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MORNI NG SESSI ON
(9:00 a.m)

BOB POTTER: Good nmorning. It is a
pl easure today to wel come you to the Great Hal
of the Departnent of Justice. It is one of those
truly great venues in government. W have sone
bi g shoes for our panelists to fill today.

| hope this norning you heard the

weat her forecast. Today for the weather we

have August in April. And | think our air
conditioning is working well, and hopefully it
wi |l make us confortable during the session

W are here to kick off what is
really the second stage of the joint Departnent
of Justice/ Federal Trade Comm ssion hearings on
intellectual property and antitrust. Thus far
the FTC has hosted a nunber of hearings on the
basic prem ses of intellectual property.

And | think the hearings thus far have
shown that intellectual property |aw provides
sonme inportant incentives for innovation by

establ i shing enforceabl e property rights.
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Today and for tonorrow and the next
com ng weeks the Departnent of Justice will host
a nunber of hearings that will focus nore
specifically and directly on the intersection
of antitrust and intellectual property.

| fully expect the hearings wll
focus on sone of the questions that the agencies
increasingly are dealing with as we exam ne
antitrust issues that are affected by
intellectual property rights.

At the outset | want to thank our
col | eagues fromthe Federal Trade Conmi ssion for
their truly admrable efforts thus far. | also
want to thank the Patent and Trademark O fice.
The PTO s participation in these hearings has
been extrenely hel pful as we go through this
process.

Frankly | suspect that PTOis
relieved that the hearings are now focusing nore
specifically on the antitrust issues and | ess on
the general intellectual property issues. W

antitrust enforcers would like to take sole
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credit for recognizing the need to delve into the
antitrust intellectual property arena.

However, we cannot do so. O her
private and governnental groups have recogni zed
t he increasing inmportance and need to focus on
this area. |I'mgoing to nention this briefly
here, but | apol ogize in advance because | know
I will |eave a nunber of others out that
are focusing on these issues as well.

| would nmention the National Acadeny
of Sciences which is currently exam ni ng
intellectual property policy and sponsoring
research on the operation of the patent system

| would al so nmention the antitrust
section of the American Bar Association which in
its transition report identified the need for
t he agencies to focus on the intersection of
intellectual property and antitrust law. And
finally I would be remss if | left out our
friends down the street in Congress who focus
on these issues on a continual basis.

In fact less than six nonths ago the
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House Subcomm ttee on Courts, the Internet, and
Intell ectual Property of the House Conmittee on
the Judiciary held a hearing to consider whet her
the antitrust |laws should be nodified to
explicitly state that the existence of an
intellectual property right does not
presunptively establish market power.

O course the agencies, as you can see
fromreading our I P guidelines, do not adopt this
presunption. Indeed virtually no know edgeabl e
observer does.

Frankly I very much hope that the
questions we delve into go well beyond those
questions to get to the really harder questions
that we are facing as agencies in dealing with
antitrust and intellectual property.

Before | make a very brief overview of
the upcom ng sessions, | would just |ike to nake
a couple of very general observations that wll
be short about antitrust and intellectua
property | aw.

It is now accepted lore that antitrust
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and intellectual property share a conmon
objective or end, and that is pronoting

i nnovation and thereby enhanci ng consumner

wel fare. And of course sone assert they get to
t hat obj ective by taking opposite nmeans to reach
t hat end.

Intellectual property rights allow the
owners of such rights to in a sense restrict
conpetition. Antitrust focuses on renoving
unreasonabl e restrictions on conpetition. Does
that nean that these two bodies of |aw are
irreconcilable? No. O course | don't think it
means that.

But it does cause sone potential
conflicts in particular factual situations.

And | think our panelists will delve into sone
of these as we go forward.

As | exam ne what | consider to be
"typi cal " approaches of intellectual property
experts and antitrust | aw experts and how t hey
| ook at these issues, | have been struck by what

| refer as the sort of ex ante versus ex post
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approach. And frankly |I'm concerned about it.

Typically | think intellectua
property experts are focused solely on an ex ante
approach and are not concerned with potenti al
conpetition problens down the road. Antitrust
experts however by their very nature typically
exam ne these issues ex post.

And that is the intellectua
property right already exists and now there is an
al | egation of conpetitive harm | think part of
the very nature of antitrust is that experts
want to solve that conpetitive harm

However -- and | think this is
i mportant -- the enforcers nust not |ose sight of
the fact that ex post decisions while they may be
perfectly well in a vacuumto solve a conpetitive
probl em can change ex ante incentives in ways
that may ultimately harminstead of help
conpetition and innovati on.

Finally, in ny general observations
woul d note that | think it is inportant as we go

forward that panelists and others understand what
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we mean by using certain ternms of art.

| think in reviewing this area of
the law | have sonetinmes been left with the
i mpression that different people are using the
sane termwi th different meanings. Just to give
one exanple, | have heard it said that a patent
grants its owner a nonopoly.

Wiile that is correct if one defines
nmonopoly as the right to exclude others from
maki ng, using, or selling the patent invention
for a period of time, it is incorrect if one
defines nmonopoly in a classic antitrust sense of
the power in a relevant market to maintain prices
above a conpetitive |evel.

And the reason of course is that even
patented i nventions may have cl ose substitutes
t hat can preclude the exertion of market power.
Now turning to the hearings, today's session is
going to focus on the antitrust issues that arise
in cross-licensing and patent pool contexts.

Wth the increasing nunber of

patents we are seeing increasing nunbers of

11
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cross-licensing agreenents and patent pools. W
have a very distingui shed group of panelists who
are raring to go that will be introduced shortly.

They will be discussing the | egal and
econoni ¢ anal ysis behind the cross-Ilicensing and
patent pooling. | would say this is certainly a
timely panel.

In fact just opening up the paper
yesterday | saw a press report of a settlenent
between Intel and Intergraph in their IP
l[itigation that included anong other terns a
cross-1license.

There was a New York Tines article
a couple of nonths ago on the expansion of
IPrights. In that article they quoted an
intellectual property counsel of a sem conductor
maker on what the article termed the "frenzy of
cross-licensing. "

He was quoted as saying, "Pretty soon,
if it continues, you'll find that everyone's
going to have rights to everyone el se's

technol ogy, so there's not going to be any

12
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conpetition.”

VWiile I"'mnot sure that that viewis
necessarily shared by others, today's panel is
going to exam ne situations in which those
agreenents are proconpetitive and those
situations in which they may be anticonpetitive.

They are going to ask questions |ike?
What are the issues that the antitrust agency
shoul d focus on in review ng cross-licensing or
pat ent pool agreenents?

To the extent that there is a
potential for harm can steps be taken in the
structure or the requirenments of the agreenent to
al l eviate conpetition concerns w thout inpeding
t he benefits to be achieved through the
agreenent ?

Tomorrow we will have a panel on
the increasingly inportant topic of standard
setting. It is clear that standards based on
intellectual property are becom ng increasingly
i mportant in sonme sectors of the econony. It is

al so clear that standards often have inportant
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econom ¢ benefits for consuners. \Wat are the
antitrust issues associated with standard setting
in this context?

I s disclosure, or nore precisely the
| ack of disclosure, of IP rights an antitrust
i ssue? Should we be concerned as antitrust
enf orcenent agencies if market power is based on
the adoption of industry standards that are based
on intellectual property rights?

Fol | owi ng that on May 1st we wl|
tackle the strategic use of licensing including
whet her an unconditional, unilateral refusal to
license intellectual property should ever violate
antitrust | aws.

For those of you famliar with the
case law, it is referred to as the Kodak and CSU
deci sions. (Oobviously inposing requirenents to
license intellectual property seens to conflict
with the rights granted by the |icense.

What ever one's view of Kodak and CSU,

I think we will hear fromour panel that sone

| oner Courts have gone beyond CSU and concl uded
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that the right to refuse to |license neans that a
predi cate condition to a |license agreenent can
never state an antitrust violation.

Frankly, | expect many antitrust
experts will seriously question the extension of
CSU in that manner. Shortly thereafter we wll
have a session on tying, bundling, and grant
backs. Are per se rules appropriate or not?
Shoul d there be different rules for different
sectors of the econony?

Different industries and different
econom ¢ tines have not yet required an antitrust
code that is as conplicated as the tax code.
Personally | hope they never do. And therefore |
think there is alittle bit of a burden to show
that the antitrust |aws need to be nodified for
specific industries.

That panel will also |ook at what we
call the practical issues that the agencies face,
i nvestigations which involve conflicting IP
claims. How can the agencies appropriately

exam ne these issues short of having the
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equi val ent of full-blown patent litigation?

How shoul d we anal yze a nerger between
two compani es currently conpeting when the out put
of one of themis predicated on what is alleged
to be an illegal infringenment of intellectual
property rights?

Later in May we will have two days of
conparative | aw hearings in which will focus on
other jurisdictions' approaches to intellectua
property and antitrust. Again | want to wel cone
you to these sessions and | ook forward to a truly
enl i ghteni ng di scussion of these inportant issues
by our panelists.

Now I would like to introduce the
co-noderator of today's session and a person who
deserves tremendous credit for working so hard on
behal f of the DQJ as the person responsible for
t hese hearings, Frances Marshall

FRANCES MARSHALL: Thank you, Bob.
Good norning, and wel conme everyone. W are very
glad that you all have joined us for today's

sessi on and have gone through our security
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gaunt | et .

Today, as Bob noted, we are discussing
the benefits and conpetitive concerns of business
arrangenents used when firns seek to produce
products that are likely to infringe nmultiple
patents owned by nmultiple parties. And those
two things are patent pools and cross-licensing
agreements.

This norning we're going to start by
exam ni ng sone of the fundamental reasons why
pool s and cross-licenses are forned and exam ne
some of the anticonpetitive concerns raised by
these arrangenents as well as the benefits of
t hem

Then this afternoon we'll take a
cl oser | ook at the case |aw that governs these
arrangenents, examne the FTC s VI SX case and
the gui delines that have energed fromthe
Departnent's busi ness reviews of the patent
pools that were issued in the late '90s.

Before we introduce our panelists, I'd

like to go over just a few housekeeping details.

17
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As you can see, we are located in the Geat Hall
of the main Justice building which creates
certain security concerns.

The basic rule of thunb if you are not
a DQJ enployee is that you need to be escorted
around the building. Qur escorts, otherw se
known as Antitrust Division paral egals, are
wearing nane tags highlighted in green.

And they should be avail able at the
back of the roomto escort you back out of the
building if you need to | eave the session. The
restroons are down the hall. W also have phones
avai |l abl e upstairs. W have been told that cel
phones don't work in this area, so the paral egal s
can take you upstairs as well.

As reconpense for sort of holding you
in here, we have as you noticed cof fee, sodas,
and water at the back of the room and today
especially sone breakfast pastries. This norning
we will push through until 11:30 without a break
and take a break for lunch and reconvene at 1:00

to conti nue our discussion.

18
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| amtoday fortunate to have sone
very talented co-noderators for this session.
Mary Sullivan is acting assistant chief of
the Division's econom c regulatory section.

And Bill Cohen is an assistant
secretary general counsel for policy studies at
the FTC. And we are joined by Ray Chen who is an
assistant solicitor at the U S. Patent and
Trademark O fice.

Now |I'd like to introduce our
panelists. 1'mgoing to just say a few brief
wor ds about them so we can get going. You have
in your handouts the full bio of everyone who's
on the panel. In al phabetical order, please
rai se your hand as | introduce you.

|"mgoing to start with Garrard
Beeney, a partner at the law firmof Sullivan &
Crommell.  And he has represented patent hol ders
in the formation of |icensing pools including
those related to MPEG 2, DVD, DVB-T, and the
| EEE 1394 technologies. W are very glad to have

you here.
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Jeffery Frommover on this side is
t he Seni or Managi ng Counsel at Hew ett-Packard
Conpany. He has practiced as an intell ectual
property attorney since 1982 with a focus on
conputer, printer, and inmaging technol ogies.
Thank you for being here today.

Baryn Futa down here is manager, CEQ
and founder of MPEG LA. In 1997 MPEG LA began
licensing a worldwi de portfolio of patents that
are essential for MPEG 2.

Peter Grindley is a senior nmanagi ng
econom st at LECG in London. W are so happy
he has cone all this way to be with us.

Dr. Gindley has broad experience in economc
consulting in the areas of valuation,
intellectual property, licensing, conpetition
policy, and business strategy, especially in
hi gh-tech industri es.

Chri stopher Kelly, sitting down at the
end of our table here, is special counsel to Kaye
Schol er on intellectual property, e-conmerce, and

technol ogy and conpetition. This is a |ong nane,

20
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Chris.

CHRI STOPHER KELLY: No, no. Just
speci al counsel.

FRANCES MARSHALL: Speci al counsel,
all right, at Kaye Schol er in Washington, D.C.
It's really a pleasure to welcone Chris back to
t he Departnent.

At the end of his illustrious career
at the Division he was special counsel for
intellectual property and worked extensively on
patent pooling and a few letters we will be
di scussing | ater today.

Howard Morse over at this side is an
antitrust partner in the Washington office of
Drinker, Biddle & Reath, and he's co-chair of the
firms antitrust group.

And before he joined Drinker in 1998,
he was assistant director of the Federal Trade
Conmi ssi on Bureau of Conpetition where he
oversaw antitrust investigations and litigation
in a variety of industries.

Sitting | believe near this end is
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Janmes Kul baski. He's a partner at bl on, Spivak,
McCl el |l and, Maier & Neustadt. And he has

devel oped a practice of obtaining patents that
read on industry standards and working wth

pat ent pool evaluators of essentiality to have
patents accepted into patent pools.

Josh Lerner over here is the Jacob
H. Schiff Professor of I|nvestnent Banking at
Har vard Busi ness School. And his research
focuses on the structure and role of venture
capital organi zati ons.

And he al so exam nes policies
concerning intellectual property protection,
particularly patents and their inpact on growth
in high technol ogy industries.

We are very happy to have Josh with us
today. And I'mtrying to make this fast because
Josh has to unfortunately | eave at about 10: 30
t hi s nor ni ng.

Davi d McGowan down here at the end of
the table is an associ ate professor of |law at the

Uni versity of Mnnesota. Thank you for com ng

22
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today. And he teaches and wites in the areas of
securities regulation, contracts, corporations,
prof essional responsibility, and on the
intersection of antitrust |law and intell ectual
property.

Josh Newberg is down here. He is
assi stant professor at the Robert H Snmith School
of Business at the University of Maryl and at
Col l ege Park. And prior to entering academ a he
served in the FTC s Bureau of Conpetition and was
an attorney-advisor to Conmm ssioner Starek there.

Jonat han Putnam al so down at this end
of the table is an assistant professor of |aw,
economi cs, and intellectual property at the
Uni versity of Toronto. And he has a wide variety
of research interests which include the
nmeasur ement of value of intellectual property
rights, the optinmal design of IP incentive
nmechani snms, and the role of information
di sclosure in I P incentives.

And Law ence Sung is also right

here and is assistant professor of |aw at the

23
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Uni versity of Maryland School of Law in Baltinore
where he heads the intellectual property |aw
program and teaches courses including patent |aw,
bi ot echnol ogy | aw, and |icensing and technol ogy
transfer.

Did I mss anyone? GCkay. Geat.
Qur session today will be a conbination of
presentations and di scussions. W are going to
try to limt our panelists to 15 minutes in their
presentation so we can get through everybody
t oday.

And during the discussion periods we
are going to try -- and we have yet to see if
t he panelists would put up their name tents to be
recogni zed. Wth this format |I'm not sure how we
will see people. W may have to raise our hands.

For those of you in the audi ence we
are going to try an experinment with a nethod of
getting your questions to the panelists. There
shoul d be sonme bl ank index cards in the back of
the room

If you want to jot down any questions

24
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you have on them and give themto an escort at
the lunch break or in the afternoon, and if we
have time we will pose those questions to the
panelists at the end of our session today. Wth
that, let's get started.

MARY SULLIVAN. | would like to give
an introduction to Josh Lerner. He's going to
be presenting basically sonme of the policy
inmplications fromhis current research study
on patent pools.

And |'d also Iike to say that Josh has
made intellectual property one of the major areas
of his acadenmic research. So he's really an
expert in the area.

Since |I've been working with himto
put this together, |1've |earned that while patent
pool s have been around for a long time, research
on patent pools has not been around for a |ong
tinme.

So right now what we're |learning from
academ c studi es on patent pools is sort of --

we're learning a ot that has to do with our
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policy and what we're doing in the Antitrust
Division and FTC. So a lot of Josh's coments
today are going to be pulled fromhis current
research study.

And 1'd also like to say Josh is going
to get 25 mnutes | think instead of 15. And the
other thing I'd Iike to say is so we'll have tine
to get comments fromthe panelists, we're really
going to try to hold everybody to their tine
limt. So if |I start to sound a little pushy
at the end, don't take offense. GCkay? Josh?

JOSH LERNER:  Thank you for that
introduction. | guess | should really begin by
first of all apologizing for having to | eave
early. W have -- | went to college at Yale,
and we had this notto "For God, for country,
and for Yale."

And it seenms to work a little bit Iike
t hat at Harvard Busi ness School, which is when
t he dean says do sonething, you sort of junp up
and do it.

And we got our orders to go out and
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entertain the alumi in San Diego tonight. So we
said by all nmeans. Even though we certainly want
to help M. Ashcroft and the adninistration we

al so have to keep the dean sonewhat happy with

us as well.

So I"malso going to sort of begin
with alittle bit of a conmercial as well for
those who are interested. Wen | got invited to
cone speak here, we were aimng for conpleting
this project by the end of May. Wien |I'mhere to
present a seminar at the Antitrust Division on
May 28th we'll actually have the conpl eted paper.

But Mary made a very conpelling
argunent that given that | spent the |ast year
and a half doing very little el se except for
readi ng through patent pooling agreenents from
the nineteenth and early twentieth centuries,
really ought to speak here as well.

So in sone sense this is perhaps a
little less far along than we would |ike. But
what 1'd Iike to do with sort of the relatively

l[imted tine we have is give at |east a flavor

27
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for some of the work that we are doing | ooking
into patent pools and draw some prelimnary
conclusions fromthis work.

For anybody who's interested if you
want to give nme your card or send nme an E-rmmil
I'"d be delighted to share with you the paper
which will hopefully be ready in three or four
weeks.

| also should nmention that this is
joint work with Jean Tirole who is an economnic
t heori st based at the University of Toul ouse and
MT. And essentially what we have done is try to
| ook systematically froman economst's
per spective at patent pools.

And certainly one of the things which
very much notivated us was while there was
clearly a lot of recognition in ternms of the
| egal community and people |ike Rob Merchas and
many ot hers who have testified before this
series, we have sort |ooked at and sort of
explored in terns of thinking about these issues,

there's been nmuch less in terns of econom sts
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witing and thinking and really digging into
this stuff.

What we tried to do is both sort of
align the nore traditional, theoretical nodeling
with the sort of nmuch nore dirty process of
actually | ooking at the pools thensel ves.

| think we basically nanaged to
coll ect sonmewhere on the order of 65 pools which
go back to 1895 or so and up to the current day
and whi ch we have sort of dug out of various
court houses and federal repositories and
di fferent places.

It's such an interesting topic I'd
like to talk at | ength about sonme of these old
pool s and sonme of their structure and how t hey' ve
evol ved.

But instead I'Il just sort of
hi ghli ght sonme of the top | evel policy
consi derations, particularly sort of the
t heoretical side because | think that's sort of
all we can do in the limted tinme we have

avai | abl e.

29
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| guess | should al so acknow edge t hat
we have been spending a fair anount of tine out
inthe field talking to various organi zations.
And for instance, Baryn's coll eagues have been
trenmendously hel pful in terns of understandi ng
some of the dynam cs of the MPEG as well as many
of the firns that participated in the exercise.

In terms of the goals of this project
we -- first of all, just to understand froma --
not so nmuch froma | egal perspective, but from
an econom c perspective, what are sone of the
trade-of fs and considerations that firnms think
about as they go through a process of going and
consi dering form ng patent pools.

But secondly we wanted to really very
much try to create -- try to visit sonme of the
i ssues that policy makers have to deal with as
these things are increasingly comng in the door.

Are the kinds of criteria, kinds of
approaches which are being taken that are being
used in the reviews, in particular this sort of

idea that only essential patents are to be
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included in the pools, that pool nenbers have a
right to do separate licensing, that essentially
even though you are part of a pool one of the
criteria that's used in reviews is sort of
hi ghl i ghting that the individual pool nenbers
still can go out and do individual agreenents,
and that there be, you know, sone
non-di scrimnatory |licensing of the pools, are
t hese kinds of criteria that are the right ones
to be using or are they in sone sense too
stringent or perhaps not profitable?
| ought to just nmention one thing
because this is certainly one of the sort of
pi eces of anbival ence out in the literature where
there isn't really sort of a clear and systematic
definition of what constitutes a patent pool
Essntially we can think about nmany
different things. 1'Il come back to this point
at the end when | tal k about sone of the policy
consi derations. But certainly | think of
basically two flavors of pools.

In particular we highlight exanples,
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first of all, where open pools -- where there is
licensing to third parties where there's at |east
two or nore firns that cone together to form one
of these organizations.

And then there's also what we term
cl osed pools where it's basically organizations
com ng and contributing intellectual property,
not licensing it to third parties but basically
sinmply using it for their own use.

And certainly both the anal yses that
we did theoretically and enpirically, we said in
t hese cases we have to have at |east three or
nore firnme participating to sort of get away from
t he many routine cross-licensing agreenents where
you just sinmply have two firms sharing their
intellectual property with each other.

Now, one of the sort of dreadful
t hi ngs about economics is that there's always
nodels. There are lots of assunptions and
equations and so forth.

And | resisted the tenptation to go

into too nmuch depth in terns of trying to talk
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t hrough how we did this because sinmply | knew it
woul d be deadly boring especially with |ots of
| awers who invited us.

But we are just sort of reinforcing
t he worst stereotypes about ourselves as a
profession. So we'll sort of give just a little
bit of a sense of some of the assunptions using
in this process.

Basically we start off with a very
sort of sinple setting whether it's basically --
you know, given a nunber of patents each one of
which is owned by a separate firm and
essentially it's all fixed.

So we are avoiding all the problens
that real life patent pools have to deal with
where you sort of have shades of gray where maybe
some patents are included in it, but Lucent or
sonebody el se is holding out and not taking part
in the pool and so forth.

And furthernmore we sort of avoid the
conplications that certainly were very -- sort of
make Baryn's life on the MPEG board difficult of
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havi ng not only people be intellectual property
owners, but al so users.

So you have perhaps an organi zation
i ke Sony which was using the intellectua
property behi nd MPEG havi ng per haps a sonmewhat
different set of incentives than Col unbia
Uni versity who wasn't obviously, you know,
manuf act uri ng.

So we're assumng a very sinple and
stylized kind of setting here and seeing then
what sort of conmes out of it. W also assune
that essentially there are a |ot of users out
there. W all benefit fromusing the pools, the
patents.

And essentially we're assum ng they
can benefit fromthe use of sone of them The
nore they have, the nore they benefit fromthem
al though it is perhaps not a sort of snoboth -- a
sort of straight line. And we also assune there
m ght be sone diversity in terns of the users
where sone may benefit nore than others.

Now, again just to sort of give the
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i ntuition behind what we are | ooking at to sort
of make the results a little less -- sort of

pul ling themout of a black box, what we
essentially do is sort of look at the challenge
that a patent holder faces in a setting where
there is a patent pool or where there isn't a
patent pool, and try to | ook at sone of the sort
of trade-offs that are at work.

We first consider a sort of situation
where essentially if you are a user you have to
go -- and there's no pool, you have to go out and
license individually, essentially go and approach
each of the firns and negotiate a license with
t hem

W | ook at the sort of decision of a
corporation which owns one of these patents, the
patent holder in ternms of how they think through
this process.

And what we highlight is there are
two choices, two issues that are going into their
mnd as they are setting the licensing rate as

they're trying to decide how high a rate do we
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i cense our individual patent at.

First there is sort of the worry that
is called the conpetition margin, the conpetition
probl em which is essentially that because these
patents are all sort of sonewhat related it may
be that if we charge just a really exorbitant
rate then basically firms won't |icense our own.

They will basically sort of |icense
ei ght other patents out there and just skip ours
because ours is -- sort of we can work around the
fact that we don't have this patent in the mx

And then there is a sort of second
consi deration which we call the demand margin
which is sort of a nmuch -- sort of a nore sort of
classic sort of supply and demand probl em which
is we know that if we charge a high rate and
people license it fromus then there will just
sinply be less licensing for all the patents in
t he bunch just sinply because you'll use it.

People will just sinply nmake | ess of
it. Soif we're licensing a technol ogy used to

make CDs and we charge an exorbitantly high rate
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for our product, even if they license it fromus
they will have to -- record conpanies wll have
to price their CDs higher and there will be | ess
CDs sold and so forth.

And we then consider the question of
when we -- having a patent pool and letting
t hese people who sort of do this process jointly
benefit out there, and when the people are better
off without the patent pool, to try to get a
sense of some of the trade-offs that are invol ved
and sonme of the issues and challenges in the
process.

And what we end up finding is that
certainly in this admttedly sinple and stylized
setting there are certainly nany cases where --
there are many cases where patent pools increased
wel f are.

And in particular as I'll tal k about
in a second where we get to the inplications,
when this sort of latter condition holds, when
this demand margin is a critical problem-- 1"l

tal k about in a second what dermand margin really
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means and how we m ght think about | ooking for it
and testing for it -- you can be quite confident
that a patent pool would end up increasing or
enhancing the welfare of everyone in the pool.

The other situation is |less clear, and
it may be that pools either help the welfare or
harmthe welfare. It is alittle |less easy to
make any kind of inplications.

But there are sort of three | essons
that we end up drawing fromthe nodeling
exercise. The first is that the patents in
t he pools don't necessarily need to be strict
conpl enent s.

I n other words where they are not
really -- you know, where there's no real el enent
of substituting for each other to enhance
wel f are.

In fact in many -- when we sort of
really | ook at patents and ask the questions as
t he opening marks alluded, we don't often see
cases where patents are either pure conpl enents

of each other or pure substitutes in terns of
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doi ng these active things.

I nstead nostly we have sort of shades
of gray where there are sonme el enents of
conpl emrents and sone el enents of substitutes.

And we show that certainly in many cases when you
are in that mddle ground patent pools can indeed
enhance social welfare.

O course, if the patents are direct
substitutes for each other, they are basically
just alternative ways of doing the same thing,
it's alnost going to be certain that they're
going to harmwelfare in that case.

Secondly as | sort of alluded to
before, one of the sort of really critical tests
relates to this notion of demand margi n, which
is -- perhaps the way to sort of think about it
or the way that we are sort of thinking about
articulating this is basically saying if I'ma
firmand | end up raising the price for ny
pat ent, does the demand for ny patent end up
dropping as nmuch as it does for the other patents

in the pool.
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So if we're thinking about a situation
where individual firnms are basically |icensing
their patents as separate entities -- and |I'm
essentially then -- | raise ny price by
three percent, this is a situation where
basically demand for not just ny patent but al
the patents in the pool ends up dropping.

As we showed, while this is not sort
of a traditional test that has been used, it ends
up sort of identifying certain cases where
patents -- |I'msorry, where patent pools
unanbi guously enhance the social welfare.

The third inplication that | just
wanted to highlight briefly is that in many
senses we end up comng to the conclusion that
while the idea of demand margi n m ght be
somet hi ng that would be hard to think about in
terms of doing a test, the kinds of criteria
that DQJ is using today in ternms of doing review
seemto be quite reasonable in terns of their
appr oaches.

And we' Il just sort of use one
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exanpl e which is the criterion around i ndependent
Iicenses, that basically firns need to be able to
have the right to go out and |icense the patents

separately instead of being forced to |license as

part of the patent pool.

What we show is that if we are in that
sort of good state of the world where that denand
margin is holding, then we basically get a
situation where that requirenment, that
restriction is something that firns won't
obj ect to.

So essentially if that is a
requirement that is made of firnms and we are
inthis sort of state where patent pools are
unquestionably beneficial, then that's going to
be sonething that the pool nmenmbers won't find to
be a requirenent that's costly or troubl esone.

And if you are in the other state
of the world it m ght be nuch nore in ternms of
ki ckback or objection on the part of the firms to
t hese requirenents.

And we simlarly show in a nunmber of
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other sets of criteria that in many senses it
seens there is a quite a sound footing for a
nunber of tests that the DQJ has used in terns of
| ooki ng at these pools even though of course they
clearly didn't have the benefit of the nodel at

the tinme they were doing it.

Now, | guess | shoul d acknow edge of
course that we are certainly -- and we make no
pretense about this -- still at an early stage in

terms of this process. And there's certainly a
ot of things that we don't exam ne here that we
clearly need to which are incredibly inmportant in
the real world.

One of these of course is the inpact
of having substitutes, other patents which are
out si de the pool which are nenbers. And we can
t hi nk about sort of MPEG again and Lucent's
decision not to be part of the pool. Certainly
we mght think that that ended up affecting sone
of the inpact in ternms of sonme of the process.

Sinmply we might think about sort of

some of the dynami c issues, what happens if you
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have sort of subsequent inventions happeni ng by
third parties who aren't part of the pool, what
m ght be sone of those issues.

And there's also a variety of other
areas. W're getting into situations now where
firms are able to slip in patents that aren't
truly essential and in fact don't have a lot to
do with the nature of the pool.

What m ght be sone of the inplications
there? And simlarly what are the inplications
of the various provisions that have been used
over the years such as grant backs and ot her
types of things?

Before | come to the conclusion | just
wanted to sort of highlight one caution which is
that in sone sense we have been sort of very nuch
nodel i ng and we' ve been studyi ng patent pools as
sort of clean organizations where you basically
have a nunber of organi zations com ng together
and sharing their intellectual property.

But certainly in terns of the field

based research in a series of interviews we have
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had with various standard setting bodies in

| ooki ng at cross-licensing arrangenents and ot her
t hi ngs, one of the things we have certainly seen
i s exanpl es of organi zations with arrangenents,
with coll aborations which aren't | abel ed patent
pools and aren't really formally structured as
pat ent pool s.

Maybe they are just a series of
cross-licensing agreenents between firnms. But in
many senses they are playing the same function as
pools in essentially that -- you essentially --
even if you are not | abeling sonething as a poo
and taking it up before DQJ for review, it seens
in many cases you can acconplish sone of the sane
ki nds of things.

In a way they have sort of really
rai sed sort of an issue which has been raised by
financi al econonists often in terns of discussing
regul ati ons where they say in many cases it makes
sense not to regulate particular financia
institutions or particular financial instrunents,

but instead to regulate financial functions.
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Even though that is kind of hard to
do, simlarly it may be that it's inmportant to be
cautious that nmany of the sane things that can be
acconpl i shed t hrough pools can be acconplished by
ot her means i ncl udi ng things which perhaps | ook
much nore benign, |ike standard setting
organi zations and so forth.

And so just to wap up within ny
allotted time, certainly patent pools are a
phenonenon for which econom sts -- there has
been relatively little study, even though it is
clear that there is considerable policy
i nportance particularly given the growh of these
arrangenents over tine.

This effort is toreally try to dig
into and try to understand these dynam cs both
fromthe theoretical side which I have
hi ghlighted as well as the enpirical side.

And what we have tried to do and what
we have ended up doing is at |east suggesting
some of the rationales for sone of the approaches
that DOJ has taken.
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And what we hope will also cone out of
it is sone suggestions regarding further avenues
or further questions that the DQJ may want to be
asking and | ooking at for future pools. So with
that 1'Il conclude. Thank you

(Appl ause.)

FRANCES MARSHALL: Thanks, Josh.
Since you did end a couple of minutes early,

I think "Il take the opportunity to ask sone
foll owup questions if that's okay once you get
back to your seat.

I"mintrigued by one of the statenents
you made in one of the results of your study
whi ch concerns our requirement that the firns of
t he pool have the option of licensing their
patents i ndependently fromthe pool.

And your statenment was that if the
demand margi ns are binding then this requirenent
shoul d not be burdensone to firns. Are you
referring to firns in the pool ?

JOSH LERNER: Exactly. So what | was

suggesting there was essentially one can sort of
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| ook and see where that kind of requirenment to
sort of do -- the sort of stipulation that you
have to be able to nake i ndependent |icensing

m ght end up leading to a situation which |owers
t he confidence for the firns which are
participating in the exercise.

One of the sort of relatively neat
thi ngs that comes out of the nodeling exercise is
it shows -- this task ends up seemng to be quite
a reasonable one in ternms of highlighting that
in the context where -- the contexts where this
doesn't hurt profitability are very likely to be
t he sanme kinds of contexts in which these demand
mar gi n condi ti ons hol d.

So as such it's a reasonabl e screening
approach. One can think that it gets nore
conplicated then that.

In particular in some of the other
cases it still mght be -- people mght stil
find it worthwhile to have this condition even
though it's -- even though we have gotten -- the

pat ent pool nmay be hurting the social welfare.
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But certainly as a first pass as one screening
criterionis it is a very reasonabl e approach.

FRANCES MARSHALL: Thank you. | have
anot her question. Sorry. Chris?

CHRI STOPHER KELLY: Can you hear me?
Do | need to be on mke? Josh, | just wanted
to make sure | understood a couple of the
fundanental points you were naking. And the
first one is just a distinction between the
conpetition margin and the demand nargin.

| s another way of characteri zing
it saying that the conpetition margin is the
patentee's concern about its own -- the viability
of its own patent whereas the demand margin is
focusing nore on profitability of the asset and
t he use of the standard?

JOSH LERNER: | think that's sort of a
neat kind of fornulation.

CHRI STOPHER KELLY: So the demand
margi n woul d be especially inportant. Wen you
are using the assunptions | think you have to

bring the downstream manufacturers into the pool
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JOSH LERNER: Exactly. And | think
that while clearly it's a little hard to just
kind of speculate -- it's not quite as far down
and so forth. In the sort of prelimnary stuff
where you have to relax some of the assunptions
it seens things are very nmuch | ess --

CHRI STOPHER KELLY: Have you seen nmany
pool s where they are nmade up of only patentees
who don't have sonething sitting in the
manuf acturing world at stake?

JOSH LERNER: The answer is you can
certainly think of exanples like that. This is
sort of -- now !l feel like it's if you have a
Trivial Pursuit game with a patent pool option.

W | ooked at a traffic cab pool from
1946 where they did have a series of firns
essentially which had no interest in
manuf acturing traffic cabs who nonet hel ess
ended up col |l aborating with each ot her.

But certainly when you | ook at the
oddity of patent pools it's largely been driven

by firms which have, you know, have a variety of
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goals. But certainly one of themis using them
for their own purposes.

And clearly there are other
notivations as well which aren't captured here.
Certainly in terms of our field research, being
at Harvard Busi ness we always have a conpul sion
to want to go out and discover what's really
going on in the world.

It gets distressing when it doesn't
mat ch up with your theory. But that's the way
the real world is.

Certainly when we have gone out and

tal ked to conpanies |ike various MPEG nenbers,

what one sees is there is a very conplex array of

notivations, for instance getting -- sort of
speedi ng the adoption of MPEG as the standard.
Sort of facilitating the standard
setting process seens to be an inportant
notivation certainly at many of firns nentioning
this topic. There is a lot nore stuff going on
in this problem Even in our best world we wll

only be able to capture a fraction of the real
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world. | guess one nore.

CHRI STOPHER KELLY: You nentioned t hat
a pool is likely to-- if I got it right, in a
situation where if you raise the price of one
patent the demand for the other patents may drop
woul dn't that suggest that the patents were
conmpl ement s?

JOSH LERNER: | think the answer
is certainly in a case where there are strict
conpl ements -- certainly there is sort of a big
m ddl e ground.

| think one of the things that
notivates us is inasnmuch as there has been any
witing by econom sts on the subject there is a
tendency to start thinking about either a very
strict world of strict substitutes or strict
conpl enment s.

I think that everything we seemto
know about the real world is the stuff is really
in between. It doesn't really fall to the one or
t he ot her extrene.

WLLIAMCOHEN: | think there is a
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point | was trying to look for -- if you can, try
to encapsul ate for us an intuitive understanding
of why the demand bi ndi ng constraint is thought
to be a determ ner of welfare.

JOSH LERNER: | admit that | |ike
the earlier fornulation. Essentially the
i ndi vi dual nmenbers are concerned nore about the
wel fare of the pool than they are about their
i ndi vi dual patents.

But | think that you are also right in
saying that we have nore work to do to sort of
get it down to the proper sound bite. And also |
can say is by May 28th | hope to back it up.

W LLI AM COHEN:  Thank you

FRANCES MARSHALL: Good answer. Ckay.
Let's turn to Peter Gindley' s presentation now.
Peter is going to be making some conparisons
bet ween cross-1icensing and patent pools.

And Peter has a lot of practical
experience in working with areas, intellectual
property matters. And a lot of his commrents

today are going to be drawn from sone studies he
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did of cross-licensing agreenents in the
sem conductor industry.

(Due to technical difficulty with the
audi o, a portion of this norning' s hearing was
unavail able for transcription. The transcript
resunes with the latter portion of Lawence
Sung's presentation.)

LAVWRENCE SUNG -- whereby they don't
have a |l awer. And nost scientists now wll say,
talk to nmy technol ogy transfer departnent.

O in fact nost scientists may say,
talk to nmy attorney; | have a private attorney
that handles all of ny naterial transfer
agreenents, tal ks about confidentiality, about
how we go forward with this because |'ve been
told that intellectual property protection is
i mportant.

And indeed for the sector itself it
is inportant because you're tal king about a very
| ong product devel opnent cycle. And they need
to be able to sell or capitalize on their

intellectual property protection as though it's
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anot her asset for them because ot herw se you
woul d not have investnent in that area.

So these are just sone of the
consi derations that | want to share with you
about another industry sector that may raise
consci ousness, but also ask you to refocus how
gui del i nes are being presented for anal yzing
potential cross-licenses and patent poo
arrangenents.

Cross-licensing has happened quite
extensively within the biotechnol ogy sector but
conpared with some other industries it is rather
nascent in the way the business devel opnent has
occurred.

And the reason | say that is because
if you |l ooked at the past five to even ten years
of devel opnment in the biotechnol ogy sector, the
base nodel five or ten years ago was to have a
bi g pharma- conpany essentially buy up all the
little pharmaceutical, little biotechnol ogy
startups that were on the market and that way

clear their product devel opnent cycl es.



© 00 N oo o b~ W N PP

N NN R R R R R R R R R R
N B O © 0 N O O N W N B O

55

I ncreasingly the biotechnol ogy sector
is moving very nmuch |ike other sectors in having
a lot of different startups who are not willing
to sinply be purchased outright, but are | ooking
for a longer range or at |least internediate range
busi ness cycle of their own, which is to retoo
and say, we are no longer, for exanple, just a
genoni cs company; we too want to get into the
drug di scovery market .

And that is going to change the scope
of the biotechnol ogy sector ultimately and bring
it I think nore in line with how we see ot her
sectors devel opi ng al so. Thank you very nuch

(Appl ause.)

FRANCES MARSHALL: Thank you,
Lawrence. | think we will now nove directly to
David McGowan, who is going to talk to us about
some of the enforcenent issues that the antitrust
authorities should be concerned about when
| ooki ng at cross-1licensing agreenents and patent
pool s.

DAVI D MCGOMN: | should say |'ve been
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l[iving an itinerant existence because | have a
senmester off and |'ve been going various pl aces
to do sone research

So what 1've given you in the hard
copy formis a fairly sparse outline. And |
deci ded to succunb to herd behavior and do
Power Poi nts, which | only got done on the plane
here yesterday.

So | apologize to ny fell ow panelists
that you don't have the PowerPoints. They follow
t he substantive points of the outline fairly
cl osely.

| amvery nuch aware that you have
been sitting there a long time and | amthe | ast
speaker before lunch. And that inposes certain
obligations on ne even though we have a
di scussion period in between. And so | wll
try nmy best to be brief and hopefully somewhat
entertaining to keep things going.

There's a sayi ng anong | egal academi cs
that the way to succeed in | aw school as

professor is to be kind to your coll eagues and
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unkind to the Suprenme Court, which goes al ong
with the adage that says no one ever got tenure
saying why the | aw was right.

This is an exception to those adages
or this topic is an exception because ny basic
viewis that with respect to pools the DQJ's been
doing a good job. The criteria that are being
used are sensible. They're being enployed in a
reasonabl e manner. There are always things that
peopl e can tal k about.

But there's enough carping about
what's wong with intellectual property policy
and what's wong with antitrust law that | think
we shoul d take a nonment to recognize -- and this
may be just a bit of Chris Kelly -- that this is
an area where things have gone pretty well.

| noticed that Justice Holnmes is out
there on the fresco, and |I'm always worri ed when
| give an antitrust talk when I think of Hol nmes
because he thought the whole enterprise of
antitrust was worthless. |Issues to consider, |

want to tal k about three things.
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The first is basically pools is an
aspect of managing the intersection between
antitrust and intellectual property. | won't
spend a lot of tine on that.

But I want to talk just a little bit
about where the goals for enforcenment relative to
pools fit into the overall perspective of the
antitrust/intellectual property intersection.
The second is sonmething that | try and persuade
ny students of and | never succeed. But you al
are professionals.

You' ve been working for a while. And
I hope this is not a hard sell. Conparative
advantage is the only kind. That is ny basic
rule for both enforcenent decisions and deci sions
about cases. | want to talk a little bit about
pool s conpared to conpetition for the market and
standard setting organi zations.

This is a point that Josh Lerner
touched on earlier, which is that pooling is
one way of doing sonething. There are other

ways of doing sonething. And if you enforce as
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aggressi vely as against pools, what | want to
tal k about is the problens that you will create
for yourself in other fields.

What we have is a type of problem
And different solutions and different enforcenent
procedures will affect that problemin different
ways. There is no solution. |It's not as though
you take an aspirin and the headache goes away.

It's a problemto be managed, not
solved. And finally I'"lIl talk a little bit about
the criteria for assessing pools. So first off,
managi ng the intersection.

Bob Potter said at the outset
that there is to sone degree a tendency of
intellectual property |awers and the I P statutes
and the IP orientation, way of thinking, to think
very much ex ante and think about returns,
incentives to invest, and not think about the
effects on the market as a whole of the IP rights
that are granted.

There is a correspondi ng tendency

anong antitrust enforcers and anpng antitrust
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| awyers to think about ex post effects. Those
are essentially functions of the tools that
you're given to work with

When | think about intell ectual

property -- and I'mnot an econom st so |et
me put in all ny caveats now -- | think about
finance, financial economcs. |It's a rate of

return analysis. Wen | think about antitrust,
I think about price theory and industri al
organi zations. | think about gane theory.

These are different tools. You can
say that they' re conplenentary, and that's fine.
They are in a sense. W have the sane end. But
| don't think that we should deny the fact that
there are different analytical ways of thinking
about these problens.

There is a risk, yes, that antitrust
can enforce itself so strongly that it undercuts
incentives to invest and disrupts the rate of
return cal culation enbodied in the |IP | aws.

There is a corresponding risk that the

I P fol ks and the people who grant intellectual
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property rights can send out such a slew of
rights that there are overall welfare effects
t hat are undesirable.

W're not going to get out of this.

This is a difference in approaches. It is a
difference in enphases. It is a difference in
t ool s.

And that's why | see it as a problem
that has to be managed. Pools are one way -- and
| think this is fairly obvious. |1'mnot going to
cover the beginning of ny outline which I think
is fairly obvious ground.

If one takes the hypothesis that we
have a | ot of patents, probably patents that
peopl e are surprised -- | heard on Saturday on

the radio a patent for a nethod of swi nging a

tire in a playground. It is the swinging on the
vertical axis relative to -- | can't renenber
what it was. It was a seven-year-old inventor

If you think that there is a
proliferation of patents, there is a thicket of

patents, pools are one way of clearing that.
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There are a variety of ways of dealing with the
probl ens.

But | do want to say at the outset
t hat what we're doi ng when we tal k about
enforcenent as agai nst pools is operating at that
intersection. And we have to be very carefu
that the problemis not viewed wholly from one
perspective or the other.

W can't totally have antitrust
deferring to the rate of return nethodol ogy
and say it increases incentives, ergo |legal --
providing your first born child a security
perfornmance on an agreement |lowers the risk of
the agreenent either. It does not follow that
that is a valid security.

Nor can we go all the other way. So
et nme talk about in context -- get down to a
little bit nore practical aspects, pooling as
conpared to ot her approaches.

' mgoing to take the exanpl e which
is what nost of the -- what we've been talking

about, and particularly the DVD rel ated pools --
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of a pool where you're pooling technology to
devel op a standard. You've got a product where
standardi zation is desirable.

DVD pl ayers are the conbi nati on of
content, encryption technol ogy, and hardware.
The encryption technol ogy we know exists so that
a fifteen-year-old sonewhere in Norway can
decrypt it and post it on the internet and then
we bring the DMCA in.

Pooling may enploy -- in this type of
situation pooling may enploy a choice to conpete
wi thin an agreed upon standard. |If you don't do
that, what happens? W're going to pool our
intellectual property. W're going to arrange a
series of IPrights so that we can create a
product that inplenents a standard.

If you don't do that, what do you do?
You mi ght have proprietary conpetition for the
market. Let's call this Mcrosoft. W wll
conpete with firnms enforcing their rights,
asserting their rights, each firmas against the

other. We'Ill have a lot of low price
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conpeti tion.

W'l have a |l ot of very aggressive
first stage conpetition and a w nner-take-al
type of scenario. Al right. That's one thing
we could do. W could go through a standard
setting organi zation. Instead of pooling we
shoul d say we're going to bureaucratize this in
sone sort of a fornal way.

W're going to go to ISO I1EC all of
t hose organi zations. You can have a hybrid.
MPEG 2 has a hybrid aspect to it as | recall.
There is an | SO standard i nvol ved.

If you push on one of these nethods,
if you make antitrust riskier on one than the
other, you will see a tendency -- this is a
pol ycentric problem-- to pick different types of
probl ens based on the nethod you choose.

So, for exanple, if you neke
enf orcenent of pools a priority and you enforce
pool s very aggressively and you take the position
we're only going to -- we will bring an

enf orcenent action agai nst any pool we think is
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at all suboptimal, all right, now you have
conmpetition for the nmarket.

And you get your single firmantitrust
issues: Intel/lIntergraph, |Inmage Technical,

In Re: 1SO Refusal to License, and rel ated

i ssues. What do you get when you get conpetition
for the market in a market that has strong
network effects associated with it? You get
nodels. A predicted domnant firmconmes in, and
fine.

Now our enforcenment task is -- instead
of | ooking at the pool our enforcenent task is:
Is Intel asserting its intellectual property too
strongly.

We can spend the entire decade of
the 1990s litigating with Mcrosoft over its
practices. And we're going to buy into that set
of issues because that's the nodel of conpetition
we've shifted to. That's a possibility.

St andard setting organi zations, you've
got Allied Tube. You' ve got Sanitary Engi neers.

You' ve got experience with m sconduct in standard
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setting organi zations. There's the possible
mar ket effect from adoption as a standard.
You' ve got that whole set of cases. You can
go down that route al so.

The point that | want to enphasize
here is that when you have the particul ar
structure I'mtal ki ng about, you've got a market
with strong network effects, standardi zation is
desirable, utility of the good increases wth
consunption, you have a set of antitrust
problenms. Costs get sunk up front.

Margi nal cost is low. There are going
to be issues. There are going to be worries.
They may take different forms. But they're
there. And it's not as though by going after
pools -- you say |'ve gone after pools and |I'm
aggressively enforcing pools and that's going to
sol ve the problem

It will create different problens.
That's part of the nmanagenent of the entire
intersection. So |I've been asked today to

tal k about and | ook at this problemfrom an
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enforcenent point of view, putting ny enforcer's
hat on. And really this should be Chris doing
this because I'm not an enforcer.

| was a lawer in practice. And I'm
now an academic. But this is what | think about.
VWhat are ny goals ideally? What am | thinking
about when | think about pool s?

"' mthinking about a cooperative space
that's [ arge enough for intellectual property
rights to be arranged to facilitate production
at the | owest conbi ned cost of transaction and
adm ni strative costs.

And there's going to be sone interplay
bet ween the demands you pl ace on a pool and how
much you try and push it and the cost of the
pool . Cost and demand are inversely rel ated,
nmeani ng the costlier you make a pool to run, the
nore you load it up, the less desirable it may
appear.

So there's going to be an equilibrium
there, which facilitates one path of conpetition

wi t hout foreclosing others either by |licensors or
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i censees, and whi ch does not skew conpetition
t hrough discrimnation. That's mny ideal world.

My ideal world is this inaginary space
where intellectual property rights are floating
around, and sonetines they conflict with each
other and they lead to lots of litigation and
t hey pay off ny students' student |oans, and they
all like that. And we can preserve a space out
there in which cooperation can occur.

And ny goal is to make that footprint
as small as possible while still getting the job
done of facilitating production and having the
fewest collateral effects fromit. That's ny
sort of idealized thing, what would | like to
have happen. What does that inply for
enf or cenent ?

If there are deviations, if sonebody
cones to ne and says |'d |i ke to have a pool
with this sort of arrangenent; 1'd |ike these
provisions in it, the letters that we see, to the
extent that | see deviations in a proposal that

is given to me, | want to know why. Wy can't |
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get what's perfect? |'ve got ny inmage.

|'ve got ny goal. | know what | want
to see. |If there's a deviation, | don't want to
have |icensors be able to license outside the
pool. Let's say that proposal comes to you.

Wiy not? | would ask why, and | woul d demand
par si noni ous expl anati ons.

And this is sinply ny personal belief
frommy days in practice, that the plausibility
of my clients' stories were inversely rel ated
with their length. What we're dealing with here
are fairly straightforward concepts. A short,
strai ghtforward expl anati on should be sufficient.

This is related to sonething that Josh
nmenti oned and al so sonmething that Chris nentioned
in ternms of Josh's conpetition and demand
margins. Josh's basic point was if you say -- if
you as an enforcer say you nust be able as a
licensor to |icense outside of the pool and you
get some push back on that, why?

Wiy is that undesirable? Is it

because people are afraid that if |licensors can
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i cense outside of the pool only one |icensor
wi |l have any custoners? |s conpetition margin
bi ndi ng?

O are they really not worried about
t hat because -- and | read this point the sane
way that Chris did -- what's in the pool really
are strong conplenents and | really don't have
that nmuch of a worry about it?

What you're really trying to
do because you're at an informational
di sadvantage -- these people are in the industry.
Their |awers spent a lot of tine |earning the
i ndustry. They know the paraneters better than
you. You're trying to use your nodel to test and
get explanations as to what you see.

Way does it exist? |If it deviates
fromwhat | want, why does it deviate from
what | want? However, although that |evel of
interrogation is sonething that | think you
have to do at that level -- why can't | get ny
ideal -- the test shouldn't be whether a pool is

perfect because, nunber one, it's not going to
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be.

In the final analysis | think what you
have to ask when you're analyzing this froma
| egal point of viewis am| better off with this
arrangenent than | would be without this
arrangenent including any chance that | m ght be
able to bring sone sort of an enforcenment action
and naybe get it nodified.

In that sense this is a ganme of
chicken, right? Al law rests on a theory of
human behavior. Wat is nmy theory of human
behavi or for people exploiting IP rights? They
maxi m ze income. \What are they going to do?
They're going to try and make noney. They may
make noney in ways that | like.

They may nmake noney in ways that |
don't like. That's what | expect out of them
I need to try and reach the best equilibrium
possible. That I think has got to be the target.

This is an area in which pursuit of
t he best can be the eneny of the good. Al

right. Assessing pools, practical problens.
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I would not recomrend -- and |'ve not seen this.
And this is | think a tribute, as | said, |
think things -- to the way that things have
been proceeding in this area.

If you see a pool that reflects a
choice to conmpete within a standard rather than
for a standard -- we're going to collaborate on
a standard, and then we'll conpete on price,
quality, whatever else within the inplenentation
of the standard -- that is a valid choice.

That is a node of conpetition.
woul d be wary of trying to force conpetition
towards a certain nodel. W don't |ike
conmpetition within a standard; we want
conpetition for the standard. W don't I|ike
conpetition within the market; we want
conmpetition for the nmarket.

You trade off for a different set of
problems like that. And what you're seeing if
you see sonebody bringing a pooling arrangenent
to you is at |east sone evidence so |long as

you've got -- you don't have facts that are
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screaming out to you that this is sonme sort of
col l usi ve and unproductive conduct.

You' ve got sone evidence that there
are efficiencies to be had through that node of
conpetition. So | would scrutinize efficiency
justifications on their own terns rather than
conmparing themto a nodel that you m ght prefer
in the abstract. There is however no nodel of
avoi di ng conpetition.

There are different nodels of
conpetition. | just want to distinguish that to
say -- to make clear that what |'m saying is not
that you take at face value everything that is
said, but that you recognize that there are
alternatives that may be being pursued, and your
enf orcenent deci sions may influence the path
t hose alternatives take.

Al right. Practical aspects in this
is basically -- what | want to do is nention a
couple of things that | think are inportant, and
they are aspects in which | think the business

review |l etter process has done well, and I'I
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tell you why. Qbviously -- and this is sonething

that the guidelines and the letters talk

about .

The desirability of these arrangenents
depends on the validity of the IP. | want to
know a | ot about what's in the pool. want to

make sure that what's in the pool is actually a

legitinate patent. | want to make sure that it
is -- well, I"l'l talk about necessity in a
nonent .

| want to make sure that they were not
| oadi ng up or protecting technology that really
shoul dn't have been given a patent in the first
pl ace. There has been enployed in the letters
t he expert procedure. This is nbre on necessity.
But there was a hint in one of themthat it m ght
be on validity as well.

How do you figure this out? One way
is to build in incentives for pool nenbers to
chal l enge the I P of other pool nenbers. The
royalty structure can do that if the royalties

keep to the anount of IP in the pool.
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I f you have an expert -- and this
is -- as | say, to sone degree it's going to
apply to the next slide which is essentiality.
VWhat we've got is this procedure where you as an
enforcenent official don't have as much
information as they have. So to some degree
you've got to rely on sonme form of analysis.

The procedure's been we're going to
appoi nt an expert to pass on essentiality. That
is a guardian, which neans that you have the
probl em of who guards the guardian. That never
goes away.

You're always going to be in the
position of |ooking at sonebody and saying can |
trust themunl ess what you're going to do is
i n-source sufficient expertise to evaluate al
the pools that you're going to see, and that's
not goi ng to happen.

So you're going to have to depend |
think on the structural facts that either give
you confidence or give you suspicion in what the

expert is doing. Are they disinterested?
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Do they have a reputation that could
suffer if they are perceived to be as -- in ny
former litigation days we would think there are
some expert w tnesses that you have when you --
that you buy -- buy. Hre. Boy, there's a
Freudian slip. | would hate to see -- |let ne put
this nore bluntly.

| would hate to see this procedure
go the way that expert w tnesses have gone in
litigation where the one thing that you're sure
of is that you're probably not getting the
di sinterested analysis that you would get if
you sat down and had a cup of coffee.

There's going to be a trade-off
bet ween t he procedures that you try and inpose
on the pool for assessing validity. Are you
going to let licensees -- are you going to |et
outsiders cone in and chal |l enge the pool --
chall enge the validity of IPRs, and the cost
of adm nistering the pool ?

The nore bureaucratic conplexity that

you build into it, the nore costly it becones.



© 00 N oo o b~ W N PP

N NN R R R R R R R R R R
N B O © 0 N O O N W N B O

77

And the nore costly sonething is, all else being
equal, the less desirable it is. That tension is
sonething that | think is a valid point for
people to bring up, and I think it's somnething
you woul d have to think about.

Necessity -- and I'll go through these
very quickly because |I think the letters explain
them pretty quickly, and we're going to talk
about themthis afternoon as well.

| think that because what we're
tal king about is the practical conbination of
intellectual property rights relative to the
production of a technology or a product, we have
to have a practical approach. | would not favor
abstract, technol ogi cal approaches.

| would favor can this actually work;
is it necessary to get sonmething done. Howto
determ ne necessity, this is sonmething | talked
about just a minute ago. You as an enforcer can
undertake investigations. You can solicit input.
You can see if there are ways for necessity to be

chal | enged at various stages.
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And | shoul d highlight here one of the
things that I think is inmportant going forward in
this process is seeing how these i ssues change
over tine. W' ve got some good experience with
the initial formation.

The dynam c nature of innovation and
the duration of the pool is sonmething that is |
think going to be an issue I'll talk about wth
i nnovation in just a second. | wouldn't mandate
a particul ar net hod.

But the confidence you have that the
pool is proconpetitive is going to rest in large
part on the confidence that they give you and the
ef fectiveness of the nmethod it identifies.
Exclusivity, | should say non-exclusivity. |
think the ability to |license outside the pool is
very inportant.

| would be extrenely -- and it's not
somet hi ng you' ve seen chal l enged in the pools.

I would be extrenely curious as to what the
justification for an exclusive arrangenent

woul d be.
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l|"d really want a very short,
good explanation for that. Inprovenents in
i nnovati on, dynam c technol ogi es, the one thing
we' ve | earned, this goes back to ny fundanenta
goal .

| think that it's inportant that
licensors and |icensees be free to conbine
technol ogy either to inprove or conpete with the
pool ed technol ogy, neaning ny vision is that we
have here a space in which I PRs are arranged
relative to a standard or a product.

My nost desirable situation is one in
whi ch that space of cooperation does not prevent
ot her spaces from form ng, other paths of
cooperation fromformng. It facilitates it.
It's permssive. But it does not prevent others
from happening. G ant backs are the bottom

We tal ked about a little bit earlier
t he gui delines nentioned under section 5.6.
woul d consi der evolution of a standard, if we're
going to tal k about a pool form ng a standard,

evolution within the pool and innovation outside
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t he pool .

It would nake sense for -- if they
chose to do so, it would nake sense for poo
menbers to take steps to ensure that the standard
they were creating so that people could inplenent
it could evolve over tinme. | can see situations
in which grant backs fromlicensees would be
desirabl e.

The gui del i nes tal k about
non-excl usi vity being nore desirable than
exclusivity. And part of the reason the
guidelines talk about that is the ability of
i nprovers to get revenues on their own, which
means that the royalties cone into play. There
is also -- and Chris nentioned this earlier.

There should be a relationship between
the field of the license and the field of the
grant back. Royalties, and |I've only got a
coupl e of nmore. Reasonable and
non-di scrimnatory, |ike systemto |icensees,
we have seen that. That is also standard in

standard setting organi zations.
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This is an area of overlap. You've
got nost favored nations provisions in a couple
of the letters. How does the royalty vary with
the value of the intellectual property right?

You've got in the Toshiba letter -- |
do the DVD letters by Toshiba and Philips -- a
fairly textured pricing policy, newer patents
worth nore than ol der patents. You can go into
the -- you can have pools where you go into a
pricing nechanismthat really gets into -- how do
| say -- that gets to a very detailed per IPR
anal ysis of pricing.

You can go down to a |l evel where the
pool is really fairly a mniml rearrangenent of
what woul d happen if you were selling the IPRs
out in the market. O you can have a per unit
type anal ysis which does not do that.

The royalty -- and | would want -- |
think it's inportant to understand the incentives
created by those. | would be hesitant to try and
force one or the other. But | would want to

under st and them very thoroughly.
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Does the royalty decrease over time as
production costs |ower, as you get this sort of
standard; we've established the innovation;
we're at the end of its nore mature product
stream And how significant the royalty is
relative to the product, this is a point that's
been nmentioned in a couple of the letters.

Can the royalty be used to facilitate
collusion? Does it suggest to you that sonething
is going on in the first place -- downstream
col lusion especially -- sonmething that's going on
in the first place that nakes you suspect the
pool as a whole? And the last thing that | want
to nention is the treatnent of information.

This is something we've also seen in
the letters. There's going to be a need for the
nmenbers to have sone information about what is
being done with their IPRs. There's going to be
a need for sone information.

There shoul d be procedures in place so
that the information that is granted relates to

the exploitation by the pool of the |IPRs rather
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t han becoming a conduit for the types of

i nformation sharing that you would not want to
see. Hopefully |I've stayed reasonably within
ny tine. And thank you very nuch

(Appl ause.)

MARY SULLI VAN: W have about twenty
m nutes for sone questions here as we end this
nmorning's session. And 1'd like to start out,
Davi d, by going back to your issue about parties
being free to license outside the agreement. And
that certainly has been -- was a factor in the
DQJ pooling review letters.

But |I'mcurious as to whether the
parties are free to |license outside of the
agreenent whether they in fact have the incentive
to do so and whether that changes as the size
of the pool, the amobunt of |P contained wthin
t he pool, gets bigger.

DAVI D MCGCOMWAN:  Well, let nme take it
in sort of md-reverse order. | don't know the
answer to the question of how frequently it

occurs. There are people here that are better
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suited to -- or have better information on that
than | do. So | would sort of defer to them
My instinct is it's going to depend
on the intellectual property right. The thing
that | have in mnd, if the pool is properly

constructed, there will be a great incentive to

license individually outside of the pool. If
the pool has only essential patents, | would be
surprised.

On the other hand, what | have in mnd
in sort of ny inmage because | think that that the
i nnovation aspects, the dynam c aspects of
conpetition in I P markets are probably the npst
i mportant, is the possibility of reconfiguring.
What you have in a pool is a particular
configuration of rights.

I f you | eave open the possibility of
reconfiguration, |eave open the possibility of
some rights that are in that pool becom ng part
of different standards, conpeting standards,
products that m ght becone substitutes even if

they' re not now, for the pool product.
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That sort of flexibility is what to ne
is inportant in the sense that it |eaves open
al ternative paths of innovation that m ght | ower
the cost of alternative paths if you can draw on
sonme existing technology. WII a pool menber
have an incentive to license as part of that new
vent ure?

The short answer is it's going to
depend on what they think will maximze their
profits. | don't think that anyone shoul d have
any Pol |l yanna views about that. And that's going
to be in part a projection of, the present val ue,
the expected val ue of the innovation on an
al ternative standard.

What |'mreally concerned about is the
ability to make that decision being untramel ed
by the pool, the pool representing an area of
col | aboration, and area of cooperation, but not
foreclosing others. So that's the basic idea.
The frequency with which it occurs, |'d be
interested actually in hearing.

MARY SULLIVAN:  Any experience here on
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the pool? Josh?

JOSH LERNER. | can give you sone
personal experience. To the extent that pools
are small and the nunber of participants,
licensors in the pool is small, then the
propensity to |icense outside the pool is high.

To the extent that the nunber of
licensors in the pool is very |large, |arge being
a nunber, say, greater than four -- you don't
probably think of that as |arge.

But in trying to do -- essentially
licensing from say, five or six or ten different
licensors, the probability of soneone being able
to invest the effort and the tine -- and tine is
very critical in nost of the industries we're
tal ki ng about -- goes down.

The opportunity in a |arge pool to
actually do this licensing outside the pool is
in fact for nost -- for many firns not a real
opportunity. Even firns that have significant
econom ¢ incentive to do so, they sinply don't

have the nunber of hours in the day before a
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product has to be introduced.

MARY SULLI VAN:  Chris?

CHRI STOPHER KELLY: It sounds then
i ke we coul d probably expect that within the
standard for which the pool is directed we can
expect the likelihood of independent licensing to
be a function of the need for the pool in the
first place.

If you do have a lot of IP owners, a
| ot of disparately held IP that's inplicated by
the standard, then it wouldn't make a | ot of
sense to expect independent |icensing because
whoever went on that path would then have to
continue on that path with a vast nunber of other
| P owners and take on all those transaction
costs.

But | guess that wouldn't necessarily
apply to individual licensors' willingness to
support rival standards and even form pools for
t hose purposes if it seenmed |ike a viable
proposi ti on.

But that would be nore a function of
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the type of standard setting questions that |
suppose you' Il be tal king about tonorrow.

FRANCES MARSHALL: Garrard?

GARRARD BEENEY: It's an interesting
guestion, Frances, about the incentives for
i ndi vidual licensing and the comment about the
propensities of big pools and small pools. And
obviously I"'monly working within the experience
that 1've had.

But in representing pools and
representing individual |icensors in pools, and
representing the individual |icensors when they
are approached for bilateral negotiations and
licenses, in ny experience | guess partly because
of the advice that | offer to individua
licensors, the individual |icensors are prepared
to enter into individual |icenses generally
within the margi ns of their expected revenue
stream fromthe pool.

But at the end of the day the
prospective |licensee just sinply isn't interested

and they just wal k away and they end up with a
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pool |icense.

And | guess what |1'd |ike to suggest
is that doesn't nean that there aren't
alternatives. It just neans that one is so
conpetitively conpelling that there isn't
actually much of it done.

| kind of think of it in a way that,
you know, | don't want to have to fly from New
York to Los Angeles -- | could fly a comerci al
plane or | could charter a jet. But the
econom cs are so conpelling that | have never
fl own anyt hing other than comercially.

Sol mean | think it's the sanme thing,
that the licensors that |1've represented are
always nore than willing to enter into these
bil ateral negotiations or willing to enter into a
bilateral |icense at about the royalty |evel that
they would get fromthe pool.

But at the end of the day it just
doesn't make sense fromthe |icensee point of
view. And | don't think you can fault the patent

pool for becoming increasingly nore attractive as
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it becones bigger, as if that were sone fault.
That's an increase in its efficiency and an
increase in its attractiveness.

And the fact that the |licensee chooses
not to avail itself of the alternative doesn't
mean that it's not there.

FRANCES MARSHALL: Baryn?

BARYN FUTA: Actually | think this is
nore perhaps Peter's point than mne. But |
think that nmy experience conports with Peter's
experi ence, which nost bilateral relationships I
see in the marketplace are field of use or |arger
i n scope.

And programs |ike the MPEG 2 program
are dealing with a very thin sliver or one
intersection point, if you wll, between two
bil ateral partners, that being essential patents,
however defined, for a standard |ike MPEG 2

So | don't think the |argeness or
smal | ness of a patent joint |icensing program
i npacts the marketplace utilization of unilatera

l'i censing.
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FRANCES MARSHALL: Let me go down here
for a couple of questions or comrents and then,
Josh, | do want to get back to your conments.
Peter?

PETER GRINDLEY: | basically wanted to
support the two points we just made that with the
standard, the package of |IP seens to be worth
nore than sonme of the individual patents because
t he coordination of the access to these |IPs has
al ready taken pl ace.

It's -- the potential for holdout by
the last -- if you went around individually
trying to get these |licenses, the potential for
the | ast one charging you everything that
you've -- all your renaining wealth has been
resol ved because the coordination has taken pl ace
i n advance.

So I'mnot quite sure how that works
out conparing the individual patent |icensing
versus the package. But |I'mjust saying that the
package is inherently -- just as a pure matter of

network externalities and coordi nati on probl ens

91



© 00 N oo o b~ W N PP

N NN R R R R R R R R R R
N B O © 0 N O O N W N B O

92

is worth nore than the individual patents on
t heir own.

FRANCES MARSHALL: Jeff?

JEFFERY FROW  Well, | guess
generally as a conpany that does nostly |icensee
arrangenents | just beg to differ. | think that
the -- there is always a trade-off between the
value of the -- people are maki ng econonic
trade-of fs.

They are trying to think about the
cost of joining the pool. And if the cost of
joining the pool is small relative to the cost of
the product then obviously they will join the
pool regardless of other incentives.

If the cost is -- in their mnd when
they ook at their own profit or the way that
they run their business, if they |ook at the cost
of the pool as high, then they start to
contenpl ate other alternatives.

And to suggest that they're --

i censees always reach the conclusion that they

can afford the pool over doing cross-licensing is
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really not the reality.

Having attenpted to do it in the rea
world, you find out that there -- if you' ve got
a whol e series of licensors, sone are nore
notivated to license than others. Sonme are very
unnot i vat ed.

Sone may not even have |icensing
organi zations in a real sense. And sone of them
are conpletely de-notivated to do the Iicensing
even though the DQJ letters require it.

So |'"mjust saying that there are
lots of different |icensees that may wi sh to go
different ways. But the practical realities tend
to push themtowards the pool in a very strong
way because of tinme and cost.

FRANCES MARSHALL: Ckay. Janes?

JAMES KULBASKI: One of the -- a
question to Jeff is he said that for |arge pools
there is a tendency to |license through the poo
but for smaller pools such as four- or
five-entity organi zations there is a higher

i kel i hood of going outside of the pool.
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Everyone knows about the |arger pools
whi ch have been approved by the DQJ and are very
popul ar and profitable. But I'mnot too famliar
with smaller four- and five-conpany type pools.

How many of those do you think exi st
and in what areas of technol ogy are they
successful? |f people are going outside of them
is there really a purpose of formng a four- or
five-menber pool ?

JEFFERY FROW | think nost of the
pools start out as relatively small groups, or
many of themdo. And so to the extent that they
start out that way and stay that way -- and the
ones that start small, perhaps they | ook a | ot
nore |like cross-license arrangenents than pool s
i ke the DQOJ has focused on.

But there are quite a few of themthat
just never get -- they just don't have |arge
patent pools. They don't have | arge economc
i npacts. And people do coordinate their
| i censi ng.

It doesn't seemto be difficult for
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people to figure out howto do it. They have
read the DOJ guidelines. And so as |long as they
stay within themthey figure they are okay.

FRANCES MARSHALL: This afternoon we
are going to get nore deeply into this issue of a
full pool license versus a partial |icense being
avai | abl e.

| think one of the things that | woul d
like to point out to Jeff is that |I don't believe
that the DQJ letters require the individua
licensors to license their patents, but just that
they be permitted to do so, and it's up to them
to choose whether or not to do so.

Peter, did you have sonething el se?

PETER GRI NDLEY: No.

FRANCES MARSHALL: Josh, 1'd like to
finally get back to you

JOSH LERNER:  1'd just like to foll ow
up on Frances' question and just ask David
sonmet hing |I've never understood.

This idea of being able to |icense

outside the pool as -- being permitted to |icense
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out si de the pool as though that's an unabashedly
good thing, | don't understand why it isn't the
case that licensing outside the pool under
certain circunstances is just another way of

di scrimnating under a particular set of facts
agai nst some prospective |icensee.

And so the pool can in effect
facilitate discrimnation instead of putting an
end to it because in fact you're charging
different prices for the same piece of
intellectual property.

And then the question that | ask
nmysel f as an economi st is: Well, then why is
discrimnation a bad thing? W actually Iike
price discrimnation in certain contexts because
it's nore efficient.

So this is an exanple to ne of -- and
maybe it's just because | am nuddled on this
subject. But it seens to nme that this is an
exanpl e of where the regul atory agenci es have too
many degrees of freedom

They can beat you up for not
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permtting i ndependent |licensing. Under a
different set of facts they can beat you up for
discrimnating, and they don't have to justify --
and discrimnating sounds bad, but in fact

econom sts frequently think that discrimnating

i s good.

So what | detect here is either I'm
really confused or there's not a coherent
intellectual framework. And | just don't want to
let this pass. | want to say -- | want to ask
whether it's true that independent licensing is
al ways a good t hing.

DAVI D MCGOMAN: My short answer
is that | don't think |I said that price
discrimnation is bad. If | did | didn't nean
to. The ability to license -- as | say, | am
tal ki ng about this from an enforcenent point
of view.

| think the ability to |icense outside
is good because it allows flexibility in the
depl oyment of the rights. Now, it nmay be -- as

Garrard says, it may be that the econom c
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proposition of the pool is so conpelling that
you see none of it.

So what |I'msaying is that as an
enforcenent matter |'m wondering why the pool
woul d want to forbid |icensing outside the pool.
Now, that mght be -- | take it that the
i nplication of your question is to ensure that
there are reasonabl e non-di scrinmnatory terns
given to all I|icensees.

There are ot her ways of achieving
that. There are ways of achieving that, for
exanmpl e, by saying that |icenses outside the
scope of the pool have to bear sone relationship
to the proportion of payment that the |icensor
woul d have received inside the pool.

So what |I'marticulating | hope is an
enforcenent posture that says flexibility should
be maxi m zed. And the economc results can be
reached in nunber of ways.

If you want to have a nost favored
nations provision, if you want to have sonet hi ng

that deals -- to nake sure that other |icensees
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are on equal footing, that's fine.

There's an issue about what
di scrimnation actually nmeans, whether it shoul d
be relative to the yield that a |licensee is going
to obtain fromthe use of your intellectua
property rights.

And, you know, quite frankly there's a
conpelling story to tell on price discrimnation.
| don't disagree with you about that. |'mnore
worried about particular uses of intellectual
property rights to block certain forns of
conpeti tion.

And this is sort of an anal ogy from
the Allied Tube, the standard setting cases that
| mentioned earlier where what you have is in
effect a cartel of uninventive people trying to
bl ock the adoption of a superior technol ogy.

| worry that if you don't have the
ability for sonebody to cone to a licensor with
an econom c proposition that nakes sense but
requires the use of a particular technol ogy, |

worry that the obligations of a licensor to other
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licensors in that sane technol ogy, if those
obligations prohibit the redepl oynment of those
intellectual property rights | begin to worry
about dynam c efficiency.

Now, the econom c val ue of the
alternative standard may not be such that it's
attractive to the licensor. That's for themto
decide. That's why we give themintell ectual
property rights.

And the distinction between permtting
sonmebody to license and requiring themto |icense
is a very inportant distinction Frances just
made. | would not want to see the use of pool
enforcenent letters as a device to inpose a
i censing requirenent.

But I think it's something to be taken
into account, as | say. Oherwise if you are
really worried about discrimnation and -- for
exanmple, if you thought that it was bad and you
wanted to prevent it, there are ways to deal with
that contractually within the terns of the pool

So | guess ny short answer is | hope
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["mnot inmplying what | think you think |I'm
i mpl yi ng.

FRANCES MARSHALL: Chris?

CHRI STOPHER KELLY: Just a word on
behal f of incoherence. | think Frances nade a
very inportant point about the fact that the
pools -- the letters did not -- although the
extent of exclusivity was a factor in the
analysis, it was not an on/off switch saying if
you were exclusive we would say no to you.

| think it's probably right to say
that had the pool -- any of those pools been
excl usive and prohibited the nenbers of the pool,
the licensors fromlicensing outside the pool,
that certainly you woul d have ratcheted up the
pressure of the analysis of the pool because at
that point it's the only game in town.

And so we woul d care nmuch nore about
each other aspect of the thing. But | could
easily imagine circunstances in which a pool
could come to DQJ and say, we are a consortium

whi ch has defined a new product which we are
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going to put out there into the marketpl ace.

And the pool is itself a part of the
effort to try to encourage people to use this
product as opposed to those stinky four other
ones out there.

And so because this is a joint
endeavor of ours we are going to, you know,
support this thing and we're agreeing to |icense
exclusively for this kind of standard -- | nean
this course says the standards war, which then
has its own inplications.

But | could easily imagine
ci rcunstances where DQJ, at |east when | was
there, saying this may be a perfectly good thing,
and the sane thing with price discrimnation.

| think we have evidence of that in
the MPEG | etter where you do have -- we were
talking a little bit before about the
constructive grant back, as we called it for
rel evant technol ogy, in a sense functions as
price discrimnation, finds the |icensees who see

nore value in the MPEG standard because they are
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innovating within it and says, well, you know
what, we're going to take a little nore fromyou
if any of us |like what you have conme up with
we're going to get a license on it.

And we said, terrific, because what
that probably nmeans is that the people who are
sinply just using the technol ogy w t hout
enhancing it and see less value in it are as a
result going to see a | ower aggregate royalty
then they would if the |licensor were to try and
find a single royalty that captured the val ue
from everybody unifornmy.

PANELI ST: Can | make one qui ck point?
I just wanted to say | think a point that Chris
made | woul d suggest from an enforcenent
perspective is generalizable, which is to say
that -- it seenms to me a risky thing to say that
any of these factors is an on/off switch as Chris
put it.

Practically speaking you are going to
have to hit an equilibrium and deci de whet her

that equilibriumis sonmething that you live with
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rather than the alternatives.

And that seens to me just a realistic
aspect of any sort of judgment about whether to
bring a suit as a private party, or an
enf orcenent deci si on.

And, you know, the process of weeding
t hrough the justifications and seeing how they
make sense in particular markets and different
things will nmake sense in particul ar markets.

It seens to ne it has to be an all-in
sort of thing rather than a nmenu of checking the
box and each of these has to be present.

FRANCES MARSHALL: Jeff, did you have

anot her comment here? No? GCkay. Well, | think
we' ve reached 11:30. | thank you all for a very
interesting norning. | wsh you all luck on

getting lunch and getting back into the building.
G ve yourselves a good anmount of tinme to do that.
And we will see everybody back here at 1:00.

(Lunch recess.)
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AFTERNOON SESSI ON
(1:00 p.m)

FRANCES MARSHALL: Let's all take our
seats and get started again. Wth this norning' s
session apparently we had a ot of trouble with
t he sound system and people not being able to
hear very well.

W' ve requested that the bl owers be
turned off, and I think they have been. And the
consequence of that is that it my get warmin
here. So if it gets too warmlet us know and we
can do the trade-off again, turn them back on.

I think what we need to do for the
panel -- not all the speakers are -- the m kes
are on. They turn themon as we -- they
recogni ze that we're going to be talking.

So if you just give a couple seconds
for the mke to cone on when you pick it up, that
woul d be good. If people could speak slowy and
articulately that will probably hel p people
understand as wel .

So to begin this afternoon’'s session
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Josh Newberg is going to give us an overvi ew of
the case | aw of patent pools and cross-licenses
and then talk a little bit about the FTC s VI SX
case.

JOSHUA NEWBERG  Thanks very much
I"d like to thank the Justice Departnent and the
Federal Trade Commission for inviting ne. |'m
delighted to be a part of this excellent program
| know |'ve already learned a |ot.

Wiat 1'd like to talk about generally
speaking is obstacles or challenges to the
formul ati on of conpetition policy with regard to
patent pools. And | want to focus on the issue
of uncertainty, two types of uncertainty.

One is uncertainty regarding the
| egal framework, nore specifically the case
aw on antitrust analysis of patent pooling
arrangenents, and then the issue of uncertainty
with regard to the patents thensel ves that are
eval uat ed when eval uating a patent pooling
arrangenent, uncertainty with regard to scope,

uncertainty with regard to validity, and
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uncertainty nore broadly speaking with regard to
t he econom c rel ationshi ps anong patents in a
pool i ng arrangenent.

| want to begin with a tal k about
the case law. 1'll talk about Standard G|, Line
Material, and a little bit about BM versus CBS.

Then 1'I1 give an overview and
anal ysis of the Summ t/VISX case and use t hat
case as a vehicle for show ng how the uncertainty
i ssues played out, and then talk a little bit
about inplications, recommendations for
conmpetition policy regardi ng patent pools.

| want to try to be a little bit
provocative and maybe convince you of three basic
propositions. One is that the Supreme Court's
antitrust analysis of patent pooling is highly
problematic and fails to offer rules of decision
that maxi m ze wel fare.

Second, | want to suggest that as nuch
as we long to categorize intellectual property
neatly in the conceptually distinct categories of

conmpeti ng, conplenentary, blocking, patents |ike
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facts are stubborn things that frequently defy
such conveni ent classifications. They may
straddl e one or nore classifications. And their
scope and/or validity may be just fundanentally
uncertain.

Third, since this indeterm nacy often
inforns the actual business decisions, the actua
busi ness rel ati onshi ps that are structured around
sharing patent rights, antitrust analysis should
be adapted to account for such uncertainty to try
to factor it in rather than pretending that it
doesn't exist.

Now, perhaps the nost frequently cited
Suprene Court case on patent pooling is Standard
Ol of Indiana versus United States. It's a case
from1931. And it's typically cited for two
pr oposi tions.

One proposition is that the rul e of
reason is to be applied to the anal ysis of patent
pooling arrangenents. It's also cited for the
proposition that it is permssible for firns to

combi ne bl ocking patents. That is to say that
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conmbi ning patents in order to resolve bl ocking
relationships is not likely to raise antitrust
pr obl ens.

Wth regard to the first proposition,
| think it's fairly sound to cite Standard QG |.
But with regard to the second proposition, |
think it's problematic.

The case involved a pooling
arrangenent anong four firns. It was established
in the 1920s. And these four firnms had
alternative technol ogi es for cracking gasoline.
This was a revolutionary nethod for refining
petrol euminto gasoline.

And it represented a huge advance
over so-called straight run nmethods of cracking
gasoline -- of refining gasoline. And it could
increase the yield froma barrel of petrol eum
from anywhere fromtwo-and-a-half to seven
ti mes what you woul d get under the previous
t echnol ogi es.

So this was revolutionary. And one

process was patented. Then nore processes were
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patented. And soon the industry was faced with
an enornous anmount of costly litigation. And so
four firms entered into the pooling arrangenent
that was ultimately chall enged by the Justice
Depart nment .

And in this pooling arrangenent four
firms agreed that they would cross-license each
ot her's cracking technol ogies. And each nenber
of the pool would be able to |icense the package

or any conbi nation of the pool patents to third

parties.

And it was quite successful for a
while in ways that I'll talk about in alittle
bit. But it was problematic and I'll tal k about

why it was chal | enged.

The Suprenme Court |ooking at this
pool i ng arrangenent decided that it was okay,
deci ded that there was no antitrust violation
Way? There were no downstream output or price
restraints as part of the pooling arrangenent.

And perhaps nost inportantly the Court

| ooked at the downstream market for gasoline.
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And what they concluded was that as a percentage
of all gasoline the four cracking patents firmns
accounted for only about 26 percent of all the
gasol i ne market .

So not only were there no downstream
price or output restraints, the Court decided
that 26 percent didn't constitute dom nance.

So you have a very conpetitive, perfectly
conpetitive, or acceptably conpetitive
mar ket .

And al so there was not a | ot of
evi dence of any kind of exclusion of firns that
wanted to license the patents. Wll, what's
wong with the Court's analysis then? First of
all they |ooked at the wong nmarket.

It probably woul d have been
appropriate to |l ook at the technol ogy narket,
to use a technol ogy narket analysis and to neke
a distinction between the upstream|icensing
mar ket in which these four firns operated and
di stingui sh that fromthe downstream market for

gasol i ne.
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The patent pool was not in the
busi ness of selling gasoline. The patent pool
was in the business of |icensing the technol ogy
to refine gasoline.

If you ook at it fromthat
perspective, these four firms accounted for
something like 80 or 90 percent of all cracking
capacity. So they probably did have sonething
akin to a dom nant position.

Looking at the likely effects, the
probabl e effects of the Standard G| pooling
arrangenent, it's probable that the firnms had
|l ess incentive individually to conpete for
i censees because they had the right to use
every -- the other firm nenbers', the other poo
menbers' patents.

There was probably | ess incentive to
i nnovat e because each nenber could free ride on
t he innovations of the others. However, the
arrangenent settled and avoi ded a great dea
of potentially ruinous litigation.

And it did facilitate the diffusion of
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a revolutionary technol ogy w thout which there
woul d be no autonobile revolution here in the
United States. So in any case Standard Gl is a
sort of anbival ent |egacy.

It's a case that is about conpeting
patents, conpeting technologies that is, as |
said, cited for the proposition that conbinations
of blocking, i.e. conplenentary technol ogies, are
I awf ul .

The actual discussion of bl ocking
is in one footnote, footnote 5 of the opinion.
And it's good. It says that bl ocking can be --
pool ing arrangenents to resolve bl ocking can be a
good thing. But it's not part of the hol ding of
t he case

The next case that's relevant to the
anal ysis of pools is United States versus Line
Mat erial which specifically dealt with the issue
of Dbl ocki ng patents.

In that case one firm the Line, and
the other, the Southern Corporation, one firm had

a patent for a circuit breaker technol ogy, but
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the product that they made with the patent wasn't
all that efficient.

Anot her firmhad invented a better,
nore efficient circuit breaker, but they couldn't
mar ket that. They couldn't produce it unless
they had a |icense fromthe first company. So
they entered into a pooling arrangenent to share
the rights of the conbi ned technol ogy.

They appoi nted one of the two firns
to be the Iicensor of the technology. They also
fixed the downstream prices of the circuit
breakers that actually were nade with the
t echnol ogy.

Now, in this case the Court not only

said that this was a bad thing, it was per se

unlawful . The Court said that this arrangenent
was per se unlawful. What if anything is wong
with that analysis? Wll, there was no -- there

was no rule of reason inquiry.
There was no inquiry into rel evant
market. There was no inquiry into conpetitive

effects. And also it's difficult to tease out
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fromthe opinion how significant the setting of
t he downstream prices was to the decision

Based on ny reading of it, it |ooks as
if the Supreme Court still would have condemmed
it even if there wasn't a downstream product
price fixing because they had a problemw th the
two licensing firnms, the two patent hol ders
getting together to fix a royalty rate.

So anyway, on the one hand you have
the Standard O | case which is usually cited for
the proposition that you can -- that pools to
resol ve bl ocking arrangenents are okay. But it
doesn't deal with bl ocking patents.

And then you have the Line Materi al
case which says that a conbination to resolve a
bl ocking relationship is per se unlawful. So
this is to say the least kind of a difficult and
anbi val ent | egacy fromthe case | aw.

Well, let's fast forward to
Sunmit/VISX, to a nodern patent pool. The
technology in Summ t/VISX, as you probably know,

was for PRK, the sort of revolutionary technol ogy
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to reshape the cornea to correct for various
refractive errors through applying a | aser.

In 1992 the two leading firms in the
devel opnent of this technol ogy several years
before it was approved by the FDA entered into
a pooling arrangenent, the Pillar Point
Partnership. They pool ed the PRK apparatus and
nmet hod patents. They established a $250 per
procedure fee.

Whenever sonebody actually did the
procedure with either a Summt machine or a VI SX
machi ne, a $250 fee would be paid to the pool.
The firns however renmined free to conpete on
the sale of the machines.

What are the principal antitrust
i ssues? One was what's the economc relationship
anmong the patents in the pool and the
relati onship between those patents and the two
firms' technol ogies. And a second was what were
the conpetitive effects.

Vll, in 1998 the FTC brought a
t hree-count conplaint. And they argued first
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that the pool was an unlawful restraint of trade
based on a reading of the relationship anong the
patents as being conpetitive. So the argunent --
the FTC decided that this was a pooling not
primarily or solely of conplenments but of
conpeti ng approaches.

The FTC al so charged conspiracy to
nmonopol i ze the PRK and equi prent and t echnol ogy
mar kets, and a third fraudul ent procurenent of
the VI SX patent, key VI SX PRK patent was the
third count. This was resolved by settl enent.
The pool was dissol ved.

And in the settlement VISX granted a
license to Sunmt for the pool ed VISX patents.
So Summit could use the patents although Summ t
coul d not sublicense. Summt could not |icense
third firns.

Now, the decision that the Conm ssion
made in analyzing the patents is certainly
defensible. | was a part of it. | worked on the
l[itigation team But there were and there are

alternative approaches that could have been
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t aken.

Based on the evidence that we had
before us, based on outside observers, you could
| ook at the sanme pool and say these are not
conpeti ng technol ogi es. What you have is a
bl ocking rel ati onship being resolved by this
pool i ng arrangenent. That's what the parties
argued. And this was not a frivol ous argunent.

It could have been interpreted that
way. Alternatively it could have been argued
that effectively VISX was a | awful nonopoli st.

VI SX had such a broad patent that they
effectively covered the narket.

And what they were doing was entering
into essentially a vertical relationship with
Sunmit where Summit needed to |icense the VISX
patent to be able to operate at all.

Anot her approach, another way which |
think is probably the way I'minclined to | ook at
it is that this pool and the relationship anong
the patents in this pool was defined by its

uncertainty. The patent scope of inportant
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patents was uncertain. And the validity of
t he nost inportant patent was uncertain.

Now, dependi ng on which of those
perspectives that you take, each of which | would
submt was defensible, could be supported by the
sanme evidence in the case, it has of course
substantially different inplications for the
antitrust anal ysis.

The conpetitive effects then depends
on how you characterize the patents. Under the
FTC viewit's a price fixing cartel arrangenent.
If on the other hand you see it as the resol ution
of bl ocki ng by conbi ni ng conpl enrentary patents,
then at | east the pooling arrangenent is to be
encour aged.

Query whet her the per procedure fee
is to be encouraged. If you see VISX as a
| egitimate patent nonopolist, then the |icensing
of Sunmit was proconpetitive. It allowed Summ t
to be able to operate, and it avoided litigation.
And VI SX woul d be entitled legitimately to a

nmonopoly rent fromthat broad patent.
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I f you take the position that the
rel ationship of the najor patents was in fact
fundanental |y uncertain with regard to scope,
validity, and econonmi c rel ationship, the pool
still seems to be proconpetitive.

| mean this was an inprovisation that
these two start-up firnms entered into in order to
create a nmarket, a technology that m ght well
have di sappeared in the litigation that could
have resulted absent the pool. But the per
procedure fee and the |licensing restraints are
harder to assess under that view.

Some tentative conclusions: One
woul d be regarding the uncertain | egal framework
provi ded by the case law in the best of al
possi bl e worl ds Line Material should be
overrul ed and we should apply the logic and the
inplications of the BM case, fromthe copyright
context into the pooling context.

Until then I think we need to do
what we're essentially doing now which is sort of

acting as if the principles of BM apply and ki nd
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of pretending that these cases don't exist.

Regar di ng the probl em of uncertain
patent scope and/or validity, as | argue, it
shoul d be acknow edged rather than w shed away.
Sonetimes the answer is going to be it's certain.
And that uncertainty can nove markets. | don't
t hi nk we shoul d al ways be conpelled to sort of
pi geonhol e the patents.

And | think it argues for an expansive
and searching and economically sophisticated rule
of reason that factors in the often uncertain
scope and/or validity of pooled patents. Thank
you.

(Appl ause.)

FRANCES MARSHALL: Now we're going to
go to John Putnami s presentation. John is very
famliar with the VI SX case because he worked as
an expert for VISX on this matter. And so he has
| don't want to say a conpletely opposite point
of view, but sone different points to nake about
t he VI SX case.

JONATHAN PUTNAM | have two
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difficulties facing ne. One of themis that ny
general interest here is in tal king about patent
pools, but | recognize that the specific way |I've
been billed is you' re tal ki ng about VI SX and
that's an inportant topic. So I"'mgoing to try
to just nove through the general topics and get
to VI SX.

Second, | have to admt that | have
to pick my jaw up off the floor hearing sonebody
affiliated with the FTC s case finally admt that
the VI SX/ Sunmt pool was proconpetitive because
we certainly litigated this issue at |ength and
t ook opposite sides.

| should just say that the fall out
fromthat litigation continues in private
l[itigation today, and so the opinions |'m going
to offer don't reflect VISX s opinions in that
private litigation. | have two thenes to talk
about today in the general part of it.

The first is that in the context
of anal yzing the VISX case we see that the

government's guidelines make it very difficult to
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deci de whether or not a given pooling arrangenent
is going to be terned pro- or anticonpetitive.
There's an i nadequate anal ytical framework in
t hose gui del i nes.

And |"mgoing to try to show you why
that is in general and also in the context of
the specific pleadings in the case of VISX. The
second point that | want to nake is that when you
actually get down to inplenenting the tests in
t he gui delines you discover that there's no
"there" there.

And it's very difficult to say w thout
a theoretical franework how you would | ook to
data and deci de whether or not any given
arrangenent conveyed market power onto nenbers
of a pool. It's that inability to decide those
enpirical questions that nmakes the litigation of
these cases especially problemtic.

So in particular what | nean by
that is | mean that the notion of a conpetitive
level in the context of intellectual property

litigation generally and the patent pooling in
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particular is not defined within the guidelines.

I f you define market power -- the
nmerger guidelines do as the ability to price
above the conpetitive level for a significant
period of tinme, but you don't have a definition
of the conpetitive level, you don't have a
definition of market power.

Simlarly if you don't define price
you al so don't have a definition of market power.
And you would think, well, price is easy to
observe. But price is not easy to observe in the
context of innovation because the whol e poi nt of
i nnovation is that you change the quality of the
good that's being offered.

And so when you observe a nom na
price, that price is not just the amount of noney
that one party pays for the good. |It's also the
willingness to pay for a good that has been
augnmented by the innovation to begin wth.

So if innovation is happening the way
it's supposed to be happening, real prices should

be dropping. Quality adjusted prices should be
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dropping even if nomnal prices are rising. |If
you don't define price to nmean quality adjusted
price, they'll never pick that up.

The other point that | want to nmake is
that this is a two-stage analysis. And so if you
m sregul ate with respect to one party or anot her,
the problemis that you alter the incentives for
all future inventors. And the harmthat you
cause from m sregul ati on dwarfs the damage that
you do in any particul ar nmarket because you've
changed the incentives.

So the thene here which I'mjust
going to breeze over is that you really need a
two- stage analysis. And unless that analysis
enconpasses tinme, you are going to get it
fundanentally wong. So in the typol ogy that was
given earlier today, |'man ex ante guy.

| would contend as an econom st t hat
the only way -- right way to think about this is
ex ante because that's the only way that you
t hi nk about both stages of the problem And the

way you take into account tinme is you |look at the
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incentives the parties have, not just sinply what
t hey did.

You | ook at their expectations in
advance, not just what actually happened. You
| ook at the optinmal path that you are trying to
create for parties and not just whether at any
gi ven instance the outcone deviated froma
benchmark that you would prefer

And then the question is over time how
do you actually neasure this given the data that
that you are going to be given in discovery. The
gui del i nes have three principles. Very briefly
they are these: Intellectual property is |like
real property; there is no presunption of market
power; and |licensing is proconpetitive.

Let ne just explain briefly why I
t hi nk those principles are problematic. They
sound like they're conpletely vanilla. They are
not. Let's just focus on the key |anguage here.
The characteristics of intellectual property can
be taken into account by standard antitrust

anal ysi s.
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Now, is that true? The answer is no.
Unlike all -- nost other fornms of property,
intell ectual property does not contain the right
to use. That's very inportant.

Wien | walk onto ny |and, | have the
right to walk onto ny | and. Wen | have a piece
of intellectual property, | don't necessarily
have the right to use it; | only have the right
to exclude sonmebody else fromusing it. The |ack
of aright to use in a property context renders a
property right fundanentally different.

Secondly, property rights are
enforceable only if you nmake a successf ul
investment in the context of patents. You
observe a patent when sonebody has satisfied a
particul ar regulatory standard. They made a new
and non-obvi ous invention.

So the sanple of observed inventions
is a biased sanple of all research perfornmed by
conpani es. Property rights are biased. Wat's
observed is successful investnents in research,

not all investnments in research. That's going
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to becone significant in a nonent.

The second principle is intellectua
property is not presunmed to have market power.
Wiy is that? Because there will often be
sufficient actual or potential close substitutes,
standard analysis. So this is inportant.

The presunption that intellectual
property doesn't have narket power is predicated
on the presunption that there may be cl ose
substitutes for it.

Now, what is market power? It is the
ability to maintain prices above a certain |evel.
What's that level? W don't know. Let ne give
you an exanple. 1'mgoing through this quickly.
You will be able to see it in the handout.
Suppose there are two conpanies that are both
conpeting to get a patent.

One of them succeeds. The other one
fails. In this exanple they both spend $100 on
R & D. One of themw ns and nmakes 250. What is
the rate of return you will observe for the

successful patent owner? You're going to observe
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a rate of return of 150 percent. They spent
$100. They nmade 250. That's a | ot of noney.

VWhat's the ex ante return that they
expected to make? They expected to nmake a
25 percent return because there was only a
50 percent chance they were going to win the
patent race. |If their cost of capital was
25 percent, that neans they exactly broke even.

So what that tells you is the biased
sanpl e of successful inventions is going to
contain firnms that are making a whale of a |ot of
noney but it's not going to take into account al
the firms that fail ed.

The policy inplication of this is that
any renmedy that reduced the incentive -- that
reduced the return that the conpany made for its
successful invention would have -- in this
exanpl e woul d have been sufficient to render that
i nvestment unprofitable ex ante. Your capital
costs you 25 percent.

You woul d be expecting |less than a

25 percent return. You never would have invested
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even though it | ooks |like you are making a whal e
of a lot of noney. That's a problem You don't
know whet her your renmedy in an antitrust case

is tinme consistent or not.

Wul d the firm have nade t he
investnment if it had known that you were going to
do what you intend to do in the second stage? As
I'"ve already said, there is no definition of
conpetitive price or even price, and so therefore
you can't decide what market power is.

The third principle is that licensing
is generally proconpetitive. Wy is that?
Because it nmay pronote the coordi nated
devel opnent of technologies that are in a
bl ocking rel ationship. Wat does that nean?

It means the presunption of proconpetitive
licensing rests on the presunption that they
are conpl enent s.

Principle two said we don't presune
there's market power because there may very well
be substitutes. Principal three says we think

that |icensing may be proconpetitive because they
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may very well be conplenents.

Vel |, whether they're perfect
conpl enents or perfect substitutes, they're
either one or the other in sonme fashion. They
are not both sinultaneously at |east with respect
to a particular other party.

And so you have three principles,
one whi ch presunes no narket power based on
substitutability and one which assunes
proconpetitiveness based on conpl enentarity.
That's not consistent. |'mjust going to skip
this exanple of the cross-licensed patents and
nmove straight to VISX and Summ t.

Josh has al ready given you the
background, and so I'mnot going to reviewthat.
The conplaint said, as Josh pointed out, that the
pool in question restrained trade, stabilized and
mai nt ai ned prices, raised the cost of entry, and
deprived consuners of the benefits of
conpetition.

And so | ask two questions. One is:

Rel ative to what? What were you expecting? This
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is what patents are due. And so if your nul
hypot hesis is the world shoul d have | ooked
differently than it did and prices should have
been | ower, then you have to say how nuch | ower
and why.

Certainly it's the case that if one
firmhad come up with all of these patents on its
own you have a single nonopolist in this market
and there would be no question that that firm was
all oned to charge whatever it wanted.

And so the question you have to ask
yourself is what is it about the behavior of the
parties that raised prices relative to what they
woul d have been if a single nonopolist had had
all these patents rights, if the pool in other
words were contained or owned by a single party.

The conplaint said in the absence of
the pool VISX and Sunmt woul d have conpeted with
one another in the goods market and woul d have
engaged in conpetition in |icensing technol ogy.

In other words, the conplaint said in

the first two counts that VISX's and Summit's
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technol ogy are substitutes. This is an illega
combi nati on or conspiracy. VISX of course had
its defenses.

It said that patents were not
substitutes, they were conplenents, and that
therefore it was efficient to conmbi ne them
and that as Josh pointed out because of the
uncertai nty surroundi ng whose patents were going
to be found valid in the litigation that also
exi sted between Summt and VISX at this tinme.

No one knew what exactly what the
final configuration of the market was or even who
was going to enter because this was three years
before the machines were allowed to enter the
mar ket .

Under the consent decree the patent
pool was dissolved. Each party got its own
patents back. The royalties were set
i ndependently. And there was a royalty
free cross-1license.

So the FTC obtained the result

t hat has been generally affirnmed to be better
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in patent pooling arrangenents: independent
licensing; low, in this case zero,
cross-licensing rates; and the ability
to control your own patent rights.

What's the result of the FTC s
intervention with respect to third parties?
Ni dek, who is the third entrant in the market,
gets sued now by VISX and they get sued by
Sunmt. \Wy?

Because now the conpl enentary patents
that VISX and Summit had are being asserted
i ndependent |y agai nst new entrants, and the
conbi ned price that the two parties seek to
enforce against a third entrant is higher than
the price that the entrant woul d have pai d under
the pool, which just illustrates the fact that
conpl ementary patents are efficient.

| want to come to count three now
whi ch is not about patent pooling but about fraud
on the Patent Ofice. VISX s broadest patent was
all eged to be fraudulently obtained. That is not

an issue for a patent pooling case except for one
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thing which will illustrate the difficulty | had
wi th the guidelines.

The FTC -- there were three -- the
argunent was that there were three potenti al
markets. Certainly one of themwas itself the
technol ogy market, the patent in question. And
the FTC said all firns need a license of this
patent, and VISX is nonopolizing this market
using this fraudul ently obtai ned patent.

The conpl ai nt counsel could not --
did not have a definition of what the conpetitive
| evel was. So they said that nmarket power is the
ability to exclude froma rel evant narket.

If you are asserting a fraudul ent
patent in a relevant market which is the market
for that patent, and you have the ability to
excl ude and you ought not to, that's the
antitrust violation.

VI SX's response is obvious. There is
no theory of the conpetitive level. You don't
know what prices ought to be. |If you actually

| ook at VISX's rate of return on investnent, it
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was within -- it was certainly normal. The
royalty rate as a percentage of the final price
of the good was normal .

And you're not taking into account
the fact that people are better off because they
prefer to have their eyes zapped with a | aser
than to wear gl asses the rest of their lives.
Here is the critical point.

The problemis that if all other
firms under count three needed a license to this
al l egedly fraudulently obtained patent then the
patent is in fact a conpl enent.

But under counts one and two the FTC
had already said that VISX s patents did not
bl ock Sunmit's patents and that the two firns
ought to have conpeted in the goods narket.

In other words, they were substitutes. So
the question is which are they.

In the end the patent was found not
to be fraudulently obtained. So that's the end
result of that. There are three principles. Do

I think the antitrust agency should not regul ate
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intellectual property? No.

| think that you should take the
foll owi ng phil osophy. Intellectual property
is the private nmeans to a public end. The
aut hori zati on phrase of the Constitution says
that intellectual property exists to pronote
pr ogr ess.

If you take that seriously, then your
overarching charge is to deci de whether the
intellectual property in question is being
licensed in such a way that it pronotes progress
or hinders it. That's the question.

And you have the right to wthhold
property rights fromindividuals who do not
pronote progress in their use of those property
rights. They have an obligation to do that under
t he Constitution.

The second principle is that you
enforce intellectual property rights and al so
antitrust regulations of themfor two reasons.
One i s because private individuals have

externalities of their behavior that they don't
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take into account. And there may be insufficient
private incentives to police behavior.

And a third principle -- and this is
I think what | want to | eave you with -- is that
free entry into research and devel opnment pl ays
the role that entry does in conpetition with the
product markets.

You have to believe that the systemis
self-correcting in the sane way that it is that
if you allow entry in markets with high prices
those prices will fall eventually as conpetition
i ncreases.

Now, what we are doing in the case of
intell ectual property is nmoving that preference
for entry to solve the problens in the narket
one stage back to the research phase. And we're
saying is there's free entry in the R & D narket.

Eventual |y the high prices that
you observe that are being earned by this
intellectual property will be corrected as
ot her people cone along and enter, devel op new

t echnol ogi es, and render the current technol ogies
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obsolete. That's our preferred nethod for
regulation, is entry.

VWhat's ny normative proposal for
this? The question that the agencies should
seek to address is: Was the restraining question
anticipated to be reasonably necessary to induce
the investnment at the time the investnent was
made?

If it was and we have a preference
for this investnent because it resulted in this
new val uabl e technol ogy, then there should be a
presunption that it's not anticonpetitive. |If
it's just sonmething that they devel oped after the
fact in order to further exploit their nonopoly
rights, then I think it's much nore suspect.

But if you take a two-stage approach,
you have to ask the question ex ante: Did the
conpani es foresee that they would have to price
and license in this fashion in order to justify
their initial investment? Certainly the parties
in Sutmmit and VISX did, and that's why they chose
t he arrangenent that they did.
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By that standard the patent pooling
arrangenent woul d not have been nearly as
suspi ci ous or would have contained a presunption
of proconpetitiveness. | think that's -- | think
we're running late, and I would like to all ow
time for questions. So thank you very nuch for
your time.

(Appl ause.)

FRANCES MARSHALL: Are there any
guestions fromthe panel ?

DAVI D MCGOMN:  Just speaking from a
sort of lawer's point of view, an enforcenent
poi nt of view, one of the problens that |I've
al ways thought of -- and this goes back to an
article that Lewis Cappler wote a long tine
ago -- is that if you take the financia
econom cs point of viewit's very difficult to
estinmate the revenue stream at any given point
intime froma future investnent w thout also
positing what the antitrust regine is. You can't
actually derive the one wthout the other

And |'mwondering if the gist of your
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proposal is to solve that problem by positing
that the subjective expectations of somebody
who' s sinking costs into an investnent as to what
conduct will be necessary to clear whatever their
hurdle rate is on that investnent should contro
the antitrust analysis such that if they thought
that this was a nmeans of exploitation necessary
to cover their costs that it would follow from
that belief on the part of the rights hol der that
it was |egal.

JONATHAN PUTNAM | 'd have to say that
probably as a | awyer you are much nore deeply
cyni cal about human behavior than | am and your
point is well taken although | think at some sort
of fundamental level it's alnost an evidentiary
guestion rather than an econom cs question.

| think that there are -- the agencies
routinely use their discretion to deci de whet her
pricing docunments are a sham or whether they
actually reflect true intentions of the parties.

And so it seens to ne what I'mreally

asking for is not that the agencies develop a
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whol e new anal ysis, but that they take it one
step backwards in tine and say what did the
parties think that they needed to do in order to
i nvest, not what did the parties having invested
and succeeded do in order to price their product,
because by the tinme you get to the product market
you are answering the wong question.

W al ready have the technol ogy. W
need to go back initially and say would we have
had the technol ogy under this regine or not. And
if the answer is no, then the |icensing regine
presumably pronoted progress, and so therefore
it's presunptively efficient. That's obviously
a rebuttabl e of presunption.

But | think right now there is no need
for either agency to take it into account at all
The investnent decision is wholly irrelevant to
whet her or not there is an illegal restraint in
t he product market or in the licensing of the
intellectual property, and | just think that's
wr ong.

DAVI D MCGOMN:  The other thing that |
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think about, if you nmade this a nultiplayer thing
so that you had nmultiple potential inventors,
woul d you be able to draw any strong predictions
as to the desirability of a given antitrust rule
relative to a nmultiplayer game?

So, for exanple, a broad -- a grant or
an antitrust rule that would favor an individua
rights holder, would allow that rights holder to
cover their costs, mght also deter other rights
hol ders fromentering, or it mght not.

I"mjust wondering. |If you add ot her
inventors in as you would do, for exanple, in
the nodel in which the probability of innovation
varies inversely with the nunber of people
conpeti ng because you are going to | ose your cost
if it is a wnner take all market, how do you fit
that sort of multiple dynamc into this approach?

As an enforcer |I'd be wondering, al
right, if | mandate dealing that m ght draw in
new people, but then it m ght have an adverse
effect as you are tal king about.

JONATHAN PUTNAM  It's an excel |l ent
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guestion, and I'mgoing to say | don't know.

And what | would need to know is at what point --
timng like this is inportant because the
question becones, you know, are the other parties
conpeting sort of in the initial stage, or are

t hey conpeting once the pool is forned and they
are conpeting to generate inprovenents.

| think your answers tend to vary
because obviously you don't just have discrete
t wo- st age ganmes. You have sort of end stage
ganmes that are overl apping.

Conpetition in the product market
occurs sinultaneously with innovation for the
next stage. And so I'd hesitate to offer a
general rule. It's a good question. | just
don't know the answer.

FRANCES MARSHALL: Chris, did you have
a question? Not obliged.

CHRI STOPHER KELLY: Ch, okay, if
| have to. John, | think the answer to your
rhetorical question of isn't this what patents

do i s no.
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I f the second principle of the
guidelines is right, the idea that a patent does
not necessarily confer nonopoly power or even
mar ket power, then no, a patent guarantees you
the right to nake superconpetitive rents on your
i nventi on.

I f you do happen to be the only gane
in town, then yeah. But in that regard that's
just like with other ownership rights. | think
"Il come back to a couple of the points that
hook up pretty directly to nmy presentati on.

But the only other thing I wanted to
ask is with your rule, the ARNIl rule, is the
answer to that question the end of the antitrust
anal ysis? O does that just start the rule of
reason analysis in which you weigh the benefits
agai nst the harns?

JONATHAN PUTNAM  To answer your
second question first, it's only the start of the
analysis. Right nowthere is no charge to the
agenci es that they take into account the dynam cs

of the situation
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" m saying you need to take into
account the dynamics, in particular the ex ante
expectations, in deciding whether or not there
has been -- there is market power and there is
superconpetitive pricing. Unless you take into
account expenditures on R & D, you are going to
get the second stage pricing wong.

CHRI STOPHER KELLY: | nay be m staken.
And probably Ruth Rubiczek if she's here knows
this way better than | do. But | was thinking
that the guidelines thenselves do contain a
mandate or two to think about the inpact on
ex ante incentives and the possibility that
enforcenent could skew them But, you know,
| never read the stuff. So |I may be wong.

JONATHAN PUTNAM  Yeah. | think --
| guess the question is: 1Is it going to skew
i nvestnent going forward if you intervene versus
if you intervene now would the parties have done
what they did back then. And that's really the
counterfactual question that |'murging people to

addr ess.
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| want to just hit the ball back on
t he question of do patents raise prices because |
think as an econoni st the only responsi bl e answer
to that question is yes. The only reason why you
invested to begin with is because you thought you
woul d make noney on that investnent.

And you obtained that patent right
because you thought it was going to provide you
with some kind of return. And the formthat
return takes ultimately is the ability to
restrain sonebody el se from doi ng sonething that
woul d cause you to nake | ess noney than you woul d
have made ot herw se.

So what this question really is about
is what's the appropriate -- the question is
real ly about what's the conpetitive |evel.

Qovi ously the conpetitive | evel cannot be what
you woul d have earned if you didn't have the
patent right.

The conpetitive |level has to be
sonmething |ike an appropriate return on your

i nvestnent versus an i nappropriate return. Now,
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I"'mnot -- that's a conplicated question.

But it has to be the case that patents
raise prices and restrain trade by definition.
The question is relative to what or is it too
much or just enough.

CHRI STOPHER KELLY: Brot her MGowan,
you | ook Iike you have the answer too.

DAVID MCGOMN:  No. | don't have an
answer. | would say one thing. Froma |egal
point of viewit is true that patents have this
potential. They carry it out through a very
conpl ex web of |egal rules.

For exanple, to realize the revenue
that patents allow you to realize, you would hope
to have a contract |law system And | think
Prof essor Baxter many years ago said we don't
need to know a whole lot to know that a patent
doesn't give you the right to put a gunto
sonmebody' s head to conclude a |icense.

That is a function of the surrounding
| egal context into which the patent is inserted.

Antitrust is a part of that. And | think one of
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the reasons it's difficult froma |egal point of
viewis that there is this sort of dial ogue and
ongoi ng reconciliation of the goals of a w de
variety of |egal regines.

And the rate of return analysis, what
I call the sort of finance analysis of IP, is a
crucial part, and | agree very nmuch with that.
And | agree with the proposition that in
enforcing the antitrust | aws one needs to make
sure you don't kill the goose that laid the
gol den egg; you don't kill innovation.

But it's also true that | think as a

social matter intellectual property rights al nost

as a legislative and a practical presunption
operate within a broad | egal context. And those
intersections are things that need attending to.
And | would agree with your point, your genera
point that this should not be a binary analysis.
It's going to need to be context
specific. | think I'ma little bit nore
optim stic about the guidelines' ability to be

flexible. | don't view them as necessitating a
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sort of binary analysis.

But, you know, | think the trick
for us as |awers and enforcers is to nmake all
of those laws work as well as possible in
conjunction with each other as they nmust. If |
abol i sh contract |aw tonorrow, patents are going
to have a radically different expected return

than they did today.

FRANCES MARSHALL: In the interest of
the shortness of our tine, | think we will nove
on. Chris Kelly is nowgoing to give us a little
overview of the DQJ patent pooling letters that
will | think forma baseline for the rest of our
di scussion this afternoon.

CHRI STOPHER KELLY: It's wonderful to
be back, and | |ove what you have done with the
draperies. A cynic mght look at the title for
this presentation as a tonbstone. That's not
what was neant.

I nstead what | wanted to do fairly

qui ckly was just to give you a sense of what --
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just the scope of what |'d be tal ki ng about which
was how in particular at DQJ since it just by
chance fell to us to ook at the MPEG and two DVD
patent pools, how we approached that.

| say 1997 because that's when Joel
Kl ein gave a speech to -- a brave speech to the
American Intellectual Property Law Associ ation
within spitting distance of The Alanb and really
ki cked of f the Division's new approach to patent
pool s.

But | could just as easily say 1995
because that was when the | P guidelines were
issued. And | think you could make a decent
argunment that once those cane out everything el se
was really just a matter of connecting the dots.
Let ne give you a quick disclainer. | now
represent Sony.

And as you can probably inmagi ne, they
are a willing participant in two of the three
patent pools that the DQJ | ooked at. Pl ease
don't blanme themfor anything that | say today.

It doesn't necessarily reflect what they think.
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What | amgoing to talk about in
theory is differing approaches to patent pools,
the three pools that DQJ | ooked at, what those
pools stand for analytically, and probably nost
importantly the issues that are still hangi ng out
her e.

Those of you who were here this
norni ng probably have a pretty good sense at
| east of what sone of those issues are. The bad
ol d days, okay, patent pools as you heard in part
fromJosh tended to be viewed fairly reflexively
by antitrust |lawers as a bad thing.

Line Material is one of the cases
that's cited for that proposition. On the other
hand, | think unlike Josh | tend to read Line
Material really as being a case about at bottom
resale price maintenance and in fact whether or
not the General Electric case fromthe, what,
1920s should be extended to this setting.

And in that regard | guess | view Line
Material as one in a series of cases in which the

Suprene Court has done everything it possibly
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could to limt Ceneral Electric to its narrowest
set of facts inmaginable. In fact there's even a
line in Line Material where they basically say
we' re not tal king about patent pools here.

But certainly it is part of the mlieu
in which patent pool conduct tended to be viewed
with a somewhat jaundiced law. National Lead is
probabl y anot her decent exanple. Like Josh |I've
had some trouble comng to grips with the
Standard G| case. | dealt with it nostly by
ignoring it.

But there is really no denying that in
that case the Suprene Court actually said pretty
much that these patents are substitutes for each
ot her and proceeded to give the conduct the
t hunbs up. Tough stuff if you really want to
view it as being good law. M inclination is
not to.

In the interest of public domain
citation |'ve got a cite there for Line Material.
By the way, | didn't bring hard copies of the

slides. But if you' d Iike themgive nme your card

153



© 00 N oo o b~ W N PP

N NN R R R R R R R R R R
N B O © 0 N O O N W N B O

154

and 1'll be glad to e-mail these to you. Here is
ny little gripe about Line Material.

On the ot her hand, even though we tend
to tal k about patent pools as being a long tine
bogeyman in the antitrust lore, the fact is that
as long ago as 1918 the Justice Departnent gave
the thunbs up to a patent pool formed by a bunch
of aircraft manufacturers who viewed each ot her
as their conpetitors who go together under duress
applied by then Secretary of the Navy Franklin
Roosevelt and formed a pool which not only
conmbi ned their present patents, but also if |
remenber right all their future inventions in
the field as well.

Maybe it was because there was a war
going on that the Attorney Ceneral said this is
really fine, because at this point really the
di sagreenment anong the aircraft manufacturers
had stymied aircraft production. So | guess the
t hought was they had to do sonething.

But what's remarkable is that at |east

apart fromthe outcome -- the determ nation of
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t he question of the incentives to innovate, the
analysis is very, very simlar to what you see in
the nore recent pool letters. And in fact you'l
see this pool cited in Joel Klein's speech from
June ' 97.

So the guidelines cane out in '95
and really as far as |'mconcerned pretty nuch
determ ned everything else. W had three
princi pl es which you heard about from John
al t hough hi s understandi ng of themis sonewhat
different frommne. | still think this is a
terribly inportant proposition.

And if it's not so, if IPrights
are neant by design to create market power,
necessarily then everything |I'm about to say goes
out the window | don't believe a word of it.
It really hinges on this. And simlarly on the
idea that licensing is proconpetitive.

One qui bble I have wi th what John just
mentioned in his parsing these three principles
is that | think that the patents which provide

conpetition and are the basis for saying no
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mar ket power are not the same patents which woul d
t hen be bundled into a proconpetitive |licensing
reginme. | think you have two different groups
her e.

And that's why those two statenents
can stand next to each other w thout covering
their faces. So the new view, woof, woof, woof,
nothing very surprising there. Let's nove on.
Here's where the rubber really neets the road, in
t hese three business review letters that DOJ did.

First and I think nost inportant and
you coul d say maybe even the only truly inportant
one, the only truly deterninative one, the only
on/off switch is the relationship of the patents
to each other.

Rightly or wongly each of these
| etters asked whether these patents that were
i nvol ved were conpl enments or substitutes and how
you knew, how can you tell what the relationship
was. And as you know, in each instance there was
a mechani sm the expert nechani sm which was used

to detern ne that.
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Al so relevant of course is the
rel ati onship of the menbers of the pool to each
other. |If they are conpeting at sone |evel, you
do want to know what the pool may do to that
rel ati onship.

Degree of exclusivity as | suggested
before is inportant, can't really ignore it, and
in some cases | could imagine it being quite
inmportant. But to the extent that a pool is
non-excl usi ve that sure takes a | ot of heat off
of the analysis of other factors.

Maybe the nobst interesting question
posed by the pools is their effect on |icensing
i nnovation. And that becane nost relevant in the
anal ysis of the MPEG 2 pool because of that what
| refer to as a constructive grant back.

Garrard, there's actually -- what's the nane of
t hat cl ause?

GARRARD BEENEY: Yanki ng.

CHRI STOPHER KELLY: The yanki ng
clause. How could | forget? That really raised

some very interesting issues for us. But as
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you know, we ultimately saw it the sane way the
Attorney General saw things back in 1918.

So MPEG 2, there's the URL for it
if you want to click to it once you get these
slides. Technology for video conpression,
originally it was just a hunble little nom and
pop of 9 firnms with 27 patents. Nowit's grown
to 27 and 100. God bless them

And it was |'d say of the three
pat ent pools the nost elaborately laid out, in
particul ar what MPEG -- the MPEG 2 pool has that
the other pools we | ooked at lacks is a
joint licensing agent with a separate corporate
identity fromthe other nenbers of the pool.

And that agent, MPEG LA, whose Baryn
Futa is with us here today, is contractually
required by virtue of its agreement with the
ot her nenbers of the pool to grant a license to
all coners for use with that standard, not a
I icense for other purposes.

But within that standard anybody who

wants one is entitled to one assum ng | guess
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that its credit is good. Licenses concern both
hardware and software, and as we heard before the
menbers get to split the royalties once they are
in on a per patent basis. It's fairly strict.
There is no subjective elenment to that.

It's not ny patent is nore path
breaki ng than yours. 1t's you have five patents
and | have three in Bolivia and that's what we
count for dividing up royalties as to sales in
Bolivia. Key features, the essential patents as
you heard are identified by a technical expert
t hat MPEG LA retains.

The expert has a continuing role any
time a question of essentiality arises either
because you cone to the pool with a patent which
you'd like to have admtted to the pool and
I i censed through the pool or because a nmenber who
is, renenber, collecting its royalties on a per
patent, pro rata basis all of a sudden gets the
i dea that another patent in the pool which is
t aki ng noney out of its pocket isn't essential.

At that point the nmenber or anyone,
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you or |, could call up Baryn and start the

ball rolling with a good faith assertion that

a particular patent is no |onger or never was
essential. And at that point there would be the
review by the expert which would then be binding
on the pool.

We have tal ked about the constructive
grant back; awfully interesting feature and
unique to MPEG 2. W don't see that in either of
the DVD pools. Wen the Departnent of Justice
took a ook at this, by far the greatest part of
the analysis dealt with the relationship of the
patents.

And the concl usion was that the pool
was very likely to be integrating conplenments as
opposed to substitutes. By making the criterion
for inclusion in the pool essentiality to
conpliance with the standard, that neant that by
definition the patents that were covered by the
pool were conpl enents.

There was no way that they could be

anyt hing but conplenents if you absolutely had to
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get access to themin order to conply with the
standard. You get a license from for instance,
Philips on the first five MPEG patents. Well
that's wonderful.

But in terns of conplying with the
MPEG standard, they are worthless until you
get the other patents that you need. So by
definition by imting the pool to essenti al
patents the expert nechani smassum ng that it
wor ked right would ensure that the pool was
bringi ng conpl enents and only conpl enents
t oget her.

The letter concluded that there didn't
seemto be any other aspects of the pool which
woul d be likely to inhibit innovation in any
significant way. As we nentioned before, it was
non-excl usi ve. Menbers could |icense outside
the standard or even outside the pool for the
st andar d.

| think the point is that the
pool, other than its positive attributes,

did not do anything to make nenbers | ess
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able to license independently of the pool
than they had been before the pool cane into
exi st ence.

Li censees aren't inhibited in any
particular way as to what they do once they have
the license to nake the products in conformty
with the standard.

And the letter determ ned that even
t hough this constructive grant back as we call it
or yanking clause as Garrard calls it is pretty
hard bargaining with the licensees, that it
didn't seemto be anticonpetitive on bal ance.

In fact it in sone ways was a
nifty way as we tal ked about this norning of
identifying innovators to whomthe creation of
t he pool and the support of the standard were

real |y val uabl e, and nmade the pool or put the

poll in a position to extract a little nore from
those folks while still keeping the basic |icense
low or at sone lower |level to other -- a broader

range of |icensees.

So on balance it | ooked to us |ike
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there was a good chance that this in fact was
proconpetitive price discrimnation and was the
kind of thing that we shouldn't get in the way of
especially at this stage of things. DVD, as you
know, is digital versatile disc, not video.

These letters dealt with the standard
for DVD ROM and DVD video for which there are not
any kind of neani ngful conpetition. You may know
that there are several standards out there or
potenti al standards, candi date standards with
regard to recordable DVD formats. And it will be
interesting to see what happens with that.

But here we have the DVD formats for
whi ch there was an agreenent that everybody could
sign on to. But there wasn't just a single pool.
There were two of them |If one pool is good, why
woul dn't two be better? W had Philips, Sony,
and Pi oneer.

Actually now | say Sony, Philips,

Pi oneer, but | forgot to change this around since
joining ny newfirm As you can see, they had a

whol e | ot of patents, none of this MPEG stuff
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with 27 or so. W have a lot. And then we had
Toshiba and Tinme Warner with quite a few of their
own.

And obviously from one standpoint if
you were designing the world, if you were the
phi | osopher queen you would want themto form
one pool .

But as we heard | think from David
earlier today and maybe fromothers as well, the
real question | think with the analysis of these
pools is do they make things better, not do they
make things as good as you would |ike themto be.
It's do they nake them better or do they make
t hem wor se

Here even though two pools m ght not
be as good as one, it is certainly better than a
worl d in which each of these |icensees was off by
itself and had to be dealt with individually
by -- excuse ne. | said licensees. | neant
licensors. Licensors was off by itself and had
to be dealt with individually by each Iicensee.

That was | think a largely unspoken
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prem se in MPEG 2 where you didn't have the ugly
spectre of two separate patent pools. But at the
sane tine it was quite clear that the MPEG 2 poo
did not necessarily include all the patents that
you woul d need in order to conply with the MPEG
st andar d.

Nor does it even now | woul d guess.
O have you got the waterfront covered now?
Still got to go el sewhere?

GARRARD BEENEY: There are others out
there, but they are not actively |licensing those.

CHRI STOPHER KELLY: Ckay.

Congratul ations. So DVD -- the first of the
letters that the Departnment of Justice opined on
was the Philips-Sony-Pioneer letter. And as |
mentioned, unlike with MPEG you have a little
vertical integration.

Philips is the licensor for the pool
and in fact is really to put it bluntly calling
the shots, rather than a situation where in MPEG
all the licensors got together, agreed to create

this new |icensing agent, and then individually
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agreed with the licensing agent how things were
goi ng to be.

Philips negotiated deals with Sony and
Pioneer to be -- to license on their behalf. |If
| remenber right, there's not an agreenent that
woul d be between, say, Sony and Pioneer. It al
extends out from Phili ps.

Per haps the other significant
di fference between DVD and MPEG is that there's a
slightly greater degree of subjectivity in the
criterion as to essentiality. And as a practica
matter it may end up not being inportant. But
because it was there on paper, it had to be dealt
Wit h.

And it's this criterion which says
necessary (as a practical matter) for conpliance.
Well, what is as a practical matter? Very hard
to say. But | think where we canme out was that
at the end of the day the way this standard was
going to be applied was quite likely going to be
virtually the sane as that for MPEG 2.

There was al so sone question about the



© 00 N oo o b~ W N PP

N NN R R R R R R R R R R
N B O © 0 N O O N W N B O

167

robustness of the independent expert mechani sm
Here the expert was retained directly by Philips,
one of the IP owners, as opposed to MPEG LA in
the MPEG situation. And that's the degree to

whi ch the expert was insulated frominfluence by
Philips and the other patentees was an issue.

Utimately though the letter concl uded
that the i ndependent expert was sufficiently
robust a nmechani smthat we coul d be reasonably
certain that it would be all right. As you can
see, non-exclusivity, here the royalties though
were all ocated not on a per patent basis but on a
negoti ated basi s.

Philips and Sony agreed what Sony's
cut would be. Philips and Pioneer agreed what
Pioneer's cut would be. And so there's not this
per patent mechanismwhich did in the MPEG
situation create an incentive for each nenber of
the pool to keep an eye out for other people with
non-essential patents in the pool.

Here Sony coul d conpl ain about a

Phili ps patent being non-essential and could get



© 00 N oo o b~ W N PP

N NN R R R R R R R R R R
N B O © 0 N O O N W N B O

168

it ejected through the nmechani smof the expert,
but it wouldn't have any inpact necessarily on
its cut of the royalties. So you |ose that --
you do | ose that incentive. No constructive
grant back, as | nentioned. Ckay.

Since we issued a positive letter you
can guess what it said, right? Pool conbines
conplenents. Alittle bit of churlish griping
about the flawed expert nechanism But at the
end of the day the letter concluded that it was
reasonably likely to limt eligibility to
essential patents.

And again no other indicia that would
suggest that the pool would limt conpetition
among the other folks. | told you Tine \arner
was very much a simlar situation, raised the
subjectivity issue to sone extent. There was
sone question about the expert nechani sm agai n.

As you can tell, we were a little bit
nore sensitive about that issue by this tinme than
we were in | ooking at the MPEG letter. CQur

mant ra becane i ndependent of what; independent of



© 00 N oo o b~ W N PP

N NN R R R R R R R R R R
N B O © 0 N O O N W N B O

what. Unfortunately it's very difficult to come
up with an expert nechanismthat is utterly
i ndependent .

Unl ess and until sone very wealthy
person endows a foundati on whose sol e purpose
will be to determne essentiality of patents to
standards and then pools decide unilaterally to
rely on that stuff, you're going to have quite
likely an expert that's being conpensated by
t he pool organization to nake these calls.

So it is avery difficult thing to
get around, but at any rate pretty nuch the sane
anal ysi s al though the Toshi ba- Ti nre Warner pool
was sufficiently altruistic that, by God, its
menbers are obligated to offer patents
i ndependently of the pool.

They are not nmerely free to offer
patents i ndependently of the pool; they have to.
So it seenms |like an energetic way of dealing with
that issue. Let ne skip real quickly. And you
all know about this one so -- oh, ny God. W

will be here 15 just waiting for this one to end.
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Let's see if page down will do
somet hi ng about this. And it's not even that
good of a slide. What they stand for, yes. As
you can guess fromthe discussion this norning,
conplenmentary is really, really where it's at in
these letters.

And so if it turns out that
conplenentarity is not necessarily what is key to
t he benefits of patent pools, then these letters
have a little problem

As | said, one unresolved issue is how
are you ever going to get yourself satisfied that
you have a truly bullet proof mechanismfor
determ ning essentiality or as | would say
ultimately conplenmentarity.

And how nmuch can antitrust enforcers
or plaintiffs or Courts realistically ask of a
pool when they put something |like that together?

Odinarily when people enter into a
transaction of any kind we start -- we don't ask
everybody who enters into a joint venture or a

contract to hire an independent expert to nake a
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determ nation that they are in a conplenentary
relationship with each ot her

W just start with the idea that
people tend to enter into contracts because they
have conpl enmentary resources they want to bring
t oget her.

Exclusivity is going to be | think a
continuing issue especially since | think there's
some concern that sone of these pools may in
ef fect discrimnate anong differently situated
| i censees because they offer one product which
is of varying values to different |icensees.

| guess at the extrene if what's being
offered on a take it or leave it basis is a
sufficiently bad deal that neans that for some
i censees the pool doesn't exist or that the
menbers of the pool have agreed on a licensing
regi me that excludes those |icensees.

And at that point -- | guess it would
seemto ne at that point you have a cross-license
although it may be a cross-license that does

contenpl ate use of the IP by the cross-1licensors.
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Then the question is, is that so bad.

I f what you have is an exclusive
cross-license, | still think you have -- that
just tells you what it is you are |ooking at and
to what you are applying the rule of reason.

And again if the touchstone for the
analysis is the world prior to the creation of
this entity whether it's a pool or cross-license,
the question is are we better or worse off
without it. And | would guess that in a |ot of
cases the answer is going to be, well, we m ght
wel |l be better off.

Finally as | said, you can tell
there's quite a bit of interest in the question
of how i nportant conplenentarity is. One thing
to ook at | guess on this point mght be the
copyright societies. W've been talking all
about patent pools.

But a |ot of what, say, an ASCAP or
a BM does is sonewhat simlar to what we are
tal king about with patent pools. One difference
is that I think with ASCAP or BM there is a
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greater sense that overall what they are doing
i s conbi ni ng conpl enents.

That certainly seens to be what drives
things Iike the Supreme Court's BM deci sion.
But on the other hand, the antitrust scrutiny
t hat has shadowed these societies over the
decades is | think premsed in |arge part on
the sense that in sone way they al so conbi ne
substitutes, that different |ove songs conpete
agai nst each other in certain circunstances.

As you know, in those -- in the case
of those societies non-exclusivity is quite
inportant. |It's a deal breaker. And so that may
be what we woul d be thinking about if we got
towards a regi me where we had -- where we could
contenpl ate patent pools that did not necessarily
convey conpl enents.

On that point | just want to point you
to this one business review letter fromthe Japan
Fair Trade Conmm ssion which seens directly to
take on a joint patent |icensing nechani smwhich

by definition appears to enconpass technol ogi es



© 00 N oo o b~ W N PP

N NN R R R R R R R R R R
N B O © 0 N O O N W N B O

whi ch conpete with each other. M ght be well
worth a look if you are interested in the topic.
Let nme leave it there. Thank you.

FRANCES MARSHALL: Thank you, Chris.
Garrard Beeney is now going to talk about pools
as a solution to these thickets of patents and
I think also how the agencies m ght refine the

rul es that have energed fromour DQJ |etters.

|"d just like to rem nd our panelists

that we have a limted amount of time, and we'd
like to get to sonme discussion time. So if you
can limt your presentations to your 15 ninutes,
that will give us sone tine to talk. Thank you.
It wasn't just you, Chris.

MARY SULLIVAN: It was just that one

troubl esone sli de.

GARRARD BEENEY: Let ne begin by doing

two things. First in the three or four answers
| gave to Chris during his presentation | think
only one of themwas wong. There are actually
21 licensors in the MPEG 2 pool, not 27. But

they do license 100 patent famli es.
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Second | want to thank the Conmm ssion
and the Division for the opportunity to
contribute to these very worthwhil e proceedings.

| think finding the right interplay
between antitrust and intellectual property |aw
will be critical to the ability of innovative
conpani es to invent and consuners to reap the
benefit of new technol ogy and sophisticated
products.

As you may know, it was my privilege
to work with sone very tal ented peopl e, Frances,
Ruth, and even Chris here before he joined the
dark side, on two of the three principal business
review letters which address a significant
portion of today's topics, patents and
intellectual property pools.

Today |'d like to suggest to you that
those letters which contain | believe a careful
and t horough analysis of the conpetition issues
rai sed by intellectual property pools have
wi thstood the test of tine.

Whi | e experiences with pools over the
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| ast several years may require additional thought
and refinement of the three letters' analysis

at the margins, the basic nessage those letters
convey regardi ng the agency's enforcenent

deci sions should remain unchanged. This
afternoon I1'd like to address a few of those

i ssues which may require refinenent.

But before doing so l'd like to
briefly address the role of intellectual property
pools in today's econony. No one can seriously
di spute the increasing high cost of research and
devel opnent. Billions of dollars are spent each
year on research

| ndeed private research and
devel opnent has grown at a formni dable 17 percent
rate from 1995 to 2000, exceeding $200 billion by
the end of the decade.

The high cost of R & D and the
increasing need in a global conpetitive econony
to reduce devel opnent costs and reduce risks that
develop initiatives that |lead to nmarketable

products has led to at |east two significant
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devel opnent s:

First, product standardization as
efforts are made to avoid format wars such as the
one that involved Beta and VHS which | eft many
consuners with unusabl e players; second, joint
devel opnent of single products as nultiple
i ndustry participants attenpt to share the
ri sk and costs of new product devel opnent.

These two phenonena have naturally
and i nescapably led to a proliferation of
intellectual property held by nunerous conpanies
whi ch cover a single product, the phenonenon that
Prof essor Shapiro referred to earlier in these
proceedi ngs as a patent thicket.

And the thickets grow as patent
applications grew by over 100 percent over
the | ast dozen years both in ternms of patent
applications and patent grants.

One solution to clear the patent
t hi cket and avoid the intellectual property
bottl eneck is of course the creation of an

appropriate intellectual property pool.
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I ndeed the 1995 gui del i nes that
we' ve di scussed today tal k about the fact
that intellectual property pools nay provide
proconpetitive benefits by integrating
conpl ementary technol ogi es, reducing transaction
costs, clearing blocking positions, and avoi di ng
costly infringenent litigation.

Thus | think it is inportant to start
by enphasi zing that in an appropriate forum pools
are good. As Professor Glbert said again at an
earlier hearing, licensing is a good thing; we
would like to have nore of it, not less of it.

Therefore | respectfully subnmt that
the question for today is not patent pools yes
or no, but how to bal ance t he neasures necessary
to licensors and |icensees alike with rules
intended to mnimze any harmto conpetition
or innovati on.

In the paper that | submtted for
t hese hearings | suggested ni ne concepts,
characteristics of a pool, that absent unusual

circunstances will drastically increase
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confidence that a particular pool is
proconpetitive and further suggested that with
refinenent these nine concepts could be devel oped
into a safe harbor for intellectual property
pool s to guide the marketpl ace.

Many of these nine concepts | believe
come fromthe business regulators and the
intell ectual property guidelines that are not
controversial: a defined field of use in the
license, certain characteristics of grant
backs, freedom of use and devel opnent on the
part of licensors and |icensees alike,
non-di scrim nation, the safeguarding of
conpetitively sensitive information learned in
the |licensing process, and the non-exclusive
nature of pools as a source for individually
owned intellectual property.

But today I1'd like to concentrate on
two of the nine concepts which mght create a bit
nore controversy as they expand on the limts
suggested by the Division's business review

letters: first, permtting intellectual property
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in a pool which may in fact be substitutes and,
second, permtting inclusion under limted
ci rcunst ances of non-essential intellectual
property in the pool |icense.

In evaluating the conpetitive
effects of a pool a question of unparalleled
significance, as Chris suggested, is what's being
licensed; what's swimring in the pool, if you
will.

| take no issue with the Comm ssion's
complaint in VISX as it was pleaded to the
extent that it challenged placing in a pool an
amal ganati on of patents that were in effect pure
substitutes for the only two approved net hods for
PRK eye surgery.

Pooling there arguably alludes to
el i mnating conpetition between two conpetitive
packages of intellectual property rights can be
an anticonpetitive agreenent restricting price
conpetition.

On the other hand, | do depart in

some m nor respects fromthe Division' s business
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review |l etter analysis and suggest that not al
intellectual property rights licensed in a poo
must be pure conpl enents for the pool to be
proconpetitive.

Substitutes should be permtted in a
pool when, one, at |east one of the substitutes
is necessary to produce the downstream product or
follow the standard specified in the |license but,
two, the substitute IP is not sufficient to
produce the downstream product or followthe
standard but other intellectual property is
required and is offered by the |license.

Now, why on balance is this
proconpetitive? Basically because of the way
standards or processes are defined. |In attenpts
to create open standards or less restrictive
protocols for products there may be manufacturing
steps, calculations or processes which nust be
acconpl i shed but which may be acconplished in
nore than one way.

The step to be perforned may be

essential, like crossing water on a journey to
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Europe, but there may be different ways of
getting there, plane or boat. | have heard this
referred to as mandatory options. The | EEE 1394
standard for high speed data transfer is an
exanpl e.

By way of illustration assunme with ne
the following. W're evaluating an intellectua
property pool in which the downstream product is
defined as a dedicated integrated circuit with
defined specifications. To function the circuit
must receive electrical signals within defined
par anet ers.

The acquired signal to the circuit can
be delivered in three different ways, each of
which is covered by a single patent which is not
infringed by the other two alternative nethods.

Thus A owns a patent on method A which
does not infringe nmethod B or C B owns a patent
on met hod B which does not infringe patents held
by Aor C And C owmns a patent on nmethod C which
does not infringe on nethods A or B

These patents are pure substitutes for
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nmet hods of delivering electrical signals within
defi ned paraneters. |If that were the |icensed
field of use, under the Conm ssion's | believe
quite appropriate analysis in VISX such a pool
shoul d be chal | enged.

On the other hand, if the licensed
field of use is the integrated circuit and a
nmet hod of signal delivery is only part of
that product, the fact that there are three
alternatives for the signal delivery give rise
to the three alternative rules for the integrated
circuit pool

First, inclusion of any of the
three patents could be banned under a no
substitutes/conpl enents only policy.

Such a rule would in ny viewincrease
transaction costs, decrease the efficiency of the
pool, and likely increase the nonetary costs for
t hose seeking | P coverage because under this
alternative the integrated circuit manufacturer
woul d need not just a pool license but also a

license fromeither A B, or C
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Second alternative, we could require
the pool itself to choose for inclusion in the
pool one of A B, or C

Under this rule the pool process of
sel ection mght disproportionately reward one | P
hol der, perhaps effectively exclude the other two
fromthe market, and Iimt the |icensee's choice
of which nethod to enploy, either A B, or C

Third, we could permt inclusion of
the conpetitive intellectual property owned by A
B, or Cin the pool and let the |licensee choose
whi ch nethod to use.

It seenms that froman efficiency
point of view as well as that fromthe interest
of the licensee the latter is clearly the nobst
sensible and, | submt, the nost proconpetitive.
Qoviously this is not advocating all -out
acceptance of conplenents in the pool

Again assum ng the facts stated by
the Comrission in VISX, the VISX was in ny view
correct. But when one of the conplenentary IP

i s necessary but not sufficient to produce the
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product described in the licensed field of use,
al l owi ng conpl enents is proconpetitive and
unlikely to attract an effort to fix prices.

I ndeed a further step could be
taken to saf eguard agai nst such behavior. The
conmpl ement rule could also require that royalties
attributed to conpetitive intellectual property
be distributed to the patent holders in
proportion to the actual use by licensees of the
conpetitive intellectual property permtted in
t he pool .

For exanpl e and agai n using our
hypot hetical integrated circuit pool, we could
require that royalties are distributed to A B,
or C based on the actual use of A B, or Cs
solution. This can be done by several nethods.

First, we could require licensees to
report which type of chip they produced if doing
so didn't dramatically increase transaction
costs. Second, you could try to get market
statistics as to which types of chips are being

produced, A B, or C
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Third, you could hire sone independent
expert to try to nmake the calculation. O there
are other ways in which you can cone to a
reasonabl e division of royalties anong A, B, or C
to ensure that they only receive royalties only
when their patents are actually used.

The second expansi on of the business
review analysis | would |ike to suggest concerns
the issue of essentiality. Several issues are
obvi ously raised by a discussion of essentiality.
For exanmple, howis it defined and once defined
who determ nes whether IP is essential.

This afternoon however 1'd like to
focus on whether all 1P in the pool need be
essential and suggest that again under carefully
defined circunstances a pool should be permtted
to license certain non-essential intellectual
property.

Li censor should be entitled to offer
i censees a non-assert agreement on non-essentia
intellectual property. But the agreenment not to

assert should also be limted to the use of that
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non-essential intellectual property to the same
field of use as the license for the essenti al
intell ectual property.

This condition would avoid any
spillover effect into other markets. There are
several reasons why permtting a non-assert does
not run afoul of the concerns expressed in the
gui delines or the business review letters.

First, I know of no situation in
which a |licensee paying a royalty to a pool for
essential intellectual property has then been
targeted by a pool l|icensor to pay additional
royalties on the sane product for infringing
non- essenti al patents.

Thus permitting the non-assertion in
the pool would conformw th the experience of
pool |icensing, would increase the transparency
of precisely what the |icensee is getting, and
perhaps free |licensees to vigorously conpete and
produce different inplenmentations of the product
defined by the licensed field of use.

Wiile it is true that what everyone
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is doing is generally not a conpelling rule
of reason defense, permtting the offer of
non-assertion agreenents in pool licenses is
justified because doing so is proconpetitive.

The typical analysis supporting a
rul e which excludes non-essential intellectual
property fromthe pool is based on principles of
tying. |If licensors are going to |license al
the intellectual property in a pool only as a
package, then the |icensee should need a |icense
under all the patents.

That is, all patents should be
essential to the field of use. That base of
the concern is that purchasers or |icensees
not be burdened with the cost of products or
intellectual property they neither desire nor
need and that narket power in one product not
be used to forecl ose conpetition in another.

Wiile this analysis is sound when
applied to widgets, | would Iike to suggest
that it may not have as nmuch applicability when

applied to intellectual property basically
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because while intellectual property is a form of
property it is different in several respects from
real property.

The distinction | would like to focus
on today is the fact that generally as a matter
of econom cs the increnental cost to a |licensor
of adding additional intellectual property to a
pool is zero.

And even if you were to hypothesize
opportunity costs for licensing the intellectua
property in the pool context, even those
hypot hetical costs are zero because |icensors
typically do not offer additional |icenses on
non-essenti al patents that are covered by the
pool field of use.

Thus there is no reason to presune in
t he pool context that royalties would be higher
because of the inclusion of non-essentia
property which generally costs the |icensee
not hi ng.

Thus by allowing |icensors to offer

non- assertion agreenments the pool |icense becones
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nore transparent, what generally is inplicit in
t he mar ket pl ace becones explicit, |icensees are
given greater certainty of their freedomto
manuf acture and conpete by offering different

i mpl enent ati ons of the defined product w thout
fear of additional clained royalties, and few if
any legitimate conpetitions are raised.

As | suggested earlier, the question
is not whether to permt or forbid the formation
of patent pools but rather to identify those
i censing practices that advance the undeni abl e
proconpetitive aspects of pool licensing wthout
causi ng unjustifiable or countervailing
conpetitive concerns.

As Chairman Muris stated at the
February 6th hearing when these proceedi ngs
began, intellectual property antitrust |aws both
seek to pronote innovation and enhance consuner
wel f are.

These sentinents were shared by
Assi stant Attorney General Janes who observed

that intellectual property and antitrust |aw
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share the common purpose of pronoting dynam c
conpetition and thereby enhanci ng consumner
wel fare.

The goals of intellectual property and
antitrust |l aw can be harnoni zed with respect to
patent pools. And | hope that you find sone of
t hese concepts di scussed today hel pful in that
goal. Thank you very nuch

(Appl ause.)

FRANCES MARSHALL: Thank you, Garrard.
That was fast tal king, but you got it in the
time. So we appreciate that. W're going to
actually go into a third presentation

M Howard Morse is going to give us
sone feedback on where there are problens with
the guidelines found in the DOJ letters as they
currently exist in contrast to Garrard Beeney's
tal k on where we mght |oosen things up a little
bit.

HOMRD MORSE: Thank you. 1'm pl eased
to be here today to participate in this hearing

like others. | thank the staffs of both the
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Antitrust Division and the Federal Trade
Comm ssion for inviting ne to participate and
for their cooperation over the |ast few nonths
in connection with these hearings.

| don't have slides today, but you can
find what |I'msaying sort of between the |lines
inmnm paper. | would Iike to enphasize at the
outset that |I'm here as an individual, not on
behal f of any client. The views expressed do not
necessarily reflect those of clients or of other
attorneys in ny firm

They are based on ny years of
experience at the Federal Trade Comm ssion and
nore recently counseling clients in private
practice and focus on sone of the practical
effects here fromthat perspective.

| do chair the ABA antitrust selection
intellectual property commttee. As Bob Potter
not ed, the ABA has been active in addressing the
subj ect of this whole set of hearings furthering
public policy debates through prograns,

publications, on-line discussion.
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But again the record should be clear
I"mtestifying as an individual, and I'm not here
today on behalf of the ABA. Turning to the topic
bef ore us, Frances suggests that ny testinony
will provide a critique of the Departnent of
Justice business review |letters.

To the contrary frommy perspective |
beli eve the Departnent and the FTC have in recent
years provided nuch useful guidance to businesses
and their counselors with respect to antitrust
rules for patents.

W now all regularly ook -- luckily
we're able to ignore nuch of that old Suprene
Court case law and focus in on the '95
| P guidelines, the DQJ business review letters,
and the agency enforcenent actions such as the
Sunmit/ VI SX case which | think if we all ignore
the facts and just | ook at what the conpl aint
says actually has sone logic to it.

My testinony summari zes current
governing legal principles. But since |'mup

here following both Chris and Garrard, 1'11
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focus only on the practical issues that |'ve seen
arising in applying those current principles.

My bottomline is | believe further
clarification of enforcenment policy nmay be usef ul
in sone of these areas and enforcenment actions
may be warranted in others.

The business review letters |ike the
'95 guidelines start by and explicitly recognize
t hat patent pools may provide conpetitive
benefits by pronoting the di ssem nation of
technol ogy. The business review letters identify
potential conpetitive concerns in three different
areas.

| think Chris Kelly in his current
position is only focusing on areas one and three
and largely ignoring two. But the actual letters
I think focus on, one, limting conpetition anong
intellectual property rights within the pool;
two, anong downstream products incorporating the
pool ed patents; and three, in innovation anong
parties to the pool.

To prevent such concerns the opinion
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letters set forth a road map of practices that
m nimze antitrust risks. | count six
limtations which require patent owners, one, to
[imt patents to pools essential to inplenenting
t he standard;

Two, ensure royalties are snal

relative to the total cost of manufacturing

downstream products -- we haven't heard
nmuch about that -- three, license on a
non-di scrimnatory basis to all interested

persons; allow each patent holder to |license
its patents outside the pool;

Limt access to conpetitively
sensitive proprietary information; and avoid
grant back provisions that limt incentives to
i nnovat e.

It's already been said that the pool
presents the greatest risk of harm ng conpetition
when it's conprised of patents defined to be
conpeting or substitutes rather than bl ocking or
conpl ementary. The business review |letters

address this concern by requiring pool ed patents
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be essential as opposed to nerely advant ageous.

Much of the analysis in the three
|l etters addressed the specific essentiality
standard applied which is technically essential
in one pool, necessary as a practical matter for
whi ch existing alternatives are econom cally
unfeasible in the second, and no realistic
alternative in the third, interpreted to nean
econoni cal |y feasible.

Several practical issues arise in
inplementing the rule. The first one -- and |
think this follows sone of what Josh Newberg was
saying. The business review letters state that
a fundanental premse in the analysis is that
patents to be |licensed are valid since a
i censing schene premised on invalid intellectua
property will not withstand antitrust scrutiny.

More generally the | P guidelines
requi re businessnen to nmake anal yses based upon
concl usi ons whet her patents are valid and woul d
be infringed in the absence of the |license

and whet her they're bl ocking conpl enentary
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substitutes or unrel ated.

Such concl usions actually ought to be
made, ny I[P friends tell ne, based on specific
claims in patents rather than patents as a whole.
Mor eover, definitive conclusions can often be
made with respect to those issues only after
years of litigation

In practice business decisions nust
be made in a world of uncertainty. It seens to
nme that conduct ought to be lawful if business
deci sions are made based on reasonabl e judgnents
reached in good faith.

Conpani es shouldn't face treble
damages if a patent thought to be valid turns out
to be invalid or a conclusion that a patent is
bl ocking is ultimtely proven wong. That is,
you make decisions in a world of uncertainty. O
course in the end that uncertainty m ght turn out
to go the wong way.

On the other side of the equation
firms that take licenses to patent pools ought to

have a mechanismto bring rel evant information

197



© 00 N oo o b~ W N PP

N NN R R R R R R R R R R
N B O © 0 N O O N W N B O

198

regarding the validity and essentiality of
patents in the pool to the attention of the
pool 's expert.

I ndi vidual |icensees of a |large
portfolio of patents have little incentive to
nmount an expensive | egal challenge where even if
successful they are likely to knock out only a
smal | percentage of patents in a portfolio and
benefit all the |icensees.

Even where the royalty allocation
formul a provides sone incentive to pool nenbers
to exclude non-essential patents, an effective
mechani smis necessary for |icensees to do
i kew se and reduce the royalty as a consequence.

O herwi se there is a concern that the
combi ni ng patents of uncertain scope and validity
strengthens all of the patents in the pool since
a challenger only needs to | ose on one patent to
be enj oi ned.

Thi s concern has been expressed by
the FTC in several nerger cases challenging the

creation of what's been called a killer patent
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portfolio and which WII, Tom and Josh Newberg
address in one of their articles.

A further issue is raised as to the
meani ng of essentiality where sone patents may be
technically essential to inplenent a standard but
are not essential as a practical matter for
certain potential |icensees.

Current practice for at |east
some pools appears to be to insist that al
prospective licensees take a license to the
pool's entire patent portfolio. The effect is to
condition a license to sone patents to a |license
to ot hers.

Such mandat ory package |icensing
ought to be unlawful where a firmis conpelled
to accept licenses under patents that are not
necessarily needed. Potentially even nore
troubling, what is essential may change over tine
if licensees have the incentive to innovate.

If there is no mechani smfor existing
| icensees or new entrants to establish that a

patent is not essential and to pay | ower
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royal ti es when such firmonly needs a portion
of the patents in a pool, there will be little
i ncentive to inprove upon the standard.

Turning to the second concern, patent
pool i ng arrangenents may affect conpetition not
only in technol ogy markets but also in rel ated
downstream markets that use the pool ed
t echnol ogi es as inputs.

| read the business review letters as
approvi ng the MPEG and DVD pools with |imtations
ai med at ensuring they would not foreclose
conmpetition in downstream markets. First, DQJ
noted in each case the agreed royalty was a "tiny
fraction" of the downstream products or "snal
relative to the total cost of manufacturing.”

The parties made clear representations
that royalties would be reasonable. Second, DQJ
enphasi zed that each proposed pool woul d enhance
rather than limt access to essential patents by
requiring licensing on a non-discrimnatory basis
to all interested parties prohibiting

di sadvant ageous terms on conpetitors.
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Several issues -- practical issues are
rai sed by this analysis. First is the question
what is a reasonable royalty. Wile intuitively
a royalty of less than a few percentage points
may seem snall, sone standard is needed to guide
busi ness officials. Cosely related is what
happens over tine.

The problemis that a royalty that
appears small originally may grow to be
significant over time as costs of producing
downstream products fall

In order to be considered snal
parties should perhaps be required to charge a
percentage royalty or at |east have a percentage
cap that can't grow to be significant over tine.
In addition, further clarification is essentia
as to perm ssible discrimnation.

The DVD pool s appear to have narrowed
their representations limting discrimnation
wi t hout comrent fromthe Departnent of Justice
in the DQJ business review letters at |east as
conpared to the MPEG pool. The MPEG letter said
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that the pool would provide, quote, the sane
terms and conditions to all |icensees.

On the other hand, the DVD pool s
prom se only the benefit of any |ower royalty
rate granted |icensees under otherw se simlar
and substantially the sane conditions.

In practice the DVD pools are now
in fact offering different royalty rates to
different |icensees dependi ng upon when
prospective |icensees sign their licenses. Even
when offering the sane royalties, the DVD pools
are offering different terns to different
| i censees.

G ven the potential for significant
di fferences in effective price through non-price
terms, such discrimnation has the potential to
swal | ow the prohibition. On the other hand, sone
di scrimnation may be appropriate when firns use
pool s of technology in different applications.

| ndeed the DQJ business review letters
wi t hout comrent allow the DVD pools to charge

different royalties, produce DVD hardware, and to
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produce DVD di sks.

It mght be appropriate to all ow
different royalty rates to be charged to firns
selling stand al one DVD pl ayers to be used
with tel evisions as conpared to firms selling
conmputers with DVD drives at |east so |long as
t he conclusion is reached that those downstream
products don't conpete.

Fi rms produci ng conpeting products
shoul d be treated simlarly to prevent the pools
from being used to forecl ose downstream
conmpetition. Perhaps nost significant, news
reports suggest that there are situations where
pool nenbers have a |license to pool technol ogy at
zero royalty.

That is, discrimnatory royalties are
bei ng charged to simlarly situated firmnms that
conpete in downstream narkets. The conbi ned
i mpact of a substantial royalty and this
di scrimnati on seens to underm ne the theoretica
justification for patent pooling, the

di ssem nation of technol ogy.



© 00 N oo o b~ W N PP

N NN R R R R R R R R R R
N B O © 0 N O O N W N B O

That is, such a pool is no |onger an
ef ficient method of dissem nating intellectual
property rights to would be users. It may
instead be a de facto exclusive agreenent to
limt |icensing and stop conpetition.

The preferred approach approved in the
MPEG busi ness review letters is to require each
pool menber to pay royalties to an i ndependent
adm nistrator and receive its share of royalties
inalump sumdistribution. Finally we've
al ready touched earlier today on the grant back
i ssues.

The ' 95 gui delines warn that pooling
arrangenents may di scourage research and
devel opnent. The gui delines explain that an
arrangenent that requires pool nenbers to grant
licenses to each other for future technol ogy may
allow free riding and reduce incentives to engage
in R&D.

The business review letters do
approve grant back clauses that require

| icensees to cross-license patents on reasonabl e,

204



© 00 N oo o b~ W N PP

N NN R R R R R R R R R R
N B O © 0 N O O N W N B O

non-di scrimnatory terns. |n each case however

t he scope of the grant back was conmensurate with
that of the pool and considered so narrow that it
woul d not di scourage innovati on.

The letters also focus attention on
termnation rights that allow wi thdrawal from a
particular licensee's portfolio license if the
i censees sue for infringenment and refuse to
grant a license on fair and reasonable terns.

In recent years standards agreenents
and patent pools with broad grant back provisions
and term nation rights have proliferated.
Pronoters of these provisions argue that they
| ead to broad cross-licensing and are therefore
ef ficient.

| am aware of agreenents that
automatically termnate a party's license if
a licensee initiates any infringenent action
agai nst any other |icensee.

Not ably such provisions cover entirely
unrel ated technol ogy, cover future as well as

present patents, cover non-essential as well as
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essential patents, and provide for term nation
regardl ess of the other firnms' willingness to
grant a license on reasonable terns.

Lack of enforcement in such cases
sends a m xed nessage to the business conmunity
as to what is allowable in this area.

My bottom|ine again, further guidance
on all of these practical issues through revised
gui del i nes, additional business review letters,
and enforcenent actions would give a clearer road
map to intellectual property owners considering
form ng pools and to busi nesses negotiating

licenses with such pools. Thank you

(Appl ause.)
FRANCES MARSHALL: Thank you very
much, Howar d. I'd like to take the next 20 to 25

mnutes and try to get into sone of these issues
that our three panelists here have raised.

And | was thinking that maybe one
of the things that mght help to start out
withis if we could talk alittle bit about

essentiality -- sonme definitions, essentiality,
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conmpl ement's, bl ocking, and substitutes, and what
we nean by these things.

I was wondering if there was
anyone who would like to take a crack at those
definitions. And I'mactually going to totally
reverse nyself. |'msorry.

| had set up that Janmes Kul baski was
going to be our |ead-off commentator on these
presentations. Let's go to that, and then we can
get to sone of these other issues. |'msorry.

JAMES KULBASKI: Real quickly, | have
al ready prepared some witten testinony that is
posted on the internet which reflects ny views on
t hese topics. Those are ny personal views and
not necessarily the views of any client or ny
firm

One point that a |l ot of the speakers
have touched upon but not really gotten into
is the business realities of sonme of these
situations and really the practical issues.

Sort of slightly changing the topic,

| ooki ng at consuner el ectronic conpani es nost of
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them are | osing noney on the particul ar products
covered by the patent pools at issue, MEG 2,
DVD. There are really not a |ot of high profit
itens.

And the question is if they are |osing
noney selling these products or not maki ng noney
on products covered by the patents, then why
woul d a conpany continue to i nnovate and devel op
product s?

And | think that's really the key
here, that patent pools should not only provide
an efficient way for the licensees to receive the
technol ogy, but the licensors should be able to
reasonably recover their investnment in the
t echnol ogy.

A specific exanple: a new conpany
came out selling DVD players last fall which
greatly undercut the market and basically was
selling DVD products at half of the price of the
maj or conpani es that devel oped the technol ogy.

And wi thout an efficient way to

collect royalties on those issues there is really
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no way for the conpanies to continue to innovate.

And while the specific situation I'm
tal ki ng about there was not -- the conmpany was
initially not paying royalties to any patent
pool, | think the patent pools as they apply to
DVDs will greatly help out that situation.

Wth regard to sone of the other
i ssues, Chris Kelly tal ked about an i ndependent
expert and sone of the potential issues with that
and how i ndependent really is the expert. And,
you know, he has to get paid by sonebody, and
what is the standard for determ ning
essentiality.

| have devel oped a practice of working
wi th i ndependent experts and trying to have
patents considered to be essential into these
patent pools. And ny experience has been that
it's a very tough road to follow The current
experts involved are very stringent in enforcing
the guidelines in trying to have a patent.

The ultinmate decision as to whether

a patent is accepted to be essential is in
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nmy experience being properly and strictly
i mpl enent ed.

And despite the fact that the noney
has to conme from sonewhere, | think that if the
eval uator was not being fair in just letting in
any patent, for exanple, especially in the MPEG 2
pat ent pool where every additional patent into
the patent pool is |less noney to the other patent
owners, if the evaluator would let in any patent
j ust because sonebody nmade some type of argunent,
then the other patent owners, other essenti al
patent owners woul dn't be too happy with the
eval uat or.

There woul d be sone problens. But
| think that the systemas currently inplenented
with the evaluators is working quite well, and
the integrity of the systemis existing.

So that feature of the definition of
essentiality, whatever that definition is, mny
experience has been that it's pretty nuch
consi stent throughout the patent pools even

though there is a slightly different definition
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within the DQJ letters.

The practical inplenentation,
it is pretty much the sane. And it is being
properly -- you know, the gatekeeper is existing
and that system s working.

FRANCES MARSHALL: Do you find that
when you are trying to get different patents
accepted into the different pools that your
argunents on essentiality differ based on the
st andar d?

JAMES KULBASKI: Not at all.
Basically the argunment made to the eval uator
woul d be as if a standard patent infringenent
test, as set forth in the Markman case first, the
clainms have to be interpreted. And then you see
if the standard reads on the properly interpreted
cl ai ns.

And for the nost part there is not a
| ot of variation of essentiality. The question
is what -- you know, is what is recited in the
claims necessary to practice the standard.

And, you know, you could word
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essentiality and define it in various ways. But
for nost practical purposes is it necessary is
the sanme for nost of the pools.

FRANCES MARSHALL: Garrard, this sort
of brings me back to your two points. You talked
bot h about | oosening the standard sonewhat so
that you m ght have sonme substitute patents in a
pool as well as conplenents. And I'd |ike to get
back to that topic.

But you al so tal ked about it is not
necessary that all the patents be essential. [|'m
wondering if you can explain to us how those two
things are related or unrel ated.

It seens to ne that if the patent
is essential to the standard to which it is
bei ng conpared then that is in and of itself a
definition of conplenentarity. |Is that not true?

GARRARD BEENEY: | think that's true,
but | do think that there is some difference in
the concepts. | think that you can have patents
that are not essential to the standard but that

are neverthel ess conpl enents.
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And | also think that you can have
patents that are essential -- that are not
essential that are substitutes obviously. So I
think the two concepts are sonewhat different.

The way | | ook at essentiality is
very much the way it's been discussed | think,
which is that whether you take into account the
practicalities of the cost of production and the
cost of designing around particular clainms in a
patent, basically the issue of essentiality is
can you produce the product or conply with the
standard that's defined by the licensed field of
use without infringing a claimof the patent.

And if you can, the patent's not
essential. |If you can't, the patent is
essential. Conplements | think of in terns
sonmewhat different, and that is that the
amal ganmation of the rights increases the
val ue over and above the thing individually.

And | don't think that they
necessarily all have to be essential to the field

of use in the license in order to be thought of

213



© 00 N oo o b~ W N PP

N NN R R R R R R R R R R
N B O © 0 N O O N W N B O

as conplenents. In ny viewall of this starts
with defining a field of use in the |icense,
either in the product or the standard that's
being conplied with, and that everything
essentially follows fromthere.

FRANCES MARSHALL: Chris?

CHRI STOPHER KELLY: As you suggested,
essentiality if it's gauged right should be a
guarantee of conplementarity. But it's not
the exclusive -- it doesn't cover the entire
uni verse of conplenents. There are plenty of
non-essenti al patents which are very
conpl enent ary.

But the problemfor patent pool
analysis is that for any of those non-essentia
patents there might well be alternatives. So
t hose non-essential patents have a conpl enentary
relationship with the essential patents, but they
m ght have a conpetitive relationship with other
non- essenti al patents.

GARRARD BEENEY: Can | just take issue
with that just very briefly?
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CHRI STOPHER KELLY: No.

GARRARD BEENEY: | think in at |east
one situation -- you know, in sone standards as
| mentioned as | was trying to race through ny
presentation, in sone standards there are various
ways of doing sonething, but you' ve got to do it.

And in those situations each one of
those patents provides an access to an essentia
element of the field of use, the standard. On
t he ot her hand, they are not conplenents. They
may be pure substitutes.

FRANCES MARSHALL: Jeff?

JEFFERY FROW  When the Depart nent
was doing the original business review letters,
did they ever consider -- I'ma patent attorney.

So it kind of bothers me to tal k about
essential patents as if patents are essential.

O course they're not because it's only the
claims we're really concerned about, and that
nost patents, perhaps the strong majority as
Howard al | uded to, include clainms that in fact

are not essential.
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Did the Departnent ever consider the
i ssue of essential clainms versus patents either
in the foregoing grants or in the grant back
provi si ons?

CHRI STOPHER KELLY: M sense was that
the analysis was geared to clains rather than
sinmply patents as such

JEFFERY FROW But the review letter
of course only tal ks about patents.

CHRI STOPHER KELLY: If so, that's
t he danger of having antitrust |lawers wite
about patents. |If that's right, then that's an
i npreci sion which is unfortunate, although
woul d think that nost people read it to refer --
to nean clains rather than patents, divorced from

the clainms that they include.

JEFFERY FROW Well, | would never do
that. | nmean certainly the |icense grants that
are granted underneath -- you know, in response

to the business review letters certainly talk
about patents. They don't tal k about patent

clains. There is no nmention of clains in them
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They tal k about patents.
CHRI STOPHER KELLY: |1 think |icenses
are granted in ternms of patents, right, not in

ternms of clainf

JEFFERY FROW No. | nean that's
how t he Departnent considers it. | nmean many
parties -- over there tonorrow you' re going

to tal k about standards. The standards
or gani zati ons have evol ved.

They tal k about clains. They don't
tal k about patents anynore because patents may
of course include clains that have nothing to do
with the standard. And they certainly understood
that that's the real world.

GARRARD BEENEY: But it's really --
sonme pools that I'mfamliar with Iicense
patents. Qher pools that I'mfamliar with
i cense clains.

But if you are a licensee and from
a conpetitive analysis and you nust be licensed
under a particular claimof a patent and a

license is restricted to a field of use, the fact
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that you may be licensed on other clains that
have no bearing on the field of use is conpletely
i mmat erial because you can't use the license that
you have under those cl ains because your |icense
is restricted to a field of use.

So whet her the Division uses patents
or clains makes no difference because, as | say,
if you have a license under clains restricted to
a field of use for which you cannot use that
license for those clains, it doesn't nake any
di fference.

JEFFERY FROW Read the contracts
under which the licenses are granted. | agree in
theory with what you just said, that if the field
were restricted and the grant back field were
simlarly clearly restricted, there would be no
problem But of course there is inprecision in
t hat process.

FRANCES MARSHALL: Janes?

JAMES KULBASKI: In practical reality
t he eval uator | ooks at one independent claimand

usual Iy picks the broadest claim but it could be
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a claimof your choosing. And if that claimis
found to be essential, then I believe the letter
i ssued by the evaluator says that this patent is
then essential to the standard, so.

FRANCES MARSHALL: Is that suggesting
that it may be a distinction wi thout a real
difference? W nmay tal k about patents' clains
are analyzed. |'mjust wondering, Jeff, what
concern do you have that the letters tal k about
patents as a whol e and not about particul ar
cl ai ns?

JEFFERY FROW First off | should
say that I'mnot terribly concerned necessarily
that all -- there is this kind of essentiality
argunment. There is this abstract essentiality.
But we are ignoring the very real fact that there
are lots of patents in this pool that include
cl ai .

The majority of patents that are
essential that neet this test include |ots of
clainms that are not essential. And that doesn't

seemto bother anybody on the foregoing side.
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Certainly fromthe |licensors' perspective they
seemto be unbothered by it.

And they participated in the creation
presumably of the |license under which patents
are -- the grants are being nade. So they are
apparently happy with it. But it is not a
distinction without a difference. There is a
very real difference.

And if you are a licensee, for
exanmpl e, and you don't participate in the license
grant and yet you are required to give a grant
back that is a non-negotiable grant back as to
essential patents, that is a patent which has one
claimwhich is essential, then in fact you are
giving a license grant to non-essential clainms on
a license agreenent for which you have absolutely
no negotiating capability.

Now, you can argue that, well, that's
just part of the price of doing business. But --
and maybe it is.

But to argue that there is

no difference between essential patents and
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essential clains is to overlook the way patents
are actually functioning, the way they are
actually witten which is as to essential clains
only.

| mean that clainms are what counts,
not the patents. And so there is a very rea
difference in the econom c inpact just dependent
upon how the particular patent attorney ten years
earlier wote the patent application.

FRANCES MARSHALL: Ckay. Howard?

HOMRD MORSE: | think it also touches
on Garrard's other point which is that certain
ot her non-essential patents ought to be all owed
into the pool if you are already allow ng certain
non-essential clains into the pool to sone
extent. In fact he's already got his way.

But the concern | think that is
expressed in the Departnment's business review
letter is what | would characterize as the tying
in the foreclosure effect on someone el se who has
conpeting technol ogy to that non-essential patent

or non-essential claimwho -- | think Garrard
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woul d say but you are getting it at zero; you
are not paying nore of a royalty for it.

| think the D.C. Crcuit in the
M crosoft decision sort of underm nes that
argunment if in fact you are getting it and you
are required to get it. | think there is a tying
el ement .

And the question is what is the
i mpact on that and is it Iimting other, you
know, efficient and beneficial technol ogy from
reachi ng the market pl ace because you are
al ready -- soneone's already tying a |esser
technol ogy into the pool so some other better
technology isn't getting used as a result.

GARRARD BEENEY: | guess the response
is that the proposal is first of all that the
non-essential intellectual property be limted
to the license field of use.

And maybe the comments we have had so
far require some explanation as to what all these
concepts are. And maybe | can take ny hand at

it. But as | understand the |icenses that |'ve
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dealt with, each of themare circunscribed.

That is, the grant of the patent
hol der to use the invention that's descri bed
inthe clains of the patent is limted to a
particular what's called field of use, meaning
that, for exanple, in the MPEG 2 patent portfolio
license you nmay not use the patents to produce
sonet hing akin to the space shuttle.

They have to be limted to practicing
the MPEG 2 standard. Simlarly the grant back
provisions are limted to the field of use. You
must grant back any intellectual property you
have that's essential to the field of use, which
| guess is why | fail to understand why there is
any practical significance whatsoever to talking
about patents instead of clains.

Because, as | said, even if you were
to have a license under non-essential clains,
if that license is [imted to practicing those
claims only within the field of use, then you
have no effective |icense under those

non-essenti al cl ai ns.
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And if the grant back provision is
limted to the field of use, not to the patent
that's granted, it has no effect on the grant
back provision

As to offering certain intellectual
property that is non-essential, again | think
[imting it to the field of use has very few
conpetitive effects because on the one hand it
can be an offer that the licensee doesn't have to
accept. It does not have any narginal cost to
the licensor.

And so | think it is incorrect to
presune that royalty rates woul d go higher
And as to effect on conpetition, it does have
the effect of reducing conpetition for the
non-essential property that a particul ar
licensee may want to use.

But the countervailing proconpetitive
effect is to open up conpetition in the
downfi el d, downstream market that's defined
in the license, because any |icensee of the

essential intellectual property is free to
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conpete in all sorts of variations of
i mpl enentations of the field of use.

So | think in balancing the two |
t hi nk the suggestion to include non-essenti al
intellectual property limted to the field of
use i s on bal ance proconpetitive.

FRANCES MARSHALL: | believe Josh
Newberg had a conment.

JOSHUA NEWBERG | wanted to try
to bring it back or perhaps relate it to the
di scussion that we had in the norning of
cross-licensing and ask anyone who has an opi nion
on it what the relationship is between the
concept of design freedomas that came up in the
cross-licensing context and essentiality as that
concept is used in the conpetition analysis of
pat ent pools, and whether patents that allow for
desi gn freedom maybe -- you know, we don't know,
but we want those in there because we m ght
desi gn sonething that infringes.

Wul d that fall into the category of

non-essenti al but okay in an anal ysis of pooling
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or not, and to what extent do design freedom and
essentiality conflict or overlap?

FRANCES MARSHALL: Jeff?

JEFFERY FROW | don't mind trying ny
hand at the distinction you're trying to draw.

O course in a cross-license you generally have
two parties. As several speakers have tal ked
about, there are really only two parties.

And so design freedomis al npst
al wvays an el enment or frequently an el enent of
cross-1licensing.

O course you can take the same
attitude you can about patent pools which is --
really the objective is basically to elimnate
all the patents. So there is absolutely no
reason that we just can't conpete on whatever it
is we're going to conpete on.

But patent pools aren't supposed to do
that. As between two parties if I'd like to do
that, if conpany A and conpany B want to say as
bet ween us patents are going to becone totally

irrelevant, that's their decision and they make
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t hat business decision in the conpetitive
environnent that they are operating in.

But they don't control a market.
Patent pools operate differently. There really
is -- pardon -- I'"'mnot an antitruster, so pardon
me if | msuse the term

But patent pools have market power
i ndependent over and above the patents in the
pool just by the sheer nunber of the patents
that are there. And that is not the case in a
cross-license.

And so to the extent that the parties
in a cross-license want to throwin |ots of
things to have freedomto innovate, that m ght
be okay.

And in a larger context when there's
a large patent pool with many patent -- nany
licensors and nany patents, essentially what you
are saying in that pool is if you want to play in
this market you have -- you, M. New Person, you
have to be in a free fire -- there has to be --

you have to give up your patent rights and you
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have no choi ce.

Whereas that's inposed on you by the
strength of the pool. Now, you can argue as we
have done before that you can -- oh, that's not
true; you can license independently of the pool.
And as | pointed out before | think that's in
many cases not a real world situation.

So | think the difference of throw ng
in lots of patents so that you can have the
freedomto i nnovate between two |icensees is --
two licensors, excuse nme, is quite different than
the dynamcs in a patent pool.

JOSHUA NEWBERG What if the |licensees
are IBMand Intel or two parties that have a huge
percent age of the rel evant technol ogy in an area?

JEFFERY FROW Wl |, obviously when
you have dom nant players you get different
resul ts.

PETER GRI NDLEY: Let ne nake an
addi ti onal comrent. Maybe this is what Josh
is trying to get at about the question about

uncertainty, whether you are sure that a patent
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is going to be essential or not.

In a cross-licensing situation if you
are not sure you probably will still go ahead and
cross-license it. In a patent pool the standards
are a bit tougher. So you have to be fairly sure
that it's going to be essential or not.

And we have independent experts to try
to work that out. So | suppose the intention
with the pool is to keep it as narrow and ti ght
as possible, and with a cross-license is to cover
what ever you think is likely to be a problemin
the future. So slightly different criteria.

JOSHUA NEWBERG  Does that extension
make sense?

PETER GRINDLEY: Yes. | think it
does. It certainly nmakes sense fromthe
cross-1licensing viewuoint.

Fromthe pool | suppose that --
was arguing this norning that apart fromthe --
there's the antitrust concerns and just the
general administration of the pool becones nore

acute as it gets bigger. So you want to keep it
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as focused as possible, so.

FRANCES MARSHALL: 1'd like to go back
to this just for a mnute, to this concept of how
do we go about analyzing a pool that consists of
bl ocki ng patents.

And | think in our letters because
there was a standard agai nst which to conpare
them we used that as a proxy for determ ning
whet her or not the patents were bl ocking or
conpl enent s.

But that also includes sone substitute
patents. And let's say we take your exanpl e,
Garrard, and that is limted to the field of use.
How woul d you suggest that the antitrust
authorities go about determ ning whether that
pool is ultimately pro-conpetitive?

GARRARD BEENEY: |'m not sure,

Frances, if the analysis is different because you
have added t he package of rights that |icensors
may have that nay or may not read on the
particul ar inplenentation of the standard. |Is

t hat your question, how do you go about it if you
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do that?

FRANCES MARSHALL: | think it ties
into the question of if you don't have a
standard. So far we have had -- we have anal yzed
pools where there is a standard with which to
make a conparison

But if you don't have a standard
I think that increases the difficulty of the
agenci es | ooking at the patent pools to determ ne
whet her the independent expert is going to
correctly put into the pool blocking patents.

So that's one question. And then the
ot her question -- and | think you get that same
i ssue when you define that the -- when you say
that the substitutes could come froma field of
use which doesn't have a standard associ at ed
with it. So you're in that -- you're in that
sane bal |l park

And |'mjust wondering how you woul d
suggest that if the authorities, if we were
| ooki ng at a patent pool that was defined that

way, how we woul d go about naking those judgments
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when in the past we have used the standard and
t he i ndependent expert working together as a
proxy to make that determn nation, perhaps

i nperfectly as everyone has said.

GARRARD BEENEY: | think that's a good
guestion. But | would not in any way suggest
that pools be permitted to offer a |icense under
anyt hing other, whether it be essential or not
essential intellectual property, that the grant
of the license be -- exceed a field of use
because otherw se as you say there is no way of
determ ning the conpetitive effects unless the
scope of the license grant is limted to a
defined criteria, whether that be a defined
product or a defined standard.

But the scope of what's granted --
which is a question different fromwhat it is
that you're granting.

But the scope of what you're granting,
that is what the licensee is entitled to do with
the rights in the license, has to be defined

and has to be limted. Oherw se, as you say,
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there's just no way of analyzing the conpetitive
effects of a pool.

But once you do that | don't think
that the intellectual property that's in the poo
has to necessarily be limted to intellectual
property that is essential to practicing the
standard as opposed to sonething that nay be
infringed by a particular voluntary
i mpl enentation of the standard.

And what |'m suggesting is that
i censees be given the freedomto conpete
in the downstream nmarkets by produci ng any
i npl ementati on of the standard that they want by
bei ng given this non-assert fromthe licensors to
free up any concerns that they nmay have about
infringing non-essential intellectual property.

But the scope of the grant on the
essential and the non-essential intellectual
property has to be that standard of product. Was
that clear at all?

FRANCES MARSHALL: Chris, do you

have a --
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CHRI STOPHER KELLY: |I'mjust wondering
whet her what you are driving at, Garrard,
suggests that whatever the field of use is it's
going to bear a very close relationship to
somet hi ng that nost people mght view as a
standard of sone ki nd.

That's going to be the context. So
whether it is essential or not you are stil
going to be tal king about sonething |ike an MPEG
or DVD as opposed to saying tel evisions or
tables. So it's not -- the field of use wll be
fairly rigorously defined.

GARRARD BEENEY: Correct.

FRANCES MARSHALL: Pretty limted
as well. In a sense you are expandi ng your
definition of essentialities, and essential as
a practical matter then including things that
are -- different nethods for inplenenting the
st andar d.

GARRARD BEENEY: Yes, but also that in
the course of inplenenting the standard you may

have to do sonething that's not even in the
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st andar d.

And that's what |'m suggesting, but
that the grant of the patent right is only
l[imted to inplenenting the standard. But you
may be doing other things in creating what that
license allows you to create.

FRANCES MARSHALL: Any ot her conments?
Questions? GCkay. Wy don't we go ahead and take
a ten-mnute break and come back at 3:35.

(Recess.)

FRANCES MARSHALL: Thank you all very
much. |'ve heard that we are stressing people's
| egs and backs. But we are scheduled to end at
4:30 so hopefully this next session will be
easier. W are going to turn to Baryn Futa who
i s the manager and CEO of the MPEG LA --

i censor?

BARYN FUTA: Licensing.

FRANCES MARSHALL: Licensing
adm nistrator. And he's going to talk to us
about sonme | essons that he has |earned fromthe

MPEG pool since its inception in 1997.
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BARYN FUTA: Thank you, Frances.
Thanks for inviting ne, first of all. And I
think the Division and the FTC have done a
terrific job putting these hearings and panels
t oget her.

| have learned a ot frommny fell ow
panelists. 1'd like to thank everybody. But
probably nore inportantly I'd like to thank you
in the audi ence today.

G ven the availability these days of
| ocation and tinme non-specific information, it
really is sonething when people actually show up
to these things and |isten. So | appreciate you
for being there.

Al so, Frances, | was going to say the
next tinme ny 14-year-old or 11-year-old asks ne
the type of stuff | get involved in during ny
day I'Il refer themto doj.gov and they can go
through all the testinmony and that will let ne
punt on the dinner conversation about work again
for another ten weeks.

| have sone witten statenents which |
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t hi nk you have or can get access to on the web.
So | just wanted to nmake a few quick points and
turn it back to the panelists and to the

di scussion. These are not points that have not
been nade already. So | apol ogi ze.

First, | think that it's clear that
there are many different ways for companies to
clear patent rights. | think you have heard the
many different ways. And |'mparticularly
interested in the context of standard setting
with the panel that will occur tonorrow where
presumably you will hear a | ot nore.

You wil|l probably hear about the
vari ous non-assertion prograns that are in place
and are being established and non-assertions
with regard to all the specifications of giving
standards, but also to certain profiles within
st andards.

Certainly we've tal ked a | ot about
bilateral l|icensing of which cross-licensing is a
subset. Again we've tal ked about MPEG 2-1i ke

programs. But there is the whole area of
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mul tilateral licensing involving non-assertions
that hasn't really been touched on today.

So, you know, really out there, there
are a lot of different efforts using a |ot of
di fferent approaches as Josh and Pete and others
have nentioned to give the marketpl ace access to
standard based technol ogi es.

You know, as consumers we are in a
world of formats and standards. And as mekers of
t hese products, mekers of these products are in a
worl d of formats and standards.

And | also don't think any of you
have this inpression, but | wouldn't want any
of you to get the inpression that there is no
conpetition anong these formats and standards
thensel ves. There are lots of different formats
trying to do lots of -- the sane applications.

For exanple, in the DVDitself there
are going to be multiple formats for recordable
DVD. | believe the DVD forum al so recently
approved a non- MPEG 2 coding that will be DVD

conpl i ant.
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In the broadcast area the United
States will using an entirely different digital
video terrestrial broadcast systemthan wll
Eur ope.

So when we tal k about MPEG 2 or we
tal k about DVD as formats we all have to keep in
mnd that there are lots of different formats
trying to address the sanme question and the sane
opportunity.

But we are all dependent on
interoperability. As consumers and manufactures
we are all dependent on these sane formats and
standards. And therefore they are all dependent
to sone degree on each other's R & D

| find that as Peter had nentioned
cross-licensing and MPEG 2-1i ke prograns are not
nmutual |y exclusive. They co-exist very nicely in
t he mar ket pl ace.

Bilateral |icensing, cross-licensing
can deal with all the various intersection points
that may occur between two conpani es' |P needs,

whereas a programlike the MPEG 2 is dealing with
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only a narrow slice or one intersection point,
t hat being essential patents with regard to the
MPEG- 2 t echnol ogy.

There has been tal k about design
freedom And | think design freedomis a
very different thing than access to the
intellectual -- to the essential patents for a
gi ven standard |i ke MPEG 2.

Design freedomto nme connotes a notion
of peace, and a notion of to be able to have your
product makers go out there and nmake products, to
invent, to innovate, and to diffuse. And that's
an entirely different kind of scope or a field of
use | guess to use the termthan what | do every
day for a living.

So frommny personal viewpoint | see
lots and lots of bilateral arrangenents being
negoti ated every day involving |lots of different
t echnol ogi es.

| don't have the experience in
licensing that problemlike soneone |ike Jeff or

peopl e like Howard do, but in the context of the
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MPEG 2 program | have worked with -- we have over
400 | i censees.

And | woul d probably say that we have
probably dealt with many, many nore conpani es
than that that are still potential |icensees or
| ooki ng at the technol ogy or technol ogi es.

And | think | have a pretty good idea
of what they think is inportant, at |east what
they tell us is inportant in regard to |icensing
and MPEG 2-1ike programs. And for what it's
worth I'Il go through ny |ist.

Everybody is | ooking for better terns
than the next guy, and naybe they will settle
with same terns. And then that is in regard to
everything, royalty rate. Everybody's | ooking
for an MFN. They are | ooking for some upside
protection on their royalty rate upon renewal.

And | think in that regard a feature
that is in the MPEG 2 programthat | think our
custoners particularly like is that all of our
agreenents are term nable on 30 days' notice by

the |icensee.
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So | think all the rate protection and
the rate related issues are in the hands of the
licensee in the case of MPEG 2. Because we're
all dependent on each other's R & D and therefore
each other's patents, |icensees are |ooking
obvi ously for good cover age.

They are | ooking for sone sense
that -- they realize they will not get
100 percent of essential patents from any
program but they are | ooking for what they
consi der to be good coverage of the essenti al
patents.

They are aware of the licensors of
t hose patents. And since many of these conpanies
are involved in the standard setting effort they
know whi ch conpani es paid their dues, put in the
R & D, sent research teans, proposed things to
the standard setting body, and got their
i nventions or techniques incorporated into the
st andard.

Qur licensees are very sophisticated

and they know how standards are devel oped and who
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devel oped them They want all their products
that use the spec covered.

| think probably one of the nost
important terns is they want to see that the
licensors are also licensees and are al so paying
the sane royalty rates. As a business | consider
any programlike MPEG 2 a non-starter unless
licensors that utilize the technology are al so
i censees and pay the sane royalty rates.

| don't know about conpetition or the
| egal requirenments. | just know as a business
person it is a non-starter unless the |icensors
that nake the products are also |licensees and pay
t he sane royalties.

You know, | should mention also that
probably what will not be di scussed tonorrow
but -- and | can't renenber who nentioned it, it
m ght have been Chris -- is a copyright tool |ike
a cl earinghouse approach.

"' m not necessarily aware of any
patent prograns that are standard rel ated that

use a clearinghouse approach. And | haven't
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real ly thought nuch about it. But really, you
know, there nmay be a situation where it's
appropri at e.

| would say that the 3-G |icensing
concept is as close to a cl earinghouse approach
as |'ve seen in a standard setting -- a standard
icensing situation, but not -- nothing |ike what
you suggest in terns of copyright. But, you
know, it might work in sonme situations.

You know, | couldn't help but -- being
at the end of the day, Frances, | couldn't help
but reflect on some of the things | have heard
already. And | just -- again anecdotally I'd
just make a couple coments.

In the case of the MPEG 2 program
licensees don't pay |less for nore or |ess
patents. So if a patent should be found to be
invalid and it's pulled off the list, that
i censor would not get proceeds for that patent.
But the license royalty rate would not go down.

| personally believe that invalidity

is an area where the courts of conpetent
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jurisdiction should do their thing. | would

be -- | haven't thought through all the

ram fications of that being done in the context
of the joint licensing program but ny gut tells
me that that is not a good thing.

Again | think the notion of percentage
royalties -- you know, really these prograns
operate in a marketplace. And what it boils down
tois what the market will accept. Access to
MPEG 2 is |like any other subsystem cost that goes
into a product that uses MPEG 2.

And in that sense it has to have a
val ue equation such that the value is there. So
I would not want to have -- | would not think
t hat any per se rul es about percentage or fixed
price woul d be warranted.

Having said that | think that when you
start a program and the cost of building the net
sal es cost or product cost of building those
products is quite high, I think you would hear
the licensee base arguing very strenuously that a

percentage royalty is probably inappropriate
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because it woul d be high.

| think a sumcertain also gives you
a sumcertain, which is you know your cost.
Certainly as the costs of naking these products
go down, then a percentage royalty | ooks good.
So agai n changi ng conditions may be changi ng
reaction.

| guess what |'msaying is that when
you are licensing, which is a product, and so |
consi der nyself a sal esman selling a product,
what you will hear fromthe marketplace is the
argunent that at the tinme renders a | ower price
for that program

Simlarly I've heard argunments about
there ought to be a per patent rate or sonething.
Since we have gone from25 to 100 patent famlies
and fromsomething |ike 120 patents to 325
patents, | don't tend to hear that argunment so
much anynore.

And | ast but not least | think that
all this discussion we had today operates in

an envi ronnent where we have never had nore
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entertai nnent video information platforns and
products that provide that to us than ever
bef ore.

| think as consunmers, American or
ot herwi se, we have available to us |ots of
information and |ots of products. And so to the
extent that progress is what we're | ooking for,
that's what patent lawis all about.

And innovation is what the Division
cares about. | nust submit that | really don't
see that nuch of a problemout there. Thanks.

(Appl ause.)

FRANCES MARSHALL: Thank you, Baryn.

I think we'll turn to Jeff Fromm who as we said
before is seni or managenent counsel at

Hew ett - Packard, for some of his views on the
practical aspects of |icensing.

JEFFERY FROW And as the | ast
speaker of the day |I'mgoing to make this as
short as | can. Cbviously we've conme a very |ong
way fromthe past generations where patent pools

were often seen as cartels.
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The MPEG LA and DVD letters delineate
basic rules that can mnimze risk and are now
wi dely enployed and | think in fact have
i ncreased conpetition.

Those rul es, however, are often not
sufficient to provide the level playing field for
all affected parties and to ensure that uninpeded
conpetition goes forward.

There are inherent conflicts of
i nterest between insiders, the pool's founding
menbers owni ng the patents bei ng assenbl ed, and
outsiders, often a diverse group of applicants
for pools, including both many existing
conpetitors and | ater new entrants.

Pat ent pool s generally accept the
principle specified in the DOJ letters that their
package prices should be offered to all parties
on reasonabl e and non-discrimnatory terns and
condi ti ons.

Nat ural Iy enough, perspectives on what
terns are reasonabl e and non-discrimnatory in

practice may differ markedly between and anong
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the different classes of affected parties.

I nsi ders hol di ng patents and the poo
adm ni strator answerable to them have an interest
in maximzing the use of license rights across
whol e industries. But they also have an interest
in the revenues that the |icenses generate.

Most inportantly, changi ng market
conditions may render these |license termns
reasonabl e at the outset of the pools,
unr easonabl e years | ater

A royalty prescribed at the outset of
the pool may represent an inconsequential part of
total cost of the product. And that sane royalty
several years later may represent a conpetitively
significant part of the cost.

As an aside not in ny witten remarks,
products that are first introduced as, you know,
selling for $1,500, $2,000, sone years later it
is not unusual to see themsold for 89.95 at
Best Buy.

Qoviously the sane royalty on both if

it's a fixed dollar anpbunt as we often prefer for
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| ots of reasons, may affect the conpetition in
the markets later on in a quite different way
than it does at the beginning, at the $1,500
pr oduct .

In any case, serious problens rarely
arise at the outset of the pool's operation when
t he sponsors are incented to attract outsiders
and get new technol ogy w dely accept ed.

Pool s unfortunately often do not
readi ly adjust to new circunstances and
conpetition facilitating or innovation
facilitating manners, which is a point in which
further DQJ gui dance woul d be desirable,
encouragi ng sensitivity to changing narket
conditions and their bearing on appropriate
i cense conditions going forward.

The common approach to pool |icensing
today is one size fits all. Cbviously we have a
di fferent view whether you are the |licensor or
the |icensee.

This is generally deened to be

consistent with the DOJ letters as long as the
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pool as a whole includes only patents found to be
essenti al .

But while all the patents in the pool
may be essential to the pool founders at the
outset of the pool, some or many of them may
later turn out to be non-essential or non-useful
to outsiders seeking to enploy the technol ogy
| ater in unexpected ways.

Conpetitors or new entrants shoul d be
able to license the set of patents they need
wi t hout being forced to take and pay for the
whol e license. In other words, pools should be
anenable to issuing partial licenses to
appl i cants.

"' maware of two explanations for
pools' resistance to the partial |icense concept.
First, pool sponsors suggest partial |icenses
woul d create undue adm ni strative burdens.

It's hard to believe that tiered fee
schedul es and associ ated al | ocati ons anong patent
hol ders cannot be fashioned with due all owance

for associated costs of inplenentation
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Second, pool sponsors suggest the
avai l ability of individual negotiations with the
patent holders is a sufficient alternative for
parties needing | ess than the whole set. But as
| have tal ked about before today, this is nore
illusory than real

The DQJ shoul d appropriately encourage
partial |icense features by recognizing their
potential for proconpetitive effects, thereby
of fseting anticonpetitive risks under the
applicable antitrust rules of reason.

Anot her concern to outsiders
inability to participate in or chall enge
determ nations of patent essentiality, the DQJ
letters caution pools to remain alert to the
possibility that some patents initially
determ ned to be essential should be reconsidered
in the light of subsequent infornation that they
are invalid or that they cease to be essential.

Mechani sns facilitating outsiders'
input in this regard woul d be desirabl e,

particularly since they often have the highest
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financial incentive, especially if there's going
to be partial pool |icensing.

Concerns al so arise over the scope
of grant back requirenents and other |icense
provisions inpeding a |icensee's assertions of
its own patents against a licensor within the
pool. CQutsiders should be -- should have
nmeani ngful opportunities for input on these
parts of the |icense.

And one size fits all may not be
appropriate for all licensees. A broad grant
back or an inhibition on asserting patent rights
against a licensor nmay have no significant inpact
on the licensee -- on one |licensee, while
anounting to a major forfeiture of value to
anot her |icensee.

The concerns |'ve described as
conflicts between pools' insiders and outsiders
point to the need for sone nore explicit and
ef fective recognition of these prem ses and the
manner in which pools are organized,

adm ni stered, and gover ned.
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The starting point would be
commtments set forth in the organizing docunents
to operate the pool at all times with due regard
to the interests of all of the users of the
t echnol ogy being |icensed, present and future
i censees alike, nmenbers and non-nenbers alike,
and with particular regard to the public interest
in a maxi mally open conpetitive narket.

Critical to the public's confidence
that the pools' insiders adhere to these
commtnments i s sone reasonabl e degree of openness
and publicity regarding significant pool
oper ati ons.

This could, for exanple, take the form
of a publicly avail abl e website where m nutes of
the neetings of the pool's governing board are
posted periodically.

A further safeguard would be a
mechani sm by whi ch outsiders could chal |l enge poo
deci si ons about such matters as royalty rates,
other license ternms, and patent essentiality. To

be effective a mechani sm shoul d provide for sone



© 00 N oo o b~ W N PP

N NN R R R R R R R R R R
N B O © 0 N O O N W N B O

formof neutral and objective dispute resolution.

Qoviously we don't want to turn this
into another formof litigation. That's not the
purpose of pools. It is to avoid litigation.

To be effective a nmechani sm shoul d
provi de -- another desirable safeguard woul d be
the inclusion in the pool's governing board of at
| east one person unaffiliated with any of the
foundi ng patent hol ders, perhaps a w dely
respected university guru or someone wth
expertise in the technology to be |icensed but
wi t hout any financial interest in the pool's
revenues.

He or she could be in the nature of
an outside director, sonmething that's pretty
i mportant in many venues today. (Quidance from
t he agenci es encouragi ng pools to consider steps
of these kind should be wel conmed i n nany
quarters.

Particularly with that kind of an
encour agenent these steps could help to mnimze

conflict between and anong the different pool
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constituencies and to help ensure the pools
operate in the public interest. Thank you.

(Appl ause.)

FRANCES MARSHALL: | think there are
a nunber of interesting issues here. Does the
panel want to respond to anything that was just
said? Baryn?

BARYN FUTA: | can tal k about the
program | amfamliar with, which was MPEG 2.
I'"'m sure comments addressing sone ot her programns
i ke DVD or audio |licensing or what have you --
I don't know if | quite have all the points he
made. But I'Il go through the ones | renenber.

First | think that our license --
| icensees are our customers. So again | consider
MPEG LA a business and | consider nyself a
sal esman not unli ke anybody else that's selling a
subsystem or hard drive or whatever that goes
into products.

So with all due respect | don't need
much rem nder to tell me that | need to take care

of my customers and be responsive to their needs
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anynore than probably HP needs to be told to take
care of their custonmers and respond to their
needs.

For exanple, effective January 1 we
reduced the MPEG 2 royalty rate from$4.00 to
$2.50 in light of market conditions. And | think
it's fair to say nost of our |icensees were
surprised and el ated and delighted by that.

Wth regard to |icensees being able
to chall enge essentiality of patents, | find that
our custoners |ike when the patent |i st
increases. They like the fact our coverage goes
back to the first product they ever paid and they
pay no nore noney for additional patents.

As you know, a patent could go on the
[ist tomorrow, but it could be |licensable for a
substantial period prior to going on the I|ist.
And our |icensees have that coverage for the
products they manufactured and sold for those
prior periods for no additional royalty paynent.

| can't speak to the other prograns

about changed busi ness circunstances, but anyone
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I know that adm nisters a patent |icensing
program such as MPEG 2 is in a business and
operates as such.

Wth regard to -- | don't knowif you
said this yet, but with regard to your witten
testinony you said you were being forced to take
a conbi nation of unneeded and needed | i censes.
We tal ked about the notion of essentiality and if
you practiced the art of MPEG 2 in the case of
what | do that you are infringing those patents.

By not needed maybe you nean the
patents that you have access to under
cross-license. | will say all of our |icensees,
including licensors, pay the same royalty rate.

However, if there is a cross-license,
t he scope of which may include essential MPEG 2
patents between the two parties, then upon
request of those two parties and the waiving of
the confidentiality requirenment that we have with
each of themas |licensees and |licensors, if they
waive it as to each other we will provide them

the figures so that they can quantify the val ue
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of their cross-license with regard to essentia
MPEG 2 patents that either of them may have and
are paying for a license for, and ultinmately the
noney going to each other or the licensor, and to
account for that within their existing or then
exi sting cross-license arrangenent.

But that happens all external and
outside of MPEG LA. So | don't see anyone paying
for unneeded |icenses. Qur custoners are very
sophi sticated, including HP. | don't think they
woul d pay for unneeded licenses. W are in a
mar ket pl ace now where no one pays for what they
don't need.

FRANCES MARSHALL: Chris?

CHRI STOPHER KELLY: One point Jeffery
made that was interesting that nmaybe we don't
gi ve enough thought to is one that is provided
for in both the I P guidelines and the conpetitor
col | aboration guidelines, the idea that things
change over tinme and that a license today which
seens marvel ous may have a very, very different

effect five years down the |ine when the |icensor
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has 90 percent of the market.

And that is sonmething that needs to be
borne in mnd. In a sense that links up with the
general approach of the business review letters,
which is if the facts turn out to be different
this goes out the w ndow.

And so it's certainly always going to
be relevant for DQJ and FTC when they are | ooking
at pools that they have already passed on. They
need to think about whether things are different.

As to the royalty though |I guess |
woul d think that even if the price of, say, the
pl ayers continued to drop there would -- it seens
unlikely to me that -- or I wouldn't -- obviously
DQJ can nake up its own m nd.

But I would not expect DQOJ to react
ever on the question of whether the royalty
had becone unreasonabl e or oppressive or
non- af fordabl e for particular |icensees.
think that's pretty much out the purview of the
enf orcenent agencies, or at least it was when we

| ooked at the pools.
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What we | ooked at was sinply whet her
the royalty was sufficiently large that it could
in some way forma basis for coordinating prices
on the downstream goods.

Whet her it would be a royalty
acceptable to the market or beneficial to the
pool, as a business matter we figured we'd | eave
it up to them and see what woul d happen.

Now, whether that would be true in
Europe or not | don't know. There gougi ng can be
an abuse of a dom nant position, and | suppose
you m ght have an interesting issue there.

GARRARD BEENEY: There are sone
interesting cases in Europe that address that
concept .

This is | guess off the point, but
there are a couple cases in Europe that address
the concept of whether as prices on the product
go down and the royalty rate becones an
i ncreasi ng percentage of that product does that
mean that changing conditions should allow for

the reformation of the |license contract. And
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t hose cases have said no. Sorry.
FRANCES MARSHALL: Baryn?
BARYN FUTA: Were you being

self-effacing or insulting Chris? | couldn't
figure that out. | forgot to address the part
about the partial |icense.

| think the MPEG 2 programis a
certain kind of product in the marketpl ace and
addresses a certain need. And if there is a need
for a partial product, there are cross-licenses
and bilateral I|icenses.

But having said that if there is a
mar ket pl ace need for subset licenses, if you
will, I actually to see themstarting to occur
For exanple, in the MPEG 4 situation AAC,
advanced audi o coding, is a subset of the MPEG 4
normati ve audi o specification.

But enough of the marketplace may have
an interest in just licensing AAC as a bundle
that | believe the licensors to AAC are form ng a
joint licensing programthat m ght be different

fromthe |icensing programthat includes all,

262



© 00 N oo o b~ W N PP

N NN R R R R R R R R R R
N B O © 0 N O O N W N B O

guot e, unquote, of MPEG 4 audio or MPEG 4 audio
structured along the lines of the MPEG 2 video
and system programthat MPEG LA admi ni sters.

| think that if the marketpl ace need
for certain subsets is such that there is a
demand, |ike any other product, people will be
there with a product to neet the denand.

If the subset is very specific to a
certain potential |icensee, then we have defined
the terns, haven't we? By definition that
conmpany needs to go out and deal with its own
uni que subset with -- using the current
mar ket pl ace tool s.

| think that -- so | don't want you to
get the inpression that | don't think there's
room for what you are advocating. | think
there is.

But I don't see where we need to
custom ze or fractionalize the current MPEG 2
program because |'m not hearing from our
custoners that there is a need for any subset

of -- with enough nmarket core to address it.
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Like HP, | mean there may be certain
custoners that need a certain product. But until
you have enough custoners with that sanme need,
mar keti ng and product devel opnent are not going
to gear up to make a product for that narket.

Those people have to avail thensel ves
of conpani es that specialize in custom zation or
custominplenentation, |like the INSes of the
world with regard to G sco equi prment.

FRANCES MARSHALL: Jeff, do you want
to respond?

JEFFERY FROW | didn't nean to
suggest that MPEG LA is not responsive to its
custoners. But | would posit that |ike nobst
organi zations that are responsive to its
custoners, it is a lagging indicator and that new
i nnovations get introduced and product plans get
pl ans for future products.

And by the tinme there's a groundswel |
of demand for a revision in your product it's no
| onger an innovation.

And since we're tal ki ng about
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i nnovation nmarkets and trying to encourage
conmpetition in innovation nmarkets, it's a
different dynami c than | ooking at the buying and
selling of products, which as a conpetitor | nean
if | decide that 1'mgoing to be in a business
and be perfectly happy to sell a trailing product
and optim ze ny business nodel around selling a
non-1| eadi ng edge product, that's perfectly fine.

But in fact the organi zati ons such as
MPEG LA are in a very different kind of business
because they are supposed to be facilitating
future innovation markets, at least in ny view

And that's the problem of the del ay
problem And that's the reason why it is
difficult to do the alternative which is to go to
the individual |icensees -- a typical patent
license, for those who haven't gone through that
exercise, of any significant size takes at | east
a year to negotiate a bilateral cross-1licensing
arrangenent .

Now, if | just want to go to conpany X

and |license one patent, that's not what |'m
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talking about. But if I'mlooking for a
portfolio of patents we're tal king about a year.

Now, the product life cycle where the
entire product is designed, introduced, and
becones obsolete in only a year, that is a
probl em

That is the reason -- there is no
doubt that | think the dynam cs of serving
custoners is quite different when your custoners
are really -- where you are trying to foster
innovation. And that's all |I'm pointing out.

But never would | suggest that you
are ignorant or unresponsive totally to your
custoners. | didn't nean to suggest that. And I
apol ogi ze if there was any m sunder st andi ng.

PETER GRINDLEY: 1'Ill try and nake
sone additional comrents. | think the points
Jeffery has brought up are very pertinent and
very inportant.

Coming froma practitioner in the area
they are just very serious and need a | ot of

consideration. And it's difficult to off the
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cuff make remarKks.

Two points that might either help or
hinder: On the partial |icenses question |I'm
just drawing a parallel with cross-1licensing
where patents are available singly but the -- not
but -- the pricing tends to favor l|icensing the
whol e portfolio.

And | guess the real reason is that
it's -- if you only license one patent there is
still the question of nmonitoring potentia
i nfringenent on the others. So you really
haven't saved the overall transaction design
freedom aspects that go with a cross-1icense.

So typical royalty rates are just
total -- just an illustration. One patent m ght
be one percent, two patents one-and-a-half or two
percent, and unpteen patents two-and-a-half to
three percent. So it's not |inear.

The one patent is at a kind of fixed
rate, if you like, and many nore patents is not
that nmuch nore. And I think the reason is that

it's a question of whether you really are being
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nore efficient by licensing all the patents for
design freedomor just a specific patent.

"' mjust wondering how that transl ates
to a patent pool story where we're not talking
about one patent. W might be tal king about a
subset of patents.

So there may be parallels in the sense
that out of 27 patents you may want to j ust
license six, or -- you know, but | think once
you get very selective |I think kind of the
adm ni stration of that partial |icense becones
a problem And so it's just an observation.
That's sonething that would need to be addressed.

If I can go on to another point, which
is the life cycle, how things change over tine.
This is just another point to throwin here, is
that if the patent pool is oriented towards a
standard, then I guess not only is the technol ogy
changi ng over tinme, but the need for the patent
pool, if you like, changes as the standard
becones adopt ed.

In the early days of establishing
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a standard it's very inportant what people's
expectations -- the credibility of that standard.
And the fact that they can be assured that their
basi c package of IP will be available is likely
to be a very strong incentive to any user to
adopt that standard rather than another standard.

So it's very inportant in the early
stages. Once the standard is fully adopted and
it kind of defines the industry or the product
sector then | suppose the conditions change
somewhat and | don't know whet her that neans we
shoul d use different criteria for anal yzing.

It's very nuch | think we've tal ked
about ex post, ex ante, which seens to go through
a lot of these licensing issues, that ex post in
this case once the standard is adopted and
established, then it's a slightly different
situation than before.

So that's just another factor that we
need to think about. And, Jeffery, I'll be very
grateful if you have sone comments to el ucidate

t hese.
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JEFFERY FROW | think we do concern
ourselves with those issues. | think the problem
with standards is as you say that in the
begi nning there is lots of noney to be nmade by
early adopters.

And over tinme | think it's the thing
we'll talk -- the standards di scussion tonorrow
is that the econom c value for the package of
patents in sone markets goes down nuch faster
than the |ife of the patents.

Now, there are other markets of course
i ke the chemi stry business where you have a
patent on this drug -- | nean the drug market.
You have a patent on this drug and in fact its
val ue goes up over tine.

The patent on Viagra is going to
becone nore val uable ten years fromnow than it
is today. But in fact in these highly dynamc
i nnovation markets that nost of these patent
pool s operate in, the exact opposite is true,
that once the standard becones pervasive it is

not a matter of whether you have a choice to have
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or not have an MPEG player in your PC

If you don't have it you are not in
the PC market. It's as sinple as that because no
one is going to buy your PCif they can't play
their DVD or CDs on your product. So the
| ever age agai nst the product changes over tine.
The dynam cs of the industry changes over tine.

And as they becone the standard part
of the product, not of the DVD product but of
the greater product in which it's innovated,
once it's become a commodity the value to the
i censees goes down to zero and the | everage to
the licensors goes up. |If there is no nechanism
to kind of adjust those things it causes
di stortions.

That's not to say that as we tal ked
about before the business people who operate the
pools, especially in the case where you have a
busi nessman, a licensor who is also a |icensee,

t hey have pushing and pulling in both directions
as wel | .

| think up front we need to recognize
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that you can have a patent pool in which the
patents -- of course there are new patents to be
added to it that will be issuing |later.

And especially since there are going
to still be patents pending in the U S. Patent
Ofice -- |I've prosecuted them where they didn't
i ssue for nore than 20 years fromthe date of
filing.

That suggests there could be patents
out there right now that would be flowing into
t he MPEG pool 20 years fromnow that we haven't
seen yet and then will have 17 nore years of life
after that.

Potentially we could be | ooking for
the pool to have the ability to get a royalty on
t he pool of patents some 34 or 35 years easily
after the initial pool was started or the
standard was adopt ed.

Now, obviously 30 years from now
don't think any of us would expect that MPEG for
exanpl e, or DVD or any of the technol ogies we

have today are going to be extracting anything
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nore than conmmodity prices fromall consuners.

And | think we have the
antitrusters -- when the Departnent |ooks at
t hese pools they need to take those kinds of
effects -- situations into effect.

That's not to say that the system
m ght not self-adjust. [|I'mjust saying that if
you think about the long-terminpacts and the
fact that you al nost have to have sone from of
review on a regul ar basis.

If you' re expecting the insiders or
the licensors to do it, that's fine. That's
essentially the way the program works today.

But it just may not be sufficiently
of fsetting the end conpetitive effects that are
being ignored for a long period of tinme until
somebody gets pissed off enough to bring a
awsuit. And we want to avoid those if we can

FRANCES MARSHALL: Howar d?

HOMRD MORSE: |If you want to follow

up go ahead.

GARRARD BEENEY: | just wanted to make
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an observation about partial |icenses. One of
the truly proconpetitive aspects of patent pools
is the reduction of transaction costs. It is one
of the principal reasons why |icensors agree to
put their patents into a pool.

And it's one of the principal reasons
why |icensees accept pool licenses. And | would
submt | guess that there is really no principled
way of formulating any antitrust concept that
woul d require a pool to offer partial |icenses.

And | say it for this reason. The
partial license is really just a claimthat
want to be able to license fewer patents than
are offered in the pool.

But of course what's left unsaid is |
want to be able to do that for less royalty. |If
the demand is that you license | ess patents but
are willing to pay the sane royalty, then fine,
there are no transaction costs. W can strike
patents off the |ist of patents that are being
i censed.

But really obviously what's being
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sought is a lower royalty rate than what other
pool licensees are paying. So, nunber one, it
is arequest for a discrimnatory royalty.

Second of all, if you take a pool
that has 100 patents, an MPEG pool has far
fewer -- excuse nme, far nore. One of the DVD
pool s has nore and anot her | ess.

So it's not an unrealistic nunber.
And you assune that those patents are issued
by 30 different countries in the world.

You then get into a situation where
allowing partial licenses and to let |icensees
pi ck and choose anbng the patents in the
portfolio, that the licensing agent has to offer
t housands of permutations of |icenses, perhaps
all with different royalty rates.

Excuse nme. You may have soneone
who wants just a license in France for two of
the patents. You may have soneone who wants a
license in the U S for three out of the thirty
patents in the U S., et cetera, et cetera,

et cetera.
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And if you fornulate sone antitrust
concept of requiring partial |icenses as opposed
to letting the narket play its role, there is no
principled way to limt that -- the effect of
that to the huge transaction cost that woul d be
created by requiring the people that are
licensing to try to track thousands of different
royalty rates for thousands of different |icenses
in any pool of any size.

Next | think that you would find that
licensors would be reluctant. There would be a
great disincentive to forma pool if there was
sone rule that this was really just a nenu where

i censees could go in and pick and choose what

they want. |If that's the case then why have a
pool at all; let's just have individua
l'i censing.

| guess finally the point that I'd
like to make is that you have a pool as an
alternative. |If the pool doesn't fit | guess
what |'m suggesting is then you have the

alternative that would be available to you if
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there was no pool at all, that is, individual
i censes.

The only reason why anyone can claim
that individual licenses are not a realistic
alternative is because the pool exists in the
first place.

So if a pool doesn't fit and it
doesn't neet the needs of a licensor, then forget
t he pool ever existed in the first place. And
you have to do what you would have to do but for
t he exi stence of the pool.

So | think that creating an antitrust
rule that would require licensors who decide to
forma pool in part to reduce transaction costs,
| ower royalty rates so those transaction costs
are not reflected in the price of the pool, and
then to fashion a rule that says you have to
substantially increase your transaction cost and
of fer thousands of different pernutations of
licenses really | would submit is not a
principled application of antitrust |aw.

FRANCES MARSHALL: Thank you. Howard,



© 00 N oo o b~ W N PP

N NN R R R R R R R R R R
N B O © 0 N O O N W N B O

278

do you want to nove on?

HOMRD MORSE: | want to cone back to
the point that Chris made where Chris | think
suggested that at least if he worked at the
Departnent of Justice he would not | ook at the
reasonabl eness of the rates being charged.

At least in the 6-C pool letter
requesting the Departnent of Justice approval --
and these guys don't nake representations in
t hese pool requests that are well represented
unl ess they have a reason for naking the
representation in the letter.

In the October 9, '"98 letter to Joe
Kiein on 6-C there are two representations. One
is the licensors agree that the pool will make
the essential DVD patents available on fair,
reasonabl e, and non-di scrimnatory terns.

And el sewhere -- that's at page 11
At page 20 it says the royalty rates proposed by
the DVD rule are reasonable. And | do think, you
know, we can cone back to this ex ante, ex post

noti on.
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These are representations that were
made to Justice that are made out to the business
community who endorses the DVD standard in part
because of this | think.

And then nmaybe ex post as the cost
of manufacturing goes down, if it no longer is
reasonable it does seemto ne that this is an
area where it's appropriate, particularly in a
situation where the rates are conbined with
di scri m nation.

We tal ked earlier about the fact that
| believe certain of these pools the nenbers of
the pools aren't paying a royalty at all.

| think that puts you in the situation
whi ch the I P guidelines describe where at | east
if the pool participants collectively possess
mar ket power in the downstream market and the
excl uded or disadvantaged firnms can't effectively
conpete in the rel evant market because of the
significant royalty plus the price
di scrimnation, then | think you' ve got a serious

antitrust problem fromthat conbination
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So | ooking at -- the questionis, is
it appropriate to | ook at the reasonabl eness of
the rates. And | sort of asserted that at |east
in certain circunstances | ooking at that issue it
does becone rel evant particularly when conbi ned
wi th discrimnation.

MARY SULLI VAN: Ckay, Chris. | see
you have a conment.

CHRI STOPHER KELLY: Whether or not it
shoul d be relevant, all | can say is that letter
that you quote was to Joel Klein, not by Joel
Klein, and there are many things that letter says
about the pool.

And | woul d doubt that you woul d
expect that each of them would then have been
adopted and ratified by M. Klein's letter and
t hus becone a critical conponent of the antitrust
anal ysis of the pool.

For instance, just to point up
one exanple, that letter as | mentioned very
ent husi astically, energetically, altruistically,

poi nted out that the nenbers of the pool had
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commtted to |license outside the pool.
Does that nean that the DQJ patent
pool letter therefore said that one nmust commt

to license outside the pool in order for the

things to be reasonable? | don't think so. |
guess I'll leave it at that.
MARY SULLIVAN: I'd like to pose a

question | guess to the panel in general, but
maybe in particular to our econom sts just on the
panel and ask the question: [If all the patents
in the pool are essential, should the antitrust
authorities place any restrictions on the royalty
rates charged by the pool ?

PETER GRI NDLEY: You seemto be
| ooking at ne. | amthe only econom st at this
end.

MARY SULLI VAN: Then | guess it's you,
Pet er.

PETER GRINDLEY: It is a big question
and | would hate to answer it with a yes or no.
Are these the only essential guns, are these

all the patents that you need to operate, or are
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need to go outside.

It seems -- just off the cuff w thout
having -- obviously this is an issue | have
t hought about, but I'mnot quite sure |I'mready
to give a yes or no answer.

It seens that these are freely
negotiated in the marketplace and they shoul d
refl ect what the package of patents is worth.
And on its face | can't really see that there's
a regulatory interest in that.

You know, | think the questions go
beyond that into thinking in terns of the | onger
term points, the grant backs, et cetera, what
happens over tinme, maybe that things will change,
et cetera, what's essential now nmay not be
essential in three years' tinme.

So |l think it's difficult to give a
cl ear answer other than at a very specific point
intime for a specific set of patents. But ny
answer seens to be that if it's a freely

negoti ated package then it should reflect the

282



© 00 N oo o b~ W N PP

N NN R R R R R R R R R R
N B O © 0 N O O N W N B O

283

real value and for the reasons we've said it
shoul d be econom cally efficient.

FRANCES MARSHALL: Garrard?

GARRARD BEENEY: Yes. | just wanted
to of fer one observation on that issue, which is
I think if you tell patent holders that they have
a choice, that they can license individually
unrestrai ned by the governnment in terns of price
or pool their patents and have the government
dictate a price, | think both the Conm ssion and
the Division won't have to worry about patent
pool s anynore.

So | also think that we as | awers --
or certainly this lawer is ill equipped to
determ ne a market price. And thirdly, | don't
think that there is a problemthere in the
mar ket pl ace as it exists now.

FRANCES MARSHALL: Well, our tine
is drawing to a close here. Are there any
concl udi ng remarks that any of our panelists
would like to make at this point? Not from
Howar d?
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Al right. Well, I would just like to
thank you all for taking tinme out of what | know
are all busy schedules to spend a significant
anmount of time with us, with witing your
presentations which will all be available on the
web, and that will really be hel pful for us as we
| ook at these issues down the road.

I'd like to rem nd everyone to pl ease
| eave your plastic badges on the table downstairs
bef ore you go out this evening. Thank you very
nmuch.

(Appl ause.)

(Eveni ng recess.)
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