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EXAMINING RECENT SUPREME COURT CASES
IN THE PATENT ARENA

THURSDAY, FEBRUARY 12, 2015

HOUSE OF REPRESENTATIVES

SUBCOMMITTEE ON COURTS, INTELLECTUAL PROPERTY,
AND THE INTERNET

COMMITTEE ON THE JUDICIARY
Washington, DC.

The Subcommittee met, pursuant to call, at 1:03 p.m., in room
2141, Rayburn Office Building, the Honorable Darrell E. Issa
(Chairman of the Subcommittee) presiding.

Present: Representatives Issa, Goodlatte, Collins, Smith, Chabot,
Forbes, Franks, Poe, Marino, Farenthold, Nadler, Conyers, Chu,
Deutch, DelBene, Jeffries, Cicilline, and Johnson.

Staff present: (Majority) Vishal Amin, Senior Counsel; Eric
Bagwell, Clerk; and (Minority) Jason Everett, Counsel.

Mr. Issa. The Committee will come to order. Today’s hearing is
on examining recent Supreme Court cases in the patent arena. The
Subcommittee’s work on intellectual property reform and the likely
passage in this Congress of an internet—I am sorry. I apologize. Of
a patent

Mr. NADLER. That was this morning.

Mr. IssA. That was this morning. [Laughter.]

Of a patent reform legislation package as we did in the last Con-
gress in the House brings us to the importance of updating our
awareness of recent Supreme Court cases in the patent arena.

In 2011, the American Invents Act, or AIA, became the most sub-
stantial reform to U.S. patent law since the 1836 Patent Act. The
ATA reestablished the U.S. patent system as a global standard. I
was proud to be part of that effort, and I am proud today that we
will continue our work to uphold the competitiveness of the Amer-
ican patent system.

While the AIA rewrote the underlying patent law and procedures
at the WTO, several items were left out of that bill as is often the
case in any long-awaited, and large, and comprehensive reform.
These items, coupled with the growing threat posed by what all
will admit at times is abusive patent litigation, require us to con-
tinue our work to improve the patent system by strengthening pat-
ent quality and promoting smarter and less expensive, if possible,
patent litigation.
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Last Congress, the Innovation Act passed this Committee by a
vote of 33 to 5. And when it passed out of the House on a highly
bipartisan basis, the vote was 325 to 95. I am confident that H.R.
9, the Innovation Act, will become law and will build on the work
of the AIA to protect the American patent system.

Increasingly, Americans find innovation obstructed with at-
tempts to enter the markets frequently shut down by well-funded
patent trolls that often exploit loopholes in our patent system, bul-
lying inventors and small business into frivolous lawsuits that
amount to litigation extortion. Reforming the patent system, in-
cluding costly patent litigation, is an economic issue, not a partisan
one.

With billions of dollars and the state of American competitive-
ness at risk, reforms are not solely the responsibility of one branch
of government. All three branches must work hard to craft and im-
plement law that promotes our innovative economy. And we must
recognize that the work is being done to address abusive patent
litigation in all three branches of government. In addition to the
court decisions, which we for the most part on a bipartisan basis
welcome, we will examine today how they affect the judiciary, the
PTO, and the PTO’s recently announced new patent quality initia-
tives, including additional staff to focus purely on patent quality.

The PTO has issued updated guidance on patent eligibility in the
wake of several related Supreme Court cases, and the PTO con-
tinues to operate three important post-grant proceedings, including
ATA’s Section 18 covered business method program, which I believe
is absolutely essential to the future of patent quality and the effort
to make sure litigation is appropriate, meaningful, and, in fact,
done expeditiously, because ultimately a patent holder or a defend-
ant who believes that they will be meritorious wants their day in
court always at the fastest reasonable time.

As the House and Senate prepare to move forward on meaningful
patent litigation reform to complement the PTO’s work and the
Court’s decisions, opponents have recycled some of the same tired
arguments used in the lead-up to the AIA. These opponents claim
that the courts and the judiciary have completely solved the prob-
lem, and congressional attempts to end abusive litigation practices
are wholly unnecessary.

Today’s hearing will examine recent Supreme Court patent deci-
sions, and we will learn about areas where progress has been made
and areas where much more needs to be done. I am convinced that
before we pack our bags and go home at the end of this session,
we will, and I insist we will, have ensured the legislative branch
of government does its part to stop litigation abuse from occurring
in the first place. American innovation cannot afford to be held cap-
tive by frivolous litigation from weak or overly broad patents. We
need to work together to ensure the American economy does not
continue to suffer.

Before I turn the microphone over to the Ranking Member, I
must add one small personal point. When I came to this Committee
some 14 years ago, the greatest issue we seemed to have in front
of us was the 40 percent reversal rate of court decisions leading to
an effectively de novo response and high number of appeals to the
Federal circuit. The lack of confidence that existed then was a
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problem. I believe we have gone a long way in most districts to get
it right earlier at the district court level.

There is more to be done, and our efforts on a bipartisan basis
will be to do so, to make sure that we facilitate the judicial branch
having the tools and the skills to decide properly. We cannot back
up work that we should do to the courts. The courts at the district
level cannot simply pass onto the Fed circuit, and the Fed circuit
cannot simply end up at the Supreme Court. That is part of our
requirement, to get decisions made at the lowest and earliest level
that could be counted on by the inventors.

And with that, I recognize my colleague and Ranking Member,
Mr. Nadler.

Mr. NADLER. Thank you, Mr. Chairman. I want to begin by con-
gratulating you on your new position as Chairman of this Sub-
committee, and I look forward to working with you on the many
important issues we will consider in this Congress.

We got off to a good start by joining together as original co-spon-
sors of the Innovation Act, which Chairman Goodlatte introduced
last week. The Innovation Act addresses a scourge of patent trolls
which continue to burden businesses across the country with abu-
sive patent litigation. Patent trolls stifle innovation, damage our
economy, and injure legitimate businesses. Rather than inventing
new products and technologies to benefit consumers and busi-
nesses, they merely invent new methods to drive up legal costs,
which they use as a weapon to extort settlements from innocent de-
fendants.

A smartphone can contain hundreds of patents on everything
from touch screen technology, to cameras, to GPS mapping, and
just as the saying goes, “There’s an app for that.” There’s also a
patent for that, and worse, we are finding that there is a patent
troll for that, too. As a result, our successful American businesses
are exposed to abusive litigation on the many patents it takes to
build the tech products of today. Whether they spend the resources
on developing new products or on fighting off frivolous claims de-
pends in part on whether or not we are successful in passing legis-
lation. Therefore, our work here is critical, not just to lawyers and
inventors, but to all of us.

I have heard from countless businesses calling out for relief from
patent trolls. They tell me that it can cost millions of dollars just
to take one case through to trial. For small business, it can make
more sense financially to settle even a totally bogus case early even
if they would be assured of winning in the end. Unfortunately, this
only encourages bad actors to keep filing case after case and gain-
ing settlement after settlement.

While it is vital to ensure that legitimate patent holders are able
to enforce their rights, we need to rein in those who seek to abuse
the legal system. I supported the Innovation Act when it passed
the House in December 2013 because I thought it struck a reason-
able balance in addressing the patent troll problems without impos-
ing too great a burden on plaintiffs. Since then, the Supreme Court
has issued a number of patent-related opinions on issues ranging
from fee shifting to patentability. Our hearing today will help us
examine these decisions to determine how the patent landscape has
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changed since the Innovation Act passed the House, and whether
we need to make changes to account for these decisions.

Some critics of the bill argue that in light of these decisions, leg-
islation is no longer needed at all. I think that overstates the case
considerably, but I will be interested to hear from the witnesses
today their thoughts on how the Court’s decisions should inform
congressional action. I am most concerned with the two fee-shifting
cases, Octane Fitness and Highmark, which significantly lowered
the standard which must be met before a court will award fees to
the prevailing party under Section 285 of the Patent Act.

There is already evidence that courts in response to these deci-
sions are awarding fees at a much higher rate, but we need to de-
termine if this is a temporary phenomenon or evidence of a long-
term trend. More to the point, have these cases curbed abusive liti-
gation? Businesses have indicated to me that they continue to be
threatened by patent trolls and that the problem shows no sign of
abating.

I should note that I also have longstanding concerns about fee-
shifting provisions, and the language contained in the bill is at the
outer edge of what I can support. Keep in mind a person or a busi-
ness can have a legally legitimate dispute regarding fact and law,
and yet can still ultimately lose the case. They should not be pun-
ished for trying to protect their interests in court. Furthermore, we
should not want to create a situation in which experienced cor-
porate defendants with enormous resources and expert legal talent
can bully injured plaintiffs into unfair settlements because of the
risks, including especially the risk of being forced to bear not only
their own legal costs, but the defendants’ legal costs as well associ-
ated with losing a potentially successful case.

I would be interested to hear from the witnesses whether there
are improvements that can be made to the fee-shifting provisions
in the Innovation Act to deter patent trolls in light of the decisions
by the Supreme Court. I will also want to hear how the Court’s
new standards on patentability, definiteness, standard of review for
factual matters and claim construction, and induced infringement
may impact future litigation.

With these important questions in mind, I look forward to the
testimony of our witnesses, and yield back the balance of my time.

Mr. Issa. I thank the gentleman. It is now my pleasure to recog-
nize the author of the bill and the Chairman of the full Committee,
the gentleman from Virginia, Mr. Goodlatte, for his opening state-
ment.

Mr. GOODLATTE. Thank you, Mr. Chairman. I appreciate your
holding this hearing. Addressing abusive patent litigation, particu-
larly the reforms set out in the Innovation Act, are critical to our
Nation’s future economic competitiveness. Last week, I, along with
a large bipartisan group of members, reintroduced the Innovation
Act. This bill was the product of multiple discussion drafts and
hearings, passing the House last Congress with more votes than
the landmark America Invents Act of 2011.

But patent reform, just like many other issues, has its pro-
ponents and its critics. Those opposed to reform are bringing back
the same refrains that were used during the lead up to the AIA
saying that in the last year the courts and the judiciary have
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solved the problem, and that the Innovation Act is unnecessary. We
have heard this before, and though I believe that the Court has
taken several positive steps in the right direction, their decisions
cannot take the place of a clear, updated, and modernized statute.

In fact, many of the provisions in the Innovation Act do not nec-
essarily lend themselves to being solved by case law, but by actual
law, congressional legislation. Congress, the Federal courts, and
the PTO must take the necessary steps to ensure that the patent
system lives up to its constitutional underpinnings. And let me be
clear about Congress’ constitutional authority in this area. The
Constitution grants Congress the power to create the Federal
courts, and the Supreme Court has long recognized that the pre-
scription of court procedure falls within the legislative function.

I welcome today’s hearing to review the recent Supreme Court
patent cases, and as we examine those cases, we must remember
that our patent system is a unitary one. That means that the rules
that we lay out in statute apply to all areas of technology and all
types of businesses, large and small, and generally to all users of
the patent system equally.

Thomas Jefferson could not have envisioned the innovations and
inventions that were to unfold over the last two centuries and, in
particular, over the last 20 years. But when he and our founding
fathers crafted our patent system, they wrote these laws in a way
so that they applied equally to all.

In that spirit, as we crafted the Innovation Act, we worked to en-
sure that its many provisions generally applied fairly and equally
to all stakeholders. That means that we view patent trolling as an
adjective that can apply to either party in a case if they engage in
unreasonable or abusive tactics. That is also why good legislative
practice should caution us against creating excessive carve-outs to
cabin in provisions of the bill or other parts of patent law toward
certain types of stakeholders. And we should make sure that the
ideas that we put forth are well supported, and not just by those
who happen to exempt themselves from its reach. We have a uni-
tary patent system for a reason, and our system works best when
the rules of the road apply to all.

The American patent system is designed to reward true inven-
tion and promote innovation. The USPTO must ensure that they
take the task of ensuring strong patent quality seriously. On the
patent quality front, I strongly believe that the PTO should not
simply be in the business of granting patents and leaving the mess
created for the courts and Congress to fix, but rather focus on
strengthening the requirements for patent eligibility to reduce the
overall number of weak or overly broad patents from entering the
system. I am encouraged by the PTO’s recent announcements in
this space.

We must also remind ourselves that reforming our patent system
is not a right or left issue. It is an economic issue, one that is bi-
partisan, one that will be bicameral, and one that will be signed
into law. As we take these steps toward eliminating the abuses of
our patent system, discouraging frivolous patent litigation, and
keeping U.S. patent laws up to date, we will help fuel the engine
of American innovation and creativity, creating new jobs and grow-
ing our economy.
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Thank you, Mr. Chairman. I look forward to hearing from our
witnesses today.

Mr. IssA. I thank the gentleman. It is now my pleasure to intro-
duce the Ranking Member of the full Committee, the gentleman
from Michigan, Mr. Conyers.

Mr. CoNYERS. Thank you, Mr. Chairman. I am glad you did not
introduce me as the skeptical Member of the Committee, but there
is some skepticism that still remains. But this hearing today pro-
vides an important opportunity to consider the impact of recent Su-
preme Court cases involving abusive patent litigation.

While allegations of abuse of patent litigation fed a clamor for
drastic legislative reform, patent litigation rates in 2014 have
dropped to levels last seen 5 or more years ago. So one of the first
issues that I hope we assess is the impact of these Supreme Court
decisions and whether they effectively have eliminated the need for
one-size-fits-all fee-shifting legislation.

For example, the Court in Octane Fitness lowered the standard
by which a court may award attorney fees under Section 285 of the
Patent Act. And in Highmark, the Supreme Court increased the
level of deference that an appellate court must give to a lower
court’s decision in awarding attorney’s fees. As a result of these two
cases, it is now much easier for prevailing parties to obtain attor-
ney fees. In fact, courts have granted nearly half of all motions for
gtto?ey fees filed in patent cases since these two cases were ren-

ered.

Given these developments, I believe it would be unwise for Con-
gress to push additional fee-shifting legislation as the Federal
courts assess the ramifications of these Supreme Court decisions.
Legislative intervention at this time could create confusion and en-
gender more rather than less litigation. So while I am not per-
suaded at this point in time that Congress must alter the current
fee-shifting statute, I do encourage our witnesses to share their
perspectives about how these two Supreme Court cases will affect
patent litigation.

In addition to these two cases, there have been two other recent
Supreme Court cases that may further decrease abuse litigation.
The Supreme Court in Alice declared that abstract ideas could not
be patented. And in Nautilus, the Supreme Court set a higher
standard for certainty and specificity for patent claims. Because
the two cases will make it easier to invalidate many vaguely word-
ed software patents and business method patents, plaintiffs with
such patents will have less incentive to file lawsuits. Most impor-
tantly, the Patent and Trademark Office will be less likely to grant
such patents under the new standards.

So taken together, these decisions largely respond to concerns
about how poor patent quality can lead to unnecessary patent liti-
gation. And finally, it is my hope that this Committee will conduct
further hearings that review the changing landscape affecting pat-
ents before we take any congressional action. In particular, we
should examine what the Patent and Trademark Office, the Fed-
eral Trade Commission and the courts are doing to address abusive
patent litigation.

We know, for instance, the Patent Office is working on enhancing
patent quality, and still in the process of implementing the Amer-
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ican Invents Act. The Federal Trade Commission is in the midst of
conducting a study on abusive patent litigation behavior. In addi-
tion, several Federal district courts have adopted model discovery
orders or discovery guidelines that limit discovery in patent law-
suits. Following the recommendations of the Judicial Conference,
the Supreme Court will in the near future likely approve elimi-
nating Rule 84 and its Form 18, which will lead to the higher
pleading requirements of Twombly and Igbal.

The Supreme Court is also expected to approve amendments to
other rules of civil procedure that are aimed at achieving propor-
tionality and discovery and early and active judicial case manage-
ment. These revisions would apply to patent cases commenced on
or after December 1, 2015. Cumulatively, these various efforts may
address many of the concerns expressed during the debates last
Congress on the need for the Innovation Act.

I have long said that I am prepared to respond to the problem
of abusive patent litigation, but we must not do so in a vacuum,
but in an environment cognizant of other ongoing developments,
and we cannot do so in a way that inhibits or discourages the cre-
ative process that has been such a critical part of our Nation’s eco-
nomic success. Thank you, Mr. Chairman.

Mr. Issa. Thank you, Mr. Conyers. It is now my pleasure to in-
troduce the distinguished panel for today’s hearing. For the wit-
nesses, your written statements will be entered into the record in
their entirety. And I would ask that you summarize any and all
portions of that or independent remarks within roughly the 5 min-
utes. You will see the guideline lights in front of you. Please note
yellow means get ready to stop, not continue well into red. If you
do it, it will encourage those here on the dais to do the same thing
when questioning occurs.

Before I introduce the witnesses formally, I would appreciate if
all four of you would rise and take the Committee required oath,
and please raise your right hands.

Do you solemnly swear or affirm that the testimony you are
about to give will be the truth, the whole truth, and nothing but
the truth?

[A chorus of ayes.]

Mr. IssA. Thank you very much. Please be seated.

Our witnesses today include Mr. Herb Wamsley, executive direc-
tor of the Intellectual Property Owners Association, better known
as IPO; Mr. Krish Gupta, senior vice president and deputy general
counsel at EMC Corporation, and I might note, an alumni of the
Digital Corporation, one that I started my life in electronics in-
volved with; Mr. Andrew Pincus, partner at Mayer Brown and
former general counsel of the Commerce Department in the Clinton
Administration; and Mr. Robert Taylor, counsel to the National
Venture Capital Association. Again, as you begin speaking, your
statements in their entirety will be placed in the record.

Mr. Wamsley?
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TESTIMONY OF HERBERT C. WAMSLEY, EXECUTIVE DIREC-
TOR, INTELLECTUAL PROPERTY OWNERS ASSOCIATION,
WASHINGTON, DC

Mr. WAMSLEY. Thank you, Mr. Chairman and Members of the
Subcommittee. I appreciate the opportunity to be here today to
speak on behalf of the Intellectual Property Owners Association, or
IPO, a diverse association whose members include more than 200
companies and industries ranging from pharmaceuticals and bio-
technology to electronics and information technology.

We strongly support eliminating abusive suits and litigation mis-
conduct by all plaintiffs and defendants in patent litigation, large
and small companies, independent inventors, universities, and oth-
ers. We believe abuses can be eliminated without making it more
difficult for patent owners to enforce valid patents. Now, the Su-
preme Court has decided seven cases since the House passed the
Iﬁnovation Act in December 2013. I will comment briefly on six of
those.

In Octane Fitness, which is the most significant of the cases as
far as the Innovation Act is concerned, the Supreme Court lowered
the standard for finding a case exceptional for purposes of award-
ing fees to a prevailing party. Octane also lowered the evidentiary
burden for a party to establish entitlement to attorney’s fees. In the
companion case of attorney fee awards, Highmark, the Court raised
the standard of review for appeals of attorney fee awards. The net
effect of Octane and Highmark is to make it somewhat easier for
a prevailing party to obtain attorney fees, but IPO still supports
legislation on attorney fees.

The legislation should require an award of attorney fees to a pre-
vailing party in every case unless the position and conduct of the
non-prevailing party were objectively reasonable and substantially
justified or exceptional circumstances make an award unjust. This
presumptive fee shifting will be more effective than the Octane and
Highmark decisions in deterring abusive litigation practices and
will provide uniformity.

The Octane standard of awarding fees in cases that stand out
from others lowers the bar, but Octane is likely to be subject to a
wide range of district court interpretations. Legislation can require
judges to shift fees when they otherwise may be less inclined to do
so. Fee shifting may be the single most effective legislative meas-
ure for discouraging frivolous lawsuits and frivolous defenses.

In Alice Corporation, the Supreme Court revisited patent eligi-
bility under Section 101 of the Patent Act. Unfortunately the test
articulated by the Court in Alice is not clear. We believe it is too
early to tell what long-term effect Alice will have on abusive behav-
ior in patent litigation. Since the Alice decision, reports have sug-
gested an increase in district court dismissals of suits on software-
related and business method inventions.

Alice may strengthen the hand of defendants in frivolous suits.
Defendants may be able to get suits dismissed for lack of patent
eligibility at an early stage before costly discovery. However, unless
clarified, Alice may have adverse effects on the incentive for inno-
vation not only in software, but in other industries.

Three other cases have some effect on patent litigation. Nautilus
adopted the new reasonable certainty standard for patent claims
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that will make it easier for a defendant to challenge a vague patent
as indefinite. This will deter some frivolous charge of infringement.
Teva Pharmaceuticals held at the Federal circuit must apply a
clear error standard to review factual findings in support of patent
claim construction. The Teva framework better aligns with appel-
late review of patent claim construction, and Supreme Court prece-
dent in the Federal Rules probably will have no effect on abusive
suits. Limelight Networks will foreclose some patent suits based on
an infringement inducement theory.

We advise the Subcommittee to continue to monitor the possible
impact of the Supreme Court decisions as it considers the Innova-
tion Act. As mentioned, we draw attention to the amendments to
the Federal Rules of Civil Procedure. They are scheduled to take
effect at the end of this year, which will heighten the pleading
standards for patent infringement, and provide judges with some
more discretion relating to discovery.

I will close by noting that the Patent and Trademark Office can
help deter litigation abuses by ensuring that patents that are
granted are of the highest possible quality and define the scope of
rights. We support the USPTO’s new patent quality initiative. I
will be happy to answer any questions.

[The prepared statement of Mr. Wamsley follows:]
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Mr. Chairman and Members of the Subcommittee:

My name is Herbert C. Wamsley. I appreciate the opportunity to be here today to
speak on behalf of Intellectual Property Owners Association (IPO). I am the Executive
Director of the association.

INTRODUCTION

IPO is a diverse association, representing members that include more than 200
companies in industries ranging from pharmaceuticals and biotechnology to electronics
and information technology. We believe IP rights drive innovation, which creates
economic prosperity. One of the principles adopted by our 50-member corporate board
of directors is to promote improvements and eliminate abuses in the IP system. We want
to eliminate abusive patent suits and litigation misconduct by all plaintiffs and defendants
— large and small companies, independent inventors, universities, and others. At the
same time, we do not want to make it more difficult for patent owners to enforce valid
patents.

My comments are based on positions adopted by the IPO Board of Directors in
amicus briefs filed in the U.S. Supreme Court and on legislation introduced in the last
Congress. We are continuing to study the impact of recent developments and look
forward to working with the subcommittee as litigation reform legislation moves forward.

HAVE SUPREME COURT PATENT DECISIONS ISSUED SINCE THE

INNOVATION ACT PASSED THE HOUSE ALTERED THE NEED FOR
PATENT LITIGATION REFORM LEGISLATION?

Since the U.S. House of Representatives passed the Innovation Act on December
5, 2013, the U.S. Supreme Court has rendered decisions that have altered the patent

system. Cases have been decided involving the standard for determining attorney fee
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awards and the standard of review for those determinations, patent eligibility, patent
claim definiteness, the standard of review for district court claim construction, and
induced infringement. I will discuss each of these cases and whether they might have
affected the need for legislation.!

Octane Fitness, LLCv. Icon Health & Fitness, Inc. and Highmark, Inc. v. Allcare
Health Management Systems, Inc.

35U.S.C. § 285 provides that courts “in exceptional cases may award attorney
fees to the prevailing party.” The purpose of this and other fee shifting statutes is to
prevent abuses of the legal system by deterring frivolous litigation. According to Federal
Circuit precedents before Octane, the bringing or maintenance of a frivolous suit or
frivolous arguments or misconduct during litigation was sufficient to form the basis of an
exceptional case finding.? The position of the nonprevailing party, however, had to be
objectively unreasonable and asserted in bad faith 3

At issue in Octane was the standard for determining when positions taken by
nonprevailing parties in litigation should result in fee shifting under § 285.* Tn Octane
the Supreme Court rejected the Federal Circuit two-part test, stating that “exceptional”
means the case “stands out from others with respect to the substantive strength of a
party’s litigation position (considering both the governing law and the facts of the case)
or the unreasonable manner in which the case was litigated "> Octane also lowered the

evidentiary burden for parties to establish entitlement to attorney fees from a clear and

! This testimony docs not address Medtronic Inc. v. Mirowski Family Ventures, which involved the
question of which party has the burden of proving infringement in declaratory judgment suits.

2 Beckman Instruments, Inc. v. LKB Produkter AB, 892 F.2d 1547, 1551 (Fed. Cir. 1989) (ciling Standard
Oil Co. v. American Cyanamid Co., 774 F 2d 448,455 Fed. Cir. 1985)).

3 See, e.g., Brooks Furniture Mfg., Inc. v. Dutailier Int’l, Inc., 393 F.3d 1378, 1381 (Fed. Cir. 2005).

4 Octane Fitness, LLC v. Icon Ilealth & Fitness, Inc., 572 U.S. . (2014); 134 S. CL. 1749, 1752-33.
*Id. al 1756.
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convincing standard to a preponderance of the evidence standard.® The companion
decision, Highmark, held that abuse of discretion, not de rovo review, is the proper
standard of review for all aspects of district court exceptional case determinations
because the inquiry is “rooted in factual determinations.””

PO supported the Supreme Court’s holding in Octane.®* Our amicus brief in the
Supreme Court argued that whether a case is “exceptional” should turn only on the
objective reasonableness of the position taken by the nonprevailing party and not on any
subjective intent.” Despite the changes in the interpretation of § 285 on attorney fee
awards in Octane and Highmark and reports that judges are awarding fees in higher
numbers of cases after these decisions, we conclude that legislation is still needed. The
existing statute still requires a case to be “exceptional” for an attorney fee award. Octane
fails to provide a clear, objective test for lower courts to apply. It will require more lower
court cases to determine the meaning of a case that “stands out from others.” Highmark
commits more discretion to district court judges by adopting the abuse of discretion
review standard, which will require more time to achieve uniformity in the law. Some
judges will not be inclined to award fees despite this lower standard.

Strong patent protection can stimulate the economy, driving investment in
research and development and assuring the capital necessary to bring new products to
market. The assertion of frivolous or nuisance claims or defenses, which serve neither

the patent system itself nor the public interest, should never be tolerated.

51d. al 1758.

" Highmark, Inc. v. Allcare Ilealth Management Systems, Inc., 572U, S, (2014); 134 S. CL. 1744, 1749.
8 Briel of Intellectual Properly Owners Association as Amicus Curiae in Support ol Petitioner al 8, Octane
Fitness, LLC v. Icon Iealth & Fitness, Inc., 572 U.S. _ (2014) (No. 12-1184).

Yld
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TPO still supports legislation that would provide for awarding fees to a prevailing
party unless the position and conduct of the non-prevailing party were objectively
reasonable and substantially justified or exceptional circumstances made an award unjust.
In addition to addressing abuses, presumptive fee shifting will more effectively deter
abusive litigation in the first place than simply relaxing the standard for discretionary fee
shifting. Such legislation will promote consistency, uniformity, and predictability.
Legislation will address abuses in jurisdictions where judges may be less inclined to
award fees. Legislation can provide objective criteria for parties to avoid paying fees,
which will provide a stronger deterrent to patent litigation abuse.

Alice Corp. v. CLS Bank

Alice unsettled the law on patent-eligible subject matter. The case addressed the
patent eligibility of computer-implemented inventions under Section 101 of the Patent
Act, upholding a Federal Circuit decision that Alice’s patent claims were directed to an
abstract idea, which is ineligible subject matter.*

35U.S.C. § 101 defines patent eligible subject matter as encompassing any new
and useful process, machine, manufacture, or composition of matter, or any new and
useful improvement thereof. By judicial interpretation, patent eligible subject matter
cannot include laws of nature, physical phenomena, and abstract ideas.!! IPO’s amicus

brief to the Supreme Court argued that a computer-implemented invention involving an

19 Alice Corp. v. CLS Bank, 572 U.S. . (2014); 134 S.Ct. 2347, 2360.
1 See Alice al 2354 (citing Ass 'n for Molecular Pathology v. Myriad Genetics, Inc., 569U.8. | .1
S.Ct.2107; 186 L. Ed. 2d 124, 133 (2013)).

9%
[
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abstract idea was patent eligible if it described a specific, practical application of the
idea 12

The Supreme Court held that courts must distinguish patents that claim the
“building blocks” of human ingenuity, which are patent ineligible, from “those that
integrate the building blocks into something more.”'* First, the court should determine
whether claims are directed to a patent-ineligible concept.’* Then the court should ask
whether the claim’s elements, considered individually and in combination, transform the
nature of the claim into a patent-eligible application.!* This step in the analysis has been
described as searching for “an inventive concept” such that any resulting patent amounts
to “significantly more” than a patent on only the ineligible concept.'¢

Alice did not articulate a clear test, and the “significantly more” inquiry may have
confused the issue by conflating subject matter eligibility with the § 102 novelty and
§ 103 obviousness inquiries. This contributes to uncertainty and a lack of clarity and
creates risk that the courts will apply Alice incorrectly. Post-Alice Federal Circuit
opinions addressing patent eligibility of computer-implemented inventions have reached
different outcomes. DDR Holdings v. Hotels.com upheld district court denial of
Hotels.com’s motion that DDR’s claims were directed to patent-ineligible subject
matter.!” The claimed solution was rooted in computer-technology in order to overcome
a problem specifically arising in the realm of computer networks.'® Ultramercial, Inc. v.

Hulu, LLC upheld district court dismissal of Ultramercial’s infringement suit for failing

12 Bricf of Intellectual Properly Owners Association as Amicus Curiac in Support of Neither Party at 12-15,
Alice Corp. v. CLS Bank, 572 U.S. _ (2014) (No. 13-298).

13 Alice al 2354,

Y Id. al 2355.

S 1d.

16 1d.

V" DDR Ioldings LLC. v. Ilotels.com LP, 773 F.3d 1245, 1249 (Fed. Cir. 2014).

" Id at 1257.
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to claim eligible subject matter.’ Ultramercial claimed a method of providing
copyrighted works over the Internet free in exchange for viewing advertising. 2 The
problem of reconciling cases is likely to occur frequently at the USPTO and the district
courts, which decide far more cases than the Federal Circuit.

The test for patent eligibility articulated in Alice is not limited to computer-
implemented inventions. A Federal Circuit opinion issued in December in /n Re BRCAI-
& BRCA2-Based Hereditary Cancer 1est Patent Litig., Univ. of Utah Research Found. v.
Ambry Genetics Corp., held that method claims related to the BRCA1 and BRCA2 genes
were ineligible under the Alice framework as merely reciting “the patent-ineligible
abstract idea of comparing BRCA sequences and determining the existence of
alterations.”?!

We conclude that it is too early to tell what long-term effect Alice will have on
deterring or decreasing abusive behaviors in patent litigation. Alice was decided only 6
months ago. Reports suggest a significant increase in district courts invalidating patents
on software-related inventions as lacking eligible subject matter. However, there is too
little data to say whether this is a trend or a temporary spike. Some say reports of the
death of software patents have been greatly exaggerated. Reportedly, the USPTO has
slowed-down issuance of business method patents and some medical diagnostic patents
following Alice. Further, because the Supreme Court test is unclear, there is no assurance
the USPTO and the courts are applying the case correctly.

Anecdotally, patent abusers are said to assert patents that are overly broad, which

include patents directed to abstract ideas. Arguably Alice, by causing more patents to be

2 Ulramercial Inc. v. ITuly, LLC, 772 F.3d 709, 711-12 (Fed. Cir. 2014).
2 Id al 714
S 774F.3d 755,  (Fed. Cir. 2014); 113 U.S.P.Q.2D (BNA) 1241, 1246.
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invalid, could strengthen the power of defendants in frivolous suits. Defendants may be
able to get suits dismissed before costly discovery and thus may not be as willing to
settle.

1t will take a while to determine the impact of Alice. The long-term effect will
depend on how the lower courts, particularly the Federal Circuit, interpret and apply
Alice. Courts have had problems for years with consistency and predictability in making
determinations about patent eligibility. The lack of clarity in Alice makes it more
difficult for innovators to determine when it is appropriate to invest in patent protection,
and casts the shadow of uncertainty on all patents, even good ones.
Nautilus, Inc. v. Biosig Instruments, Inc.

35U.S.C. § 112(b) requires patents to particularly point out and distinctly claim
the subject matter the applicant regards as the invention. This is known as the
“definiteness” requirement. Patent rights are property rights; their boundaries must be
clear so the owner must know what he owns and others should know what they do not.??

Indefiniteness is one of the invalidity defenses.”® An accused infringer can
overcome the presumption of definiteness by showing “by clear and convincing evidence
that a skilled artisan could not discern the boundaries of the claim based on the claim
language, the specification, and the prosecution history, as well as her knowledge of the

relevant art area.”?* IPQ’s amicus brief in the Supreme Court supported a “reasonable

2 Festo Corp. v. Shoketsi Kinzoku Kogyo Kabushiki Co., 5351U.S. 722, 730 (2002).

B 35U.8.C. § 282(b)(3)(A).

% [alliburton Energy Servs., Inc. v. M-I LLC, 514 F.3d 1244, 1249-50 (Fed. Cir. 2008), Microsafi Corp. v.
idi Ld. P’ship, 564 U.S. _ , _ (2011); 131 S. CL. 2238, 2242.
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clarity” standard that would require claims to be reasonably understandable to a person
having ordinary skill in the art in light of the specification and prosecution history.*’

In Nautilus the Supreme Court adopted a reasonable certainty standard and
overruled a Federal Circuit holding that an ambiguous claim was definite under § 112 as
long as the ambiguity was not “insoluable ”?® The “insoluably ambiguous” standard
failed to satisfy the definiteness requirement.?” It was difficult to apply,?® tolerated
“some ambiguous claims but not others,” ?° and failed to discourage applicants from
obscuring the scope of claimed inventions.*® The Supreme Court articulated a new test: a
patent’s claims, viewed in light of the specification and prosecution history, must inform
those skilled in the art about scope of invention with “reasonable certainty.”! Writing
for the Court, Justice Ginsburg said that “to tolerate imprecision ... would diminish the
definiteness requirement’s public-notice function and foster innovation-discouraging
“zone of uncertainty.”*?

Post-Nautifus it should be easier for a defendant to challenge the validity of a
vague patent. We conclude that Nawtilus may have a long-term effect on abusive
litigation. We cannot find evidence yet of a significant increase in patents invalidated for
indefiniteness since Naufilus. The long-term impact will depend on how the lower courts
apply Nautifus, and how the Federal Circuit resolves inconsistencies across jurisdictions.

Claim definiteness is an area where the USPTO has an opportunity to have an impact by

2 Brief of Intellectual Property Owners Association as Amicus Curiae in Support of Neither Party at 9-12,
Nautilus, Inc. v. Biosig Instruments, Inc., 572 U.S.  (2014) (No. 13-369).

% Nautilus, 572 U.S. _, (2014); 134 S.CL. 2120, 2124.

71d.

= See id. al 2130.

21d. al 2124,

3 See id. al 2129.

N Id.

2 Id. al 2130.



19

Intellectual Property Owners Association (IPO)

indicating how it will implement Neutilus, possibly by an undertaking similar to its
efforts to address changes in the law on subject matter eligibility, where the Office
published enhanced examination guidance for public comment, held public roundtables
to solicit additional input, provided examiner training, and published updated examples.
Teva Pharmaceuticals USA, Inc. v. Sandoz, Inc.

Teva vacated a Federal Circuit indefinite patent claim ruling** At issue was the
proper standard of review for the district court’s claim construction.>*

Claim construction is a matter of law and until 7eva it was always reviewed de
novo by the Federal Circuit.®® Federal Rule of Civil Procedure 52(a)(6) sets forth that
findings of fact must not be set aside unless they are “clearly erroneous.” In 7eva, the
Supreme Court held that the Federal Circuit must apply a “clear error,” not de novo,
standard of review of factual findings in support of claim construction (e.g., findings
based on expert testimony).’® When the court reviews only evidence intrinsic to the
patent, i.e., the claims, specification and prosecution history, the court reviews that
construction de novo.>’

1PO’s amicus brief supported the result reached in Teva, arguing that the ultimate
conclusion of what a claim term means should remain reviewable de riovo by the Federal
Circuit.>® Where a district court resolves questions of fact based on extrinsic evidence,

we argued such factual findings should be afforded deference.?”

3 Teva Pharmaceuticals USA, Inc. v. Sandoz, Inc., 574 US. . (2015); No. 13-854, slip op. at 16
(U.S. Jan. 20, 2015).

Md at 1.

35 See id. al 5-6.

¥ Id. al 6.

d at 11-12.

3 Briel of Intellectual Property Owners Association as Amicus Curiae in Support of Neither Party at 2-3,
Teva Pharmaceuticals US4, Inc. v. Sandoz, Inc., 574 U.S.C. _ (2015) (No. 13-854).

#Id. al 5-6.

10
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While 7eva applies broadly to all cases with claim construction review, we
conclude that any effect this particular case may have on curbing abusive litigation will
be minimal. The new framework better aligns appellate review of claim construction
with Supreme Court precedent and the Federal Rules of Civil Procedure. The framework
allows the Federal Circuit to benefit from the district courts’ superior fact-finding
position with respect to extrinsic evidence, while fostering consistent claim construction
rulings.

Limelight Networks, Inc. v. Akamai Technologies, Inc.

The issue in Limelight was whether a defendant could be liable for inducing
infringement of a patent under 35 U.S.C. § 271(b) when no one directly infringed the
patent under § 271(a) or any other provision.*" Supreme Court precedent requires that
liability for inducement be predicated on direct infringement.*! Earlier, in Muniauction,
Inc. v. Thomson Corp., the Federal Circuit held that direct infringement under § 271(a)
requires all steps of a method patent to be attributable to a single party, either because the
defendant actually performed the steps or because the defendant directed or controlled
others who performed them.*? Limelight was not liable for induced infringement even
though Limelight provided directions to customers for performing the missing step of the
patent claim.* IPQ’s amicus brief supported this outcome. **

We conclude that Limelight may foreclose some patent suits where different

entities perform different steps of a method. lts impact will depend particularly on how

“ Limelight Networks, Inc. v. dkamai Technologies, Inc., 572 U.S. __ (2014); 134 S.CL 2111, 2115.

1 Aro Mfe. Co. v. Convertible Top Replacement Co., 365 1U.8. 336, 341 (1961).

#2532 F. 3d. 1318, 1329-30 (Fed. Cir. 2008).

® Limelight al 2115-17.

% Briel of Intellectual Property Owners Association as Amicus Curiae in Support of Neither Parly al 9-10,
Limelight Networks, Inc. v. Akamai Technologies, Inc., 572U S, (2014) (No. 12-786)

11



21

Intellectual Property Owners Association (IPO)

courts analyze whether “direction or control” exists for purposes of direct infringement.
The inquiry is likely to depend on a number of factors that will be different in each case,
particularly given the opportunities for collaboration among companies.** Some facts to
consider might include the closeness of the accused direct infringer and the third party
that performed some of the steps of the claim, or the extent to which the relationship
between the accused infringer and third party establishes the manner, timing, or other
features that lead to the performance of the missing steps.*®

Post-Limelight it will be more difficult to prove that a defendant is liable based on
the induced infringement theory, and thus more difficult to sue on patents that require the
completion of steps by a third party. Infringement will be foreclosed unless a plaintiff
shows that a defendant exercises “control or direction” over end users. This might
constrain the ability of patent owners to hold upstream suppliers or manufacturers liable
for independent acts of downstream third-parties. The case might have implications for
legislative proposals for stays of patent infringement suits against downstream suppliers
or end users while litigation proceeds against manufacturers.

RELATED ISSUES

USPTO Must Issue Quality Patents

Some patents asserted in court should never have been issued by the USPTO. For
many years [PO has supported improvements in USPTO administration to increase the
quality of patent examination and speed up the processing of patent applications. A few
specific measures likely to increase quality include upgrading IT systems for patent

examiners, providing ongoing, timely examiner training on changes in the law and about

BId at 17.
“Id.

12



22

Intellectual Property Owners Association (IPO)

developments in technology, development and implementation of metrics to measure
quality and, above all, to assure the issuance of patents that clearly define the scope of the
rights they protect. We support the USPTO’s new patent quality initiative for improving
the reliability of patents and look forward to making suggestions to the USPTO about
where we see room for improvements.

The USPTO Must Have Funding to Conduct High Quality, Timely Patent
Examination

Our members all agree that the United States needs a fully-funded USPTO to
keep our nation competitive, encourage innovation and create new jobs. User fees paid to
the USPTO by patent and trademark applicants and owners are paid with the expectation
that the money will be used to examine their applications and provide other services to
them. However, close to $1 billion was sequestered or diverted to unrelated government
programs between 1992 and 2013. This was one of the major causes of the large backlog
of unexamined patent applications that the USPTO is still struggling with today.

The USPTO must have sufficient funds to hire and retain a nationwide workforce,
and to train and supervise its workforce particularly to respond to emerging technologies
and the evolution of case law. The patent system is a critical component of the U.S.
economy and contributes greatly to U.S. leadership in innovation and technological
advancement. It is imperative that the USPTO, which is fully funded by user fees and
uses no taxpayer money, have full access to all of the user fees it collects. We urge
Congress to revisit the issue of secure USPTO funding.

CONCLUSION
We continue to believe fee shifting legislation is needed despite the Ocrane and

Highmark decisions, but the effects of the other decisions on frivolous litigation are more

13
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difficult to assess. The number of new patent suits filed in U.S. district courts decreased
substantially in 2014, from 6,107 new cases filed in 2013 to 5020 new cases filed in
201447 While it is too early to conclude whether this is a trend or just a temporary lull,
some speculate that this is a result of the cumulative effect of the recent Supreme Court
patent decisions. Other factors, however, may be contributing to this decline in litigation.
We recommend that the committee continue to monitor the possible impact of these
Supreme Court decisions as it considers the scope of legislation to deter abusive
litigation.

Another development since the House passed the Innovation Act may affect the
patent landscape. Last year the U.S. Judicial Conference approved and forwarded to the
Supreme Court for consideration proposed amendments to Federal Rules of Civil
Procedure.*® Among other changes, the new rules will delete Form 18 and thus heighten
the pleading standard for patent infringement cases.* The new rules will also provide
judges with more discretion and encouragement to more actively manage discovery, as
well as enhanced guidance about when to shift fees with regard to discovery.> The new
rules are scheduled to take effect December 1, 2015.%! We suggest that the committee
consider how these rule changes will affect patent litigation, with the goal of keeping
patent law consistent with the rest of civil litigation to provide consistency, certainty, and

predictability.

" Docket Navigator Year in Review 2014 at 5 (available at hitp://home. docketnavigator. com/year-review).
* Press Release, Judicial Conference of the United States, Judicial Conference Reccives Budget Updale,
Forwards Rules Package to Supreme Court (Sept. 16, 2014) (available ar hitp:/mews.uscourts. gov/judicial-
conlerence-receives-budget-update-forwards-rules-package-supreme-court).

* Memorandum [rom the Standing Commillee on Rules of Practice and Procedure of the Judicial
Conference ol the United States B-4-11(June 14, 2014) (available ar

hitp://www.uscourts. gov/uscourts/RulesAndPolicies/rules/Reports/ST09-20 14-add. pdl).

N Id. al B-19.

* Judicial Conlerence Press Release.
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In addition to the recent case law and other considerations discussed above, we
note that the changes made by the America Invents Act are difficult to discern so soon
after the law’s implementation. We urge the committee to consider the implications of
the AIA’s impact along with all other developments as it considers legislation to address
abusive patent litigation practices.

1t is crucial not to undermine strong patent rights by disturbing incentives
undergirding the patent system. The law must deter frivolous litigation but must not
penalize legitimate patent owners simply seeking to enforce their rights.

I will be happy to answer any questions.

* * *

15
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Mr. IssA. Thank you.
Mr. Gupta?

TESTIMONY OF KRISH GUPTA, SENIOR VICE PRESIDENT AND
DEPUTY GENERAL COUNSEL, EMC CORPORATION, HOP-
KINTON, MA

Mr. GupTA. Chairman Issa, Ranking Member Nadler, and Mem-
bers of the Subcommittee, I am honored to testify today on the crit-
ical need for patent litigation reform.

EMC is a global leader in cloud computing. EMC and its affili-
ates hold more than 5,100 issued U.S. patents, and our portfolio is
regularly recognized as one of the best in the information tech-
nology business. We support a strong patent system that protects
and promotes innovation and one that cannot be exploited by abu-
sive litigation tactics.

Since 2005, EMC has been sued by patent entities more than 35
times and has never been found to have infringed. Yet, defending
those suits has been extremely expensive, costing $10 million in
2014 alone. And this does not include the substantial disruption to
our business resulting from these frivolous lawsuits.

EMC is not alone in this regard. In 2014, more than 5,000 new
patent lawsuits were filed. That is nearly twice as many as were
filed only 4 years earlier when Congress passed the AIA. Most im-
partial observers agree abusive patent litigation harms innovation
in all industries.

Some have suggested that recent decisions by the Supreme Court
either reduce or negate the need for Congress to act. As a practi-
tioner who spends most of his time on patent litigation matters, I
disagree. Only Congress can comprehensively restore balance in
the patent system. Let me walk through the Court’s decisions that
are most relevant to the issue of patent litigation reform, although
I do not believe they offer an adequate solution.

In Highmark and Octane, the Court addressed the award of at-
torney’s fees under Section 285 of the Patent Act, which currently
limits the assessment of fees to exceptional cases. They loosened
the standard by which courts evaluate what qualifies as an excep-
tional case while granting greater discretion to district courts to
make this determination.

Highmark and Octane have had no meaningful impact. In the 9
months since these decisions, motions for fees have been granted
in whole or in part only 4 percent more often than they were in
the 2 years before these cases. Thus, fee shifting is still the excep-
tion rather than the rule. The Innovation Act would level the play-
ing field by requiring that fees be awarded to the prevailing party
unless the losing party’s position is substantially justified or special
circumstances make an award unjust. This provision will discour-
age the filing of frivolous suits and the use and abusive litigation
tactics by imposing financial accountability in the patent system.

Next, I would like to turn to the Supreme Court’s decisions in
Igbal and Twombly. In these cases, the Court addressed the level
of specificity required in a complaint to include enough facts to
plausibly suggest that the plaintiff is entitled to relief. With the Ju-
dicial Conference recently recommending the elimination of Form
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18 for patent pleadings, it is expected that the Igbal and Twombly
standards will apply to all patent pleadings as well.

However, these cases do not set forth bright line rules necessary
for patent cases and are bound to lead to variable outcomes. Many
courts will undoubtedly continue to permit vague pleadings. The
Innovation Act recognizes the need to provide uniform and clear
pleading standards. This imposes no new burden on good faith
plaintiffs who will have already conducted proper due diligence, but
it will deter bad faith plaintiffs and will reduce costs for defendants
by requiring the allegations to be made clear at the outset.

On discovery, there have been no Supreme Court developments
regarding abusive tactics. We support provisions included in the In-
novation Act that limit discovery before the Court issues its claim
construction ruling. This would ensure that discovery is focused on
claim construction issues that actually matter. By requiring the re-
questing party to cover the cost of unnecessary discovery, the Inno-
vation Act will limit the extent to which discovery costs can be
used as a bargaining chip to extort a settlement.

These three areas—fee shifting, pleading specificity, and dis-
covery—require legislative intervention. The courts cannot bring
about the comprehensive and prompt solution that Congress can
structure while promoting consistency and predictability. The
rampant proliferation of abusive patent litigation is a problem
causing billions of dollars of costs that cry out for a legislative solu-
tion. We urge you to swiftly pass this legislation, and we stand pre-
pared to help you in any way we can to bring a bill to the Presi-
dent’s desk in short order.

Thank you, and I look forward to your questions.

[The prepared statement of Mr. Gupta follows:]
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Mr. IssA. Thank you. Mr. Pincus?

I would advise all of you that we will get through your state-
ments, and once the vote is called at approximately 2:00, we will
operate for 10 additional minutes and then anticipate a break for
roughly two votes. So you will all be getting about a 30-minute
break in about 30 minutes.

Mr. Pincus?

TESTIMONY OF ANDREW J. PINCUS, PARTNER,
MAYER BROWN LLP, WASHINGTON, DC

Mr. Pincus. Thank you, Mr. Chairman, Ranking Member Nad-
ler, and Members of the Subcommittee. It is an honor to appear be-
fore you to discuss the Supreme Court’s recent patent decisions,
and, in particular, the impact of those decisions on the very serious
problem of abusive patent litigation that this Committee in the
House sought to address in the last Congress through passage of
the Innovation Act.

The Supreme Court, of course, does not have free-floating policy
authority to address concerns about patent litigation. Its responsi-
bility is to interpret the statutory text when an issue is brought be-
fore it. So some of the Court’s recent decisions have overturned
Federal court rulings that promoted abusive litigation, but other of
the Court’s recent decisions are likely to have the opposite effect
and actually increase the cost and complexity of patent cases. And
as to some decisions, we actually do not yet know what the out-
come will be.

For example, the Court’s decision last year in the Nautilus case
rejected a Federal circuit rule that had all but eliminated the pat-
ent max definiteness requirement, and the Supreme Court instead
made clear that a claim is invalid if it fails to inform with reason-
able certainty those skilled in the art about the scope of the inven-
tion. Reaffirming the definiteness requirement will help weed out
some unjustified patents.

But in the Teva Pharmaceutical case, the Court’s decision is like-
ly to increase patent litigation costs and complexity. As the Com-
mittee knows, the key initial first step in patent litigation is con-
struing the patent claim, and in doing that the Court can consider
the language of the claims, the specifications, the prosecution
record, as well as extrinsic evidence, including expert testimony.
Claim construction is a task for the judge, and it takes place fol-
lowing a so-called Markman hearing at which the parties present
all of the relevant evidence.

The Federal circuit had held that it reviewed all aspects of claim
construction de novo, including the district court’s determinations
regarding extrinsic evidence, such as expert testimony. In Teva, the
Supreme Court reversed and said that those factual determinations
are subject to a clearly erroneous standard of review. Previously,
introduction of expert testimony in the course of a Markman hear-
ing while it occurred was rare, but Teva may be viewed by some
district courts and some parties as an implicit endorsement of reli-
ance upon expert testimony and other extrinsic evidence. And dis-
trict courts may want to ground their decisions on those bases in
order to limit the possibilities of reversal on appeal. So that may
mean much more discovery and expert testimony at the beginning
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of the case, which, of course, is going to make these cases even
more complicated and even more costly than they already are.

The Alice case, as Mr. Wamsley said, involves the question of
patentable subject matter. The Court had before it a patent claim
that was troubling that basically said take this fundamental eco-
nomic principle, do it on a computer, that is patentable. And the
Court said, no, something significantly more is required, and the
lower courts are now trying to flesh out what that “significantly
more” is. Obviously there is a concern that that test not swallow
up legitimate patent claims and not swallow up the other tests in
the Patent Act that limit patentable. And we are going to have to
see how that all plays out.

Most troubling, I think, from the perspective of reducing litiga-
tion abuse were the Court’s decisions in the two attorney’s fees
cases, Octane and Highmark. They together give district courts
more discretion, but the Supreme Court reaffirmed that the excep-
tional test, which is the language used in the current version of
Section 285, which means that fee shifting is an option in only a
small minority of cases because the case has to be exceptional,
which by definition is going to be a very small group of cases.

So a defendant deciding whether to settle or fight a claim that
the defendant views as abusive cannot count on the availability of
fee shifting to offset the plaintiff’s ability to inflict significant litiga-
tion costs through the litigation of the case. So the critical question
I think is, how does that rational defendant view the ability to re-
covery attorney’s fees if it decides to fight? And where the test is
exceptional, that rational defendant has to say my ability to re-
cover attorney’s fees is going to be quite low. That is why a change
along the lines of the Innovation Act really is essential.

So that ruling confirms the reality that the text of the Patent Act
does not authorize the Supreme Court to address the principle fac-
tor producing abusive lawsuits, which is the ability of plaintiffs to
inflict these huge asymmetric litigation costs on defendants while
paying little themselves. That is what allows the coercion of un-
justified settlements, and that is what congressional action is need-
ed to address.

Thank you. I look forward to answering your questions.

[The prepared statement of Mr. Pincus follows:]
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Chairman Issa, Ranking Member Nadler, and members of the Subcommittee.

My name is Andrew Pincus, and I am a partner in the law firm Mayer Brown LLP. I am
honored to appear before the Subcommittee today.

A significant part of my law practice focuses on Supreme Court and appellate litigation,
including patent litigation. 1 participated in most of the Supreme Court’s recent cases addressing
patent issues. From 1997 to 2000, I served as the General Counsel of the United States
Department of Commerce, where I was responsible for a number of intellectual property issues.

The Supreme Court’s increased focus on patent issues over the past few years has been
dramatic. In the ten years from the October 2000 Term through the October 2009 Term, the
Court decided 11 patent cases; in the tive Terms ending this June the Court will resolve 18 patent
cases. The Court’s increased attention to patent law is particularly noteworthy because the
principal reason the Court grants review of statutory issues—the need to resolve conflicting
decisions by different courts of appeals—can never arise in the patent context because of the
exclusive jurisdiction exercised by the United States Court of Appeals for the Federal Circuit.

Why is the Supreme Court so concemed about patent law? Most likely because of a
variety of factors:

e The increased importance of intellectual property in our knowledge-based
economy;

e Changes in the nature of patent litigation—the increased cost of litigation and
increased stakes; the assertion of claims by non-practicing entities; and clear
evidence that the litigation system is being abused to coerce unjustified
settlements;

e Concemns that judicially-created standards governing patent lawsuits are being
exploited as a result of the changes in the nature of the litigation; and
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e Significant evidence that the Federal Circuit’s approach in interpreting the
Patent Act differs significantly from the statutory construction principles that
the Supreme Court uses to determine the meaning of laws enacted by
Congress.

The Supreme Court, of course, does not have free-floating policy authority to address
concerns about the patent litigation system—its responsibility is to interpret the statutory text
when an issue is brought before it. Some of the Court’s decisions have overturned Federal
Circuit rulings that promoted abusive litigation. But other Supreme Court decisions have had the
opposite effect, increasing the cost and complexity of patent cases. And the effect of some of the
Court’s decisions remains uncertain.

Most importantly, the text of the Patent Act does not authorize the Court to address the
principal factor producing abusive lawsuits: the ability of plaintiffs to inflict huge litigation costs
on defendants, while the plaintiffs pay relatively little themselves, even when the underlying
claim is meritless—which enables plaintiffs to coerce unjustified settlements. Congressional
action is needed to address this critical flaw in the current litigation system.

I. The Problem Of Abusive Patent Litigation

Everyone recognizes that a robust patent litigation system is necessary to ensure that
inventors can capture an appropriate share of the value created by their inventions. But a
substantial portion of modem patent litigation has little to do with securing appropriate
compensation for actual infringement of valid patents. Instead, these lawsuits are brought to
extract a cash settlement—not to win at trial. The plaintiff will assert either a patent that is
exceptionally weak (and thus likely to be invalidated during the course of litigation) or a tenuous
theory of patent infringement unlikely to withstand scrutiny. Plaintiffs bring these suits because
very large asymmetrical litigation costs create heavy incentives for defendants to capitulate and
settle the lawsuit at a cost that is invariably less than what it would take to defend the action.
Plaintiffs therefore have a substantial incentive to assert claims regardless of the underlying
merits, because the merits are not likely to be litigated to conclusion, and the plaintiff is likely to
obtain a settlement payment that provides a significant profit over and above its cost of litigating
the case.

Certainly there can be no doubt that patent litigation is enormously expensive, and the
costs are growing. A 2011 survey by the American Intellectual Property Law Association found
that the median cost of' a medium-sized patent litigation is approximately $6 million dollars per
party, double the cost reported in 2009 and four times the cost reported in 2001. Am. Intellectual
Prop. Law Ass’n, Report of the Economic Survey 2011, at I-155 to I-156 (2011). These
extraordinary expenses enable abusive litigation tactics. “[TThe greatest factor contributing to the
existence of nuisance-value patent suits is the high cost of patent litigation.” Ranganath
Sudarshan, Nuisance-Value Patent Suits: An Economic Model and Proposal, 25 Santa Clara
Computer & High Tech. L.J. 159, 172 (2009).

The asymmetries in patent litigation costs have three basic causes: weak pleading
standards that permit a plaintiff to file suit with minimal investigation and no developed theory
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of infringement; essentially one-direction discovery—the defendant will be forced to shoulder
enormous discovery requests, whereas a plaintiff will generally be obliged to provide little or no
discovery;, and a low likelihood that a victorious defendant will be able to recover its
litigation costs—because the Patent Act’s fee-shifting provision maybe invoked only if a case is
“exceptional” and because many plaintiffs would be unable to pay a fee award.

Asymmetrical discovery obligations. To begin with, the discovery costs in a patent
dispute are massive and almost entirely one-sided. Abusive patent litigation is often brought by a
shell corporation with no meaningful activities or assets other than the patents it asserts. And, in
any event, a plaintiff’s records are generally irrelevant to infringement contentions. But,
particularly in light of broadly-framed infringement complaints, a patent plaintiff will typically
seek access to a wide range of the defendant’s product-development records, requiring a
defendant to undertake time-consuming and costly searches through years of data. Unlike other
types of litigation, moreover, dismissals in patent cases rarely occur prior to the Markman
hearing, but pre-hearing discovery is often permitted and the Markmman hearing itself inflicts
costs on the defendant. This is exactly the kind of situation where “the threat of discovery
expense will push cost-conscious defendants to settle even anemic cases before reaching those
proceedings.” Bell Adl. Corp. v. Twombly, 550 U.S. 544, 559 (2007).

Weak pleading standards. These enormous discovery costs are compounded by existing
Federal Circuit standards that permit a patent lawsuit to proceed with minimal allegations. The
Supreme Court has held that “[tJo survive a motion to dismiss, a complaint must contain
sufficient factual matter, accepted as true, to ‘state a claim to relief that is plausible on its face.””
Ashcroft v. Igbal, 556 U.S. 662, 678 (2009) (quoting Bell Atl. Corp. v. Twombly, 550 U.S. 544,
570 (2007)). But the Federal Circuit expressly exempts patent suits from this pleading standard,
holding that the patent plaintiff must allege only that it owns a patent and assert that the
defendant is infringing that patent. No additional detail is required—such as sow a defendant is
infringing the patent, much less which particular patent claims are being asserted. As a result,
plaintiffs can file meritless infringement suits in an effort to extract settlement value, and
defendants have no ready recourse to a motion to dismiss for failure to state a claim—the tool
that any other defendant would use in these circumstances.

No realistic possibility of fee-shifting. Lawyers representing patent plaintiffs often
operate on contingency, requiring little or no up-front cost to the plaintiff, with the lawyer
agreeing to share in any prospective recovery. Defendants, by contrast, must pay defense lawyers
for their services on an ongoing basis. While Section 285 of the Patent Act permits a prevailing
party to recover fees in “exceptional” cases, recent Supreme Court cases—which I discuss more
fully below—make clear that a case is exceptional only if it is unusually weak. Moreover,
because district courts now have substantial discretion to decide whether to award fees, district
courts that signal a reluctance to shift fees will invariably attract greater proportions of future
patent lawsuits from plaintiffs eager to avoid any risk of fee-shifting. Finally, even when a court
does shift fees to a plaintiff, the shell-corporation structure of many abusive litigants precludes
any meaningful recovery for the defendant. So long as the entity that owns the patent rights holds
no other assets, patent plaintiffs can effectively render themselves judgment proof.
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A recent White House report recognized that these asymmetries enable the filing of
abusive claims. Patent owners may seek “to settle out of court for amounts that have not so much
to do with the economic value of their patents or the probability that they have infringed;” rather,
settlements are “affected more by the parties’ relative opportunity costs of going to trial and
attitudes towards risk.” Executive Office of the President, Patent Assertion & U.S. Innovation, at
6 (2013), http://tinyurl.com/lvk6ajl. When parties face asymmetrical costs—such as when
plaintiffs have lower costs than defendants—they may “have an incentive to drag out litigation,
to increase pressure on defendants to settle the case.” Id.

At bottom, the result is clear: a rational defendant will—absent a reliable fee-shifting
mechanism—agree to settle a suit whenever the settlement offer is less than the cost to defend
against the suit. Thus, it is basic economics that whenever a plaintiff’s out-of-pocket expenses
(i.e., the cost of acquiring the relevant patents, the filing fee, and cost of the plaintiff’s lawyer)
are less than the likely cost of a defense, an economically rational plaintiff will file suit, and an
economically rational defendant will settle. See David Rosenberg & Steven Shavell, A Model in
Which Suits Are Brought for Their Nuisance Value, 5 Int’l R. of L. & Econ. 3 (1985); Sudarshan,
25 Santa Clara Computer & High Tech. L.J. at 161-169. The current asymmetries thus permit
plaintiffs to effectuate naked wealth transfers under the guise of patent litigation.

The impact of patent lawsuits “on smaller startups is particularly acute.” Patent Assertion
& U.S. Innovation, supra, at 10. One survey indicates that, over an approximately six-year
period, roughly 66% of unique patent defendants are firms with annual revenue of less than $100
million. Colleen V. Chien, Startups & Patent Trolls, Santa Clara Univ. Legal Studies Research
Paper No. 09-12, at 1-2 (Sept. 28, 2012). Forty percent of companies sued represented that the
lawsuit caused a “significant operational impact,” such as “delayed hiring or achievement of
another milestone, change in the product, a pivot in business strategy, a shut-down business line
or the entire business, and/or lost valuation.” /d. at 2. Commentators have thus noted that “small
companies—not tech giants—are the predominant targets” in certain abusive lawsuits. Brian J.
Love & James C. Yoon, Expanding Patent Law’s Customer Suit Exception, 93 BU. L. Rev.
1605, 1611 (2013).

A recent survey of venture capitalists confirms this conclusion. Seventy percent of
venture capitalists have portfolio companies that have received patent demands, and roughly one
in three startup companies report receiving such demands. The overwhelming majority of
venture capitalists and startup companies “report that patent demands had a significant impact on
a company.” Robin Feldman, Patent Demands & Startup Compemies: The View from the Venture
Capital Community, at 2.

1L Recent Supreme Court Decisions

Some of the Court’s decisions in its last Term and during the Term now underway have
climinated legal rules that promoted abusive litigation. Yet other decisions—including an
important decision this Term—will increase the cost of patent litigation, creating new
opportunities for patent plaintiffs to extract settlements based on nothing more than the cost of
defense that they can inflict simply by filing suit.
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A. Steps by the Supreme Court that restore some balance to patent litigation.

In three different areas—standards for determining whether a patent is sufficiently
definite, induced infringement, and so-called “divided” patent infringement—Supreme Court
decisions will aid in deterring patent plaintiffs from employing certain abusive tactics.

Tndefiniteness: Nautilus.

Section 112 of the Patent Act requires patent claims to, among other things, “particularly
point[] out and distinctly claim[] the subject matter which the applicant regards as [the]
invention.” A patent claim that fails to provide sufficient definiteness is invalid; for example, the
claim may not specify a particular result without explaining the steps necessary to achieve that
result.

The question in Nautilus, Inc. v. Biosig Instruments, Inc., 134 S. Ct. 2120 (2014), was
whether the Federal Circuit was correct in holding that a patent claim fails the definiteness
requirement “only when it is ‘not amenable to construction’ or ‘insolubly ambiguous.’” This
amorphous test significantly reduced the impact of the definiteness requirement by salvaging
vague and highly ambiguous claims.

The Supreme Court rejected the Federal Circuit test, concluding instead that “a patent is
invalid for indefiniteness if its claims, read in light of the specification delineating the patent, and
the prosecution history, fail to inform, with reasonable certainty, those skilled in the art about the
scope of the invention.” /d. at 2124. By providing the lower courts with an appropriate, more
restrictive standard for definiteness under Section 112, the Supreme Court’s decision will
enhance patent quality, an essential antidote to abusive patent litigation.

Induced Infringement: Globhal-Tech Appliances.

The Patent Act imposes liability on a person who induces another to infringe. 35 U.S.C. §
271(b). Inducement liability is important in a number of circumstances; it may, for example,
provide a means to bring a patent infringement suit against manufacturers operating outside the
United States, who sell products knowing that it will be used to infringe a patent within the
United States. Inducement claims are also brought against companies that know their products
will be used by customers in a way that infringes a patent. One common form of abusive patent
claims is a lawsuit against the manufacturer of a component, asserting that the component
supplier knew—or should have known—that its products would later be used by a different
manufacturer in a way that infringes a patent.

It has long been established that an induced infringement claim requires a plaintiff to
prove that a defendant acted with some degree of knowledge that its acts were inducing patent
infringement. The Federal Circuit, however, had watered down this requirement, finding it
sufficient for a plaintiff to demonstrate that a defendant was merely deliberately indifferent to the
possibility of patent infringement.

In Global-Tech Appliances, Inc. v. SEB S.4., 131 S. Ct. 2060, 2068 (2011), the Supreme
Court reversed, holding that induced infringement turns on a showing that the defendant actually
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knew “that the induced acts constitute patent infringement.” Absent such knowledge—or the
legal equivalent, that a defendant engaged in affirmative conduct to willfully blind itself to the
relevant facts—induced infringement is not available. This holding eliminates the ability of
plaintiffs to assert tenuous inducement theories against multiple stages of a manufacturing chain.

Commil USA, 1.I.C v. Cisco Systems, Inc., No. 13-896, currently pending at the Supreme
Court, poses an important issue subsequent to Global-Tech: whether a defendant’s good-faith
belief that a patent is invalid is a defense to patent infringement. Applying Global-Tech, the
Federal Circuit held that such a good-faith belief does defeat the knowledge required for an
induced infringement claim. But the federal government has taken the position that patent
validity and patent infringement are two separate questions, meaning that a good-faith belief that
a patent is invalid does nof provide a defense to an induced infringement claim.

Affirming the result reached by the Federal Circuit—that a good-faith belief in invalidity
does pose a defense to infringement—will aid in foreclosing low-merit, abusive patent suits.
Indeed, what typically renders such lawsuits meritless is that the patent asserted is of
exceptionally low quality. When a manufacturer has a reasonable basis to believe that a patent is
invalid, it lacks the requisite knowledge that it is inducing others to infringe. It the Supreme
Court were to agree with the government’s contrary submission, it would embolden those who
assert patents of dubious validity.

“Divided” Infringement: Limelight Networks.

Last Term, in Limelight Networks, Inc. v. Akamai Technologies, Inc., 134 S. Ct. 2111
(2014), the Court confronted a different question with respect to induced infringement—whether
a party may be held liable for inducing infringement when no single party completed every step
of a method patent necessary for direct patent infringement. The en banc Federal Circuit had
concluded that a defendant could be liable for induced infringement pursuant to Section 271(b)
so long as the defendant carried out some steps constituting a method patent and encouraged
others to complete the remaining steps, even if no one person or entity would be liable as a direct
infringer. This decision provided an incentive for plaintiffs to cobble together tenuous theories of
patent infringement, asserting that multiple different parties joined together to infringe a single
method. The Supreme Court rejected the Federal Circuit approach, however, concluding that
induced infringement turns on a demonstration that direct infringement occurred.

Attorneys’ Fees: Highmark & Octane.

As mentioned above, Section 285 of the Patent Act provides that a court may require the
losing party to pay the prevailing party’s attorneys’ fees only in an “exceptional” case. The
Federal Circuit had interpreted the statute to mean that, absent unusual circumstances, a case
could qualify as exceptional only if a defendant could show that a plaintiff brought a lawsuit in
subjective bad faith and the litigation was objectively baseless.

In Octane Fitness, LLC v. ICON Health & Fitness, Inc., 134 S. Ct. 1749, 1756 (2014),
the Supreme Court held that this standard was too restrictive, concluding instead that a court
must determine whether the case is one that “stands out from others with respect to the
substantive strength of a party’s litigating position ... or the unreasonable manner in which the
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case was litigated.” At the same time, the Court concluded in Highmark Inc. v. Allcare Health
Mgmt. Sys., Inc., 134 S. Ct. 1744, 1746 (2014), that the Federal Circuit must defer to a district
court’s decision under Section 285, reviewing it only for abuse of discretion.

Octane and Highmark together give district courts more discretion to award fees. But the
“exceptional” requirement in Section 285, the Supreme Court confirmed, means that fee shifting
is an option only in a small minority of cases. A defendant deciding whether to settle or fight,
therefore, cannot count on the availability of a mechanism to offset the plaintiff’s ability to inflict
significant litigation costs on defendants—which is the key characteristic of patent litigation that
plaintiffs exploit to coerce settlement. A rational defendant therefore is still likely to view
settlement as the economically sensible option.

B. Decisions increasing litigation costs.

On the other hand, some decisions of the Supreme Court will have the effect of
increasing the costs of patent litigation and thereby creating greater leverage for plaintiffs to
unfairly extract nuisance-value settlements.

Claim Construction: Teva Pharmaceuticals.

A critical step in virtually every patent dispute is interpreting the meaning of the words
used in patent claims—such “claim construction™ will often control whether a patent is valid
(such as whether it is novel and non-obvious), as well as whether the defendant infringes the
patent claims. To construe a patent claim, a court may consider the language of the patent claims
themselves, the patent’s specifications, and the prosecution record (all of which is referred to as
“intrinsic” evidence) as well as certain “extrinsic” evidence, including expert testimony. Because
claim construction is a task for a judge, it takes place following a so-called “Markman Hearing”
at which the relevant evidence is put before the judge.

The Federal Circuit had long held that it reviews all aspects of claim construction de
novo, including those “extrinsic” issues which turn on a resolution of factual disputes.

In Teva Pharmaceuticals USA, Inc. v. Sandoz, Inc., 135 S. Ct. 831 (2015), the Supreme
Court reversed, holding that Federal Rule of Civil Procedure 52(a)(6) requires a “clearly
erroneous” standard of review with respect to such factual determinations by a district court. The
Supreme Court seems to have been motivated, at least in part, by the Federal Circuit’s high
reversal rate of claim construction orders.

Teva Pharmaceuticals may, however, have a significant consequence on litigation costs.
Previously, introduction of expert testimony in the course of a Markman hearing was relatively
rare. Often, a case could complete the claim construction phase—and perhaps even reach a
determination of non-infringement—withoutr any need for expert testimony. But Zeva
Pharmaceuticals will likely be read by some district courts as an implicit endorsement of
reliance upon expert testimony and other “extrinsic” evidence in the course of claim
construction, as district courts may increasingly ground their claim construction orders in the
resolution of factual disputes in order to insulate them from de novo review.
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Following the Supreme Court’s decision, parties are substantially rethinking the role of
experts in Markman hearings. The likely outcome is that the “war of experts” will begin much
earlier in patent litigation. The resulting increased costs will often inure to the benefit of patent
plaintiffs, who will have yet another cost burden to exploit in order to increase the settlement
pressure on the defendant.

Standard of Proof for Patent Invalidity: Microsoft Corp. v. i4i Ltd. P’ship.

The Supreme Court missed another opportunity to reduce the costs associated with patent
litigation in Microsofi Corp. v. i4i Lid. P’ship, 131 S. Ct. 2238 (2011). Tn the course of patent
litigation, the defendant often challenges the asserted patent’s validity; a litigant may contend,
for example, that a patent is invalid because it lacks novelty or is obvious. In i+, the Supreme
Court agreed to review the standard of proof a party must satisfy in order to demonstrate, in the
course of litigation, that a patent is invalid. In a divided opinion, the Supreme Court affirmed the
approach long taken by a Federal Circuit—that a litigant must demonstrate a patent is invalid by
“clear and convincing evidence.”

The result of i+ is that there is a heavy thumb on the scale in favor of granted patents—
even in circumstances, such as those present in 74/, where the prior art most relevant to the
novelty or obviousness inquiry was never put before the PTO. Given that the scope of
permissible prior art is enormous—an unpublished doctoral thesis available only in the library of
Freiburg University was subsequently found to invalidate a granted patent (/n re Hall, 781 F.2d
897, 899-900 (Fed. Cir. 1986))—the PTO often does not examine the most relevant prior art.
This built-in advantage for the patent plaintiff creates enhanced risk for defendants who wish to
defend against a patent claim, creating yet more pressure for defendants to settle dubious
lawsuits.

C. The impact of some Supreme Court decisions is not yet clear.

The Supreme Court has also recently been active in defining the scope of subject matter
that is patent eligible pursuant to Section 101 of the Patent Act. The Court has long held that
certain subject matter—abstract ideas, laws of nature, and physical phenomena—are exempt
from patent protection, because they constitute the basic building blocks of innovation.

Last year, in Alice Corp. Pty. v. CLS Bank Int’l, 134 S. Ct. 2347 (2014), the Supreme
Court held ineligible claims directed to computer software for electronic, intermediated financial
settlements. The Court concluded that the claims merely implemented, via computer, a long
prevalent, fundamental economic practice. In other words, taking a basic business concept and
saying “implement it on a computer” without any specificity regarding how to do so did not
provide a sufficient limitation on the abstract idea to render it patent eligible.

In the aftermath of Alice Corp., courts around the country are continuing to assess the
scope of patentable subject matter as it relates to computer software. While it is likely too early
to assess the full implications of Alice Corp., a few lessons have emerged.

First, there is no serious doubt that software, as a general matter, is eligible for patent
protection. Software innovation has provided a key engine of economic growth over the past
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decade, the Supreme Court and Federal Circuit have upheld software patents, and no court has
even suggested that software is outside the scope of the Patent Act. Instead, the critical question
is how precisely to calibrate protections for software innovation.

Second, the lower courts are finding application of the Supreme Court’s eligibility test
very challenging in practice. The Court stated that although an abstract idea or law of nature
itself cannot be patented, the practical application of such an idea or law will generally be
patentable. Unfortunately, the Court did not provide clear guidance on how to distinguish
between an idea and its application, stating only that the invention must add enough to the
abstract idea to ensure that it amounts to “significantly more” than the idea itself. Currently,
there is little consensus in the lower courts regarding what is necessary to satisfy this
“significantly more” standard, but several potential approaches have emerged. Perhaps the most
promising focuses on evaluating the extent that a software innovation enhances the functioning
of a computer system. When a software innovation creates a solution to a particular technical
problem—rather than just implementing an offline idea digitally—it is likely to satisfy the
Section 101 requirement.

Third, although Section 101 plays a partial function in screening out weak and abusive
patent suits, other requirements in the Patent Act—that a patent must be novel (Section 102),
non-obvious (Section 103), and sufficiently definite (Section 112)—often will provide more
appropriate and substantial protections for defendants against meritless patent suits. So, too, does
an early and effective means for a defendant to demonstrate that it does not infringe the patent
claims.

The Federal Circuit now has before it cases that will require the court to flesh out the
standard adopted by the Supreme Court in Alice.

IM.  The Need For Congressional Reform

Although the Supreme Court has taken some steps to correct the imbalanced incentives in
patent litigation, the courts are powerless to alter certain structural obstacles to restoring parity
between patent plaintiffs and patent defendants. Action by Congress is necessary to address the
asymmetries that drive abusive litigation. These reforms should include:

¢ Addressing large and asymmetric discovery costs: One of the most substantial
asymmetries imposed by patent plaintiffs is forcing massive amounts of costly
discovery early in a litigation. Currently, discovery often proceeds parallel to, or even
in advance of, the district court’s claim construction and its determination of
dispositive motions—such as whether asserted patent claims are valid. But the court’s
resolution of claim construction and validity contentions often may conclude the
lawsuit, obviating the need for discovery. Altematively, the claim construction
decision can significantly narrow the scope of the dispute, reducing the volume of
discovery needed. Requiring discovery to proceed in stages, and permitting only
limited discovery relating to the particular issue before the district, will reduce this
cost burden. Another approach to consider is requiring the party seeking discovery to
bear the costs of obtaining the information when its discovery requests range beyond
the core issues in the case.
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o Tightening pleading standards: Applying to patent cases the pleading standards that
govern other categories of litigation will require plaintiffs to explain their theories of
infringement. Not only does such a requirement force plaintiffs to undertake an
appropriate pre-suit investigation, but specifying a clear theory of liability will reduce
a defendant’s cost of defending a suit by constraining the scope of discovery and
making it easier for defendants to identify and rebut abusive claims.

¢ Ensuring that judges have the power to utilize fee-shifting in appropriate cases:
Revising Section 285 to give judges the authority to impose fee-shifting on plaintiffs
who institute abusive cases will give patent plaintiffs a strong monetary incentive to
self-police the quality of the litigation that they initiate.

Thank you for the opportunity to appear before the Subcommittee. 1 look forward to
answering your questions.
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Mr. IssA. Thank you.
Mr. Taylor? I think we cannot quite hear you yet.

TESTIMONY OF ROBERT P. TAYLOR, COUNSEL, NATIONAL
VENTURE CAPITAL ASSOCIATION, WASHINGTON, DC

Mr. TAYLOR. I am Robert Taylor appearing for the National Ven-
ture Capital Association. NVCA represents approximately 400 ven-
ture capital firms that collectively account for the vast bulk of all
venture capital invested in this country.

Let me stress three basic points. First, strong protection of intel-
lectual property allows entrepreneurs and investors to assume the
risks necessary to commercialize breakthrough technologies. De-
spite the fact that a few companies may not rely on patent protec-
tion, for the great majority of startups, patents are essential to
their existence and survival.

Second, although people are justifiably offended by abuses of the
legal system, it is important to ensure that efforts to correct that
problem do not cause more damage to innovation than does the
problem itself. NVCA strongly urges Congress to direct its efforts
at improper behavior, not at the patent system. Innovation requires
a healthy patent system, including the ability of innovators to en-
force their patents without undue risk and expense.

Third, recent activity at the Supreme Court, the Federal Trade
Commission, the Judicial Conference, and the Patent Office pursu-
ant to the AIA has changed the patent landscape in important
ways that already address most of the problems to which H.R. 9
is directed. As a result of these changes, new patent case filings
dropped 18 percent between 2013 and 2014, and the full effect of
those developments has yet to be felt.

Let me expand a little. For decades innovative new companies
have been the most important source of job growth in this country.
Creating a new company requires entrepreneurs willing to forego
job security to pursue a vision for a better future. It requires inves-
tors willing to share that vision and to dedicate time and money
to make it a reality. The process is fraught with considerable risk.

Several years ago I represented a small company that pioneered
a revolutionary advance in minimally invasive surgery, surely the
type of innovation we should encourage. As soon as that company
showed its products to surgeons, however, large companies that
sold surgical equipment began to copy the design, modify their own
tools, and bundle their sales in ways that foreclosed my client from
the market. The company spent nearly 5 years in scorched earth
patent litigation with corporate giants to enforce its patents and
stay in business, but ultimately it prevailed.

For the vast majority of innovative startups like that client, pat-
ents are the only way to ensure a return on investments sufficient
to justify the risks involved. This group includes companies devel-
oping digital technologies that employ innovative hardware and
software, energy companies, communication technologies, new poly-
mers and metallurgical products, information technologies, medical
devices, biologics, and pharmaceuticals.

My second point. H.R. 9 will make patent litigation more cum-
bersome, more expensive, and more risky for litigants on both
sides. Importantly, this will impact smaller companies much more
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than their larger and better-funded competitors, irrespective of
which side each is on. And for innovators, the ability to enforce pat-
ents at reasonable cost and risk is an essential part of the patent
right. Patents that companies cannot afford to enforce become
nothing but wall decorations, and when incumbents perceive that
a new entrant is unable to or unwilling to enforce its patents, the
temptation to copy becomes irresistible. For venture capital firms
themselves, the transparency and joinder provisions of H.R. 9
present serious problems.

My third point. My written testimony describes a number of ac-
tions by courts and Federal agencies that are creating a sea change
in patent law that is already responding to much of what H.R. 9
targets. A series of Supreme Court decisions alone has made it
much easier for companies to defend against meritless patent
cases, including the ones that others have already referred to.
Other changes are equally significant. The abolition of Form 18 is
going to bring patent pleading in line with other Federal litigation.
The FTC has taken on the challenge of abusive demand letters,
and the AIA is having a major impact.

My closing point. The entrepreneurial drive to pursue new vi-
sions has been a bedrock feature of American culture for decades
and has largely been responsible for our remarkable success as a
Nation. The patent system is essential to protect the innovative
spirit that pervades our national character. It would be tragic if
this Congress, in the misguided belief that H.R. 9 will promote in-
novation, made it more risky and expensive for our most promising
companies to protect themselves and their technology.

Thank you.

[The prepared statement of Mr. Taylor follows:]
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My name is Robert Taylor. I am the founder and owner of RPT Legal Strategies
PC, an intellectual property consulting firm in San Francisco and Silicon Valley. For
more than 30 years, I have been heavily involved in patent litigation, serving as lead
trial and appellate counsel for both patent owners and companies accused of
infringement. My clients have included companies of all sizes from Fortune 100
companies to start-ups, and my cases have dealt with a wide spectrum of technologies
and industries. For the past 10 years, I also have counseled venture capital firms and
many of the start-up companies in which they invest with respect to patent and
litigation issues.

I am appearing here on behalf of the National Venture Capital Association
(“NVCA”), which represents approximately 400 venture capital firms accounting for a
large percentage of all venture capital invested in this country each year. NVCA wishes
to express its thanks for an opportunity to be heard with respect to the pending patent
legislation. One of NVCA’s most important roles is to assist Congress in understanding
how new legislation is likely to affect the venture capital industry, emerging growth
companies, and the process of innovation in America.

Throughout the American economy, innovators large and small ranging from
universities and non-profit foundations, to start-ups and small businesses, to
manufacturing, technology, and life science companies, are critically dependent on
patents to protect and recoup their investments of time, money, and other resources in
regearch and development. These organizations understand that domestic job growth
and our competitive advantage in the global economy depend on a strong patent system
that creates incentives for invention and protects inventors from unfair copying and
imitation by others.

Let me say frankly at the outset, we are concerned that H.R. g, if enacted as
written, will have a chilling effect on investment in patent intensive companies, which in
turn will have a depressing effect on innovation in general. At the very least, the
legislation will make it far more difficult, risky and expensive for emerging companies to

enforce their patents, which is an essential part of the patent right. Equally important,

-1-
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H.R. 9 also will raise the cost and risk confronting smaller companies trying to defend
against patent litigation brought by their larger, incumbent competitors.

Many argue, correctly we believe, that much of the perceived need for legislation
to address abusive litigation practices already is being dealt with effectively by the
Supreme Court, U.S. Patent & Trademark Office (“PTO”) and Federal Trade
Commission (FT'C), all of which are discussed in greater detail below. Nevertheless, if
Congress still sees a need to address the problem of abusive behavior by certain patent
litigants, NVCA strongly believes that any new legislation should focus on specific
behavior, not on the procedural aspects of enforcing patents.

Innovation does not take place in a vacuum. It requires entrepreneurs willing to
devote time and resources to pursue visions and new ideas. It requires investors willing
to invest time and money in developing those innovative new ideas. Venture capitalists
work closely with entrepreneurs and innovators to transform breakthrough ideas into
emerging growth companies that drive U.S. job creation and economic growth. Almost
all venture capital investing involves risk, and usually the more innovative and
disruptive a breakthrough idea, the greater the risk facing those who would
commercialize it. For thousands of companies across the United States, patents are the
only way to ensure a return on investment sufficient to justify the risks involved in
making such investments.

NVCA recognizes that some companies have business models in which
intellectual property, such as patents, does not play a particularly significant role. For
many older and well-established companies, for example, their size alone may provide
better protection for their markets and investments than do their patents. For
thousands of other companies, however, patents are the only way to insure a return on
investment sufficient to justify the risks involved. This group includes companies
developing digital technologies that employ innovative hardware and/or software,
energy technologies, communication technologies, new polymers and metallurgical
materials, information technologies, medical devices, biologics and pharmaceuticals.
For these companies, a highly structured and rigid approach to patent enforcement is
likely to have unintended and unforeseeable consequences.

Enforceability is the essence of the patent right. A patent that cannot or will not

be enforced is useless. A patent that others believe will not be enforced has no deterrent
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effect on imitation of innovative products by incumbents. In this light, making it more
difficult and costly to enforce patents in order to combat abusive litigation will have the
unintended consequence of diminishing—if not extinguishing—the only true incentive
that thousands of innovators presently have to invest the necessary time, money and
other resources needed to create a new company from scratch. Put differently, the
patent-backed right to own and profit from innovative ideas has been a major driving
force for the American economy for 200 years, and that right requires that valid patents
be fully enforceable in court at reasonable expense and without undue risk to the patent

owner or its investors.

The Resurgence of Patent Cases at the Supreme Court.

In recent years, the Supreme Court has rekindled its interest in patent law. After
a period of relative neglect following the 1982 creation of the Court of Appeals for the
Federal Circuit, the Supreme Court in the last few years has begun tackling some of the
most important issues defining the patent system. We are only halfway through the
present decade and the Court already has decided more patent cases since 2010 than in
the entire 1980s and 1990s combined.! The Court heard six patent cases last year and
will hear more this year. The Court has plainly recognized the important role that
patents play in our technological driven economy.

As a result of Supreme Court’s decisions and the America Invents Act that
became law in 2011, the patent landscape looks far different today than it did five years
ago or even last year. New patent case filings in 2014 dropped 18 percent from 2013, as

the full impact of judicial decisions and administrative developments began to be felt.

Fee Shifting.
Perhaps the most significant rulings of the past year were the two Supreme Court
decisions in Octane Fitness v. iCON Health & Fitness? and Highmark v. Allcare Health

1 Dennis Crouch, Supreme Court Patent Cases per Decade,
http://patentivo.com/patent/2014/07/supreme-patent-decade.html.

2 134 S.Ct. 1749 (2014).
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Management Systems, wherein the Court construed Section 285 of the Patent Act and
allowed prevailing parties in patent litigation to recover their costs and their lawyer and
expert witness fees from the losing party. In the two rulings, the Supreme Court was
critical of the restrictive approach to fee shifting taken by the Federal Circuit,
particularly in cases where the district judge had made a determination that the
prevailing party seeking fees had met the existing statutory standard for what
constitutes an “exceptional case.”

The Supreme Court held that whether to shift fees under Section 285 is a matter
that resides in the sound discretion of the district judge and is reviewable by the Federal
Circuit only for abuse of discretion, not the de novo review the Federal Circuit had been
using. Further, the Court held — contrary to the Federal Circuit rule — that a prevailing
party need not establish its entitlement to fees by “clear and convincing” evidence, but
only by a “preponderance of the evidence,” a significantly reduced burden to meet in
this context.

Finally, and perhaps most importantly, the Supreme Court overturned the
Federal Circuit rule that a case is exceptional only if the position of the nonprevailing
party is both objectively and subjectively baseless, holding instead that a “totality of
circumstances” test should be used to determine exceptionality. The Court held that the
baselessness tests were too rigid and that district judges should have the discretion to
award fees in a case that simply “stands out” from other case in terms of its substantive
strength.

These rulings have already had a significant impact on the use of fee shifting to
force the parties in patent litigation to take positions that have some probability of
success. Itis likely to have particular impact in cases where nonpracticing entities

attempt to assert weak or frivolous patents.

Patent-Eligible Subject Matter.
One of the major complaints about patent litigation affecting the business

community has centered on the large number of so-called “business method” patents in

3 134 S.Ct. 1744 (2014).
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which the claimed “invention” was no more than the use of a computer to carry out a
long established commercial practice. In Alice Corporation v. CLS Bank4, the Court
held that a computer implementation of a well-established commercial practice is not
patentable. The case involved a patent claiming a computerized method for settling
financial transactions using a stakeholder. The decision casts considerable doubt on the
validity of dozens of business method patents that were issued by the PTO during the
last 15 years.

In the aftermath of Alice Corp., there has also been a significant increase in the
number of patents that have been invalidated in the lower court for lack of patent-
eligible subject matter. In the four months following the Alice Corp. decision, 18 federal
court rulings have relied on that decision to decide patentability cases, and in 14 of such
cases (I.e., 78 percent), the court invalidated the patent claim in question.5 Moreover,
the lower courts appear to be reading Alice Corp. to hold that subject matter eligibility
can decided at an early stage of litigation, without the need for costly discovery or claim
construction.®

We are already seeing evidence of this. In 2014, more than a dozen motions to
dismiss and motions for judgment on the pleadings were granted finding that the
patents-in-suit were not directed to patent-eligible subject matter. Such motions are
being granted in districts across the country, including such traditionally plaintift-
friendly venues as the Eastern District of Texas. Therefore, a motion for an early
determination that a patent is not directed to patentable subject matter will likely prove
to be a powerful new tool to dispose quickly and cheaply of meritless, abusive lawsuits.

Nor is Alice Corp. the only effort by the Supreme Court to narrow the range of
subject matter that may be patented. Three other cases since 2004 have also dealt with

patent eligibility, each of them narrowing the scope of what is patentable: Bilski v.

4134 S.Ct. 2347 (2014).

5 B. McCall, Lessons from 4 Months of Post-Alice Decisions, LAW360, Oct. 31, 2014,
available at http://www.lawa6o.com/articles/500465/lessons-{rom-4-months-of-post-
alice-decisions.

6 See I/P Engine, Inc. v. AOL Inc., 576 Fed. App’x 982, 996 (Fed. Cir. 2014) (Mayer, J.
concurring).
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Kappos?, Mayo Collaborative Services v. Prometheus Laboratories, Inc.8, and
Association for Molecular Pathology v. Myriad Genetics, Inc.9 Bilski was another
business method patent involving the use of computers to hedge risk; the Court held
that the method was not patentable subject matter. In Myriad, the Court held that
naturally occurring DNA sequences are not patentable. In Mayo, the Court held that a
diagnostic process that merely measured the human body’s response to a drug was
ineligible for patent protection.

Collectively, these cases are refocusing the entire federal judiciary on the basic
objective of the patent system to protect specific categories of subject matter and
nothing else. They are having a clear impact on the types of patent cases that are likely

to be brought in the future.

Indefiniteness.

Another significant complaint that defendants have raised about patents in
recent years has been that the claims are vague and therefore the “invention” was too
difficult to identify. In Nautilus, Inc. v. Biosig Instruments, Inc.'°, the Supreme Court
addressed the proper test for determining whether claim language is “indefinite” to the
point that it fails to satisfy 35 U.S.C. § 112, 1 2. That statutory provision requires a
patent owner to set forth claims that “particularly point out and distinctly claim” the
invention, thus requiring patent applicants to differentiate their own inventions from
the prior art and from the public domain so that members of the public are properly
apprised as to what areas of endeavor are foreclosed by the patent.

Prior to the ruling in Nautilus, the Federal Circuit provided that a claim is
indefinite only if it is “not amenable to construction” or “insolubly ambiguous.”* The
Supreme Court, in a unanimous opinion, held that such test does not adequately inform

the public as to the boundaries of a patent claim. Noting that a patent draftsman may

7 561 U.S. 593 (2010).

8132 S.Ct. 1289 (2012).

9133 S. Ct. 2107 (2013).

10134 S. Ct. 2120 (2014).

u Datamize, LLC v. Plumiree Software, Inc., 417 F.3d 1342, 1347 (Fed. Cir. 2005).
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have a compelling incentive to write claims that are ambiguous and that the draftsman
also is in the best position to avoid such ambiguities, the Court held that patent claims
will be held invalid for indefiniteness if persons skilled in the art, after reading the
patent specification and the claims, is unable to know with reasonable certainty what
the invention is.

Nautilus will have a significant impact on the ability of patent owners to assert
casually that a product or service is covered by a patent merely because a claim can be
read in that fashion without regard to what it actually was intended to cover. Equally
important is that Nautilus, when combined with the fee-shifting rules laid out in Octane
and Highmark, will make it far more risky for patent owners to take absurd positions in

litigation merely to promote unfair settlements.

Pleading Standards.

Notice pleading has been the normal practice in this country for decades. A
complaint was required to put the defendant on notice of the general nature of the
claims asserted and little else. An answer to a complaint needed only to apprise the
plaintiff of the general nature of defenses likely to be asserted. Independently of patent
litigation, that practice is being replaced with a more demanding form of complaint and
answer. In Bell Atlantic Corp. v. Twombly'2 and Ashcroft v. Igbal,'3 the Supreme Court
imposed a higher pleading standard in most civil cases. A complaint “must contain
sufficient factual matter ... to ‘state a claim to relief that is plausible on its face.” 14

The Federal Circuit has held that Twombly and Igbal do not apply to cases
alleging only direct patent infringement,'s reasoning that Form 18 appended to the
Federal Rules of Civil Procedure is controlling. Form 18 requires little more than that

the plaintiff identify the patents-in-suit and a broad category of products that are alleged

12 550 U.S. 544 (2007).

13 556 U.S. 662 (2009).

14 Igbal, 556 U.S. at 678 (quoting Twombly, 550 U.S. at 556).

15 R&L Carriers v. Driver Tech LLC, 681 F.3d 1323 (Fed. Cir. 2012).
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to infringe.’¢ The Federal Circuit has, however, expressed its disapproval of Form 18
and has urged its removal from the Federal Rules. In response, the Judicial Conference
has proposed amendments to the Federal Rules that would do so. The amendments are
currently pending before the Supreme Court. The amended rules, assuming they are
approved, will take effect in December, at which point Twombly and Igbal will apply to

all patent cases.

Inter Partes Review (IPR) Under the America Invents Act.

Another of the complaints about patent litigation is the high cost of getting to a
final resolution, which is particularly significant where the patent is ultimately held to
be invalid in light of prior art that was not before the PTO. An alternative procedure for
determining patent validity in such cases was created by the Leahy-Smith America
Invents Act (AIA), which became law in late 2011. The inter partes review procedure
allows a challenger to contest the validity of a patent within the PTO, which is a much
faster and cheaper way to test its validity than doing so in court. Although the ATA took
a couple of years for full implementation, its impact is now clear and significant. Since
its implementation in 2013, more than 2400 IPR petitions have been filed. The PTO has
initiated a review in approximately 80 percent of the cases where one was requested.
Among the cases that reached a merits decision, the PTO has rejected some or all of the
challenged claims approximately 75 percent of the time.

IPR reviews have greatly reduced the burdens on courts. When a defendant files
an IPR petition against a patent that has been asserted in litigation and the PTO agrees
to initiate a review, the district court will often stay the case, depending on the stage of
the litigation. Regardless of outcome, the inter partes review will usually simplify the
issues for trial. If the patent claims are rejected on review, then the IPR may dispose of
the litigation entirely. Moreover, where the claims survive the review, the petitioner is
estopped from further challenging the invalidity of the patent at trial on any ground that

was raised or reasonably could have been raised as part of the IPR.17

16 Fed. R. Civ. P. Form 18.
17 See 35 U.S.C. § 315(e)(2).
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Inter partes review has proven to be especially effective against nonpracticing
entities, because such proceedings are faster and far cheaper than litigation to get
resolution of the same essential issues a court would otherwise decide. Inter partes
review is therefore an effective means for an accused infringer to defend itself against an

abusive lawsuit.

Federal Trade Commission and Demand Letters

Another complaint that surfaces about the current state of patent litigation is that
some patent owners have sent abusive or deceptive letters to companies that they
believe are infringing their patent rights. The FTC and some state attorneys general
have weighed into this practice, using the power of their offices protect small businesses
and consumers from what they consider to be improper practices.

Abusive demand letters is one area where additional legislation may be useful.
The Targeting Rogue and Abusive Letters (TROL) Act, which passed the House Energy
and Commerce Subcommittee on Commerce, Manufacturing, and Trade in July, would

strengthen FTC and state authority to combat abusive demand letters.

Conclusion.

Innovation has been a fundamental driving force for the American economy for
decades, but at no time has this been truer than in the past 25 or 30 years — a period in
which our economy has literally exploded with innovative machines, tools, chemicals,
drugs, medical devices and procedures, forms of communication and much, much more.
It is no coincidence that this most dynamic period in the growth of American economic
strength has occurred at a time when respect for patents and patent enforcement was at
its highest point in nearly a century. Patents are critical to innovation in many
industries and a company’s ability to enforce its patents at reasonable expense and risk
is an essential element of such rights.

If this Congress chooses to move forward with legislation, NVCA hopes it will
bear in mind the strong correlation between patents and investment so that innovative
start-ups and emerging companies in all sectors of our economy will continue to thrive.
In assessing the need for legislation, we encourage Congress to consider carefully the

impact of recent developments in the federal courts, at the PTO and at the Federal Trade
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Commission, all of which collectively have reduced significantly the number of new
patent cases and promise to reduce them even further as the full impact of those

developments begins to be felt. NVCA looks forward to working with this Committee

and other members of the Congress on any such legislation.
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Mr. IssA. Thank you. I will now recognize myself for a 5-minute
round of questioning. Mr. Taylor, what was the name of the com-
pany that spent 5 years trying to defend its right, ultimately pre-
vailed?

Mr. TAYLOR. I was not involved for the full 5 years. The company
was Applied Medical Systems.

Mr. Issa. They have my sympathies because, in fact, the clod
slow difficult system to enforce your patents is exactly what this
bill is intending to fix.

Mr. Gupta, in the case of a major part of this legislation, the
heightened pleading was followed by the early Markman in order
to discover what the patent is and provide both sides a good faith
understanding of what the patent really means and how it might
apply to the product in question. Does that, in your opinion, and
I will go to each of you, get you to many resolutions, some
unclogging of the system, and ultimately an opportunity for people
who in good faith want to end up with an ultimate outcome, to get
there at lower cost?

Mr. GupTA. Thank you, Mr. Chairman. Yes, I agree——

Mr. IssA. I love it when someone says “yes” first. Please.

Mr. GupTA. The Innovation Act, in my mind, has balanced provi-
sions that are designed to make the litigation process much more
efficient than it is today. We are in court today in a Markman
hearing. The plaintiff asserted eight patents against us, accusing
two major product lines. The complaint did not identify any of the
hundreds of claims involved in the patents, did not identify any
model numbers. 3 months later, they added three additional pat-
ents to bring it up 11 patents, another product, no model numbers.
8 months into the litigation, they gave us some claim charts and
some claims. 12 months into the litigation, they attempted to add
even more claims that were not announced previously and new
products, and the Markman was about a month after. They at-
tempted to add new claims again.

So it is an extremely cumbersome process for defendants when
plaintiffs do not identify exactly what product, what claims, and
how the infringement is being argued. And, more importantly, the
imbalances in discovery are so severe that defendants often are left
with two choices: one, either get extorted or settle, or take it all the
way to the end, spend millions, and still not really win because
they are out of pocket several hundred million dollars.

Mr. IssA. And I appreciate that, and I want to go to Mr.
Wamsley, too. But in a nutshell, having practiced as a patent hold-
er and a defendant as a manufacturer, the one thing I know that
I hope I get a yes from all of you on is, in a perfect world the plead-
ings tell what the infringement is if it is available to be defined.
And if it is not available to be defined, at least sufficient for why
you believe in good faith that there is a patent infringement, and
an early Markman with discovery related to that.

Is that not the goal of everyone who has a valid patent that they
truly believe has been infringed, or a defendant who truly believes
they do not fall within the proper meaning of the patent? Is there
anyone that disagrees with that?

Mr. TAYLOR. May I just address that, Mr. Chairman?
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Mr. IssA. As long as you are brief because I did describe your
opening statement in my opening statement.

Mr. TAYLOR. Okay. Yes, I think in an ideal world you would like
the pleadings to disclose as much as possible. It is often the case,
however, and this is not just true of patent litigation, it is true of
virtually all litigation. The plaintiff at the outset of a trial or out-
side of a case does not know all the facts it needs to put together
a full trial brief.

Mr. IssA. Okay. Well, let me follow up on that because I think
that is extremely important having been the plaintiff. If you do not
know there is patent infringement, then where do you get the right
to go on a fishing expedition to see if you can find one?

Mr. TAYLOR. No lawyer today in light of:

Mr. IssA. That was a question that requires an answer related
to if, and I will go to Mr. Pincus because I have not gone to him
yet. If you do not know there is patent infringement, what in any
part of the law allows you to begin having Mr. Gupta’s company
spend money because you want to go on a fishing expedition be-
cause your patent on a swimming pool might apply to an array of
disk drives?

Mr. TAYLOR. I do not think—oh, I am sorry.

Mr. Pincus. I think that is exactly right, Mr. Chairman. I think
you certainly should know which claims of your patents are in-
fringed and what the infringing articles are, and I think that is the
critical issue.

Mr. IssA. And should you not know your accuser’s true identity,
particularly if you are being sued by a shell corporation? That is
my closing question because I know Mr. Taylor objected to that.

Mr. PiNcus. I think you should know that as well, and I think
that is why regardless of Igbal and Twombly, the Innovation Act’s
specific requirements are so appropriate because if I were a patent
plaintiff, I would not want to wait for 5 years for Igbal and
Twombly’s application to patent infringement cases to be——

Mr. IssA. Thank you. Mr. Wamsley, very quickly because my
time has expired, if you have something to add.

Mr. WAMSLEY. Well, Mr. Chairman, I agree with your description
of how it should work in a perfect world, and we support height-
ened pleading standards in principle. When we looked at this in
the last Congress, we did it through a recommendation to amend
Form 18 to specifically require identification of one or more claims,
and explain how the latest infringing instrumentality infringed
those claims. Now the Judicial Conference has gone to the
Twombly/Igbal standard, that may produce the same result, but we
do not know yet.

Mr. IssA. I look forward to finding out. Mr. Nadler is recognized
for his questions.

Mr. NADLER. Thank you. I would like to ask Mr. Taylor to com-
ment on the question that you did not get a chance to answer from
the Chairman. I never liked the Igbal or Twombly decisions, and
I, in fact, introduced legislation to overturn them, which unfortu-
nately has never passed because if you have a good reason to be-
lieve it is a general tort, the defendant is more likely to have the
specific knowledge of the evidence.
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But, Mr. Taylor, in patent, is that applicable? Should you not
know if your patent is being infringed or how it is being infringed?
Should you not be able to describe the provision of patent that is
being infringed?

Mr. TAYLOR. Congressman, at least in the courts I have been
practicing in for most of the last 35 years, lawyers before they will
file a complaint are subject to Rule 11, which requires that you
have a reasonable basis for believing that the factual allegations in
the complaint are true. And I do not know any responsible lawyer
that will file a case simply hoping that they can prove infringe-
ment. We go to great lengths sometimes

Mr. NADLER. So then Igbal is okay.

Mr. TAYLOR. I did not hear you.

Mr. NADLER. So then Igbal is correct.

Mr. TAYLOR. Igbal, it does not authorize people to make factual
assertions in complaints for which the lawyers don’t have some fac-
tual or some reasonable basis for believing them to be true. That
is Rule 11 of the Federal Rules, and it is a seriously applied rule.

Mr. NADLER. But in a patent, is it not generally the case that if
you are filing a patent infringement claim, you should have prob-
ably more specific knowledge in some tort case or whatever about
what in your patent is being infringed allegedly?

Mr. TAYLOR. That is generally the case, and most responsible
plaintiffs will take an accused’s product and they will have it re-
versed engineered or they will analyze it. They will make every ef-
fort to determine whether the elements of a claim in the patent are
all present, and in the process it is a little more difficult sometimes
to find out.

Mr. NADLER. Thank you. Mr. Wamsley, in light of Octane Fitness
and Highmark, do you believe we still need legislation on these
subjects? And if so, why?

Mr. WAMSLEY. Yes, Mr. Nadler, we believe that legislation is still
needed

Mr. NADLER. Because?

Mr. WAMSLEY [continuing]. While Octane and Highmark are a
step forward, the tests set forth by the Supreme Court in Octane
that attorney’s fees could be awarded in cases that stand out, it is
broadly worded language.

Mr. NADLER. Too vague?

Mr. WAMSLEY. And we believe there is a spectrum of interpreta-
tions of that by the district court, and it is better to nail a brighter
line in legislation.

Mr. NADLER. Thank you. Mr. Taylor, could you comment on the
same question?

Mr. TAYLOR. I think that what we ought to do is wait for a while
to see how the lower courts are going to apply the Highmark and
Octane cases. I am not sure I agree that it is better to have a pre-
sumptive shifting of fees and for the following reason. At least from
the perspective of the venture capital world, a small company that
has been sued by a larger competitor is looking at two kinds of li-
ability, liability for the infringement, and if you tack on attorney’s
fees as a presumption, that simply increases the ante. It raises the
bogey, and that works distinctly to the advantage of larger compa-
nies to the detriment of smaller companies.
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Mr. NADLER. And, Mr. Taylor, you say that the lower courts ap-
pear to be reading Alice to hold that subject matter eligibility can
be decided in early stage of litigation without the need for costly
discovery or claim correction. Mr. Taylor said that.

Mr. TAYLOR. Yes, sir.

Mr. NADLER. And that would seem to imply that we do not need
legislation on that point.

Mr. TAYLOR. I certainly would suggest that we wait to see what
the implications of Alice——

Mr. NADLER. And who would disagree with that on that point
and why, of the other witnesses? Mr. Wamsley?

Mr. WaMSLEY. Well, Mr. Nadler, I would say that we may need
legislation on Alice.

Mr. NADLER. We do not know yet.

Mr. WAMSLEY. But on clarifying Alice, the U.S. Patent and
’If“rademark Office is now going through a public procedure to clar-
ify.

Mr. NADLER. Thank you. Last question because my time is run-
ning out. Mr. Taylor, you said in your testimony that legislation
should focus on specific behavior, not on the procedural aspects of
enfogci‘;lg patents. How would you accomplish this? What would
you do?

Mr. TAYLOR. Well, the specific behavior, what we are trying to
deal with here is what people consider to be abusive behavior by
litigants. The courts already have a vast amount of power to deal
with abusive behavior. And currently, I think the National Venture
Capital Association would say that little is needed in connection
with this, although, as noted in our statement, we do support the
TROL Act, enactment of the act that would increase the power of
the Federal Trade Commission to deal with abusive and deceptive
demand letters.

Mr. NADLER. Thank you. My time has expired.

Mr. IssA. I thank the gentleman. We now go to the Chairman of
the full Committee, the author of the bill, the gentleman from Vir-
ginia, Mr. Goodlatte.

Mr. GOODLATTE. Thank you, Mr. Chairman. Mr. Taylor, on that
last point, that is exactly what we are doing. I mean, we are pro-
viding for fee shifting, but in very precise circumstances, only when
there is no reasonable basis in law or fact for asserting the claim,
whether it is by a plaintiff or a defendant. When you translate that
to the small startups that your companies invest in, they already
are facing that right now. And when they get that claim, they are
facing a multimillion dollar bill to defend their claim right now, or
to assert it if they feel that some company, a bigger one, is going
to do that, with no prospect—no prospect whatsoever—for recovery
of that large loss.

So many of them choose to simply not fight it, and that is a rea-
son why they are less successful in getting off the ground. So this
predatory environment that they operate in is made, I think, worse
by the fact that they have no prospect of anybody determining
whether predatory actions took place in the first place, so I do not
follow your reasoning there at all. I think this will be a big help,
and many startups have told me just that, that it will be a big help
to stop these kinds of predatory actions taking place against them.
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Mr. TAYLOR. Some of the lawyers who represent non-practicing
entity plaintiffs have told me that fee shifting is not going to affect
their behavior at all.

Mr. GOODLATTE. Well, that does not explain why they are work-
ing very hard against this bill, I can tell you that.

Mr. TAYLOR. In my view, having been on both sides of lots of pat-
ent cases, I see the presumptive shifting of fees as an argument
that allows the plaintiff to say to the defendant you owe me
$100,000

Mr. GOODLATTE. It is not presumptive shifting of fees. There is
no presumptive shifting of fees in this law. It is only a shifting of
fees when the Court finds that there was no reasonable basis in
law or in fact for that to take place. So this constant assertion that
there is going to be rampant fee shifting in patent cases after the
passage of this law is incorrect.

What will happen, though, is there will be much greater cer-
tainty about when that fee shifting would take place. So you and
your clients will be able to determine whether or not they have a
good patent defense or a good claim to assert against somebody else
and know much more likely than they do now what is going to hap-
pen because of the discovery process, the requirements when you
file the case. And I think also importantly to know under what cir-
cumstances they should assert a defense and when they should not,
because if they are not being reasonable, then darn right, they
should not assert the defense. But if they are, this creates greater
certainty than this morass of lawsuits.

So let me just say, and the elephant in the room here is that it
is generally very rare for the Supreme Court to take up patent
cases. But with all the recent Supreme Court decisions, it really
looks like the Court has taken the Federal circuit to task. No judge
wants to be reversed on appeal, especially not an appeal court
judge that sits on a court with exclusive jurisdiction.

I will start with you, Mr. Wamsley. Do you think that the Fed-
eral circuit is getting the message, or do you foresee that the Su-
preme Court is having to just keep taking up more cases? Is this
the new normal for the patent world, and is it good for the patent
world to rely upon and wait on the next Supreme Court decision
rather than to have some statutory certainty that is carefully nego-
tiated, and takes into account all of these cases that have come
down the line, but does not wait on that next decision around the
corner, says here based upon experience and based upon what we
have seen is some certainty in the law?

Mr. WAMSLEY. Well, Mr. Goodlatte, I would say the Federal cir-
cuits are certainly reading the Supreme Court decisions, and I be-
lieve recent decisions in some of the cases following Alice, for exam-
ple, show that although there is still some inconsistency. And Alice
is a case where the Supreme Court may have to come back to it
again.

On fee shifting, I think the Federal circuit will follow. There was
a case argued last week, according to the IP press, at the Federal
circuit where, according to press accounts anyway, it sounded like
the Federal circuit was inclined toward fee shifting.

Mr. GOODLATTE. Mr. Gupta?
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Mr. GupTA. Thank you, Mr. Chairman. In certain areas, the Su-
preme Court cannot provide the sort of consistent balanced solution
that Congress can. And as I pointed out, for example, in the area
of abusive discovery, there is no Court guidance and there are no
Court decisions to help us. And in the area of pleading specificity,
which is really important, you know, reliance on Igbal and
Twombly is not going to solve the problem because Igbal and
Twombly do not provide the kind of bright lines that we need in
a specialized area like patent litigation.

Mr. GOODLATTE. Mr. Pincus?

Mr. WAMSLEY. Mr. Chairman, could I just——

Mr. GOODLATTE. I am already 30 seconds over. It is going to be
up to that Chairman.

Mr. WAMSLEY. Could I just complete my last response?

Mr. Issa. If the Chairman would like to let you have time, I
would ask additional time.

Mr. GOODLATTE. We will hear from Mr. Pincus and then we can
go back.

Mr. WAMSLEY. I would just like to say that no matter how strong
the Federal circuit supports fee shifting, we think legislation is still
needed because the way the statute is worded right now, only Con-
gress can strike the balance that you want.

Mr. GOODLATTE. Thank you. Mr. Pincus?

Mr. Pincus. Well, the Federal circuit had a bad year. There were
six cases, and it did not get a single vote, so it was sort of 0 and
54 and a bad year for the Federal circuit, and I think that was a
message that the Supreme Court was trying to send. But I think
the problem is that the Supreme Court cannot rewrite the fee-shift-
ing law to make the standard less mushy and clearer along the
lines of what you were saying in terms of people’s ability to antici-
pate how it will be applied and take that into account into their
decisions. And that is something that only Congress can do.

The same with pleadings. Igbal and Twombly can apply, and
maybe in 10 years we will know how it applies to patent infringe-
ment actions. But there are some pretty clear rules that Congress
could specify right now that would be great for both plaintiffs and
defendants so they would know what is needed to get into court,
and that would be that.

Mr. IssAa. Thank you. We now recognize the Ranking Member for
up to 7 minutes depending upon how fast he wants to run to the
vote. I would advise all Members this will be the last question be-
fore we recess for the vote.

Mr. CoNYERS. Thank you so much. Let me ask, Mr. Taylor, with
your background, counsel in venture capital firms who invest in
patent owning businesses, how would the pending legislation im-
pact the decisions venture capitalists make in investing?

Mr. TAYLOR. One of the provisions that we are most concerned
about is the so-called joinder provisions, which are not clearly writ-
ten, and read as if a venture capital firm that owns a majority
share in a patent plaintiff would be on the hook for attorney’s fees
in the event a court were deciding to award that. Most venture cap-
ital investments are made, and that is the end of the money until
they decide to make a new one, and to impose on the investors a
responsibility for the actions of some of their companies. Piercing
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the corporate veil, as it were, is something that is going to have
a serious deterrent effect on venture capital investment.

Mr. CoNYERS. How would this impact small investments and
startups?

Mr. TAYLOR. Well, almost all venture capital investment is in en-
trepreneurial companies, innovative companies that are in either
startup mode or not very far along from that.

Mr. CoNYERS. All right. And my last question is to Mr. Wamsley.
How has fee diversion impacted on USPTO’s effort to ensure high
quality patent examination?

Mr. WAMSLEY. There has been a serious adverse effect from fee
diversion over the years. Going back over a period of years, more
than $1 billion has been diverted to unrelated government pro-
grams or sequestered, and studies have shown that this is a prin-
ciple reason for the backlog of cases to be examined. And we be-
lieve that more resources are also needed to improve quality, and
so we would urge Congress when it has an opportunity to revisit
the issue of guaranteeing secure funding for the PTO.

Mr. CoNYERS. Do the other three witnesses generally agree with
that response?

Mr. Pincus. That diversion is a bad thing, absolutely.

Mr. GUPTA. Yes.

Mr. CoNYERS. Thank you, Mr. Chairman.

Mr. IssA. Thank you. I would advise all Members of the Sub-
committee that we will return immediately after this series of two
votes. So the first two Members back will begin the process. We
stand in recess.

[Recess.]

Mr. IssA. Could I ask you all to please take your seats? We are
going to start again in a moment. The Committee will come to
order. Is the gentleman from Texas prepared?

Mr. FARENTHOLD. I am always prepared.

Mr. IssA. The gentleman is recognized.

Mr. FARENTHOLD. Thank you very much, Mr. Chairman. Mr.
Gupta, I would like to touch briefly on a related issue, namely the
rise of patent litigation before the ITC. I think it is important we
do something about the rising tide of litigation in the Federal judi-
ciary and the fact that we are moving over into concurrent tracks
with litigation in the ITC. We have got to keep in mind that any
reforms we do with respect to what happens in the judiciary may
also roll over into the ITC.

My fear is that the trolls will use the ITC to pressure litigants
to settle rather than face the cost of defending in that venue. We
have already seen patent assertion entities starting to play the
same game in the ITC that we are seeing in the Court, bringing
suit against the customers or technology companies. To that end,
I would like to ask you, is it your understanding that PAEs have
additional leverage at the ITC and are actually in a better position
to make settlements than in Federal courts?

Mr. GupTA. Thank you, Congressman, for that question. It is con-
cerning to us that the ITC is being used by patent assertion enti-
ties to essentially have dual litigation at times. The ITC is best
able to deal with foreign knockoffs that come into our country, but
to have an American entity litigate against another American com-
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pany, particularly when the accusation is probably directed to some
small component that might have in the supply chain originated
outside the country appears to be not the most efficient use of the
ITC. And I agree, and I share your concern.

Mr. FARENTHOLD. Thank you very much. Let us kind of shift to
a different topic. In your written testimony you talk about the Teva
Pharmaceuticals case and the potential of providing unscrupulous
patentees with an incentive to pick the district court most favor-
able to them. Knowing their claim interpretation will be insulated
from de novo review in the Federal circuit. I am wondering what
you think about the impact of striking the broadest reasonable in-
terpretation standard will be on current litigation environments in
light of that decision.

I am especially interested given the decision in, what is it, the
Cuozzo Speed Technologies this week holding that applying the
broadest reasonable interpretation standard reduces the possibility
that after a patent is granted, claims may be interpreted as giving
broader coverage than justified.

Mr. GupTA. We believe that the BRI standard is appropriate for
IPRs and reviews post-grant. We have had several patents of ours
challenged through the IPR proceedings, and we have challenged
others as well. And we think that the Patent Office should be al-
lowed to use the broadest reasonable interpretation standard when
it looks at those patent claims.

Mr. FARENTHOLD. All right, thank you. Mr. Taylor, I believe in
response to Mr. Nadler’s question, I think you referred to “good
plaintiffs,” and I think that is not what we are after in this. I think
our concerns are the bad actors who are using the expensive litiga-
tion to force settlements in questionable claims and the like. So I
have no problem with, I guess, the term “good plaintiffs” with good
cases coming, and I think we are drafting that such that we are
going to preserve that. It is the bad actors we are going to get
after.

But I am also a little interested, you know, based on your testi-
mony, it kind of seems like it may be a little bit in conflict with
NVCA’s membership. There is a survey I think that said by and
large they are harmed by patent trolls and supportive of reform.
Why are you generally opposed to this litigation if some of your
members or the majority of your members are having a problem?

Mr. TAYLOR. The only study I have seen is one that sampled a
very small section of venture capital firms, and certainly does not
represent the center of gravity of the NVCA. I have been working
with the NVCA board now for almost a year on this issue, and try-
ing to help people understand what the statute would say and how
it would affect their businesses. And the positions that I am setting
forth here today are the positions of the National Venture Capital
Association.

Mr. FARENTHOLD. Thank you very much. And with the Chair-
man’s permission and the consent of the Committee, I have a letter
from Engine Advocacy titled, “Startup Investors Nationwide Sup-
port c{31‘oad Patent Reform,” that I would like entered into the
record.

Mr. IssA. Without objection, so ordered.

[The information referred to follows:]
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Mr. FARENTHOLD. And I timed that almost perfectly. I will yield
back——

Mr. IssA. Would the gentleman yield?

Mr. FARENTHOLD. I will.

Mr. IssA. Mr. Taylor, would you provide transparency as to your
members’ statuses because it really is now a question of, you said
you have been trying to convince your board to support opposition
to the legislation. Do we have transparency for the 400 companies
that are involved in yours to figure out how many of them support
your position in light of the fact that it does appear as though
there may be some doubt as to whether there is a formal process
on a board and transparency?

Mr. TAYLOR. It is a large organization, and I am not certain how
much of it is public. I have been dealing basically with the staff
and with the board of directors, so I am not sure I can answer the
question.

Mr. IssA. Okay. I will take that as a no. [Laughter.]

With that, we go to the gentlelady from California, Ms. Chu.

Ms. CHU. Mr. Gupta, we have been talking quite a bit about the
fee-shifting cases of the Octane and Highmark cases. You argue
that these cases did not go far enough in deterring the filing of friv-
olous patent cases that companies both large and small have faced.
You provide some statistics that can be helpful to us in evaluating
how we should legislate in this area.

Why do you think that the rate of fully-granted motions in-
creased shortly after the first 3 months of the Court decisions and
then slowed in the last 3 months? Do you think this trend will con-
tinue?

Mr. Guprta. Thank you, Congresswoman. You know, we have
only had 9 months of data since Highmark and Octane, so it is
hard to really speculate as to why it has been trending down. But
the point I want to make is that Highmark and Octane, based on
the data that we have right now, have not really had a meaningful
impact. And I really believe that to get abusive litigation to slow
down the abusive tactics, the plan or the proposal that is in the In-
novation Act is a thoughtful bipartisan approach that I think will
make a serious, you know, or have a serious impact on bad actors
in court.

Ms. CHU. And can you tell us about the type of cases in which
the defendant is being awarded fees since Octane and Highmark?
Do they appear to be troll type suits, or is there no real pattern?

Mr. GUPTA. I do not know that I can generalize. We have a cou-
ple of motions pending ourselves where we have asked the court to
grant us our fees, and we are waiting to see how the court will act,
but I do not have a general sense. I think based on the data we
have seen that the numbers generally seem to be evenly split be-
tween defendants and plaintiffs in terms of fee recovery, but not
necessarily whether it is a NPE litigation or not.

Ms. CHU. And also in the Nautilus decision, the Supreme Court
addressed how definite or clear a patent must be. The Court estab-
lished a new test which requires that the patent provide reasonable
certainty of what it covers. You have stated that it would be easier
for a defendant to challenge the validity of a vague patent given
the decision. Could you explain why it would be easier for the de-



76

fendant and what long-term effects do you think the decision will
have on abusive patent litigation?

Mr. GupTA. Certainly. We often find that patentees will attempt
to really stretch the meaning or the meets and bounds of a patent
in litigation downstream. Sometimes a patent 10, 12 years old, cov-
ering technology that was dated, they will attempt to stretch it to
cover new developments in technology. And we think that this deci-
sion in Nautilus will allow us as defendants to be able to argue
that Section 112 requirements were not met by the patentee, par-
ticularly in light of claim construction orders.

If the judge grants a claim construction order that is really broad
and the plaintiff pushes for that broad construction, I think it will
be easier for defendants downstream to then show that that claim
construction is simply not supported by what is in the specification,
but it is too early to tell. We also have one motion pending before
a district court arguing that certain claims are invalid in light of
Nautilus, but we do not have a ruling yet.

Ms. CHU. Okay. Mr. Pincus, what do these Supreme Court cases
not address? And by that I mean what are the provisions in the
Innovation Act that are still necessary despite the court decisions?

Mr. PiNcuUs. Well, they obviously do not address at all pleadings.
The patent specific decisions. Obviously the changes that will be
made in the Federal Rules striking Rule 84 and the forms will have
some effect on pleading, but the Supreme Court has not addressed
it. And as I said earlier, I think the Congress has an opportunity
to put specified clear rules of the road for pleading rather than
leave it to the courts to flesh out what Igbal and Twombly mean
in the pleading context, which will take a few years and could leave
people uncertain about what the rules are. So pleading is one area.

Discovery is another area not addressed at all. The asymmetrical
discovery costs which really are one of the critical drivers of the
litigation, nothing done there. And with respect to the attorney’s
fees, although Highmark and Octane do address the issue, the
problem is that because the current language of the statute is what
it is, the Court could not interpret that language to provide the
kind of guidance that is really necessary so that somebody making
the decision, do I fight this case because I have a reasonable
chance to get my fees back, or should I settle because I cannot be
sure, and so fighting it will end up costing me more. The current
statute does not do that.

The other problem with the current statute and the Court’s deci-
sion in Highmark with respect to deference is at least when we are
concerned about abuse by plaintiffs, plaintiffs pick the forum. And
if a district judge indicates or members of a district court indicate
that they are going to be tough on fees under a murky standard,
it is pretty easy for the plaintiff to say, well, I am going to go some-
where else where this murky standard is getting a better interpre-
tation. If Congress makes the rules of the road clearer, that kind
of disparity is much less likely to develop.

Ms. CHU. Thank you. I yield back.

Mr. Issa. I thank the gentlelady. We will now go to the gen-
tleman from Georgia’s 9th District, Mr. Collins.

Mr. CorLLINS. Thank you, Mr. Chairman, and I am pleased to be
starting back here. I am pleased to be on this Committee with you
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and also the Chairman as Vice-Chair of this Committee because
this is very important to me. It is something I worked hard in my
first term, and look forward to working even more so in our second
term. As we look forward to working with this Committee on intel-
lectual property, obviously patents are a vital part of the system.
So I want to thank the Chairman Goodlatte for holding this hear-
ing and reintroducing the Innovation Act.

It is important for Congress to look for ways to eliminate frivo-
lous and abusive litigation. We need to unclog the system to ensure
that true innovators are given fair opportunity to enforce their pat-
ent rights, a right that our founders explicitly provided for in the
Constitution. Last year, I had some serious concerns with the direc-
tion of some patent reform proposals, especially those that at-
tempted to expand and extend the CBM program.

These types of proposals are unsettling because they discriminate
against a particular type of technology rather than focus on the
real problem, the bad behavior that occurs all too often during pat-
ent litigation. So I am grateful to the Chairman that the CBM
issue is not a part of the Innovation Act. Having it in would cer-
tainly undermine my ability to support the bill in Committee and
on the House floor. Now we can focus on moving forward legislation
that eliminates and stops bad actors and improves our patent sys-
tem.

But also before we start, this is my question. It was on some-
thing, Mr. Taylor, that you brought up, and I believe if we have
it. Okay, if you would look at the screen. In your testimony, after
your testimony I took your testimony and I went to your website,
which is now on the screen. And on the first page under “research”
tab, there was a study listed by Robin Feldman, and I am going
to read just a few lines before turning to my questions. In the
paper it said, “A study conducted on the topic of patent demands
against venture back startups. The study was conducted through
the members of the National Venture Capital Association.”

[The information referred to follows:]
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It said, and quoting from this report, it says, “74 percent of ven-
ture capitalists and 58 percent of startup companies report that
patent demand had a significant impact on a company.” The next
one it said, “According to the vast majority of both venture capital-
ists and startup companies, the cost of preparing for and defending
against patent demands exceeded $50,000 per company with a
number of companies reporting costs in the millions of dollars.”

When asked whether they see patent assertion as a positive for
startups in the startup community, 72 percent of venture capital-
ists disagree. We might have an insight into why you are having
trouble getting people to disagree with this bill.

Mr. Gupta, thank you. I appreciated listening to your testimony.
I have heard from some groups that the Innovation Act will actu-
ally devalue property rights by diminishing the ability for parties
to license their patents and defend them in court. How would you
respond to that claim?

Mr. GuPTA. I completely disagree with that characterization. The
Patent Act was designed to promote innovation and to promote art
and sciences, and the true value of a patent really goes to the
claims and the invention that those claims describe. I think a re-
formed system makes patents stronger. It provides companies like
us, who rely on our R&D investment to protect our innovations, to
know that we can actually enforce our patents in a meaningful way
and protect the investments we have made.

The suggestion or the logic that somehow a patent is devalued
if a patent holder cannot plead imprecisely and bury the other side
with discovery requests, and do so with impunity knowing that at
the end of the day they have no downside and they can walk away
if they are not able to extort settlements from people, is just
flawed.

Mr. CoLLINS. And I think the thing that I have mentioned so
many times in this Committee, and I think proposing this whole
issue of patent, copyright, and others, that really strong protec-
tions, they actually increase and encourage innovation, and do not
detract from it, whether it be venture capital or anything else. You
want to invest in something that you know that you are at least
protected to the extent you can be in a free market from an abusive
system like we have now.

Mr. Pincus, I really like your expertise in this intellectual prop-
erty area, and I think it is not only important we improve our pat-
ent system, but we also improve other aspects of the country’s in-
tellectual property policy. I am particularly interested to make sure
that America still contains the highest standards really in the
world. All too often we see our trade secrets stolen out of our fac-
tories here in the United States and then end up on a plane to a
foreign competitor. I also want to improve the system to protect
America’s inventors, which is why I supported the Committee’s
trade secret legislation last year.

Can you talk about the intersection of patents and trade secrets?
I am also interested in your perspective on any current improve-
ments that we could make to our current trade secrets policy.

Mr. PiNcus. Yes, thank you, Congressman. As you know, some-
times for various reasons companies have very important, and sig-
nificant, and valuable intellectual property that they either do not
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want to patent or cannot patent, but is valuable and is confidential
to them. And the question is how does the law protect that? Trade
secret law has traditionally been the means of doing that, and as
you know, trade secret law has traditionally been the domain of the
States. But I think increasingly we have realized that in the global
environment in which we find ourselves now, that there are holes
in that protection, and something at the Federal level that puts
forth clear rules of the road is really essential to ensuring that
American companies can protect those trade secrets effectively.

Mr. CoLLINS. I appreciate it. You will be hearing more from me
on that in the weeks coming. Mr. Chairman, I yield back and ap-
preciate that time.

Mr. Issa. We now go to the gentlelady from Washington One,
someone who is familiar with intellectual property, Ms. DelBene.

Ms. DELBENE. Thank you, Mr. Chairman, and thanks to all of
our witnesses for taking the time to be with us today.

I know there has been a lot of close attention paid to the Su-
preme Court cases on Section 101, and, Mr. Wamsley, in your testi-
mony, you stated that the lack of clarity in the Alice case makes
it more difficult for innovators to determine when it is appropriate
to invest in patent protection and cast a shadow of uncertainty on
all patents, even good ones. And so, I wondered if you would elabo-
rate a little bit more on that statement and what your concerns are
with respect to the Alice case.

Mr. WAMSLEY. Thank you for the question, Congresswoman. Yes,
we feel there is a great uncertainty caused by Alice currently, and
the Alice case concerned a computer-related invention. But recently
the Federal circuit extended the abstract idea test in a case involv-
ing the University of Utah even to a biosciences invention.

So I think right now with the level of uncertainty we have, peo-
ple who are making R&D decisions in companies, at least computer
implemented inventions, pharmaceuticals, cases that involve proc-
esses of all kinds, are wondering whether they are in the patent
eligible area, even if they have what they think is a practical appli-
cation for what might involve abstract process. So we think there
is an urgent need to clarify this. Now, there was an earlier ques-
tion about whether we need legislation. I would not urge legislation
tomorrow, but if the courts are unsuccessful in clarifying this, I
think that ultimately Congress needs to look at the adverse effect
on the incentives for R&D.

Ms. DELBENE. Thank you.

Mr. TAYLOR. Could I offer just a footnote to that? It is important
to remember that one of the purposes of the patent system is to
encourage disclosure of inventions. And to the extent people con-
duct research and develop technology that they are not confident
they can patent, or in the case of what we have been talking about
this afternoon, not confident that they can reasonably enforce their
patents, the tendency will be to protect it by trade secrets. And it
is my strong sense right now, given some of these cases from the
Supreme Court and given the pendency of this legislation, that
companies are making that decision and opting to go the trade se-
cret route for more of their technology that they used to try pat-
enting.
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Ms. DELBENE. Thank you. Many supporters of the Innovation
Act have complained that they are being sued by shell companies
with few assets to pay attorney’s fees even if they are awarded.
And according to the American Intellectual Property Law Associa-
tion, the average cost of defending a patent suit with a million to
$25 million, at risk is about $2.5 million, and the cost of defending
patent suits with more than $25 million, at risk is over $5 million.
And we know that there has been targeting obviously of startups
that are particularly vulnerable.

So I guess I will ask you, Mr. Gupta, what do you see as the best
way to deal with abusive litigation by shell companies in particular
when they have a lot to gain and not a lot to lose under the current
systegn? And do you think the Innovation Act will address that
issue?

Mr. GupTA. Thank you for the question, Congresswoman. I think
the Innovation Act has a provision that requires people who have
a financial interest in the litigation be joined. I think it is an im-
portant requirement. We are often sued by shell companies who are
very thinly capitalized, and so even if you get an award, they are
judgment proof essentially.

And by the way, my company, EMC, is a member of the National
Venture Capital Association. We have a venture arm. We invest
several hundred million dollars in venture funding. We are not con-
cerned that as a VC that one of the companies we are investing is
somehow going to be joined in a patent suit because we do not in-
vest in companies whose primary business is to sue people with
their patents.

And in the past 15 years, we have acquired 96 companies and
spent $18-plus billion in acquisitions, primarily of venture-backed
companies. And I can assure you that when I talk to the CEOs and
the entrepreneurs who started these companies, they are very con-
cerned about abusive patent litigation, and they are very concerned
about how much of their funding they are having to spend on de-
fending these demands versus hiring an engineer developing the
technology that they want to perfect.

And so, I really think, you know, requiring joinder of folks who
are funding the abusive practices is a very important step, and I
believe that this bill has the right types of provisions for that.

Ms. DELBENE. Thank you. Thanks. I yield back, Mr. Chairman.

Mr. IssA. Thank you. Anecdotally, Mr. Gupta, I would assume
that you are not in support of your association’s position here
today.

Mr. GupTA. Absolutely not.

Mr. IssA. Just checking. The gentleman from Virginia, Mr.
Forbes.

Mr. ForBES. Thank you, Mr. Chairman, and, gentlemen, thank
you so much for taking the time to share your expertise with us
today. I apologize that some of us have had to be in and out for
votes. So it is not my desire to reopen a line of questioning that
perhaps has been asked and answered, but I do want to make sure
I am getting clarity.

And, Mr. Taylor, in response to what I heard the Chairman ask
you, as I read your written statement and heard your oral presen-
tation today, you accentuated the fact that you had 400 members,
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I believe, in your association. But it would not be fair to conclude
that your position today represents the position of those 400 mem-
bers. Would that be fair to say?

Mr. TAYLOR. I think it is fair to say that the position we have
tried to develop represents the center of gravity of that organiza-
tion. I cannot tell you that all

Mr. FORBES. Let’s look at the center of gravity then, is Cisco one
of your members?

Mr. TAYLOR. Say again?

Mr. FORBES. Is Cisco one of your members?

Mr. TAYLOR. Of the National Venture Capital Association? I do
not know.

Mr. FORBES. They are I think. And do know their position on

Mr. TAYLOR. I do.

Mr. FORBES. And they are for the Innovation Act, are they not?

Mr. TAYLOR. They are.

Mr. ForBES. How about Google? Are they one of your members?

Mr. TAYLOR. I do not know the answer to that.

Mr. FORBES. Do you know their position on this act?

Mr. TAYLOR. I do.

Mr. FORBES. And they are for the act, are they not?

Mr. TAYLOR. Correct.

Mr. ForBES. Dell, do you know whether they are one of your
members?

Mr. TAYLOR. I do not know.

Mr. FORBES. And do you know their position on the act?

Mr. TAYLOR. I am not sure I do.

Mr. ForBES. EMC, you look down the panel. You know their po-
sition. Are they one of your members?

Mr. TAYLOR. Yes.

Mr. FORBES. Are they one of your members?

Mr. TAYLOR. According to Mr. Gupta they are, and I have noth-
ing to refute that.

Mr. FORBES. Okay. Intel, are they one of your members?

Mr. TAYLOR. I do not know, but I think they are.

Mr. FORrBES. Do you know their position?

Mr. TAYLOR. I assume they are in favor of this bill.

Mr. FORBES. Micron, are they one of your members?

Mr. TAYLOR. I do not know.

Mr. FORBES. Do you know their position?

Mr. TAYLOR. No.

Mr. FORBES. Motorola, are they one of your members?

Mr. TAYLOR. The piece that is owned by Google. I do not know
the——

Mr. FORrBES. Do you know their position?

Mr. TAYLOR. I do not.

Mr. ForBES. How about Salesforce, are they one of your mem-
bers?

Mr. TAYLOR. I do not know.

Mr. FORBES. Verizon?

Mr. TAYLOR. I do not know the answer to that either.
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Mr. FORBES. So then basically you are not sure which of your
members are for the Innovation Act or against the Innovation Act
as you testified today. Fair assumption?

Mr. TAYLOR. That is fair except that I would say that all of the
companies you identified are very large corporations. And the con-
cern I have expressed is that for small innovative companies, and
they were once small innovative companies I might add.

Mr. FORBES. And I think that would be fair, but I think it would
be also fair to say that there is a large segment of your members
that would be against your position today. Is that fair to say?

Mr. TAYLOR. Let me say this a different way. The members of
NVCA that I have talked to have often not known enough about
this legislation——

Mr. FORBES. So all these large companies you either have not
talked to them or you feel that they just are not well-informed
enough to have an informed opinion on whether they support the
Innovation Act or not.

Mr. TAYLOR. I have had no reason to talk to the large companies.
Their position has been clear since before I took this

Mr. FORBES. Thank you. Mr. Gupta, can you help me with this?
We have heard from stakeholders that the discovery proposals
would actually make litigation longer and more expensive. As a liti-
gator and practitioner who spends much of your time in court, do
you agree with this statement? And if so, why or why not?

Mr. GupTA. Thank you for the question, Congressman. I do not
agree with that. I think if we streamline discovery to focus dis-
covery early on to claim construction and Markman issues, and ex-
pedite Markman hearings and defer non-Markman related dis-
covery to later, we will end up streamlining and speeding up the
process immensely. We will de-clutter our courts to give them more
time to handle substantive motions.

We will end up saving a lot of time, and mindless discovery, and
expert reports for both plaintiffs and defendants, and bring a lot
more focus to the litigation process, and make it a whole lot more
efficient.

Mr. FORBES. And just a follow-up question, Mr. Gupta. We have
heard claims that the number of cases are on the decline with esti-
mates as much as a 40 percent drop, negating the need for Con-
gress to act. Can you just respond to those numbers?

Mr. GUPTA. The fact of the matter is we still had over 5,000 pat-
ent cases filed, and I believe that is twice as many since the AIA
was enacted, on an annual basis, and that is a lot of patent litiga-
tion.

Mr. FORBES. Thank you all so much for being here. Mr. Chair-
man, I yield back.

Mr. IssA. Would the gentleman yield his remaining time?

Mr. FORBES. I would be glad to yield to the Chairman.

Mr. IssA. So if can characterize, Mr. Taylor, what I think your
testimony is, small companies within your group that you are not
naming here today oppose the act based on your explaining it to
them, and large companies, some of which have been named and
more will be placed in the record, support the act, but because they
are large, they do not count. You are still speaking on behalf of the
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venture capital firm that you head. Is that correct? Or venture cap-
ital association you head?

Mr. TAYLOR. I have not heard any dissent from members of the
National Venture Capital Association with respect to the positions,
and they have been widely publicized within the organization.

Mr. IssA. Okay. Then I ask unanimous consent that the members
of the NVCA from the website be placed in the record, a partial list
including Seagate, IBM, Johnson and Johnson, KPG, Morgan Stan-
ley, Nike, DuPont, General Motors, Google, SoftBank, the owners
of Sprint, EMC, of course, Delphi, Dell Corporation, USAA, the
large fraternal association of former military personnel, Tyco,
Verizon, et cetera.

Without objection, so ordered.

[The information referred to follows:]
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Mr. IssA. Who is next? Mr. Cicilline, thank you for coming back.
You are now recognized.

Mr. CiciLLINE. Thank you, Mr. Chairman. Thank you to the wit-
nesses for this very useful hearing. And, you know, I think it
strikes me that it matters a lot how you look at the implications
of both these Supreme Court decisions you have discussed and the
proposed legislation depending on whether you are a plaintiff or de-
fendant, whether you are defending a patent or being a defendant
in a patent litigation action.

So I think the goal here, at least from my perspective, is to have
reforms which ensure that we have a strong patent system, but
also ensure that we make the ability to resolve disagreements cost-
efficient, fair, quick, and that we preserve the ability of small en-
trepreneurs, particularly who have maybe economic imbalance of
power in the system to be able to protect their inventions and their
discoveries.

So what I am wondering first is, should our focus be, you know,
if the idea is how do we come to the quickest resolution or the
quickest determination as to the validity of a claim. Shouldn’t we
direct our attention to the pleading and discovery phases where we
can make improvements to help arrive at that determination in a
fairer, faster, more transparent way? And I know the Supreme
Court decisions do not focus on those, but does the panel think that
is an area we should focus on where there is the greatest oppor-
tunity to eliminate the abuse that we are intending to eliminate?

Mr. TAYLOR. Who did you want to answer that? Well, let me take
a first stab at it.

Mr. CICILLINE. Yes, Mr. Taylor.

Mr. TAYLOR. It is always the case when a lawsuit is filed that
the defendant will sit down with the patent and ask its lawyers to
locate whatever prior art they can. Often the defendant will have
the better prior art and to assess the strength of the claims, and
if the claims are really genuinely not valid. I have had a number
of situations in bringing prior art to the attention of the plaintiff
and the case went away. It is one of those issues that you should
be able to resolve early if you can.

One of the reasons for the AIA proceeding was to allow the liti-
gants to get the validity issues out on the table. An AIA proceeding
costs substantially less than trying to do it through a district judge
and combative adversarial lawyers. And so, that is a partial answer
to your question. I am not sure it is complete.

Mr. PINcuUs. I think certainly those are two critical elements. 1
would not say they are the only ones, but I do think they are crit-
ical. I think at the pleading stage, I think everybody has agreed
today that anybody filing a lawsuit should be able to identify the
particular claims that they think are being infringed and the par-
ticular articles that are infringing. That seems pretty basic, and
that is basically what the Innovation Act pleading provision re-
quires.

And I think with respect to discovery, the critical question is
staging the discovery to fit the part of the proceeding. Everybody
should want to have the discovery, if there is any relating to the
Markman proceeding, before the Markman proceeding. That then
puts pressure on the judge to have to decide the Markman issue
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right then, and then move to the next phase of the proceeding. You
know what the patent means. Now, let’s look at validity and in-
fringement and get the relevant discovery with respect to that. So
staging things in that way is quite sensible.

I think the other critical ingredient is something that levels the
economic playing field because it still will be the case even if you
make those changes that the costs of litigation are going to be
asymmetric as it moves forward. And so, the question then is how
do you incentivize a defendant to not settle a claim that he knows
is pretty much abusive at the beginning when the settlement offer
that is being made is less than

Mr. CiciLLINE. Okay, I take it back. I just have a few minutes
left, 1 minute left. I just want to ask Mr. Wamsley, you said we
should not act on Alice, legislate right away. And I am wondering
whether or not it might make sense for us to see Highmark and
Octane, how they play out, whether or not the Court may have ac-
tually solved at least that piece of the problem. Does it make some
sense to give these decisions some time to be absorbed the Court?

And then secondly, I would just ask Mr. Taylor or any of the
other panelists, what can we do to protect small investors who
might be disadvantaged by some part of the Innovation Act? We
want to deal with this issue of patent trolls in a serious way, but
are there any suggestions you can make of things we should be
looking at that will protect the small investors?

Mr. TAYLOR. Small investors?

Mr. CiCILLINE. Small entrepreneurs?

Mr. TAYLOR. I think that protecting investors, it is terribly im-
portant to get rid of the joinder provisions that allows a prevailing
defendant to turn to the owners of a company, pierce the corporate
veil, and make the owners stand liable for attorney’s fees. And the
statute is capable of being read that way, although I think it is
somewhat ambiguous. The concern we have is that it will be read
that way. I think that provision is just anathema to encouraging
venture capital investment.

Mr. CICILLINE. Thank you. I yield back, Mr. Chairman.

Mr. IssAa. Thank you. We now go to the gentleman from Pennsyl-
vania, Mr. Marino.

Mr. MARINO. Thank you, Chairman. Mr. Taylor, let us talk a lit-
tle bit about the venture capitalists. How widespread is the market
in venture capitalism with regard to patent litigation?

Mr. TAYLOR. I do not think that for most venture-backed compa-
nies patent litigation to date has been a significant problem. The
ones that I am aware of and the ones that I have actually person-
ally dealt with have almost all been venture-backed companies
being sued by larger competitors because they have got an innova-
tive technology that the larger competitor sees an advantage to
taking out.

Mr. MARINO. Would you agree with me that in most situations,
those individuals investing in venture capitalists concerning patent
litigation or any other investment pretty much know what is going
on, what they are investing in?

Mr. TAYLOR. I think as a general proposition, yes.

Mr. MarINO. Okay. And you talk about piercing the corporate
veil, which is an interesting point. But would you agree with me
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that in order to pierce the corporate veil, the investors would have
to know or should have known that there was unethical or even
criminal activity taking place with the investors, with the prin-
cipals who are running the investment?

Mr. TAYLOR. State laws differ with respect to the requirement for
piercing the corporate veil, and there are a number of situations in
which courts have done that. But in general, I can tell you that
most investors assume if you are just buying stock in a company,
you are not assuming any responsibility for a company’s liabilities.

Mr. MARINO. I know you are right. It is something that could
rear its ugly head, but not on a regular basis or highly unlikely.
You have to show intent on the part of the investor that they were
condoning, or allowing, or turning a blind eye to what was taking
place with whom they gave money to invest.

Mr. TAYLOR. The way I read this legislation is that if someone
has a financial interest, the owner of patent, and given the joinder
rules, they are susceptible to being joined. That is one of the funda-
mental problems that surfaced when I first read it.

Mr. MARINO. Have you seen situations where that has occurred
where investors were held liable because of activity on the part of
the principles?

Mr. TAYLOR. Not to date.

Mr. MARINO. Okay. Let us talk a little bit also about courts. I
clerked a long time ago for a Federal judge at least in my last year
in law school and then as a prosecutor, U.S. attorney. I am very
familiar with the Federal court system both in the criminal and the
civil side. U.S. attorneys have responsibilities on the civil side to
resolve cases as well.

And I found over the years and years of my experience that
courts are just reluctant to award attorney’s fees, to fee shift, even
for egregious activity. I have been in court numerous times and
showed clearly evidence that was purposely withheld or false state-
ments were made, and the courts would not sanction or award fees.
So what other way could this be handled other than re-legislating,
among other things, that issue of awarding fees?

Mr. TAYLOR. Well, the mechanisms are in place for truly abusive
and frivolous litigation already.

Mr. MARINO. I understand that, sir. They are there. You studied
the Federal rules. I know the State rules at least in a couple of
States. But the courts are just not doing it.

Mr. TAYLOR. I think Congress

?Mr. MARINO. Can you give an example of why they are not doing
it?

Mr. TAYLOR. Since the Octane case was decided last summer,
there have been 49 cases in which the prevailing party sought fees,
and in 21 of those cases the court has awarded it, which I think
is a different equation today than existed at the beginning of last
year. There is a quotation from Justice Sotomayor from a copyright
case, and she lists the kind of activities that should give rise to a
fee award, and they include asserting frivolous positions.

Mr. Pincus. Congressman, can [——

Mr. MARINO. Go ahead. Yes.

Mr. PINCUS. So here is the problem. In the real world, there is
Rule 11, but the problem is very few people ever seek fees because
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what they do in these cases is they decide it is cheaper to settle
than fight. So the fee application never happens because the case
is settled.

What you want people to do is stand up and say I am going to
fight this because I think this fee standard gives me some reason-
able belief that if I fight, I am not going to end up a net economic
loser. And that is the critical change that has to be made is to get
people willing to invest the time to fight, which will change all of
the incentives in the action. I wonder if I could just

Mr. MARINO. Well, that is going to be up to the Chairman be-
cause my time is well over.

Mr. IssA. If on the subject of the question you want to complete
your answer you may, but only that, please.

Mr. PiNncus. I will be very quick, Mr. Chairman. I know Mr. Tay-
lor is very worried about this interested party provision. But I
would just urge people to read the text of the Innovation Act, which
is quite restrictive and specifically says that just having an eco-
nomic interest in the company is not enough to make you an inter-
ested party.

Mr. MARINO. I would agree with that.

Mr. IssA. Thank you. The gentleman from Florida, a fellow
Michigan graduate, although I was down the street. I was at Siena
where you at the big school, University of Michigan, Ann Arbor.

Mr. DEUTCH. I think we saw you in the stadium some Saturday
afternoon.

Mr. IssA. Well, that is because we did not have a football team.
We had women’s field hockey. The gentleman is recognized.
[Laughter.]

Mr. DEuTCH. Thank you, Chairman Issa and Ranking Member
Nadler, for holding this important hearing today. There is no ques-
tion that we have got to address the real problem of patent trolls
and truly fix the broken patent system. Any legislation that moves
forward from this Committee has to strongly promote, not stymie,
American innovation and ingenuity.

We have got to take into account the rights of inventors and
small businesses, make it harder for patent trolls to take advan-
tage of this system at the expense of legitimate practitioners and
third parties. And if we fail to balance these goals, then we are
going to hurt American businesses, weaken inventors, harm our
universities, and seriously damage our economy.

I am personally committed—personally committed—to improving
our patent system. That is why I introduced the End Anonymous
Patents Act that would help end the secret system of patent owner-
ship. I strongly support many provisions in this bill, including the
new transparency rules and many others. But I genuinely worry
that the legislation as currently drafted contains language that
could actually weaken a patent holder’s willingness and ability to
protect their valid patent rights.

I am also concerned that the legislation fails to take into account
the new and significant shift in the law that was the result of Su-
preme Court cases. That change in law and the change in the
courthouses, Mr. Pincus, I would suggest is also the real world.
These cases give district court judges significant and expansive dis-
cretion to award fees to a prevailing party, and they have more
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than ever. I trust judges that know the facts intimately to properly
exercise such good discretion rather than rigid rules set by Con-
gress that cannot separate the innovative inventor from the patent
troll.

And as much as I like H.R. 9, I am concerned that the loser pays
attorney’s fees provision in the bill may, in fact, deter patent hold-
ers from pursuing even meritorious patent infringement claims. I
am worried that small businesses and independent inventors will
be affected. Mr. Taylor, those are perhaps companies that you
know best.

So I would ask after Octane Fitness—Mr. Taylor you just spoke
about this. Now, you pointed out that judges have awarded fees in
patent cases far more than they have before, so here is the real
question I have. In light of all of the steps that have been taken
by the PTO, by Congress, and now by the Supreme Court, Mr. Tay-
lor, help me understand why it is necessary to place additional bur-
dens on the individual who is seeking to defend his or her property
right.

Mr. TAYLOR. I do not think you should be placing additional bur-
dens on the person trying to defend his or her property, nor do I
think we should be placing additional burdens on litigants who
have been sued by larger competitors. Those are serious concerns.
And I think the way you stated it, I would certainly subscribe to.

Mr. DEUTCH. Do the Supreme Court decisions make it harder for
patent owners to file frivolous lawsuits? Does it make them think
more in light of the decisions that have come down in what we
have seen in Federal court?

Mr. TAYLOR. I think that the reason you have seen a drop off is
patent owners are going back to the drawing board with their law-
yers and seriously examining whether or not they are inviting a fee
award at the end of a losing case rather than a settlement. But
bear in mind, the bulk of these cases will continue to settle, and
the fee award, by raising the risk to both sides, gives the plaintiff
a very good argument to the defendant for why you ought to settle
the case without taking it to trial.

Mr. DEUTCH. Now, you had said in your testimony, Mr. Taylor,
that if the Innovation Act as written were to pass, it would have
a chilling effect on investment and patent-intensive companies.
Can you just expand on that? And I apologize if you have already,
but I had two other hearings.

Mr. TAYLOR. Well, I think for all the reasons we have been talk-
ing about, I think the fee-shifting proposal is going to make it more
difficult and certainly make it riskier. I believe the fee-shifting pro-
posal is going to raise the expense. I think that the pleading re-
quirements are going to raise the expense because what will hap-
pen as a practical matter is I file a complaint, and you are the de-
fendant, and you come in and say, hey, look, Congress has listed
20 things here that you have to comply with in order to file a valid
complaint.

And I am going to say to the Judge, well, I think I have done
them all, Your Honor. And then there is going to be a motion filed
as to a number of those points that is going to be $30,000 or
$40,000 per side just to resolve whether the complaint is any good.



108

Mr. DEUTCH. I only have a few seconds left. Can you describe
some of the types of companies that might be affected in that way?

Mr. TAYLOR. Companies in the energy business who depend ter-
ribly on their patents, biotechnology companies, pharmaceutical
companies, medical device companies. The medical device compa-
nies are particularly vulnerable because a medical device takes a
lot of development time. It is so easily copied. And unlike pharma-
ceuticals, the FDA process for clearance of a medical device if you
have got another device on the market is quite simple.

And so, for medical device developers, unless they can protect
their patents, they are dead in the water, and the larger companies
are watching the marketplace. They spot the new technology, new
trends. And it is not uncommon for medical devices quickly to be
copied by their larger competitors.

Mr. DEUTCH. Thank you, Mr. Chairman. Yield back.

Mr. IssA. You are most welcome from one Michigan kid to an-
other. Sort of Michigan.

We now go to a man who understands State court law, Judge
Poe.

Mr. PoE. Thank the Chairman. Thank you all for being here.
Yes, it is true. I did serve as a district judge in Texas for 22 years,
but it is a fact universally that most cases settle. Civil cases, crimi-
nal cases, big cases, little cases, traffic cases, most of them settle.
Is that not a truism in our court system, State and Federal? Any-
one disagree with that?

[Nonverbal response.]

Mr. POE. Most cases do not go to trial. They settle somewhere
early on. They settle on the steps of the courthouse. They settle
when they see who the judge is. They settle eventually. It is a uni-
versal issue about litigation and the cost of litigation when some-
one decides to sue another one. How much is it going to cost and
who is going to pay for that? This a discussion that has been going
on since before any of us probably were lawyers.

It seems to me that public policy, we want people to be able to
go to court if they can if they have what they believe to be a legiti-
mate case of some kind. And if they win, great. If they lose, there
is always the theory or threat, well, I have lost, now I have got to
pay, and I do not have the money to pay.

Let us talk about this issue of patent trolls, use the definition,
whatever you prefer. Would not what would happen is, and let us
take the new legislation. Mandatory to the judges, you got to im-
pose these fees. Patent trolls are not going to be paying those fees,
are they? The judge finds it is a frivolous lawsuit. These patent
troll companies, they just go out of business and start another busi-
ness. Is that not what is going to happen? It is a question. If any
of you want to answer it, it is fine.

Mr. TAYLOR. I do not know exactly how that is going to play out.
What I do think, though is that the courts have today the mecha-
nisms to put in place assurances that that will not happen. The
courts had, for example, what we may see is the attorney’s fee
issue does not have to wait until the end of the case. And indeed
what I am told by some of my friends who are representing people
actively today in litigation is there is already posturing going on
among the lawyers to set up the fee issue at the end of a case.
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And if you are dealing with a genuinely impecunious plaintiff
and it has no real party interest, and there are mechanisms al-
ready in the Federal rules for finding out who the party-in-interest
is. And it is not very many real parties-in-interests that are com-
pletely impecunious. The judge is in a position to make rules that
either make them streamline the case to the point that it can be
afforded, or make some kind of a presentation or representa-
tion

Mr. PoE. That was not my question. Is that going to be the end
game, they are just going to re-incorporate under another name?
Anybody else want to weigh in on this? I have one other question,
too. Go ahead.

Mr. GuprtA. If I may, Congressman. I think the Reform Act’s pro-
vision dealing with ensuring that people who are funding the enter-
prise and funding the entities who are acquiring patents just to sue
people is a thoughtful solution to that issue. If you peel behind sort
of the actors who are funding a lot of this, there are a lot of com-
mon players. I think I have seen research that said more than 60
percent of troll actions are really initiated, are funded by a very
small group of companies.

And so, I think the reason that patent lawsuits settle as much
as they do is because patent litigation is very expensive, and small
companies in particular. And I have data that I have cited from
MIT and Harvard, very recent studies, saying that they are really
impacted negatively when they have to deal with patent suits rath-
er than spending their resources in creating technology.

Mr. POE. I understand. That is what some of them say, and I do
not necessarily disagree with them. My other question is, having
been a judge, of course, I think the trier of fact or the person who
gets to hear the whole case is in a pretty good position to make
some decisions about attorney’s fees, if you will. I agree with that
philosophy. Except for the statistics mentioned by Mr. Taylor, why
have Federal judges been reluctant to order fees since they can al-
ready do it? They have the discretion. Why do they not do it?

Mr. TAYLOR. Prior to the decisions of the Supreme Court in Oc-
tane and Highmark, there had been in place for at least a decade
Federal circuit decisional law that made it essentially impossible
for the prevailing party, a prevailing defendant particularly, to re-
cover attorney’s fees. And the message one gets from the two deci-
sions written by Justice Sotomayor is that we, the Supreme Court,
reject that approach. We think the district judge, as you just stat-
ed, is in a way better position than the Court of Appeals to decide
whether or not there is a reason to shift fees. And we are going
to entrust that issue to the discretion of the judge. The Federal cir-
cuit may no longer review it de novo. The Federal circuit is re-
quired to review it.

Mr. POE. Let me interrupt because I am out of time.

Mr. IssA. Yes, you are.

Mr. PoOE. If the Chairman would let me ask the question?

Mr. IssA. Without objection.

Mr. PoE. Look, the district judge who hears the whole case but
early reversed the decision of the district judge if there is an abuse
of discretion as it is under some other types of law.

Mr. TAYLOR. Correct.
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Mr. POE. Would that be a fair analysis

Mr. TAYLOR. Yes.

éVIr(.) POE [continuing]. Of something that maybe we should con-
sider?

Mr. TAYLOR. That is what the decision in Highmark and Octane
specifically state.

Mr. POE. I understand. I yield back.

Mr. IssA. I thank the gentleman for yielding back. I would re-
mind all the witnesses that we do allow significant revise and ex-
tend in order to comment further on some of the specifics where
a question could not be fully answered. So it is not full amicus, but
we certainly would look forward to your further comments.

We now go to the gentleman from Brooklyn, Mr. Jeffries.

Mr. JEFFRIES. Thank you, Mr. Chair, and I thank Ranking Mem-
ber Nadler as well, and thank the witnesses for your presence and
your testimony here today.

I want to explore this issue of trying to help through the Innova-
tion Act startup companies, tech entrepreneurs, young inventors,
and others, the small inventor, which is of particular importance
to me. The Chairman noted that I am from Brooklyn. We have a
growing technology and innovation economy filled with tech entre-
preneur startup companies, new inventors.

And, you know, Mr. Taylor, you seem to indicate in your testi-
mony that in your view, the Innovation Act would hurt these enti-
ties. But in speaking to some tech entrepreneurs and some small
startup companies, who have had experiences with patent trolls,
one of the concerns that they face is that because there is such an
imbalance right now, and abusive litigation is not being decided on
the merits, which it should be, but is being decided on the basis
of the expensive cost of litigating to the very end.

Even if you believe that the case being brought is invalid, would
not the Innovation Act in its effort to restore this litigation balance
so that people can make decisions based on the merits of the claim,
actually help the tech entrepreneur, the startup company, and the
young inventor?

Mr. TAYLOR. I do not believe that that would be the case, and
the reason is that the way in which the bill is structured, the en-
hanced pleading requirement is going to raise the cost of getting
the court even to have the initial pleadings in place. The fee-shift-
ing provision is going to become an amount of money that the de-
fendant has to take into account as what it is facing by way of risk
at the end of the case. And it is going to create more pressure on
the defendant to settle than exists today.

I agree with you. Today the cost of litigation is prohibitive, and
it is particularly prohibitive for small companies. But I do not
think this bill gets rid of that.

Mr. JEFFRIES. Now, in terms of the enhanced pleading, I would
note that when the Private Securities Litigation Reform action or
Act was passed, I think, in the late 1990’s, which put in enhanced
pleading as it relates to securities litigation, there was a view
amongst many that this would hurt the ability of the small indi-
vidual investor, the individual plaintiff, the type of person that I
am concerned with—I was not in Congress at the time—to actually
bring actions holding big companies responsible for financial impro-
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priety. But that, in fact, has not been the case, notwithstanding the
enhanced pleading. And that is in a much broader context, the se-
curities litigation, than the specialized area of patent litigation.

So on the fee-shifting point, however, I am very interested in be-
cause I am sensitive to the concern as it relates to separation of
powers, one that I think the Judiciary Committee should take seri-
ously, that the House of Representatives should take seriously, in
terms of us being a co-equal branch of government. And at the end
of the day, you know, the Supreme Court and the courts at the cir-
cuit level and the district court level should be separate and co-
equal and have a capacity to determine how matters should pro-
geed through the judiciary, though Congress has the authority to

o it.

That said, in the post-Octane environment, you made mention of
the fact that courts now appear more willing to shift fees. Is that
correct? So what I am trying to understand is since the Court said
the previous standard, which I believe was objectively unreason-
able and asserted in bad faith, was not the standard that should
be applied in determining whether this was an exceptional cir-
cumstance. And that we have now got a standard where we have
shifted the burden to say that the court shall award fees unless the
case was reasonably justified in law and fact.

It is not clear to me that there is a lot of space between the en-
hanced Supreme Court directive and the attorney’s fees provision
that is in this bill. And I would be interested in, you know, your
observation, Mr. Pincus, and the observation of Mr. Taylor if time
permits.

Mr. PiNcus. I think the difference is the Supreme Court’s stand-
ard is basically sort of a Gestalt standard, right? They say it is ex-
ceptional and the district court can consider all relevant factors in
deciding whether or not it is exceptional. And so, I think the prob-
lem is in terms of both getting some uniformity across district
courts and also in terms of having a standard that people can an-
ticipate how it might be applied in a particular case, that is not
really a very helpful test.

And I think the testimony that is in the Innovation Act focuses
the district judge on some key factors. One is, as you say, reason-
able in law and fact, and then the countervailing consideration
about whether special circumstances, and it specifically says such
a severe economic hardship to an inventor. So specifically saying if
this is going to hurt a small inventor, do not do it, I think focus
the district judge on the key factors in a way that the current law
does not because it sort of says look at everything and make this
decision.

Mr. JEFFRIES. Thank you.

Mr. IssA. Okay. Seeing no further questions for our witnesses, I
want to thank you for your testimony here today. I want to thank
you for your candor. And, again, to the extent that you want to give
us additional information either to be placed in the record, that
would have to be within 5 legislative days. So without objection, all
Members and our witnesses shall have 5 legislative days in which
to submit additional written questions for the witnesses or addi-
tional materials for the record. Anything coming in after that will
still be disseminated to all the Members of the Committee.
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We stand adjourned.
[Whereupon, at 3:43 p.m., the Subcommittee was adjourned.]
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Introduction

The members of United for Patent Reform are a broad and diverse group of Main Street,
high tech, and manufacturing , companies—from internet service providers to home builders,
brick-and-morter retail stores to wi-fi technology providers—that all share two essential goals:
to give real meaning to the constitutional recognition that intellectual property is protected in
order to “promote the progress of science and the useful arts” and to fight back against abusive
litigation tactics that undermine that aim. Qur nation’s courts provide a critical forum for
protecting patent rights, and thus for ensuring that we continue to reward the innovation that has
long made the United States the envy of the globe. But in recent years, those who abuse the
patent system through litigation have become more energetic, more predatory, and more
successful as they take advantage of the costs and uncertainties of federal litigation to leverage
settlements and accommodations to which they have, in fairness, no right.

While patent trolls are wreaking havoc on American businesses large and small, there are
some who say recent Supreme Court rulings have solved all our patent problems and there is no
more need for patent reform legislation. Nothing could be further from the truth. Patent trolls
continue their assault on American businesses, and the need for patent reform is greater now than
ever. Many who have long opposed any patent reform pointed to the temporary drop in lawsuit
filings after the CLS Bank vs. Alice decision and declared “mission accomplished.” Not
surprisingly though, after an initial decline in lawsuits, since November of 2013, patent suits
have once again spiked up and remain at historic highs.

Contrary to our opponents’ rhetoric, even after the recent Supreme Court rulings, patent
trolls are still filing the majority of these lawsuits and continuing to rob businesses of critical
resources and to drain billions of dollars from our economy. Patent litigation reform is about

stopping patent troll’s lucrative business model of sending vague demand letters and using
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overly broad patents to file lawsuits and get shakedown settlements. The Supreme Court’s
recent decisions did nothing to stop these practices. Only Congress can pass the comprehensive
reform needed to put abusive patent trolls out of business for good. The recent introduction of
the Innovation Act is a strong first step to making that a reality.

Our patent system is strong, and is being made stronger through recent reforms and
efforts by the Patent and Trademark Office and by Congress and by the courts. But the abuses of
our litigation system cry out for correction, and United for Patent Reform has championed seven
straightforward reforms that will make efficient and effective changes, without harming the
value of patents, but curtailing the possibilities of manipulating the litigation of those patents to
unfair advantage.

Stopping Abusive Demand Letters

Patent trolls use so-called “Demand Letters” to target small and medium sized
businesses. Rather than going to the trouble and expense of filing an actual lawsuit, a patent troll
will simply send a letter to a legitimate business—sometimes to dozens or even hundreds of
businesses at once—claiming the business has infringed a patent held by the troll. The only
solution, the troll will usually say, is a quick cash payoff.

These letters are typically mass produced form letters that have little or no facts about
what alleged infringement has supposedly occurred. The letters often fail to identify the patent
supposedly being infringed or what the business being sued has done to infringe it. The letters
always include a threat of costly lawsuits to follow if a payment to “settle” the matter is not soon
made.

The infringement alleged by the demand letter is often based on the business’ use of a
commercial product, like a printer, a wi-fi router, or a software program that the business buys

from a commercial vendor to use in its day-to-day operations. Most small and medium sized
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businesses who receive demand letters face only bad choices: they know they have likely done
nothing wrong, but they either must pay the troll; hire an expensive lawyer just to get advice
about what to do; or fight the troll in court, where “winning” can often cost many times more
than just paying the original settlement offer in the demand letter.

Congress should act to protect innocent business from this abuse. Someone accused of
infringing a patent in a demand letter must be told at least the basic facts supporting that
accusation. Congress should clarify that transmittal of a demand letter that fails to give genuine
notice of the alleged infringement is a fraudulent act.

Making Trolls Explain Their Claims

Trolls often file threadbare complaints based on no investigation with only boilerplate
recitals in the hope that discovery will uncover a plausible claim or that the burden and expense
of responding will coerce defendants into a quick settlement. Under current law, the trolls are
not required to identify the patent that they claim is infringed, the product or process that
allegedly infringes that patent, or why the troll believes that the infringement in occurring.

These lax rules allow patent trolls to file tens and even hundreds of cookie-cutter lawsuits
that include no real details about the claim. The troll’s hope is that during the discovery phase of
the trial, it might uncover a plausible claim or that the burden and expense of responding to the
discovery request will coerce the troll’s target into a quick cash settlement.

A legitimate business hit with a barebones infringement suit cannot judge the merits of
the suit, accurately determine its legal exposure, prepare an answer, design a defense strategy, or
decide which documents need to be collected and produced. In these vague, poorly designed
cases, discovery evolves into unfettered and expensive fishing exposition in which the burden is
disproportionately borne by the defendant.

Congress should put an end to this abusive practice by ensuring that defendants in
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infringement suits are given genuine notice of the claims against them. The law should state that
a claim alleging patent infringement does not state a plausible claim for relief—and therefore
must be dismissed—unless it identifies: (1) the patent allegedly infringed, (2) the allegedly
infringing product or process; (3) how the product infringes the patent; and (4) and party having
a financial interest in any recovery.

Protecting Innocent End Users

Traditional discussions about patent litigation focused on two parties: a patent holder and
the manufacturer of a product that allegedly infringes the patent holder’s patent. But today,
patent trolls are increasingly targeting a third party—the alleging infringing product’s end
users—by suing them for patent infringement or demanding extortionate settlement payments
simply for using an off-the -shelf product in their day-to-day businesses.

End users of a product differ from the product’s manufacturer in several critical ways that
make patent lawsuits against them particularly attractive to trolls looking for quick settlements.
First, end users often lack familiarity with patent litigation. They don’t know how to judge the
merits of a patent troll’s legal threat or accurately measure the merit of a patent lawsuit filed
against them. Second, they usually lack the same level of technical sophistication as the product
manufacturer. Most end users operate in non-technical industries and lack technical expertise
with the patented subject matter. They tend to be “Main Street” businesses like retail stores,
restaurants, hotels, non-profits, public agencies, Realtors, homebuilders, and small
manufacturers. Finally, most end users have no stake in the determination of the patent’s
infringement or validity. The patented technology is usually ancillary to the end user’s business,
which often leads them to avoid the costs and risk of litigation by settling even meritless claims.
All three of these factors make end users particularly vulnerable to patent trolls.

Congress should ensure that when a product manufacturer and end user are both involved
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in infringement actions involving the same products and patents, the courts will stay claims
against the end users and proceed first with the claims against the product manufacturer.
Defining the Case before Full Discovery

To decide the meaning of the asserted patent claims, patent cases incorporate a unique
procedure—a Markman or claim construction ruling—during which the judge rules on the
appropriate meaning of key words and phrases in the patent claims. The court’s claim
construction ruling often resolves or significantly narrows the scope of the case. Requiring
patent trolls to explain and judges to decide what a patent means at the beginning of a case will
drive early resolutions, preserve scarce judicial resources, and avoid unnecessary and expensive
discovery for the parties.

Staying discovery not necessary to the construction of the claim language until the
district court issues its Markman decision will force courts to conduct early claim construction,
which reduces patent trolls’ ability to extract settlements. Trolls often attempt to stretch patent
claims far beyond the original invention to support demands for expansive, broad-ranging
discovery. Because broad discovery is tremendously expensive and burdensome for the
defendant, it is cheaper and easier for many defendants to simply settle with the trolls rather than
defend the claim. Determining the scope of the patent right before full discovery stops this
practice. Many trolls will drop their case when their specious claim constructions are rejected,
and if not, an early Markman decision allows courts to consider summary judgment motions and
promotes settlement. Even when early case resolution is not possible, early Markman decisions
narrow and focus discovery, lowering overall costs for all parties.

When a ruling relating to the construction of the patent claims asserted in a complaint is
required, Congress should ensure efficient patent litigation by requiring courts to limit discovery

to only that information necessary for the court to construe each asserted patent claim until the
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claim construction ruling has issued.
Stopping Discovery Abuses

Patent litigation is notoriously expensive. A large portion of that expense comes from the
costly discovery process by which the parties disclose of all relevant facts and documents to the
other side prior to trial.

When patent trolls sue companies for patent infringement, there is often a dramatic
imbalance in the discovery process. Because trolls don’t make anything, they have few
documents to produce, so their own discovery costs are minimal. They have every incentive,
however, to make discovery as expensive and burdensome for their targets as possible by making
expansive discovery requests. This, in fact, is a part of the patent troll business model: Patent
trolls try to drive-up expenses, and impose them as early as possible in the legal process, by
secking expanded discovery on their targets in order to force a quick cash settlement.

In truth, only a small number of documents produced in litigation are ever relevant to
determining liability for patent infringement and most of those would fall within the category of
“core documents.” To level the discovery playing field, we believe that Congress should
mandate that the party seeking discovery beyond core documents pays for the costs associate
with the expanded discovery. This will deter unreasonable discovery demands and make
litigation more efficient. The parties would still be able to obtain the documents they need, but
trolls will not be able to exploit the discovery process to force innocent parties to pay settlements
just to avoid crushing legal fees.

Making Abusive Trolls Pay

Patent trolls will often file dozens, and in some cases, hundreds of lawsuits in a single

day even though they know the cases have little or no merit. This behavior wastes the judiciary’s

time and impose tremendous costs on the businesses they sue. Trolls leverage the significant
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expense of patent litigation to force defendants to settle to avoid the millions of dollars required
to defend a suit. Even successfully defending against a meritless patent suit can cost over $1
million in legal fees for a small business and an average of over $6 million for a larger company.

Given how costly it is to go to court, many defendants, even those who know they have
not committed any patent infringement, simply choose to settle the case. The inequities in
current law force legitimate businesses to choose the lesser of two evils and pay the trolls
because fighting the suits is too expensive. This structural imbalance makes the patent troll
business model profitable and attractive.

Congress should fix this imbalance by passing legislation to require the winning parties
in fruly frivolous patent cases to be awarded reasonable fees and expenses by the losing party.
Because many patent trolls are intentionally designed to be asset-free to avoid this very sort of
responsibility, such legislation must also include fee recovery mechanisms, to assure that well-
funded backers of abusive shell entity plaintiffs do not escape accountability. This solution
would reduce the significant cost leverage that trolls currently enjoy without hindering the ability
of patent owners to bring legitimate infringement suits. Moreover, although the proposed reform
presumptively awards fees to the prevailing party, it also gives courts discretion to not award
fees when the patent owner’s position and conduct are substantially justified.

Enhance and Preserve Less Expensive Administrative Alternatives

Qur coalition supports balanced possible legislative reforms to eliminate or minimize the
incentives that encourage patent trolls to engage in abusive litigation, but no part of those
reforms should undermine the existing laws and administrative procedures meant to prevent
abuse of the patent system. Foremost among those are the existing procedures for efficiently and
fairly challenging questionable patents before the PTO. Any revision of the patent laws must be

careful to enhance or maintain, rather than diminish, the PTO’s existing procedures for



122

preventing litigation abuses.

The PTO’s implementing rules for the America Invents Act specifically require that the
Patent Trial and Appeal Board use the broadest reasonable interpretation (or “BRI”) standard
when performing claim construction. Thus, the patent system currently maintains two claim
construction standards: (1) the BRI standard applied by the PTO; and (2) the narrower Phillips
standard used by federal courts to determine infringement and invalidity. These parallel
standards must be maintained because they eliminate the possibility that a claim, once issued by
the PTO, will be interpreted more broadly in the courts than it was before the PTO or can be
justified by the underlying application. In addition, the BRI standard serves a public notice
purpose of informing potential infringers of the broadest scope of the claims, outside of which
there would be no infringement. Congress should preserve the BRI standard as the PTO.

The America Invents Act also introduced an important new post-grant review procedure
within the PTO allowing a petitioner to challenge the validity of one or more claims of a recently
issued patent. This new administrative, adversarial proceeding acts as an efficient, low-cost
alternative to district court litigation. However, the Act also included an estoppel provision
providing that the petitioner cannot assert in a later civil action that the challenged claims are
invalid “on any ground that the petitioner raised or reasonably could have raised during that post-
grant review.” Although the inclusion of the expansive “or reasonably could have been raised”
language is widely attributed (including by the Act’s sponsors) to a scrivener’s error made by the
legislative staff charged with making technical corrections when the bill was reported by the
House Judiciary Committee, it is now law. As written, this provision is both overly broad and
vague: Too broad because if the petitioner loses, it forfeits nearly all of its rights to challenge the

patent in federal court; and too vague because what a petitioner “reasonably could have raised”
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before the PTO remains undefined and unknown. Congress should strike the “reasonably could
have raised” language from the text to return the law to its original intent: a means of preventing
challengers of patent claims from getting more than one bite at an apple on the same issue.
Conclusion

United for Patent Reform is confident that these changes, all of which simply reflect the
realities of effective and efficient patent litigation, will serve to preserve the value of good
patents while limiting opportunistic litigation abuse. ~Although the recent Supreme Court cases
made modest and narrow improvements to U.S. patent law, those cases did little to stop patent
trolls’ lucrative business model of asserting meritless patents and extorting shakedown
settlements. Only Congress can pass the multi-faceted reform needed to put them out of business
for good. United for Patent Reform stands ready to assist the Congress and its Members in

making these proposals a reality.
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EXAMINING RECENT SUPREME COURT CASES IN THE PATENT ARENA

STATEMENT OF CHARLES DUAN
DIRECTOR, PATENT REFORM PROJECT, PUBLIC KNOWLEDGE

CHAIRMAN [ssA, RANKING MEMBER NADLER, AND MEMBERS OF THE SUBCOMMITTEE:

Thank you for providing me with the opportunity to submit the following testimony
for the record of this hearing on recent Supreme Court patent cases.

Public Knowledge is a non-profit organization dedicated to preserving the openness
of the Internet and the public’s access to knowledge, promoting creativity through bal-
anced intellectual property rights, and upholding and protecting the rights of consumers
to use innovative technology lawfully. As part of this mission, Public Knowledge ad-
vocates on behalf of the public interest for a balanced patent system, particularly with
respect to new and emerging technologies.

In light of these purposes, Public Knowledge has played an active part in the patent
cases before the Supreme Court over the past few months. We filed amicus curiae briefs
in many of those cases, including Alice Corp. Pty. Ltd. v. CLS Bank International,* Nautilus,
Inc. v. Biosig Instruments, Inc.” Octane Fitness, LLC v Icon Health & Fitness, Inc.,” and
WildTangent, Inc. v. Ultramercial, LLC,* in which we presented the public interest in main-
taining a balanced patent system. Furthermore, we have participated closely in discus-

sions on how the decisions in those cases are to be interpreted and implemented, through

"Bricf of Public Knowledge and the Application Developers Alliance as Amici Curiace in Support of
Respondents, Alice Corp. Pty. Ltd. v. CLS Bank Int’l, 131 S. Ct. 2317 (Feb. 26, 2014) (No. 13-298) [hereinafter
Public Knowledge Alice Brief], available at https://www publicknowledge.org/assets/uploads/blog/13-298 _
bsac_Public_Knowledge_and_the_Application_Developers_Alliance pdf.

“Brie( of Public Knowledge and the Eleclronic Frontlier Foundalion as Amici Curiae in Supporl of Peli-
tioner, Nautilus, Inc. v. Biosig Instruments, Inc, 134 8. Ct. 2120 (Oct. 23, 2013) (No. 13-369) [hercinafter Public
Knowledge Nautilus Brict], available at https://www publicknowledge.org/files/pk-nautilus-brict.pdf.

*Brief of Amici Curiae Electronic Frontier Foundation, Application Developers Alliance, Engine Advo-
cacy, and Public Knowledge in Support of Detitioner, Octane Fitness, LLC v. Icon Health & Fitness, Inc., 134
S. Ct. 1749 (Dec. 9. 2013) (No. 12-1184) [hereinafter Public Knowledge Octane Fitness Brief], available at
htps:y//www.elorg/liles/2013/12/09/oclane_v_icon_efl_amicus_brielpdf.

“Bricf of Amicus Curiac Public Knowledge in Support of Petitioner, WildTangent, Inc. v. Ultramercial,
LLC, 134 S. Ct. 2870 (Sept. 23, 2013) (No. 13-255), available at https://www publicknowledge.org/files/
wildtangent-v-ultramercial-pk-amicus pdf.
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two appellate court amicus briefs,” comments on the USPTO’s Alice guidance to patent ex-
aminers,® an empirical research article,” published commentary and opinion pieces,* and
panel discussions.”

Briefly, the statement below makes the following three points:

1. Patent law must be balanced and crafted to serve the public interest, be-
cause abusive patent litigation is the direct result of unbalanced patent law.
The Constitution mandates that patents must promote innovation and progress, and
specifically warns that excessive patent protection will have the opposite effect. Un-
fortunately, patent law today has lost sight of this important goal, often making it
too easy to obtain an overbroad patent on ordinary, noninventive ideas, and making
it too easy to use those patents as a weapon against small businesses, consumers,

and the economy in general.

2. The Supreme Court’s decisions reflect a careful attempt to restore that bal-
ance. The Court frequently invokes the principle that patent law must be calibrated

to provide a sufficient incentive for inventors to invent, but also to ensure a degree

“Brief of Amicus Curige Public Knowledge in Support of Defendant-Appellee, Ultramercial, Inc. v. Hulu,
LLC. 772 £3d 709 (Fed. Cir. Aug. 28, 2014) (No. 10-1544), available at https://www publicknowledge.org/
assels/uploads/documents/brief-ultramercial-cale-supp.pdl; Brief of Amici Curiae Application Developers
Alliance, Computer and Communications Tndustry Association, Tlectronic Tronticer Toundation, Tngine Ad-
vocacy, Nalional Reslauranl Associalion, and Public Knowledge in Support of Delendani-Appellee Bravo
Media, LLC, DietGoal Innovations LLC v. Bravo Media LLC, No. 11-1631 (Fed. Cir, Nov. 24, 2014), available
at https://www.eff.org/files/2011/11/25/11-1631 dietgoal amicus final pdf.

‘Charles Duan & Joseph Savage, Comments of Public Knowledge on Examination Instruction and Guidance
Pertaining to Patent-Eligible Subject Matter (USPTO July 31, 2014), hilp://www.usplo.gov/siles/defaull/[iles/
palents/law/comments/al-a-publicknowledge 2014073 1.pd[L.

"Tristan Gray-Le Coz & Charles Duan, Apply It to the USPTO: Review of the Implementation of Alice
v. CLS Bank in Patent Examination, 2011 Parentuy-O Par. L]. 1, http://patentlyo.com/media/2011/11/
GrayLeCozDuan.pdf.

*E.g., Charles Duan, A Definite Problem of Patent Law: Nautilus v. Biosig Instruments, JURIST Pror.
Comment. (May 7, 2014), hilp:/jurisl.org/holline/2014/05/charles-duan-palents-nalilus.php; Charles Duan,
Would You Like a Patent Lawsuit with Your Meal?, RovL Cars (Dec. 18, 2014), hilp:/www.rollcall.com/news/
would_you_like_a_patent_lawsuit_with_your_meal_commentary-238838-1.html (discussing Alice Corp.
Pty Ltd. v. CLS Bank International, 131 8. Ct. 2347 (2011)).

°E.g., Supreme Court Series: Nautilus, Inc. v. Biosig Instruments, Inc., PROGRAM ON INFORMATION JUSTICE
AND INTELLECTUAL PROPERTY, AMERICAN UNIVERSITY WASHINGTON COLLEGE OF Law (Apr. 28, 2014) (panel
discussion), hilp://www.pijip.org/events/naulilus/.
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of freedom for the public so that future innovations may occur. All of the decisions
of the Court have strived to implement this principle. In particular, the Alice de-
cision is not a dilution of patent rights, as some critics have called it. Rather, it is
a return to the crucial first principles of patent law, that a balanced patent system
requires basic, fundamental ideas to be free for everyone to use, lest ownership of

such basic ideas blockade further innovation.

3. Patent reform is a multifaceted effort, and Congress must play arole evenin
view of the Supreme Court decisions. In particular, while Congress has tended
to focus on process issues of how patents are used and litigated, the Court’s deci-
sions have dealt more with the substance of what subject matter is patentable and
how patents are to be interpreted. Neither is sufficient to fully repair the patent

system, but both are necessary and urgently needed.

Further general information on patent reform issues generally may be found at Pub-
lic Knowledge’s whitepaper, A Five Part Plan for Patent Reform.*
I. THE PRESENT PLAGUE OF PATENT ABUSE DERIVES FROM A MISBALANCING OF
THE PATENT SYSTEM
The patent system is in crisis. Abusers take advantage of questionable patents on
basic ordinary technologies—ones that you and [ use every day, such as scanners'* and Wi-
Fi?—turning those patents into weapons for threatening businesses big and small. Such

abuses have cost our economy billions of dollars,** have destroyed small startups and com-

""CHARLES DUAN, PUB. KNOWLEDGE, A FIVE PART P1AN FOR PATENT REFORM (2014), available at https://
www.publicknowledge.org/documents/a-five-part-plan-for-patent-reform.

“See, e.g., Joe Mullin, Patent Trolls Want $1,000—for Using Scanners, Ans TECIINICA (Jan. 2, 2013), hitp:/
arstechnica.com/tech-policy/2013/01/patent-trolls-want-1000-for-using-scanners/.

2See John Ribeiro, Cisco Reaches Agreement with Innovatio over Wi-Fi Patents, PCWorLD (Teh. 7, 2014),
http://www.peworld.com/ article / 2095700/ cisco - reaches - agreement - with - innovatio - over - wifi - patents,
htrul.

"*See James Bessen et al., The Private and Social Costs of Patent Trolls, REGULATION, Winter 2011-2012, at
26, http://object.cato.org/sites/cato.org/files/serials/files/regulation/2012/5/v34n4-1.pdf.
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panies,"* and have kept valuable innovations and technologies out of the hands of Amer-
ican consumers.*> And with the rapid growth of computers, the Internet, and emerging
technologies such as 3D printing,*® the problem of abusive patent assertion has rapidly
grown as well, developing into an entire industry of so-called Patent Assertion Entities."’

This crisis of patents is unfortunate because patents are not intended to impede
innovation and growth—patents are intended for the exact opposite. The purpose of our
patent system is enshrined in the Constitution: “to promote the Progress of Science and
the useful Arts™* But to promote that progress, the patent system must be delicately
balanced. While patent protection can certainly incentivize new inventions, “sometimes
too much patent protection can impede . . . the constitutional objective™ Finding that
right balance is difficult, but it is not iinpossible. So despite the naysayers who refuse
to reform a troubled patent system, professing that patent abuse is the unavoidable*—or,
worse yet, desirable’ —effect of patent law, I believe that effective patent reform can bring
our system in line with those constitutional ideals of promoting progress, by carefully

striking a “balance between the interest in motivating innovation and enlightenment . . .

*See CoLLEEN V. CIIEN, NEW AM. FOUND., PATENT ASSERTION AND STARTUP INNOVATION 17 fig.3 (2013),
hilp//www.newamerica.nel/publications/policy/paten(_asserlion_and_slarlup_innovalion.

*See id. at 18 (quoting interview with investor deseribing one of its investments) ("The company develops
and sells novel therapeutic medical devices to treat patients in pain. The suit by the NPE will result in the
company changing its hiring and commercialization plans to deal with the suit, or worse the current suit
may put company out of business.” (internal quotations and alterations omitted)).

% See MICHALL WEINBIRG, PUB. KNOWLEDGE, IT WILL BE AwEesoMme IF Tary DoN'T Screw IT Up: 3D
PRINTING, INTELLECTUAL PROPERTY, AND THE T1GHT OVER THE NEXT GREAT DISRUPTIVE TECHNOLOGY 7-8
(2010), available at https://www.publicknowledge.org/files/does/3DPrintingPaperPublicKnowledge pdf.

7See, eg., Execurive OrrICE OF THE PRESIDENT, PATENT ASSERTION AND US. INNOvVATION 5 (2013),
available at http://www.whitehouse.gov/sites/default/files/docs/patent report.pdf.

BJS. ConsT. art. 1, § 8, cl. 8.

Lab. Corp. of Am. Holdings v. Metabolite Labs., Inc., 548 U.S. 124, 126 27 (2006) (Breyer, J., dissenling
from dismissal of certiorari) (cmphasis in original).

7*See Stephen Haber & Ross Levine, The Myth Of the Wicked Patent Troll, INNOVATION ALLIANCE (June 29,
2014), http://innovationalliance.net/patent-news/wall-street-journal-myth-wicked-patent-troll/ (deseribing
60% increase in patent litigation as “reflect[ing] a healthy, dynamic economy”).

#See Adam Mossoll, Thomas Edison Was a “Patent Troll”, SLatr: HisTory oF INNovATION (May 19,
2014), hulp://www slale.com/arlicles/lechnology/history_ol_innovalion/2014/05/thomas_edison_charles_
goodyear and clias howe jr were patent trolls.html (deseribing so-called “patent trolls” as “cssential to
how the patent system has been a driver of America’s innovation cconomy for more than two centuries™).
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and the interest in avoiding monopolies that unnecessarily stifle competition.”*

And every branch of the United States government agrees, for every branch of the
United States government has sought to play its part in rebalancing that patent system.
Congress, with support of the Administration, has introduced legislation to “level the
playing field” for patent litigation.** The U.S. Patent and Trademark Office has embarked
on numerous initiatives to improve patent quality, because, as Acting Director Michelle
Lee said, fixing the patent system is “about maintaining the public’s faith that the benefits
of patents outweigh their costs to society.”* And, critically, the Supreme Court has taken
a handful of patent cases on questions of what matter ought to be patentable and how the
substantive rules of patent law ought to be applied.

The common threads among these diverse efforts at patent reform are twofold: first,
arecognition that the patent system has gone awry and requires repair, and second, an aim
to center patent policy at a balanced position that promotes the progress of science and
the useful arts. These themes are reiterated time and time again in the Supreme Court’s
decisions, and it is to a selection of the most important of those recent decisions that I
now turn,

II. TaE SUPREME COURT’S PATENT DEcCIsiONSs UNIFORMLY REFLECT THE CRIT-
ICALITY OF A BALANCED PATENT SYSTEM SERVING THE PUBLIC INTEREST

The following is a summary of key patent cases decided by the Supreme Court in

2014. As will be seen, the common theme throughout all the decisions is a focus on main-

taining a balanced patent system dedicated to the public nterest.

% Pfaff v. Wells Elecs., Inc., 525 U.S. 55, 63 (1998).

#See Innovalion Act, H.R. 3309, 113th Cong. (2013); House Commn. on the Judiciary, 113th Cong., The
Innovation Act Will Level the Playing Field for Small Businesses and Start-Ups (Nov. 20, 2013), http://content.
govdelivery.com/attachments/USHRC/2013/12/02/file attachments/255001/%2528 Courtesy%2Bof%2Bthe%
2BJudiciary%2BCommittec%2529%2BHRZ 2B3309%2BHandout%2B -%2BSmall%2BBusincss.pdf;  Press Re-
lease, Office of the Press Sec’y, The White House, Fact Sheet—Executive Actions: Answering the President’s
Call to Strengthen Our Patent System and Foster Innovation (Feb. 20, 2014), http://www.whitehouse.gov/the-
press-ollice/2014/02/207 facl-sheel-execulive-aclions-answering-presiden(-s-call-streng then-our-p.

#Michelle K. Lee, Deputy Under See’y of Commerce for Intellectual Prop., Speaking Truth to Patents: ‘The
Case for a Better Patent System, Remarks at Stanford Law School (June 26, 2011), http://www.uspto.gov/about-
us/news-updates/speaking-truth-patents-case-better-patent-system.

[,
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A. ALICE CORP. Pry. LTD. v. CLS BANK INTERNATIONAL: PROTECTING THE COM-
MON IpEA FROM ExcLusive MoNOPOLY

Among the Supreme Court’s decisions on patents, Alice was undoubtedly the most
widely discussed and the most controversial. Scholars, reporters, and attorneys debated
how the case would affect software companies and patent abusers.”> Given this spirited
debate over the decision, one would imagine that it was a complex case dealing with
highly technical aspects of law. But, in fact, Alice was actually a very simple case.

The question in Alice was whether basic, simple ideas are patentable simply because
they are done on a computer rather than, say, by pencil and paper. The Supreme Court
said they are not.

Public Knowledge’s amici curiae brief,* filed together with the Application Devel-
opers Alliance, clearly illustrates this point of how the patent at issue was just a basic
idea run on a computer. The patent itself, of course, did not make this clear, confusingly
setting forth the patent’s claims, the part of the patent text where the nventor defines the

invention, in 200-word-long sentences, set forth in full in the footnote.*” But, as our brief

*See, ¢.g.. Julie Samuels, The Supreme Court Gets Tech Right With This Software Patent Ruling. SLATE:
Future TENSE (June 20, 2011), http://www slate.com/articles/technology/future tense/20141/06/alice v
cls_bank_supreme_court_gets_software_patent_ruling_right.html; Richard H. Stern, Alice v. CLS Bank:
Are US Business-Method and Software Patents Doomed? Part 1, IEEE Micro, Sepl./Qcl. 2014, al 64.

*Public Knowledge Alice Brief, supra note 1.

7" See id. app. B, at 8a—9a. The claim printed there reads:

A data processing system to enable the exchange of an obligation between parties, the system comprising:
a communications controller,

a [irst parly device, coupled o said communicalions controller,
a dala slorage unil having stored therein

(a) information about a first account for a first party, independent from a second account maintained

by a first exchange institution, and

(b) information about a third account for a second party, independent from a fourth account maintained

by a second exchange institution; and
a compuler, coupled Lo said dala slorage unit and said communicalions controller, that is configured Lo
(a) receive a transaction from said first party device via said communications controller;
by clectronically adjust said first account and said third account in order to cffect an exchange obliga-
tion arising from said transaction between said first party and said sccond party atter cnsuring that
said first party and/or said second party have adequate value in said first account and/or said third
account, respectively; and

(c) generale an inslruction Lo said [irst exchange inslitution and/or said second exchange inslilution
to adjust said sceond account and/or said fourth account in accordance with the adjustment of said first
account and/or said third account, wherein said instruction being an irrevocable, time invariant obligation
placed on said first exchange institution andsor said sccond exchange institution.
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showed, those two hundred words did not define a complex or intricate technology. They
did not define an “invention” in the ordinary sense of that word.

Those 200-word sentences defined nothing more than the idea of using a computer
to exchange money through a broker.*

The patented idea was so simple, in fact, that we were able to write a program to
do all the steps of that money exchange—in just seven lines of computer code, shown in
the footnote.?” For comparison, the seven lines of code are shorter than the ten-minute
homework problems from my college introductory Computer Science textbooks. Based
on this showing, we argued that the patent could not pass muster because it described
nothing more than a basic idea run on a computer.

The Supreme Court agreed. In aunanimous decision, Justice Thomas began with the
rule that “[lJaws of nature, natural phenomena, and abstract ideas are not patentable.”**
These categories are outside the realm of patent, he said, because a balanced patent law
must “not inhibit further discovery by improperly tymg up the future use of these building
blocks of human ingenuity.™" In other words, certain ideas are so basic and fundamental
that to allow such ideas to be tied up in patents would prevent future ideas from being dis-
covered, thus frustrating the constitutional premise of having patents promote progress.

Furthermore, the Court decided that simply running one of those basic ideas on
an ordinary computer did not merit a patent either. Because computers are a “wholly

generic” technology, and “[g]iven the ubiquity of computers,” the Court concluded that a

*See id. at 9.
#Id at 6-7. The full code reads as follows:

10 LET accountl = 200.00

20 LET account3 = 300.00

30 iNvut “Value to exchange for transaction”; exchange

10 1F account! < exchange THEN PRINT “Inadequate value™ : sTOP

50 accountl  accountl — exchange

60 account3 account3 1 exchange

70 prINT “Instruction to 1st institution: adjust 2nd account by ”, —exchange

*Alice Corp. Pty. Ltd. v. CLS Bank Int’l, 131 S. Ct. 2317, 2351 (2014).
*d.
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patent on a computer running a basic idea was no better than a patent on the basic idea
itself.?

Alice thus clearly represents the Supreme Court’s effort to develop well balanced
patent jurisprudence based on the public interest. The very justification behind the Court’s
ban on patents on basic, fundamental ideas is that the public interest requires such ideas,
being “the basic tools of scientific and technological work,” be free for all to use.> A patent
on such a basic idea “might tend to impede innovation more than it would tend to promote
it, thereby thwarting the primary object of the patent laws.”** Furthermore, the Court re-
peatedly expressed concern about strict rules that would “make patent eligibility depend
simply on the draftsman’s art,” because these principles of maintaining the freedom of
basic ideas should not be easily thwarted by clever lawyering.*

Thus, Alice represents a strong shift toward a more balanced patent system, spear-
headed by the Supreme Court. It is thus surprising to me that some, particularly patent
attorneys, have called the Supreme Court “Public Enemy Number One for Patent Own-
ers.” In fact, the Court’s decisions are based wholly on championing the public interest,
removing loopholes that permitted patents on ideas never meant for ownership, ensuring

that the public retains access to “what is free for all to use”’

B. Navrirus, INC. v. Brosic INSTRUMENTS, INC.: ENSURING THAT PATENTS MAKE
SENSE

Part of the difficulty with Alice stemmed from the fact that a simple idea about

money brokering was masked in 200 words of complex patent language. This broader

problem, of patents being unnecessarily difficult to understand, is well recognized to be a

*Id. at 2358.

1d. at 2354 (quoting Ass’n for Molecular Pathology v. Myriad Genetics, Inc., 133 S. Ct. 2107, 2116 (2013)).

#1d. (quoling Mayo Collaborative Servs. v. Prometheus Labs., Inc., 132 S. CL. 1289, 1923 (2012)).

*#1d. al 2360 (quoling Parker v. Flook, 437 U.S. 584, 593 (1978)).

*Gene Quinn, SCOTUS: Public Enerny Number One for Patent Qwners, TP WatcHnoG (Qcl. 2, 2014), hilp://
www.ipwatchdog.com/2014/10/02/scotus-public-cnemy-number-one-for-patent-owners/id.

¥ Bonito Boats, Inc. v Thunder Craft Boats, Inc., 189 U.S. 111, 151 (1989).
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major contributor to patent abuse.*® The Supreme Court sought to curb that sort of abuse
in the Nautilus case.

Public Knowledge and the Electronic Frontier Foundation filed an amici curiae brief
arguing that patents must clearly define what infringes and what does not, because “am-
biguous patent claims would create a ‘zone of uncertainty’ . . . and thereby ‘discourage

invention’ "** We analogized patent claims on inventions to title claims on land:

A developer wishes to build a hotel by a highway, and is searching the
records of deeds for a prospective plot of land. The search reveals a recor-
dation of an easement stating in part, “the western boundary is in a spaced
relationship with the highway”

What can the developer do? “Spaced relationship” could mean a foot from
the highway, or a yard, or a mile. The developer could guess at the meaning,
but a wrong guess could render the entire investment in building the hotel a
waste. Should the case be brought to court, different judges or juries could
reasonably disagree on the meaning, Worse yet, when the easement owner
sues the developer, the owner will have the benefit of hindsight in making his
argument for interpreting the property claim, but the developer has no such
benefit when choosing where to build the hotel. The cards are stacked against
the developer, a deadweight loss for the hotel business and for the economy
at large.

Such ambiguous descriptions of the metes and bounds of real property
would never be tolerated, but for years the Federal Circuit has tolerated equally
ambiguous descriptions of the metes and bounds of patents. Indeed, the term
“spaced relationship,” so clearly improper in the hypothetical example above,
is the exact term held “definite” by that court m the present case.*

*See Bessen el al., supra nole 13, al 34 (lracing how palenls with “luzzy boundaries” have crealed “a
business opporlunily based on acquiring palents (hal can be read Lo cover exisling lechnologies and asser(-
ing those patents™; Fep. Trane Comm'N, Tae Evorving IP MARKETPLACE: ALIGNING Parent NOTICE AND
REMEDIES WITH COMPETITION 85 (2011) (noting stakeholder comments that the patent system “generally
creates ‘an incentive to be as vague and ambiguous as you can with your claims’ and to ‘defer clarity at all
costs.™); Pt GOLDBERG, PROGRESSIVE PoLicy INST., STUMPING PATENT TROLLS ON TIIE BRIDGE TO INNO-
VATION 3 (2013) (ciling “vague or expansive lerms” in palenls as one of “three cross winds” crealing a (lood
of patent litigation); David Scgal, Has Patent, Will Sue: An Alert to Corporate America, Nkw York Times,
July 14, 2013, BU1 ("But as long as the [patent] system exists, [noted patent assertor Erich] Spangenberg
is going to cxploit ity ambiguitics and pokiness for all it’s worth”); James Brsssn & MicHakL | MEURER,
PATENT FATLURE: How JUDGES, BUREAUCRATS, AND LAWYERS PUT INNOVATORS AT RISk 164 (2008) (“Lhe
evidence suggests . . . that the deterioration of the notice function might be the central factor fueling the
growlhin palent litigalion™).

#Public Knowledge Nautilus Brief, supra note 2, at 5 (quoting United Carbon Co. v. Binney & Smith Co.,
317 US. 228, 236 (1912)).

"Id. at 2-3.
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We thus argued that the Supreme Court should set a high bar for clarity of patents, requir-
ing that a patent applicant “provide clear and unambiguous claim language describing the
scope of his or her invention™* Such unambiguous claims “serve the public interest by
ensuring that patents are kept within their legitimate scope,” we wrote.**

The Supreme Court agreed. Writing for a unanimous Court, Justice Ginsburg ini-
tially noted that the decision was controlled by a need for a “delicate balance” of patent
law.** Implementing that balance, the Court concluded that the law “mandates clarity,
while recognizing that absolute precision is unattainable” Thus, the Court enunciated a
standard that a patent’s claims must “inform those skilled in the art about the scope of the
invention with reasonable certainty.”** Thus, just as our brief suggested, the Court applied
the age-old principle of balancing patent holder interests against those of the public, to
arrive at a threshold of patent clarity that would ultimately serve the public good of fair
notice of the coverage of patents.

C. Ocrtang FrTnNess, LLC v. Icon HEALTH & FITNESS, INC.: KEEPING ABUSIVE
PATENT ASSERTION AT Bay

While Alice and Nautilus dealt with the content of patents, Octane Fitness and its
companion case Highmark Inc. v. Allcare Health Management System, Inc.* related to the
litigation process of asserting patents. Specifically, the cases considered a statutory pro-
vision, commonly known as a “fee shifting” provision, that provides that a court “in ex-
ceptional cases may award reasonable attorney fees to the prevailing party”*®

This sort of fee shifting provision is long established*” and important to patent cases

because it serves as a check on overzealous patent assertion—again ensuring that the in-

M at 21

I at 22,

“Nautilus, Inc. v. Biosig Instruments, Inc, 131 8. Ct. 2120, 2128 (2011) (quoting Festo Corp. v. Shoketsu
Kinzoku Kogyo Kabushiki Co., 535 U.S. 722, 731 (2002)).

I at 2129.

*“Highmark Inc. v. Allcare Health Mgmt. Sys., Inc., 134 S. CL. 1744 (2014).

#35 US.C. § 285 (2013).

""See Octane Fitness, LLC v. Icon Health & Fitness, Inc., 131'S. Ct. 1749, 1753 (2014) (noting historical origing
of § 285 dating back to 1946).

10
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centives for patent assertion remain balanced between the interests of patent owners and
the interests of the public. Indeed, the Court of Appeals for the Federal Circuit has applied

that statutory fee shifting in a case where a patent owner “acted in bad faith by exploiting

248

the high cost to defend complex litigation to extract a nuisance value settlement

However, as Public Knowledge and three other organizations argued, the Federal
Circuit had misinterpreted that fee shifting law, making it too difficult for prevailing par-
ties to obtain fees.*” This undue difficulty, the burden of which primarily fell on the shoul-
ders of patent lawsuit defendants, had the effect of facilitating the rise in abusive litigation

that so plagues the patent system today.”® As we argued:

Commentators have rightfully laid blame for the rise in abusive patent lit-
igation on many issues, such as dubious patent quality and the lack of trans-
parency surrounding patent ownership. But amici find a significant concern
drives much of the problem, particularly as it relates to the small businesses
and startups it represents. That concern is the issue of this case: an inability
to hold abusers accountable, due to an inappropriately high bar for attorney
fee shifting, created by an overzealous Federal Circuit misinterpreting Section
285 of the Patent Act.

Read correctly, that section deters abusive and frivolous litigation by pro-
tecting defendants through the recovery of attorneys’ fees and costs. But
the Federal Circuit’s erroneous interpretation fails to provide any substantial
pronise—or even hope—of recovering those fees and costs in even the most
egregious infringement cases.

The consequence of the Federal Circuit’s withering of Section 285 protec-
tion is the creation of an industry of patent abusers, decimating the very small
businesses and startups that drive American innovation.™

To make the fee shifting statute effective in deterring abusive behavior, we urged the Court
to adopt a standard whereby a defendant could have legal fees compensated in “objectively

weak” cases or where the patent owner “uses the cost of defense as a weapon.”*

“Eon-Net LP v. Flagstar Bancorp, 653 F.3d 1314, 1327 (Fed. Cir. 2011).

*See Public Knowledge Octane Fitness Brief, supra note 3, at 7-8.

*See id. al 9 (“A polential defendanl who faces a lawsuil with no hope of remuneration and Lhe prospect
of mounting legal bills or an cscape route [of paying a settlement to a patent assertion entity] for a fraction
of those bills will almost always chosc the escape route even where that payment is not justified”).

“Ud. at4.

*Jd. al 17 (capilalizalion allered).

11
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Consistent with our arguments, the Supreme Court rejected the Federal Circuit’s
framework for fee shifting as being “unduly rigid”** Instead, the Court adopted a “total-
ity of the circumstances” rule, permitting district courts to use their discretion to deter-
mine whether a case was “one that stands out from others with respect to the substantive
strength of a party’s litigating position (considering both the governing law and the facts
of the case) or the unreasonable manner in which the case was litigated.”*

Perhaps most noteworthy about the Supreme Court’s decision in Octane Fitness
is the uniform rejection of the Federal Circuit’s justifications. Octane Fitness effectively
overruled a Federal Circuit case known as Brooks Furniture Manufacturing, Inc. v. Dutailier
International, Inc., which had imposed that now-defunct higher bar for fee shifting.* The
Court found three defects with Brooks Furniture. First, Brooks Furniture had derived its
strict rule from Supreme Court precedent on the Noerr-Pennington doctrine on protecting
the First Amendment right to petition.” But the Court rejected this analogy, saying that
the need to protect patent owners from claims of legal fees was an order of magnitude
off from the need to protect litigants’ rights to access courts.”” Second, Octane Fitness
noted that the Brooks Furniture standard for fee shifting was so high, that it would be
rendered superfluous.® Finally, the Supreme Court rejected the Federal Circuit’s notion
that entitlement to a fee shifting award must be proven by “clear and convincing evidence,”
on the grounds that no other fee shifting statute had ever been interpreted to require such
a high showing of evidence.”

The discrepancy between Brooks Furniture and Octane Fitness reflects a larger trend
of discrepancies between the Federal Circuit and the Supreme Court. The Federal Circuit’s

decisions, such as those in Brooks Furniture, have led some commentators to criticize the

**Qctane Fitness, LLC v. Icon Health & Fitness, Inc., 134 S. Ct. 1749, 1755 (2014).

“Id. at 1756.

**See Brooks Furniture Mfy.. Inc. v. Dutailier Int’l, Inc., 393 F.3d 1378, 1381 (Fed. Cir. 2005).
*¢See Octane Fitness, 134 S, Ct. at 1757.

**See id. at 1757-58.

8See id. al 1758.

*See id.

12
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court for taking an unbalanced position favoring patent owners.*’ In contrast, as shown
by the above discussion of Octane Fitness, Alice, and Nautilus, the Supreme Court strongly
focuses on the constitutional requirement for a balanced patent system to arrive at and
justify its decisions on patent law. And the other patent cases decided by the Supreme
Court in its last Term, namely Limelight Networks, Inc. v. Akamai Technologies, Inc.** and
Medtronic, Inc. v. Mirowski Family Ventures, LLC,%® further reflect the Supreme Court’s
rejection of patent-friendly Federal Circuit decisions in favor of balanced, public-oriented
rules of patent law.**

The Supreme Court’s approach is the right one. Besides being mandated by the
Constitution, it best serves the public interest in encouraging inventors with the reward
of a patent while ensuring that the patent reward does not go so far as to actually undercut

further innovators, small businesses, and ordinary consumers.

“See, e.g., Matthew D. Henry & John L. Turner, The Court of Appeals for the Federal Circuit’s Impact on
Patent Litigation, 35 J. LEGAL STUD. &5, 87 (2006) (“Nol surprisingly, the CAFC has earned a repulalion as a
pro-patent court”); Tli Dourado, The True Story of How the Patent Bar Captured a Court and Shrank the Intellec-
tual Commons, Caro UNsOUND (Sept. 8, 2014), http://www.cato-unbound.org/2014/09/08/ cli-dourado/truc-
story-how-patent-bar-captured-court-shrank-intellectual-commons (*The consolidation of patent appeals
into a single court also concentrated the benefits that pro-patent interests could get by lobbying to affect
the judicial nomination and confirmation process”); Jeff Bleich & Josh Patashnik, The Federal Circuit Under
Fire, SAN TrANCISCO ATTORNEY, Tall 2014, al 40, 41, available at hilp://www.mlo.com/Templales/media/
liles/Reprints/Bleich%20% 20Palashnik % 20--%20Supreme 20Cour % 20Walch%20Tall %2020 14.pd[ (“This con-
tinues a trend stretching back several years now, in which the Supreme Court has repeatedly rejected the
Federal Circuit’s patent-friendly approach in a range of cases . .. ”); Timothy B. Lee, Obama Wants to Fix
the Patent System. Here’s a Crucial Reform He Overlooked. WASIINGTON Post: Tie Switcn (Jan. 29, 2014),
hlp//www.washinglonpost.com/blogs/the-swilch/wp/2014/01/ 29/0obama-wanls-lo-fix-the-palent-syslem-
heres-a-crucial-reform-he-overlooked/ (“And the Supreme Court’s repeated reversals of patent-friendly
rulings suggesl (hal the [Federal Circuil] is biased loward the inlerests of trolls and other patent holders”).

“'See Limelight Networks, Inc. v. Akamai Techs., Inc, 131 S. Ct. 2111, 2117 (2011) (r¢jecting Federal Cir-
cuit’s novel indirect infringement theory as “fundamentally misunderstand[ing] what it means to infringe
a method patent”).

*See Medtronic, Inc. v. Mirowski Family Ventures, LLC, 134 S. CL. 843, 851 (2014) (rejecling Federal Circuil’s
rule swapping burden of prool [rom patent owners Lo defendants, because “we see no convincing reason
why burden of proof law should favor the patentee”).

“*See generally Robin Feldman, Coming of Age for the Federal Circuit, 18 GrREEN Ba 2 27 (2014), available
at hittp//www.greenbag.org/v18nl/vi8nl_articles feldman.pdf (describing the contrary approaches of the
Federat Circuil and the Supreme Courl Lo palent law).

13
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III. LeGISLATIVE PATENT REFORM MUST MOVE FORWARD, BECAUSE CONGRESS
Is FocusiING ON DIFFERENT ASPECTS OF THE PATENT SYSTEM THAN THE
SUPREME COURT DECISIONS ADDRESS

Given that the Supreme Court has made substantial progress toward achieving a
balanced patent system, members of Congress may ask what role remains for them to
play in patent reform. Indeed, many of those entrenched in the patent status quo have
claimed that congressional efforts are no longer needed, because the Supreme Court has
taken care of patent reform.**

The answer is that there is still an enormous role for Congress to play in patent
reform, because Congress and the courts are addressing different aspects of a very large set
of systemic problems with the patent system. Specifically, Congress has primarily focused
on procedure for using patents after they are issued, such as sending of patent demand
letters,* litigation over patents,* and post-grant proceedings before the US. Patent and
Trademark Office.*” In contrast, the Supreme Court cases have primarily focused on the
substance of what patents ought to properly exist and what those patents cover.*®

It might seem that Octane Fitness is the exception because that case deals with litiga-
tion procedure. But in fact Congress is dealing with a different aspect of fee shifting than
Octane Fitness contemplated. The Supreme Court decided only what the level of fee shift-
ing should be, in the context of particular existing statutory language that fees shall be

awarded in “exceptional” cases. But Congress has the opportunity to change the statutory

“*See, e.g., Richard Lloyd, Patent Reform Delayed, Not Dead; Pause Could Mean Better Legislation, Says
Market, INNOVATION ALLIANCE (May 22, 2014), httpy/innovationalliance net/patent-niews/intellectual-asset-
management-patent-reform-delayed-dead-pause-mean-better-legislation-says-market-richard-lloyd/ (“Ihe
two recent decisions on fee shifting may have been the Supreme Court telling Congress to back off and
let them deal with it” (quoting Anthony Hayes, Spherix)); Ashby Jones, Patent Reform Bill Arises Again in
Congress, WALL STRELT JOURNAL: Law Broa (Feb. 5, 2015), hilp://blogs.wsj.com/law/2015/02/05/palenl-
reform-bill-arises-again-in-congress/ (“A host of biotech companies and others—including Qualcomm Inc.,
Merck & Co., and Monsanto Co.—object to the bill, claiming recent other measures have adequatcely reined
in the worst litigation abuses”).

““See Demand Letter Transparency Act, HR. 3510, 113th Cong. (2013).

“See Innovation Act, H.R. 3309, 113th Cong. (2013); Patent Abuse Reduction Act, S. 1013, 113th Cong.
(2013).

7 See Patent Quality Tmprovement Act, S. 866, 113th Cong. (2013).

“*See Alice Corp. Pty Ltd. v. CLS Bank Int’l, 131 S. Ct. 2347 (20141); Nautilus, Inc. v. Biosig Instruments, Inc.,
131S. Ct. 2120 (2014); Limelight Networks, Inc. v. Akamai Techs., Inc., 131 8. Ct. 2111 (2014).

14
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language to better fit the realities of patent litigation today, and it has the opportunity to
devise new procedures under which courts will decide whether to shift fees. The Court
was bound by the existing statutory language, but Congress, being free of that restriction,
may apply all of its tools of policy expertise to crafting an improved law.

There is no question that the need for Congressional action on patent reform is
urgent. As I explained previously, abuses of the patent system are growing in number,
magnitude, and destructive effect on the economy. Without prompt action, our current
patent system will continue to step further and further away from that ideal balance of
patent law that best protects and benefits the American people, making it only more likely
that patents will be abused and misused, making it only more difficult as time passes to
return that patent law to solid footing.

As T have stated before: “There is no silver bullet to patent reform, and improving

»69

the patent system will require a long-term, multifaceted effort”” Congress has an impor-
tant role to play in addressing that problem. A patent reform bill, the Innovation Act,”®
made substantial headway last year. I am encouraged to see it reintroduced, and I look
forward to working with the Committee to craft a strong, effective bill that will maintain
the necessary balance of patent law, protect the public interest, and promote the progress
of science and the useful arts.

Thank you again for providing me with the opportunity to submit the foregoing

written statement. If members of the Subcommittee have any follow-up questions, I am

happy to provide further information as will be helpful.

“DUAN, supranote 10, at 2.
""H.R. 3309.
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10 companies engaged in some form of crowdfunding. They accuse each company of infringing
upon multiple patents (you can see one here) that allegedly cover the very basic workings of
managing customer information as it relates to private equity and debt markets.

On its face, the AlphaCap cases look sadly typical. There’s no evidence that AlphaCap has its
own crowdfunding platform. Instead it appears to be using its patents as a tool of extortion
against those who are actually creating something valuable for our economy.

Crowdfunding platforms have become an important part of the innovation economy,

giving entrepreneurs unprecedented access to the capital they need to grow a business or launch
a project. They’re also beginning to democratize finance: Women are nearly four times more
successful when crowdfunding than when raising funds through traditional means like venture
capital.

Unfortunately, many of these platforms are small and young — the most popular targets for
patent trolls. In fact, 55 percent of troll suits are filed against companies with revenues of less
than $10 million.

Fortunately, the Innovation Act gives the startup community a chance to fight back against trolls.
This bill won’t stop patent holders from filing legitimate lawsuits, but it will give those unfairly
targeted by trolls important tools to fight back. Among other things, it will require more
transparency, shift costs of discovery — one of the most expensive costs of litigation — and shift
legal fees when plaintiffs bring particularly baseless suits.

As the Innovation Act makes its way through Congress, it’s sure to meet opposition from some
of the same powerful special interests groups, namely trial lawyers and pharmaceutical
companies, who thwarted previous attempts at patent reform as recently as last spring. That’s
why both startups and individuals who care about innovation need to make our voices heard in
the weeks ahead. We need to send a message to members of both parties: Move quickly to
support and pass this critical legislation.

For more insights from tech industry insiders,
explore VentureBeat’s selection of recent guest posts.

Companies like AlphaCap have every legal right to own patents and file infringement actions
based on those patents — that won’t change with passage of patent reform. What will change is
that defendants will be emboldened to fight back, righting a system that has been lopsided for too
many years. After all, the patent system is meant to incentivize innovation, not hinder it.
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Julie Samuels is executive director of Engine, a nonprofit that supports the growth of technology
entrepreneurship through economic research, policy analysis, and advocacy on local and
national issues.

D.J. Paul is member of the Securities and Exchange Commission’s Advisory Committee on Small
and Emerging Companies, and the co-chair of the Crowdfund Intermediary Regulatory
Advocates (CFIRA). He is the founder of DJP&Co., a consulting firm within the investment
crowdfunding space.

http://venturebeat.com/2015/02/10/patent-troli-targets-crowdfunding-startups-innovation-act-could-
stop-that/?utm_campaign=naytev&utm_content=54db3d43e4b07fbd5f8f4112
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Chairman Issa, Ranking Member Nadler and members of the House Judiciary
Subcommittee on Courts, Intellectual Property, and the Internet, on behalf of the National Retail
Federation (NRF) and its communities the National Council of Chain Restaurants and Shop.org,
1 appreciate the opportunity to submit this written statement to the Committee in connection with
its hearing entitled "Examining Recent Supreme Court Cases in the Patent Arena" held on
February 12, 2015.

NREF is the world’s largest retail trade association, representing discount and department
stores, home goods and specialty stores, Main Street merchants, grocers, wholesalers, chain
restaurants and Internet retailers from the United States and more than 45 countries. Retail is the
nation’s largest private sector employer, supporting one in four U.S. jobs — 42 million working
Americans. Contributing $2.6 trillion to annual GDP, retail is a daily barometer for the nation’s
economy. Retailers create opportunities for life-long careers, strengthen communities, and play a
critical role in driving innovation.

Retailers and Main Street Businesses are Significantly Impacted by Patent Troll Lawsuits

Members of the National Retail Federation appreciate the attention the Committee is
paying to the issue of abusive patent litigation and its harmful effect on competitiveness and
innovation. Many retailers are using capital resources to settle with or fight patent trolls’
infringement claims that they would otherwise use to invest in their businesses, engage in their
communities, and create jobs.

Retail, at its core, is a highly competitive industry, and many retailers are using
innovative technology creatively to expand and grow their businesses. Patent trolls, who are not
investing in technological innovation, providing jobs or giving back to their communities,
employ tactics that cut at the heart of this growth and ingenuity.

In recent years, hundreds of retailers have contacted NRF about this issue because they
have been, or are currently, the target of patent trolls” abusive litigation practices. The threat
typically comes from firms whose business model is buying obscure patents that are about to
expire and then either licensing the patents to retailers through the threat of litigation or filing
lawsuits in an effort to force a settlement. Often retailers will choose to pay the licensing fee
because patent litigation is prohibitively expensive.

Patent trolls sued more non-tech Main Street companies than tech companies in 2012.!
Patent trolls employ a strategy that focuses on businesses such as retailers and restaurants
because businesses that “use” technology, but don’t manufacture it, are more numerous. One
manufacturer or vendor may supply a product or service to thousands of retail end-users. Thus,
there are many more entities from which to demand a royalty. End-user retailers are also easy
prey because they lack the legal resources and in-house expertise to fight complex patent
infringement claims. Compared to high tech companies, retailers typically operate on thin profit
margins. Patent trolls, knowing that retailers lack technical expertise, retail stores operate on
thin margins, and patent litigation is exorbitantly expensive, will often price a settlement demand

! Colleen Chien, “Palent Trolls by the Numbers,” Palently-O, March 14, 2013.
hitp/wwyw patenilyvo.com/patent/2013/03/chuen-patent -trolls. bt
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(which may still be in the millions) below the cost of litigating, effectively blackmailing a
retailer into settlement. This is an abuse of the system.

Patent trolls assert infringement claims covering the use of technology in all areas of e-
commerce and mobile retailing because their claims are based on broad concepts and general
business methods (such as operating a retail business “online”) rather than specific software
innovations. This approach is especially damaging to retailers, who are embracing new
technology and groundbreaking innovation to better serve their customers.

For example, MacroSolve Inc. has filed numerous suits related to violating U.S. Patent
No. 7,822,816, which is a method patent covering the process that many businesses have used to
develop their mobile apps. They have sued technology companies, service providers and end-
users, including retailers. Over half of the defendants have settled, and the details have not been
released. MacroSolve claims their patent covers thousands of apps as well as those yet to be
developed.? This is of great concern to retail businesses, which increasingly rely on mobile apps
as part of their omnichannel presence in the marketplace.

Trolls’ claims not only affect e-commerce applications but also affect the operations of
traditional “brick and mortar” retail stores. Some examples of the latter are claims that purport
to cover the printing of receipts at cash registers, the sale of gift cards, and the connection of any
device (such as a computer or printer) to an Ethernet network.

These cases rarely go to trial because the damages claims are so exorbitant, and the
prospect of relief through litigation so time-consuming, that retailers make a business decision to
settle, rather than litigate. It has been reported that trolls lose 92 percent of cases that proceed to
merits judgments, but, as noted, it is infrequent that a defendant has the fortitude to litigate *
Smaller retailers may find themselves particularly ill-equipped legally or financially to defend
themselves from abusive claims, and dealing with these claims certainly inhibits their ability to
innovate and grow.

The exorbitant costs associated with seeing a court case through to final adjudication are
startling for retailers, especially small businesses. We have heard from our members that they
spend as much as one million dollars or more annually on patent troll-related expenses and
settlement agreements. These expenditures and the employee hours diverted to fighting patent
trolls are precious capital resources that retailers would rather reinvest in their businesses.

The recent case of Soverain v. Newegg demonstrates the many costly steps involved in
litigating a patent case and the enormous economic impact that just one patent troll can wreak on
an industry. Beginning in 2004 and continuing up through 2012, Soverain has filed numerous
suits against dozens of retailers alleging that the basic check-out technology used by nearly all

2 Roberl Evall, “MacroSolve adds Wal-mart to list of patent lawsuils,” Tulsa World, February 8, 2012.

http//www tnisaworld convsite/prnterfriendiyvstorv.aspx?acticleid=20120208 52 E1 Jsasat253194&PratComment
=1

4 Jlohn R. Allison, Mark A. Lemley, and Joshua Walker, Patent Quality and Settlement Among Repeat

Patent Litigants, 99 Gro. L.J. 677, 694 (2011).

(9%}
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websites infringe its patents*. One large retailer is reported to have settled the first suit for $40
million because of the fear of jury verdicts in that era in the Eastern District of Texas. Numerous
other settlement amounts are unreported, but in a subsequent suit, an Eastern District of Texas
jury awarded damages of almost $18 million against two other national brands.

In 2007 Soverain sued Newegg, which decided to fight back. The case went to trial three
years later in April 2010 and resulted in a judgment of $2.5 million against Newegg. Newegg
appealed to the Federal Circuit, and on January 14, 2013, more than five years after the suit
against it was first instituted, it obtained a judgment in its favor, reversing the lower court
judgment and declaring the patents invalid due to obviousness. Although Newegg has won, it
took more than five years and millions of dollars in attorneys’ fees.

The Newegg case is just one example of the broad infringement claims trolls are asserting
against retailers. There are over one million software patents in the United States. Many
software patents contain broad concepts dealing with Internet functionality and have
extraordinarily vague claims.

Troll cases in federal district court have resulted in the waste of extensive judicial and
party resources. NRF is concerned that, fueled by the eBay decision and certain portions of the
America Invents Act (AIA) of 2011, these abuses will simply be replicated in short order at the
ITC.> Accordingly, NRF believes that preventative steps should be taken so that this does not
oceur.

NRF Support for Patent Legislation

NRF is engaged in discussions with Members of the Committee and Congress to address
the abusive litigation practices patent trolls utilize. Retailers support HR. 9, The Innovation Act,
which will help deter frivolous litigation brought by patent trolls if enacted.

In recent months, the Supreme Court has issued several rulings in patent infringement
cases. While many of the rulings are helpful, Main Street businesses cannot afford to wait for
the evolutionary process of court cases to play out. Additionally, despite helpful rulings, the
patent trolls have simply adjusted their legal tactics and resumed targeting retailers, restaurants
and thousands of other Main Street businesses.

Demand letters and new cases pile up while the court cases proceed. Retailers need
certainty and clarity that only multi-pronged legislation, targeted at the asymmetry in the system
that patent trolls exploit, will provide. Legislation should give Main Street businesses that
certainty and clarity by making patent trolls explain their claims, protect innocent customers,
make patent litigation more efficient, stop discovery abuses, make abusive trolls pay and allow
for less expensive alternatives to litigation.

4 Joe Mullin, “How Newegg Crushed the “Shopping Cart” Patent Troll and Saved Online Retail” ArtsTechnica.com,
January 27, 2013.
hiip:Harstechmica.com/tech-policy/2013/01 /how-newegg-crushed-the-shopping-cart-paieni-and-saved-ontme-retail/

S eBay Ine. v. Merckxchange, L.L.C., 347 U.S. 388 (2006).
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Conclusion

By papering Main Street businesses, including retailers, with broad and vague demand
letters and filing an endless series of lawsuits against retail end-users alleging the same patent
infringement claims alleged against manufacturers and service providers of a particular device or
technology, patent trolls are able to cast a very wide net that hauls in a lucrative catch. They
have proven that many of the companies they target will settle given the extraordinarily high
demands they make and the costs those companies know it will take to fight even the most
frivolous of alleged claims.

Addressing this abusive and growing patent litigation problem with common sense
reform will help release retailers from the controlling grip on their industry that patent trolls
currently enjoy. Because the retail industry contributes $2.6 trillion to our nation’s annual GDP,
removing or even loosening this grip on retailers will allow innovation and growth to flourish,
and undoubtedly benefit the overall U.S. economy.

Patent litigation reform is about stopping the lucrative business model used by patent
trolls of asserting meritless patents and getting shakedown settlements. After each court ruling,
patent trolls regroup and decide how best to adjust and continue their abusive tactics against
retailers. Only Congress can pass reform needed to put them out of business for good.

NRF thanks the Committee for their extensive examination of the impact of abusive
patent litigation and is happy to work with Members of the Committee to find effective solutions
to curb abusive patent litigation.
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investing, at its core, is driven by a risk-reward assessment. That is, the greater the perceived
risk of an investment, the greater must be the projected return to justify moving forward.

With that in mind, NVCA’s overarching position on patent litigation reform is that any
changes need to be considered carefully and approached in a measured manner, because almost
any change is likely to alter the risk-reward equation in ways that affect individual companies
and industries differently. That’s been our position since reaching a consensus amongst our
members last year and was the position Mr. Taylor accurately presented to the committee when
he testified on behalf of NVCA last week.

While we may have some members who disagree in some respects with the positions of
the organization, as President and CEO of NVCA, I can assure you that the views expressed by
Mr. Taylor are consistent with NVCA’s position on the issue of patent litigation reform
generally, and more specifically, related to H.R. 9, the Innovation Act.

UC Hastings-NVCA Survey on Patent Assertion

During the hearing, several members of the subcommittee cited a survey conducted by
UC Hastings and NVCA on patent assertion, and attempted to use the survey results to draw an
inaccurate conclusion that NVCA’s position on patent litigation reform is not a reflection of the
views of its membership.

To clarify, on October 28, 2013, NVCA and Robin Feldman, Professor of Law and
Director of the Institute for Innovation Law at University of California Hastings, released the
findings of the survey, “Patent Demands & Startup Companies: The View from the Venture
Capital Community.” Among the many findings, the survey found that patent assertions impact
various industry sectors unevenly, defending against patent assertions is costly, patent demands
often impact business operations significantly and most VCs surveyed do not perceive patent
agsertion as a positive influence in the startup community.

In an October 28, 2013 press release announcing the survey results, then NVCA Senior
Vice President of Federal Policy and Political Advocacy Jennifer Dowling said, “This study
confirms what we’ve been hearing anecdotally from our members: the current patent system is
working well for some portfolio companies, but not for others. The trend line, however, is not
heading in the right direction. As more startups are targeted, more resources are devoted to
litigation rather than to innovation. Balancing the need for reform with the need to maintain
strong protection for patent-dependent start-ups will be a critical challenge.”

As was the case then and remains the case now, the survey findings do not indicate a
difference of opinion between NVCA’s position on patent litigation reform and the issue of
patent assertions. NVCA believes that abuses with patent assertions is a problem in need of
attention; however, we also believe that any attempt to reform the system must maintain strong
patent enforcement mechanisms for small startups that depend on them for their survival.
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The Path Forward on Patent Litigation Reform

As was the case with H.R. 3309, which passed the House during the 113" Congress,
NVCA is concerned that HR. 9, if enacted as written, will have a chilling effect on investment in
patent-intensive companies and it will make it far more difficult, risky and expensive for
emerging companies to enforce their patents, an essential part of the patent right. Further, HR. 9
will also raise the cost and risk confronting smaller companies trying to defend against patent
litigation brought by their larger competitors.

Any congressional effort to address abusive patent litigation practices that has the effect
of making patent enforcement more risky, difficult, and expensive will have a dramatic impact
on small businesses and startups. Universities, medical device manufacturers, technology
companies, and businesses of all shapes and sizes, from startups to Fortune 500 companies, are
critically dependent on patents to protect investments of time, money, and other resources from
both competition and imitation here and abroad. Especially for the thousands of venture-backed
startup companies across a broad spectrum of industries, preservation of their ability to obtain
and enforce patents is fundamental to survival.

Tt is critical for Congress to take a measured and targeted approach in determining what
steps need to be taken to curb abusive patent enforcement and improve the patent system for the
innovation ecosystem without undermining the legitimate assertion of the rights of patent
owners. We believe consensus can be achieved on a range of issues, including enhancing
transparency of patent ownership and enforcement, curtailing unfair or deceptive practices in the
indiscriminate sending of patent licensing or settlement demand letters, and proper funding of the
Patent Office to improve the overall quality of patents.

As aresult of recent Supreme Court decisions and the Leahy-Smith America Invents Act
passed in 2011, the patent landscape looks far different today than it did five years ago or even
last year. New patent filings in 2014 dropped 18 percent from 2013, as the full impact of judicial
decisions and administrative developments have only began to be felt. We believe it is important
for Congress to consider this changing landscape and target reforms that address issues that are
not already being addressed, including providing the Federal Trade Commission (FTC) the legal
authority to challenge bad faith or deceitful demand letters sent out on a mass scale as well as
providing full protection of user fees paid to the U.S. Patent and Trademark Office.

Conclusion

In spite of our concerns with H.R. 9, we strongly support the intent and stated purpose of
patent litigation reform. We look forward to working with you and your colleagues to improve
HR. 9 as the process moves forward so that it protects and America’s small startups and
preserves the broader entrepreneurial ecosystem.
Bobby Franklin

President & CEO
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Statement for the Record
House Judiciary Committee
Subcommittee on Courts, Intellectual Property, and the Internet
“Examining Recent Supreme Court Cases in the Patent Arena”

The American Bankers Association; American Insurance Association; The Clearing House
Payments Company L.L.C.; Credit Union National Association; Financial Services Roundtable;
Independent Community Bankers of America; National Association of Federal Credit Unions; and
National Association of Mutual Insurance Companies appreciate the opportunity to submit this
statement for the record in connection with the February 12, 2015, hearing before the House
Committee on the Judiciary Subcommittee on Courts, Intellectual Property, and the Internet.

The Federal Circuit’s 1998 decision in State Street Bank & Trust Co. v. Signature Financial
Group, Inc." created a flood of poor quality business method patents and a cottage industry of
business method patent litigation.?

In response to the poor quality of business method patents, the federal judiciary has
written numerous decisions attempting to reign in business method patents. The Supreme
Court’s recent decision in Alice Corp. Pty. Ltd. v. CLS Bank Int’l is arguably the most significant.
In Alice, the Supreme Court established that a patent claim directed to an abstract idea
implemented on a generic computer is not patentable subject matter under 35 U.S.C. § 101
(hereinafter “§ 101”).%

As a result of Alice, there are a substantial number of business-method patents that are
invalid under current law. *

' 149 F.3d 1368.

? Douglas L. Price, Assessing the Patentability of Financial Services and Products, 3 J. High Tech. L. 141, 155 (2004)
(“The fallout from State Street has created a gold-rush mentality toward patents and litigation in which companies
... gobble up patents on anything and everything ... . It is a mad rush to get as many dumb patents as
possible.”(citations and internal quotation marks omitted)); John R. Thomas, The Patenting of the Liberal
Professions, 40 B.C. L. Rev. 1139, 1160 (1999) (“After Stote Street, it is hardly an exaggeration to say that if you can
name it, you can claim it.”); Krause, supra at 101 (Stote Street “opened up a world of unlimited possession to
anyone quick enough to take a business method and put it to use via computer software before anyone else.”).

® Afice Corp. Pty. Ltd. v. CLS Bank Int'l, 134 S. Ct. 2347, 189 L. Ed. 2d 296 (2014).

* See, e.g., Professor Mark Lemley of Stanford Law School stated that “I don’t think it's all software patents, but |
guess what | would say is a majority of the software patents being litigated right now, I think, are invalid under
Alice.” (http://www.ipwatchdog.com/2014/03/04/the-ramifications-of-alice-a-conversation-with-mark-
lemley/id=51023/). Erich Spangenberg, founder of IPNav, recently expressed his view that “the combination of the
AlA and recent Supreme Court decisions, especially Alice, have had the effect of wiping out billions of dollars of
value in patents, especially software patents. If some of the more recent 101 (what is patent eligible) decisions are
upheld, we are only beginning to understand what Alice means.” (http://www.ipnav.com/blog/erich-
spangenbergs-patent-predictions-for-2015/). Professor David Hricik of Mercer University School of Law
commented that “I've been reading a lot of law professor views, and several (if not many) think software patents
are dead, or largely so. . .. My guess is Alice is going to cause us all to bang our heads, stub our toes, and wander
through Wonderland for many years to come.” (http://patentlyo.com/hricik/2014/06/which-mushroom-
alice.html}.
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Currently, there are only two ways to get rid of business method patents that are invalid
under § 101: (i) litigation in federal district court (“District Court”) and (ii) the covered business
method (“CBM”) review proceedings before the United States Patent and Trademark Office’s
(“USPTQ”) Patent Trial and Appeal Board (“PTAB”).

1. CBM Review is Substantially More Efficient than District Court Litigation for
Disposing of Business Method Patents Now Invalid under Alice

Litigation over whether business method patents are invalid under Alice places a
substantial monetary burden on U.S. courts and the U.S. economy. CBM is the only viable tool
for quickly, efficiently and cost-effectively eliminating covered business method patents that
are invalid under Alice. Without CBM, the federal judiciary is the only vehicle for the Supreme
Court’s direction in Alice to be applied to currently issued business method patents. Inter Partes
Review (“IPR”) does not allow for a determination as to whether the patent is invalid under §
101.° While Post-grant Review (“PGR") does allow review under § 101, PGR is not available for
the more than 45,000 business method patents that have already issued.® Moreover, leaving
the post-Alice clean up to the federal judiciary is contrary to Chairman Goodlatte’s opening
remarks: “On the patent quality front, | strongly believe that the PTO should not simply be in
the business of granting patents and leaving the mess created for the courts and Congress to fix

”

The efficiency of having an administrative proceeding to rule on the invalidity of
business method patents under Alice is evidenced by the time and cost savings of CBM as
compared to District Court litigation. CBM review proceedings are statutorily required to be
complete within eighteen months.” In contrast, the median time to trial for patent litigation
cases in District Court takes about 66% longer {thirty months total).® Moreover, an
administrative review option has allowed District Courts to utilize stays to more efficiently
manage judicial resources and reduce litigation costs. In fact, District Courts are staying about
70% of their cases in favor of CBM review.’

Not only are CBM reviews substantially faster, they are also much less expensive than
District Court litigation. In 2013, companies spent over $4.7 billion in legal costs to defend

® See 35 U.S.C. § 311(b) (“A petitioner in an inter partes review may request to cancel as unpatentable 1 or more
claims of a patent only on a ground that could be raised under section 102 or 103 and only on the basis of prior art
consisting of patents or printed publications.”}

©See P.L. 112-29, § 6(f)(2)(A} (PGR shall only apply to patents issued under the first to file rules); 35 U.5.C. § 321(c)
(“A petition for post-grant review may only be filed not later than the date that is 9 months after the date of the
grant of patent or of the issuance of a reissue patent (as the case may be})).”

7 See P.L. 112-29, § 18(a)(1) (CBM “shall employ the standards and procedures of, a post-grant review”); 35 U.S.C. §
324(c); 35 U.S.C. §326(a)(11) (final decision must be made within 1 year of institution of proceeding).

® Chris Barry et al., 2014 Patent Litigation Study: As Case Volume Leaps, Damages Continue General Decline,
PricewaterhouseCoopers (July 2014} (available at http://www.pwc.com/en_US/us/forensic-
services/publications/assets/2014-patent-litigation-study.pdf).

? See htip://interpartesreviewblog.com/statistics-stays-view-ipr-cbm-proceedings/
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against patent suits brought by non-practicing entities.'’ The median patent litigation cost for
cases proceeding through trial range from $2,000,000 to $5,500,000 where the damages at-risk
exceed $1,000,000."

In stark contrast, the USPTO estimated that the cost of preparing a petition for CBM
review to be about $61,000.™ This is still extremely expensive for small financial institutions,
especially when the PTO’s filing fees and post-institution fees are considered. However, it
remains much cheaper than the alternative of litigating in District Court. Furthermore, a typical
budget for a patent suit in District Court is 600% more than that of an IPR, which mirrors the
activities of a CBM proceeding.™

Because the onus for dealing with erroneously issued patents that are invalid under §
101 already falls on the shoulders of innocent businesses, it is critical to maintain CBM review
as a faster, cheaper and more efficient alternative to District Court Iitigation.14 Without CBM,
there is no administrative proceeding in which to determine the validity of tens of thousands of
issued business method patents under Alice.

A. CBM Review Has Proven Highly Effective At Evaluating Business Method Patent
Invalidity Under § 101

Due to its benefits in terms of time, efficiency, and cost, CBM review has proven to be
an effective and favored tool for challenging business method patents that are invalid under §
101. In 2014, the PTAB became the most chosen venue for patent disputes.’® The success of
CBM as a program is evidenced by the broad range of industries that have utilized CBM.
Approximately 70% of CBM petitions have been filed by industries other than financial
services.’® Moreover, CBM has been widely embraced as an effective forum to assess invalidity

197013 NPE Cost Report: High-Level Findings, RPX Corporation (available at http://www.rpxcorp.com/wp-
content/uploads/2014/01/RPX-2013-NPE-Cost-Report-—-High-level-Findings.pdf).

™ AIPLA Report of the Economic Survey (2013).

'277 Federal Register 28 (10 February 2012), p. 7086.

'3 see Tom Engellener, Comparison of Federal Court, ITC, and USPTO Proceedings in IP Disputes, lanuary 2014
AIPLA MWI| Meeting.

** Opponents of making CBM review permanent may argue that defendants can seek early dismissal on § 101
grounds under Rules 12(b){6) or 12(c} of the Federal Rules of Civil Procedure. Given however, that District Courts
may decide that construction of claim terms is required before determining whether the claims are directed to
patentable subject matter under § 101, defendants may be forced to engage in costly preparation for District Court
claim construction proceedings —including discovery pertaining to claim construction, written briefs, and an oral
hearing —as well as unrelated written discovery and document production which often occur in advance of or in
parallel with claim construction proceedings. See, e.g., StoneEagle Services, Inc. v. Pay-Plus Solutions, inc., Case
No. 9:13-cv-2240-T-33MAP, Dkt. No. 91 (M.D. Fla. Feb. 9, 2015); Bancorp Servs., L.L.C. v. Sun Life Assur. Co. of
Canoda, 687 F.3d 1266, 1273-1274 (Fed. Cir. 2012) (“We note, however, that it will ordinarily be desirable — and
often necessary — to resolve claim construction disputes prior to a § 101 analysis, for the determination of patent
eligibility requires a full understanding of the basic character of the claimed subject matter.”).

1> See 2014 Patent Dispute Report and Analytics, Unified Patents (available at http://unifiedpatents.com/2014-
patent-dispute-report-and-analytics/).

*® Based on a review of filed CBM petitions filed by December 31, 2014 and accessed through the PTAB’s Patent

Review Processing System (https://ptabtrials.uspto.gov/}.
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under § 101. Indeed, § 101 is the second most frequent grounds used in CBM for invalidation
of business method patents.” In addition, the prevalence of § 101 challenges in CBM review
proceedings demonstrates the continuing existence and assertion of business method patents
that are invalid under § 101 and the demand for an administrative proceeding to resolve § 101
issues.

B. Keeping the CBM Program Is Necessary For An Effective Administrative Review
of Patents Now Invalid Under Alice

CBM review is an efficient and effective means for dealing with a substantial pool of
business method patents exposed by Alice as invalid under § 101. Pursuant to the sunset
provision of the Leahy-Smith America Invents Act (“AlA”), however, CBM review is slated to
cease existence in September 2020 with respect to new patent challenges.’® Without CBM,
there will be no administrative procedure in which to address these business method patents
now invalid under Alice.

With the looming end to administrative review of business method patents based on
Alice, there is tremendous incentive for holders of business method patents to simply delay
assertion and thereby avoid invalidation of their patents through a CBM review proceeding. As
September 2020 draws closer, the incentive for delaying assertion in this manner will continue
to grow. Such gaming of the system is an unintended consequence of the sunset provision and
one that drastically undermines the purpose for creating CBM review.

Letting CBM review proceedings lapse, which is the only available administrative
procedure to review business method patents exposed as invalid by Alice, will impose a
substantial burden on the U.S. court system and the U.S. economy. Accordingly, the existing
CBM program should be made permanent.

C. CBM Review is a Critical Tool for Combating Abusive Demand Letters

Some of the most abusive demand letters allege infringement of business method
patents. Recognizing the weakness in these patents, pre-AlA demand letter campaigns often
sought settlements slightly less than the cost of litigation. The availability of CBM review has
been a major disruptive force. Instead of seeking settlements at less than the cost of litigation,
for which a typical budget is 600% more than that of a CBM proceeding, demand letter
campaigns involving business method patents now often seek settlements that are less than
the cost of a CBM proceeding. Now that a plethora of business method patents have been
exposed by Alice as invalid under § 101, many campaigns have effectively gone out of business,
while others have reduced their settlement expectations even lower.

Permitting the CBM program to expire would increase the viability of abusive demand
letter campaigns asserting business method patents that are invalid under § 101. Without the
availability of CBM review as a less expensive option for challenging business method patents

" Based on a review of CBM decisions through October 30, 2014, § 101 (36%) trailed only obviousness under 35
U.S.C. § 101 (41%)} as grounds for successful invalidation of claims in challenged patents.
' See 37 C.F.R. §42.300(d)
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under § 101, the organizations running these abusive demand letter campaigns will be able to
increase the range of their settlement demands about 600% (the difference in cost between
CBM review and District Court litigation). Moreover, many targets of abusive demand letter
campaigns are small-to-medium-sized businesses that cannot afford to engage in patent
litigation in District Court and therefore, absent the availability of CBM review, would have no
viable option to challenge an asserted business method patent under § 101.

Accordingly, it is critical that the existing CBM review program be made permanent so as
to minimize the harmful effects of abusive demand letter campaigns.

D. CBM Has the Appropriate Safeguards Already Built In To Avoid Abuse While
Efficiently Addressing The Effect of Alice

Preserving CBM review ensures that there is an efficient, cost-effective alternative to
litigation for the review of business method patents exposed as invalid by Alice. Preserving
CBM review will not subject patent holders to harassment or abuse.

There are numerous unique safeguards built into CBM review to prevent the
harassment of patent holders and ensure that only those patents more likely than not to be
invalidated are subject to review:

s Patents only become eligible for CBM review when the patent holder threatens or elects
to pursue litigation. Only at that point can those parties charged with infringement of an
eligible patent petition for review under CBM.

e CBM review requires meeting a high bar for review. A petitioner must establish that it is
“more likely than not” that the patent is invalid in order to gain admission into the
program.

e A petition for review under CBM can only be filed when PGR is not an option, meaning
nine months after the issuance of the patent.

e Once a party charged with infringement files for declaratory judgment they are barred
from petitioning for relief under CBM program.

e Petitioner in a CBM proceeding in which a final written decision is issued, is estopped
from raising grounds of invalidity in a District Court proceeding that were raised in the
CBM proceeding.

e Thereis no mandatory stay under CBM.

e CBM-eligible patents do not include patents for “technological inventions.”

e Review under the CBM must be completed within one year from initiation of the review
and not more than 18 months from the time the petition for review was filed.

2. Conclusion

As a result of the Supreme Court’s decision in Afice there are a substantial number of
business-method patents that are not valid under current law. CBM review is the only
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administrative proceeding in which these patents can be evaluated under Alice. In the absence
of CBM review, there is no viable option for challenging the validity of these patents on § 101
grounds other than costly and protracted litigation in District Court.

CBM review was established as a pilot program. It has proven highly efficient and highly
effective at balancing the rights of patent holders against the need to ensure patent quality.
Any effort at addressing abusive patent litigation should be built upon those aspects of the
current patent review system that are working well. CBM review is a vital tool for efficiently
challenging low quality patents. We urge that any patent legislation going forward make the
existing CBM review program permanent. In addition, we urge Congress to give the Director of
the Patent and Trademark Office discretion to waive the fees associated with the program for
small institutions, as is included in section 9(d)(2) of H.R. 9. Thank you for the opportunity to
submit this statement. We would be happy to answer any questions or discuss this issue
further with members of the Committee.

Respectfully submitted,

American Bankers Association
American Insurance Association
The Clearing House Payments Company L.L.C.
Credit Union National Association

Financial Services Roundtable
Independent Community Bankers of America
National Association of Federal Credit Unions

National Association of Mutual Insurance Companies



