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area of commerce. One principle that flows from the Commission’s many contributions in this
regard is that standards organizations should generally be allowed to resolve patent-related issues
ex ante — that is, before a given patented technology has been adopted as a standard, and before
the standard has become entrenched in the fabric of affected industries. But what value are ex
ante licensing commitments if the patent holders that provide such commitments, or subsequent
assignees of the encumbered patents, are free to later revoke the commitments and launch a
monopolistic patent assault on the affected industries?

That is the fundamental question posed by the N-Data case. While Dell applauds the
Commission majority’s efforts to negotiate a remedy to foreclose further anticompetitive acts by
N-Data, Dell respectfully requests that the Commission reconsider the merits of supporting its
proposed consent order through a Sherman Act-based claim against N-Data. In Dell’s view, for
the Commission to signal that the Sherman Act simply does not apply to this fact pattern is not
merely mistaken, but indeed dangerous, for this message could serve to encourage other firms to
renege on binding license commitments in the future. Nothing could do greater harm to the
enterprise of collaborative standard setting.

I1. Factual Background

In the early 1980s, the IEEE, a private standard-setting organization, developed and
published the first standard Ethernet protocol governing communications between computer
equipment over a LAN. The original IEEE Ethernet standards allowed LAN equipment to
communicate over wired connections at speeds of 10 megabits per second (“Mbps”). During the
next decade, Ethemet technology gained popularity and marketplace acceptance as more
products, such as PCs, network hubs, switches, and workstations, adopted the Ethernet standards
for synchronizing LAN communications. Ethernet technology was attractive to users in part
because, unlike other alternative network communications technologies, it was relatively
inexpensive and easy to administer. As a result, by the early 1990s Ethernet emerged as the
* dominant LAN communications protocol.’

Ethernet’s 10 Mbps transmission speed was more than adequate for running most
applications that existed at the time the first Ethernet standards were adopted. However, the
exploding popularity of Ethernet led to the emergence of many new applications for LAN
equipment, which fueled a growing demand for faster network communications technologies. In
response to this demand, in 1993 the IEEE commissioned the 802.3 Working Group to develop a
new generation of Ethernet standards that would facilitate higher-speed LAN communications.
The 802.3 Working Group moved quickly to promulgate standards for a “Fast Ethernet” IEEE _
standard capable of transmitting data at speeds of up to 100 Mbps, ten times faster than original
Ethernet.

5 See URS VON BURG, THE TRIUMPH OF ETHERNET 158, 167 (Stanford Univ. Press 2002)
(describing how Ethernet overtook Token Ring, an alternative networking technology
developed by IBM).
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~ Over the next seven years, Ethernet equipment manufacturers and consumers directly and
indirectly relied on National’s commitment by investing billions of dollars in IEEE 802.3-
compliant Ethernet equipment that incorporated NWay auto-negotiation. The IEEE also
continued to incorporate NWay into future Ethernet standards, In 1998, the IEEE adopted NWay
as the auto-negotiation standard for the subsequent generation of 802.3 Ethernet, dubbed
“Gigabit Ethernet,” which allowed communications speeds of up to 1,000 Mbps.

By 2002, industry investments in Fast Ethernet technology had become so substantial and
pervasive that both the IEEE and the Ethernet equipment 1ndustry were irreversibly locked in to
use of the NWay auto-negotiation technology. While it is true that IEEE’s Fast Ethernet and
Gigabit Ethernet standards treated NWay auto-negotiation as an “optional” feature, support of
this feature was a commercial necessity. Ethernet equipment that lacked the NWay auto-
negotiation functionality would have been unmarketable, as it would have been incapable of
functioning within a typical LAN environment consisting of muitiple generations of Ethernet
devices.

This was the factual setting in which Vertical Networks and N-Data implemented their
scheme to exfract exorbitant royalties from NWay users. National had assigned the NWay
patents to Vertical in 1998 and, at the time, informed Vertical that the patents may be
encumbered by National’s prior commitment to the IEEE.7 Nevertheless, in March 2002
Vertical sent a letter to the IEEE expressing its intention to “supersede” National’s prior
licensing commitment and to begin seeking licenses based “on reasonable terms and conditions
including its then current royalty rates.”® Very shortly after delivering this letter to IEEE,
Vertical launched a patent enforcement offensive, starting with relatively small companies but
later expanding to larger networking equipment suppliers. In communicating with Dell about the
possibility of a license, Vertical claimed the NWay patents covered auto-negotiation technology
used in any 802.3-compliant Ethernet port and demanded that Dell pay a royalty of 10 cents per
port, which would easily have translated into a multi-million dollar annual royalty burden.

In November 2002, Vertical brought two separate lawsuits for patent infringement, one
against AltiGen Communications, Inc. and a second against The Linksys Group, Inc. Soon
thereafter, Cisco Systems negotiated to purchase The Linksys Group and settled the Vertical
litigation. Although Dell is not privy to the precise terms of that settlement, in December 2003
Vertical issued a press release simultaneously announcing the settlement and the fact that, in
order to “further its intellectual property initiatives,” Vertical was assigning the NWay patents to
- N-Data, a company controlled by Vertical’s outside patent counsel, Alan Loudermilk.? Ten days
Jater, N-Data sued Dell for patent infringement in the U.S. District Court for the Northern

7 See Compl., Negotiated Data Solutions, No. 051 0094, 9 24 (F.T.C. Jan. 23, 2008).

8  See Letter from Scott Pickett, Chief Technical Officer, Vertical Networks, Inc. to IEEE-
SA Standards Board Patent Committee (Mar. 27, 2002), available at,
http://standards.ieee.org/db/patents/loa-802_3-vertical-27Mar2002.pdf

% Vertical Networks, Press Release: Vertical Drops Linksys Suit, at 1 (Dec. 8, 2003).
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District of California, where the AltiGen suit had previously been filed. The AltiGen case was
later settled, but the Dell suit is still pending, and more recently N-Data instituted a second patent
suit against Dell in Marshall, Texas. Shortly after the first of these suits was filed, Dell tendered
a $1,000 check to N-Data to confirm its acceptance of National’s 1994 licensing offer. However,
N-Data refused to accept Dell’s proffered payment and persisted in its efforts to obtain
substantial damages for alleged patent infringement.

III.  Legal Analysis

A. This Case Involves a Unitary Course of Conduct Lmkmg the Actions of
National, Vertical, and N-Data

This case involves a single course of conduct that began with National’s original
licensing assurance to the IEEE in 1994 and continues to this day. Although the NWay patents
were subsequently assigned on two occasions, first to Vertical and then to N-Data, the actions of
all three of the successive patent holders should be viewed together for purposes of the
Commission’s antitrust analysis.

1.  Each Assignee of the NWay Patents Is Bound by the Conduct of Its
Preceding Assignors '

For more than 100 years, it has been well established that “the assignee of a patent right
" takes it subject to the legal consequences of the previous acts of the patentee.”' Those previous
acts include licensing commitments. “It had long passed into the text-books that . . . an assignee
acquired title subject to prior licenses of which the assignee must inform himself as best he can,
and at his own risk.”!! Whether a prior license is express or implied, a subsequent assignee is
still bound by the acts of the assignor.1? These principles flow naturally from the general rule
that “[ajn assignee obtains only the right, title and interest of his assignor at the time of his
assignment, no more.”13 '

Vertical and N-Data did not start with a clean slate when they acquired rights to the
NWay patents. Under settled patent law, those patents were already encumbered by the licensing
commitment made by the initial assignor, National. As assignees, the rights of Vertical and N-
Data to exploit the patents could be no greater than the rights that National itself would have
possessed. Vertical and N-Data stood in the shoes of National. It follows, therefore, that if it

10 Worley v. Tobacco Co.; 104 U.S. 340, 344 (1881).
11 Keystone Type Foundry v. Fastpress Co., 272 F. 242, 245 (2d Cir. 1921).

12 See, e.g., Singer Co. N.V. v. Singer Co. B.V., 262 B.R. 257, 265 (Bankr. S.D.N.Y. 2001);
L.L. Brown Paper Co. v. Hydroiloid, Inc., 118 F.2d 674, 677 (2d Cir. 1941).

13 Seg e g, Medtronic AVE Inc. v. Advanced Cardiovascular Sys., 247 F.3d 44, 60 (3d Cir.
2001) (citations omitted).
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would constitute exclusionary conduct for National to breach its licensing commitment to IEEE
and begin holding up the industry for monopolistic royalties, it would be equally exclusionary
for Vertical or N-Data to embark upon such a scheme. '

The Supreme Court in Walker Process Equipment Inc. v. Food Machinery & Chemical
Corp.14 acknowledged this very point. After concluding that enforcement of a patent obtained
through fraud on the Patent and Trademark Office could support liability under the Sherman
Act,15 the Court pointed out that an assignee of a patent procured by fraud who “maintains and
enforces the patent with knowledge of the patent’s infirmity” would be no less subject to
antitrust claims than the original holder of the patent.]6 The same concept is reflected in the
Commission’s handling of the Chevron-Unocal acquisition. When ownership of the Unocal
patents was transferred to Chevron during the pendency of the Commission’s Section 5
proceeding, the Commission promptly negotiated a consent order aimed at preventing any post-
acquisition exploitation of the patents by the assignee, Chevron.1”

2. The Relevant Course of Conduct in This Case Involves Far More
Than a Mere Attempt by N-Data to Enforce Its Patent Rights '

The relevant course of conduct here begins with National’s licensing assurance to the
IEEE. But for National’s original promise that NWay technology could be used in IEEE
standards in return for payment of a nominal royalty, neither Vertical nor N-Data would ever
have been in a position to exert control over the Fast Ethernet standards. The IEEE explicitly
relied on National’s promise of de minimis royalties in selecting NWay as the auto-negotiation
technology for Fast Ethernet, discarding alternative options proposed by AMD and others. The
Fast Ethernet standards were then adopted by IEEE and quickly emerged as the dominant LAN
networking standard. '

The next significant action in the overall course of conduct involves National’s transfer
of the NWay patents to Vertical. Because Vertical was given a copy of National’s 1994 letter to
the TEEE and acknowledged that “several of the patents may be ‘encumbered’ by whatever
actions [National] may have taken in the past with respect to the IEEE standards,”!$ there is no
‘doubt that Vertical acquired the patents with full knowledge of National’s prior licensing
assurance. Upon acquiring the NWay patents, Vertical took no action for several years. Instead,
it waited and watched as maoufactuiers of Fast Ethernet devices became steadily more locked in

14 382U.8. 172 (1965).
15 Id.at 177-78.
16 Id.at177n5.

17 See Decision and Order, In the Matter of Chevron Corp. and Unocal Corp., No. C-4144,
at § I (F.T.C. July 27, 2005).

13 Compl., Negotiated Data Solutions, No. 051 0094, § 24.
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and has received or is likely lo receive these royalties, Unocal has
monopoly power. Supra-competitive royalty prices are direct evidence of
Unocal’s monopoly power.830

Similar evidence is available in this case. National’s action in committing to a $1,000
license fee when NWay faced viable competition to satisfy the auto-negotiation needs of the Fast
Ethernet standards provides compelling evidence of the ex ante competitive price for the NWay

technology.81

In 2004, N-Data explicitly rejected Dell’s proffer of the $1,000 one-time royalty specified
in National’s letter to the IEEE. N-Data demanded that Dell accept a license at a rate of ten cents
per auto-negotiation port, amounting o an annual license fee in the tens of millions of dollars,
Moreover, in defending this demand N-Data expressly asserted that Dell and other network
equipment vendors had no choice but to employ the NWay patents, as they were embedded
within the dominant industry standard and compliance with that standard was (and still is) a
commercial necessity. Considering these facts, N-Data would be hard pressed to deny that it
possessed monopoly power.

Additional direct evidence confirms that Vertical and N-Data used their monopoly power
to extract supracompetitive royalties from other network industry players. In addition to suing
Dell, Vertical and N-Data filed patent infringement suits against Linksys (which was later
purchased by Cisco) and AltiGen Communications over their use of the NWay auto-negotiation
technology.82 Both the AltiGen and Linksys suits were later settled, and while the precise terms

80 - Complaint Counsel’s Proposed Findings of Fact, Conclusions of Law, and Order,
Unocal, No, 9305, § 2874, (F.T.C. Mar. 9, 2005) (emphasis added).

81  Chairman Majoras made exactly this point in a 2005 speech on standard-setting issues:
“[Blefore lock in — or ex ante — technologies compete to be the standard, and no patent
holder can demand more than a competitive royalty rate. After lock in — or ex post — the
owner of the chosen technology may have the power to charge users supra-competitive
royalty rates —rates that may ultimately be passed on to consumers in the form of higher
prices.” Chairman Deborah Platt Majoras, Recognizing the Procompetitive Potential of
Royalty Discussions in Standard Setting, at 3 (Sept. 23, 2005), available ot
http://www.ftc.gov/speeches/majoras/050923stanford.pdf.

82 In the Unocal case, the Commission stated that “[m]arket power and competitive harm

 might be established through the course of dealing among Unocal and third. parties, as

reflected by Unocal’s licensing activities and the responses of third parties to Unocal’s

threats and suits.” Unocal, No. 9305, 2004 FTC LEXIS 115, at *127 (July 7, 2004). The

facts here indicate that the threats made by Vertical and N-Data were not hollow, and
were taken very seriously by the affected companies.
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of those settlements are not known to Dell, it appears that Vertical was able to settle the Linksys
suit with Cisco at a substantial premium over the $1,000 competitive price.83

3. Vertical and N-Data Acquired Monopoly Power Through Their
Exclusionary Course of Conduct

Although standardization made NWay the only auto-negotiation option practically
available to Ethernet equipment manufacturers and users, that standardization came with a
specific price —~ National’s agreement to forfeit the monopoly power that the Fast Ethernet
standards might have conferred upon the holder of the NWay patents. In light of that
commitment, National possessed neither the power to control price nor the ability to exclude
competition. On the contrary, it was bound to license all comers for a token royalty amount.
This commitment was inherited by Vertical and N-Data, as assignees of the NWay patents,
meaning that they too lacked monopoly power — that is, until they began engaging in
exclusionary conduct designed to circumvent National’s commitments to IEEE. In other words,
it was Vertical’s and N-Data’s course of conduct, not the NWay patents themselves, that led to
the acquisition and exercise of monopoly power in this case.

This interpretation of the facts is well supported by antitrust case law. Again, it is settled
law ‘that the hallmark of monopoly power is “the power to control prices or exclude
competition.”®® Yet a firm that has a high (even 100 percent) market share does not necessarily
possess monopoly power if it is unable to control price or exclude competition. Market shares
are irrelevant and can even be misleading where more direct evidence of a firm’s inability to
charge supracompetitive prices or exclude competitors is available.85 Direct evidence
concerning the ability to raise price is particularly salient. As noted by Judge Easterbrook,
“Iwlhen there are better ways to estimate market power, the court should use them.”86

There are many cases in which courts have found that a firm lacked market or monopoly
power despite the fact that the firm in question possessed a high share. In United States v.

83 In the course of settlement discussions with Dell, counsel for Vertical indicated that
Cisco’s then-applicable royalty rate for NWay was approximately $5.4 million per year.

84 du Pont, 351 U.S. at 391,

85 See Hunt-Wesson Foods, Inc. v. Ragu Foods, Inc., 627 F.2d 919, 924 (9th Cir. 1980)
(“Blind reliance upon market share, divorced from commercial reality, could give a
misleading picture of & firm’s actual ability to control prices or exclude competition.”).

86 Ball Mem’l Hosp. v. Mutual Hosp. Ins., 784 F.2d 1325, 1336 (7th Cir. 1986); see also
Re/Max Int’l, 173 F.3d at 1018 (“An antitrust plaintiff is not required to rely on indirect
evidence of a defendant’s monopoly power . . . when there is direct evidence that the
defendant has actually set prices or excluded competition.”).
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General Dynamics Corp.,87 for instance, the Supreme Court held that statistics demonstrating
the defendant’s high market share did not alone prove market power considering that the
defendant’s pricing discretion was constrained by long-term contractual commitments that
specified the prices the defendant was to charge for its output. Following General Dynamics, a
number of lower courts have recognized that a firm with contractual commitments preventing it
from raising price above competitive levels does not possess monopoly power.88"

Similarly, courts have held that even a firm which faces no actual or threatened
competition may lack monopoly power if regulatory strictures prevent the firm from charging
supracompetitive prices. For example, in Almeda Mall, Inc. v. Houston Lighting and Power
Co.,87 a public utility was found not to have monopoly power despite its control over
substantially all of the relevant market.90 Because regulations prevented the utility from having
“the direct power to control prices or exclude competition,” the firm’s “predominant share of the
relevant market” was insufficient for the court to “infer the traditional monopoly power -
associated with an entity outside the regulated field.”¥1 Conversely, if a dominant firm, by
avoiding or circumventing applicable regulations, regains its ability to control prices, this may
support a finding of monopoly power.92

87 415U.S. 486 (1974).

88  See, e.g., Nat'l Reporting Co. v. Alderson Reporting Co., 763 F.2d 1020, 1024-1025 (8th
Cir. 1986) (the fact that a firm possessed an exclusive contract granting it 100 percent of
the market was insufficient to support a finding of monopoly power if the firm could not
raise prices without causing its exclusive contract to be put out for bidding once again);
Ticketmaster Corp. v. Tickets.com, Inc., No. CV99-7654-HLH, 2003 U.S. Dist. LEXIS
6484, at *12 (C.D. Cal. Mar. 6, 2003) (summary judgment was appropriate because
defendant lacked monopoly power, due, in part, to the fact that its prices were fixed by
long-term contracts), qff’d, 2005 U.S. App. LEXIS 6227 (9th Cir. Apr. 11, 2005);
Alabama Ambulance Serv. v. City of Phenix City, 71 F. Supp. 2d 1188, 1195-96 (M.D.
Ala. 1999) (defendant lacked monopoly power where defendant’s exclusive contract for
city-wide 911 services prevented it from unilaterally raising prices during the term of the
contract); Kirk-Mayer, Inc. v. Pac. Ord, Inc., 626 F. Supp. 1168, 1170-1171 (C.D. Cal.
1986) (the fact. that a firm did not have the ability to control price as a result of
contractual commitments contributed to a finding that the firm lacked monopoly power).

89 615 F.2d 343 (5th Cir. 1980).
90  Id at354.
N

92 See Cost Mgmt. Servs. v. Washington Natural Gas Co., 99 F.3d 937, 950-951 (9th Cir.
1996).
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One lesson to be drawn from these cases is that “monopoly is not a natural consequence
of the standard setting process.”3 Even though NWay faces no competition in the relevant
market for auto-negotiation technology (put differenﬁy, it has a 100 percent share), this alone
does not mean that National or the subsequent assignees of the NWay patents possessed
monopoly power. Through its licensing commitments, National voluntarily ceded its ability to
exploit any market power attributable to the patenis. Indeed, the entire purpose of ex amte
negotiations over licensing in a standards-setting context is to moderate or eliminate the ability
of a patent owner to convert the market power of the standard into private monopoly power.94
Accordingly, when Vertical and N-Data acquired the NWay patents from National by
assignment, they possessed no monopoly power.

A second lesson from these cases is that, where firms violate regulations or contractual
commitments that would otherwise restrain their control over price, they may be found to have
acquired monopoly power. In 2002, Vertical and N-Data disavowed National’s prior licensing
- assurances and refused to accept royalties tendered in accordance such assurances. Thereafter,
manufacturers of Ethernet equipment found themselves to be victims of opportunism occurring
because of an ex post hold-up problem Only after engaging in this course of conduct did
Vertical, and later N-Data, begin to acquire and exercise monopoly power

IV. Concluswn

For the forgoing reasons, Dell urges the Commission to supplement the N-Data consent

~order with an additional claim predicated upon Section 2 of the Sherman Act. Doing so would
be of benefit to private standard-setting organizations and their participants, for it would
establish a meaningful precedent to guide courts in private litigation. Adding a Section 2 claim
in this case would also be valuable from the standpoint of clarifying that the core principles
underlying Rambus and Unocal have applicability to somewhat varied fact situations. Firms
seeking to subvert collaborative standard-setting activities for their own anticompetitive ends are
capable of employing a variety of exclusionary means, and where such conduct serves to create
monopoly power, the Commission should not hesitate to act under Section 2. By failing to
condemn N-Data’s conduct under Section 2, the Commission is sending a potentially dangerous
signal, one that could embolden other firms to capture monopoly power by abandoning ex anfe
licensing commitments. The recurrence of such behavior could be hugely disruptive within the
standard-setting community and the many markets that revolve around open industry standards.
The FTC’s silence on Section 2 issues in this consent order, at a very minimum, creates

93 Broadcom Corp. v. Qualcomm Inc., 501 F.3d 297, 317 (3d Cir. 2007).

94 See, e.g., Swanson, Evaluating Market Power, at 6 (“One possible solution to the
problem of ex post market power is for prospective licensees to bargain in advance of
selection, when the market is at its most competitive — as proponents of alternative
technologies are actively vying with each other for advantage — and to close the deal at or
before the time when the standard is finally chosen.”); Majoras, Recognizing the
Procompetitive Potential of Royalty Discussions in Standard Setting, at 4-6 (listing ways
in which standards organizations attempt to prevent ex post hold up).
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uncertainty and doubt concerning the extent to which antitrust will protect against opportunistic
condugct in this setting. The Commission can and should dispel such uncertainty by articulating a
Section 2-based theory in this case.
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