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PROCEEDI NGS

MR. BARNETT: M nanme is M chael Barnett and
|"'ma staff attorney with the Federal Trade Comm ssion.
|"d like to wel come everyone to the third day of our
heari ngs at the Haas School of Business here at the
University of California at Berkeley, entitled Economc
Perspectives and Real Wobrld Experiences with Patents.

The hearings in Berkeley are provided with the
support of the Conpetition Policy Center and the Berkel ey
Center for Law and Technol ogy of the University of
California at Berkeley as part of a larger series of
public hearings fromthe Federal Trade Comm ssion and the
United States Departnment of Justice Antitrust Division,
i nvestigating conmpetition and intellectual property |aw
in the know edge-based econony. This nornings hearings
are entitled Business Perspectives on Patents: Software
and the Internet.

Here today | would like to introduce
Comm ssi oner Mozell e Thonpson fromthe FTC to ny
ri ght; Comm ssioner Tom Leary also fromthe FTC here
to ny left; as well as Susan DeSanti, Deputy GCeneral
Counsel for Policy Studies at the Federal Trade
Comm ssi on; also, Pam Cole, who is a trial attorney at

the United States Department of Justice; and Ray Chen,
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Associate Solicitor at the United States Patent and
Trademark office.

Gathered with us are representatives from
software and | nternet conpanies as well as academ a and
the |l egal community, to provide us with their insight
into patents, conpetition and innovation within their
busi ness or field, and in turn, the industry in general.
In my opinion, | think that this is an exciting group of
i ndi vidual s who are inpressively distinguished in their
fields, and I'm anxious to hear their thoughts.

Wth that in mnd | think we should begin. W
will start by briefly introducing each panelist, and
following their introduction they will provide a brief
expl anati on of what their conpanies do or who they
represent or what their area of expertise is, to provide
us with some perspective toward their relationship to the
i ndustry.

Fol l owi ng these introductions, four of our
partici pants have graciously offered to provide us with a
bri ef opening presentation to introduce us to ideas and

i ssues that they find particularly relevant and inportant
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Kapl an founded I ntouch G oup, Incorporated. The

conpany's flagship product was a patented record store
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col | ecti ng denographi c and psychographic data on the
custoners so that the nusic industry could find out a
little bit nore about what their custonmers were doing.

The way that this worked was sonebody woul d
wal k into a record store, fill out a form get a card,
wal k up to device called an i Station, scan the bar code
of a CD and be allowed to listen to anything on the CD or
the tracks that we'd encoded. W encoded roughly 200, 000
CD s and this was starting in 1990.

We received a patent on that product called the
i Station, which was a physical kiosk. W transitioned
t he business in 1995 to an online business, and received
a patent in 1999 for the online version of the
interactive kiosk that all owed for preview ng nusic and
col l ecting psychographi c and denographic data on a
custoner and tracking the custoner's progress through the
websi te.

Si nce receiving the second patent we put
approxi mately 190 conpani es on notice and went into
litigation against 6 conpanies in March of 2000. W have
settled with 5 of the 6 conpanies. W're currently in
the Northern District litigating with the final conpany,
and I'Il talk a little bit nore about that as we go
further on.

MR. BARNETT: Next we have Robert Kohn. Rober t
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Kohn is Vice-Chairman of the Board and Director of
Bor|l and Software Corporation. He is also the co-founder
of Enmusic.com and the fornmer Vice President and Gener al
Counsel of Pretty Good Privacy, I|ncorporated, a devel oper
and marketer of Internet encryption and security
sof t war e.

Robert .

MR. KOHN: Thanks. | started my career at
Ashton-Tate in 1983 and before going to Borland as
General Counsel. Wiile |I was at Borland we were involved
in a highly celebrated intell ectual property case that

went to the Suprene Court called Lotus v. Borland, having

to do with, in our view, the difference between copyright
and patent and where the |ines are drawn.

| started a conpany, as he nentioned, Enusic,
which is the | eadi ng downl oadabl e MP3 nusic service which
was sold to Vivendi Universal |ast year, and |'ve
recently done a startup conpany call ed Laugh.com a
conedy record conmpany with George Carlin, so | wanted to
do sonething | ess serious.

Borl and Software today -- you know, in
preparing for this | |ooked and | had testified for the
FTC on Novenber 29th, 1995, and | was reading ny
testinmony |last night and it holds up pretty well except

Borland is alnost a different conpany today than it was
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MR. BARNETT: Thanks, Jim Next we have Yar
Chai kovsky. Yar is the General Counsel w th Zaplet,
| ncor porated, an enterprise software and services
conpany. Before joining Zaplet this year, Yar was the
sol e patent counsel at Yahoo!. Before that he was a
seni or associate at the Patent and Technol ogy Practice
Group at O Melveny and Myers in Los Angles, California.

Yar .

MR. CHAI KOVSKY: Again, Yar Chai kovsky. At
Zaplet, it's interesting. | have a different take with
respect to Internet and software patents, because at

Zapl et we focus on enterprise software, collaborative

busi ness process managenent, where obviously we're taking

on individuals such as Mcrosoft, |IBM Lotus, and focusing

on patents fromthat perspective and conpetition from
t hat perspective.

On the other hand, as Chief Patent Counsel at
Yahoo! | ooking at the conpetition and then focusing nore
on the Internet perspective that | bring to bear here,
dealing with the smaller conpetitors that have patents
and are asserting patents in order to extract rents at
the same time requires filing many patents at the sanme
time to protect our own innovations.

But | wll say out front that Yahoo! was able

to get to a $120 billion market cap in its heyday with
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the E-commerce and Internet practice at the |law firm of
Wley, Rein and Fielding, M. Msener also served as
Seni or Legal Advisor and Chief of Staff to a Comm ssioner
of the Federal Conmunications Comm ssion.

Prior to his federal service, Paul was Inte
Cor poration's manager of telecomruni cati ons and conputer
t echnol ogy policy, where he co-founded and | ed the
conputer industry's Internet Access Coalition.

Paul .

MR. M SENER: Thanks, M ke. For those of you
who don't know, Amazon.comis the Seattle-based
profit-making juggernaut. We are the hol der of 22
patents, 2 of which are relatively famus, or infanous
dependi ng on your point of view, and hopefully we'll be
able to tal k about those.

MR. BARNETT: Great. Thanks, Paul. Next
we have David Mowery. David Mowery is a Professor of
Busi ness Adm ni stration here at Berkeley and the Director
of the Haas Ph.D. program His research interests focus
on technol ogi cal change, international trade, United
St ates technol ogy policy and the relationship between
public policies and the private sector.

Davi d.

PROF. MOWERY: Thank you. |'m obviously not

presenting a real world but an econom c perspective here
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today. | guess what | will probably speak to are sone
earlier work |I've done on the growth of the U S. and

i nternational software industries, and then in particular
a paper that | and a student here, Stuart Graham did on
overall trends in software patenting and copyright which
was done for the National Acadeny's panel on intellectual
property rights that M. Pooley sits on. Thank you.

Ch, let ne just make one other note.
Unfortunately, | have to | eave shortly before noon
because of a teaching schedule conflict, so don't read
anything into ny hasty departure.

MR. BARNETT: Finally, we have Brad Friedman.
Brad is the Director of Intellectual Property at Cadence
Desi gn Systens, |Incorporated, a global electronics design
aut omati on conpany.

Before joining Cadence, Brad worked as Seni or
I ntell ectual Property Counsel at Varian Associ ates and
Varian Medical Systens in Palo Alto. Before noving
i n-house, Brad practiced law with the patent litigation
firm Fish and Neave.

He is a nmenber of the Licensing Executive
Society, the Silicon Valley Intellectual Property Law
Associ ation, the intellectual property section of the
California Bar Association, and the American Corporate

Counsel Associ ati on.
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Br ad.

MR. FRIEDMAN: Hi, good nmorning. Cadence is an
interesting conpany, fairly unique on this panel. Qur
industry is the electronic design automati on industry.

We devel op software tools that we sell to others who
desi gn sem conductor chips or smart electronics |ike cel
phones.

Cadence's patent portfolio has grown through
acquisition nore than by its own internal innovation,
and it's not an uncommon thing to do within the EDA
i ndustry.

| come to Cadence from a uni que perspective as
well. M background, as you heard, was patent
litigation, focusing in nedical devices, then noving
i n-house working in inbedded software, sem conductor and
now finally in electronics.

" m | ooking forward to providing the view of
the world's | argest supplier of electronic device
software in tal king about how our patent policy affects
this particular branch of software. Thank you.

MR. BARNETT: Thanks, Brad. Now we're going to
begin with the introductory presentations. | think we're
going to begin with Bob Kohn.

MR. KOHN: What I'd like to share with you are

sonme of ny thoughts, | guess really to set the tone for
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the nmorning. | think that means to upset as many panel
menbers as possible to goad theminto controversi al

di scussion, but 1'd like to say sonething about
intellectual property protection in general in connection
with patents, sonething about software patents in
particul ar, and then sonething about the systemthat
we're living with.

As everyone knows, we have intell ectual
property protection, whether it's copyrights or patents,
so that there isn't an underproduction of goods. | nean,
these are public goods once they're created, and if
everyone el se can use them wi thout conpensating the
author, it may not be created to begin with. So clearly,
intellectual property protection is needed in order to
have an efficient nunber of goods or ideas or whatever
products are produced.

But there is a problemthat with too nuch
protection you' re going to have the sanme problem as too
little protection. That is, you're going to have too few
goods produced, especially in the area of conplinentary

products such as applicationseods. 3pc. TD (20) Tj [68.25 -23. enenol
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defining the scope of intellectual property protection.

Now, with that background in mnd, let's think
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patent for a particular part of a piece of software code
that is already protected by intellectual property?

Ckay.

So | would argue or at |east put out that in
the software area there's a real potential for
overprotection of what's going on in a piece of software.
It's already protected by copyright. Now you' re starting
to add patents. \What is the margi nal benefit of this?

Now in the software area, just by experience |
t hi nk nost businessnmen in our field will tell you that
i nnovation generally is pronoted by conpetition and not
by the intellectual property protection. O course,
intell ectual property protection is inportant, it's good.
You need to be conpensated for your software so that, you
know, people can't just or shouldn't be able to just copy
your software verbati mand not pay you for these
addi ti onal copies. But npbst of the innovation comes from
a conpetitor comng out with a new feature or sonething
as opposed to, "Boy, | think we can get a patent on this

and protect it for 17 years."n this
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Counsel. We filed patents on virtually everything. Any
i nnovation in user interface design, flyover help,
spreadsheet notebooks -- | mean, you nanme it, | had ny

guys file patent applications.

Those features weren't devel oped because we

could get a patent on it. They were devel oped because we
had to build a better product than our conpetitor. | was
filing them because I knew | was going to get sued

soneday by sone | arge conpetitor who had patents and
needed sonme way to defend ourselves against that |awsuit.
Now, finally, the point | want to make about
the systemis this. Wen you get involved in one of
t hese cases, or you get involved even with a settl enent
di scussion, and let's say you're legitimately infringing
sonebody el se's patent in sone small piece of process or
sonet hing that you use in this ten mllion |ines of
software code for your product, potentially hundreds of
t housands of patentable ideas in your code, sonebody sues
you and says, "You're using our process, you're using our
this or that, our interface design. W want a ten
percent royalty on your sales, we want ten percent of
your gross."
| mean, you end up getting into these
di scussions, "Well, wait a mnute, wait a mnute. This

is only one patent out of a hundred thousand, okay. You
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can't ask us for ten percent of our product, it's just a
m nor feature. Yeah, we're infringing it."

"Well, if you don't pay us the noney, we're
going to sue you, and you know what the damages are in a
patent case."

And then you get into this discussion where
you're hiring guys like Carl Shapiro for $500 an hour,
and |'ve been through this at Borland. W won in the
Suprenme Court but we spent $5 million in the damage phase
of the case to determ ne what the potential danages were
for infringing the copyright. 1t's no different in the
patent field in determ ning the damges.

So, my argunent is at the end of the day there
needs to be a mpjor overhaul of how damages are
determned in these large intellectual property cases so
that there's sone reasonabl eness brought to the table so
t hat when there's one little process or procedure in a
code you don't get into this huge discussion of what are
your profits and what are our lost profits. Sone judge
shoul d be able to say, "Look, I'mgoing to set a
reasonabl e royalty here. It should be one-hundredth of
one-t housandth of a percent because this is what the
val ue of your particular idea is to the whole piece of
sof tware. "

That's what | have to say this norning, and |
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hope that sparks sone interest.

MR. BARNETT: Thank you very much, | have a
feeling that it will. | think next we're going to hear
from Brad Friedman.

MR. FRIEDVMAN: | want to thank the Federal
Trade Conm ssion and the Antitrust Division of the
Departnent of Justice for the opportunity to testify
today. M nanme is Brad Friedman, |I'mthe Director of
Intell ectual Property at Cadence Design Systens, and
we're located in San Jose. | first want to state that ny
testimony, and the views and opinions that | express here
t oday, are solely ny own, and do not in any way represent
t he opinion of Cadence or of any of its enpl oyees.

Alittle bit nore about Cadence. It is the
world's | argest supplier of electronic design autonmation
sof tware and net hodol ogy services, both of which are used
in the design of electronic space products such as
sem conductors, conputers, telecomunications equi pnent
and consunmer el ectronics. Cadence enpl oys approxi mately
5700 people worl dwi de and had revenues of approxi mately
$1.4 billion in 2001. The conpany is traded on the New
York Stock Exchange under the symbol CDN

' m especially appreciative to participate on
this particular panel to represent here a distinct and

significant industry within the broad unbrella of
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software, and that of software tools for product design.
My perspective on today's issues may be sonewhat uni que
on the panel.

For exanmpl e, Cadence Design Systens sells its
software not to the end user but to other businesses who
in turn use those software tools to design
el ectroni cs-based products that ultimtely reach the end
user. |'d like to speak to you fromthat perspective.

And personally, ideologically and
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conferences are seen as nuch nore useful in advancing the
state of the art. Business practices, in turn, have
adapted to the current environnent.

Wth respect to novenents towards open source
standards and interoperability, there's an increased
participation in standard-setting bodies. Early on,
st andards organi zati ons were | argely based on patented
t echnol ogy owned by the founders of the standard body in
an attenpt to nove the industry under their proprietary
position.

More recently, forward thinking standards
groups are prem sed on open source or open licensing
schemes for the purpose of achieving interoperability as
demanded by custonmers. There is the inplicit expectation
that anti-trust scrutiny will be appropriately | oosened
for these standards groups.

As |'"'msure this conmttee is aware, there is a
general aninobsity to pure software patents within and
outside of the industry due to, one, the perceived
al | owmance of what 1'Il diplomatically call overbroad
patent clains, and two, the historically non-proprietary
culture of the software engineering industry.

There's a concern that the USPTO | acks the
necessary information about prior art in the field of

information technol ogy software and busi ness nethods to
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make the needed deci sions on the novelty and
non- obvi ousness of patent clainms, and also | acks the
needed expertise and infrastructure. The uncertainty in
t he process generates skepticism wthdrawal from
participation in the process, as well as optimsm

| also want to note it's perhaps telling of the
role of patents in this industry, the relatively | ow
vol une of patent litigation in the design software space
versus ot her industries. This holds true for software
in general. The maintenance of a patent portfolio serves
mai nly as a neans of keeping detente or for
cross-licensing opportunities.

G ven this scenario, can anything be done to
achi eve the policy goals of the patent system for the
el ectroni c design software industry?

I n adhering nore closely to the fundanent al
i deol ogy of quid pro quo that underlies and should
notivate the patent system the Legislature nm ght weigh
in on this issue and consider nore radi cal changes in our
patent system than the courts are equi pped to acconplish
-- for exanple, differentiating between those inventions
t hat add greater societal value fromthose whose benefit
to society is mnimal. This would be a daunting and
i mpr obabl e task

I ncorporating present day economc realities
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into the value given to the patentee through a patent
grant -- also a daunting task.

Acknowl edgi ng the enornous adm nistrative
burden, an ideal, perhaps utopian patent system woul d
tailor the rights, scope and duration of a patent grant
to the specific industry or knowl edge base to which it
bel ongs. In the electronics design industry, for
exanple, we'll take a short-term |owlevel protection in
exchange for speed of issuance, while in another
i ndustry, biotech or pharma for exanple, long-term
protection m ght be needed because the revenue streamis
in a nmuch nore distant horizon.

On the judicial side, we m ght consider
elimnating the presunption of a patent's validity,
enabling nore rigorous judicial oversight of the already
smal | percentage of patents that end up being litigated.

In sum |argely because the current patent
systemis poorly fashioned for the software design too
i ndustry, the industry has evolved to mnimze the inpact
t hat patents have on conpetition and has relied on other
nore market-oriented drivers of innovation. | believe
this is a m ssed opportunity for accel erating
t echnol ogi cal and economc growth in the industry.

Thank you again for this opportunity.

MR. BARNETT: Thank you. Next we have Josh
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Kapl an.

MR. KAPLAN:. Thanks, Mke. [|I'mgoing to give a
slightly different perspective this norning because we
are a snmaller conpany.

Al t hough we're a ten-year-old conpany, we're
based in the nusic space, and | think unless you' re one
of the Big Five nusic labels it's been very difficult to
actually make a busi ness out of the nmusic space over the
past few years. | think everybody has seen what's
happened wi th conpani es such as Napster as well as
MP3.com and a nunber of conpanies actually have just
di sappeared, either being acquired or have gone out of
busi ness in ny | andscape over the past few years.

One of the first things that we did when we
were granted our second patent, which covered the
| nternet for nusic previewing and the tracking of user
and the collecting of marketing information, is that
instead of turning it over to our law firm | deci ded,
well, I'lIl wite a nice, non-threatening letter to a
nunber of conpanies that we felt were infringing on our
claims. And I can tell you that out of the 30 or 40
letters that we sent out, we may have received 1 or 2
responses.

Typically the response went sonething |ike

this: "Meritless patent. We don't believe we infringe,
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but send us a claimchart if you think that we do
infringe." And that process noved on for nonths and
nont hs and nont hs.

So as a small conpany, the problemthat we
faced in the Internet is that while we started in 1990
and we have raised roughly $30 mIlion over 12 years to
build this business, the issue in our space is that once
sonet hi ng can be broken down and digitized, there really
is no conpetition. And within the Internet space what
you've had over the past 4 or 5 years are conpanies that
have gone out, raised massive amounts of capital either
t hrough private placenments or |PO s, and they have had
very little perception towards profitability and it's
been to go out and do a | and grab.

And what's happened there is that people woul d
whol esal e just sinply go out and replicate your business
within a very short period of tine, while it took us

three or four hundred thousand nanhours to encode

For The Record, |nc.
Wal dorf, Maryl and
(301) 870- 8025



© 0O N o o b~ w N PP

[ERN
o

111

360

had in a matter of six nonths and then give it away for
free.

So, while I've heard sone of ny coll eagues say,
you know, we only have three patents and we have
$150 billion market cap, the reality in our space is that
it's very sinple for sonebody to replicate your process,
go out there and give it away and really destroy the
mar ket val ue of what you have, and so from our position
we really had no choice but to assert our patents and try
to defend them

Which brings nme to a funny story. W were
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us two things. It gave us a deep pocketed investor and
it al so gave us sonebody we felt could becone a master

i censee of the patents should they, you know, continue
to hold their validity and then go out and |icense the

musi ¢ i ndustry.

So Friday we were sitting in court. W were
the only case on cal endar, but there was a notion to the
judge that they had sonebody else that had to cone in.
And actually there was a man who approached in shackl es,
he was apparently a bank robber who had seven counts of
robbery against him And of course we had to sit there

for an hour and waTD nu
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guilty before proven innocent. So from our perspective
when you |l ook at civil or crimnal proceedings versus
what we have to go through, it just seens |ike

sonet hing's been turned upsi de-down.

If we were, for exanple, treated |ike the bank
robber, we'd be potentially given an attorney, have the
presunption of innocence, guaranteed the right to a
speedy trial, and yet we've gone through litigation now
for alnost three years. W have to face dozens of
sunmary judgnment notions that are really there
specifically to try to invalidate your patent versus
conpanies trying to legitimtely take a |icense from you

So why do I bring this all up? One of the
things that M ke and | discussed, he said, "Well, what
woul d you like to see happen through these hearings?"

| think there's a pal pabl e perception problem
wi th those conpani es that own software patents that are
i ssued through the PTO. The one perception is that the
Patent O fice doesn't have the resources to eval uate and
make a determ nation as to whether these patents are
valid or not, and the other perception is that patents
are handed out, you know, really like jelly beans.

And | can tell you fromour perspective it took
us al nost eight years to get our two patents, and our

file wrapper on the second patent is probably nine inches
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thick, so clearly there was quite a bit of scrutiny to go
t hrough and get our patents. We probably have fifty to
sixty citings between the two patents, so clearly we went
out and we did our homeworKk.

But from everything that you read in the press,
every tinme we approach sonebody to take a |icense or
negotiate a |license, the feedback was al ways, "You have a
software patent. We'll invalidate it in court. It
probably doesn't have any nerit and we'll fight you on
this." And | would say that that happened 95 percent of
the tine.

The ones that didn't sinply | ooked at us as a
nui sance case where they | ooked at taking a |license
relative to what they had to spend to defend us. In
ot her words, as soon as we sue sonebody you can | ook at
an instant $100, 000 retainer that they would have to pay.
So from our perspective, that was the gating factor when
we | ooked at trying to license to conpanies.

So one of the things | thought about was, well,
how can the PTO work to change this perspective? And
again, these are longer-term concepts, but | think that
the Patent Office has a perception problem | don't
think it's any different than the NRA has. The
difference is they have Charlton Heston as a spokesman

and everybody feels warm and fuzzy about going out and
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getting a gun.

Maybe the Patent Office needs to resurrect an
Abe Lincoln or an Edison to be a spokesman so that they
chanpi on the software patents and all patents and the
i nnovators and not meke it |look like we are, | think the
term one of mny coll eagues just used here, trying to
extract rents. And that tends to be the perspective of
nost people, that we're sinply here as a fulcrumto try
to squeeze sonething out of the legitimte business.

The other thing | think we'd like to see is
whet her there's some way that the PTO in conjunction with
anot her arm of the governnent, whether it's the Small
Busi ness Adm nistration, could assist small conpanies in
def endi ng their patents.

Now, | brought this up to Greg Aharonian, who
most of you know from PATNEWS. He | aughed and said why
woul d you ever want the governnent to help you defend
your patents? That would be one of the worst things you
coul d do.

But | think it's unlikely that nost conpanies
can be that innovative, find conpanies or attorneys to
take an equity position and pony up $2 to $3 mllion and
spend two to three years of managenent tine to defend the
patent. So if there were sonme nechani smfor funding the

l[itigation of a small conpany, we think that that would
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potentially be a deterrent from people to sinply take you
on in litigation versus sitting down and negoti ati ng sone
type of reasonable settl enent.

So, | think at the end of the day we're not
| ooking for free clothing and shelter and three neals a
day, but we are looking for a fair shake in an industry
where you're a small conpany going up agai nst very |arge
corporations, a nunber of whom are sitting around this
table that we've actually nmet in court and gone through
the process wth.

Thank you.

MR. BARNETT: Thank you. Now we're going to
hear from David Mowerypanel

PROF. MOWERY: Thank you. | think I'Il try to
preserve the PowerPoint-free nature of the discussion so
far and I'mjust going to sunmmari ze sone of the findings
in this paper that we did for the National Acadeny of
Sci ences panel, which is a paper that | believe will be
posted on the website for the Board on Science,
Technol ogy and Econom ¢ Policy, which is a wholly-owned
subsidiary of the National Acadeny of Sciences, and you
should be able to find it through their website. It was
a paper co-authored with Stuart Graham as | said.

| began life actually before |I canme to the

busi ness school as an econonmi c¢ historian, and | think
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there is sone advantage in adopting a historica
perspective to sonme of these issues, because the software
i ndustry in particular has been around for a number of
years, nunber of decades, and what we're really | ooking
at in the issues created by growing formal protection of
intellectual property in this industry is really a
confluence of devel opnents, sone of which are related to
policy, the strengthening of intellectual property rights
generally in the U S. econony that's taken place over the
| ast 20 years or so, but also technol ogi cal change and
the gromth of new markets that have greatly increased the
i nportance of formal intellectual property protection.

And the nost recent, if you will, or a recent
very inportant technol ogi cal devel opnent influencing this
i ndustry, the Internet, is having effects the ultimte
di mensi ons of which | think we don't fully know at
present, but you can think of at |east three
contradictory, to sone extent, effects of the Internet on
the software industry and the role of intell ectual
property protection.

The first is the role of the Internet in making
possi ble the rise of open source software itself.
Shareware has been around in the software industry for a
very long tinme, but open source software really is

shareware squared in sonme sense, and the Internet makes
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f easi bl e the mai ntenance of a unified source code, an
open source that previously I think was very difficult to
do. So that's one challenge in sone sense to form
protection created by the Internet.

The second is the role of the Internet in
facilitating | ow cost distribution of software, which
should facilitate entry by new firns in some cases and
the growmth and intensification of conpetition.

A third and, again, sonewhat offsetting effect
of the Internet on software devel opnent and intellectua
property protection is the role of the Internet in
creating a space for patented business methods. Most of
the rise in business nethod patenting in this area has
been facilitated by the growth of the Internet as a venue
for exploiting business nmethods and patented business
met hods in particular.

Now | et me talk very quickly about sonme of the
trends that our analysis of patenting in the software
i ndustry seens to highlight.

The first issue | think that cones up here is
how we define a software patent in a way that is
meani ngful for supporting sone kind of analysis of trends
over tinme. That's not a trivial exercise, and so what ny
student and | have done is defined software patents in a

way that tends to overwei ght packaged software patents
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within our definition.

So we're looking at a definition of software
patents that tends to enphasi ze packaged software patents
much nore heavily than sonmething |ike enbedded software,
which in fact is much |l ess frequently the focus of fornal
intellectual property protection, and | think there are
four or five interesting findings, if you will, that are
hi ghly prelimnary that come out of this.

The first is that by our definition, software
patenting as a share of overall patenting in the United
States certainly has increased during the |ast 15 years.
The share has grown to nearly 3 percent of overal
patents, which is a substantial gromth fromits |level 15
years ago.

Secondly is that within software patenting,
| arge packaged software specialist firnms have increased
their share of overall patenting. At the sane tine,
however, and a very inportant set of players to keep in
m nd when one is analyzing trends in software patenting,
is the fact that large el ectronic systens firns,
Motorola, IBM Intel and others, have increased their
share of software patenting by our definition nuch nore
significantly so that they are accounting now for nore
t han 15 percent of what we define as software patents.

If we |ook at patents per R&D dollar -- sone
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sort of an intensity measure, how many patents are you
obtaining for each R& dollar that you're investing?
This is obviously a chall enge because we want to try to
| ook at software-related R&D i nvestnment -- neverthel ess,
what we observed between roughly '87 and '97, and | think
this is consistent with M. Kohn's argunment, is that
| arge packaged software firms including Borland have
quite significantly increased their patenting per R&D
dollar during this period of tine, so their patenting is
much nore intensive, relative to their R&D investnent.

At the sanme tinme, however, if one conpares the
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increase in patenting, perhaps nmuch of which is notivated
by defensive notives, is going on in the diversified
systenms firms in addition to an increase in the
specialist --

(Tape One, Side B)

PROF. MOVWERY: -- two other points.

The quality issue in software patenting has
been raised. And again, it's very difficult to know how
to neasure the quality of software patents. What we have
done is define a very crude neasure, a sonewhat
controversial neasure, that |ooks at how frequently
software patents are cited, the patents assigned to a
given firm how frequently those are cited relative to
all software patents. So if your patent is being cited
i n subsequent inventions relatively intensively, that is
one indication that this is a nore widely referred to,
per haps a nore inportant, patent.

And what we observe in |ooking at patents
assigned to these | arge packaged software firns is that
there is no evidence during the '87 through '97 decade of
a significant deterioration in the intensity with which
these patents are cited. So that's one very inperfect
measure of quality. We don't see a significant
deterioration over this period of tinme in the citation

intensity, which at |east could be interpreted as not
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representing a significant decline in quality.

Finally, I think that our exploration of this
i ssue really underscores the extent to which our
i ndi cators of what is going on here are very inperfect.
|"mgoing to really put on ny academ ¢ hat now. This is
a very economcally inportant space and we have extrenely
i nperfect and inconpl ete data.

We don't really even know. W don't have good
robust definitions that would allow us to | ook at how
much software patenting has been going on over the past
30 to 40 years, because this field has been so dynam c
and because the categories that we are able to use
t hensel ves are changing very rapidly.

So I think that as policy makers begin to
consi der these issues nore seriously and deliberatively,
one very inportant issue is trying to devel op ways of
getting our arnms around neasuring it as well as dealing
with the problens of addressing the econonm c and
conpetitive challenges created by it.

Thank you.

MR. BARNETT: Thank you, David.

MS. RODRI GUEZ: | was wondering if you could
have everybody turn off their cell phones. [It's very
di stracting, and he was going very, very fast. | was
wondering --
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MR. BARNETT: Apparently, if we could ask
everyone to turn off their cell phones as well as if
peopl e coul d be consci ous of somewhat speaking at a
noder at ed pace as we are providing facilities for the
hearing i npaired.

That said, and with these ideas in mnd, |
would like to begin with a | ess structured portion of the
session. Let me start with sonme of the rules of the
gane.

As we begin these discussions, if you would
like to contribute or have sonething to say, just turn
your nanme plate on its side and that way nobody has to
wai ve hands around or anything like that and then we can
get to everybody in turn.

G ven the statenments fromthe people who have
gi ven presentations, | think we'd be interested in
hearing from sone of the panelists who did not give
presentations, and it | ooks |ike Jordan Greenhall has
jumped into the fray already.

MR. GREENHALL: Yeah, this is great. W do
bring a different perspective fromthe other conpanies
t hat have spoken today. Let me start off by issuing a
few nea cul pas because |I'm about to agree with M. Kohn
and M. Friedman. First off --

MS. DeSANTI: Hearing is difficult. Could you
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speak into the mcrophone a little nore?

MR. GREENHALL: Yeah, | apol ogi ze.

MS. DeSANTI: Thank you.

MR. GREENHALL: My previous conpany, | NTERVU,
made an egregi ous anmount of noney by virtue of its patent
portfolio, and my current conpany, Di vXNetworks, also
stands to capitalize significantly on a patent portfolio,
so | have a lot to benefit personally fromthe strong and
vi gorous enforcenent of, specifically, software patents.

Second, we are a small conpany with very | arge
conpetitors. | think it's fair to say that M crosoft
woul d be consi dered our nunmber one conpetitor on a gl obal
basis, sonething I'mrem nded of probably ten tinmes a
day, and we do have, as | nentioned earlier, many patents
filed.

Nonet hel ess, | would tend to agree with
M. Kohn and M. Friedman about the state of patents and
software, and | could just issue a couple of concerns
that | have which I think are sonewhat different from
what we've heard so far today. |1'Il do that really by
virtue of maybe throw ng out a couple of concepts that we
m ght want to use or that m ght have sone interesting
val ue.

The first of which is sonmething that we

internally call a patent farm How does one identify a
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patent farn? Sinply divide the software engineers in a
conpany by the nunber of |awyers in that conpany. These
are organi zations that have very intelligently determ ned
t hat you can generate, again, hundreds of thousands of
patents in software code that you've already paid to
devel op because you' re devel opi ng a product, and if there
is value in creating a spew of patents, nost of which are
def ensi ve, although there is a uniquely offensive val ue
to those patents as well, which I will categorize with a
second concept that | call patent FUD

Are we famliar with the concept of FUD?

MS. DeSANTI: | think it would be very hel pfu
for the record if you could lay it out.

MR. GREENHALL: Great. Well, FUD is sonething
t hat was invented probably 15 years ago, nostly by
M crosoft, which stands for Fear, Uncertainty and Doubt.

This is a concept where you issue press rel eases,
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intellectual property |andscape around digital video --
and asked himto evaluate a particular patent that we've
been hearing about in the marketpl ace.

We did a quick search on the USPTO website,
which by the way is very useful, and uncovered no | ess
than 120 patents that claimto be within the general
scope of this particular patent, which was wi dely cited.

The poor guy spent the better part of five days
exam ning all these different patents and canme back to ne
saying, "I haven't the slightest idea whether or not we
infringe on these patents, and frankly, they all seemto
infringe on one another."

The end result being that | have no idea
whet her ny product infringes on upwards of 120 different
patents, all of which are held by |arge conpani es who
could sue ne without thinking about it.

The end result, much |ike Borland, | have now
issued a directive that we reallocate roughly 20 to 35
percent of our devel oper's resources and sign on two

separate law firms to increase our patent portfolio to be

able to engage in the patent spew conflict. | think the
concept here would be called saber rattling. | need to
be able to say, "Yeah, |'ve got that patented too, so go

away and | eave nme al one.”

That assunes, of course, | don't get a sit-down
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strike fromm engineers, who can't understand the |ogic
behind this. And if you guys have ever dealt with
engi neers, the lack of logic is a conplete concl usion.

So really the thought process that |'ve gone
through -- and this is all, you know, very concrete
literally in ny life in the past year -- is that there's
a bizarre inequity between the cost to create patents in
software and the value to be generated by purely
defensi ve patents that have no sort of innovative value
in and of thenselves. They weren't, as we say, created
to innovate but sinply are riding on the backs of
i nnovation to create a zone of obscurity where other
conpanies really don't know what the patent |andscape is.

And also, let's not forget the incredible
w ndfall that can befall a conpany if one is able to
establish both a patent and a standard based on that
patent. We could call this the Qual comm nodel, which as
| understand it, means a secure patent, the establishnent
of that patent as the international standard for sone
particul ar piece of |arge-scale technol ogy, and then sit
back and make billions of dollars.

The tinme to develop a patent in ny conpany, for
exanpl e, we could probably do twenty to a hundred patents
in a year easily, spend about a mllion dollars to

devel op those patents froma technical perspective, that
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