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PATENT REFORM: PROTECTING AMERICAN
INNOVATORS AND JOB CREATORS FROM
ABUSIVE PATENT LITIGATION

WEDNESDAY, MARCH 25, 2015

HoOUSE OF REPRESENTATIVES

SUBCOMMITTEE ON COURTS, INTELLECTUAL PROPERTY,
AND THE INTERNET

COMMITTEE ON THE JUDICIARY
Washington, DC.

The Subcommittee met, pursuant to call, at 10:04 a.m., in room
2141, Rayburn Office Building, the Honorable Darrell E. Issa
(Chairman of the Subcommittee) presiding.

Present: Representatives Issa, Goodlatte, Smith, Jordan, Poe,
Marino, Farenthold, Collins, DeSantis, Nadler, Conyers, Lofgren,
Johnson, Chu, Deutch, DelBene, Jeffries, and Peters.

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

Mr. IssAa. Good morning. The Subcommittee on Courts, Intellec-
tual Property, and the Internet will come to order. Without objec-
tion, the Chair is authorized to declare recesses of the Sub-
committee at any time.

As a point of interest, at exactly 11:00, the Subcommittee will re-
cess for a Joint Session of Congress. I ask the audience to be aware
that this is a rule of the house and not negotiable for us. Many
Members will leave prior to that in order to get seated prior to the
start.

Today we welcome everyone to a hearing on “Patent Reform: Pro-
tecting American Innovators and Job Creators From Abusive Pat-
ent Litigation.” In 2011, the America Invents Act became the most
substantial reform in U.S. patent law since 1836. The AIA reestab-
lished the U.S. patent system on a global standard. I was proud to
be part of that effort, and I am proud to be here today to continue
our work to uphold the comprehensiveness and competitiveness of
the American patent system.

Our work, however, is not finished. I am convinced that Congress
must do its part to stop patent litigation abuse from occurring. We
stand ready to work with any and all stakeholders that are inter-
ested in helping us improve the patent system. Last Congress, the
Innovation Act passed this Committee by a 33 to 5 margin, and
went on to pass out of the House on a bipartisan basis with 325
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votes. Today I am confident that H.R. 9, the “Innovation Act,” will
become the law and build on the work of the AIA to protect the
American patent system. But before it does that, we want to take
one more round of opportunity to hear from stakeholders both pub-
licly and privately to see if, in fact, in every way possible we have
addressed the maximum benefit with minimum disruption of exist-
ing systems that are working.

As anyone who has worked in patent litigation either as a plain-
tiff or a defendant or has prosecuted patents themselves, they
know that for every patent troll, there is an independent inventor
who is inventing, but looks exactly like a troll. Our challenge in
this legislation is to make sure that we change the behavior of
trolls without overly changing the behavior of those whose business
models and real innovation are working to help America today.

Today we will learn more about the cost to our economy by those
who engage in patent trolling here in America. This is the land of
opportunity. It is the land of innovation. I have said often innova-
tion is done by inventors everywhere, and sadly it is done by law-
yers in our court system. It has become too easy for individuals
seeking to exploit loopholes in the patent system, bullying inven-
tors and small businesses with frivolous lawsuits that amount to
litigation extortion.

Our work here is designed to address fundamental flaws in the
patent system, flaws that affect the system as a whole, flaws that,
quite frankly, devalue existing patents and hurt innovators. Those
who are trying to make it seem like we have written a clumsy bill
for the most part have had their say and offered no solutions. It
is important that if you come before this Committee, either here or
in private sessions, that, in fact, you come with real plausible lan-
guage. You can come to Republicans. You can come to Democrats.
As a matter of fact, you can come to almost every person on the
dais here today, and they want to hear your suggestions of how to
make this better.

My charge as the Subcommittee Chairman is, in fact, to work
with my Ranking Member to make sure that we exceed the 325
votes we had last year on the floor. I believe we can do that by
carefully making minor changes and putting in report language
that, in fact, will help define this bill in a way that overcomes some
of the areas of concern. I look forward to doing that while, in fact,
closing loopholes in our litigation system.

The provisions of the Innovation Act will inject transparency,
fairness, and effectiveness into the system. That is our goal. We
want to work with good actors to make that happen. And I clearly
am pleased to have a panel today that have real firsthand exper-
tise. And with that, I recognize the Ranking Member for his open-
ing statement. Three hundred and twenty-six or bust I am told.
Thank you.

Mr. NADLER. Thank you, Mr. Chairman. Today we will continue
our discussion of how to address abusive patent litigation. I con-
tinue to believe that we must pass legislation that will address the
scourge of patent trolls which continue to burden businesses across
the country. Abusive patent litigation has become a problem not
only for large corporations, but for small and mid-sized companies
as well.
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Legitimate patent litigation is necessary, but too often litigation
or the threat of litigation is used as a tool to extort settlements
from defendants. Unfortunately, small and medium-sized busi-
nesses are especially burdened by these abuses.

Many of the witnesses here today will explain that responding to
demand letters and abusive litigation practices decreases the
amount of time and resources they can spend on research and de-
velopment. Most small and mid-sized businesses cannot afford in-
house counsel and cannot afford to keep a high-priced attorney on
retainer. They need to focus their limited resources on creating
what is hopefully the next great innovative. That is what makes
them so susceptible to vague, but threatening, demand letters and
frivolous, but costly, litigation that prey on their fear of litigation
and ignorance of the legal system.

Abuses of the patent system can undermine confidence in the en-
tire system. I am a co-sponsor of H.R. 9, the “Innovation Act,” be-
cause it is my hope that it will reduce and discourage abusive liti-
gation. The key word is “abusive.” I respect that the vast majority
of patent cases involve arguably valid claims, but we want to re-
duce the effects of harmful actions by bad actors. If there are situa-
tions where the patent system is being abused, we should do every-
thing we can to correct that situation and make it better for all
participants in the patent system.

The Nation’s economy depends on effective and enforceable pat-
ent rights. The amount of abusive litigation has continued to in-
crease over the years and has now trickled down to small and mid-
sized businesses. As we examine ways to address the problem, we
must ensure that we limit unintended consequences and provide
protection for the enforcement of patent claims brought in good
faith.

I have heard from many stakeholders and businesses who have
given firsthand accounts of the burdens of abusive patent litigation.
I look forward to hearing from today’s witnesses about how patent
trolls have harmed their businesses and stifled innovation. For ex-
ample, I would like to hear how small businesses respond to de-
mand letters and bogus lawsuits that are filed against them. What
kind of pressure do they feel to settle rather than to fight the de-
mands of patent trolls? I would also like to hear how small busi-
gesses will benefit from the proposed changes in the Innovation

ct.

I remain a vocal advocate for a strong patent system, and do not
want a system that can be exploited by abusive tactics. As we will
hear today, the patent troll problem is real and is having real con-
sequences. Once we acknowledge that the problem is real, we must
address it. We must find ways to discourage bad actors from filing
case after case and gaining settlement after settlement.

This hearing will provide some of the answers to the questions
I hear about why we need legislation to deal with patent trolls.
Patent trolls often take many businesses by surprise because usu-
ally they have had no communications with the plaintiffs prior to
being served with the complaint. Surely we can all agree that the
system as currently structured needs to be fixed. I look forward to
working with colleagues on both sides of the aisle to continue to
improve the legislation to ensure that it is fair to all parties and
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gets at the root problem of abusive patent litigation. And I hope
the statements, stories, and explanations we will hear today will
further our efforts to deal with abusive patent litigation.

I thank the Chairman for holding this hearing. I look forward to
hearing from the witnesses. And I yield back the balance of my
time.

Mr. IssA. I thank the gentleman. The Chair now recognizes the
Chairman of the full Committee, Mr. Goodlatte, for his opening
statement.

Mr. GOODLATTE. Well, thank you, Mr. Chairman. Addressing
abusive patent litigation, particularly the reforms set out in the In-
novation Act, are critical to our Nation’s future economic competi-
tiveness. At today’s hearing we will learn more about the toll that
abusive patent litigation has taken on our economy. And I would
like to put my statement into the record and use my time to play
a short video showing the stories of folks that have faced this form
of litigation abuse.

[Video shown.]

Mr. GOODLATTE. Mr. Chairman, thank you very much. I apolo-
gize for the volume, and we will also make it available on our
website.

[The prepared statement of Mr. Goodlatte follows:]
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Mr. IssA. Thank you, Mr. Chairman. It was a powerful message.
And with that, we go to the gentleman from Michigan, Mr. Con-
yers, for his opening statement.

Mr. CoNYERS. Thank you, sir. I do not have a video, so I apolo-
gize to everybody in advance. If you heard

Mr. IssA. We can replay it.

Mr. CONYERS. No, do not replay it. [Laughter.]

Thank you very much. A transcript might be better. One of the
important issues that I think should be considered is legislative
ways to stop abusive patent litigation because it affects small busi-
nesses, and startups, and innovators more profoundly than any-
body else. And they rely, these small businesses, on patents. They
rely on patents for strong intellectual property protections, and we
must not weaken those rights.

Our innovators, whether they create in their garage or base-
ments or as a group in an incubation hub, recognize their patents
and their ability to protect them through enforcement in the courts
is critical in determining whether their businesses will succeed or
fail. Indeed, some angel investors and venture capitalists require
ideas to be patented before investment. And they may well be dis-
suaded from investing if there is a risk that a court will not uphold
the validity of those patents or, at a minimum, that there will be
substantial litigation costs entailed. And this means that fledgling
entrepreneurs will never get off the ground and become a flour-
ishing business employing many Americans, sometimes even thou-
sands of Americans, such as Overstock, which is one of our wit-
nesses today.

Overly broad legislation could engender more, rather than less,
litigation and weaken patent enforcement protections, thus discour-
aging investments in innovation. Instead, I think we should take
a cautious approach and not push solutions such as H.R. 9, the so-
called Innovation Act, that may end up doing more harm than good
to our startup ecosystem. And one way to stop abusive patent liti-
gations is to address the problem of the use of demand letters, so
I want the witnesses, and I hope they will discuss how we can curb
this demand letter problem as I see it.

Patent litigation opportunists exploit the patent process and the
patent litigation system. In particular, they attack patents of weak
quality in order to obtain quick settlements, or to bleed the alleged
infringers. Individual inventors and small businesses have to de-
cide whether to risk incurring potentially overwhelming litigation
costs or enter into a settlement which could make them liable to
attack by other abusive patent litigants.

So I look forward to our testimony from the witnesses, and yield
back the balance of my time. Thank you.

Mr. IssA. I thank the gentleman for his kind opening statement.
We now have a distinguished panel before us. The witnesses’ writ-
ten statements will be entered in the record in their entirety, and
so you may summarize within 5 minutes anything you would like
to say. Before you, you have a set of red, yellow, and green lights.
This is an early innovation. We all know that green means go, yel-
low means go faster, and I will not get into what red means.

I would ask, though, that you stay within your 5 minutes as close
as possible. I would also further announce that after we recess, we
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will reconvene promptly at 12 and take Members that are back as
soon as they are at least two Members on the dais.

Pursuant to the Committee rules, I would ask now that all four
of you please rise to take the oath. Please raise your right hands.

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

[A chorus of ayes.]

Mr. IssA. Please be seated. Let the record reflect that all wit-
nesses answered in the affirmative.

It is now my pleasure to introduce our witnesses. Ms. Kathryn
Underwood is president and CEO of Ledyard—thank you. Different
opening statement. Okay.

In the correct order, Mr. Mark Griffin is general counsel at Over-
stock.com. Ms. Kathryn Underwood is president and CEO of
Ledyard National Bank. Mr. Todd Moore is founder and CEO of
TMSoft LLC, an app manufacturer. And my constituent from
Solana Beach, Mr. Bryan Pate, the CEO of ElliptiGO, Inc. And you
will see here, I am sure as we go through here, Mr. Pate’s very in-
novative sort of bicycle product, when seen is very memorable. And
I would like to thank him for coming from California today so that
we would have a panel that included some hometown favorites.

So with that, I will go down the aisle. Mr. Griffin, please.

TESTIMONY OF MARK GRIFFIN, GENERAL COUNSEL,
OVERSTOCK.COM, INC.

Mr. GRIFFIN. Thank you, Chairman Goodlatte, and Ranking
Member Conyers, and Chairman Issa, and Ranking Member Nad-
ler, and Members of the Judiciary Committee. Thank you for the
opportunity to testify today on behalf of Overstock.com and United
For Patent Reform about patent litigation abuses.

Dr. Patrick Byrne, the founder of Overstock, recognized that the
internet presented some unique opportunities for liquidating excess
inventory, and in 1999 founded and launched Overstock.com for
that purpose. And at launch we provided excess inventory to retail
consumers at significant savings. Since then, since 1999, we have
grown from just a handful of employees and suppliers and $1.8 mil-
lion in revenue to today. We now have 1,500 employees, and over
$1.5 billion in revenues, and 3,200 suppliers. The Overstock story
exemplifies what is best in the American innovative spirit.

We are a strong respecter of intellectual property. Let me be
clear. We own patents ourselves, and we spend much of our annual
budget in licensing intellectual property from inventors. Innovation
and intellectual property are at the center of our business.

We know innovation, and we also know what abuse is of innova-
tion. It is patent trolls extorting money from productive and profit-
able businesses by suing on weak patent claims. Patent litigation
defense is brutally expensive. The patent trolls know that these ex-
cessive defense costs will lead many of their victims to settle rather
than fight. Despite the high cost of defense, however, at Over-
stock.com, we believe that feeding abusive trolls only attracts more
trolls, so we follow a spend and defend strategy. We would rather
pay real dollars and high defense costs than pay a single dime to
a patent troll.
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Overstock has been sued 32 times for patent infringement, and
we have spent approximately $11 million in our defense. Manage-
ment and development teams have also spent countless hours sup-
porting our litigation teams instead of spending time at their days
jobs in creating innovation and more jobs. In our history, we have
settled a few abusive cases, but in doing so we have been in-
structed that our fight strategy seems to be the better of the two
strategies.

While expensive, our fight strategy is a good investment. Coming
to understand our history and policy, patent trolls have begun to
realize that they need to simply dismiss their cases when they dis-
cover that we will fight instead of settle. They simply walk away.
Last year when two of these trolls, Execwear and Eclipse, walked
away from us empty handed and a bit bruised, our CEO, Patrick
Byrne, said “In abusive lawsuits, we spend our legal budget in de-
fense, not on unjust settlements.”

But many other retailers and others cannot afford to spend tens
of millions of dollars to scare off trolls off their bridges. Moreover,
a well-functioning patent system should not impose this kind of tax
on innocent operating companies. Congress must intervene to re-
store balance. Overstock is proud to be a member of United for Pat-
ent Reform, which is a broad coalition of diverse American busi-
nesses which are pursuing comprehensive solutions to abusive pat-
ent litigation. They are businesses across many industries—realty,
construction, auto manufacturers, Main Street, and Wall Street
alike. We would all rather provide jobs and invest in innovation.

Multifaceted reforms like the following will help us cure eco-
nomic asymmetries that make patent trolls’ extortionate approach
profitable. First, it is critical to raise the pleading standards. Pat-
ent trolls should say what they are suing over. Many defendants
do not know until they have spent hundreds of thousands of dollars
to find out. Second, where possible, it is imperative that claims of
infringement proceed first against the patent owner and a manu-
facturer before claims are allowed to proceed between the patent
owner and the manufacturer’s customers. Trolls often pick on users
of products rather than the manufacturers understanding that they
will not put up a vigorous defense, and they lack defense informa-
tion to put up a vigorous defense.

Third, trolls exploit the discovery process to drive up defense
costs to force settlements. Requiring patentees to explain and
judges to decide what a patent means at a markman hearing before
much discovery gets underway would certainly drive early resolu-
tions and avoid unnecessary costs. Fourth, making patent trolls re-
sponsible for the costs of their discovery requests that go beyond
core documents will stop unreasonable discovery demands made
solely for negotiation leverage.

And finally, we need better cost shifting options. Defendants’ fees
to battle trolls in court range from $1 to $6 million. Trolls do not
face such cost risks. They often use contingency lawyers, and they
often are set up to be precisely judgment proof. Where a suit is not
reasonably justified, the defendant should be able to seek and be
able to secure reasonable reimbursement of its reasonable defense
costs. Legitimate patent holders should not fear this standard.
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One solution will not solve the problem. We need a multifaceted
solution. Overstock appreciates the opportunity to come and testify,
and I welcome your questions.

[The prepared statement of Mr. Griffin follows:]
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Mr. IssA. Thank you.
Ms. Underwood?

TESTIMONY OF KATHRYN G. UNDERWOOD, PRESIDENT AND
CEO, LEDYARD NATIONAL BANK, NORWICH, VT

Ms. UNDERWOOD. Chairman Issa, Ranking Member Nadler, and
Members of the Subcommittee, my name is Kathy Underwood, and
I am president and CEO of Ledyard National Bank in Norwich,
Vermont. And I testify today on behalf of ICBA and the more than
6,000 community banks they represent, and I welcome the oppor-
tunity to share my bank’s experience with an abusive patent troll
and to discuss legislative solutions to the problem.

Ledyard is a $400 million asset community bank with seven
branches in New Hampshire and Vermont and just over 100 em-
ployees. We are primarily a small business lender, though we are
active in mortgage and consumer lending also. We are an integral
part of our economic life in the communities we serve.

In 2011, we received a letter from a patent troll’s lawyer inform-
ing us that he filed a complaint against us in the District Court
of Vermont. The complaint, which was 2 inches thick, asserted that
our nine ATMs were infringing on his client’s patent. However, the
troll was willing to settle the litigation on “exceptionally favorable
terms” if we responded within 2 weeks. This is a fairly typical de-
mand letter. Similar letters have targeted hundreds and perhaps
thousands of community banks.

On its face, the claim was absurd. The patent covered a process
of connecting an ATM to the internet. Ledyard’s ATMs being older
models connect to the bank via closed circuit telephone. Infringe-
ment was impossible. We informed the troll of this fact through our
lawyer, but he was not interested. His sole interest was enticing a
costly settlement from Ledyard and other community banks.

Our lawyers advised us that defending ourselves in patent litiga-
tion could be very costly, in excess of a million dollars. We ulti-
mately chose to settle for a significantly smaller amount. Settling
was a painful decision that violated my basic sense of fairness. On
the other hand, I had to consider the best interests of my share-
holders, employees, customers, and the communities that we serve,
and I felt it was my duty to view it as a simple economic decision.

Litigation is risky and uncertain, and the costs in terms of dol-
lars and staff time can run much higher than estimated. The set-
tlement demand was a known cost. The risk could be monetized
and quickly put behind, allowing us to get back to serving our cus-
tomers. Sadly, this is exactly the calculation that the patent troll
counted on us making. Vaguely-worded demand letters wreak
havoc on small businesses where every dollar counts. And to put
it plainly, patent trolls practice a legal form of extortion.

Apart from the hard-dollar cost of litigation and settlement, the
drain on our management’s time, the opportunity costs are also sig-
nificant. Unchecked, demand letters will deter banks like mine
from using new technologies at all. The technologies that support
customer access and keep us competitive with other banks—ATMs,
online and mobile banking, remote check deposit just to name a
few—have become common targets for demand letters. Community
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banks have to decide whether they are worth the risk, and if not,
our customers lose.

ICBA recommends that this Committee prioritize three solutions
that will provide relief for community banks. First, demand letters.
Demand letters often lack specific information about the patent,
such as the owner and what exactly has been infringed. This Com-
mittee can ensure that demand letters contain greater detail. En-
hanced transparency will help curb frivolous and abusive lawsuits.
ICBA supports legislation that will provide that if a demand letter
does not contain clear, detailed, and accurate information about the
patent, any civil action brought later would be dismissed.

Second, the covered business model, or CBM Program, should be
made permanent. It has proven to be a successful, low-cost alter-
native to litigation of covered business method patents. In fact,
there are several CBM proceedings currently underway that could
benefit banks and credit unions of all sizes. The director of the
PTO should have discretionary authority to waive the filing fee for
the CBM Program, and this would ensure that institutions of all
sizes have access to the program to invalidate dubious business
method patents.

Third, end users of technologies, such as community banks,
should not be on the hook for the infringement claims of trolls. In
our case, the vendor assured us that their contracts protected them
from an infringement suit against us. Because the vendor develops
the product and is best positioned to refute the infringement
claims, Congress should ensure that vendors provide appropriate
warranties and indemnification to protect the end users.

Thank you, and I look forward to your questions.

[The prepared statement of Ms. Underwood follows:]
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Chairman Issa, Ranking Member Nadler, and members of the Subcommittee, my name is Kathryn G.
Underwood and I am President and CEO of Ledyard National Bank in Norwich, Vermont. [ testify
today on behalf of the Independent Community Bankers of America and the 6,400 community banks
they represent, particularly the hundreds and perhaps thousands of community banks that have
received deceptive and abusive demand letters from patent trolls. Thank you for convening this hearing
on: “Patent Reform: Protecting American Innovators and Job Creators from Abusive Patent
Litigation.” 1 welcome the opportunity to share my bank’s experience with an abusive patent troll and
to discuss legislative solutions to this problem.

Ledyard is a $434 million asset community bank with seven branches in New Hampshire and Vermont
and just over 100 employees. We are primarily a small business lender though we are also active in
mortgage and consumer lending. Ledyard is integral to the economic life of the communities we serve.

Tn September 2011, we received a letter from a patent troll’s lawyer informing us that he had filed a
complaint against us in the District Court for Vermont. The complaint, which was two inches thick,
asserted that our nine ATMs were infringing on his client’s patent. However, the troll was willing to
settle prior to litigation on “exceptionally favorable terms,” if we responded within two weeks. This is
a fairly typical “demand letter.”

On its face, the claim was absurd. The patent covers the process of connecting an ATM to the Internet.
Ledyard’s ATMs, being older models, connect to the bank via closed telephone circuits. Infringement

was impossible. Though we informed the troll of this fact, through our lawyer, it was of no interest to

him. His sole interest was enticing a costly settlement from Ledyard and other community banks.

Identical demand letters were sent to four other New Hampshire banks that day. One settled
immediately to avoid the hassle and expense of litigation. Pooling our resources, the remaining four of
us jointly assessed the claim, spending hundreds of hours of senior staff time in research and
consultations. We contacted the company that provided our ATMs. Wouldn’t it make sense for the
ATM provider to bear the cost of settlement or litigation? Were they not best positioned to defend
against the assertion of infringement? Ledyard is no more than the end-user of the ATM; we didn’t
develop the technology. Unfortunately, that company assured us that their contracts protected them
from an infringement suit against the end-user which limited our options.

Our lawyers advised us that the cost of defending ourselves in patent litigation could be very costly,
even if we teamed up with the other banks to reduce costs. Legal bills well in excess of $100,000 could
be expected if the case went to trial. Even if we won, that cost could not be recovered unless we could
establish the claim was frivolous. The cost to settle was significantly smaller than that. We eventually
did settle, but 1 am not at liberty to disclose the settlement amount. It was a painful decision that no
legitimate business person should ever have to face. It violated my basic sense of fairness. On the other
hand, T'had to consider the best interests of my shareholders, employees, customers, and the
communities we serve. 1 felt it was my duty to view it as a simple economic decision. At the time, we
had only an estimate of the cost of litigation; it could have run much higher. Litigation is fraught with
risk and uncertainty, even when a case, like ours, seems to be air tight. In addition, litigation would
have been months-long or even years-long distraction to me and my management team. The settlement
demand, on the other hand, was a known cost; the risk could be monetized and quickly put behind us,
allowing us to get back to serving the lending needs of our customers.
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Sadly, this is exactly the calculation that the patent troll counted on us making. It’s the patent troll
business model, and it is especially effective when it is targeted at a small business with limited
resources. Community banks are filled with staff dedicated to serving customers and managing risk. In
targeting small institutions that may not have a lawyer on staff competent to evaluate the claims,
demand letters are sure to reach a captive mass of people afraid of getting sued. Community bank
CEOs like me are only too eager to avoid the risk and uncertainty of litigation. Patent trolls practice a
legal form of extortion.

In a way, Ledyard is fortunate because this same troll later demanded significantly higher settlement
fees from community banks like ours. Undoubtedly, they sought to maximize their returns by seeking
the exact price point at which a community bank would choose settlement over litigation. Many
community banks chose settlement. Although it violates one’s basic sense of right and wrong, paying
up makes economic sense for a community bank of my size. Other community banks chose litigation
and, I am pleased to say, have been successful. I am unaware of a single instance where this troll has
prevailed when it actually went to court. However, despite the court losses, the troll continued to send
demand letters to community banks and credit unions, seeking to wring as many settlement dollars as
possible from unwitting victims.

The business model of a patent troll stands in stark contrast to the business model of a community
bank. We foster long-term relationships with our customers. We are invested, often for generations, in
our commubnities. Our prosperity is linked to their prosperity. A patent troll only profits at the expense
of their “customers,” who are really victims, and drains valuable resources from the economy. While
the troll who targeted us is effectively out of business, the abundance of poor quality patents and
opportunistic, unethical trolls, ensure that community banks, credit unions, and other businesses, small
and large, will continue to be targeted.

What’s the economic impact of the patent troll industry? According to a study by Boston University
School of Law, the direct costs associated with patent trolling and often litigation are substantial,
totaling an estimated $29 billion in accrued litigation and non-litigation costs in 2011. The study does
not capture the significant indirect costs borne by our customers. Unchecked, the problem of demand
letters will deter institutions like mine from using new technologies at all. The technologies for which
patent demand letters and litigation have become common against community banks include some of
the things that make financial services most accessible to consumers and keep us competitive with
larger banks — ATMs, online and mobile banking, remote check capture, and check processing, just to
name a few, Many institutions will decide these technologies — however much they help their
customers — aren’t worth the risk. If that happens, consumers lose.

Solutions

Properly crafted legislation has the potential to significantly curb patent abuse. A number of solutions
have been proposed. ICBA recommends that this committee prioritize two solutions in particular that
carry the most value in providing relief for community banks.

Demand Letters

Demand letters often lack specific information about the patent, such as what exactly has been
infringed, or even the name of the person or entity that owns the patent. With little to go on and a
natural aversion to litigation many community banks and credit unions choose to settle.
This Committee can ensure that demand letters contain greater specificity. Enhanced transparency will
help curb abusive lawsuits. ICBA supports legislation that would provide that if a demand letter does

2
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not contain clear and detailed information about the patent, including the owner of the patent and what
has allegedly been infringed, any civil action that is later brought by the troll would be dismissed.
Exceptions should be made for legitimate patent holders—specifically, where the primary business of
the patent holder is research, development, and manufacturing or selling goods or services. Also, a
written communication between parties regarding an existing licensing agreement would not be
covered and the court would be able to waive the requirements if it determines that it is in the interest
of justice. This is a narrowly targeted solution that does not interfere with the right of any patent holder
to send a demand letter.

Covered Business Method (CBM) Program

The American Invents Act created the Covered Business Method (CBM) program, a post-grant review
proceeding within the Patent and Trademark Office (PTO) to re-examine the validity of questionable
business method patents. Unfortunately, without intervening action, the CBM program will expire in
2020 once again leaving certain industries exposed to low quality business method patents. The CBM
program should be made permanent as it has proven to be a successful low-cost alternative to litigation
of covered business method patents. In fact, there are currently several CBM proceedings underway
that could benefit banks and credit unions of all sizes.

Additionally, we support language granting the Director of the PTO discretionary authority to waive
the filing fee for the CBM program. This provision would be beneficial for smaller financial
institutions and could help deter patent trolls from sending abusive and extortive demand letters. It
would ensure that institutions of all sizes have access to the CMB program.

FEnd User Indemnification/Warrantee

Community banks often white-label products that are purchased from vendors to serve their customers.
As “end-users” of these products and services, community banks should not be on the hook for the
infringement claims of trolls.

Community banks are especially vulnerable to the threat of legal action because they lack the resources
and market power to fairly negotiate the protections they need when contracting with large
sophisticated technology vendors. As was true in my case, the vendors that provide these products and
services to community banks often do not stand behind them. As a result, when a community bank is
accused of infringement, the vendor, often better situated to refute the claim, sits on the sidelines and
refuses to defend their customers. Congress should amend current law to ensure that vendors that sell
products or services to community banks provide the appropriate warranties and indemnification to
protect the end users from infringement claims.

Conclusion

Thank you again for the opportunity to testify today and share my story, which is sadly typical of
thousands of community banks and credit unions. Patent trolls represent a significant and growing
threat to free commerce and a drain on our nation’s economic resources. ICBA strongly encourages
this Committee to take up legislation that includes the recommendations I have described above.
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Mr. IssA. Thank you.
Mr. Moore?

TESTIMONY OF TODD MOORE, FOUNDER AND CEO,
TMSOFT LLC.

Mr. MOORE. Good morning. I am Todd Moore. I am a mobile app
developer, and my small company is TMSoft. We published the
White Noise app that is available for your smartphone and is help-
ing millions of people sleep better at night. It is important to note
that I am a named inventor on four patents, but I am here today
to tell you my story of being attacked by a patent troll, and speak
out about the critical importance of the Innovation Act and how it
CaI& help app developers like me and startup innovators nation-
wide.

I founded my company in 2008 to create smartphone apps. 1
worked nights and weekends on different ideas while keeping a
full-time job to pay the bills. Finally, my White Noise app gained
traction and became the number one app on iTunes. It allowed me
to quit my job, focus on my startup full time, and hire employees.
I was living the entrepreneur’s dream, but I never dreamed my big-
gest danger in my business would be a patent troll.

In 2011, Lodsys sent me a demand letter claiming my app was
infringing its patents. Lodsys is a patent monetization firm that
does not make any products. The demand letter included White
Noise screen shot showing a webpage inside the app with a button
that linked to the internet, essentially a hyperlink. I assumed this
was a mistake because hyperlinks are common technology. They
are the building blocks of the web. Later I discovered numerous
other app developers had received similar demand letters. Lodsys
wanted us all to pay a licensing fee, or they would sue for patents
infringement.

In 2013, Lodsys did sue me and many other app developers. Al-
though the lawsuit was clearly frivolous, I was forced to defend my-
self. Patent litigation usually costs millions. I did not have that
sort of money, and the patent troll knew it. Lodsys was quick to
offer me a way out. If I just wired $3,500 to an overseas bank ac-
count and agreed not to speak publicly about it, they would dismiss
the lawsuit.

Most companies would take that deal, but companies that settle
with patent trolls risk catching the attention of other patent trolls
to make a quick buck. Thankfully, a non-profit group agreed to de-
fend my company pro bono. Once Lodsys understood we had a free
lawyer who would challenge the patent’s validity and that we
would never pay, it dropped the lawsuit. Trolls are not interested
in asserting valid patents and obtaining fair royalties. They are in-
terested in easy settlements and quick paydays that will fund their
next set of lawsuits.

Some may testify that weak patents, like the Lodsys patent,
would not be approved by the PTO today, but we cannot wait 20
years for thousands of weak patents to expire. Patent quality, how-
ever, is not the only issue. Frivolous litigation can be initiated by
trolls that unjustly assert infringement when an activity is way
outside the scope of the patent. Congress should encourage courts
to crack down on this behavior.
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The patent troll business is low risk and high reward because
patent trolls get free lawyers, and they hide their junk patents in
shell companies. They are destroying small businesses while offer-
ing society absolutely no benefit. The problem is not with patent
licensing, it is with patent abuse.

I have license technology from many companies, and in return
we get something useful that improves our own products. That is
how legitimate companies use patents to build value. In contrast,
with patent trolls you do not get useful technology. You get an
agreement that they will not sue you. That is not how our patent
system is supposed to work.

Finally, I have heard claims that patent reform legislation will
harm small inventors. This is nonsense. I risked my capital to
build a business and intent great apps. I support reforms that pro-
mote legitimate patents, legitimate licensing, and legitimate en-
forcement. I am a small innovator, and what harms me is that liti-
gation opportunists are exploiting the patent system. The only way
to protect true inventors with real inventions is for Congress to re-
form the system so it works as intended.

What patent trolls are doing to small businesses like mine is
simply wrong. We need common sense reform, like the Innovation
Act, that will force patent trolls to think twice about bringing base-
less and frivolous lawsuits. The problem is serious, but it is also
solvable. Please, shut down the patent troll racket and let small
businesses like mine get back to innovating, creating jobs, and
building great products that people love.

Thank you.

[The prepared statement of Mr. Moore follows:]
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Statement of Todd Moore
Founder & CEO, TMSOFT LLC

Statement for the Hearing “Patent Reform: Protecting American
Innovators and Job Creators from Abusive Patent Litigation”

Before the Subcommittee on the Courts, Intellectual Property, and the
Internet

March 25, 2015

| am Todd Moore, founder of TMSoft LLC, a Virginia-based developer
of mobile apps and games. I'm probably best known for creating the
White Noise app for your smartphone which help millions of people
sleep better at night. My app has been featured on the Dr. Oz show,
Today Show, Fox & Friends and more. Jimmy Fallon even made fun
of it on his show with a special, not-so-soothing “Axl Rose” edition.

| am a member of CEA, an association representing over 2,000 of
America’s most innovative companies. CEA also owns and produces
the International Consumer Electronics Show every January in Las
Vegas. | am also a board member of the Application Developers
Alliance (*Apps Alliance™), a non-profit global membership
organization that supports developers as creators, innovators, and
entrepreneurs.

Thank you for this opportunity to testify about the importance of the
Innovation Act and its critical importance to app developers like me
and startup innovators nationwide.

| founded my company in 2008 to create smartphone applications. |
worked nights and weekends on different app ideas while keeping a
full time job to pay the bills. One of the apps | created, White Noise,
started getting a lot of attention in the press and at one point became
the #1 app on iTunes. White Noise generated enough revenue so |
could quit my job, focus on my startup full-time, and hire employees.

| was living the entrepreneurs dream, but | never dreamed the biggest
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danger to my business would come from a patent troll.

In 2011 my company received a demand letter from Lodsys claiming
my app was infringing on one or more of its patents. Lodsys is a
privately held “patent monetizing firm” that does not make or produce
any products. | was sued in Marshall, Texas - where | have never
been but where patent trolls are a local industry that seems to be
enabled and supported by local courts.

The demand letter included a screenshot of White Noise showing a
webpage inside the app with a button that opened the iTunes App
Store - essentially, a hyperlink. | immediately assumed they had
simply made a mistake because hyperlinks are universally common
technology - in fact, they are the building blocks of the entire World
Wide Web. However, | later found out that numerous other app
developers had received similar demand letters. Lodsys wanted us all
to pay a licensing fee or they would sue for patent infringement.

Lodsys filed a lawsuit against my company and numerous other app
developers in 2013. Although the lawsuit was clearly frivolous, | was
forced to defend myself and my company in the court system. | was
aware that litigation could cost well into the millions of dollars. | knew
| didn’t have that sort of money - and the patent troll knew that too.

Lodsys was quick to offer me a way out —all | needed to do was wire
$3,500 to an overseas bank account and promise never to speak
publicly of the case, and they would dismiss the lawsuit.

Most companies would take that deal without hesitation, but many
companies that settle with patent trolls risk catching the attention of
other patent trolls looking to make quick profit. Another issue with
settling is you won’t be able to speak publicly about it because the
troll demands a non-disclosure agreement that prevents you and your
company from speaking about the terms of the settlement. As
someone who likes to speak publicly about technology and the
software industry, censorship did not sit well with me.

Through the Apps Alliance, | met Dan Ravicher from the Public
Patent Foundation, a nonprofit organization whose mission is to
represent the public’'s interest in the patent system. Dan Ravicher
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agreed to defend my company pro bono. Once Lodsys understood
that TMSoft would not roll over and pay an easy settlement and that
we had a free lawyer who would challenge the patent's validity, it
looked for its own escape. Trolls are not interested in asserting valid
patents and obtaining fair royalties; they are interested in easy
settlements and quick paydays that fund their next set of lawsuits.

Patent trolls have utterly distorted the patent system. Legitimate
licensing of patents allows the exchange of valuable technologies for
fair prices so that others can use inventions and build great new
products and services. Patent trolls, in contrast, destroy value. | was
lucky to have a free patent attorney, who estimates that the several
hundred hours his team spent on my case would have cost me
$190,000 at a typical patent litigation firm. And we had not yet set foot
in a courtroom.

It is likely that the Patent and Trademark Office would have not
granted the Lodsys patent under today's new rules. But that future-
looking solution is not a complete solution, because the Lodsys
patent and thousands of low-quality patents were approved by PTO
for 20 years under the old rules, and they are ammunition for patent
trolls unless Congress acts.

Also notable is that Apple had already licensed the Lodsys patent
from Lodsys, and Apple then provided licensed technology to me.
Congress must provide end-user protections to users of software
(and not only hardware) so that trolls are required to sue the real
alleged infringer, not only small companies like mine that generally
are easy marks for quick money. In my case the troll would have
been forced to sue Apple, Google or Microsoft - and this troll wasn't
looking for that kind of fight.

Ignoring patent trolls and hoping they’ll go away is not a solution. The
patent troll business model is low-risk and high-reward, as trolls get
free contingency-fee lawyers and put their junk patent assets in shell
companies. They are destroying small businesses while offering
society absolutely no benefit.

My small business has licensed technology and media from many
companies, and in return we get something useful that improves our
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products. That is how legitimate companies use patents to build
value and great products. In contrast, with patent trolls, you don’t get
useful technology that can be used in your product. You get an
agreement that they won’t sue you. That’s not how our patent system
is supposed to work.

Finally, I've heard claims that patent reform legislation will harm small
inventors. This is nonsense. | risked my capital to build a business
and invent great apps. | am not discouraged by reforms that will
support legitimate patents, legitimate licensing and legitimate
enforcement. I'm a small innovator and what harms me is that the
patent system is being exploited by litigation opportunists. The only
way to protect true inventors with real patentable inventions is for
Congress to reform the system so it works as intended.

What patent trolls are doing to small businesses like mine is simply
wrong. We need common sense reforms like the Innovation Act that
will force patent trolls to think twice about bringing baseless and
frivolous lawsuits. Please shut down the patent troll racket and let
small businesses like mine get back to innovating, creating jobs, and
building great products that people love.
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Mr. IssA. Thank you.
Mr. Pate?

TESTIMONY OF BRYAN PATE, CO-FOUNDER AND CEO,
ELLIPTIGO, INC.

Mr. PATE. Thank you, Mr. Chairman, Mr. Nadler, and Members
of the Subcommittee. It is an honor to be here today to share my
views on protecting American innovators with you. I am an Amer-
ican innovator. I have spent the last 10 years of my life in a con-
certed effort to create and build a new industry here in America.

ElliptiGO introduced the first elliptical bicycle to the world in
2010. A photo of our product is on the screen. We currently employ
15 people in our Solana Beach, California headquarters, and we
have additional employees in Virginia, Illinois, and New York. Over
the past 5 years, we have sold more than 10,000 ElliptiGO cycles,
generated more than $20 million in revenue, and in 2013 we were
named the sixth most innovative fitness company in the world by
Fast Company magazine.

From the beginning, we knew that while our idea was novel,
overseas manufacturers could easily copy it and destroy our market
by flooding it with cheap, poor quality knockoffs. Indeed, there are
a number of Chinese manufacturers who have already replicated
our product and are currently advertising it for sale on Alibaba.com
and other websites. Photos of them, their factories, and their list-
ings on the screens. They area a real threat, and it is only a matter
of time before these knockoffs will hit our shores. Once that hap-
pens, the only viable weapons we will have to stop them from de-
stroying the market are our patents.

As an entrepreneur, I am by definition a risk taker and an opti-
mist. Few things scare me. Since learning of H.R. 9, I have spent
a significant amount of time trying to understand how it could im-
pact my business. I am here today because there are parts of the
bill that scare me. I believe if the bill passes as written, it will have
the unintended consequences of adversely impacting American
innovators, while perversely protecting unscrupulous competitors.

It appears that in an attempt to address one form of abusive pat-
ent litigation, H.R. 9 will create new ways for infringers to abuse
the patent system. I will touch on each of my concerns briefly now
in hopes of a fuller discussion with you.

Customer stay. I agree that we should stay litigation against in-
nocent end users of an infringing product. However, H.R. 9’s stay
provision is much broader than that. In fact, it should be called the
“manufacturer, trading company, supplier, seller, and end user
stay,” because it protects all of these actors equally, innocent or
not.

Shockingly, the very factories in China that are making exact
replicas of our product today and anyone who profits from import-
ing or selling these blatantly infringing copies of our patent and in-
vention here in the U.S. are considered customers and could be pro-
tected. I say “protected” because in practice the stay provision per-
mits the companies who profit from manufacturing and selling in-
fringing products to shield themselves from ever being held ac-
countable. This is the provision I fear the most for my business be-
cause it presents an enormous risk to companies like mine. I hope
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we get to explore it in more detail today. The bottom line is that
if the stay provision was law in 2005, I would not have started
ElliptiGO.

Joinder. If the joinder provision was law in 2005, I likely would
not have been able to start ElliptiGO. Small technology companies
like ElliptiGO not only need founders, they also need investors, em-
ployees, and, in our case, a licensor to get off the ground. The join-
der provision exposes all these individual to personal liability. That
is right, personal liability, if the company they support loses a pat-
ent enforcement action and is unable to convince the judge that
their position was justified. We could not have guaranteed anyone
back in 2005 or in 2015 for that matter that this will not happen.

Even if my co-founder and I were willing to take this risk, I
know for certain that we would not have been able to secure our
patent license, and it would have been incredibly difficult to find
investors and employees willing to get involved. At the time, we
were pitching these people, Brent worked out of his garage, and I
worked in a storage shed. Our only non-human assets were a pend-
ing patent and some prototypes. If the folks we were pitching be-
lieved that they could end up losing their house because of a future
patent litigation involving our company, there is no way our licen-
sor would have licensed his patents to us, and it is very unlikely
we would have found enough investors and employees to launch
the company. It is one thing to lose $50,000 in an investment you
have made on a small, promising company. It is another thing to
lose your house because of that investment.

Finally, the fee shifting provision and the heightened pleading
standards add complexity to patent enforcement and raise the
stakes of patent litigation, making patent enforcement more expen-
sive and protracted. I believe this change disproportionately im-
pacts small companies, and I hope we get to explore these sections
as well.

As written, H.R. 9 introduces several incalculable and entirely
new risks to the startup ecosystem. I believe that the few people
who are willing to take the risks of investing their money, skills,
and ideas into a startup today will choose differently if H.R. 9 be-
comes law. American innovators cannot succeed without these peo-
ple, so I strongly urge you to address these issues with H.R. 9 be-
fore moving it forward.

Thank you for your consideration of these issues, and I look for-
ward to discussing them further.

[The prepared statement of Mr. Pate follows:]
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Statement of Bryan Pate, Co-Founder and CEQ, ElliptiGO, Inc.
Subcommittee on the Courts, Intellectual Property, and the Internet
March 25, 2015
Chairman Issa, Ranking Member Nadler, and Members of the Subcommittee,
thank you for inviting me to appear today to discuss the importance of American
innovation and how we can protect it. My name is Bryan Pate. In my career I have
served as an officer in the United States Marine Corps, developed new products for a
semiconductor equipment company, clerked for a federal judge and worked with a
number of Fortune 500 companies as a consultant for McKinsey & Co. I left McKinsey
to start the company I now lead and I have been working tirelessly for the past ten years

to create and build a new industry right here in the United States.

ElliptiGO

Like many American inventions, ElliptiGO began in a garage as a solution to a
problem. In 2005, a lifetime of contact sports and endurance athletics caught up with
me and I lost the ability to run for fitness because of hip and knee injuries. I considered
cycling, but my experience in triathlon convinced me that bicycle saddles are
uncomfortable and that cycling workouts simply take too much time. I started using the
elliptical trainer, but found I hated being caged indoors at the gym. It hit me that what [
really wanted was a low-impact running device that I could use on the street. I decided
to purchase one, only to find that no such device existed.

Surprised and frustrated by that fact, I began to look into running injuries and
the size of the potential market for a product like this. Convinced that an outdoor
elliptical bicycle would appeal to a large number of people, I called up my friend Brent
Teal, a mechanical engineer and fellow Ironman triathlete, to see if he would be
interested in developing this kind of a product. A few weeks later we met in a Solana
Beach, California coffee shop and drew some rough sketches of the concept on a
newspaper. He liked the concept and agreed to do all of the engineering work for free. I
agreed to pay for everything we needed to buy. We shook hands and formed a
partnership to create the world’s first elliptical bicycle.

Brent was already a named inventor on some patents and I was familiar with

intellectual property rights, so our first step was to determine whether the idea was
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already patented. While nobody had ever built or sold an elliptical bicycle before, it
turned out that Larry Miller, the man who invented the indoor elliptical trainer back in
1994, already held issued patents in the U.S. and Taiwan on the idea of an outdoor
elliptical bicycle. Fortunately, we were able to secure a license to Miller’s patents, which
enabled us to continue pursuing the project and bring an elliptical bicycle to market.

Over the course of the next few years we raised money from a number of
investors, hired our first employees, and partnered with a manufacturer. Then, in 2010,
ElliptiGO introduced the world to the first elliptical bicycle.’ Since then we have sold
more than ten thousand ElliptiGO cycles and generated more than $20 million in
revenue. We now employ fifteen people at our headquarters in Solana Beach, California,
with additional employees in Virginia, Illinois, and New York and we are continuing to
grow.

As an entrepreneur, I am by definition a risk taker and an optimist. Few things
scare me. However, I am here today because broad changes to the patent system
proposed by this committee scare me. Since I learned about the provisions contained in
H.R. 9, I have spent a considerable amount time trying to understand how they will
impact my business. I am afraid that if H.R. ¢ is enacted as written it will have the
unintended consequence of hurting American innovators and companies like mine,
while perversely protecting unscrupulous foreign competitors.

A strong patent system is vitally important to small businesses and
entrepreneurs. Intellectual property-intensive industries alone support $8.1 trillion of
the U.S. gross domestic product, generate 27 million jobs, and pay employees over thirty
percent more than other industries. Entrepreneurial startups alone are responsible for
over twenty percent of gross job creation in the United States. Sweeping changes to the
patent system will have major repercussions in these industries, and threaten the
innovative ideas and job growth they generate I will discuss each of my concerns in
detail, but the bottom line is this: If H.R. 9 was the law in 2005 then ElliptiGO would
not exist today, and I'm sure that many other small job creating businesses like ours

would not be here either.

1 A photo of an ElliptiGO bicycle is attached to this testimony as Appendix A.
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As you will see below, my objections to the Innovation Act arise from the impact
it will have to the entire start-up ecosystem. It is not just the entrepreneur that is needed
to start companies and create jobs. He must be supported by a large group of other
people, all of whom are acting in their own best interests. Start-ups are extremely risky
endeavors and there aren’t many investors, workers, partners and inventors willing to
get involved with them because of these risks. My fear is that this bill will shift the
risk/reward calculus for these groups to the point where it simply won’t make sense to
support a start-up that relies on patented innovations. Without enough support from
every element of this ecosystem, start-ups cannot get off the ground. Because patent-
based technology start-ups are a significant engine of growth for our innovation
economy, if they go away then it will have serious repercussions for the country.

1 believe any efforts to stop abusive patent litigation must take into account the
impacts they could have on the start-up ecosystem. I implore you to avoid instituting
solutions that end up doing more harm than good. I fear that H.R. 9 as written will have

that result.

Stay Provision
The “customer stay” provision of H.R. g is one of the most alarming parts of the

bill. First, the provision is mislabeled. It should be called the “manufacturer, supplier,
seller and end-user stay” because every “party accused of infringing a patent or patents
in dispute based on a covered product” is entitled to it equally. This means every foreign
manufacturer, every foreign trading company, every domestic manufacturer, and every
seller of unauthorized copies of our patented product can stay a litigation that has been
filed against them. All they need to do is show that there is a separate litigation
underway involving a different party accused of infringing the same patent and that
other party “makes or supplies” the infringing product at issue. All of these parties have
at least 120 days after the initial pleadings are filed to file their stay motion and the
court must grant it if they meet the conditions set forth in the bill, all of which appear to
be easy to meet. I believe that the stay begs to be abused by infringers and will have the
unintended result of crippling the ability of American businesses to fight manufacturers
that copy their patented products and flood U.S. markets with cheap, poor quality
knock-offs.

-3-
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The threat of knock-ofts being sold in the U.S. is a serious issue for ElliptiGO. We
know of a number of Chinese manufacturers who have replicated our product and are
currently advertising it for sale on Alibaba.com and other websites.2 These knock-offs
have not yet made their way to the United States, but it is only a matter of time. When
these fake ElliptiGO bikes do make it here, the only defense we will have are our nine
issued U.S. patents.

If the stay provision is in effect when these knock-offs hit our shores, then we will
be in real trouble. For our product, there could easily be more than a dozen different
trading companies sourcing from Chinese factories and feeding that supply into the U.S.
through a number of sales channels. As discussed, each of the suppliers in China and the
sellers in the U.S. would be entitled to take advantage of the stay provision. Nor is the
manufacture of infringing products limited to foreign companies. Companies right here
in the United States could easily copy our product as well. So, if the stay is enacted into
law, T believe it will expose us to an abuse of the patent system that will prevent us from
defending our business against unfair infringement by foreign and domestic actors
alike.

Once copies of our patented products hit the market, the sellers will likely ignore
our cease and desist letters and force us to undertake the significant time and expense of
filing a patent infringement action. In response, a Chinese trading company or U.S.
manufacturer will likely file a declaratory judgment action against us, requiring the
federal court in our infringement action to stay our case against the seller until the suit
against the supplier is resolved. This cycle will likely be repeated multiple times by other
parties entitled to a stay, causing an endless delay in our ability to get relief through the
courts.

Meanwhile, fake ElliptiGO cycles will continue flooding the market unabated,
attracting additional sellers of these products and causing our sales to plummet while
our legal expenses continue to mount. Because we cannot compete with cheap knock-

offs, at some point we will likely be forced to decide whether to sell our business, cease

2 Photographs of knock-off ElliptiGO bicycles in unlicensed Chinese factories and
examples of unauthorized sales listings on Alibaba.com are attached to this testimony as
Appendix B.
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operations or continue to pursue even more litigation because it is the only means we
have available to stop these illegal sales.

Perversely, the stay provision will likely be used to insulate all of these
subsequent sellers as well from any suits we file against them, effectively making patent
enforcement through the district courts fruitless. While we could file a complaint with
the International Trade Commission (ITC) to block the import of infringing cycles, this
action will neither prevent the sale of existing cycles in the U.S., nor will it have any
impact on domestic suppliers of knock-off ElliptiGOs. So long as there is a stay of
litigation against the sellers of infringing products, and manufacturers continue to pop
up and sell to retailers, we would likely never get the injunction necessary to stop the
sale of infringing knock-offs. This will not only destroy our business and undermine the
viability of this industry, but this will also put the public at risk if these products start to
fail in the field.

Since we started this company, no one affiliated with it ever expected that we
would be left unable to defend it from competitors selling knock-offs of our product.
None of us would have gotten involved if we thought that this would end up being the
case. Myself, Brent, Larry, all of our investors and all of our employees chose to invest
our time, resources, money and skills into making ElliptiGO successful based on the
fundamental assumption that we would be able to use the venerable U.S. patent system
to defend our company against competitors making and selling products that infringe
on our patents. I believe that the customer stay provision will have the perverse result of
facilitating the sale of knock-off products here in the U.S and put American innovators
at a severe disadvantage in the marketplace.

This is incredibly unfair and I think it will have devastating effects for these
innovative American companies, especially small ones. Even if I am wrong about how
the situation above will actually play out, I believe that introducing the potential for
such abuse by potent and unscrupulous competitors will have a chilling effect on future
founders, investors and employees of patent-based start-ups. In any case, there is one
thing that I can say for certain: if the customer stay provision was law in 2005 and I
knew about it, I would not have started ElliptiGO.

When I headed down this path ten years ago I knew that any mechanical bicycle-

like device would be easy to copy and distribute. There’s no way I would have left my
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lucrative career path to take on the risk of starting a company if I didn’t believe that I
could use patents to stop companies from making and selling copies of my product here
in the U.S. For the reasons outlined above, the stay provision would have eliminated this

belief and ElliptiGO would not exist today.

Fee Shifting and Joinder

The fee shifting provision obligates the losing party in a patent infringement suit

to prove that its “position and conduct” was “reasonably justified in law and fact or that
special circumstances (such as severe economic hardship to a named inventor) make an
award unjust.” While on its face this provision sounds balanced, in practice, I believe
that it will disproportionately and adversely impact small companies like mine.

Patent litigation is complicated and the difference between winning and losing
can hinge on a variety of factors, many of which are unpredictable at the outset.
Something that appears novel to one trier of fact could be completely obvious to
another. Patent enforcement actions can turn on the meaning of one word in a claim
and how it is applied to the item at issue. At the time we elect to enforce our intellectual
property, we won't have the luxury of being absolutely certain about the validity of our
patents, sure of how the courts will construe some of the terminology, or know that we
are definitely going to win the case. One thing we will know is that if we lose our case, it
will be devastating for our business. That’s because we don't have much cash and we
aren’t profitable. The litigation will be long, very expensive and if we lose, our industry
will become much more competitive. The passage of this provision will increase the
already high risk litigation poses for us by making patent enforcement actions more
expensive if we lose but not changing the reward calculation much if we win.

If we lose, then we will almost certainly have to pay for a mini-trial to determine
whether or not our position was reasonable. The provision puts the burden of proof on
us, so it is going to cost us much more to prove our case than it will for our competitor to
counter our arguments. Moreover, any patent litigation we file will likely be against a
large player who will welcome the opportunity to bleed a small competitor of their cash
when they have everything to gain and very little to lose. So, the cost of losing a case will
go up under this provision even if we prove our case was reasonable. If we fail to meet

the burden of proving reasonableness, then our litigation costs will at least double and
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we will almost certainly have to shut down our company. The provision creates a large
shift in the risk of losing a patent litigation and will cost us money at the outset just
assessing this new risk when contemplating whether or not to file suit.

If we win, then we’ll have the option of seeking fees. However, we're likely only
going to sue large players where there is an opportunity to win a huge award in
damages. So, if we win, we will likely win big. Whether or not we get to collect attorneys’
fees if we win won’t meaningfully change the outcome of the case for us. So, this
provision makes a very slight change in the reward side of the litigation equation.

In sum, for a small company, this provision creates a large increase in the risk of
defending ourselves and only a small increase in the rewards of doing so. As a result, it’s
going to cause small companies like us to be less willing to enforce their patents. That
devalues investments in innovation and makes small companies less likely to succeed.
This chills the motivation for starting the company in the first place.

The joinder provision layers on top of the fee shifting provision and creates an
even worse situation for start-ups. When attorneys’ fees are awarded and the loser
doesn’t have the resources to pay them, H.R. g gives the winning party the right to
collect from an “interested party.” These interested parties will likely include the
founders, senior employees, the licensor of the patent at issue, and any investor with the
“ability to influence” the litigation. I believe that this provision will have devastating
consequences for technology start-ups. If the joinder and fee shifting rules of H.R. ¢
were law in 20035, [ am certain we would not have been able to start ElliptiGO.

Small technology companies like ours can’t get off the ground without
participation from several types of stakeholders: founders, investors, employees, and in
our case, a licensor. The joinder provisions are both so broad and so vague that I believe
they will expose members from each of these groups to personal liability for unpaid
legal fees in the event the start-up they support loses a patent lawsuit and is unable to
convince the judge that its position was justified.

From 2005 through 2010, when ElliptiGO was in its nascent stages, it simply did
not have the cash on hand to pay an opposing party’s legal fees if we lost an
infringement lawsuit. That is not unusual for a start-up. If our licensor, Larry Miller,
thought that there was the slightest chance that he would be held personally liable for

these fees if we enforced his patent, there is no way he would have licensed it to us. At
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the time, we were two guys working out of a garage with no real assets other than a
pending patent and a prototype. It would have been too risky to put the potential loss of
his house into our hands.

Similarly, many of our early investors helped the company with advice and
support. All had the ability to influence something as important as the decision to
enforce our patent. If they knew that there was a possibility that they would be on the
hook for hundreds of thousands of dollars or even millions of dollars in fees, they would
have seriously reconsidered investing in our company. It’s one thing to lose $50,000 in
an investment. It’s another thing to be on the hook personally for over a million dollars
in legal fees. That’s a huge shift in the risk profile of an already risky investment. There
are many safer places to put that money and I doubt we would have landed our initial
investors under those conditions.

Finally, one of the first employees we hired had recently earned her MBA from
Stanford’s Graduate School of Business. She could have worked for any number of great
companies. If she knew that one of the many risks of working for ElliptiGO included the
potential loss of her house from a failed patent enforcement action, I doubt she would
have come onboard.

The bottom line is that without the license from Larry Miller, our initial investor
group, or our initial set of employees, ElliptiGO would not have been able to get off the
ground. I believe that the joinder provision would have made the already challenging
process of finding and convincing these people to support us virtually impossible. The
fee shifting and joinder provisions introduce a new, incalculable, and very real risk to
each segment of the start-up ecosystem. I fear that if it is made law, then even fewer
people will be willing to invest their time, money, skills or ideas into bringing new

patentable innovations to market.

Heightened Pleading and Discovery

I will touch briefly on two other provisions of the bill that I think will
disproportionately impact small businesses: heightened pleadings and discovery
sequencing. H.R. g requires patent owners to plead a large amount of specific
information in their complaint. This includes, but is not limited to: the specific claims

allegedly infringed, an identification of the accused process or product that infringes
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each claim, the name or model number of every allegedly infringing product or process,
or a detailed description thereof, a statement of where each element of each patent claim
is contained within the allegedly infringing product or process, and a detailed statement
of the nature of the alleged infringer’s business. Collecting this information and then
paying attorneys to translate it into a detailed complaint will take much more time and
cost much more than filing a complaint does now. In fact, it would make filing a
complaint to enforce a patent right significantly more onerous than filing a complaint in
any other type of lawsuit.

More importantly, these added burdens disproportionately impact small
companies because they delay the filing process, make enforcing patents more
complicated and expensive, and force these companies to incur higher expenses at the
beginning of the lawsuit. Moving the cash burden earlier in the process makes it
particularly painful for a small company that might have a meritorious case but needs to
raise funds in order to pursue a patent litigation. Larger companies with more cash can
better handle this added complexity and acceleration of costs, so the adverse impacts of
these changes will be felt more by smaller companies.

Finally, limiting initial discovery to matters necessary for claim construction also
puts patent holders at a disadvantage against infringing companies. The infringer is in
the best position to provide the information about the details of their products so the
patent holder can assess to what extent they infringe. In many cases, the patent owner
requires discovery to learn the details of the infringer’s product and business necessary
to enforce the patent. Delaying that part of discovery will likely lengthen the overall
litigation and make patent enforcement more expensive, riskier and less effective for a

patent holder.

The Totality of the Provisions

As you have seen, I have a series of concerns with this bill. I've presented each

one individually and I believe each one has a different level of impact on ElliptiGO and
companies like it. However, it is particularly concerning that they could all be
introduced simultaneously if H.R. g passes. Acting together, these provisions will be
worse for patent holders than the sum of each individually. For example, the heightened

pleading standard will make the customer stay provision even more devastating because
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it will lengthen the time between the introduction of knock-off products and the filing of
the first lawsuit and it will cost more up front to file that lawsuit. Fee shifting adds
complexity to the decision to file a lawsuit. Combining it with the joinder provision
dramatically raises the stakes for nearly everyone involved in the company. Adding a
delayed discovery process on top of that means that it could take a patent holder much
longer to realize that his case is a loser and expose him to even more costs if the fees
ended up being shifted. So it’s not only that each provision is concerning in isolation -
they compound on each other to make each one even more concerning.

At the end of the day, T fear that introducing these five new and complex
constraints to patent enforcement will scare off the people who make patent-protectable
innovation happen. Folks like myself who are risk-taking optimistic innovators with the
capability and willingness to take on the challenge of starting a company to introduce a
new innovation to the world. Folks like our investors who are willing to invest $25,000 -
$100,000 into a “flier” and get behind a passionate team. Folks like our employees who
made a bet on us because they want to be a part of changing the world. And folks like
Larry Miller - the American tinkerers who spend years working in their garages for no
pay but end up conceiving of things like the indoor elliptical trainer that not only
become multi-billion dollar industries of their own, but inspire other tinkerers like me
to improve upon their ideas with innovations like the elliptical bicycle.

All of us in this ecosystem make a conscious choice to drive these innovations
forward. To do so we forego other opportunities. We assess the risks, scope the potential
rewards, and make our best decision based primarily on those two factors. A strong
patent system lowers our risk and increases our potential reward. Provisions that
weaken our patents increase our risk and decrease the reward. Once the rewards no
longer outweigh the risks, investors will invest elsewhere, employees will work
elsewhere, tinkerers will tinker but take it no further, and entrepreneurs will keep their
jobs at large companies instead of breaking out on their own. When that happens, the

results will be devastating for innovation in this country.

Solutions
As discussed above, I support efforts to curb abusive patent litigation. I believe

this is a problem Congress and the courts can address together. The Targeting Rogue
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and Opaque Letters Act (TROL Act) pending in the Energy & Commerce Committee
would give the Federal Trade Commission and state attorneys general wider latitude to
address abusive demand letters as an unfair trade practice. That action alone would help
provide relief to thousands of small businesses like mine who may be forced to submit to
the unfair and unfounded demands of patent trolls in order to avoid the costs and risks
of going to court.

I also support the Supporting Technology and Research for Qur Nation’s Growth
Patents Act (STRONG Patents Act), introduced this month in the Senate by Senators
Coons, Durbin, and Hirono. This legislation achieves the goal of addressing abuses of
the patent system by curbing demand letters, bringing pleading requirements in line
with other federal cases, ensuring the U.S. Patent and Trademark Office (USPTO) has
the resources necessary to issue robust patents and ensuring balance in patent post-
grant and infer partes review procedures at the USPTO.

While addressing the most abusive behaviors in our patent system, I believe that
the STRONG Patents Act does not pose a threat to small businesses the way H.R. 9 does.
If the STRONG Act were law in 2005, I still would have founded ElliptiGO and I would
be confident in our ability to defend against foreign knock-offs and unfair competition

today. I hope that both of these bills become law.

Conclusion

I appreciate the effort this committee has put forth to address the problem of
abusive patent litigation. I hope my testimony will be helpful in developing legislation
that will do that without adversely impacting the precious and unique innovation
ecosystem we have managed to develop here in America. Please encourage innovators
and entrepreneurs to bring new innovations to market by doing what you can to reduce
the risks and increase the rewards for innovation. Conversely, please avoid passing
legislation that makes it riskier and less rewarding to innovate in this country. Because I
believe that the provisions of H.R. 9 will do more harm than good to our economy, I
strongly urge you not to pass it.

Thank you for providing me the opportunity to testify before you. I very much

look forward to answering your questions.
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Mr. IssA. Thank you. Thank you all. I am going to recognize my-
self first, and there are a great many items there that do bear
some looking at. Mr. Pate, I am going to use some of your examples
and play off of it since apparently it is a 3-to-1, three like it, you
have not yet come around to liking it. But we are going to get you
here. You know, if you want someone’s vote, first you have to get
them on your bill, so there is a little of that.

Scott, I want you to remember that this is close your district, too.
He could have employees in your district.

VOICE. I am sure we do.

Mr. IssA. Yes, listen hard. Mr. Griffin, the amazing thing about
this is the provision that I am most concerned about, and I think,
Ms. Underwood, it affects you, is, in fact, the idea that a stay on
the customer is somehow preventing Mr. Pate from having effective
litigation. Ms. Underwood, in your case if the manufacturer had
weighted in your nine ATMs, could you give us a range on what
this troll was willing to settle for for your products that were not
connected to the internet in a patent that required it be connected
to the internet?

Ms. UNDERWOOD. The range of the settlement was in the mid-
four figure range to settle for those nine ATMs for which we were
not violating the patent.

Mr. IssA. So for me, mid-four figures is $50 grand?

Ms. UNDERWOOD. No, in the $6 to $7,000.

Mr. IssA. Oh, one more down.

Ms. UNDERWOOD. Yes.

Mr. IssA. So basically they wanted a nuisance amount that was
probably less than you had already spent just having a conversa-
tion with your counsel and getting the advice of a patent attorney.

Ms. UNDERWOOD. Exactly, and that was the decision we had to
make at that time.

Mr. IssA. Okay. And, you know, I was in business a long time,
and Mr. Moore made a different decision for certain reasons. But
it is not uncommon as long as they offer you a settlement cost that
is less than your cost of calling your lawyer, you often end up doing
it. Mr. Griffin, your company has chosen not do that, not to make
these settlements by and large, but you deal with 3,200 manufac-
turers.

Mr. GRIFFIN. 3,200 manufacturers who manufacture probably
over a million products that we offer, any component of which could
be subject to patent infringements.

Mr. IssA. And if there were a stay, knowing that ultimately if
your manufacturer lost, did not defend the case properly, you
would find yourself at a greater disadvantage, how would you han-
dle that? Let us just assume that a manufacturer under the law,
H.R. 9, if the manufacturer agreed to it and you were stayed, how
would that affect your participation in the case and your willing-
ness to just forget about it and let it go to the manufacturer? I just
want to make sure we get the practical part of what really hap-
pens.

Mr. GRIFFIN. As a practical matter, we are usually willing to run
the risk. It depends on the situation, but these stays have hap-
pened. Judges do stay cases where a manufacturer has agreed to
the indemnification, has come in and defended fully the actions.
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And my understanding is that the legislation calls for that type of
situation. Where there are two cases going on, why should we liti-
gate both? Let the manufacturer that has the best defenses take
it.

Mr. IssA. Now, one quick follow-up because, Mr. Pate, I want to
make sure that he has a fair chance to be involved in this, too. If
the legislation required that the manufacturer have at least one
additional customer, I mean, in other words, if you are the exclu-
sive customer, you would not get a stay. Would that bother you in
your situation if you are literally the only customer, the exclusive
customer?

Mr. GRIFFIN. I do not think it would bother us all that much.
Some relief is better than none, and we think that it is a good
thing to have the manufacturer take the defense.

Mr. IssA. Well, is it not true, to your understanding, that, in fact,
in common law, these stays are already part of the process? The
legislation is simply codifying what in the Southern District of
California, San Diego, already is the practice?

Mr. GRIFFIN. Yes. Yes.

Mr. IssA. So to your knowledge, do most places around the coun-
try grant these stays anyway, let us just say, with the possible ex-
ception of the Eastern District of Texas and Delaware?

Mr. GrIFFIN. With the possible exception of the Eastern District
of Texas.

Mr. IssA. Okay. Mr. Pate, I want to be fair to you, but I do want
to mention to you that if you go before Judge Moskowitz in the
Southern District, Barry is going to grant that stay in all likelihood
bfgcause that is common law and it is commonly done in most parts
0

Mr. PATE. That is great, and I am really glad we get to talk
about this because there is a huge nuance here that I think is
being missed. What everyone here on the panel has talked about
is being an end user of a product that was the accused infringing
product.

Mr. IssA. Well, Overstock is a seller and distributor.

Mr. PATE. But actually his testimony, sir, was about being an
end user, and all the demand letters have been related to being an
end user. For things that he sells, he typically has an indemnifica-
tion agreement with the manufacturer, and I think that is what he
was referring to at the end.

The reality, though, is the end user that is getting these demand
letters is very different from the Chinese manufacturer of knockoff
goods in my mind. Those are two very different actors. If I buy
these glasses and get a demand letter that says whoever made
these glasses was infringing on a patent, that is a problem. If I
make these glasses as an exact rip-off of Hugo Boss or whoever
makes these glasses, and then Hugo Boss tries to sue that manu-
facturer, the Chinese manufacturer, and then that manufacturer is
entitled to a stay of the lawsuit? That is where I think the problem
is.

Mr. IssA. So in a nutshell, you are okay if I am using a Wi-Fi
or some other product as an end user being stayed.

Mr. PATE. Yes.

Mr. IssA. Okay.
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Mr. PATE. If you are the mom and pop coffee shop, yes. But what
my challenge is, as you saw on the screen, there are factories in
China with my product on their walls ready to come to the U.S.
They are going to get imported. They are going to get distributed
to a seller. The person I want to collect from is really everybody
in the chain making profits, but in particular the seller.

Mr. IssA. Okay. And I have got to go to the Ranking Member,
and we are going to have a full discussion on this. Just one quick
question. Have you been to the ITC, which is the venue that deals
with overseas entities and can give you injunctive relief where, in
fact, the courts cannot give you injunctive relief?

Mr. PATE. Well, I believe the courts can give me injunctive relief.

Mr. IssA. Rarely.

Mr. PATE. That is part of the patent

Mr. IssAa. Under eBay, you are not likely to get it. You will get
reasonable royalties.

Mr. PATE. That is an arguable point, sir. But the reality is an
injunction is still a part of the monopoly provision of a patent, and
the damages provision is attractive. And there are U.S. potential
manufacturers

Mr. IssA. My time has expired. I just had one question if you
could give me a yes or no.

Mr. PATE. Sure.

Mr. IssAa. Have you explored the International Trade Commis-
sion, the ITC?

Mr. PATE. I have looked into it. I have not gone

Mr. IssA. Okay. So you have not gone to the only court that effec-
tively deals particularly with overseas companies that are offshore
and outside the reach of Article 3 courts.

Mr. PATE. That is correct.

Mr. IssA. Okay, thank you. Mr. Nadler?

Mr. NADLER. Thank you. Let me start by saying that in this
whole area, I find myself in an unusual situation. I normally react
rather negative to talk about abusive litigation and abusive law-
suits because I am normally in a situation where I believe that lack
of access to Federal courts at variable costs to the little guy is the
real problem, that the courts have shut off access, narrowed class
actions, et cetera. But here in this field of patent trolls, I think the
weight is on the other side, and so I talk about abusive litigation
and dealing with it.

But I am concerned about some of what Mr. Pate has said, and
I want to continue on this end user business. Now, clearly the end
user ought to be protected.

Mr. PATE. Absolutely.

Mr. NADLER. But you are saying that we cannot get at the guy
in China, the Chinese manufacturer.

Mr. PATE. I cannot get at anyone in the supply chain.

Mr. NADLER. Why can you not get

Mr. PATE. They all are entitled to a stay.

Mr. NADLER. You cannot jurisdiction in an Article 3 court against
them?

Mr. PATE. No. It is because the way the customer is defined in
H.R. 9, it applies to anyone who can be subject to a patent infringe-
ment lawsuit.




45

Mr. NADLER. Could you think of a way that we could define the
customer in this bill?

Mr. PATE. Yes, sir.

1§Ir. NADLER. In this bill in a way that would do what we wanted
to do—

Mr. PATE. Yes, sir.

Mr. NADLER [continuing]. And we protect the end user. I mean,
the whole point really is if I make a new chip and I invent some-
thing in the new chip and I get patent on it, and that chip gets
put into a bigger chip, which gets put into a device, which gets put
into a different device, which gets put into a car or into a jukebox—
jukebox, that shows my age—in the restaurant. [Laughter.]

In the restaurant or in the iPhone, you should not sue the guy
at the restaurant.

Mr. PATE. Exactly.

Mr. NADLER. Nor should you sue the guy who put in the car, nor
this one, nor that one. You should sue the guy who infringed the
patent in the chip. How can we do that without subjecting it to the
problems that you are saying?

Mr. PATE. I think the key is to focus on the end user. Who do
we think of as a customer? I mean, when we say “customer stay,”
we think of end user, and everybody here is an end user of a lot
of things. And I believe all the demand letters that I have read——

Mr. NADLER. If we said only the end user, what about the guy
four steps down the chain who is not infringing on anybody’s pat-
ent. He is putting an iPhone in the car, you know, let us say. And
we are not talking about the guy who buys the car. We are talking
about the guy who manufacturers the car. But the guy who in-
fringed the patent was the guy who made the chip that was then
put into a device that was put in an iPhone that was put in the
car. Should we be able to sue the car manufacturer?

Mr. PATE. I mean, that is a great question. I make bicycles, so
my world is a lot simpler than that.

Mr. NADLER. Well, one day you may want to put an iPhone on
your bicycle.

Mr. PATE. I may, but it seems to me the fundamental philosophy
should be whoever is making a profit off of my invention should not
be able to do so without a license from me.

Mr. NADLER. But wait a minute. You are the end user. You are
making a profit.

Mr. PATE. No, no, no, the ElliptiGO. So we have 23 patents. We
invented this bike.

Mr. NADLER. No, no, but the mom and pop restaurant that has
a modern iPhone or radio or whatever in the restaurant is making
a profit off that. You do not want him sued?

Mr. PATE. No. So maybe it is the profit on the sale of the item.
If it is a mom and pop coffee shop using a Wi-Fi router and selling
the router as part of their business——

Mr. NADLER. All right, but let us assume it is the guy who made
the router, but he is three steps down from the guy who in-
fringed——

Mr. PATE. Can we not cover that with indemnification? Can we
not use the indemnification process to cover that? I mean, I have
not thought deeply about it because I make bicycles and it is a dif-
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ferent situation. We have Chinese knockoffs that are going to flood
the retailers

Mr. NADLER. Let me ask Mr. Griffin what you would say to the
same question.

Mr. GRIFFIN. We are an end user. The same question. I believe—
I believe—that it is structured right in this legislation where there
is a manufacturer in a lawsuit. We are talking about a separate
situation where he cannot reach a manufacturer. That is different.
I do not think that is covered by this bill. This is a situation that
requires that there be a manufacturer in the lawsuit. In other
words, some court has jurisdiction. Why not stay it against the sell-
ers, against the end users, and all down the line? I do not think
it goes as far as Mr. Pate believes it does.

Mr. NADLER. Mr. Pate, if we were to put in some sort of an ex-
emption or a carve out here for foreign manufacturers in terms of
the stay because the courts do not have jurisdiction over them, do
you think we could handle your problem that way?

Mr. PATE. I think the challenge is for all the companies that
could be knocked off by U.S.-based companies. The issue in my
mind for tangible goods that are going to flow through the supply
chain, I need to be able to enforce my patents here in the U.S.
against a real company in the U.S. And the challenge when you
deal with the Chinese companies is there are a lot of shell compa-
nies. So they can file a declaratory judgment action against me on
the patent, create a lawsuit, and then the real party in interest ac-
tually gets to stay it. And there could be 30 of those companies
over in China that qualify under the language of H.R. 9.

N Mr. NADLER. Thank you very much. My time has expired, and we
ave to——

Mr. IssA. For all Members, it is now 10:59 and 45 seconds.

Mr. NADLER. Fifteen seconds to get to the chamber.

Mr. Issa. I will gavel in about 15 seconds. So we will return
promptly at 12:00, and I commend to all of you whatever you would
call a lunch, it will be served right around the corner in the base-
ment. Thank you.

[Recess.]

Mr. IssA. The Committee will come to order. It is now my pleas-
ure to yield time to the Chairman of the full Committee, Mr. Good-
latte.

Mr. GOODLATTE. Well, thank you, Mr. Chairman. I appreciate the
hearing, and I appreciate the witnesses’ testimony, and I have a
question for all of them. First of all, a yes or no question. Do you
believe that an inventive company that has patents, employees,
builds a product, and sells it to consumers would be considered a
shell company? We will start with you, Mr. Griffin.

Mr. GRIFFIN. No.

Mr. GOODLATTE. Ms. Underwood?

Ms. UNDERWOOD. I would guess not.

Mr. GOODLATTE. Mr. Moore?

Mr. MOORE. No.

Mr. GOODLATTE. Mr. Pate?

Mr. PATE. No.

Mr. GooDLATTE. Okay. The good news for you, Mr. Pate, is that
as a result of that, your concerns about the joinder provisions in
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this bill should be eased considerably because unless you are a
shell company, you are not going to be able to be concerned about
that joinder provision.

Mr. PATE. Can I respond to that?

Mr. GOODLATTE. Sure.

Mr. PATE. Great. There are two elements about it. I think the
joinder provision is particularly damaging to companies in their
very early, early stages. So when we secured our very first license
to a patent——

Mr. GOODLATTE. If you have got some parts in the garage that
you are going to start assembling, you are not a shell company. If
you have got an idea that you are working on yourself, you are not
a shell company.

Mr. PATE. Where is this shell company language if I can ask, be-
cause I do not recall that.

Mr. GOODLATTE. Well, the Innovation Act’s fee shifting——

Mr. PATE. Is it in fee shifting or joinder?

Mr. GOODLATTE. Both. The bill’s joinder provisions only apply to
a plaintiff who has no substantial interest in the subject matter at
issue other than asserting such patent claim in litigation. So if you
have anything beyond the interest in asserting a patent claim in
litigation, you do not have a concern about the joinder provision.

Mr. PATE. So what happens if my operating entity goes bank-
rupt, and 2 years later my holding company that has all my intel-
lectual property seeks to enforce the patents?

Mr. GOODLATTE. You are still not a shell corporation because you
have an interest in perfecting that product.

Mr. PATE. What is my interest?

Mr. GOODLATTE. Your interest is in being remunerated for the
idea that you have advanced and you have perfected.

Mr. PATE. So even though my operating company no longer ex-
ists, I would still not fall under the joinder provision?

Mr. GOODLATTE. Well, you would fall under the joinder provision
in those circumstances, but not an entity that is ongoing. And if
you are simply an entity advancing something like that, then you
have got to be able to stand behind your product. And then, bear
in mind here is the other important part about this. As long as
your claim, and basically what you are talking about is a claim
based upon your patent that you obtained and you perfected. That
claim is only going to be resulting in attorney’s fees being awarded
against you if your claim has no reasonable basis in law or in fact.

So this is designed to help protect companies like yours, not
harm them. And that is why lots of small businesses, including lots
of app developers, lots of internet startup companies and so on,
want this protection because the flip side of that is that if that
shell company that you are trying to describe for me only acquired
something from somewhere somehow and is trying to advance it in
ways to garner funds that go way beyond what the validity of the
patent is, and may, in fact, be why it is a company in bankruptcy
because it does not have anything of significant value. That is a sit-
uation in which then you the developer of another that is being
sued by an entity like that has the protections here.
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Mr. PATE. But I do not think the protections are that valuable
to a company like mine, the fee shifting, because if I win a patent
case, I am going to win big.

Mr. GOODLATTE. Yes, but you are going to be more likely to win
if your opponent knows that they have no reasonable basis in law
or fact for the defense that they are asserting against you, and,
therefore, they are going to be subject to attorney’s fees? And by
the way, both joinder and attorney’s fees, they exist in current law
already, and all this bill does is provide greater certainty.

And when you are talking about investors, and when you are
talking about inventions, and you are talking about small busi-
nesses, the more certainty you can bring to the table, the better off
your business is going to be. You have a much, much better ability
to determine what the liabilities are and a much greater ability to
assert a valid claim and not have to assert it as aggressively or as
expensively because somebody is not going to hang around if they
are going to have to pay not only their attorney’s fees, but yours
as well, because they have no reasonable basis in law or fact for
the defense that they are asserting.

Mr. PATE. I agree with that. I think certainty is a fantastic thing,
and the more certainty we can get, the better. The challenge here
is that patent litigation, in my opinion, by definition is very uncer-
tain. What appears obvious to some people is novel to others.

Mr. GOODLATTE. We do not disagree with you. That is why we
are doing this bill, and that is why this bill is called the Innovation
Act, to bring greater certainty to patent litigation. That is the pur-
pose of this legislation.

Mr. PATE. But I think the certainty goes, in a way, against a le-
gitimate company like mine

Mr. GOODLATTE. I do not think so.

Mr. PATE [continuing]. In enforcing for a patent.

Mr. GOODLATTE. I do not think so. For all the reasons I just
cited, I think it creates greater certainty.

Mr. PATE. And I think

Mr. GOODLATTE. My time has expired, so I am going to yield
back to the Chairman. But I would be delighted to work with you
further on this because we want to create the kind of certainty that
you desire.

Mr. PATE. Great.

Mr. GOODLATTE. We think, in fact, that is what this bill does.

Mr. PATE. Great. Thank you, sir.

Mr. IssA. Lively discussion. I thank both of you. We now go for
a lively discussion to the Ranking Member of the full Committee,
Mr. Conyers.

Mr. CoNYERS. Thank you, Mr. Chairman. I wanted to welcome
again and thank the witnesses, our general counsel, Ms. Under-
wood, Todd Moore, and Mr. Pate. Let me ask you, Mr. Moore,
would you have succeeded if H.R. 9, as you understand it, had been
the law when you started out?

Mr. MOORE. I think if H.R. 9 was already passed, there is a high-
ly likely chance that my company, my small company, would not
have been targeted. I truly believe that my small business, as you
know, we do not have the means to fight these litigation battles
and these frivolous lawsuits.
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Mr. CoNYERS. Okay. All right.

Mr. MOORE. So I believe that I would have been able to focus on
my business.

Mr. CONYERS. What say you, Mr. Pate?

Mr. PATE. Well, again, I think that the two biggest concerns I
would have had back in 2005 when I thought of this elliptical bicy-
cle was I am going to get knocked off, so I have got to be able to
defend my market, and number two, I have got to be able to raise
money, attract employees. And at the time we figured out there
was another inventor who had a patent that already issued, so we
had to license it from him.

And my concern with the first issue is at the end of the day, if
someone is making profits off of my invention here in the U.S., that
is wrong. And I should be entitled to seek relief from them, injunc-
tive and damages. And I think the customer stay provision I be-
lieve would prohibit me from doing that, and I do not think in 2005
I would have had the confidence to move forward and take all this
risk if I did not think I had a very good chance of being able to
defend it here in the U.S.

Mr. CONYERS. Let me ask you about the demand letter. How
would that have impacted or even addressed abusive patent litiga-
tion in your view?

Mr. PAaTE. Well, I think the demand letter is a great place to
focus just listening to the conversation and reading the testimony.
It still seems to be the crux of where these extortion settlements
come from, and it seems to be an unfair business practice. It is like
false advertising or bait and switch. We just had a back and forth
with a dealership we were trying to buy a vehicle from and they
pulled a bait and switch on us. And I looked at the code for their
State, and there was a bait and switch law about it, and it was an
unfair business practice. And it seems like if there are businesses
out there using fraudulent tactics to extort money from other busi-
nesses, it should be able to be handled by the FTC and the courts
through an unfair business regime.

Mr. CONYERS. I agree with you. Now, how would the joinder pro-
vision have impacted the creation of your company and other
startups? It seems that it might have made somebody less likely
to want to invest.

Mr. PATE. That is my second biggest concern and why I do not
think we would have been able to get off the ground is because to
your point, all we had at the time was a pending patent and a pro-
totype. And so, to convince investors, employees, and a licensor to
back us was really, really hard. And if we had to tell them that
if they give us money, or if they join our company, or if they give
us a license to a patent, and we enforce our patent, which is really
the only thing we would have at that point, and we lose, then they
could be personally liable, lose their house, I do not think we would
have gotten investments. I know we would not have gotten the li-
cense to the patent. I do not think I would have taken that risk
candidly, and I do not think my wife would have let me take that
risk.

Mr. CoNYERS. Well, what about the discovery limitations in the
bill, H.R. 9?7 When you limit discovery, you are actually starting a
suit without getting all the information that you need. And it
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seems to me that that is not the best way to go about going into
a courtroom.

Mr. PATE. The way I see it is when I go to enforce our patents,
which we are going to do because we are going to get knocked off,
the more information I can have about what the products are, who
is doing it, how they are going about selling it, how much money
they are making, the better from my perspective. I see my role as
trying to defend our company, so the more information I can get
at the outset, the better off I am.

Mr. CONYERS. Now, is heightened pleading going to help you
any? The Supreme Court is likely to sign off on this somewhere be-
tween now and the end of the year. What do you think? Will that
help or hurt in terms of small business?

Mr. PATE. I think the current level of pleading at the Twombly
standard is reasonable for patent filings. The level to which disclo-
sure is required up front in H.R. 9 I think would cause more law-
yers’ fees and just sort of dotting I's and crossing T°s out of the
gate, and is not necessary. I feel like I could deliver a complaint
that has the salient requirements without having to get quite as
specific as within

Mr. CoONYERS. Thank you for your discussion.

Mr. PATE. Thank you.

Mr. CONYERS. Thank you, Mr. Chairman.

Mr. IssA. Thank you, Mr. Conyers. The gentlelady from Cali-
fornia, Ms. Chu, is next.

Ms. CHU. Ms. Underwood, your experience is a familiar story for
so many small entities throughout our country. I know of credit
unions in Southern California who were targeted because of certain
features on their websites, and they have to settle given the high
cost of litigation. I understand that your bank had to settle, but
you know of other community banks that chose to litigate in court
and were successful. Despite these losses in court, why do you
think the patent troll that targeted you continued to send out de-
mand letters to other parties?

Ms. UNDERWOOD. We were one of the first small community
banks in our market to be targeted, and we had not heard of this
trolling because it had not hit our State. And there were only four
of us that were targeted initially, and we were all very, very small
banks. And when we talked to our attorney and he told us what
the cost was going to be, could be, in the millions of dollars, in our
mind there was no need to begin the process.

I do know that other banks months later after many banks that
had been identified were successful in fighting this. But there were
a lot of settlements that were far greater than ours afterwards
also.

Ms. CHU. And even though they lost in court, they continued to
send demand letters out. Why do you think they do that?

Ms. UNDERWOOD. Because they were becoming successful.

Ms. CHU. Because of those large settlements with the others.

Ms. UNDERWOOD. When you weigh the costs of the attorney’s fees
versus the settlement, it is, as my kids would call it, a no-brainer
in making that risk decision. And I think they recognize that, that
banks my size cannot afford to fight. And so, the more that they




51

were successful, and their settlements did increase as time went
on, it was worth continuing.

Ms. CHU. You also hold up the Covered Business Method Pro-
gram at the Patent and Trademark Office as a low cost alternative
to litigation. You state that there are several CBM proceedings
that are underway at the PTO that can be helpful to banks and
c1ff“e<;.1>it unions of all sizes. Could you describe how they would ben-
efit?

Ms. UNDERWOOD. How they are benefitting? Well, I think the
fact that they are reviewing the patent outside of the suit process
certainly does go to benefit the smaller banks. And the fact that
many of these patent reviews are being brought by larger organiza-
tions who can afford to pay to get the process going does benefit
the community banks. As a matter of fact, there is one very well-
known DataTreasury patent process that is currently being re-
viewed, and the list of banks that are involved run from the very
large to the very small. And there are many banks that are mem-
bers of the ICBA that are involved in that that will benefit from
that process at the end of the day.

Ms. CHU. Mr. Griffin, Overstock.com is no stranger to patent in-
fringement suits. You have been sued over 30 times in the last 10
years, and it sounds like your company is developing a reputation
in which you are known to fight back. In fact, 12 patent trolls
abandoned their cases against you when they realized you would
pursue litigation. Can you talk about how this strategy is turning
out to be a good investment?

Mr. GRIFFIN. It has turned out to be a good investment because
we count on our brand as being a fighter in these cases, such that
we become an unappetizing target. A lot has been said about de-
mand letters today. Demand letters in my mind are in a different
silo than full-blown litigation with a troll. For example, we do see
demand letters, but frequently they are unsuccessful and they are
not followed by a suit. Many of the trolls who sue us do not file
any kind of a demand letter because they know that we might at-
tempt to gain jurisdiction by a declaratory action in our own juris-
diction rather than a favorable venue for the troll.

So for me, these two issues are separate. Yes, we should have
more disclosure in demand letters, but it is not any kind of man-
ageable line to correct the problem with patent litigation abuses
that we see today.

Ms. CHU. Thank you. Well, actually could I ask

Mr. IssA. The gentlelady, please continue.

Ms. CHU. And you won a large case in 2011 where the patent in
question was invalidated. Could you give us some details on that
case, and what was the effect of that case?

Mr. GRIFFIN. It is a case that we were litigating in the Eastern
District of Texas. The demand was for millions of dollars. We were
litigating patents that were dating from 1998. In fact, I remember
one of the jurors, who wound up being the foreman, stood up in
jury selection process and said, “I cannot imagine any patent from
1998 being applicable to the internet today,” and that held to be
true. The technology was completely inapplicable to what we were
doing, and the jury saw it. We were fortunate in that case.

Ms. CHU. Thank you. I yield back.
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Mr. IssA. I thank the gentlelady. We now go to the gentlelady
from Washington, Ms. DelBene.

Ms. DELBENE. Thank you, Mr. Chairman, and thanks to all of
you for being here with us today. We appreciate it. One of the most
frequent complaints that we hear is that companies are shelling
out large amounts of money to lawyers to defend themselves from
abusive patent litigation, and that is just to get through discovery.
In your testimony, Mr. Pate, you said that discovery limits may put
patent holders at a disadvantage against infringing companies,
making a patent suit riskier for patent holders. And in many cases,
the patent holder requires lengthy discovery to learn the details of
the infringer’s product and business. The first question, have you
ever been a party to patent litigation yourself?

Mr. PATE. No, I am not.

Ms. DELBENE. Okay. So I am going to ask you this maybe a little
bit theoretically. But first, could you elaborate on why it is so dif-
ficult to put together a more detailed claim? And then second, could
you comment on how you would react to another company making
extensive demands from you to share specifics about your products
in business if you one day find yourself on the receiving end of a
patent lawsuit?

Mr. PATE. Those are great questions. On the filing a detailed
claim, I think we all agree that Form 18 is too wide open, and that
there is no reason patent litigation should not be at the same level
of notice pleading as every other Federal litigation where you have
to actually state a claim that you can show you deserve relief from.
And I think for patent litigation, that should include what the pat-
ent is and what products appear to be infringing.

The issue I have with H.R. 9 is I just look at it and think to my-
self, there are a lot of attorney’s fees, and crossing T’s and dotting
I’s, and is there going to be a little side litigation about did we fill
the complaint out correctly? I mean, it just seems very enumerated.

And when I see things that are very different enumerated, I
think of lawyers, you know, finding ways to show that you screwed
up the way the enumerations were done. And I think that is a
problem. I do not think the philosophy of bringing patent litigation
to the level of where all other Federal litigation is in terms of a
complaint is a problem. I just think the specificity can get abused,
especially if you are a small company.

And if it takes me 4 months to get my complaint in order be-
cause my attorneys are not that good or whatever the case may be,
I just see that as unnecessary. It is an unnecessary hurdle for me
to have to jump over.

Ms. DELBENE. And, Mr. Moore, could you give me your view as
well on both of those, on either side, if you are on either side of
litigation?

Mr. MOORE. Yes. So my company, you know, was very small
when it got sued. We were three people. So when that happens, you
are faced to make some difficult decisions, and you reach out to a
lot of people in the community, other CEOs, and everyone tells you
the same thing. They go, I know how you are feeling and you want
to fight back, but let me tell you, they are going to bleed you dry,
and there is no way you can win. And when I got a pro bono law-
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yer, which is unheard of, I was ready to go all the way through the
entire process, discovery, all the way to the end.

But my lawyer actually convinced me, because I wanted to re-
cover his fees, and I wanted to fight. And he said, well, it is going
to take years of time. It is a very intrusive process. You are going
to have to open up your bank records, everything, files, emails. You
have got to realize what you are committing to, and I will tell you
this. I have won awards before, and I have not gotten paid.

So when he said that, it infuriates you. As an engineer you want
to solve problems, and you want to fix things, and it does not seem
like we can do that on our own, and that is why Congress really
needs to help and fix this broken system we have.

Ms. DELBENE. But on discovery, in particular, whether you are
the one who has a patent litigation against you, but what if you
were also trying to defend patents of your own? Do you feel the
same way about the discovery provisions?

Mr. MOORE. Yes. I believe that if you have good patents, I do not
believe you are going to be affected by this bill. In no way does it
say that you are not going to be able to go after people that are
infringing on your intellectual property, and I am someone who is
listed on numerous patents. So I can tell you I have worked with
the patent system, and I think it is valuable, I really do. But I see
it today, especially with my company, how it can be abused.

Ms. DELBENE. Thank you. Mr. Chair, I yield back.

Mr. IssA. Thank you. We will now go to a second round. Mr.
Pate, you made some statements, and I want to try to elaborate be-
cause I want the record to be clear. In your experience, you have
been a law clerk, right, for a Federal judge?

Mr. PATE. That is correct.

Mr. IssA. So you have seen what Federal judges go through try-
ing to move cases along, right?

Mr. PATE. Yes, sir.

Mg IssA. Did you ever clerk while the judge was doing a patent
case?

Mr. PATE. No, sir.

Mr. IssA. But a similar white collar

Mr. PATE. Many.

Mr. IssA [continuing]. Civil tort claim normally is broken into
two major parts. Did you or did you not do something wrong, and
if so, what are the damages, right?

Mr. PATE. That is correct.

Mr. IssAa. And then the second part, we will take down the did
you do wrong. It is do you have the ability to pay? What are the
assets? How do we get them? What should the judgment read? And
we all understand that.

So you mentioned something that concerned me, which is you
said you have not actually sued anyone under your patent, but you
said you want all the information. And because this is part of the
Innovation Act, should not the plaintiff is interested in proving
that the patent is, in fact, valid and being infringed, should not the
discovery to the greatest extent possible in the shortest period of
time get to that question? In other words, as Mr. Griffin, I believe,
said in the opening, the markman. Is your patent and their product
a match or vice versa. Would you not agree?
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Mr. PATE. I am probably not educated enough on the actual flow
of a patent litigation, but I think that sounds reasonable.

Mr. IssAa. Okay, thank you. And the reason I ask that is, and I
will go to Mr. Griffin or any of the other folks that have been
mugged by a patent troll. Normally the troll presents an extensive
amount of discovery—who are your investors, what are your con-
tracts, who do you buy from, who do you sell to. In other words,
a lot of information that might be interesting, but it does not have
anything to do with do you infringe or not.

So I would open it up to each of the witnesses that has some ex-
perience about what the discovery process was like to the extent,
and I would start with Mr. Griffin because you got the most of it.

Mr. GRIFFIN. We have litigated a lot. Let me just tell the Com-
mittee that we have had several cases in which a patent suit was
dismissed after markman, but only after we spent hundreds of
thousands of dollars in discovery to get to that point. So it makes
sense to kind of flip that because that is a legal determination that
can precede the discovery.

Mr. IssA. And for all the audience and people that are trying to
understand the record, a markman is determined exclusively by
the judge who interprets what the real meaning of the patent is.
Is that correct?

Mr. GRIFFIN. That is correct. That is correct. And so, that the
facts of the case can then be applied, it makes sense to do that be-
fore because then the discovery can be focused, and the parties
know what they are doing. We had a case recently in which we re-
ceived 39,000 pages of infringement contentions that were photo
shots that simply came out. And so, even after these very light and
thinly-developed complaints are filed, we have enormous allega-
tions.

Why could they not have been more specific to start with? And
that particular case was narrowed down to only two claims by the
time we got to trial. That is the extent of the work that a defend-
ant has to do to discharge his discovery obligations under current
law.

Mr. Issa. Ms. Underwood, in your case, had you gotten to
markman on your case, an element of the patent as you told us
was internet connectivity, and you did not have it, right?

Ms. UNDERWOOD. Exactly.

Mr. IssA. Did your attorneys tell you that you probably would
have been able to get the judge to dismiss the case at that point
based on not having an element of the patent?

Ms. UNDERWOOD. The attorney’s opinion was, yes, that eventu-
ally it probably would be dismissed, but after the attorneys’ costs
exceeded what the costs were to settle.

Mr. IssA. It was financially reasonable on behalf of your stock-
holders to settle even though you failed to have an element that
in an early markman would have determined that you did not fall
under the patent.

Ms. UNDERWOOD. Exactly. There was no research done. The de-
mand letter was very unclear, and clearly just mass mailed.

Mr. IssA. Mr. Moore?
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Mr. MOORE. We never reached that point. As soon as they found
out that I had a pro bono lawyer, they were very quick to dismiss
the case.

Mr. IssA. I guess we need more pro bono lawyers.

Mr. MOORE. That would solve a lot

Mr. IssA. Anyone in the audience that wants to contact their
friends, Washington has no shortage of lawyers. It is the pro bono
that is hard to get. Let me just briefly make some people aware
of something, and I mentioned my good friend, Judge Moskowitz.
I had such a case early on in the 90’s at a time in which markmens
were new, and the judge did his markman essentially as we were
impaneling a jury. And one element of the claim was it had to have
a normally open relay that closed in order to do X, Y, and Z. That
was my industry. And I only had one relay on the board, and it
was normally closed.

But to be honest, the plaintiff in this case—I was a defendant—
had my entire customer list, had deposed all of my staff, including
my sales staff, not just engineering, had detailed schematics of all
my products. And, in fact, the judge, and I do not believe this was
incompetence, told me after the fact that once he had made his
markman, he knew we had won. He just felt bad not letting it go
to the jury, and I am paraphrasing.

That is the reason that I asked you this question is part of the
Innovation Act is to try to streamline the process to lower for both
the plaintiff and the defendant if, in fact, the plaintiffs believe they
really do have a patent that is being infringed, and the defendant
quite frankly may really believe that they are innocent, to get to
that determination. And, Mr. Griffin, because you have had this ex-
perience and you have undoubtedly worked with other people, is it
not true that even in the Eastern District of Texas, markmens
often make cases settle because either the defendant realizes that
they are going to lose, or, quite frankly, the plaintiff realizes they
do not have a case?

Mr. GRIFFIN. That is true. That is true. And certainly it narrows
the focus of discovery if discovery happens after the markman
hearing.

Mr. IssA. And I will rest my case with that, and yield. We have
no other Democrats at this time, so I yield back and go to the
Chairman of the full Committee, Mr. Goodlatte. I will not only
yield, I will yield the Chair.

Mr. GOODLATTE [presiding]. The Chair recognizes the gentleman
from Texas, Mr. Farenthold, for his questions.

Mr. FARENTHOLD. Thank you very much, Mr. Chairman. I appre-
ciate you all being here and say thanks for sharing your experi-
ence. One of my concerns with the Innovation Act is that it weak-
ens one of the best tools for weeding out patents, the interparty re-
view and post-grant review process, by replacing the Patent and
Trademark Office standard of the broadest reasonable interpreta-
tion of the patent claim with the district court construction. Mr.
Griffin, as someone who has been directly attacked by weak pat-
ents, does this change concern you?

Mr. GRIFFIN. In the cases that we have been involved in so far,
we have not used that provision.
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Mﬁ.? FARENTHOLD. Mr. Moore, do you want to weigh in on that
at all?

Mr. MOORE. I am not a lawyer, so I will leave it to Mr. Griffin
to answer that one.

Mr. FARENTHOLD. All right. So, Mr. Moore, one of the more dis-
turbing parts of your testimony is the patent troll case you were
in, you were asked to send thousands of dollars by wire transfer
to an overseas bank account. I mean, this sounds like one of these
scams you get in your spam email, not like the American patent
system at work. Is this something that happens regularly and that
you have heard about, and can you tell me a little bit more about
how that happened?

Mr. MOORE. Yes, absolutely. The patent troll instructed my law-
yer that the reason was to wire to an international, and it was a
different bank account overseas. It was a different company, so we
were paying an entirely different company, not the company that
was suing my company. He said the reason was to avoid U.S.
taxes. He said if we were going to pay domestically through a reg-
ular transfer that we would have to pay the taxes.

Mr. FARENTHOLD. That seems like a scam, which kind of brings
me to the overall demand letter issue. You have seen a lot of small
businesses sue and settle under these demand letters, as Ms.
Underwood’s bank does. At some point you start to wonder, or at
least I start to wonder, if we are going to run out of small business
to sue, and we get into the end user. Obviously we have talked
about the end user stay provisions and moving it up exhaustively
during this hearing.

But you get to the point of you can beat the rap, but you cannot
beat the ride, and that is really a good description I think of a lot
of litigation, and what the patent trolls rely on. All right, it is going
to be hundreds of thousands if not millions of dollars to hire a law-
yer. I can beat the rap, but I am going to end with a million-dollar
ride.

So let us talk a little bit about demand letter forms. One of the
things that we want to do is actually be able to from the demand
letter determine the scope of the appropriate and who the true par-
ties are. And I think there is some misunderstanding about the in-
tent. It is not so much to get at the investors, as Mr. Pate has
talked about. It is to actually know who the inventors are and what
the grounds of the patents are. How do you feel about tightening
up on demand letters, Mr. Pate?

Mr. PATE. So I think there is some confusion in terms of where
the investors come in as through the joinder and fee shifting as op-
posed to the demand letter.

Mr. FARENTHOLD. But the idea behind the demand letters is you
want to know who is really behind this. And some argue that this
is going to chill investors in small businesses. If that business is
sued for patent, do they end up having to be, you know, wrapped
up in the process even beyond joinder at the demand letter level.

Mr. PATE. So I have not thought deeply about that. My focus on
investors and personal liability has always been tied to the joinder
provision.

Mr. FARENTHOLD. And do any of the other panelists want to
weigh in on the reform of the demand letters? Ms. Underwood?
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Ms. UNDERWOOD. I think reforming the demand letter process is
key to stopping most of these frivolous attempts to extort money
from small businesses. And I think if the letters were more trans-
parent, if they had more detail about the particular patent that
was being violated, and identify where or how, what grounds that
they have to begin this process

Mr. FARENTHOLD. So you can make some intelligent deci-
sions

Ms. UNDERWOOD. Exactly.

Mr. FARENTHOLD [continuing]. Even possibly before a lawyer.
One last question with the investors with Mr. Pate. So there is a
study out that 55 percent of trolls target small businesses that do
not have the resources to fight back. I think that is the reason we
got a letter up on the Hill from 140 venture capitalists actually in
support of patent reform. This week it came to us.

Since their interests are specifically in the growth and success of
small businesses across the country, it seems like venture capital-
ists should be concerned on both sides of that. It seems at odds
with your testimony today. Even though you may not have already
been targeted by bad acting plaintiffs, could you help me under-
stand what kind of small business or inventors are targeted by bad
actors in the current system and why they are targets?

Mr. PATE. Sure. So venture capital is an interesting thing. I
know the National Venture Capital Association is actually opposed
to the bill, and I am not sure the number of members they have.
I know it is in the multi-hundreds. And a lot of independent com-
panies, large companies have their own venture capital arm, so
Intel has a venture capital arm, Google has a venture capital arm.
And so that arm may be acting to take a position that is beneficial
to the overall organization and not necessarily beneficial to the
venture capital wing of the organization. So it will be interesting
to see who those venture capital firms actually were.

I think the element that is so concerning for the investors is the
personal liability piece in the sense that no investor in my company
thinks they have personal liability for anything. And so, to intro-
duce potential personal liability to investors in my company I think
is a huge issue. To introduce it for me is a huge personal issue. I
am not personally guaranteed anything in my company anymore.
I like that. I do not want to go back to a position where I could
lose my house because I do something stupid with my company.

Mr. FARENTHOLD. All right. I see I am out of time. Thank you
for your indulgence, Mr. Chairman.

Mr. GOODLATTE. Thank you very much. The Chair recognizes the
gentleman from Florida, Mr. Deutch.

Mr. DeEuTcH. Thank you, Mr. Chairman. And I thank the wit-
nesses for their testimony, and thanks for sticking around so that
we could come back and continue this. I just want to say this. I
have the same visceral reaction to your stories that I think my col-
leagues have. And it is clear that too many small businesses and
developers have been targeted by intimidating letters, with bogus
claims, about vague patents that would not stand scrutiny today.
Would not stand scrutiny already.

The media has documented many examples from entities claim-
ing they own patents on shipping confirmation emails, for the on-
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line purchases, to the concept of online shopping carts. We get it,
and that has to be addressed. Patent trolls send demand letters to
hundreds of small businesses, as you have already pointed out,
that some of their targets will pay up instead of defending them-
selves in court.

But unfortunately for them, but thankfully for all of us, some of
those targeted by patent trolls have actually had their day in court,
and as a result, many of the problems that H.R. 9 claims to ad-
dress are actually being resolved now by the court system and at
the U.S. Patent and Trademark Office. And my concern today
about this entire hearing and a lot of this debate all together has
been the sense that we have two choices. We have a system where
patent trolls are able to do damage to innovators, and creators, and
small businesses on the one hand, or we have this bill on the other,
and that you would have to choose. I think all of us, including Mr.
Paﬁf, would absolutely agree we have to do something about patent
trolls.

I would say Florida, not unlike the Chairman’s home State,
Chairman Issa’s home State, is home to world class research insti-
tutions who rely on patents to turn their innovations into life-sav-
ing and profitable products. Last year in my home district, Florida
Atlantic University entered into a licensing agreement with
PortNexus and AT&T to bring a professor’s technology to market
that will disable texting functions in cell phones when a car is in
motion and in the driver’s seat. Texting while driving makes crash-
es 23 times more likely. And the licensing of this technology will
help bring in revenue for the university. It will create jobs, and,
most importantly, it will save lives.

And the abuses that we have been speaking about, that I spoke
of earlier, against developers and businesses by patent trolls have
little in common with legitimate patent disputes that are vital to
universities, that are vital to inventors, and they are vital to re-
searchers. And yet it is those patenting innovations across every
brand of technology and life sciences who are going to be dragged
into court and into this over broad litigation reform in H.R. 9.

If we go forward with something that is too broad, then that will,
I believe, as Mr. Pate said, scare off investors, in this case from in-
vesting in the next great discovery like at my own university or
universities around the country. Tipping the scales too far in a jus-
tified, but overbroad, attempt to stop patent trolls runs the serious
risk of undermining one of the great strengths of the American
economy.

So I would just ask this question of panel. Is the problem how
our entire litigation system works not just for the violator rights
of legitimate patent holders, or is the problem bad actors who
abuse the system by taking advantage of obscure, overly broad pat-
ents that PTO, we all now know, regrets awarding in the first place
and would never issue under today’s standards? And if the problem
is patent trolls, why would we target these bad actors in abusive
behaviors with procedural changes that will wind up harming
innovators who rightfully expect to be able to defend their property
rights in court? Mr. Griffin?

Mr. GRIFFIN. I would love to answer that question. That is a good
question. The difference is in the tactics. There are abuses that are
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exploited because of the existing state of procedures in the law, and
I disagree that these provisions are overly broad. These are nar-
rowly tailored to take care of the abuses.

Mr. DEUTCH. I am sorry. I just realized I do not have a lot of
time. I agree completely that trolls should not be able to hide be-
hind shell corporations, and I introduced legislation to address
that. There are provisions that I think everyone believes can ad-
dress that, and we ought to. Likewise, I absolutely think that this
idea that a patent troll can send a demand letter and expect to
pressure a developer or small business into paying up is also prob-
lematic.

But this legislation does not address that at all. There is legisla-
tion that addresses the demand letter issue. This does not do it.
This only refers to demand letters once we are in litigation.

Mr. GrRIFFIN. This is more substantive.

Mr. DEUTCH. It is not more substantive. It only addresses——

Mr. GRIFFIN. I believe it is more substantive.

Mr. DEUTCH. The concern with demand letters is that they are
sent—before we get to that point, I just would suggest, Mr. Chair-
man, that I would urge the Chairman, and I would strongly urge
the community that cares so much about these issues that this
does not need to be either/or. It does not need to be a current sys-
tem which has abuses that must be addressed for the benefit of our
economy, or a bill that goes so far in the other direction that it will
stifle innovation, and that it will prevent the kinds of investments,
and will prevent the creators in this country from being able to de-
fend their intellectual property through the patents that they own.
And I would yield back.

Mr. GOODLATTE. Well, I thank the gentleman, and I share his
concern. That is why we are doing this bill. But I do want to give
Mr. Griffin an opportunity to answer the question that you asked
him. So we will give him an opportunity to do that right now.

Mr. GRIFFIN. Thank you, Mr. Chairman. No, this is a comprehen-
sive thing. The issue of the demand letters, it seems to me that cer-
tain people are focusing altogether too much on demand letters.
Demand letters are a problem, and that problem should be fixed.
But they are not nearly the universe of problems associated with
patent troll litigation abuses.

The economics are all skewed toward the plaintiff, and the de-
fendant is burdened with a lot of costs that are escalated in the
manner of the litigation. I think that defending against 30 different
actions entitles me to say that. It is very difficult to defend under
the current system of litigation that we have. I have seen com-
plaints that are only 6 pages long with no specificity whatsoever,
leaving us to try to discover what is going on.

We spend hundreds of thousands of dollars before we can get to
a markman hearing. That is simply wrong. A markman hearing
that says that this patent does not apply to our processes. That is
unfair, and that eats up jobs, it eats up development costs. It eats
up innovation in this country. $29 billion are spent annually in this
type of abusive litigation. To say this is a demand letter problem
is understating the problem.

Mr. DEUTCH. I agree completely. Can I just ask a follow-up, Mr.
Chairman?
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Mr. GOODLATTE. Sure, go ahead. Go ahead.

Mr. DEUTCH. I agree completely. I am not suggesting for a mo-
ment that that is the only problem. What I am suggesting, just to
focus on the issue of discovery, if a change is made that prevents
any discovery, that prevents the patent holder from learning in dis-
covery that not a patent troll, but an infringer not in a patent troll
case, but in a real case where the patent holder’s patent is being
infringed upon, why would you shut off the possibility of having
that patent holder go forward with a claim when something comes
up during discovery that they were unaware of because the in-
fringer hid it from them and because it was not apparent? Why
would you take that away from the patent holder?

Mr. GRIFFIN. The answer is that in a markman hearing, the de-
termination of what the patent covers is a legal determination. And
if the patent does not cover the process that is in question, then
the defendant ought to be entitled to dismiss that case before irrel-
evant discovery takes place, as it does now, over millions of pages
of discovery that is unnecessary. Trolls do this to ramp up the costs
of the defendants so that they will settle before going trial.

Mr. DEUTCH. I am sorry, Mr. Chairman. I would love to continue
this conversation, Mr. Griffin, in my office. I would suggest when
we talk about the steps that this legislation goes that are just a
bit too far, barring the discovery of electronic communications, for
example, strikes me as something that will make it more difficult,
again, for the patent holder, a patent holder who is trying to pro-
tect his property from upholding that patent against an infringer.
But I would welcome the opportunity to discuss it.

Mr. GOODLATTE. And I would love to join in that conversation.
There is nothing in this bill

Mr. DEUTCH. Let us do it in the Chairman’s office.

Mr. GOODLATTE. There is nothing in this bill that bars the dis-
covery of electronic communications.

Mr. DEuTCH. We will look forward to having that conversation.

Mr. GOODLATTE. Sure. While we are at it, I am going to ask Ms.
Underwood to address another subject here that is of interest. One
of the major sources of abusive patent litigation stems from the
Federal court’s 1998 State Street decision, which opened the door
to dubious business method patents, a decision that has brought
real harm to our patent system. In recent years, the Supreme
Court has helped to repair this damage and reverse the tide of
such weak patents through its Bilski and Alice decisions.

Can you speak more to the importance of the American Invents
Act transitional program for covered business method patents, and
also talk about the amount of capital that community banks invest
in startups and small businesses in America, and the real costs of
abusive patent litigation on investment in those communities?

Ms. UNDERWOOD. The Covered Business Method Program has
been a great program for the banking industry, but clearly for all
industries, as you know. It covers any financial transaction, and it
has addressed a number of the very large patent suits. And our po-
sition is that it would be wonderful to see that become a permanent
program available to us, and it would be wonderful to have the
PTO have the opportunity to waive any fees so that the community
banks could take further advantage of that program.
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Mr. GOODLATTE. Thank you. And, Mr. Griffin, are the problems
surrounding patent trolling the result of certain plaintiff friendly
judicial districts, and what can Congress do to help rebalance the
scales so venue is no longer a weapon of choice for those engaging
in patent trolling?

Mr. GRIFFIN. I think that is a difficult issue. There are certain
dockets that are known to have more patent troll type litigation in
them. It might be a good idea to study that to see how many cases
are filed. The process, as you know, Mr. Chairman, the judges, and
they have local districts and rules that make these districts, I
think, more favorable to the patent bar. And that is why we get
sued occasionally in remote districts.

But I think these narrow changes that are in the Innovation Act,
these targeted things will be useful not only to the courts in those
jurisdictions to follow the law, but also to the court of appeals that
reviews these decisions. I think that Congress needs to make statu-
tory some of the changes about fee shifting and other things to
make this more palatable to these local judges and to specify and
give some certainty to a defendant who may wind up spending $1,
$2, $3 million to defend a case that was unjustified in the first
place, to be able not only to get an order for those fees, but also
to be able to recover them at the end of the day, because one with-
out the other is no good.

Mr. GOODLATTE. And that implies conversely your company is
probably most often in the position of defending these cases, but
there are people with legitimate patent claims who would want
those same principles applied to them when they are trying to per-
fect and protect their intellectual property rights.

Mr. GRIFFIN. And my understanding since the Supreme Court
had clarified in the Octane Fitness case this whole idea of fee shift-
ing and other things. My understanding is that 30 of those cases,
of the 30 cases that have been filed, actually the orders were 30
percent for plaintiffs. So plaintiffs do recover for unjustified de-
fenses.

Mr. GOODLATTE. As well they should.

Mr. GRIFFIN. As well they should.

Mr. GOODLATTE. And finally, I had a dialogue with Mr. Pate, and
my time ran out. I want to give you an opportunity to respond to
some of his concerns with regard to the joinder provisions in the
legislation, and my point that unless you are essentially a shell cor-
poration, you do not have reason to fear the joinder provisions be-
cause they will not apply to you.

Mr. GrIFFIN. I think your point is correct that, in essence, the
current business and favored business model of trolls is to have a
shell corporation that has no other business other than litigation.
As long as we have that distinguishing feature, Mr. Pate should
not be concerned. I cannot tell him what his investors ought to be
concerned about, but my experience in innovation, and technology,
and investors, and everything else is like a law of nature. If there
is something to be eaten, there will be something there to eat it.
And someone will be interested in funding a company that might
have to enforce its patents.
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I do not think that it is only one quality, a fearful venture capi-
talist that will do something on a wonderful product like his. I am
going to go out and buy one.

Mr. GOODLATTE. They do it right now, and, in fact, it does not
happen with the frequency that I would like to see, and that is why
we have this industry of patent trolling. But the courts have the
authority right now to pierce the corporate veil and do these things
right now.

Mr. GRIFFIN. Yes, they do. Yes, they do.

Mr. GOODLATTE. Thank you very much. Does anything prompt
any further questions from the gentleman from Florida?

Mr. DEUTCH. No, thank you.

Mr. GOODLATTE. Thank you, and I want to thank all the wit-
nesses for their testimony today. I think this has been a very help-
ful hearing. Get the magic words here to end it. And I want to in-
vite all of you to continue to have dialogue with not Mr. Deutch,
but other Members of the Committee and the Committee staff. This
has been a very open and transparent process for about 2 years
now that we have produced this legislation. And it is a very strong-
ly bipartisan legislation that has been transparent in its formation.
And it is, I think, important that we keep it that way as we work
our way through the process.

We are going to proceed with this legislation. The Senate will
proceed with theirs. We will have to work out differences, and then
we will work with the Administration as we have, by the way,
throughout this whole process. The President endorsed this bill as
it came out of this Committee in the last Congress. And that is how
you get bipartisan legislation, which is really the only kind of legis-
lation that gets signed into law.

So this concludes today’s hearing. I thank all the witnesses for
attending. And without objection, all Members will have 5 legisla-
tive days to submit additional written questions for the witnesses
or additional materials for the record.

And this hearing is adjourned.

[Whereupon, at 1:02 p.m., the Subcommittee was adjourned.]
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Statement of the Honorable John Conyers, Jr. for the Hearing on
“Patent Reform: Protecting American Innovators and Job Creators
from Abusive Patent Litigation” before the Committee on the
Judiciary
Wednesday, March 25, 2015, at 10:00 a.m.

2141 Rayburn House Office Building

Today’s hearing provides yet another opportunity to examine the issue of abusive patent
litigation and why a targeted legislative approach is necessary.

One of the first issues we must consider is how legislative proposals to stop abusive
patent litigation can impact small businesses, the start-up ecosystem, and innovators.

Small businesses and others who rely on patents require strong intellectual property
protections. We must not weaken those rights.

Our innovators — whether they create their inventions in their garages or basements or as
a group in an incubation hub — recognize that their patents and the ability to protect them through
enforcement in the courts is a critical factor in whether their businesses will be a success or a
failure.

Indeed, some angel investors and venture capitalists require ideas to be patented hefore
investing. But, they may very well be dissuaded from investing if there is a risk that a court will
not uphold the validity of those patents or, at a minimum, there will be substantial litigation costs
entailed.

This means that fledgling entrepreneurs will never get off the ground and become a
flourishing business employing thousands of Americans, such as Overstock, which is one of our
witnesses today.

Overly broad legislation could engender more rather than less litigation and weaken
patent enforcement protections, thus discouraging investments in innovation.

Instead, we should take a cautious approach and not push solutions — such as H.R. 9, the
“Innovation Act” — that may end up doing more harm than good to our start-up ecosystem.

One way to stop abusive patent litigation is to address the problem of the
extortionist use of demand letters.

So, I want the witnesses to discuss how we can curb the abusive problem of demand
letters.

Patent litigation opportunists exploit the patent process and patent litigation system. In
particular, they attack patents of weak quality in order to obtain quick settlements or to bleed the
alleged infringers.
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Individual inventors and small businesses have to decide whether to risk incurring
potentially overwhelming costs of litigation or enter into a settlement which could make them
liable to attack by other abusive patent litigants.

We must find a way to stop this insidious problem that threatens the strong culture of
innovation in our Nation.

Finally, the Committee needs to conduct further hearings on the changing landscape
affecting patents before we take any congressional action.

While I applaud the Chair for holding a hearing last month on recent Supreme Court
decisions in the patent arena, the Committee should also hold additional hearings on what actions
other government stakeholders are taking in the patent arena.

For instance, we should hear from Michelle Lee, the newly appointed Director of the
United States Patent and Trademark Office to hear her views about how we should address
abusive patent litigation.

In addition, Director Lee could enlighten us about the conclusions from the Patent Quality
Summit that her Office is hosting today and tomorrow.

The Director could also update us on how her Office is implementing the America
Invents Act.

We should also hear an update from the Federal Trade Commission about its efforts to
combat abusive patent litigation behavior.

Further, the Judicial Conference could share its expertise at a hearing on the effectiveness
of lower courts recently adopting model discovery orders or discovery guidelines that limit
discovery in patent lawsuits.

The Conference could also inform us of the actions the Supreme Court is taking to
climinate Federal Rule of Civil Procedure Rule 84 and its Form 18, which will lead to the higher
pleading requirements of Twombly and Iqhal.

1t could also update us on other proposed amendments to the Federal Rules of Civil
Procedure aimed at achieving proportionality in discovery and promoting early and active
judicial case management.

These efforts may better address abusive patent litigation in a more targeted approach
than the overly broad approach taken by the Innovation Act.

Congress must respond to the problem of abusive patent litigation, but it should do so in a
more balanced and effective approach that protects our Nation’s entrepreneurs and innovators.
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Kathryn G. Underwood

President and CEO of Ledyard Bank, Norwich, VT

On behalf of the Independent Community Bankers of America

Answers for the Record

Committee on the Judiciary, Subcommittee on Courts, Intellectual Property, and the Internet
Hearing on “Patent Reform: Protecting American Innovators and Job Creators from Abusive Patent
Litigation”

March 25, 2015

Chairman Goodlatte Question: Ms. Underwood, one of the major sources of abusive patent litigation
stems from the Federal Circuit's 1998 State Street decision which opened the door to dubious business
method patents, a decision that has brought real harm to our patent system. In recent years the
Supreme Court has helped to repair this damage and reverse the tide of such weak patents through its
Bilski and Alice decisions.

Can you speak more to the importance of the AlA's transitional program for covered business method
patents? And also talk about the amount of capital that community banks invest in start-ups and small
businesses in America and the real costs of abusive patent litigation on investment in those
communities?

Underwood Answer: Mr. Chairman, the Covered Business Method (CBM) program was created to re-
examine the validity of questionable business method patents. To date, it has proven to be a successful
low-cost alternative to litigation of covered business method patents. In fact, according to the attached
chart entitled “CBM Proceedings that Could Benefit Community Banks and Credit Unions,” currently
there are several CBM proceedings underway that could benefit banks and credit unions of all sizes. For
example, it is my understanding that patents held by the company Data Treasury are currently under
CBM review. Data Treasury has brought suit against several community banks including Frost Bank, Bank
of the Ozarks, Midsouth Bancorp etc. For these reasons we would advocate for the CBM program to be
made permanent.

In regards to lending, community banks are prolific small business lenders making 55 percent of all
business loans under 51 million. Every dollar spent on defending against frivolous claims brought by
patent trolls is several dollars that cannot be lent to start-ups or small businesses looking to secure a
foan. This is in addition to the hundreds of hours of senior management staff time dedicated to
responding to the troll and understanding the claims.
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Startup Investors Nationwide Support Broad Patent Reform

17 March 2015
Dear Congress:

Each year, we invest hundreds of millions of dollars in software and information technology
businesses and other emerging technologies. Together with other investors, we commit more than $1
billion annually in angel and venture capital that ensures continuing growth of young, high-tech
companies employing 1.4 million people. Collectively, we have invested in companies such as Netflix,
Twitter, Facebook, Dropbox, Palantir, Kickstarter, and countless other technologies that power
American businesses everywhere.

This investment has spurred a startup ecosystem that has created world-changing technologies, and
is responsible for all net new job growth in the United States. Despite this, we find our portfolio
companies facing a dangerous patent troll problem. When a troll sues, or even threatens, a small
startup, the results can be disastrous. Many of us have seen young companies fail in the face of such
threats. In fact, a recent survey found that 70% of VCs have portfolio companies that have received
patent demands, the majority of which come from so-called patent trolls. This is not sustainable.

To promote continuing growth in our startup economy, we need comprehensive patent reform
legislation that will provide small companies the tools to fight back against patent trolls and will curb
the worst behavior of the most egregious actors. Specifically, legislation should:

e Increase transparency by requiring patent trolls to specify, in complaints and demand letters,
which patent and what claims are infringed, specifically how the offending product or
technology infringes, and who is the real owner of the patent(s) at issue.

e Limit the scope of expensive litigation discovery, which pushes companies to pay unjustified
settlements priced cheaper than defending against spurious claims.

e Allow courts to use their discretion to require patent trolls to pay legal fees and other costs
incurred by prevailing defendants.

e Protect end users of technology (e.g., wi-fi, printers and scanners, and APIs) from being liable
for infringements by technology providers.

Many of our companies own patents, and we believe in a robust patent system. We do not want to
undermine legitimate enforcement of properly-issued patents by responsible patent owners.
Moreover, we are encouraged by recent changes to the system. However, tens of thousands of
patents are still issued every year in the high-tech space alone, many of which will end up being
exploited by trolls during their 20 years of life. Litigation by non-practice entities has increased
tenfold in the last decade and only comprehensive legislation will effectively reverse that trend.

Our Constitution favored a patent system to incentivize innovation and benefit all Americans.
Unfortunately that system has been hijacked by some intent on exploiting Patent Office weakness,
and all too frequently it now hinders innovation and chills investment, harming the new companies it
was designed to foster and imposing a patent troll tax on new technologies. We urge Congress to
immediately pass comprehensive patent reform legislation that will restore balance to the system.
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