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INTEREST OF AMICI CURIAE!

The Amici include software and hardware
companies, an electronic commerce company, and a
distinguished legal scholar. The Amici share an in-
terest in an application of the stay provision of sec-
tion 18 of the Leahy-Smith America Invents Act that
comports with the purpose of that section of protect-
ing companies from burdensome patent litigation and
unjust results relating to covered business method
patents.

Citrix Systems provides cloud, networking
and virtualization technologies for businesses and in-
dividual consumers. eBay Inc. enables commerce by
delivering flexible and scalable solutions that foster
merchant growth. Robert Barr is the Executive
Director of the Berkeley Center for Law and
Technology at the University of California, Berkeley
School of Law. Rudolph Technologies provides
process control hardware and software for various in-
dustries.

1 Pursuant to this Court’s Rule 37.2(a), Petitioners SAP Ameri-
ca, Inc. and SAP AG and Respondents Versata Software, Inc.,
Versata Development Group, Inc., and Versata Computer Indus-
try Solutions, Inc. were given timely notice and consented to the
filing of this brief. The e-mails reflecting their consent have
been sent to the Clerk of Court. Pursuant to this Court’s Rule
37.6, the amici state that this brief was not authored in whole or
in part by counsel for any party, and that no person or entity
other than amici or amici’s counsel made a monetary contribu-
tion intended to fund the preparation or submission of this brief.



SUMMARY OF ARGUMENT

The Covered Business Method Review (CBM)
process was created by Congress to address a particu-
larly acute problem with poor quality patents that
arise in the specific area of covered business method
patents. It is part of an overall effort to reduce un-
warranted litigation costs and damages awards for
patents that should never have issued. A stay of this
case will help fulfill these purposes, thereby benefit-
ing the patent system and the public as a whole.

Here, a patent owner may obtain a large dam-
ages recovery ($391 million) even though, prior to a
judgment being final, the Patent and Trademark Of-
fice (PTO) determined it should not have issued the
patent-in-suit. Unless this unjust outcome 1s pre-
vented, patent owners will become more emboldened
to enforce patents that likely are invalid. Accused
infringers will be forced to recognize an increased
nuisance value of settling cases that involve worth-
less patents. Perhaps more importantly, a refusal to
grant a stay of payment of almost half a billion dol-
lars on patent claims declared invalid by the expert
agency charged with issuing the patent will under-
mine the credibility of a patent system that 1s a key
driver of innovation in the U.S. economy — regardless
of when the stay was sought or when the grounds for
invalidity were raised by the accused infringer.

Granting a stay and providing an opportunity
for the PTO’s decision to invalidate the patent-in-suit
to become final, before the patent owner executes on
the damages award, will restore economic efficiency
and rationality to evaluations of settlement of patent
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cases. Worthless patents will be less likely to create
windfall settlements for patent owners at the expense
of wrongly-accused infringers. This will reduce the
cost of burdensome, dubious patent litigation that
forces companies either to absorb the cost at the ex-
pense of investing in further innovation or pass the
cost on to their customers. Indeed, granting the stay
will make it more likely that unwarranted lawsuits
are never brought in the first place. This approach
benefits not only the wrongly accused but also their
customers and the market as a whole.

ARGUMENT

I. GRANTING A STAY WILL FULFILL THE
INTENT OF SECTION 18 OF THE AIA TO
LIMIT COUNTERPRODUCTIVE LITIGA-
TION COSTS RELATING TO BUSINESS
METHOD PATENTS THAT SHOULD NOT
HAVE ISSUED.

A. The CBM Review Process Is A Direct
Response To Questionable Business
Method Patents.

Congress enacted Section 18 of the Leahy-
Smith America Invents Act, Pub. L. No. 112-29, 125
Stat. 284, 329-331 (2011) (AIA), with the specific pur-
pose of “respond[ing] to the problem” of “poor busi-
ness-method patents” issuing during the late 1990’s
and early 2000’s. H.R. Rep. No. 112-98, 1st Sess., at
54 (2011) (House Rpt.). This provision was part of an
overall effort in the AIA to provide a more efficient
system for challenging business method patents that
should not have issued. House Rpt. at 39-40.



A primary purpose of CBM review 1is to reduce
“unwarranted litigation costs and inconsistent dam-
ages awards” associated with questionable business
method patents. Id. at 40. As Senator Charles
Schumer stated, the CBM review process was created
as a direct response to the “cottage industry” of busi-
ness method patent litigation. 157 Cong. Rec. S1360,
S1363 (daily ed. Mar. 8, 2011) (statement of Sen.
Schumer). Litigation over invalid business method
patents undermines the credibility of the patent sys-
tem in the court of public opinion and “places a sub-
stantial burden on U.S. courts and the U.S. econo-
my.” 157 Cong. Rec. at S1363.

The amici are acutely aware of these flaws in
the patent system as relates to business method pa-
tents. They have faced a number of infringement
charges and lawsuits involving patents which should
not have issued because (1) the patents claim un-
patentable subject matter or (2) invalidating prior art
exists that was not cited or considered by the patent
examiner when the patents originally issued. CBM
review provides an opportunity for the PTO’s Patent
Trial and Appeal Board (PTAB) to evaluate whether
business method patents contain patentable subject
matter in light of recent case law on the legal test for
abstract ideas and for the PTAB to review invalidat-
ing prior art brought to its attention. Congress has
seen fit for the PTAB to use its expertise in these ar-
eas and cancel invalid business method patent
claims.

By contrast, invalidating a wrongly-issued pa-
tent in court is inefficient for a number of reasons.
The biggest reason is that a patent issued by the PTO
is presumed valid in court, which has led courts to
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adopt a high clear and convincing evidence standard
as the burden of proof for invalidating a patent dur-
ing litigation. The presumption of validity applies to
business method patents just as much as any other
patent, despite the universal understanding,
acknowledged by Congress, that many business
method patents are of dubious quality. House Rpt. at
54. Even beyond the high burden of proof, the courts
are a less efficient venue for determining the validity
of a patent than the expert agency because a court
typically is considering several other issues, including
infringement, damages, and potentially willful in-
fringement, at the same time. Further, courts often
impose severe restrictions on the length of time each
party has at trial, forcing accused infringers to drop
invalidity defenses in the name of simplifying and
streamlining cases for the fact finder.

Moreover, the uncertainty, length of time, and
cost of litigation means that the vast majority of pa-
tent cases are settled and thus never even make it to
trial. Strong validity defenses are never heard in
these situations. Indeed, owners of invalid business
method patents often settle so as not to subject their
patents to trial, allowing them to enforce poor quality
patents against future defendants.

All of these headwinds against efficiently pur-
suing invalidity attacks in court lead to unwarranted
litigation costs for accused infringers to develop non-
infringement defenses and damages theories for
business method patents that should ultimately be
found invalid, because of the uncertainty that validity
will ever be heard, let alone decided favorably, in
court. It is these unwarranted lhitigation costs and



the possibility of improper damages awards (here,
$391 million) that led Congress to create a CBM re-
view process that prioritizes the PTO in making inva-
lidity determinations on business method patents.
See House Rpt. at 48, 54 (explaining that shifting the
attention from the courts to a CBM post-grant review
at the PTO is “a meaningful opportunity to improve
patent quality and restore confidence in the presump-
tion of validity that comes with issued patents in
court”.)

B. A Stay Of Litigation During CBM Re-
view Balances The Economics Of Patent
Litigation By Preventing Windfall Re-
covery On Worthless Patents.

A vital component of CBM review is the ability
to stay the litigation process and enforcement of any
judgment until the PTO determines if the claims of
the patent will be invalidated. Stays are expressly
contemplated by Section 18 of the AIA. A stay during
CBM review — whether before or after trial — plays an
important role in balancing the economic analysis of
a patent litigation by placing a hold on potential
windfall recoveries by patent owners for worthless
patents. A purely rational and efficient system would
permit accused infringers to resolve cases involving
invalid patents for $0, and, indeed, discourage patent
owners from even bringing such cases. But this case
is an example of how the current patent system can
skew an economically rational and efficient result as
it shows patent owners and accused infringers alike
that even invalid patents can be pursued through tri-
al with a significant damages award. This creates
excessive risk of a wrong result, driving up the costs



of resolving infringement cases involving poor quality
patents.

A stay forces patent litigants (and third par-
ties) to recognize that patent invalidity and a $0 val-
ue to a patent that should have never issued is a rea-
sonably probable outcome even where the CBM re-
view arises relatively late in a litigation that could
otherwise result in a large damages payment. This
recognition should lead economically rational actors
to adjust the settlement value of infringement cases
involving poor quality patents and help to realign
such patent litigation with efficient results.

By contrast, refusing to grant a stay in cases
such as this will embolden patent holders to “roll the
dice” on enforcing business method patents that are
invalid and thus increase the amount to settle dubi-
ous patent litigation beyond the patent’s true value.
Patent holders will discount the value of the CBM
process if they know they can avoid a stay sought lat-
er in litigation and still enforce a litigation judgment
before a CBM ruling declaring the patent’s claims to
be invalid is affirmed on appeal.

In the present case, Petitioner SAP initiated
CBM review on September 16, 2012 — the day the
CBM process became statutorily available under the
AJA, which just happened to be after trial. SAP re-
frained from asking for a stay to stop the long-
running litigation process until the PTO declared the
claims of the ‘350 patent invalid, at which point (as-
suming the decision is or becomes final) the patent
claims reasonably should have a value of $0. None-
theless, with the stay being denied by the Federal



Circuit without explanation, the settlement value of
the case is inflated to reflect the $391 million damag-
es award on the invalid claims.?

The refusal to grant a stay here undermines
the express intent of the CBM review process, while
Versata enjoys an enormous financial windfall with
the knowledge that its patent is likely invalid and
worthless. Such an outcome calls into question the
credibility of the patent system that i1s a key driver of
innovation in the U.S. economy. See Am. App. 4a
(noting that a purpose of the U.S. patent system 1s to
provide “a powerful incentive for innovation.”). It en-
courages future business method patent holders with
questionable patents to press ahead in litigation with
the benefit of the clear and convincing evidence
standard, get a litigation judgment, and obtain pay-
ment before the PTO’s decision that the claims are
invalid is affirmed on appeal.

Further, the current outcome skews the eco-
nomics of the market as SAP’s competitors gain an
economic advantage if SAP has to devote resources to
paying an improper damages award while those com-

> While, in some circumstances, this Court might defer to a low-
er court such as the Federal Circuit to develop the law on proce-
dural questions — such as whether or not to grant a stay as part
of CBM review — the Court should not defer in the present case
because the exercise of such discretion would directly contradict
express Congressional intent in using stays to eliminate invalid
business method patents and avoid payment of improper judg-
ments, especially in view of the lack of explanation for the denial
by the Federal Circuit. See Purcell v. Gonzalez, 549 U.S. 1
(2006) (per curium) (granting review and overturning appellate
order that denied a stay of injunction without explanation).



petitors benefit from knowing that they will not have
to face patent claims proved invalid by SAP. Such a
perverse outcome reduces the incentive of the party
in SAP’s position to challenge unworthy patents. In-
deed, contrary to the public interest in weeding out
invalid patents, if a stay is denied, it would be in the
best interests of the party in SAP’s position not to
challenge the patent in a CBM proceeding, because
only its competitors will benefit from a successful
challenge.

These consequences fly directly in the face of
Congressional intent in establishing CBM validity
review: to reduce unwarranted litigation costs and
inconsistent damages awards related to questionable
patents. House Rpt. at 40. Indeed, the outcome ad-
vocated by Respondent Versata effectively rewrites
Section 18 of the AIA to preclude a stay of litigation
pending CBM review after trial. This is improper.
Congress could have put an explicit time restriction
on seeking a CBM stay in Section 18, just as it put
time restrictions on initiating other types of patent
review proceedings at the PTO. (See, e.g., AIA, Sec-
tion 6(d) (limiting the time to file post-grant review
proceedings to the first nine months after grant of a
patent)). But Congress chose not to do so.

Presumably, part of the reason for not includ-
ing a time restriction on seeking a stay is that Con-
gress knew situations might arise where a party
timely sought CBM review and a stay was necessary
after trial to maintain rational economic results in
the outcome of litigation. The situation arose here at
least in part due to the advanced stage of the litiga-



tion when the CBM option became available. The
situation may arise in the future as well.

The situation is quite plausible, for example,
where a plaintiff asserts a business method patent in
multiple waves of lawsuits at different times against
multiple individual defendants. In that situation, it
is quite possible that some lawsuits will be far ad-
vanced against some defendants while other lawsuits
are just beginning. If a later defendant has better
knowledge of the prior art or otherwise discovers
strong prior art, it may initiate a strong CBM. The
CBM, however, may not become final before the ear-
lier cases are tried to judgment. Indeed, it is likely
that plaintiffs such as non-practicing entities (NPEs)
would initially sue parties it deems less likely to dis-
cover strong prior art, and defer suits against entities
better able to challenge patent validity. Therefore,
the timing of the present situation can recur, and in-
deed is likely to recur, under the NPE model of busi-
ness method patent enforcement.

Further, while Congress spelled out in Section
18(b)(1) the specific factors for a court to consider in
determining whether to grant a stay, these factors do
not dictate that a stay may not be granted in cases
where a trial already has occurred. Indeed, two of
the factors apply as much after a trial as before a tri-
al:

(C)  whether a stay, or the denial
thereof, would unduly prejudice
the nonmoving party or present a
clear tactical advantage for the,
moving party; and
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(D) whether a stay, or the denial
thereof, will reduce the burden of
litigation on the parties and on
the court.

ATA, Section 18(b)(1) (reproduced in relevant part at
Pet. App. 90a). This indicates a Congressional intent
to permit courts to consider granting a stay pending
the outcome of a CBM which results in an appealable
decision invalidating the patent, but after judgment
has been entered in parallel litigation.

IL. SECTION 18 OF THE AIA ALSO PRO-
TECTS THE INTERESTS OF THE JUDI-
CIAL SYSTEM, THE PUBLIC, AND THE
PTO.

A. A Stay Promotes The Best Use of Scarce
Judicial Resources.

Section 18(b)(1) of the AIA specifically requires
a court to consider “whether a stay, or the denial
thereof, will reduce the burden of litigation on the
parties and on the court.” Pet. App. 90a (emphasis
added.) A stay of this case will reduce the burden on
the court system because it discourages the filing of
future suits based on worthless business method pa-
tents that would take up judicial resources that
should be devoted to actions with merit. As Senator
Schumer stated, the CBM review process reduces ju-
dicial workload by allowing the PTO to address busi-
ness method patents:
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In order to reduce the burden placed on
courts and the economy by this back-
and-forth shift in judicial precedent, the
Schumer-Kyl transitional proceeding au-
thorizes a temporary administrative al-
ternative for reviewing business method
patents.

157 Cong. Rec. at S1363. While the parties to this
case admittedly have completed two trials and an ap-
peal to the Federal Circuit, a stay will send a mes-
sage to patent holders that courts will make proper
use of CBM review to ensure the validity of business
method patent claims and prevent payments of un-
warranted damages.

A denial of a stay would not only encourage fu-
ture suits on dubious business method patents, but it
also would encourage gaming of judicial and PTO
proceedings where CBM review is sought later in liti-
gation. In such a circumstance, patent holders would
have the incentive to strategically slow down (and
likely increase the cost of) a CBM proceeding and any
subsequent appeal of the PTO’s decision in an at-
tempt-to get litigation damages paid on worthless pa-
tents before CBM review can invalidate the claims.
By way of example, in the current case, Versata took
61 days before appealing the CBM decision from the
PTAB in an effort to extend that process, while it
filed a response to SAP’s certiorari petition in five
days in an attempt to recover its judgment from SAP
before the appeals court can affirm the finding that
the patent claims are invalid. Courts would be asked
to police such gamesmanship by either delaying the
payment of patent damages or expediting the appeal
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of a CBM decision. This is a poor use of judicial re-
sources when a stay of the litigation process will
eliminate the incentive for such gamesmanship.

Further, the denial of a stay will have a detri-
mental effect on other efforts to reduce the burden on
overworked courts. For instance, federal district
courts encourage, or even require, the use of media-
tion or arbitration as alternative dispute resolution
(ADR) mechanisms in an effort to settle litigation and
reduce courts’ dockets. The refusal to grant a stay of
executing a patent judgment on claims found invalid
by CBM review will undermine the emphasis on ADR
by encouraging holders of business method patents to
demand more to settle litigation at the ADR stage.
Even worse, patent holders may forego any serious
effort to resolve litigation through ADR in the hopes
that pressing on with litigation will lead to a finan-
cial windfall.

B. A Stay In This Case Furthers The Best
Interests Of The Public.

A stay of this case benefits the public by ensur-
ing that the cost of a huge financial judgment on in-
valid patent claims will not be passed on to investors
or consumers. The U.S. patent system is intended to
promote public welfare by encouraging innovation
that drives the U.S. economy in exchange for patent
protection for that innovation. The system should not
be abused through the use of invalid business method
patents to extort payments from companies that then
must face the choice of accepting reduced profitability
for their investors or passing the cost of the judgment
on to consumers. Congress has provided a method of
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protecting investors and consumers from a poor busi-
ness method patent by granting a stay (and prevent-
ing payment of the judgment) until the CBM process
has resulted in a final determination on the validity
of the claims of the patent. The value of the stay to
consumers and investors 1s significant and substan-
tially the same whether the stay is granted before or
after trial.

C. A Stay Fulfills Congressional Intent
That The PTO Have Final Say On The
Validity Of Covered Business Method
Patent Claims.

Congress created CBM review specifically for
the PTO to make the final decision on the validity of
claims of business method patents it issued. AIA, Act
Section 18. This is a special program that addresses
a certain class of patents that are poor in quality.
House Rpt. at 54. The intent of Congress was to en-
courage invalidating prior art or other bases for inva-
lidity to be brought to the attention of the PTO as
part of CBM review. The PTO could then use its ex-
pertise to reevaluate its original decision as to the va-
lidity of patent claims, based on more complete prior
art information and unencumbered by a presumption
of a patent’s validity or the clear and convincing evi-
dence standard. House Rpt. at 48, 54. The denial of
a stay, in contrast, would allow recovery of patent
damages in litigation even where the PTO decides 1t
should have never issued the patent, due to proof of
invalidity not considered when the patent issued.
Congress did not intend such an outcome when Sec-
tion 18 of the AIA was implemented.

14



III. CONCLUSION

For the foregoing reasons, the Court should
grant the petition for writ of certiorari.

DATED: January 3, 2014

Respectfully Submitted,

DANIEL W. MCDONALD
Counsel of Record

Merchant & Gould, PC

3200 IDS Center

80 South Eighth Street

Minneapolis, MN 55402

(612) 332-5300

JEFFREY D. BLAKE
Merchant & Gould, PC
191 Peachtree Street, NE
Suite 4300

Atlanta, GA 30303

(404) 954-5100
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Executive Summary

O] Some firms that own patents but do not make
products with them play an important role in U.S.
innovation ecosystem, for example by connecting
manufacturers with inventors, thereby allowing
inventors to focus on what they do best.

0 However, Patent Assertion Entities (PAEs,
also known as "patent trolls") do not play such roles.
Instead they focus on aggressive litigation, using
such tactics as: threatening to sue thousands of
companies at once, without specific evidence of
infringement against any of them; creating shell
companies that make it difficult for defendants to
know who is suing them; and asserting that their
patents cover inventions not imagined at the time
they were granted.

O Suits brought by PAEs have tripled in just the
last two years, rising from 29 percent of all
infringement suits to 62 percent of all infringement
suits. Estimates suggest that PAEs may have
threatened over 100,000 companies with patent
infringement last year alone.

0 While aggressive litigation tactics are a
hallmark of PAEs, some practicing firms are
beginning to use them as well. ("Practicing” firms use
their patents to design or manufacture products or
processes.)

0 PAE activities hurt firms of all sizes. Although
many significant settlements are from large
companies, the majority of PAE suits target small
and inventor-driven companies. In addition, PAEs
are increasingly targeting end users of products,
including many small businesses.
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O PAEs take advantage of uncertainty about the
scope or validity of patent claims, especially in
software-related patents because of the relative
novelty of the technology and because it has been
difficult to separate the "function" of the software (e.g.
to produce a medical image) from the "means" by
which that function is accomplished.

0 A range of studies have documented the cost of
PAE activity to innovation and economic growth. For
example:

*  One study found that during the years
they were being sued for patent
infringement by a PAE, health information
technology companies ceased all innovation
in that technology, causing sales to fall by
one-third compared to the same firm's sales
of similar products not subject to the
PAEowned patent.

+ Another study found that the financial
reward received by winning PAEs
amounted to less than 10% of the share
value lost by defendant firms, suggesting
that the suits result in considerable lost
value to society from forgone technology
transfer and commercialization of patented
technology.

0 History suggests that it should be possible to
address these challenges. Similar cases occurred with
patents for agricultural equipment and for railroad
equipment in the late 19th century, in which there
was great uncertainty about whether a valid patent
had been infringed. Once these underlying conditions
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were changed, this business model was no longer
profitable and litigation of this type fell dramatically.

0 Policies such as the following: fostering clearer
patents with a high standard of novelty and non-
obviousness; reducing disparity in the costs of
litigation for patent owners and technology users;
and increasing the adaptability of the innovation
system to challenges posed by new technologies and
new business models; would likely have a similar
effect today.

1. Introduction

The folks that you're talking about [PAEs] are
a classic example; they don't actually produce
anything themselves. They're just trying to
essentially leverage and hijack somebody else's
idea and see if they can extort some money out
of them... blur efforts at patent reform only
went about halfway to where we need to go and
what we need to do 1s pull together additional
stakeholders and see if we can build some
additional consensus on smarter patent laws.

President Obama, Februaryl4, 2013

The purpose of the U.S. patent system, according to
the Constitution, is "to promote the Progress of
Science and useful Arts, by securing for limited
Times to Authors and Inventors the exclusive Right
to their respective Writings and Discoveries" (U.S.
Const., art. 1, sec. 8, cl. 8). Giving inventors this right
provides a powerful incentive for innovation.

Patent policy must navigate a fine line however, as
excessive enforcement of that exclusivity—such as
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through abusive litigation or overly broad patent
claims—may dampen incentives for future innovation.
Innovators who fear inadvertently infringing existing
patents may reduce innovative activity or take costly
steps to defend against lawsuits claiming
infringement, leading to fewer resources available for
wages, jJob creation, and innovation of new products
and services.

Firms that own patents but do not practice! them can
play a useful role in the innovation ecosystem. Firms
that aggregate and manage patents can play an
important intermediary role, bringing value to society
by more efficiently matching inventors to patent
users in an otherwise illiquid market, and by
developing expertise in legitimately protecting
patents from infringement. However, some litigation
strategies may reduce incentives to transfer or
commercialize technology by unwarrantedly raising
potential innovators' fears that they will be accused
of patent infringement if they do so.

This report looks particularly at firms who do not
practice the patents they own and instead engage in
aggressive litigation to collect license and other fees
from alleged infringers. A review of the evidence
suggests that on balance, such patent assertion
entities (PAEs) (also known as "patent trolls") have
had a negative impact on innovation and economic
growth.

The success of the PAE business model in part
reflects patent policy challenges created by the rapid

' Firms that "practice" their patents use them to design or
manufacture products or processes.
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growth of complex software products. Because of
rapid technological change and the special
characteristics of software, it has been hard to define
clear boundaries for patents, and hard to set an
appropriate bar for non-obviousness, leading to many
opportunities that PAEs (and in some cases, non-
PAEs) have exploited.

I1. The Role of Intermediaries in the Patent
System

Patent intermediaries can play a useful social role.
Inventors and buyers of patents (such as a
manufacturer who can commercialize patented
inventions) may have a difficult time finding each
other because the potential usefulness of a patented
technology is often not obvious, and often depends on
the complementarity between the protected
technology and the buyer's own portfolio of
technology.

In principle, illiquid markets such as the one for
patents may benefit from specialized intermediaries.
These intermediaries bring value to society by more
efficiently matching patent holders to patent buyers,
thereby fostering transfer of technology from
inventors to those who can use the technology to
make products that are valuable to consumers. For
example, an individual inventor might sell a patented
battery technology to an intermediary, who then sells
or licenses the patent to a cell-phone manufacturer
who has both the equipment to make the battery in
large scale and the ability to market the advantages
of the new battery when combined with that phone.

This arrangement allows inventors to specialize in
innovation and benefit from the specialized
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commercial knowledge and connections of an
intermediary. Similarly, it can be costly for
technology users to find all potentially-relevant
patents. Effective brokering of patents by
intermediaries can therefore increase the value of
patents, fostering greater incentives to innovate. And
finally, potential inventors may not have the
resources to protect their patents from infringement;
their incentives to invent may be increased if they
can sell their patents to firms that specialize in
litigation and other means to collect license fees from
those who are using the patented technology.

On the other hand, patent intermediaries may also
act in ways that reduce innovation. Recent years
have seen the rapid emergence of PAEs, or "patent
trolls." These firms "use patents primarily to obtain
license fees rather than to support the development
or transfer of technology" (Chien 2012). Obtaining
these license fees in practice often means aggressive
litigation practices, in which PAEs tie up (or threaten
to tie up) legitimate innovators in court by charging
them with patent infringement. The PAE business
model is generally seen as combining characteristics
such as the following (Chien 2012; Bessen, Meurer
and Ford 2011; Hagiu and Yoffie 2013):
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. They do not "practice" their patents; that is,
they do not do research or develop any
technology or products related to their
patents;

. They do not help with "technology transfer"
(the process of translating the patent
language into a usable product or process);
. They often wait until after industry
participants have made irreversible
investments before asserting their claims,

. They acquire patents solely for the purpose
of extracting payments from alleged
infringers;

. Their strategies for litigation take
advantage of their non-practicing status,
which makes them invulnerable to counter-
claims of patent infringement.

. They acquire patents whose claim
boundaries are unclear, and then (with little
specific evidence of infringement) ask many
companies at once for moderate license fees,
assuming that some will settle instead of
risking a costly and uncertain trial.

. They may hide their identity by creating
numerous shell companies and requiring
those who settle to sign non-disclosure
agreements, making it difficult for
defendants to form common defensive
strategies (for example, by sharing legal fees
rather than settling individually).
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While intermediaries in general may be non-
practicing entities, and generate revenues through
licensing fees, PAEs go further by masking their
identity, and acquiring and asserting broad patents,
some of questionable validity, in order to extract
settlement fees.

For example, one company sued dozens of online
retailers, claiming that its patents covered nearly any
use of online shopping cart technology, leading
several retailers to pay settlements worth millions of
dollars each. Ultimately, one online technology
retailer won an appeal that invalidated each of the
three key patents that were the basis for the original
suits. The court found that the claims of the patents
were obvious in light of products that already existed
at the time the patent was filed2. The victory in this
case, however, required spending millions of dollars
and years in court — a risk that other online retailers
had been unwilling to take (Mullin 2013a; Mackie,
Payne, and Stewart 1994). See below for additional
examples of PAE tactics.

PAE activity has increased dramatically in recent
years (Figure 1). Last year, PAEs brought over 2,500
lawsuits — 62% of all patent suits. That compares to
1,500 in 2011 (45% of all cases,), and 731 1n 2010
(accounting for 29%) (Chien 2013). Other studies find
a similar rise in PAE activity. An updated version of
a study done for the US Government Accountability
Office (Jeruss, Feldman and Walker, 2012) finds that

2 The appeals court held that once the technology existed to do
purchasing on a closed network, extending this capability to
allow purchasing on the Internet, while novel, required only
steps that would be obvious to anyone skilled in the relevant
prior art.
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PAEs filed 59% of the patent lawsuits in the US in
2012 (Feldman, Ewing, and Jeruss (2013).

Figure 1: Total number of Patent Cases Commenced,
2006-2012

The increased prevalence of PAE suits, and patent
suits in general, in recent years stands in contrast to
the 20th century, when suits for patent infringement
were relatively rare. This increase 1s likely due to two
factors. First, there are an increasing number of
computer and communications patents, whose wider
breadth makes them more easily abused, as we
discuss below. PAE suits are concentrated in the IT
sphere; according to one estimate, 82% of PAE
defendants were sued on the basis of a software
patent (in contrast to only 30% of those sued by non-
PAESs) (Chien and Karkhanis, 2013). Software
patents are nearly five times as likely to be in a
lawsuit as chemical patents; business method patents
are nearly fourteen times as likely (Bessen 2011).
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Second, during the 20th century, patents were
primarily held by manufacturers (FTC 2011). Rival
makers of complex products are likely to be infringing
each other's patents, so they have an incentive to
settle competing infringement cases by cross-
licensing, rather than engaging in expensive legal
battles that do not add to society's stock of scientific
knowledge. In contrast, a PAE has no rival product,
so 1t can't be counter-sued. PAEs also have few of the
reputational concerns that might deter a well-known
company from appearing to victimize other
innovators Furthermore, PAEs can develop
economies of scale in suing many firms at once on a
contingency-fee basis; once the initial legal
preparation work has been done, a PAE can send
demands asserting infringement to numerous
companies at low cost, paying legal fees only in the
event that its assertion is successful.

PAEs often threaten to sue with the intention of
extracting license fees or settlement payments. The
increase in the number of suits filed for patent
infringement has thus been accompanied by an
increasingly large number of suits threatened. PAEs
assert broad patent claims against an unusually
large set of potential defendants; these assertions are
often not based on any evidence of infringement by an
individual defendant, but are instead an attempt to
find companies that will seek to settle the PAE's
claims rather than risk a trial. Conservative
estimates place the number of threats in the last year
alone at a minimum of 60,000 and more likely at over
100,000 (Chien 2012)3.

’ For example, one PAE sent 8,000 notice letters to coffee
chains, hotels, and retailers seeking compensation for use of
Wi-Fi equipment made by several manufacturers that they
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The uncertainty and expense of litigation suggests
that many patents might be best viewed as
"probabilistic property rights" or "lottery tickets"
(Lemley and Shapiro 2005). Given this situation,
many patent owners and users prefer to settle out of
court for amounts that have not so much to do with
the economic value of their patents or the probability
that they have infringed. Instead, settlements are
affected more by the parties' relative opportunity
costs of going to trial and attitudes towards risk—
factors that favor PAEs, whose legal fees are low
(since they do not have to provide much evidence to
assert that there has been patent infringement), and
who do not have to pay the fixed costs of a
manufacturing operation. Therefore, PAEs have an
incentive to drag out litigation, to increase pressure
on defendants to settle the case (Tucker 2012).

Examples of Abusive Practices in Litigation by
Patent Assertion Entities

Above we have argued that Patent Assertion Entities
(PAESs) have "over-asserted" their patents, pursuing
legal action in a way that does not increase incentives
for innovation, and in fact reduces these incentives
and complicates normal business operation. Below
are two examples:

Large company example

SAS is the world's largest privately held software
company, providing business and organizational

allege to infringe on its patents. In February, a Federal judge
dismissed a suit by one of those manufacturers to prevent the
PAE from seeking royalties from Cisco customers. See Jones
(2013).
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customers with advanced analytics. SAS has been a
defendant in several suits filed by PAEs. In
Congressional testimony in March, John Boswel],
SAS's General Counsel, described the PAE business
model and its impacts on his company:

Here are the basic parameters of what is
happening with these suits. A patent troll
sets up shop in a jurisdiction known to be
supportive of patent plaintiffs... It buys
patents from defunct companies or patents
that companies no longer want to keep. It
does not hire employees; it does not engage
in research; it does not even practice the
invention—nor does it ever intend to practice
it. The patent troll then either serves a
demand letter on the victims, or effects legal
service of a complaint. The troll then pursues
settlement by threatening massive and costly
discovery,... of every electronic document
that might touch upon the alleged claims, by
any person inside the defendant's
operations. ...[In one recent case], the
number of electronic documents that we had
to collect exceeded 10 million.... SAS won
summary judgment in this case and it 1s now
on appeal to the Federal Circuit. So far this
case has cost us in excess of $8 million [in
legal fees alone].

If SAS ultimately wins this case it will be a
Pyrrhic victory at best. We spent $8 million
and huge amounts of developer time and
executive time etc., for what? This victory
does not resolve the other patent troll cases
that we face, or will face in the future. This
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$8 million and the millions more we are
spending on other cases is money SAS no
longer has to invest in people, facilities,
research, or product development; and we are
a relatively small player in this world... It
does not cost much to be a troll and to make
broad, vague demands. On the other hand,
the risk to the company receiving a troll
threat is enormous.(Boswell 2013)

Small company example

A PAE sent letters to hundreds of small businesses
alleging infringements of patents if the businesses
have document scanners integrated into their
computer networks, and demanding a "good faith
payment" of $900-1,200 per employee for a license.
The letter provides no specific evidence against the
recipient; it argues instead that general research "has
led us to the conclusion that an overwhelming
majority of companies like yours utilize systems that
are set up to practice at least one of scenarios A
through C" that are covered by the patents. In May,
the State of Vermont sued the PAE for unfair and
deceptive practices, alleging that the letters were
targeted to businesses and non-profits unlikely to be
familiar with patent law, that they "shifted the entire
burden of the pre-suit investigation onto the small
business that received the letters", and that despite
repeated threats to sue if the payment is not made,
no such suits had been filed (see Fisher, 2013).
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III.  "Functional Claiming" and Uncertain
Infringement

To be awarded a patent, an inventor must disclose
the invention in sufficient detail to enable skilled
practitioners in the relevant field to understand it
and potentially build upon it. Patent applicants must
also articulate the specific claims as to the scope of
the patent. Understanding which products and
processes are, in fact, protected by the patent is
essential to avoiding infringement upon that patent.
Moreover, such clarity enables patents to serve the
socially beneficial purpose of promoting technology
transfer. The Patent and Trademark Office grants
patents only if the claims are novel (have not been
made before) and are not obvious to a person skilled
in the relevant art.

Setting an appropriate bar for novelty and non-
obviousness is particularly important in a new field;
if the bar is not set high (something difficult to do in
a new field), firms may well find themselves
inadvertently infringing patents, both because of the
sheer number of patents and because commercial
need is driving many inventors to create similar
inventions near-simultaneously (Lemley and
Melamed 2013). Many practitioners of such
technologies (such as railroads in the 19th century
and software today) find it more profitable to focus on
expanding the overall market for their products by
technological cooperation with rivals, rather than
working to clearly delineate property rights (Boldrin
and Levine 2013).

An additional reason that the issue of overbroad
patents is particularly salient in software is due to
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the prevalence of "functional claiming" in these
patent classes (Lemley 2012). A claim term is
"functional" when it recttes a feature by "what it does
rather than by what it 18" (In re Swinehart 1971)4.
Functional claiming involves claiming exclusive
rights over any device that performs a given function,
regardless of how that function is performed.

Functional language can therefore lead to very broad
and/or vague claims. These problems are especially
acute for software patents. For these patents, it has
been argued that the code is the function, with the
implication that a software patent arguably excludes
any other code that performs that same function. In
contrast, in pharmaceuticals, the distinction between
a function and the means used to perform that
function is generally clear. For example, several
patents have been awarded for the function of
reducing cholesterol; each patent covers a different
chemical compound—a different means of providing
that function.

Compounding the problem is the fast-moving,
interdependent nature of technical change in the
software industry. Functional claims can be used to
‘over-assert' a patent by attempting to cover products
and processes that were never contemplated by the
inventor or the examiner as being within the claim
scope at the time of the invention. For example, a
patent claim about a programmed processor could be

* For example, functional language is often used to add
further description to a structure or step, e.g., a claim may
recite a conical spout (a structure) that allows several kernels
of popped popcorn to pass through at the same time (a
function). In re Schreiber, 128 F.3d 1473, 1478(Fed. Cir.
1997).
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asserted broadly to cover any and all devices that
achieve the claimed result, rather than being limited
to a device programmed with the specific software
used by the inventor.

In addition, a single piece of software or website
might have several thousand "functions" that could
be claimed in as many patents. It is also difficult for
an outsider to judge what an inventor meant by a
claim and to know what sort of invention would be
"obvious" to a skilled practitioner and thus unworthy
of a patent. For example, in the case discussed earlier,
the appeals court had to consider detailed features of
twenty-year-old technologies to determine whether
the shopping basket patents in fact made novel
claims.

Thus, it can be very difficult to know if one is
infringing patents. These broad, functionally-defined,
and intertwined patents are therefore a key part of
the PAE business model. These intermediaries
acquire broad patents and threaten suit, in hopes of
extracting settlements. If even one patent in a
complex product is held to be infringed, the product
cannot be legally sold (Lemley and Shapiro, 2005).
This situation can lead to problems for practicing
firms both large (note that a single smartphone may
read on over 100,000 patents) and small (the basis of
the demand letters discussed in the examples above
is the alleged interaction between components of a
computer network found in most offices). The stakes
are particularly high when the venue for an
infringement dispute is the U.S. International Trade
Commission (ITC), given the ITC's inability to award
damages and reliance instead on exclusion orders
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barring import of products deemed infringing into the
United States.

IV.  The Economic Cost of PAE Activity

While most patents are not litigated and are properly
practiced and enforced, the harassing litigation
tactics of some PAEs, combined with substantial
litigation costs (ranging from a median of $650,000
for smaller cases, to a median of over $5 million per
case where the amount in controversy exceeds $25
million) (AIPLA 2013), have added significant costs to
the innovation ecosystem and sapped investments in
research and development, causing great harm to
society. These costs are of several types.

Direct costs to firms that practice patents. James
Bessen and Michael Meurer (2012) find that
defendants and licensees paid PAE's $29 billion in
2011, a 400% increase from 2005; they estimate that
less than 25% of this money flowed back to
innovation®. In addition, in the majority of PAE cases,
the legal cost of the defense exceeds this settlement
or judgment amount (Chien 2012c).

Private costs of lost opportunities to commercialize
technology. One might argue that the losses to
defendants accused of infringement would be offset
by gains to the owners of patents. However, very
little such transfer of value appears to take place. For

*In their papers, Bessen and Meurer define PAEs as firms with
each of the following characteristics: they "do not produce goods,
rather they acquire patents in order to license them to others,"
they "seek to derive the majority of their income from the
enforcement of patent rights," and they file lawsuits.
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example, in the years 2000 through 2010, a set of
fourteen publicly-traded PAEs followed by Bessen,
Meurer, and Ford (2011) had total revenues of $7.6
billion$. Patent suits initiated by those fourteen
entities were associated with a decline of $87.6 billion
in defendant company share value over the same
period, implying that the financial award experienced
by winning PAEs amounts to less than 10% of the
lost share value in this sample.

While drops in the share value of a defendant
companies may reflect other economic factors (e.g. the
now-raised expectation of losing future suits or
making settlement payments), the 90% of lost
defendant share values that simply vanishes suggests
considerable lost value to society from forgone
technology transfer and commercialization of
patented technology. Aggregating to all suits by PAEs
yields lost wealth of over $300 billion in four years
starting in 2007. That is, the stock market values the
lost opportunities for technology commercialization as
significantly greater than the direct payments from
defendants and licensees to PAEs.

Even if patent assertion entities do not prevail in the
courtroom, their actions can significantly reduce
incremental innovation while litigation is ongoing, a

® These revenues may include revenues from sources other than
litigation, and therefore may overstate the value of transfers
from defendants to these PAEs. Note that the $7.6 billion does
not include payment streams received after 2010 related to
settlements won during the study period. Future payment
streams are unlikely to be large given that settlements tend to
be paid in lump sums. Also, the "event study" method used by
the authors controls for the impact of the recession on firm
valuations, because the method looks at changes in a firm's
share value around the time of a lawsuit filing.
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situation that can persist for years. The reason is
that such action could be viewed by courts as an
evidence of "willful infringement" if the plaintiff's
patent 1s upheld, making the firm liable for treble
damages. For example, one study found that during
the years they were being sued for patent
infringement by a PAE, health information
technology companies ceased all innovation in that
technology, causing sales to fall by one-third
compared to the same firm's sales of similar products
not subject to the PAE demand (Tucker 2013).

Social costs of reduced innovation. A great deal of
economic literature shows that firms do not capture
all the value created by the research and
development they do (Mansfield 1968). Thus, the
losses caused by excessive litigation exceed even the
large stock market losses described above, including
lost value to consumers who are not able to buy
innovative products, and reduced income for workers
whose pay is lower because they are unable to work
with more productive new processes.

Range of Victims

Although PAEs often target major, household-name
and deep-pocketed technology companies, they also
target start-ups and small companies. In fact, though
the most substantial settlements are often extracted
from large entities, the majority of PAK suits target
small and inventor-driven companies (Bessen and
Meurer 2012).

Recent surveys provide evidence for the negative
mmpact of PAE litigation on innovative companies.
The impact on smaller startups is particularly acute.
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In a recent survey of 223 technology company
startups, 40 percent of PAE-targeted companies
reported a "significant" operational impact (e.g.
change in business, exit from the market, delay in
milestone, change in product, etc.) due to the suit or
threat thereof (Figure 2)7. In another recent survey of
116 in-house counsels, primarily from firms with over
$100 million in annual revenue, nearly all firms
reported that PAE demands had affected them
financially or distracted them from their core
business, with nearly 40 percent stating that PAE
activity had led them to make changes to an
underlying product (McBride 2013).

PAEs have also sent infringement notices to
"downstream users" of technologies, who are often
small companies, as in the scanner and Wi-Fi cases
discussed above. Although the amount of money
extracted from each company is small, the number of
potential defendants makes this strategy potentially
profitable overall.

Aggressive litigation tactics have also been adopted
by some firms that practice their patents. The recent
spate of patent litigation among large technology
companies—termed the "smartphone patent wars" by
the press—typifies this behavior, which also involves
companies purchasing massive numbers of patents as
a defense against of litigation, or as leverage in
negotiating licenses with competitors.

Between $15-20 billion was spent on patent litigation
and patent purchases in the smartphone industry

""PAE" was defined as "an entity that does not offer
products/services" and makes a "demand" regarding patents
(Chien 2012).
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from 2010- 2012 (Lemley 2012). And in 2011,
spending by Apple and Google on patent litigation
and patent acquisitions exceeded spending on
research and development of new products, according
to public filings (Duhigg and Lohr 2012)8. Indeed,
Google's $12.5 billion purchase of Motorola, according
to its own statements, was undertaken in large part
to prevent patent suits from competitors (Womack

and Tracer 2011).

Figure 2: Impacts of a PAE Demand on Technology
Startups?

e
- -
e

i

¥ 1n 2012, Google spent $12.5 billion to buy Motorola Mobility
and its patents and $5.2 billion in 2011 on research and
development (R&D) Google, Inc., Annual Report (Form 10-K) 6
(Jan. 26, 2012), available at
http://www.sec.gov/Archives/edgar/data/1288776/0001193125120
25336/d260164d10k.htm. In 2011, Apple spent $2.4 billion on
R&D but contributed more, approximately $2.6 billion, to a
single transaction to buy patents from Nortel. Apple, Inc.,
Annual Report (Form 10-K) 7 (Oct.26, 2011), available at
http:Hwww.sec.gov/Archives/edgar/data/320193/00011931251128
2113/d220209d10k.htm

? Source: Chien 2012

22a



"Defensive" purchase of patents has come under
scrutiny by the Federal Trade Commaission and the
Department of Justice for potentially anti-
competitive behavior.19 In one illustrative case,

Apple and Motorola engaged in protracted legal
wrangling over whether Motorola's royalty requests
were reasonable given that the technology was
"standard essential," i.e. required for a standardized
technology to function. In some technical standards-
setting situations in which a patented technology is
being considered for inclusion in a standard (such as
Wi-Fi), a patent-holder may agree to offer licenses for
the technology on "fair, reasonable, and
nondiscriminatory" (FRAND) terms, in return for
gaining access to the broad market that having a
standard potentially creates.

When standards incorporate patented technologies,
owners of those patents benefit from expanded
marketing and licensing opportunities, while the
public benefits from products embodying the best
technical solutions. However, a product that complies
with such a standard will necessarily read on these
patents, creating a potential incentive for patent
owners to raise the price of a license after the
standard 1s set. In early 2013, the Department of
Justice and Patent and Trademark Office 1ssued a
joint policy statement on the implications of this
phenomenon for enforcement at the International
Trade Commission (ITC)!!. Also in 2013, the FTC
settled with Google, issuing a consent decree in which
Google agreed to honor Motorola's prior commitments

""hitp://www.justice.gov/atr/public/press releases/2012/280190ht
m
" http://www justice.gov/atr/public/guidelines/290994.pdf
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to license standard-essential technologies on FRAND
terms (Federal Trade Commission 2013).

V. Conclusion

[A]mong a host of dormant patents, some will be
found which contain some new principle . . .
which the tnventor, however, had failed to
render of any use in his own invention. And
some other inventor, ignorant that such a
principle had been discovered... had the genius
to render it of great practical value .. . when, lol
the patent-sharks among the legal profession,
always on the watch for such cases, go to the
first patentee and, for a song, procure an
assignment of his useless patent, and at once
proceed to levy black-mail upon the tnventor of
the valuable patent.

- Senator Issac Christiancy, (R-Michigan)
187812

"Patent Assertion Entities" (PAEs) often abuse the
U.S. intellectual property system's strong protections
by using tactics that create outsize costs to
defendants and innovators at little risk to themselves.
The PAE business model is based on the presumption
that in many cases, targeted firms will settle out of
court rather than take the risky, time-consuming
course of allowing a court to decide if infringement
has occurred.

The practices of this group of firms, which has come
to file 60% of all patent lawsuits in the US, act to

"2 45 CONG. REC. 307 (1878); quoted in Magliocca, 2007
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significantly retard innovation in the United States
and result in economic "dead weight loss" in the form
of reduced innovation, income, and jobs for the
American economy.

Improving policy in this area is challenging because
maintaining the incentives for innovation provided by
patents requires allowing litigation when patents are
infringed, and because practicing firms sometimes act
badly as well.

As the quote above suggests, this problem has
occurred before in US history. These abusive suits
occur when it 1s costly or risky for practicing firms to
defend themselves against unwarranted claims of
infringement. Similar cases occurred with patents for
agricultural equipment and for railroad equipment in
the late 19th century.

In the case of agriculture, "shark" activity was
unleashed in the late 1860s when the Commissioner
of Patents (with the support of Congress) issued
rulings that had the effect of reducing the bar for
non-obviousness. In the 1880s, the Patent Office
(again supported by Congress) changed the standard
back to what it had been, and suits by non-practicing
patent owners fell dramatically (Lamoreaux, et al
2013; Magliocca 2007).

In the case of railroad equipment, the late 19th
century was a period of fast-moving, complex
technical change, making it difficult to determine
whether claims were novel and non-obvious to a
skilled practitioner. In addition, practitioners of
railroad technologies (not unlike software innovators
today) preferred to focus on expanding the overall
market for their products by technological
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cooperation with rivals, rather than working to
clearly delineate property rights (Boldrin and Levine
2013). In this case, "shark" activity fell away as a)
railroad firms banded together to fight all claims of
infringement (rather than settling) and b) patent
claims became narrower and clearer, as railroad
technology became more codified (Chien 2012;
Usselman and John, 2006).

A key factor in the rise of patent assertion by non-
practicing entities in each of these cases was a
change in law or technology that led to uncertainty
about whether a patent had been infringed (for
example, the granting of large numbers of patents
that were broadly written or that met only a low
standard of non-obviousness). History suggests that it
should be possible to address these challenges. There
have been two periods when conditions arose for the
PAE or "shark" business model to be profitable
(Lamoreaux et al 2013). In both instances, once the
underlying conditions were changed, this business
model was no longer profitable and litigation of this
type fell dramatically.

Thus, the best approach to resolving today's patent
troll problem is not to ban firms specialized in patent
assertion, but rather to reduce the extent to which
legal rules allow patent owners to capture a
disproportionate share of returns to investment
(Lemley 2008). We sce three main areas for
improvement: clearer patents with a high standard of
novelty and non-obviousness, reduced disparity of
litigation costs between patent owners and
technology users, and greater adaptability of the
innovation system to challenges posed by new
technologies and new business models.
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