenti al

def ense. The other thing they didn't do is give a whole
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| ot of guidance with respect to when it's going to apply
froma manufacturer's point of view, any certainty that
you can rely on with respect to counselling your client.

VWhat about publication in 20 years, then those
things go in that direction. Well, as | nentioned,
publication has one problem that is, there are |oopholes
to publishing. The second problemw th publication is
that it doesn't necessarily indicate the scope of the
ultimate claims. In other words, as |ong as you have
enough support within the specification you can work
those clainms |ong after the 18-nonth requirement. So if
you actually do go and | ook, you're not going to know
what the clains are ultimately going to be and the
specification is not really going to help you.

20-year patent term-- sane problen it may fix
the long-term submarine problem but it doesn't really
hel p technol ogy conpanies. The turnover in technol ogy
wi thin sem conductor conpanies is so fast that 20 years
basically doesn't nean anything. 20 years is nore than
enough time to have continuations pending, get tailored
claims and assert agai nst an entrenched industry while
still having patent life left.

Finally to the standard-setting anbush, well, |
t hink some of the changes | just discussed on fixing

tailored clainms certainly will help mtigate standard-
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setting. You don't have the tinme to sit in standard-
setting neetings to tailor your clains. You' ve got to
have themon file in 18 nonths.

| think the other solution is one that's
already in place -- standard-setting organi zati ons have
| P gui delines, have IP rules, and certainly they're al
focused now probably nore than ever on those rules and
guidelines. | think this is really a place where the
agenci es have a strong role to play and that is in
keepi ng a watch on abuse of that process and then
aggressively litigating. And really one of the key
reasons i s you mght say, "Well, private litigation wll
fix that."” You can always go litigate once the patents
are asserted agai nst you.

The problemwith that is the business realities
in patent litigation are, because of a whole | ot of
conplicated factors, you may have to settle and your
settlement is unlikely to fix the consunmer harm and it's
unlikely to fix the problem for the industry. Certainly
the agencies are in a nuch better position to take on the
consunmer interest portion of this and to nore effectively
and efficiently resolve the issue.

Thank you very nuch.

MS. DeSANTI: Thank you, Joel.

Now we're going to nove into the discussion --
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oh, I"'msorry, Stephen, | forgot to -- Steve Fox from
Hew et t - Packar d.

MR. FOX: Thank you. | have an opening
statenment, and copies are on the table in the back if you
don't have one yet. It would take |onger than 10 m nutes
to go through it all if I read it, so what I'Il do is
"1l hit the high points and just review portions of it.

As | said earlier, just to define HP, we are in
enterprise conputing, printing and inmaging, informtion
technol ogy services and infrastructure solutions. And it
was two years ago that we rebranded the conpany to put
the word “invent” in our |logo. Any of you who have seen
the HP logo will notice that.

It's also been in the last two years that we've
doubl ed our worl dwi de patent application filing rate, and
as | nentioned, we have, we are filing or |ast year filed
5000 patent applications. As | say, that's doubled in
two years.

We take large risk in our investnents in R&D
across a broad range of conplex technologies. Both the
patent and the antitrust law reginmes critically influence
our risk-taking and our risk nmanagenent policies. W
seek patent protection for our inventions both to prevent
rivals fromfree-riding on our investnments and to counter

or m nimze exposure to other firms' blocking patents and
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hol dup strategies. | think you're going to hear a | ot
about hol dup this afternoon.

The current state of the patent |aw systemis
problematic from HP's standpoint. W have witnessed in
recent years a vast proliferation of patent grants by a
seriously understaffed Patent & Trademark Office and an
equal Iy vast proliferation of conplex litigation over
patent validity and scope. The result is pervasive
uncertainty about |egal rights, and that uncertainty
hei ghtens ri sks surroundi ng i nnovati on i nvestnent
deci si ons.

It is without doubt a serious drag on the
t echnol ogi cal and scientific progress that the patent
system was designed to pronote. An unknown but
undoubt edly significant number of invalid patents are
i ssued, an unknown but undoubtedly significant nunber of
patents generate |awsuits or threaten lawsuits involving
overbroad clains, and litigation has becone a poor neans
of addressing these problenms. There are high stakes for
plaintiffs and defendants alike in these suits.

There are, however, equally high unrepresented
stakes for the public in these sanme suits, and we woul d
respectfully suggest a newrole for the FTC and the DQJ
in filling that gap. Specifically, both agencies could

| ook for appropriate cases in which they would
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participate in an am cus capacity to represent or to
present their perspectives on issues of patent law with
significant conpetition policy inplications.

Exanpl es of issues on which the Federal Circuit
coul d benefit from your agencies' thoughtful analysis of
conpetitive effects include all of the follow ng: patent
claimuncertainty versus the Doctrine of Equival ents;
| i censee estoppel; patent m suse and when it should and
shoul d not coincide with antitrust liability; prosecution
| aches or late claimng; and the proper role of juries in
pat ent cases.

Chai rman Muri s enphasi zed the fundanmenta
consi stency between intellectual property and the
antitrust law in their objectives of pronoting innovation
and enhancing consuner welfare, and HP fully endorses
that view. There have nonet hel ess been points of
conflict between these regines. One way in which these
FTC-DQJ hearings could be helpful in this regard would be
shining light on the issues of nobst concern, and
t hereafter supporting various fornms of guidance fromthe
agencies to the courts for their views in the
adj udi cation of private suits.

The agenci es' 1995 antitrust guidelines for the
licensing of intellectual property were well received,

particul arly anmong those of us who renenber the notorious
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"nine no-nos" back in the 1970s, and there has been
consi derabl e controversy over range of issues either
unaddressed or inadequately addressed. Permt nme to
of fer sonme thoughts on one issue which has been the

subj ect of sone extensive private litigation, nanely,

antitrust attacks on unilateral refusals to |license IP

ri ghts.
First there was the Kodak case. The court
that the jury in the case was justified in finding

Kodak's refusal to be unlawful, exclusionary conduct

based on entirely subjective evidence of anticonpetitive

intent. Three years |ater, the Federal Circuit upheld
Xerox's virtually identical refusal to license its
patents and copyrighted manuals to its service
conpetitors, in affirmng a district court's grant of
summary judgnment in Xerox's favor.

Xerox was not the last word from an appeal s

court in this general area. In June of |ast year the DC

Circuit in its decision in the Mcrosoft case flatly
rejected Mcrosoft's intellectual property defense of
chal | enged provisions in its Wndows |icenses to OEMs.
The court referred to the baseball bat anal ogy. HP
accepts what now m ght be called the DC Circuit's

basebal| bat doctrine: IP licensors are not free to

bl udgeon their licensees into accepting anticonpetitive
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| icense conditions without scrutiny under the antitrust
| aws.

That said, however, there are disagreenents
over the scope and application of both of these points,
and the lack of clarity on the positions of the
enforcement agencies on them One exanple of a highly
controversial |icense condition now being enployed in the
context of software copyright licensing is a broad
constraint upon |licensees' assertions of present or
future patent rights -- distinguish copyright and patent
rights -- against the licensor or other |icensees that
are frequently horizontal conpetitors.

In HP's view, these provisions are
anticonpetitive insofar as it dimnished future
i nnovati on incentives and innovation rivalry. W would
in any event wel cone neani ngful agency gui dance on their
legality. The FTC and DQJ could usefully clarify
standards in these areas in the aftermath of these
heari ngs.

There are other subjects at the intersection of
| P and antitrust |law reginmes. Areas of particular
interest to HP include |icensing practice of patent
pools, and I P policies inplemented in standard-setting
processes.

First let me say a few words about patent
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pools. The subject of both patent pools and standard-
setting are going to be considered in detail, |
understand, in sone additional hearings on April 17th and
18th. HP will have two additional fol ks representing HP
at those hearings. |'mjust going to hit the high points
nNow.

Pat ent pools have becone critically inportant
mechani sns for enabling w despread use of new
technol ogi es that require access to a nultitude of
patents di spersed anong a nultitude of parties. The
DQJ' s business review letters on the MPEG and the DVD
pool s have provi ded val uabl e gui dance. The problem from
our standpoint is undue rigidity on how participants in
the patent pool would interpret and apply the advice in
those letters with regard to the terns of package |license
offers. A common approach today is a one-size-fits-al
license for the totality of patents within the pool. But
we think applicants in these situations should be able to
license the set of patents they need w thout being forced
to take and pay for the whol e package.

We are highly skeptical about clains that
offering partial licenses would be "inefficient." There
surely is roomfor choice or flexibility in |icense
terms. In our view, the agencies would expressly

encourage evol ution of these patent structures in this
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unanbi guously proconpetitive direction.

Now | et nme say a few words about standard-
setting. HP is an active participant in a wide variety
of standard-setting processes, and we constantly confront
the need to consider incorporation of proprietary
intellectual property, particularly patents or technol ogy
subj ect to patent applications and to specifications
i ntended to beconme standard that will be open to all
coners on a level playing field. The FTC s Dell Conputer
action of six years ago called attention to the manner in
whi ch anticonpetitive patent hol dup or patent anbush
situations can arise. That action, however, opened a
virtual Pandora's box of followon issues over how to
address and m nim ze exposure to post-adoption
opportuni stic conduct by holders of patents required for
a standard's use.

There is no appropriate, one-size-fits-all in
this realm All potentially affected parties have a
legitimate interest in knowi ng before the standards
deci sions are made what the economc effects will be of
accepting a patent into the standard. Yet when
suggesting that the inpact of patent licensing terns be
consi dered, we have encountered the objection that
di scl osure of particular license terms would be attacked

as unlawful "price-fixing." That objection, in our view,
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is wholly unfounded. This is an area where agencies
could constructively clarify their view of perm ssible
and desirabl e disclosure practices.

Let me close with just one thought on
har noni zation. HP believes that your agencies could play
an inmportant role of pronoting international
har moni zation of IP rights in the same manner that you
have so persistently pronoted harnonization of
conpetition policy on a global basis. And | thank you.

MS. DeSANTI: Thank you very much

Al right, now we will nmove into the discussion
phase. | think there is nore than enough controversy and
possi bly red neat on the table to keep us going for the
rest of the afternoon with no trouble.

The rules of the gane here are sinply if you
want to say sonething, please put your nanme tent up on
end. Then you have to prom se not to use any adjectives
or adverbs. We're very proud that no libel suits have
ever resulted from our hearings.

So we'll start. | would like to give the
ot hers who have been listening a chance to comment and
t hen we have sone questions that we would |ike to get
i nto.

Fred, would you like to start?

MR. TELECKY: Sure. There's been quite a bit
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said. | guess Tl doesn't have any mmajor overall problens
with the patenting systemthe way it exists today. |
think there are a nunber of problem areas that can be
addressed that have been brought up, such as what do you
do about peopl e who have no production of their own who
have patents and are out there asserting then? You can't
use your own patents as defense or trading material. But
we' ve thought a | ot about those kinds of issues, and
frankly, | don't know whet her we have any good ideas for
addressing that wi thout harm ng the entire patent system
for people who do have products. And we're not sure that
in every instance where there's a patentee with no
product, that they haven't legitimately contri buted
sonething to the fund of human know edge.

| think we can all think of some particularly
egr egi ous exanpl es where patent applications were
prosecuted over 40 years or so and with no apparent
contribution to the art, but |I'mnot sure that we know
how to fix that sort of thing. One can | ook at
enabl ement requi renments and wonder whether there's any
real enabl ement in some of those things.

But by and large, | think we think the
patenting system does prevent free-riders. Provided an
i nnovative conpany does file for patents, it does give

them material that they can use both protectively or in
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sonme instances royalty generation; there are people who
have contributed a relatively small amount to the
i ndustry. If you |look internationally, not just in
United States, you see places where conpanies are
springing into existence all the tine and they may not
have the same kinds of costs associated with production
of their products that sone other countries do with tough
envi ronnmental standards and the |ike.

| just had someone from an Asian country tell
me recently sonetines people are envious of their quick
rise to pronminence as a country producing integrated
circuits, but he says all you have to do is go around the
country and see where there are exanples of pollution and
the like. So I think patents can serve to redress that
ki nd of disparity in costs. So | think they've been
valuable to us in that sense, and that's kind of how we
got started back in the m d-'80s.

MS. DeSANTI: Ckay. Julie.

MS. MAR- SPINOLA: Sitting here and listening to
a |lot of the opening statenents certainly hit on a | ot of
the issues that | have for Atnmel Corporation. Also, just
as a practitioner in the patent law area, | just feel
that there are all these problens that have been pointed
out there. | think that we don't have problens just on

one ar ea. There is a lot of need to reconcile | aw,
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practices and policies throughout.

For exanple, antitrust |aw does have its val ue
and it's inportant to keep our conpetition thriving. At
the same time we have to bal ance that with patent
monopolies, and |I think you can reconcile it so long as
there is a noderate application of both. And from ny
experi ence and observation, | seldom see noderation. |
ei ther see one extrenme or the other.

There are problens with respect to how
conpani es are using their patent portfolios. In nmy view,
t here has been a huge trend in the last five to ten years
or five to eight years, a trend to make patent portfolios
a revenue maker or patent law within the | egal departnent
a profit center. TI has been very successful at that,
and maybe anot her handful of conpanies, but | think TI's
success, or what their plan was, was very different than
how it's being applied now.

One of the problenms that | see when it's
negotiations, |icense negotiations, between conpani es who
are practicing patents and technology is that oftentines
when a conpany, the licensor, prospective |licensor, views
their patent portfolio as a noney-nmaker, they nove it
over and create a business division and they send
busi ness fol ks out to negotiate licenses who oftentines

have little or no patent |aw background.
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So when you sit down with them and for Atnel
I"'mtypically the one who's charged with doing that
del i ghtful experience, what you find is, if you want to
respond in good faith and you want to respond on the
merits, you're talking to fol ks who are busi ness people
who really don't care what the nmerits are. And I find
what happens there is that you end up at a minimumwth
protracted |license negotiations. In my experience it can
often go up to the tine that |aches becones a concern.
Then you have as a l|last resort for these comnpani es,
having to bring suits, not because they believe that they
can file this action on the nerits but because they have
to, otherw se they're going to be barred from bringing
the suits. So | would propose that |icense negotiations
ought to come with some patent | aw background.

And then you have, as has been pointed out
today, the Lenelson type licensors who do not practice
the | aw and they have nothing basically to | ose except to
extort noney from conpanies. They start at the bottom
and the practice has been to brag about how many |icenses
t hey' ve been able to have entered and therefore it nust
be nonobvi ous and you ought to pay up because everybody
else is. And for conpanies such as Atnel and the
conpani es that are represented here, that's not likely to

happen. But we can't be funding that kind of fight for
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the rest of the industry. It needs to be unified.

MS. DeSANTI: Thank you.

OCkay, Desi, 1'll give you a chance and then
we'll nove into the questions that are on our m nds.
MR. RHODEN: Well, | can make it pretty easy.

The opening statenments by Intel, Ci sco and Mcron and HP

line up al nost exactly with everybody that | deal with in
the industry. Looks to ne |ike they all communi cat ed,

but in reality it's just like Professor Hall said it in

t he begi nning, the nessage is the sane. It's comng from
everybody, and it's the same nessage.

The main issue where | sit, which | spend an
awful lot of my time in standards, is the trolls, the
peopl e that are actually not contributing and yet m ning
t he benefits from everybody that's involved in the
i ndustry. And DRAM the threat of shutdown in a DRAM
busi ness where conpani es are al nost exclusively operating
in a single product, they can go froma nultibillion-
dol | ar conpany one day to basically zero the next. So
that threat is catastrophic.

And DRAM itself is actually a comodity, it's
basically the first mannade commodity product that's ever
existed in the world. It's |like pork bellies, because
you see the price of it change on an hourly basis, day to

day. So that's good and that's bad, it depends on where
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you are on which day.

So this concept and the ability and the
contribution that the DQJ and the FTC can nake here,
think, are extremely inportant and also very tinely.

Thank you.

MS. DeSANTI: Thank you.

Well, let ne start by using the noderator's
prerogative to lay out a few of the questions that are
runni ng through my mnd and then throw it open to

everybody to contribute to the discussion.

Peopl e have, and at the risk of having to pay a

license fee to Peter, you know, in terns of the patent
thicket, and I"'mwlling to pay up, Peter, one --
MR. DETKIN: It's borrowed from Carl Shapiro,

but that's okay.

MR. POPPEN:. It's probably prior art on Peter,

by the way.

MS. DeSANTI: And Bronwyn was making a claim
too, so let me just ask this, does this cone about
because there are problens with the patents that have
issued in terms of their validity, in ternms of
over breadth, or does it come about sinply because the
technology is overlapping? This is a point that David
Teece, who's in the audi ence, was making for us

yest er day.
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| nmean, it seenms to me there are different
policy inmplications depending what the answer is. |If
there is a problemw th the patents that are being
i ssued, then that nmay have policy inplications for the
PTO. If it's sinply that the technol ogy is overl apping
and there really isn't any way to get around it, then
that may have nore policy inplications for conpetition
peopl e who are | ooking at standards for cross-licensing
and patent pools.

And so I'mwondering if you can give ne sone
sense what you think the proportion is of either types of
probl em

Pet er.

MR. DETKIN: -- that technology -- to |license
that fromyou --

MS. DeSANTI: That one you have to --

MR. DETKIN: -- see now how the royalty
stacking starts --

MS. DeSANTI: -- exactly.

MR. DETKIN: It's |ike The Producers, everybody
wants a percentage.

Actually I think you're |ooking at the wong
end of the problem | don't think the thicket itself is
the problem as | said.

First to answer your question, where does the
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t hi cket come from | don't think it comes fromas nuch
Patent Office resources or invalid patents or poorly
witten patents. There are those out there, absolutely.
That is a problemand -- | forget who it was who referred
toit, | believe it was Steve Fox -- sone of the
uncertainties of litigation that arise fromthe Eesto
problemthat is now before the Supreme Court, the
doctrinal equivalent to sone other issues that is buried
in there, that arises out of the thicket because there
are so many patents out there. That's how it causes the
t hi cket. \What causes the thicket is More's Law, it's
the fact that a Pentium processor has tens of mllions of
transistors.

Sonmeone once told ne, | don't knowif this is
true, but there are nore overpasses and underpasses in a
Pentium processor, that is, stuff going underneath or
over each other, than there are in the entire United
St ates hi ghway system | imagine that a Mcron DRAM i s
just equally as conplicated. It nmay not have as nany
circuits or transistors, but it's also an extraordinarily
conplicated device, one of the nost conplicated devices
man has ever created.

VWhen you connect hundreds of mllions of things
together, it's inpossible to say that it's going to be
done in a way that's never been done before. That's what
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creates the thicket. Just to sinplify it, it's More's
Law, not the Patent O fice.

And by the way, we know how to deal with a
thicket. | think that that cones down to the two by two.
Contributors tend to license each other. The terns of
the license is always subject to negotiation -- what's
the scope? What's the bal ancing paynent? But we tend to
know how to deal with a thicket except at the corner
cases. The hol dup problem the troll problem is not so
much result of the thicket, it's the problens of the
gam ng the system

MS. DeSANTI: Fred.

MR. TELECKY: | think I tend to agree with
that. In our view, the nunber, increasing nunber, of
patents represents, at |least for Texas Instrunents, an
i ncreasi ng R&D budget. |[|'ve | ooked at our nunbers over
the last 10 years, and found that by and | arge the patent
di scl osures that we get, and we clearly can't file nore
t han we di scl ose, have roughly tracked what our R&D is.
If you normalize it or if you |l ook at patents disclosed,
patent ideas disclosed per R& dollar, billion dollars of
R&D, we've found that there is a pretty good
correspondence. In fact, if anything, the R&D curve has
slightly overtaken our disclosure rate in the last five

years. So it's hard for us to see that this probl em of
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people filing nore than their R&D dollars justify. |
t hi nk, | ooking at what a | ot of conpani es have done, it
could be that you see an effect where people have been
filing no patent applications at all, say, five, ten
years ago, and then patent consciousness increases for
what ever reason. And then you see peopl e suddenly
deci ding or corporate decisions being made, "Yes, we need
to spend the dollars to file in these areas."

MS. DeSANTI: Thank you. Joel, and then --

MR. POPPEN: | was generally going to agree. |
think it is a result of the conplex technol ogy, and the
conpl ex product nore so than Patent O fice, and |'d point
out, | guess, two things with respect to the Patent
O fice.

One is while, | guess, | agree that they
certainly could inprove, | think the bigger point is
they're never going to get to the level that we get to in
litigation, that they can't possibly have the resources
or the budget to do what we do in litigation. It just
never is going to happen.

The second point is even if patents were much
better, closer, perfect, it really wouldn't solve the
probl ens that at |east | conplained about. Those are in
sone respects i ndependent of the quality of the patents

com ng out of the Patent Ofice and have nore to do with
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the way in which those patents are obtained, not as a
function of art but as a function of process, and the
particularities of patent litigation that allows use of
t hose patents irrespective of how well they' ve been
resolved in the Patent Ofice itself.

MS. DeSANTI : Bob.

MR. BARR: Yes, |I'mnot going to defend the
trolls, but I want to say the thicket is the problem and
the point I was trying to make, that just the sheer
gquantity of patents is independent of the quality of
patents. Qurs, in fact, happen to be all very high-
quality.

As | said, we've entered this gane five, six
years ago in full force for the wong reason and we're
contributing to the proliferation to mutually assured
destruction. It doesn't solve the problemof figuring
out what's the right thing to do. How do you price a
product? How do you know what |icenses you have to get?
There are so nmany patents out there, as | said, on top of
t he undi scl osed, unpublished patents, there's just this
bui | dup now that we contribute to that makes it
i npossi ble to make rational business judgnents.

So | think the problemis quantity. | think
it's partly a reaction of your normal growth of R&D

budgets and overl apping technol ogy and transistors, but
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my point was sone of us are doing it for the wong
reasons.

MS. DeSANTI: Stephen.

MR. FOX: First of all, after all we heard
about the patent system [|'mconpelled to think, you
know, patent systemis no Canel ot, but when Mark Twai n

wrote A Connecticut Yankee in King Arthur's Court, he

tal ked about establishing a patent systemin his country,
his new country. And he said the first thing he would do
in his adm nistration, on the very first day, would be to
set up a patent system because, as he said, a country

wi thout a patent office and a good set of patent laws is

like a crab, it can only nove sideways and backways.

So we do have a patent system and it does work
and |'m sure you'll hear that froma |lot of folks, but
addressing the thicket issue, |I think we're way beyond
the romantic notion that inventions are nmade on a
br eakt hr ough basis with a bright flash of |ight going off
in sone |ab and then the patent attorney running over and
writing down the invention. |In these tinmes, given what
conpani es spend in R&D, and HP does spend $2.7 billion a
year, that's what they did | ast year, there are |ots and
| ots of incremental inventions.

And the concern is if you don't patent them

you're sonehow going to |lose position. So the engines
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have been cranked up to capture all of these inventions.
And the conpanies that do spend a |lot of nmoney in R&D get
pretty good at it, and hence there are lots and |lots of
patents that are produced.

The other notion is that inventions can
of tenti mes be made sinultaneously by two inventors
wor ki ng conpl etely independently when the | ogical bases
for that invention cone into place. And this happens al
the time all over the world on a continuing basis.

Again, it's a reason why we see so nmuch proliferation of
patents and al so that concern that if you are not the
first to the Patent O fice you are sonehow going to | ose
posi tion.

MS. DeSANTI: Julie.

MS. MAR- SPINOLA: | don't disagree with any of
the statenents here, but | do think that there is room
for inmprovenent in the Patent Ofice and the application
of law. In particular, |I think it's not a question of
gqual ity versus quantity and quantity being where there's
an overlap. | think it's how patents are issued or how
they're allowed to issue.

For exanmple, we were tal king about patent
st al ki ng where soneone can continue to file continuations
and then to wait and figure out how they're going to

descri be their enbodiment and claimit, and that after a
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conpany has spent all this noney to bring this product to
t he mar ket .

So I think there is roomin the Patent O fice
to create sonme kinds of regulations that would prohibit
that type of problem

| also think what we need is to reconcile, and
you may hear that word fromme a |lot, but | think we need
to reconcile the Patent O fice regulations and their
procedures with how the courts, particularly the Federal
Circuit Court, is creating law or interpreting those
regul ati ons, because there are huge discrepancies. In
particul ar, the biggest one in ny mnd is EFesto, which
puts everybody's portfolio potentially on their head,
because the courts have deci ded sonething that the Patent
Office continues to allow an applicant to do and | think
t hat causes probl ens.

MS. DeSANTI: Could you just briefly for the
record descri be what you nean by the Festo issue?

MS. MAR-SPINOLA: |I'mgoing to ask others to
help nme on that one. The Eesto decision, as | understand
it, is that basically, if during patent prosecution you
amend your clainms, you are going to be stuck with your
original clainms and not the anendnments. That's a
sinplified way of saying it. |1'mgoing to ask anybody
el se to come in, but basically what happens is that where
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you have had clainms that were legitimtely prosecuted and
then you try to enforce the patent, the courts can
interpret the amendnments as nonbi nding and you are
limted to the scope of your clains.

MS. DeSANTI: And that issue is before the
Supreme Court now?

MS. MAR- SPI NOLA: That is.

MR. DETKIN:. Ckay, if I could clarify just a
little --

MS. DeSANTI: Peter.

MR. DETKIN: =-- just to build up what Julie was
sayi ng, the CAFC has basically said that when you anend
your clainms you're going to be given a very litera
interpretation of the clains as they finally issue.

There are ways around it but for the nost part what the
CAFC has said is that there'll be very little range of
equi val ence, so doctrinal equivalence is for the nobst
part for an anmended claima nullity and that is sonething
that the Suprene Court is looking into right now. There
has been a furious round of briefing, am cus briefing,
froma | ot of people at this table, in fact.

MS. DeSANTI: Thank you. Ray?

MR. CHEN. That's right. 1In fact, we in the
government have filed an am cus brief through the SG s

of fice, but just getting to the whole question of patent

For The Record, |nc.
Wal dorf, Maryl and
(301) 870- 8025



(o) NN |

10
11
12
13
14
15
16
17
18
19
20
21
22
23
24

25

718
stalking, this is an issue that the PTO s been very
famliar with for several years now, and we, nore than
anyone else, don't like it when soneone is trying to gane
t he patent exam nation process.

We' ve been trying to deal with subnmarine
patents and obviously those are pretty nuch over as we
know it, but as for the question of patent stalking,
you're right, it still continues, it still exists, we see
it. Percentage-wi se, there are very few players that are
trying to do it, and I find your proposal of possibly
requiring the broadest clains to exist in the 18-nonth
publication to be an interesting idea, because,
obvi ously, that's one way to pronote sone | evel of
certainty anong conpetitors.

| guess an even nore radical idea would be just
to conpletely abolish continuation practice, but, of
course, these are all mmjor statutory changes we're
tal ki ng about. The things that we do when we see soneone
that is trying to norph their application is really try
to knock them out on section 112 rejections, particularly
enabl ement and witten description. W get into big
fights with these players all the tine over that.

We were very happy to see the Synbol

Technol ogi es case which says that there's a possibility

of a defense of prosecution |aches that can render a
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pat ent unenforceabl e, the kind of patent where sonmeone is
basically keeping an application cooking along in the PTO
until finally there are conpetitor products out there and
then they manage to finally surface with their patent.
In fact, we're trying ourselves to make those kind of
rejections ourselves now, even though there's technically
not a statutory basis for the PTOto do it. W're going
forward with that and now we're running it up the
fl agpole at the Federal Circuit and see if we, ourselves,
can get prosecution |aches as a way to knock out an
appl i cati on.

But still, you're right, there is a pendency
problemin this area as well as software, conpared to
ot her art areas. Those are the biggest problens, and
mainly that's just due to finding the best people we can
that can handl e these types of arts.

MS. DeSANTI: Thank you. Desi?

MR. RHODEN:. | wanted to make a general
comment, and | get this fromall of the conpanies that |
work with, sonme 300 or so at any given tinme, relative to
standardi zation, and this is not a problemthat is
prolific across the whole industry. 1In fact, probably 99
percent of the conpanies that are involved operate in
good faith. So in a sense you can argue either way on

particul ar issues.
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The problem and the generation of everything
that's going on inside the PTO right now, and if you | ook
around the table, the presentations that were nade, you
find that probably 20 percent of the patent portfolio of
any one of the conpanies here, and they're nmgjor and
t hey' ve been around for a | ot of years, but 20 percent of
it was filed |ast year or granted |ast year. So that's
pretty serious, and that happens because of the one-
percent problem and it's the holdovers and it's the
trolls and it's the ones that kind of subvert the system

And what we need to do is find a way, and
that's why we're having these hearings here, to actually
get at those that are actually abusing the systemrather
than the ones that are actually working within it,
because from Tl's perspective if they follow along, if
you follow the rules and you operate in good faith, then
everyt hing should be okay. The problemis that we have
conpani es that are not.

MS. DeSANTI: Fred.

MR. TELECKY: Yes. Patent stalking, | guess
|'"d like to present the other side of that issue, and
that is the difficulty of knowi ng what your invention is
at the tine you make it or the time you file it. 1In a
| ot of instances you may think it's one thing, but in

reality, once you' ve | ooked at the prior art you find in
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fact that it may have shifted a bit or it's not exactly
what the inventor thought it was or what the patent
attorney filing it thought it was.

So while | agree that things |ike the 20-year
rul e have been good, along with other neasures to prevent
patents frombeing in Patent Ofice for an extraordi nary
period of tinme, we still think that you have to recognize
t hat during prosecution you may change your mnd, as you
see the art and as you think about it, as to what your
invention is. And | don't see anything wong with that
as |long as your disclosure supports what you do with your
claims, and as long as you're not running into the prior
art.

MS. DeSANTI: Thank you.

Al right, this may be a good tine to take a
10-m nute break. Wy don't we all cone back at five
m nutes before 3:00. Thank you.

(Wher eupon, a brief recess was taken.)

MS. DeSANTI: Thank you very much, and | shoul d
| et you know that we will end precisely at 4:00 if not
before, because this room needs to be used for another
function al nmost imrediately thereafter.

|"d like to follow up on sone of the discussion
that we had about trolls. | think I understand what the

problemis that you' ve described, but I"mtrying to
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figure out how that works within the context of the
present patent system which | don't understand to inpose
any obligation on a patent to actually practice the
pat ent .

So could you help nme in understanding are you
asking in effect for an obligation on the patent hol der
to practice the patent in order to seek to enforce it?
And is this an industry-specific idea because of the
problems with the very, very, very conplex technol ogy?

Pet er.

MR. DETKIN: The short answer, no. Drawing it
out, we already treat plaintiffs differently for damge
pur poses. We already say that if you could prove that
you woul d have nade sales but for the infringement, then
you're entitled to lost profits. If you didn't |ose
sal es but for the infringenment, then you're entitled to a
reasonabl e royalty.

What we're saying is that the equitable
anal ysis should be very simlar. 1'll pick on AMD
because they're not here and because we have a patent
cross-license with them but if AVMD and Intel were to
have a patent fight, well, there's a situation where it's
conpetitive, we have conpetitive products, and were they
to prove that we infringed one of their patents, that

woul d be one situation where we are essentially conpeting
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against themwth their own |IP and injunction m ght be
called for.

However, when you have a troll who's not
practicing the patent, we don't think it's in the public
interest, which is theoretically one of the factors to be
considered in determ ning whether to issue an injunction.
We don't think the public's interest is served by saying
| ntel should no | onger make m croprocessors because you
are infringing the patent of soneone who is not in the
nm croprocessor business.

MS. DeSANTI: Bob.

MR. BARR: Yes. | was just going to agree on
the injunction point, only that I wouldn't say that
there's a duty to commercialize invention or that you
can't necessarily get damages if you don't commercialize
invention. But there should be some |imts on
injunction. There should be. There are differences in
the potential damages. Then again, |I'mnot picking on
trolls. I'mtrying to try to carve out sone area for
ei ther independent devel opnment or at |east rational
busi ness processes to know what is out there.

MS. DeSANTI: Desi .

MR. RHODEN: What | was going to point out is
that it's the unfair negotiating position that the trolls

have. There's absolutely nothing that they have to give
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up. There's nothing that they need that you have and so
they're basically in the position where they have
sonet hi ng perhaps that you need. Since there's no
mut ual |y assured destruction, which is what Professor
Hall called it earlier, then they're put in a position
that if they can shut you down, and perhaps the right way
to do this is to elimnate the possibility that they can
get an injunction, then the advantage is unbal anced, and
this is not a good-faith kind of negotiation.

So that's what the problemis, and that's where
the issue of trolls conme in, is because they can cone in
and assert and shut your business down and you have no
opti on agai nst them

MS. DeSANTI: Okay. Well, I'ma conpetition
| awyer and al t hough the FTC statute says unfair
conpetition, |I'mwondering what unfair nmeans. As John F
Kennedy once observed, |life is unfair; there are lots of
unfair situations that the conpetition |aws have nothing
to say about, because it's conpetition that we're | ooking
for.

So I'"'minterested in your perspectives, but the
nere fact that people are in unequal bargaining positions
doesn't necessarily have policy inplications, so |I'm
| ooking for the plus factors as we go in along in the

conversation that make the issue even nore interesting.
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Joel .

MR. POPPEN:. | was just going add, think if you
| ook at an injunction fromthe remedy point of view, it's
really an equitable renedy and the idea, at least in
common | aw, of equitable renmedy for sonething |ike an
injunction is you have to show irreparable harm You can
work into that backwards when you' re tal king about a
troll or sonmeone who's not practicing the patent, because
in that case it's hard to i magi ne that noney damages
really won't solve their issues.

We're not saying these people who have a patent
aren't entitled to the reward the patent gives them it
really is nore of a focus on what is the reward. In nost
cases, if noney danamges takes care of the issue, that's
where the inquiry stops. |If they can denopnstrate
irreparable harm and again | think it's hard for themto
def end an argunent that says there's irreparable harm
wi t hout getting an injunction other than to say, "l've
got to have that threat because otherwise | can't get
people to pay ne the kind of noney that | want to
collect.” That, of course, only supports the position
that that really is a perversion of the whole idea of the
pat ent process.

MS. DeSANTI: Julie.

MS5. MAR-SPINOLA: In ny mnd, the issue or the
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gquestion is more of not what a patent holder is entitled
to and | don't think there should be a second-cl ass
patent holder. | think the issue is creating a |evel
pl aying field, and whether that's appropriate.

You nmentioned sonet hi ng about policy, and ny
best understanding of the antitrust lawis that it
doesn't apply to such individuals or entities that don't
practice or are in business other than to acquire
patents. So you don't have antitrust policy that wll
keep themin check. You don't have those kinds of
protections, | think, that conpanies, corporations, are
hel d to.

MS. DeSANTI: Now |let me correct the record on
that, because if in fact there is a relevant nmarket
there, and that there's a market for technology is what |
think 1'"m hearing, then conpetition |aws applies there as
wel | as el sewhere.

So if you have nore, or Stephen.

MR. FOX: | want to --

MS. DeSANTI: Did you have nore you wanted to
go into?

MS. MAR- SPINOLA: | want to think about your
comment there because | think that the issue is being
able to identify that rel evant market, whether that's

really possible to do or not. | don't disagree that
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there mght be a way to get there, but | think that path
is very difficult to get to.

And again, it's an issue of |evel playing
field.

MS. DeSANTI: Stephen.

MR. FOX: | think reflected in the concern
about trolls and hol dups is a fundanental breakdown in
the contract, the constitutional contract, between the
i nventor who is supposed to disclose his ideas to the
public in exchange for exclusivity, for a limted period
of time. The concern is where did these trolls cone
fronm? OQut of the blue, you know, the anmbush approach.
Did they really neet the contract of disclosure as
envi sioned by the Constitution? Does the US Patent
O fice today permt that kind of disclosure to be nmade
gi ven the backl ogs, given the way sone fol ks can ganme the
prosecution process in the Patent O fi ce.

| think that's one of the concerns.

MS. DeSANTI: Fred.

MR. TELECKY: Let nme look at trolls a little
bit differently and get at how would you define a troll.
For example, if you're a legitimte conpany and, let's
say, you've got $20 billion in sales today, but you' ve
gotten out of a product area and got out of it five years

ago. But you still have a large patent portfolio in that
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area, and anot her conpany sues you for patent
infringement and they happen have a patent that covers

what you're selling currently, but they produce products

only in that area that you got out of. Now are you a
patent troll if you assert your patents against them and
ask for an injunction? | think there's sonme hard

guestions there if you generalize in that area.

MS. DeSANTI: Peter.

MR. DETKIN: If | could respond to both your
comment and to Fred, nostly by echoi ng what Steve said.
| think that, Susan, you were |ooking at the wong
policy. W're not asking you to level the playing field
in negotiations. Yes, they're unfair sonetinmes. Frankly
it's sonething we were scream ng | ong and | oud in our
last litigation with the FTC when it was an issue as to
whet her we were unfairly using our |IP position against
sonmeone who didn't have as nuch |P.

What we are asking you, however, to do is to
| ook at the policy underlying the constitutional contract
as Steve nentioned, and whether or not the way the ganme
is being played today is actually promoting the progress
of science and the useful arts. What you had instead is
t he Lenel sons of the world inposing a tax on the US
econony, and that is sonmething that | would i magi ne the

DQJ and the FTC should take a long, hard | ook at. |
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mean, Lenelson is just the tip of the iceberg. He's the
nost fanous one. Frankly, | think that he got nore
press, nore air play, than he deserved, and we changed
t he whol e patent 20-year termissue, frankly, just to
deal with him | don't know anybody else, really, who
that's going to affect. At the end of the day, | don't
think that affects anybody else. But |I'mglad we at
| east solved this one problemeven if it was a little
| at e.

But, you know, we haven't even |ooked at the
ot her problem and it's sonething that you should | ook at
in ternms of how nmuch npbney he has extracted from US
conpanies. He, neaning he and his legal team Couldn't
get anything fromhim think he's been dead for five
years.

Turning to Fred's comments, yes, the definition
of atroll, | agree, is not an easy one. And that is why
| am not at all proposing there be sone hard and fast
legislation -- if you are a troll, you cannot get an
i njunction; that is not what we're saying here.

All we are saying is that we encourage judges
to consider, in considering whether or not to grant an
i njunction, whether the public interest would be served,
how t he bal ance of hardships will be served by giving an

injunction to someone who's not practicing the patent
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that's being at issue.

So using Fred's exanple, if you are being sued
by sonmebody that you need to countersue so you can try to
| evel the playing field for the negotiation and you have
those certain patents that you are not currently
practicing, well, if I"ma judge I'mnot going to give
t hem an injunction because they're in both fields and
you're not and you're only in one. | don't know any
judge is going to do that. | think it's required that
the judge take that into consideration, but the proposal
woul d not be to nmandate -- sorry, Fred -- because you're
not in that field you don't get your injunction.

MS. DeSANTI: | think we're going to take just
a couple nore comrents and then nmoving in, nmove into
patent pools and |icense, and, Mke, you had a --

MR. BARNETT: |I'mcurious if this could
potentially be effectively considered a conmpul sory
license at that point, or, and if not, how would we
di stinguish that?

MR. DETKIN: That is -- sorry?

MR. BARR: Said we won't use that term

MR. DETKIN: No, that is the natural argunent,
that this devolves to conpul sory licensing. But the fact
is that, while the history of US policy has been anti -

conpul sory-licensing and | think rightly so, there have
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al ways been exceptions, and all we were saying is that
this is one area where it would be nore appropriate to

say that damages is sufficient remedy as opposed to

i njunction.

MS. DeSANTI: Joel --

MR. POPPEN: Yes, | think --

MS. DeSANTI: -- |last word on these topics.

MR. POPPEN. | was going to say | think that's
right, and the reason for that is, | nean, there

currently is a statute, section 283, that deals with the
right to an injunction, and it doesn't say in any shape
or formthat you're automatically entitled to an
injunction if you prevail on infringement. The idea is
that the analysis ought to be one of the appropriate
remedy.

Conpul sory licensing, | think, really refers to
a different sort of format, and that is saying to a
conpany |like Intel, "You ve got to go give a license to
all these other conpanies, and that's it. |nstead, what
this is looking at is really doing an anal ysis based on
equities in a particular circunstance, whether or not
it's the appropriate renedy.

MS. DeSANTI: Well, let's nove into nore of the
antitrust issues that have been raised. Steve, you

rai sed some of these antitrust issues, and |'minterested
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in the thoughts of our panelists on patent pools and
cross-licensing. Leaving aside the holdup problem are
there antitrust issues? How are the intellectua
property guidelines working for you? Are there
observations that people have to make in this area?

St eve.

MR. FOX: 1'll start off. | think in patent
pools to a certain extent the antitrust |aws are being
used as a sword when they shouldn't be by certain patent
owners who want to participate in a pool, but who wl
say they cannot discuss the price of the patent, the
royalty charge, to be charged for the patents that they
own because discussion of prices anong horizontal
conpetitors mght lead to antitrust concerns of price-
fixing and that kind of thing.

So for those patentees who have critical
patents to be thrown into a pool, they m ght use them
They m ght hold back on their pricing, arguing they can't
di scuss price until it's all done. And that works
agai nst the promul gation of effective technol ogy
effectively into a pool situation. The sane is true in
standards to sone extent.

MS. DeSANTI: O her observations? Are patent
pool s working as ways to overcone sone of these patent

t hi cket issues?
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Desi, you're very involved wth standard-
setting; maybe you can take this one.

MR. RHODEN:. Well, actually, within standard-
setting, we don't use the concept of patent pools. But
what we do use is sonething that's called reasonabl e and
nondi scri m natory, and reasonabl e and nondi scrim natory
is very specific. The courts are the ones that
ultimately define what that neans, but it does address
the issue that you cannot excl ude anyone.

And we can't really create standards in the
i ndustry wi thout having a way of preventing exclusion.
Now, then you get to what is reasonable? WelIl, |I'm
certainly not the one that can do that part. So, we
don't use patent pools directly in nost of what |'m
involved in. They are used in sone |level in sonme places,
but we find that that particular prem se is the one that
we use the nost and it's been pretty effective. So far
the courts have agreed there.

MS. DeSANTI: Bob, | have the feeling you have
sonet hing to say.

MR. BARR: Good. The one thing that | |ike
about patent pools, I'Il start there, is at least in the
consol idated adm nistration and the effect that it has on
l[imting the stacking problem which brings ne to the

reasonabl e, nondi scrim natory royalties and the problem

For The Record, |nc.
Wal dorf, Maryl and
(301) 870- 8025



(o) NN |

10
11
12
13
14
15
16
17
18
19
20
21
22
23
24

25

734

we opened up earlier of disclosure. So years ago, and
maybe | ast year, maybe |ast nonth, the standards bodies’
primary concern was just what you said -- that to have a
standard we have to make sure nobody can block it. So
t he standards bodies did the right thing and said people
ought to conme forward, disclose their patents and agree
to |license them on reasonabl e, nondiscrim natory terns.

So that was, to nme, you know, a solution to
first problem Second problemis now everybody knows
that they can get in big trouble if they don't disclose
their patents there. They need to educate their
engi neers, their representatives on the standards bodi es.
Not everybody, but people I'mworking with were al
trying to put together databases to disclose all our
patents. Fine.

So go to the | EEE website, 802.11, for exanple,
see how many patents have been discl osed for 802.11.
This is a very forward-1ooking, wireless LAN standard so
we can all work all the tinme wi thout ever disconnecting
fromthe network, and is very inportant. And you woul d
find 30, 40, 50 patent claimants |listed there under
variations on the 802.11 standard, and that's just an
exanpl e.

The fact that sonmeone makes a disclosure is

their attenpt to do the right thing, to not ambush
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anyone, and as | say we're all setting up infrastructure
to do it. W disclose our patents and when we | ook
there, we go, "Well, now what's reasonabl e and
nondi scri m natory?" Maybe it should be | ooked at in the
aggregate of the stacking problem being that there are
this many patent holders. So what's reasonable so that
we can put out these products? All of us can put out
t hese products. Maybe we should take into account the
multiplicity of patents, the thicket that's now
surroundi ng the standard. And once we get past the
di scl osure problem we're going to have to address that.

| don't know if patent pools are the right way
to address that, but I'm not aware of any court that's
addressed it, except I'mtold in Europe it's been
rejected as a defense. And so you can end up paying
under this theory 120 percent of your revenue for
practicing a standard.

MS. DeSANTI: Bob, could you expand on that a
little bit, because | wasn't sure that | understood
everything you were saying towards the end about the
Eur opean system --

MR. BARR: Oh, | --

MS. DeSANTI: -- and the royalty-stacking
i ssue.

MR. BARR: Ckay, I'Il back up, because I'ma
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little on shaky ground on what the courts have done --

and people can help me -- and what the European

was. | know | read it and | don't have it.

royalty?

deci si on

But what is a reasonabl e, nondiscrimnatory

Do you |l ook at the individual claimnt's

patent? First of all, is it any different than

reasonabl e royalty under the statute anyway? |

know. The issue of whether you | ook forward or

has been raised in the literature about whether,

know, it's certainly a nore inportant

val uabl e now that it's a standard.

a
don't
backward

you

patent and nore

But assune it's disclosed and assune there are

many patents on the standard, in ny exaggerated

exanpl e,

you know, enough that at a few percent each we got over

100 percent, so do you take that into account and who

takes it i

nto account in | ooking at what a reasonabl e,

nondi scrimnatory royalty is? That's what | cal

|l ed the

stacking problemthat's going to get worse as people

abi de by t

heir disclosure obligations a little nore

aggressively and, when in doubt, disclose.

But ny reference to Europe was | believe that

when someone raised that, it was rejected. But,

and

before | ask you whether | answered the question, there's

one nore point | was going to nake about that.

probl em - -

you m ght see this comng fromne --
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problemis predictability in the standards bodies. The
st andards bodies, IEEE in particular, aggressively object
to any discussion of patents and | don't really blanme
them We don't want everybody tal king about what cl ains
are this and so on, but | would like to see disclosure of
licensing terns when you make this disclosure of, "I'm
going to license on reasonabl e nondi scrim natory terns.”
|'d like to know what they are before ny people vote yes
on the standard. |It's legitimate, | think, to take
econom cs into account, and even the | EEE recognizes it's
legitinate to take business pricing into account in
deci ding and voting on a standard. And I1'd |like to see
open disclosure of the licensing terns in advance, and
t hen people can say, "Well, on a stacked basis we're
| ooking at a 80 percent royalty here, so we're going to
vote against it, or they can say it's reasonable.

MS. DeSANTI: Ckay, we'll go to Stephen and
then we'll go back to you, Desi

MR. RHODEN: That's fine.

MR. FOX: | agree with what Robert just said.
Reasonabl e and nondi scri m natory does work in some cases,
but what's nore inportant is a full disclosure of so-
call ed essential patents to whatever the activity is.

And that is an issue in itself, essential versus

nonessential and under the unbrella of a technol ogy, for
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exanpl e, what do you really need versus what rel ates
sinply to inplenmentation.

And you get into the issue of, does one size
fit all when you have a package of patents? There is a
trend currently to say that, "One size fits all, you have
to take the whol e package or you can't have any, it's al
or none.” And then fol ks say whatever the royalty wl|
be will be reasonabl e and nondi scrim natory, but by the
time you've identified what's in the package and gotten
over that hurdle, then the question is, what's the
royalty? And if you haven't agreed upon it at that point
intinme, the parties in the pool could be at a serious
di sadvant age.

So as Robert said, it's inperative to know
bef ore you sel ect the patents and when you define the
pool, what's the royalty going to be?

MS. DeSANTI: Thank you. Desi?

MR. RHODEN:. | don't think there's any standard
body, standard devel opnent organi zation, that woul dn't
actually go along with having sonething |ike either one
of you are saying. It has usually been the participants
and the | egislation that exists around that that has
prevented us fromtal ki ng about it.

MR. FOX: Correct.

MR, RHODEN:. And so essentially --
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MR. FOX: Exactly right.

MR. RHODEN. -- in terns of defining what is
reasonable or is it sonething that you nake public,
that's one of the areas that | think that the FTC and DQJ
can actually step in and nake some suggesti ons, sone
guidelines. | don't really know exactly what you woul d
cone up with.

But there is a need for us to know. Now sone
of the people that say reasonabl e and nondi scri m natory,
sone of them say, "We will offer it at reasonabl e and
nondi scrim natory and by the way it's going to be free
for anything that is inplenmented in this standard." It
doesn't say that they're giving away the IP for al
products. It said that they're willing to offer it for
t he products that are involved in the standard. That's
sonething that's relatively new.

MS. DeSANTI: Anyone else? Fred.

MR. TELECKY: Yes, |1'd just like to say that I
don't think TI's a nenber of a single patent pool, just
to put it in perspective. Guess what |'msaying is it's
not really an issue for us in our area of business. The
whol e standards issue is a big issue, the disclosure
requi renents, what's rel evant, what's necessary, what's
essential; that's a huge issue just froma work

standpoint. But just classical patent pooling, we just
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don't see it.

MS. DeSANTI: So in ternms of the antitrust
i ssues that you run into in standard-setting, is there
nore to say than has been put out here?

MR. FOX: Well, clearly there's a lot nore to
say because April 17th and 18th are reserved for those
t opi cs.

MS. DeSANTI: Yes, but this is your opportunity
to lay the foundation for sonme of that discussion by
giving a business perspective on it. | think that those
conversations may be nore arcane in the antitrust sense.

MR. FOX: We pronise we'll have nmuch nore to
say.

MS. DeSANTI: All right.

MR. BARR: Yes, let nme just agree with Steve
that it's an area you can help us in, because it is sort
of fear of antitrust issues, | think, that keeps the
st andards bodi es from maki ng sone of the inprovenents
that we're | ooking for.

And while I'"'mat it, on nondiscrimnatory,

there's also no definition. | saw a letter to a
st andards body today that said, "I'll be
nondi scrimnatory but that doesn't nmean I'l|l offer the

sane terns to everyone."

MS. DeSANTI: Could you just, for the record,
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| ay out which antitrust issues you think that create the
nost anxi ety?

MS. BARR: [|'Ill pass on that.

MR. RHODEN:. Ckay, we have hard and fast rules.
Anytime sonebody nmentions the word "price" they're al nost
al ways thrown out of the room W have that because we
want to make absolutely certain that we do not violate
any of the antitrust policies, and so that's why you'l
never see a patent letter that has anything listed in it
about what the rate is. And actually, I would say, nine
out of 10 tinmes when | review a patent letter that cones
from sonme place, it usually does have that in there.

And so people, | think, in general want to nake
it public and they'd like for everybody to know exactly
what it is, but we feel from at |east, our
interpretation of the guidelines that we can't do that,
because then it would be a violation of antitrust because
it would be price-fixing or whatever.

Now i f you come out and say somet hing
different, frankly, we're |ooking for guidelines. If you
hel p us out here, you give us sonme guidelines, if you
don't like the way we're doing it, let's change it so we
can fix it and actually service the industry. Because
t he standards bodies are really the industry working for

the industry. The sanme people that are in this room are
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all in the sanme organizations trying to work, and doing
what the custoners essentially won't |let us do any ot her
way. Every one of us here, every conpany here, would
| ove to own their own market. We're in standards because
the custoners won't have it any other way.

MS. DeSANTI: Joel

MR. POPPEN. Well, to the extent you're asking
for a laundry list, | guess | will go back to the one
that | presented earlier, and that is the ambush problem
From an antitrust point of view obviously what happens
there is there's incredi ble market power created by, in
particul ar, the know ng nondi sclosure and really an
intention to have exactly happen what happens, and that
is you hope for your IP to be adopted. It gets adopted,
you don't tell anybody, you're then in position where you
have i ncredi ble market power based on that adoption. So
t hat anmbush issue that | think is clearly an antitrust
i ssue on top of the things that standards bodi es do or
don't do based on not knowi ng whether it's an antitrust
i ssue or sone sensitivity to it.

MS. DeSANTI: Fred.

MR. TELECKY: Yes. Getting to standards and |
think the Dell situation has given us a |ot of pause, and
t he whol e problem of know ng what to disclose and when to

disclose. | think JEDEC s got sonmething |ike 50
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comm ttees and subcommttees and JEDEC is only one of a
mul ti tude of organi zations that Tl belongs to. And we
send engi neers; we don't send patent |awers. Even
patent | awers don't have perfect know edge of what our
patent portfolio is. TI has sonmething |ike 8000 patents
in the United States that are active patents, and for us
to know what's in that portfolio, we think, is just a
m nd- boggl i ng, budget-busting exercise to try to figure
that out with any degree of accuracy at all.

Typically, for exanple, when we go through our
portfolio to see what patents are valuable for a
particular licensing situation, we'll find patents that
are 12 years old, when we conme up for the 12-year
mai nt enance fee. Up to then we didn't know about them
Nobody knew about them So if we didn't disclose that, |
mean, are we suddenly in trouble with a standards
organi zati on? Reasonabl e people can di sagree on the way
you read a patent claimwithin a single licensing
organi zation or listen to a licensing debate. Wtch a
litigation and watch the judge scratching their head
trying to figure out who's right in a Markman hearing.

We think the problens are just enornous in that
area with having sone kind of an absol ute disclosure
standard. And then you've got all the problens of

figuring out what's essential or what's necessary or
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what's relevant, all these different terns. |Is a
background patent relevant? TI had a patent on the basic
integrated circuit at one tine, the Kildy patent, both in
the United States and Japan. We presune that npst people
woul d require that for a whole host of standards. Do we
have to disclose that?

We see a | ot of people disclosing everything
t hey've got. They say, "Half our portfolio is necessary
or essential for this patent Wat kind of notice does
that provide? | nean, we could say, "Sure, we've got
8000 patents, need themall."” [It's not good faith. So,
| think there are a |ot of problens in that area.

MS. DeSANTI : Desi ?

MR. RHODEN: Fromthe issue of standardization,
|l et me address directly your comrent.

If later down the road you discover that you
have a patent, | don't think any of the standards bodies
are saying that you have to disclose every patent that
you' ve ever created. Essentially what they' re asking you
to do, and I hope I don't wind up shooting someone in the
foot by saying this, but in my opinion what we're saying
is that if you do not disclose that you have sonething
and you discover it later, then by definition you're
basically saying, "lI'mnot going to go after that

standard. "
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And | believe that's reasonabl e, because if you
want to assert sonething against a standard that is going
to create an automatic market and to create automatic
custonmers and to create automatic | ock-in, then you
shoul d do sonme due diligence and actually make sure that
you have covered your bases. The flip side of that is to
say, "Well, | didn't really review this until 12 years
down the road." You get into that slippery slope there
where did you know about it or did you not?

And remenber, |I'm not talking about the
conpani es that operate in good faith, |I'mtalking about
t hose that abuse the system

MS. DeSANTI: Robert?

MR. BARR: Just real briefly on that, ny
observation is that the nmaking the patent unenforceable
when soneone fails to disclose it is the draconian
remedy. As |long as reasonable, nondiscrimnatory terns
don't tell us nuch anyway, | think we should default to a
failure to disclose obliges you to license on reasonabl e,
nondi scrimnatory ternms which is the initial concern of
t he standards body, that somebody wouldn't block it in
the first place.

But the current renmedy is, maybe in egregious
cases, | don't know, but in all cases |'ve seen is to

make the patent totally unenforceable. So I'd actually
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synpat hi ze with the patent hol der on that one.

MS. DeSANTI: Well, can | clarify it, is it
totally unenforceable or unenforceable with respect to
that particul ar standard?

MR. BARR: W th respect to the standard.

MR. RHODEN: That's right.

MR, BARR: But |I'msaying with respect to the
standard, there would be a RAND obligation as we now cal
it, but then you get to ny concerns about what does that
mean and how do we deal with that?

MS. DeSANTI: Fred?

MR. TELECKY: Yes, | have a problemwth
unenforceability, for all the reasons that | just
mentioned. | think it would an inequitable result given
the difficulties, and apparently it's an absol ute-
liability sort of standard that's being proposed here.
We think it would |l ead to peopl e abandoni ng standards
organi zations if that were the result. It would be
better to not participate and just be able to use your
patent portfolio the way you think it makes sense, rather
than to have to live up to some, "If you don't disclose
it you lose it."

And then if you do overdiscl ose, then |
guestion what good is that. What if you're wong, what

if you say this is essential for the standard and it's
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not ?
MS. DeSANTI: Stephen?
MR. FOX: | think it is --
MR. RHODEN:. Nothing I --
MS. DeSANTI: Go ahead and then --
MR. RHODEN: -- so | --
MS. DeSANTI: -- Stephen.
MR. RHODEN: | don't think that requiring

people to disclose would lead to the end of standards
organi zations and in fact | would have to say that it's
been nmy experience that follow ng down that path, and
when the courts have actually made rulings along these
i nes where the Dell ruling or something along that |ine,
t here have been nore people that want to get involved,
because they said, "Well, we |ike the way that we can
have at | east some protection going down that path.”

Now you do open up and say, well, what about
t hose people that are not part of the standards
organi zation? \What about the decisions that you make and
the people that are not there? Howis it that whatever
| P they may have, how do you deal with that? And that's
anot her thing that we'd be |ooking for input fromyou
guys here.

MS. DeSANTI: Stephen and then Peter.

MR. FOX: You have to be careful not to be
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overly sinmplistic in defining what is a standard and
what's essential, because a standard today nay not be the
sane standard as tonorrow and the one standard today may
nor ph into sonething slightly different tonmorrow, next
year, three years, five years, whatever it my be
downst r eam

So the process of identifying patents and
maki ng them avail able | ater on has to sonehow be
accommodated in the guidance that you give.

MS. DeSANTI: Peter.

MR. DETKIN: We have to be sonewhat careful
here in our ternms. We're not tal king about |icensing
patents, we're really tal king about |icensing a
technol ogy. At the end of the day the process is doing
fine, which is essentially JEDEC or some other commttee
wi || develop a technol ogy, a standard, a specification,
and the conpanies that participate in it can at a certain
poi nt say, "Yes, we want to sign onto this and we w ||
license this technol ogy, we have sone patents that are
relevant to this specification.”

And nost conpanies wll have a good idea, to an
80, 90 percent confidence |evel what patents they have.
| mean, there's going to be the one patent that you
didn't know about that was buried that came up for

renewal , but for the nost part you will know which
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patents are inplicated by the specification that you are
si gni ng onto.

And as to the last 10 percent, essentially you
are taking a risk, but you' re saying, "When | find those,
that last 10 percent, | amgoing to |license this under
the terms that the commttee has agreed on." Cenerally
these days it's R&D, we don't call it RAND, which | also
agree with Robert is an undefined, big and potentially
very dangerous term because of the patent stacking
pr obl em

But if you want to play the game, that's one of
the costs, which is you're agreeing to license the
technol ogy and patents on that technol ogy.

MS. DeSANTI: Fred?

MR. TELECKY: Yes, | guess if it were that
sinple it mght be easier for us if it was just a
technology, if it were understood that these were patents
specific to that technol ogy and they don't include
background patents |ike our integrated circuit patent or
sonet hing that would cover any standard, no matter what
was i nplenmented. Because in that case it doesn't matter
what standard is ultimately chosen, we have a patent that
covers that.

MR. DETKIN: We try to address that -- | agree

with Fred -- we try to address that by tal king about
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patents that are necessary to inplenent, as opposed to
things in the background that could be used or could not
be used; if it's not necessary to inplenent the standard
or the specification, then it's not one that we would
consi der under the R&D obligation.

But | think that varies and that's one fl avor
of standards. There are a lot of flavors out there, and
| think that that's sonmething you'll explore the 13th and
14t h.

MS. DeSANTI: Let nme ask you nore broadly,
since these are areas that are | ooking both at how
busi nesses are finding conpetition and intell ectual
property policy on the ground, but also stepping back to
| ook at a broader policy perspective at these issues, if
you have any comrents on the role of patents with respect
to innovation in your industry, and the role of
conpetition with respect to innovation in your industry?
And I'Il just throw that out for anyone.

Ckay, Joel ?

MR. POPPEN: | would tend to say the answer is
it depends or includes all of that, but certainly I think
conpetition has a ot nmore to do with it. [|'Il give you
exanpl e.

We, Mcron, tries to position itself as the

| owest -cost provider of menory products of all of our
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wor | dw de conpetition. There's nothing about patents
t hat suggest to us that we should be innovating to be the
| owest-cost provider. And much |like Robert said, if the
patent system went away tonorrow, we woul dn't change our
behavior. W would still try and be the | owest-cost
provi der because of the conpetition issues.

On the other hand, the patent system does play
a role, and does play a role in innovation. | think it's
just a much | esser role than maybe in a | ot of other
i ndustries.

MS. DeSANTI: Peter.

MR. DETKIN: What | want to say is that the
clear driving force behind innovation is conpetition, |
mean, |Intel spends, you know, three or four or nore
billion dollars a year in innovating because we face
fierce conpetition at every level fromvarious different
conpetitors, and if we don't do it, we're going to be
knocked out of the market in a heartbeat by AVD or VO or
Trans- Meta or whonmever, or Sun or |BM or DEC or Conpaqg
now or HP. There're a | ot of them

The patents, however, are necessary partly,
well, primarily for defensive reasons, but we can't |ose
sight of the free-rider problem So we still need the
right to exclude to deal with the free-rider problem

because there are a nunber of conpanies out there --
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MR. BARR: VWhat's that?
MR. DETKI N: -- that would like to --

MR. BARR: What is that? What do you nean by

t hat ?

MR. DETKIN: Well, the free-rider problem
meani ng people who will conme in, having -- well, to take
advantage of the billion dollars in R& that we spent to

devel op a market and to devel op a successful product.
It's not that hard to knock off really any sem conductor
product at the end of the day with a couple of talented
engi neers and a fab.

You seem surprised at that but I'"'mtelling you,
20 --

MR. BARR:  Very.

MR. DETKIN: -- 20 skilled engineers in a room
can cone up with any sem conductor product, and they can
just go to TSMC and say make this for us.

MS. DeSANTI: Ckay, Stephen and then Fred.

MR. FOX: Okay, that's the point | was going to
enphasi ze, too, is the free-rider problem |It's only a
matter of tinme if you don't protect the output of the
t echnol ogi cal advance. |f anybody can cone al ong and
freely copy it, it's only a matter of tinme before the
i nnovat or stops innovating because what's the use, you

can't nmake a buck out of it.
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It's very inportant. HP gets patents for four
reasons. Nunber one is to prevent other folks from
copying, to preserve our markets. Nunmber two is to have
a portfolio that we can use for cross-licensing. Nunber
three is to get patents to make sure sonebody el se
doesn't get a patent on the same thing, going back to
what | said earlier about independent inventions being
done by people conpletely independently, in different
pl aces, different areas of the world. |If we don't get
the patent, sonebody else will. It will put us at a
di sadvant age.

And then the fourth reason is sinply to get a
decent return on your investnent through out-licensing or
ot her revenue-generating neans.

MR. DETKIN: |Is that in order of priority?

MR. FOX: Basically it's in that order: one,
two, three, four. HP may be a little different than sone
conpanies. We have a sizable part of our business that
does rely on patents to preserve our markets. But on the
ot her hand, we have another part of our business where we
seened to get picked to death on the hol dup situation.

MR. DETKIN: | mght flop around reasons three
and four but | tend to agree with you, probably |less --
oh, sorry.

MS. DeSANTI: That's okay. Fred?
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MR. TELECKY: Yes, | think | agree pretty nuch
with what's been said, but if |ooking specifically for a
link with innovation |I think you can't overl ook the
di sclosure that the patents pronmote. |'mtalking about
when you | ook at a gl obal econony |ike we've got today,
certain countries |ike Japan are, have been notorious for
being very difficult to know what they're doing
technically. And everything's witten in Japanese; not
many people read that. A lot of their publications are
circul ated anpbngst Japanese conpanies only, and you can't
get sonme of the technical journals. |It"'s inpossible.

So we find those patents a source of ideas. W
see things in themthat we m ght not otherw se see.
Peopl e woul d keep them trade secret. And | think you'd
probably see a lot nore trade secrets around, and to ne,
t hat woul d sl ow i nnovati on.

MS. DeSANTI: Desi and then Robert.

MR. RHODEN. Well, it's been ny experience that
conpetition is what drives the innovation; patents have
al nost nothing to do with innovation. Because as soon as
| get a product out and | get conpetition, as you' ve
heard here, it's pretty easy for anybody to say, "Ww,
that's a neat product, | want to do sonmething just |ike
that. | can go off with a few engineers in a very short

period of tine and do exactly the sanme thing."
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Now obvi ously you got to change sonet hi ng about
it, otherwise you' re going to wal k across sone patents,
and so the protection part of it, I think, is what the
patents serve, not the innovation. So in other words,
the fact that | can get a patent doesn't necessarily
guarantee that I'mgoing to innovate. | think it's quite
the opposite. | think it winds up being the conpetition
more than anything else; at least, that's within the
circle of people that I work with, that's a pretty
uni versal feeling.

MR. DETKIN: Right, but don't forget there's no

incentive to do the innovation if at the end of the

day - -

MR. RHODEN: Well --

MR. DETKIN: -- you're not going to be able to
protect it.

MR. RHODEN: -- that's right.

MS. DeSANTI: Thank you, Peter.

MR. BARR: Well, and I -- am | up?

MS. DeSANTI: Yes, you are, Robert.

MR. BARR: | certainly think that's an

i nportant function of patents, to protect against
copyi ng, absolutely. But I think it sonmewhat depends on
the industry and the stage at which the industry's in

whet her that's an inportant factor in innovation. |
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think | addressed that.

| wanted to address the disclosure thing. |'m
glad to hear Fred say that their conpany gets val ue out
of disclosures, particularly from other countries. |It's
been ny experience in ny practice, not just with Cisco,
that |I've actually never net an engi neer that |earned
anything froma patent. And | also think it's inportant
to note what Peter said, which is the philosophy of many
of us now, that if we can keep sonmething trade secret, he
was tal ki ng about processes, and historically, you know,
there's both sides to that -- you see plenty of patents
on processes, maybe that's the ones that Tl |earns from
-- but in general we will choose not to patent if we
believe we can keep it a trade secret because we're just
publ i shi ng sonet hing that soneone el se could then use and
we woul d never know it. If it can be kept a trade secret
by us, it could be kept a trade secret by them and it's
not worth patenting. The bargain breaks down. Mbst of
the conpanies that | visit with and conpare notes, it's
al ways detectability and trade secret issues that are
part of their criteria for patenting these days, and
they're not going to disclose things that they can keep
trade secrets. The patent system in ny opinion, doesn't
hel p cause people to disclose things.

MS. DeSANTI: Okay, | think we'll take a final
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round of any comments people would like to nake.
St ephen, go ahead.

MR. FOX: Yes, I'll pick up on one comment over
here. While in sone cases, conpetition does drive
i nnovati on, you have to start then with the prem se that
you have the freedomto conpete. How do you get the
freedomto conpete; get it through the patent system

MR. BARR: Mark Twai n went broke.

MR. FOX: Made a |ot of noney witing books,

t hough.

MR. BARR: You see part two?

MS. DeSANTI: Any final comments that people
woul d i ke to make? Julie?

MS. MAR- SPI NOLA: Somewhat related, | think --
and this is one of the issues that | brought up earlier,
my observation of the trend of licensing practices with
sone conpani es and underlying philosophy of making it a
revenue maker, as opposed to a device for protecting your
t echnol ogy and your devel opnent -- sonetines overzeal ous
licensing practices actually stifle innovation, for two
reasons.

One is that, if everybody continues to make
their technol ogy through their patents avail able and
we're willing to pay for that, then a conpany has to make

a decision sonetinmes as to whether they're going to use
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t hat noney to pay soneone for the license or use that
noney to pay for innovation, R&D

The other thing, | think, too, is that if
you're going to pay for it and it's usually a hefty sum
at |least that's been ny experience, | think you' re going
to practice it or you're going to find a way to practice
a portfolio that you just cross-licensed. That takes
money, and | think also what it does, too, is that you
may be offering a product now that others offer, so to a
custonmer you may not be offering sonmething that is
i nnovative, or unique. But what you're doing is that
you're offering sonmething that sone other conpany has
devel oped and you've paid a pretty penny for it and you
need to do it.

So | think again sonetines overzeal ous

practicing, overzealous licensing will result in |less
i nnovation. So patents aren't always, |ike anything
el se, | suppose, as positive.

MS. DeSANTI: Thank you. Fred?

MR. TELECKY: Yes, | guess if this is opento
just anything, patent thickets have been sonething that's
been underlying, | think, a | ot of what we've been
t al ki ng about today, and | think our observation at Tl is
that we haven't seen a big problemresulting from patent

thickets. | think that when you have to negotiate with
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sonmeone, they'll use their patents for trading materi al
just like we will, and you deal with each individual at a
time, you don't find people ganging up on you.

So we're able to take the same clutch of
patents we've got and negotiate with nultiple people to
get licenses that we need. So, you know, it's not as if
one or two big conpanies held all of those patents and
wer e keeping everybody else out. So you can, | think,
negotiate with these people one at a tine and get the
freedom of operation that you need that way.

And | don't think there's an issue, a serious
issue, with quality of those patents, because we don't
see that many what we woul d consider to be unenforceable
patents asserted against us, not seriously. | think you
realize you end up spending too nmuch noney and you have

too many problenms if you try to assert a patent that you

think may be invalid. |If we see a patent that we think
we've got a problemw th, we'll either not use it at all
or reexamne it. Reexam nations are avail able to patent

hol ders to try to correct sone problem prior art
problenms, if not everything was in the office right away.
We use re-exans quite a bit.

So we just don't see the big issue with patent
t hi ckets as an obstacle. |In fact, sonmetinmes they' re even

a positive spur for innovation, if we want to design
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around. | nean, if sonmebody's got a patent, they don't
want to license it, in only a few cases do we see soneone
saying, "Hey, we're not going to license that patent at
all." Usually it's about nmoney. So in those few
instances, it may be a spur to design around, or if the
royalty rate's too high, it's a spur to design around,
create new technol ogy that way.

MS. DeSANTI: Bronwyn, we're glad you're back.
MS. HALL: | just can't resist a comment or two
on -- fascinated to hear this --
MS. DeSANTI: Can you pull the m crophone
cl oser?
Thank you.
MS. HALL: Yes, | know | m ssed sonme good

stuff, and I"mnot going to conmment on the stuff that I

m ssed,
but --

(Laughter.)

MS. HALL: Onh, |I'm an academc, | can conment
on anything. But the re-examthing is kind of -- I'm

afraid it's sonething that I have the nunbers on and, you
know, between, | guess, 1979 and 1999, give or take, you
know, 20-year period, there were 3000 re-exans requested
in the US PTO and 50 percent of those were requested by

the hol der of the patent. 1It's |less than one percent of
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patents. It's just not a big deal and I'mreally
surprised to hear you say that you've requested a | ot,
because it's not visible in the data.

MR. TELECKY: Well --

MS. HALL: It nust be in the |last year or two.

MR. TELECKY: -- we like to think our
portfolio's big, but I don't think it's going to inpact
your dat a.

MS. HALL: | nean, it's not that it wouldn't be
nice to have re-exans, but the way the rules are set up
it's not in nost conpanies' interests.

MR. TELECKY: Well, | think --

MS. HALL: To request it and --

MR. TELECKY: =-- | think in fact if you -- |
think you're right if you're tal king about requesting
exam of sonebody el se's patent, but if you request
exam nati on of your own patent --

MS. HALL: Your own, yes.

MR. TELECKY: -- | think things change, because
it is pretty much just an ex parte kind of a --

MS. HALL: Yes.

MR. TELECKY: -- prosecution just |ike the
original patent, you know, when you got the patent.

MS. HALL: Well, that's the point of ny

nunbers, half of them are requested by the patent hol der.
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MR. TELECKY: Right. So but the point is, we
do use it as a tool because it's an absolutely essenti al
way to dispose of prior art that wasn't considered by the
Patent Office, but nonethel ess you think you' ve got a
very good patent fundanentally. You think that the basic
invention was there. You think you may need to scope
back on your broad clains a bit, but there's still
sonet hing very useful there.

We' ve got sonme patents we've reexam ned tw ce,
and you end up with a patent that's got a | ot of
presunption of validity.

MS. HALL: So it's your own patents, okay.

MR. TELECKY: Yes, exactly.

MS. HALL: Yes, okay, fine. That | wanted to
clarify.

MR. TELECKY: No, we never request exam nation
of anyone el se's.

MS. HALL: Yes, yes, yes, that's consistent
with what | know, that --.

MR. BARR: Surprised it's 50 percent, you're
sayi ng 50 percent?

MS. HALL: 50 percent of all re-exans appear to
be --

MR. BARR: | expected --

MS. HALL: -- between 40 and 60 percent appear
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to be requested by the owner. |It's a little hard to
tell, the 40 percent is the absolute m nimum The reason
it's hard to tell, of course, is because the law firns

sonetinmes request them so you have to manually check
that, and we haven't been able to do that.

But | would say 50 percent is a pretty good
nunber, |'d put a | ot of confidence on that being roughly
the right nunmber of those 3000. But that's only through
1999. Really what | was wondering was whet her he was
referring to the last two years for his own patents, and
it's his owmn patent which I, you know, very possible.

MS. DeSANTI: Okay, Peter, we're going to |let
you have the | ast word.

MR. DETKIN: ©Oh, oh, that's great. just to see
whi ch conpany you - -

MR. FOX: Now | want to talk --

(Laughter.)

MR. DETKIN: This discussion of re-exans is
interesting. | have sone strong views on re-exans but
it's really tangential to the thicket issue. You'l
recall the nunber they put up on the slides know,
indicating that in the sem conductor/system areas, close
to half a mllion patents active out there, and the
problemis not that they're all invalid or that a | arge

portion of them are unenforceable. Sonme of them are, but
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t hose aren't the ones that we're tal king about.

The problemis that there's unavoi dable
overlap, so that at some |level we're going to have to
worry about the patents of all as, | think it was, half a
mllion patents owned by nore than 40,000 parties, that
we have to worry about all those parties, and we have to
worry about how we're going to negotiate with them Sone
of them don't want to negotiate with us. | know how to
negotiate with other contributors in the field, but there
are sonme out there who just say, "I just want billions of
dollars.” It costs themnothing to go to litigation.
They get a contingency-fee |awer, they can keep
[itigation going for, you know, quarter-mllion-dollar
i nvestnent, no problem and they force ne to spend
mllions of dollars, which is worth it fromlintel's
st andpoi nt, because |I'm protecting a revenue stream of
tens of billions of dollars, and it's a lottery ticket
for them

And you play the lottery enough tinmes, sooner
or later sonmething's going to hit. So the issue is not
re-exams, it's not validity, it's not enforceability. In
fact, every one of the trolls we faced we have beat them
back with clainms of noninfringement. | just got one
affirmed yesterday fromthe CAFC. Datapoint, another one

that's out there that you guys don't have --
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MR. BARR: Another troll?

MR. DETKIN: So the re-examis really
tangential to the issue.

MS. DeSANTI: Ckay, all right, Stephen, we'll
|l et you go and then --

MR. FOX: Ckay, | don't want to --

MS. DeSANTI: -- the record remains open, but
go ahead.

MR. FOX: -- 1 didn't want to upstage Peter
but | do have one thing in the nature of a cl osing
comment .

We heard earlier in this panel discussion
perhaps | egislation could fix sonme of these things, but
woul d Iike to encourage the FTC and DQJ to | ook at sone
shorter-term solutions. You know, | view |legislation as

a long-termkind of a thing. It takes a long tinme for

bill to work its way through, and just about the tinme you

think you've got it right, then the Congress adjourns and

you start all over again next tinme.

Meantime, | think that the FTC and the DQJ
coul d be | ooking at ways to interpret what we've already
got on the books in the way of laws to --

MR. DETKIN: Hear, hear.

MR. FOX: -- help us through some of these

si tuati ons.

For The Record, |nc.
Wal dorf, Maryl and
(301) 870- 8025



(o) NN |

10
11
12
13
14
15
16
17
18
19
20
21
22
23
24

25

766

MR. TELECKY: Hear, hear.

MS. DeSANTI: Thank you very much, and I wll
note that the record renmains open, and we are accepting
further comrents. |If you have ideas on areas you woul d
like the antitrust agencies to think about, please |let ne
note that, you know, send in your comrents, your cards
and letters and all of those things are very wel cone to
us. This is just the start of a process of thinking
t hrough these issues. There's going to be a lot nore to
cone.

But | would |like everybody in the audience
pl ease join me in thanking a wonderful panel of
presenters.

(Appl ause.)

MS. DeSANTI: And with that, we conclude our
Ber kel ey sessions. Thank you.

(Wher eupon, at 3:58 p.m, the workshop was

concl uded.)
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