U.S. PHILIPS CORP. v. INTERNATIONAL TRADE COM’N

1179

Cite as 424 F.3d 1179 (Fed. Cir. 2005)

U.S. PHILIPS CORPORATION,
Appellant,

V.

INTERNATIONAL TRADE
COMMISSION,
Appellee,

and

Princo Corporation, Princo America
Corporation, Gigastorage Corporation
Taiwan, Gigastorage Corporation
USA, and Linberg Enterprise Inc., In-
tervenors.

No. 04-1361.

United States Court of Appeals,
Federal Circuit.

Sept. 21, 2005.

Background: United States International
Trade Commission determined that six
patents for manufacture of compact discs
were unenforceable because of patent mis-
use. Patentee appealed.

Holdings: The Court of Appeals, Bryson,
Circuit Judge, held that:

(1) patentee’s claim to statutory safe har-
bor from claim of patent misuse had to
be based upon status of market at time
of alleged infringement;

(2) licensing policy did not constitute mis-
use of patent per se;

(3) package licensing arrangement could
not be fairly characterized as exploita-
tion of power in one market to obtain
competitive advantage in another;

(4) mere possibility that alternative tech-
nology might have become available at
some point was not sufficient to sup-
port finding that commercial alterna-
tive was actually available;

(5) research interest in possible alterna-
tive approach to solving problem
solved in patent did not establish exis-
tence of actually available commercial
alternative; and

(6) package licensing agreements did not
constitute patent misuse under rule of
reason analysis.

Reversed and remanded.

1. Patents ¢=283(1)

Patent misuse is an equitable defense
to patent infringement.

2. Patents €=283(1)

The key inquiry under the patent mis-
use doctrine is whether, by imposing con-
ditions that derive their force from the
patent, the patentee has impermissibly
broadened the scope of the patent grant
with anticompetitive effect.

3. Monopolies ¢12(1.10)

Conduct is not considered per se anti-
competitive if it has redeeming competitive
virtues and the search for those values is
not almost sure to be in vain. Sherman
Act, §§ 1, 2, as amended, 15 U.S.C.A.
§§ 1, 2.

4. Patents €=283(1)

Conditional licenses in which the pat-
ent owner lacks market power are exclud-
ed from the category of arrangements that
may be found to constitute patent misuse.
35 U.S.C.A. § 271(d)(5).

5. Patents €=283(1)

Patentee’s claim to statutory safe har-
bor from alleged infringer’s claim of patent
misuse had to be based upon status of
market at time of alleged infringement;
although patentee may not have had mar-
ket power at prior point in time, patentee
did have market power at time of alleged
infringement. 35 U.S.C.A. § 271(d)(5).

6. Monopolies ¢12(15)

Per se patent misuse could not be
attributed to licensing arrangement which,
for fixed and uniform fee, packaged pat-
ented technology essential for manufactur-
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ing compact discs with patents that were
not essential for such manufacture, since
royalty charged was not increased because
of inclusion of nonessential patents and
licensees had option of not using any pat-
ents in package; although surrender of
rights might have meant that customer
would choose to not license competitor’s
alternative nonessential technology, cus-
tomers were not restricted from obtaining
licenses from other sources to produce the
relevant technology.

7. Patents &=211(1)

A nonexclusive patent license is sim-
ply a promise not to sue for infringement;
conveyance of such a license does not obli-
gate the licensee to do anything.

8. Monopolies &17.5(14)

In the case of patent-to-product tying,
the patent owner uses the market power
conferred by the patent to compel custom-
ers to purchase a product in a separate
market that the customer might otherwise
purchase from a competitor; patent owner
is thus able to use the market power con-
ferred by the patent to foreclose competi-
tion in the market for the product.

9. Patents e=211(1)

A package licensing agreement that
includes both essential and nonessential
patents does not impose any requirement
on the licensee; it does not bar the licen-
see from using any alternative technology
that may be offered by a competitor of the
licensor and it does not foreclose the com-
petitor from licensing his alternative tech-
nology.

10. Monopolies ¢=17.5(14)

Package licensing arrangement, which
provided patented technology essential for
manufacturing compact discs with patents
that allegedly were not essential for such
manufacture for fixed and uniform fee,
could not be fairly characterized as exploi-
tation of power in one market to obtain
competitive advantage in another, for pur-
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pose of patent misuse claim, where none of
patentee’s licensees were forced by pack-
age license agreements to license patents
when they would have preferred to use
competitor’s technology; although compet-
itor was competing against patentee’s free
technology, patentee was not using essen-
tial patent to obtain power in market for
technology covered by nonessential pat-
ents.

11. Monopolies ¢=17.5(7)

In order to show that a tying arrange-
ment is per se unlawful, a complaining
party must demonstrate that it links two
separate products and has an anticompeti-
tive effect in the market for the second

product. Sherman Act, § 1, as amended,
15 US.CA. § 1.

12. Monopolies ¢=17.5(14)

On a claim that a tying arrangement
is per se unlawful, patents within a patent
package can be regarded as “nonessential”
only if there are commercially feasible al-
ternatives to those patents; if there are no
commercially practicable alternatives to
the allegedly nonessential patents, packag-
ing those patents together with so-called
essential patents can have no anticompeti-
tive effect in the marketplace, because no
competition for a viable alternative product
is foreclosed. Sherman Act, § 1, as
amended, 15 U.S.C.A. § 1.

13. Monopolies &17.5(3)

Generally, the main purpose of a sepa-
rate-products inquiry in tying cases is to
ensure that conduct is not condemned as
anticompetitive unless there is sufficient
demand for the purchase of the tied prod-
uct separate from the tying product to
identify a distinct product market in which
it is efficient to offer the tied product.

14. Patents &=283(1)

For purpose of claim of per se patent
misuse, mere possibility that alternative
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technology might have become available at
some point was not sufficient to support
finding that there was commercial alterna-
tive actually available to technology
claimed in so-called “nonessential” patent
at time that patentee’s licenses were exe-
cuted.

15. Patents ¢=283(1)

For purpose of claim of per se patent
misuse, research interest in possible alter-
native approach to solving problem solved
in patent did not establish existence of
actually available commercial alternative to
technology claimed in so-called “nonessen-
tial” patent.

16. Monopolies ¢17.5(14)

For purpose of claim of per se patent
misuse, if a patent-holder has a package of
patents, all of which are necessary to en-
able a licensee to practice particular tech-
nology, the patentee may lawfully insist on
licensing the patents as a package and may
refuse to license them individually, since
the group of patents could not reasonably
be viewed as distinct products.

17. Monopolies €=17.5(14)

Package licensing agreements, which
provided patented technology essential for
manufacturing compact discs with patents
that allegedly were not essential for such
manufacture for fixed and uniform fee, did
not constitute patent misuse under rule of
reason analysis, since inclusion of nones-
sential patents in patent packages did not
have negative effect on commercially avail-
able technology and package licensing pro-
duced certain efficiencies and had pro-
competitive effect of reducing degree of
uncertainty associated with investment de-
cisions.

18. Monopolies €=12(15)

Patents ¢=283(1)

Under the rule of reason, the finder of
fact must determine if the practice at issue
is reasonably within the patent grant, i.e.,
that it relates to subject matter within the

scope of the patent claims; if the practice
does not broaden the scope of the patent,
either in terms of covered subject matter
or temporally, then the patentee is not
chargeable with patent misuse.

19. Monopolies ¢12(15)

If practice alleged to be patent misuse
has effect of extending patentee’s statuto-
ry rights and does so with anticompetitive
effect, that practice must then be analyzed
in accordance with “rule of reason,” which
requires finder of fact must decide wheth-
er the questioned practice imposes an un-
reasonable restraint on competition, taking
into account a variety of factors, including
specific information about the relevant
business, its condition before and after the
restraint was imposed, and the restraint’s
history, nature, and effect.

Patents ¢=328(2)
5,001,692, 5,060,219, 5,740,149. Cited.
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Before BRYSON, GAJARSA, and
LINN, Circuit Judges.

BRYSON, Circuit Judge.

U.S. Philips Corporation appeals from a
final order of the United States Interna-
tional Trade Commission, in which the
Commission held six of Philips’s patents
for the manufacture of compact dises to be
unenforceable because of patent misuse.
The Commission ruled that Philips had
employed an impermissible tying arrange-
ment because it required prospective licen-
sees to license packages of patents rather
than allowing them to choose which indi-
vidual patents they wished to license and
making the licensing fee correspond to the
particular patents designated by the licen-
sees. In re Certain Recordable Compact
Discs & Rewritable Compact Discs, Inv.
No. 337-TA-474 (Int’l Trade Comm’n Mar.
25, 2004). We reverse and remand.

I

Philips owns patents to technology for
manufacturing recordable compact discs
(“CD-Rs”) and rewritable compact discs
(“CD-RW¢”) in accordance with the tech-
nical standards set forth in a publication
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called the Recordable CD Standard (the
“Orange Book”), jointly authored by Phil-
ips and Sony Corporation. Since the
1990s, Philips has been licensing those pat-
ents through package licenses. Philips
specified that the same royalty was due for
each disc manufactured by the licensee
using patents included in the package, re-
gardless of how many of the patents were
used. Potential licensees who sought to
license patents to the technology for manu-
facturing CD-Rs or CD-RWs were not
allowed to license those patents individual-
ly and were not offered a lower royalty
rate for licenses to fewer than all the
patents in a package.

Initially, Philips offered four different
pools of patents for licensing: (1) a joint
CD-R patent pool that included patents
owned by Philips and two other companies
(Sony and Taiyo Yuden); (2) a joint CD-
RW patent pool that included patents
owned by Philips and two other companies
(Sony and Ricoh); (3) a CD-R patent pool
that included only patents owned by Phil-
ips; and (4) a CD-RW patent pool that
included only patents owned by Philips.
After 2001, Philips offered additional pack-
age options by grouping its patents into
two categories, which Philips denominated
“essential” and “nonessential” for produc-
ing compact discs compliant with the tech-
nical standards set forth in the Orange
Book.

In the late 1990s, Philips entered into
package licensing agreements with Princo
Corporation and Princo America Corpora-
tion (collectively, “Princo”); GigaStorage
Corporation Taiwan and GigaStorage Cor-
poration USA (collectively, “GigaStorage”);
and Linberg Enterprise Inc. (“Linberg”).
Soon after entering into the agreements,
however, Princo, GigaStorage, and Lin-
berg stopped paying the licensing fees.
Philips filed a complaint with the Interna-
tional Trade Commission that Princo, Gi-
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gaStorage, and Linberg, among others,
were violating section 337(a)(1)(B) of the
Tariff Act of 1930, 19 U.S.C.
§ 1337(a)(1)(B), by importing into the
United States certain CD-Rs and CD-
RWs that infringed six of Philips’s patents.

The Commission instituted an investiga-
tion and identified 19 respondents, includ-
ing GigaStorage and Linberg. Additional
respondents, including Princo, were added
through intervention. In the course of the
proceedings before an administrative law
judge, the respondents raised patent mis-
use as an affirmative defense, alleging that
Philips had improperly forced them, as a
condition of licensing patents that were
necessary to manufacture CD-Rs or CD-
RWs, to take licenses to other patents that
were not necessary to manufacture those
products. In particular, the respondents
argued that a number of the patents that
Philips had included in the category of
“essential” patents were actually not es-
sential for manufacturing compact discs
compliant with the Orange Book stan-
dards, because there were commercially
viable alternative methods of manufactur-
ing CD-Rs and CD-RWs that did not
require the use of the technology covered
by those patents. The allegedly nonessen-
tial patents included U.S. Patent Nos.
5,001,692 (“the Farla patent”), 5,740,149
(“the Iwasaki patent”), Re. 34,719 (“the
Yamamoto patent”), and 5,060,219 (“the
Lokhoff patent”).

The administrative law judge ruled that
the intervenors had infringed various
claims of the six asserted Philips patents.
The administrative law judge further
ruled, however, that all six of the asserted
patents were unenforceable by reason of
patent misuse. Among the grounds in-
voked by the administrative law judge for
finding patent misuse was his conclusion
that the package licensing arrangements
constituted tying arrangements that were
illegal under analogous antitrust law prin-

ciples and thus rendered the subject pat-
ents unenforceable.

Philips petitioned the Commission for
review of the administrative law judge’s
decision. In an order that addressed only
the findings concerning patent misuse, the
Commission affirmed the administrative
law judge’s ruling that Philips’s package
licensing practice “constitutes patent mis-
use per se as a tying arrangement between
(1) licenses to patents that are essential to
manufacture CD-Rs or CD-RWs accord-
ing to Orange Book standards and (2) li-
censes to other patents that are not essen-
tial to that activity.” The Commission
found that the Farla, Iwasaki, Yamamoto,
and Lokhoff patents were not essential to
manufacturing CD-Rs or CD-RWs. Spe-
cifically, the Commission found that the
Farla and Lokhoff patents were nonessen-
tial with respect to the Philips-only CD-
RW and CD-R licenses, and that the Far-
la, Iwasaki, Yamamoto, and Lokhoff pat-
ents were nonessential with respect to the
joint CD-RW license. The Commission
concluded that the four nonessential pat-
ents were impermissibly tied to patents
that were essential to manufacturing CD-
Rs and CD-RWs, because “none of the so-
called essential patents could be licensed
individually for the manufacture of CD-
RWs and CD-Rs apart from the package”
that Philips denominated as “essential.”
The Commission also found, based on the
administrative law judge’s findings and
analysis, that the joint license for CD-R
and CD-RW technology unlawfully tied
patents for CD-Rs and CD-RWs in accor-
dance with the Orange Book standards to
patents that were not essential to manu-
facture such dises.

The Commission explained why it con-
cluded that each of the four patents was
nonessential. According to the Commis-
sion, the Farla and Iwasaki patents were
not essential because there was an eco-
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nomically viable alternative method of
writing information to discs that did not
require the producer to practice those pat-
ents; the Yamamoto patent was not essen-
tial because there was a potential alterna-
tive method of creating master discs that
did not require the producer to practice
that patent; and the Lokhoff patent was
not essential because there were alterna-
tive possible methods of accomplishing
copy protection that did not require the
producer to practice that patent. Based
on those findings, the Commission conclud-
ed that the four “nonessential” patents
constituted separate products from the
patents that were essential to the manufac-
ture of the subject discs.

The Commission ruled that Philips’s
patent package licensing arrangement con-
stituted per se patent misuse because Phil-
ips did not give prospective licensees the
option of licensing individual patents (pre-
sumably for a lower fee) rather than Ii-
censing one or more of the patent pack-
ages as a whole. The Commission took no
position on the administrative law judge’s
ruling that patent pooling arrangements
between Philips and its colicensors consti-
tuted patent misuse per se based on the
theories of price fixing and price discrimi-
nation, and it took no position on the ad-
ministrative law judge’s conclusion that
the royalty structure of the patent pools
was an unreasonable restraint of trade.

As an alternative ground, the Commis-
sion concluded that even if Philips’s patent
package licensing practice was not per se
patent misuse, it constituted patent misuse
under the rule of reason. Adopting the
administrative law judge’s findings, the
Commission ruled that the anticompetitive
effects of including nonessential patents in
the packages of so-called essential patents
outweighed the procompetitive effects of
that practice. In particular, the Commis-
sion held that including such nonessential
patents in the licensing packages could
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foreclose alternative technologies and in-
jure competitors seeking to license such
alternative technologies to parties who
needed to obtain licenses to Philips’s “es-
sential” patents. The Commission took no
position with respect to the portion of the
administrative law judge’s rule of reason
analysis in which the administrative law
judge concluded that the royalty rate
structure of the patent pooling arrange-
ments constituted an unreasonable re-
straint on competition.

Philips took this appeal from the Com-
mission’s order.

II

[1,2] Patent misuse is an equitable de-
fense to patent infringement. It “arose to
restrain practices that did not in them-
selves violate any law, but that drew anti-
competitive strength from the patent right,
and thus were deemed to be contrary to
public policy.” Mallinckrodt, Inc. v. Med-
wpart, Inc., 976 F.2d 700, 704 (Fed.Cir.
1992). The purpose of the patent misuse
defense “was to prevent a patentee from
using the patent to obtain market benefit
beyond that which inheres in the statutory
patent right.” Id. As the Supreme Court
has explained, the doctrine of patent mis-
use bars a patentee from using the “pat-
ent’s leverage” to “extend the monopoly of
his patent to derive a benefit not attribut-
able to the use of the patent’s teachings,”
such as requiring a licensee to pay a royal-
ty on products that do not use the teaching
of the patent. Zenith Radio Corp. v. Ha-
zeltine Res., Inc., 395 U.S. 100, 135-36, 89
S.Ct. 1562, 23 L.Ed.2d 129 (1969). The
“key inquiry is whether, by imposing con-
ditions that derive their force from the
patent, the patentee has impermissibly
broadened the scope of the patent grant
with anticompetitive effect.” C.R. Bard,
Inc. v. M3 Sys., Inc., 157 F.3d 1340, 1372
(Fed.Cir.1998); Windsurfing Int’l, Inc. v.
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AMF, Inc., 782 F.2d 995, 1001 (Fed.Cir.
1986).

This court summarized the principles of
patent misuse as applied to “tying” ar-
rangements in Virginia Panel Corp. v.
MAC Panel Co., 133 F.3d 860, 868-69
(Fed.Cir.1997). The court there explained
that because of the importance of anticom-
petitive effects in shaping the defense of
patent misuse, the analysis of tying ar-
rangements in the context of patent mis-
use is closely related to the analysis of
tying arrangements in antitrust law. The
court further explained that, depending on
the circumstances, tying arrangements can
be viewed as per se patent misuse or can
be analyzed under the rule of reason. Id.
The court noted that certain specific prac-
tices have been identified as constituting
per se patent misuse, “including so-called
‘tying’ arrangements in which a patentee
conditions a license under the patent on
the purchase of a separable, staple good,
and arrangements in which a patentee ef-
fectively extends the term of its patent by
requiring post-expiration royalties.” Id. at
869 (citations omitted). If the particular
licensing arrangement in question is not
one of those specific practices that has
been held to constitute per se misuse, it
will be analyzed under the rule of reason.
Id. We have held that under the rule of
reason, a practice is impermissible only if
its effect is to restrain competition in a
relevant market. Monsanto Co. v. McFar-
ling, 363 F.3d 1336, 1341 (Fed.Cir.2004);
Windsurfing Int’l, 782 F.2d at 1001-02.

[3] The Supreme Court’s decisions an-
alyzing tying arrangements under anti-
trust law principles are to the same effect.
The Court has made clear that tying ar-
rangements are deemed to be per se un-
lawful only if they constitute a “naked
restrain[t] of trade with no purpose except
stifling of competition” and “always or al-
most always tend to restrict competition
and decrease output” in some substantial

portion of a market. Broad. Music, Inc. v.
Columbia Broad. Sys., Inc., 441 U.S. 1,
19-20, 99 S.Ct. 1551, 60 L.Ed.2d 1 (1979).
The Supreme Court has applied the per se
rule only when “experience with a particu-
lar kind of restraint enables the Court to
predict with confidence that the rule of
reason will condemn it ....” Arizona v.
Maricopa County Med. Soc’y, 457 U.S.
332, 344, 102 S.Ct. 2466, 73 L.Ed.2d 48
(1982); see Broad. Music, 441 U.S. at 9-
10, 99 S.Ct. 1551 (“It is only after consid-
erable experience with certain business re-
lationships that courts classify them as per
se violations.”), quoting United States v.
Topco Assocs., 405 U.S. 596, 607-08, 92
S.Ct. 1126, 31 L.Ed.2d 515 (1972); Cont’l
T.V., Inc. v. GTE Sylvania Inc., 433 U.S.
36, 49-50, 97 S.Ct. 2549, 53 L.Ed.2d 568
1977) (per se rules are “appropriate only
when they relate to conduct that is mani-
festly anticompetitive”); see also Jefferson
Parish Hosp. Dist. v. Hyde, 466 U.S. 2, 14,
104 S.Ct. 1551, 80 L.Ed.2d 2 (1983) (“[Tlhe
law draws a distinction between the exploi-
tation of market power by merely enhanc-
ing the price of the tying product, on the
one hand, and by attempting to impose
restraints on competition in the market for
a tied product, on the other.”). Conduct is
not considered per se anticompetitive if it
has “redeeming competitive virtues and

. the search for those values is not
almost sure to be in vain.” Broad. Music,
441 U.S. at 13, 99 S.Ct. 1551; Nat’l Colle-
giate Athletic Assm v. Bd. of Regents of
the Univ. of Okla., 468 U.S. 85, 104 n. 26,
104 S.Ct. 2948, 82 L.Ed.2d 70 (1983)
(“IWlhile the court has spoken of a ‘per se’
rule against tying arrangements, it has
also recognized that tying may have pro-
competitive justifications that make it in-
appropriate to condemn without considera-
ble market analysis.”).

[4] While the doctrine of patent misuse
closely tracks antitrust law principles in
many respects, Congress has declared cer-
tain practices not to be patent misuse even
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though those practices might otherwise be
subject to scrutiny under antitrust law
principles. In 35 U.S.C. § 271(d), Con-
gress designated several specific practices
as not constituting patent misuse. The
designated practices include “condi-
tion[ing] the license of any rights to the
patent or the sale of the patented product
on the acquisition of a license to rights in
another patent or purchase of a separate
product,” unless, in view of the circum-
stances, the patent owner “has market
power for the patent or patented product
on which the license or sale is condi-
tioned.” Id. § 271(d)(5). Because the
statute is phrased in the negative, it does
not require that patent misuse be found in
the case of all such conditional licenses in
which the patent owner has market power;
instead, the statute simply excludes such
conditional licenses in which the patent
owner lacks market power from the cate-
gory of arrangements that may be found
to constitute patent misuse.

Although section 271(d)(5) does not de-
fine the scope of the defense of patent
misuse, but merely provides a safe harbor
against the charge of patent misuse for
certain kinds of conduct by patentees, the
statute makes clear that the defense of
patent misuse differs from traditional anti-
trust law principles in an important re-
spect, as applied to tying arrangements
involving patent rights. In the case of an
antitrust claim based on a tying arrange-
ment involving patent rights, this court has
held that ownership of a patent on the
tying good is presumed to give the paten-
tee monopoly power. See Indep. Ink, Inc.
v. Ill. Tool Works, Inc., 396 F.3d 1342,
1349 n. 7 (Fed.Cir.), cert. granted, — U.S.
——, 125 S.Ct. 2937, 162 L.Ed.2d 865
(2005). Section 271(d)(5) makes clear,
however, that such a presumption does not

1. Before the Commission, Philips argued that
section 271(d)(5) abolished the doctrine of per
se patent misuse as applied to tying arrange-
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apply in the case of patent misuse. To
establish the defense of patent misuse, the
accused infringer must show that the pat-
entee has power in the market for the
tying product. See id. at 1349 n. 7.

[5] Philips argues briefly that it lacks
market power and that it is thus shielded
from liability by section 271(d)(5). Based
on detailed analysis by the administrative
law judge, however, the Commission found
that Philips has market power in the rele-
vant market and that section 271(d)(5) is
therefore inapplicable to this case. We
sustain that ruling.

Philips contends that at the time Philips
and Sony first created their package li-
cense arrangements, CDs had significant
competition among computer data storage
devices and thus Philips lacked market
power in the market for computer data
storage discs. However, Philips first cre-
ated the package licenses long before Gi-
gaStorage and Princo entered into their
agreements. According to the administra-
tive law judge, the patent package ar-
rangements were instituted in the early
1990s. Yet Princo did not enter into its
agreement until June of 1997, and GigaS-
torage did not enter into its licensing
agreement until October of 1999. Thus,
any lack of market power that Philips and
its colicensors may have had in the early
1990s is irrelevant to the situation in the
late 1990s, when the parties entered into
the agreements at issue in this case. At
that time, according to the administrative
law judge’s well-supported finding, com-
pact dises had become “unique products
[with] no close practice substitutes.” Phil-
ips’s argument about lack of market power
is therefore unpersuasive, and for that rea-
son section 271(d)(5) does not provide Phil-
ips a statutory safe haven from the judi-
cially created defense of patent misuse.!

ments. In making that argument, Philips re-
lied heavily on the legislative history of the
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[6] Apart from its specific challenge to
the Commission’s ruling on the market
power issue, Philips launches a more
broad-based attack on the Commission’s
conclusion that Philips’s patent licensing
policies constitute per se patent misuse.
In so doing, Philips makes essentially two
arguments: first, that the Commission was
wrong as a legal matter in ruling that the
package licensing arrangements at issue in
this case are among those few practices
that the courts have identified as so clearly
anticompetitive as to warrant being con-
demned as per se illegal; and second, that
the Commission erred as a factual matter
in concluding that Philips’s package licens-
ing arrangements reflect the use of market
power in one market to foreclose competi-
tion in a separate market. We address the
two arguments separately.

A

In its brief, the Commission argues that
it is “hornbook law” that mandatory pack-
age licensing has been held to be patent
misuse. While that broad characterization
can be found in some treatises, see 6 Don-
ald S. Chisum, Chisum on Patents
§ 19.04[3] (2003), cited i C.R. Bard, Inc.,
157 F.3d at 1373; 8 Ernest B. Lipscomb
111, Lipscomb’s Walter on Patents § 28:27
(3d ed. 1989 & Supp.2003), Philips invites
us to consider whether that broad proposi-
tion is sound. Upon consideration, we con-
clude that the proposition as applied to the
circumstances of this case is not supported
by precedent or reason.

In its opinion, the Commission acknowl-
edged that the Virginia Panel case and
many other patent tying cases “involve a
tying patent and a tied product, rather

1988 Act that adopted section 271(d)(5). Be-
cause Philips has not renewed that argument
in this court, we do not address it, although
we note that the legislative history cited by
Philips before the Commission indicates con-
gressional skepticism about treating tying ar-
rangements in the context of patent licensing

than a tying patent and a tied patent.”
(emphasis in original). The Commission
nonetheless concluded that “finding patent
misuse based on a tying arrangement be-
tween patents in a mandatory package li-
cense is a reasonable application of Su-
preme Court precedent.” In so ruling, the
Commission relied primarily on two Su-
preme Court cases: United States v. Para-
mount Pictures, Inc., 334 U.S. 131, 156-59,
68 S.Ct. 915, 92 L.Ed. 1260 (1948), and
United States v. Loew’s, Inc., 371 U.S. 38,
44-51, 83 S.Ct. 97, 9 L.Ed.2d 11 (1962).
Those cases condemned the practice of
“block-booking” movies to theaters (in the
Paramount case) and to television stations
(in the Loew’s case) as antitrust violations.

Block-booking is the practice in which a
distributor licenses one feature or group of
features to exhibitors on the condition that
the exhibitors agree to license another
(presumably inferior) feature or group of
features released by the distributor during
a given period. In Paramount and
Loew’s, the Court held that block-booking,
as practiced in those cases, was per se
illegal. The Commission reasoned that the
practice of block-booking that was the fo-
cus of the Court’s condemnation in Para-
mount and Loew’s is similar to the pack-
age licensing agreements at issue in this
case and that under the analysis employed
in Paramount and Loew’s, Philips’s pack-
age licensing agreements must be con-
demned as per se patent misuse.

We do not agree with the Commission
that the decisions in Paramount and
Loew’s govern this case. In Paramount,
the district court held that the defendant
movie distributor had engaged in unlawful

as per se patent misuse, rather than analyzing
such arrangements under the rule of reason.
See 134 Cong. Rec. 32,294-95 (1988) (state-
ment of Rep. Kastenmeier); id. at 32,471
(statement of Sen. DeConcini); id. at 32,471-
72 (statement of Sen. Leahy).
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conduct because it offered to permit exhib-
itors to show the films they wished to
license only if they agreed to license and
exhibit other films that they were not in-
terested in licensing. The Supreme Court
affirmed that ruling. The Court held that
block-booking was illegal because it “pre-
vents competitors from bidding for single
features on their individual merits,” and
because it “adds to the monopoly of a
single copyrighted picture that of another
copyrighted picture which must be taken
and exhibited in order to secure the first.”
334 U.S. at 156-57, 68 S.Ct. 915. The
result, the Court explained, “is to add to
the monopoly of the copyright in violation
of the principle of the patent cases involv-
ing tying clauses.” Id. at 158, 68 S.Ct.
915.

Because the block-booking arrangement
at issue in Paramount required the licen-
see to exhibit all of the films in the group
for which a license was taken, the Para-
mount block-booking was more akin to a
tying arrangement in which a patent li-
cense is tied to the purchase of a separate
product, rather than to an arrangement in
which a patent license is tied to another
patent license. Indeed, all of the patent
tying cases to which the Supreme Court
referred in Paramount involved tying ar-
rangements in which, as the Court de-
scribed them, “the owner of a patent [con-
ditioned] its use on the purchase or use of
patented or unpatented materials.” 334
U.S. at 157, 68 S.Ct. 915. Because the
arrangement in the Paramount case was
equivalent in substance to a patent-to-
product tying arrangement, Paramount
does not stand for the proposition that a

2. The Commission argues that the Supreme
Court’s later decision in Automatic Radio Co.
v. Hazeltine, 339 U.S. 827, 70 S.Ct. 894, 94
L.Ed. 1312 (1950), supports its broad inter-
pretation of the Paramount case because the
Supreme Court in Automatic Radio character-
ized Paramount as having ‘“‘condemned” an
arrangement “‘conditioning the granting of a
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pure patent-to-patent tying arrangement,
such as Philips’s package licensing agree-
ment, is per se unlawful.?

Philips gives its licensees the option of
using any of the patents in the package, at
the licensee’s option. Philips charges a
uniform licensing fee to manufacture discs
covered by its patented technology, re-
gardless of which, or how many, of the
patents in the package the licensee chooses
to use in its manufacturing process. In
particular, Philips’s package licenses do
not require that licensees actually use the
technology covered by any of the patents
that the Commission characterized as non-
essential. In that respect, Philips’s licens-
ing agreements are different from the
agreements at issue in Paramount, which
imposed an obligation on the purchasers of
package licenses to exhibit films they did
not wish to license. That obligation not
only extended the exclusive right in one
product to products in which the distribu-
tor did not have exclusive rights, but it
also precluded exhibitors, as a practical
matter, from exhibiting other films that
they may have preferred over the tied
films they were required to exhibit. Be-
cause Philips’s package licensing agree-
ments do not compel the licensees to use
any particular technology covered by any
of the licensed patents, the Paramount
case is not a sound basis from which to
conclude that the package licensing ar-
rangements at issue in this case constitute
patent misuse per se.

In the Loew’s case, the district court
determined that the licensee television sta-
tions were required to pay fees not only

license under one patent upon the acceptance
of another and different license.” Id. at 830-
31, 70 S.Ct. 894. We do not, however, inter-
pret that shorthand characterization of Para-
mount as effecting a broadening of the hold-
ing of the earlier case and an extension of its
rationale to a class of cases far beyond Para-
mount ’s facts.
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for the feature films they wanted, but also
for additional, inferior films. As in Para-
mount, the fact that the package arrange-
ment required the television stations to
purchase exhibition rights for the package
at a price that was greater than the price
attributable to the desired films made the
tying arrangement very much like a tying
arrangement involving products. Thus,
the Supreme Court explained that a “sub-
stantial portion of the licensing fees repre-
sented the cost of the inferior films which
the stations were required to accept.”
Loew’s, 371 U.S. at 49, 83 S.Ct. 97. Fol-
lowing the approach employed in Para-
mount, the Supreme Court applied the
principles of cases involving tying arrange-
ments between patents and unpatented
products and concluded that the tying ar-
rangements in the case before it had all
the anticompetitive features of the block-
booking arrangements in Paramount and
no redeeming procompetitive features.

In this case, unlike in Loew’s, there is no
evidence that a portion of the royalty was
attributable to the patents that the Com-
mission characterized as nonessential.
While the administrative law judge found
that GigaStorage “inquired into obtaining
a license to less than all of the patents on
Philips’s patent list,” the administrative
law judge noted that GigaStorage did so
because it “hoped that by eliminating some
patents the royalty rate would be lower.”
There is no evidence that GigaStorage had
any basis for its expectation that a smaller
patent package might result in a lower
royalty rate. In fact, the administrative
law judge found that Philips had respond-
ed to that overture from GigaStorage by
explaining that “the royalty is the same
regardless of the number of patents used.”
Moreover, the administrative law judge
found that the royalty rate for licensing
Philips’s patents “remains the same re-
gardless of which option(s) in the agree-
ment one selects,” and that the royalty
rate “does not increase or decrease if more

or fewer patents are used.” Thus, it is
clear that the royalty charged by Philips
was not increased because of the inclusion
of the Farla, Iwasaki, Yamamoto, and Lok-
hoff patents. There is therefore no basis
for conjecture that a hypothetical licensing
fee would have been lower if Philips had
offered to license the patents on an indi-
vidual basis or in smaller packages.

Aside from Paramount and Loew’s, the
Commission relies on cases involving tying
arrangements in which the patent owner
conditions the availability of a patent li-
cense on the patentee’s agreement to pur-
chase a staple item of commerce from the
patentee. See Va. Panel, 133 F.3d at 869;
Senza—Gel Corp. v. Seiffhart, 803 F.2d 661
(Fed.Cir.1986). Those cases, however, are
readily distinguishable because of the fun-
damental difference between an obligation
to purchase a product and the extension of
a nonexclusive license to practice a patent.

[71 A nonexclusive patent license is
simply a promise not to sue for infringe-
ment. See Rite-Hite Corp. v. Kelley Co.,
56 F.3d 1538, 1552 (Fed.Cir.1995) (en
banc);  Spindelfabrik  Suessen-Schurr
Stahlecker & Grill GmbH v. Schubert &
Salzer Maschinenfabrik  Aktiengesells-
chaft, 829 F.2d 1075, 1081 (Fed.Cir.1987).
The conveyance of such a license does not
obligate the licensee to do anything; it
simply provides the licensee with a guar-
antee that it will not be sued for engaging
in conduct that would infringe the patent
in question.

[8] In the case of patent-to-product ty-
ing, the patent owner uses the market
power conferred by the patent to compel
customers to purchase a product in a sepa-
rate market that the customer might oth-
erwise purchase from a competitor. Unit-
ed States v. U.S. Gypsum Co., 333 U.S.
364, 400, 68 S.Ct. 525, 92 L.Ed. 746 (1948);
Int’l Salt Co. v. United States, 332 U.S.
392, 395, 68 S.Ct. 12, 92 L.Ed. 20 (1947);
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Morton Salt Co. v. G.S. Suppiger Co., 314
U.S. 488, 493, 62 S.Ct. 402, 86 L.Ed. 363
(1942). The patent owner is thus able to
use the market power conferred by the
patent to foreclose competition in the mar-
ket for the product.

[91 By contrast, a package licensing
agreement that includes both essential and
nonessential patents does not impose any
requirement on the licensee. It does not
bar the licensee from using any alternative
technology that may be offered by a com-
petitor of the licensor. Nor does it fore-
close the competitor from licensing his al-
ternative technology; it merely puts the
competitor in the same position he would
be in if he were competing with unpatent-
ed technology.

A package license is in effect a promise
by the patentee not to sue his customer for
infringing any patents on whatever tech-
nology the customer employs in making
commercial use of the licensed patent.
That surrender of rights might mean that
the customer will choose not to license the
alternative technology offered by the pat-
entee’s competition, but it does not compel
the customer to use the patentee’s technol-
ogy. The package license is thus not anti-
competitive in the way that a compelled
purchase of a tied product would be.

Contrary to the Commission’s character-
ization, the intervenors were not “forced”
to “take” anything from Philips that they
did not want, nor were they restricted
from obtaining licenses from other sources
to produce the relevant technology. Phil-

3. The effect of a nonexclusive license was
different before the Supreme Court, in Lear,
Inc. v. Adkins, 395 U.S. 653, 89 S.Ct. 1902, 23
L.Ed.2d 610 (1969), abolished the patent doc-
trine of licensee estoppel. Before Lear, a non-
exclusive license had a legal effect that made
it more than a mere covenant by the licensee
not to sue. Acceptance of the license barred
the licensee from challenging the validity of
the patent. Some of the early decisions re-
garding patent-to-patent tying arrangements
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ips simply provided that for a fixed licens-
ing fee, it would not sue any licensee for
engaging in any conduct covered by the
entire group of patents in the package.
By analogy, if Philips had decided to sur-
render its “nonessential” patents or had
simply announced that it did not intend to
enforce them, there would have been no
way for the manufacturers to decline or
reject Philips’s decision. Yet the economic
effect of the package licensing arrange-
ment for Philips’s patents is not fundamen-
tally different from the effect that such
decisions would have had on third parties
seeking to compete with the technology
covered by those “nonessential” patents.
Thus, we conclude that the Commission
erred when it characterized the package
license agreements as a way of forcing the
intervenors to license technology that they
did not want in order to obtain patent
rights that they did.?

The Commission stated that it would not
have found the package licenses to consti-
tute improper tying if Philips had offered
to license its patents on an individual basis,
as an alternative to licensing them in pack-
ages. The Commission’s position, howev-
er, must necessarily be based on an as-
sumption that, if the patents were offered
on an individual basis, individual patents
would be offered for a lower price than the
patent packages as a whole. If that as-
sumption were not implicit in the Commis-
sion’s conclusion, the Commission would be
saying in effect that it would be unlawful
for Philips to charge the same royalty for

appear to have been based, at least in part, on
that feature of pre-Lear patent licenses. See,
e.g., Am. Securit Co. v. Shatterproof Glass
Corp., 268 F.2d 769, 777 (3d Cir.1959); Int’l
Mfg. Co. v. Landon, 336 F.2d 723, 731 (9th
Cir.1964); see also Duplan Corp. v. Deering
Milliken, Inc., 444 F.Supp. 648, 699 (D.S.C.
1977), aff’d in pertinent part, 594 F.2d 979
(4th Cir.1979). In the post-Lear era, the “ac-
ceptance” of a license has no such restrictive
effect on the licensee’s freedom.
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its essential patents that it charges for its
patent packages and to offer the nonessen-
tial patents for free. Yet that sort of
pricing policy plainly would not be unlaw-
ful. See Directory Sales Mgmt. Corp. v.
Ohio Bell Tel. Co., 833 F.2d 606, 609-10
(6th Cir.1987).4

To the extent that the Commission’s
decision is based on an assumption that
individual licenses would necessarily be
available for a lower price than package
licenses, that assumption is directly con-
trary to the evidence and even to the ad-
ministrative law judge’s findings of fact.
As noted above, the administrative law
judge found that the royalty rate under
Philips’s package licenses depended on
the number of discs the manufacturer
produced under the authority of the li-
cense, not the number of individual pat-
ents the manufacturer used to produce
those discs. That is, the royalty rate did
not vary depending on whether the licen-
sees used only the essential patents or
used all of the patents in the package.
Thus, it seems evident that if Philips
were forced to offer licenses on an indi-
vidual basis, it would continue to charge
the same per unit royalty regardless of
the number of patents the manufacturer
chose to license. That alteration in Phil-
ips’s practice would have absolutely no ef-
fect on the would-be competitors who
wished to offer alternatives to the tech-
nology represented by Philips’s so-called
nonessential patents, since those patents
would effectively be offered for free, and

4. Of course, in a tying case if the evidence
shows that the price of a bundled product
reflects any of the cost of the tied product,
“customers are purchasing the tied product,
even if it is touted as being free.” Multistate
Legal Studies, Inc. v. Harcourt Brace Jovano-
vich Legal & Prof’l Publ’ns, Inc., 63 F.3d
1540, 1548 (10th Cir.1995), citing 3 Phillip E.
Areeda & Donald F. Turner, Antitrust Law
1733a (1978) (tying may exist “when a ma-
chine is sold or leased at a price that covers

the competitors would therefore still have
to face exactly the same barriers—the
availability of a free alternative to the
technology that they were trying to li-
cense for a fee.

More generally, the Commission’s as-
sumption that a license to fewer than all
the patents in a package would presum-
ably carry a lower fee than the package
itself ignores the reality that the value of
any patent package is largely, if not entire-
ly, based on the patents that are essential
to the technology in question. A patent
that is nonessential because it covers tech-
nology that can be fully replaced by alter-
native technology that is available for free
is essentially valueless. A patent that is
nonessential because it covers technology
that can be fully replaced by alternative
technology that is available through a li-
cense from another patent owner has val-
ue, but its value is limited by the price of
the alternative technology. Short of im-
posing an obligation on the licensor to
make some sort of allocation of fees across
a group of licenses, there is no basis for
the Commission to conclude that a smaller
group of the licenses—the so-called “es-
sential” licenses—would have been avail-
able for a lower fee if they had not been
“tied to” the so-called nonessential patents.

It is entirely rational for a patentee who
has a patent that is essential to particular
technology, as well as other patents that
are not essential, to charge what the mar-
ket will bear for the essential patent and
to offer the others for free. Because a

‘free’ servicing”); see also United States v.
Microsoft Corp., 253 F.3d 34, 68 (D.C.Cir.
2001) (“the antitrust laws do not condemn
even a monopolist for offering its product at
an attractive price, and we therefore have no
warrant to condemn Microsoft for offering
either IE or the IEAK free of charge”). The
evidence in this case, however, does not indi-
cate that there is a hidden charge for the so-
called nonessential patents in the Philips pat-
ent packages.
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license to the essential patent is, by defini-
tion, a prerequisite to practice the technol-
ogy in question, the patentee can charge
whatever maximum amount a willing licen-
see is able to pay to practice the technolo-
gy in question. If the patentee allocates
royalty fees between its essential and non-
essential patents, it runs the risk that Ii-
censees will take a license to the essential
patent but not to the nonessential patents.
The effect of that choice will be that the
patentee will not be able to obtain the full
royalty value of the essential patent. For
the patentee in this situation to offer its
nonessential patents as part of a package
with the essential patent at no additional
charge is no more anticompetitive than if it
had surrendered the nonessential patents
or had simply announced a policy that it
would not enforce them against persons
who licensed the essential patent. In ei-
ther case, those offering technology that
competed with the nonessential patents
would be unhappy, because they would be
competing against free technology. But
the patentee would not be using his essen-
tial patent to obtain power in the market
for the technology covered by the nones-
sential patents. This package licensing ar-
rangement cannot fairly be characterized
as an exploitation of power in one market
to obtain a competitive advantage in anoth-
er.’

Aside from the absence of evidence that
the package licensing arrangements in this
case had the effect of impermissibly broad-
ening the scope of the “essential” patents
with anticompetitive effect, Philips argues

5. The implication of the Commission’s deci-
sion is that a party with both an essential
patent and a nonessential patent is not al-
lowed to package the two together and only
offer the package for a single price. That
would have the perverse effect of potentially
putting a party owning both an essential pat-
ent and a nonessential but related patent in a
worse position than a party owning only the
essential patent. The party owning only the
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that the Commission failed to acknowledge
the unique procompetitive benefits associ-
ated with package licensing. Philips
points to the federal government’s guide-
lines for licensing intellectual property,
which recognize that patent packages
“may provide procompetitive benefits by
integrating complementary technologies,
reducing transaction costs, clearing block-
ing positions, and avoiding costly infringe-
ment litigation. By promoting the dissem-
ination of technology, cross-licensing and
pooling arrangements are often procom-
petitive.” U.S. Department of Justice and
Federal Trade Commission, Antitrust
Guidelines for the Licensing of Intellectu-
al Property § 5.5 (1995); see also Herbert
Hovenkamp, IP and Antitrust § 34.2c, at
34-7 (2004).

Philips introduced evidence that package
licensing reduces transaction costs by
eliminating the need for multiple contracts
and reducing licensors’ administrative and
monitoring costs. See Tex. Instruments,
Inc. v. Hyundai Elecs., 49 F.Supp.2d 893,
901 (E.D.Tex.1999) (describing how “ex-
tremely expensive and time-consuming” it
is for parties to license and manage the
licensing of technology by using individual
patents and how it is preferable to employ
a patent portfolio). Package licensing can
also obviate any potential patent disputes
between a licensor and a licensee and thus
reduce the likelihood that a licensee will
find itself involved in costly litigation over
unlicensed patents with potentially adverse
consequences for both parties, such as a
finding that the licensee infringed the unli-

essential patent would be free to charge any
licensing fee up to the maximum that a manu-
facturer would be willing to pay to practice
the patented technology, while a party owning
both the essential patent and a nonessential
patent would be barred from extracting that
maximum licensing fee for its essential patent
and assuring the manufacturer that it would
not be subject to suit on the nonessential
patent.
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censed patents or that the unlicensed pat-
ents were invalid. See Steven C. Carlson,
Patent Pools and the Antitrust Dilemma,
16 Yale J. on Reg. 359, 379-81 (1999).
Thus, package licensing provides the par-
ties a way of ensuring that a single licens-
ing fee will cover all the patents needed to
practice a particular technology and pro-
tecting against the unpleasant surprise for
a licensee who learns, after making a sub-
stantial investment, that he needed a li-
cense to more patents than he originally
obtained. Finally, grouping licenses in a
package allows the parties to price the
package based on their estimate of what it
is worth to practice a particular technolo-
gy, which is typically much easier to calcu-
late than determining the marginal benefit
provided by a license to each individual
patent. In short, package licensing has
the procompetitive effect of reducing the
degree of uncertainty associated with in-
vestment decisions.

The package licenses in this case have
some of the same advantages as the pack-
age licenses at issue in the Broadcast Mu-
sic case. The Supreme Court determined
in that case that the blanket copyright
package licenses at issue had useful, pro-
competitive purposes because they gave
the licensees “unplanned, rapid, and in-
demnified access to any and all of the
repertory of [musical] compositions, and
[they gave the owners] a reliable method
of collecting for the use of the their copy-
rights.” 441 U.S. at 20, 99 S.Ct. 1551.
While “[ilndividual sales transactions
[would be] quite expensive, as would be
individual monitoring and enforcement,” a
package licensing agreement would ensure

6. The Supreme Court recently granted certio-
rari in Independent Ink, Inc. v. Illinois Tool
Works, Inc., 396 F.3d 1342 (Fed.Cir.), cert.
granted, — U.S. ——, 125 S.Ct. 2937, 162
L.Ed.2d 865 (2005), a case involving a tying
arrangement involving a patent and an unpat-
ented product. It is possible that the Su-
preme Court’s decision in that case will offer

access and save costs. Id. Hence, the
Supreme Court determined that such con-
duct should fall under “a more discriminat-
ing examination under the rule of reason.”
Id. at 24, 99 S.Ct. 1551.

In light of the efficiencies of package
patent licensing and the important differ-
ences between product-to-patent tying ar-
rangements and arrangements involving
group licensing of patents, we reject the
Commission’s conclusion that Philips’s con-
duct shows a “lack of any redeeming vir-
tue” and should be “conclusively presumed
to be unreasonable and therefore illegal
without elaborate inquiry as to the precise
harm they have caused or the business
excuse for their use.” N. Pac. Ry. Co. v.
United States, 356 U.S. 1, 5, 78 S.Ct. 514, 2
L.Ed.2d 545 (1958). We therefore hold
that the analysis that led the Commission
to apply the rule of per se illegality to
Philips’s package licensing agreements
was legally flawed.®

B

[10] In the alternative, Philips argues
that the Commission’s finding of per se
patent misuse was not justified by the
facts of this case. In particular, Philips
contends that the evidence did not show
that there were commercially viable alter-
natives to the technology covered by the
so-called “nonessential” patents in the
Philips licensing packages that any of its
licensees would have preferred to use.

[11] In order to show that a tying ar-
rangement is per se unlawful, a complain-
ing party must demonstrate that it links

some guidance with respect to the patent mis-
use issue presented by this case, but because
the circumstances of the two cases are quite
different, we have determined that the proper
course is to resolve this appeal without wait-
ing for the Supreme Court’s decision in Inde-
pendent Ink.



1194

two separate products and has an anticom-
petitive effect in the market for the second
product. The Supreme Court explained
that the “essential characteristic” of an
invalid tying arrangement
lies in the seller’s exploitation of its con-
trol over the tying product to force the
buyer in to the purchase of a tied prod-
uct that the buyer either did not want at
all, or might have preferred to purchase
elsewhere on different terms. When
such “forcing” is present, competition on
the merits in the market for the tied
item is restrained . . ..

Jefferson Parish, 466 U.S. at 12, 104 S.Ct.
1551; 4d. at 20-21, 104 S.Ct. 1551 (“[A]
tying arrangement cannot exist unless two
separate markets have been linked.”); B.
Braun Med., Inc. v. Abbott Labs., 124 F.3d
1419, 1426 (Fed.Cir.1997) (impermissible
tying in the context of patent misuse if
patentee uses a patent “which enjoys mar-
ket power in the relevant market ... to
restrain competition in an unpatented
product”). The Commission found that
the “nonessential” patents, i.e., the Farla,
Iwasaki, Yamamoto, and Lokhoff patents,
constituted separate products from the
“essential” patents in the package and that
the package licensing agreements adverse-
ly affected competition in the market for
the nonessential technology.” The Com-
mission’s analysis of that factual issue was
flawed, however.

[12] Patents within a patent package
can be regarded as “nonessential” only if
there are “commercially feasible” alterna-
tives to those patents. See Intl Mfy. Co.
v. Landon, 336 F.2d 723, 729 (9th Cir.
1964). If there are no commercially prac-
ticable alternatives to the allegedly nones-
sential patents, packaging those patents

7. The intervenors note that “there existed a
number of commercially-available CD-R discs
utilizing alternative technology that did not
infringe these supposedly essential patents.”
For support, intervenors cite the opinion of
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together with so-called essential patents
can have no anticompetitive effect in the
marketplace, because no competition for a
viable alternative product is foreclosed.
In such a case, the only effect of finding
per se patent misuse is to give licensees a
way of avoiding their obligations under the
licensing agreements, with no correspond-
ing benefit to competition in any real-
world market.

[13] The Department of Justice has
recognized that the availability of commer-
cially viable alternative technology is rele-
vant to the analysis of package licensing
agreements. In particular, the Depart-
ment has stated that patent packages do
not have the undesirable effects of tying if
they include patents to technology for
which there is no practical or realistic al-
ternative. See, e.g., Business Review Let-
ter, U.S. Department of Justice, Antitrust
Division (Dec. 16, 1998). That principle is
consistent with the main purpose of the
separate-products inquiry in tying cases
generally, which is to ensure that conduct
is not condemned as anticompetitive “un-
less there is sufficient demand for the
purchase of [the tied product] separate
from the [tying product] to identify a dis-
tinet product market in which it is efficient
to offer [the tied product].” Jefferson
Parish, 466 U.S. at 21-22, 104 S.Ct. 1551;
see Mallinckrodt, 976 F.2d at 704 (tying is
misuse only when the patentee uses its
patent to obtain “market benefit” beyond
that conferred by the patent).

In this case, the evidence did not show
that there were commercially viable substi-
tutes for the Farla, Iwasaki, Yamamoto,
and Lokhoff patents that disc manufactur-
ers wished to use in making compact discs

the administrative law judge, who determined
that two patents held by Taiyo Yuden were
not essential. Because the Commission did
not address those patents, however, they are
not relevant to this appeal.
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compliant with the Orange Book stan-
dards. There was thus insufficient evi-
dence that including the four “nonessen-
tial” patents in the Philips patent packages
had an actual anticompetitive effect. That
is, the evidence did not show that there
were commercially viable substitutes for
those four “nonessential” patents that disc
manufacturers wished to use in making
compact dises compliant with the Orange
Book standards.

Two of those four patents, the Farla
and Iwasaki patents, cover a method of
controlling the recording of information
onto compact discs, i.e., a “write strategy,”
including an “optimum power control pro-
cedure.”® The Commission found that an-
other company, Calimetrics, Inc., had de-
veloped a commercially viable, alternative
method of performing the write strategy
and the optimum power control procedure
that is not covered by the Farla and Iwa-
saki patents. In making that finding, the
Commission relied solely on the testimony
of Dr. Stephen McLaughlin, Calimetrics’s
principal scientist, who had helped to cre-
ate the technology in question. Dr.
MecLaughlin testified that Calimetrics had
created a general write strategy; that “in
the development of [that] technology [Cali-
metrics] determined that this write strate-
gy was applicable to CD-R and CD-RW
systems”; and that the company has
“spent an enormous amount of effort pro-
moting [its] idea ....” While that testimo-
ny was sufficient to support the Commis-
sion’s finding that there was an alternative
technology to the Farla and Iwasaki pat-

8. In its amicus curiae brief, the New York
Intellectual Property Association notes that,
unlike the other three allegedly nonessential
patents, the Iwasaki patent would expire after
all of the undisputedly essential patents. As a
result, the presence of the Iwasaki patent in a
patent licensing package could have the effect
of extending the obligation to pay royalties
beyond the expiration date of the “‘essential”
patents. A provision requiring that royalties

ents, it did not show that the Calimetrics
technology was an alternative that Phil-
ips’s licensees wished to use in place of
the technology covered by the Farla and
Iwasaki patents. The Commission did not
point to any evidence that any licensee or
potential licensee asked to have any of the
four “nonessential” patents removed from
the package license and that Philips re-
fused to do so. Although, as noted, Gi-
gaStorage asked about obtaining a license
to only certain patents, in the hope that
by eliminating some patents the royalty
rate would be lower, the evidence did not
show that GigaStorage’s request related to
the four “nonessential” patents or that Gi-
gaStorage had any interest in licensing
Calimetrics’s technology.

Dr. McLaughlin testified, regarding a
hypothetical situation, that “[w]hen we go
and try to license this technology, the com-
panies say we have technology that per-
forms a function of this type, and ... I
presume they would be referring to [the
nonessential CD-R/CD-RW] patents.”
That testimony, however, falls short of
showing that any of Philips’s licensees
were forced by the package license agree-
ments to license the Farla and Iwasaki
patents when they would have preferred to
use  Calimetrics’s  technology. Dr.
MecLaughlin did not testify as to even a
single specific instance on which a disc
manufacturer expressed a preference for
the Calimetrics technology but was dis-
suaded from licensing it by Philips’s insis-
tence on licensing the Farla and Iwasaki
patents as part of its package license ar-

be paid beyond the life of a patent has been
held to be unenforceable. See Brulotte v.
Thys Co., 379 U.S. 29, 30, 85 S.Ct. 176, 13
L.Ed.2d 99 (1964). However, because nei-
ther the Commission nor the administrative
law judge addressed the impact of that poten-
tial temporal extension of the royalty obli-
gation, and none of the parties addressed that
issue on appeal in their briefs, we do not
address the issue here.
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rangements. The evidence thus did not
show that there was a demand for the
Calimetrics technology that went unmet
because of the coercive effect of Philips’s
inclusion of the Farla and Iwasaki patents
in its package licensing agreements.

[14] As for the Yamamoto patent,
which covers a method of creating master
discs by using one laser beam, the Com-
mission again relied on the testimony of
Dr. McLaughlin. The Commission found
that Calimetries had developed a commer-
cially viable alternative method of creating
master discs by using two laser beams.
Dr. McLaughlin’s testimony, however,
does not support the Commission’s finding.
Dr. McLaughlin stated that it was “fairly
easy to conceive of alternative methods for
implementing the functionality of the in-
tention of ... what [the Yamamoto] patent
is directed towards” and that it would
“certainly [be] possible to do this using two
beams ....” Yet the mere possibility that
alternative technology might at some point
become available is not sufficient to sup-
port a finding that at the time the Philips
licenses were executed, there was actually
a commerecially available alternative to the
technology claimed in the Yamamoto pat-
ent.

[15] Finally, the Commission found
that the Lokhoff patent was not “technical-
ly essential” to manufacturing discs com-
pliant with the Orange Book standard.
The Lokhoff patent covers a system for
providing copy protection by placing a
“copy bit” into a compact disc for the
purpose of determining the type of infor-
mation that may be received for recording.
The Commission found that an alternative
exists to the Lokhoff patent. In so doing,
the Commission again relied on testimony
by Dr. McLaughlin, who stated that copy
protection could be achieved by “embed-
ding copy protection and user data,” in-
stead of by using a copy bit. Dr.
MecLaughlin’s testimony, however, does not
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establish that the alternative technology
was commercially available to be substitut-
ed for the technology of the Lokhoff pat-
ent. He stated that the alternative em-
bedding method was a “very wide area of
research. There’s a lot of activity going
on these days in using this general ap-
proach ....” That testimony indicates re-
search interest in a possible approach to
solving the problem of embedding, but it
does not establish the existence of an avail-
able, commercially practicable alternative
to Philips’s technology.

[16] Beyond the absence of factual
support for the Commission’s findings, the
Commission’s analysis of the four “nones-
sential” patents demonstrates a more fun-
damental problem with applying the per se
rule of illegality to patent packages such
as the ones at issue in this case. If a
patentholder has a package of patents, all
of which are necessary to enable a licensee
to practice particular technology, it is well
established that the patentee may lawfully
insist on licensing the patents as a package
and may refuse to license them individual-
ly, since the group of patents could not
reasonably be viewed as distinct products.
See Landon, 336 F.2d at 729. Yet over
time, the development of alternative tech-
nology may raise questions whether some
of the patents in the package are essential
or whether, as in this case, there are alter-
natives available for the technology cov-
ered by some of the patents. Indeed, in a
fast-developing field such as the one at
issue in this case, it seems quite likely that
questions will arise over time, such as
what constitutes an “essential” patent for
purposes of manufacturing compact discs
compliant with the Orange Book standard.
Roger B. Andewelt, Analyzing Patent
Pools Under the Antitrust Lows, 53 Anti-
trust L.J. 611, 616 (1985) (“the line be-
tween competitive patents and blocking or
complementary patents is frequently very
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difficult to draw”). Under the Commis-
sion’s approach, an agreement that was
perfectly lawful when executed could be
challenged as per se patent misuse due to
developments in the technology of which
the patentees are unaware, or which have
just become commercially viable. Such a
rule would make patents subject to being
declared unenforceable due to develop-
ments that occurred after execution of the
license or were unknown to the parties at
the time of licensing. Not only would such
a rule render licenses subject to invalida-
tion on grounds unknown at the time of
licensing, but it would also provide a
strong incentive to litigation by any licen-
see, since the reward for showing that
even a single license in a package was
“nonessential” would be to render all the
patents in the package unenforceable.
For that reason as well, we reject the
Commission’s ruling that package agree-
ments of the sort entered into by Philips
and the intervenors must be invalidated on
the ground that they constitute per se
patent misuse.

III

[17] In the alternative, the Commis-
sion held that Philips’s package licensing
agreements constituted patent misuse un-
der the rule of reason. The Commission’s
analysis under the rule of reason largely
tracked the analysis that led it to conclude
that the package licensing agreements con-
stituted per se patent misuse.

As in the case of its ruling on per se
patent misuse, the fulerum of the Commis-
sion’s conclusion that Philips was guilty of
patent misuse under the rule of reason was
its conclusion that the package licenses at
issue in this case had “the anticompetitive
effect of foreclosing competition in the al-
ternative technology that competes with
the technology covered by a nonessential
patent that was included as a so-called
‘essential’ patent.” On that issue, the
Commission adopted the administrative

law judge’s analysis and conclusions with
respect to the Farla, Iwasaki, Yamamoto,
and Lokhoff patents, but it took no posi-
tion with respect to other patents that the
administrative law judge found to be non-
essential.

Focusing particularly on the Farla and
Iwasaki patents, the Commission found
that those patents were not essential to
manufacturing CD-Rs and CD-RWs com-
pliant with the Orange Book standards
and that including those patents in the
patent packages foreclosed competition by
Calimetrics. The Commission briefly ad-
dressed the assertedly procompetitive ef-
fects of the package licensing arrange-
ments but upheld the administrative law
judge’s conclusion that those arrange-
ments had a net anticompetitive effect be-
cause “the convenience to manufacturers
of a broad package of patents was out-
weighed by the anticompetitive effect on
alternative technologies of packaging non-
essential patents with essential patents.”

[18,19] Under the rule of reason, the
finder of fact must determine if the prac-
tice at issue is “reasonably within the pat-
ent grant, ie., that it relates to subject
matter within the scope of the patent
claims.” Va. Panel, 133 F.3d at 869, quot-
g Mallinckrodt, 976 F.2d at 708. If the
practice does not “broaden the scope of the
patent, either in terms of covered subject
matter or temporally,” then the patentee is
not chargeable with patent misuse. Va.
Panel, 133 F.3d at 869. More specifically,
“the finder of fact must decide whether the
questioned practice imposes an unreason-
able restraint on competition, taking into
account a variety of factors, including spe-
cific information about the relevant busi-
ness, its condition before and after the
restraint was imposed, and the restraint’s
history, nature and effect.” Va. Panel,
133 F.3d at 869, quoting State Oil Co. v.
Khan, 522 U.S. 3, 10, 118 S.Ct. 275, 139
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L.Ed.2d 199 (1997); see also Monsanto
Co., 363 F.3d at 1341.

The Commission’s rule of reason analy-
sis is flawed for two reasons. Most im-
portantly, its conclusion was largely predi-
cated on the anticompetitive effect on
competitors offering alternatives to the
four so-called nonessential patents in the
Philips patent packages. Yet, as we have
already held, the evidence did not show
that including those patents in the patent
packages had a negative effect on com-
mercially available technology. The Com-
mission assumed that there was a foreclo-
sure of competition because compact disc
manufacturers would be induced to accept
licenses to the technology covered by the
Farla and Iwasaki patents and therefore
would be unwilling to consider alterna-
tives. As noted, however, there was no
evidence before the Commission that any
manufacturer had actually refused to con-
sider alternatives to the technology cov-
ered by those patents or for that matter
that any commercially viable alternative
actually existed.

In addition, as in its per se analysis, the
Commission did not acknowledge the prob-
lems with licensing patents individually,
such as the transaction costs associated
with making individual patent-by-patent
royalty determinations and monitoring
possible infringement of patents that par-
ticular licensees chose not to license. The
Commission also did not address the prob-
lem, noted above, that changes in the tech-
nology for manufacturing compact dises
could render some patents that were indis-
putably essential at the time of licensing
arguably nonessential at some later point
in the life of the license. To hold that a
licensing agreement that satisfied the rule
of reason when executed became unreason-
able at some later point because of techno-
logical development would introduce sub-
stantial uncertainty into the market and
displace settled commercial arrangements
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in favor of uncertainty that could only be
resolved through expensive litigation.

Finally, the Commission failed to consid-
er the efficiencies that package licensing
may produce because of the innovative
character of the technology at hand. Giv-
en that the technology surrounding the
Orange Book standard was still evolving,
there were many uncertainties regarding
what patents might be needed to produce
the compact discs. As noted, package li-
cense agreements in which the royalty was
based on the number of units produced,
not the number of patents used to produce
them, can resolve in advance all potential
patent disputes between the licensor and
the licensee, whereas licensing patent
rights on a patent-by-patent basis can re-
sult in continuing disputes over whether
the licensee’s technology infringes certain
ancillary patents owned by the licensor
that are not part of the group elected by
the licensee.

We therefore conclude that the line of
analysis that the Commission employed in
reaching its conclusion that Philips’s pack-
age licensing agreements are more anti-
competitive than procompetitive, and thus
are unlawful under the rule of reason, was
predicated on legal errors and on factual
findings that were not supported by sub-
stantial evidence. For these reasons, we
cannot uphold the Commission’s decision
that Philips’s patents are unenforceable
because of patent misuse under the rule of
reason.

Because the Commission did not address
all of the issues presented by the adminis-
trative law judge’s decision under both the
per se and rule of reason analysis, further
proceedings before the Commission may
be necessary with respect to whether Phil-
ips’s patents are enforceable and, if so,
whether Philips is entitled to any relief
from the Commission. Accordingly, we
reverse the Commission’s ruling on patent
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misuse for the reasons stated, and we re-
mand this case to the Commission for fur-
ther proceedings consistent with this opin-
ion.

REVERSED AND REMANDED.
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Background: Naval contractor appealed
from decision of the Armed Services Board
of Contract Appeals in which Board held
that contractor was not entitled to recover
for subcontract effort in a termination set-
tlement.

Holdings: The Court of Appeals, Prost,
Circuit Judge, held that:

(1) contractor, which had cost-plus-fixed-
fee (CPFF) contract with government,
could not recover fee for the effort of
its subcontractors, upon termination of
contract for convenience, and

(2) Subcontract Data Requirements List
items (SDRLs) delivered by subcon-
tractors were properly valued upon
termination.

Affirmed.

1. United States ¢=73(15)

Review by Court of Appeals of agency
boards of contract appeals is very limited,;
board’s factual conclusions may not be set
aside unless fraudulent, or arbitrary or
capricious, or so grossly erroneous as to

necessarily imply bad faith, or if such deci-
sion is not supported by substantial evi-
dence. Contract Disputes Act of 1978,
§ 10(b), 41 U.S.C.A. § 609(b).

2. United States &=73(15)

When Court of Appeals reviews agen-
cy boards of contract appeals, legal deci-
sions are reviewed de novo; on mixed
questions of fact and law, Court gives care-
ful consideration and great respect to
board decisions. Contract Disputes Act of
1978, § 10(b), 41 U.S.C.A. § 609(b).

3. United States &=74(5)

Federal Acquisition Regulation (FAR)
governing award of profit upon termi-
nation of government contract for conven-
ience does not allow a higher-tier contrac-
tor to recover fee for the effort of its
subcontractors when the higher-tier con-
tractor has a cost-plus-fixed-fee (CPFF)
contract with its next-higher-tier contrac-
tor or with the government. 48 C.F.R.
§§ 49.202, 49.305-1.

4. United States &=74(5)

Subcontract Data Requirements List
items (SDRLs) delivered by subcontrac-
tors were properly valued in accord with
instructions in Department of Defense In-
struction and Military Standard incorpo-
rated by reference into primary contract,
upon government’s termination of contract
for convenience, notwithstanding testimo-
ny of employees of contractor and its sub-
contractor allegedly supporting a greater
value.

E. Sanderson Hoe, McKenna Long &
Aldridge LLP, of Washington, DC, argued
for appellant. With him on the brief were
Daniel G. Jarcho and Jason N. Workmas-
ter.



