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· Preface ·

How This Book Works

This book aims to put you into the roles that you will play as lawyers in the software industry. Each chapter begins with an overview to provide context. Then, each section of the chapter covers a common issue or scenario (for example, open source software). In doing so, the chapter provides cases, statutes, licenses, NDAs, and other materials so that you can work directly with the relevant texts. Cases have been edited as lightly as possible to give you a case reading experience closely approximating law practice. Following these materials will be three sets of discussion questions. One set of general questions will focus on doctrine and policy, and the other two sets will challenge you to think like a litigation and business lawyer, respectively. Moving beyond the discussion questions, the chapter provides exercises that will provide opportunities for you to “practice law” in the classroom setting.

You do not need a technical background to study or practice software law. Some of the best software lawyers majored in history, literature, economics, or political science (not computer science). You must, however, be eager and willing to learn about software and the software industry—that passion makes all the difference. This book will introduce you to software technology and the business models that software firms use but you can learn even more by simply reading the technology news, browsing the consumer electronics section in stores, paying closer attention to the software you use regularly, and talking to software developers and entrepreneurs who you know or meet about what they do.

Robert W. GomulkiewiczJanuary 2023
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· Chapter · 1 Introduction to Legal Protection for Software

I. Introduction

Congress appointed a commission in 1974 to study whether copyright law should protect software,1 and in 1980 Congress amended the Copyright Act to implement the commission’s recommendation that it should. At about the same time, the U.S. Supreme Court opened the door for patent protection for software in the Diamond v. Diehr case.2 A few decades seems like an eternity in the software industry, so you might expect that, by now, our legal system has resolved all the major questions about legal protection for software. But it hasn’t. In many ways the controversies today are sharper than ever before: Do the laws that we have in place now provide the right degree of protection for software? Do the laws give software developers enough protection so that they can receive a return sufficient to motivate them to produce more great software? Do the laws leave enough in the public domain so that software developers can build on prior software works?

Today, there are two radically different answers to these questions: Some would say that there is not enough protection for software — not nearly enough. These people point to billions of dollars in software piracy and the prevailing attitude that copying software is not morally wrong. Others would say, however, that there is enough protection — far too much. These people point to intellectual property laws, technical protections, and licenses that stand in the way of legitimate and productive uses of software.

This book places you in the middle of this important debate. To put the debate in perspective, the book begins with a brief history3 of the software industry, followed 2by a parallel brief history of legal protection for software, with an overview of the forms of software and software development in between.

II. A Brief History of the Software Industry

Today, software seems as common as an automobile or an electric light. It is hard to believe that 60 years ago software was nearly invisible to us. In the early 1950s, Fortune magazine published an article titled “Office Robots,” which was one of the first pieces in the popular press to discuss computers. 4 The article focused on computer hardware, however, not software.5 At that time the term “software” did not even exist. The “software” nomenclature came into general usage around 19606 and the media finally began to recognize the emergence of a discrete software industry in the early 1980s. By 1984 a Business Week headline proclaimed software “The New Driving Force” of the U.S. economy.7

A. Software Industry Progress

How did the software industry grow from obscurity to prominence in such a short time? Software development began as merely one aspect of creating an overall computer system. Developing software was no more remarkable than developing the system’s processor, keyboard, storage, switches, or wires. Even though software did not seem remarkable, it was distinct and software programming services began to emerge by the mid-1950s as a separately valuable aspect of computer systems development when the U.S. government began to hire programmers for its SAGE air defense project and private firms followed suit albeit on a smaller scale.8 The Computer Sciences Corporation emerged in this era, for example, and continues to sell its programming services to this day.

By the 1960s companies had begun to develop software programs that were packaged and sold in their own right, such as Autoflow and Mark IV from Applied Data Research. These programs appealed to corporate customers who acquired them as a more economical alternative to custom programming services. Today, software 3firms such as SAP and Oracle continue to focus on the corporate enterprise market.9 The market for separate software programs gained considerable momentum in 1970 when IBM, under antitrust litigation pressure, unbundled the pricing for its hardware and software. Indeed, many consider this the turning point in the establishment and explosive growth of the software industry.10

The late 1970s saw the establishment of hundreds of software firms. Many of these companies provided their software products to consumers in the mass market. Application products such as the WordStar word processor and VisiCalc spreadsheet became well-known consumer products, replaced in short order by programs such as the Lotus 1-2-3 spreadsheet, WordPerfect word processor, and Ashton-Tate’s dBase database product. Microsoft’s MS-DOS operating system became popular for personal computers (PCs) and variations of the UNIX operating system predominated in high-end computer systems.11 At the same time, firms such as Broderbund, Nintendo, and Sega developed software primarily for recreational and educational purposes.

In subsequent years, all aspects of the software industry grew. The demand for user-friendly products in the mass market led to the prominence of Apple’s Macintosh and Microsoft’s Windows graphical user interface-based software. 12 Graphical software is now deployed on a multitude of devices, with the adoption of tablet computers and smart phones outpacing PCs. Software licensed for all to use and modify, known as “open source” software, has become a key part of the software industry with Linux-based operating systems as the poster child.13 The emergence of the Internet and World Wide Web brought firms such as Netscape and Yahoo! to the fore, followed by Google and Facebook.14 All of these Web businesses are powered by software. And companies such as I.B.M re-emerged by selling programming services to companies doing business via the Internet — a business model that’s a throw-back to the dawn of the software industry.

4

B. Another Lens: What Does the Software User Experience?

Another way to look at the history of the software industry is from the standpoint of the end user. Users first encountered software as they used large main frame computers. They interacted with the computer using dumb terminals and programmed the computer using stacks of punch cards. Even as computers became smaller (called mini and then micro-computers), the user interacted with the computer using arcane characters displayed on monochrome monitors and input was done by keyboard. Using these computers tethered users to their work space, creating islands of functionality unconnected to other users. Using computers not only was difficult, it was expensive and thus, computer use was not widespread.

Today, computing is radically different. Computers are small, personal, inexpensive, and plentiful. It’s not uncommon for a person to have a desktop computer, a laptop, a tablet, and a smartphone. Users interact with these computers using pointing devices, touch, gestures, and voice. The displays are colorful. It is common to see graphics and animation. Computing is mobile — users are no longer tethered to their desk. And users are connected to one another — islands of functionality have been replaced by a sea of connectivity. Devices of all kinds — phones, cameras, and televisions — are now converging with devices that we used to identify separately as computers. Works of all kinds — music, text, movies, and photos — are now converging with the thing we used to identify separately as software.

Software has become so ubiquitous and normal that the user’s awareness of it is beginning to fade into the background. Now the user focuses on what he or she wants to do or see, not the software that makes it happen. We are on the verge of the computer revolution foreseen by World Wide Web creator Tim Berners-Lee where computers, the network, and the software that drives them should be invisible to the user. In an ironic twist of history, the software industry began as invisible because it blended into the computer hardware, but now it seems invisible because it blends into the services it provides. And it’s fair to say that the erstwhile invisible software has returned to invisible software because of the cleverness of the software itself.

III. An Interlude: The Forms of Software and Software Development

A. Forms of Software

Now that you have a sense of history of the software industry, we turn to an overview of the forms that software takes. As you will see throughout this book, these forms are relevant to both the business of software and its protection under the law (discussed next in Section IV).

5

Software consists of statements or instructions that are executed by a computer to produce a certain result.15 Or, to put it another way, software is digital information that performs a function on a computer.16 A software developer would say that software comes in two primary forms: source code and object code. “Source code” refers to the code written by software programmers in a computer language such as BASIC, C/C++, or Java. Source code is human readable code — it can be understood by any programmer proficient in the language in which it is written. Here is some source code written in the C++ language:

[image: ]
“Object code” is derived from source code using a software tool called a compiler. It consists of a series of ones and zeros, so it is sometimes called “binary code.” 6Object code is stored on a computer readable medium such as a hard drive or CD-ROM and executes (i.e., runs) on the computer hardware. Because of this, it is sometimes referred to as “executable code” or “machine readable code.” This is what object code looks like:

[image: ]
You may also think of software in terms of the visual displays that it generates — that is, by what a user sees when the software runs. Software developers call this the “user interface.” This is the way many non-technical people perceive software because they have little or no awareness of the source code or object code that generates the user interface. Programmers, on the other hand, often refer to a software program’s technical function in relation to the overall program. They may refer to software as a file system,17 a kernel,18 a directory,19 a library,20 an interface,21 or a device driver.22 These categories change over time; boundaries blur or vanish, and new categories often appear.

Another aspect of software is the user’s experience when using the software or the service it provides. Software publishers sometimes call this “software as a service.” Software in this sense remains largely invisible to the user, at least so long as the software is working properly (imagine the joys and frustrations associated with airline reservation and check-in software when it works or fails to work).

7

People often put software into categories such as applications, operating systems, and developer tools. Developer tools are used by software programmers to develop other software. Developer tools often relate to use of a particular computer language, such as Java, C/C++, or BASIC. An operating system controls the allocation and usage of computer hardware resources (such as disk space) and provides basic functionality to application software (such as drawing a window on the screen). Popular operating systems include the Mac OS, Windows, Android, and GNU/Linux.

Application software helps people perform tasks, such as manipulating text, numbers, or graphics. Popular personal productivity applications include Microsoft Office, Norton Anti-Virus, TurboTax, and the Google search engine. Applications such as Angry Birds, Tetris, and World of Warcraft provide entertainment. Other applications, called server applications, work in the background to perform tasks such as routing email, organizing data, and hosting websites.

B. A Description of the Software Development Process

The fundamental processes utilized by a software program are called algorithms (mechanical computational procedures) and are at the heart of the program. The creation of a software program often takes place in several steps, moving from the general to the specific. Because software programs are intended to accomplish particular tasks, the first step in creating the program is identifying the problem that the computer programmer is trying to solve.

As the programmer learns more about the problem, she or he may begin to outline a solution in the form of a flowchart, which will break down the solution into a series of smaller units called “subroutines” or “modules,” each of which deals with elements of the larger problem. A program’s efficiency depends in large part on the arrangements of its modules and subroutines. Efficiency is a prime concern in computer programs, so the clever arrangement of modules and subroutines is a critical factor for any programmer.

Once the detailed design of the program is completed, the coding begins. The programmer first writes the source code. Once the program is written in source code, it is compiled into object code. Finally, the software is tested over and over. The testing process is just as important as the coding process and often consumes more time as errors (called “bugs”) are identified and fixed.23

8

IV. Brief History of Legal Protection for Software

Lawmakers who began to see the need for legal protection for software faced a fundamental question: Should they create a legal scheme tailored to the special characteristics of software or should they simply apply preexisting laws such as copyright, patent, trade secret, trademark, and contract law? A sui generis law seemed appealing because software has both an inventive side (like inventions subject to patent law) and a creative side (like works of authorship subject to copyright law).24 In the end, legal protection for software came through existing laws. That is both good news and bad news. The problem with this approach, as we will see, is that legal protection for software often comes with both gaps and overlaps; but the approach also has advantages because the courts can apply the law flexibly as new technologies and business models arise. Ultimately, courts and legislators have been applying and adjusting the law in an attempt to create the optimal balance between protection and the public domain.

The rest of this section provides a brief overview of each type of legal protection for software; in-depth treatment comes in the chapters that follow.

A. Copyright

The U.S. Constitution gives Congress the power to “promote the Progress of Science and the useful Arts” by granting to authors and inventors exclusive rights in their works for a limited time. U.S. Const. art. I, §8, cl. 8. Using that power, Congress passed the Copyright Act. Copyright protection applies to “original works of authorship fixed in any tangible medium of expression.”25 Works of authorship include literary works; musical works; dramatic works; pantomimes and choreographic works; pictoral, graphic, and sculptural works; motion pictures and other audiovisual works; sound recordings; and architectural works. Certain things do not qualify for copyright protection: ideas, procedures, processes, systems, methods of operation, concepts, principles, or discoveries — regardless of the form in which they are described, explained, illustrated, or embodied in a work.26 To put it another way, copyright applies to the expression of an idea but never to the idea itself.27

For each copyrighted work, the author receives a set of exclusive rights, namely: the right to reproduce, create derivative works, distribute copies, and publicly perform or display the work.28 It is often said that a copyright holder’s exclusive rights 9can be thought of as a bundle of sticks.29 The author’s exclusivity lasts for a discrete, limited period of time.30 During the period of exclusivity, no one may exercise the author’s exclusive rights without the author’s permission (unless the use is a “fair use”).

The first question faced by courts was whether copyright would protect software in its basic forms from literal copying. The answer to this question was “yes.” The court in Apple Computer v. Franklin Computer31 held that software source and object code are protectable by copyright as literary works, and other courts made it clear that visual displays are protectable as audiovisual works.32

Next the courts examined whether the non-literal aspects of software — its structure, sequence, and organization — were protectable by copyright. Again, cases such as Whelan Associates v. Jaslow Dental Laboratory33 answered “yes” but, after Whelan, that affirmative answer came with many caveats. Courts ruled that the non-literal aspects of software were potentially copyrightable but that, in any given case, some or all of the aspects might not be protected by copyright because they were ideas or functional elements protectable (if at all) by patent law.34 In other words, the courts in these cases focused carefully on the scope of copyright protection.

Before we leave copyright protection, it is important to note that copyright does not protect some of the most valuable aspects of software. As already mentioned, it does not protect ideas or inventions, which means that many of the most functional aspects of software do not qualify for copyright protection or that the scope of protection is very limited. Copyright does not protect the work that goes into testing the software. It does not guard against reverse engineering the software in many instances. Nor does it protect the ultimate functional “service” that the software provides.

B. Patents

The same authority in the U.S. Constitution that gives Congress the power to enact copyright protection also gives Congress the authority to enact patent protection. U.S. Const. art. I, §8, cl. 8. Using that power, Congress passed the Patent Act.35 Patents can be granted by the United States Patent and Trademark Office 10(USPTO) for new, non-obvious, useful inventions. There are various types of patents: utility (including process and business method), plant, and design patents. Like a copyright, a patent gives the holder exclusive rights for a certain limited period of time.36 For the duration of the patent, the patent holder has the right to exclude others from making, using, selling, offering to sell, distributing, or importing things that practice the patented invention.

Many software developers have looked to patent law for protection. This makes sense because the computer hardware industry has long relied on patents. However, software inventions have proven to be a difficult fit for the patent system. In the 1950s and 1960s the USPTO routinely rejected software as improper subject matter, and in 1972 the Supreme Court’s Gottschalk v. Benson decision seemed to agree.37 The door to software patents began to open, however, when the Court decided Diamond v. Diehr38 a decade later, and more recently, Bilski v. Kappos39 and Alice Corp. v. CLS Bank International explored the contours of patentability.40

Like copyright protection, patent protection comes with many caveats. Post-Alice Corp., many software-related inventions may not qualify as patentable subject matter. In addition, other inventions will fail because they lack sufficient novelty or would be obvious to a person who is skilled in the art of computer programming.41

C. Trade Secrets

A trade secret is any information that holds independent economic value because it is held in secrecy. The information must be guarded by measures reasonably calculated to protect its secrecy. Trade secret law protects the holder from unlawful use or disclosure of the information. Trade secrets are protected by state law; most states have passed a version of the Uniform Trade Secrets Act (UTSA). Those states that have not passed the UTSA tend to apply principles set out in the Restatement of Torts §§757 and 758. In addition, federal protection comes about through the Economic Espionage Act, the Computer Fraud and Abuse Act, and the Defend Trade Secrets Act of 2016.42

Trade secret protection proved to be especially valuable in the early days of the software industry when patent and copyright protection was uncertain. It also fit comfortably with the programming services and corporate software business model 11that characterized that era. The mass market software of today may retain the secrecy of its source code if the software is distributed in object code form and accompanied by an enforceable license that prohibits reverse compiling of the object code.43

Despite the availability of copyright and patent protection, trade secret protection remains important for certain purposes. Many software companies hold their source code as a trade secret. In addition, certain algorithms, development processes, and aspects of software that would not qualify for patent or copyright protection are protected as trade secrets. Moreover, software firms use trade secrecy to protect sales and marketing information just like other businesses.

D. Trademarks and Trade Dress

A trademark is a name, symbol, or other device used to identify the source of a good (a service mark is a mark used to identify services).44 Trade dress refers to product packaging and configurations.45 Upon use in commerce, a mark or dress is protected under common law; federal protection (national in scope) may be acquired by registering with the USPTO.46 Unlike copyrights and patents, trademark and trade dress protection does not give the owner a bundle of exclusive rights. It gives the holder the right to exclude others from using confusingly similar marks and dress, as well as the right to control usage in conjunction with goods or services.

Today, software industry firms own some of the most prominent brands in the world — Apple, Google, Facebook, and Windows. Software firms use trademarks in many of the same ways as firms in other industries. For so-called “open source” software firms that give away many of their trade secret, copyright, and patent rights, trademark protection can be especially valuable. Trademarks may also be used to demonstrate compatibility with other software or compliance with industry standards. Some software firms have attempted to protect visual displays via trade dress, but these attempts have not proven to be successful because trade dress must not be functional.47

E. Software Licensing

Intellectual property rights allow software developers to protect their software. Contracts can work in tandem with intellectual property protection in certain ways. 12For example, Non-Disclosure Agreements help protect software trade secrets. Most often, however, software contracts complement intellectual property by granting others the right to do something with it. We call this use of contracts “software licensing.” Software developers use licenses in all stages of software development and distribution.

In so-called “upstream licensing,” software developers license intellectual property in the course of their collaboration to build a software product. For example, code in both the Microsoft Windows and GNU/Linux operating systems was written and licensed by software developers other than (as the case may be) Microsoft employees or Linus Torvalds. Related to this, in upstream licensing, software developers license intellectual property so that their software works with other software and hardware to form a useful customer product. The typical personal computer, for instance, contains software licensed from and between a variety of software developers, such as Adobe, Google, Microsoft, Symantec, and the Linux Foundation.

In so-called “downstream licensing,” software firms use licensing to distribute software to the market and enable use. One feature of the information economy is the innovative ways that software distributors get products to market. Software developers distribute through value added resellers (VARs), original equipment manufacturers (OEMs), distributors, and retailers (e.g., Wal-Mart and Costco). They distribute in boxes, jewel cases, and electronically. Software arrives via email and can be downloaded from websites and bulletin boards. Software even arrives in cereal boxes and with the morning newspaper.

Once an end user gets software, a license often describes the usage rights. End user licensing enables software licensors to provide users with a variety of software products at a variety of price points for a variety of uses. End user licensing allows software firms to offer packages of software and services; flexible client-server computing usage; and the same code to business users at one price, home users for a lower price, students for yet a lower price, and charitable organizations for free. Despite these positive aspects of end user licensing, it has been criticized on many grounds, including concerns about contract formation and whether licenses should be able to limit use and transfer rights that are part of a “first sale” of a copy of a work.

F. Boundaries on Legal Protection

This section on legal protection for software ends on a cautionary note. Intellectual property protection has its limits. The power conferred by a copyright or patent monopoly may not be used to extend those monopolies behind the statutory limits — if a software developer attempts to do so, this “misuse” may result in the suspension of the right to enforce the intellectual property rights. And speaking of monopolies, software firms may run afoul of antitrust law by improper conduct in 13the development or distribution of software. Furthermore, on occasion state law protection may be preempted by federal protection. And sometimes a software use may be defensible as a “fair” and non-infringing use even though it seems to violate an exclusive copyright or trademark right.

V. Direction of the Book

The remaining chapters of this book provide an in-depth look at legal protection for software. Chapter 2 discusses copyright protection, including the protection of the non-literal elements of software. Chapter 3 looks at trade secret protection. Chapter 4 examines how trademarks and trade dress are used in the software industry. Chapter 5 delves into the patentability of software. Chapter 6 covers software licensing, including open source licensing. Chapter 7 addresses the most common question in software development — who owns the intellectual property that is created? Chapter 8 introduces interoperability and industry standards. Chapter 9 discusses the various boundaries around legal protection for software, including fair use, preemption, misuse, and antitrust. Chapter 10 looks at the significance of business models in the software industry.






	1. The commission was called the National Commission on New Technological Uses of Copyrighted Works or “CONTU” for short. See Chapter 2 for a discussion of CONTU’s final report.


	2. 450 U.S. 175 (1981).


	3. Two excellent books provide a fuller history of the software industry: Martin Campbell-Kelly, From Airline Reservations to Sonic the Hedgehog: A History of the Software Industry (2004) (hereafter A History of THE Software Industry); and Michael A. Cusumano, The Business of Software (2004). Useful information on the economics of the information economy in which software plays a starring role can be found in CARL Shapiro & Hal R. Varian, Information Rules: A Strategic Guide to the Network Economy (1999). Thomas Haigh & Paul E. Ceruzzi, A New History of Modern Computing (2021) provides an outstanding general overview of the computer industry.


	4. Office Robots, Fortune, Jan. 1952, at 87.


	5. See also Tracy Kidder, The Soul of A New Machine (1981) (Pulitzer Prize winning book).


	6. See Fredrick P. Brooks, JR., The Mythical Man Month: Essays on Software Engineering 4 (1975) (this book is considered one of the classic works on software development).


	7. Software: The New Driving Force, Bus. Wk., Feb. 27, 1984, at 54.


	8. Campbell-Kelly, A History of the Software Industry, at 5.


	9. To learn more about Oracle Corporation and its founder Larry Ellison, see MIKE WILSON, THE Difference Between God and Larry Ellison: Inside Oracle Corporation (1997).


	10. See Campbell-Kelly, A History of the Software Industry, at 6.


	11. To learn more about the UNIX operating system, see Peter H. Salus, A Quarter Century of UNIX (1994).


	12. Many interesting books about Microsoft and Apple have been written, including Randall E. Stross, The Microsoft Way (1996); and Walter Isaacson, Steve Jobs: The Man Who Thought Different (2011).


	13. See generally Open Sources: Voices from the Open Source Revolution (DiBona, Ockmand, & Stone, eds., 1999); Open Sources 2.0: The Continuing Evolution (DiBona, Cooper, & Stone, eds., 2006). The story of the open source company Red Hat is told in Robert Young & Wendy Goldman Rohn, Under the Radar (1999).


	14. Many interesting books have been written about Google, including Ken Aulleta, Googled: The End of the World AS WE Know IT (2010), and many people enjoyed the movie The Social Network, which depicts the founding of Facebook.


	15. 17 U.S.C. §101.


	16. Software does not include digital content that may be manipulated by the software, such as documents, photos, or music in digital form.


	17. The overall structure in which files are named, stored, and organized.


	18. The core of an operating system that handles basic functions such as managing memory and files, launching applications, and allocating system resources.


	19. A catalogue of filenames.


	20. A collection of programming routines stored in a file.


	21. A point at which a connection is made between elements so that they can work together.


	22. A device-specific software program that enables the computer to work with the device.


	23. See generally Myers, Sandler & Badgett, The Art of Software Testing (3d ed. 2012); Kaner, Falk & Nguyen, Testing Computer Software (2d ed. 1999). See also Pascal Zachery, Show Stopper!: The Breakneck RACE TO Create Windows NT and the NEXT Generation at Microsoft (1994) (describing Microsoft’s race against bugs in releasing its next generation operating system).


	24. See Peter S. Menell, Tailoring Legal Protection for Computer Software, 39 STAN. L. REV. 1329 (1987).


	25. 17 U.S.C. §§101 et seq.


	26. 17 U.S.C. §102(b).


	27. Mazer v. Stein, 347 U.S. 201, 217-218 (1954).


	28. 17 U.S.C. §106.


	29. See New York Times Co. v. Tasini, 533 U.S. 483 (2001).


	30. For works created on or after January 1, 1978, copyright lasts either: from the moment of the work’s creation for a term of the author’s life plus an additional 70 years; or for a “joint work” prepared by two or more authors, 70 years after the last surviving author’s death; or for “works made for hire” and anonymous and pseudonymous works, 95 years from first publication or 120 years from creation, whichever is shorter. See 17 U.S.C. §302.


	31. 714 F.2d 1240 (3d Cir. 1983).


	32. See, e.g., Apple Computer, Inc. v. Microsoft Corp., 35 F.3d 1435 (9th Cir. 1994).


	33. 797 F.2d 1222 (3d Cir. 1986).


	34. See, e.g., Computer Assocs. Int’l, Inc. v. Altai, Inc., 982 F.2d 693 (2d Cir. 1992); Lotus Dev. Corp. v. Borland Int’l, Inc., 49 F.3d 807 (1st Cir. 1996).


	35. See 35 U.S.C. §§1 et seq.


	36. The term of a utility patent is 20 years from the date the inventor files the patent application. See 35 U.S.C. §154(a)(2). The term of a design patent is 15 years from the date the USPTO grants the patent. See 35 U.S.C. 173.


	37. 409 U.S. 63 (1972).


	38. 450 U.S. 175 (1981).


	39. 130 S. Ct. 3218 (2010).


	40. 134 S. Ct. 2347 (2014).


	41. See generally KSR Int’l Co. v. Teleflex, Inc., 127 S. Ct. 1727 (2007).


	42. 18 U.S.C. §§1831-1839.


	43. See Bowers v. Baystate Tech., Inc., 320 F.3d 1317 (Fed. Cir. 2003).


	44. See generally Qualitex Co. v. Jacobson Prods. Co., 514 U.S. 159 (1995). The Qualitex case provides a good general tutorial on trademark protection.


	45. See generally Wal-Mart Stores, Inc. v. Samara Bros., Inc., 529 U.S. 205 (2000). The Samara Bros. case provides a good general tutorial on trade dress protection.


	46. See 15 U.S.C. §§1051 et seq.


	47. See TrafFix Devices, Inc. v. Marketing Displays, Inc., 532 U.S. 23 (2001).








15

· Chapter · 2 Copyright Protection

I. History

The copyrightability of software did not get off to a promising start. When first asked to register software, the U.S. Copyright Office expressed doubt about whether software in its object code form could be registered because of its utilitarian nature. In time, the Copyright Office decided to issue copyright certificates under its “rule of doubt,” meaning that the Office had doubts about the copyrightability of the software but would leave it for the courts ultimately to decide the question in litigation.1 Just as troubling for software developers was the requirement that source code be deposited for public inspection. This requirement defeated trade secret protection for the software. As a consequence, the Copyright Office issued only about 1,200 registration certificates between 1966 and 1978.

By this time Congress was in the midst of a major revision to the 1909 Copyright Act. In 1974 Congress decided to establish a commission to study new uses of copyrighted works in the context of the computer revolution that was then unfolding. The commission, named the National Commission on New Technological Uses of Copyrighted Works (CONTU), took up the question of the copyrightability of software among other issues. CONTU’s Final Report opined that “computer programs, to the extent that they embody an author’s original creation, are the proper subject matter of copyright.” 2 Although CONTU concluded that software was already copyrightable under the Copyright Act of 1976 (enacted during CONTU’s deliberations), it nonetheless recommended that Congress add a definition of “computer program” to Section 101 and make certain changes to Section 117 to allow for archival copies and certain adaptations necessary to run software on a computer. Congress duly passed these amendments in 1980.3
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Congress’s action did not end the debate about the copyrightability of software, particularly operating systems and software in its object code form. Scholars continued to raise questions and criticize CONTU’s conclusions.4 Litigants raised these issues as well, culminating in the Apple Computer, Inc. v. Franklin Computer Corp. case that follows.

II. Protecting the Literal Elements of Software

Apple Computer, Inc. v. Franklin Computer Corp.

714 F.2d 1240 (3d Cir. 1983)

SLOVITER, Circuit Judge.

I.

Apple Computer, Inc. appeals from the district court’s denial of a motion to preliminarily enjoin Franklin Computer Corp. from infringing the copyrights Apple holds on fourteen computer programs. In this case the district court denied the preliminary injunction, inter alia, because it had “some doubt as to the copyrightability of the programs.” Apple Computer, Inc. v. Franklin Computer Corp., 545 F. Supp. 812, 812 (E.D. Pa.1982). This legal ruling has considerable significance to the computer services industry.

II.

Apple, one of the computer industry leaders, manufactures and markets personal computers (microcomputers), related peripheral equipment such as disk drives (peripherals), and computer programs (software). It presently manufactures Apple II computers and distributes over 150 programs. Apple has sold over 400,000 Apple II computers. One of the byproducts of Apple’s success is the independent development by third parties of numerous computer programs which are designed to run on the Apple II computer.

Franklin, the defendant below, manufactures and sells the ACE 100 personal computer and at the time of the hearing had sold fewer than 1,000 computers. The ACE 100 was designed to be “Apple compatible,” so that peripheral equipment and software developed for use with the Apple II computer could be used in conjunction with the ACE 100. Franklin’s copying of Apple’s operating system computer programs in an effort to achieve such compatibility precipitated this suit.

Like all computers both the Apple II and ACE 100 have a central processing unit (CPU) which is the integrated circuit that executes programs. In lay terms, the CPU does the work it is instructed to do. Those instructions are contained on computer programs. The CPU can only follow instructions written in object code. However, programs are usually written in source code which is more intelligible to humans. Programs written in source code can be converted 17or translated by a “compiler” program into object code for use by the computer. Programs are generally distributed only in their object code version stored on a memory device.

A computer program can be stored or fixed on a variety of memory devices, two of which are of particular relevance for this case. The ROM (Read Only Memory) is an internal permanent memory device consisting of a semi-conductor “chip” which is incorporated into the circuitry of the computer. A program in object code is embedded on a ROM before it is incorporated in the computer. Information stored on a ROM can only be read, not erased or rewritten. The ACE 100 apparently contains EPROMS (Erasable Programmable Read Only Memory) on which the stored information can be erased and the chip reprogrammed, but the district court found that for purposes of this proceeding, the difference between ROMs and EPROMs is inconsequential. The other device used for storing the programs at issue is a diskette or “floppy disk,” an auxiliary memory device consisting of a flexible magnetic disk resembling a phonograph record, which can be inserted into the computer and from which data or instructions can be read.

Computer programs can be categorized by function as either application programs or operating system programs. Application programs usually perform a specific task for the computer user, such as word processing, checkbook balancing, or playing a game. In contrast, operating system programs generally manage the internal functions of the computer or facilitate use of application programs. The parties agree that the fourteen computer programs at issue in this suit are operating system programs.

Apple filed suit in the United States District Court for the Eastern District of Pennsylvania, alleging that Franklin was liable for copyright infringement of the fourteen computer programs. Franklin’s answer in respect to the copyright counts included the affirmative defense that the programs contained no copyrightable subject matter.

After expedited discovery, Apple moved for a preliminary injunction to restrain Franklin from using, copying, selling, or infringing Apple’s copyrights. Apple produced evidence at the hearing in the form of affidavits and testimony that programs sold by Franklin in conjunction with its ACE 100 computer were virtually identical with those covered by the fourteen Apple copyrights. The variations that did exist were minor, consisting merely of such things as deletion of reference to Apple or its copyright notice. James Huston, an Apple systems programmer, concluded that the Franklin programs were “unquestionably copied from Apple and could not have been independently created.” He reached this conclusion not only because it is “almost impossible for so many lines of code” to be identically written, but also because his name, which he had embedded in one program (Master Create), and the word “Applesoft,” which was embedded in another (DOS 3.3), appeared on the Franklin master disk.

Franklin did not dispute that it copied the Apple programs. Its witness admitted copying each of the works in suit from the Apple programs. Its factual defense was directed to its contention that it was not feasible for Franklin to write its own operating system programs. David McWherter, now Franklin’s vice-president of engineering, testified he spent 30-40 hours in November 1981 making a study to determine if it was feasible for Franklin to write its own Autostart ROM program and concluded it was not because “there were just too many entry points in relationship to the number of instructions in the program.” Entry points at specific locations in the program can be used by programmers to mesh their application 18programs with the operating system program. McWherter concluded that use of the identical signals was necessary in order to ensure 100% compatibility with application programs created to run on the Apple computer. He admitted that he never attempted to rewrite Autostart ROM and conceded that some of the works in suit (i.e., Copy, Copy A, Master Create, and Hello) probably could have been rewritten by Franklin.

Franklin’s principal defense at the preliminary injunction hearing and before us is primarily a legal one, directed to its contention that the Apple operating system programs are not capable of copyright protection.

We read the district court opinion as presenting the following legal issues: whether copyright can exist in a computer program expressed in object code; . . . and whether copyright can exist in an operating system program.

III.

[Omitted]

IV.

A. Copyrightability of a Computer Program Expressed in Object Code

The copyright statute enumerates seven categories under “works of authorship” including “literary works”, defined as follows:


“Literary works” are works, other than audio-visual works, expressed in words, numbers, or other verbal or numerical symbols or indicia, regardless of the nature of the material objects, such as books, periodicals, manuscripts, phonorecords, film, tapes, disks, or cards, in which they are embodied.



17 U.S.C. §101.…

Although section 102(a) does not expressly list computer programs as works of authorship, the legislative history suggests that programs were considered copyrightable as literary works. See H.R. Rep. No. 1476, 94th Cong., 2d Sess. 54, reprinted in 1976 U.S. Code Cong. & Ad. News 5659, 5667 (“‘literary works’…includes…computer programs”).

The CONTU Final Report recommended that the copyright law be amended, inter alia, “to make it explicit that computer programs, to the extent that they embody an author’s original creation, are proper subject matter of copyright.” National Commission on New Technological Uses of Copyrighted Works, Final Report 1 (1979) [hereinafter CONTU Report]. CONTU recommended two changes relevant here: that section 117, the status quo provision, be repealed and replaced with a section limiting exclusive rights in computer programs so as “to ensure that rightful possessors of copies of computer programs may use or adapt these copies for their use,” id.; and that a definition of computer program be added to section 101. Id. at 12. Congress adopted both changes. Act of Dec. 12, 1980, Pub. L. No. 96-517, §10, 94 Stat. 3015, 3028. The revisions embodied CONTU’s recommendations to clarify the law of copyright of computer software. H.R. Rep. No. 1307, 96th Cong., 2d Sess. 23.

Copyright extends to works in any tangible means of expression “from which they can be perceived, reproduced, or otherwise communicated, either directly or with the aid of a machine or device.” 17 U.S.C. §102(a) (emphasis added). Further, the definition of “computer 19program” adopted by Congress in the 1980 amendments is “sets of statements or instructions to be used directly or indirectly in a computer in order to bring about a certain result.” 17 U.S.C. §101 (emphasis added). As source code instructions must be translated into object code before the computer can act upon them, only instructions expressed in object code can be used “directly” by the computer. This definition was adopted following the CONTU Report in which the majority clearly took the position that object codes are proper subjects of copyright. See CONTU Report at 21. The majority’s conclusion was reached although confronted by a dissent based upon the theory that the “machine-control phase” of a program is not directed at a human audience. See CONTU Report at 28-30 (dissent of Commissioner Hersey).

The district court expressed uncertainty as to whether a computer program in object code could be classified as a “literary work.” However, the category of “literary works,” one of the seven copyrightable categories, is not confined to literature in the nature of Hemingway’s For Whom the Bell Tolls. The definition of “literary works” in section 101 includes expression not only in words but also “numbers, or other…numerical symbols or indicia,” thereby expanding the common usage of “literary works.”

B.

[Omitted]

C. Copyrightability of Computer Operating System Programs

We turn to the heart of Franklin’s position on appeal which is that computer operating system programs, as distinguished from application programs, are not the proper subject of copyright “regardless of the language or medium in which they are fixed.”

1. “Process”, “System,” or “Method of Operation”

Franklin argues that an operating system program is either a “process,” “system,” or “method of operation” and hence uncopyrightable. Franklin correctly notes that underlying section 102(b) is the distinction which must be made between property subject to the patent law, which protects discoveries, and that subject to copyright law, which protects the writings describing such discoveries. However, Franklin’s argument misapplies that distinction in this case. Apple does not seek to copyright the method which instructs the computer to perform its operating functions but only the instructions themselves. The method would be protected, if at all, by the patent law, an issue as yet unresolved. See Diamond v. Diehr, 450 U.S. 175, 101 S. Ct. 1048, 67 L. Ed. 2d 155 (1981).

Franklin’s attack on operating system programs as “methods” or “processes” seems inconsistent with its concession that application programs are an appropriate subject of copyright. Both types of programs instruct the computer to do something. Therefore, it should make no difference for purposes of section 102(b) whether these instructions tell the computer to help prepare an income tax return (the task of an application program) or to translate a high-level language program from source code into its binary language object code form. Since it is only the instructions which are protected, a “process” is no more involved because the instructions in an operating system program may be used to activate the operation of the computer than it would be if instructions were written in ordinary English in a manual which described the necessary steps to activate an intricate complicated machine. 20There is, therefore, no reason to afford any less copyright protection to the instructions in an operating system program than to the instructions in an application program.

Franklin’s argument, receptively treated by the district court, that an operating system program is part of a machine mistakenly focuses on the physical characteristics of the instructions. But the medium is not the message. The mere fact that the operating system program may be etched on a ROM does not make the program either a machine, part of a machine, or its equivalent. Furthermore, as one of Franklin’s witnesses testified, an operating system does not have to be permanently in the machine in ROM, but it may be on some other medium, such as a diskette or magnetic tape, where it could be readily transferred into the temporary memory space of the computer.

Franklin also argues that the operating systems cannot be copyrighted because they are “purely utilitarian works” and that Apple is seeking to block the use of the art embodied in its operating systems. In Mazer v. Stein, 347 U.S. 201, 218, 74 S. Ct. 460, 471, 98 L. Ed. 630 (1954), the Court stated: “We find nothing in the copyright statute to support the argument that the intended use or use in industry of an article eligible for copyright bars or invalidates its registration. We do not read such a limitation into the copyright law.” Id. at 218, 74 S. Ct. at 471. The CONTU majority also rejected the expansive view some courts have given Baker v. Selden, and stated, “That the words of a program are used ultimately in the implementation of a process should in no way affect their copyrightability.” Id. at 21. It referred to “copyright practice past and present, which recognizes copyright protection for a work of authorship regardless of the uses to which it may be put.” Id. The Commission continued: “The copyright status of the written rules for a game or a system for the operation of a machine is unaffected by the fact that those rules direct the actions of those who play the game or carry out the process.” Id.

Perhaps the most convincing item leading us to reject Franklin’s argument is that the statutory definition of a computer program as a set of instructions to be used in a computer in order to bring about a certain result, 17 U.S.C. §101, makes no distinction between application programs and operating programs.

2. Idea/Expression Dichotomy

Franklin’s other challenge to copyright of operating system programs relies on the line which is drawn between ideas and their expression. The expression/idea dichotomy is now expressly recognized in section 102(b) which precludes copyright for “any idea.”

Many of the courts which have sought to draw the line between an idea and expression have found difficulty in articulating where it falls. We believe that in the context before us, a program for an operating system, the line must be a pragmatic one, which also keeps in consideration “the preservation of the balance between competition and protection reflected in the patent and copyright laws.” Herbert Rosenthal Jewelry Corp. v. Kalpakian, 446 F.2d 738, 742 (9th Cir.1971). We focus on whether the idea is capable of various modes of expression. If other programs can be written or created which perform the same function as an Apple’s operating system program, then that program is an expression of the idea and hence copyrightable. In essence, this inquiry is no different than that made to determine whether the expression and idea have merged, which has been stated to occur where there are no or few other ways of expressing a particular idea.
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The district court made no findings as to whether some or all of Apple’s operating programs represent the only means of expression of the idea underlying them. Although there seems to be a concession by Franklin that at least some of the programs can be rewritten, we do not believe that the record on that issue is so clear that it can be decided at the appellate level. Therefore, if the issue is pressed on remand, the necessary finding can be made at that time.

Franklin claims that whether or not the programs can be rewritten, there are a limited “number of ways to arrange operating systems to enable a computer to run the vast body of Apple-compatible software.” This claim has no pertinence to either the idea/expression dichotomy or merger. The idea which may merge with the expression, thus making the copyright unavailable, is the idea which is the subject of the expression. The idea of one of the operating system programs is, for example, how to translate source code into object code. If other methods of expressing that idea are not foreclosed as a practical matter, then there is no merger. Franklin may wish to achieve total compatibility with independently developed application programs written for the Apple II, but that is a commercial and competitive objective which does not enter into the somewhat metaphysical issue of whether particular ideas and expressions have merged.

* * *

Questions

1. General Discussion Questions

1.1 Does copyright protection for software further the goals of copyright law? Would refusing copyright protection better serve the goals of copyright?

1.2 Does it make sense to protect software in some forms but not others? To protect certain types of software (e.g., applications) and not others (e.g., operating systems)? Should the storage medium bear on copyright protection?

1.3 Does the utilitarian nature of software categorically rule out copyright protection?

1.4 Assuming copyright protection furthers the goals of copyright, how does copyright law create balance between protection and the public domain?

1.5 Professor Samuelson argued in 1984 that disclosure of source code should be the quid pro quo for protection of object code.5 From the perspective of furthering the goals of copyright, do you agree? What about from the overall standpoint of innovation policy?

1.6 Franklin Computer was not successful in arguing that copyright’s merger doctrine permitted copying for platform compatibility. What other areas of law might sustain this argument?
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2. Litigation Questions

2.1 Why did Apple sue a small company like Franklin Computer? Was it wise to do so?

2.2 Why did Apple bring a motion for preliminary injunction? What are the advantages and disadvantages of this litigation strategy?

3. Business Law Questions

3.1 If you were advising Franklin Computer, what alternatives would you propose to copying Apple’s operating system software? Consider technical, contractual, public relations, and political alternatives.

3.2 If you were advising Franklin Computer following the ruling in Apple v. Franklin, what strategic alternatives would you propose for consideration?

Exercises

1. Sitting as commissioner in a new CONTU, draft the key elements of a sui generis law for legal protection for software. Focus on the following: duration of protection; scope of protection; whether “fair use” copying would be permissible; interaction between copyright and patent law.

2. Representing Franklin Computer in the Apple v. Franklin case, advise your client on nonlitigation approaches to solving the issues presented in the case. To get a better feel and appreciation of the attorneyclient interaction, break into pairs, with one student playing the role of the lawyer and one the role of the client.

III. Protecting the Nonliteral Elements of Software: Program Structure

The Apple v. Franklin decision (and other cases reaching the same result) largely put to rest the debate about whether copyright protects software source code, object code, and visual displays from literal copying. Courts next turned their attention to whether copyright would protect the nonliteral elements of software — its structure, sequence, and organization. Some people refer to these cases as the “look and feel” cases although this nomenclature is better suited to a trade dress case.

One of the first cases to address this issue was Whelan Associates v. Jaslow Dental Laboratory, Inc. As you will see, the court held that copyright protects the nonliteral aspects of software. In so doing, however, the court’s analysis seemed to provide very encompassing protection. You can consider Whelan the highwater mark for protection of the nonliteral aspects of software because later cases took a different approach. To understand the issues, study the Whelan case and then the Computer Associates v. Altai, Inc., Gates Rubber Co. v. Bando Chemical Industries, Data East USA, Inc. v. Epyx, Inc., Apple Computer, Inc. v. Microsoft Corp., Lotus 23Development Corp. v. Borland International, Inc., , and Google v. Oracle cases that came after it.

Whelan Associates, Inc. v. Jaslow Dental Laboratory, Inc.

797 F.2d 1222 (3d Cir. 1986)

BECKER, Circuit Judge.

This appeal involves a computer program for the operation of a dental laboratory, and calls upon us to apply the principles underlying our venerable copyright laws to the relatively new field of computer technology to determine the scope of copyright protection of a computer program. More particularly, in this case of first impression in the courts of appeals, we must determine whether the structure (or sequence and organization) of a computer program is protectible by copyright, or whether the protection of the copyright law extends only as far as the literal computer code.

Jaslow Dental Laboratory, Inc. (“Jaslow Lab”) is a Pennsylvania corporation in the business of manufacturing dental prosthetics and devices. Whelan Associates, Inc. (“Whelan Associates”) is also a Pennsylvania corporation, engaged in the business of developing and marketing custom computer programs.

Jaslow Lab, like any other small- or medium-sized business of moderate complexity, has significant bookkeeping and administrative tasks. Each order for equipment must be registered and processed; inventory must be maintained; customer lists must be continually updated; invoicing, billing, and accounts receivable, must be dealt with. While many of these functions are common to all businesses, the nature of the dental prosthetics business apparently requires some variations on the basic theme. Although Rand Jaslow had not had extensive experience with computers, he believed that the business operations of Jaslow Lab could be made more efficient if they were computerized. In early 1978, he therefore bought a small personal computer and tried to teach himself how to program it so that it would be of use to Jaslow Lab. Although he wrote a program for the computer, he was ultimately not successful, limited by both his lack of expertise and the relatively small capacity of his particular computer.

A few months later, stymied by his own lack of success but still confident that Jaslow Lab would profit from computerization, Rand Jaslow hired the Strohl Systems Group, Inc. (“Strohl”), a small corporation that developed custom-made software to develop a program that would run on Jaslow Lab’s new IBM Series One computer and take care of the Lab’s business needs. Jaslow Lab and Strohl entered into an agreement providing that Strohl would design a system for Jaslow Lab’s needs and that after Strohl had installed the system Strohl could market it to other dental laboratories. Jaslow Lab would receive a 10% royalty on all such sales. The person at Strohl responsible for the Jaslow Lab account was Elaine Whelan, an experienced programmer who was an officer and half-owner of Strohl.

Ms. Whelan’s first step was to visit Jaslow Lab and interview Rand Jaslow and others to learn how the laboratory worked and what its needs were. She also visited other dental laboratories and interviewed people there, so that she would better understand the layout, workflow, and administration of dental laboratories generally. After this education into the ways of dental laboratories, and Jaslow Lab, in particular, Ms. Whelan wrote a program called 24Dentalab for Jaslow Lab. Dentalab was written in a computer language known as EDL (Event Driven Language), so that it would work with IBM Series One machines. The program was completed and was operative at Jaslow Lab around March 1979.

Presumably with an eye towards exploiting the economic potential of the Dentalab program, Ms. Whelan left Strohl in November, 1979, to form her own business, Whelan Associates, Inc., which acquired Strohl’s interest in the Dentalab program. Shortly thereafter, Whelan Associates entered into negotiations with Jaslow Lab for Jaslow Lab to be Whelan Associates’ sales representative for the Dentalab program. Whelan Associates and Jaslow Lab entered into an agreement on July 30, 1980, according to which Jaslow Lab agreed to use its “best efforts and to act diligently in the marketing of the Dentalab package,” and Whelan Associates agreed to “use its best efforts and to act diligently to improve and augment the previously successfully designed Dentalab package.” The agreement stated that Jaslow Lab would receive 35% of the gross price of any programs sold and 5% of the price of any modifications to the programs. The agreement was for one year and was then terminable by either party on thirty days’ notice.

The parties’ business relationship worked successfully for two years. During this time, as Rand Jaslow became more familiar with computer programming, he realized that because Dentalab was written in EDL it could not be used on computers that many of the smaller dental prosthetics firms were using, for which EDL had not been implemented. Sensing that there might be a market for a program that served essentially the same function as Dentalab but that could be used more widely, Rand Jaslow began in May or June of 1982 to develop in his spare time a program in the BASIC language for such computers. That program, when completed, became the alleged copyright infringer in this suit; it was called the Dentcom PC program (“Dentcom program”).

It appears that Rand Jaslow was sanguine about the prospects of his program for smaller computers. After approximately a year of work, on May 31, 1983, his attorney sent a letter to Whelan Associates giving one month notice of termination of the agreement between Whelan Associates and Jaslow Lab. The letter stated that Jaslow Lab considered itself to be the exclusive marketer of the Dentalab program which, the letter stated, “contains valuable trade secrets of Jaslow Dental Laboratory.” The letter concluded with a thinly veiled threat to Whelan Associates: “I…look for your immediate response confirming that you will respect the rights of Jaslow and not use or disclose to others the trade secrets of Jaslow.”

Approximately two months later, Rand Jaslow formed Dentcom, Inc. to sell the Dentcom program. At about the same time, Rand Jaslow and Jaslow Lab employed a professional computer programmer, Jonathan Novak, to complete the Dentcom program. The program was soon finished, and Dentcom proceeded to sell it to dental prosthetics companies that had personal computers. Dentcom sold both the Dentalab and Dentcom programs, and advertised the Dentcom program as “a new version of the Dentalab computer system.”

Despite Jaslow Lab’s May 31 letter warning Whelan Associates not to sell the Dentalab program, Whelan Associates continued to market Dentalab. This precipitated the present litigation. On June 30, 1983, Jaslow Lab filed suit in the Court of Common Pleas of Montgomery County (Pennsylvania), alleging that Whelan Associates had misappropriated its trade secrets. Whelan Associates responded by filing the instant suit in the United States District Court for the Eastern District of Pennsylvania on September 21, 1983. Whelan 25Associates alleged that Dentcom’s licensing of the Dentalab and Dentcom programs infringed Whelan Associates’ copyright in Dentalab.

Jaslow claimed that Whelan Associates’ copyright was invalid. Defendants also averred that Rand Jaslow had developed the Dentcom system independently, and therefore could not have violated Whelan Associates’ copyright, even if the copyright were valid. The first procedural blow was struck by the defendants, who moved almost immediately for a preliminary injunction to enjoin Whelan Associates from using Jaslow Labs’ trade secrets. After a three-day hearing, the district court denied the motion. At trial, Whelan Associates continued to press all of its copyright violations, unfair competition, and tortious interference with contractual relations. The defendants abandoned the trade secret claim that had failed them in the preliminary injunction battle, but continued to deny Whelan Associates’ allegations.

The principal witnesses were Elaine Whelan, Rand Jaslow, and two expert witnesses, Dr. Thomas Moore for Whelan Associates and Stephen Ness on behalf of the defendants. Whelan and Jaslow testified about the dealings and negotiations between the parties. Dr. Moore and Mr. Ness examined the programs and testified about the programs’ similarities and differences. Dr. Moore testified that although the Dentcom program was not a translation of the Dentalab system, the programs were similar in three significant respects. He testified that most of the file structures, and the screen outputs, of the programs were virtually identical. He also testified that five particularly important “subroutines” within both programs — order entry, invoicing, accounts receivable, end of day procedure, and end of month procedure — performed almost identically in both programs. Mr. Ness compared the source and object codes of the Dentalab, Dentcom, and Datamaster programs, and testified at length about the many ways that the programs differed from one another. He concluded that “substantive differences in programming style, in programming structure, in algorithms and data structures, all indicate that the Dentcom system is not directly derived from either of the other systems.” In his written report, however, which was entered into evidence, Mr. Ness conceded that the Dentalab and Dentcom programs had “overall structural similarities.”

The district court ruled for Whelan Associates on all grounds. The court thus concluded that Whelan Associates’ copyright in the Dentalab System was valid, and that Dentcom’s sales of the Dentalab program were violations of that copyright.

The court also found that Rand Jaslow had not created the Dentcom system independently, and that the Dentcom system, although written in a different computer language from the Dentalab, and although not a direct transliteration of Dentalab, was substantially similar to Dentalab because its structure and overall organization were substantially similar.

[T]he coding process is a comparatively small part of programming. By far the larger portion of the expense and difficulty in creating computer programs is attributable to the development of the structure and logic of the program, and to debugging, documentation, and maintenance, rather than to the coding. See Frank, Critical Issues in Software 22 (1983) (only 20% of the cost of program development goes into coding); Zelkowitz, Perspective on Software Engineering, 10 Computing Surveys 197-216 (June, 1978). See also InfoWorld, Nov. 11, 1985 at 13 (“the ‘look and feel’ of a computer software product often involves much more creativity and often is of greater commercial value than the program code which implements 26the product…”). The evidence in this case shows that Ms. Whelan spent a tremendous amount of time studying Jaslow Labs, organizing the modules and subroutines for the Dentalab program, and working out the data arrangements, and a comparatively small amount of time actually coding the Dentalab program.

It is well, though recently, established that copyright protection extends to a program’s source and object codes. In this case, however, the district court did not find any copying of the source or object codes, nor did the plaintiff allege such copying. Rather, the district court held that the Dentalab copyright was infringed because the overall structure of Dentcom was substantially similar to the overall structure of Dentalab. The question therefore arises whether mere similarity in the overall structure of programs can be the basis for a copyright infringement, or, put differently, whether a program’s copyright protection covers the structure of the program or only the program’s literal elements, i.e., its source and object codes.

Title 17 U.S.C. §102(a)(1) extends copyright protection to “literary works,” and computer programs are classified as literary works for the purposes of copyright. The copyrights of other literary works can be infringed even when there is no substantial similarity between the works’ literal elements. One can violate the copyright of a play or book by copying its plot or plot devices. See, e.g., Twentieth Century-Fox Film Corp. v. MCA, Inc., 715 F.2d 1327, 1329 (9th Cir. 1983) (13 alleged distinctive plot similarities between Battlestar Galactica and Star Wars may be basis for a finding of copyright violation); Sid & Marty Krofft Television Productions, Inc., 562 F.2d at 1167 (similarities between McDonaldland characters and H.R. Pufnstuf characters can be established by “‘total concept and feel’” of the two productions (quoting Roth Greeting Cards v. United Card Co., 429 F.2d 1106, 1110 (9th Cir. 1970)); Sheldon v. Metro-Goldwyn Pictures Corp., 81 F.2d 49, 54-55 (2nd Cir. 1936); Nichols v. Universal Pictures Corp., 45 F.2d 119, 121 (2d Cir. 1930) (copyright “cannot be limited literally to the text, else a plagiarist would escape by immaterial variations”). By analogy to other literary works, it would thus appear that the copyrights of computer programs can be infringed even absent copying of the literal elements of the program. Defendants contend, however, that what is true of other literary works is not true of computer programs. They assert two principal reasons, which we consider in turn.

It is axiomatic that copyright does not protect ideas, but only expressions of ideas. Defendants argue that the structure of a computer program is, by definition, the idea and not the expression of the idea, and therefore that the structure cannot be protected by the program copyright. Under the defendants’ approach, any other decision would be contrary to §102(b). We divide our consideration of this argument into two parts. First, we examine the caselaw concerning the distinction between idea and expression, and derive from it a rule for distinguishing idea from expression in the context of computer programs. We then apply that rule to the facts of this case.

1. A rule for distinguishing idea from expression in computer programs — It is frequently difficult to distinguish the idea from the expression thereof. No less an authority than Learned Hand, after a career that included writing some of the leading copyright opinions, concluded that the distinction will “inevitably be ad hoc.” Peter Pan Fabrics, Inc. v. Martin Weiner Corp., 274 F.2d 487, 489 (2d Cir.1960). Although we acknowledge the wisdom of Judge Hand’s remark, we feel that a review of relevant copyright precedent will enable us to formulate a 27rule applicable in this case. In addition, precisely because the line between idea and expression is elusive, we must pay particular attention to the pragmatic considerations that underlie the distinction and copyright law generally. In this regard, we must remember that the purpose of the copyright law is to create the most efficient and productive balance between protection (incentive) and dissemination of information, to promote learning, culture, and development. See U.S. Const. Art. I, §8, cl. 8.

The Court’s test in Baker v. Selden suggests a way to distinguish idea from expression. Just as Baker v. Selden focused on the end sought to be achieved by Selden’s book, the line between idea and expression may be drawn with reference to the end sought to be achieved by the work in question. In other words, the purpose or function of a utilitarian work would be the work’s idea, and everything that is not necessary to that purpose or function would be part of the expression of the idea. Where there are various means of achieving the desired purpose, then the particular means chosen is not necessary to the purpose; hence, there is expression, not idea.

2. Application of the general rule to this case — The rule proposed here is certainly not problem-free. The rule has its greatest force in the analysis of utilitarian or “functional” works, for the purpose of such works is easily stated and identified.…

Despite the fact that copyright protection extends to sequence and form in the computer context, unless we are able to answer “if sequencing and ordering [are] expression, what separable idea is being expressed?” we would have to hold that the structure of the Dentalab program is part of its idea and is thus not protectible by copyright. Our answer: the idea is the efficient organization of a dental laboratory (presumably, this poses different problems from the efficient organization of some other kinds of laboratories or businesses). Because there are a variety of program structures through which that idea can be expressed, the structure is not a necessary incident to that idea.

Defendants’ second argument is that even if copyright protection is not limited to computer programs’ literal elements as a matter of law, there is insufficient evidence of substantial similarity presented in this case to support a finding of copyright infringement.

Dr. Moore discussed the crucial issue in this case, the similarities and differences in the programs’ structures. For example, when he discussed the programs’ invoicing sub-routine, Dr. Moore testified as follows:


In the DentaLab system, the same kind of thing again, same information is up there, description, unit price, extension, items and program reads all those things in from te [sic] number of files actually, and displays them and then gives the operator a number of options to change the order as it appears on the screen to skip this one, to cancel it, or to accept it.

The same choices are given in Dentalab systems, change, skip, cancel.

Assuming that the order is accepted, both systems then calculate the money, calculate the amount of money that will be billed, and at this point they use the price code to find which of the four prices are to be charged for this particular customer. Both systems do that. They pick that one of the four prices and calculate the total amount, write [sic] then the record of this invoice that has been formed to show the 28invoice’s file, sets the flag in the order’s file to show that this order has now been invoiced so that it doesn’t get reinvoiced.

Q. What is a flag?

A. Well, a flag would be, in this case, a certain location is marked I for invoices, just an indicator that invoicing has been done on this record.

Q. Both used it?

A. Both used a flag. I don’t remember whether Dentcom uses a letter I or some other symbol, but there is a flag there that it’s a field number 12, in which it’s indicated that this file has been invoiced or this order has been invoiced.

Q. Do you have any comment about the invoicing?

A. Well, I think it should be clear, it was clear to me from going through these programs that there is a very marke[d] similarity between the two, that they, item by item, are doing pretty much the same thing with the same fields in the same files, and accomplishing roughly the same results.

So there was quite a match, line by line, between these two, flow in these two.

Q. What do you conclude from that?

A. Well, back together with the file’s structure, sort of set up with the — how the programs have to proceed. I would think that the person who designed or constructed the DentaLab system must have been thoroughly familiar with the Dentcom system.

The person who constructed the Dentcom system must have been familiar with the series one system, because the same file structure and same program steps are followed, same overall flow takes place in both systems.



Dr. Moore’s testimony about Dentcom’s and Dentalab’s month-end subroutines also demonstrates the structural comparisons in which he engaged:


Q. What did you find in month-end?

A. Okay. Month-end, the calling program in Dentcom, this obviously is done at the end of each month.

In the Dentcom system there is a program called MOEND, which chains all these other programs, that is, MOEND calls MOPRDL, and after that program runs, goes back to MEEND, calls the print sale and so on.

In the Dentalab system there is a supervisory program also called MOEND, and that system calls or runs a series of programs doing various functions.

Now if we look at the functions done by the programs in order, we find that they are the same except for a flipping of the order in the first two things.

The Dentcom system, it first prints product group report, and then prints the monthly customer sales analysis.

In Dentalab, just reverses, prints sales analysis first, product group report second.

After that, both systems do the same thing in the same order.

They now do accounts receivable aging, since a month has gone by they have to update all the 30 days, 60 days, et cetera, calculate service charges. Then they print the monthly AR reports that had to do with service charges, only those that involve service charges, they both do that. Then they both print the age file balance, balance 29report, and following that they print the month and accounts receivable report. That’s the total accounts receivable rport [sic].

Then they both go through and look for accounts that are not active that month, and print a list of these accounts, accounts not serviced, an account that doesn’t have any access.

The final thing that the Dentcom system does is to calculate the new AR total for the entire lab, which I mentioned is contained in the company file.

DentaLab doesn’t keep that total, so that’s the last item, that is not as far as I can tell, done by DentaLab. I may have said — did I say Dentcom keeps that total? DentaLab does not. That’s the only difference.



Dr. Moore testified in similar detail and to similar effect about the other three subroutines that he felt were particularly important, order entry, accounts receivable, and day’s end. This testimony, in addition to Dr. Moore’s exhaustive comparison of the two programs’ file structures, and his testimony about the screen outputs, demonstrates the marked similarity between the programs. Defendants’ argument as to sufficiency of the evidence therefore fails.

VII. Conclusion

We hold that (1) copyright protection of computer programs may extend beyond the programs’ literal code to their structure, sequence, and organization, and (2) the district court’s finding of substantial similarity between the Dentalab and Dentcom programs was not clearly erroneous. The judgment of the district court will therefore be affirmed.

Appendix A

Order Entry Programs



	Dentcom PC Systems
	Dentalab System



	Primary Menu, choose (1)
	Primary Menu, choose (1)



	Production MENU
	Production SCHEDULING



	Production menu choose (1)
	Production Menu, choose (1)



	ORDER ENTRY
	ORDER ENTRY



	ORDER ENTRY program
	DL1000 program (Order entry)



	“ENTER ACCOUNT NAME KEY:
	“ENTER ACCOUNT OR NAMEKEY” Check CUSTMAST for valid customer.



	Check CUSTMAST for valid customer. If valid, read CUSTMAST file for this customer
	Read CUSTMAST file on this customer.



	If yes, increment order # in ORDERS
	Increment sequential order no. in ORDERS. Display customer name, address.



	Display entry screen, patient shade, mould, remake, call Dr.?
	Display entry screen (6.6), patient shade, remake, call Dr.?




30



	case/span #, Drs. request date, final case statut T, F, B, R.
	Pan #, Dr’s. request date.



	IS THIS SCREEN CORRECT?
	



	If yes ask for first department number. Display dept. order screen (P10) (list of item in this dept. from ITEMMAST)
	Ask for first department number. Display dept. order screen (6.8-6.11) (list of items in this dept. from ITEMMAST)



	User entry choices
	User entry choices



	System adds days in dept. from COMPANY to present date to find due out date. Time is of AM. “Noon” or PM. System accummulates [sic] case load by product of item load factor X quantity.
	System adds days in dept. (DAYVAL) to present date to find due out date. System computes workload for dept/day out by product of load factor X quantity.



	ITEMMAST
	ITEMMAST



	Adds this to load already in DEPTLOAD for date out.
	Add this to load already in DAYVAL for date out.




* * *

Questions

1. General Discussion Questions

1. What does the court consider the most valuable aspects of software? How do you think the court’s decision was influenced by this consideration?

2. Do you agree with the court that because the nonliteral aspects of other copyrighted works are protected, the same should hold true for software?

3. How does the court use the idea/expression dichotomy to limit protection? Do you agree with the court’s articulation and application of that limitation?

4. Do you agree that the evidence presented in this case proved substantial similarity of the copyrightable aspects of the software’s structure, sequence, and organization? Consider Dr. Moore’s testimony. Consider Appendix A.

2. Litigation Questions

2.1 Notice that Jaslow initiated the litigation in Whelan v. Jaslow. Why did Jaslow do so? Evaluate the wisdom of Jaslow’s strategy.

2.2 Why did Jaslow bring the lawsuit in state court? Why did the case get removed to federal court?

2.3 Why did Jaslow move for preliminary injunction? Evaluate the advantages and disadvantages of this strategy.

3. Business Law Questions

3.1 Describe the business dealings between Jaslow and Whelan. Why did Jaslow disrupt the business relationship with litigation? Evaluate the wisdom of this strategy.

3.2 Assume Jaslow approached you for advice prior to litigation. What business alternatives would you have presented for Jaslow’s consideration?
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Exercises

Begin by understanding the business relationship described in the case and the way the litigation unfolded. Then:

1. Serving as legal counsel to Rand Jaslow, advise him on litigation and nonlitigation approaches to the issues presented in the case. To get a better feel and appreciation of the attorneyclient interaction, break into pairs, with one student playing the role of Jaslow and one the role of Jaslow’s lawyer.

2. Serving as legal counsel to Elaine Whelan, advise her on litigation and nonlitigation approaches to the issues presented in the case. To get a better feel and appreciation of the attorneyclient interaction, break into pairs, with one student playing the role of Whelan and one the role of Whelan’s lawyer.

Computer Associates International, Inc. v. Altai, Inc.

982 F.2d 693 (2d Cir. 1992)

WALKER, Circuit Judge.

In recent years, the growth of computer science has spawned a number of challenging legal questions, particularly in the field of copyright law. As scientific knowledge advances, courts endeavor to keep pace, and sometimes — as in the area of computer technology — they are required to venture into less than familiar waters. This is not a new development, though. “From its beginning, the law of copyright has developed in response to significant changes in technology.” Sony Corp. v. Universal City Studios, Inc., 464 U.S. 417, 430, 104 S. Ct. 774, 782, 78 L. Ed. 2d 574 (1984).

Thus, the copyright law seeks to establish a delicate equilibrium. On the one hand, it affords protection to authors as an incentive to create, and, on the other, it must appropriately limit the extent of that protection so as to avoid the effects of monopolistic stagnation. In applying the federal act to new types of cases, courts must always keep this symmetry in mind.

Among other things, this case deals with the challenging question of whether and to what extent the “non-literal” aspects of a computer program, that is, those aspects that are not reduced to written code, are protected by copyright. While a few other courts have already grappled with this issue, this case is one of first impression in this circuit. As we shall discuss, we find the results reached by other courts to be less than satisfactory. Drawing upon longstanding doctrines of copyright law, we take an approach that we think better addresses the practical difficulties embedded in these types of cases. In so doing, we have kept in mind the necessary balance between creative incentive and industrial competition.

CA is a Delaware corporation, with its principal place of business in Garden City, New York. Altai is a Texas corporation, doing business primarily in Arlington, Texas. Both companies are in the computer software industry — designing, developing, and marketing various types of computer programs.

The subject of this litigation originates with one of CA’s marketed programs entitled CA–SCHEDULER. CA–SCHEDULER is a job scheduling program designed for IBM mainframe 32computers. Its primary functions are straightforward: to create a schedule specifying when the computer should run various tasks, and then to control the computer as it executes the schedule. CA–SCHEDULER contains a sub-program entitled ADAPTER, also developed by CA. ADAPTER is not an independently marketed product of CA; it is a wholly integrated component of CA–SCHEDULER and has no capacity for independent use.

Nevertheless, ADAPTER plays an extremely important role. It is an “operating system compatibility component,” which means, roughly speaking, it serves as a translator. An “operating system” is itself a program that manages the resources of the computer, allocating those resources to other programs as needed. The IBM System 370 family of computers, for which CA–SCHEDULER was created, is, depending upon the computer’s size, designed to contain one of three operating systems: DOS/VSE, MVS, or CMS. As the district court noted, the general rule is that “a program written for one operating system, e.g., DOS/VSE, will not, without modification, run under another operating system such as MVS.” ADAPTER’s function is to translate the language of a given program into the particular language that the computer’s own operating system can understand.

The district court succinctly outlined the manner in which ADAPTER works within the context of the larger program. In order to enable CA–SCHEDULER to function on different operating systems, CA divided the CA–SCHEDULER into two components:


	a first component that contains only the task-specific portions of the program, independent of all operating system issues, and

	a second component that contains all the interconnections between the first component and the operating system.



In a program constructed in this way, whenever the first, task-specific, component needs to ask the operating system for some resource through a “system call,” it calls the second component instead of calling the operating system directly.

The second component serves as an “interface” or “compatibility component” between the task-specific portion of the program and the operating system. It receives the request from the first component and translates it into the appropriate system call that will be recognized by whatever operating system is installed on the computer, e.g., DOS/VSE, MVS, or CMS. Since the first, task-specific, component calls the adapter component rather than the operating system, the first component need not be customized to use any specific operating system. The second, interface, component insures that all the system calls are performed properly for the particular operating system in use.

ADAPTER serves as the second, “common system interface” component referred to above.

A program like ADAPTER, which allows a computer user to change or use multiple operating systems while maintaining the same software, is highly desirable. It saves the user the costs, both in time and money, that otherwise would be expended in purchasing new programs, modifying existing systems to run them, and gaining familiarity with their operation. The benefits run both ways. The increased compatibility afforded by an ADAPTER-like component, and its resulting popularity among consumers, makes whatever software in which it is incorporated significantly more marketable.
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Starting in 1982, Altai began marketing its own job scheduling program entitled ZEKE. The original version of ZEKE was designed for use in conjunction with a VSE operating system. By late 1983, in response to customer demand, Altai decided to rewrite ZEKE so that it could be run in conjunction with an MVS operating system.

At that time, James P. Williams (“Williams”), then an employee of Altai and now its President, approached Claude F. Arney, III (“Arney”), a computer programmer who worked for CA. Williams and Arney were longstanding friends, and had in fact been co-workers at CA for some time before Williams left CA to work for Altai’s predecessor. Williams wanted to recruit Arney to assist Altai in designing an MVS version of ZEKE.

At the time he first spoke with Arney, Williams was aware of both the CA–SCHEDULER and ADAPTER programs. However, Williams was not involved in their development and had never seen the codes of either program. When he asked Arney to come work for Altai, Williams did not know that ADAPTER was a component of CA–SCHEDULER.

Arney, on the other hand, was intimately familiar with various aspects of ADAPTER. While working for CA, he helped improve the VSE version of ADAPTER, and was permitted to take home a copy of ADAPTER’S source code. This apparently developed into an irresistible habit, for when Arney left CA to work for Altai in January, 1984, he took with him copies of the source code for both the VSE and MVS versions of ADAPTER. He did this in knowing violation of the CA employee agreements that he had signed.

Once at Altai, Arney and Williams discussed design possibilities for adapting ZEKE to run on MVS operating systems. Williams, who had created the VSE version of ZEKE, thought that approximately 30% of his original program would have to be modified in order to accommodate MVS. Arney persuaded Williams that the best way to make the needed modifications was to introduce a “common system interface” component into ZEKE. He did not tell Williams that his idea stemmed from his familiarity with ADAPTER. They decided to name this new component-program OSCAR.

Arney went to work creating OSCAR at Altai’s offices using the ADAPTER source code. The district court accepted Williams’ testimony that no one at Altai, with the exception of Arney, affirmatively knew that Arney had the ADAPTER code, or that he was using it to create OSCAR/VSE. However, during this time period, Williams’ office was adjacent to Arney’s. Williams testified that he and Arney “conversed quite frequently” while Arney was “investigating the source code of ZEKE” and that Arney was in his office “a number of times daily, asking questions.” In three months, Arney successfully completed the OSCAR/VSE project. In an additional month he developed an OSCAR/MVS version. When the dust finally settled, Arney had copied approximately 30% of OSCAR’s code from CA’s ADAPTER program.

The first generation of OSCAR programs was known as OSCAR 3.4. From 1985 to August 1988, Altai used OSCAR 3.4 in its ZEKE product, as well as in programs entitled ZACK and ZEBB. In late July 1988, CA first learned that Altai may have appropriated parts of ADAPTER. After confirming its suspicions, CA secured copyrights on its 2.1 and 7.0 versions of CA–SCHEDULER. CA then brought this copyright and trade secret misappropriation action against Altai.

Apparently, it was upon receipt of the summons and complaint that Altai first learned that Arney had copied much of the OSCAR code from ADAPTER. After Arney confirmed to Williams that CA’s accusations of copying were true, Williams immediately set out to survey the 34damage. Without ever looking at the ADAPTER code himself, Williams learned from Arney exactly which sections of code Arney had taken from ADAPTER.

Upon advice of counsel, Williams initiated OSCAR’s rewrite. The project’s goal was to save as much of OSCAR 3.4 as legitimately could be used, and to excise those portions which had been copied from ADAPTER. Arney was entirely excluded from the process, and his copy of the ADAPTER code was locked away. Williams put eight other programmers on the project, none of whom had been involved in any way in the development of OSCAR 3.4. Williams provided the programmers with a description of the ZEKE operating system services so that they could rewrite the appropriate code. The rewrite project took about six months to complete and was finished in mid-November 1989. The resulting program was entitled OSCAR 3.5.

From that point on, Altai shipped only OSCAR 3.5 to its new customers. Altai also shipped OSCAR 3.5 as a “free upgrade” to all customers that had previously purchased OSCAR 3.4. While Altai and Williams acted responsibly to correct Arney’s literal copying of the ADAPTER program, copyright infringement had occurred.

CA makes two arguments. First, CA contends that the district court applied an erroneous method for determining whether there exists substantial similarity between computer programs, and thus, erred in determining that OSCAR 3.5 did not infringe the copyrights held on the different versions of its CA–SCHEDULER program. CA asserts that the test applied by the district court failed to account sufficiently for a computer program’s non-literal elements. Second, CA maintains that the district court erroneously concluded that its state law trade secret claims had been preempted by the federal Copyright Act. See 17 U.S.C. §301(a). We shall address each argument in turn.

I. Copyright Infringement

In any suit for copyright infringement, the plaintiff must establish its ownership of a valid copyright, and that the defendant copied the copyrighted work. The plaintiff may prove defendant’s copying either by direct evidence or, as is most often the case, by showing that (1) the defendant had access to the plaintiff’s copyrighted work and (2) that defendant’s work is substantially similar to the plaintiff’s copyrightable material.

For the purpose of analysis, the district court assumed that Altai had access to the ADAPTER code when creating OSCAR 3.5. See Computer Assocs., 775 F. Supp. at 558. Thus, in determining whether Altai had unlawfully copied protected aspects of CA’s ADAPTER, the district court narrowed its focus of inquiry to ascertaining whether Altai’s OSCAR 3.5 was substantially similar to ADAPTER. Because we approve Judge Pratt’s conclusions regarding substantial similarity, our analysis will proceed along the same assumption.

As a general matter, and to varying degrees, copyright protection extends beyond a literary work’s strictly textual form to its non-literal components. As we have said, “[i]t is of course essential to any protection of literary property…that the right cannot be limited literally to the text, else a plagiarist would escape by immaterial variations.” Nichols v. Universal Pictures Corp., 45 F.2d 119, 121 (2d Cir. 1930) (L. Hand, J.), cert. denied, 282 U.S. 902, 51 S. Ct. 216, 75 L. Ed. 795 (1931). Thus, where the fundamental essence or structure of one work is duplicated in another, courts have found copyright infringement. See, e. g., Horgan v. Macmillan, 789 F.2d 157, 162 (2d Cir. 1986) (recognizing that a book of photographs might 35infringe ballet choreography); Twentieth Century-Fox Film Corp. v. MCA, Inc., 715 F.2d 1327, 1329 (9th Cir. 1983) (motion picture and television series); Sid & Marty Krofft Television Prods., Inc. v. McDonald’s Corp., 562 F.2d 1157, 1167 (9th Cir. 1977) (television commercial and television series); Sheldon v. Metro-Goldwyn Pictures Corp., 81 F.2d 49, 55 (2d Cir.), cert. denied, 298 U.S. 669, 56 S. Ct. 835, 80 L. Ed. 1392 (1936) (play and motion picture); accord Stewart v. Abend, 495 U.S. 207, 238, 110 S. Ct. 1750, 1769, 109 L. Ed. 2d 184 (1990) (recognizing that motion picture may infringe copyright in book by using its “unique setting, characters, plot, and sequence of events”). This black letter proposition is the springboard for our discussion.

A. Copyright Protection for the Non-Literal Elements of Computer Programs

It is now well settled that the literal elements of computer programs, i.e., their source and object codes, are the subject of copyright protection. See Whelan, 797 F.2d at 1233 (source and object code); CMS Software Design Sys., Inc. v. Info Designs, Inc., 785 F.2d 1246, 1247 (5th Cir. 1986) (source code); Apple Computer, Inc. v. Franklin Computer Corp., 714 F.2d 1240, 1249 (3d Cir. 1983), cert. dismissed, 464 U.S. 1033, 104 S. Ct. 690, 79 L. Ed. 2d 158 (1984) (source and object code); Williams Elecs., Inc. v. Artic Int’l, Inc., 685 F.2d 870, 876-77 (3d Cir. 1982) (object code). Here, as noted earlier, Altai admits having copied approximately 30% of the OSCAR 3.4 program from CA’s ADAPTER source code, and does not challenge the district court’s related finding of infringement.

In this case, the hotly contested issues surround OSCAR 3.5. As recounted above, OSCAR 3.5 is the product of Altai’s carefully orchestrated rewrite of OSCAR 3.4. After the purge, none of the ADAPTER source code remained in the 3.5 version; thus, Altai made sure that the literal elements of its revamped OSCAR program were no longer substantially similar to the literal elements of CA’s ADAPTER.

According to CA, the district court erroneously concluded that Altai’s OSCAR 3.5 was not substantially similar to its own ADAPTER program. CA argues that this occurred because the district court “committed legal error in analyzing [its] claims of copyright infringement by failing to find that copyright protects expression contained in the non-literal elements of computer software.” We disagree.

CA argues that, despite Altai’s rewrite of the OSCAR code, the resulting program remained substantially similar to the structure of its ADAPTER program. As discussed above, a program’s structure includes its non-literal components such as general flow charts as well as the more specific organization of inter-modular relationships, parameter lists, and macros. In addition to these aspects, CA contends that OSCAR 3.5 is also substantially similar to ADAPTER with respect to the list of services that both ADAPTER and OSCAR obtain from their respective operating systems. We must decide whether and to what extent these elements of computer programs are protected by copyright law.

(1) Idea vs. Expression Dichotomy

It is a fundamental principle of copyright law that a copyright does not protect an idea, but only the expression of the idea. See Baker v. Selden, 101 U.S. 99, 25 L. Ed. 841 (1879); Mazer v. Stein, 347 U.S. 201, 217, 74 S. Ct. 460, 470, 98 L. Ed. 630 (1954). This axiom of 36common law has been incorporated into the governing statute. Section 102(b) of the Act provides:


In no case does copyright protection for an original work of authorship extend to any idea, procedure, process, system, method of operation, concept, principle, or discovery, regardless of the form in which it is described, explained, illustrated, or embodied in such work.



Congress made no special exception for computer programs. To the contrary, the legislative history explicitly states that copyright protects computer programs only “to the extent that they incorporate authorship in programmer’s expression of original ideas, as distinguished from the ideas themselves.”

The essentially utilitarian nature of a computer program further complicates the task of distilling its idea from its expression. In order to describe both computational processes and abstract ideas, its content “combines creative and technical expression.” The variations of expression found in purely creative compositions, as opposed to those contained in utilitarian works, are not directed towards practical application.

The doctrinal starting point in analyses of utilitarian works, is the seminal case of Baker v. Selden, 101 U.S. 99, 25 L. Ed. 841 (1879).

While Baker v. Selden provides a sound analytical foundation, it offers scant guidance on how to separate idea or process from expression, and moreover, on how to further distinguish protectable expression from that expression which “must necessarily be used as incident to” the work’s underlying concept. In the context of computer programs, the Third Circuit’s noted decision in Whelan has, thus far, been the most thoughtful attempt to accomplish these ends.

The court in Whelan faced substantially the same problem as is presented by this case. There, the defendant was accused of making off with the non-literal structure of the plaintiff’s copyrighted dental lab management program, and employing it to create its own competitive version. In assessing whether there had been an infringement, the court had to determine which aspects of the programs involved were ideas, and which were expression. In separating the two, the court settled upon the following conceptual approach:


[T]he line between idea and expression may be drawn with reference to the end sought to be achieved by the work in question. In other words, the purpose or function of a utilitarian work would be the work’s idea, and everything that is not necessary to that purpose or function would be part of the expression of the idea.… Where there are various means of achieving the desired purpose, then the particular means chosen is not necessary to the purpose; hence, there is expression, not idea.



797 F.2d at 1236. The “idea” of the program at issue in Whelan was identified by the court as simply “the efficient management of a dental laboratory.” Id. at n. 28.

So far, in the courts, the Whelan rule has received a mixed reception.
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(2) Substantial Similarity Test for Computer Program Structure: Abstraction–Filtration–Comparison

We think that Whelan’s approach to separating idea from expression in computer programs relies too heavily on metaphysical distinctions and does not place enough emphasis on practical considerations.

As discussed herein, we think that district courts would be well-advised to undertake a three-step procedure, based on the abstractions test utilized by the district court, in order to determine whether the non-literal elements of two or more computer programs are substantially similar. This approach breaks no new ground; rather, it draws on such familiar copyright doctrines as merger, scenes a faire, and public domain. In taking this approach, however, we are cognizant that computer technology is a dynamic field which can quickly outpace judicial decision making. Thus, in cases where the technology in question does not allow for a literal application of the procedure we outline below, our opinion should not be read to foreclose the district courts of our circuit from utilizing a modified version.

In ascertaining substantial similarity under this approach, a court would first break down the allegedly infringed program into its constituent structural parts. Then, by examining each of these parts for such things as incorporated ideas, expression that is necessarily incidental to those ideas, and elements that are taken from the public domain, a court would then be able to sift out all non-protectable material. Left with a kernel, or possible kernels, of creative expression after following this process of elimination, the court’s last step would be to compare this material with the structure of an allegedly infringing program. The result of this comparison will determine whether the protectable elements of the programs at issue are substantially similar so as to warrant a finding of infringement. It will be helpful to elaborate a bit further.

Step One: Abstraction

As applied to computer programs, the abstractions test will comprise the first step in the examination for substantial similarity. Initially, in a manner that resembles reverse engineering on a theoretical plane, a court should dissect the allegedly copied program’s structure and isolate each level of abstraction contained within it. This process begins with the code and ends with an articulation of the program’s ultimate function. Along the way, it is necessary essentially to retrace and map each of the designer’s steps — in the opposite order in which they were taken during the program’s creation.

Step Two: Filtration

Once the program’s abstraction levels have been discovered, the substantial similarity inquiry moves from the conceptual to the concrete. Professor Nimmer suggests, and we endorse, a “successive filtering method” for separating protectable expression from non-protectable material. This process entails examining the structural components at each level of abstraction to determine whether their particular inclusion at that level was “idea” or was dictated by considerations of efficiency, so as to be necessarily incidental to that idea; required by factors external to the program itself; or taken from the public domain and hence is nonprotectable expression. The structure of any given program may reflect some, all, or none of these considerations. Each case requires its own fact-specific investigation.
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Strictly speaking, this filtration serves “the purpose of defining the scope of plaintiff’s copyright.”

Step Three: Comparison

The third and final step of the test for substantial similarity that we believe appropriate for non-literal program components entails a comparison. Once a court has sifted out all elements of the allegedly infringed program which are “ideas” or are dictated by efficiency or external factors, or taken from the public domain, there may remain a core of protectable expression. In terms of a work’s copyright value, this is the golden nugget. See Brown Bag Software, 960 F.2d at 1475. At this point, the court’s substantial similarity inquiry focuses on whether the defendant copied any aspect of this protected expression, as well as an assessment of the copied portion’s relative importance with respect to the plaintiff’s overall program.

B. The District Court Decision

We turn now to our review of the district court’s decision in this particular case.

Moving to the district court’s evaluation of OSCAR 3.5’s structural components, we agree with Judge Pratt’s systematic exclusion of non-protectable expression. With respect to code, the district court observed that after the rewrite of OSCAR 3.4 to OSCAR 3.5, “there remained virtually no lines of code that were identical to ADAPTER.” Accordingly, the court found that the code “present[ed] no similarity at all.”

Next, Judge Pratt addressed the issue of similarity between the two programs’ parameter lists and macros. He concluded that, viewing the conflicting evidence most favorably to CA, it demonstrated that “only a few of the lists and macros were similar to protected elements in ADAPTER; the others were either in the public domain or dictated by the functional demands of the program.” Id. As discussed above, functional elements and elements taken from the public domain do not qualify for copyright protection. With respect to the few remaining parameter lists and macros, the district court could reasonably conclude that they did not warrant a finding of infringement given their relative contribution to the overall program. In any event, the district court reasonably found that, for lack of persuasive evidence, CA failed to meet its burden of proof on whether the macros and parameter lists at issue were substantially similar.

The district court also found that the overlap exhibited between the list of services required for both ADAPTER and OSCAR 3.5 was “determined by the demands of the operating system and of the applications program to which it [was] to be linked through ADAPTER or OSCAR” Id. In other words, this aspect of the program’s structure was dictated by the nature of other programs with which it was designed to interact and, thus, is not protected by copyright.

Finally, in his infringement analysis, Judge Pratt accorded no weight to the similarities between the two programs’ organizational charts, “because [the charts were] so simple and obvious to anyone exposed to the operation of the program[s].” Id. CA argues that the district court’s action in this regard “is not consistent with copyright law” — that “obvious” expression is protected, and that the district court erroneously failed to realize this. However, to say that elements of a work are “obvious,” in the manner in which the district court used the word, is 39to say that they “follow naturally from the work’s theme rather than from the author’s creativity.” 3 Nimmer §13.03[F][3], at 13-65. This is but one formulation of the scenes a faire doctrine, which we have already endorsed as a means of weeding out unprotectable expression.

CA argues, at some length, that many of the district court’s factual conclusions regarding the creative nature of its program’s components are simply wrong. Of course, we are limited in our review of factual findings to setting aside only those that we determine are clearly erroneous. See Fed. R. Civ. P. 52. Upon a thorough review of the voluminous record in this case, which is comprised of conflicting testimony and other highly technical evidence, we discern no error on the part of Judge Pratt, let alone clear error.

Since we accept Judge Pratt’s factual conclusions and the results of his legal analysis, we affirm his denial of CA’s copyright infringement claim based upon OSCAR 3.5. We emphasize that, like all copyright infringement cases, those that involve computer programs are highly fact specific. The amount of protection due structural elements, in any given case, will vary according to the protectable expression found to exist within the program at issue.

* * *

Gates Rubber Co. v. Bando Chemical Industries, Ltd.

9 F.3d 823 (10th Cir. 1993)

EBEL, Circuit Judge.

The defendants appeal from the June 24, 1992, order of the district court in which it found that the defendants had infringed Gates’ copyright on an engineering computer program. We conclude that the district court erroneously extended copyright protection to certain unprotectable elements of the computer program. We also conclude that the district court failed properly to determine the protectability of many of the elements of Gates’ program which it found to have been copied by the defendants. Accordingly, we remand the copyright claims to the district court for a reconsideration of the programs in light of the test we set forth herein, which involves a determination of whether there was copying and a determination of whether the copying constitutes actionable infringement through application of the abstraction-filtration-comparison test.

FACTS

Gates Rubber Co. (“Gates”), is a Colorado corporation that manufactures rubber belts for use in industrial machinery. Gates leads the industry in sales of industrial machine belts. In order to determine the proper rubber belt for a particular machine it is necessary to perform complicated calculations involving numerous variables. The complexity of these calculations is such that they have customarily been performed by an engineer and significant variance in outcome often resulted. In order to facilitate the efficient and accurate selection of belts, and to boost the sales of their products, Gates developed a computer program entitled “Design Flex 4.0.” With this program a salesman can input a number of variables and thereby calculate the proper Gates belt for a machine. The program uses published formulas in conjunction with certain mathematical constants developed by Gates to determine belt size. Gates obtained a Certificate of Copyright Registration on its Design Flex program. Bando American (“Bando”), 40is a division of a Japanese corporation that competes with Gates in the manufacture and sale of industrial belts. Numerous Bando employees were formerly employees of Gates, including Allen Hanano (Bando’s president), Ron Newman, and Steven Piderit. Until 1988, the defendant, Steven R. Piderit, was a Gates’ employee.6 While at Gates, Piderit had access to Gates’ Design Flex program, including its components and the design and access codes.7 In 1988, Bando hired Piderit away from Gates and assigned him to develop a program that would assist in the selection of the proper belts for industrial machinery. In June of 1989, Bando introduced a demonstration copy of “Chauffeur,” a computer program similar to Gates’ Design Flex program. The Chauffeur program was made available in March of 1990. Piderit claims to be the sole author of the Chauffeur program.

Gates filed this action in the U.S. District Court for the District of Colorado on January 4, 1992, alleging unfair competition, misappropriation of trade secrets, infringement of copyright, and breach of contract. On January 28, 1992, the district court held a hearing on Gates’ request for a TRO, which was denied, and ordered experts appointed. A hearing on the permanent injunction was held on March 26, 1992. On June 24, 1992, the district court issued its opinion finding that the defendants had infringed Gates’ copyright and willfully and maliciously misappropriated trade secrets.

This case presents a number of issues that have never been squarely before a panel of this circuit, most notably the proper test to be applied to determine the scope of copyright protection for computer programs. In an attempt to aid the district courts in this determination and to bring clarity to this difficult area of the law, we first set forth what we consider to be the best means to determine the scope of protection. In this first section, we seek to draw together the major issues that must be addressed and we try to organize the issues within a coherent framework that will be useable to the district courts that must address these claims in the first instance. We next briefly summarize the constitutional and statutory principles and the key judicial decisions that control and illuminate our analysis. As this analysis demonstrates, our approach is consistent with the evolving law in this area. We then apply our legal analysis to the facts in this case, finding that, in several respects, the district court erred in its application.

I. The Copyright Infringement Issue

A. The Test for Determining Whether the Copyright of a Computer Program Has Been Infringed

In order to prevail on a claim of copyright infringement, the plaintiff must show: (1) ownership of a valid copyright, and (2) copying by the defendant of protected components of the copyrighted material. A Certificate of Registration, if timely obtained, constitutes prima facie evidence of the validity of the copyright. 17 U.S.C. §410(c). Once the presumption pursuant to 17 U.S.C. §410(c) is established, the defendant has the burden of overcoming it.

Once the plaintiff has shown that it holds a valid copyright, it must next prove that the defendant unlawfully appropriated protected portions of the copyrighted work. This questioninvolves 41two separate inquiries: 1) whether the defendant, as a factual matter, copied portions of the plaintiff’s program; and 2) whether, as a mixed issue of fact and law, those elements of the program that have been copied are protected expression and of such importance to the copied work that the appropriation is actionable.

A plaintiff can establish that the defendant copied his program either through the presentation of direct evidence, or through indirect evidence that shows (1) that the defendant had access to the copyrighted program, and (2) that there are probative similarities between the copyrighted material and the allegedly copied material. Direct proof of copying is rare and plaintiffs will typically rely on the indirect method of proof. Ultimately, to prove factual copying, the plaintiff must come forward with sufficient evidence that a reasonable factfinder, taking together the evidence of access and the similarities between the programs, could find that the second work was copied from the first. In examining the similarities between two programs under the indirect method of proving copying it is ordinarily important to compare the whole works.

We acknowledge that unprotectable elements of a program, even if copied verbatim, cannot serve as the basis for ultimate liability for copyright infringement. However, the copying of even unprotected elements can have a probative value in determining whether the defendant copied the plaintiff’s work. Where a court first extracts all unprotected elements of a work, and only compares protected elements, it deprives itself of the use of probative, and potentially essential, information on the factual issue of copying. That is because, even if a court finds protectable elements of a program to be similar, it still must determine whether those elements were copied from the plaintiff’s work, whether the duplication can be attributed to other factors, or whether its reproduction was pure chance. The fact that non-protectable elements of the original program were also copied, although it cannot be the basis for liability, can be probative of whether protected elements were copied. That is because, in certain situations, it may be more likely that protected elements were copied if there is evidence of copying among the unprotected elements of the program.

Although we suggest that it will often be helpful to make an initial determination of whether the defendant copied portions of the plaintiff’s program before determining whether the copying involved protectable elements under the copyright law, there may be cases where the issue of protectability can more efficiently be addressed first. The order of the analysis will depend on the individual facts and issues in each case. Of course, even if generalized copying is established in the first instance, it will ultimately still be necessary to establish copying of precisely identified protected elements of a program before copyright infringement can be established.

The court’s inquiry does not end with a finding that the defendant copied portions of the plaintiff’s program. Liability for copyright infringement will only attach where protected elements of a copyrighted work are copied. “[T]he mere fact that a work is copyrighted does not mean that every element of the work may be protected.” Feist Publications, Inc. v. Rural Telephone Service Co., 499 U.S. 340, 348 (1991).

The Copyright Act provides:


In no case does copyright protection for an original work of authorship extend to any idea, procedure, process, system, method of operation, concept, principle, or 42discovery, regardless of the form in which it is described, explained, illustrated, or embodied in such work.



17 U.S.C. §102(b) (Supp.1993). Accordingly, in order to impose liability for copyright infringement, the court must find that the defendant copied protectable elements of the plaintiff’s program and that those protectable elements comprise a substantial part of the plaintiff’s program when it is considered as a whole.

Determining which elements of a program are protectable is a difficult task. However, an effective test can be formulated from constitutional and statutory constraints and guided by existing case law to determine the scope of copyright infringement. In substantial part, we adopt the “Abstraction-Filtration-Comparison” test which we previously approved.8

First, in order to provide a framework for analysis, we conclude that a court should dissect the program according to its varying levels of generality as provided in the abstractions test. Second, poised with this framework, the court should examine each level of abstraction in order to filter out those elements of the program which are unprotectable. Filtration should eliminate from comparison the unprotectable elements of ideas, processes, facts, public domain information, merger material, scenes a faire material, and other unprotectable elements suggested by the particular facts of the program under examination. Third, the court should then compare the remaining protectable elements with the allegedly infringing program to determine whether the defendants have misappropriated substantial elements of the plaintiff’s program.

We now proceed to examine each of these steps in greater detail.

1. Abstraction

The first step in the analysis involves dissecting the allegedly infringed program according to the abstractions test. As Judge Learned Hand wrote in Nichols v. Universal Pictures Corp., 45 F.2d 119 (1930), cert. denied, 282 U.S. 902 (1931), a case dealing with the alleged copyright infringement of a theatrical script:


Upon any work, and especially upon a play, a great number of patterns of increasing generality will fit equally well, as more and more of the incident is left out. The last may be no more than the most general statement of what the play is about, and at times might only consist of its title; but there is a point in this series of abstractions where they are no longer protected, since otherwise the playwright could prevent the use of his “ideas,” to which, apart from their expression, his property is never extended.



Id. at 121. The abstractions test is especially well suited to the dissection of computer programs because the test breaks down a program in a way that parallels the typical development of a program.

We agree with Professor Nimmer that “applying [the abstractions] test conscientiously and systematically can help a court separate ideas from expression and eliminate from the 43substantial similarity analysis those portions of a work that are not eligible for copyright protection.” 3 Nimmer §13.03[F] 13-102.17. However, in and of itself, the abstraction test does not identify the protectable elements of a program. Rather, it is merely one tool that can be utilized to accomplish this task. Abstraction is particularly useful in enabling a court to filter out ideas and processes from protectable expression.

Application of the abstractions test will necessarily vary from case-to-case and program-to-program. Given the complexity and ever-changing nature of computer technology, we decline to set forth any strict methodology for the abstraction of computer programs. Indeed, in most cases we foresee that the use of experts will provide substantial guidance to the court in applying an abstractions test. However, a computer program can often be parsed into at least six levels of generally declining abstraction: (i) the main purpose, (ii) the program structure or architecture, (iii) modules, (iv) algorithms and data structures, (v) source code, and (vi) object code.

The main purpose of a program is a description of the program’s function or what it is intended to do. When defining a program’s main purpose, the court must take care to describe the program’s function as specifically as possible without reference to the technical aspects of the program.

The program’s architecture or structure is a description of how the program operates in terms of its various functions, which are performed by discrete modules, and how each of these modules interact with each other. The architecture or structure of a program is often reduced to a flowchart, which a programmer uses visually to depict the inner workings of a program. Structure exists at nearly every level of a program and can be conceived of as including control flow, data flow, and substructure or nesting. Control flow is the sequence in which the modules perform their respective tasks. Data flow describes the movement of information through the program and the sequence with which it is operated on by the modules. Substructure or nesting describes the inner structure of a module whereby one module is subsumed within another and performs part of the second module’s task.

The next level of abstraction consists of the modules. A module typically consists of two components: operations and data types. An operation identifies a particular result or set of actions that may be performed. For example, operations in a calculator program might include adding or printing data. A data type defines the type of item that an operator acts upon such as a student record or a daily balance.

Algorithms and data structures are more specific manifestations of operations and data types, respectively. An algorithm is a specific series of steps that accomplish a particular operation. Data structure is a precise representation or specification of a data type that consists of (i) basic data type groupings such as integers or characters, (ii) values, (iii) variables, (iv) arrays or groupings of the same data type, (v) records or groupings of different date types, and (vi) pointers or connections between records that set aside space to hold the record’s values.

The computer program is written first in a programming language, such as Pascal or Fortran, and then in a binary language consisting of zeros and ones. Source code is the literal text of a program’s instructions written in a particular programming language. Object code is the literal text of a computer program written in a binary language through which the computer directly receives its instructions.
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These generalized levels of abstraction will not, of course, fit all computer codes. Ordinarily, expert testimony will be helpful to organize a particular program into various levels of abstraction. In any event, as pointed out earlier, the organization of a program into abstraction levels is not an end in itself, but it is only a tool that facilitates the critical next step of filtering out unprotectable elements of the program.

2. Filtration

Once a court has succeeded in identifying the various levels of abstraction of a computer program, it must filter out those elements of the program that are not protected by copyright. The Copyright Act provides that “idea[s], procedure[s], process[es], system[s], method[s] of operation, concept[s], principles, or discover[ies]” are not protectable. 17 U.S.C. §102(b) (Supp. 1993). Accordingly, the court must filter out these unprotectable elements. In order to effectuate the purposes behind the copyright laws, it is also appropriate to apply the doctrines of merger and scenes a faire to filter out unprotectable elements.

(a) The Idea-Expression Dichotomy

One of the fundamental tenets of copyright law is that protection extends only to the author’s original expression and not to the ideas embodied in that expression. 17 U.S.C. §102(b) codifies this tenet by denying copyright to ideas, concepts and principles. Distinguishing between ideas and the expression of those ideas is not an easy endeavor, and given the varying nature of computer programs it must necessarily be ad hoc. With the framework provided by the abstractions test, however, we believe that a court can adequately filter out the ideas of a program. For example, the main purpose or function of a program will always be an unprotectable idea. Likewise, each module may typically be described by its individual purpose or function, and the basic function or purpose of a module will nearly always be an unprotectable idea or process. At the other end of the abstractions spectrum, source and object code, which are the literal elements of a program, will almost always be found to be protectable expression unless the doctrines of merger and scenes a faire come into play. The intermediate levels of abstraction, such as structure, sequence, organization, and the like, are less prone to generalizations. While the structure of one program may be unprotectable because it constitutes an idea, the organization and arrangement of another program may be expressive and thereby protectable. And, of course, within a program certain structural elements may be protectable expression while other elements are unprotectable ideas.

(b) The Process-Expression Dichotomy

Although it is the idea-expression distinction that has received the primary attention in the cases construing copyright protection, the Copyright Act denies protection to other equally important program elements. When considering utilitarian works such as computer programs one of the most important of these elements is process. 17 U.S.C. §102(b) denies protection to procedures, processes, systems and methods of operation.

Some concern has been expressed lest copyright in computer programs should extend protection to the methodology or processes adopted by the programmer, rather than merely to the “writing” expressing his ideas. Section 102(b) is intended, among other things, to make 45clear that the expression adopted by the programmer is the copyrightable element in a computer program, and that the actual processes or methods embodied in the program are not within the scope of the copyright law. Certain processes may be the subject of patent law protection under Title 35 of the United States Code. Although processes themselves are not copyrightable, an author’s description of that process, so long as it incorporates some originality, may be protectable.

Returning then to our levels of abstraction framework, we note that processes can be found at any level, except perhaps the main purpose level of abstraction. Most commonly, processes will be found as part of the system architecture, as operations within modules, or as algorithms.

(c) Facts

The Copyright Act also denies protection to discoveries. 17 U.S.C. §102(b). No one may claim originality as to facts. This is because facts do not owe their origin to an act of authorship. The distinction is one between creation and discovery: the first person to find and report a particular fact has not created the fact; he or she has merely discovered its existence.

Like ideas and processes, facts themselves are not protectable; however, an author’s original compilation, arrangement or selection of facts can be protected by copyright. However, the copyright is limited to the particular selection or arrangement. In no event may copyright extend to the facts themselves. In computer programs facts may be found at a number of levels of abstraction, but, will most often be found as part of data structures or literally expressed in the source or object codes.

(d) Public Domain

Originality in the field of copyright requires that the work be independently created by the author and that it possesses a minimal degree of creativity. Accordingly, in determining copyright infringement, a court must filter out all unoriginal elements of a program, including those elements that are found in the public domain.

Once a court has filtered out a program’s ideas, processes, facts, and unoriginal elements, it has eliminated most of those elements that are unprotected based on the first principles of copyright law. However, in order to give effect to these principles, the courts have devised two additional filtration doctrines. These are the doctrines of merger and scenes a faire.

(e) The Merger Doctrine

Under the merger doctrine, copyright protection is denied to expression that is inseparable from or merged with the ideas, processes, or discoveries underlying the expression. The merger doctrine is applied as a prophylactic device to ensure that courts do not unwittingly grant protection to an idea by granting exclusive rights to the only, or one of only a few, means of expressing that idea. See Herbert Rosenthal Jewelry Corp. v. Kalpakian, 446 F.2d 738, 742 (9th Cir.1971). If protection were granted to these expressions, it would so increase the cost of creation for others who seek to build on the work that it would impede progress in the arts. Such a result is contrary to the goals of copyright as embedded in the Constitution. See U.S. Const., art. I, §8, cl. 8.
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(f) Scenes a Faire

Under the scenes a faire doctrine, we deny protection to those expressions that are standard, stock, or common to a particular topic or that necessarily follow from a common theme or setting. Granting copyright protection to the necessary incidents of an idea would effectively afford a monopoly to the first programmer to express those ideas. Furthermore, where a particular expression is common to the treatment of a particular idea, process, or discovery, it is lacking in the originality that is the sine qua non for copyright protection.

The scenes a faire doctrine also excludes from protection those elements of a program that have been dictated by external factors. In the area of computer programs these external factors may include: hardware standards and mechanical specifications, software standards and compatibility requirements, computer manufacturer design standards, target industry practices and demands, and computer industry programming practices.9

3. Comparison

After the court has filtered out those elements of the original program that it has found to be unprotectable, it is left with a core of protected elements that can be compared to the alleged infringing program. Ultimately the court must decide whether those protectable portions of the original work that have been copied constitute a substantial part of the original work — i.e., matter that is significant in the plaintiff’s program. This is primarily a qualitative rather than a purely quantitative analysis, and must be performed on a caseby-case basis.

One of the early attempts to apply the doctrine of copyright to computer programs came in Whelan Assoc. v. Jaslow Dental Laboratory, Inc., 797 F.2d 1222 (3d Cir.1986), cert. denied, 479 U.S. 1031, 107 S. Ct. 877, 93 L. Ed. 2d 831 (1987). The Whelan court extended copyright protection to the structure, sequence and organization of a computer program even though the literal elements were not copied. Moreover, the Third Circuit attempted to establish a principle to distinguish between idea and expression. It concluded that:


[T]he line between idea and expression may be drawn with reference to the end sought to be achieved by the work in question. In other words, the purpose or function of a utilitarian work would be the work’s idea, and everything that is not necessary to that purpose or function would be part of the expression of the idea.



The Whelan court’s articulation of this general rule for distinguishing idea from expression has been criticized extensively.10 However, Whelan did use the limiting doctrines of merger and scenes a faire to restrict the scope of protection. In any event, when a program is understood to encompass more than one idea, the general principle of Whelan provides auseful 47means to distinguish idea from expression. At its base, Whelan is premised upon traditional principles of copyright law, and its conclusion that the structure of a program may be protectable is sound.

The Second Circuit in Computer Associates International, Inc. v. Altai, Inc., 982 F.2d 693 (2d Cir. 1992), utilized a three-part test that bore some similarity to the three-part test in Paperback. The Altai court articulated its test as an “Abstraction-Filtration-Comparison” test. We accept this basic three-part analysis and seek only to elaborate upon the various steps and to clarify the role of the abstraction test. We suggest that a court will often be assisted in determining the factual issue of copying if both programs are first compared in their entirety without filtering out the unprotected elements. Such a preliminary step does not obviate the ultimate need to compare just the protected elements of the copyrighted program with the alleged infringing program. However, an initial holistic comparison may reveal a pattern of copying that is not obvious when only certain components are examined.

C. Applying the Abstraction-Filtration-Comparison Test to the Computer Programs at Issue in This Case

The district court undertook an analysis similar to that which we set forth today. First, it determined whether, as a factual matter, the Chauffeur program had been copied from the Design Flex program. The court initially found that the defendants had access to the Design Flex program. It then considered the testimony of the expert witnesses and identified a number of similarities between the two programs. The court concluded that “the only explanation regarding the constants, the install files, and the overall data flow and presentation, is that the Chauffeur program was copied from the Design Flex program.” Gates Rubber Co. v. Bando American, Inc., 798 F. Supp. 1499, 1516 (D. Colo. 1992).

The court attempted to fit its analysis into the rubric of the “extrinsic-intrinsic” test. However, that effort largely overlaps the “abstraction-filtration-comparison” test we adopt today and it merely adds confusion to the existing plethora of terminology. For purposes of addressing the issue of copyright infringement of computer programs, we think it is better simply to use the terminology addressed in our opinion.

Next, the court applied the abstractions test to identify “unprotectable ideas.” The court dissected the program and considered whether certain of the elements more closely approximated idea or expression. The court concluded that the merger doctrine and the scenes a faire doctrine were inapplicable. Finally, the court evaluated what it regarded as the protectable elements and determined that they were sufficiently significant to the Design Flex program to conclude that the defendants had infringed on Gates’ copyright in the Design Flex program when it copied such elements.

The copyright issues on appeal all revolve around whether the district court erroneously extended copyright protection to unprotectable elements of the Design Flex program.

The district court ultimately concluded that the defendants had misappropriated ten elements of the Design Flex program that were protected by Gates’ copyright. They included: menus, constants, sorting criteria, control flow, data flow, the engineering calculation module, the design module, common errors, fundamental tasks, and install files. We conclude that the district court failed to undertake a proper filtration analysis with respect to several 48elements and that it erroneously found other elements to be protectable. Accordingly, we remand for further consideration by the district court.11

Constants

Constants are the invariable integers that comprise part of the formulas used to perform the calculations in the programs. The district court failed to consider whether the constants were unprotectable processes or facts or whether they were subject to the merger doctrine. In failing to undergo the filtration process, the court skipped an essential step in the copyright infringement analysis and as a result extended copyright protection to an unprotectable element of Design Flex.

The record reveals that these constants are facts that are unprotectable under copyright law. The constants in the Design Flex program represent scientific observations of physical relationships concerning the load that a particular belt can carry around certain sized gears at certain speeds given a number of other variables. These relationships are not invented or created; they already exist and are merely observed, discovered and recorded. Such a discovery does not give rise to copyright protection.

Gates claims that the constants should be protected because it spent thousands of hours testing the relationships and because engineers ultimately had to determine the best figure to represent the test results. However, this argument amounts to an assertion of the “sweat of the brow” doctrine which has been rejected by the Supreme Court.

Accordingly, while the constants were probative of the factual question whether the defendants copied from the Design Flex program, they were unprotectable and therefore should have been filtered out before the district court addressed the ultimate question of whether the defendants infringed on Gates’ copyright. Instead, the court relied heavily on the similarity of the constants in the two programs when it concluded that Chauffeur infringed on Gates’ copyright. Because of the court’s emphasis on the constants in its reasoning, and our finding that the constants are unprotectable facts, we remand for the district court to consider whether the remaining protectable elements found to have been copied are such a substantial part of the Design Flex program that their misappropriation constitutes copyright infringement.

Menus and Sorting Criteria

These terms are not defined in the district court opinion. However, menus may mean the visual screen displays that present a computer operator with a limited number of commands available at a given stage in the computer program’s operation. Sorting criteria would ordinarily mean the factors that determine how the data in the program is organized. The district court failed to undertake a proper filtration analysis with respect to the menus and sorting criteria. Because the record before us is ambiguous and incomplete with regard to these terms, we are unable to determine on appeal whether these elements are protectable.
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Control and Data Flow

Control flow refers to the overall sequence of actions and events in a program. Data flow is the sequence of actions taken on each piece of information, that is, how the data travels through the program. The district court found that “the flow of these two types of information are closer to the expression of how the task is performed than the idea of undertaking calculation of belts and drives by use of a computer program.” Gates Rubber, 798 F. Supp. at 1518.

A fair reading of the district court opinion suggests that the court recognized that a computer program may contain more than one idea, and that unprotected ideas may be found throughout the program. However, we are more concerned by the district court’s failure to examine the control and data flow in light of the process-expression dichotomy. Again, the district court failed to define exactly what it meant by control flow and data flow and the record is unclear. We remand for clarification of the terms “control flow” and “data flow” and for reconsideration of these elements in light of the idea-expression and process-expression dichotomies as they have been set forth in this opinion.

Engineering Calculation and Design Modules

The program performs its calculations and selects the proper belt through a series of operating instructions contained in modules. The district court concluded that:

The modules of the program were also found to be substantially similar. These modules, like chapters of a novel or scenes from a play, performed particular functions — here the engineering calculations and the design aspect of the program (containing the V-belt design algorithms). Concerning the former module, it was noted that behavior was similar, and with the latter the similarity concerned overall structure and organization. With regard to the former module, this falls closer to the expression range because, although the pure engineering aspect in a broad sense may be more likely to be not protected, the relevant engineering modules in the two programs contain particular elements which perform in similar manners. The latter module is somewhat more difficult as it involves algorithms, or procedures for solving given types of mathematical problems. The Court here rejects the argument that while the remaining portion [of the program] is properly protected under copyright law, the algorithms, as a “process” can only be covered by patent law. Such a holding would tend to fragment further the rather tenuous continuity found in copyright law concerning computer programs.

The district court identified two modules — the engineering module and the design module — and it found them to be protected for different reasons. The district court found that the engineering module was expression rather than idea because of “particular elements which perform in similar manners.” Gates Rubber, 798 F. Supp. at 1518. However, the district court failed to identify those “particular elements” upon which it based its decision, and it failed to analyze with any particularity whether those elements were ideas, processes, or facts. If, as the district court seems to suggest, the algorithms are “process,” then they would not be protectable under copyright law. There remains the possibility that they are expressions, but, the court will then need to address the merger doctrine. Further, defendants have drawn our attention to evidence that was before the district court that tends to show that certain module functions were standard in the industry. There is no indication that the 50district court analyzed those components of the module under the scenes a faire doctrine. Accordingly, we remand for clarification of the district court’s analysis and consideration of the modules in light of the process-expression dichotomy, merger and scenes a faire doctrines. Unless the district court provides us with sufficient detail to understand its ruling, we are unable to provide meaningful review of this finding.

Common Errors

Common errors or misbehaviors are instances in which the two programs share similar errors when not performing correctly or as intended. The experts in the instant case identified two such common errors. First, both programs identify that it is impossible to compute a maximum center distance that is less than a minimum center distance, but both programs attempt to do so anyway. Second, both programs will jump to the wrong menu if the cursor happens to be over a certain character during one of the input sequences.

While common errors may often be strong evidence of copying as a factual matter, they do not assist in determining what material is protectable under copyright law. Errors per se are not protectable, although the expression containing the error may be protectable if it otherwise meets the test for protectability set forth in this opinion. That analysis is lacking here. Thus, it is necessary for us to remand on this issue.

Fundamental Tasks

We normally would associate the term “fundamental tasks” with the highest level of abstraction — that is, the ideas or purposes underlying a program. In the instant case, the district court found the fundamental tasks of the Design Flex program to be protectable expression, but it failed to explain what it thought the fundamental tasks of the Design Flex program were.

The district court stated that


[a]lthough “fundamental tasks” may in a broader sense merely describe what are necessary means to effect a particular end, the term here is more specific due to the types of tasks which were available to achieve the particular end of designing belts and drives.



Gates Rubber, 798 F. Supp. at 1519. This discussion suggests the district court held a different understanding of the term “fundamental tasks” than what we would normally understand it to mean. However, we do not understand what the district court meant, nor do we have the benefit of the district court analysis beyond its mere conclusion that the merger doctrine is not applicable. Accordingly, we must remand for further analysis of this element as well.

Install Files

The install files here are separate utility programs that are used to load the program from a floppy disk onto a hard disk. They are part of the Disk Operating System and apparently are not part of the Design Flex program. Accordingly, it is not clear that Gates has a copyright claim on the install files. The district court failed to make adequate findings on this element to enable us to determine if the install files were covered by Gate’s copyright and it failed to engage in a filtration analysis as to this element. Accordingly, we remand for a determination 51of whether Gates held a copyright on the install files and for a reconsideration of the install files in light of the test we have set forth herein.

CONCLUSION

The district court failed adequately to filter those portions of the Design Flex program that it found to have been misappropriated. Thus, the court did not eliminate those elements that are unprotectable under copyright law. As a result, the court relied on unprotectable elements within the Gates program in determining that the defendants had infringed Gates’ copyright. Other elements were inadequately described and analyzed to permit us to review the district court’s determination of protectability. Accordingly, we VACATE the finding of copyright infringement and REMAND for reconsideration of the copyright infringement claim in light of this opinion.

* * *

Questions

1. General Discussion Questions

1.1 How did the approach of the Altai and Gates Rubber courts differ from the Whelan court in evaluating copyright protection for the structure, sequence, and organization of software?

1.2 Do you think the “abstraction, filtration, comparison” analytic is useful to software developers and trial courts? How did the Altai court differ from the Gates Rubber court in applying the test? Can you think of a better approach?

1.3 What does a court filter out of the equation in assessing copyrightability? What does it compare at the end of the analysis?

2. Litigation Questions

2.1 How would you assess Altai’s response to Computer Associates’ complaints about potential infringement?

2.2 How would you assess Computer Associates’ decision to pursue litigation in light of Altai’s remedial actions?

2.3 What is the appropriate and inappropriate use of experts in determining copyright infringement?

2.4 What defenses can be raised in a software copyright infringement case?

3. Business Law Questions

3.1 Reflecting on Mr. Arney’s departure from Computer Associates, are there any additional procedures or measures that you would recommend that Computer Associates adopt for departing employees? Any additional procedures that Altai should adopt for its hiring practices?

3.2 How would you evaluate Altai’s clean room procedures?

3.3 Were there any business alternatives that Altai had to reverse engineering Computer Associates’ software?
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Exercises

1. Draft the “clean room” instructions given to Altai’s engineers.

2. Draft a license grant for Altai to use Computer Associates’ trade secrets to achieve compatibility with a variety of hardware platforms.

IV. Protecting the Nonliteral Elements of Software: Interfaces

Data East USA, Inc. v. Epyx, Inc.

862 F.2d 204 (9th Cir. 1988)

TROTT, Circuit Judge.

Data East USA, Inc., brought this action against Epyx, Inc. for copyright, trademark, and trade dress infringement. The district court found a copyright infringement and issued a permanent injunction and impoundment. Epyx appeals the grant of the permanent injunction.

We reverse.

I. Facts

Data East is a California corporation engaged in the design, manufacture, and sale of audio-visual works embodied in video games for coin-operated and home computer use. In July 1984, Data East commenced distribution in Japan of an arcade game entitled “Karate Champ” (“Arcade #1”). In September 1984, Data East commenced distribution in Japan and later in the United States and Europe of an updated version of “Karate Champ” (“Arcade #2” or more generally as “arcade game”). Finally, on October 12, 1985, Data East commenced distribution in the United States of a home computer game version of “Karate Champ” (“home game”). Data East applied for and received audio-visual copyright certificates for each game.

In November of 1985, System III Software, Ltd., an English company, commenced distribution in England of a home computer game entitled “International Karate.” Epyx, a California corporation engaged in the development and distribution of audio-visual works for use on home computers, obtained a license agreement with System III and commenced distribution in the United States on April 30, 1986 of a Commodore-compatible version of “International Karate” under the name “World Karate Championship.”

Each competing product, “Karate Champ” and “World Karate Championship,” consists of the audio-visual depiction of a karate match or matches conducted by two combatants, one clad in a typical white outfit and the other in red. Successive phases of combat are conducted against varying stationary background images depicting localities or geographic scenes. The match is supervised by a referee who directs the beginning and end of each phase of combat and announces the winning combatant of each phase by means of a cartoon-style speech balloon. Each game has a bonus round where the karate combatant breaks bricks and dodges objects. Similarities also exist in the moves used by the combatants and the scoring method.

Data East alleged that the overall appearance, compilation, and sequence of the audiovisual display of the video game “World Karate Championship” infringed its copyright for 53“Karate Champ” as embodied in the arcade and home versions of the video game. Data East also charged Epyx with trademark and trade dress infringement.

The district court found that except for the graphic quality of Epyx’s expressions, part of the scoreboard, the referee’s physical appearance, and minor particulars in the “bonus phases,” Data East’s and Epyx’s games are qualitatively identical. The district court then held that Epyx’s game infringes the copyright Data East has in “Karate Champ.” The district court, however, found no trademark or trade dress infringement. Based upon its decision, the district court permanently restrained and enjoined Epyx from copying, preparing derivative works, distributing, performing, or displaying the copyrighted work in the “Karate Champ” video game, the “World Karate Championship” game, or the “International Karate” game. A recall of all Commodore computer games of “World Karate Championship” and “International Karate” was ordered. This appeal followed.

II. Discussion

To establish copyright infringement, Data East must prove both ownership of a valid copyright and “copying” by Epyx of the copyrighted work. Sid & Marty Krofft Television Products, Inc. v. McDonald’s Corp., 562 F.2d 1157, 1162 (9th Cir.1977). It is undisputed that Data East is the registered copyright owner of the audio-visual work for each version of “Karate Champ.” Thus we need only determine whether Epyx copied “Karate Champ.” This sounds simple and straightforward. It is not.

As in most infringement cases of this kind, no direct evidence was developed that System III Software or anybody else copied any version of Data East’s product. There seldom is any direct evidence of copying in these matters. Therefore, copying may be established instead by circumstantial evidence of (1) the defendant’s access to the copyrighted work prior to defendant’s creation of its work, and (2) the substantial similarity of both the general ideas and expression between the copyrighted work and defendant’s work. In essence, the question of copying becomes a matter of reasonable inferences.

A. Sufficiency of Evidence

Epyx raises the question of whether there was sufficient evidence presented at trial to establish the contents of plaintiff’s “work” in the arcade game. As evidence of the arcade game’s audio-visual work, plaintiff submitted still photographs. Plaintiff did not produce in court the arcade game itself or a video reproduction of the arcade game. Defendant contends there was nothing to prohibit plaintiff from putting the entire audio-visual work before the court and that the court should not have been deprived of having the entire work to view.

The issue here is whether sufficient evidence to support the district court’s findings as to the contents of the arcade game’s audio-visual work was present. Along with the photographs, testimony as to the content of the original was also presented. We find the still photographs which depict all images and all moves that occur when the game sequences through the various skill levels, along with testimony, to constitute sufficient evidence of the contents of the arcade game’s audio-visual work to make a fair comparison with Epyx’s game. The district court, therefore, did not commit clear error by determining that the pictures correctly reflect the contents of the original.
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B. Substantial Similarity

“To show that two works are substantially similar, plaintiff must demonstrate that the works are substantially similar in both ideas and expression.” Frybarger v. International Business Machines Corp., 812 F.2d 525, 529 (9th Cir. 1987). Although plaintiff must first show that the ideas are substantially similar, the ideas themselves are not protected by copyright and therefore, cannot be infringed. It is an axiom of copyright law that copyright protects only an author’s expression of an idea, not the idea itself. Mazer v. Stein, 347 U.S. 201, 21718 (1954). There is a strong public policy corollary to this axiom permitting all to use freely ideas contained in a copyrightable work, so long as the protected expression itself is not appropriated. Landsberg v. Scrabble Crossword Game Players, Inc., 736 F.2d 485, 488 (9th Cir.1984), cert. denied, 469 U.S. 1037 (1984). Thus, to the extent the similarities between plaintiff’s and defendant’s works are confined to ideas and general concepts, these similarities are noninfringing.

The Ninth Circuit has developed a two-step test for the purposes of determining substantial similarity. First, an “extrinsic” test is used to determine whether two ideas are substantially similar. This is an objective test which rests upon specific criteria that can be listed and analyzed. Second, an “intrinsic” test is used to compare forms of expression. This is a subjective test which depends on the response of the ordinary reasonable person.

In applying the extrinsic test, the district court found that the idea expressed in plaintiff’s game and in defendant’s game is identical. The idea of the games was described by the court as follows:


“…a martial arts karate combat game conducted between two combatants, and presided over by a referee, all of which are represented by visual images, and providing a method of scoring accomplished by full and half point scores for each player and utilizing dots to depict full point scores and half point scores.”



The district court further found that:


“In each of the games, the phases of martial arts combat are conducted against still background images purporting to depict geographic or locality situses and located at the top of the screen as the game is viewed. The action of the combatants in each of the games takes place in the lower portion of the screen as the game is viewed and is against a one-color background in that portion of the screen as the game is viewed.”



Once an idea is found to be similar or identical, as in this case, the second or intrinsic step is applied to determine whether similarity of the expression of the idea occurs. This exists when the “total concept and feel of the works” is substantially similar. Aliotti v. R. Dakin & Co., 831 F.2d 898 (9th Cir.1987). Analytic dissection of the dissimilarities as opposed to the similarities is not appropriate under this test because it distracts a reasonable observer from a comparison of the total concept and feel of the works. Id.

The rule in the Ninth Circuit, however, is that “[n]o substantial similarity of expression will be found when ‘the idea and its expression are…inseparable,’ given that ‘protecting the expression in such circumstances would confer a monopoly of the idea upon the copyright owner.’” Id. (quoting Herbert Rosenthal Jewelry Corp. v. Kalpakian, 446 F.2d 738, 742 (9th Cir.1971)).
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Nor can copyright protection be afforded to elements of expression that necessarily follow from an idea, or to “scenes a faire,” i.e., expressions that are “as a practical matter, indispensable or at least standard in the treatment of a given [idea].” Aliotti, 831 F.2d at 901 (quoting Atari, Inc. v. North American Phillips Consumer Elecs Corp., 672 F.2d 607, 616 (7th Cir.1982), cert. denied, 459 U.S. 880 (1982)).

To determine whether similarities result from unprotectable expression, analytic dissection of similarities may be performed. If this demonstrates that all similarities in expression arise from use of common ideas, then no substantial similarity can be found.

The district court performed what can be described as an analytic dissection of similarities in its findings of fact and stated:

Plaintiff’s and defendant’s games each encompass the idea of depicting the performance of karate martial arts combat in each of the following respects:


	Each game has fourteen moves.

	Each game has a two-player option.

	Each game has a one-player option.

	Each game has forward and backward somersault moves and about-face moves.

	Each game has a squatting reverse punch wherein the heel is not on the ground.

	Each game has an upper-lunge punch.

	Each game has a back-foot sweep.

	Each game has a jumping sidekick.

	Each game has low kick.

	Each game has a walk-backwards position.

	Each game has changing background scenes.

	Each game has 30–second countdown rounds.

	Each game uses one referee.

	In each game the referee says “begin,” “stop,” “white,” “red,” which is depicted by a cartoon-style speech balloon.

	Each game has a provision for 100 bonus points per remaining second.



The district court found that the visual depiction of karate matches is subject to the constraints inherent in the sport of karate itself. The number of combatants, the stance employed by the combatants, established and recognized moves and motions regularly employed in the sport of karate, the regulation of the match by at least one referee or judge, and the manner of scoring by points and half points are among the constraints inherent in the sport of karate. Because of these constraints, karate is not susceptible of a wholly fanciful presentation. Furthermore, the use of the Commodore computer for a karate game intended for home consumption is subject to various constraints inherent in the use of that computer. Among the constraints are the use of sprites,12 and a somewhat limited access to color, together with limitations upon the use of multiple colors in one visual image.

The fifteen features listed by the court “encompass the idea of karate.” These features, which consist of the game procedure, common karate moves, the idea of background scenes, 56a time element, a referee, computer graphics, and bonus points, result from either constraints inherent in the sport of karate or computer restraints. After careful consideration and viewing of these features, we find that they necessarily follow from the idea of a martial arts karate combat game, or are inseparable from, indispensable to, or even standard treatment of the idea of the karate sport. As such, they are not protectable. “When idea and expression coincide, there will be protection against nothing other than identical copying.” Krofft, 562 F.2d at 1168. A comparison of the works in this case demonstrates that identical copying is not an issue.

Accordingly, we hold that the court did not give the appropriate weight and import to its findings which support Epyx’s argument that the similarities result from unprotectable expression. Consequently, it was clear error for the district court to determine that protectable substantial similarity existed based upon these facts.

The lower court erred by not limiting the scope of Data East’s copyright protection to the author’s contribution — the scoreboard and background scenes. In actuality, however, the backgrounds are quite dissimilar and the method of scorekeeping, though similar, is inconsequential. Based upon these two features, a discerning 17.5 year-old boy13 could not regard the works as substantially similar. Accordingly, Data East’s copyright was not infringed on this basis either.

* * *

Apple Computer, Inc. v. Microsoft Corp.

35 F.3d 1435 (9th Cir. 1994)

RYMER, Circuit Judge.

Lisa and Macintosh are Apple computers. Each has a graphical user interface (“GUI”) which Apple Computer, Inc. registered for copyright as an audio-visual work. Both GUIs were developed as a user-friendly way for ordinary mortals to communicate with the Apple computer; the Lisa Desktop and the Macintosh Finder are based on a desktop metaphor with windows, icons and pull-down menus which can be manipulated on the screen with a hand-held device called a mouse. When Microsoft Corporation released Windows 1.0, having a similar GUI, Apple complained. As a result, the two agreed to a license giving Microsoft the right to use and sublicense derivative works generated by Windows 1.0 in present and future products. Microsoft released Windows 2.03 and later, Windows 3.0; its licensee, Hewlett-Packard Company (HP), introduced NewWave 1.0 and later, NewWave 3.0, which run in conjunction with Windows to make IBM-compatible computers easier to use. Apple believed that these versions exceed the license, make Windows more “Mac-like,” and infringe its copyright. This action followed. We hold:


	Because there was an agreement by which Apple licensed the right to make certain derivative works, the district court properly started with the license to determine what Microsoft was permitted to copy. Infringement cannot be founded on alicensed 57similarity. We read Microsoft’s license as the district court did, to cover visual displays — not the Windows 1.0 interface itself. That being so, the court correctly decided first to identify which visual displays in Windows 2.03, 3.0, and NewWave are licensed and which are not.

	The district court then properly proceeded to distinguish ideas from expression, and to “dissect” unlicensed elements in order to determine whether the remaining similarities lack originality, flow naturally from basic ideas, or are one of the few ways in which a particular idea can be expressed given the constraints of the computer environment. Dissection is not inappropriate even though GUIs are thought of as the “look and feel” of a computer, because copyright protection extends only to protectable elements of expression.

	Having found that the similarities in Windows 2.03 and 3.0 consist only of unprotectable or licensed elements, and that the similarities between protectable elements in Apple’s works and NewWave are de minimis, the district court did not err by concluding that, to the extent there is creative expression left in how the works are put together, as a whole they can receive only limited protection. When the range of protectable and unauthorized expression is narrow, the appropriate standard for illicit copying is virtual identity. For these reasons, the GUIs in Windows 2.03, 3.0, and NewWave cannot be compared for substantial similarity with the Macintosh interface as a whole. Instead, as the district court held, the works must be compared for virtual identity.



Analysis of Apple’s infringement claims must start with an agreement signed in 1985 by Apple and Microsoft, which resolved a dispute about visual displays generated by Microsoft software products. The 1985 Agreement licensed the right to use the visual displays generated by Apple’s Lisa and Macintosh graphic user interface programs which appeared as derivative works in Windows 1.0.14 As a result, to the extent that later versions of Windows and NewWave use the visual displays in Windows 1.0 (which came from Apple), that use is authorized.

Apple’s appeal turns on whether the Agreement, properly construed, gives Microsoft the right to transfer individual elements or design features used in Windows 1.0. Apple particularly objects to any interpretation that would permit later Windows products to look more like the Macintosh than Windows 1.0 looked.

The plain language of the Agreement disposes of Apple’s argument. It licenses Microsoft to use “these derivative works.” “These derivative works” can only refer to Microsoft’s acknowledgment that the “visual displays” generated by Windows 1.0 “are derivative worksof 58the visual displays generated by Apple’s Lisa and Macintosh graphic user interface programs.”

Apple contends that the term “visual displays” is ambiguous and can reasonably be construed (against Microsoft, as drafter) to distinguish audiovisual copyrights protecting visual works from literary copyrights protecting programs, and to cover use of so much of Apple’s visual copyrights as were used in Windows 1.0 but no more. This argument fails because Apple tried to limit Microsoft’s license to Windows 1.0 as a whole — but did not succeed. Apple’s first draft included language providing that “at no time shall this grant extend to any appearance, look, feel, visual feature or operation other than that incorporated in Microsoft Windows.” Microsoft, however, rejected this limitation. Thus, the parties had already staked out their positions by the time Microsoft produced the final draft. Accordingly, there is no basis for construing the Agreement to grant the narrow license Apple bargained for but gave up.

Apple relies on statements by various Microsoft employees in support of its ambiguity argument. These are unavailing because the Agreement has an integration clause which precludes contradicting its terms by collateral understandings. Hayter Trucking, Inc. v. Shell Western E&P, Inc., 18 Cal. App. 4th 1, 14, 22 Cal. Rptr. 2d 229 (1993). In any event, testimony by the two employees who opined that the phrase “visual displays” is ambiguous lacks force because both are engineers who took no part in negotiating the 1985 Agreement. Likewise, an internal Microsoft memorandum by Bill Gates, which states that Microsoft must “be careful not to take additional things from Apple screens when we make enhancements — everything we do today is fine,” raises no triable issue as it is consistent with Gates’s understanding that the license was for individual displays, not the interface as a whole, and with testimony by Apple’s chief negotiator that Apple’s license from Microsoft gave Apple the right to incorporate into the Macintosh interface any “new visual feature” developed by Microsoft for Windows.

Apple’s further contention that the district court’s interpretation of the Agreement must be wrong because it would be unreasonable to suppose that Apple knowingly gave away its most valuable technological asset ignores the fact that Apple itself received valuable consideration under the Agreement: the right to use and license any new displays created by Microsoft within five years, together with Microsoft’s promises to delay release of an IBM-compatible version of Excel and to release an improved version of Microsoft Word for the Macintosh. Under these circumstances, the district court properly concluded that the Agreement is not reasonably susceptible to Apple’s interpretation.

III

Apple makes a number of related arguments challenging the district court’s copyright analysis. It contends that the district court deprived its works of meaningful protection by dissecting them into individual elements and viewing each element in isolation. Because the Macintosh GUI is a dynamic audiovisual work, Apple argues that the “total concept and feel” of its works — that is, the selection and arrangement of related images and their animation — must be compared with that of the Windows and NewWave GUIs for substantial similarity. Apple further asserts that in this case, the court had no occasion to dissect its works into discrete elements because Microsoft and HP virtually mimicked the composition, 59organization, arrangement and dynamics of the Macintosh interface, as shown by striking similarities in the animation of overlapping windows and the design, layout, and animation of icons. Apple also argues that even if dissection were appropriate, the district court should not have eliminated from jury consideration those elements that are either licensed or unprotected by copyright. Though stated somewhat differently, all of these contentions boil down to the same thing: Apple wants an overall comparison of its works to the accused works for substantial similarity rather than virtual identity.

The fact that Apple licensed the right to copy almost all of its visual displays fundamentally affects the outcome of its infringement claims. Authorized copying accounts for more than 90% of the allegedly infringing features in Windows 2.03 and 3.0, and two-thirds of the features in NewWave. More than that, the 1985 Agreement and negotiations leading up to Microsoft’s license left Apple no right to complain that selection and arrangement of licensed elements make the interface as a whole look more “Mac-like” than Windows 1.0.

Thus, we do not start at ground zero in resolving Apple’s claims of infringement. Rather, considering the license and the limited number of ways that the basic ideas of the Apple GUI can be expressed differently, we conclude that only “thin” protection, against virtually identical copying, is appropriate. Apple’s appeal, which depends on comparing its interface as a whole for substantial similarity, must therefore fail.

To prevail, Apple must show ownership of a valid copyright in the Macintosh GUI and that Microsoft and HP copied unlicensed, protected elements of its copyrighted audiovisual works. Copying may be shown by circumstantial evidence of access and substantial similarity of both the general ideas and expression between the copyrighted work and the allegedly infringing work.

We have traditionally determined whether copying sufficient to constitute infringement has taken place under a two-part test having “extrinsic” and “intrinsic” components. As originally adopted in Sid & Marty Krofft Television Productions, Inc. v. McDonald’s Corp., 562 F.2d 1157, 1164 (9th Cir.1977), the extrinsic prong was a test for similarity of ideas based on external criteria; analytic dissection and expert testimony could be used, if helpful. The intrinsic prong was a test for similarity of expression from the standpoint of the ordinary reasonable observer, with no expert assistance. Id. As it has evolved, however, the extrinsic test now objectively considers whether there are substantial similarities in both ideas and expression, whereas the intrinsic test continues to measure expression subjectively. Because only those elements of a work that are protectable and used without the author’s permission can be compared when it comes to the ultimate question of illicit copying, we use analytic dissection to determine the scope of copyright protection before works are considered “as a whole.”

Although this litigation has raised difficult and interesting issues about the scope of copyright protection for a graphical user interface, resolving this appeal is a matter of applying well-settled principles. In this, as in other cases, the steps we find helpful to follow are these:


	The plaintiff must identify the source(s) of the alleged similarity between his work and the defendant’s work.

	Using analytic dissection, and, if necessary, expert testimony, the court must determine whether any of the allegedly similar features are protected by copyright. Where, as in this case, a license agreement is involved, the court must also determine which features 60the defendant was authorized to copy. Once the scope of the license is determined, unprotectable ideas must be separated from potentially protectable expression; to that expression, the court must then apply the relevant limiting doctrines in the context of the particular medium involved, through the eyes of the ordinary consumer of that product.

	Having dissected the alleged similarities and considered the range of possible expression, the court must define the scope of the plaintiff’s copyright — that is, decide whether the work is entitled to “broad” or “thin” protection. Depending on the degree of protection, the court must set the appropriate standard for a subjective comparison of the works to determine whether, as a whole, they are sufficiently similar to support a finding of illicit copying.



A

Apple identified the sources of alleged similarity by submitting a list of particular features in its works which are similar to features found in Windows 2.03, 3.0, and NewWave. Apple’s suggestion that its arm was twisted to provide this list of similarities and that it was somehow inappropriate for the district court to ask for a list and to rely on it, instead of considering the works as a whole, is misplaced. The court had the benefit of numerous videotapes and demonstrations of the GUIs “as a whole.” The district court was nevertheless obliged to identify similarities, determine their source, and decide which elements are protectable. It was thus well within the court’s case management discretion to ask for a list from Apple.

B

It is not easy to distinguish expression from ideas, particularly in a new medium. However, it must be done, as the district court did in this case. As we recognized long ago in the case of competing jeweled bee pins, similarities derived from the use of common ideas cannot be protected; otherwise, the first to come up with an idea will corner the market. Herbert Rosenthal Jewelry Corp. v. Kalpakian, 446 F.2d 738, 742 (9th Cir.1971). Apple cannot get patent-like protection for the idea of a graphical user interface, or the idea of a desktop metaphor which concededly came from Xerox. It can, and did, put those ideas together creatively with animation, overlapping windows, and well-designed icons; but it licensed the visual displays which resulted.

The district court found that there are five other basic ideas embodied in the desktop metaphor: use of windows to display multiple images on the computer screen and to facilitate user interaction with the information contained in the windows; iconic representation of familiar objects from the office environment; manipulation of icons to convey instructions and to control operation of the computer; use of menus to store information or computer functions in a place that is convenient to reach, but saves screen space for other images; and opening and closing of objects as a means of retrieving, transferring, and storing information. No copyright protection inheres in these ideas. Therefore, substantial similarity of expression in unlicensed elements cannot be based on the fact that the Lisa, the Finder, Windows 2.03, 3.0, and NewWave all have windows, icons representing familiar objects from the office environment that describe functions being performed and that can be moved around the 61screen to tell the computer what to do, menus which give easy access to information or functions without using space on the screen, or objects that open and close.

Well-recognized precepts guide the process of analytic dissection. First, when an idea and its expression are indistinguishable, or “merged,” the expression will only be protected against nearly identical copying. Krofft, 562 F.2d at 1167-68; Kalpakian, 446 F.2d at 742. For example, in this case, the idea of an icon in a desktop metaphor representing a document stored in a computer program can only be expressed in so many ways. An iconic image shaped like a page is an obvious choice.

The doctrine of scenes a faire is closely related. As we explained in Frybarger v. International Business Machines Corp., 812 F.2d 525 (9th Cir.1987), when similar features in a videogame are “‘as a practical matter indispensable, or at least standard, in the treatment of a given [idea],’” they are treated like ideas and are therefore not protected by copyright. Id. at 530 (quoting Atari, Inc. v. North Am. Philips Consumer Elecs. Corp., 672 F.2d 607, 616 (7th Cir.), cert. denied, 459 U.S. 880, 103 S. Ct. 176, 74 L. Ed. 2d 145 (1982)). Furthermore, “the mere indispensable expression of these ideas, based on the technical requirements of the videogame medium, may be protected only against virtually identical copying.” Id.; see also Data East, 862 F.2d at 209 (visual displays of karate match conducted by two combatants, one of whom wears red shorts and the other white as in the sport, and who use the same moves, are supervised by a referee and are scored alike as in the sport, are inherent in the sport of karate itself and as such are unprotectable). In this case, for example, use of overlapping windows inheres in the idea of windows. A programmer has only two options for displaying more than one window at a time: either a tiled system, or an overlapping system. As demonstrated by Microsoft’s scenes a faire video, overlapping windows have been the clear preference in graphic interfaces. Accordingly, protectable substantial similarity cannot be based on the mere use of overlapping windows, although, of course, Apple’s particular expression may be protected.

Apple suggests that scenes a faire should not limit the scope of its audiovisual copyright, or at least that the interactive character of GUIs and their functional purpose should not outweigh their artistry. While user participation may not negate copyrightability of an audiovisual work, the district court did not deny protection to any aspect of Apple’s works on this basis. In any event, unlike purely artistic works such as novels and plays, graphical user interfaces generated by computer programs are partly artistic and partly functional. They are a tool to facilitate communication between the user and the computer; GUIs do graphically what a character-based interface, which requires a user to type in alphanumeric commands, does manually. Thus, the delete function is engaged by moving an icon on top of a trash can instead of hitting a “delete” key. In Apple’s GUI, the ability to move icons to any part of the screen exemplifies an essentially functional process, indispensable to the idea of manipulating icons by a mouse.

To the extent that GUIs are artistic, there is no dispute that creativity in user interfaces is constrained by the power and speed of the computer. For example, hardware constraints limit the number of ways to depict visually the movement of a window on the screen; because many computers do not have enough power to show the entire contents of the window as it is being moved, the illusion of movement must be shown by using the outline of a window or some similar feature. Design alternatives are further limited by the GUI’s purpose of making 62interaction between the user and the computer more “user-friendly.” These, and similar environmental and ergonomic factors which limit the range of possible expression in GUIs, properly inform the scope of copyright protection.

Originality is another doctrine which limits the scope of protection. As the Supreme Court recently made clear, protection extends only to those components of a work that are original to the author, although original selection and arrangement of otherwise uncopyrightable components may be protectable. Feist Publications, Inc. v. Rural Tel. Serv. Co., 499 U.S. 340, 348-51, 111 S. Ct. 1282, 1289-91, 113 L. Ed. 2d 358 (1991). Apple claims that its file folder and page icon designs are original. Even if they are, these particular icons add so little to the mix of protectable material that the outcome could not reasonably be affected.

In sum, the district court’s analytic dissection was appropriately conducted under the extrinsic portion of our test for whether sufficient copying to constitute infringement has taken place.

C

The district court’s conclusion that the works as a whole are entitled only to limited protection and should be compared for virtual identity follows from its analytic dissection. By virtue of the licensing agreement, Microsoft and HP were entitled to use the vast majority of features that Apple claims were copied. Of those that remain, the district court found no unauthorized, protectable similarities of expression in Windows 2.03 and 3.0, and only a handful in NewWave. Thus, any claim of infringement that Apple may have against Microsoft must rest on the copying of Apple’s unique selection and arrangement of all of these features. There can be no infringement unless the works are virtually identical.

Accordingly, since Apple did not contest summary judgment under the virtual identity standard on the merits, judgment was properly entered.

* * *

Questions

1. General Discussion Questions

1.1 How would you compare the court’s approach in Data East with the approach of the courts in Altai and Gates Rubber? Do you think that courts should treat the copying of nonliteral aspects of software visual displays differently than copying the nonliteral aspects of source code?

1.2 How does a license agreement like that in Apple v. Microsoft fit into the Altai court’s “abstraction, filtration, comparison” analysis?

1.3 How does the Apple v. Microsoft court compare the works in suit at the end of the analysis? What test does it use?

1.4 Could Apple’s Macintosh user interface or the “look and feel” of the Karate game in Data East be protected by trade dress?
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2. Litigation Questions

2.1 Why did Apple sue Microsoft? What do you think of that decision?

2.2 Why did Apple choose not to file a motion for preliminary injunction?

2.3 Was Microsoft eligible to collect its attorneys’ fees?

2.4 Why did the plaintiff in Data East choose to use pictures of the video games as evidence rather than the game itself? If the plaintiff had chosen to introduce the game itself, how would this be done during at the motion stage of the case? At the trial stage?

3. Business Law Questions

3.1 Why did Apple license its visual displays to Microsoft?

3.2 Why didn’t Apple and Microsoft simply amend their license agreement to avoid litigation?

Exercises

1. Draft a license grant that more clearly gives Microsoft the right to use Macintosh visual displays in Windows software.

2. Draft a license grant that gives Microsoft the right to use Macintosh visual displays only to the extent that such usage does not make Windows look more like the Macintosh than Windows 1.0.

Lotus Development Corp. v. Borland International, Inc.

49 F.3d 807 (1st Cir. 1995)

STAHL, Circuit Judge.

This appeal requires us to decide whether a computer menu command hierarchy is copyrightable subject matter. In particular, we must decide whether Lotus Development Corporation’s copyright in Lotus 1-2-3, a computer spreadsheet program, was infringed by Borland International, Inc., when Borland copied the Lotus 1-2-3 menu command hierarchy into its Quattro and Quattro Pro computer spreadsheet programs.

I.

Lotus 1-2-3 is a spreadsheet program that enables users to perform accounting functions electronically on a computer. Users manipulate and control the program via a series of menu commands, such as “Copy, ”Print,” and “Quit.” Users choose commands either by highlighting them on the screen or by typing their first letter. In all, Lotus 1-2-3 has 469 commands arranged into more than 50 menus and submenus.

Lotus 1-2-3, like many computer programs, allows users to write what are called “macros.” By writing a macro, a user can designate a series of command choices with a single macro keystroke. Then, to execute that series of commands in multiple parts of the spreadsheet, rather than typing the whole series each time, the user only needs to type the single pre-programmed macro keystroke, causing the program to recall and perform the 64designated series of commands automatically. Thus, Lotus 1-2-3 macros shorten the time needed to set up and operate the program.

Borland released its first Quattro program to the public in 1987, after Borland’s engineers had labored over its development for nearly three years. Borland’s objective was to develop a spreadsheet program far superior to existing programs, including Lotus 1-2-3. In Borland’s words, “[f]rom the time of its initial release…Quattro included enormous innovations over competing spreadsheet products.”

Borland included in its Quattro and Quattro Pro version 1.0 programs “a virtually identical copy of the entire 1-2-3 menu tree.” In so doing, Borland did not copy any of Lotus’s underlying computer code; it copied only the words and structure of Lotus’s menu command hierarchy. Borland included the Lotus menu command hierarchy in its programs to make them compatible with Lotus 1-2-3 so that spreadsheet users who were already familiar with Lotus 1-2-3 would be able to switch to the Borland programs without having to learn new commands or rewrite their Lotus macros.

In its Quattro and Quattro Pro version 1.0 programs, Borland achieved compatibility with Lotus 1-2-3 by offering its users an alternate user interface, the “Lotus Emulation Interface.” By activating the Emulation Interface, Borland users would see the Lotus menu commands on their screens and could interact with Quattro or Quattro Pro as if using Lotus 1-2-3, albeit with a slightly different looking screen and with many Borland options not available on Lotus 1-2-3. In effect, Borland allowed users to choose how they wanted to communicate with Borland’s spreadsheet programs: either by using menu commands designed by Borland, or by using the commands and command structure used in Lotus 1-2-3 augmented by Borland-added commands.

The district court ruled that the Lotus menu command hierarchy was a copyrightable expression because a very satisfactory spreadsheet menu tree can be constructed using different commands and a different command structure from those of Lotus 1-2-3. In fact, Borland has constructed just such an alternate tree for use in Quattro Pro’s native mode. Even if one holds the arrangement of menu commands constant, it is possible to generate literally millions of satisfactory menu trees by varying the menu commands employed.

The district court demonstrated this by offering alternate command words for the ten commands that appear in Lotus’s main menu. Id. For example, the district court stated that “[t]he ‘Quit’ command could be named ‘Exit’ without any other modifications,” and that “[t]he ‘Copy’ command could be called ‘Clone,’ ‘Ditto,’ ‘Duplicate,’ ‘Imitate,’ ‘Mimic,’ ’Replicate,’ and ‘Reproduce,’ among others.” Id. Because so many variations were possible, the district court concluded that the Lotus developers’ choice and arrangement of command terms, reflected in the Lotus menu command hierarchy, constituted copyrightable expression.

In granting partial summary judgment to Lotus, the district court held that Borland had infringed Lotus’s copyright in Lotus 1-2-3:


[A]s a matter of law, Borland’s Quattro products infringe the Lotus 1-2-3 copyright because of (1) the extent of copying of the “menu commands” and “menu structure” that is not genuinely disputed in this case, (2) the extent to which the copied elements of the “menu commands” and “menu structure” contain expressive aspects separable from the functions of the “menu commands” and “menu structure,” and (3) the scope of those copied expressive aspects as an integral part of Lotus 1-2-3.
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The court nevertheless concluded that while the Quattro and Quattro Pro programs infringed Lotus’s copyright, Borland had not copied the entire Lotus 1-2-3 user interface, as Lotus had contended. Accordingly, the court concluded that a jury trial was necessary to determine the scope of Borland’s infringement, including whether Borland copied the long prompts of Lotus 1-2-3, whether the long prompts contained expressive elements, and to what extent, if any, functional constraints limited the number of possible ways that the Lotus menu command hierarchy could have been arranged at the time of its creation.

Immediately following the district court’s summary judgment decision, Borland removed the Lotus Emulation Interface from its products. Thereafter, Borland’s spreadsheet programs no longer displayed the Lotus 1-2-3 menus to Borland users, and as a result Borland users could no longer communicate with Borland’s programs as if they were using a more sophisticated version of Lotus 1-2-3. Nonetheless, Borland’s programs continued to be partially compatible with Lotus 1-2-3, for Borland retained what it called the “Key Reader” in its Quattro Pro programs. Once turned on, the Key Reader allowed Borland’s programs to understand and perform some Lotus 1-2-3 macros. With the Key Reader on, the Borland programs used Quattro Pro menus for display, interaction, and macro execution, except when they encountered a slash (“/”) key in a macro (the starting key for any Lotus 1-2-3 macro), in which case they interpreted the macro as having been written for Lotus 1-2-3. Accordingly, people who wrote or purchased macros to shorten the time needed to perform an operation in Lotus 1-2-3 could still use those macros in Borland’s programs.

This appeal concerns only Borland’s copying of the Lotus menu command hierarchy into its Quattro programs and Borland’s affirmative defenses to such copying. Lotus has not cross-appealed; in other words, Lotus does not contend on appeal that the district court erred in finding that Borland had not copied other elements of Lotus 1-2-3, such as its screen displays.

II.

On appeal, Borland does not dispute that it factually copied the words and arrangement of the Lotus menu command hierarchy. Rather, Borland argues that it “lawfully copied the unprotectable menus of Lotus 1-2-3.” Borland contends that the Lotus menu command hierarchy is not copyrightable because it is a system, method of operation, process, or procedure foreclosed from protection by 17 U.S.C. §102(b). Borland also raises a number of affirmative defenses.

A. Copyright Infringement Generally

.…

In this appeal, we are faced only with whether the Lotus menu command hierarchy is copyrightable subject matter in the first instance, for Borland concedes that Lotus has a valid copyright in Lotus 1-2-3 as a whole and admits to factually copying the Lotus menu command hierarchy. As a result, this appeal is in a very different posture from most copyright-infringement cases, for copyright infringement generally turns on whether the defendant has copied protected expression as a factual matter. Because of this different posture, most copyright-infringement cases provide only limited help to us in deciding this appeal. This is true even with respect to those copyright-infringement cases that deal with computers and computer software.
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B. Matter of First Impression

Whether a computer menu command hierarchy constitutes copyrightable subject matter is a matter of first impression in this court. Thus we are navigating in uncharted waters.

Borland vigorously argues, however, that the Supreme Court charted our course more than 100 years ago when it decided Baker v. Selden, 101 U.S. 99, 25 L. Ed. 841 (1879).

We do not think that Baker v. Selden is nearly as analogous to this appeal as Borland claims. Of course, Lotus 1-2-3 is a computer spreadsheet, and as such its grid of horizontal rows and vertical columns certainly resembles an accounting ledger or any other paper spreadsheet. Those grids, however, are not at issue in this appeal for, unlike Selden, Lotus does not claim to have a monopoly over its accounting system. Rather, this appeal involves Lotus’s monopoly over the commands it uses to operate the computer. Accordingly, this appeal is not, as Borland contends, “identical” to Baker v. Selden.

C. Altai

Before we analyze whether the Lotus menu command hierarchy is a system, method of operation, process, or procedure, we first consider the applicability of the test the Second Circuit set forth in Computer Assoc. Int’l, Inc. v. Altai, Inc., 982 F.2d 693 (2d Cir.1992). The Second Circuit designed its Altai test to deal with the fact that computer programs, copyrighted as “literary works,” can be infringed by what is known as “nonliteral” copying, which is copying that is paraphrased or loosely paraphrased rather than word for word. When faced with nonliteral-copying cases, courts must determine whether similarities are due merely to the fact that the two works share the same underlying idea or whether they instead indicate that the second author copied the first author’s expression. The Second Circuit designed its Altai test to deal with this situation in the computer context, specifically with whether one computer program copied nonliteral expression from another program’s code.

In the instant appeal, we are not confronted with alleged nonliteral copying of computer code. Rather, we are faced with Borland’s deliberate, literal copying of the Lotus menu command hierarchy. Thus, we must determine not whether nonliteral copying occurred in some amorphous sense, but rather whether the literal copying of the Lotus menu command hierarchy constitutes copyright infringement.

While the Altai test may provide a useful framework for assessing the alleged nonliteral copying of computer code, we find it to be of little help in assessing whether the literal copying of a menu command hierarchy constitutes copyright infringement. In fact, we think that the Altai test in this context may actually be misleading because, in instructing courts to abstract the various levels, it seems to encourage them to find a base level that includes copyrightable subject matter that, if literally copied, would make the copier liable for copyright infringement. While that base (or literal) level would not be at issue in a nonliteral-copying case like Altai, it is precisely what is at issue in this appeal. We think that abstracting menu command hierarchies down to their individual word and menu levels and then filtering idea from expression at that stage, as both the Altai and the district court tests require, obscures the more fundamental question of whether a menu command hierarchy can be copyrighted at all. The initial inquiry should not be whether individual components of a menu command hierarchy are expressive, but rather whether the menu command hierarchy as a whole can be copyrighted.
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D. The Lotus Menu Command Hierarchy: A “Method of Operation”

Borland argues that the Lotus menu command hierarchy is uncopyrightable because it is a system, method of operation, process, or procedure foreclosed from copyright protection by 17 U.S.C. §102(b). Section 102(b) states: “In no case does copyright protection for an original work of authorship extend to any idea, procedure, process, system, method of operation, concept, principle, or discovery, regardless of the form in which it is described, explained, illustrated, or embodied in such work.” Because we conclude that the Lotus menu command hierarchy is a method of operation, we do not consider whether it could also be a system, process, or procedure.

We think that “method of operation,” as that term is used in §102(b), refers to the means by which a person operates something, whether it be a car, a food processor, or a computer. Thus a text describing how to operate something would not extend copyright protection to the method of operation itself; other people would be free to employ that method and to describe it in their own words. Similarly, if a new method of operation is used rather than described, other people would still be free to employ or describe that method.

We hold that the Lotus menu command hierarchy is an uncopyrightable “method of operation.” The Lotus menu command hierarchy provides the means by which users control and operate Lotus 1-2-3. If users wish to copy material, for example, they use the “Copy” command. If users wish to print material, they use the “Print” command. Users must use the command terms to tell the computer what to do. Without the menu command hierarchy, users would not be able to access and control, or indeed make use of, Lotus 1-2-3’s functional capabilities.

The Lotus menu command hierarchy does not merely explain and present Lotus 1-23’s functional capabilities to the user; it also serves as the method by which the program is operated and controlled. The Lotus menu command hierarchy is different from the Lotus long prompts, for the long prompts are not necessary to the operation of the program; users could operate Lotus 1-2-3 even if there were no long prompts. The Lotus menu command hierarchy is also different from the Lotus screen displays, for users need not “use” any expressive aspects of the screen displays in order to operate Lotus 1-2-3; because the way the screens look has little bearing on how users control the program, the screen displays are not part of Lotus 1-2-3’s “method of operation.” The Lotus menu command hierarchy is also different from the underlying computer code, because while code is necessary for the program to work, its precise formulation is not. In other words, to offer the same capabilities as Lotus 1-2-3, Borland did not have to copy Lotus’s underlying code (and indeed it did not); to allow users to operate its programs in substantially the same way, however, Borland had to copy the Lotus menu command hierarchy. Thus the Lotus 1-2-3 code is not a [sic] uncopyrightable “method of operation.”

The fact that Lotus developers could have designed the Lotus menu command hierarchy differently is immaterial to the question of whether it is a “method of operation.” In other words, our initial inquiry is not whether the Lotus menu command hierarchy incorporates any expression. Rather, our initial inquiry is whether the Lotus menu command hierarchy is a “method of operation.” Concluding, as we do, that users operate Lotus 1-2-3 by using the Lotus menu command hierarchy, and that the entire Lotus menu command hierarchy is essential to operating Lotus 1-2-3, we do not inquire further whether that method of 68operation could have been designed differently. The “expressive” choices of what to name the command terms and how to arrange them do not magically change the uncopyrightable menu command hierarchy into copyrightable subject matter.

In many ways, the Lotus menu command hierarchy is like the buttons used to control, say, a video cassette recorder (“VCR”). A VCR is a machine that enables one to watch and record video tapes. Users operate VCRs by pressing a series of buttons that are typically labelled “Record, Play, Reverse, Fast Forward, Pause, Stop/Eject.” That the buttons are arranged and labeled does not make them a “literary work,” nor does it make them an “expression” of the abstract “method of operating” a VCR via a set of labeled buttons. Instead, the buttons are themselves the “method of operating” the VCR.

When a Lotus 1-2-3 user chooses a command, either by highlighting it on the screen or by typing its first letter, he or she effectively pushes a button. Highlighting the “Print” command on the screen, or typing the letter “P,” is analogous to pressing a VCR button labeled “Play.”

Just as one could not operate a buttonless VCR, it would be impossible to operate Lotus 1-2-3 without employing its menu command hierarchy. Thus the Lotus command terms are not equivalent to the labels on the VCR’s buttons, but are instead equivalent to the buttons themselves. Unlike the labels on a VCR’s buttons, which merely make operating a VCR easier by indicating the buttons’ functions, the Lotus menu commands are essential to operating Lotus 1-2-3. Without the menu commands, there would be no way to “push” the Lotus buttons, as one could push unlabeled VCR buttons. While Lotus could probably have designed a user interface for which the command terms were mere labels, it did not do so here. Lotus 1-2-3 depends for its operation on use of the precise command terms that make up the Lotus menu command hierarchy.

One might argue that the buttons for operating a VCR are not analogous to the commands for operating a computer program because VCRs are not copyrightable, whereas computer programs are. VCRs may not be copyrighted because they do not fit within any of the §102(a) categories of copyrightable works; the closest they come is “sculptural work.” Sculptural works, however, are subject to a “useful-article” exception whereby “the design of a useful article… shall be considered a pictorial, graphic, or sculptural work only if, and only to the extent that, such design incorporates pictorial, graphic, or sculptural features that can be identified separately from, and are capable of existing independently of, the utilitarian aspects of the article.” 17 U.S.C. §101. A “useful article” is “an article having an intrinsic utilitarian function that is not merely to portray the appearance of the article or to convey information.” Id. Whatever expression there may be in the arrangement of the parts of a VCR is not capable of existing separately from the VCR itself, so an ordinary VCR would not be copyrightable.

Computer programs, unlike VCRs, are copyrightable as “literary works.” 17 U.S.C. §102(a). Accordingly, one might argue, the “buttons” used to operate a computer program are not like the buttons used to operate a VCR, for they are not subject to a useful-article exception. The response, of course, is that the arrangement of buttons on a VCR would not be copyrightable even without a useful-article exception, because the buttons are an uncopyrightable “method of operation.” Similarly, the “buttons” of a computer program are also an uncopyrightable “method of operation.”

That the Lotus menu command hierarchy is a “method of operation” becomes clearer when one considers program compatibility. Under Lotus’s theory, if a user uses several 69different programs, he or she must learn how to perform the same operation in a different way for each program used. For example, if the user wanted the computer to print material, then the user would have to learn not just one method of operating the computer such that it prints, but many different methods. We find this absurd. The fact that there may be many different ways to operate a computer program, or even many different ways to operate a computer program using a set of hierarchically arranged command terms, does not make the actual method of operation chosen copyrightable; it still functions as a method for operating the computer and as such is uncopyrightable.

Consider also that users employ the Lotus menu command hierarchy in writing macros. Under the district court’s holding, if the user wrote a macro to shorten the time needed to perform a certain operation in Lotus 1-2-3, the user would be unable to use that macro to shorten the time needed to perform that same operation in another program. Rather, the user would have to rewrite his or her macro using that other program’s menu command hierarchy. This is despite the fact that the macro is clearly the user’s own work product. We think that forcing the user to cause the computer to perform the same operation in a different way ignores Congress’s direction in §102(b) that “methods of operation” are not copyrightable. That programs can offer users the ability to write macros in many different ways does not change the fact that, once written, the macro allows the user to perform an operation automatically. As the Lotus menu command hierarchy serves as the basis for Lotus 1-2-3 macros, the Lotus menu command hierarchy is a “method of operation.”

III.

Because we hold that the Lotus menu command hierarchy is uncopyrightable subject matter, we further hold that Borland did not infringe Lotus’s copyright by copying it. Accordingly, we need not consider any of Borland’s affirmative defenses. The judgment of the district court is reversed.

BOUDIN, Circuit Judge, concurring.

The importance of this case, and a slightly different emphasis in my view of the underlying problem, prompt me to add a few words to the majority’s tightly focused discussion.

I.

Most of the law of copyright and the “tools” of analysis have developed in the context of literary works such as novels, plays, and films. In this milieu, the principal problem — simply stated, if difficult to resolve — is to stimulate creative expression without unduly limiting access by others to the broader themes and concepts deployed by the author. The middle of the spectrum presents close cases; but a “mistake” in providing too much protection involves a small cost: subsequent authors treating the same themes must take a few more steps away from the original expression.

The problem presented by computer programs is fundamentally different in one respect. The computer program is a means for causing something to happen; it has a mechanical utility, an instrumental role, in accomplishing the world’s work. Granting protection, in other words, can have some of the consequences of patent protection in limiting other people’s 70ability to perform a task in the most efficient manner. Utility does not bar copyright (dictionaries may be copyrighted), but it alters the calculus.

Of course, the argument for protection is undiminished, perhaps even enhanced, by utility: if we want more of an intellectual product, a temporary monopoly for the creator provides incentives for others to create other, different items in this class. But the “cost” side of the equation may be different where one places a very high value on public access to a useful innovation that may be the most efficient means of performing a given task. Thus, the argument for extending protection may be the same; but the stakes on the other side are much higher.

It is no accident that patent protection has preconditions that copyright protection does not — notably, the requirements of novelty and non-obviousness — and that patents are granted for a shorter period than copyrights. This problem of utility has sometimes manifested itself in copyright cases, such as Baker v. Selden, 101 U.S. 99, 25 L. Ed. 841 (1879), and been dealt with through various formulations that limit copyright or create limited rights to copy. But the case law and doctrine addressed to utility in copyright have been brief detours in the general march of copyright law.

Requests for the protection of computer menus present the concern with fencing off access to the commons in an acute form. A new menu may be a creative work, but over time its importance may come to reside more in the investment that has been made by users in learning the menu and in building their own mini-programs — macros — in reliance upon the menu. Better typewriter keyboard layouts may exist, but the familiar QWERTY keyboard dominates the market because that is what everyone has learned to use. See P. David, CLIO and the Economics of QWERTY, 75 Am. Econ. Rev. 332 (1985). The QWERTY keyboard is nothing other than a menu of letters.

Thus, to assume that computer programs are just one more new means of expression, like a filmed play, may be quite wrong. The “form” — the written source code or the menu structure depicted on the screen — look hauntingly like the familiar stuff of copyright; but the “substance” probably has more to do with problems presented in patent law or, as already noted, in those rare cases where copyright law has confronted industrially useful expressions. Applying copyright law to computer programs is like assembling a jigsaw puzzle whose pieces do not quite fit.

All of this would make no difference if Congress had squarely confronted the issue, and given explicit directions as to what should be done. The Copyright Act of 1976 took a different course. While Congress said that computer programs might be subject to copyright protection, it said this in very general terms; and, especially in §102(b), Congress adopted a string of exclusions that if taken literally might easily seem to exclude most computer programs from protection. The only detailed prescriptions for computers involve narrow issues (like back-up copies) of no relevance here.

Of course, one could still read the statute as a congressional command that the familiar doctrines of copyright law be taken and applied to computer programs, in cookie cutter fashion, as if the programs were novels or play scripts. Some of the cases involving computer programs embody this approach. It seems to be mistaken on two different grounds: the tradition of copyright law, and the likely intent of Congress.
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The broad-brush conception of copyright protection, the time limits, and the formalities have long been prescribed by statute. But the heart of copyright doctrine — what may be protected and with what limitations and exceptions — has been developed by the courts through experience with individual cases. B. Kaplan, An Unhurried View of Copyright 40 (1967). Occasionally Congress addresses a problem in detail. For the most part the interstitial development of copyright through the courts is our tradition.

Nothing in the language or legislative history of the 1976 Act, or at least nothing brought to our attention, suggests that Congress meant the courts to abandon this case-by-case approach. Indeed, by setting up §102(b) as a counterpoint theme, Congress has arguably recognized the tension and left it for the courts to resolve through the development of case law. And case law development is adaptive: it allows new problems to be solved with help of earlier doctrine, but it does not preclude new doctrines to meet new situations.

II.

In this case, the raw facts are mostly, if not entirely, undisputed. Although the inferences to be drawn may be more debatable, it is very hard to see that Borland has shown any interest in the Lotus menu except as a fall-back option for those users already committed to it by prior experience or in order to run their own macros using 1-2-3 commands. At least for the amateur, accessing the Lotus menu in the Borland Quattro or Quattro Pro program takes some effort.

Put differently, it is unlikely that users who value the Lotus menu for its own sake — independent of any investment they have made themselves in learning Lotus’ commands or creating macros dependent upon them — would choose the Borland program in order to secure access to the Lotus menu. Borland’s success is due primarily to other features. Its rationale for deploying the Lotus menu bears the ring of truth.

Now, any use of the Lotus menu by Borland is a commercial use and deprives Lotus of a portion of its “reward,” in the sense that an infringement claim if allowed would increase Lotus’ profits. But this is circular reasoning: broadly speaking, every limitation on copyright or privileged use diminishes the reward of the original creator. Yet not every writing is copyrightable or every use an infringement. The provision of reward is one concern of copyright law, but it is not the only one. If it were, copyrights would be perpetual and there would be no exceptions.

The present case is an unattractive one for copyright protection of the menu. The menu commands (e.g., “print,” “quit”) are largely for standard procedures that Lotus did not invent and are common words that Lotus cannot monopolize. What is left is the particular combination and sub-grouping of commands in a pattern devised by Lotus. This arrangement may have a more appealing logic and ease of use than some other configurations; but there is a certain arbitrariness to many of the choices.

If Lotus is granted a monopoly on this pattern, users who have learned the command structure of Lotus 1-2-3 or devised their own macros are locked into Lotus, just as a typist who has learned the QWERTY keyboard would be the captive of anyone who had a monopoly on 72the production of such a keyboard. Apparently, for a period Lotus 1-2-3 has had such sway in the market that it has represented the de facto standard for electronic spreadsheet commands. So long as Lotus is the superior spreadsheet — either in quality or in price — there may be nothing wrong with this advantage.

But if a better spreadsheet comes along, it is hard to see why customers who have learned the Lotus menu and devised macros for it should remain captives of Lotus because of an investment in learning made by the users and not by Lotus. Lotus has already reaped a substantial reward for being first; assuming that the Borland program is now better, good reasons exist for freeing it to attract old Lotus customers: to enable the old customers to take advantage of a new advance, and to reward Borland in turn for making a better product. If Borland has not made a better product, then customers will remain with Lotus anyway.

Thus, for me the question is not whether Borland should prevail but on what basis. Various avenues might be traveled, but the main choices are between holding that the menu is not protectable by copyright and devising a new doctrine that Borland’s use is privileged. No solution is perfect and no intermediate appellate court can make the final choice.

To call the menu a “method of operation” is, in the common use of those words, a defensible position. After all, the purpose of the menu is not to be admired as a work of literary or pictorial art. It is to transmit directions from the user to the computer, i.e., to operate the computer. The menu is also a “method” in the dictionary sense because it is a “planned way of doing something,” an “order or system,” and (aptly here) an “orderly or systematic arrangement, sequence or the like.” Random House Webster’s College Dictionary 853 (1991).

A different approach would be to say that Borland’s use is privileged because, in the context already described, it is not seeking to appropriate the advances made by Lotus’ menu; rather, having provided an arguably more attractive menu of its own, Borland is merely trying to give former Lotus users an option to exploit their own prior investment in learning or in macros. The difference is that such a privileged use approach would not automatically protect Borland if it had simply copied the Lotus menu (using different codes), contributed nothing of its own, and resold Lotus under the Borland label.

But a privileged use doctrine would certainly involve problems of its own. It might more closely tailor the limits on copyright protection to the reasons for limiting that protection; but it would entail a host of administrative problems that would cause cost and delay, and would also reduce the ability of the industry to predict outcomes. Indeed, to the extent that Lotus’ menu is an important standard in the industry, it might be argued that any use ought to be deemed privileged.

In sum, the majority’s result persuades me and its formulation is as good, if not better, than any other that occurs to me now as within the reach of courts. Some solutions (e.g., a very short copyright period for menus) are not options at all for courts but might be for Congress. In all events, the choices are important ones of policy, not linguistics, and they should be made with the underlying considerations in view.
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Google LLC v. Oracle America, Inc.

141 S. Ct. 1163 (2021)

Justice BREYER delivered the opinion of the Court.

Oracle America, Inc., is the current owner of a copyright in Java SE, a computer program that uses the popular Java computer programming language. Google, without permission, has copied a portion of that program, a portion that enables a programmer to call up prewritten software that, together with the computer’s hardware, will carry out a large number of specific tasks. The Federal Circuit held in Oracle’s favor (i.e., that the portion is copyrightable and Google’s copying did not constitute a “fair use”). In reviewing that decision, we assume, for argument’s sake, that the material was copyrightable. But we hold that the copying here at issue nonetheless constituted a fair use. Hence, Google’s copying did not violate the copyright law.

I

In 2005, Google acquired Android, Inc., a startup firm that hoped to become involved in smartphone software. Google sought, through Android, to develop a software platform for mobile devices like smartphones. A platform provides the necessary infrastructure for computer programmers to develop new programs and applications. One might think of a software platform as a kind of factory floor where computer programmers (analogous to autoworkers, designers, or manufacturers) might come, use sets of tools found there, and create new applications for use in, say, smartphones.

Google envisioned an Android platform that was free and open, such that software developers could use the tools found there free of charge. Its idea was that more and more developers using its Android platform would develop ever more Android-based applications, all of which would make Google’s Android-based smartphones more attractive to ultimate consumers. Consumers would then buy and use ever more of those phones. That vision required attracting a sizeable number of skilled programmers.

At that time, many software developers understood and wrote programs using the Java programming language, a language invented by Sun Microsystems (Oracle’s predecessor). About six million programmers had spent considerable time learning, and then using, the Java language. Many of those programmers used Sun’s own popular Java SE platform to develop new programs primarily for use in desktop and laptop computers. That platform allowed developers using the Java language to write programs that were able to run on any desktop or laptop computer, regardless of the underlying hardware (i.e., the programs were in large part “interoperable”). Indeed, one of Sun’s slogans was “‘write once, run anywhere.’”

Shortly after acquiring the Android firm, Google began talks with Sun about the possibility of licensing the entire Java platform for its new smartphone technology. But Google did not want to insist that all programs written on the Android platform be interoperable. As Android’s founder explained, “[t]he whole idea about [an] open source [platform] is to have very, very few restrictions on what people can do with it,” and Sun’s interoperability policy would have undermined that free and open business model. Apparently, for reasons related to this disagreement, Google’s negotiations with Sun broke down. Google then built its own platform.
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The record indicates that roughly 100 Google engineers worked for more than three years to create Google’s Android platform software. In doing so, Google tailored the Android platform to smartphone technology, which differs from desktop and laptop computers in important ways. A smartphone, for instance, may run on a more limited battery or take advantage of GPS technology. The Android platform offered programmers the ability to program for that environment. To build the platform, Google wrote millions of lines of new code. Because Google wanted millions of programmers, familiar with Java, to be able easily to work with its new Android platform, it also copied roughly 11,500 lines of code from the Java SE program. The copied lines of code are part of a tool called an Application Programming Interface, or API.

What is an API? The Federal Circuit described an API as a tool that “allow[s] programmers to use . . . prewritten code to build certain functions into their own programs, rather than write their own code to perform those functions from scratch.” Through an API, a programmer can draw upon a vast library of prewritten code to carry out complex tasks. For lay persons, including judges, juries, and many others, some elaboration of this description may prove useful.

Consider in more detail just what an API does. A computer can perform thousands, perhaps millions, of different tasks that a programmer may wish to use. These tasks range from the most basic to the enormously complex. Ask the computer, for example, to tell you which of two numbers is the higher number or to sort one thousand numbers in ascending order, and it will instantly give you the right answer. An API divides and organizes the world of computing tasks in a particular way. Programmers can then use the API to select the particular task that they need for their programs. In Sun’s API (which we refer to as the Sun Java API), each individual task is known as a “method.” The API groups somewhat similar methods into larger “classes,” and groups somewhat similar classes into larger “packages.” This method-class-package organizational structure is referred to as the Sun Java API’s “structure, sequence, and organization,” or SSO.

For each task, there is computer code, known as “implementing code,” that in effect tells the computer how to execute the particular task you have asked it to perform (such as telling you, of two numbers, which is the higher). The implementing code (which Google independently wrote) is not at issue here. For a single task, the implementing code may be hundreds of lines long. It would be difficult, perhaps impossible, for a programmer to create complex software programs without drawing on prewritten task-implementing programs to execute discrete tasks.

But how do you as the programmer tell the computer which of the implementing code programs it should choose, i.e., which task it should carry out? You do so by entering into your own program a command that corresponds to the specific task and calls it up. Those commands, known as “method calls,” help you carry out the task by choosing those programs written in implementing code that will do the trick, i.e., that will instruct the computer so that your program will find the higher of two numbers. If a particular computer might perform, say, a million different tasks, different method calls will tell the computer which of those tasks to choose. Those familiar with the Java language already know countless method calls that allow them to invoke countless tasks.
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And how does the method call (which a programmer types) actually locate and invoke the particular implementing code that it needs to instruct the computer how to carry out a particular task? It does so through another type of code, which the parties have labeled “declaring code.” Declaring code is part of the API. For each task, the specific command entered by the programmer matches up with specific declaring code inside the API. That declaring code provides both the name for each task and the location of each task within the API’s overall organizational system (i.e., the placement of a method within a particular class and the placement of a class within a particular package). In this sense, the declaring code and the method call form a link, allowing the programmer to draw upon the thousands of prewritten tasks, written in implementing code. Without that declaring code, the method calls entered by the programmer would not call up the implementing code.

The declaring code therefore performs at least two important functions in the Sun Java API. The first, more obvious, function is that the declaring code enables a set of shortcuts for programmers. By connecting complex implementing code with method calls, it allows a programmer to pick out from the API’s task library a particular task without having to learn anything more than a simple command. For example, a programmer building a new application for personal banking may wish to use various tasks to, say, calculate a user’s balance or authenticate a password. To do so, she need only learn the method calls associated with those tasks. In this way, the declaring code’s shortcut function is similar to a gas pedal in a car that tells the car to move faster or the QWERTY keyboard on a typewriter that calls up a certain letter when you press a particular key. As those analogies demonstrate, one can think of the declaring code as part of an interface between human beings and a machine.

The second, less obvious, function is to reflect the way in which Java’s creators have divided the potential world of different tasks into an actual world, i.e., precisely which set of potentially millions of different tasks we want to have our Java-based computer systems perform and how we want those tasks arranged and grouped. In this sense, the declaring code performs an organizational function. It determines the structure of the task library that Java’s creators have decided to build. To understand this organizational system, think of the Dewey Decimal System that categorizes books into an accessible system or a travel guide that arranges a city’s attractions into different categories. Language itself provides a rough analogy to the declaring code’s organizational feature, for language itself divides into sets of concepts a world that in certain respects other languages might have divided differently. The developers of Java, for example, decided to place a method called “draw image” inside of a class called “graphics.”

Now let us consider the example that the District Court used to explain the precise technology here. A programmer wishes, as part of her program, to determine which of two integers is the larger. To do so in the Java language, she will first write java.lang. Those words refer to the “package” (or by analogy to the file cabinet). She will then write Math. That word refers to the “class” (or by analogy to the drawer). She will then write max. That word refers to the “method” (or by analogy to the recipe). She will then make two parentheses ( ). And, in between the parentheses she will put two integers, say 4 and 6, that she wishes to compare. The whole expression—the method call—will look like this: “java.lang.Math.max(4, 6).” The use of this expression will, by means of the API, call up a task-implementing program that will determine the higher number.
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In writing this program, the programmer will use the very symbols we have placed in bold in the precise order we have placed them. But the symbols by themselves do nothing. She must also use software that connects the symbols to the equivalent of file cabinets, drawers, and files. The API is that software. It includes both the declaring code that links each part of the method call to the particular task-implementing program, and the implementing code that actually carries it out.

Now we can return to the copying at issue in this case. Google did not copy the task-implementing programs, or implementing code, from the Sun Java API. It wrote its own task-implementing programs, such as those that would determine which of two integers is the greater or carry out any other desired (normally far more complex) task. This implementing code constitutes the vast majority of both the Sun Java API and the API that Google created for Android. For most of the packages in its new API, Google also wrote its own declaring code. For 37 packages, however, Google copied the declaring code from the Sun Java API. As just explained, that means that, for those 37 packages, Google necessarily copied both the names given to particular tasks and the grouping of those tasks into classes and packages.

In doing so, Google copied that portion of the Sun Java API that allowed programmers expert in the Java programming language to use the “task calling” system that they had already learned. As Google saw it, the 37 packages at issue included those tasks that were likely to prove most useful to programmers working on applications for mobile devices. In fact, “three of these packages were . . . fundamental to being able to use the Java language at all.” By using the same declaring code for those packages, programmers using the Android platform can rely on the method calls that they are already familiar with to call up particular tasks (e.g., determining which of two integers is the greater); but Google’s own implementing programs carry out those tasks. Without that copying, programmers would need to learn an entirely new system to call up the same tasks. We add that the Android platform has been successful. Within five years of its release in 2007, Android-based devices claimed a large share of the United States market. Android sales produced more than $42 billion in revenue. In 2010 Oracle Corporation bought Sun. Soon thereafter Oracle brought this lawsuit in the United States District Court for the Northern District of California.

II

The Federal Circuit assumed all factual questions in Google’s favor. But, it said, the question whether those facts constitute a “fair use” is a question of law. Deciding that question of law, the court held that Google’s use of the Sun Java API was not a fair use. It wrote that “[t]here is nothing fair about taking a copyrighted work verbatim and using it for the same purpose and function as the original in a competing platform.”

III

A

Copyright and patents, the Constitution says, are to “promote the Progress of Science and useful Arts, by securing for limited Times to Authors and Inventors the exclusive Right to their respective Writings and Discoveries.” Art. I, §8, cl. 8. Copyright statutes and case law have made clear that copyright has practical objectives. It grants an author an exclusive right to produce his work (sometimes for a hundred years or more), not as a special reward, but in 77order to encourage the production of works that others might reproduce more cheaply. At the same time, copyright has negative features. Protection can raise prices to consumers. It can impose special costs, such as the cost of contacting owners to obtain reproduction permission. And the exclusive rights it awards can sometimes stand in the way of others exercising their own creative powers.

Macaulay once said that the principle of copyright is a “tax on readers for the purpose of giving a bounty to writers.” T. Macaulay, Speeches on Copyright 25 (E. Miller ed. 1913). Congress, weighing advantages and disadvantages, will determine the more specific nature of the tax, its boundaries and conditions, the existence of exceptions and exemptions, all by exercising its own constitutional power to write a copyright statute.

Directly relevant here, a copyright holder cannot prevent another person from making a “fair use” of copyrighted material. §107. We have described the “fair use” doctrine, originating in the courts, as an “equitable rule of reason” that “permits courts to avoid rigid application of the copyright statute when, on occasion, it would stifle the very creativity which that law is designed to foster.” Stewart v. Abend, 495 U. S. 207, 236 (1990). The statutory provision that embodies the doctrine indicates, rather than dictates, how courts should apply it. The provision says: “[T]he fair use of a copyrighted work, . . . for purposes such as criticism, comment, news reporting, teaching . . . scholarship, or research, is not an infringement of copyright. In determining whether the use made of a work in any particular case is a fair use the factors to be considered shall include—“(1) the purpose and character of the use, including whether such use is of a commercial nature or is for nonprofit educational purposes; (2) the nature of the copyrighted work; (3) the amount and substantiality of the portion used in relation to the copyrighted work as a whole; and (4) the effect of the use upon the potential market for or value of the copyrighted work.” §107.

In applying this provision, we, like other courts, have understood that the provision’s list of factors is not exhaustive, that the examples it sets forth do not exclude other examples, and that some factors may prove more important in some contexts than in others. In a word, we have understood the provision to set forth general principles, the application of which requires judicial balancing, depending upon relevant circumstances, including “significant changes in technology.” Sony Corp. of America v. Universal City Studios, Inc., 464 U. S. 417, 430 (1984.

B

Google’s petition for certiorari poses two questions. The first asks whether Java’s API is copyrightable. The second question asks us to determine whether Google’s use of the API was a “fair use.” A holding for Google on either question presented would dispense with Oracle’s copyright claims.

Given the rapidly changing technological, economic, and business-related circumstances, we believe we should not answer more than is necessary to resolve the parties’ dispute. We shall assume, but purely for argument’s sake, that the entire Sun Java API falls within the definition of that which can be copyrighted. We shall ask instead whether Google’s use of part of that API was a “fair use.” Unlike the Federal Circuit, we conclude that it was.
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IV

The language of §107, the “fair use” provision, reflects its judge-made origins. That background, as well as modern courts’ use of the doctrine, makes clear that the concept is flexible, that courts must apply it in light of the sometimes conflicting aims of copyright law, and that its application may well vary depending upon context. Thus, copyright’s protection may be stronger where the copyrighted material is fiction, not fact, where it consists of a motion picture rather than a news broadcast, or where it serves an artistic rather than a utilitarian function. Similarly, courts have held that in some circumstances, say, where copyrightable material is bound up with uncopyrightable material, copyright protection is “thin.”

Generically speaking, computer programs differ from books, films, and many other “literary works” in that such programs almost always serve functional purposes. These and other differences have led at least some judges to complain that “applying copyright law to computer programs is like assembling a jigsaw puzzle whose pieces do not quite fit.” Lotus Development Corp. v. Borland Int’l, Inc., 49 F. 3d 807, 820 (CA1 1995) (Boudin, J., concurring).

These differences also led Congress to think long and hard about whether to grant computer programs copyright protection. In 1974, Congress established a National Commission on New Technological Uses of Copyrighted Works (CONTU) to look into the matter. After several years of research, CONTU concluded that the “availability of copyright protection for computer programs is desirable.” Final Report 11 (July 31, 1978). And it believed that copyright’s existing doctrines (e.g., fair use), applied by courts on a case-by-case basis, could prevent holders from using copyright to stifle innovation. The upshot, in our view, is that fair use can play an important role in determining the lawful scope of a computer program copyright, such as the copyright at issue here.

V

At the outset, Google argues that “fair use” is a question for a jury to decide; here the jury decided the question in Google’s favor; and we should limit our review to determining whether “substantial evidence” justified the jury’s decision. The Federal Circuit disagreed. It thought that the “fair use” question was a mixed question of fact and law; that reviewing courts should appropriately defer to the jury’s findings of underlying facts; but that the ultimate question whether those facts showed a “fair use” is a legal question for judges to decide de novo. We agree with the Federal Circuit’s answer to this question.

VI

We turn now to the basic legal question before us: Was Google’s copying of the Sun Java API, specifically its use of the declaring code and organizational structure for 37 packages of that API, a “fair use.” In answering this question, we shall consider the four factors set forth in the fair use statute as we find them applicable to the kind of computer programs before us. For expository purposes, we begin with the second.
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A. “The Nature of the Copyrighted Work”

The Sun Java API is a “user interface.” It provides a way through which users (here the programmers) can “manipulate and control” task-performing computer programs “via a series of menu commands.” The API reflects Sun’s division of possible tasks that a computer might perform into a set of actual tasks that certain kinds of computers actually will perform. No one claims that the decisions about what counts as a task are themselves copyrightable— although one might argue about decisions as to how to label and organize such tasks (e.g., the decision to name a certain task “max” or to place it in a class called “Math.”

As discussed above, we can think of the technology as having three essential parts. First, the API includes “implementing code,” which actually instructs the computer on the steps to follow to carry out each task. Google wrote its own programs (implementing programs) that would perform each one of the tasks that its API calls up. Second, the Sun Java API associates a particular command, called a “method call,” with the calling up of each task. The symbols java.lang., for example, are part of the command that will call up the program (whether written by Sun or, as here, by Google) that instructs the computer to carry out the “larger number” operation. Oracle does not here argue that the use of these commands by programmers itself violates its copyrights. Third, the Sun Java API contains computer code that will associate the writing of a method call with particular “places” in the computer that contain the needed implementing code. This is the declaring code. The declaring code both labels the particular tasks in the API and organizes those tasks, or “methods,” into “packages” and “classes.” We have referred to this organization, by way of rough analogy, as file cabinets, drawers, and files.

Oracle does claim that Google’s use of the Sun Java API’s declaring code violates its copyrights. The declaring code at issue here resembles other copyrighted works in that it is part of a computer program. Congress has specified that computer programs are subjects of copyright. It differs, however, from many other kinds of copyrightable computer code. It is inextricably bound together with a general system, the division of computing tasks, that no one claims is a proper subject of copyright. It is inextricably bound up with the idea of organizing tasks into what we have called cabinets, drawers, and files, an idea that is also not copyrightable. It is inextricably bound up with the use of specific commands known to programmers, known here as method calls (such as java.lang.Math.max, etc.), that Oracle does not here contest. And it is inextricably bound up with code, which is copyrightable but was not copied.

Moreover, the copied declaring code and the uncopied implementing programs call for, and reflect, different kinds of capabilities. A single implementation may walk a computer through dozens of different steps. To write implementing programs, witnesses told the jury, requires balancing such considerations as how quickly a computer can execute a task or the likely size of the computer’s memory. One witness described that creativity as “magic” practiced by an API developer when he or she worries “about things like power management” for devices that “run on a battery.” This is the very creativity that was needed to develop the Android software for use not in laptops or desktops but in the very different context of smartphones.

The declaring code (inseparable from the programmer’s method calls) embodies a different kind of creativity. Sun Java’s creators, for example, tried to find declaring code 80names that would prove intuitively easy to remember. They wanted to attract programmers who would learn the system, help to develop it further, and prove reluctant to use another. Sun’s business strategy originally emphasized the importance of using the API to attract programmers. It sought to make the API “open” and “then . . . compete on implementations.” The testimony at trial was replete with examples of witnesses drawing this critical line between the user-centered declaratory code and the innovative implementing code.

These features mean that, as part of a user interface, the declaring code differs to some degree from the mine run of computer programs. Like other computer programs, it is functional in nature. Unlike many other programs, its value in significant part derives from the value that those who do not hold copyrights, namely, computer programmers, invest of their own time and effort to learn the API’s system. And unlike many other programs, its value lies in its efforts to encourage programmers to learn and to use that system so that they will use (and continue to use) Sun-related implementing programs that Google did not copy.

Although copyrights protect many different kinds of writing, we have emphasized the need to “recogni[ze] that some works are closer to the core of [copyright] than others,” Campbell, 510 U. S., at 586. In our view, for the reasons just described, the declaring code is, if copyrightable at all, further than are most computer programs (such as the implementing code) from the core of copyright. That fact diminishes the fear that application of “fair use” here would seriously undermine the general copyright protection that Congress provided for computer programs. And it means that this factor, “the nature of the copyrighted work,” points in the direction of fair use.

B. “The Purpose and Character of the Use”

In the context of fair use, we have considered whether the copier’s use adds something new, with a further purpose or different character, altering the copyrighted work with new expression, meaning or message. In answering this question, we have used the word “transformative” to describe a copying use that adds something new and important. Campbell, 510 U. S., at 579.

Google copied portions of the Sun Java API precisely, and it did so in part for the same reason that Sun created those portions, namely, to enable programmers to call up implementing programs that would accomplish particular tasks. But since virtually any unauthorized use of a copyrighted computer program (say, for teaching or research) would do the same, to stop here would severely limit the scope of fair use in the functional context of computer programs. Rather, in determining whether a use is “transformative,” we must go further and examine the copying’s more specifically described “purpose[s]” and “character.” 17 U. S. C. §107(1).

Here Google’s use of the Sun Java API seeks to create new products. It seeks to expand the use and usefulness of Android-based smartphones. Its new product offers programmers a highly creative and innovative tool for a smartphone environment. To the extent that Google used parts of the Sun Java API to create a new platform that could be readily used by programmers, its use was consistent with that creative “progress” that is the basic constitutional objective of copyright itself.

Google limited its use of the Sun Java API to tasks and specific programming demands related to Android. It copied the API (which Sun created for use in desktop and laptop 81computers) only insofar as needed to include tasks that would be useful in smartphone programs. And it did so only insofar as needed to allow programmers to call upon those tasks without discarding a portion of a familiar programming language and learning a new one.

Google, through Android, provided a new collection of tasks operating in a distinct and different computing environment. Those tasks were carried out through the use of new implementing code (that Google wrote) designed to operate within that new environment. Some of the amici refer to what Google did as “reimplementation,” defined as the “building of a system . . . that repurposes the same words and syntaxes” of an existing system—in this case so that programmers who had learned an existing system could put their basic skills to use in a new one.

The record here demonstrates the numerous ways in which reimplementing an interface can further the development of computer programs. The jury heard that shared interfaces are necessary for different programs to speak to each other. It heard that the reuse of APIs is common in the industry. It heard that Sun itself had used pre-existing interfaces in creating Java. And it heard that Sun executives thought that widespread use of the Java programming language, including use on a smartphone platform, would benefit the company. These and related facts convince us that the “purpose and character” of Google’s copying was transformative—to the point where this factor too weighs in favor of fair use.

There are two other considerations that are often taken up under the first factor: commerciality and good faith. The text of §107 includes various noncommercial uses, such as teaching and scholarship, as paradigmatic examples of privileged copying. There is no doubt that a finding that copying was not commercial in nature tips the scales in favor of fair use. But the inverse is not necessarily true, as many common fair uses are indisputably commercial. For instance, the text of §107 includes examples like “news reporting,” which is often done for commercial profit. So even though Google’s use was a commercial endeavor, that is not dispositive of the first factor, particularly in light of the inherently transformative role that the reimplementation played in the new Android system.

As for bad faith, our decision in Campbell expressed some skepticism about whether bad faith has any role in a fair use analysis. We find this skepticism justifiable, as “[c]opyright is not a privilege reserved for the well-behaved.”

C. “The Amount and Substantiality of the Portion Used”

If one considers the declaring code in isolation, the quantitative amount of what Google copied was large. Google copied the declaring code for 37 packages of the Sun Java API, totaling approximately 11,500 lines of code. Those lines of code amount to virtually all the declaring code needed to call up hundreds of different tasks. On the other hand, if one considers the entire set of software material in the Sun Java API, the quantitative amount copied was small. The total set of Sun Java API computer code, including implementing code, amounted to 2.86 million lines, of which the copied 11,500 lines were only 0.4 percent.

The question here is whether those 11,500 lines of code should be viewed in isolation or as one part of the considerably greater whole. We have said that even a small amount of copying may fall outside of the scope of fair use where the excerpt copied consists of the “‘heart’” of the original work’s creative expression. On the other hand, copying a larger 82amount of material can fall within the scope of fair use where the material copied captures little of the material’s creative expression or is central to a copier’s valid purpose.

Several features of Google’s copying suggest that the better way to look at the numbers is to take into account the several million lines that Google did not copy. For one thing, the Sun Java API is inseparably bound to those task implementing lines. Its purpose is to call them up. For another, Google copied those lines not because of their creativity, their beauty, or even (in a sense) because of their purpose. It copied them because programmers had already learned to work with the Sun Java API’s system, and it would have been difficult, perhaps prohibitively so, to attract programmers to build its Android smartphone system without them. Further, Google’s basic purpose was to create a different task-related system for a different computing environment (smartphones) and to create a platform—the Android platform—that would help achieve and popularize that objective. The “substantiality” factor will generally weigh in favor of fair use where, as here, the amount of copying was tethered to a valid, and transformative, purpose.

D. Market Effects

The fourth statutory factor focuses upon the “effect” of the copying in the “market for or value of the copyrighted work.” 17 U. S. C. §107(4). Consideration of this factor, at least where computer programs are at issue, can prove more complex than at first it may seem. It can require a court to consider the amount of money that the copyright owner might lose. As we pointed out in Campbell, “verbatim copying of the original in its entirety for commercial purposes” may well produce a market substitute for an author’s work. 510 U. S., at 591.

But a potential loss of revenue is not the whole story. We here must consider not just the amount but also the source of the loss. As we pointed out in Campbell, a “lethal parody, like a scathing theatre review,” may “kil[l] demand for the original.” Id., at 591–592. Yet this kind of harm, even if directly translated into foregone dollars, is not cognizable under the Copyright Act.

Further, we must take into account the public benefits the copying will likely produce. Are those benefits, for example, related to copyright’s concern for the creative production of new expression? Are they comparatively important, or unimportant, when compared with dollar amounts likely lost (taking into account as well the nature of the source of the loss)?

We do not say that these questions are always relevant to the application of fair use, not even in the world of computer programs. Nor do we say that these questions are the only questions a court might ask. But we do find them relevant here in helping to determine the likely market effects of Google’s reimplementation. As to the likely amount of loss, the jury could have found that Android did not harm the actual or potential markets for Java SE. And it could have found that Sun itself (now Oracle) would not have been able to enter those markets successfully whether Google did, or did not, copy a part of its API.

First, evidence at trial demonstrated that, regardless of Android’s smartphone technology, Sun was poorly positioned to succeed in the mobile phone market. The jury heard ample evidence that Java SE’s primary market was laptops and desktops. It also heard that Sun’s many efforts to move into the mobile phone market had proved unsuccessful. As far back as 2006, prior to Android’s release, Sun’s executives projected declining revenue for mobile phones because of emerging smartphone technology. When Sun’s former CEO was 83asked directly whether Sun’s failure to build a smartphone was attributable to Google’s development of Android, he answered that it was not. Given the evidence showing that Sun was beset by business challenges in developing a mobile phone product, the jury was entitled to agree with that assessment.

Second, the jury was repeatedly told that devices using Google’s Android platform were different in kind from those that licensed Sun’s technology. For instance, witnesses explained that the broader industry distinguished between smartphones and simpler “feature phones.” As to the specific devices that used Sun-created software, the jury heard that one of these phones lacked a touchscreen, while another did not have a QWERTY keyboard. For other mobile devices, the evidence showed that simpler products, like the Kindle, used Java software, while more advanced technology, like the Kindle Fire, were built on the Android operating system. This record evidence demonstrates that, rather than just “repurposing [Sun’s] code from larger computers to smaller computers,” Google’s Android platform was part of a distinct (and more advanced) market than Java software.

Looking to these important differences, Google’s economic expert told the jury that Android was not a market substitute for Java’s software. As he explained, “the two products are on very different devices,” and the Android platform, which offers “an entire mobile operating stack,” is a “very different typ[e] of produc[t]” than Java SE, which is “just an applications programming framework.” Taken together, the evidence showed that Sun’s mobile phone business was declining, while the market increasingly demanded a new form of smartphone technology that Sun was never able to offer.

Finally, the jury also heard evidence that Sun foresaw a benefit from the broader use of the Java programming language in a new platform like Android, as it would further expand the network of Java-trained programmers. In other words, the jury could have understood Android and Java SE as operating in two distinct markets. And because there are two markets at issue, programmers learning the Java language to work in one market (smartphones) are then able to bring those talents to the other market (laptops).

On the other hand, Google’s copying helped Google make a vast amount of money from its Android platform. And enforcement of the Sun Java API copyright might give Oracle a significant share of these funds. It is important, however, to consider why and how Oracle might have become entitled to this money. When a new interface, like an API or a spreadsheet program, first comes on the market, it may attract new users because of its expressive qualities, such as a better visual screen or because of its superior functionality. As time passes, however, it may be valuable for a different reason, namely, because users, including programmers, are just used to it. They have already learned how to work with it. See Lotus Development Corp., 49 F. 3d, at 821 (Boudin, J., concurring).

The record here is filled with evidence that this factor accounts for Google’s desire to use the Sun Java API. This source of Android’s profitability has much to do with third parties’ (say, programmers’) investment in Sun Java programs. It has correspondingly less to do with Sun’s investment in creating the Sun Java API. We have no reason to believe that the Copyright Act seeks to protect third parties’ investment in learning how to operate a created work.

Finally, given programmers’ investment in learning the Sun Java API, to allow enforcement of Oracle’s copyright here would risk harm to the public. Given the costs and difficulties of producing alternative APIs with similar appeal to programmers, allowing 84enforcement here would make of the Sun Java API’s declaring code a lock limiting the future creativity of new programs. Oracle alone would hold the key. The result could well prove highly profitable to Oracle (or other firms holding a copyright in computer interfaces). But those profits could well flow from creative improvements, new applications, and new uses developed by users who have learned to work with that interface. To that extent, the lock would interfere with, not further, copyright’s basic creativity objectives. After all, “copyright supplies the economic incentive to [both] create and disseminate ideas,” Harper & Row, 471 U. S., at 558, and the reimplementation of a user interface allows creative new computer code to more easily enter the market.

The uncertain nature of Sun’s ability to compete in Android’s market place, the sources of its lost revenue, and the risk of creativity-related harms to the public, when taken together, convince that this fourth factor—market effects—also weighs in favor of fair use.

* * *

We reach the conclusion that in this case, where Google reimplemented a user interface, taking only what was needed to allow users to put their accrued talents to work in a new and transformative program, Google’s copying of the Sun Java API was a fair use of that material as a matter of law.

* * *

Questions

1. General Discussion Questions

1.1 How does the Lotus v. Borland court’s approach differ from the approach taken by the Altai court?

1.2 Do you agree with the court in Lotus v. Borland that the Lotus software is a “method of operation”?

1.3 Thinking ahead to software patents, do the Lotus v. Borland and Google v. Oracle cases sway you in favor of protection under patent law?

1.4 Do you agree that Google’s use of Oracle’s Java APIs was a “fair use” under the Copyright Act, focusing especially on the Supreme Court’s market effects anyalysis and the purpose of Google’s use?

2. Litigation Questions

2.1 How would you evaluate Lotus’s decision to continue to pursue litigation following Borland’s remedial measures?

2.2 The district court in Lotus v. Borland tried the case largely without the benefit of live testimony. What are the advantages and disadvantages of this approach?

3. Business Law Questions

3.1 Evaluate Lotus’s decision to pursue litigation from a business standpoint. What were its goals? Did it achieve those goals? What were its alternatives?
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3.2 Would it have made sense for Lotus to license its user interface to Borland?

3.3 Why did Google decide not to license the Java platform from Oracle? Was that a wise business decision for Google and Oracle, respectively?

Exercises

1. The Lotus v. Borland case was affirmed by an equally divided Supreme Court. Outline the arguments in an opinion for the Court that affirms the circuit court and in one that reverses the circuit court.

2. Microsoft faced the same issues as Borland in competing with Lotus 123. Advise Microsoft on what it can and cannot do to help users switch from Lotus 123 to its Microsoft Excel spreadsheet software.





	1. Registering a work with the Copyright Office was, at that time, a prerequisite to filing a copyright lawsuit.


	2. CONTU, Final Report 1 (1979).


	3. See H.R. Rep. No. 1307, 96th Cong., 2d Sess. 23, reprinted in 1980 U.S.C.C.A.N. 6460, 6482.


	4. See Pamela Samuelson, CONTU Revisited: The Case Against Copyright Protection for Computer Readable Programs in Machine Readable Form, 1984 DUKE L.J. 663 (1984).


	5. See Pamela Samuelson, CONTU Revisited: The Case Against Copyright Protection for Computer Readable Programs in Machine Readable Form, 1984 Duke L.J. 663 (1984).


	6. Both Piderit and Newman signed written agreements not to reveal trade secrets and to return all materials used during their employment with Gates.


	7. There was evidence that Piderit pirated a copy of the Design Flex program and brought it with him to Bando.


	8. However, we note that the appropriate test to be applied and the order in which its various components are to be applied in any particular case may vary depending on the claims involved, the procedural posture of the suit, and the nature of the computer programs at issue.


	9. We recognize that the scenes a faire doctrine may implicate the protectability of interfacing and that this topic is very sensitive and has the potential to effect widely the law of computer copyright. This appeal does not require us to determine the scope of the scenes a faire doctrine as it relates to interfacing and accordingly we refrain from discussing the issue.


	10. The criticisms of the Whelan analysis primarily concern the high level of abstraction at which the court chose to separate idea from expression. The criticisms of the Whelan decision are valid when the opinion is read to imply that a computer program can have only one idea. See 3 Nimmer, §13.03[F], at 13102.17. Computer programs can, and nearly all do, incorporate more than one idea. When a program is analyzed under the Whelan framework with this broader concept of idea, the scope of protection afforded by the Whelan analysis is significantly curtailed.


	11. We note that the court correctly found a number of the elements present in both the Design Flex and Chauffeur programs to be unprotectable. It found the formulas used in the program to have been previously published and therefore in the public domain, and the level of complexity of the program to be more akin to the idea of the program than its expression. Gates Rubber, 798 F. Supp. at 151819.


	12. A “sprite” involves the use of a special technique for creating mobile graphic images on a computer screen that is appropriate for animation. An increase in sophistication of sprite techniques used in the computer program will increase the graphic quality of the game’s animation.


	13. The district court found that the average age of individuals purchasing “Karate Champ” is 17.5 years, that the purchasers are predominantly male, and comprise a knowledgeable, critical, and discerning group.


	14. In the Agreement, Microsoft acknowledged “that the visual displays in [Windows 1.0] are derivative works of the visual displays generated by Apple’s Lisa and Macintosh graphic user interface programs.” Apple granted Microsoft a nonexclusive, royaltyfree, nontransferable license “to use these derivative works in present and future software programs and to license them” to third parties for use in new software programs. Microsoft, in turn, granted Apple a similar license “to use any new visual displays created by Microsoft” during the next five years as part of its Windows retail software products; Apple waived any copyright, patent, trade secret, or other claim against Windows 1.0; Microsoft agreed to delay the release of any versions of its Excel spreadsheet program that would run on computers other than the Macintosh; and Microsoft agreed to release an enhanced version of Microsoft Word (a word processing program) for the Macintosh.
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· Chapter · 3 Trade Secret Protection

I. INTRODUCTION

In many ways trade secret protection fits software more naturally than other forms of intellectual property protection. As we have seen in Chapter 2, the technical nature of software caused some to argue against copyright protection. And, as we will see later in Chapter 5, some have argued against patent protection because software appears to be nothing more than a series of mathematical algorithms. Trade secret law, on the other hand, protects any idea that has value because of its secrecy, no matter the nature of the idea. In the early days of the software industry when copyright and patent protection were in doubt, trade secret protection took on special importance. Today, trade secret protection remains important in many contexts. This chapter explores several of those contexts.

The chapter begins by examining the definitions of a “trade secret” as set forth in the Uniform Trade Secrets Act (UTSA), the Defend Trade Secrets Act of 2016 (DTSA), the first Restatement of Torts, and the Restatement (Third) of Unfair Competition. Principles from the first Restatement of Torts have been adopted into the common law of states that have not enacted the UTSA. The chapter then addresses what measures a party must take to retain the secrecy of a trade secret. As you will see, the secrecy measures need only be reasonable under the circumstances, not ironclad. The chapter contains an exercise to explore what this might mean in the entrepreneurial culture of the software industry.

Then the chapter turns to the sharing of trade secrets. Software programmers share trade secrets with employees, partners, customers, and even competitors. This sharing is fundamental to innovation in the software industry. The chapter looks at the primary vehicle used to facilitate this sharing: the Non-Disclosure Agreement (NDA). Without NDAs, software creators might hoard rather than share their secret information. 1 Software trade secrets are also shared in confidential source code 88licenses or released to the public via open source licenses. Chapter 6 explores these licenses. Finally, the chapter looks at when secret information might be acquired improperly, focusing on two contexts: Non-Compete Agreements (which some software firms use to supplement NDA protection) and common law tort protections against employee misappropriation of secrets; and contracts that restrict reverse engineering of software code.

II. DEFINING TRADE SECRETS

The place to begin learning about the protection of trade secrets in the software industry is with the definition of a trade secret. Those who have studied trade secret law in a prior course will know that the definition can be found in the two primary sources of trade secret law: the Uniform Trade Secrets Act (UTSA) and the Defend Trade Secrets Act (DTSA). Below, you will find the relevant sections from the UTSA and DTSA, as well as provisions from the first Restatement of Torts and the Restatement (Third) of Unfair Competition, which also contain a definition of trade secret.

Uniform Trade Secrets Act

Section 1. Definitions.

As used in this [Act], unless the context requires otherwise:

(4) “Trade secret” means information, including a formula, pattern, compilation, program, device, method, technique, or process, that:

(i) derives independent economic value, actual or potential, from not being generally known to, and not being readily ascertainable by proper means by, other persons who can obtain economic value from its disclosure or use, and

(ii) is the subject of efforts that are reasonable under the circumstances to maintain its secrecy.

* * *

Defend Trade Secrets Act

18 USC § 1839(3) [T]he term “trade secret” means all forms and types of financial, business, scientific, technical, economic, or engineering information, including patterns, plans, compilations, program devices, formulas, designs, prototypes, methods, techniques, processes, procedures, programs, or codes, whether tangible or intangible, and whether or how stored, compiled, or memorialized physically, electronically, graphically, photographically, or in writing if— (A) the owner thereof has taken reasonable measures to keep such information secret; and (B) the information derives independent economic value, actual or potential, from not being generally known to, and not being readily ascertainable through proper means by, another person who can obtain economic value from the disclosure or use of the information.
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* * *

Restatement of Torts

§757. Liability for Disclosure or Use of Another’s Trade Secret — General Principle Comment:

b. Definition of trade secret. A trade secret may consist of any formula, pattern, device, or compilation of information which is used in one’s business, and which gives him an opportunity to obtain an advantage over competitors who do not know or use it. It may be a formula for a chemical compound, a process of manufacturing, treating, or preserving materials, a pattern for a machine or other device, or a list of customers. It differs from other secret information in a business in that it is not simply information as to single or ephemeral events in the conduct of the business, as, for example, the amount or other terms of a secret bid for a contract or the salary of certain employees, or the security investments made or contemplated, or the date fixed for the announcement of a new policy or for bringing out a new model or the like. A trade secret is a process or device for continuous use in the operation of the business. Generally it relates to the production of goods, as, for example, a machine or formula for the production of an article. It may, however, relate to the sale of goods or to other operations in the business, such as a code for determining discounts, rebates, or other concessions in a price list or catalogue, or a list of specialized customers, or a method of bookkeeping or other office management.

[Secrecy.] The subject matter of a trade secret must be secret. Matters of public knowledge or of general knowledge in an industry cannot be appropriated by one as his secret. Matters which are completely disclosed by the goods which one markets cannot be his secret.…An exact definition of a trade secret is not possible. Some factors to be considered in determining whether given information is one’s trade secret are: (1) the extent to which the information is known outside of his business; (2) the extent to which it is known by employees and others involved in his business; (3) the extent of measures taken by him to guard the secrecy of the information; (4) the value of the information to him and to his competitors; (5) the amount of effort or money expended by him in developing the information; (6) the ease or difficulty with which the information could be properly acquired or duplicated by others.

* * *

Restatement (Third) of Unfair Competition

§39. Definition of Trade Secret

A trade secret is any information that can be used in the operation of a business or other enterprise and that is sufficiently valuable and secret to afford an actual or potential economic advantage over others.

….

d. Subject matter. A trade secret can consist of a formula, pattern, compilation of data, computer program, device, method, technique, process, or other form or embodiment of 90economically valuable information. A trade secret can relate to technical matters such as the composition or design of a product, a method of manufacture, or the know-how necessary to perform a particular operation or service. A trade secret can also relate to other aspects of business operations such as pricing and marketing techniques or the identity and requirements of customers. Although rights in trade secrets are normally asserted by businesses and other commercial enterprises, nonprofit entities such as charitable, educational, governmental, fraternal, and religious organizations can also claim trade secret protection for economically valuable information such as lists of prospective members or donors.

e. Requirement of value. A trade secret must be of sufficient value in the operation of a business or other enterprise to provide an actual or potential economic advantage over others who do not possess the information. The advantage, however, need not be great. It is sufficient if the secret provides an advantage that is more than trivial.…The plaintiff’s use of the trade secret in the operation of its business is itself some evidence of the information’s value. Identifiable benefits realized by the trade secret owner through use of the information are also evidence of value.

* * *

Questions

1. Is the scope of a trade secret broad or narrow? How does it compare to the scope of a copyright or patent? Is there a requirement of novelty or originality? Is independent development permitted?

2. Why has trade secret law taken the approach that it has with respect to the scope of information that qualifies as a trade secret?

3. Would you consider trade secret protection strong or weak protection in comparison to copyright or patent?

Exercises

The following Exercise asks you to apply the various definitions of trade secret. The Exercise assumes that you are in-house counsel for Microsoft Corporation during the impending launch of Microsoft’s new Windows 95 operating system. In the days leading up to the product launch, the Windows marketing team has decided to call the product Windows 95 instead of Windows 4.0. They decided that pictures of a blue sky with clouds would be a compelling visual image to be used in advertising the product. Microsoft’s outside advertising firm developed the tag line “Where do you want to go today?” for the new product. To help draw attention to the new Start button feature in Windows 95, the marketing team secured permission to use the Rolling Stones “Start Me Up” song and, to add to the hype on launch day, it hired Jay Leno to serve as master of ceremonies.
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For this Exercise, analyze whether or not the information listed below meets the definition of a “trade secret” under the UTSA, Restatement of Torts, and Restatement (Third) of Unfair Competition.

1. Product launch date.

a. Date product released to manufacturing

b. Record of missed dates for various product development milestones

2. New tag line for product, “Where do you want to go today?”

3. Alternative tag lines that were rejected.

4. New “blue sky with clouds” background to be used on the product box.

5. Contents of Bill Gates’s speech to be delivered at the product launch, and old drafts of Bill’s speech.

6. The fact that the product will be called “Windows 95” rather than “Windows 4.0”.

a. Other names considered

b. Email from Bill Gates saying use of date (‘95) is a stupid idea

7. The new “look and feel” of the user interface for Windows 95.

8. Other features considered but not included in the product.

9. The fact that Windows 95 will use a “Start” button for the first time.

a. Functionality of the Start button

b. Usability testing on the Start button

10. The names of the companies who will participate in the product launch event.

a. Names of companies with speaking roles

b. Names of competitors who would support the product

11. The fact that the song “Start Me Up” will be used in marketing at the product launch.

a. Scope of license for the song

b. Royalty paid

12. The fact that Jay Leno will serve as Master of Ceremonies at the product launch event.

a. Fact that Leno likes to be picked up in a town car, not a limo

b. Fact that Leno likes Diet Coke (not Pepsi)

c. Fee paid to Leno

13. Patent applications filed in the United States and Japan.

14. User feedback on the beta (pre-public release) versions of Windows 95.

III. REASONABLE MEASURES IN THE SOFTWARE INDUSTRY

For information to receive legal protection as a trade secret, the owner of the information must take precautions to maintain the secrecy of the information. This is articulated in the Restatement (Third) of Unfair Competition excerpt that follows.
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RESTATEMENT (THIRD) OF UNFAIR COMPETITION

§39. Definition of Trade Secret

f. Requirement of secrecy. To qualify as a trade secret, the information must be secret. The secrecy, however, need not be absolute. The rule stated in this Section requires only secrecy sufficient to confer an actual or potential economic advantage on one who possesses the information. Thus, the requirement of secrecy is satisfied if it would be difficult or costly for others who could exploit the information to acquire it without resort to the wrongful conduct proscribed under §40.

g. Precautions to maintain secrecy. Precautions taken to maintain the secrecy of information are relevant in determining whether the information qualifies for protection as a trade secret. Precautions to maintain secrecy may take many forms, including physical security designed to prevent unauthorized access, procedures intended to limit disclosure based upon the “need to know,” and measures that emphasize to recipients the confidential nature of the information such as nondisclosure agreements, signs, and restrictive legends. Such precautions can be evidence of the information’s value and secrecy. The prior Restatement of this topic included the precautions taken to maintain the secrecy of the information as one of a number of factors relevant in determining the existence of a trade secret. See Restatement of Torts §757, Comment b (1939). The Uniform Trade Secrets Act requires a trade secret to be “the subject of efforts that are reasonable under the circumstances to maintain its secrecy.” Section 1(4)(ii). Whether viewed as an independent requirement or as an element to be considered with other factors relevant to the existence of a trade secret, the owner’s precautions should be evaluated in light of the other available evidence relating to the value and secrecy of the information. Thus, if the value and secrecy of the information are clear, evidence of specific precautions taken by the trade secret owner may be unnecessary.

The precautions taken by the trade secret owner are also relevant to other potential issues in an action for the appropriation of a trade secret. They can signal to employees and other recipients that a disclosure of the information by the trade secret owner is intended to be in confidence.

Questions

1. How would you articulate the standard for adequate trade secret protection measures?

2. Do you think the law should be creating an incentive to maximize or minimize trade secret protection measures?

Exercises

This Exercise assumes a negotiation between two companies who would like to exchange trade secrets. Your assignment is to represent one of the parties in the negotiation of the measures that will be taken to protect trade secrets.
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The Parties. Mellow is a small software company operating out of a block of rented apartments in North Bend, Washington. Most of its employees are recent college graduates. Mellow prides itself on its relaxed culture. Employees come and go as they please, often telecommute, and can be found brainstorming ideas and writing code at local pubs and coffee houses as well as at their quarterly off-site “think retreats.” Not only does this culture allow Mellow to attract bright employees in a competitive job market, Mellow’s management believes that it is one of the keys to its cutting-edge creativity and nimbleness.

Best is a large corporation with headquarters in a tall office building in Boston, Massachusetts. Most of its employees have been with the company for more than 20 years. Best prides itself on its professional, organized, and efficient culture, symbolized by the blue blazer that each employee wears when on company business. All employees keep a black leather-bound copy of The Best Practices on their desks as a constant reminder of Best’s rigorous policies and procedures, including its trade secret protection policy.

The Issues. The companies must agree on appropriate measures to protect trade secrets that might be exchanged in the course of their business relationship, namely: Issue #1, whether all materials must be marked “CONFIDENTIAL”; and Issue #2, whether all buildings must be limited to employee card key access only.

The Exercise. Negotiate with another student over the two Issues described above. If you reach agreement, describe the nature of your agreement. If you cannot agree, describe the roadblocks that you could not overcome.

IV. NDAs IN THE SOFTWARE INDUSTRY

Software developers share trade secrets on a regular basis. They may share them with collaborators who are working on a program together, with customers who need to evaluate the code prior to purchase and maintain it following purchase, and competitors so that software can interoperate. Software developers often use a Non-Disclosure Agreement (NDA) to facilitate this sharing. Paradoxically, the beneficial sharing of trade secrets jeopardizes the existence of the secrets. Thus, the NDA grants permission to share while securing a contractual obligation to keep secrets secret and to employ practical measures to maintain secrecy. Review the NDA below.

Non-Disclosure Agreement

This Non-Disclosure Agreement (“Agreement”) is made and entered into as of the later of the two signature dates below.



	[Company]
	[Company]



	Signature: ______
	Signature: ______



	94Printed Name: ______
	Printed Name: ______



	Title: ______
	Title: ______



	Signature Date: ______
	Signature Date: ______



	Address:
	Address:




1. Definition and Use of Confidential Information

(a) “Confidential Information” means nonpublic information in any form that a party to this Agreement (“Disclosing Party”) designates as being confidential to the party that receives such information (“Receiving Party”) or that, under the circumstances surrounding disclosure, ought to be treated as confidential by Receiving Party. It may relate to, without limitation, information about released or pre-release software or hardware products, the marketing or promotion of products, business policies or practices, and information received from others that Disclosing Party is obligated to treat as confidential. Confidential Information shall not include any information, however designated, that (i) is or subsequently becomes publicly available without Receiving Party’s breach of any obligation owed Disclosing Party; (ii) became known to Receiving Party prior to Disclosing Party’s disclosure of such information to Receiving Party pursuant to the terms of this Agreement; (iii) became known to Receiving Party from a source other than Disclosing Party other than by the breach of an obligation of confidentiality owed to Disclosing Party; (iv) is independently developed by Receiving Party; or (v) constitutes Feedback (as defined in this Agreement).

(b) Receiving Party may use Confidential Information for [describe purpose]; otherwise, Receiving Party receives no right or license under any Disclosing Party patents, copyrights, trademarks, or trade secret information. Disclosing Party reserves without prejudice the ability to protect its rights under any such patents, copyrights, trademarks, or trade secrets except as expressly described above. All Confidential Information is and shall remain the property of Disclosing Party.

(c) The terms of confidentiality under this Agreement shall not be construed to limit either Disclosing Party’s or Receiving Party’s right to independently develop or acquire products without use of the other party’s Confidential Information. Further, Receiving Party shall be free to use for any purpose the residuals resulting from access to or work with the Confidential Information of Disclosing Party, provided that Receiving Party shall not disclose the Confidential Information except as expressly permitted pursuant to the terms of this Agreement. The term “residuals” means information in intangible form, which is retained in memory by persons who have had access to the Confidential Information, including ideas, concepts, know-how, or techniques contained therein. Receiving Party shall not have any obligation to limit or restrict the assignment of such persons or to pay royalties for any work resulting from the use of residuals. However, this sub-paragraph shall not be deemed to grant to Receiving Party a license under Disclosing Party’s copyrights or patents.
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2. Disclosure to Affiliates

Except as otherwise indicated in this Agreement, the term “Disclosing Party” and the term “Receiving Party” also include all Affiliates. An “Affiliate” means any person, partnership, joint venture, corporation, or other form of enterprise, domestic or foreign, that directly or indirectly controls, is controlled by, or is under common control with a party. Prior to the time that any Confidential Information is shared with an Affiliate who has not signed this Agreement, Receiving Party that executed this Agreement (the “Signatory Receiving Party”) must enter into an appropriate written agreement with that Affiliate sufficient to enable Disclosing Party and/or the Signatory Receiving Party to enforce all of the provisions of this Agreement against such Affiliate.

3. Obligations to Protect Confidential Information

(a) Receiving Party shall:

(i) Refrain from disclosing any Confidential Information of Disclosing Party to third parties for five (5) years following the date that Disclosing Party first discloses such Confidential Information to Receiving Party, except as expressly provided in Sections 3(b) and 1(c) of this Agreement;

(ii) Take reasonable security precautions to keep confidential the Confidential Information of Disclosing Party, at least as great as the precautions it takes to protect its own confidential information, but no less than reasonable care;

(iii) Refrain from disclosing, reproducing, summarizing, and/or distributing Confidential Information of Disclosing Party except in pursuance of Receiving Party’s business relationship with Disclosing Party, and only as otherwise provided hereunder; and

(iv) Refrain from reverse engineering, decompiling, or disassembling any software code and/or pre-release hardware devices disclosed by Disclosing Party to Receiving Party under the terms of this Agreement, except as expressly permitted by applicable law.

(b) Receiving Party may disclose Confidential Information of Disclosing Party in accordance with a judicial or other governmental order, provided that Receiving Party either (i) gives Disclosing Party reasonable notice prior to such disclosure to allow Disclosing Party a reasonable opportunity to seek a protective order or equivalent, or (ii) obtains written assurance from the applicable judicial or governmental entity that it will afford the Confidential Information the highest level of protection afforded under applicable law or regulation. Notwithstanding the foregoing, Receiving Party shall not disclose any computer source code that contains Confidential Information of Disclosing Party in accordance with a judicial or other governmental order unless it complies with the requirement set forth in subsection (i) of this Section 3(b).

(c) Receiving Party may disclose Confidential Information only to Receiving Party’s employees and consultants on a need-to-know basis. Receiving Party will have executed 96or shall execute appropriate written agreements with its employees and consultants sufficient to enable Receiving Party to enforce all the provisions of this Agreement.

(d) Receiving Party shall notify Disclosing Party immediately upon discovery of any unauthorized use or disclosure of Confidential Information or any other breach of this Agreement by Receiving Party and its employees and consultants, and will cooperate with Disclosing Party in every reasonable way to help Disclosing Party regain possession of the Confidential Information and prevent its further unauthorized use or disclosure.

(e) Receiving Party shall, at Disclosing Party’s request, return all originals, copies, reproductions, and summaries of Confidential Information and all other tangible materials and devices provided to Receiving Party as Confidential Information, or at Disclosing Party’s option, certify destruction of the same.

4. Remedies

The parties acknowledge that monetary damages may not be a sufficient remedy for unauthorized disclosure of Confidential Information and that Disclosing Party shall be entitled, without waiving any other rights or remedies, to such injunctive or equitable relief as may be deemed proper by a court of competent jurisdiction.

5. Miscellaneous

(a) The parties agree to comply with all applicable international and national laws that apply to (i) any Confidential Information, or (ii) any product (or any part thereof), process, or service that is the direct product of the Confidential Information, including the U.S. Export Administration Regulations, as well as end user, end use, and destination restrictions issued by U.S. and other governments. For additional information on exporting [my company] products, see http://www.[mycompany].com/[exportcontrol]/.

(b) None of the provisions of this Agreement shall be deemed to have been waived by any act or acquiescence on the part of Disclosing Party, Receiving Party, their agents, or their employees, but only by an instrument in writing signed by an authorized employee of Disclosing Party and by an authorized employee of Receiving Party. No waiver of any provision of this Agreement shall constitute a waiver of any other provision(s) or of the same provision on another occasion.

(c) If either Disclosing Party or Receiving Party employs attorneys to enforce any rights arising out of or relating to this Agreement, the prevailing party shall be entitled to recover reasonable attorneys’ fees and costs. This Agreement shall be construed and controlled by the laws of the State of [state], and the parties further consent to exclusive jurisdiction and venue in the federal courts sitting in [county] County, [state], unless no federal subject matter jurisdiction exists, in which case the parties consent to the exclusive jurisdiction and venue in the Superior Court of [county] County, [state]. [Company] waives all defenses of lack of personal jurisdiction and 97forum non conveniens. Process may be served on either party in the manner authorized by applicable law or court rule.

(d) This Agreement shall be binding upon and inure to the benefit of each party’s respective successors and lawful assigns; provided, however, that neither party may assign this Agreement (whether by operation of law, sale of securities or assets, merger, or otherwise), in whole or in part, without the prior written approval of the other party. Any attempted assignment in violation of this Section shall be void.

(e) If any provision of this Agreement shall be held by a court of competent jurisdiction to be illegal, invalid, or unenforceable, the remaining provisions shall remain in full force and effect.

(f) This Agreement shall remain in effect perpetually, except either party may terminate this Agreement with or without cause upon ninety (90) days’ prior written notice to the other party sent to the address listed above. All sections of this Agreement relating to the rights and obligations of the parties concerning use and protection of Confidential Information disclosed during the term of the Agreement shall survive any such termination.

(g) This Agreement shall not be modified except by a written agreement dated subsequent to the date of this Agreement and signed by both parties.

(h) This Agreement constitutes the entire agreement between the parties with respect to the subject matter hereof and supersedes all prior and contemporaneous nondisclosure agreements or communications. It shall not be modified except by a written agreement dated subsequent to the date of this Agreement and signed on behalf of the parties by their respective duly authorized representatives.

6. Suggestions and Feedback

Receiving Party may from time to time, in its sole discretion, provide suggestions, comments, or other feedback (“Feedback”) to Disclosing Party with respect to Confidential Information provided originally by Disclosing Party. Feedback, even if designated as confidential by the party offering the Feedback, shall not, absent a separate written agreement, create any confidentiality obligation for the receiver of the Feedback. The receiver of the Feedback shall be free to use, disclose, reproduce, license or otherwise distribute, and exploit the Feedback provided to it “AS IS” without obligation or restriction of any kind on account of intellectual property rights.

* * *
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Questions

1. General Discussion Questions

1.1 Does the NDA cover more than statutory trade secrets? If so, why and what are the implications of this?

1.2 Which provisions of the NDA make up the “reasonable measures” required by trade secret law to maintain a trade secret? Would you describe these measures as robust? What are the advantages and disadvantages of and alternatives to this approach?

2. Litigation Questions

2.1 What remedies are available for breach of an NDA? Which remedies are the most useful?

2.2 What types of injunctive relief would be available for breach of the NDA?

3. Business Law Questions

3.1 Which sections of the NDA grant permission to use trade secrets? What is the scope of the permission?

3.2 Why does the NDA contain the so-called “residuals” clause in Section 1(c)? What are the pros and cons of this provision? Does it benefit large or small companies?

Exercises

Introduction. This Exercise assumes a negotiation between two companies who would like to exchange trade secrets. Your assignment is to represent one of the parties in the negotiation of an NDA.

The Parties. Mellow is a small software company with headquarters in North Bend, Washington. Most of its employees are recent college graduates with lots of college loan debt. Consequently, Mellow likes to operate informally and abhors paying lawyers to do anything. Mellow has developed a new computer simulation game (code named “EcoSim”) that allows users to manage the energy resources of a fantasy world known as The North. EcoSim users can choose wind, solar, nuclear, coal, hydro, oil, natural gas, and other fuel options for The North, with all the attendant trade-offs. EcoSim includes a rich collection of technical information about energy resources and technology, powerful algorithms that present the user with realistic choices, and a unique user interface that guides the user through the game. Mellow has created a detailed marketing plan for EcoSim. The plan includes an analysis of competing products, advertising strategy, and potential trademarks for EcoSim.

Best is a large corporation with headquarters in Boston, Massachusetts. Best publishes several software simulation products that are used in industrial settings but no simulation games. Although Best has been successful in its niche, its markets are 99becoming saturated so it wants to diversify into simulation games. Best heard about Mellow from a venture capital firm that made a small investment in Mellow.

The Issues. Both companies desire to agree on an NDA to discuss prospects for a business relationship. Best has proposed the NDA form shown above. Mellow and Best have agreed on all issues except two: Issue #1, whether the NDA should contain the “residuals” clause currently in Section 1(c); and Issue #2, which state law and venue should be chosen for Section 5(c).

The Exercise. Negotiate with another student over the two Issues described above. Describe the nature of the agreement that you reach or of the disagreement that you were unable to overcome.

V. Misappropriation of Trade Secrets

It is common practice, as described above, for programmers to share software secrets. However, sometimes a third party takes secrets without permission. This taking may be an illegal misappropriation that (depending on the source of trade secret law) may be a breach of the UTSA or a tort. Misappropriation is defined below. Then this chapter explores two potential misappropriation scenarios: reverse engineering of software and software firm employees who depart to work for another firm.

Uniform Trade Secrets Act

Section 1. Definitions.

As used in this [Act], unless the context requires otherwise:

(1) “Improper means” includes theft, bribery, misrepresentation, breach or inducement of a breach of a duty to maintain secrecy, or espionage through electronic or other means;

(2) “Misappropriation” means:

(i) acquisition of a trade secret of another by a person who knows or has reason to know that the trade secret was acquired by improper means; or

(ii) disclosure or use of a trade secret of another without express or implied consent by a person who

(A) used improper means to acquire knowledge of the trade secret; or

(B) at the time of disclosure or use, knew or had reason to know that his knowledge of the trade secret was

(I) derived from or through a person who had utilized improper means to acquire it;

(II) acquired under circumstances giving rise to a duty to maintain its secrecy or limit its use; or

(III) derived from or through a person who owed a duty to the person seeking relief to maintain its secrecy or limit its use; or
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(C) before a material change of his [or her] position, knew or had reason to know that it was a trade secret and that knowledge of it had been acquired by accident or mistake.

* * *

Restatement of Torts

§757. Liability for Disclosure or Use of Another’s Trade Secret — General Principle

One who discloses or uses another’s trade secret, without a privilege to do so, is liable to the other if

(a) he discovered the secret by improper means, or

(b) his disclosure or use constitutes a breach of confidence reposed in him by the other in disclosing the secret to him, or

(c) he learned the secret from a third person with notice of the facts that it was a secret and that the third person discovered it by improper means or that the third person’s disclosure of it was otherwise a breach of his duty to the other, or

(d) he learned the secret with notice of the facts that it was a secret and that its disclosure was made to him by mistake.

Comment:

f. Improper means of discovery. The discovery of another’s trade secret by improper means subjects the actor to liability independently of the harm to the interest in the secret. Thus, if one uses physical force to take a secret formula from another’s pocket, or breaks into another’s office to steal the formula, his conduct is wrongful and subjects him to liability apart from the rule stated in this Section. Such conduct is also an improper means of procuring the secret under this rule. But means may be improper under this rule even though they do not cause any other harm than that to the interest in the trade secret. Examples of such means are fraudulent misrepresentations to induce disclosure, tapping of telephone wires, eavesdropping or other espionage. A complete catalogue of improper means is not possible. In general they are means which fall below the generally accepted standards of commercial morality and reasonable conduct.

* * *

A. Discussion of Departing Employees in the Software Industry

In the software industry, so-called “knowledge workers” are prized. Talented software programmers are the key ingredient to a successful software venture. Technology companies work hard to recruit and retain programming talent, often providing the kind of amenities that have made Google famous. These programmers bring their experience and skills to the job, but they also acquire their employer’s trade secrets. In addition to relying on a common law duty to protect confidences and NDAs to protect these trade secrets, software firms sometimes require employees to sign covenants not to compete. Many states enforce these covenants to 101the extent they are reasonable as to subject matter, duration, and geographic scope as discussed below in the Systems and Software, Inc. v. Barnes case. Some states, such as California, have a public policy against enforcing them as discussed below in the Edwards v. Arthur Andersen LLP case.

Even if an employee did not agree to a non-compete via contract, some courts have enjoined an employee from joining a firm’s competitor if doing so would inevitably disclose the firm’s trade secrets. Some courts reject this so-called “inevitable disclosure doctrine,” see Whyte v. Schlage Lock Co., 125 Cal. Rptr. 2d 277, 101 Cal. App. 4th 1443 (2002), but others adopt it, as illustrated below in the Novell v. Timpanogos Research Group case. Finally, when former employers and departing employees enter litigation, they need a way to disclose trade secrets during the litigation that preserves secrecy. The Protective Order used in the Microsoft v. Kai-Fu Lee case provides a representative example.

Systems and Software, Inc. v. Barnes

178 Vt. 389, 886 A.2d 762 (2005)

REIBER, C.J.

Defendant Randy Barnes appeals the superior court’s order enjoining him from working for Utility Solutions, Inc. or any other direct competitor of his former employer, plaintiff Systems & Software, Inc., for a six-month period pursuant to the noncompetition agreement that he signed when he began working for plaintiff. He argues that the trial court should not have enforced the agreement. We affirm.

Plaintiff, a Vermont corporation located in Colchester, Vermont, is engaged in the business of designing, developing, selling, and servicing software that allows utility providers to organize data regarding customer information, billing, work management, asset management, and finance and accounting. In August 2002, plaintiff hired defendant as an at-will employee to become a regional vice-president of sales. At the time he commenced work for plaintiff, defendant signed a noncompetition agreement that, among other things, prohibited him — during his employment and for six months thereafter — from becoming associated with any business that competes with plaintiff. In April 2004, defendant voluntarily left his position with plaintiff and started a partnership with his wife called Spirit Technologies Consulting Group. Spirit Technologies’ only customer was Utility Solutions, Inc., which, like plaintiff, services municipalities and utilities nationwide with respect to customer-information-systems software.

On April 27, 2004, plaintiff filed a complaint and a request for injunctive relief that sought enforcement of the parties’ noncompetition agreement. A hearing was held in June 2004, and on July 22, 2004, the superior court granted plaintiff an injunction. In its final judgment order dated August 6, 2004, the court enjoined defendant from working as a consultant or otherwise with Utility Solutions or any other direct competitor of plaintiff. Defendant appeals from that judgment. Pursuant to a provision of the parties’ noncompetition agreement, the six-month noncompetition period will not begin until a final nonappealable judgment is rendered.
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Like many other courts, this Court has adopted a position with respect to enforcement of noncompetition agreements similar to that set forth in §188(1) of the Restatement (Second) of Contracts (1981), which provides that a restrictive covenant “is unreasonably in restraint of trade if (a) the restraint is greater than is needed to protect the promisee’s legitimate interest, or (b) the promisee’s need is out-weighed by the hardship to the promisor and the likely injury to the public.” Cf. Restatement (Third) of Employment Law §6.05 (Preliminary Draft No. 2, May 17, 2004) (“A court will enforce a restrictive covenant in an employment agreement to the extent that enforcement is reasonably tailored to protect a legitimate interest of the employer.”).

We have stated that “we will proceed with caution” when asked to enforce covenants against competitive employment because such restraints run counter to public policy favoring the right of individuals to engage in the commercial activity of their choice. Roy’s Orthopedic, Inc. v. Lavigne, 142 Vt. 347, 350, 454 A.2d 1242, 1244 (1982); accord Dicks v. Jensen, 172 Vt. 43, 51, 768 A.2d 1279, 1285 (2001). Nonetheless, we will enforce such agreements “unless the agreement is found to be contrary to public policy, unnecessary for protection of the employer, or unnecessarily restrictive of the rights of the employee, with due regard being given to the subject matter of the contract and the circumstances and conditions under which it is to be performed.” Vt. Elec. Supply Co. v. Andrus, 132 Vt. 195, 198, 315 A.2d 456, 458 (1974); accord Fine Foods, Inc. v. Dahlin, 147 Vt. 599, 603, 523 A.2d 1228, 1230 (1986).

Here, in arguing that the trial court erred by enforcing the parties’ agreement, defendant first asserts that the agreement does not safeguard a legitimate interest of the employer because it was not needed to protect trade secrets or confidential customer information. This argument fails because it is based on a faulty premise — that noncompetition agreements may be enforced to protect only trade secrets or confidential customer information. Most jurisdictions do not limit the scope of noncompetition agreements to trade secrets or confidential customer information, which are often protected by other law even in the absence of such agreements. See 15 G. Giesel, Corbin on Contracts §80.16, at 141-42 (rev. ed. 2003) (explaining that employers may use non-competition agreements to protect goodwill of business in addition to trade secrets and other confidential information, which most jurisdictions protect even in absence of covenant not to compete); see also 9 V.S.A. §§46014609 (Cum. Supp. 2004). Indeed, the recent draft of the third restatement on employment law expressly states that noncompetition agreements may protect legitimate employer interests such as customer relationships and employee-specific goodwill that are “ significantly broader” than proprietary information such as trade secrets and confidential customer information. Restatement (Third) of Employment Law §6.05 cmt. b (“[Section] 6.05 sometimes allows an employer contractually to prevent all competition by a former employee, even competition that does not make use of the employer’s proprietary information.”).

It is not necessary in this case to establish the range of employer interests, beyond trade secrets and confidential customer information, that may be protected through noncompetition agreements. Here, the trial court found that plaintiff had a legitimate protectable interest, and the evidence supports the court’s finding. The trial court found that during his employment with plaintiff, defendant had acquired inside knowledge about the strengths and weaknesses of plaintiff’s products — knowledge that he could use to compete 103against plaintiff. As the court pointed out, both plaintiff and United Solutions, defendant’s only client, served a small market of customers; thus, the loss of even a single contract could deprive plaintiff of revenue for many years, especially considering the need for service and software updates. Given these circumstances, we find no basis for overturning the trial court’s conclusion that plaintiff had a legitimate protectable interest.

Defendant argues, however, that even assuming the parties’ agreement protects a legitimate interest, the agreement is more restrictive than necessary to protect that interest. He contends that less drastic solutions were available to the trial court to fashion a more reasonable restraint on his employment. For example, he suggests that the court could have simply prohibited him from soliciting plaintiff’s current customers, or, at a minimum, prohibited him from dealing with non-cooperative utilities, given that plaintiff has not dealt with cooperatives for nearly twenty years. According to defendant, a complete ban on competition is not only unduly restrictive, but it effectively prevents him from working in his field of expertise for six months, thereby imposing a hardship that far outweighs any potential harm to plaintiff.

We do not find these arguments persuasive, particularly in the context of this case, which does not present any of the hallmarks of an unequal bargaining relationship between employer and employee. Defendant is a sophisticated consultant, who accepted employment with plaintiff after working for one of plaintiff’s competitors. At the time he was hired, plaintiff informed defendant that a condition of his employment was that he sign a covenant not to compete. Defendant signed the agreement, which explicitly provided that prohibiting him from competing with plaintiff for a six-month period following the parties’ separation would not prevent defendant from earning a living. Defendant now claims hardship based on nothing more than a bald statement that he will be unable to work for six months if the agreement is enforced. We find no error in the court’s decision not to invalidate the contract based on this unsupported claim.

Nor do we find error based on the superior court’s refusal to rewrite the agreement to make it more favorable to defendant. Although a restraint on competition is easier to justify “if the restraint is limited to the taking of his former employer’s customers as contrasted with competition in general,” Restatement (Second) of Contracts §188 cmt. g, employers “may seek to protect the good will of the business with [either] a general covenant not to compete or with a specific prohibition on contact with customers,” 15 Giesel, supra, §80.16, at 141 (footnote omitted). “Determining which restraints are reasonable has not been an exact science.” Id. §80.6, at 68. The reasonableness of the restrictions “will vary by industry and will depend highly on the nature of the interest justifying the restrictive covenant.” Restatement (Third) of Employment Law §6.05 cmt. c. Generally, courts will uphold a contractual ban on an employee’s post-employment competition if it would be difficult for an employer to determine when an employee is soliciting its customers. Id. §§6.05 cmt. c, 6.06 cmt. c (“Because it is essentially impossible to monitor an employee’s ‘use’ of goodwill, this interest will support a complete ban on competition as long as it is reasonably limited temporally and geographically.”).

Here, the evidence demonstrates that plaintiff hired defendant to be a regional vice-president of sales and provided him access not only to existing customers but also to information concerning the strengths and weaknesses of plaintiff’s products, the individual 104needs of the customers he served, and the prices paid by those customers for plaintiff’s products and services. The superior court found that in the course of his employment with plaintiff, defendant acquired knowledge of plaintiff’s software designs, customer base, marketing strategy, business practices, and other sensitive information revealing the strengths and weaknesses of plaintiff’s software products. Because of the nature of plaintiff’s business, which often involves customers initiating competitive bidding for contracts, it would be extremely difficult to monitor whether defendant was using the goodwill and knowledge he acquired while working for plaintiff to gain a competitive edge against plaintiff. Thus, the evidence supports the court’s findings and conclusions, which, in turn, support its decision to enforce the agreement to the extent that defendant is prohibited for a six-month period from working for Utility Solutions or any other direct competitor of plaintiff.

Defendant also claims that he has not competed with plaintiff or violated the covenant not to compete, but the evidence supports the court’s findings to the contrary. The only customer of defendant’s consulting firm was Utility Solutions, which directly competed against plaintiff for at least two different contracts. Further, shortly after defendant left plaintiff’s employ, he represented Utility Solutions at a trade fair in a booth near plaintiff’s booth and identified himself as Utility Solution’s sales director. Moreover, the superior court found “not credible” defendant’s claim that he was hired by Utility Solutions exclusively to market a new software product for two of the company’s existing cooperative clients. Under these circumstances, the superior court’s injunction was reasonable.

Finally, we find no merit to defendant’s argument that plaintiff should be equitably estopped from seeking enforcement of the noncompetition agreement. In support of this argument, defendant contends that he accepted employment with plaintiff and signed the agreement based on plaintiff’s false representations that (1) its software products were suitable for cooperative electric and gas utilities; and (2) it would not seek to enforce the covenant not to compete unless defendant went to work for a major competitor of plaintiff. The trial court specifically found that defendant’s testimony regarding these alleged representations was not credible. The court found that plaintiff did not mislead defendant about the capability of its products before he signed the noncompetition agreement and did not suggest to defendant that it would selectively enforce the agreement. Thus, the court properly rejected defendant’s equitable estoppel claim.

Affirmed.

* * *

EDWARDS v. ARTHUR ANDERSEN LLP

44 Cal. 4th 937, 189 P.3d 285, 81 Cal. Rptr. 3d 282 (2008)

CHIN, J.

We granted review to address the validity of noncompetition agreements in California. . . . We conclude that section 16600 prohibits employee noncompetition agreements unless the agreement falls within a statutory exception. . . . We therefore affirm in part the Court of Appeal judgment.
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FACTS

In January 1997, Raymond Edwards II (Edwards), a certified public accountant, was hired as a tax manager by the Los Angeles office of the accounting firm Arthur Andersen LLP (Andersen). Andersen’s employment offer was made contingent upon Edwards’s signing a noncompetition agreement, which prohibited him from working for or soliciting certain Andersen clients for limited periods following his termination. The agreement was required of all managers, and read in relevant part: “If you leave the Firm, for eighteen months after release or resignation, you agree not to perform professional services of the type you provided for any client on which you worked during the eighteen months prior to release or resignation. This does not prohibit you from accepting employment with a client. [¶] For twelve months after you leave the Firm, you agree not to solicit (to perform professional services of the type you provided) any client of the office(s) to which you were assigned during the eighteen months preceding release or resignation. [¶] You agree not to solicit away from the Firm any of its professional personnel for eighteen months after release or resignation.” Edwards signed the agreement.

Between 1997 and 2002, Edwards continued to work for Andersen, moving into the firm’s private client services practice group, where he handled income, gift, and estate tax planning for individuals and entities with large incomes and net worth. Over this period he was promoted to senior manager and was on track to become a partner. In March 2002, the United States government indicted Andersen in connection with the investigation into Enron Corporation, and in June 2002, Andersen announced that it would cease its accounting practices in the United States. In April 2002, Andersen began selling off its practice groups to various entities. In May 2002, Andersen internally announced that HSBC USA, Inc. (a New York-based banking corporation), through a new subsidiary, Wealth and Tax Advisory Services (WTAS), would purchase a portion of Andersen’s tax practice, including Edwards’s group.

In July 2002, HSBC offered Edwards employment. Before hiring any of Andersen’s employees, HSBC required them to execute a “ Termination of Non-compete Agreement” (TONC) in order to obtain employment with HSBC. Among other things, the TONC required employees to, inter alia, (1) voluntarily resign from Andersen; (2) release Andersen from “any and all” claims, including “claims that in any way arise from or out of, are based upon or relate to Employee’s employment by, association with or compensation from” defendant; (3) continue indefinitely to preserve confidential information and trade secrets except as otherwise required by a court or governmental agency; (4) refrain from disparaging Andersen or its related entities or partners; and (5) cooperate with Andersen in connection with any investigation of, or litigation against, Andersen. In exchange, Andersen would agree to accept Edwards’s resignation, agree to Edwards’s employment by HSBC, and release Edwards from the 1997 noncompetition agreement.

HSBC required that Andersen provide it with a completed TONC signed by every employee on the “Restricted Employees” list before the deal went through. At least one draft of the Restricted Employees list contained Edwards’s name. Andersen would not release Edwards, or any other employee, from the noncompetition agreement unless that employee signed the TONC. Edwards signed the HSBC offer letter, but he did not sign the TONC. In response, Andersen terminated Edwards’s employment and withheld severance benefits. HSBC withdrew its offer of employment to Edwards.
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PROCEDURAL HISTORY

On April 30, 2003, Edwards filed a complaint against Andersen, HSBC and WTAS for intentional interference with prospective economic advantage and anticompetitive business practices under the Cartwright Act (Bus. & Prof. Code, §16720 et seq.). Edwards alleged that the Andersen noncompetition agreement violated section 16600, which states “[e]xcept as provided in this chapter, every contract by which anyone is restrained from engaging in a lawful profession, trade, or business of any kind is to that extent void.”

Edwards settled with all parties except Andersen. [The trial court] denied Andersen’s subsequent motion for summary adjudication on Edwards’s intentional interference with prospective economic advantage cause of action, after concluding that triable issues of fact existed on the meaning of the agreements, and whether the agreements protected trade secrets. . . . The court dismissed all claims against Andersen, except for those relating to intentional interference with prospective economic advantage, which it concluded presented pure questions of law.

The trial court heard argument from both parties, but took no evidence. The court determined all issues of law in favor of Andersen on the merits, and entered judgment in its favor. The court specifically decided that (1) the noncompetition agreement did not violate section 16600 because it was narrowly tailored and did not deprive Edwards of his right to pursue his profession. . . . Edwards appealed the trial court’s decision. . . . In the published part of its opinion, the Court of Appeal held: (1) the noncompetition agreement was invalid under section 16600.

DISCUSSION

A. Section 16600

Under the common law, as is still true in many states today, contractual restraints on the practice of a profession, business, or trade, were considered valid, as long as they were reasonably imposed. This was true even in California [where there was a relaxing of the original common law rule that all restraints on trade were invalid in recognition of increasing population and competition in trade]. However, in 1872 California settled public policy in favor of open competition, and rejected the common law “rule of reasonableness,” when the Legislature enacted the Civil Code, [currently] enacted as Bus. & Prof. Code, §16600. Today in California, covenants not to compete are void, subject to several exceptions discussed briefly below.

Section 16600 states: “Except as provided in this chapter, every contract by which anyone is restrained from engaging in a lawful profession, trade, or business of any kind is to that extent void.” The chapter excepts noncompetition agreements in the sale or dissolution of corporations (§16601), partnerships (ibid.; §16602), and limited liability corporations (§16602.5). In the years since its original enactment as Civil Code section 1673, our courts have consistently affirmed that section 16600 evinces a settled legislative policy in favor of open competition and employee mobility. The law protects Californians and ensures “that every citizen shall retain the right to pursue any lawful employment and enterprise of their choice.” It protects “the important legal right of persons to engage in businesses and occupations of their choosing.”

107

This court has invalidated an otherwise narrowly tailored agreement as an improper restraint under section 16600 because it required a former employee to forfeit his pension rights on commencing work for a competitor. In Muggill v. Reuben H. Donnelley Corp., 62 Cal. 2d 239, 398 P.2d 147, 42 Cal. Rptr. 107, the court reviewed an adverse judgment against a company’s retired employee whose pension plan rights were terminated after the former employee commenced work for a competitor. [The Court] held that, with exceptions not applicable here, section 16600 invalidates provisions in employment contracts and retirement pension plans that prohibit “an employee from working for a competitor after completion of his employment or imposing a penalty if he does so unless they are necessary to protect the employer’s trade secrets.”2 In sum, following the Legislature, this court generally condemns noncompetition agreements.

Under the statute’s plain meaning, therefore, an employer cannot by contract restrain a former employee from engaging in his or her profession, trade, or business unless the agreement falls within one of the exceptions to the rule. Andersen, however, asserts that we should interpret the term “restrain” under section 16600 to mean simply to “prohibit,” so that only contracts that totally prohibit an employee from engaging in his or her profession, trade, or business are illegal. It would then follow that a mere limitation on an employee’s ability to practice his or her vocation would be permissible under section 16600, as long as it is reasonably based.

Andersen contends that some California courts have held that section 16600 (and its predecessor statutes, Civil Code former sections 1673, 1674, and 1675) are the statutory embodiment of prior common law, and embrace the rule of reasonableness in evaluating competitive restraints. . . . Andersen claims that these cases show that section 16600 “prohibits only broad agreements that prevent a person from engaging entirely in his chosen business, trade or profession. Agreements that do not have this broad effect — but merely regulate some aspect of post-employment conduct, e.g., to prevent raiding [employer’s personnel] — are not within the scope of [s]ection 16600.”

As Edwards observes, however, the cases Andersen cites to support a relaxation of the statutory rule simply recognize that the statutory exceptions to section 16600 reflect the same exceptions to the rule against noncompetition agreements that were implied in the common law. For example, South Bay Radiology acknowledged the general prohibition against restraints on trade while applying the specific partnership dissolution exception of section 16602 to the facts of its case. In that case, the covenant not to compete was set forth in a partnership agreement to which appellant doctor was a party. When appellant’s partnership with several other doctors dissolved due to his inability to work following an accident, he challenged the noncompete clause. The court found the partnership exception to section 16600 applicable. . . . As the present Court of Appeal recognized, “Fairly read, the foregoing authorities suggest section 16600 embodies the original, strict common law antipathy toward restraints of trade, while the section 16601 and 16602 exceptions incorporated the later common law ‘rule of reasonableness’ in instances where those exceptions apply.”
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We conclude that Andersen’s noncompetition agreement was invalid. As the Court of Appeal observed, “The first challenged clause prohibited Edwards, for an 18-month period, from performing professional services of the type he had provided while at Andersen, for any client on whose account he had worked during 18 months prior to his termination. The second challenged clause prohibited Edwards, for a year after termination, from ‘soliciting,’ defined by the agreement as providing professional services to any client of Andersen’s Los Angeles office.” The agreement restricted Edwards from performing work for Andersen’s Los Angeles clients and therefore restricted his ability to practice his accounting profession. The noncompetition agreement that Edwards was required to sign before commencing employment with Andersen was therefore invalid because it restrained his ability to practice his profession.

B. Ninth Circuit’s Narrow-Restraint Exception

Andersen asks this court to adopt the limited or “narrow-restraint” exception to section 16600 that the Ninth Circuit discussed in Campbell v. Trustees of Leland Stanford Jr. Univ. (9th Cir. 1987) 817 F.2d 499 and that the trial court relied on in this case in order to uphold the noncompetition agreement. In Campbell, the Ninth Circuit acknowledged that California has rejected the common law “rule of reasonableness” with respect to restraints upon the ability to pursue a profession, but concluded that section 16600 “only makes illegal those restraints which preclude one from engaging in a lawful profession, trade, or business.” The court remanded the case to the district court in order to allow the employee to prove that the noncompetition agreement at issue completely restrained him from practicing his “profession, trade, or business within the meaning of section 16600.”

The confusion over the Ninth Circuit’s application of section 16600 arose in a paragraph in Campbell, in which the court noted that some California courts have excepted application of section 16600 “‘where one is barred from pursuing only a small or limited part of the business, trade or profession.’” The Ninth Circuit cited two California cases that it believed may have carved out such an exception to section 16600. See Boughton v. Socony Mobil Oil Co. (1964) 231 Cal.App.2d 188, 41 Cal.Rptr. 714 (interpreting deed restriction on land use) and King v. Gerold (1952) 109 Cal.App.2d 316, 240 P.2d 710 (rejecting manufacturer’s argument that clause not to produce its product after license expiration was not an illegal restraint under section 16600) Andersen relies on those cases, citing them as the underpinnings of the Ninth Circuit’s exception to section 16600, and urges the court to adopt their reasoning here.

As the Court of Appeal observed, however, the analyses in Boughton and King do not provide persuasive support for adopting the narrow-restraint exception. In Boughton, the restriction was not upon the plaintiff’s practice of a profession or trade, but took the form of a covenant in a deed to a parcel of land that specified the land could not be used as a gasoline service station for a specified time period. Because the case involved the use of the land, section 16600 was not implicated. Of note is the fact that Boughton relied on King, an unfair competition case in which the court applied a trade secret exception to the statutory rule against noncompetition clauses. In King, the plaintiff was not simply engaged in the manufacture and sale of goods (house trailers) but was allegedly using a trailer design substantially similar to his former employer’s, the inventor of the design.
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Andersen is correct, however, that Campbell has been followed in some recent Ninth Circuit cases to create a narrow-restraint exception to section 16600 in federal court. For example, International Business Machines Corp. v. Bajorek (9th Cir. 1999) 191 F.3d 1033, upheld an agreement mandating that an employee forfeits stock options if employed by a competitor within six months of leaving employment. General Commercial Packaging v. TPS Package (9th Cir. 1997) 126 F.3d 1131 held that a bargained-for contractual provision barring one party from courting a specific named customer was not an illegal restraint of trade prohibited by section 16600, because it did not “entirely preclude[ ]” the party from pursuing its trade or business.

Contrary to Andersen’s belief, however, California courts have not embraced the Ninth Circuit’s narrow-restraint exception. Indeed, no reported California state court decision has endorsed the Ninth Circuit’s reasoning, and we are of the view that California courts “have been clear in their expression that section 16600 represents a strong public policy of the state which should not be diluted by judicial fiat.” 3 Section 16600 is unambiguous, and if the Legislature intended the statute to apply only to restraints that were unreasonable or overbroad, it could have included language to that effect. We reject Andersen’s contention that we should adopt a narrow-restraint exception to section 16600 and leave it to the Legislature, if it chooses, either to relax the statutory restrictions or adopt additional exceptions to the prohibition-against-restraint rule under section 16600.

DISPOSITION

We hold that the noncompetition agreement here is invalid under section 16600, and we reject the narrow-restraint exception urged by Andersen. Noncompetition agreements are invalid under section 16600 in California even if narrowly drawn, unless they fall within the applicable statutory exceptions of sections 16601, 16602, or 16602.5.

* * *

Novell Inc. v. Timpanogos Research Group Inc.

1998 WL 177721, 46 U.S.P.Q.2d 1197 (D. Utah 1998)

SCHOFIELD, J.

This matter is before the court on plaintiff’s motion for a preliminary injunction. Evidence was taken in several sessions spread over many months, with hearings on May 5, 1997, July 9, 1997, October 6-9, 1997, November 3-5, 1997 and December 15-16, 1997. In addition, the court received numerous affidavits and received certain testimony by deposition. Having considered the evidence introduced in the evidentiary hearing and the arguments of counsel, I now issue this ruling granting to Novell a preliminary injunction.
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FINDINGS OF FACT

I find that the following facts have been proven by a preponderance of the evidence:



	Novell is a corporation engaged in computer software development and sales.

	For a long time prior to March 1997, defendants Merkey, Major and Angus were employees of Novell.

	Major was employed by Novell from 1984 through 1995. In 1995 he left Novell and went to work at Cheyenne, Inc.

	While employed by Cheyenne, for much of 1996 Major worked at Novell in the Wolf Mountain group through a partnering arrangement between Cheyenne and Novell.

	On January 1, 1997, Major left Cheyenne and returned to full-time employment at Novell, working on the Wolf Mountain project.

	Immediately prior to the happening of the events of March and April 1997, Merkey was a chief scientist at Novell and was the software engineer in charge of Novell’s Wolf Mountain project, which was engaged in the development of a clustering initiative.

	Immediately prior to the happening of the events of March and April 1997, Major was a software engineer working for Merkey in Novell’s Wolf Mountain project.

	Immediately prior to the happening of the events of March and April 1997, Angus was working for Merkey in Novell’s Wolf Mountain project.

	At the time of his initial hire by Novell in 1993, Merkey signed an Agreement Respecting Trade Secrets, Inventions, Copyrights and Patents (Ex. 101).

	The agreement provided that during his employment he would have possession or access to materials which contained trade secrets, confidential technical or business information of Novell and that he agreed not to use any such information for himself or others and not to disclose any such information at any time during or after employment by Novell.

	Major signed a similar agreement containing the same terms on February 9, 1988 (Ex. 80).

	Angus signed a similar agreement containing the same terms on December 4, 1987 (Ex. 181).

	In consequence of his decision to become reemployed by Novell on January 1, 1997, Major signed an Intellectual Property Agreement dated December 30, 1996 (Ex. 83).

	In the agreement Major agreed that any breach by him of the agreement will result in “variable, and continuing damage to [Novell], for which there is no adequate remedy at law, and [Novell] will be entitled to injunctive relief. . . .”

	This agreement contained provisions preventing his use or disclosure to others of Novell’s proprietary information.

	On January 3, 1997, Major signed an Individual Confirmation Form (Novell) by which he agreed that Novell had classified the Wolf Mountain project as top secret and that he would not disclose any Wolf Mountain information to any other person, party, or agency within Novell or outside Novell without the express written consent of a Novell Authorized Business Development Authority (Ex. 84).

	On June 26, 1996, Angus also signed an Individual Confirmation Form (Ex. 17, 182).
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	Novell’s Wolf Mountain project was engaged in developing computer clustering.

	Clustering is the ability to physically connect multiple, independent computers (“nodes”) together and for the multiple computers to work together as if one giant computer. The effect is to create a computer system which may have the computing capacity and power of a large main frame computer but to assemble it with off-the-shelf PC computers. It is expected this would provide significant computer power at a greatly reduced cost and with readily replaceable and upgradeable PC computers.

	Because Novell is or has been the leader in computer networking, where many computers are hooked together to a common server, able to communicate together and share common application systems; clustering seemed to many at Novell as a logical next step for it to take.

	Novell began its Wolf Mountain clustering project in March 1995.

	The goal of the Wolf Mountain group was to develop a clustering software package either as a stand alone product for sale by Novell or to be incorporated by it into its NetWare network operating system product.

	From the inception of the Wolf Mountain project, Merkey was the chief scientist and the head engineer working on this project.

	From its birth until October 1996, the Wolf Mountain project was under the direction of Dr. Glen Ricart, the Chief Technology Officer at Novell. In October 1996, it was placed in a newly formed division, the Scalable Server Division, under the direction of Vic Langford.

	Throughout all of this time Merkey remained the chief scientist on the project.

	By late fall 1996, Merkey envisioned Wolf Mountain as a stand alone operating system to replace the operating system used by Novell in its NetWare and IntranetWare products.

	From its inception the Wolf Mountain project had been housed at the Orem campus of Novell while the long established group which developed Novell’s NetWare product (hereafter the “core operating group”) was housed at the Provo campus.

	During all of this time, Merkey felt that the Wolf Mountain group was treated much like a step-child by the core operating group. He endured this because he felt that Wolf Mountain constituted the first significant innovation at Novell in a long time and constituted a potential product which would return Novell to major importance in the computer industry.

	Part of Merkey’s ability to deal with what he felt to be second class treatment of the Wolf Mountain group by Novell was the personal support he felt directly from Novell’s presidents.

	At the time that the Wolf Mountain project was begun, Bob Frankenburg was president of Novell. Then, for a time, Joseph Marengi served as president of Novell.

	While Marengi was president he had close contact with Merkey and assured Merkey of continued support by Novell of the Wolf Mountain project.

	In December 1996, Novell did an internal roll-out of its Wolf Mountain technology. This roll-out was for the purpose of disclosing within Novell the nature of the proposed technology so that it could be evaluated by other computer engineers at Novell.
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	While Merkey and his team felt the roll-out went generally well, they received criticism from the core operating group at Novell.

	This criticism was as much evidence of the infighting between the Wolf Mountain group and the core operating group as it was a bona fide critique of the Wolf Mountain project.

	After the internal roll-out the level of internal criticism of Wolf Mountain increased.

	In early 1997, the Scalable Server Division was placed under the management of Denise Gibson, who also managed the core operating group.

	Merkey felt that placing Wolf Mountain under common management with the core operating group was a significant blow, if not the death knell for Wolf Mountain as a separate, distinguishable product to be offered by Novell. He doubted that with both the core operating group and Wolf Mountain under the direction of Gibson, Novell would ever be able to regain its position in the computer industry.

	In early 1997, when Merkey realized that Novell was not going to proceed with the Wolf Mountain project in the manner which he wished, he began to devise a plan to take the Wolf Mountain project out of Novell.

	Initially, Merkey sought to take Wolf Mountain from Novell in an amicable fashion, by agreement with Novell that a new spin out company would be formed.

	He did this by lobbying Marengi for a spin out of the Wolf Mountain group into a separate, stand alone corporation, owned by Novell.

	Marengi entertained these suggestions because he claimed to still believe in the Wolf Mountain technologies and the Wolf Mountain project.

	Marengi discussed with Novell’s counsel the possibility of creating a spin out company for Wolf Mountain.

	There is a kernel of truth in Merkey’s claim that he discussed the Wolf Mountain spin out with senior Novell executives.

	What is missing is Novell’s agreement. Though both discussed the issue with Merkey, neither Marengi, who was president of Novell until early April 1997, nor Eric Schmidt, who was president thereafter, approved the spin out.

	Major had no independent knowledge of Merkey’s discussions with Novell executives concerning the spin out. Rather, he relied on Merkey for any understanding which he had of those discussions.

	By March 7, 1997, Merkey was so frustrated with Gibson’s supervision that he and Major each tendered resignations from Novell.

	Major believed that the Wolf Mountain project was an industry leading processing system and he did not understand why Novell did not openly and vigorously embrace the new technology. Rather, he believed that Novell was shooting arrows at them rather than encouraging the new technology.

	When he resigned, Merkey told Stevenson he felt his dreams of building an industry leading information processing system could be best accomplished outside of Novell.

	Each year in the spring Novell hosts a gathering of computer scientists, experts and industry analysts in a symposium called Brainshare.
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	The purpose of Brainshare is to advise Novell’s partners, other software engineers who want their programs to work in harmony with Novell’s Net Ware operating system and anyone else interested in Novell’s business what products it anticipates developing and shipping in the immediate future.

	Although Gibson initially scotched the idea of featuring Wolf Mountain at Brainshare, Merkey lobbied hard for Novell to prominently display its Wolf Mountain technologies at Brainshare.

	Novell accepted Merkey’s urgings. As he had been the chief scientist on Wolf Mountain, Novell persuaded him to return to that position, which he did around March 10, 1997.

	Upon his return to the Wolf Mountain project, Merkey told the Wolf Mountain team that he returned, that the status of Wolf Mountain as a separate division was undecided until after Brainshare, that Major was pursuing an outside venture, and that it was time for the Wolf Mountain group to perform (“For now, let’s get a kick-ass demo for Brainshare and show the world that Novell isn’t Braindead anymore.” Ex. 99).

	Brainshare was held during the week of March 24, 1997, at which time Merkey made a number of presentations in which he touted the Wolf Mountain technology. Also at Brainshare Novell demonstrated a 12-node computer cluster, giving clear credibility to the claim that Wolf Mountain was a well-developed, functioning set of technologies.

	Major, however, never returned to employment with Novell.

	Despite Merkey’s desires, a spin out corporation never was created by Novell.

	When a spin out was not forthcoming, in mid-March Merkey asked Novell if he could form a new company to engage in various software development interests.

	Novell agreed that he could form such a corporation but asked that he coordinate with Novell’s lawyers so that Novell’s intellectual property rights would be preserved.

	On March 18, 1997, Novell and Merkey and Major entered into an agreement by which Merkey and Major were allowed to form a new corporation for the purpose of engaging in software development (Ex. 8).

	One condition of the March 18 agreement is that Merkey and Major would respect Novell’s intellectual property rights.

	In the March 18 agreement Merkey and Major also agreed that if the new corporation developed products which compete with Novell products, they would obtain required licenses for any of Novell technologies.

	Merkey personally agreed that, since he still was an employee of Novell, he would comply with the existing Novell employee confidentiality procedures.

	David Stevenson, Merkey’s direct superior and one of Novell’s primary witnesses in this proceeding, even invested $500 in the new company.

	Stevenson invested in this company on the express assurance from Merkey that the company had the blessing of Novell’s management.

	This new company originally was named Wolf Mountain Group, Inc. Later, after this action was begun, it changed its name to Timpanogos Research Group, Inc.
114


	Merkey, Major and Stevenson were the original investors in TRG.

	Prior to April 17, 1997, Merkey transmitted to John Balciunas, via e-mail, a copy of a document entitled Tapestry for NT Architecture Overview (Ex. 26). This document originally was prepared by Merkey on a Novell computer server.

	Also, in a draft press release issued by TRG on or about March 31, 1997, at a time that Merkey still was an employee of Novell, TRG announced plans to develop a product named Tapestry with the feature set described in the Wolf Mountain Architectural Over-view (Ex. 49).

	The Tapestry document is virtually identical to a document prepared by Merkey while at Novell entitled Scalable Server Division Wolf Mountain Architecture Overview (Ex. 10).

	A close comparison of the two documents reveals that virtually the entire text of the Tapestry document has been lifted verbatim from the Novell Wolf Mountain Architecture Overview document. A few names and acronyms have been changed, but nothing else.

	The Tapestry document is not the work of Merkey at TRG, but is the work of Novell which Merkey copied whole cloth.

	In an internal e-mail at Microsoft Balciunas noted on April 4, 1997, that it would take a couple of weeks for Microsoft to work out positioning of the Wolf Mountain software. From the face of the e-mail it is obvious he was in contact with Merkey (Ex. 51).

	On April 7, 1997, Merkey sent Jim Allchin at Microsoft an e-mail concerning the creation of Wolf Mountain Group, Inc., indicating that Marengi had approved a patent cross license between Novell and Wolf Mountain Group and inviting Microsoft to buy a 30% ownership interest in Wolf Mountain Group, Inc.

	In an internal e-mail at Microsoft, Balciunas noted that Merkey was scheduled to meet with him on April 17, 1997, and that Balciunas had a copy of Merkey’s architectural overview of his product (Ex. 54).

	On April 16, 1997, Merkey met with Schmidt in a lengthy meeting in Schmidt’s office. At Merkey’s request, Major joined part of that meeting.

	During this meeting Merkey advised Schmidt that he was proceeding forward with his company and that he planned to meet with Microsoft officials the next day to discuss areas where Microsoft and TRG could work together.

	As Merkey was still an employee of Novell, Schmidt told Merkey that he would prefer that the meeting with Microsoft not take place, that if he went he did not go with Novell’s approval or authorization, and that he should respect Novell’s proprietary and confidential information.

	At the conclusion of the meeting between Merkey, Major and Schmidt, Schmidt asked that Merkey and Major take no further action with respect to TRG for two weeks. Major committed that they would not.

	With Schmidt’s admonition still ringing in their ears, on April 17, 1997, Merkey and Major met with John Balciunas and other employees of Microsoft at Microsoft’s offices in Redmond, Washington.
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	Merkey told Balciunas that he had created the Tapestry document after he was authorized by Novell to form a new company. Balciunas understood this to be March 18, 1997.

	Merkey told Balciunas that the Tapestry document had been prepared “starting from ‘a clean piece of paper’”.

	Merkey advised Microsoft that he and Major were filing for 14 patents and that he was negotiating a patent cross-license agreement with Novell.

	Similarly, in a letter dated April 3, 1997, from Major to David Bradford, Novell’s general counsel, Major urged Novell to enter into patent cross-license agreements with TRG (Ex. 86).

	During their meetings with Microsoft, Merkey spent two hours describing the Tapestry technology and he explained how Novell had invested $15 million in their new company. All aspects of this presentation were essentially dishonest as the technology was Novell’s Wolf Mountain technology not TRG’s and Novell had not invested any money in the new company.

	Though Major is portrayed in this litigation as an honest individual who has an eccentric and exaggerating partner, in fact, by his quiet during the Microsoft meeting, Major was a direct participant in the dishonesty.

	In their meetings with Marty Albert the very next day, directly contrary to what they told Microsoft the day before, Merkey and Major told Albert that Novell had not made any investment in the new company. They looked to Albert to be their financier.

	While Merkey asserts that the April 18-19, 1997 meeting was his first with Albert on the subject, that seems highly unlikely as, by the end of a meeting which Merkey asserts was brief and no technical in-formation was disclosed, Albert had agreed to invest several million dollars in the new venture, hardly the prudence which would be expected from a successful businessman.

	Following Merkey’s meeting with Balciunas on April 17, 1997, Merkey sent Balciunas an e-mail dated April 19, 1997, in which he advised that TRG was focusing on Tapestry and would have a product available for Microsoft to review in its laboratory by late July and would be shipping by December (Ex. 57).

	As he had just met with Balciunas and Balciunas had a copy of the Tapestry architectural overview, it is clear Merkey was saying that he was going to build essentially the same product he had been developing while at Novell.

	Prior to leaving Novell Merkey told several Novell employees that he had intentionally under documented his work so that it would be in his head and not Novell’s. Some quote him as also saying that when he left Novell he would take with him “the crown jewels”, which they interpret to be the most sensitive technologies developed in Wolf Mountain.

	Having spent considerable time in trial and error experimentation at Novell, Merkey and Major acquired negative knowledge while becoming intimate with what worked and did not work in the process of developing technology. From their experience at Novell, Merkey and Major knew where their starting point was and could thereby avoid “false paths” and “blind alleys” in developing any products for TRG.
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	This negative knowledge learned at Novell allowed Merkey and Major to cut corners in designing the Tapestry product for TRG. Because as Merkey stated, much of the information about Wolf Mountain was in his head, Merkey was able to save considerable time in testing and design research that was required at Novell.

	Because Merkey and Major announced the Tapestry for Microsoft Windows NT product so soon after their resignation from Novell, it is clear they used the negative knowledge learned at Novell.

	Merkey also told Balciunas that “all of the information was ‘in his head’” and that he hadn’t written anything down in years.

	In an interview published in Lantimes magazine on May 12, 1997, less than a month after he left Novell, Merkey stated that TRG’s product, Tapestry for Microsoft Windows NT, was “fairly far along.”

	In that same interview he stated that: One of the biggest problems is, when we were doing Wolf Mountain at Novell, we were running real quick and just cranking code out. None of the intellectual property is documented. None of the patents have been filed. The only place the knowledge exists is inside [my head] and [Major’s]. None of it has been written down. In terms of Novell attempting to sue us for intellectual property, I’m not sure they know what to sue us for.

	This interview was given at a time that Merkey was technically still an employee of Novell as he resigned by a letter dated April 20, 1997, but to be effective two weeks later, on May 4, 1997.

	On April 20, 1997, the date of his second resignation from Novell, Merkey sent an email to the members of the Scalable Server Division/Wolf Mountain team at Novell in which he advised them that he and Major had acquired funding for TRG and that the new company was hiring.

	On April 23, 1997, Merkey told Balciunas in an e-mail that he was on track for delivery of the Tapestry product by December 1997 (Ex. 59).

	In the April 23, 1997 e-mail Merkey told Balciunas that 70 senior architects and developers at Novell had resigned to join TRG. While TRG did hire some former Novell employees, it only hired a handful, not the 70 to which he alluded (Ex. 59).

	In that same e-mail Merkey told Balciunas that TRG had “captured clustering mindshare, and shifted it to WolfPack and Windows NT.”

	This only could have meant that he was claiming to have taken the clustering initiative from Novell’s Wolf Mountain group to TRG for use by Microsoft which had a clustering initiative called “Wolfpack.”

	In a news story on the internet in a service entitled Info World Electric News dated April 28, 1997, Merkey is quoted as claiming to have taken 70 Novell employees with him when he left Novell (Ex. 142).

	In that story Merkey describes his Tapestry product as software which works in conjunction with Microsoft’s Wolfpack to strengthen scalability and would enable the formation of heterogeneous clusters of Intel-based servers running Windows NT, Intranet Ware, and Unix (Ex. 142).
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	For a company in which Merkey had been employed for only a week and Major only a month, it is inconceivable that TRG had any product other than the alleged Tapestry product which Merkey described to Microsoft by peddling it a slightly edited copy of the Wolf Mountain architectural overview which he prepared while at Novell.

	On April 29, 1997, the court issued a writ of replevin authorizing the constable to search the residences of Merkey, Major and Angus, to retrieve Novell documentation and computer equipment located at the residences.

	At the time that the constables searched his home, Major had a copy of the following confidential Wolf Mountain documents at his home: (I) Clustered Network Operating System (this is the body of the patent application filed with the U.S. Government); (ii) Product Proposal for Wolf Mountain; (iii) Novell Corporate Architecture — Wolf Mountain Summit Summary Review; (iv) Wolf Mountain NDA briefing with META Group; and (v) Wolf Mountain: An Invited Analysis/Report. (Ex. 47). Other than item (I), each of these documents bore a legend that it was confidential. Each contained extended analysis and detailed information about the Wolf Mountain technologies

	While the search was on at Major’s home, Major contacted Merkey by cell phone and advised him of the search. At that time Merkey was at Angus’ garage working on computer equipment for TRG.

	Though he has complained bitterly about the trauma inflicted upon his children by the search, Merkey was not present at his home when his home was searched and has no first hand knowledge of what happened then.

	Merkey was aware that he was being looked for and that the Novell computers in his possession were being sought pursuant to the writ of replevin.

	At the time that the constables searched his home, Merkey had a copy of the following confidential Wolf Mountain documents at his home: (I) Wolf Mountain: An Invited Analysis/Report; (ii) Wolf Mountain Architecture Overview-Draft-; (iii) IDC Commercial Systems & Servers — Short Report for Novell — Beyond Netware; (iv) Novell Corporate Architecture — Wolf Mountain Summit Summary Review; (iv) Novell Project 2000 Hand-Outs; (v) Novell Project 2000 Technical Information; (vi) IDC Systems Research — Proprietary Novell Report: Strategic Assessment of Wolf Mountain’s Market Space; and (vii) Wolf Mountain Architecture Overview. Other than items (iii and vi), each of these documents bore a legend that it was confidential or a Novell company secret. Each contained extended analysis and detailed information about the Wolf Mountain technologies.

	Merkey explained at hearing that after learning that the constables had searched his home, he did not return to his home until he had returned the laptop computer (which later was discovered to have a smashed hard drive). This contradicts other testimony where he said the laptop was at his home by the docking station when the constables searched his home.

	Late in the evening of April 29, 1997, Merkey returned a laptop computer to Novell. Upon inspection Novell discovered that the hard drive in the computer was 118smashed. That same computer and hard drive were offered as an exhibit and the court has personally inspected the computer.

	The hard drive of the laptop is a modular unit, easily removable from the computer.

	At trial the hard drive was removed and inspected by the court. It had the appearance of having been smashed with several blows from a hard object like a hammer.

	Merkey has offered no less than four different explanations of how the hard drive came to be smashed, pointing most of the blame to his children.

	One of his explanations is that he was so angry at the replevin that he threw the computer at Novell’s door when he returned it. This explanation does not fly (like the computer allegedly did) for neither the computer carrying case nor the laptop bear any evidence of physical abuse or damage, though the hard drive, which ordinarily is mounted within the plastic shell of the computer, clearly has been smashed.

	Even if documents are deleted from a hard drive, experts often can retrieve material which has been deleted from a hard drive. As an expert in computer science, Merkey knew this.

	The only sure way to prevent recovery of deleted material from a hard drive is to physically damage the hard drive. That is what happened here.

	The fact that he returned the hard drive damaged while the rest of the computer appears in good shape demonstrates that Merkey intended to prevent the retrieval of any information from the hard drive.

	That he would tell different and conflicting stories of how the hard drive came to be damaged demonstrates Merkey did not want the truth of how it came to be damaged known.

	In their operation of TRG, Merkey and Major act much as partners.

	Major testified that even though he has such a close business relationship with Merkey, he has to falter what Merkey says to find the truth, he is unable to control Merkey, Merkey is able to create his own reality which may have no basis in fact, and Merkey is prone to exaggeration.

	In fact, however, Merkey is not just prone to exaggeration, he also is and can be deceptive, not only to his adversaries, but also to his own partners, his business associates and to the court. He deliberately describes his own, separate reality.

	Major acknowledges that Merkey does not see boundaries; that if he feels strongly or wants to do something, he does it.

	Major has tried to distance his concept of where TRG is going from public statements and other actions taken by Merkey which demonstrate a contrary direction.

	All the while that Major made these attempts he was president of TRG.

	For example, Major disavowed the business plan which Merkey prepared in September 1997.

	In a letter from Merkey to Albert on September 12, 1997, Merkey asserted that the “Utah Judicial Commission contacted me Thursday, and relayed that they had reviewed Judge Schofield in Court over video camera, and have initiated an investigation relative to the Court session of September 8, 1997.” (Ex. 107).
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	While it may be possible that the Utah Judicial Commission (Conduct Commission?) contacted Merkey, that commission has not obtained a copy of any video of the court session of September 8, 1997. That hearing was court-reported and the only video made was made in accord with Rule 4-201(2)(C), Utah Code of Judicial Administration, for the purpose of the judge’s private notes. No copy of that sole copy has been viewed by anyone other than the court. In short, this statement is another example of Merkey’s penchant for self-serving, separate reality, dishonesty.

	While it is human nature for each of us to put our own spin on events which we observe — indeed the heart of most auto accident cases is the different perceptions of eye-witnesses — Merkey nonetheless regularly exaggerates or lies in his comments to others about events happening around him. It is as though he is creating his own separate reality. For example, his e-mail message to Balciunas of June 12, 1997, contains several clear misstatements or fabrications of what transpired in court (Ex. 72).

	Merkey also was dishonest in a number of the e-mail messages which he sent to Balciunas, either exaggerating or deliberately falsifying factual assertions which he made in those e-mails.

	There is an acknowledged tendency in the industry for software development companies to float deliberately false or exaggerated statements of prospective product offerings, a practice called “vapor-ware.”

	Merkey now alleges that all of his early commitments to Microsoft, which unquestionably were based upon pirated Novell technologies and information, were just vaporware.

	Given his penchant for creating a separate reality and for deliberate misrepresentation, I find Merkey’s claim that he was simply floating vaporware unreliable. Rather, he wanted to have the benefit of both worlds — his world actually working on a clustering model based upon the Novell architecture — but also a world in which he could claim that he was not using or misappropriating Novell confidential technical information.

	Major also is not always truthful.

	Major resigned on March 7, 1997 and out processed on March 20, 1997. At the time that he resigned he knew that at out processing he would be required to return to Novell all of the Novell documents he had in his possession.

	Notwithstanding this understanding, during the two weeks after he resigned and before out processing, Major received a copy of the Wolf Mountain product proposal which was last edited on March 16, 1997. As such it only could have been obtained by him on or after March 16, 1997.

	Even though he had received a copy of the product proposal within four days of his out processing, Major did not return it to Novell at out processing. He claimed at court to have forgotten that he received it. This explanation does not wash. He is too bright to have forgotten receipt of such an important document just four days prior to out processing.

	This action by Major evidences an intent to hide from Novell his real purpose with respect to the document. He had no intent to return it. Nor did he even return it 120when the constables searched his home. Rather, his copy was returned by him through counsel a week or two later.

	On April 23, 1997, Angus out processed after terminating his employment with Novell. At that time he certified that he had no Novell property at his home or in his possession (Ex. 184).

	This certification was inaccurate as he had a notebook in which he recorded, among other things, notes of problem areas encountered by the Wolf Mountain team in its development and implementation of the Wolf Mountain technology (Ex. 183).

	I do not accept Angus’ assertion that he simply had forgotten that he had his notebook at home. It was far too sensitive a document and the times were far too charged to accept his claim of forgetfulness.

	While I find that Merkey and Major are not fully trustworthy, they claim that neither is Novell. They assert that Novell acted out of improper motivations.

	The decision by Novell to put the Scalable Server Division under the direction of Denise Gibson is a management decision which does not reflect any bias or antipathy toward Merkey, Major or the Wolf Mountain team.

	Merkey asserts that he did not fit in at Novell because he had a different ethnic or religious background than most of the Novell workers. This claim was not supported by any meaningful evidence.

	Merkey asserts that Gibson had a vendetta against him.

	The record supports a conclusion that Gibson and Merkey did not get along and that Merkey chaffed while under Gibson’s supervision as he felt that being placed under her supervision was the death knell for Wolf Mountain as a project.

	During the hearing Novell introduced Exhibit 13 which purports to be a memo to Merkey from Vic Langford, the supervisor of the Scalable Server Division. Novell acknowledges that the memo was prepared for Langford’s signature but that Langford declined to sign it. Defendants assert this demonstrates dishonesty on the part of Novell. Though each of our business practices sometimes are subject to question, Novell was generally forthright in how it reacted to Merkey and Major and their actions. Certainly Novell was angered at Merkey and spent tremendous sums of money pursuing this litigation against him. But I do not accept the wrongful motives which defendants attribute to Novell.

	At a court hearing on May 6, 1997, TRG was criticized for using the name Tapestry, which Novell claimed it had used internally in its Wolf Mountain project. As a result Merkey gave the TRG product a new name: “Replevin” which the press release noted was Latin for “to search”. In fact, however, with the new name selected and announced just a week after a writ of replevin had been served upon him and Major, the only fair conclusion is that he chose this new name as a direct affront to Novell.

	In a press release dated May 8, 1997, TRG announced that it was developing “a 32/64 bit, massively scalable, clustered, fault tolerant, journaled meta-directory storage and access technology for Windows NT, Unix and other industry platforms.” (Ex. 63).

	Primary among the other platforms spoken of by TRG is Novell’s NetWare and IntranetWare products.
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	This press release was issued only two weeks or so after Merkey left Novell and contains the same feature set which he designed and described in both the Novell Wolf Mountain Architectural Overview and his pirated Tapestry for Windows NT Architectural Overview. Given the extremely short time since he left Novell and the fact he had already pirated the Novell architectural overview, it is clear Merkey was building upon information, designs, and architecture which he developed at Novell and which belonged to Novell.

	In an e-mail from Merkey to Balciunas dated May 10. 1997, Merkey asserted that the “court stuff” has only delayed their development of a product by a couple of weeks. He asserted they were still on track to deploy a product by the first or second quarter of 1998 (Ex. 64).

	On May 15, 1997, Merkey sent an e-mail to Sharon Fisher, a journalist covering the computer industry, asking that she provide a copy of the “technical document” which he gave to her and other press folks at Brainshare. He told her he had been given permission by the court to use anything that was in the public domain and wanted to obtain a copy to prove that it was given to the press and now was in the public domain (Ex. 164).

	In an internal e-mail at Microsoft, Microsoft noted that Merkey was going to provide a draft press release which differentiated between TRG’s Tapestry product and the Wolf Mountain technology developed by Novell (Ex. 56).

	Merkey never provided such a differentiation to Microsoft (nor, so far as the court is aware, to anyone else).

	The depth of Merkey’s shift in feelings — an antipathy for Novell and a commitment to Microsoft — is reflected in a variety of e-mail messages to Microsoft sent shortly after he left Novell in which he signs off as “Your Loyal Servant.”

	A computer operating system is the computer program which directs and controls the interface between computer hardware and any application programs such as word processors, accounting and spread sheet programs and internet browsers. Operating systems also are known generically as “platforms”.

	Novell’s NetWare program is an operating system as is Microsoft’s Windows NT and the Unix operating system.

	One of the design goals of Wolf Mountain was to create a single system image, with fault tolerance.

	In the development of the Wolf Mountain technologies at Novell, Merkey and Major intended platform independence or neutrality, meaning that in the design of the Wolf Mountain technologies, Merkey and Major intended that the Wolf Mountain clustering program run on or be compatible with any of the three major operating systems just described.

	The architecture of the Wolf Mountain project includes platform independence.

	At the time Merkey and Major left Novell they had not completed the intended platform independence. No source code had been written which would allow the Wolf Mountain program to run on the Microsoft NT or Unix platforms. Rather, the only source code which had been written was for the Wolf Mountain program on the Novell NetWare platform.
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	At the time that Merkey and Major left Novell the source code for the Wolf Mountain project was not complete, though, as Dr. Head noted, the Novell Wolf Mountain code consisted of over 20,000 files containing 600 million bytes, or the equivalent of 150,000 singly-spaced typewritten sheets, the height of a five-story building.

	There are three primary computer languages; machine language which usually consists of 0’s and 1’s and is machine readable; assembly language which is specific to a particular machine or computer processor; and a high level language, which is the language most application programs are written in, including Algol, Fortran, Basic, C and C++.

	C and C++ are not fully compatible.

	All of the TRG code was written in C++, which is the most advanced of the current high-level languages.

	Novell’s NetWare program is written in an assembly language while the Novell Wolf Mountain code is written in C.

	Because TRG’s code is written in C++ while Novell’s Wolf Mountain code is written in C and the two are not fully compatible, Dr. Head asserts that TRG could not have copied or used any of Novell’s Wolf Mountain confidential information.

	This conclusion is not correct. Even though TRG appears not to have actually used any Wolf Mountain code, it has used the Wolf Mountain architecture, structure and design.

	The Wolf Mountain project consists of the combination of many disparate technologies, the majority of which are in the public domain or are derivatives of well-known, public domain concepts.

	Even though the Wolf Mountain project was built primarily of known, public domain concepts, the manner in which Novell assembled and combined those technologies is unique.

	The Wolf Mountain technologies have independent value. First, Novell spent enormous sums of money developing these technologies and second, the technologies are sufficiently developed that significant parts are relatively portable, such as the UFOD and the CICP.

	Novell always took reasonable steps to protect its trade secrets and confidential technical information.

	First, it required each employee to sign a confidentiality and non-disclosure agreement, agreeing that the trade secrets are confidential and belonged to Novell.

	Second, Novell required that its technologies generally be kept on campus in a secure environment. Defendants make much of the fact that Novell allowed members of the Wolf Mountain team to take back up copies of the Wolf Mountain source code and documentation home for safekeeping, there is no evidence that any of these actions ever jeopardized the security and confidentiality of those documents. There is no credible evidence that Novell did not take reasonable steps to preserve its trade secrets.
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	Third, Novell established rules and procedures concerning the public disclosure of its trade secrets. For example, Novell decided in advance what information could be publicly disclosed at Brainshare.

	At Brainshare, when Merkey distributed a copy of the Wolf Mountain architectural overview, his superiors including Dave Stevenson attempted to retrieve any such copies and reprimanded Merkey for making unauthorized disclosures. Merkey acknowledged his action was inappropriate.

	Merkey cannot claim information is in the public domain if he made unauthorized disclosure of that information.

	One of the primary components of the Wolf Mountain project was the unified file object directory (UFOD). Major was the principal author of this technology.

	The function of the UFOD is to provide a system of directory services and file management, routing and data storage services.

	UFOD largely is built upon known technologies.

	Any computer program designed to accomplish what the UFOD was designed to accomplish would have common parts and technologies, including memory caching, disk caching and a hierarchical storage manager and would use well known techniques such as disk mirroring, segmenting, scatter-gather and mini-volumes as the primary unit of data storage, caching, replication and distribution.

	Though these are public domain technologies and concepts, how Novell used and combined these well known component parts is unique.

	Major conceded that the UFOD was largely unique and likely was a trade secret.

	The UFOD technology has independent value because to a large extent it is portable.

	Another key component of the Wolf Mountain technology is the cluster interconnect protocol (CICP).

	The function of the CICP is to provide a communications subsystem so that the various computers in the cluster can communicate and function together.

	The CICP also is based upon well known, public domain technologies.

	How Novell used, combined and applied these well known concepts is unique.

	Before he left Novell, Merkey frequently asserted that the Wolf Mountain technologies were unique and needed protection. For example, he told Eric Gardanier, a patent attorney hired by Novell to help it patent the Wolf Mountain technologies, that Microsoft would have to get its hands on the Wolf Mountain technology.

	In an e-mail dated June 25, 1997, from Merkey to Balciunas, Merkey said that at that time he was developing a program like the CICP, which would have “identical functionality, and multi-fabric clustering capability.” (Ex 71).

	It is clear that from the time he left Novell until at least the date of this e-mail that Merkey was building upon the Tapestry architecture, claiming it as his own, even though he had pirated that architecture from Novell.

	Merkey repeatedly told Balciunas that he was “working on the stuff that they said they were going to be working on since the beginning of April.” Again this can only have been the Tapestry based document, which is based upon the pirated technology.
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	These actions by Merkey and Major are in violation of the terms of the temporary restraining order previously issued by the court.

	The basic structure of the Wolf Mountain technology and of the UFOD and CICP each are unique and of great value to Novell. They represent a significant investment by it in the development of a new technology.

	Because the manner in which the technologies were assembled and combined is unique, because they have independent value and because they have been protected by reasonable efforts to maintain their confidential status, the manner of combination is a trade secret.

	Major concedes that the implementation of the CICP protocol is a Novell trade secret.

	Major agreed that the method of journaling which he implemented in UFOD is a Novell trade secret.

	Major agreed that the process of containing the history of an object within itself (self journaling) is unique to Novell.

	Major agreed that the format of how information is stored that is the object description used in UFOD is a Novell trade secret.

	Major agreed that the message format that UFOD used to communicate between nodes is a Novell trade secret.

	Major agreed that the implementation of the cache system in UFOD was a Novell trade secret.

	Major agreed that there are aspects of the kernel developed by Merkey at Wolf Mountain at Novell which are trade secrets.

	Major agreed that the implementation of the memory management system at Wolf Mountain is proprietary to Novell.

	Major agreed that some of the marketing strategies which Novell had for the Wolf Mountain project are trade secrets.

	Under examination by Merkey, Major agreed that the CICP wire protocol and the UFOD message protocol each were Novell trade secrets.

	Novell has a trade secret claim to its Wolf Mountain architecture, the UFOD and CICP.

	I believe Novell may have trade secrets in its Wolf Mountain technology other than the grand scheme, the UFOD and the CICP. In this hearing, however, other than the secrets set forth above, it did not carry its burden of proving just what those other technologies are.

	As a result it is not entitled to protection by preliminary injunction of any other trade secrets.

	Novell has long been a major player in the computer communications industry.

	In order to preserve a leading role in any aspect of the computer software industry, a company such as Novell must remain forward thinking and innovative.

	In the development of its Wolf Mountain technologies, Novell was both forward thinking and innovative. What it now wishes is to protect and preserve that effort.

	At the outset of this litigation it appeared that the Wolf Mountain technology had the potential to be the next paradigm in the computer communications field. 125Merkey said as much in his in-fighting while at Novel and he said as much in his presentations at Brainshare.

	Certainly Novell has not proceeded to develop Wolf Mountain in that way.

	In an article in PCWEEK Magazine dated July 7, 1997, Denise Gibson is quoted as saying: “You will never see Wolf Mountain as Wolf Mountain. It will be rolled into other products.” (Ex. 152).

	While Novell has not chosen to use the Wolf Mountain technologies in the fashion which Merkey and Major anticipated and desired, it is using aspects of these technologies in other areas.

	Merkey repeatedly asserted while at Novell that Novell had a two year head start over the competition in developing clustering technology.

	Even though Novell has chosen not to develop a stand alone Wolf Mountain product, it nonetheless is using Wolf Mountain technologies and is entitled to protect those technologies which it developed.

	Novell’s business is to develop and market computer software in the highly competitive field described above.

	One of the principal assets which Novell has is its trade secrets and confidential technical information.

	Novell protects this asset by requiring all of its employees to sign confidentiality and non-disclosure agreements as set forth above.

	In this case two senior scientists left Novell, taking with them some of Novell’s trade secrets and other confidential information.

	If these employees are permitted to take these secrets with impunity, Novell will be at the mercy of its other employees who may wish to take other of Novell’s trade secrets and confidential technical information and enter into competing businesses. Such a result is wholly unacceptable to Novell and places it at tremendous risk in the marketplace, a risk which money damages cannot remedy.

	Defendants assert that they will be harmed if Novell is entitled to an injunction protecting its trade secrets and confidential technical information. In fact, however, they have no legal claim to any of this information. Not having a legal claim to such information, they cannot demonstrate a greater harm than Novell will suffer if the requested injunction is not granted.

	TRG is developing three products, Replevin 4.0, Replevin 5.0 and MAN 1.0.

	Each of these three products is based upon and naturally flows from the Tapestry architecture which Merkey pirated from Novell.

	The Wolf Mountain group at Novell was building products that perform many of the same functions and operate much like the TRG products.

	Novell had not developed a product quite like MAN 1.0, but the Wolf Mountain architectural overview contemplated just such a product.

	Having observed the actions and reactions of the parties from the date this case was filed through months of hearings, having observed them testify in court and seeing what it is that they told Microsoft they would do and what they now claim to be doing, and having received extensive evidence in this matter, I am convinced that 126defendants have used Novell technology in developing their Repelvin and MAN products.

	At no time has TRG had any authorization from Novell to use any of the Novell technology.

	I am further convinced that but for the interposition of this lawsuit, defendants would be well on the way to a product even more closely resembling the Wolf Mountain product which Novell demonstrated at Brainshare.

	While TRG’s Replevin and MAN products, at least in part, are based upon the Novell Wolf Mountain architecture, the actual coding of these products was done independent of Novell. The structure is Novell’s but the coding and full implementation were done by TRG.

	TRG’s Replevin and MAN products are designed to work in harmony with Microsoft’s NT platform.

	As a result, many of the component parts included in the UFOD and the CICP are redundant as Microsoft has several analogous technologies.

	Further, Novell is not now even building a product directly based upon this same technology.

	As a result, Novell will not need a long lasting preliminary injunction.

	Because of the great fluidity in the industry, because Novell is not even using the technologies in a stand alone product and because TRG’s Replevin and MAN products do not require many of the component technologies which were contained in the UFOD and in CICP, Novell will be adequately protected if defendants are restrained from any use of the Novell technologies for a period of nine months from the entry of this ruling.

	The existing temporary restraining order has prevented TRG from moving vigorously forward because other companies are reluctant to enter into partnering or other relationships until the litigation is complete.

	Because of the existing temporary restraining order both Merkey and Major have been significantly distracted from the work of TRG as they have had to deal with the existing litigation. TRG’s business has been slowed by this mental resource drain.



ANALYSIS AND RULING

Based upon the foregoing findings, I now enter this ruling.

Having first obtained a temporary restraining order, which order has been in place during the evidentiary hearing on the motion for preliminary injunction, Novell now seeks a preliminary injunction. It asserts a persisting harm if defendants are allowed to continue in the business of clustering software development.

Rule 65A(e) sets the standard for issuance of a preliminary injunction:

A restraining order or preliminary injunction may issue only upon a showing by the applicant that:

(1) The applicant will suffer irreparable harm unless the order or injunction issues;

(2) The threatened injury to the applicant outweighs whatever damage the proposed order or injunction may cause the party restrained or enjoined;
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(3) The order or injunction, if issued, would not be adverse to the public interest; and

(4) There is a substantial likelihood that the applicant will prevail on the merits of the underlying claim, or the case presents serious issues on the merits which should be the subject of further litigation.

As to each of these issues, Novell has the burden of proof. Said another way, unless Novell provides proof by a preponderance of the evidence on each of these four requirements, it may not receive the preliminary injunction which it seeks. I treat each of these issues separately.

Irreparable Harm

I. Merkey, Major and Angus Breached Their Contractual obligations to Novell

At the time that Merkey, Major and Angus left Novell, each was subject to certain contractual covenants of confidentiality. By way of illustration, Merkey signed an “Agreement Respecting Trade Secrets, Inventions, Copyrights, and Patents” which provides that as a Novell employee he may have access to “material embodying trade secrets or confidential technical or business information of” Novell. With respect to any such information, he agreed that as an employee or former employee, he will not “use any such information or material for himself or others” or “disclose or publish any trade secret or confidential technical or business information or material” of Novell.

Not only are Merkey, Major and Angus subject to contractual obligations preventing their use or disclosure of Novell’s trade secrets, when Novell agreed to allow Merkey and Major to form a new software development company, Merkey and Major covenanted that they would not compete with Novell, or if they did so they would first enter into an agreement with Novell concerning the use of Novell’s intellectual property.

Notwithstanding these duties not to use for themselves nor to disclose to others Novell’s confidential technical information, the record establishes that Merkey and Major each have violated their agreements with Novell.

By late 1996 Merkey was excited with the significant progress in the development of a new product for Novell, a product that he believed would help Novell retain its position as an industry leader in the computer communications software business and which would replace Novell’s existing network products, NetWare and IntranetWare. Though he was officed at the Orem campus and the Wolf Mountain group was regularly treated by the core operating group as a step-child, Merkey believed that Wolf Mountain technologies represented Novell’s future.

Then, in early 1997, by Merkey’s account, Novell betrayed both him and Novell’s own future by placing the Scalable Server Division under the direction of Denise Gibson, who had stewardship over the core operating group and had a personal antipathy for Merkey. To Merkey this was the death knell for the Wolf Mountain project. Against this backdrop, Merkey hatched a plan in his creative and very fertile mind. He would convince Novell to form a separate company to continue with the development of the Wolf Mountain technologies. To that end he had a number of discussions with a variety of Novell executives, particularly Joe Marengi, Novell’s president. While Novell discussed the possibility, it never decided to form 128such a spin-out as a done deal. In late March, while still an employee of Novell, he sent to Microsoft, Novell’s largest competitor, a copy of a document which he labeled “Tapestry for NT Architecture Overview,” telling Microsoft he had created this document in the new company in a clean room environment. This story was patently false. With several small exceptions centering around names and acronyms, the Tapestry document is a verbatim pirate from a document Merkey wrote while at Novell entitled “Wolf Mountain Architectural Overview”.

On April 17, 1997, while an employee of Novell and against the advice of Novell’s president, Eric Schmidt, Merkey and Major met with representatives of Microsoft. During that meeting Merkey and Major advised that the technology contained in the Tapestry document which he asserted had been created by TRG independent of Novell, was ready for “immediate assimilation” by Microsoft.

Merkey assured Microsoft then, and regularly thereafter, that a finished product would not be long in the making. From April until early fall 1997, though he kept pushing the delivery date back blaming problems like this litigation, Merkey never claimed development of a product other than his proposed tapestry based product, a product built on the architecture which he pirated from Novell.

The day after meeting with Microsoft, Merkey and Major met with a potential investor, Marty Albert. Again, they disclosed to him their business proposal for TRG. By the end of their two day meeting with Albert, he had agreed to finance the new company and had been elected chairman of the board.

With a straight face Merkey and Major each assert that they never disclosed or used any confidential technical information belonging to Novell. Simply put, this is not honest. It is beyond any reasonable dispute that they disclosed Novell’s confidential technical information to Microsoft and they disclosed some of it to Albert.

In addition to disclosing to third parties, Merkey and Major obviously intended to use Novell’s confidential technical information for themselves. Within days of Merkey’s leaving Novell, TRG published a description on its web site of its intended product development. The feature set is identical to the feature set which Novell disclosed at Brainshare.

At Brainshare the Wolf Mountain technologies worked. Novell demonstrated a 12-node clustered system that performed just the way Merkey had advertised. This technology was well developed. But for the interposition of this lawsuit I have no doubt Merkey and Major would have moved quickly to fully implement the Wolf Mountain technology which Merkey explained at Brainshare, of which he was the principal architect, and which he considered his personal baby. He even bragged to the press and to other Novell employees that he had under-documented the technology so that Novell would not know what he had, and that if Novell sued him, it would not even know what to sue for. He took and intended to use Novell’s technology for his own use.

Each of the foregoing actions — and others which can be found in the record — is a direct violation of defendants’ contractual obligations with Novell.

Novell spent large sums of money developing its Wolf Mountain technologies. Merkey and Major intended to use and disclose these technologies to others at their discretion, an action completely at odds with their contractual obligations. And they did so with an obvious malice. Because they are in breach of their contractual obligations they should be prevented 129from continuing to use themselves or from disclosing to others the technologies which Novell spent so much time and effort developing.

That such a restraint is appropriate is established by Envirotech Corp. v. Callahan, 872 P.2d 487 (Utah App. 1994) where the court of appeals noted that even absent a written employment contract, a fiduciary duty exists preventing an employee, upon termination, from disclosing confidential information of the former employer. If such a fiduciary duty exists without a contract, certainly a contractual provision preventing a former employee from using or disclosing confidential technical information also should be upheld. This conclusion is consistent with the other Utah appellate rulings touching on the duties of former employees to their former employers: J & K Computer Systems, Inc. v. Parrish, 642 P.2d 732 (Utah 1982); and Microbiological Research Corp. v. Muna, 625 P.2d 690 (Utah 1981). Defendants’ actions are both a breach of their contractual obligations and a breach of their fiduciary duties to their former employer.

Further, there is no other meaningful or effective remedy for Merkey’s and Major’s breaches of their contractual obligations to Novell. Money damages may provide some relief, but the only truly effectual relief available in this case is the requested restraint.

Closely related to Merkey’s and Major’s breaches is the fact that TRG has been created by Merkey and Major for the express purpose of developing these technologies. They now assert they are building for the Microsoft NT platform. So what? Merkey was the author of Wolf Mountain and committed that it would be platform neutral, meaning that it would function both on Novell’s NetWare operating system as well as Microsoft’s NT operating system and the Unix operating system. True no source code may have been written by Novell to accomplish all of these architectural goals and platform neutrality had not been accomplished, but Novell expected and intended that its Wolf Mountain products would be platform neutral. Had Merkey remained at Novell platform neutrality would be far closer by now, if not a reality. TRG cannot now complete the development for the NT platform which Novell started without impinging on the confidential technical information which Novell developed in its Wolf Mountain project.

Merkey was the chief scientist on Novell’s Wolf Mountain project and Major was a senior scientist. Having left Novell and not bound by a non-competition agreement, they can compete. But not by taking the Novell project, renaming it, and continuing to work on it. Though they now claim that is not what they are doing, all of their early press and web site announcements indicate that is exactly what they were doing. Even Merkey’s draft of a business plan for TRG, prepared in September 1997, almost six months after they left and after they had been subject to the temporary restraining order for many months, establishes that they intend to continue on the same course which they had been following while at Novell. That Major, the president of TRG, disclaims the draft business plan is irrelevant. Merkey, the admitted genius behind Wolf Mountain and the one person whom Major admits he cannot control, intends to continue just where Novell had been going. For these reasons, any restraint against Merkey and Major also should apply to their new company, TRG.

Finally, as to Angus; I find he also breached his contracts with Novell as he failed to return to Novell confidential proprietary information when he left Novell. He admits as much. He likewise should be restrained from using any Novell confidential technical information in any work which he does, whether with TRG or some other employer.
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II. Merkey and Major Took Novell Trade Secrets with Them to TRG

Many days of hearing were consumed in closed-door sessions while the parties addressed Novell’s claim that defendants misappropriated Novell’s trade secrets. As I noted in an earlier ruling in this case, the Utah Supreme Court has held that:


The threshold issue in every [trade secret] case is whether, in fact, there is a trade secret to be misappropriated. The secret is of value only so long as it remains a secret. The burden is upon the plaintiff to prove its existence as a secret, and there is no presumption in his favor.



Microbiological Research Corp. v. Muna, 625 P.2d 690, 696 (Utah 1981).

Here, Novell bears the burden of establishing that any of the information which defendant took or used is a trade secret. To resolve that issue the parties relied upon the definition of trade secret contained in Utah Code Ann. Section 13-24(2)4:


“Trade secret” means information, including a formula, pattern, compilation, program, device, method, technique, or process, that:

(a) derives independent economic value, actual or potential, from not being generally known to, and not being readily ascertainable by proper means by, other persons who can obtain economic value from its disclosure or use; and

(b) is the subject of efforts that are reasonable under the circumstances to maintain its secrecy.



In the analysis here I also rely upon this statutory definition of trade secret. Further, the court not only has authority to restrain actual misappropriation of trade secrets, but also threatened misappropriation. Novell argues that while it has proven actual misappropriation, at a minimum it certainly has established threatened misappropriation.

The parties each offered an expert witness on whether any information allegedly taken or used by defendants constitutes a Novell trade secret. Novell called Dr. Evan Ivie, a retired BYU computer science professor with a thorough computer science background and hands-on experience in an early clustering related project. Defendants called Dr. Sabin Head, an independent computer consultant from Sunnyvale, California, who has a broad base of expertise in computer software development. The court had the opportunity to listen carefully to each and I base my conclusions in this case on their testimony and my own observations and conclusions as to their credibility.

In an earlier ruling in this case I noted, as the Utah Supreme Court stated in Muna:


[A] unique combination of generally known elements or steps can qualify as a trade secret, if it represents a valuable contribution attributable to the independent efforts of the one claiming to have conceived it. The combination must differ materially from other methods revealed by the prior art.



Muna, 625 P.2d at 696.

Defendants assert that much of the technology which they are using in their new projects and efforts can be found in the public domain and therefore is not protectable as a trade secret. To a fair extent this is correct. Further, defendants also note that on leaving Novell they had a right to take with them their general knowledge of the computer industry, gained 131over a lifetime of study and work in that industry. Again, they are correct. Yet, as noted by Muna, even if Novell was using generally known technologies in its Wolf Mountain project, a unique combination of those public domain elements can qualify as a trade secret.

At the direction of the court Novell submitted an exhibit which it asserts contains the trade secrets which defendants have misappropriated (Ex. 112). After asserting that each of the trade secrets identified in Exhibit 112 is a Novell trade secret, Dr. Ivie endured a merciless cross examination. Thereafter Dr. Head testified that none of the matters which Dr. Ivie identified as trade secrets in fact were. Rather, he concluded that Novell only had one protectable trade secret: the overall scheme or manner of organization of the various parts which it was incorporating into its Wolf Mountain technology.

I accept Dr. Heads’ analysis that Novell’s grand scheme Wolf Mountain is a trade secret. Unfortunately for defendants, this analysis supports a far broader conclusion than Dr. Head may have intended.

Defendants argued over and over again that Novell had the burden of proving what its trade secrets were but failed to meet that burden. Defendants reminded the court several times that I continued the hearing so that Novell could more fully identify and list its trade secrets. Defendants are entitled to know what it is they cannot use. This argument is not without merit.

The technology at issue in this case is so complex and of such a high level of sophistication that it defies description by a computer layman. That problem not only stymies the court, it clearly effected Novell’s counsel’s ability to introduce helpful evidence to the court. What is clear is that the Wolf Mountain technology, best described and identified in the Wolf Mountain Architectural Overview, is made of myriad separate elements. A goodly portion of those elements are based upon well known, public domain concepts. But how Novell adapted, implemented, integrated and applied those public domain concepts is proprietary. To some extent Novell established that it had developed new and different technologies, but to an extent it also failed.

As I have explained above, in late March or early April, Merkey gave to Microsoft the Wolf Mountain architecture which he was developing at Novell, having renamed it Tapestry. Novell had spent millions of dollars and almost two years of research and development before Merkey pirated this technology. While Dr. Head did not say so, Novell convincingly established that the Wolf Mountain architecture is the grand scheme or unique combination of which Dr. Head testified. Major also conceded that this architecture, at least as set forth in the Wolf Mountain Architectural Overview, is Novell’s confidential information. What he fails to add, however, is that Merkey pirated that architecture in his Tapestry effort.

When Merkey disclosed this architecture he not only violated his confidentiality agreements with Novell, he trafficked upon the trade secrets of Novell. And thereafter he claimed in web site statements and to the media that he was building a product based upon the same Tapestry architecture. Merkey violated Novell’s trade secret rights in its unique combination represented by the Wolf Mountain architecture. Novell is irreparably harmed by this disclosure.

This same analysis also supports a finding that the UFOD and CICP are Novell trade secrets. Even Dr. Head concedes that one of the most significant innovations in the Wolf Mountain technology is the Unified File Object Directory (UFOD). Major was the principal architect of 132this portion of the technology. UFOD provides integrated directory services, file services and data storage. And, interestingly, UFOD largely is built upon known technologies, many of which are close relatives to main frame storage models used by IBM in its main frame systems. Any computer program seeking to accomplish what the UFOD was designed to accomplish would have common parts: memory caching, disk caching, a hierarchical storage manager, and would use well known techniques such as disk mirroring, segmenting, scatter-gather, and mini-volumes as the primary unit of data storage, caching, replication and distribution. Dr. Head asserted that all of these component parts are well known in the industry. At the same time, however, I accept Dr. Ivie’s analysis that in its form, UFOD is a unique combination of mostly known technologies which, under Muna, qualifies for trade secret status and protection. Major himself conceded that UFOD was unique and proprietary to Novell. While Novell did not really explain all of the nuts and bolts of the UFOD, it is composed of many parts which Major conceded were trade secrets, such as how it was designed to do self journaling, the memory management system and the UFOD message format protocol. Each of these are protectable. And it is clear that the bulk of TRG’s present effort is directed at an NT based implementation of a storage manager like that which Major built in the UFOD. TRG thus is using, at least indirectly the Novell UFOD work product.

Similarly, I find that the Cluster Interconnect Protocol (CICP) deserves separate mention. The purpose of the CICP is to provide a computer communications subsystem for the various computers functioning together as a cluster. The CICP is built of many common parts. But how Novell built its CICP, how it arranged these mostly public domain concepts and technologies, is a unique and protectable secret. Under Merkey’s examination Major admitted that the CICP wire protocol is a trade secret.

Novell wants me to restrain defendants from using its trade secrets. I don’t fault the request, but I struggle to make an identification sufficient that I can issue a restraint. I am persuaded that it is likely Novell has other trade secrets within UFOD, CICP and other elements of the Wolf Mountain technologies. But at this point I stumble. Though I spent considerable effort digging through the huge body of information which was introduced at trial, I have been unable fully to understand and to catalogue the rest of Novell’s alleged trade secrets. To that degree Novell has failed in meeting its burden. Perhaps not because, as defendants claim, no trade secrets exist, but because the matters are so complex and technologically numbing that they escape comprehension by the court. Nonetheless, what the court cannot understand and segregate into identifiable bundles, it cannot restrain defendants from using. I deny the remainder of Novell’s trade secret claims.

The Threatened Harm to Novell Outweighs the Potential Damage to Defendants

Novell brought this action believing defendants breached their contractual obligations when they took from Novell confidential technical information and trade secrets. Novell has sustained that burden and has established that defendants have no legal entitlement to this information and trade secrets and that defendants have misappropriated Novell technologies.

The computer industry is highly competitive and dynamic. Today’s industry leaders must be forward thinking and innovative if they are to retain their niche in the industry. To that end Novell expended millions of dollars in developing its Wolf Mountain technologies. While it is true that even to date Novell has not developed a stand alone, Wolf Mountain-based product, 133it now is beginning to implement aspects and technologies developed in the Wolf Mountain project into its other products. Novell will suffer significant loss if defendants are allowed to take and use these technologies with impunity.

First, there is a point to be made with its own employees. Novell is able to succeed in the software development business by requiring its computer software engineers to respect Novell’s ownership of its confidential technical information and trade secrets. Now, if Novell accedes to Merkey and Major without objection, former senior computer scientists who took and are using its technical information, Novell’s other employees will presume that with impunity, they may take and use for themselves the trade secrets and confidential technical information which Novell has spent millions and millions of dollars developing. This is a damage which money alone never can remedy.

Second, the computer industry is extremely competitive and dynamic. A company either must be progressive and innovative or it will soon find itself on the scrap heap. At Brainshare Merkey touted the Wolf Mountain technologies as the next generation of computer communication software. In other settings he asserted that Novell had a two year head start on any of the competition in this new, exciting technology. Now Merkey complains that Novell is not building a stand-alone, Wolf Mountain-based project and thus its confidential information need not be protected.

While it appears true that Novell has not implemented such a product, it is using the Wolf Mountain technologies in other ways in its existing products and likely will continue to do so as it upgrades and replaces its existing technologies. It will suffer damage if Merkey and Major are allowed to continue to use and build upon the two year lead which Novell has gained.

While Novell will suffer great harm if defendants are allowed to use the confidential information which they wrongfully took from Novell, where defendants have no legal claim to Novell’s technologies and proprietary information, they are hard pressed to claim that they should be permitted to use that which they unlawfully took from Novell. Because they do not have a legal basis to use Novell’s confidential information, the threat to Novell if defendants use this information and technology clearly outweighs any risk to defendants. See Autoski11 v. National Educ. Support Sys., Inc., 994 F.2d 1476, 1498 [ 26 USPQ2d 1828 ] (10th Cir. 1993).

The Proposed Injunction Is Not Adverse to the Public Interest

As demonstrated by Utah’s adoption of the Uniform Trade Secrets Act, Utah Code Ann. Section 13-24-3, et seq., public policy supports the development of new technologies by authorizing injunctive protection of trade secrets. Defendants have no claim that the proposed injunction would be adverse to the public interest.

Novell Has a Substantial Likelihood of Prevailing on the Merits

Novell has presented a compelling case that defendants misappropriated trade secrets, violated their contractual obligations of confidentiality, and breached their fiduciary duties to their former employer. Defendants have demonstrated a predatory intent and a deliberate strategy to claim and use as their own, technologies which they developed while at Novell. To a large extent their actions have been in bad faith. While counsel claimed in argument that Merkey was “crying out in pain”, in fact, he was a predator seeking to bamboozle Novell into letting him leave with technologies which Novell spent millions of dollars developing. While 134Novell yet has a judicial education project ahead of it before it will fully persuade the court concerning all of its alleged trade secrets, it has more than amply demonstrated defendants’ breaches and misappropriations. It has a substantial likelihood of prevailing on the merits of many of its claims.

Doctrine of Inevitable Disclosure

Finally, a word about the doctrine of inevitable disclosure which Novell urges that I adopt but defendants just as vigorously urge that I reject.

The doctrine of inevitable disclosure is based upon the notion that sometimes a departing employee may have such extensive knowledge of and experience with the former employer’s trade secrets that, given the employee’s new job function, it is inevitable that he will use or encroach upon the former employer’s trade secrets. The use of this doctrine negates any requirement to find an actual or threatened misappropriation.

No Utah appellate court has considered, and thus no Utah appellate court has either adopted or rejected the application of this doctrine. I treat the matter as a case of first impression.

In 1989 Utah adopted the Utah Uniform Trade Secret Act. Section 13-24-3 of the Act provides that “actual or threatened misappropriations may be enjoined”. Further, Rule 65A of the Utah Rules of Civil Procedure, which establishes the requirements for a preliminary injunction, also speaks of a “threatened injury.” In short, both the Act and Rule 65A allow injunctive relief whether a misappropriation actually occurs or only is threatened. The doctrine of inevitability is used to show that the probability of a threatened injury or misappropriation is so high that it becomes “inevitable.” It is not, therefore, a separate basis for action, but rather is used to establish the existence of a threat of misappropriation.

Like many other states, Utah has adopted the Uniform Trade Secret Act. Many of the states which have done so also have applied the doctrine of inevitable disclosure in cases in which there is a question of whether there is a threatened misappropriation.

In PepsiCo, Inc. v. Redmond, 54 F.3d 1262, 1269 [35 USPQ2d 1010 ] (7th Cir. 1995) the Seventh Circuit found that a former employee could be enjoined from working in a specific field of work if the “new employment will inevitably lead him to rely on the [former employer’s] trade secrets.” The Court found that the “threatened misappropriation” provision of the Uniform Trade Secret Act was bolstered by the use of the doctrine of inevitable disclosure.

The federal district court of Minnesota, applying both California and Minnesota law, stated that if a former employee retained trade secret documents from a former employer, an inference of intent to use such information was found, evidencing a “high degree of probability of inevitable disclosure.”

In the recent case of DoubleClick Inc. v. Henderson, 11/12/97 NYLJ 26 (col.5), the court noted that:


Injunctive relief may issue where a former employer’s new job function will inevitable lead her to rely on trade secrets belonging to a former employer. In Lumex Inc. v. Highsmith (919 F. Supp. 624 [EDNY]) the court granted an injunction preventing a management representative from working with a competitor of plaintiff. The court held that the former employee would likely disclose plaintiff’s trade secrets “to aid his new 135employer and his own future. . . . [Defendant] was privy to the top secret Cybex product, business and financial information. He cannot eradicate these secrets from his mind.” (Id. at 631; PepsiCo, Inc. v. Redmond, 54 F.3d 1262, 1269 [ 35 USPQ2d 1010 ].) In the instant case it appears to the court that the defendants will inevitably use DoubleClick’s trade secrets. Like the executive in Lumex, the centrality of Henderson and Dickey in DoubleClick’s operations makes it unlikely that they could “eradicate [DoubleClick’s] secrets from [their] mind.” (Lumex, supra, 919 F. Supp. at 631.) Moreover, the actual use of DoubleClick’s trade secrets described above, and other actions discussed below, demonstrate defendants’ cavalier attitude toward their duties to their former employer. This gives rise to a reasonable inference that they would use DoubleClick’s confidential information against it.



Though no Utah court has resolved whether the doctrine of inevitable disclosure should apply in Utah, this case is an excellent example of why it should.

First, Merkey and Major were two of the principle inventors of Novell’s Wolf Mountain technologies. Prior to leaving Novell each acknowledged that the Wolf Mountain technologies were of great value to Novell and had the potential to represent a paradigm shift in computer communications technology.

Through their long and intimate experience on the Wolf Mountain project Merkey and Major learned two important classes of information: what worked and what didn’t. While it is one thing for them to claim they will not use Novell’s trade secrets, it is inconceivable to believe that if they are designing a product similar to Wolf Mountain that they ever would start down any of the blind alleys that they already know won’t work. No one is going to spend money trying that which they already know will end in failure. At least as to negative knowledge, it is inevitable that Merkey and Major will not use any of the negative knowledge which they learned while at Novell and that negative knowledge gives them a considerable head start or competitive advantage as they develop competing products for the market. They should not be allowed this profit at the expense of their contractual and fiduciary obligations not to use knowledge gained while at Novell.

The pattern of conduct engaged in by Merkey and Major is telling as well.

Even before he left Novell Merkey pirated Novell’s technology and shipped a copy to Microsoft. Within days of his resignation but before his actual termination date, Merkey was telling Microsoft that he was nearly ready for Microsoft’s assimilation of the Tapestry (pirated) technology. With that kind of conduct overshadowing their every action, and where they have openly and regularly acknowledged that they were building upon the Tapestry architecture, it is inevitable that they will use or disclose the Novell technology. Frankly, they have essentially admitted to doing so.

Second, Doubleclick also provides a basis for the application of the doctrine because it so closely parallels the present case.

I have found that Merkey, Major, and Angus each retained trade secret documents or confidential technical information belonging to Novell after their termination of employment. Further, Merkey himself stated in a LanTimes article: “None of the intellectual property is documented. None of the patents have been filed. The only place the knowledge exists is inside [my head] and [Darren’s]. None of it has been written down.” Because Merkey and Major were the chief engineers of the Wolf Mountain project, their intimate acquaintance 136with Novell trade secrets makes it highly probable that they will disclose or use Novell’s trade secrets. The fact that to a large extent the Wolf Mountain technology exists primarily in their heads further reinforces that they will inevitably use or disclose Novell’s trade secrets.

Another reason stated by the court in Doubleclick for adopting the doctrine of inevitable disclosure was the cavalier attitude of defendants Henderson and Dickey towards their former employer. The court stated that this attitude “gives rise to a reasonable inference that [Henderson and Dickey] would use DoubleClick’s confidential information against it.” This case presents a similar circumstance. At the least, Merkey’s attitude towards Novell can be characterized as “cavalier.” I have chosen the adjective “predatory” which the facts of this case amply support. Although counsel argued eloquently in closing arguments that Merkey was not cavalier, but rather was “crying out in pain,” the evidence establishes that Merkey intended to take from Novell its trade secret and confidential technical information and use it for himself. With such an intent, it is inevitable that he would use information gained through his employment with Novell for his own profit.

If I invoke the doctrine I may treat the foregoing actions of defendants’ as creating an inference that they intended to use Novell’s confidential technical information — that their use of the information is inevitable. Such a conclusion is entirely appropriate in this case. In my mind there is no question that there is a high probability that defendants will use or disclose Novell’s trade secrets. I am fully satisfied that but for the interposition of this lawsuit, they already would have made good on their intent to capitalize on the technologies which they wrongfully took from Novell.

An Injunction Is an Appropriate Remedy

Given the factual findings and my conclusion on the legal application of those facts, I am convinced that Novell has met the requirements for entry of a preliminary injunction in this matter, meaning an injunction which will control the parties as they proceed through the remaining phases of this lawsuit. What remains is to define the scope and breadth of the injunction.

I have found that it is inevitable that defendants will traffic upon Novell’s trade secrets and confidential technical information unless they are restrained from being in the same business Novell is in. By this I mean, if defendants are involved in the development of clustering technologies; file management, directory, storage and routing systems; or cluster interconnect communications systems; they will inevitably use Novell’s intellectual property. That I will not allow.

Yet, by design defendants were not bound not to compete. As former employees they are free to go to work for any of Novell’s competitors or to found a competing business themselves. All they cannot do is benefit from their knowledge of Novell’s intellectual property. Further, they need to be able to support themselves and their families and their expertise is in computer software development. Keeping them from software development would be like prohibiting counsel from practicing law. What else are they to do?

The answer for the lawyer is that he or she could leave a law firm and still have opportunities for employment in governmental or corporate law offices. Similarly, there are computer software developers who are busy in the industry but are not deeply involved in clustering; in file management, directory, routing and storage systems; or in cluster 137interconnect communications systems. That is where these men will need to go. True Major convincingly explained that his knowledge base is in file management and storage systems. But the facts of this case are just too compelling. Defendants cannot be allowed to remain in the same field as Novell’s Wolf Mountain project without inevitably encroaching on the knowledge which they gained in a fiduciary capacity while at Novell.

Finally, I am not prepared to make this injunction permanent. It must have an end. This is a fluid industry, with new developments coming at lighting speed. The delay of only several months to a year may consign a project to second or third class status. Thus, while an injunction is altogether appropriate, it should not last forever.

When they first established TRG, defendants asserted that within nine months they would have a product on the market. A considerable time has passed since then as we have worked through the legal steps giving rise to this ruling and they keep pushing back the date upon which they will have a product ready, in large part because of the serious mental and resource drain which this litigation has created. They still are nearly as far away from shipping a product now as they claimed in May 1997. Given the fluidity of the industry and of Novell’s place in the market, a restraint of nine months from the entry of this ruling is appropriate.

I therefore conclude that for nine more months defendants must be restrained from using any of Novell’s trade secrets or confidential technical information and from engaging in any software development in the areas of clustering; file management, directory, storage and routing systems; or clustering interconnect communications system. If during that time they seek employment with any new employer, they must advise that new employer of the restrictions contained in this ruling and injunction. But because the marketplace changes so rapidly, this preliminary injunction will expire nine months after the entry of this ruling and defendants will be free to reenter any of the areas as to which this restraint is issued. By then Novell will have had a year and a half of restraint upon defendants within which Novell can develop, perfect and capitalize upon its Wolf Mountain technologies. Given the degree of completion which was evident at Brainshare, when a 12-node cluster operated, that is an appropriate and ample time for it to bring its technologies to fruition.

Pursuant to Rule 4-504, Utah Code of Judicial Administration, Novell’s counsel is directed to prepare an appropriate order.
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Proposed Protective Order4 Honorable Steven Gonzalez in the Superior Court of the State of Washington in and for the County of King No. 05-2-23561-6 Sea Microsoft Corp. v. Kai-Fu Lee and Google Inc.

Stipulation

it is hereby stipulated by and among Defendants Kai-Fu Lee and Google Inc. (the Defendant “Party” and collectively all are termed the “Parties”), of record, that this Court may enter the following “Stipulated Order” to safeguard confidential and attorneys’ eyes only information as disclosed in this litigation. This Order is necessary because this case concerns Microsoft’s alleged confidential, proprietary and trade secret information. Microsoft and Google may make requests for information that would call for each others’ confidential, proprietary and trade secret information, and this information could lose its value if disclosed to the public or improperly used outside of this litigation. It is also likely that the Parties’ confidential, proprietary and trade secret information will be submitted to the court to assist in ruling on various motions. This information could lose its value if disclosed to the public.

Protective Order

it is hereby ordered that the following Protective Order be entered in this matter and that the Parties shall follow the procedures set forth below with respect to information, documents, or things produced in this litigation:

To protect the confidentiality of proprietary and trade secret information contained in documents produced, and other information disclosed in this litigation, the Court orders as follows:


	This Protective Order shall be applicable to and govern all depositions, documents, information or things produced in response to requests for production of documents, answers to interrogatories, responses to requests for admissions and all other discovery taken pursuant to the Washington Civil Rules, as well as testimony adduced at trial or other hearings, matters in evidence and other information which the disclosing party designates as “CONFIDENTIAL” or “ATTORNEYS’ EYES ONLY” hereafter furnished, directly or indirectly, by or on behalf of any party or any non-party witness in connection with this action. As used herein, “disclosing party” shall refer to the parties to this action and to third parties who give testimony or produce documents or other information.

	The following information may be designated as “CONFIDENTIAL”: any trade secret or other confidential research, design, development, financial, or commercial information (as defined by Washington State law) contained in any document, discovery response or testimony;

	The following information may be designated as “ATTORNEYS’ EYES ONLY”: any trade secret or other confidential research, design, development, or commercial information 139contained in any document, discovery response, or deposition testimony as such terms are used in Rule 26(c)(7) of the Washington Rules of Civil Procedure and any applicable case law interpreting Rule 26(c)(7) that is entitled to a higher level of protection due to its commercial sensitivity.

	A disclosing party may also designate materials as “CONFIDENTIAL” or “ATTORNEYS’ EYES ONLY” if it contains information that the disclosing party, in good faith, believes is confidential or proprietary to a third-party. Material designated “CONFIDENTIAL” or “ATTORNEYS’ EYES ONLY” shall be used by the parties to this litigation solely for the purpose of conducting this litigation, and the litigation commenced in Santa Clara County Superior Court, Case No. 105-CV-045586, and removed to the United States District Court, Northern District of California, Case No. CV 05-0309 5RMW (hereinafter referred to as the “California Litigation”), but not for any other purpose whatsoever.

	Disclosing parties shall designate “CONFIDENTIAL” or “ATTORNEYS’ EYES ONLY” information as follows:

	In the case of discovery responses and the information contained therein, designation shall be made by placing the following legend on every page of any such document prior to production: “CONFIDENTIAL” or “ATTORNEYS’ EYES ONLY.” In the event that a party inadvertently fails to stamp or otherwise designate a document or other information as “CONFIDENTIAL” or “ATTORNEYS’ EYES ONLY” at the time of its production, that party shall have five (5) business days after such production to so stamp or otherwise designate the document or other information.

	The parties agree to produce electronic or paper copies of responsive documents absent good cause shown to designate documents for inspection only. In the case of documents or other material to be produced for inspection, all original documents produced for inspection shall be treated as “ATTORNEYS’ EYES ONLY” for a period not to exceed five (5) business days after the receiving party inspecting the documents has indicated the documents it desires to be copied. After a receiving party inspecting the documents has indicated the documents it desires to be copied, and before such copies are provided to the requesting party, the producing party shall have a reasonable time, not to exceed the aforementioned five (5) business days, to review the copied documents and designate them as “CONFIDENTIAL” or “ATTORNEYS’ EYES ONLY” pursuant to the terms of this Order.

	In the case of depositions, designation of the portion of the transcript (including exhibits) which contains CONFIDENTIAL or ATTORNEYS’ EYES ONLY information shall be made by a statement to such effect on the record in the course of the deposition or, upon review of such transcript, by counsel for the party to whose CONFIDENTIAL or ATTORNEYS’ EYES ONLY information the deponent has had access. If a party wishes to designate portions of a deposition transcript under this Order after a deposition, that party’s counsel shall make such designation within five (5) business days after counsel’s receipt of the transcript. Counsel shall list on a separate piece of paper the numbers of the pages of the transcript containing CONFIDENTIAL or ATTORNEYS’ EYES ONLY information, inserting the 140list at the end of the transcript, and mailing copies of the list to counsel for all parties so that it may be affixed to the face of the transcript and each copy thereof. Pending such designation by counsel, the entire deposition transcript, including exhibits, shall be deemed CONFIDENTIAL, unless counsel during the deposition states that the information is ATTORNEYS’ EYES ONLY, in which case it shall be deemed ATTORNEYS’ EYES ONLY. If no designation is made during the deposition or within five (5) business days after receipt of the transcript, the transcript shall be considered not to contain any CONFIDENTIAL or ATTORNEYS’ EYES ONLY information.

	Transcripts of depositions will not be filed with the Court unless it is necessary to do so for purposes of preliminary injunction hearings, trial, motions for summary judgment, or other matters. If a deposition transcript is filed and if it contains CONFIDENTIAL or ATTORNEYS’ EYES ONLY information the transcript shall bear the appropriate legend on the caption page and shall be filed under seal.

	Any CONFIDENTIAL or ATTORNEYS’ EYES ONLY information produced in a non-paper media (e.g., videotape, audiotape, computer disk, etc.) may be designated as such by labeling the outside of such non-paper media as “CONFIDENTIAL” or “ATTORNEYS’ EYES ONLY.” In the event such non-paper media is transmitted via email the producing party may designate the information produced as “CONFIDENTIAL” or “ATTORNEYS’ EYES ONLY” by so identifying such media in the email. In the event a receiving party generates any “hard copy,” transcription, or printout from any such designated non-paper media, such party must stamp each page “CONFIDENTIAL” or “ATTORNEYS’ EYES ONLY” and the hard copy, transcription or printout shall be treated as it is designated.




	If any information designated CONFIDENTIAL or ATTORNEYS’ EYES ONLY is filed or submitted to the Court, it shall be produced in sealed envelopes or containers indicating the following:

	the case caption;

	the nature of the contents therein; or

	the words “CONFIDENTIAL [or ATTORNEYS’ EYES ONLY] — NOT TO BE OPENED EXCEPT BY ORDER OF THE COURT.”




	All CONFIDENTIAL information shall be used solely for the purposes of this litigation between the parties hereto, and the California Litigation, including discovery, motions, trial and hearing preparation and during trial or hearings and not for any other purpose.

	Disclosure of all CONFIDENTIAL information shall be limited to:

	The outside attorneys working on this action, and the California Litigation, on behalf of any party, and any paralegal assistants, stenographic and clerical employees working under the direct supervision of such counsel;

	Two in-house counsel and one in-house paralegal for both sides directly working on the litigation, as follows: For Microsoft, (1) _______; (2) _______ and (3) _______; for Google, (1) _______, (2) _______, and (3) reserved to be designated, provided they execute and deliver to the other side in advance of any review of documents subject to this Order a declaration in the form attached as Exhibit B, and sign the undertaking attached as Exhibit A;
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	Officers of the Court and supporting personnel or officers of any appellate court to which an appeal may be taken in this litigation or the California Litigation or in which review is sought, including necessary stenographic and clerical personnel (e.g. court reporters);

	Other qualified reporters taking and videographers recording testimony involving such information and necessary stenographic and clerical personnel thereof;

	Any person of whom testimony is taken regarding the CONFIDENTIAL information, except that such person may only be shown copies of CONFIDENTIAL information during his/her testimony, and may not retain a copy of such CONFIDENTIAL information;

	Any person who is expressly retained or sought to be retained by any outside attorney described in paragraph 8(a) to assist in preparation of this action for trial, who is not employed by, affiliated with (whether as a consultant or otherwise), controlled by, agents of, or materially interested in any party or any competitor of any party, with disclosure only to the extent necessary to perform such work;

	The individual defendant, and the employees of Microsoft and Google who are required to work directly on this litigation, and the California Litigation, with disclosures only to the extent necessary to perform such work.




	Information designated as “ATTORNEYS’ EYES ONLY” shall be used solely for the purposes of this litigation between the parties hereto, and the California Litigation. “ATTORNEYS’ EYES ONLY” information shall not be disclosed, except by the prior written consent of the disclosing party or third party, or pursuant to an order of this Court, to any person other than the following:

	The outside attorneys working on this action on behalf of any party, and the California Litigation, and any paralegal assistants, stenographic and clerical employees working under the direct supervision of such counsel;

	Two in-house counsel and one in-house paralegal for both sides directly working on the litigation, as follows: For Microsoft, (1) _______, (2) _______, and (3) _______; for Google, (1) _________, (2) _______, and (3) reserved to be designated, provided they execute and deliver to the other side in advance of any review of documents subject to this Order an affidavit in the form attached as Exhibit B, and sign the undertaking attached as Exhibit A;

	Officers of the Court and supporting personnel or officers of any appellate court to which any appeal may be taken in this litigation or the California Litigation or in which review is sought, including necessary stenographic and clerical personnel (e.g. court reporters);

	Other qualified reporters taking and videographers recording testimony involving such information and necessary stenographic and clerical personnel thereof;

	Any person who is an author or recipient of “ATTORNEYS’ EYES ONLY” material or an employee of the party producing such materials may be shown copies of such material during his or her testimony, but may not retain a copy of such information following the deposition;
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	Any person who is expressly retained or sought to be retained by any outside attorney described in paragraph 9(a) to assist in preparation of this action for trial, who is not employed by, affiliated with (whether as a consultant or otherwise), controlled by, agents of, or materially interested in any party or any competitor of any party, with disclosure only to the extent necessary to perform such work;

	The individual defendant, with disclosures only to the extent necessary to aid in the defense.




	Nothing herein shall restrict the use of CONFIDENTIAL or ATTORNEYS’ EYES ONLY information of the disclosing party by the disclosing party.

	Prior to disclosure of any CONFIDENTIAL information to any persons in paragraphs 8(d), 8(e), 8(f) and 8(g), and prior to disclosure of any ATTORNEYS’ EYES ONLY information to any persons in paragraphs 9(d) and 9(f) the procedure set forth in paragraph 12 shall be followed.

	Prior to the disclosure of CONFIDENTIAL or ATTORNEYS’ EYES ONLY information to persons in paragraphs 8(d), 8(e), 8(f), 8(g), 9(d) or 9(f), the outside counsel in this litigation or the California Litigation for the party making the disclosure shall advise each person that the information is CONFIDENTIAL or ATTORNEYS’ EYES ONLY, can only be discussed with persons authorized by this Protective Order to view the material and can only be used for purposes of this litigation, and the California Litigation. Counsel shall retain, but need not disclose, a copy of a signed undertaking of each person to whom disclosure is made under paragraphs 8(d), 8(e), 8(f), and 8(g). Counsel shall retain and disclose to the other party a copy of a signed undertaking of each person to whom disclosure is made under paragraphs 9(d) and 9(f). The written undertaking, which shall be in the form as illustrated in Exhibit A hereto, shall acknowledge that he or she has read and understands this Protective Order, agrees to comply with this Protective Order, agrees that the CONFIDENTIAL or ATTORNEYS’ EYES ONLY information will be used only to assist in this litigation or in the California Litigation, and agrees not to disclose or discuss CONFIDENTIAL or ATTORNEYS’ EYES ONLY information with any person other than those authorized by this Order to view the material and to use it only for the purposes of this litigation, and the California Litigation.

	A party shall not be obligated to challenge the propriety of a CONFIDENTIAL or ATTORNEYS’ EYES ONLY designation at the time made, and failure to do so shall not preclude a subsequent challenge thereto. In the event that any party to this litigation disagrees at any stage of these proceedings with such designation, such party shall provide to the producing party written notice of its disagreement with the designation. The parties shall first try to dispose of such dispute in good faith on an informal basis. If the dispute cannot be resolved, the party challenging the designation may request appropriate relief from the Court, but in any event, such relief from the Court shall not be requested before five (5) business days after the producing party is served with said written notice.

	Failure of counsel to designate or mark any document, thing, or testimony as CONFIDENTIAL or ATTORNEYS’ EYES ONLY information as provided above shall not 143preclude the disclosing party from thereafter in good faith making such designation and requesting the receiving party to so mark and treat such documents and things so designated even after the expiration of the “five (5) business days” designation period described in paragraph 5(a). The receiving party, however, shall incur no liability for disclosures made prior to notice of such designations.

	If CONFIDENTIAL or ATTORNEYS’ EYES ONLY information is disclosed to any person other than in the manner authorized by this Protective Order, the person responsible for the disclosure shall immediately bring all pertinent facts relating to such disclosure to the attention of counsel for all parties, without prejudice to other rights and remedies of any party, and shall make every effort to prevent further disclosure by it or by the person who was the recipient of such information.

	The Clerk of the Court is directed to maintain under seal all documents and all transcripts of deposition testimony filed with this Court in this litigation by any party which are, in whole or in part, designated as CONFIDENTIAL or ATTORNEYS’ EYES ONLY, including all pleadings, deposition transcripts, exhibits, discovery responses or memoranda purporting to reproduce or paraphrase such information. The person filing such material shall designate to the Clerk that all or a designated portion thereof is subject to this Protective Order and is to be kept under seal, except that upon the failure of the filing party to so designate, any party may do so.

	In the event that any CONFIDENTIAL or ATTORNEYS’ EYES ONLY information is used in any court proceeding in connection with this litigation, it shall not lose its CONFIDENTIAL or ATTORNEYS’ EYES ONLY status through such use, and the parties shall take all steps reasonably required to protect its confidentiality during such use.

	The inadvertent production in the course of discovery in this action of any document or information (whether designated as confidential or not) shall not be deemed to waive whatever attorney-client privilege, work product protection or other privilege or immunity that would otherwise attach to the document or information produced or to other documents or information, as long as the producing party or person, promptly after discovery, notifies the other party or parties of the claim of privilege or other protection or immunity. Upon such notice, the other party or parties shall promptly destroy all copies of the documents or information referred to and notify the producing party that it has done so. Such destruction and notice shall not constitute an acknowledgment that the claimed document or information is in fact privileged or entitled to protection or immunity.

	Within 60 days after the later of the final termination of this litigation and the final termination of the California Litigation, counsel for each Party shall return to the originating source, or certify in writing the destruction of, all CONFIDENTIAL and ATTORNEYS’ EYES ONLY information and all copies thereof and work product created therefrom; provided, however, counsel of record for each party may petition the Court to retain one copy of each document, for good cause shown.

	Nothing herein shall prevent any party from moving the court for modification of this Protective Order for good cause. No party shall cite this Order, or any provision thereof, as evidence, or in support of any argument, regarding the merits of this litigation, or for any purpose other than seeking to enforce the terms of this Order.
144


	Except as specifically provided herein, the terms, conditions, and limitations of this Protective Order shall survive the termination of this action.

	Nothing herein shall be deemed to constitute a waiver of any objection a producing party may have to any request for production of documents or other requested discovery. Nothing herein shall prevent any party from objecting to production of documents or objecting to other discovery requests on any available grounds, or from seeking alternative protective orders from the Court.



it is so stipulated this ______ day of August, 2005.

[Signatures for parties’ attorneys]

preston gates & ellis llp

By: _____________

Attorneys for Plaintiff Microsoft Corporation

dorsey & whitney llp

By: _____________

Attorneys for Defendants Kai-Fu Lee and Google, Inc.

IT IS SO ORDERED this ______ day of August, 2005.

[Signature for Judge Gonzalez]

honorable steven gonzalez

Paragraph 23 to Stipulated Protective Order:

The court has approved the above Stipulated Protective Order among Microsoft Corporation, Dr. Kai-Fu Lee and Google, Inc. on the following conditions:

Each time restrictions on access to hearings or records from hearings are sought, the court must follow these steps: First, the proponent of closure and/or sealing must make a sufficient showing of the need therefor; second, the intervenors and anyone present when a sealing or closure motion is made must be given an opportunity to object; third, the court, proponents and objectors should carefully analyze whether the requested method for curtailing access would be both the least restrictive means available and effective in protecting the interests threatened; fourth, the court must weigh competing interests of parties and the public and consider the alternative or less restrictive methods; and fifth, the order must be no broader in its application or duration than necessary to serve its purpose. Seattle Times Co. v. Ishikawa, 97 Wash. 2d 30, 640 P.2d 716 (Wash. 1982); Dreiling v. Jain, 151 Wash. 2d 900 (2004).

Therefore, while the parties are free to designate any document, deposition, or other thing not filed with the courts as “sealed” or “confidential” or “protected” or “attorneys’ eyes only” and limit its dissemination and use, each thing filed with the court must be subject to the above analysis and treatment and a court order reflecting the same and authorizing sealing must be obtained no later than the hearing in connection with which it is filed. This may be done by motion noted without oral argument and may be based on a report and recommendation from the discovery master, as previously ordered. The burden is on the party proposing that the document be sealed to provide the needed information so that the court can determine whether all, a portion or none of the documents may be filed under seal.

Judge Steven González
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Exhibit A

Undertaking

I acknowledge that I, ______ (Name), of ______ (Place and Position of Employment), am about to receive confidential information supplied by ______ (Party). I certify that I understand that such confidential information will be provided to me pursuant to the terms and restrictions of the PROTECTIVE ORDER of ______ , 2005, in Microsoft Corporation v. Kai-Fu Lee and Google Inc., Civil Action No. 05-2-23561-6 SEA in the Superior Court of the State of Washington for the County of King. I further represent that I have been given a copy of and have read that PROTECTIVE ORDER, and that I agree to be bound by all of its applicable terms. I also understand that documents and/or information having any CONFIDENTIAL or ATTORNEYS’ EYES ONLY designation, and all copies, summaries, notes and other records that may be made regarding such documents and/or information, shall be disclosed to no one other than persons qualified under the PROTECTIVE ORDER to have access to such information.

I understand and acknowledge that violation of this Undertaking or the PROTECTIVE ORDER may be punishable by Contempt of Court.

DATED this ______ day of ______ , 2005.

By: ______

Exhibit B

Declaration of Inside Counsel/Paralegal I, ______ , state and declare as follows:


	I am employed as an attorney (or paralegal) at <insert party name/> and my title is <insert party name/>. My general job responsibilities are <insert party name/>.

	I am not involved in competitive business decision making or patent prosecution with regard to the subject areas at issue in this case. More specifically, I do not participate in prosecuting patents or advise <insert party name/> on competitive business decisions about the following: search technologies, business plans to market and monetize search products, natural language processing, speech research, machine learning concepts, strategies for the China market, or strategies to compete with <insert party name/>.

	I further agree not to assume any responsibility for competitive business decision making or patent prosecution with regard to the subject areas at issue in this case (described in paragraph 2 above) for at least twelve months following the earlier of: (a) the conclusion of this case and the California Litigation (whichever is later), or (b) my leaving <insert party name/>‘s employment.

	I have reviewed the Stipulated Protective Order. I understand the obligations the Protective Order imposes on anyone who is given access to Confidential or Attorneys’ Eyes Only information and I will fulfill those obligations.

	If I leave <insert party name/>‘s employ, I agree to destroy or return to outside counsel for <insert party name/> all confidential information obtained by virtue of my access to materials as in-house counsel (or paralegal) for <insert party name/> under the protective order in this case.
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I hereby declare, under penalty of perjury under the laws of the State of Washington, that

the foregoing is true and correct.

executed at ______ [city], ______ [state].

dated: ______

[Signature]

* * *

Questions

1. General Discussion Questions

1.1 Are covenants not to compete good or bad for innovation? What do you make of the fact that two software hotbeds, California and Washington, take different policy approaches? 5

1.2 In this age of the Internet and global business, what is a reasonable geographic scope and period of time for a covenant not to compete?

1.3 How would you evaluate the pros and cons of the inevitable disclosure doctrine?

2. Litigation Questions

2.1 The court in Edwards mentions a possible trade secret exception to California’s prohibition on non-competition agreements — if you were representing an employer in a departing employee case in California, what arguments would you make to justify such an exception?

2.2 In a case between an employer in Washington state and a departing employee who now works in California, what litigation procedural moves would you make to attempt to enforce a covenant not to compete? If you were representing the employee, what procedural moves would you make to avoid enforcement of a covenant not to compete?

2.3 If you were litigation counsel representing Google, what objections would you raise to the Proposed Protective Order in the Microsoft v. Kai-Fu Lee case?

2.4 If you were litigating a case in a state that had not considered the inevitable disclosure doctrine, what arguments would you make favoring it? Opposing it? Use facts from Novell v. Timpanogos to support your arguments.

3. Business Law Questions

3.1 In drafting a non-compete provision, what factors go into deciding its duration, geographic reach, and scope?

3.2 What are the business pros and cons of asking employees to sign a non-compete agreement?
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3.3 If you were the lawyer for a software programmer who was asked to sign a non-compete agreement, what advice would you provide?6

Exercises


	Mellow and Best
Email received from Mellow:

Hi: — I’m Raffy Sanchez. I started Mellow Software a few years ago with some friends. Anyway, here’s the deal: I just got an email from Peng Petrova, who’s our lead programmer for our EcoSim game. She’s saying that a big company called Best Business Machines made her a rock-crushing offer and that she’s actually considering it. I’m bummed because I never thought any of our team would go to the dark side. Plus, she signed a 10-year covenant not to compete.

What should I do? Thanks, hope to hear from you later today.

— Raffy

Email received from Best:

Dear Sir or Madam: Our company is Best Business Machines from Boston. We are represented by a large Boston law firm; however, the firm does not have a Seattle office and thus, we are seeking to engage local counsel. As you may be aware, we are a highly ethical company that strives to abide by the spirit and letter of the law. At the same time we must tell you, confidentially, that we have an urgent business need to enter the computer games business in short order. Please send us your standard retainer agreement and fee schedule.

Cordially,

Alice H. O’Grady III

President, Best Business Machines

The Exercise. Assume that Washington law applies: Advise Raffy on the best strategy for Mello. Advise Best on the best strategy for Best. Assume, just to make things interesting, that California law applies. How would you advise Mello and Best, respectively?
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	AirWare and JetDesign
The Facts. Divya Ram moved from India to the state of Washington to take a job at AirWare as vice president of marketing. AirWare is a small Kirkland, Washington-based company that specializes in creating computer aided design (CAD) tools for the airline industry. Although AirWare managed to land Boeing’s commercial airplane division as a customer, it hopes to license its tools to airplane companies who build military aircraft. AirWare plans to publicly release a new product in the near term, specifically designed for and marketed to the military aircraft market.

AirWare’s chief competitor in the airline CAD tools market is San Diego, California-based JetDesign. JetDesign markets its CAD product primarily to the military jet market. JetDesign contacted Ram, offering her the position of Senior Vice President for marketing. She wants to take the position but is concerned about the employment contract that she signed when she joined AirWare. Ram’s employment contract contains the following clauses:

“Non-disclosure. During and after your employment at AirWare, you shall not disclose any trade secret, proprietary, or confidential information of AirWare.”

“Non-compete. For a period of ten (10) years following termination of your employment at AirWare you shall not work for a competitor of AirWare in any location in the world.”

“Choice of Law. This Agreement shall be governed by the laws of the state of Washington.”

The Exercise. The class will be divided into five groups, each group representing a different point of view in this Exercise. The groups are (1) counsel for Ram; (2) counsel for AirWare; (3) counsel for JetDesign; (4) California state trial court judge; (5) Washington state trial court judge.

Each group should consider the following questions from its particular perspective.


	What are the key legal issues in the case and how would you (on behalf of Ram, AirWare, or JetDesign) argue them or (on behalf of the California or Washington court) decide them?

	What are the key procedural issues in the case and what counsel would you provide on those issues?

	Aside from litigation, are there other actions that you could advise?
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B. Reverse Engineering Object Code

Often software is distributed in object code form only. When using the software in this form, the user certainly can observe the behavior of the software and its visual display elements. However, the user cannot observe the inner workings of the code that would be observable if the software were in source code form. In other words, from a purely technical and practical standpoint, the object code form of software inherently protects trade secrets. The secrets can be discovered, though, by reversing the code compilation process, using a software tool to turn object code back into source code. This process is called reverse engineering. Therefore, to bolster the inherent secrecy of object code, many software firms include a prohibition on reverse engineering in the End User License Agreement (EULA). Think of this EULA provision as akin to an NDA; EULAs, like NDAs, protect the secrecy of software by contract.

Does reverse engineering amount to a legal means of discovering an idea or, instead, an illegal misappropriation of a trade secret? Reverse engineering is considered a legitimate practice under the UTSA, Restatement of Torts, and Restatement (Third) of Unfair Competition. 7 The U.S. Supreme Court has characterized reverse engineering as “an essential part of innovation.”8 In some circumstances it may also be a fair use under copyright if the goal is to discover unprotectable ideas.9 In Europe, contractual prohibitions on reverse engineering to discover information to create a compatible software product may be void under the E.U. Software Directive,10 although similar legislation has been proposed but never enacted in the United States at the state or federal level.

However, trade secret law treats reverse engineering in violation of a confidential relationship as an improper means of discovering information. Similarly, acquisition of information by breaching a contract constitutes an illegal misappropriation of trade secrets. The Data General v. Grumman case below illustrates these points. The Bowers v. Baystate Technologies case, which follows Data General, explores reverse engineering in breach of a EULA, raising breach of contract and copyright infringement issues that often accompany trade secret issues in software reverse engineering cases.11
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DATA GENERAL CORP. v. GRUMMAN SYSTEMS SUPPORT CORP.

825 F. Supp. 340 (D. Mass. 1993)

SKINNER, Senior District Judge.

Following a vigorously litigated trial spanning more than nine weeks, the jury returned a verdict against defendant Grumman Systems Support Corporation. The jury awarded Data General $27,417,000 on its federal copyright infringement claim and $27,417,000 on its state law misappropriation of trade secrets claim, Mass. Gen. L. ch. 93, §42. Finding Grumman’s misappropriation of trade secrets to be willful, I increased the trade secrets award by $9,000,000. This court entered judgment, in the form submitted by Data General, on January 29, 1993.…

B. Misappropriation of Trade Secrets

To prevail on its claim that Grumman misappropriated Data General’s trade secrets in MV/ADEX, Data General was required to show that (1) MV/ADEX is a trade secret; (2) Data General took reasonable steps to preserve the secrecy of MV/ADEX; and (3) Grumman used improper means, in breach of a confidential relationship, to acquire and use the trade secret. The evidence produced at trial amply supports the jury’s verdict in Data General’s favor.

1. MV/ADEX as a Trade Secret

Grumman argues that it is entitled to judgment because Data General failed to identify the specific secret which was misappropriated by Grumman. Though the jury heard extensive testimony as to the function, effectiveness, and use of MV/ADEX, Grumman complains that Data General never produced the precise secret as embodied in the software’s source code.

In Diodes, the court explained,


One who seeks to protect his trade secrets from wrongful use or disclosure does not have to spell out the details of the trade secret to avoid a demurrer to a complaint. To so require would mean that the complainant would have to destroy the very thing for which he sought protection by making public the secret itself.



Diodes, 67 Cal. Rptr. at 24.

Under the governing law of this case, Massachusetts law, “[a] trade secret may consist of any formula, pattern, device or compilation of information which is used in one’s business, and which [provides] an opportunity to obtain an advantage over competitors who do not know or use it.…The subject matter of a trade secret must be secret. Matters of public knowledge or of general knowledge in an industry cannot be appropriated by one as his secret.” J.T. Healy, 260 N.E. 2d at 729 (quoting Restatement of Torts §757, comment b). The existence of a trade secret depends on the facts of each case. Jet Spray Cooler, Inc. v. Crampton, 361 Mass. 835, 282 N.E. 2d 921, 925 (1972). Here, the jury was instructed to consider a number of factors, including the nature of the information and the conduct of the parties, and concluded that MV/ADEX was a trade secret — a conclusion well-supported by the evidence.

Several witnesses, including two Grumman witnesses, testified that MV/ADEX contained trade secrets. This evidence was corroborated by testimony about the design, function, and use of MV/ADEX. The evidence showed that MV/ADEX was unique, effective, and conferred a 151competitive advantage to Data General in the computer service business. Data General’s expert witness, Mr. Gove, explained that Data General developed numerous original programs for use in MV/ADEX and testified in some detail as to the more important functions and capabilities of those programs. In addition to this direct evidence, the jury was entitled to infer that MV/ADEX contained trade secrets because Grumman was unable to create functionally comparable diagnostic software. There was no evidence to indicate that MV/ADEX was a matter of public knowledge. Data General took reasonable steps to preserve, and in fact did preserve, the secrecy of MV/ADEX. With the exception of those who lawfully licensed or unlawfully misappropriated MV/ADEX, Data General enjoyed the exclusive use of MV/ADEX. Even those who obtained MV/ADEX and were able to use MV/ADEX were unable to discover its trade secrets because MV/ADEX was distributed only in its object code form, which is essentially unintelligible to humans. An infringer may be liable for misappropriating trade secrets when it loads and runs a computer program in its object code form, even if the infringer never understands exactly how the program works. Trandes Corp. v. Guy F. Atkinson Co., 798 F. Supp. 284, 288 (D. Md.1992).

2. Reasonable Steps to Preserve Secrecy

A plaintiff enforcing a trade secret must take reasonable and proper steps to preserve its secrecy. USM, 393 N.E. 2d at 899-902; CVD, 769 F.2d at 851-52. Heroic measures, however, are not required. Id. Whether reasonable steps have been taken depends on the circumstances of each case, including the nature of the information sought to be protected and the conduct of the parties. USM, 393 N.E. 2d at 902. Grumman argues that it is entitled to judgment because Data General failed to establish that it took reasonable steps to preserve the secrecy of its trade secret. Grumman’s argument is contrary to the weight of the evidence.

Data General required employees to sign confidentiality agreements which prohibited the unauthorized disclosure of confidential or proprietary information; completed termination checklists, which specifically covered software, when an employee left the company; distributed a company brochure detailing the company’s policy on protecting confidential and proprietary information, including software; deployed security guards; required visitors to sign in when visiting and prohibited unescorted visits; restricted employee access to the area in which MV/ADEX was developed; labeled MV/ADEX tapes as “property of Data General”; displayed a copyright notice on the exterior of MV/ADEX tapes and on the first display screen of the program itself; did not distribute MV/ADEX source code outside of Data General; and required customers to sign an agreement which, among other things, prohibited unauthorized disclosure to third parties. Grumman cites evidence to the contrary, focusing on perceived shortcomings in the safeguards and instances where Data General’s procedures were not followed. The jury heard all testimony, weighed the evidence, and apparently rejected Grumman’s evidence as unpersuasive, as they were free to do. The jury properly concluded that Data General took reasonable steps to preserve the secrecy of the information embodied in the MV/ADEX programs.

3. Grumman’s Misappropriation

Grumman argues that Data General failed to prove that Grumman knowingly misappropriated MV/ADEX and goes so far as to make the remarkable statement that “there 152is no evidence that [Grumman] knowingly took anything in breach of a duty.” The jury, for good reason, differed with Grumman’s view of the evidence. Grumman admits that it took copies of MV/ADEX from customer sites and obtained copies from used MV machines on which MV/ADEX resided, but claims that Data General never proved the wrongful acquisition of any one of the hundreds of tapes in Grumman’s possession. Grumman’s argument is either totally contrary to the evidence or is based on a misunderstanding of the law. Grumman also asserts that the jury erred in rejecting Grumman’s “good faith” defense, which alleged that it had a good faith belief that it had a license to use Data General diagnostics.

Though a defendant must “have notice of both the fact that the information claimed to be a trade secret is in fact secret and the fact that disclosure by the third person is a breach of duty before one is subject to liability for the use or disclosure of the trade secret,” the requisite notice may be found where the defendant knew or should have known that the proffered information is the trade secret of another. Curtiss-Wright Corp., 407 N.E.2d at 32324 (quoting Restatement of Torts §757 (1939)) (emphasis added). “Studious ignorance” will not insulate a defendant from liability. Id. at 324. Moreover, courts have noted that the defendant’s knowledge “often must be proved by the weight of credible circumstantial evidence.” Id. (citing R. Milgrim, Trade Secrets §504[3] at 5-102 (1978)). In this case, there was credible evidence from which the jury could infer that Grumman obtained MV/ADEX by taking property known to belong to another or by knowingly participating in the breach of an express or implied confidentiality agreement by, for example, a former employee or customer of Data General.

After this court issued a preliminary injunction enjoining further use of MV/ADEX by Grumman, the defendant returned more than 200 copies of MV/ADEX. Though Data General never proved how Grumman acquired all the tapes, neither could Grumman explain how it came into possession of so many tapes. It was undisputed that Grumman never purchased a copy of MV/ADEX from Data General. On the facts of this case, the unexplained possession of Data General’s MV/ADEX tapes is more than suspicious. The tapes were labeled as “property of Data General” and, when run on a computer, displayed a copyright notice identifying Data General as its owner. For some tapes, a Grumman label had been pasted on top of the original Data General label. At the same time Grumman was collecting MV/ADEX tapes from unidentified sources, it was unsuccessful in its attempts to acquire MV/ADEX openly and directly from Data General under a licensing agreement. Moreover, Grumman admitted that it knew confidentiality agreements were widely used in the business to restrict disclosure of proprietary information by customers and former employees. In fact, an internal Grumman memorandum from 1987, which was reviewed by top Grumman officials, stated that use of MV/ADEX diagnostics was illegal unless purchased from Data General. A proper inference is that Grumman was acting with either studied ignorance or actual knowledge of the source of so many copies of a competitor’s valuable software program.

Some of the tapes turned in by Grumman were pre-release versions of MV/ADEX. Pre-release versions of MV/ADEX were not sold, distributed, or permitted to leave Data General facilities. The jury could infer that Grumman’s possession of these tapes demonstrated that it knew the tapes were taken directly from Data General or were being provided to Grumman by former Data General employees in violation of their employment agreements. This is 153consistent with Grumman’s admission that it came to learn that George Tasso, a former employee of Data General, brought a copy of MV/ADEX when he came to work for Grumman.

As for Grumman’s proffered “good faith” defense, further discussion is unnecessary. The purported defense was not based on compelling facts and, in face of inconsistent evidence, the jury was free to reject Grumman’s claim of good faith as incredible.

* * *

BOWERS v. BAYSTATE TECHNOLOGIES, INC.

320 F.3d 1317 (Fed. Cir. 2003)

RADER, Circuit Judge.

Harold L. Bowers (Bowers) created a template to improve computer aided design (CAD) software, such as the CADKEY tool of Cadkey, Inc. Mr. Bowers filed a patent application for his template on February 27, 1989. On June 12, 1990, United States Patent No. 4,933,514 (’514 patent) issued from that application.

Generally, a CAD software program has many commands that the software presents to the user in nested menus many layers deep. The layering often makes it difficult for a user to find quickly a desired command. To address this problem, the claimed template works with a CAD system as illustrated in Fig. 1 of the ’514 patent. In that figure, the ’514 patent template lies on top of the digitizing tablet of a CAD computer. The user selects data from the template with a pointing device. The template places the many CAD commands in a claimed visual and logical order.

In 1989, Mr. Ford offered Mr. Bowers an exclusive license to his Geodraft software. Mr. Bowers accepted that offer and bundled Geodraft and Cadjet together as the Designer’s Toolkit. Mr. Bowers sold the Designer’s Toolkit with a shrink-wrap license that, inter alia, prohibited any reverse engineering.

In 1989, Baystate also developed and marketed other tools for CADKEY. One of those tools, Draft-Pak version 1 and 2, featured a template and GD & T software. In 1988 and 1989, Mr. Bowers offered to establish a formal relationship with Baystate, including bundling his template with Draft-Pak. Baystate rejected that offer, however, telling Mr. Bowers that it believed it had “the in-house capability to develop the type of products you have proposed.”

In 1990, Mr. Bowers released Designer’s Toolkit. By January 1991, Baystate had obtained copies of that product. Three months later, Baystate introduced the substantially revised Draft-Pak version 3, incorporating many of the features of Designer’s Toolkit. Although DraftPak version 3 operated in the DOS environment, Baystate later upgraded it to operate with Microsoft Windows®.

Baystate’s introduction of Draft-Pak version 3 induced intense price competition between Mr. Bowers and Baystate. To gain market share over Baystate, Mr. Bowers negotiated with Cadkey, Inc., to provide the Designer’s Toolkit free with CADKEY. Mr. Bowers planned to recoup his profits by selling software upgrades to the users that he hoped to lure to his products. Following pressure from Baystate, however, Cadkey, Inc., repudiated its distribution agreement with Mr. Bowers. Eventually, Baystate purchased Cadkey, Inc., and eliminated Mr. Bowers from the CADKEY network — effectively preventing him from developing and marketing the Designer’s Toolkit for that program.
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On May 16, 1991, Baystate sued Mr. Bowers for declaratory judgment that 1) Baystate’s products do not infringe the ’514 patent, 2) the ’514 patent is invalid, and 3) the ’514 patent is unenforceable. Mr. Bowers filed counterclaims for copyright infringement, patent infringement, and breach of contract.

Following trial, the jury found for Mr. Bowers and awarded $1,948,869 for copyright infringement, $3,831,025 for breach of contract, and $232,977 for patent infringement. The district court, however, set aside the copyright damages as duplicative of the contract damages and entered judgment for $5,270,142 (including pre-judgment interest). Baystate filed timely motions for judgment as a matter of law (JMOL), or for a new trial, on all of Mr. Bowers’ claims. Baystate appeals the district court’s denial of its motions for JMOL or a new trial, while Mr. Bowers appeals the district court’s denial of copyright damages. This court has jurisdiction under 28 U.S.C. §1295(a)(1) (2000).

A.

Baystate contends that the Copyright Act preempts the prohibition of reverse engineering embodied in Mr. Bowers’ shrink-wrap license agreements. Swayed by this argument, the district court considered Mr. Bowers’ contract and copyright claims coextensive. The district court instructed the jury that “reverse engineering violates the license agreement only if Baystate’s product that resulted from reverse engineering infringes Bowers’ copyright because it copies protectable expression.” Mr. Bowers lodged a timely objection to this instruction. This court holds that, under First Circuit law, the Copyright Act does not preempt or narrow the scope of Mr. Bowers’ contract claim.

Courts respect freedom of contract and do not lightly set aside freely-entered agreements. Beacon Hill Civic Ass’n. v. Ristorante Toscano, 422 Mass. 318, 662 N.E.2d 1015, 1017 (1996). Nevertheless, at times, federal regulation may preempt private contract. Cf. Nebbia v. New York, 291 U.S. 502, 523, 54 S. Ct. 505, 78 L. Ed. 940 (1934) (“Equally fundamental with the private right is [the right] of the public to regulate [the private right] in the common interest.”). The Copyright Act provides that “all legal or equitable rights that are equivalent to any of the exclusive rights within the general scope of copyright…are governed exclusively by this title.” 17 U.S.C. §301(a) (2000). The First Circuit does not interpret this language to require preemption as long as “a state cause of action requires an extra element, beyond mere copying, preparation of derivative works, performance, distribution or display.” Data Gen. Corp. v. Grumman Sys. Support Corp., 36 F.3d 1147, 1164, 32 USPQ 2d 1385, 1397 (1st Cir. 1994) (quoting Gates Rubber Co. v. Bando Chem. Indus., 9 F.3d 823, 847, 28 USPQ 2d 1503, 1520 (10th Cir. 1993)); see also Computer Assoc. Int’l, Inc. v. Altai, Inc., 982 F.2d 693, 716 (2d Cir. 1992) (“But if an ‘extra element’ is ‘required instead of or in addition to the acts of reproduction, performance, distribution or display, in order to constitute a state- created cause of action, then the right does not lie “within the general scope of copyright,” and there is no preemption.’”) (quoting 1 Nimmer on Copyright §1.01[B] at 1-15). Nevertheless, “[n]ot every ‘extra element’ of a state law claim will establish a qualitative variance between the rights protected by federal copyright law and those protected by state law.” Id.

In Data General, Data General alleged that Grumman misappropriated its trade secret software. 36 F.3d at 1155. Grumman obtained that software from Data General’s customers and former employees who were bound by confidentiality agreements to refrain from 155disclosing the software. Id. at 1154-55. In defense, Grumman argued that the Copyright Act preempted Data General’s trade secret claim. Id. at 1158, 1165. The First Circuit held that the Copyright Act did not preempt the state law trade secret claim. Id. at 1165. Beyond mere copying, that state law claim required proof of a trade secret and breach of a duty of confidentiality. Id. These additional elements of proof, according to the First Circuit, made the trade secret claim qualitatively different from a copyright claim. Id. In contrast, the First Circuit noted that claims might be preempted whose extra elements are illusory, being “mere label[s] attached to the same odious business conduct.” Id. at 1165 (quoting Mayer v. Josiah Wedgwood & Sons, Ltd., 601 F. Supp. 1523, 1535, 225 USPQ 776, 784 (S.D.N.Y. 1985)). For example, the First Circuit observed that “a state law misappropriation claim will not escape preemption…simply because a plaintiff must prove that copying was not only unauthorized but also commercially immoral.” Id.

The First Circuit has not addressed expressly whether the Copyright Act preempts a state law contract claim that restrains copying. This court perceives, however, that Data General’s rationale would lead to a judgment that the Copyright Act does not preempt the state contract action in this case. Indeed, most courts to examine this issue have found that the Copyright Act does not preempt contractual constraints on copyrighted articles. See, e.g., ProCD, Inc. v. Zeidenberg, 86 F.3d 1447, 39 USPQ 2d 1161 (7th Cir. 1996) (holding that a shrinkwrap license was not preempted by federal copyright law); Wrench LLC v. Taco Bell Corp., 256 F.3d 446, 457, 59 USPQ 2d 1434, 1441-42 (6th Cir. 2001) (holding a state law contract claim not preempted by federal copyright law); Nat’l Car Rental Sys., Inc. v. Computer Assocs. Int’l, Inc., 991 F.2d 426, 433, 26 USPQ 2d 1370, 1376 (8th Cir. 1993); Taquino v. Teledyne Monarch Rubber, 893 F.2d 1488, 1501 (5th Cir. 1990); Acorn Structures v. Swantz, 846 F.2d 923, 926, 6 USPQ 2d 1810, 1812 (4th Cir. 1988); but see Lipscher v. LRP Publs., Inc., 266 F.3d 1305, 1312, 60 USPQ 2d 1468, 1473 (11th Cir. 2001).

In ProCD, for example, the court found that the mutual assent and consideration required by a contract claim render that claim qualitatively different from copyright infringement. 86 F.3d at 1454. Consistent with Data General’s reliance on a contract element, the court in ProCD reasoned: “A copyright is a right against the world. Contracts, by contrast, generally affect only their parties; strangers may do as they please, so contracts do not create ‘exclusive rights.’” Id. Indeed, the Supreme Court recently noted “[i]t goes without saying that a contract cannot bind a nonparty.” EEOC v. Waffle House, Inc., 534 U.S. 279, 122 S. Ct. 754, 764, 151 L. Ed. 2d 755 (2002). This court believes that the First Circuit would follow the reasoning of ProCD and the majority of other courts to consider this issue. This court, therefore, holds that the Copyright Act does not preempt Mr. Bowers’ contract claims.

In making this determination, this court has left untouched the conclusions reached in Atari Games v. Nintendo regarding reverse engineering as a statutory fair use exception to copyright infringement. Atari Games Corp. v. Nintendo of America, Inc., 975 F.2d 832, 24 USPQ 2d 1015 (Fed. Cir. 1992). In Atari, this court stated that, with respect to 17 U.S.C. §107 (fair use section of the Copyright Act), “[t]he legislative history of section 107 suggests that courts should adapt the fair use exception to accommodate new technological innovations.” Atari, 975 F.2d at 843. This court noted “[a] prohibition on all copying whatsoever would stifle the free flow of ideas without serving any legitimate interest of the copyright holder.” Id. Therefore, this court held “reverse engineering object code to discern the unprotectable ideas 156in a computer program is a fair use.” Id. Application of the First Circuit’s view distinguishing a state law contract claim having additional elements of proof from a copyright claim does not alter the findings of Atari. Likewise, this claim distinction does not conflict with the expressly defined circumstances in which reverse engineering is not copyright infringement under 17 U.S.C. §1201(f) (section of the Digital Millennium Copyright Act) and 17 U.S.C. §906 (section directed to mask works).

Moreover, while the Fifth Circuit has held a state law prohibiting all copying of a computer program is preempted by the federal Copyright Act, Vault Corp. v. Quaid Software, Ltd., 847 F.2d 255 (5th Cir. 1988), no evidence suggests the First Circuit would extend this concept to include private contractual agreements supported by mutual assent and consideration. The First Circuit recognizes contractual waiver of affirmative defenses and statutory rights. See United States v. Spector, 55 F.3d 22, 24-5 (1st Cir. 1995) (holding that a contractual waiver of the statute of limitations defense constitutes an “effective waiver of defendant’s rights under the statute of limitations” if the agreement were properly executed, and the “waiver is made knowingly and voluntarily.”); Tompkins v. United Healthcare of New England, 203 F.3d 90, 97 (1st Cir. 2000) (stating that “in some circumstances contractual waiver of statutory rights is permissible,” citing Canal Elec. Co. v. Westinghouse Elec. Corp., 406 Mass. 369, 548 N.E.2d 182, 187 (Mass. 1990) (“a contractual waiver of statutory rights is permissible when the statute’s purpose is the ‘protection of the property rights of individual parties…rather than…the protection of the general public.’”)). Thus, case law indicates the First Circuit would find that private parties are free to contractually forego the limited ability to reverse engineer a software product under the exemptions of the Copyright Act. Of course, a party bound by such a contract may elect to efficiently breach the agreement in order to ascertain ideas in a computer program unprotected by copyright law. Under such circumstances, the breaching party must weigh the benefits of breach against the arguably de minimis damages arising from merely discerning non-protected code.

This court now considers the scope of Mr. Bowers’ contract protection. Without objection to the choice of law, the district court applied Massachusetts contract law. Accordingly, contract terms receive “the sense and meaning of the words which the parties have used; and if clear and free from ambiguity the words are to be taken and understood in their natural, usual and ordinary sense.” Farber v. Mutual Life Ins. Co., 250 Mass. 250, 253, 145 N.E. 535 (Mass. 1924); see also Kelly v. Marx, 428 Mass. 877, 881, 705 N.E.2d 1114 (Mass. 1999) (“The proper course is to enforce contracts according to their plain meaning and not to undertake to be wiser than the parties.”) (quoting Guerin v. Stacy, 175 Mass. 595, 597, 56 N.E. 892 (1900) (Holmes, C.J.)).

In this case, the contract unambiguously prohibits “reverse engineering.” That term means ordinarily “to study or analyze (a device, as a microchip for computers) in order to learn details of design, construction, and operation, perhaps to produce a copy or an improved version.” Random House Unabridged Dictionary (1993); see also The Free On-Line Dictionary of Computing (2001), at http://wombat.doc.ic.ac.uk/foldoc/foldoc.cgi?reverse+ engineering (last visited July 17, 2002). Thus, the contract in this case broadly prohibits any “reverse engineering” of the subject matter covered by the shrink-wrap agreement.

The record amply supports the jury’s finding of a breach of that agreement. As discussed above, the district court erred in instructing the jury that copyright law limited the scope of 157Mr. Bowers’ contract protection. Notwithstanding that error, this court may affirm the jury’s breach of contract verdict if substantial record evidence would permit a reasonable jury to find in favor of Mr. Bowers based on a correct understanding of the law. Larch v. Mansfield Mun. Elec. Dept., 272 F.3d 63, 69 (1st Cir. 2001). The shrink-wrap agreements in this case are far broader than the protection afforded by copyright law. Even setting aside copyright violations, the record supports a finding of breach of the agreement between the parties. In view of the breadth of Mr. Bowers’ contracts, this court perceives that substantial evidence supports the jury’s breach of contract verdict relating to both the DOS and Windows versions of Draft-Pak.

The record indicates, for example, that Baystate scheduled two weeks in Draft-Pak’s development schedule to analyze the Designer’s Toolkit. Indeed, Robert Bean, Baystate’s president and CEO, testified that Baystate generally analyzed competitors’ products to duplicate their functionality.

The record also contains evidence of extensive and unusual similarities between Geodraft and the accused Draft-Pak — further evidence of reverse engineering. James Spencer, head of mechanical engineering and integration at the Space and Naval Warfare Systems Center, testified that he examined the relevant software programs to determine “the overall structure of the operating program” such as “how the operating programs actually executed the task of walking a user through creating a [GD&T] symbol.” Mr. Spencer concluded: “In the process of taking the [ANSI Y14.5M] standard and breaking it down into its component parts to actually create a step-by-step process for a user using the software, both Geodraft and Draft-Pak [for DOS] use almost the identical process of breaking down that task into its individual pieces, and it’s organized essentially identically.” This evidence supports the jury’s verdict of a contract breach based on reverse engineering.

Mr. Ford also testified that he had compared Geodraft and Draft-Pak. When asked to describe the Draft-Pak interface, Mr. Ford responded: “It looked like I was looking at my own program [i.e., Geodraft].” Both Mr. Spencer and Mr. Ford explained in detail similarities between Geodraft and the accused Draft-Pak. Those similarities included the interrelationships between program screens, the manner in which parameter selection causes program branching, and the manner in which the GD&T symbols are drawn.

Both witnesses also testified that those similarities extended beyond structure and design to include many idiosyncratic design choices and inadvertent design flaws. For example, both Geodraft and Draft-Pak offer “straightness tolerance” menu choices of “flat” and “cylindric,” unusual in view of the use by ANSI Y14.5M of the terms “linear” and “circular,” respectively. As another example, neither program requires the user to provide “angularity tolerance” secondary datum to create a feature control frame — a technical oversight that causes creation of an incomplete symbol. In sum, Mr. Spencer testified: “Based on my summary analysis of how the programs function, their errors from the standard and their similar nomenclatures reflecting nonstandard items, I would say that the Draft-Pak [for DOS] is a derivative copy of a Geodraft product.”

Mr. Ford and others also demonstrated to the jury the operation of Geodraft and both the DOS and Windows versions of the accused Draft-Pak. Those software demonstrations undoubtedly conveyed information to the jury that the paper record on appeal cannot easily replicate. This court, therefore, is especially reluctant to substitute its judgment for that of 158the jury on the sufficiency and interpretation of that evidence. In any event, the record fully supports the jury’s verdict that Baystate breached its contract with Mr. Bowers.

Baystate does not contest the contract damages amount on appeal. Thus, this court sustains the district court’s award of contract damages. Mr. Bowers, however, argues that the district court abused its discretion by dropping copyright damages from the combined damage award. To the contrary, this court perceives no abuse of discretion.

The shrink-wrap license agreement prohibited, inter alia, all reverse engineering of Mr. Bowers’ software, protection encompassing but more extensive than copyright protection, which prohibits only certain copying. Mr. Bowers’ copyright and contract claims both rest on Baystate’s copying of Mr. Bowers’ software. Following the district court’s instructions, the jury considered and awarded damages on each separately. This was entirely appropriate. The law is clear that the jury may award separate damages for each claim, “leaving it to the judge to make appropriate adjustments to avoid double recovery.” Britton v. Maloney, 196 F.3d 24, 32 (1st Cir. 1999) (citing Spectrum Sports, Inc. v. McQuillan, 506 U.S. 447, 451 n. 3, 113 S. Ct. 884, 122 L. Ed. 2d 247 (1993)); see also Data Gen. Corp. v. Grumman Sys. Support Corp., 825 F. Supp. 340, 346 (D. Mass. 1993) (“So long as a plaintiff is not twice compensated for a single injury, a judgment may be comprised of elements drawn from separate…remedies.”), aff’d in relevant part, 36 F.3d 1147 (1st Cir. 1994). In this case, the breach of contract damages arose from the same copying and included the same lost sales that form the basis for the copyright damages. The district court, therefore, did not abuse its discretion by omitting from the final damage award the duplicative copyright damages. Because this court affirms the district court’s omission of the copyright damages, this court need not reach the merits of Mr. Bowers’ copyright infringement claim.

Questions

1. General Discussion Questions

1.1 Do you think that object code distributed in a mass market software product can retain trade secret protection? Always? Never? Only under certain circumstances?

1.2 Why do courts and policymakers consider reverse engineering to be an ethical and even a laudatory business practice?

1.3 Do you agree with the Federal Circuit’s conclusion in the Bowers v. Baystate Technologies case that contractual prohibitions on reverse engineering are not preempted by copyright law?

1.4 Would you support legislation making contractual prohibitions on reverse engineering unenforceable? Test your conclusion in light of the facts of the Bowers v. Baystate Technologies case.

1.5 Should the purpose behind the reverse engineering matter? Should it be more legal to reverse engineer to achieve interoperability than to create a clone or competing product?
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2. Litigation Questions

2.1 In the Bowers v. Baystate Technologies case, why did Bowers bring patent, copyright, and contract causes actions but not a trade secret cause of action?

2.2 Analyze the role that remedies played in the outcome of the Bowers v. Baystate Technologies case. What advice would you give a client in pre-litigation counseling in light of Judge Rader’s hint about the potential for recovery of contract damages?12

3. Business Law Questions

3.1 Should every EULA contain a prohibition on reverse engineering? On what basis would you decide?

3.2 If you represent a business client who wants to obtain information in software code but is confronted with a EULA that prohibits reverse engineering, how would you advise the client? What are the client’s alternatives?

Exercise

Draft a memo to a software developer client who is trying to decide whether or not to prohibit reverse engineering in a software license agreement. Discuss legal and practical issues.
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· Chapter · 4 Trademark and Trade Dress Protection

I. INTRODUCTION

In many ways trademark protection for software seems unremarkable. Just like other producers of goods and services, creators of software use the tools of trademark to distinguish and build goodwill in their products. Arguably, however, trademarks have become particularly important in the information economy as consumers constantly must decide who to trust when confronted with whether to download software that they discover, install software “pushed” at them (including software purporting to provide updates, fix bugs, and eradicate viruses), or click on a link.

Lawyers practicing in the software industry will find some interesting challenges. First, choosing and using marks require careful thought for a variety of reasons, including the fact that software products often work on and with other software and hardware products. This chapter examines several common trademark selection and usage scenarios, as well as challenges presented as the software industry converges with other industries such as the music industry. Second, the chapter explores how different business models in the software industry influence whether a software vendor favors relatively strong or weak trademark protection.

Finally, trade dress protection has the potential to protect the “look and feel” of the user interface of software. Trade dress protection, as you may recall, normally relates to product packaging and configuration but may be applied to product features in certain cases. This chapter explores this possibility.

II. SELECTING AND USING TRADEMARKS IN THE SOFTWARE INDUSTRY

A. Trademarks: Personal Computers

Computer hardware manufacturers produce personal computers, but PCs are made up of numerous third-party hardware and software components. The PC 162manufacturer puts its trademark on the computer, of course, but often you will also find third-party trademarks there such as “Intel Inside” or “Windows.” Turn on the computer, and the desktop contains the names and logos of various software, hardware, and services companies. Open a software program and its splash screen displays additional trademarks. Click on a link and the browser takes you to a website that displays additional trademarks. The following Business Law Questions explore trademark selection and use in the PC market.

BUSINESS LAW QUESTIONS

1. Why would a personal computer hardware manufacturer allow Intel to put its “Intel Inside” logo on the PC? What concerns does the PC company have in doing so? Why does Intel want to put its mark there? What’s the consumer perspective on this? Any policy concerns?

2. Why would a personal computer hardware manufacturer allow Microsoft to put its Windows mark on the PC? What concerns does the PC company have in doing so? Is there any distinction between allowing marks that say “Windows ready-to-run”; “Windows capable”; or simply “Windows”? Why does Microsoft want to put its mark there? What concerns might it have in placing its trademark on thirdparty hardware? What is the consumer perspective on this? Any policy concerns?

B. Platform Compatible Applications

As discussed previously, application software is written to run on a particular operating system platform. Adobe PageMaker for the Mac runs on the Mac OS, not the Windows OS. There are ways to alter this phenomenon by using compatibility layers, dual boot systems, and other tricks, but these approaches present imperfect solutions. Even when an application is written to run on a particular operating system platform, the application may only run on certain versions of the OS. Application software developers, therefore, use trademarks to signal compatibility with certain OS platforms, as explored in the following Questions and Exercise.

BUSINESS LAW AND LITIGATION QUESTIONS

A company developed a Linux-based operating system that could run applications written for the Windows OS. The product is called “Lindows” — obviously a play on both the Linux and Windows marks. Microsoft sued the Lindows developer to prevent use of the Lindows mark. Microsoft lost its motions for preliminary injunctive relief, and the case ultimately settled.

1. If you served as Microsoft’s trademark counsel, would you have recommended bringing this lawsuit?
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2. If you served as Microsoft’s litigation counsel, what arguments would you have made and what evidence would you have mustered for your case?

3. If you served as Lindows trademark counsel, what advice would you have given regarding selection and use of the Lindows mark?

4. If you served as Lindows litigation counsel, what arguments would you have made and what evidence would you have mustered for your case?

5. What does the Lindows mark signal to the public — compatibility, competition, or both?

EXERCISE

Assume that you represent a small start-up company called Mystical Operating System Products (MOP) that has developed a new, innovative operating system for smartphones. The OS is called “Misty.” The president of the company, Danny Dawson, wants applications for the Misty OS to be able to use a logo created by the MOP marketing department to signal compatibility with Misty. You advise Dawson to utilize a logo licensing program. Write the license grant, quality control, warranty, and indemnity sections of the logo license agreement. Draft the text of the license agreement and write an explanation for your approach addressed as an email to Dawson.

C. Open Source Software and Trademarks

Chapter 6 on Software Licensing discusses open source software in depth. If you want, review that part of Chapter 6 before working on the following Business Law Questions.

BUSINESS LAW QUESTIONS

1. The Open Source Initiative (OSI) has a licensing program for the Open Source certified logo. This logo is a certification mark, signaling that a software program is licensed under a license based on Open Source principles as expressed in the Open Source Definition. The OSI’s website contains a list of licenses that meet the Open Source Definition. Why does OSI license a logo rather than the “Open Source” word mark? Recently, OSI has taken steps to convert its mark from a certification to a service mark. Why do you think it has done that?

2. How would you compare the power of the Open Source logo with the signaling power of simply using GPL 2.0 or the Apache 2.0 license?

D. Industry Convergence

The Agreement that follows settled a trademark dispute in the early 1990s between Apple Computer, Inc. and Apple Corps Ltd., the music label known for 164publishing songs by The Beatles. Settled, it seems, until Apple Computer launched its iPod music player and iTunes music service. At that point, Apple Corps accused Apple Computer of violating the 1991 Agreement. After much public posturing and private negotiations, the parties settled again. However, the 1991 Agreement provides useful instruction on the trademark difficulties that arise in the midst of industry convergence. Study the Agreement and do the Exercise that follows it.

AGREEMENT BETWEEN APPLE COMPUTER, INC. AND APPLE CORPS LTD.
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Exercises

Assume that you were serving as in-house corporate counsel at Apple Computer. After studying paragraphs 1.2, 1.3, 4.3, and 4.5 of the Agreement between Apple Computer and Apple Corps, write a memorandum to the business lead of the iPod and iTunes business units, analyzing whether Apple Computer may use the Apple trademark in conjunction with its iPod and iTunes (and future iPhone) businesses.

177

III. BUSINESS MODELS AND THEIR RELEVANCE TO WEAK OR STRONG TRADEMARK PROTECTION

A software company’s business model influences its attitude toward the desirable strength of trademarks. For example, if a company writes application or add-on software products, it desires a robust trademark fair use doctrine so that it can make referential use of the target platform’s mark. At a minimum, the company needs to say that its software works on (as the case may be) Linux, Mac, or Windows systems. Sometimes the software company would like to do something more creative. For example, when Sun’s Java language and platform were first introduced, many companies chose coffee-related marks (such as Latte and Mocha) to show affinity with the Java platform. From the platform software developer’s side of things, the developer needs to assess which third-party uses are a “win win,” which of them seem dangerous to the developer’s ability to control the goodwill in its mark, and how to act in cases of concern.

As advertising plays a bigger role in business models, new challenges have emerged. Consider the Rescuecom v. Google case.

RESCUECOM CORP. v. GOOGLE INC.

562 F.3d 123 (2d Cir. 2009)

LEVAL, Circuit Judge.

BACKGROUND

As this appeal follows the grant of a motion to dismiss, we must take as true the facts alleged in the Complaint and draw all reasonable inferences in favor of Rescuecom. Rescuecom is a national computer service franchising company that offers on-site computer services and sales. Rescuecom conducts a substantial amount of business over the Internet and receives between 17,000 to 30,000 visitors to its website each month. It also advertises over the Internet, using many web-based services, including those offered by Google. Since 1998, “Rescuecom” has been a registered federal trademark, and there is no dispute as to its validity.

Google operates a popular Internet search engine, which users access by visiting www.google.com. Using Google’s website, a person searching for the website of a particular entity in trade (or simply for information about it) can enter that entity’s name or trademark into Google’s search engine and launch a search. Google’s proprietary system responds to such a search request in two ways. First, Google provides a list of links to websites, ordered in what Google deems to be of descending relevance to the user’s search terms based on its proprietary algorithms. Google’s search engine assists the public not only in obtaining information about a provider, but also in purchasing products and services. If a prospective purchaser, looking for goods or services of a particular provider, enters the provider’s trademark as a search term on Google’s website and clicks to activate a search, within seconds, the Google search engine will provide on the searcher’s computer screen a link to 178the webpage maintained by that provider (as well as a host of other links to sites that Google’s program determines to be relevant to the search term entered). By clicking on the link of the provider, the searcher will be directed to the provider’s website, where the searcher can obtain information supplied by the provider about its products and services and can perhaps also make purchases from the provider by placing orders.

The second way Google responds to a search request is by showing context-based advertising. When a searcher uses Google’s search engine by submitting a search term, Google may place advertisements on the user’s screen. Google will do so if an advertiser, having determined that its ad is likely to be of interest to a searcher who enters the particular term, has purchased from Google the placement of its ad on the screen of the searcher who entered that search term. What Google places on the searcher’s screen is more than simply an advertisement. It is also a link to the advertiser’s website, so that in response to such an ad, if the searcher clicks on the link, he will open the advertiser’s website, which offers not only additional information about the advertiser, but also perhaps the option to purchase the goods and services of the advertiser over the Internet. Google uses at least two programs to offer such context-based links: AdWords and Keyword Suggestion Tool.

AdWords is Google’s program through which advertisers purchase terms (or keywords). When entered as a search term, the keyword triggers the appearance of the advertiser’s ad and link. An advertiser’s purchase of a particular term causes the advertiser’s ad and link to be displayed on the user’s screen whenever a searcher launches a Google search based on the purchased search term.1 Advertisers pay Google based on the number of times Internet users “click” on the advertisement, so as to link to the advertiser’s website. For example, using Google’s AdWords, Company Y, a company engaged in the business of furnace repair, can cause Google to display its advertisement and link whenever a user of Google launches a search based on the search term, “furnace repair.” Company Y can also cause its ad and link to appear whenever a user searches for the term “Company X,” a competitor of Company Y in the furnace repair business. Thus, whenever a searcher interested in purchasing furnace repair services from Company X launches a search of the term X (Company X’s trademark), an ad and link would appear on the searcher’s screen, inviting the searcher to the furnace repair services of X’s competitor, Company Y. And if the searcher clicked on Company Y’s link, Company Y’s website would open on the searcher’s screen, and the searcher might be able to order or purchase Company Y’s furnace repair services.

In addition to AdWords, Google also employs Keyword Suggestion Tool, a program that recommends keywords to advertisers to be purchased. The program is designed to improve the effectiveness of advertising by helping advertisers identify keywords related to their area of commerce, resulting in the placement of their ads before users who are likely to be responsive to it. Thus, continuing the example given above, if Company Y employed Google’s Keyword Suggestion Tool, the Tool might suggest to Company Y that it purchase not only the term “furnace repair” but also the term “X,” its competitor’s brand name and trademark, so that Y’s ad would appear on the screen of a searcher who searched Company X’s trademark, seeking Company X’s website.
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Once an advertiser buys a particular keyword, Google links the keyword to that advertiser’s advertisement. The advertisements consist of a combination of content and a link to the advertiser’s webpage. Google displays these advertisements on the search result page either in the right margin or in a horizontal band immediately above the column of relevance-based search results. These advertisements are generally associated with a label, which says “sponsored link.” Rescuecom alleges, however, that a user might easily be misled to believe that the advertisements which appear on the screen are in fact part of the relevance-based search result and that the appearance of a competitor’s ad and link in response to a searcher’s search for Rescuecom is likely to cause trademark confusion as to affiliation, origin, sponsorship, or approval of service. This can occur, according to the Complaint, because Google fails to label the ads in a manner which would clearly identify them as purchased ads rather than search results. The Complaint alleges that when the sponsored links appear in a horizontal bar at the top of the search results, they may appear to the searcher to be the first, and therefore the most relevant, entries responding to the search, as opposed to paid advertisements.

Google’s objective in its AdWords and Keyword Suggestion Tool programs is to sell keywords to advertisers. Rescuecom alleges that Google makes 97% of its revenue from selling advertisements through its AdWords program. Google therefore has an economic incentive to increase the number of advertisements and links that appear for every term entered into its search engine.

Many of Rescuecom’s competitors advertise on the Internet. Through its Keyword Suggestion Tool, Google has recommended the Rescuecom trademark to Rescuecom’s competitors as a search term to be purchased. Rescuecom’s competitors, some responding to Google’s recommendation, have purchased Rescuecom’s trademark as a keyword in Google’s AdWords program, so that whenever a user launches a search for the term “Rescuecom,” seeking to be connected to Rescuecom’s website, the competitors’ advertisement and link will appear on the searcher’s screen. This practice allegedly allows Rescuecom’s competitors to deceive and divert users searching for Rescuecom’s website. According to Rescuecom’s allegations, when a Google user launches a search for the term “Rescuecom” because the searcher wishes to purchase Rescuecom’s services, links to websites of its competitors will appear on the searcher’s screen in a manner likely to cause the searcher to believe mistakenly that a competitor’s advertisement (and website link) is sponsored by, endorsed by, approved by, or affiliated with Rescuecom.

DISCUSSION

I. Google’s Use of Rescuecom’s Mark Was a “Use in Commerce”

Our court ruled in 1-800 that a complaint fails to state a claim under the Lanham Act unless it alleges that the defendant has made “use in commerce” of the plaintiff’s trademark as the term “use in commerce” is defined in 15 U.S.C. §1127. The district court believed that this case was on all fours with 1-800, and that its dismissal was required for the same reasons as given in 1-800. We believe the cases are materially different. The allegations of Rescuecom’s complaint adequately plead a use in commerce.
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In 1-800, the plaintiff alleged that the defendant infringed the plaintiff’s trademark through its proprietary software, which the defendant freely distributed to computer users who would download and install the program on their computer. The program provided contextually relevant advertising to the user by generating pop-up advertisements to the user depending on the website or search term the user entered in his browser. For example, if a user typed “eye care” into his browser, the defendant’s program would randomly display a pop-up advertisement of a company engaged in the field of eye care. Similarly, if the searcher launched a search for a particular company engaged in eye care, the defendant’s program would display the pop-up ad of a company associated with eye care. The pop-up ad appeared in a separate browser window from the website the user accessed, and the defendant’s brand was displayed in the window frame surrounding the ad, so that there was no confusion as to the nature of the pop-up as an advertisement, nor as to the fact that the defendant, not the trademark owner, was responsible for displaying the ad, in response to the particular term searched.

Sections 32 and 43 of the Act, which we also refer to by their codified designations, 15 U.S.C. §§1114 & 1125, inter alia, impose liability for unpermitted “use in commerce” of another’s mark which is “likely to cause confusion, or to cause mistake, or to deceive,”§1114, “as to the affiliation…or as to the origin, sponsorship or approval of his or her goods [or] services…by another person.” §1125(a)(1)(A). The 1-800 opinion looked to the definition of the term “use in commerce” provided in §45 of the Act, 15 U.S.C. §1127. That definition provides in part that “a mark shall be deemed to be in use in commerce… (2) on services when it is used or displayed in the sale or advertising of services and the services are rendered in commerce.” 15 U.S.C. §1127. Our court found that the plaintiff failed to show that the defendant made a “use in commerce” of the plaintiff’s mark, within that definition.

At the outset, we note two significant aspects of our holding in 1-800, which distinguish it from the present case. A key element of our court’s decision in 1-800 was that under the plaintiff’s allegations, the defendant did not use, reproduce, or display the plaintiff’s mark at all. The search term that was alleged to trigger the pop-up ad was the plaintiff’s website address. 1-800 noted, notwithstanding the similarities between the website address and the mark, that the website address was not used or claimed by the plaintiff as a trademark. Thus, the transactions alleged to be infringing were not transactions involving use of the plaintiff’s trademark. Id. at 408-09.2 1-800 suggested in dictum that is highly relevant to our case that had the defendant used the plaintiff’s trademark as the trigger to pop-up an advertisement, such conduct might, depending on other elements, have been actionable. 414 F.3d at 409 & n.11.

Second, as an alternate basis for its decision, 1-800 explained why the defendant’s program, which might randomly trigger pop-up advertisements upon a searcher’s input of the 181plaintiff’s website address, did not constitute a “use in commerce,” as defined in §1127. Id. at 408-09. In explaining why the plaintiff’s mark was not “used or displayed in the sale or advertising of services,”1-800 pointed out that, under the defendant’s program, advertisers could not request or purchase keywords to trigger their ads. Id. at 409, 412. Even if an advertiser wanted to display its advertisement to a searcher using the plaintiff’s trademark as a search term, the defendant’s program did not offer this possibility. In fact, the defendant “did not disclose the proprietary contents of [its] directory to its advertising clients.…” Id. at 409. In addition to not selling trademarks of others to its customers to trigger these ads, the defendant did not “otherwise manipulate which category-related advertisement will pop up in response to any particular terms on the internal directory.” Id. at 411. The display of a particular advertisement was controlled by the category associated with the website or keyword, rather than the website or keyword itself. The defendant’s program relied upon categorical associations such as “eye care” to select a pop-up ad randomly from a predefined list of ads appropriate to that category. To the extent that an advertisement for a competitor of the plaintiff was displayed when a user opened the plaintiff’s website, the trigger to display the ad was not based on the defendant’s sale or recommendation of a particular trademark.

The present case contrasts starkly with those important aspects of the 1-800 decision. First, in contrast to 1-800, where we emphasized that the defendant made no use whatsoever of the plaintiff’s trademark, here what Google is recommending and selling to its advertisers is Rescuecom’s trademark. Second, in contrast with the facts of 1-800 where the defendant did not “use or display,” much less sell, trademarks as search terms to its advertisers, here Google displays, offers, and sells Rescuecom’s mark to Google’s advertising customers when selling its advertising services. In addition, Google encourages the purchase of Rescuecom’s mark through its Keyword Suggestion Tool. Google’s utilization of Rescuecom’s mark fits literally within the terms specified by 15 U.S.C. §1127. According to the Complaint, Google uses and sells Rescuecom’s mark “in the sale…of [Google’s advertising] services… rendered in commerce.” §1127.

Google, supported by amici, argues that 1-800 suggests that the inclusion of a trademark in an internal computer directory cannot constitute trademark use. Several district court decisions in this Circuit appear to have reached this conclusion. See e.g., S&L Vitamins, Inc. v. Australian Gold, Inc., 521 F. Supp. 2d 188, 199-202 (E.D. N.Y. 2007) (holding that use of a trademark in metadata did not constitute trademark use within the meaning of the Lanham Act because the use “is strictly internal and not communicated to the public”); Merck & Co., Inc. v. Mediplan Health Consulting, Inc., 425 F. Supp. 2d 402, 415 (S.D. N.Y. 2006) (holding that the internal use of a keyword to trigger advertisements did not qualify as trademark use). This over-reads the 1-800 decision. First, regardless of whether Google’s use of Rescuecom’s mark in its internal search algorithm could constitute an actionable trademark use, Google’s recommendation and sale of Rescuecom’s mark to its advertising customers are not internal uses. Furthermore, 1-800 did not imply that use of a trademark in a software program’s internal directory precludes a finding of trademark use. Rather, influenced by the fact that the defendant was not using the plaintiff’s trademark at all, much less using it as the basis of a commercial transaction, the court asserted that the particular use before it did not constitute a use in commerce. See 1-800, 414 F.3d at 409-12. We did not imply in 1-800 that an alleged infringer’s use of a trademark in an internal software program insulates the alleged infringer 182from a charge of infringement, no matter how likely the use is to cause confusion in the marketplace. If we were to adopt Google and its amici’s argument, the operators of search engines would be free to use trademarks in ways designed to deceive and cause consumer confusion.3 This is surely neither within the intention nor the letter of the Lanham Act.

Google and its amici contend further that its use of the Rescuecom trademark is no different from that of a retail vendor who uses “product placement” to allow one vender to benefit from a competitor’s name recognition. An example of product placement occurs when a store-brand generic product is placed next to a trademarked product to induce a customer who specifically sought out the trademarked product to consider the typically less expensive, generic brand as an alternative. Google’s argument misses the point. From the fact that proper, non-deceptive product placement does not result in liability under the Lanham Act, it does not follow that the label “product placement” is a magic shield against liability, so that even a deceptive plan of product placement designed to confuse consumers would similarly escape liability. It is not by reason of absence of a use of a mark in commerce that benign product placement escapes liability; it escapes liability because it is a benign practice which does not cause a likelihood of consumer confusion. In contrast, if a retail seller were to be paid by an off-brand purveyor to arrange product display and delivery in such a way that customers seeking to purchase a famous brand would receive the off-brand, believing they had gotten the brand they were seeking, we see no reason to believe the practice would escape liability merely because it could claim the mantle of “product placement.” The practices attributed to Google by the Complaint, which at this stage we must accept as true, are significantly different from benign product placement that does not violate the Act.

Unlike the practices discussed in 1-800, the practices here attributed to Google by Rescuecom’s complaint are that Google has made use in commerce of Rescuecom’s mark. Needless to say, a defendant must do more than use another’s mark in commerce to violate the Lanham Act. The gist of a Lanham Act violation is an unauthorized use, which “is likely to cause confusion, or to cause mistake, or to deceive as to the affiliation, …or as to the origin, sponsorship, or approval of…goods [or] services.” See 15 U.S.C. §1125(a); Estee Lauder Inc. v. The Gap, Inc., 108 F.3d 1503, 1508-09 (2d Cir. 1997). We have no idea whether Rescuecom can prove that Google’s use of Rescuecom’s trademark in its AdWords program causes likelihood of confusion or mistake. Rescuecom has alleged that it does, in that would-be purchasers (or explorers) of its services who search for its website on Google are misleadingly directed to the ads and websites of its competitors in a manner which leads them to believe mistakenly that these ads or websites are sponsored by, or affiliated with Rescuecom. This is particularly so, Rescuecom alleges, when the advertiser’s link appears in a horizontal band at the top of the list of search results in a manner which makes it appear to be the most relevant search result and not an advertisement. What Rescuecom alleges is that by the manner of Google’s display of sponsored links of competing brands in response to a search for 183Rescuecom’s brand name (which fails adequately to identify the sponsored link as an advertisement, rather than a relevant search result), Google creates a likelihood of consumer confusion as to trademarks. If the searcher sees a different brand name as the top entry in response to the search for “Rescuecom,” the searcher is likely to believe mistakenly that the different name which appears is affiliated with the brand name sought in the search and will not suspect, because the fact is not adequately signaled by Google’s presentation, that this is not the most relevant response to the search. Whether Google’s actual practice is in fact benign or confusing is not for us to judge at this time. We consider at the 12(b)(6) stage only what is alleged in the Complaint.

The judgment of the district court is vacated and the case is remanded for further proceedings.

* * *

GENERAL DISCUSSION QUESTIONS

1. Do you agree with the court that Google “used” Rescuecom’s mark in commerce? What role does the “use in commerce” factor play in trademark law?

2. When the case gets tried on the merits, do you see any trademark issues? Any other legal issues?

3. What does the case tell you about Google’s attitude toward strong versus weak trademark protection? How does that compare with what you know about Google’s attitude toward copyright, patent, and trade secret protection? Chapter 10 on Business Model Innovation addresses these issues as well.

IV. TRADE DRESS AND TRADEMARK PROTECTION FOR USER INTERFACE DESIGN

Prior to evaluating the prospect of using trade dress protection for user interfaces, read TrafFix Devices v. Marketing Displays, which is an important U.S. Supreme Court case commenting on the scope of trade dress protection in general. After you read the case, the Exercise that follows will give you an opportunity to apply the principles in the user interface context.

TRAFFIX DEVICES, INC. v. MARKETING DISPLAYS, INC.

532 U.S. 23 (2001)

Justice KENNEDY delivered the opinion for a unanimous Court.

Temporary road signs with warnings like “Road Work Ahead” or “Left Shoulder Closed” must withstand strong gusts of wind. An inventor named Robert Sarkisian obtained two utility patents for a mechanism built upon two springs (the dual-spring design) to keep these and other outdoor signs upright despite adverse wind conditions. The holder of the now-expired 184Sarkisian patents, respondent Marketing Displays, Inc. (MDI), established a successful business in the manufacture and sale of sign stands incorporating the patented feature. MDI’s stands for road signs were recognizable to buyers and users (it says) because the dual-spring design was visible near the base of the sign.

This litigation followed after the patents expired and a competitor, TrafFix Devices, Inc., sold sign stands with a visible spring mechanism that looked like MDI’s. MDI and TrafFix products looked alike because they were. When TrafFix started in business, it sent an MDI product abroad to have it reverse engineered, that is to say, copied. Complicating matters, TrafFix marketed its sign stands under a name similar to MDI’s. MDI used the name “Wind-Master,” while TrafFix, its new competitor, used “WindBuster.”

MDI brought suit under the Trademark Act of 1946 (Lanham Act), 60 Stat. 427, as amended, 15 U.S.C. §1051 et seq., against TrafFix for trademark infringement (based on the similar names), trade dress infringement (based on the copied dual-spring design), and unfair competition. TrafFix counterclaimed on antitrust theories. After the United States District Court for the Eastern District of Michigan considered cross-motions for summary judgment, MDI prevailed on its trademark claim for the confusing similarity of names and was held not liable on the antitrust counterclaim; and those two rulings, affirmed by the Court of Appeals, are not before us.

I

We are concerned with the trade dress question. The District Court ruled against MDI on its trade dress claim. 971 F. Supp. 262 (E.D. Mich.1997). After determining that the one element of MDI’s trade dress at issue was the dual-spring design, id., at 265, it held that “no reasonable trier of fact could determine that MDI has established secondary meaning” in its alleged trade dress, id., at 269. In other words, consumers did not associate the look of the dual-spring design with MDI. As a second, independent reason to grant summary judgment in favor of TrafFix, the District Court determined the dual-spring design was functional. On this rationale secondary meaning is irrelevant because there can be no trade dress protection in any event. In ruling on the functional aspect of the design, the District Court noted that Sixth Circuit precedent indicated that the burden was on MDI to prove that its trade dress was nonfunctional, and not on TrafFix to show that it was functional (a rule since adopted by Congress, see 15 U.S.C. §1125(a)(3) (1994 ed., Supp. V)), and then went on to consider MDI’s arguments that the dual-spring design was subject to trade dress protection. Finding none of MDI’s contentions persuasive, the District Court concluded MDI had not “proffered sufficient evidence which would enable a reasonable trier of fact to find that MDI’s vertical dual-spring design is non-functional.” Summary judgment was entered against MDI on its trade dress claims.

The Court of Appeals for the Sixth Circuit reversed the trade dress ruling. The Court of Appeals held the District Court had erred in ruling MDI failed to show a genuine issue of material fact regarding whether it had secondary meaning in its alleged trade dress, and had erred further in determining that MDI could not prevail in any event because the alleged trade dress was in fact a functional product configuration. The Court of Appeals suggested the District Court committed legal error by looking only to the dual-spring design when evaluating MDI’s trade dress. Basic to its reasoning was the Court of Appeals’ observation that it took 185“little imagination to conceive of a hidden dual-spring mechanism or a tri-or quadspring mechanism that might avoid infringing [MDI’s] trade dress.” The Court of Appeals explained that “[i]f TrafFix or another competitor chooses to use [MDI’s] dual-spring design, then it will have to find some other way to set its sign apart to avoid infringing [MDI’s] trade dress.” It was not sufficient, according to the Court of Appeals, that allowing exclusive use of a particular feature such as the dual-spring design in the guise of trade dress would “hinde[r] competition somewhat.” Rather, “[e]xclusive use of a feature must ‘put competitors at a significant non-reputation-related disadvantage’ before trade dress protection is denied on functionality grounds.” Ibid. (quoting Qualitex Co. v. Jacobson Products Co., 514 U.S. 159, 165, 115 S. Ct. 1300, 131 L. Ed. 2d 248 (1995)). In its criticism of the District Court’s ruling on the trade dress question, the Court of Appeals took note of a split among Courts of Appeals in various other Circuits on the issue whether the existence of an expired utility patent forecloses the possibility of the patentee’s claiming trade dress protection in the product’s design. 200 F.3d, at 939. Compare Sunbeam Products, Inc. v. West Bend Co., 123 F.3d 246 (C.A. 5 1997) (holding that trade dress protection is not foreclosed), Thomas & Betts Corp. v. Panduit Corp., 138 F.3d 277 (C.A. 7 1998) (same), and Midwest Industries, Inc. v. Karavan Trailers, Inc., 175 F.3d 1356 (C.A. Fed.1999) (same), with Vornado Air Circulation Systems, Inc. v. Duracraft Corp., 58 F.3d 1498, 1500 (C.A. 10 1995) (“Where a product configuration is a significant inventive component of an invention covered by a utility patent…it cannot receive trade dress protection”). To resolve the conflict, we granted certiorari. 530 U.S. 1260, 120 S. Ct. 2715, 147 L. Ed. 2d 981 (2000).

II

It is well established that trade dress can be protected under federal law. The design or packaging of a product may acquire a distinctiveness which serves to identify the product with its manufacturer or source; and a design or package which acquires this secondary meaning, assuming other requisites are met, is a trade dress which may not be used in a manner likely to cause confusion as to the origin, sponsorship, or approval of the goods. In these respects protection for trade dress exists to promote competition. As we explained just last Term, see Wal-Mart Stores, Inc. v. Samara Brothers, Inc., 529 U.S. 205, 120 S. Ct. 1339, 146 L. Ed. 2d 182 (2000), various Courts of Appeals have allowed claims of trade dress infringement relying on the general provision of the Lanham Act which provides a cause of action to one who is injured when a person uses “any word, term name, symbol, or device, or any combination thereof…which is likely to cause confusion…as to the origin, sponsorship, or approval of his or her goods.” 15 U.S.C. §1125(a)(1)(A). Congress confirmed this statutory protection for trade dress by amending the Lanham Act to recognize the concept. Title 15 U.S.C. §1125(a)(3) (1994 ed., Supp. V) provides: “In a civil action for trade dress infringement under this chapter for trade dress not registered on the principal register, the person who asserts trade dress protection has the burden of proving that the matter sought to be protected is not functional.” This burden of proof gives force to the well-established rule that trade dress protection may not be claimed for product features that are functional. Qualitex, supra, at 164-165, 115 S. Ct. 1300; Two Pesos, Inc. v. Taco Cabana, Inc., 505 U.S. 763, 775, 112 S. Ct. 2753, 120 L. Ed. 2d 615 (1992). And in Wal-Mart, supra, we were careful to caution against 186misuse or overextension of trade dress. We noted that “product design almost invariably serves purposes other than source identification.” Id., at 213, 120 S. Ct. 1339.

Trade dress protection must subsist with the recognition that in many instances there is no prohibition against copying goods and products. In general, unless an intellectual property right such as a patent or copyright protects an item, it will be subject to copying. As the Court has explained, copying is not always discouraged or disfavored by the laws which preserve our competitive economy. Bonito Boats, Inc. v. Thunder Craft Boats, Inc., 489 U.S. 141, 160, 109 S. Ct. 971, 103 L. Ed. 2d 118 (1989). Allowing competitors to copy will have salutary effects in many instances. “Reverse engineering of chemical and mechanical articles in the public domain often leads to significant advances in technology.” Ibid.

The principal question in this case is the effect of an expired patent on a claim of trade dress infringement. A prior patent, we conclude, has vital significance in resolving the trade dress claim. A utility patent is strong evidence that the features therein claimed are functional. If trade dress protection is sought for those features the strong evidence of functionality based on the previous patent adds great weight to the statutory presumption that features are deemed functional until proved otherwise by the party seeking trade dress protection. Where the expired patent claimed the features in question, one who seeks to establish trade dress protection must carry the heavy burden of showing that the feature is not functional, for instance by showing that it is merely an ornamental, incidental, or arbitrary aspect of the device.

In the case before us, the central advance claimed in the expired utility patents (the Sarkisian patents) is the dual-spring design; and the dual-spring design is the essential feature of the trade dress MDI now seeks to establish and to protect. The rule we have explained bars the trade dress claim, for MDI did not, and cannot, carry the burden of overcoming the strong evidentiary inference of functionality based on the disclosure of the dual-spring design in the claims of the expired patents.

The dual springs shown in the Sarkisian patents were well apart (at either end of a frame for holding a rectangular sign when one full side is the base) while the dual springs at issue here are close together (in a frame designed to hold a sign by one of its corners). As the District Court recognized, this makes little difference. The point is that the springs are necessary to the operation of the device. The fact that the springs in this very different-looking device fall within the claims of the patents is illustrated by MDI’s own position in earlier litigation. In the late 1970s, MDI engaged in a long-running intellectual property battle with a company known as Winn-Proof. Although the precise claims of the Sarkisian patents cover sign stands with springs “spaced apart,” U.S. Patent No. 3,646,696, col. 4; U.S. Patent No. 3,662,482, col. 4, the Winn-Proof sign stands (with springs much like the sign stands at issue here) were found to infringe the patents by the United States District Court for the District of Oregon, and the Court of Appeals for the Ninth Circuit affirmed the judgment. Sarkisian v. Winn-Proof Corp., 697 F.2d 1313 (1983). Although the Winn-Proof traffic sign stand (with dual springs close together) did not appear, then, to infringe the literal terms of the patent claims (which called for “spaced apart” springs), the Winn-Proof sign stand was found to infringe the patents under the doctrine of equivalents, which allows a finding of patent infringement even when the accused product does not fall within the literal terms of the claims. Id., at 13211322; see generally Warner-Jenkinson Co. v. Hilton Davis Chemical Co., 520 U.S. 17, 117 S. Ct. 1040, 137 187L. Ed. 2d 146 (1997). In light of this past ruling — a ruling procured at MDI’s own insistence — it must be concluded the products here at issue would have been covered by the claims of the expired patents.

The rationale for the rule that the disclosure of a feature in the claims of a utility patent constitutes strong evidence of functionality is well illustrated in this case. The dual-spring design serves the important purpose of keeping the sign upright even in heavy wind conditions; and, as confirmed by the statements in the expired patents, it does so in a unique and useful manner. As the specification of one of the patents recites, prior art “devices, in practice, will topple under the force of a strong wind.” U.S. Patent No. 3,662,482, col. 1. The dual-spring design allows sign stands to resist toppling in strong winds. Using a dual-spring design rather than a single spring achieves important operational advantages. For example, the specifications of the patents note that the “use of a pair of springs…as opposed to the use of a single spring to support the frame structure prevents canting or twisting of the sign around a vertical axis,” and that, if not prevented, twisting “may cause damage to the spring structure and may result in tipping of the device.” U.S. Patent No. 3,646,696, col. 3. In the course of patent prosecution, it was said that “[t]he use of a pair of spring connections as opposed to a single spring connection…forms an important part of this combination” because it “forc[es] the sign frame to tip along the longitudinal axis of the elongated ground-engaging members.” App. 218. The dual-spring design affects the cost of the device as well; it was acknowledged that the device “could use three springs but this would unnecessarily increase the cost of the device.” Id., at 217. These statements made in the patent applications and in the course of procuring the patents demonstrate the functionality of the design. MDI does not assert that any of these representations are mistaken or inaccurate, and this is further strong evidence of the functionality of the dual-spring design.

III

In finding for MDI on the trade dress issue the Court of Appeals gave insufficient recognition to the importance of the expired utility patents, and their evidentiary significance, in establishing the functionality of the device. The error likely was caused by its misinterpretation of trade dress principles in other respects. As we have noted, even if there has been no previous utility patent the party asserting trade dress has the burden to establish the nonfunctionality of alleged trade dress features. MDI could not meet this burden. Discussing trademarks, we have said “‘[i]n general terms, a product feature is functional,’ and cannot serve as a trademark, ‘if it is essential to the use or purpose of the article or if it affects the cost or quality of the article.’” Qualitex, 514 U.S., at 165, 115 S. Ct. 1300 (quoting Inwood Laboratories, Inc. v. Ives Laboratories, Inc., 456 U.S. 844, 850, n.10, 102 S. Ct. 2182, 72 L. Ed. 2d 606 (1982)). Expanding upon the meaning of this phrase, we have observed that a functional feature is one the “exclusive use of [which] would put competitors at a significant non-reputation-related disadvantage.” 514 U.S., at 165, 115 S. Ct. 1300. The Court of Appeals in the instant case seemed to interpret this language to mean that a necessary test for functionality is “whether the particular product configuration is a competitive necessity.” 200 F.3d, at 940. See also Vornado, 58 F.3d, at 1507 (“Functionality, by contrast, has been defined both by our circuit, and more recently by the Supreme Court, in terms of competitive need”). This was incorrect as a comprehensive definition. As explained in Qualitex, supra, and Inwood, 188supra, a feature is also functional when it is essential to the use or purpose of the device or when it affects the cost or quality of the device. The Qualitex decision did not purport to displace this traditional rule. Instead, it quoted the rule as Inwood had set it forth. It is proper to inquire into a “significant non-reputation-related disadvantage” in cases of esthetic functionality, the question involved in Qualitex. Where the design is functional under the Inwood formulation there is no need to proceed further to consider if there is a competitive necessity for the feature. In Qualitex, by contrast, esthetic functionality was the central question, there having been no indication that the green-gold color of the laundry press pad had any bearing on the use or purpose of the product or its cost or quality.

The Court has allowed trade dress protection to certain product features that are inherently distinctive. Two Pesos, 505 U.S., at 774, 112 S. Ct. 2753. In Two Pesos, however, the Court at the outset made the explicit analytic assumption that the trade dress features in question (decorations and other features to evoke a Mexican theme in a restaurant) were not functional. Id., at 767, n.6, 112 S. Ct. 2753. The trade dress in those cases did not bar competitors from copying functional product design features. In the instant case, beyond serving the purpose of informing consumers that the sign stands are made by MDI (assuming it does so), the dual-spring design provides a unique and useful mechanism to resist the force of the wind. Functionality having been established, whether MDI’s dual-spring design has acquired secondary meaning need not be considered.

There is no need, furthermore, to engage, as did the Court of Appeals, in speculation about other design possibilities, such as using three or four springs which might serve the same purpose. 200 F.3d, at 940. Here, the functionality of the spring design means that competitors need not explore whether other spring juxtapositions might be used. The dualspring design is not an arbitrary flourish in the configuration of MDI’s product; it is the reason the device works. Other designs need not be attempted.

Because the dual-spring design is functional, it is unnecessary for competitors to explore designs to hide the springs, say, by using a box or framework to cover them, as suggested by the Court of Appeals. Ibid. The dual-spring design assures the user the device will work. If buyers are assured the product serves its purpose by seeing the operative mechanism that in itself serves an important market need. It would be at cross-purposes to those objectives, and something of a paradox, were we to require the manufacturer to conceal the very item the user seeks.

In a case where a manufacturer seeks to protect arbitrary, incidental, or ornamental aspects of features of a product found in the patent claims, such as arbitrary curves in the legs or an ornamental pattern painted on the springs, a different result might obtain. There the manufacturer could perhaps prove that those aspects do not serve a purpose within the terms of the utility patent. The inquiry into whether such features, asserted to be trade dress, are functional by reason of their inclusion in the claims of an expired utility patent could be aided by going beyond the claims and examining the patent and its prosecution history to see if the feature in question is shown as a useful part of the invention. No such claim is made here, however. MDI in essence seeks protection for the dual-spring design alone. The asserted trade dress consists simply of the dual-spring design, four legs, a base, an upright, and a sign. MDI has pointed to nothing arbitrary about the components of its device or the way they are assembled. The Lanham Act does not exist to reward manufacturers for their innovation in 189creating a particular device; that is the purpose of the patent law and its period of exclusivity. The Lanham Act, furthermore, does not protect trade dress in a functional design simply because an investment has been made to encourage the public to associate a particular functional feature with a single manufacturer or seller. The Court of Appeals erred in viewing MDI as possessing the right to exclude competitors from using a design identical to MDI’s and to require those competitors to adopt a different design simply to avoid copying it. MDI cannot gain the exclusive right to produce sign stands using the dual-spring design by asserting that consumers associate it with the look of the invention itself. Whether a utility patent has expired or there has been no utility patent at all, a product design which has a particular appearance may be functional because it is “essential to the use or purpose of the article” or “affects the cost or quality of the article.” Inwood, 456 U.S., at 850, n.10, 102 S. Ct. 2182.

The judgment of the Court of Appeals is reversed, and the case is remanded for further proceedings consistent with this opinion.

* * *

EXERCISE

Facts. Abby-Kate Zulauf is a retired CPA and tax attorney who also enjoys software programming as a hobby. She considers herself to be a member of the “free software” community and often contributes bug fixes to the Linux kernel. Zulauf’s latest project is to create a free software-licensed tax preparation program to compete with TurboTax, TaxCut, and other commercial tax preparation products. Several aspects of her product are worth noting:

User Interface and Query System. She has designed a very elegant, inviting user interface. She chose distinctive shades of green and brown for the interface based on academic research showing how certain colors contribute to human relaxation (an important feature when doing high-stress projects such as tax preparation). She has also developed a unique query system (code named “Socrates”) that systematically walks the user through the various questions on the tax return and seems to improve both the speed and accuracy of the tax preparation.

Tax Advice Service. One feature in the software program is a button labeled “Advise Me,” which, if selected, links the user via the Internet to Zulauf’s tax preparation website, where she runs a business of answering tax questions for a fee via email. Another feature is a button labeled “Check Me,” which, if selected, sends the user’s tax return via email to Zulauf with a message requesting Zulauf to review the return.

Exercise. Advise Zulauf on how she can use trademark or trade dress protection to successfully profit from her tax software project. Discuss the pros and cons, as well as strengths and weaknesses, of various uses of trademark and trade dress. Also compare and contrast trademark or trade dress protection with the possibility of copyright or patent protection. For this exercise, begin by breaking into small groups to discuss the legal advice that you should give Zulauf. Then, with a student or 190instructor playing the role of the client Zulauf, provide legal advice to the client and react to the client’s business-side feedback on that legal advice.






	1. Although we generally refer to a single advertiser, there is no limit on the number of advertisers who can purchase a particular keyword to trigger the appearance of their ads.


	2. We did not imply in 1-800 that a website can never be a trademark. In fact, the opposite is true. See Trademark Manual of Examining Procedures §1209.03(m) (5th ed. 2007) (“A mark comprised of an Internet domain name is registrable as a trademark or service mark only if it functions as an identifier of the source of goods or services.”); see also Two Pesos, Inc. v. Taco Cabana, Inc., 505 U.S. 763, 768, 112 S. Ct. 2753, 120 L. Ed. 2d 615 (1992) (Section 43(a) of the Lanham Act protects unregistered trademarks as long as the mark could qualify for registration under the Lanham Act.); Thompson Med. Co., Inc. v. Pfizer Inc., 753 F.2d 208, 215-216 (2d Cir. 1985) (same). The question whether the plaintiff’s website address was an unregistered trademark was never properly before the 1-800 court because the plaintiff did not claim that it used its website address as a trademark.


	3. For example, instead of having a separate “sponsored links” or paid advertisement section, search engines could allow advertisers to pay to appear at the top of the “relevance” list based on a user entering a competitor’s trademark — a functionality that would be highly likely to cause consumer confusion. Alternatively, sellers of products or services could pay to have the operators of search engines automatically divert users to their website when the users enter a competitor’s trademark as a search term. Such conduct is surely not beyond judicial review merely because it is engineered through the internal workings of a computer program.
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· Chapter · 5 Patent Protection

I. INTRODUCTION

Since the founding of the United States, patents have played an important role in protecting inventions in order to create an incentive for inventive activity. Patents did not play a significant role in software protection at first. In fact, in the 1960s the leading computer manufacturers generally opposed patents on software.1 Even at this time, however, some firms did seek and obtain patent protection for software-related inventions and the USPTO’s patentability guidelines seemed to allow for patents on software inventions that were part of a patentable process for a programmed computer.2 Even so, the number of software patents remained small.

The U.S. Supreme Court seemed to close the door on software patents in 1972 in its Gottschalk v. Benson3 decision. The case involved a process that converted binary code decimals to pure binary form using a general purpose computer. The Court held that the process was simply a mathematical formula and thus not patentable subject matter under 35 U.S.C. §101. The Court expressed concern about patents of this nature stifling innovation and seemed worried that the patent at issue in the case was nothing more than a series of mental steps. The Court noted that its holding did not rule out patentability of a process involving a computer; but, as a practical matter, the Benson decision created so much uncertainty about software patents that many software firms concluded that it was not worth the effort to apply for a patent, especially the many cash-strapped start-up ventures.

Nevertheless, despite the general skepticism about software patents after Benson, some patent attorneys continued to pursue patent protection and in 1981 the Supreme Court embraced the possibility of software-related inventions in Diamond 192v. Diehr.4 The Federal Circuit5 followed this trend in several cases (most notably In re Alappat6 and State Street Bank & Trust Co. v. Signature Financial Group7), and in 1995 the USPTO liberalized its software patentability guidelines as a consequence.

This increased receptivity to the patentability of software inventions by the courts and the USPTO coincided with the general trend in copyright cases to limit the copyrightabilty of software, as you have seen in prior chapters. Patent protection thus picked up where copyright protection left off when it came to protecting the more technical aspects of software. Even though patent protection can be obtained for software, it is interesting to note that many software developers take a dim view of software patents, believing that software invention is too incremental to justify the economic costs of a statutory monopoly for improvements and questioning whether the incentive rationale justifying patent protection holds true for software development.

Despite the antipathy toward patents by many in the software industry, the number of issued software patents has taken off, fueled by digital convergence and the Internet as a platform for communication and commerce. Today patent protection for software presents some of the most important, challenging, and pressing issues facing the software industry. This chapter explores a number of those issues. In particular, the chapter looks at when software inventions qualify as the appropriate subject matter for patents; what behavior constitutes infringement in light of the fact that software is a component of a larger system and in light of the global nature of software distribution and use; and the importance of granting fair and appropriate remedies.

II. PATENTABLE SUBJECT MATTER

This Section II contains the Supreme Court’s Gottschalk v. Benson and Diamond v. Diehr decisions and the Federal Circuit’s In re Alappat decision as background reading before turning to more recent cases on patentable subject matter.

GOTTSCHALK v. BENSON

409 U.S. 63 (1972)

Justice DOUGLAS delivered the opinion of the Court.

Respondents filed in the Patent Office an application for an invention which was described as being related ‘to the processing of data by program and more particularly to the 193programmed conversion of numerical information’ in general-purpose digital computers. They claimed a method for converting binary-coded decimal (BCD) numerals into pure binary numerals. The claims were not limited to any particular art or technology, to any particular apparatus or machinery, or to any particular end use. They purported to cover any use of the claimed method in a general-purpose digital computer of any type. Claims 8 and 31 were rejected by the Patent Office but sustained by the Court of Customs and Patent Appeals.

The question is whether the method described and claimed is a ‘process’ within the meaning of the Patent Act.8

[Title 35 U.S.C. s 101 provides:


‘Whoever invents or discovers any new and useful process, machine, manufacture, or composition of matter, or any new and useful improvement thereof, may obtain a patent therefor, subject to the conditions and requirements of this title.’ — ED]



A digital computer, as distinguished from an analog computer, operates on data expressed in digits, solving a problem by doing arithmetic as a person would do it by head and hand. Some of the digits are stored as components of the computer. Others are introduced into the computer in a form which it is designed to recognize. The computer operates then upon both new and previously stored data. The general-purpose computer is designed to perform operations under many different programs.

The representation of numbers may be in the form of a time series of electrical impulses, magnetized spots on the surface of tapes, drums, or discs, charged spots on cathode-ray tube screens, the presence or absence of punched holes on paper cards, or other devices. The method or program is a sequence of coded instructions for a digital computer.

The patent sought is on a method of programming a general-purpose digital computer to convert signals from binary-coded decimal form into pure binary form. A procedure for solving a given type of mathematical problem is known as an ‘algorithm.’ The procedures set forth in the present claims are of that kind; that is to say, they are a generalized formulation for programs to solve mathematical problems of converting one form of numerical representation to another. From the generic formulation, programs may be developed as specific applications.

The decimal system uses as digits the 10 symbols 0, 1, 2, 3, 4, 5, 6, 7, 8, and 9. The value represented by any digit depends, as it does in any positional system of notation, both on its individual value and on its relative position in the numeral. Decimal numerals are written by placing digits in the appropriate positions or columns of the numerical sequence, i.e., ‘unit’ (100), ‘tens’ (101), ‘hundreds’ (102), ‘thousands’ (103), etc. Accordingly, the numeral 1492 signifies (1 103) (4 102) (9 101) (2 100).

The pure binary system of positional notation uses two symbols as digits — 0 and 1, placed in a numerical sequence with values based on consecutively ascending powers of 2. In pure binary notation, what would be the tens position is the twos position; what would be hundreds position is the fours position; what would be the thousands position is the eights. 194Any decimal number from 0 to 10 can be represented in the binary system with four digits or positions.

The BCD system using decimal numerals replaces the character for each component decimal digit in the decimal numeral with the corresponding four-digit binary numeral, shown in the righthand column of the table. Thus decimal 53 is represented as 0101 0011 in BCD, because decimal 5 is equal to binary 0101 and decimal 3 is equivalent to binary 0011. In pure binary notation, however, decimal 53 equals binary 110101. The conversion of BCD numerals to pure binary numerals can be done mentally through use of the foregoing table. The method sought to be patented varies the ordinary arithmetic steps a human would use by changing the order of the steps, changing the symbolism for writing the multiplier used in some steps, and by taking subtotals after each successive operation. The mathematical procedures can be carried out in existing computers long in use, no new machinery being necessary. And, as noted, they can also be performed without a computer.

The Court stated in Mackay Co. v. Radio Corp., 306 U.S. 86, 94 that ‘(w)hile a scientific truth, or the mathematical expression of it, is not patentable invention, a novel and useful structure created with the aid of knowledge of scientific truth may be.’ That statement followed the longstanding rule that ‘(a)n idea of itself is not patentable.’ Rubber-Tip Pencil Co. v. Howard, 20 Wall. (87 U.S.) 498, 507, 22 L. Ed. 410. ‘A principle, in the abstract, is a fundamental truth; an original cause; a motive; these cannot be patented, as no one can claim in either of them an exclusive right.’ Le Roy v. Tatham, 14 How. (55 U.S.) 156, 175, 14 L. Ed. 367. Phenomena of nature, though just discovered, mental processes, and abstract intellectual concepts are not patentable, as they are the basic tools of scientific and technological work. As we stated in Funk Bros. Seed Co. v. Kalo Co., 333 U.S. 127, 130, 68 S. Ct. 440, 441, 92 L. Ed. 588, ‘He who discovers a hitherto unknown phenomenon of nature has no claim to a monopoly of it which the law recognizes. If there is to be invention from such a discovery, it must come from the application of the law of nature to a new and useful end.’ We dealt there with a ‘product’ claim, while the present case deals with a ‘process’ claim. But we think the same principle applies.

Here the ‘process’ claim is so abstract and sweeping as to cover both known and unknown uses of the BCD to pure binary conversion. The end use may (1) vary from the operation of a train to verification of drivers’ licenses to researching the law books for precedents and (2) be performed through any existing machinery or future-devised machinery or without any apparatus.

In O’Reilly v. Morse, 15 How. (56 U.S.) 62, 14 L. Ed. 601, Morse was allowed a patent for a process of using electromagnetism to produce distinguishable signs for telegraphy. Id., at 111, 14 L. Ed. 601. But the Court denied the eighth claim in which Morse claimed the use of ‘electromagnetism, however developed for marking or printing intelligible characters, signs, or letters, at any distances.’ Id., at 112. The Court in disallowing that claim said, ‘If this claim can be maintained, it matters not by what process or machinery the result is accomplished. For aught that we now know, some future inventor, in the onward march of science, may discover a mode of writing or printing at a distance by means of the electric or galvanic current, without using any part of the process or combination set forth in the plaintiff’s specification. His invention may be less complicated — less liable to get out of order — less expensive in construction, and in its operation. But yet, if it is covered by this patent, the 195inventor could not use it, nor the public have the benefit of it, without the permission of this patentee.’ Id., at 113, 14 L. Ed. 601.

In The Telephone Cases, 126 U.S. 1, 534, 8 S. Ct. 778, 782, 31 L. Ed. 863, the Court explained the Morse case as follows: ‘The effect of that decision was, therefore, that the use of magnetism as a motive power, without regard to the particular process with which it was connected in the patent, could not be claimed, but that its use in that connection could.’ Bell’s invention was the use of electric current to transmit vocal or other sounds. The claim was not ‘for the use of a current of electricity in its natural state as it comes from the battery, but for putting a continuous current, in a closed circuit, into a certain specified condition, suited to the transmission of vocal and other sounds, and using it in that condition for that purpose.’ Ibid. The claim, in other words, was not ‘one for the use of electricity distinct from the particular process with which it is connected in his patent.’ Id., at 535, 8 S. Ct., at 782. The patent was for that use of electricity ‘both for the magneto and variable resistance methods’. Id., at 538, 8 S. Ct., at 784. Bell’s claim, in other words, was not one for all telephonic use of electricity.

In Corning v. Burden, 15 How. (56 U.S.) 252, 267-268, 14 L. Ed. 683, the Court said, ‘One may discover a new and useful improvement in the process of tanning, dyeing, etc., irrespective of any particular form of machinery or mechanical device.’ The examples, given were the ‘arts of tanning, dyeing, making waterproof cloth, vulcanizing India rubber, smelting ores.’ Id., at 267, 14 L. Ed. 683. Those are instances, however, where the use of chemical substances or physical acts, such as temperature control, changes articles or materials. The chemical process or the physical acts which transform the raw material are, however, sufficiently definite to confine the patent monopoly within rather definite bounds.

Cochrane v. Deener, 94 U.S. 780, 24 L. Ed. 139, involved a process for manufacturing flour so as to improve its quality. The process first separated the superfine flour and then removed impurities from the middlings by blasts of air, reground the middlings, and then combined the product with the superfine. Id., at 785, 24 L. Ed. 139. The claim was not limited to any special arrangement of machinery. Ibid. The Court said,


That a process may be patentable, irrespective of the particular form of the instrumentalities used, cannot be disputed. If one of the steps of a process be that a certain substance is to be reduced to a powder, it may not be at all material what instrument or machinery is used to effect that object, whether a hammer, a pestle and mortar, or a mill. Either may be pointed out; but if the patent is not confined to that particular tool or machine, the use of the others would be an infringement, the general process being the same. A process is a mode of treatment of certain materials to produce a given result. It is an act, or a series of acts, performed upon the subject-matter to be transformed and reduced to a different state or thing. Id., at 787-788, 24 L. Ed. 139.



Transformation and reduction of an article ‘to a different state or thing’ is the clue to the patentability of a process claim that does not include particular machines. So it is that a patent in the process of ‘manufacturing fat acids and glycerine from fatty bodies by the action of water at a high temperature and pressure’ was sustained in Tilghman v. Proctor, 102 U.S. 707, 721, 26 L. Ed. 279. The Court said, ‘The chemical principle or scientific fact upon which it is 196founded is, that the elements of neutral fat require to be severally united with an atomic equivalent of water in order to separate from each other and become free. This chemical fact was not discovered by Tilghman. He only claims to have invented a particular mode of bringing about the desired chemical union between the fatty elements and water.’ Id., at 729, 26 L. Ed. 279.

Expanded Metal Co. v. Bradford, 214 U.S. 366, 29 S. Ct. 652, 53 L. Ed. 1034, sustained a patent on a ‘process’ for expanding metal. A process ‘involving mechanical operations, and producing a new and useful result,’ id., at 385-386, 29 S. Ct., at 657, was held to be a patentable process, process patents not being limited to chemical action.

Smith v. Snow, 294 U.S. 1, 55 S. Ct. 279, 79 L. Ed. 721, and Waxham v. Smith, 294 U.S. 20, 55 S. Ct. 277, 79 L. Ed. 733, involved a process for setting eggs in staged incubation and applying mechanically circulated currents of air to the eggs. The Court, in sustaining the function performed (the hatching of eggs) and the means or process by which that is done, said:


By the use of materials in a particular manner, he secured the performance of the function by a means which had never occurred in nature and had not been anticipated by the prior art; this is a patentable method or process. . . . A method, which may be patented irrespective of the particular form of the mechanism which may be availed of for carrying it into operation, is not to be rejected as ‘functional’ merely because the specifications show a machine capable of using it. 294 U.S., at 22, 55 S. Ct., at 278.



It is argued that a process patent must either be tied to a particular machine or apparatus or must operate to change articles or materials to a ‘different state or thing.’ We do not hold that no process patent could ever qualify if it did not meet the requirements of our prior precedents. It is said that the decision precludes a patent for any program servicing a computer. We do not so hold. It is said that we have before us a program for a digital computer but extend our holding to programs for analog computers. We have, however, made clear from the start that we deal with a program only for digital computers. It is said we freeze process patents to old technologies, leaving no room for the revelations of the new, onrushing technology. Such is not our purpose. What we come down to in a nutshell is the following.

It is conceded that one may not patent an idea. But in practical effect that would be the result if the formula for converting BCD numerals to pure binary numerals were patented in this case. The mathematical formula involved here has no substantial practical application except in connection with a digital computer, which means that if the judgment below is affirmed, the patent would wholly pre-empt the mathematical formula and in practical effect would be a patent on the algorithm itself.

It may be that the patent laws should be extended to cover these programs, a policy matter to which we are not competent to speak. The President’s Commission on the Patent System rejected the proposal that these programs be patentable:


Uncertainty now exists as to whether the statute permits a valid patent to be granted on programs. Direct attempts to patent programs have been rejected on the ground of nonstatutory subject matter. Indirect attempts to obtain patents and avoid the rejection, by drafting claims as a process, or a machine or components thereof 197programmed in a given manner, rather than as a program itself, have confused the issue further and should not be permitted.

The Patent Office now cannot examine applications for programs because of a lack of a classification technique and the requisite search files. Even if these were available, reliable searches would not be feasible or economic because of the tremendous volume of prior art being generated. Without this search, the patenting of programs would be tantamount to mere registration and the presumption of validity would be all but nonexistent.

It is noted that the creation of programs has under-gone substantial and satisfactory growth in the absence of patent protection and that copyright protection for programs is presently available.



If these programs are to be patentable, considerable problems are raised which only committees of Congress can manage, for broad powers of investigation are needed, including hearings which canvass the wide variety of views which those operating in this field entertain. The technological problems tendered in the many briefs before us indicate to us that considered action by the Congress is needed.

Reversed.

* * *

DIAMOND v. DIEHR

450 U.S. 175 (1981)

Justice REHNQUIST delivered the opinion of the Court.

We granted certiorari to determine whether a process for curing synthetic rubber which includes in several of its steps the use of a mathematical formula and a programmed digital computer is patentable subject matter under 35 U.S.C. §101.

I

The patent application at issue was filed by the respondents on August 6, 1975. The claimed invention is a process for molding raw, uncured synthetic rubber into cured precision products. The process uses a mold for precisely shaping the uncured material under heat and pressure and then curing the synthetic rubber in the mold so that the product will retain its shape and be functionally operative after the molding is completed.

Respondents claim that their process ensures the production of molded articles which are properly cured. Achieving the perfect cure depends upon several factors including the thickness of the article to be molded, the temperature of the molding process, and the amount of time that the article is allowed to remain in the press. It is possible using wellknown time, temperature, and cure relationships to calculate by means of the Arrhenius equation when to open the press and remove the cured product. Nonetheless, according to the respondents, the industry has not been able to obtain uniformly accurate cures because the temperature of the molding press could not be precisely measured, thus making it difficult to do the necessary computations to determine cure time. Because the temperature inside the press has heretofore been viewed as an uncontrollable variable, the conventional industry practice has been to calculate the cure time as the shortest time in which all parts of the 198product will definitely be cured, assuming a reasonable amount of mold-opening time during loading and unloading. But the shortcoming of this practice is that operating with an uncontrollable variable inevitably led in some instances to overestimating the mold-opening time and overcuring the rubber, and in other instances to underestimating that time and undercuring the product.

Respondents characterize their contribution to the art to reside in the process of constantly measuring the actual temperature inside the mold. These temperature measurements are then automatically fed into a computer which repeatedly recalculates the cure time by use of the Arrhenius equation. When the recalculated time equals the actual time that has elapsed since the press was closed, the computer signals a device to open the press. According to the respondents, the continuous measuring of the temperature inside the mold cavity, the feeding of this information to a digital computer which constantly recalculates the cure time, and the signaling by the computer to open the press, are all new in the art.

The patent examiner rejected the respondents’ claims on the sole ground that they were drawn to nonstatutory subject matter under 35 U.S.C. §101. He determined that those steps in respondents’ claims that are carried out by a computer under control of a stored program constituted nonstatutory subject matter under this Court’s decision in Gottschalk v. Benson, 409 U.S. 63 (1972). The remaining steps — Installing rubber in the press and the subsequent closing of the press — were “conventional and necessary to the process and cannot be the basis of patentability.” The examiner concluded that respondents’ claims defined and sought protection of a computer program for operating a rubber-molding press. The Patent and Trademark Office Board of Appeals agreed with the examiner, but the Court of Customs and Patent Appeals reversed. In re Diehr, 602 F.2d 982 (1979).

II

Last Term in Diamond v. Chakrabarty, 447 U.S. 303 (1980), this Court discussed the historical purposes of the patent laws and in particular 35 U.S.C. §101. As in Chakrabarty, we must here construe 35 U.S.C. §101 which provides:


“Whoever, invents or discovers any new and useful process, machine, manufacture, or composition of matter, or any new and useful improvement thereof, may obtain a patent therefor, subject to the conditions and requirements of this title.”9



In cases of statutory construction, we begin with the language of the statute. Unless otherwise defined, “words will be interpreted as taking their ordinary, contemporary, common meaning,” Perrin v. United States, 444 U.S. 37 (1979), and, in dealing with the patent laws, we have more than once cautioned that “courts ‘should not read into the patent laws limitations and conditions which the legislature has not expressed.’” Diamond v. Chakrabarty, supra, at 308.

The Patent Act of 1793 defined statutory subject matter as “any new and useful art, machine, manufacture or composition of matter, or any new or useful improvement [thereof].” Act of Feb. 21, 1793, ch. 11, §1, 1 Stat. 318. Not until the patent laws were 199recodified in 1952 did Congress replace the word “art” with the word “process.” It is that latter word which we confront today, and in order to determine its meaning we may not be unmindful of the Committee Reports accompanying the 1952 Act which inform us that Congress intended statutory subject matter to “include anything under the sun that is made by man.” S. Rep. No. 1979, 82d Cong., 2d Sess., 5 (1952); H.R. Rep. No.1923, 82d Cong., 2d Sess., 6 (1952), U.S. Code Cong. & Admin. News 1952, pp. 2394, 2399.

Although the term “process” was not added to 35 U.S.C. §101 until 1952 a process has historically enjoyed patent protection because it was considered a form of “art” as that term was used in the 1793 Act. In defining the nature of a patentable process, the Court stated:


That a process may be patentable, irrespective of the particular form of the instrumentalities used, cannot be disputed. . . . A process is a mode of treatment of certain materials to produce a given result. It is an act, or a series of acts, performed upon the subject-matter to be transformed and reduced to a different state or thing. If new and useful, it is just as patentable as is a piece of machinery. In the language of the patent law, it is an art. The machinery pointed out as suitable to perform the process may or may not be new or patentable; whilst the process itself may be altogether new, and produce an entirely new result. The process requires that certain things should be done with certain substances, and in a certain order; but the tools to be used in doing this may be of secondary consequence. Cochrane v. Deener, 94 U.S. 780, 787-788 (1877).



Analysis of the eligibility of a claim of patent protection for a “process” did not change with the addition of that term to §101. Recently, in Gottschalk v. Benson, 409 U.S. 63 (1972), we repeated the above definition recited in Cochrane v. Deener, adding: “Transformation and reduction of an article ‘to a different state or thing’ is the clue to the patentability of a process claim that does not include particular machines.” 409 U.S. at 70.

Analyzing respondents’ claims according to the above statements from our cases, we think that a physical and chemical process for molding precision synthetic rubber products falls within the §101 categories of possibly patentable subject matter. That respondents’ claims involve the transformation of an article, in this case raw, uncured synthetic rubber, into a different state or thing cannot be disputed. The respondents’ claims describe in detail a step-by-step method for accomplishing such, beginning with the loading of a mold with raw, uncured rubber and ending with the eventual opening of the press at the conclusion of the cure. Industrial processes such as this are the types which have historically been eligible to receive the protection of our patent laws.

III

Our conclusion regarding respondents’ claims is not altered by the fact that in several steps of the process a mathematical equation and a programmed digital computer are used. This Court has undoubtedly recognized limits to §101 and every discovery is not embraced within the statutory terms. Excluded from such patent protection are laws of nature, natural phenomena, and abstract ideas. Only last Term, we explained:


[A] new mineral discovered in the earth or a new plant found in the wild is not patentable subject matter. Likewise, Einstein could not patent his celebrated law that 200E=mc2; nor could Newton have patented the law of gravity. Such discoveries are “manifestations of…nature, free to all men and reserved exclusively to none.” Diamond v. Chakrabarty, 447 U.S., at 309, 100 S.Ct., at 2208, quoting Funk Bros. Seed Co. v. Kalo Inoculant Co., supra, at 130, 68 S.Ct., at 441.



Our recent holdings in Gottschalk v. Benson, supra, and Parker v. Flook, supra, both of which are computer-related, stand for no more than these long-established principles. In Benson, we held unpatentable claims for an algorithm used to convert binary code decimal numbers to equivalent pure binary numbers. The sole practical application of the algorithm was in connection with the programming of a general purpose digital computer. We defined “algorithm” as a “procedure for solving a given type of mathematical problem,” and we concluded that such an algorithm, or mathematical formula, is like a law of nature, which cannot be the subject of a patent.

In contrast, the respondents here do not seek to patent a mathematical formula. Instead, they seek patent protection for a process of curing synthetic rubber. Their process admittedly employs a well-known mathematical equation, but they do not seek to pre-empt the use of that equation. Rather, they seek only to foreclose from others the use of that equation in conjunction with all of the other steps in their claimed process. These include installing rubber in a press, closing the mold, constantly determining the temperature of the mold, constantly recalculating the appropriate cure time through the use of the formula and a digital computer, and automatically opening the press at the proper time. Obviously, one does not need a “computer” to cure natural or synthetic rubber, but if the computer use incorporated in the process patent significantly lessens the possibility of “overcuring” or “undercuring,” the process as a whole does not thereby become unpatentable subject matter.

Our earlier opinions lend support to our present conclusion that a claim drawn to subject matter otherwise statutory does not become nonstatutory simply because it uses a mathematical formula, computer program, or digital computer. In Gottschalk v. Benson, we noted: “It is said that the decision precludes a patent for any program servicing a computer. We do not so hold.” 409 U.S., at 71. Similarly, in Parker v. Flook, we stated that “a process is not unpatentable simply because it contains a law of nature or a mathematical algorithm.” 437 U.S., at 590. It is now commonplace that an application of a law of nature or mathematical formula to a known structure or process may well be deserving of patent protection. As Justice Stone explained four decades ago:


While a scientific truth, or the mathematical expression of it, is not a patentable invention, a novel and useful structure created with the aid of knowledge of scientific truth may be. Mackay Radio & Telegraph Co. v. Radio of America, 306 U.S. 86 (1939).



We think this statement in Mackay takes us a long way toward the correct answer in this case. Arrhenius’ equation is not patentable in isolation, but when a process for curing rubber is devised which incorporates in it a more efficient solution of the equation, that process is at the very least not barred at the threshold by §101.

In determining the eligibility of respondents’ claimed process for patent protection under §101, their claims must be considered as a whole. It is inappropriate to dissect the claims into old and new elements and then to ignore the presence of the old elements in the analysis. This is particularly true in a process claim because a new combination of steps in a process 201may be patentable even though all the constituents of the combination were well known and in common use before the combination was made. The “novelty” of any element or steps in a process, or even of the process itself, is of no relevance in determining whether the subject matter of a claim falls within the §101 categories of possibly patentable subject matter.

It has been urged that novelty is an appropriate consideration under §101. Presumably, this argument results from the language in §101 referring to any “new and useful” process, machine, etc. Section 101, however, is a general statement of the type of subject matter that is eligible for patent protection “subject to the conditions and requirements of this title.” Specific conditions for patentability follow and §102 covers in detail the conditions relating to novelty. The question therefore of whether a particular invention is novel is “wholly apart from whether the invention falls into a category of statutory subject matter.” In re Bergy, 596 F.2d 952, 961 (Cust. & Pat. App., 1979). See also Nickola v. Peterson, 580 F.2d 898 (CA6 1978). The legislative history of the 1952 Patent Act is in accord with this reasoning. The Senate Report stated:


Section 101 sets forth the subject matter that can be patented, ‘subject to the conditions and requirements of this title.’ The conditions under which a patent may be obtained follow, and Section 102 covers the conditions relating to novelty. S. Rep. No. 1979, 82d Cong., 2d Sess., 5 (1952), U.S. Code Cong. & Admin. News, 1952, p. 2399 (emphasis supplied).



It is later stated in the same Report:


Section 102, in general, may be said to describe the statutory novelty required for patentability, and includes, in effect, an amplification and definition of “new” in section 101. Id., at 6, U.S. Code Cong. & Admin. News, 1952, p. 2399.



Finally, it is stated in the “Revision Notes”:


The corresponding section of [the] existing statute is split into two sections, section 101 relating to the subject matter for which patents may be obtained, and section 102 defining statutory novelty and stating other conditions for patentability. Id., at 17, U.S. Code Cong. & Admin. News, 1952, p. 2409.



In this case, it may later be determined that the respondents’ process is not deserving of patent protection because it fails to satisfy the statutory conditions of novelty under §102 or nonobviousness under §103. A rejection on either of these grounds does not affect the determination that respondents’ claims recited subject matter which was eligible for patent protection under §101.

IV

We have before us today only the question of whether respondents’ claims fall within the §101 categories of possibly patentable subject matter. We view respondents’ claims as nothing more than a process for molding rubber products and not as an attempt to patent a mathematical formula. We recognize, of course, that when a claim recites a mathematical formula (or scientific principle or phenomenon of nature), an inquiry must be made into whether the claim is seeking patent protection for that formula in the abstract. A 202mathematical formula as such is not accorded the protection of our patent laws, Gottschalk v. Benson, 409 U.S. 63 (1972), and this principle cannot be circumvented by attempting to limit the use of the formula to a particular technological environment. Parker v. Flook, 437 U.S. 584 (1978). Similarly, insignificant post-solution activity will not transform an unpatentable principle into a patentable process. To hold otherwise would allow a competent draftsman to evade the recognized limitations on the type of subject matter eligible for patent protection. On the other hand, when a claim containing a mathematical formula implements or applies that formula in a structure or process which, when considered as a whole, is performing a function which the patent laws were designed to protect (e.g., transforming or reducing an article to a different state or thing), then the claim satisfies the requirements of §101. Because we do not view respondents’ claims as an attempt to patent a mathematical formula, but rather to be drawn to an industrial process for the molding of rubber products, we affirm the judgment of the Court of Customs and Patent Appeals.

* * *

In re ALAPPAT

33 F.3d 1526 (Fed. Cir. 1994)

RICH, Circuit Judge.

I JURISDICTION

…

II. THE MERITS

A. Alappat’s Invention

Alappat’s invention relates generally to a means for creating a smooth waveform display in a digital oscilloscope. The screen of an oscilloscope is the front of a cathode-ray tube (CRT), which is like a TV picture tube, whose screen, when in operation, presents an array (or raster) of pixels arranged at intersections of vertical columns and horizontal rows, a pixel being a spot on the screen which may be illuminated by directing an electron beam to that spot, as in TV. Each column in the array represents a different time period, and each row represents a different magnitude. An input signal to the oscilloscope is sampled and digitized to provide a waveform data sequence (vector list), wherein each successive element of the sequence represents the magnitude of the waveform at a successively later time. The waveform data sequence is then processed to provide a bit map, which is a stored data array indicating which pixels are to be illuminated. The waveform ultimately displayed is formed by a group of vectors, wherein each vector has a straight line trajectory between two points on the screen at elevations representing the magnitudes of two successive input signal samples and at horizontal positions representing the timing of the two samples.

Because a CRT screen contains a finite number of pixels, rapidly rising and falling portions of a waveform can appear discontinuous or jagged due to differences in the elevation of horizontally contiguous pixels included in the waveform. In addition, the presence of “noise” in an input signal can cause portions of the waveform to oscillate between contiguous pixel 203rows when the magnitude of the input signal lies between values represented by the elevations of the two rows. Moreover, the vertical resolution of the display may be limited by the number of rows of pixels on the screen. The noticeability and appearance of these effects is known as aliasing.

To overcome these effects, Alappat’s invention employs an anti-aliasing system wherein each vector making up the waveform is represented by modulating the illumination intensity of pixels having center points bounding the trajectory of the vector. The intensity at which each of the pixels is illuminated depends upon the distance of the center point of each pixel from the trajectory of the vector. Pixels lying squarely on the waveform trace receive maximum illumination, whereas pixels lying along an edge of the trace receive illumination decreasing in intensity proportional to the increase in the distance of the center point of the pixel from the vector trajectory. Employing this anti-aliasing technique eliminates any apparent discontinuity, jaggedness, or oscillation in the waveform, thus giving the visual appearance of a smooth continuous waveform. In short, and in lay terms, the invention is an improvement in an oscilloscope comparable to a TV having a clearer picture.

B. The Rejected Claims

Claim 15, the only independent claim in issue, reads:


A rasterizer for converting vector list data representing sample magnitudes of an input waveform into anti-aliased pixel illumination intensity data to be displayed on a display means comprising:

(a) means for determining the vertical distance between the endpoints of each of the vectors in the data list;

(b) means for determining the elevation of a row of pixels that is spanned by the vector;

(c) means for normalizing the vertical distance and elevation; and

(d) means for outputting illumination intensity data as a predetermined function of the normalized vertical distance and elevation.



C. The Examiner’s Rejection and Board Reviews

The Examiner’s final rejection of claim 15 was under 35 U.S.C. §101 “because the claimed invention is non statutory subject matter,” and the original three-member Board panel reversed this rejection. The Board of Patent Appeals, on reconsideration, affirmed the Examiner’s rejection.

D. Analysis

(1)

[Omitted]

(2) Section 101

The reconsideration Board majority affirmed the Examiner’s rejection of claim 15 on the basis that these claims are not directed to statutory subject matter as defined in §101, which reads:

204


Whoever invents or discovers any new and useful process, machine, manufacture, or composition of matter, or any new and useful improvement thereof, may obtain a patent therefor, subject to the conditions and requirements of this title.



Claim 15, properly construed, claims a machine, namely, a rasterizer “for converting vector list data representing sample magnitudes of an input waveform into anti-aliased pixel illumination intensity data to be displayed on a display means,” which machine is made up of, at the very least, the specific structures disclosed in Alappat’s specification corresponding to the means-plus-function elements (a)–(d) recited in the claim. According to Alappat, the claimed rasterizer performs the same overall function as prior art rasterizers, but does so in a different way, which is represented by the combination of four elements claimed in meansplus-function terminology. Because claim 15 is directed to a “machine,” which is one of the four categories of patentable subject matter enumerated in §101, claim 15 appears on its face to be directed to §101 subject matter.

This does not quite end the analysis, however, because the Board majority argues that the claimed subject matter falls within a judicially created exception to §101 which the majority refers to as the “mathematical algorithm” exception. Although the PTO has failed to support the premise that the “mathematical algorithm” exception applies to true apparatus claims, we recognize that our own precedent suggests that this may be the case. See In re Johnson, 589 F.2d 1070, 1077(CCPA 1978) (“Benson [referring to Gottschalk v. Benson, 409 U.S. 63, 93 S. Ct. 253, 34 L. Ed. 2d 273 (1972)] applies equally whether an invention is claimed as an apparatus or process, because the form of the claim is often an exercise in drafting.”). Even if the mathematical subject matter exception to §101 does apply to true apparatus claims, the claimed subject matter in this case does not fall within that exception.

(a)

The plain and unambiguous meaning of §101 is that any new and useful process, machine, manufacture, or composition of matter, or any new and useful improvement thereof, may be patented if it meets the requirements for patentability set forth in Title 35, such as those found in §§102, 103, and 112. The use of the expansive term “any” in §101 represents Congress’s intent not to place any restrictions on the subject matter for which a patent may be obtained beyond those specifically recited in §101 and the other parts of Title 35. Indeed, the Supreme Court has acknowledged that Congress intended §101 to extend to “anything under the sun that is made by man.” Diamond v. Chakrabarty, 447 U.S. 303, 309 (1980), quoting S. Rep. No. 1979, 82nd Cong., 2nd Sess., 5 (1952); H.R. Rep. No. 1923, 82nd Cong., 2nd Sess., 6 (1952). Thus, it is improper to read into §101 limitations as to the subject matter that may be patented where the legislative history does not indicate that Congress clearly intended such limitations. See Chakrabarty, 447 U.S. at 308 (“We have also cautioned that courts ‘should not read into the patent laws limitations and conditions which the legislature has not expressed.’”).

Despite the apparent sweep of §101, the Supreme Court has held that certain categories of subject matter are not entitled to patent protection. In Diamond v. Diehr, 450 U.S. (1981), its most recent case addressing §101, the Supreme Court explained that there are three categories of subject matter for which one may not obtain patent protection, namely “laws of nature, natural phenomena, and abstract ideas.” Diehr, 450 U.S. at 185. Of relevance to 205this case, the Supreme Court also has held that certain mathematical subject matter is not, standing alone, entitled to patent protection. See Diehr, 450 U.S. 175; Parker v. Flook, 437 U.S. 584; Gottschalk v. Benson, 409 U.S. 63. A close analysis of Diehr, Flook, and Benson reveals that the Supreme Court never intended to create an overly broad, fourth category of subject matter excluded from §101. Rather, at the core of the Court’s analysis in each of these cases lies an attempt by the Court to explain a rather straightforward concept, namely, that certain types of mathematical subject matter, standing alone, represent nothing more than abstract ideas until reduced to some type of practical application, and thus that subject matter is not, in and of itself, entitled to patent protection.

The Supreme Court has not been clear, however, as to whether such subject matter is excluded from the scope of §101 because it represents laws of nature, natural phenomena, or abstract ideas. See Diehr, 450 U.S. at 186 (viewed mathematical algorithm as a law of nature); Benson, 409 U.S. at 71-72 (treated mathematical algorithm as an “idea”). The Supreme Court also has not been clear as to exactly what kind of mathematical subject matter may not be patented. The Supreme Court has used, among others, the terms “mathematical algorithm,” “mathematical formula,” and “mathematical equation” to describe types of mathematical subject matter not entitled to patent protection standing alone. The Supreme Court has not set forth, however, any consistent or clear explanation of what it intended by such terms or how these terms are related, if at all.

Diehr also demands that the focus in any statutory subject matter analysis be on the claim as a whole. Indeed, the Supreme Court stated in Diehr:


[W]hen a claim containing a mathematical formula [, mathematical equation, mathematical algorithm, or the like,] implements or applies that formula [, equation, algorithm, or the like,] in a structure or process which, when considered as a whole, is performing a function which the patent laws were designed to protect (e.g., transforming or reducing an article to a different state or thing), then the claim satisfies the requirements of §101.



Diehr, 450 U.S. at 192. It is thus not necessary to determine whether a claim contains, as merely a part of the whole, any mathematical subject matter which standing alone would not be entitled to patent protection. Indeed, because the dispositive inquiry is whether the claim as a whole is directed to statutory subject matter, it is irrelevant that a claim may contain, as part of the whole, subject matter which would not be patentable by itself.

(b)

Given the foregoing, the proper inquiry in dealing with the so called mathematical subject matter exception to §101 alleged herein is to see whether the claimed subject matter as a whole is a disembodied mathematical concept, whether categorized as a mathematical formula, mathematical equation, mathematical algorithm, or the like, which in essence represents nothing more than a “law of nature,” “natural phenomenon,” or “abstract idea.” If so, Diehr precludes the patenting of that subject matter. That is not the case here.

Although many, or arguably even all, of the means elements recited in claim 15 represent circuitry elements that perform mathematical calculations, which is essentially true of all digital electrical circuits, the claimed invention as a whole is directed to a combination of 206interrelated elements which combine to form a machine for converting discrete waveform data samples into anti-aliased pixel illumination intensity data to be displayed on a display means. This is not a disembodied mathematical concept which may be characterized as an “abstract idea,” but rather a specific machine to produce a useful, concrete, and tangible result.

The fact that the four claimed means elements function to transform one set of data to another through what may be viewed as a series of mathematical calculations does not alone justify a holding that the claim as a whole is directed to nonstatutory subject matter. Indeed, claim 15 as written is not “so abstract and sweeping” that it would “wholly pre-empt” the use of any apparatus employing the combination of mathematical calculations recited therein. See Benson, 409 U.S. at 68-72 (1972). Rather, claim 15 is limited to the use of a particularly claimed combination of elements performing the particularly claimed combination of calculations to transform, i.e., rasterize, digitized waveforms (data) into anti-aliased, pixel illumination data to produce a smooth waveform.

Furthermore, the claim preamble’s recitation that the subject matter for which Alappat seeks patent protection is a rasterizer for creating a smooth waveform is not a mere field-ofuse label having no significance. Indeed, the preamble specifically recites that the claimed rasterizer converts waveform data into output illumination data for a display, and the means elements recited in the body of the claim make reference not only to the inputted waveform data recited in the preamble but also to the output illumination data also recited in the preamble. Claim 15 thus defines a combination of elements constituting a machine for producing an anti-aliased waveform.

The reconsideration Board majority also erred in its reasoning that claim 15 is unpatentable merely because it “reads on a general purpose digital computer ‘means’ to perform the various steps under program control.” Alappat, 23 USPQ2d at 1345. Alappat admits that claim 15 would read on a general purpose computer programmed to carry out the claimed invention, but argues that this alone also does not justify holding claim 15 unpatentable as directed to nonstatutory subject matter. We agree. We have held that such programming creates a new machine, because a general purpose computer in effect becomes a special purpose computer once it is programmed to perform particular functions pursuant to instructions from program software. In re Freeman, 573 F.2d 1237, 1247 n.11 (CCPA 1978); In re Noll, 545 F.2d 141, 148 (CCPA 1976); In re Prater, 415 F.2d at 1403 n.29.

The Board majority argued that the fact that claim 15 reads on a programmed digital computer further justifies treating claim 15 as a process claim. We disagree.

Under the Board majority’s reasoning, a programmed general purpose computer could never be viewed as patentable subject matter under §101. This reasoning is without basis in the law. The Supreme Court has never held that a programmed computer may never be entitled to patent protection. Indeed, the Benson court specifically stated that its decision therein did not preclude “a patent for any program servicing a computer.” Benson, 409 U.S. at 71. Consequently, a computer operating pursuant to software may represent patentable subject matter, provided, of course, that the claimed subject matter meets all of the other requirements of Title 35. In any case, a computer, like a rasterizer, is apparatus not mathematics.
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CONCLUSION

For the foregoing reasons, the appealed decision of the Board affirming the examiner’s rejection is

REVERSED.

NEWMAN, Circuit Judge, concurring.

I

I join the opinion authored for the court by Judge Rich. I write separately to state additional views on the basic question of this case: that of statutory subject matter. This question has been dominant in the PTO’s administration of its responsibilities with respect to computer-related inventions. I explore this subject in the context of the statutory purposes of Title 35, and specifically the issues of 35 U.S.C. §101 that are raised in this appeal. The Board’s historical practice of giving §101 the narrowest possible reading — even were that ever a valid administrative policy — is out of place in a world that has become totally dependent on technology, and in which the laws governing technological innovation have direct consequences for industrial growth. Governmental timidity in the face of scientific and technologic change is not only unnecessary: it is unsupportable.

The boundary between patentable and unpatentable subject matter is not always a bright line. A good example is the function of mathematics in modern technology. Mathematics is not only a set of abstract principles, but a powerful vehicle of applied technology — just as chemistry is both a set of scientific principles and a vehicle of applied technology. The Board’s underlying error in its Alappat decision arose from failure to distinguish between abstract mathematical principles and their practical applications.

II

Phenomena of nature and abstract scientific and mathematical principles have always been excluded from the patent system. Some have justified this exclusion simply on the ground of lack of “utility”; some on the ground of lack of “novelty”; and some on the ground that laws of nature, albeit newly discovered, are the heritage of humankind. On whatever theory, the unpatentability of the principle does not defeat patentability of its practical applications. See, e.g., O’Reilly v. Morse, 56 U.S. (15 How.) 62, 14 L. Ed. 601 (1854).

Most technologic inventions involve the application of scientific principles and phenomena of nature to specific purposes. It is these purposes that are the subject matter of 35 U.S.C. §101, and we need not decide such interesting epistemological questions as whether mathematical formulae exist in nature, or are created by mathematicians in the way that chemical compounds are created by chemists. However, the distinction between principle and practice was not observed in the Board’s decision on Mr. Alappat’s invention.

The theme underlying the Board’s rejection of the Alappat claims was that since mathematical steps were involved, and were performable by computer, Alappat was claiming a mathematical algorithm such as was held unpatentable in Gottschalk v. Benson, 409 U.S. 63 (1972). However, as is explained by Judge Rich, Alappat is claiming a rasterizer of an oscilloscope and similar devices of applied technology. The flaw contained in the Board’s premise as applied to Alappat was recognized in Diamond v. Diehr, 450 U.S. 175 (1981), the Court explaining that “A claim drawn to subject matter otherwise statutory does not become 208nonstatutory simply because it uses a mathematical formula, computer program or digital computer.” Id. at 187. It is conspicuous that the Board in its opinion cited only Benson, suggesting a failure of appreciation of the evolution in Supreme Court and this court’s jurisprudence.

Alappat’s rasterizer is an electronic device for displaying a smooth waveform by selective illumination of pixels. The Alappat rasterizer operates by performing a sequence of steps in accordance with instructions that are generated electronically. This operation requires several mathematical calculations that are performed with the aid of microelectronic circuitry, and can be performed by a digital computer. The structure resides in the configuration by which the device operates, as Judge Rich has explained, and is independent of how that configuration is provided. The structure may reside in semiconductor chips and hardwired connections, or be permanently embedded in the electronic form designated read-only memory, or removably embedded in the electronic form designated random-access memory. It is not relevant to section 101 whether the structure is hardwired or programmed, machine-readable or manually performed, and indeed the means-plus-function style of claim accommodates these alternatives.

Devices that work by way of digital electronics are not excluded from the patent system simply because their mechanism of operation can be represented by mathematical formulae. The output of an electronic device or circuit may be approximated to any required degree as a mathematical function of its current state and its inputs; some devices, such as the transistor, embody remarkably elementary mathematical functions. Principles of mathematics, like principles of chemistry, are “basic tools of scientific and technological work.” Benson, 409 U.S. at 67. Such principles are indeed the subject matter of pure science. But they are also the subject matter of applied technology.

Digital electronic devices implement mathematical manipulations of electronic signals, as chemical structures and reactions implement principles of molecular behavior. An apparatus that is configured to perform specific electronic procedures in accordance with instructions that require numerical measurements and mathematical calculations is no less statutory than any other combination of steps and components. A combination of mechanical or chemical components, structured to operate in accordance with the principles of mechanics or chemistry, does not become nonstatutory because those interactions and reactions follow basic scientific principles. Mathematics is not a monster to be struck down or out of the patent system, but simply another resource whereby technological advance is achieved. Alappat’s claim to a rasterizer that is characterized by specified electronic functions and the means of performing them no more preempts the mathematical formulae that are used to direct these functions than did Chakrabarty’s bacterium preempt genetic theory.

III

An inquiring and receptive attitude by the PTO to new technologies finds a mandate in the statute. The text of section 101 has not changed since 1793, other than to change the word “art” to “process.” This simple text served the industrial revolution and the atomic age; surely it can serve modern electronics. Indeed, the First Congress anticipated that new fields of human ingenuity would be developed, for the Patent Act of 1790 stated that the written description should enable one “skilled in the art of manufacture, whereof it is a branch, or 209wherewith it may be nearest connected” to make and use the invention. The Act contemplated that there would be inventions for which there was no established art, by referring to the art “nearest connected.” An Act to promote the progress of the useful Arts, ch. VII, 1 Stat. 109, 110 (1789).

Old law is often adapted to new needs: “If Congress has made a choice of language which fairly brings a given situation within a statute, it is unimportant that the particular application may not have been contemplated by the legislators.” Barr v. United States, 324 U.S. 83, 90, 65 S. Ct. 522, 525. In Diamond v. Chakrabarty, 447 U.S. 303(1980) the Court emphasized that the patent system is available to serve all fruits of human ingenuity.

Law and public policy intertwine in embracing new fields in the scope of section 101. Patent law has nicely fostered technological advance in the United States, for its principles are particularly suited to a free market system: it requires neither governmental intrusion nor federal funds to provide the incentive for industrial innovation; the innovation incentive is the direct consequence of the patent grant. I know of no major technological advance, no new industry or evolving technology, that has not participated in the patent system. It is estimated that 85-90% of the world’s technology is disclosed only in patent documents. Justice Story’s words at the threshold of our nation’s industrialization have been reinforced by experience:


Patents for inventions are now treated as a just reward to ingenious men, and as highly beneficial to the public, not only by holding out suitable encouragements to genius and talents and enterprise; but as ultimately securing to the whole community great advantages from the free communication of secrets, and processes, and machinery, which may be most important to all the great interests of society, to agriculture, to commerce and to manufactures, as well as to the cause of science and art.



Blanchard v. Sprague, 3 F. Cas. 648, 650 (C.C.D. Mass.1839). The nation was forcefully reminded of this truth when our economic leadership faltered in the 1970s. In an address before the Economic Club of Detroit, Irving S. Shapiro, Chairman, E.I. duPont de Nemours & Co., discussing “Technology’s Decline”, stated:


What seems to be missing in our country is an understanding that, no matter how much money we spend on research and development, the findings are not going to benefit the public unless there are suitable incentives to invest in commercialization. That means a chance of reasonable profits from risk taking and a chance to hold onto one’s original ideas once they are created.



XLV Vital Speeches of the Day, 360, 364 (1979).

To bar such inventions as Alappat’s rasterizer from access to the patent system is to eliminate the incentive provided by this law, disserving not only technological industry, but the public benefit of improved technology. One must have a powerful reason to exclude technology from the scope of Title 35. Indeed, the importance of the patent incentive in industrial innovation was the principal factor in the formation of the Federal Circuit. It is thus appropriate constructively to apply statute, precedent, and policy to the variety of inventions that the information age has generated, and to remove the cloud on whether these inventions may participate in the benefits and obligations of the patent system.
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* * *

BILSKI v. KAPPOS

130 S. Ct. 3218 (2010)

Justice KENNEDY delivered the opinion of the Court, except as to Parts II-B-2 and II-C-2.

The question in this case turns on whether a patent can be issued for a claimed invention designed for the business world. The patent application claims a procedure for instructing buyers and sellers how to protect against the risk of price fluctuations in a discrete section of the economy. Three arguments are advanced for the proposition that the claimed invention is outside the scope of patent law: (1) it is not tied to a machine and does not transform an article; (2) it involves a method of conducting business; and (3) it is merely an abstract idea. The Court of Appeals ruled that the first mentioned of these, the so-called machine-or-transformation test, was the sole test to be used for determining the patentability of a “process” under the Patent Act, 35 U.S.C. §101.

I

Petitioners’ application seeks patent protection for a claimed invention that explains how buyers and sellers of commodities in the energy market can protect, or hedge, against the risk of price changes. The key claims are claims 1 and 4. Claim 1 describes a series of steps instructing how to hedge risk. Claim 4 puts the concept articulated in claim 1 into a simple mathematical formula. Claim 1 consists of the following steps:


“(a) initiating a series of transactions between said commodity provider and consumers of said commodity wherein said consumers purchase said commodity at a fixed rate based upon historical averages, said fixed rate corresponding to a risk position of said consumers;

“(b) identifying market participants for said commodity having a counter-risk position to said consumers; and

“(c) initiating a series of transactions between said commodity provider and said market participants at a second fixed rate such that said series of market participant transactions balances the risk position of said series of consumer transactions.” App. 19-20.



The remaining claims explain how claims 1 and 4 can be applied to allow energy suppliers and consumers to minimize the risks resulting from fluctuations in market demand for energy. For example, claim 2 claims “[t]he method of claim 1 wherein said commodity is energy and said market participants are transmission distributors.” Id., at 20. Some of these claims also suggest familiar statistical approaches to determine the inputs to use in claim 4’s equation. For example, claim 7 advises using well-known random analysis techniques to determine how much a seller will gain “from each transaction under each historical weather pattern.” Id., at 21.

The patent examiner rejected petitioners’ application, explaining that it “‘is not implemented on a specific apparatus and merely manipulates [an] abstract idea and solves a purely mathematical problem without any limitation to a practical application, therefore, the invention is not directed to the technological arts.’” App. to Pet. for Cert. 148a. The Board of 211Patent Appeals and Interferences affirmed, concluding that the application involved only mental steps that do not transform physical matter and was directed to an abstract idea. Id., at 181a-186a.

The United States Court of Appeals for the Federal Circuit heard the case en banc and affirmed. The case produced five different opinions. Students of patent law would be well advised to study these scholarly opinions.

Chief Judge Michel wrote the opinion of the court. The court rejected its prior test for determining whether a claimed invention was a patentable “process” under §101 — whether it produces a “‘useful, concrete, and tangible result’” — as articulated in State Street Bank & Trust Co. v. Signature Financial Group, Inc., 149 F.3d 1368, 1373 (1998), and AT&T Corp. v. Excel Communications, Inc., 172 F.3d 1352, 1357 (1999). See In re Bilski, 545 F.3d 943, 959-960, and n.19 (C.A. Fed. 2008) (en banc). The court held that “[a] claimed process is surely patent-eligible under §101 if: (1) it is tied to a particular machine or apparatus, or (2) it transforms a particular article into a different state or thing.” The court concluded this “machine-or-transformation test” is “the sole test governing §101 analyses,” and thus the “test for determining patent eligibility of a process under §101. Applying the machine-or-transformation test, the court held that petitioners’ application was not patent eligible. Judge Dyk wrote a separate concurring opinion, providing historical support for the court’s approach.

Three judges wrote dissenting opinions. Judge Mayer argued that petitioners’ application was “not eligible for patent protection because it is directed to a method of conducting business.” He urged the adoption of a “technological standard for patentability.” Judge Rader would have found petitioners’ claims were an unpatentable abstract idea. Only Judge Newman disagreed with the court’s conclusion that petitioners’ application was outside of the reach of §101. She did not say that the application should have been granted but only that the issue should be remanded for further proceedings to determine whether the application qualified as patentable under other provisions.

II

A Section 101 defines the subject matter that may be patented under the Patent Act:


“Whoever invents or discovers any new and useful process, machine, manufacture, or composition of matter, or any new and useful improvement thereof, may obtain a patent therefor, subject to the conditions and requirements of this title.”



Section 101 thus specifies four independent categories of inventions or discoveries that are eligible for protection: processes, machines, manufactures, and compositions of matter. “In choosing such expansive terms…modified by the comprehensive ‘any,’ Congress plainly contemplated that the patent laws would be given wide scope.” Diamond v. Chakrabarty, 447 U.S. 303, 308, 100 S. Ct. 2204, 65 L. Ed. 2d 144 (1980). Congress took this permissive approach to patent eligibility to ensure that “‘ingenuity should receive a liberal encouragement.’” Id., at 308-309, 100 S. Ct. 2204 (quoting 5 Writings of Thomas Jefferson 75-76 (H. Washington ed. 1871)).
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The Court’s precedents provide three specific exceptions to §101’s broad patent-eligibility principles: “laws of nature, physical phenomena, and abstract ideas.” Chakrabarty, supra, at 309, 100 S. Ct. 2204. While these exceptions are not required by the statutory text, they are consistent with the notion that a patentable process must be “new and useful.” And, in any case, these exceptions have defined the reach of the statute as a matter of statutory stare decisis going back 150 years. See Le Roy v. Tatham, 14 How. 156, 174-175, 14 L. Ed. 367 (1853). The concepts covered by these exceptions are “part of the storehouse of knowledge of all men…free to all men and reserved exclusively to none.” Funk Brothers Seed Co. v. Kalo Inoculant Co., 333 U.S. 127, 130, 68 S. Ct. 440, 92 L. Ed. 588 (1948).

The §101 patent-eligibility inquiry is only a threshold test. Even if an invention qualifies as a process, machine, manufacture, or composition of matter, in order to receive the Patent Act’s protection the claimed invention must also satisfy “the conditions and requirements of this title.” §101. Those requirements include that the invention be novel, see §102, nonobvious, see §103, and fully and particularly described, see §112.

The present case involves an invention that is claimed to be a “process” under §101. Section 100(b) defines “process” as:


“process, art or method, and includes a new use of a known process, machine, manufacture, composition of matter, or material.”



The Court first considers two proposed categorical limitations on “process” patents under §101 that would, if adopted, bar petitioners’ application in the present case: the machine-or-transformation test and the categorical exclusion of business method patents.

B

1

Under the Court of Appeals’ formulation, an invention is a “process” only if: “(1) it is tied to a particular machine or apparatus, or (2) it transforms a particular article into a different state or thing.” 545 F.3d, at 954. This Court has “more than once cautioned that courts ‘should not read into the patent laws limitations and conditions which the legislature has not expressed.’” Diamond v. Diehr, 450 U.S. 175, 182, 101 S. Ct. 1048, 67 L. Ed. 2d 155 (1981) (quoting Chakrabarty, supra, at 308, 100 S. Ct. 2204; some internal quotation marks omitted). In patent law, as in all statutory construction, “[u]nless otherwise defined, ‘words will be interpreted as taking their ordinary, contemporary, common meaning.’” Diehr, supra, at 182, 101 S. Ct. 1048 (quoting Perrin v. United States, 444 U.S. 37, 42, 100 S. Ct. 311, 62 L. Ed. 2d 199 (1979)). The Court has read the §101 term “manufacture” in accordance with dictionary definitions, see Chakrabarty, supra, at 308, 100 S. Ct. 2204 (citing American Fruit Growers, Inc. v. Brogdex Co., 283 U.S. 1, 11, 51 S. Ct. 328, 75 L. Ed. 801 (1931)), and approved a construction of the term “composition of matter” consistent with common usage, see Chakrabarty, supra, at 308, 100 S. Ct. 2204 (citing Shell Development Co. v. Watson, 149 F. Supp. 279, 280 (DDC 1957)).

Any suggestion in this Court’s case law that the Patent Act’s terms deviate from their ordinary meaning has only been an explanation for the exceptions for laws of nature, physical phenomena, and abstract ideas. See Parker v. Flook, 437 U.S. 584, 588-589, 98 S. Ct. 2522, 57 213L. Ed. 2d 451 (1978). This Court has not indicated that the existence of these well-established exceptions gives the Judiciary carte blanche to impose other limitations that are inconsistent with the text and the statute’s purpose and design. Concerns about attempts to call any form of human activity a “process” can be met by making sure the claim meets the requirements of §101.

Adopting the machine-or-transformation test as the sole test for what constitutes a “process” (as opposed to just an important and useful clue) violates these statutory interpretation principles. Section 100(b) provides that “[t]he term ‘process’ means process, art or method, and includes a new use of a known process, machine, manufacture, composition of matter, or material.” The Court is unaware of any “‘ordinary, contemporary, common meaning,’” Diehr, supra, at 182, 101 S. Ct. 1048, of the definitional terms “process, art or method” that would require these terms to be tied to a machine or to transform an article. Respondent urges the Court to look to the other patentable categories in §101 — machines, manufactures, and compositions of matter — to confine the meaning of “process” to a machine or transformation, under the doctrine of noscitur a sociis. Under this canon, “an ambiguous term may be given more precise content by the neighboring words with which it is associated.” United States v. Stevens, 559 U.S. ______ , ______ , 130 S. Ct. 1577, 1587, 176 L. Ed. 2d 435 (2010) (internal quotation marks omitted). This canon is inapplicable here, for §100(b) already explicitly defines the term “process.” See Burgess v. United States, 553 U.S. 124, 130, 128 S. Ct. 1572, 170 L. Ed. 2d 478 (2008) (“When a statute includes an explicit definition, we must follow that definition” (internal quotation marks omitted)).

The Court of Appeals incorrectly concluded that this Court has endorsed the machine-or-transformation test as the exclusive test. It is true that Cochrane v. Deener, 94 U.S. 780, 788, 24 L. Ed. 139 (1877), explained that a “process” is “an act, or a series of acts, performed upon the subject-matter to be transformed and reduced to a different state or thing.” More recent cases, however, have rejected the broad implications of this dictum; and, in all events, later authority shows that it was not intended to be an exhaustive or exclusive test.

This Court’s precedents establish that the machine-or-transformation test is a useful and important clue, an investigative tool, for determining whether some claimed inventions are processes under §101. The machine-or-transformation test is not the sole test for deciding whether an invention is a patent-eligible “process.”

2

It is true that patents for inventions that did not satisfy the machine-or-transformation test were rarely granted in earlier eras, especially in the Industrial Age, as explained by Judge Dyk’s thoughtful historical review. See 545 F.3d, at 966-976 (concurring opinion). But times change. Technology and other innovations progress in unexpected ways. For example, it was once forcefully argued that until recent times, “well-established principles of patent law probably would have prevented the issuance of a valid patent on almost any conceivable computer program.” Diehr, 450 U.S., at 195, 101 S. Ct. 1048 (STEVENS, J., dissenting). But this fact does not mean that unforeseen innovations such as computer programs are always unpatentable. See id., at 192-193, 101 S. Ct. 1048 (majority opinion) (holding a procedure for molding rubber that included a computer program is within patentable subject matter). Section 101 is a “dynamic provision designed to encompass new and unforeseen inventions.” 214J.E.M. Ag Supply, Inc. v. Pioneer Hi-Bred Int’l, Inc., 534 U.S. 124, 135, 122 S. Ct. 593, 151 L. Ed. 2d 508 (2001). A categorical rule denying patent protection for “inventions in areas not contemplated by Congress…would frustrate the purposes of the patent law.” Chakrabarty, 447 U.S., at 315, 100 S. Ct. 2204.

The machine-or-transformation test may well provide a sufficient basis for evaluating processes similar to those in the Industrial Age — for example, inventions grounded in a physical or other tangible form. But there are reasons to doubt whether the test should be the sole criterion for determining the patentability of inventions in the Information Age. As numerous amicus briefs argue, the machine-or-transformation test would create uncertainty as to the patentability of software, advanced diagnostic medicine techniques, and inventions based on linear programming, data compression, and the manipulation of digital signals.

In the course of applying the machine-or-transformation test to emerging technologies, courts may pose questions of such intricacy and refinement that they risk obscuring the larger object of securing patents for valuable inventions without transgressing the public domain. The dissent by Judge Rader refers to some of these difficulties. 545 F.3d, at 1015. As a result, in deciding whether previously unforeseen inventions qualify as patentable “process[es],” it may not make sense to require courts to confine themselves to asking the questions posed by the machine-or-transformation test. Section 101’s terms suggest that new technologies may call for new inquiries. See Benson, supra, at 71, 93 S. Ct. 253 (to “freeze process patents to old technologies, leaving no room for the revelations of the new, onrushing technology[,]…is not our purpose”).

It is important to emphasize that the Court today is not commenting on the patentability of any particular invention, let alone holding that any of the above-mentioned technologies from the Information Age should or should not receive patent protection. This Age puts the possibility of innovation in the hands of more people and raises new difficulties for the patent law. With ever more people trying to innovate and thus seeking patent protections for their inventions, the patent law faces a great challenge in striking the balance between protecting inventors and not granting monopolies over procedures that others would discover by independent, creative application of general principles. Nothing in this opinion should be read to take a position on where that balance ought to be struck.

C

1

Section 101 similarly precludes the broad contention that the term “process” categorically excludes business methods. The term “method,” which is within §100(b)’s definition of “process,” at least as a textual matter and before consulting other limitations in the Patent Act and this Court’s precedents, may include at least some methods of doing business. See, e.g., Webster’s New International Dictionary 1548 (2d ed. 1954) (defining “method” as “[a]n orderly procedure or process…regular way or manner of doing anything; hence, a set form of procedure adopted in investigation or instruction”). The Court is unaware of any argument that the “‘ordinary, contemporary, common meaning,’” Diehr, supra, at 182, 101 S. Ct. 1048, of “method” excludes business methods. Nor is it clear how far a prohibition on business method patents would reach, and whether it would exclude technologies for conducting a 215business more efficiently. See, e.g., Hall, Business and Financial Method Patents, Innovation, and Policy, 56 Scottish J. Pol. Econ. 443, 445 (2009) (“There is no precise definition of…business method patents”).

The argument that business methods are categorically outside of §101’s scope is further undermined by the fact that federal law explicitly contemplates the existence of at least some business method patents. Under 35 U.S.C. §273(b)(1), if a patent-holder claims infringement based on “a method in [a] patent,” the alleged infringer can assert a defense of prior use. For purposes of this defense alone, “method” is defined as “a method of doing or conducting business.” §273(a)(3). In other words, by allowing this defense the statute itself acknowledges that there may be business method patents. Section 273’s definition of “method,” to be sure, cannot change the meaning of a prior-enacted statute. But what §273 does is clarify the understanding that a business method is simply one kind of “method” that is, at least in some circumstances, eligible for patenting under §101.

A conclusion that business methods are not patentable in any circumstances would render §273 meaningless. This would violate the canon against interpreting any statutory provision in a manner that would render another provision superfluous. See Corley v. United States, 556 U.S. ______ , ______ , 129 S. Ct. 1558, 1566, 173 L. Ed. 2d 443 (2009). This principle, of course, applies to interpreting any two provisions in the U.S. Code, even when Congress enacted the provisions at different times. This established rule of statutory interpretation cannot be overcome by judicial speculation as to the subjective intent of various legislators in enacting the subsequent provision. Finally, while §273 appears to leave open the possibility of some business method patents, it does not suggest broad patentability of such claimed inventions.

2

Interpreting §101 to exclude all business methods simply because business method patents were rarely issued until modern times revives many of the previously discussed difficulties. See supra, at 3227-3228. At the same time, some business method patents raise special problems in terms of vagueness and suspect validity. See eBay Inc. v. MercExchange, L.L.C., 547 U.S. 388, 397, 126 S. Ct. 1837, 164 L. Ed. 2d 641 (2006) (KENNEDY, J., concurring). The Information Age empowers people with new capacities to perform statistical analyses and mathematical calculations with a speed and sophistication that enable the design of protocols for more efficient performance of a vast number of business tasks. If a high enough bar is not set when considering patent applications of this sort, patent examiners and courts could be flooded with claims that would put a chill on creative endeavor and dynamic change.

In searching for a limiting principle, this Court’s precedents on the unpatentability of abstract ideas provide useful tools. See infra, at 3229-3231. Indeed, if the Court of Appeals were to succeed in defining a narrower category or class of patent applications that claim to instruct how business should be conducted, and then rule that the category is unpatentable because, for instance, it represents an attempt to patent abstract ideas, this conclusion might well be in accord with controlling precedent. See ibid. But beyond this or some other limitation consistent with the statutory text, the Patent Act leaves open the possibility that there are at least some processes that can be fairly described as business methods that are within patentable subject matter under §101.
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Finally, even if a particular business method fits into the statutory definition of a “process,” that does not mean that the application claiming that method should be granted. In order to receive patent protection, any claimed invention must be novel, §102, nonobvious, §103, and fully and particularly described, §112. These limitations serve a critical role in adjusting the tension, ever present in patent law, between stimulating innovation by protecting inventors and impeding progress by granting patents when not justified by the statutory design.

III

Even though petitioners’ application is not categorically outside of §101 under the two broad and atextual approaches the Court rejects today, that does not mean it is a “process” under §101. Petitioners seek to patent both the concept of hedging risk and the application of that concept to energy markets. App. 19-20. Rather than adopting categorical rules that might have wide-ranging and unforeseen impacts, the Court resolves this case narrowly on the basis of this Court’s decisions in Benson, Flook, and Diehr, which show that petitioners’ claims are not patentable processes because they are attempts to patent abstract ideas. Indeed, all members of the Court agree that the patent application at issue here falls outside of §101 because it claims an abstract idea.

In Benson, the Court considered whether a patent application for an algorithm to convert binary-coded decimal numerals into pure binary code was a “process” under §101. 409 U.S., at 64-67, 93 S. Ct. 253. The Court first explained that “‘[a] principle, in the abstract, is a fundamental truth; an original cause; a motive; these cannot be patented, as no one can claim in either of them an exclusive right.’” Id., at 67, 93 S. Ct. 253 (quoting Le Roy, 14 How., at 175, 14 L. Ed. 367). The Court then held the application at issue was not a “process,” but an unpatentable abstract idea. “It is conceded that one may not patent an idea. But in practical effect that would be the result if the formula for converting…numerals to pure binary numerals were patented in this case.” 409 U.S., at 71, 93 S. Ct. 253. A contrary holding “would wholly pre-empt the mathematical formula and in practical effect would be a patent on the algorithm itself.” Id., at 72, 93 S. Ct. 253.

In Flook, the Court considered the next logical step after Benson. The applicant there attempted to patent a procedure for monitoring the conditions during the catalytic conversion process in the petrochemical and oil-refining industries. The application’s only innovation was reliance on a mathematical algorithm. 437 U.S., at 585-586, 98 S. Ct. 2522. Flook held the invention was not a patentable “process.” The Court conceded the invention at issue, unlike the algorithm in Benson, had been limited so that it could still be freely used outside the petrochemical and oil-refining industries. 437 U.S., at 589-590, 98 S. Ct. 2522. Nevertheless, Flook rejected “[t]he notion that post-solution activity, no matter how conventional or obvious in itself, can transform an unpatentable principle into a patentable process.” Id., at 590, 98 S. Ct. 2522. The Court concluded that the process at issue there was “unpatentable under §101, not because it contain[ed] a mathematical algorithm as one component, but because once that algorithm [wa]s assumed to be within the prior art, the application, considered as a whole, contain[ed] no patentable invention.” Id., at 594, 98 S. Ct. 2522. As the Court later explained, Flook stands for the proposition that the prohibition against patenting abstract ideas “cannot be circumvented by attempting to limit the use of 217the formula to a particular technological environment” or adding “insignificant postsolution activity.” Diehr, 450 U.S., at 191-192, 101 S. Ct. 1048.

Finally, in Diehr, the Court established a limitation on the principles articulated in Benson and Flook. The application in Diehr claimed a previously unknown method for “molding raw, uncured synthetic rubber into cured precision products,” using a mathematical formula to complete some of its several steps by way of a computer. 450 U.S., at 177, 101 S. Ct. 1048. Diehr explained that while an abstract idea, law of nature, or mathematical formula could not be patented, “an application of a law of nature or mathematical formula to a known structure or process may well be deserving of patent protection.” Id., at 187, 101 S. Ct. 1048. Diehr emphasized the need to consider the invention as a whole, rather than “dissect[ing] the claims into old and new elements and then…ignor[ing] the presence of the old elements in the analysis.” Id., at 188, 101 S. Ct. 1048. Finally, the Court concluded that because the claim was not “an attempt to patent a mathematical formula, but rather [was] an industrial process for the molding of rubber products,” it fell within §101’s patentable subject matter. Id., at 192-193, 101 S. Ct. 1048.

In light of these precedents, it is clear that petitioners’ application is not a patentable “process.” Claims 1 and 4 in petitioners’ application explain the basic concept of hedging, or protecting against risk: “Hedging is a fundamental economic practice long prevalent in our system of commerce and taught in any introductory finance class.” 545 F.3d, at 1013 (Rader, J., dissenting); see, e. g., D. Chorafas, Introduction to Derivative Financial Instruments 75-94 (2008); C. Stickney, R. Weil, K. Schipper, & J. Francis, Financial Accounting: An Introduction to Concepts, Methods, and Uses 581-582 (13th ed. 2010); S. Ross, R. Westerfield, & B. Jordan, Fundamentals of Corporate Finance 743-744 (8th ed. 2008). The concept of hedging, described in claim 1 and reduced to a mathematical formula in claim 4, is an unpatentable abstract idea, just like the algorithms at issue in Benson and Flook. Allowing petitioners to patent risk hedging would pre-empt use of this approach in all fields, and would effectively grant a monopoly over an abstract idea.

Petitioners’ remaining claims are broad examples of how hedging can be used in commodities and energy markets. Flook established that limiting an abstract idea to one field of use or adding token postsolution components did not make the concept patentable. That is exactly what the remaining claims in petitioners’ application do. These claims attempt to patent the use of the abstract idea of hedging risk in the energy market and then instruct the use of well-known random analysis techniques to help establish some of the inputs into the equation. Indeed, these claims add even less to the underlying abstract principle than the invention in Flook did, for the Flook invention was at least directed to the narrower domain of signaling dangers in operating a catalytic converter.

* * *

Today, the Court once again declines to impose limitations on the Patent Act that are inconsistent with the Act’s text. The patent application here can be rejected under our precedents on the unpatentability of abstract ideas. The Court, therefore, need not define further what constitutes a patentable “process,” beyond pointing to the definition of that term provided in §100(b) and looking to the guideposts in Benson, Flook, and Diehr.
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And nothing in today’s opinion should be read as endorsing interpretations of §101 that the Court of Appeals for the Federal Circuit has used in the past. See, e.g., State Street, 149 F.3d, at 1373; AT&T Corp., 172 F.3d, at 1357. It may be that the Court of Appeals thought it needed to make the machine-or-transformation test exclusive precisely because its case law had not adequately identified less extreme means of restricting business method patents, including (but not limited to) application of our opinions in Benson, Flook, and Diehr. In disapproving an exclusive machine-or-transformation test, we by no means foreclose the Federal Circuit’s development of other limiting criteria that further the purposes of the Patent Act and are not inconsistent with its text.

The judgment of the Court of Appeals is affirmed.

Justice BREYER, with whom Justice SCALIA joins as to Part II, concurring in the judgment.

I

I write separately…in order to highlight the substantial agreement among many Members of the Court on many of the fundamental issues of patent law raised by this case. In light of the need for clarity and settled law in this highly technical area, I think it appropriate to do so.

II

In addition to the Court’s unanimous agreement that the claims at issue here are unpatentable abstract ideas, it is my view that the following four points are consistent with both the opinion of the Court and Justice STEVENS’ opinion concurring in the judgment:

First, although the text of §101 is broad, it is not without limit. “[T]he underlying policy of the patent system [is] that ‘the things which are worth to the public the embarrassment of an exclusive patent,’…must outweigh the restrictive effect of the limited patent monopoly.” Graham v. John Deere Co. of Kansas City, 383 U.S. 1, 10-11, 86 S. Ct. 684, 15 L. Ed. 2d 545 (1966) (quoting Letter from Thomas Jefferson to Isaac McPherson (Aug. 13, 1813), in 6 Writings of Thomas Jefferson 181 (H. Washington ed.)). The Court has thus been careful in interpreting the Patent Act to “determine not only what is protected, but also what is free for all to use.” Bonito Boats, Inc. v. Thunder Craft Boats, Inc., 489 U.S. 141, 151, 109 S. Ct. 971, 103 L. Ed. 2d 118 (1989). In particular, the Court has long held that “[p]henomena of nature, though just discovered, mental processes, and abstract intellectual concepts are not patentable” under §101, since allowing individuals to patent these fundamental principles would “wholly pre-empt” the public’s access to the “basic tools of scientific and technological work.” Gottschalk v. Benson, 409 U.S. 63, 67, 72, 93 S. Ct. 253, 34 L. Ed. 2d 273 (1972); see also, e.g., Diamond v. Diehr, 450 U.S. 175, 185, 101 S. Ct. 1048, 67 L. Ed. 2d 155 (1981); Diamond v. Chakrabarty, 447 U.S. 303, 309, 100 S. Ct. 2204, 65 L. Ed. 2d 144 (1980).

Second, in a series of cases that extend back over a century, the Court has stated that “[t]ransformation and reduction of an article to a different state or thing is the clue to the patentability of a process claim that does not include particular machines.” Diehr, supra, at 184, 101 S. Ct. 1048 (emphasis added; internal quotation marks omitted); see also, e.g., Benson, supra, at 70, 93 S. Ct. 253; Parker v. Flook, 437 U.S. 584, 588, n.9, 98 S. Ct. 2522, 57 L. Ed. 2d 451 (1978); Cochrane v. Deener, 94 U.S. 780, 788, 24 L. Ed. 139 (1877). Application of 219this test, the so-called “machine-or-transformation test,” has thus repeatedly helped the Court to determine what is “a patentable ‘process.’” Flook, supra, at 589, 98 S. Ct. 2522.

Third, while the machine-or-transformation test has always been a “useful and important clue,” it has never been the “sole test” for determining patentability. Rather, the Court has emphasized that a process claim meets the requirements of §101 when, “considered as a whole,” it “is performing a function which the patent laws were designed to protect (e.g., transforming or reducing an article to a different state or thing).” Diehr, supra, at 192, 101 S. Ct. 1048. The machine-or-transformation test is thus an important example of how a court can determine patentability under §101, but the Federal Circuit erred in this case by treating it as the exclusive test.

Fourth, although the machine-or-transformation test is not the only test for patentability, this by no means indicates that anything which produces a “‘useful, concrete, and tangible result,’” State Street Bank & Trust Co. v. Signature Financial Group, Inc., 149 F.3d 1368, 1373 (C.A. Fed. 1998), is patentable. “[T]his Court has never made such a statement and, if taken literally, the statement would cover instances where this Court has held the contrary.” Laboratory Corp. of America Holdings v. Metabolite Laboratories, Inc., 548 U.S. 124, 136, 126 S. Ct. 2921, 165 L. Ed. 2d 399 (2006) (BREYER, J., dissenting from dismissal of certiorari as improvidently granted); see also, e.g., O’Reilly v. Morse, 15 How. 62, 117, 14 L. Ed. 601 (1854); Flook, supra, at 590, 98 S. Ct. 2522. Indeed, the introduction of the “useful, concrete, and tangible result” approach to patentability, associated with the Federal Circuit’s State Street decision, preceded the granting of patents that “ranged from the somewhat ridiculous to the truly absurd.” In re Bilski, 545 F.3d 943, 1004 (C.A. Fed. 2008) (Mayer, J., dissenting) (citing patents on, inter alia, a “method of training janitors to dust and vacuum using video displays,” a “system for toilet reservations,” and a “method of using color-coded bracelets to designate dating status in order to limit ‘the embarrassment of rejection’”); see also Brief for Respondent 40-41, and n.20 (listing dubious patents). To the extent that the Federal Circuit’s decision in this case rejected that approach, nothing in today’s decision should be taken as disapproving of that determination.… (Stevens, J., concurring in judgment).

In sum, it is my view that, in reemphasizing that the “machine-or-transformation” test is not necessarily the sole test of patentability, the Court intends neither to de-emphasize the test’s usefulness nor to suggest that many patentable processes lie beyond its reach.

* * *

ALICE CORP. v. CLS BANK INTERNATIONAL

134 S. Ct. 2347 (2014)

Justice THOMAS delivered the opinion of the Court.

The patents at issue in this case disclose a computer-implemented scheme for mitigating “settlement risk” (i.e., the risk that only one party to a financial transaction will pay what it owes) by using a third-party intermediary. The question presented is whether these claims are patent eligible under 35 U.S.C. §101, or are instead drawn to a patent-ineligible abstract idea. We hold that the claims at issue are drawn to the abstract idea of intermediated settlement, and that merely requiring generic computer implementation fails to transform 220that abstract idea into a patent-eligible invention. We therefore affirm the judgment of the United States Court of Appeals for the Federal Circuit.

I

A

Petitioner Alice Corporation is the assignee of several patents that disclose schemes to manage certain forms of financial risk. According to the specification largely shared by the patents, the invention “enabl[es] the management of risk relating to specified, yet unknown, future events.”. The specification further explains that the “invention relates to methods and apparatus, including electrical computers and data processing systems applied to financial matters and risk management.” The claims at issue relate to a computerized scheme for mitigating “settlement risk” — i.e., the risk that only one party to an agreed-upon financial exchange will satisfy its obligation. In particular, the claims are designed to facilitate the exchange of financial obligations between two parties by using a computer system as a third-party intermediary. The intermediary creates “shadow” credit and debit records (i.e., account ledgers) that mirror the balances in the parties’ real-world accounts at “exchange institutions” (e.g., banks). The intermediary updates the shadow records in real time as trans-actions are entered, allowing “only those transactions for which the parties’ updated shadow records indicate sufficient resources to satisfy their mutual obligations. At the end of the day, the intermediary instructs the relevant financial institutions to carry out the “permitted” transactions in accordance with the updated shadow records, ibid., thus mitigating the risk that only one party will perform the agreed-upon exchange.

In sum, the patents in suit claim (1) the foregoing method for exchanging obligations (the method claims), (2) a computer system configured to carry out the method for exchanging obligations (the system claims), and (3) a computer-readable medium containing program code for performing the method of exchanging obligations (the media claims). All of the claims are implemented using a computer; the system and media claims expressly recite a computer, and the parties have stipulated that the method claims require a computer as well.

B

Respondents CLS Bank International and CLS Services Ltd. (together, CLS Bank) operate a global network that facilitates currency transactions. In 2007, CLS Bank filed suit against petitioner, seeking a declaratory judgment that the claims at issue are invalid, unenforceable, or not infringed. Petitioner counterclaimed, alleging infringement. Following this Court’s decision in Bilski v. Kappos, 561 U.S. 593 (2010), the parties filed cross-motions for summary judgment on whether the asserted claims are eligible for patent protection under 35 U.S.C. §101. The District Court held that all of the claims are patent ineligible because they are directed to the abstract idea of employing a neutral intermediary to facilitate simultaneous exchange of obligations in order to minimize risk.

A divided panel of the United States Court of Appeals for the Federal Circuit reversed, holding that it was not “manifestly evident” that petitioner’s claims are directed to an abstract idea. 685 F.3d 1341, 1352, 1356 (2012). The Federal Circuit granted rehearing en banc, vacated the panel opinion, and affirmed the judgment of the District Court in a one- paragraph per curiam opinion. 717 F.3d, at 1273. Seven of the ten participating judges agreed that 221petitioner’s method and media claims are patent ineligible. See id., at 1274 (Lourie, J., concurring); id., at 1312-1313 (Rader, C. J., concurring in part and dissenting in part). With respect to petitioner’s system claims, the en banc Federal Circuit affirmed the District Court’s judgment by an equally divided vote. Id., at 127.

Writing for a five-member plurality, Judge Lourie concluded that all of the claims at issue are patent ineligible. In the plurality’s view, under this Court’s decision in Mayo Collaborative Services v. Prometheus Laboratories, Inc., 566 U.S. (2012), a court must first “identif[y] the abstract idea represented in the claim,” and then deter- mine “whether the balance of the claim adds ‘significantly more.’” 717 F.3d, at 1286. The plurality concluded that petitioner’s claims “draw on the abstract idea of reducing settlement risk by effecting trades through a third-party intermediary,” and that the use of a computer to maintain, adjust, and reconcile shadow accounts added nothing of substance to that abstract idea. Ibid.

Chief Judge Rader concurred in part and dissented in part. In a part of the opinion joined only by Judge Moore, Chief Judge Rader agreed with the plurality that petitioner’s method and media claims are drawn to an abstract idea. Id., at 1312-1313. In a part of the opinion joined by Judges Linn, Moore, and O’Malley, Chief Judge Rader would have held that the system claims are patent eligible because they involve computer “hardware” that is “specifically programmed to solve a complex problem.” Id., at 1307. Judge Moore wrote a separate opinion dissenting in part, arguing that the system claims are patent eligible. Id., at 13131314. Judge Newman filed an opinion concurring in part and dissenting in part, arguing that all of petitioner’s claims are patent eligible. Id., at 1327. Judges Linn and O’Malley filed a separate dissenting opinion reaching that same conclusion.

We granted certiorari, 571 U.S. (2013), and now we affirm.

II

Section 101 of the Patent Act defines the subject matter eligible for patent protection. It provides:


“Whoever invents or discovers any new and useful process, machine, manufacture, or composition of matter, or any new and useful improvement thereof, may obtain a patent therefor, subject to the conditions and requirements of this title.” 35 U.S.C. §101.

“We have long held that this provision contains an important implicit exception: Laws of nature, natural phenomena, and abstract ideas are not patentable.” Association for Molecular Pathology v. Myriad Genetics, Inc., 569 U.S. _______, (2013) (slip op., at 11) (internal quotation marks and brackets omitted). We have interpreted §101 and its predecessors in light of this exception for more than 150 years. Bilski, supra, at 601-602; see also O’Reilly v. Morse, 15 How. 62, 112-120 (1854); Le Roy v. Tatham, 14 How. 156, 174-175 (1853). We have described the concern that drives this exclusionary principle as one of pre-emption. See, e. g., Bilski, supra, at 611-612 (upholding the patent “would preempt use of this approach in all fields, and would effectively grant a monopoly over an abstract idea”). Laws of nature, natural phenomena, and abstract ideas are “‘“the basic tools of scientific and technological work.”’” Myriad, supra, at (slip op., at 11). “[M]onopolization of those tools through the grant of a patent might tend to impede 222innovation more than it would tend to promote it,” thereby thwarting the primary object of the patent laws. Mayo, supra, at __ (slip op., at 2); see U.S. Const., Art. I, §8, cl. 8 (Congress “shall have Power . . . To promote the Progress of Science and useful Arts”). We have “repeatedly emphasized this . . . concern that patent law not inhibit further discovery by improperly tying up the future use of” these building blocks of human ingenuity. Mayo, supra, at __ (slip op., at 16) (citing Morse, supra, at 113).



At the same time, we tread carefully in construing this exclusionary principle lest it swallow all of patent law. Mayo, 566 U.S., at __ (slip op., at 2). At some level, “all inventions . . . embody, use, reflect, rest upon, or apply laws of nature, natural phenomena, or abstract ideas.” Id., at __ (slip op., at 2). Thus, an invention is not rendered ineligible for patent simply because it involves an abstract concept. See Diamond v. Diehr, 450 U.S. 175, 187 (1981). “[A]pplication[s]” of such concepts “‘to a new and useful end,’” we have said, remain eligible for patent protection. Gottschalk v. Benson, 409 U.S. 63, 67 (1972).

Accordingly, in applying the §101 exception, we must distinguish between patents that claim the “‘buildin[g] block[s]’” of human ingenuity and those that integrate the building blocks into something more, Mayo, 566 U.S., at (slip op., at 20), thereby “transform[ing]” them into a patent-eligible invention, id., at (slip op., at 3). The former “would risk disproportionately tying up the use of the underlying” ideas, id., at __ (slip op., at 4), and are therefore ineligible for patent protection. The latter pose no comparable risk of pre-emption, and therefore remain eligible for the monopoly granted under our patent laws.

III

In Mayo Collaborative Services v. Prometheus Laboratories, Inc., 566 U.S. (2012), we set forth a framework for distinguishing patents that claim laws of nature, natural phenomena, and abstract ideas from those that claim patent-eligible applications of those concepts. First, we determine whether the claims at issue are directed to one of those patent-ineligible concepts. Id., at __ (slip op., at 8). If so, we then ask, “[w]hat else is there in the claims before us?” Id., at __ (slip op., at 9). To answer that question, we consider the elements of each claim both individually and “as an ordered combination” to determine whether the additional elements “transform the nature of the claim” into a patent-eligible application. Id., at __ (slip op., at 10, 9). We have described step two of this analysis as a search for an “‘inventive concept’” — i.e., an element or combination of elements that is “sufficient to ensure that the patent in practice amounts to significantly more than a patent upon the [ineligible concept] itself.” Id., at __ (slip op., at 3).

A

We must first determine whether the claims at issue are directed to a patent-ineligible concept. We conclude that they are: These claims are drawn to the abstract idea of intermediated settlement.

The “abstract ideas” category embodies “the longstanding rule that ‘[a]n idea of itself is not patentable.’” Benson, supra, at 67 (quoting Rubber-Tip Pencil Co. v. Howard, 20 Wall. 498, 507 (1874)); see also Le Roy, supra, at 175 (“A principle, in the abstract, is a fundamental truth; an original cause; a motive; these cannot be patented, as no one can claim in either of them 223an exclusive right”). In Benson, for example, this Court rejected as ineligible patent claims involving an algorithm for converting binary-coded decimal numerals into pure binary form, holding that the claimed patent was “in practical effect . . . a patent on the algorithm itself.” 409 U.S., at 71-72. And in Parker v. Flook, 437 U.S. 584, 594-595 (1978), we held that a mathematical formula for computing “alarm limits” in a catalytic conversion process was also a patent-ineligible abstract idea.

We most recently addressed the category of abstract ideas in Bilski v. Kappos, 561 U.S. 593 (2010). The claims at issue in Bilski described a method for hedging against the financial risk of price fluctuations. Claim 1 recited a series of steps for hedging risk, including: (1) initiating a series of financial transactions between providers and consumers of a commodity; (2) identifying market participants that have a counterrisk for the same commodity; and (3) initiating a series of transactions between those market participants and the commodity provider to balance the risk position of the first series of consumer transactions. Id., at 599. Claim 4 “pu[t] the concept articulated in claim 1 into a simple mathematical formula.” Ibid. The remaining claims were drawn to examples of hedging in commodities and energy markets.

“[A]ll members of the Court agree[d]” that the patent at issue in Bilski claimed an “abstract idea.” Id., at 609; see also id., at 619 (Stevens, J., concurring in judgment). Specifically, the claims described “the basic concept of hedging, or protecting against risk.” Id., at 611. The Court explained that “‘[h]edging is a fundamental economic practice long prevalent in our system of commerce and taught in any introductory finance class.’” Ibid. “The concept of hedging” as recited by the claims in suit was therefore a patent-ineligible “abstract idea, just like the algorithms at issue in Benson and Flook.” Ibid.

It follows from our prior cases, and Bilski in particular, that the claims at issue here are directed to an abstract idea. Petitioner’s claims involve a method of exchanging financial obligations between two parties using a third-party intermediary to mitigate settlement risk. The intermediary creates and updates “shadow” records to reflect the value of each party’s actual accounts held at “exchange institutions,” thereby permitting only those transactions for which the parties have sufficient resources. At the end of each day, the intermediary issues irrevocable instructions to the exchange institutions to carry out the permitted transactions.

On their face, the claims before us are drawn to the concept of intermediated settlement, i.e., the use of a third party to mitigate settlement risk. Like the risk hedging in Bilski, the concept of intermediated settlement is “‘a fundamental economic practice long prevalent in our system of commerce.’” Ibid.; see, e.g., Emery, Speculation on the Stock and Produce Exchanges of the United States, in 7 Studies in History, Economics and Public Law 283, 346-356 (1896) (discussing the use of a “clearing-house” as an intermediary to reduce settlement risk). The use of a third-party intermediary (or “clearing house”) is also a building block of the modern economy. See, e.g., Yadav, The Problematic Case of Clearinghouses in Complex Markets, 101 Geo. L.J. 387, 406-412 (2013); J. Hull, Risk Management and Financial Institutions 103-104 (3d ed. 2012). Thus, intermediated settlement, like hedging, is an “abstract idea” beyond the scope of §101.

Petitioner acknowledges that its claims describe inter- mediated settlement, but rejects the conclusion that its claims recite an “abstract idea.” Drawing on the presence of mathematical formulas in some of our abstract-ideas precedents, petitioner contends that 224the abstract-ideas category is confined to “preexisting, fundamental truth[s]” that “‘exis[t] in principle apart from any human action.’” Id., at 23, 26 (quoting Mayo, 566 U.S., at __ (slip op., at 8)).

Bilski belies petitioner’s assertion. The concept of risk hedging we identified as an abstract idea in that case cannot be described as a “preexisting, fundamental truth.” The patent in Bilski simply involved a “series of steps instructing how to hedge risk.” 561 U.S., at 599. Although hedging is a longstanding commercial practice, id., at 599, it is a method of organizing human activity, not a “truth” about the natural world “‘that has always existed,’” Brief for Petitioner 22 (quoting Flook, supra, at 593, n.15). One of the claims in Bilski reduced hedging to a mathematical formula, but the Court did not assign any special significance to that fact, much less the sort of talismanic significance petitioner claims. Instead, the Court grounded its conclusion that all of the claims at issue were abstract ideas in the understanding that risk hedging was a “‘fundamental economic practice.’” 561 U.S., at 611.

In any event, we need not labor to delimit the precise contours of the “abstract ideas” category in this case. It is enough to recognize that there is no meaningful distinction between the concept of risk hedging in Bilski and the concept of intermediated settlement at issue here. Both are squarely within the realm of “abstract ideas” as we have used that term.
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Because the claims at issue are directed to the abstract idea of intermediated settlement, we turn to the second step in Mayo’s framework. We conclude that the method claims, which merely require generic computer implementation, fail to transform that abstract idea into a patent-eligible invention.

At Mayo step two, we must examine the elements of the claim to determine whether it contains an “‘inventive concept’” sufficient to “transform” the claimed abstract idea into a patent-eligible application. 566 U.S., at __ (slip op., at 3, 11). A claim that recites an abstract idea must include “additional features” to ensure “that the [claim] is more than a drafting effort designed to monopolize the [abstract idea].” Id., at (slip op., at 8-9). Mayo made clear that transformation into a patent-eligible application requires “more than simply stat[ing] the [abstract idea] while adding the words ‘apply it.’” Id., at __ (slip op., at 3).

Mayo itself is instructive. The patents at issue in Mayo claimed a method for measuring metabolites in the bloodstream in order to calibrate the appropriate dosage of thiopurine drugs in the treatment of autoimmune diseases. Id., at __ (slip op., at 4-6). The respondent in that case contended that the claimed method was a patent-eligible application of natural laws that describe the relationship between the concentration of certain metabolites and the likelihood that the drug dosage will be harmful or ineffective. But methods for determining metabolite levels were already “well known in the art,” and the process at issue amounted to “nothing significantly more than an instruction to doctors to apply the applicable laws when treating their patients.” Id., at __ (slip op., at 10).

“Simply appending conventional steps, specified at a high level of generality,” was not “enough” to supply an “‘inventive concept.’” Id., at __, __, __ (slip op., at 14, 8, 3).

The introduction of a computer into the claims does not alter the analysis at Mayo step two. In Benson, for example, we considered a patent that claimed an algorithm implemented on “a general-purpose digital computer.” 409 U.S., at 64. Because the algorithm was an 225abstract idea, see supra, at 8, the claim had to supply and new and useful’” application of the idea in order to be patent eligible. 409 U.S., at 67. But the computer implementation did not supply the necessary inventive concept; the process could be “carried out in existing computers long in use.” Ibid. We accordingly “held that simply implementing a mathematical principle on a physical machine, namely a computer, [i]s not a patentable application of that principle.” Mayo, supra, at __ (slip op., at 16) (citing Benson, supra, at 64).

Flook is to the same effect. There, we examined a computerized method for using a mathematical formula to adjust alarm limits for certain operating conditions (e.g., temperature and pressure) that could signal inefficiency or danger in a catalytic conversion process. 437 U.S., at 585-586. Once again, the formula itself was an abstract idea, see supra, at 8, and the computer implementation was purely conventional. 437 U.S., at 594 (noting that the “use of computers for ‘automatic monitoring- alarming’” was “well known”). In holding that the process was patent ineligible, we rejected the argument that “implement[ing] a principle in some specific fashion” will “automatically fal[l] within the patentable subject matter of §101.” Id., at 593. Thus, “Flook stands for the proposition that the prohibition against patenting abstract ideas cannot be circumvented by attempting to limit the use of [the idea] to a particular technological environment.” Bilski, 561 U.S., at 610-611 (internal quotation marks omitted).

In Diehr, 450 U.S. 175, by contrast, we held that a computer-implemented process for curing rubber was patent eligible, but not because it involved a computer. The claim employed a “well-known” mathematical equation, but it used that equation in a process designed to solve a technological problem in “conventional industry practice.” Id., at 177, 178. The invention in Diehr used a “thermocouple” to record constant temperature measurements inside the rubber mold — something “the industry ha[d] not been able to obtain.” Id., at 178, and n.3. The temperature measurements were then fed into a computer, which repeatedly recalculated the remaining cure time by using the mathematical equation. Id., at 178-179. These additional steps, we recently explained, “trans-formed the process into an inventive application of the formula.” Mayo, supra, at (slip op., at 12). In other words, the claims in Diehr were patent eligible because they improved an existing technological process, not because they were implemented on a computer.

These cases demonstrate that the mere recitation of a generic computer cannot transform a patent-ineligible abstract idea into a patent-eligible invention. Stating an abstract idea “while adding the words ‘apply it’” is not enough for patent eligibility. Mayo, supra, at __ (slip op., at 3). Nor is limiting the use of an abstract idea “‘to a particular technological environment.’” Bilski, supra, at 610-611. Stating an abstract idea while adding the words “apply it with a computer” simply combines those two steps, with the same deficient result. Thus, if a patent’s recitation of a computer amounts to a mere instruction to “implemen[t]” an abstract idea “on . . . a computer,” Mayo, supra, at __ (slip op., at 16), that addition cannot impart patent eligibility. This conclusion accords with the pre- emption concern that undergirds our §101 jurisprudence. Given the ubiquity of computers, see 717 F.3d, at 1286 (Lourie, J., concurring), wholly generic computer implementation is not generally the sort of “additional featur[e]” that provides any “practical assurance that the process is more than a drafting effort designed to monopolize the [abstract idea] itself.” Mayo, 566 U.S., at __ (slip op., at 8-9).
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The fact that a computer “necessarily exist[s] in the physical, rather than purely conceptual, realm,” Brief for Petitioner 39, is beside the point. There is no dispute that a computer is a tangible system (in §101 terms, a “machine”), or that many computer-implemented claims are formally addressed to patent-eligible subject matter. But if that were the end of the §101 inquiry, an applicant could claim any principle of the physical or social sciences by reciting a computer system configured to implement the relevant concept. Such a result would make the determination of patent eligibility “depend simply on the draftsman’s art,” Flook, supra, at 593, thereby eviscerating the rule that “‘[l]aws of nature, natural phenomena, and abstract ideas are not patentable,’” Myriad, 569 U.S., at __ (slip op., at 11).
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The representative method claim in this case recites the following steps: (1) “creating” shadow records for each counterparty to a transaction; (2) “obtaining” start-of-day balances based on the parties’ real-world accounts at exchange institutions; (3) “adjusting” the shadow records as transactions are entered, allowing only those transactions for which the parties have sufficient resources; and (4) issuing irrevocable end-of-day instructions to the exchange institutions to carry out the permitted transactions. See n.2, supra. Petitioner principally contends that the claims are patent eligible because these steps “require a substantial and meaningful role for the computer.” Brief for Petitioner 48. As stipulated, the claimed method requires the use of a computer to create electronic records, track multiple transactions, and issue simultaneous instructions; in other words, “[t]he computer is itself the intermediary.” Ibid. (emphasis deleted).

In light of the foregoing, the relevant question is whether the claims here do more than simply instruct the practitioner to implement the abstract idea of intermediated settlement on a generic computer. They do not.

Taking the claim elements separately, the function performed by the computer at each step of the process is “[p]urely conventional.” Mayo, supra, at __ (slip op., at 10). Using a computer to create and maintain “shadow” accounts amounts to electronic recordkeeping — one of the most basic functions of a computer. See, e.g., Benson, 409 U.S., at 65 (noting that a computer “operates . . . upon both new and previously stored data”). The same is true with respect to the use of a computer to obtain data, adjust account balances, and issue automated instructions; all of these computer functions are “well-understood, routine, conventional activit[ies]” previously known to the industry. Mayo, 566 U.S., at __ (slip op., at 4). In short, each step does no more than require a generic computer to perform generic computer functions considered “as an ordered combination,” the computer components of petitioner’s method “ad[d] nothing . . . that is not already present when the steps are considered separately.” Id., at __ (slip op., at 10). Viewed as a whole, petitioner’s method claims simply recite the concept of intermediated settlement as performed by a generic computer. See 717 F.3d, at 1286 (Lourie, J., concurring) (noting that the representative method claims, “lacks any express language to define the computer’s participation”). The method claims do not, for example, purport to improve the functioning of the computer itself. See ibid. (“There is no specific or limiting recitation of . . . improved computer technology . . .”); Brief for United States as Amicus Curiae 28-30. Nor do they effect an improvement in any other technology or technical field. See, e.g., Diehr, 450 U.S., at 177-178. Instead, the claims at issue amount to 227“nothing significantly more” than an instruction to apply the abstract idea of intermediated settlement using some un- specified, generic computer. Mayo, 566 U.S., at __ (slip op., at 10). Under our precedents, that is not “enough” to transform an abstract idea into a patent-eligible invention.

C

Petitioner’s claims to a computer system and a computer-readable medium fail for substantially the same reasons. Petitioner conceded below that its media claims rise or fall with its method claims. En Banc Response Brief for Defendant-Appellant in No. 11–1301 (CA Fed.) p. 50, n.3. As to its system claims, petitioner emphasizes that those claims recite “specific hardware” configured to perform “specific computerized functions.” Brief for Petitioner 53. But what petitioner characterizes as specific hardware — a “data processing system” with a “communications controller” and “data storage unit,” for example, see App. 954, 958, 1257 — is purely functional and generic. Nearly every computer will include a “communications controller” and “data storage unit” capable of performing the basic calculation, storage, and transmission functions required by the method claims. See 717 F. 3d, at 1290 (Lourie, J., concurring). As a result, none of the hardware recited by the system claims “offers a meaningful limitation beyond generally linking ‘the use of the [method] to a particular technological environment,’ that is, implementation via computers.” Id., at 1291 (quoting Bilski, 561 U.S., at 610-611).

Put another way, the system claims are no different from the method claims in substance. The method claims recite the abstract idea implemented on a generic computer; the system claims recite a handful of generic computer components configured to implement the same idea. This Court has long “warn[ed] . . . against” interpreting §101 “in ways that make patent eligibility ‘depend simply on the draftsman’s art.’ ” Mayo, supra, at (slip op., at 3) (quoting Flook, 437 U.S., at 593); see id., at 590 (“The concept of patentable subject matter under §101 is not ‘like a nose of wax which may be turned and twisted in any direction . . . ’ ”). Holding that the system claims are patent eligible would have exactly that result.

Because petitioner’s system and media claims add nothing of substance to the underlying abstract idea, we hold that they too are patent ineligible under §101.

* * *

IN RE NUIJTEN

500 F.3d 1346 (Fed. Cir. 2007)

GAJARSA, Circuit Judge.

The issue before the court is whether or not a signal is patentable subject matter. Petrus A.C.M. Nuijten appeals the decision of the Board of Patent Appeals and Interferences (“Board”) of the United States Patent and Trademark Office (“PTO”), which rejected claims 14, 22, 23, and 24 in his patent application Serial No. 09/211,928 as unpatentable subject matter outside the scope of 35 U.S.C. §101. The claims seek to patent any “signal” that has been encoded in a particular manner. Because we agree with the Board that the “signal” claims in Nuijten’s application are not directed to statutory subject matter, we affirm.
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I. BACKGROUND

A. Nuijten’s Invention and Patent Application

Nuijten’s patent application discloses a technique for reducing distortion induced by the introduction of “watermarks” into signals. In the context of signal processing, watermarking is a technique by which an original signal (such as a digital audio file) is manipulated so as to embed within it additional data. The additional data is preferably imperceptible to someone who views or listens to the signal — for instance, a listener who plays back a watermarked digital audio file would, if the watermark is sufficiently unobtrusive, not be able to distinguish between the watermarked and unwatermarked versions. However, an analysis of the file by software capable of detecting the watermark will reveal the mark’s contents. This ability to encode additional data into a signal is useful to publishers of sound and video recordings, who can use watermarks to embed in the media they distribute information intended to protect that media against unauthorized copying. For these publishers and others, watermarking represents a trade-off: the desired additional data is encoded directly into the signal, but like any change to a signal, the watermark introduces some level of distortion. Thus, a key goal of watermarking techniques is to minimize the distortion so that the resulting diminution in signal quality is as minimal as possible.

Nuijten’s technique improves existing watermark technology by further modifying the watermarked signal in a way that partially compensates for distortion introduced by the watermark.

The watermark Nuijten posits here is imposed on the signal by altering, if necessary, every hundredth value of the digital signal. A reader seeking to extract the watermark from the digital signal would therefore view only every hundredth value, disregarding the other 99 along the way; by stringing together all such values, the watermarked data may be discerned. Every point where a portion of the watermark is found represents a possibility that the signal may be distorted. If the watermark value designated for a certain position and the original value at that same position happen to coincide, there is no need to modify the original and hence no distortion. About half of the time, though, those values will not coincide and the digital signal will be altered. The result is shown in the diagram: the digital value at the point labeled ‘21’ and illustrated by a vertical dashed line has been changed from ‘1’ in the original to ‘−1.’ The reconstructed signal is thus decreased where it should be increased, and the encoded signal departs from the original in a pronounced manner.

Nuijten’s application teaches that this departure may be minimized by making an additional change to the watermarked digital signal. Here, the value preceding the one that was modified by the watermark has also been modified: it was ‘−1’ in the original signal, but is now ‘1.’ The signal is increased, then decreased (where in the original it was decreased, then increased). The resulting encoding has the same watermark as the above example, but as the diagram indicates, it tracks the original sound wave much more accurately. There is still some small loss in encoding quality relative to the unwatermarked original, but the magnitude of that loss has been greatly decreased.

The above-described procedure is most naturally expressed as a series of steps for adding a low-distortion watermark to a signal, and indeed Nuijten has already obtained allowance of ten claims (Claims 1-10) directed to such a process. Claim 1 is the broadest process claim allowed. It reads:
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A method of embedding supplemental data in a signal, comprising the steps of:


encoding the signal in accordance with an encoding process which includes the step of feeding back the encoded signal to control the encoding; and modifying selected samples of the encoded signal to represent the supplemental data prior to the feedback of the encoded signal and including the modifying of at least one further sample of the encoded signal preceding the selected sample if the further sample modification is found to improve the quality of the encoding process.



Nuijten’s Claims 11-13, also allowed by the PTO, are directed to “[a]n arrangement for embedding supplemental data in a signal,” including “encoder means for encoding the signal” and other structural features that carry out the above process. Finally, Nuijten’s allowed Claim 15 is directed to “[a] storage medium having stored thereon a signal with embedded supplemental data,” where the stored signal has essentially the encoding properties described above. Thus, Nuijten has been allowed claims to the process he invented, a device that performs that process, and a storage medium holding the resulting signals. None of these claims is before us on appeal.

B. The Claims on Appeal

The claims whose disallowance Nuijten appeals are not traditional step-by-step process claims, nor are they directed to any apparatus for generating, receiving, processing, or storing the signals. As mentioned above, such claims have been allowed. The claims on appeal seek to cover the resulting encoded signals themselves. Claim 14 of Nuijten’s application is the only independent claim of the four rejected by the PTO. It reads:


A signal with embedded supplemental data, the signal being encoded in accordance with a given encoding process and selected samples of the signal representing the supplemental data, and at least one of the samples preceding the selected samples is different from the sample corresponding to the given encoding process. (emphasis added).



Claims 22, 23, and 24 depend on Claim 14, respectively adding requirements that the embedded data be a watermark, that the signal be a video signal, and that the signal be an audio signal.

II. DISCUSSION

Language setting forth a variety of categories of matter deemed patentable has existed throughout the history of American patent law. The country’s first patent statute permitted a patent on “any art, manufacture, engine, machine or device.” Patent Act of 1790 §4, 1 Stat. 109, 111 (1790). Soon thereafter, Congress amended the patent laws, changing the language to allow a patent for “any new and useful art, machine, manufacture or composition of matter.” Patent Act of 1793 §1, 1 Stat. 318, 319 (1793). The next substantial amendment to the patent laws left this statutory language unchanged. Patent Act of 1836 §6, 5 Stat. 117, 119 (1836). This four-category language has persisted to the present day, with the exception of the technical change of “art” to “process,” defined as “process, art or method,” in 1952. 35 U.S.C. §100; see Part II.B.1, infra.
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The claims on appeal cover transitory electrical and electromagnetic signals propagating through some medium, such as wires, air, or a vacuum. Those types of signals are not encompassed by any of the four enumerated statutory categories: “process, machine, manufacture, or composition of matter.” Before addressing in detail our rationale for this rejection, though, we begin by resolving a dispute between Nuijten and the PTO about the claims’ scope.

A. Claim Construction

As in any other context in which the scope and meaning of the claims bears [sic] on the ultimate determination at hand, we must start by considering the issue of claim construction. Claim construction is a question of law.

The claim construction dispute between Nuijten and the PTO turns on a somewhat esoteric and metaphysical point, namely: are the claims at issue limited to covering only physical instances of signals, or do they also cover intangible, immaterial strings of abstract numbers? The PTO suggests that “claim 14 can be read to claim a signal that is merely data” — that is, merely numerical information without any physical embodiment. Nuijten disagrees, arguing that “a signal must have sufficient physical substance to be discerned and recognized by a recipient.” That is, a signal can be sensed and received by some physical apparatus, if not directly by a person.

Nuijten’s position on this issue is correct in a limited way. A “signal” implies signaling — that is, the conveyance of information. To convey information to a recipient a physical carrier, such as an electromagnetic wave, is needed. Thus, in order to be a “signal,” as required by the claim, some carrier upon which the information is embedded is required. See Arrhythmia Research Tech., Inc. v. Corazonix Corp., 958 F.2d 1053, 1059 (Fed. Cir. 1992) (“The view that there is nothing necessarily physical about ‘signals’ is incorrect.” (quotation marks omitted)).

However, while the claims are limited so as to require some physical carrier of information, they do not in any way specify what carrier element is to be used. The only limitations in Claim 14 address the signal’s informational content. Specifically, the signal must encode some supplemental data, it must have been encoded according to a “given encoding process,” and a sample, or single data point, located before the location of the supplemental data must be different from the original. The text of the claims is not limited by any specified physical medium, nor do the dependent claims add any physical limitations. They again require only that the signal carry certain information — a watermark, video, or audio. Therefore, any tangible means of information carriage will suffice for all of the claims at issue. Nuijten’s claims can of course be embodied by conventional, known means, such as electrical signals, modulated electromagnetic waves, and pulses in fiber optic cable. So long as some object or transmission carries the information specified by Nuijten’s claim, it falls within that claim’s scope regardless of its physical form. In summary, some physical form for the signal is required, but any form will do, so long as a recipient can understand the message — the nature of the signal’s physical carrier is totally irrelevant to the claims at issue.
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B. The Appealed Claims Are Not in Any Statutory Category

Nuijten and the PTO agree that the claims include physical but transitory forms of signal transmission such as radio broadcasts, electrical signals through a wire, and light pulses through a fiber-optic cable, so long as those transmissions convey information encoded in the manner disclosed and claimed by Nuijten. We hold that such transitory embodiments are not directed to statutory subject matter.

Our inquiry here, like that of the Board, will consider whether a transitory, propagating signal is within any of the four statutory categories: process, machine, manufacture, or composition of matter. Before embarking on an analysis considering each of the four categories, we must address a prior statement of this court which Nuijten argues forecloses such an analysis. In State Street Bank & Trust Co. v. Signature Financial Group, Inc., 149 F.3d 1368, 1375 (Fed. Cir. 1998), we noted that “[t]he question of whether a claim encompasses statutory subject matter should not focus on which of the four categories of subject matter a claim is directed to — process, machine, manufacture, or composition of matter — but rather on the essential characteristics of the subject matter, in particular, its practical utility.” However, we do not consider this statement as a holding that the four statutory categories are rendered irrelevant, non-limiting, or subsumed into an overarching question about patentable utility. Indeed, State Street recognized that “the [claimed] subject matter must fall into at least one category of statutory subject matter,” id. at 1375 n.9, and specifically found that the claim at issue was directed to a machine, id. at 1375. In telling courts where they “should not focus” their analysis, State Street was advising not to be concerned about debates over “which of the four categories,” id. (emphasis added), subject matter falls into — that is, not to be overly concerned with pigeonholing subject matter once the court assures itself that some category has been satisfied. If, for instance, a court determines that a claim encompasses either a process or machine but is unsure which category is appropriate, it need not resolve the ambiguity. The claim must be within at least one category, so the court can proceed to other aspects of the §101 analysis. State Street sets forth a sound premise, but this case presents a different situation. The essence of the dispute between the parties is whether a transitory signal is covered by any statutory category. The four categories together describe the exclusive reach of patentable subject matter. If a claim covers material not found in any of the four statutory categories, that claim falls outside the plainly expressed scope of §101 even if the subject matter is otherwise new and useful. We must therefore determine whether any of the four categories encompass the claims on appeal, and it is appropriate to consider each of the categories in turn.

1. Process

Nuijten suggests that a signal of the type covered by the claims is a “process” under that term’s statutory meaning, arguing both that a process need not be defined by reference to an act or series of steps, and that his signal claims do refer to the performance of acts. Nuijten first notes that “process” is defined as “process, art or method,” 35 U.S.C. §100, and suggests that an “art” is somehow broader than the usual understanding of “process,” transcending any requirement of steps or action. The presence of “art” in the statutory definition and its meaning can best be understood by reference to the legislative history of the Patent Act of 1952. The report of the Senate Committee on the Judiciary notes:
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The present law [i.e., the pre-1952 patent statute] states that any person who has invented or discovered any “new and useful art, machine, manufacture, or any new or useful improvement thereof” may obtain a patent. That language has been preserved except that the word “art” which appears in the present statute has been changed to the word “process.” “Art” in this place in the present statute has a different meaning than the words “useful art” in the Constitution, and a different meaning than the use of the word “art” in other places in the statutes, and it is interpreted by the courts to be practically synonymous with process or method. The word “process” has been used to avoid the necessity of explanation that the word “art” as used in this place means “process or method,” and that it does not mean the same thing as the word “art” in other places.

The definition of “process” has been added in section 100 to make it clear that “process or method” is meant, and also to clarify the present law as to the patentability of certain types of processes or methods as to which some insubstantial doubts have been expressed.



S. Rep. No. 82-1979, at 5 (1952), U.S. Code Cong. & Admin. News 1952, pp. 2394, 239899. The Supreme Court and this court have consistently interpreted the statutory term “process” to require action. See Gottschalk v. Benson, 409 U.S. 63, 70, 93 S. Ct. 253, 34 L. Ed. 2d 273 (1972) (“A process is a mode of treatment of certain materials to produce a given result. It is an act, or a series of acts, performed upon the subject-matter to be transformed and reduced to a different state or thing.” (emphasis added) (quoting Cochrane v. Deener, 94 U.S. 780, 788, 24 L. Ed. 139 (1876)); NTP, Inc. v. Research in Motion, Ltd., 418 F.3d 1282, 1316 (Fed. Cir. 2005) (“A process is a series of acts.” (quoting Minton v. Nat’l Ass’n of Sec. Dealers, Inc., 336 F.3d 1373, 1378 (Fed. Cir. 2003)); In re Kollar, 286 F.3d 1326, 1332 (Fed. Cir. 2002) (“[A] process…consists of a series of acts or steps.…It consists of doing something, and therefore has to be carried out or performed.”). Nuijten’s argument that his claims might be covered by the “process” category even if they do not recite acts therefore lacks merit.

Nuijten also notes that his signal claims recite acts, noting that the claimed signal must be “encoded in accordance with a given encoding process.” But all that recitation implies is that these are potentially product-by-process claims “in which the product is defined at least in part in terms of the method or process by which it is made.” SmithKline Beecham Corp. v. Apotex Corp., 439 F.3d 1312, 1315 (Fed. Cir. 2006) (quoting Bonito Boats, Inc. v. Thunder Craft Boats, Inc., 489 U.S. 141, 158, 109 S. Ct. 971, 103 L. Ed. 2d 118 (1989)). Such claims are still directed to the ultimate product, not the underlying process. See id. at 1317 (“Regardless of how broadly or narrowly one construes a product-by-process claim, it is clear that such claims are always to a product, not a process.”). The presence of acts recited in the claim does not transform a claim covering a thing — the signal itself — into one covering the process by which that thing was made.

Since a process claim must cover an act or series of acts and Nuijten’s signal claims do not, the claims are not directed to a process.
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2. Machine

The Supreme Court has defined the term “machine” as “a concrete thing, consisting of parts, or of certain devices and combination of devices.” Burr v. Duryee, 68 U.S. (1 Wall.) 531, 570, 17 L. Ed. 650 (1863). This “includes every mechanical device or combination of mechanical powers and devices to perform some function and produce a certain effect or result.” Corning v. Burden, 56 U.S. 252, 267, 15 How. 252, 14 L. Ed. 683 (1853). A transitory signal made of electrical or electromagnetic variances is not made of “parts” or “devices” in any mechanical sense. While such a signal is physical and real, it does not possess concrete structure in the sense implied by these definitions. No part of the signal — the crests or troughs of the electromagnetic wave, or perhaps the particles that make it up (modern physics teaches that both features are present simultaneously) is a mechanical “device” or “part.” A propagating electromagnetic signal is not a “machine” as that term is used in §101.

3. Manufacture

The question of whether the claimed signals are “manufactures” is more difficult. They are man-made, in the sense of having been encoded, generated, and transmitted by artificial means. However, artificiality is insufficient by itself to render something a “manufacture.” The Supreme Court has defined “manufacture” (in its verb form) as “the production of articles for use from raw or prepared materials by giving to these materials new forms, qualities, properties, or combinations, whether by hand-labor or by machinery.” Diamond v. Chakrabarty, 447 U.S. 303, 308, 100 S. Ct. 2204, 65 L. Ed. 2d 144 (1980) (emphasis added) (quoting Am. Fruit Growers, Inc. v. Brogdex Co., 283 U.S. 1, 11, 51 S. Ct. 328, 75 L. Ed. 801 (1931)). The term is used in the statute in its noun form, Bayer AG v. Housey Pharms., Inc., 340 F.3d 1367, 1373 (Fed. Cir. 2003), and therefore refers to “articles” resulting from the process of manufacture. The same dictionary the Supreme Court relied on for its definition of “manufacture” in turn defines “article” as “a particular substance or commodity: as, an article of merchandise; an article of clothing; salt is a necessary article.” 1 Century Dictionary 326 (William Dwight Whitney ed., 1895) (emphasis in original).

These definitions address “articles” of “manufacture” as being tangible articles or commodities. A transient electric or electromagnetic transmission does not fit within that definition. While such a transmission is man-made and physical — it exists in the real world and has tangible causes and effects — it is a change in electric potential that, to be perceived, must be measured at a certain point in space and time by equipment capable of detecting and interpreting the signal. In essence, energy embodying the claimed signal is fleeting and is devoid of any semblance of permanence during transmission.10 Moreover, any tangibility arguably attributed to a signal is embodied in the principle that it is perceptible — e.g., changes in electrical potential can be measured. All signals within the scope of the claim do not themselves comprise some tangible article or commodity. This is particularly true when the signal is encoded on an electromagnetic carrier and transmitted through a vacuum — a 234medium that, by definition, is devoid of matter. Thus, we hold that Nuijten’s signals, standing alone, are not “manufacture[s]” under the meaning of that term in §101.

4. Composition of Matter

As to the final statutory category, Nuijten does not challenge in his opening brief the Board’s conclusion that “[t]he signal is not composed of matter and is clearly not a ‘composition of matter.’” We note, however, that the Supreme Court has defined “composition of matter” to mean “all compositions of two or more substances and all composite articles, whether they be the results of chemical union, or of mechanical mixture, or whether they be gases, fluids, powders or solids.” Chakrabarty, 447 U.S. at 308, 100 S. Ct. 2204. A signal comprising a fluctuation in electric potential or in electromagnetic fields is not a “chemical union,” nor a gas, fluid, powder, or solid. Nuijten’s signals are not “composition[s] of matter.” AFFIRMED.

LINN, Circuit Judge, concurring-in-part and dissenting-in-part.

I am pleased to join Part II.A of the majority opinion because I agree that a “signal,” as used in the claims at issue, refers to something with a “physical form.” Majority Op. at 135253. However, I respectfully disagree with the majority’s holding that the claims in suit are not directed to statutory subject matter under 35 U.S.C. §101. I therefore dissent in part from Part II.B of the opinion and from the judgment.

This case presents challenging questions that go beyond the single patent claim at issue. In determining the scope of patentable subject matter, we must reconcile cutting-edge technologies with a statute, the language of which dates back to the beginning of the Republic. Moreover, we decide this case against a backdrop of ongoing controversy regarding the wisdom of software patenting and our decision in State Street Bank & Trust Co. v. Signature Financial Group, Inc., 149 F.3d 1368 (Fed. Cir. 1998). I appreciate the majority’s desire to draw an exclusionary line. However, mindful of our duty to interpret the law as Congress wrote it rather than attempt “to preempt congressional action by judicially decreeing what accords with ‘common sense and the public weal,’” Tenn. Valley Auth. v. Hill, 437 U.S. 153, 195, 98 S. Ct. 2279, 57 L. Ed. 2d 117 (1978), I respectfully disagree that the majority’s holding is compelled by or consistent with precedent or the language of the statute. Indeed, I fear that it risks further confusing an already uncertain set of doctrines.

The majority bases its holding on the Century Dictionary definition of “manufacture” quoted by the Supreme Court in American Fruit Growers, Inc. v. Brogdex Co., 283 U.S. 1, 11, 51 S. Ct. 328, 75 L. Ed. 801 (1931), and again in Diamond v. Chakrabarty, 447 U.S. 303, 308, 100 S. Ct. 2204, 65 L. Ed. 2d 144 (1980): “the production of articles for use from raw or prepared materials by giving to these materials new forms, qualities, properties, or combinations, whether by hand-labor or by machinery.” I respectfully disagree that this definition limits the term “manufacture” to non-transitory, tangible things. When it defined “manufacture” as above, the Supreme Court emphasized that “[i]n choosing such expansive terms as ‘manufacture’…modified by the comprehensive ‘any,’ Congress plainly contemplated that the patent laws would be given wide scope.” Chakrabarty, 447 U.S. at 308, 100 S. Ct. 2204. Because the patent claim at issue contemplates “some physical carrier of information,” Majority Op. at 1353, the claim requires that some input “material” — whether a pulse of 235energy or a stone tablet — has been given a “new form[ ],” “qualit[y],” or “propert[y]” by direct human action or by a machine. The resulting signal is thus a “manufacture” in the “expansive” sense of §101. See also Am. Fruit, 283 U.S. at 11, 51 S. Ct. 328 (offering as a second definition of “manufacture,” “anything made for use from raw or prepared materials”).

Because I conclude that the claim at issue is directed to a “new and useful” “manufacture,” I believe it is patentable under 35 U.S.C. §101. Accordingly, I would reverse.

I. THE DEFINITION OF “MANUFACTURE”

I agree with the majority that the subject of Nuijten’s signal claims is not a “machine,” “process,” or “composition of matter” as used in 35 U.S.C. §101. As the majority recognizes, however, “[t]he question of whether the claimed signals are ‘manufactures’ is more difficult.” Majority Op. at 1356. As mentioned, the Supreme Court quoted in American Fruit the following definition of “manufacture,” upon which the majority relies today: “the production of articles for use from raw or prepared materials by giving to these materials new forms, qualities, properties, or combinations, whether by hand-labor or by machinery.” 283 U.S. at 11, 51 S. Ct. 328 (quoting 5 Century Dictionary 3620 (William Dwight Whitney ed., 1895)), quoted in Diamond v. Chakrabarty, 447 U.S. 303, 308, 100 S. Ct. 2204, 65 L. Ed. 2d 144 (1980). Based on this definition and the associated definition of “article,” the majority concludes that manufactures must be “tangible,” a definition that excludes “[a] transient electric or electromagnetic transmission.” Majority Op. at 1356. With all due respect, I believe that these conclusions are erroneous.

The majority’s definition for “article” — “a particular substance or commodity” — likewise provides no indication that the substance must last any longer than is necessary to be useful. See Majority Op. at 1356. Moreover, an article does not cease to be an article when it “must be measured…by equipment capable of detecting and interpreting” it. Id. Myriad inventions, particularly in the chemical arts, can only be detected using equipment — this is inevitable if patents are to cover advanced technologies. Indeed, we have squarely held that transitory inventions are patentable under §101. For example, in In re Breslow, we held that chemical intermediates are patentable compositions of matter under §101 even if they are “transitory, unstable, and non-isolatable.” 616 F.2d 516, 519, 521-22 (C.C.P.A.1980). In so holding, we recognized that the compounds “can as well be considered ‘manufactures’ as ‘composition[s] of matter.’” Id. at 522; see also Zenith Labs. v. Bristol-Myers Squibb Co., 19 F.3d 1418, 1422 (Fed. Cir. 1994) (noting that infringement may occur where a pharmaceutical is converted into a claimed chemical compound in vivo).

In any event, it is doubtful that looking to a definition of “article” is necessary. The American Fruit Court quoted a second definition for “manufacture” from the Century Dictionary in addition to the one repeated in Chakrabarty: “anything made for use from raw or prepared materials.” 283 U.S. at 11, 51 S. Ct. 328. This definition does not, by its terms, require that a “manufacture” be an “article” or a transformed “raw material,” only that it be something — “anything” — made from them.

The majority simply assumes, without reference to its own construction of the claim, that Nuijten’s signal is “fleeting.” Majority Op. at 1356. The claim refers to multiple “samples,” one “preceding” the next, in a specified relationship. In conjunction with the specification’s references to “prediction” of a watermark bit’s effect on subsequent bits of the input signal 236and the invention’s preferred use for audio or video signals, it is apparent that the claimed signal must extend over some interval of time. In In re Hruby, 54 C.C.P.A. 1196, 373 F.2d 997 (1967), we held that it was not the dynamic position of any given water droplet, but rather the overall pattern, that was patentable; likewise, here, it is the overall signal, not the physical manifestation of a single bit, that constitutes the invention. Just as the design of a fountain lasts so long as the water is flowing, the signal lasts so long as the transmission of the signal is in progress. In many embodiments — for example, when the signal encodes an audio or video signal representing a symphony or a full-length motion picture that is being watched in real time — the transmission may be in progress for a significant period of time. And as the majority holds, the claim makes no assumptions about what physical form the signal might take. The claim therefore encompasses embodiments, such as inscriptions on paper, in which the signal itself may last indefinitely.

The language we are called to interpret is venerable. As the majority recognizes, with the exception of the substitution of “process” for “art,” the four categories of statutory subject matter in §101 have remained unchanged since the 1793 Patent Act of Feb. 21, 1793, ch. 11, §1, 1 Stat. 318. “Manufacture” was a statutory category even in the very first United States Patent Act of 1790. Act of Apr. 10, 1790, ch. 7, §1, 1 Stat. 109. Indeed, “manufactures” were the subject of the British Statute of Monopolies of 1623, 21 Jac. 1, ch. 3. See generally Ex parte Lundgren, No.2003-2088, 2004 WL 3561262, *13-20, 2005 Pat. App. LEXIS 34, at *32-*50 (B.P.A.I. April 20, 2004) (Barrett, A.P.J., concurring-in-part and dissenting-in-part) (discussing history of statutory subject matter).

In part because of this, I question whether this case can be decided by reference to a dictionary definition of “manufacture.” See Alappat, 33 F.3d at 1553 (Archer, C.J., concurring-in-part and dissenting-in-part) (“These terms may not be read in a strict literal sense entirely divorced from the context of the patent law.”). To the extent such a definition might be helpful, however, it should be one that is contemporary with the statutory language, and thus a dictionary that dates to the eighteenth century. See, e. g., St. Francis Coll. v. Al-Khazraji, 481 U.S. 604, 610-12, 107 S. Ct. 2022, 95 L. Ed. 2d 582 (1987) (using mid- nineteenth-century dictionaries to construe 1866 Civil Rights Act).

One example of a contemporary dictionary is Samuel Johnson, A Dictionary of the English Language (3d ed. 1768), available at http://books.google.com?id= bXsCAAAAQAAJ, which defines manufacture as “[a]ny thing made by art.” “Art,” in turn, is defined as “[t]he power of doing something not taught by nature and instinct”; “[a] science”; “[a] trade”; “[a]rtfulness, skill, dexterity.” Id. This connection is significant because of the parallel use of “art” and “manufacture” in the 1790 and 1793 Patent Acts and because of the use of the term “useful Arts” in the Patent Clause of the Constitution. U.S. Const., art. I, cl. 8; see also In re Comiskey, 499 F.3d 1365, 1375 (Fed. Cir. 2007) (“The Constitution explicitly limited patentability to ‘the national purpose of advancing the useful arts — the process today called technological innovation.’”) (quoting Paulik v. Rizkalla, 760 F.2d 1270, 1276 (Fed. Cir. 1985) (en banc)); Karl B. Lutz, Patents and Science: A Clarification of the Patent Clause of the U.S. Constitution, 18 Geo. Wash. L. Rev. 50, 54 (1949) (“The term ‘useful arts,’ as used in the Constitution… is best represented in modern language by the word ‘technology.’”).

Thus, it appears that rather than delineate specific, narrow categories, Congress has consistently intended statutory subject matter to cover the full scope of technological 237ingenuity, however it might best be claimed. Thus, “art” and “process[es]” might be viewed, in rough terms, as the exercise of technological skill, “manufacture[s]” and “composition[s] of matter” as the products of that skill, and “machine[s]” as the tools through which that skill is exercised. See Comiskey, 499 F.3d at 1377 (observing that a method claim involving a mental process or algorithm qualifies as a “process” under §101 when it “(1) is tied to a machine or (2) creates or involves a composition of matter or manufacture”).

I believe the majority does not follow the guidance that the Supreme Court provided in Chakrabarty as to how we should interpret §101. As the Court observed, “Congress plainly contemplated that the patent laws would be given wide scope.” 447 U.S. at 308, 100 S. Ct. 2204. Accordingly, Chakrabarty embraces the notion that the scope of patentable subject matter includes “anything under the sun that is made by man.” Id. at 309[,] 100 S. Ct. 2204 (quoting S. Rep. No. 82-1979, at 5 (1952), U.S. Code Cong. & Admin. News 1952, at 2398-99; H.R. Rep. No. 82-1923, at 6 (1952)). Granted, Chakrabarty also cautions that there are exceptions to these sweeping pronouncements: “This is not to suggest that §101 has no limits or that it embraces every discovery. The laws of nature, physical phenomena, and abstract ideas have been held not patentable.” Id. But altogether, the most straightforward interpretation of the Supreme Court’s guidance in Chakrabarty is that an invention qualifies as patentable subject matter if it (1) is “made by man,” and (2) does not involve an attempt to patent “laws of nature, physical phenomena, [or] abstract ideas.” Indeed, this is the analysis the Chakrabarty Court appears to follow: “Judged in this light, respondent’s micro-organism plainly qualifies as patentable subject matter. His claim is not to a hitherto unknown natural phenomenon, but to a nonnaturally occurring manufacture or composition of matter — a product of human ingenuity ‘having a distinctive name, character, [and] use.’” Id. at 309-10, 100 S. Ct. 2204; see also AT&T Corp. v. Excel Commc’ns, Inc., 172 F.3d 1352, 1355, 1361 (Fed. Cir. 1999) (applying §101 by subtracting from “anything under the sun that is made by man” only the three exceptions enumerated by the Supreme Court). The Court’s analysis leaves little room for the term “manufacture” to impose additional limitations on the scope of patentable subject matter.

* * *

Questions

1. General Discussion Questions

1.1 How would you define “software”? Is it: a set of instructions, or a design, or the solution to a computational problem, or a structured data set? Which categories of Section 101 best suit software — process, article of manufacture, machine, or composition of matter?

1.2 To achieve patentability does software need to be loaded in a computer? Is software patentable if it is loaded on a diskette or on a CD-ROM or loaded at run time from a remote server? When does software fail patent law’s “printed matter” rule that printed texts are not patent eligible subject matter?

1.3 Do you think that software, as a policy matter, should be patentable? If not, how would you ensure that courts and the USPTO properly distinguish 238between software and computer hardware inventions? How would you compare the patentability of software with the patentability of business methods?

1.4 Did the Bilski and Alice cases expand patentable subject matter, narrow it, or both?

1.5 Do you think that the Bilski or Alice decisions should change the result in In re Nuijten? Even if you think that Bilski or Alice would not change the result, do you agree with In re Nuijten’s conclusion that an electronic signal is not an article of manufacture?

1.6 Some believe that Section 102 (novelty) and 103 (non-obviousness) should be the primary focus for keeping appropriate limits on software patents rather than a narrow reading of Section 101 — do you agree with that analysis?

1.7 What guidance should the United States Patent & Trademark Office provide to its patent examiners to use post-Alice in assessing patent eligibility for software?

2. Litigation Questions

2.1 From a litigation standpoint, what is the advantage of software that is patentable simply loaded onto a disk or CD-ROM?

2.2 Assuming that Bilski and Alice have made Section 101 challenges more difficult, what other defenses would you assert if you were representing a defendant in a software patent case? What evidence would you bring to bear to support your defenses?

2.3 In most patent cases prior art comes from issued patents — since this form of prior art is often unavailable for software-related inventions, how do you find prior art in software patent cases?

2.4 How would you use Section 112 (written description and best mode) as a defense in a software patent case?

3. Business Law Questions

3.1 Under what circumstances would you advise a start-up firm to seek patent protection for software? When do you think the cost is justifiable and when do you think it’s not?

3.2 Given the hostility that many software programmers feel toward software patents, how would you design an incentive system at a large company to ensure consistent patenting of software inventions?

Exercises

1. Patent Strategy

The Facts. Nate Tillamook founded the EasyRite, Inc. software firm. EasyRite created a word processing program for young children called EasyRiter. Following a successful marketing campaign via Facebook, sales of EasyRiter took off dramatically. Nate hired Kristin Manzanita as his firm’s first intellectual 239property lawyer and none too soon because on her first day of work, EasyRite received a letter from IBM saying that IBM had some patents that it thought might be of interest to EasyRite.

The Exercise. One student plays the role of Nate and one student plays the role of Kristin. Kristin should outline EasyRite’s patent strategy for the future and Nate should respond to Kristin’s advice in the manner of a typical patent-skeptic software developer.

2. Patent Statute Amendment

The Facts. A congressional committee is considering a bill that would exclude software from patent eligibility under Section 101.

The Exercise. Several students should play the role of Members of the congressional committee. Other students should testify before the committee from the perspective of IBM, Google, Apple, Microsoft, Free Software Foundation, Professional Engineers Association, Consumer’s Union, and Software and Information Industry Association.

III. INFRINGEMENT

MICROSOFT CORP. v. AT&T CORP.

550 U.S. 437 (2007)

Justice GINSBURG delivered the opinion of the Court, except as to footnote 14.

It is the general rule under United States patent law that no infringement occurs when a patented product is made and sold in another country. There is an exception. Section 271(f) of the Patent Act, adopted in 1984, provides that infringement does occur when one “supplies…from the United States,” for “combination” abroad, a patented invention’s “components.” 35 U.S.C. §271(f)(1). This case concerns the applicability of §271(f) to computer software first sent from the United States to a foreign manufacturer on a master disk, or by electronic transmission, then copied by the foreign recipient for installation on computers made and sold abroad.

AT&T holds a patent on an apparatus for digitally encoding and compressing recorded speech. Microsoft’s Windows operating system, it is conceded, has the potential to infringe AT&T’s patent, because Windows incorporates software code that, when installed, enables a computer to process speech in the manner claimed by that patent. It bears emphasis, however, that uninstalled Windows software does not infringe AT&T’s patent any more than a computer standing alone does; instead, the patent is infringed only when a computer is loaded with Windows and is thereby rendered capable of performing as the patented speech processor. The question before us: Does Microsoft’s liability extend to computers made in another country when loaded with Windows software copied abroad from a master disk or electronic transmission dispatched by Microsoft from the United States? Our answer is “No.”

The master disk or electronic transmission Microsoft sends from the United States is never installed on any of the foreign-made computers in question. Instead, copies made abroad are used for installation. Because Microsoft does not export from the United States the copies 240actually installed, it does not “suppl[y]…from the United States” “components” of the relevant computers, and therefore is not liable under §271(f) as currently written.

Plausible arguments can be made for and against extending §271(f) to the conduct charged in this case as infringing AT&T’s patent. Recognizing that §271(f) is an exception to the general rule that our patent law does not apply extraterritorially, we resist giving the language in which Congress cast §271(f) an expansive interpretation. Our decision leaves to Congress’ informed judgment any adjustment of §271(f) it deems necessary or proper.

I

Our decision some 35 years ago in Deepsouth Packing Co. v. Laitram Corp., 406 U.S. 518, 92 S. Ct. 1700, 32 L. Ed. 2d 273 (1972), a case about a shrimp deveining machine, led Congress to enact §271(f). In that case, Laitram, holder of a patent on the time-and- expense-saving machine, sued Deepsouth, manufacturer of an infringing deveiner. Deepsouth conceded that the Patent Act barred it from making and selling its deveining machine in the United States, but sought to salvage a portion of its business: Nothing in United States patent law, Deepsouth urged, stopped it from making in the United States the parts of its deveiner, as opposed to the machine itself, and selling those parts to foreign buyers for assembly and use abroad. We agreed.

Interpreting our patent law as then written, we reiterated in Deepsouth that it was “not an infringement to make or use a patented product outside of the United States.” Id., at 527, 92 S. Ct. 1700; see 35 U.S.C. §271(a) (1970 ed.) (“[W]hoever without authority makes, uses or sells any patented invention, within the United States during the term of the patent therefor, infringes the patent.”). Deepsouth’s foreign buyers did not infringe Laitram’s patent, we held, because they assembled and used the deveining machines outside the United States. Deepsouth, we therefore concluded, could not be charged with inducing or contributing to an infringement. Nor could Deepsouth be held liable as a direct infringer, for it did not make, sell, or use the patented invention — the fully assembled deveining machine — within the United States. The parts of the machine were not themselves patented, we noted, hence export of those parts, unassembled, did not rank as an infringement of Laitram’s patent.

Laitram had argued in Deepsouth that resistance to extension of the patent privilege to cover exported parts “derived from too narrow and technical an interpretation of the [Patent Act].” Id., at 529, 92 S. Ct. 1700. Rejecting that argument, we referred to prior decisions holding that “a combination patent protects only against the operable assembly of the whole and not the manufacture of its parts.” Id., at 528, 92 S. Ct. 1700. Congress’ codification of patent law, we said, signaled no intention to broaden the scope of the privilege. Id., at 530, 92 S. Ct. 1700 (“When, as here, the Constitution is permissive, the sign of how far Congress has chosen to go can come only from Congress.”). And we again emphasized that


“[o]ur patent system makes no claim to extraterritorial effect; these acts of Congress do not, and were not intended to, operate beyond the limits of the United States; and we correspondingly reject the claims of others to such control over our markets.” Id., at 531, 92 S. Ct. 1700 (quoting Brown v. Duchesne, 19 How. 183, 195, 15 L. Ed. 595 (1857)).
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Absent “a clear congressional indication of intent,” we stated, courts had no warrant to stop the manufacture and sale of the parts of patented inventions for assembly and use abroad. 406 U.S., at 532, 92 S. Ct. 1700.

Focusing its attention on Deepsouth, Congress enacted §271(f). See Patent Law Amendments Act of 1984, §101, 98 Stat. 3383; Fisch & Allen, The Application of Domestic Patent Law to Exported Software: 35 U.S.C. §271(f), 25 U. Pa. J. Int’l Econ. L. 557, 565 (2004) (hereinafter Fisch & Allen). The provision expands the definition of infringement to include supplying from the United States a patented invention’s components:


“(1) Whoever without authority supplies or causes to be supplied in or from the United States all or a substantial portion of the components of a patented invention, where such components are uncombined in whole or in part, in such manner as to actively induce the combination of such components outside the United States in a manner that would infringe the patent if such combination occurred within the United States, shall be liable as an infringer.

“(2) Whoever without authority supplies or causes to be supplied in or from the United States any component of a patented invention that is especially made or especially adapted for use in the invention and not a staple article or commodity of commerce suitable for substantial noninfringing use, where such component is uncombined in whole or in part, knowing that such component is so made or adapted and intending that such component will be combined outside of the United States in a manner that would infringe the patent if such combination occurred within the United States, shall be liable as an infringer.” 35 U.S.C. §271(f).



II

Windows is designed, authored, and tested at Microsoft’s Redmond, Washington, headquarters. Microsoft sells Windows to end users and computer manufacturers, both foreign and domestic. Purchasing manufacturers install the software onto the computers they sell. Microsoft sends to each of the foreign manufacturers a master version of Windows, either on a disk or via encrypted electronic transmission. The manufacturer uses the master version to generate copies. Those copies, not the master sent by Microsoft, are installed on the foreign manufacturer’s computers. Once assembly is complete, the foreign-made computers are sold to users abroad.

AT&T’s patent (‘580 patent) is for an apparatus (as relevant here, a computer) capable of digitally encoding and compressing recorded speech. Windows, the parties agree, contains software that enables a computer to process speech in the manner claimed by the ‘580 patent. In 2001, AT&T filed an infringement suit in the United States District Court for the Southern District of New York, charging Microsoft with liability for domestic and foreign installations of Windows.

Neither Windows software (e.g., in a box on the shelf) nor a computer standing alone (i.e., without Windows installed) infringes AT&T’s patent. Infringement occurs only when Windows is installed on a computer, thereby rendering it capable of performing as the patented speech processor. Microsoft stipulated that by installing Windows on its own computers during the software development process, it directly infringed the ‘580 patent. Microsoft further 242acknowledged that by licensing copies of Windows to manufacturers of computers sold in the United States, it induced infringement of AT&T’s patent.

Microsoft denied, however, any liability based on the master disks and electronic transmissions it dispatched to foreign manufacturers, thus joining issue with AT&T. By sending Windows to foreign manufacturers, AT&T contended, Microsoft “supplie[d]…from the United States,” for “combination” abroad, “components” of AT&T’s patented speech processor; accordingly, AT&T urged, Microsoft was liable under §271(f). See supra, at 1752-1753 (reproducing text of §271(f)). Microsoft responded that unincorporated software, because it is intangible information, cannot be typed a “component” of an invention under §271(f). In any event, Microsoft urged, the foreign-generated copies of Windows actually installed abroad were not “supplie[d]…from the United States.”

III

A

This case poses two questions: First, when, or in what form, does software qualify as a “component” under §271(f)? Second, were “components” of the foreign-made computers involved in this case “supplie[d]” by Microsoft “from the United States”?

As to the first question, no one in this litigation argues that software can never rank as a “component” under §271(f). The parties disagree, however, over the stage at which software becomes a component. Software, the “set of instructions, known as code, that directs a computer to perform specified functions or operations,” Fantasy Sports Properties, Inc. v. SportsLine.com, Inc., 287 F.3d 1108, 1118 (C.A. Fed. 2002), can be conceptualized in (at least) two ways. One can speak of software in the abstract: the instructions themselves detached from any medium. (An analogy: The notes of Beethoven’s Ninth Symphony.) One can alternatively envision a tangible “copy” of software, the instructions encoded on a medium such as a CD-ROM. (Sheet music for Beethoven’s Ninth.) AT&T argues that software in the abstract, not simply a particular copy of software, qualifies as a “component” under §271(f). Microsoft and the United States argue that only a copy of software, not software in the abstract, can be a component.

The significance of these diverse views becomes apparent when we turn to the second question: Were components of the foreign-made computers involved in this case “supplie[d]” by Microsoft “from the United States”? If the relevant components are the copies of Windows actually installed on the foreign computers, AT&T could not persuasively argue that those components, though generated abroad, were “supplie[d]…from the United States” as §271(f) requires for liability to attach. If, on the other hand, Windows in the abstract qualifies as a component within §271(f)’s compass, it would not matter that the master copies of Windows software dispatched from the United States were not themselves installed abroad as working parts of the foreign computers.

With this explanation of the relationship between the two questions in view, we further consider the twin inquiries.
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B

First, when, or in what form, does software become a “component” under §271(f)? We construe §271(f)’s terms “in accordance with [their] ordinary or natural meaning.” FDIC v. Meyer, 510 U.S. 471, 476, 114 S. Ct. 996, 127 L. Ed. 2d 308 (1994). Section 271(f) applies to the supply abroad of the “components of a patented invention, where such components are uncombined in whole or in part, in such manner as to actively induce the combination of such components. ”§271(f)(1) (emphasis added). The provision thus applies only to “such components” as are combined to form the “patented invention” at issue. The patented invention here is AT&T’s speech-processing computer.

Until it is expressed as a computer-readable “copy,” e.g., on a CD-ROM, Windows software — indeed any software detached from an activating medium — remains uncombinable. It cannot be inserted into a CD-ROM drive or downloaded from the Internet; it cannot be installed or executed on a computer. Abstract software code is an idea without physical embodiment, and as such, it does not match §271(f)’s categorization: “components” amenable to “combination.” Windows abstracted from a tangible copy no doubt is information — a detailed set of instructions — and thus might be compared to a blueprint (or anything containing design information, e.g., a schematic, template, or prototype). A blueprint may contain precise instructions for the construction and combination of the components of a patented device, but it is not itself a combinable component of that device. AT&T and its amici do not suggest otherwise. Cf. Pellegrini v. Analog Devices, Inc., 375 F.3d 1113, 11171119 (C.A. Fed. 2004) (transmission abroad of instructions for production of patented computer chips not covered by §271(f)).

AT&T urges that software, at least when expressed as machine-readable object code, is distinguishable from design information presented in a blueprint. Software, unlike a blueprint, is “modular”; it is a stand-alone product developed and marketed “for use on many different types of computer hardware and in conjunction with many other types of software.” Software’s modularity persists even after installation; it can be updated or removed (deleted) without affecting the hardware on which it is installed. Software, unlike a blueprint, is also “dynamic.” After a device has been built according to a blueprint’s instructions, the blueprint’s work is done (as AT&T puts it, the blueprint’s instructions have been “exhausted,” ibid.). Software’s instructions, in contrast, are contained in and continuously performed by a computer. See also Eolas Technologies Inc. v. Microsoft Corp., 399 F.3d 1325, 1339 (C.A. Fed. 2005) (“[S]oftware code…drives the functional nucleus of the finished computer product.” (quoting Imagexpo, L.L.C. v. Microsoft Corp., 299 F. Supp. 2d 550, 553 (E.D. Va. 2003))).

The distinctions advanced by AT&T do not persuade us to characterize software, uncoupled from a medium, as a combinable component. Blueprints too, or any design information for that matter, can be independently developed, bought, and sold. If the point of AT&T’s argument is that we do not see blueprints lining stores’ shelves, the same observation may be made about software in the abstract: What retailers sell, and consumers buy, are copies of software. Likewise, before software can be contained in and continuously performed by a computer, before it can be updated or deleted, an actual, physical copy of the software must be delivered by CD-ROM or some other means capable of interfacing with the computer.
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Because it is so easy to encode software’s instructions onto a medium that can be read by a computer, AT&T intimates, that extra step should not play a decisive role under §271(f). But the extra step is what renders the software a usable, combinable part of a computer; easy or not, the copy-producing step is essential. Moreover, many tools may be used easily and inexpensively to generate the parts of a device. A machine for making sprockets might be used by a manufacturer to produce tens of thousands of sprockets an hour. That does not make the machine a “component” of the tens of thousands of devices in which the sprockets are incorporated, at least not under any ordinary understanding of the term “component.” Congress, of course, might have included within §271(f)’s compass, for example, not only combinable “components” of a patented invention, but also “information, instructions, or tools from which those components readily may be generated.” It did not. In sum, a copy of Windows, not Windows in the abstract, qualifies as a “component” under §271(f).13

C

The next question, has Microsoft “supplie[d]…from the United States” components of the computers here involved? Under a conventional reading of §271(f)’s text, the answer would be “No,” for the foreign-made copies of Windows actually installed on the computers were “supplie[d]” from places outside the United States. The Federal Circuit majority concluded, however, that “for software ‘components,’ the act of copying is subsumed in the act of ‘supplying.’” 414 F.3d, at 1370. A master sent abroad, the majority observed, differs not at all from the exact copies, easily, inexpensively, and swiftly generated from the master; hence “sending a single copy abroad with the intent that it be replicated invokes §271(f) liability for th[e] foreign-made copies.” Ibid.; cf. post, at 1762-1763 (Stevens, J., dissenting) (“[A] master disk is the functional equivalent of a warehouse of components…that Microsoft fully expects to be incorporated into foreign-manufactured computers.”).

Judge Rader, dissenting, noted that “supplying” is ordinarily understood to mean an activity separate and distinct from any subsequent “copying, replicating, or reproducing — in effect manufacturing.” 414 F.3d, at 1372-1373. He further observed: “The only true difference between making and supplying software components and physical components [of other patented inventions] is that copies of software components are easier to make and transport.” Id., at 1374. But nothing in §271(f)’s text, Judge Rader maintained, renders ease of copying a relevant, no less decisive, factor in triggering liability for infringement. We agree.

Section 271(f) prohibits the supply of components “from the United States…in such manner as to actively induce the combination of such components.” §271(f)(1) (emphasis added). Under this formulation, the very components supplied from the United States, and not copies thereof, trigger §271(f) liability when combined abroad to form the patented invention at issue. Here, as we have repeatedly noted, the copies of Windows actually installed on the foreign computers were not themselves supplied from the United States.14 245Indeed, those copies did not exist until they were generated by third parties outside the United States. Copying software abroad, all might agree, is indeed easy and inexpensive. But the same could be said of other items: “Keys or machine parts might be copied from a master; chemical or biological substances might be created by reproduction; and paper products might be made by electronic copying and printing.” Brief for United States as Amicus Curiae 24. See also supra, at 1755-1756 (rejecting argument similarly based on ease of copying in construing “component”). Section 271(f) contains no instruction to gauge when duplication is easy and cheap enough to deem a copy in fact made abroad nevertheless “supplie[d]… from the United States.” The absence of anything addressing copying in the statutory text weighs against a judicial determination that replication abroad of a master dispatched from the United States “supplies” the foreign-made copies from the United States within the intendment of §271(f).

D

Any doubt that Microsoft’s conduct falls outside §271(f)’s compass would be resolved by the presumption against extraterritoriality, on which we have already touched. The presumption that United States law governs domestically but does not rule the world applies with particular force in patent law. The traditional understanding that our patent law “operate[s] only domestically and do[es] not extend to foreign activities,” Fisch & Allen 559, is embedded in the Patent Act itself, which provides that a patent confers exclusive rights in an invention within the United States. 35 U.S.C. §154(a)(1) (patentee’s rights over invention apply to manufacture, use, or sale “throughout the United States” and to importation “into the United States”). See Deepsouth, 406 U.S. at 531.

As a principle of general application, moreover, we have stated that courts should “assume that legislators take account of the legitimate sovereign interests of other nations when they write American laws.” F. Hoffmann-La Roche Ltd. v. Empagran S. A., 542 U.S. 155, 164, 124 S. Ct. 2359, 159 L. Ed. 2d 226 (2004); see EEOC v. Arabian American Oil Co., 499 U.S. 244, 248, 111 S. Ct.1227, 113 L. Ed. 2d 274 (1991). Thus, the United States accurately conveyed in this case: “Foreign conduct is [generally] the domain of foreign law,” and in the area here involved, in particular, foreign law “may embody different policy judgments about the relative rights of inventors, competitors, and the public in patented inventions.” Brief for United States as Amicus Curiae 28. Applied to this case, the presumption tugs strongly against construction of §271(f) to encompass as a “component” not only a physical copy of software, but also software’s intangible code, and to render “supplie[d]…from the United States” not only exported copies of software, but also duplicates made abroad.

In short, foreign law alone, not United States law, currently governs the manufacture and sale of components of patented inventions in foreign countries. If AT&T desires to prevent copying in foreign countries, its remedy today lies in obtaining and enforcing foreign patents.

IV

AT&T urges that reading §271(f) to cover only those copies of software actually dispatched from the United States creates a “loophole” for software makers. Liability forinfringing 246a United States patent could be avoided, as Microsoft’s practice shows, by an easily arranged circumvention: Instead of making installation copies of software in the United States, the copies can be made abroad, swiftly and at small cost, by generating them from a master supplied from the United States. The “loophole,” in our judgment, is properly left for Congress to consider, and to close if it finds such action warranted.

Section 271(f) was a direct response to a gap in our patent law revealed by this Court’s Deepsouth decision. The facts of that case were undeniably at the fore when §271(f) was in the congressional hopper. In Deepsouth, the items exported were kits containing all the physical, readily assemblable parts of a shrimp deveining machine (not an intangible set of instructions), and those parts themselves (not foreign-made copies of them) would be combined abroad by foreign buyers. Having attended to the gap made evident in Deepsouth, Congress did not address other arguable gaps: Section 271(f) does not identify as an infringing act conduct in the United States that facilitates making a component of a patented invention outside the United States; nor does the provision check “suppl[ying]…from the United States” information, instructions, or other materials needed to make copies abroad. Given that Congress did not home in on the loophole AT&T describes, and in view of the expanded extraterritorial thrust AT&T’s reading of §271(f) entails, our precedent leads us to leave in Congress’ court the patent-protective determination AT&T seeks.

Congress is doubtless aware of the ease with which software (and other electronic media) can be copied, and has not left the matter untouched. In 1998, Congress addressed “the ease with which pirates could copy and distribute a copyrightable work in digital form.” Universal City Studios, Inc. v. Corley, 273 F.3d 429, 435 (C.A.2 2001). The resulting measure, the Digital Millennium Copyright Act, 17 U.S.C. §1201 et seq., “backed with legal sanctions the efforts of copyright owners to protect their works from piracy behind digital walls such as encryption codes or password protections.” Universal City Studios, 273 F.3d, at 435. If the patent law is to be adjusted better “to account for the realities of software distribution,” 414 F.3d, at 1370, the alteration should be made after focused legislative consideration, and not by the Judiciary forecasting Congress’ likely disposition.

* * *

NTP, INC. v. RESEARCH IN MOTION, LTD.

418 F.3d 1282 (Fed. Cir. 2005)

LINN, Circuit Judge.

Research In Motion, Ltd. (“RIM”) appeals from a judgment of the U.S. District Court for the Eastern District of Virginia (“district court”) entered in favor of NTP, Inc. (“NTP”) following a jury verdict that RIM’s BlackBerryTM system infringed NTP’s U.S. Patents Nos. 5,436,960 (“the ’960 patent”); 5,625,670 (“the ’670 patent”); 5,819,172 (“the ’172 patent”); 6,067,451 (“the ’451 patent”); and 6,317,592 (“the ’592 patent”) (collectively, “the patents-in-suit”) and awarding damages to NTP in the amount of $53,704,322.69. The court, in a final order also appealed by RIM, permanently enjoined any further infringement by RIM, but stayed the injunction pending this appeal.
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I. BACKGROUND

The technology at issue relates to systems for integrating existing electronic mail systems (“wireline” systems) with radio frequency (“RF”) wireless communication networks, to enable a mobile user to receive email over a wireless network.

A. Overview of Electronic Mail Technology

Traditional email systems operate in the following manner: To send an email, a user begins by composing a message in his or her email client. An “email client” is a user interface, such as Microsoft OutlookTM, EudoraTM, or HotmailTM, that organizes and displays a user’s email messages and provides the user with a means of creating and sending email messages. The message begins with a specific destination address, i.e., jdoe@***.com, that corresponds to the recipient’s user identification, “jdoe,” and his or her internet service provider (“ISP” or “host”), “***.com.” See generally Andrew S. Tanenbaum, Computer Networks 592-611 (4th ed. 2003). When the message is sent, it is transferred first from the sender’s machine to his or her ISP. The sender’s host then uses a domain name server to identify the recipient’s ISP mail server and its associated internet protocol (“IP”) address. A connection is then established by the sender’s host with the recipient’s ISP mail server, facilitating transfer of the message. The message is next sorted by the recipient’s ISP mail server into the recipient’s particular “mailbox,” where it is stored until the recipient initiates a connection with the server and downloads the message off the server onto his or her personal machine. This configuration is commonly referred to as a “pull” system because emails cannot be distributed to the user’s machine without a connection being initiated by the user to “pull” the messages from the mail server.

B. Problems With the Prior Art Systems

As societal dependence on email and computers increased throughout the 1990s, so did the demand for mobile internet access. The increased portability of computers via laptop machines exacerbated this demand. Available methods of remote internet access were cumbersome and inefficient for the traveling businessperson, however, as the patents-in-suit explain:


As personal computers are used more frequently by business travelers, the problem of electronic mail delivery becomes considerably more difficult. A business traveler carrying a portable PC has great difficulty in finding a telephone jack to connect the PC to fetch electronic mail from either a host computer or a gateway switch. Connections for a PC’s modem are difficult to find in airports. Hotels and motels often have internal PABX’s that prevent calls from automatically being placed by the user’s PC to electronic mail gateway switches to receive information. The inability to find an appropriate connection to connect the PC modem when travelling has contributed to the degradation of electronic mail reception when the recipient is travelling.
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C. The Patents-in-Suit

Inventors Thomas J. Campana, Jr.; Michael P. Ponschke; and Gary F. Thelen (collectively “Campana”) developed an electronic mail system that was claimed in the ’960, ’670, ’172, ’451, and ’592 patents. NTP now owns these five patents-in-suit.

Campana’s particular innovation was to integrate existing electronic mail systems with RF wireless communications networks. In simplified terms, the Campana invention operates in the following manner: A message originating in an electronic mail system may be transmitted not only by wireline but also via RF, in which case it is received by the user and stored on his or her mobile RF receiver. The user can view the message on the RF receiver and, at some later point, connect the RF receiver to a fixed destination processor, i.e., his or her personal desktop computer, and transfer the stored message. Intermediate transmission to the RF receiver is advantageous because it “eliminat[es] the requirement that the destination processor [be] turned on and carried with the user” to receive messages. Instead, a user can access his or her email stored on the RF receiver and “review…its content without interaction with the destination processor,” while reserving the ability to transfer the stored messages automatically to the destination processor. The patents-in-suit do not disclose a method for composing and sending messages from the RF receiver.

D. The Accused System

RIM is a Canadian corporation with its principal place of business in Waterloo, Ontario. RIM sells the accused BlackBerry system, which allows out-of-office users to continue to receive and send electronic mail, or “email” communications, using a small wireless device. The system utilizes the following components: (1) the BlackBerry handheld unit (also referred to as the “BlackBerry Pager”); (2) email redirector software (such as the BlackBerry Enterprise Server (“BES”), the Desktop Redirector, or the Internet Redirector); and (3) access to a nationwide wireless network (such as Mobitex, DataTAC, or GPRS).

The BlackBerry system uses “push” email technology to route messages to the user’s handheld device without a user-initiated connection. There are multiple BlackBerry email “solutions” that interface with different levels of the user’s email system. In the Desktop solution, the BlackBerry email redirector software, the Desktop Redirector, is installed on the user’s personal computer. In the Corporate solution, different BlackBerry email redirector software, the BES program, is installed on the organizational user’s mail server, where it can function for the benefit of the multiple users of that server. Also at issue in this case is RIM’s Internet solution of the BlackBerry system. The Internet solution operates in a manner similar to the Corporate solution, but it executes a different email redirector software, Internet Redirector. In either version, the BlackBerry email redirector software merges seamlessly with the user’s existing email system. The operation of the email redirector software is transparent to the user’s desktop email client and the organizational user’s mail server. That is, the user’s email system does not recognize or incorporate the BlackBerry wireless system into its operation. No modification of the underlying email system is required to run RIM’s wireless email extension.

When new mail is detected in the Desktop solution, the Desktop Redirector is notified and retrieves the message from the mail server. It then copies, encrypts, and routes the message to the BlackBerry “Relay” component of RIM’s wireless network, which is located in Canada. 249In the Corporate solution, the BES software performs this same function but intercepts the email before the message reaches the individual user’s personal computer. The individual user’s personal computer need not be turned on for the BES software to properly redirect the user’s emails. However, the user retains some control over message forwarding by using the BlackBerry “Desktop Manager.” This additional software permits the user to specify his or her email redirection preferences. In both systems, the message travels through the BlackBerry Relay, where it is translated and routed from the processors in the user’s email system to a partner wireless network. That partner network delivers the message to the user’s BlackBerry handheld, and the user is “notified virtually instantly” of new email messages.

This process, accomplished without any command from the BlackBerry user, is an example of “push” email architecture. There are significant advantages to “push” email architecture. Most importantly, the user is no longer required to initiate a connection with the mail server to determine if he or she has new email. As RIM’s technical literature explains, “[b]y having the desktop connect to the user, time spent dialing-up and connecting to the desktop (possibly to find that there is no new email) is eliminated as users…are notified virtually instantly of important messages, enabling the user to respond immediately.”

RIM’s system also permits users to send email messages over the wireless network from their handhelds. This functionality is achieved through the integration of an RF transmitter and a processor in the BlackBerry handheld unit. The processor allows the user to manipulate, view, and respond to email on his or her BlackBerry handheld. Sending a message from the handheld requires the same steps as the process for receiving email, only in reverse. When the user composes a message on his or her handheld, it is sent back to that user’s desktop machine over the partner and BlackBerry wireless networks. The BlackBerry email redirector software then retrieves the outgoing message from the user’s mail server and places it in the user’s desktop email software, where it is dispersed through normal channels. In this way, messages sent from the BlackBerry handheld are identical to messages sent from the user’s desktop email — they originate from the same address and also appear in the “sent mail” folder of the user’s email client.

E. Infringement

RIM contends that because the BlackBerry Relay is located in Canada, as a matter of law RIM cannot be held liable for infringement under 35 U.S.C. §271.…

1. Claim Construction

[Omitted]

2. Section 271(a)

Section 271(a) of title 35 sets forth the requirements for a claim of direct infringement of a patent. It provides:


Except as otherwise provided in this title, whoever without authority makes, uses, offers to sell, or sells any patented invention, within the United States or imports into the United States any patented invention during the term of the patent therefor, infringes the patent. 25035 U.S.C. §271(a) (2000). The territorial reach of section 271 is limited. Section 271(a) is only actionable against patent infringement that occurs within the United States. See Pellegrini v. Analog Devices, Inc., 375 F.3d 1113, 1117 (Fed. Cir. 2004) (“[As] the U.S. Supreme Court explained nearly 150 years ago in Brown v. Duchesne, 60 U.S. (19 How.) 183, 15 L. Ed. 595 (1856), the U.S. patent laws ‘do not, and were not intended to, operate beyond the limits of the United States.’”).



Ordinarily, whether an infringing activity under section 271(a) occurs within the United States can be determined without difficulty. This case presents an added degree of complexity, however, in that: (1) the “patented invention” is not one single device, but rather a system comprising multiple distinct components or a method with multiple distinct steps; and (2) the nature of those components or steps permits their function and use to be separated from their physical location.

In its complaint, NTP alleged that RIM had infringed its patents by “making, using, selling, offering to sell and importing into the United States products and services, including the Defendant’s BlackBerryTM products and their related software .…” In the district court, RIM moved for summary judgment of non-infringement, arguing that it could not be held liable as a direct infringer under section 271(a). According to RIM, the statutory requirement that the allegedly infringing activity occur “within the United States” was not satisfied because the BlackBerry Relay component of the accused system is located in Canada. The Relay component is alleged to meet the “interface” or the “interface switch” limitation in the ’960, ’670, ’172, and ’451 patents.

The question before us is whether the using, offering to sell, or selling of a patented invention is an infringement under section 271(a) if a component or step of the patented invention is located or performed abroad. Pursuant to section 271(a), whoever without authority “uses, offers to sell, or sells any patented invention, within the United States… during the term of the patent therefor, infringes the patent.” 35 U.S.C. §271(a). The grammatical structure of the statute indicates that “within the United States” is a separate requirement from the infringing acts clause. Thus, it is unclear from the statutory language how the territoriality requirement limits direct infringement where the location of at least a part of the “patented invention” is not the same as the location of the infringing act.

RIM argues that Deepsouth answers this question. However, Deepsouth did not address this issue. In Deepsouth, the Supreme Court considered whether section 271(a) prevented, as direct infringement, the domestic production of all component parts of a patented combination for export, assembly, and use abroad. 406 U.S. at 527, 92 S. Ct. 1700. The Court held that the export of unassembled components of an invention could not infringe the patent. Id. at 529, 92 S. Ct. 1700. The Court said that it could not “endorse the view that the ‘substantial manufacture of the constituent parts of a machine’ constitutes direct infringement when we have so often held that a combination patent protects only against the operable assembly of the whole and not the manufacture of its parts.” Id. at 528, 92 S. Ct. 1700. Thus, the Court concluded that the complete manufacture of the operable assembly of the whole within the United States was required for infringement by making under section 271(a). In that case, however, both the act of making and the resulting patented invention were wholly outside the United States. By contrast, this case involves a system that is partly 251within and partly outside the United States and relates to acts that may be occurring within or outside the United States.

Although Deepsouth does not resolve these issues, our predecessor court’s decision in Decca Ltd. v. United States, 210 Ct. Cl. 546, 544 F.2d 1070 (1976), is instructive. In Decca, the plaintiff sued the United States for use and manufacture of its patented invention under 28 U.S.C. §1498. The claimed invention was a radio navigation system requiring stations transmitting signals that are received by a receiver, which then calculates position by the time difference in the signals. At the time of the suit, the United States was operating three such transmitting stations, one of which was located in Norway and thus was outside the territorial limits of the United States. Only asserted claim 11 required three transmitting stations. Thus, in considering infringement of claim 11, the court considered the extraterritorial reach of the patent laws as applied to a system in which a component was located outside the United States. The court recognized that Deepsouth did not address this issue. Id. at 1081. In analyzing whether such a system was “made” in the United States, however, the court focused on the “operable assembly of the whole” language from Deepsouth and concluded that “[t]he plain fact is that one of the claimed elements is outside of the United States so that the combination, as an operable assembly, simply is not to be found solely within the territorial limits of this country.” Id. at 1082. The court recognized that what was located within the United States was as much of the system as was possible, but the court reached no clear resolution of whether the accused system was “made” within the United States.

Nevertheless, the court said, “Analyzed from the standpoint of a use instead of a making by the United States, a somewhat clearer picture emerges.” Id. The court concluded that “it is obvious that, although the Norwegian station is located on Norwegian soil, a navigator employing signals from that station is, in fact, ‘using’ that station and such use occurs wherever the signals are received and used in the manner claimed.” Id. at 1083. In reaching its decision, the court found particularly significant “the ownership of the equipment by the United States, the control of the equipment from the United States and…the actual beneficial use of the system within the United States.” Id. Although Decca was decided within the context of section 1498, which raises questions of use by the United States, the question of use within the United States also was implicated because direct infringement under section 271(a) is a necessary predicate for government liability under section 1498. Motorola, Inc. v. United States, 729 F.2d 765, 768 n.3 (Fed. Cir. 1984).

Decca provides a legal framework for analyzing this case. As our predecessor court concluded, infringement under section 271(a) is not necessarily precluded even though a component of a patented system is located outside the United States. However, as is also evident from Decca, the effect of the extraterritorial component may be different for different infringing acts. In Decca, the court found it difficult to conclude that the system had been made within the United States but concluded that the system had been used in the United States even though one of the claim limitations was only met by including a component located in Norway. Not only will the analysis differ for different types of infringing acts, it will also differ as the result of differences between different types of claims. Because the analytical frameworks differ, we will separately analyze the alleged infringing acts, considering first the system claims and then the claimed methods.
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a. “uses…within the United States”

The situs of the infringement “is wherever an offending act [of infringement] is committed.” N. Am. Philips Corp. v. Am. Vending Sales, Inc., 35 F.3d 1576, 1579 (Fed. Cir. 1994) (“[Section 271] on its face clearly suggests the conception that the ‘tort’ of patent infringement occurs where the offending act is committed and not where the injury is felt.”). The situs of the infringing act is a “purely physical occurrence[ ].” Id. In terms of the infringing act of “use,” courts have interpreted the term “use” broadly. In Bauer & Cie v. O’Donnell, 229 U.S. 1, 33 S. Ct. 616, 57 L. Ed. 1041 (1913), the Supreme Court stated that “use,” as used in a predecessor to title 35, is a “comprehensive term and embraces within its meaning the right to put into service any given invention.” Id. at 10-11, 33 S. Ct. 616. The ordinary meaning of “use” is to “put into action or service.” Webster’s Third New International Dictionary 2523 (1993). The few court decisions that address the meaning of “use” have consistently followed the Supreme Court’s lead in giving the term a broad interpretation. E.g., Roche Prods., Inc. v. Bolar Pharm. Co., 733 F.2d 858, 863 (Fed. Cir. 1984), superseded-in-part by 35 U.S.C. §271(e) (holding that testing is a “use”).

The use of a claimed system under section 271(a) is the place at which the system as a whole is put into service, i.e., the place where control of the system is exercised and beneficial use of the system obtained. See Decca, 544 F.2d at 1083. Based on this interpretation of section 271(a), it was proper for the jury to have found that use of NTP’s asserted system claims occurred within the United States. RIM’s customers located within the United States controlled the transmission of the originated information and also benefited from such an exchange of information. Thus, the location of the Relay in Canada did not, as a matter of law, preclude infringement of the asserted system claims in this case.

RIM argues that the BlackBerry system is distinguishable from the system in Decca because the RIM Relay, which controls the accused systems and is necessary for the other components of the system to function properly, is not located within the United States. While this distinction recognizes technical differences between the two systems, it fails to appreciate the way in which the claimed NTP system is actually used by RIM’s customers. When RIM’s United States customers send and receive messages by manipulating the handheld devices in their possession in the United States, the location of the use of the communication system as a whole occurs in the United States. This satisfactorily establishes that the situs of the “use” of RIM’s system by RIM’s United States customers for purposes of section 271(a) is the United States. Therefore, we conclude that the jury was properly presented with questions of infringement as to NTP’s system claims containing the “interface” or “interface switch” limitation; namely, claim 15 of the ’960 patent; claim 8 of the ’670 patent; and claims 28 and 248 of the ’451 patent.

We reach a different conclusion as to NTP’s asserted method claims. Under section 271(a), the concept of “use” of a patented method or process is fundamentally different from the use of a patented system or device. In re Kollar, 286 F.3d 1326, 1332 (Fed. Cir. 2002) (recognizing “the distinction between a claim to a product, device, or apparatus, all of which are tangible items, and a claim to a process, which consists of a series of acts or steps.…[A process] consists of doing something, and therefore has to be carried out or performed.”); see Joy Techs., Inc. v. Flakt, Inc., 6 F.3d 770, 773 (Fed. Cir. 1993) (“The law is unequivocal that the sale of equipment to perform a process is not a sale of the process within the meaning of section 253271(a).”). Although the Supreme Court focused on the whole operable assembly of a system claim for infringement in Deepsouth, there is no corresponding whole operable assembly of a process claim. A method or process consists of one or more operative steps, and, accordingly, “[i]t is well established that a patent for a method or process is not infringed unless all steps or stages of the claimed process are utilized.” Roberts Dairy Co. v. United States, 208 Ct. Cl. 830, 530 F.2d 1342, 1354 (1976).

Because a process is nothing more than the sequence of actions of which it is comprised, the use of a process necessarily involves doing or performing each of the steps recited. This is unlike use of a system as a whole, in which the components are used collectively, not individually. We therefore hold that a process cannot be used “within” the United States as required by section 271(a) unless each of the steps is performed within this country. In the present case, each of the asserted method claims of the ’960, ’172, and ’451 patents recites a step that utilizes an “interface” or “interface switch,” which is only satisfied by the use of RIM’s Relay located in Canada. Therefore, as a matter of law, these claimed methods could not be infringed by use of RIM’s system. See Eli Lilly & Co. v. Am. Cyanamid Co., 82 F.3d 1568, 1571 (Fed. Cir. 1996) (discussing the enactment of section 271(g) and stating that “[p]rior to the enactment of the [Process Patents Amendments Act of 1988], a patentee holding a process patent could sue for infringement if others used the process in this country, but had no cause of action if such persons used the patented process abroad to manufacture products, and then imported, used, or sold the products in this country”); see also Zoltek Corp. v. United States, 51 Fed. Cl. 829, 836 (2002) (stating that “if a private party practiced even one step of a patented process outside the United States, it avoided infringement liability, as [section 271(a)] was limited to acts committed within the United States”).

Thus, we agree with RIM that a finding of direct infringement by RIM’s customers under section 271(a) of the method claims reciting an “interface switch” or an “interface” is precluded by the location of RIM’s Relay in Canada. As a consequence, RIM cannot be liable for induced or contributory infringement of the asserted method claims, as a matter of law.

b. “offers to sell, or sells”

Because we conclude that RIM’s customers could not have infringed the asserted method claims of the ’960, ’172, and ’451 patents under the “use” prong of section 271(a), and thus, could not have provided the necessary predicate for the charges of induced or contributory infringement of those claims, we must consider whether RIM could have directly infringed the method claims under the “sell” or “offer to sell” prongs of section 271(a). The cases cited by RIM are concerned primarily with the “use” and “make” prongs of section 271(a) and do not directly address the issue of whether a method claim may be infringed by selling or offering to sell within the meaning of section 271(a).

Because the relevant precedent does not address the issue of whether a sale of a claimed method can occur in the United States, even though the contemplated performance of that method would not be wholly within the United States, the issue is one of first impression. We begin with the language of the statute. Section 271(a) does not define “sells” or “offers to sell,” nor does the statute specify which infringing acts apply to which types of claims. Section 271(a) was merely a codification of the common law of infringement that had developed up to the time of passage of the 1952 Patent Act. It was not meant to change the law of 254infringement. Deepsouth, 406 U.S. at 530 n.10, 92 S. Ct. 1700. A claim directed to a method or process, although somewhat controversial in the Nineteenth Century, is now a well-established form of claiming. See In re Tarczy-Hornoch, 55 C.C.P.A. 1441, 397 F.2d 856, 857-65 (1968) (describing the evolution of Supreme Court precedent concerning process claims). Nevertheless, the precise contours of infringement of a method claim have not been clearly established.

In Enercon GmbH v. International Trade Commission, 151 F.3d 1376 (Fed. Cir. 1998), this court considered the meaning of the phrase “sale for importation” in the International Trade Commission’s governing statute, 19 U.S.C. §1337. Because the term “sale” was not defined in the statute, we assumed that Congress intended to give the term its ordinary meaning. Id. at 1381. In considering the ordinary meaning, we looked to dictionaries and to the Uniform Commercial Code. Id. at 1382. We employ a similar methodology here, looking to the ordinary meaning of the term “sale.” The definition of “sale” is: “1. The transfer of property or title for a price. 2. The agreement by which such a transfer takes place. The four elements are (1) parties competent to contract, (2) mutual assent, (3) a thing capable of being transferred, and (4) a price in money paid or promised.” Black’s Law Dictionary 1337 (7th ed. 1999). Thus, the ordinary meaning of a sale includes the concept of a transfer of title or property. The definition also requires as the third element “a thing capable of being transferred.” It is difficult to apply this concept to a method claim consisting of a series of acts. See Minton v. Nat’l Ass’n of Sec. Dealers, Inc., 336 F.3d 1373, 1378 (Fed. Cir. 2003) (“[A] process is a series of acts, and the concept of sale as applied to those acts is ambiguous.”). It is difficult to envision what property is transferred merely by one party performing the steps of a method claim in exchange for payment by another party. Moreover, performance of a method does not necessarily require anything that is capable of being transferred.

Congress has consistently expressed the view that it understands infringement of method claims under section 271(a) to be limited to use. The committee reports surrounding the passage of the Process Patents Amendments Act of 1987 indicate that Congress did not understand all of the infringing acts in section 271(a) to apply to method claims. The Senate Report explains, “Under our current patent laws, a patent on a process gives the patentholder the right to exclude others from using that process in the United States without authorization from the patentholder. The other two standard aspects of the patent right — the exclusive right to make or sell the invention — are not directly applicable to a patented process.” S. Rep. No. 100-83, at 30 (1987). The House Report expresses a similar view: “With respect to process patents, courts have reasoned that the only act of infringement is the act of making through the use of a patented process .…” H.R. Rep. No. 99-807, at 5 (1986). Although this issue has not been directly addressed, this court expressed a similar view in Joy Technologies, Inc. v. Flakt, Inc., 6 F.3d 770 (Fed. Cir. 1993). In that case, we said, “A method claim is directly infringed only by one practicing the patented method.” Id. at 775.

In 1994, Congress passed legislation to implement the Uruguay Round of the General Agreement on Tariffs and Trade. Uruguay Round Agreements Act, Pub. L. No. 103-465, 108 Stat. 4809 (1994). That legislation modified section 271(a) to include the infringing acts of offering to sell and importing into the United States. Id. §533, 108 Stat. at 4988. The portion of the Uruguay Round being implemented in the modification of section 271(a) was the 255Agreement on Trade-Related Aspects of Intellectual Property Rights. That agreement clearly spells out the rights to be protected. It states:


1. A patent shall confer on its owner the following exclusive rights:

(a) where the subject matter of a patent is a product, to prevent third parties not having the owner’s consent from the acts of: making, using, offering for sale, selling or importing for these purposes that product;

(b) where the subject matter of a patent is a process, to prevent third parties not having the owner’s consent from the act of using the process, and from the acts of: using, offering for sale, selling, or importing for these purposes at least the product obtained directly by that process.



Agreement on Trade-Related Aspects of Intellectual Property Rights, Apr. 15, 1994, art. 28, H.R. Doc. No. 103-316, at 1634 (1994) (footnote omitted). The agreement makes clear that claimed processes are to be directly protected only from “the act of using the process.” The joint committee report from the Senate reflects the same understanding: “The list of exclusive rights granted to patent owners is expanded to preclude others from offering to sell or importing products covered by a U.S. patent or offering to sell the products of patented processes.” S. Rep. 103-412, at 230 (1994), U.S. Code Cong. & Admin. News 1994 at pp. 3773, 4002. Thus, the legislative history of section 271(a) indicates Congress’s understanding that method claims could only be directly infringed by use.

In the context of the on sale bar, we have held that a method claim may be invalid if an offer to perform the method was made prior to the critical date. Scaltech, Inc. v. Retec/Tetra, LLC, 269 F.3d 1321, 1328 (Fed. Cir. 2001) (“The on sale bar rule applies to the sale of an ‘invention,’ and in this case, the invention was a process, as permitted by §101. As a result, the process involved in this case is subject to §102(b).”); see also Robotic Vision Sys., Inc. v. View Eng’g, Inc., 249 F.3d 1307 (Fed. Cir. 2001) (affirming invalidity of claimed method under on sale bar where device capable of performing claimed method was sold). Nevertheless, we have previously “decline[d] to import the authority construing the ‘on sale’ bar of §102(b) into the ‘offer to sell’ provision of §271(a).” 3D Sys., Inc. v. Aarotech Labs., Inc., 160 F.3d 1373, 1379 n.4 (Fed. Cir. 1998). As the Supreme Court cautioned in Deepsouth, 406 U.S. at 531, 92 S. Ct. 1700: “We would require a clear and certain signal from Congress before approving the position of a litigant who, as respondent here, argues that the beachhead of privilege is wider, and the area of public use narrower, than courts had previously thought.” The indication we have from Congress on infringement by selling or offering to sell method claims shows that it believes the beachhead is narrow.

In this case, we conclude that the jury could not have found that RIM infringed the asserted method claims under the “sells” or “offers to sell” prongs of section 271(a). We need not and do not hold that method claims may not be infringed under the “sells” and “offers to sell” prongs of section 271(a). Rather, we conclude only that RIM’s performance of at least some of the recited steps of the asserted method claims as a service for its customers cannot be considered to be selling or offering to sell the invention covered by the asserted method claims. The sale or offer to sell handheld devices is not, in and of itself, enough. Thus, we conclude as a matter of law that RIM did not sell or offer to sell the invention covered by NTP’s method claims within the United States.
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c. “imports into the United States”

Because the jury’s instruction on direct infringement by RIM included the act of importing, we must consider next whether the jury could have found that RIM imported any of the processes covered by the asserted method claims in violation of section 271(a). Like the sell and offer to sell provisions discussed supra, the question of whether a method claim can be infringed by importation is a difficult one conceptually. The legislative history cited with respect to the sell and offer to sell provisions indicates that Congress did not consider the “import” prong of section 271(a) to apply to method claims. However, we need not decide that broad issue. We hold only that for the same reasons that the jury could not have found that RIM infringed the method claims under the sale or offer for sale prongs, it could not have found infringement by importation under the facts of this case.

* * *

LIMELIGHT NETWORKS, INC. v. AKAMAI TECHNOLOGIES, INC.

134 C. Ct. 2111 (2014)

Justice ALITO delivered the opinion of the Court.

This case presents the question whether a defendant may be liable for inducing infringement of a patent under 35 U.S.C. §271(b) when no one has directly infringed the patent under §271(a) or any other statutory provision. The statutory text and structure and our prior case law require that we answer this question in the negative. We accordingly reverse the Federal Circuit, which reached the opposite conclusion.

I

A

Respondent the Massachusetts Institute of Technology is the assignee of U.S. Patent No. 6,108,703 (’703 patent), which claims a method of delivering electronic data using a “content delivery network,” or “CDN.” Respondent Akamai Technologies, Inc., is the exclusive licensee. Akamai maintains many servers distributed in various locations. Proprietors of Web sites, known as “content providers,” contract with Akamai to deliver their Web sites’ content to individual Internet users. The ’703 patent provides for the designation of certain components of a content provider’s Web site (often large files, such as video or music files) to be stored on Akamai’s servers and accessed from those servers by Internet users. The process of designating components to be stored on Akamai’s servers is known as “tagging.” By “aggregat[ing] the data demands of multiple content providers with differing peak usage patterns and serv[ing] that content from multiple servers in multiple locations,” 614 F. Supp. 2d 90, 96 (Mass. 2009), as well as by delivering content from servers located in the same geographic area as the users who are attempting to access it, Akamai is able to increase the speed with which Internet users access the content of its customers’ Web sites.

Petitioner Limelight Networks, Inc., also operates a CDN and carries out several of the steps claimed in the ’703 patent. But instead of tagging those components of its customers’ Web sites that it intends to store on its servers (a step included in the ’703 patent), Limelight requires its customers to do their own tagging.1 Respondents claim that Limelight “provides 257instructions and offers technical assistance” to its customers regarding how to tag, 629 F.3d 1311, 1321 (CA Fed. 2010), but the record is undisputed that Limelight does not tag the components to be stored on its servers.

B

In 2006, respondents sued Limelight in the United States District Court for the District of Massachusetts, claiming patent infringement. The case was tried to a jury, which found that Limelight had committed infringement and awarded more than $40 million in damages.

Respondents’ victory was short-lived, however. After the jury returned its verdict, the Federal Circuit decided Muniauction, Inc. v. Thomson Corp., 532 F.3d 1318 (2008). In that case the Court of Appeals rejected a claim that the defendant’s method, involving bidding on financial instruments using a computer system, directly in- fringed the plaintiff ’s patent. The defendant performed some of the steps of the patented method, and its customers, to whom the defendant gave access to its system along with instructions on the use of the system, performed the remaining steps. The court started from “the proposition that direct infringement requires a single party to perform every step of a claimed method.” Id., at 1329. This requirement is satisfied even though the steps are actually undertaken by multiple parties, the court explained, if a single defendant “exercises ‘control or direction’ over the entire process such that every step is attributable to the controlling party.” Ibid. The court held that the defendant in Muniauction was not liable for direct infringement because it did not exercise control or direction over its customers’ performance of those steps of the patent that the defendant itself did not perform.

In light of Muniauction, Limelight moved for reconsideration of its earlier motion for judgment as a matter of law, which the District Court had denied. The District Court granted the motion, concluding that Muniauction precluded a finding of direct infringement under §271(a) because infringement of the ’703 patent required tagging and Limelight does not control or direct its customers’ tagging. A panel of the Federal Circuit affirmed, explaining that a defendant that does not itself undertake all of a patent’s steps can be liable for direct infringement only “when there is an agency relationship between the parties who perform the method steps or when one party is contractually obligated to the other to perform the steps.” 629 F.3d, at 1320. Since neither of these conditions was met in the present case, the Federal Circuit panel held that Limelight could not be held liable for direct infringement.

The Federal Circuit granted en banc review and reversed. The en banc court found it unnecessary to revisit its §271(a) direct infringement case law. Instead, it concluded that the “evidence could support a judgment in [respondents’] favor on a theory of induced infringement” under §271(b). 692 F.3d 1301, 1319 (2012) (per curiam). This was true, the court explained, because §271(b) liability arises when a defendant carries out some steps constituting a method patent and encourages others to carry out the remaining steps — even if no one would be liable as a direct infringer in such circumstances, because those who performed the remaining steps did not act as agents of, or under the direction or control of, the defendant. The Court of Appeals did not dispute that “there can be no indirect infringement without direct infringement,” id., at 1308, but it explained that “[r]equiring proof that there has been direct infringement . . . is not the same as requiring proof that a single party would be liable as a direct infringer,” id., at 1308-1309 (emphasis deleted). Judge 258Newman and Judge Linn both dissented (with the latter joined by Judges Dyk, Prost, and O’Malley).

II

A

Neither the Federal Circuit, nor respondents, dispute the proposition that liability for inducement must be predicated on direct infringement. This is for good reason, as our case law leaves no doubt that inducement liability may arise “if, but only if, [there is] . . . direct infringement.” Aro Mfg. Co. v. Convertible Top Replacement Co., 365 U.S. 336, 341 (1961) (emphasis deleted).

One might think that this simple truth is enough to dispose of this appeal. But the Federal Circuit reasoned that a defendant can be liable for inducing infringement under §271(b) even if no one has committed direct infringement within the terms of §271(a) (or any other provision of the patent laws), because direct infringement can exist independently of a violation of these statutory provisions. See 692 F.3d, at 1314.

The Federal Circuit’s analysis fundamentally misunderstands what it means to infringe a method patent. A method patent claims a number of steps; under this Court’s case law, the patent is not infringed unless all the steps are carried out. See, e.g., Aro, supra, at 344 (a “patent covers only the totality of the elements in the claim and . . . no element, separately viewed, is within the grant”). This principle follows ineluctably from what a patent is: the conferral of rights in a particular claimed set of elements. “Each element contained in a patent claim is deemed material to defining the scope of the patented invention,” Warner-Jenkinson Co. v. Hilton Davis Chemical Co., 520 U.S. 17, 29 (1997), and a patentee’s rights extend only to the claimed combination of elements, and no further.

The Federal Circuit held in Muniauction that a method’s steps have not all been performed as claimed by the patent unless they are all attributable to the same defendant, either because the defendant actually performed those steps or because he directed or controlled others who performed them. See 532 F.3d, at 1329-1330. Assuming without deciding that the Federal Circuit’s holding in Muniauction is correct, there has simply been no infringement of the method in which respondents have staked out an interest, because the performance of all the patent’s steps is not attributable to any one person. And, as both the Federal Circuit and respondents admit, where there has been no direct infringement, there can be no inducement of infringement under §271(b).

The Federal Circuit’s contrary view would deprive §271(b) of ascertainable standards. If a defendant can be held liable under §271(b) for inducing conduct that does not constitute infringement, then how can a court assess when a patent holder’s rights have been invaded? What if a defendant pays another to perform just one step of a 12-step process, and no one performs the other steps, but that one step can be viewed as the most important step in the process? In that case the defendant has not encouraged infringement, but no principled reason prevents him from being held liable for inducement under the Federal Circuit’s reasoning, which permits inducement liability when fewer than all of a method’s steps have been performed within the meaning of the patent. The decision below would require the courts to develop two parallel bodies of infringement law: one for liability for direct infringement, and one for liability for inducement.
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Section 271(f)(1) reinforces our reading of §271(b). That subsection imposes liability on a party who “supplies or causes to be supplied in or from the United States all or a substantial portion of the components of a patented invention . . . in such manner as to actively induce the combination of such components outside of the United States in a manner that would infringe the patent if such combination occurred within the United States” (emphasis added). As this provision illustrates, when Congress wishes to impose liability for inducing activity that does not itself constitute direct infringement, it knows precisely how to do so. The courts should not create liability for inducement of non- infringing conduct where Congress has elected not to extend that concept.

The Federal Circuit seems to have adopted the view that Limelight induced infringement on the theory that the steps that Limelight and its customers perform would infringe the ’703 patent if all the steps were performed by the same person. But we have already rejected the notion that conduct which would be infringing in altered circumstances can form the basis for contributory infringement, and we see no reason to apply a different rule for inducement. In Deepsouth Packing Co. v. Laitram Corp., 406 U.S. 518 (1972), a manufacturer produced components of a patented machine and then exported those components overseas to be assembled by its foreign customers. (The assembly by the foreign customers did not violate U.S. patent laws.) [note: Section 271(f) now prohibits the exporter’s conduct at issue in Deepsouth]. In both Deepsouth and this case, the conduct that the defendant induced or contributed to would have been infringing if committed in altered circumstances: in Deepsouth if the machines had been assembled in the United States, see id., at 526, and in this case if performance of all of the claimed steps had been attributable to the same person. In Deepsouth, we rejected the possibility of contributory infringement because the machines had not been assembled in the United States, and direct infringement had consequently never occurred. See id., at 526-527. Similarly, in this case, performance of all the claimed steps cannot be attributed to a single person, so direct infringement never occurred. Limelight cannot be liable for inducing infringement that never came to pass.

B

Respondents’ arguments in support of the Federal Circuit’s reading of the statute are unpersuasive. First, respondents note that tort law imposes liability on a defendant who harms another through a third party, even if that third party would not himself be liable, and respondents contend that, given the background tort principles against which the Patent Act of 1952 was enacted, it should not matter that no one is liable for direct infringement in this case. But the reason Limelight could not have induced infringement under §271(b) is not that no third party is liable for direct infringement; the problem, instead, is that no direct infringement was committed. Muniauction (which, again, we assume to be correct) instructs that a method patent is not directly infringed — and the patentee’s interest is thus not violated — unless a single actor can be held responsible for the performance of all steps of the patent. Because Limelight did not undertake all steps of the ’703 patent and cannot otherwise be held responsible for all those steps, respondents’ rights have not been violated. Unsurprisingly, respondents point us to no tort case in which liability was imposed because a defendant caused an innocent third party to undertake action that did not violate the plaintiff’s legal rights.
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In a related argument, respondents contend that, at tort, liability sometimes attaches where two or more defendants inflict injury, even if each defendant’s conduct, standing alone, would not be actionable. See W. Keeton, D. Dobbs, R. Keeton, & D. Owen, Prosser and Keeton on Torts §52, p. 354 (5th ed. 1984) (multiple defendants who each add negligible impurities to stream liable if aggregate impurities cause harm). But the rationale for imposing liability in these circumstances is that the defendants collectively invaded the plaintiff’s protected interests. See ibid. By contrast, under the Muniauction rule, respondents’ interests in the ’713 patent have not been invaded.

Second, respondents seek to analogize §271(b) to the federal aiding and abetting statute, 18 U.S.C. §2, and they argue that two parties who divide all the necessary elements of a crime between them are both guilty under §2. The analogy does not hold up. The aiding and abetting statute must be read “against its common-law background,” Standefer v. United States, 447 U.S. 10, 19 (1980), and at common law two or more defendants, each of whom committed an element of a crime, were liable as principals. See, e.g., 1 J. Bishop, Commentaries on the Criminal Law §649, p. 392 (7th ed. 1882). While we have drawn on criminal law concepts in the past in interpreting §271(b), see Global-Tech Appliances, Inc. v. SEB S. A., 563 U.S., (2011) (slip op., at 10-12), we think it unlikely that Congress had this particular doctrine in mind when it enacted the Patent Act of 1952, given the doc- trine’s inconsistency with the Act’s cornerstone principle that patentees have a right only to the set of elements claimed in their patents and nothing further.

Third, respondents contend that patent law principles established before the enactment of the Patent Act demonstrate that a defendant that performs some steps of a patent with the purpose of having its customers perform the remaining steps is liable for inducing infringement. But here, too, the nature of the rights created by the Patent Act defeats the notion that Congress could have intended to permit inducement liability where there is no underlying direct infringement. According to respondents, their understanding of the pre1952 doctrine casts doubt on the Muniauction rule for direct infringement under §271(a), on the ground that that rule has the indirect effect of preventing inducement liability where Congress would have wanted it. But the possibility that the Federal Circuit erred by too narrowly circumscribing the scope of §271(a) is no reason for this Court to err a second time by misconstruing §271(b) to impose liability for inducing infringement where no infringement has occurred.

Finally, respondents, like the Federal Circuit, criticize our interpretation of §271(b) as permitting a would-be infringer to evade liability by dividing performance of a method patent’s steps with another whom the defendant neither directs nor controls. We acknowledge this concern. Any such anomaly, however, would result from the Federal Circuit’s interpretation of §271(a) in Muniauction. A desire to avoid Muniauction’s natural consequences does not justify fundamentally altering the rules of inducement liability that the text and structure of the Patent Act clearly require — an alteration that would result in its own serious and problematic consequences, namely, creating for §271(b) purposes some free-floating concept of “infringement” both untethered to the statutory text and difficult for the lower courts to apply consistently.
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III

Respondents ask us to review the merits of the Federal Circuit’s Muniauction rule for direct infringement under §271(a). We decline to do so today.

In the first place, the question presented is clearly focused on §271(b), not §271(a). We granted certiorari on the following question: “Whether the Federal Circuit erred in holding that a defendant may be held liable for inducing patent infringement under 35 U.S.C. §271(b) even though no one has committed direct infringement under §271(a).” Pet. for Cert. i. The question presupposes that Limelight has not committed direct infringement under §271(a). And since the question on which we granted certiorari did not involve §271(a), petitioner did not address that important issue in its opening brief. Our decision on the §271(b) question necessitates a remand to the Federal Circuit, and on remand, the Federal Circuit will have the opportunity to revisit the §271(a) question if it so chooses.

* * *

Questions

1. General Discussion Questions

1.1 Do you agree with the Supreme Court’s decision in Microsoft v. AT&T? Would you advise Congress to revise Section 271(f) as it did after Deepsouth? What innovation policies support and what innovation policies cut against the decision?

1.2 How would you decide the question reserved in Footnote 14 of the Microsoft v. AT&T case?

1.3 Do you think the Federal Circuit improperly expanded the territorial reach of U.S. patent law in NTP v. Research in Motion?

1.4 Do you agree with the Federal Circuit’s distinction between the acts of “making” and “using” the infringing system in NTP v. Research in Motion?

1.5 Do you agree with the Federal Circuit’s different treatment of system and method patent claims in NTP v. Research in Motion?

1.6 How would you compare the extraterritoriality challenges presented by NTP v. Research in Motion and Akamai v. Limelight?

1.7 How would you address the Muniauction rule for direct infringement under §271(a)?

2. Litigation Questions

2.1 Who can be sued in a patent infringement case? Of those possibilities, from a practical standpoint, who is most likely to be sued and who isn’t? What theories of liability does patent law provide to reach different types of defendants?

2.2 How does infringement under Section 271(b) compare to infringement under Section 271(c)?

2.3 On appeal, in the Microsoft v. AT&T case, why did Microsoft stipulate to direct infringement caused by installing Windows software on its own 262development computers and to inducement for licensing copies to manufacturers of computers sold in the United States?

2.4 If you represented Research in Motion in NTP v. Research in Motion, what arguments could you make in opposition to injunctive relief in the case?

2.5 When does the type of patentable invention (process, machine, manufacture, etc.) matter from a liability standpoint?

2.6 What are the litigation implications of the Akamai v. Limelight case?

3. Business Law Questions

3.1 How does the Microsoft v. AT&T decision influence software industry business models and practices?

3.2 How does the NTP v. Research in Motion decision influence software industry business models and practices?

3.3 How does the Akamai v. Limelight decision influence software industry business models and practices?

IV. REMEDIES

EBAY, INC. v. MERCEXCHANGE, L.L.C.

547 U.S. 388 (2006)

Justice THOMAS delivered the opinion of the Court.

Ordinarily, a federal court considering whether to award permanent injunctive relief to a prevailing plaintiff applies the four-factor test historically employed by courts of equity. Petitioners eBay Inc. and Half.com, Inc., argue that this traditional test applies to disputes arising under the Patent Act. We agree and, accordingly, vacate the judgment of the Court of Appeals.

I

Petitioner eBay operates a popular Internet Web site that allows private sellers to list goods they wish to sell, either through an auction or at a fixed price. Petitioner Respondent MercExchange, L.L.C., holds a number of patents, including a business method patent for an electronic market designed to facilitate the sale of goods between private individuals by establishing a central authority to promote trust among participants. See U.S. Patent No. 5,845,265. MercExchange sought to license its patent to eBay, as it had previously done with other companies, but the parties failed to reach an agreement. MercExchange subsequently filed a patent infringement suit against eBay in the United States District Court for the Eastern District of Virginia. A jury found that MercExchange’s patent was valid, that eBay had infringed that patent, and that an award of damages was appropriate.

Following the jury verdict, the District Court denied MercExchange’s motion for permanent injunctive relief. The Court of Appeals for the Federal Circuit reversed, applying its “general rule that courts will issue permanent injunctions against patent infringement absent exceptional circumstances.” 401 F.3d 1323, 1339 (2005). We granted certiorari to determine the appropriateness of this general rule.
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II

According to well-established principles of equity, a plaintiff seeking a permanent injunction must satisfy a four-factor test before a court may grant such relief. A plaintiff must demonstrate: (1) that it has suffered an irreparable injury; (2) that remedies available at law, such as monetary damages, are inadequate to compensate for that injury; (3) that, considering the balance of hardships between the plaintiff and defendant, a remedy in equity is warranted; and (4) that the public interest would not be disserved by a permanent injunction. See, e.g., Weinberger v. Romero-Barcelo, 456 U.S. 305, 311-313, 102 S. Ct. 1798, 72 L. Ed. 2d 91 (1982); Amoco Production Co. v. Gambell, 480 U.S. 531, 542, 107 S. Ct. 1396, 94 L. Ed. 2d 542 (1987). The decision to grant or deny permanent injunctive relief is an act of equitable discretion by the district court, reviewable on appeal for abuse of discretion. See, e.g., Romero-Barcelo, 456 U.S., at 320, 102 S. Ct. 1798.

These familiar principles apply with equal force to disputes arising under the Patent Act. As this Court has long recognized, “a major departure from the long tradition of equity practice should not be lightly implied.” Ibid; see also Amoco, supra, at 542, 107 S. Ct. 1396. Nothing in the Patent Act indicates that Congress intended such a departure. To the contrary, the Patent Act expressly provides that injunctions “may” issue “in accordance with the principles of equity.” 35 U.S.C. §283.

To be sure, the Patent Act also declares that “patents shall have the attributes of personal property,” §261, including “the right to exclude others from making, using, offering for sale, or selling the invention,” §154(a)(1). According to the Court of Appeals, this statutory right to exclude alone justifies its general rule in favor of permanent injunctive relief. 401 F.3d, at 1338. But the creation of a right is distinct from the provision of remedies for violations of that right. Indeed, the Patent Act itself indicates that patents shall have the attributes of personal property “[s]ubject to the provisions of this title,” 35 U.S.C. §261, including, presumably, the provision that injunctive relief “may” issue only “in accordance with the principles of equity,” §283.

This approach is consistent with our treatment of injunctions under the Copyright Act. Like a patent owner, a copyright holder possesses “the right to exclude others from using his property.” Fox Film Corp. v. Doyal, 286 U.S. 123, 127, 52 S. Ct. 546, 76 L. Ed. 1010 (1932); see also id., at 127-128, 52 S. Ct. 546 (“A copyright, like a patent, is at once the equivalent given by the public for benefits bestowed by the genius and meditations and skill of individuals and the incentive to further efforts for the same important objects” (internal quotation marks omitted)). Like the Patent Act, the Copyright Act provides that courts “may” grant injunctive relief “on such terms as it may deem reasonable to prevent or restrain infringement of a copyright.” 17 U.S.C. §502(a). And as in our decision today, this Court has consistently rejected invitations to replace traditional equitable considerations with a rule that an injunction automatically follows a determination that a copyright has been infringed. See, e. g., New York Times Co. v. Tasini, 533 U.S. 483, 505, 121 S. Ct. 2381, 150 L. Ed. 2d 500 (2001) (citing Campbell v. Acuff-Rose Music, Inc., 510 U.S. 569, 578, n.10, 114 S. Ct. 1164, 127 L. Ed. 2d 500 (1994)); Dun v. Lumbermen’s Credit Assn., 209 U.S. 20, 23-24, 28 S. Ct. 335, 52 L. Ed. 663 (1908).

Neither the District Court nor the Court of Appeals below fairly applied these traditional equitable principles in deciding respondent’s motion for a permanent injunction. Although the District Court recited the traditional four-factor test, 275 F. Supp. 2d, at 711, it appeared 264to adopt certain expansive principles suggesting that injunctive relief could not issue in a broad swath of cases. Most notably, it concluded that a “plaintiff’s willingness to license its patents” and “its lack of commercial activity in practicing the patents” would be sufficient to establish that the patent holder would not suffer irreparable harm if an injunction did not issue. But traditional equitable principles do not permit such broad classifications. For example, some patent holders, such as university researchers or self-made inventors, might reasonably prefer to license their patents, rather than undertake efforts to secure the financing necessary to bring their works to market themselves. Such patent holders may be able to satisfy the traditional four-factor test, and we see no basis for categorically denying them the opportunity to do so. To the extent that the District Court adopted such a categorical rule, then, its analysis cannot be squared with the principles of equity adopted by Congress.

In reversing the District Court, the Court of Appeals departed in the opposite direction from the four-factor test. The court articulated a “general rule,” unique to patent disputes, “that a permanent injunction will issue once infringement and validity have been adjudged.” 401 F.3d, at 1338. The court further indicated that injunctions should be denied only in the “unusual” case, under “exceptional circumstances” and “in rare instances…to protect the public interest.’” Id., at 1338-1339. Just as the District Court erred in its categorical denial of injunctive relief, the Court of Appeals erred in its categorical grant of such relief.

Because we conclude that neither court below correctly applied the traditional four-factor framework that governs the award of injunctive relief, we vacate the judgment of the Court of Appeals, so that the District Court may apply that framework in the first instance. In doing so, we take no position on whether permanent injunctive relief should or should not issue in this particular case, or indeed in any number of other disputes arising under the Patent Act. We hold only that the decision whether to grant or deny injunctive relief rests within the equitable discretion of the district courts, and that such discretion must be exercised consistent with traditional principles of equity, in patent disputes no less than in other cases governed by such standards.

* * *

UNILOC USA, INC. v. MICROSOFT CORP.

632 F.3d 1292 (Fed. Cir. 2011)

LINN, Circuit Judge.

I. BACKGROUND

Commercial software manufacturers like Microsoft lose significant sales as a result of the “casual copying” of software, where users install copies of a software program on multiple computers in violation of applicable software license conditions. Uniloc’s ’216 patent was an early attempt to combat such software piracy.…

B. The Accused Product

The accused product is Microsoft’s Product Activation feature that acts as a gatekeeper to Microsoft’s Word XP, Word 2003, and Windows XP software programs. Upon receipt of 265Microsoft’s retail software program, the user must enter a 25-character alphanumeric product key contained within the packaging of Microsoft’s retail products. If the Key is valid, the user is asked to agree to the End User License Agreement (“EULA”), by which the licensor-licensee relationship is initiated.

At about this time, the software creates a Product ID (“PID”) and a Hardware ID (“HWID”) on the user’s computer. The PID is formed from the combination of the Product Key, information from the software CD, and a random number from the user’s computer. The HWID is generated from information about the user’s computer. The user may use the software without initiating Product Activation, but such use is temporally limited (50 startups of Office and 30 days use of Windows until basic functions like saving and printing are deactivated) and functionally limited (no updates can be downloaded and installed). If the user elects to initiate Product Activation, the software sends a digital license request to Microsoft over the internet, which includes: the PID, the HWID, and additional activation information. At Microsoft’s remote location, this information is entered into one of two software algorithms: the MD5 message digest algorithm (“MD5”) for Office products and the SHA-1 secure hash algorithm (“SHA-1”) for Windows products.

The functionality of the MD5 and SHA-1 algorithms is at the heart of this case.…

II. DISCUSSION

….

C. New Trial on Damages

The jury here awarded Uniloc $388 million, based on the testimony of Uniloc’s expert, Dr. Gemini. Dr. Gemini opined that damages should be $564,946,803. This was based on a hypothetical negotiation between Uniloc and Microsoft and the Georgia-Pacific factors. See Georgia-Pacific Corp. v. U.S. Plywood Corp., 318 F. Supp. 1116 (S.D. N.Y. 1970). Gemini began with an internal pre-litigation Microsoft document that stated:


Product Keys are valuable for two major reasons. First, since Product Keys can be used to install a product and create a valid Product ID, you can associate a monetary value to them. An appraisal process found that a Product Key is worth anywhere between $10 and $10,000 depending on usage. Secondly, Product Keys contain short digital signature technology that Microsoft Research created. For these reasons, it is crucial that Product Keys are handled with maximum security.



Gemini took the lowest value, $10, and testified that this is “the isolated value of Product Activation.” Gemini then applied the so-called “25 percent rule of thumb,” hypothesizing that 25% of the value of the product would go to the patent owner and the other 75% would remain with Microsoft, resulting in a baseline royalty rate of $2.50 per license issued. Gemini justified the use of the rule of thumb because it has “been accepted by Courts as an appropriate methodology in determining damages, in [his] experience, in other cases.” He then considered several of the Georgia Pacific factors, with the idea being “to adjust this 25% up or down depending on how [the Georgia Pacific factors] favor[ ] either party.” At bottom, he concluded that the factors in favor of Uniloc and Microsoft generally balanced out and did not change the royalty rate. He then multiplied the $2.50 royalty rate by the number of new 266licenses to Office and Windows products, 225,978,721, to get a final reasonable royalty of $564,946,803. Gemini then “did kind of a check to determine whether that number was reasonable. It’s obviously, you know, a significant amount of money. I wanted to check to make sure it was a reasonable number.” The “check” was performed by “estimating the gross revenues for the accused products” by multiplying the 225,978,721 licenses by the average sales price per license of $85. The resulting gross revenue value was $19.28 billion. Gemini then calculated that his damages calculation resulted in a royalty rate over the gross revenue of Office and Windows of approximately 2.9%. Gemini presented this information in a demonstrative pie chart to accompany his testimony. In response to Uniloc’s attorney’s question: “And have you prepared a chart or a graph or a pie chart to show us this comparison?” Uniloc’s attorney, Mr. Cronin stated, “Your honor, there’s no objection,” and Microsoft attorney Mr. Scherkenbach stated, “Right, there is no objection.” Gemini then opined that “in my experience, and data I’ve seen as far as industry royalty rates for software, which are generally above — on average, above 10% or 10, 11%, I felt that this royalty was reasonable and well within that range.”

Microsoft had challenged the 25 percent rule in limine and attempted to exclude Mr. Gemini’s testimony. The district court noted that “the concept of a ‘rule of thumb’ is perplexing in an area of the law where reliability and precision are deemed paramount,” but rejected Microsoft’s position because the rule has been widely accepted. The district court thus considered the use of the rule of thumb to be reasonable. Microsoft contested Gemini’s use of the entire market value rule “check” because Product Activation was not the basis of the consumer demand for Microsoft’s Office and Windows products. The district court agreed with Microsoft, and granted a new trial on damages, because the “$19 billion cat was never put back into the bag” and the jury may have “used the $19 billion figure to ‘check’ its significant award of $388,000,000.”

On appeal, the parties present the court with three damages issues: 1) the propriety of using the 25 percent rule; 2) application of the entire market value rule as a “check”; and 3) excessiveness of damages. Because this court affirms the district court’s conditional grant of a new trial on damages, this court need not reach the last issue.

1. 25 Percent Rule

Section 284 of Title 35 of the United States Code provides that on finding infringement of a valid patent, damages shall “in no event [be] less than a reasonable royalty for the use made of the invention by the infringer, together with interest and costs as fixed by the court.” In litigation, a reasonable royalty is often determined on the basis of a hypothetical negotiation, occurring between the parties at the time that infringement began. A reasonable royalty is the predominant measure of damages in patent infringement cases.

The 25 percent rule of thumb is a tool that has been used to approximate the reasonable royalty rate that the manufacturer of a patented product would be willing to offer to pay to the patentee during a hypothetical negotiation. Robert Goldscheider, John Jarosz and Carla Mulhern, Use Of the 25 Per Cent Rule in Valuing IP, 37 les Nouvelles 123, (Dec. 2002) (“Valuing IP”). “The Rule suggests that the licensee pay a royalty rate equivalent to 25 per cent of its expected profits for the product that incorporates the IP at issue.” Id. As explained by its leading proponent, Robert Goldscheider, the rule takes the following form:
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An estimate is made of the licensee’s expected profits for the product that embodies the IP at issue. Those profits are divided by the expected net sales over that same period to arrive at a profit rate. That resulting profit rate, say 16 per cent, is then multiplied by 25 per cent to arrive at a running royalty rate. In this example, the resulting royalty rate would be 4 per cent. Going forward, the 4 per cent royalty rate is applied to net sales to arrive at royalty payments due to the IP owner.



The underlying “assumption is that the licensee should retain a majority (i.e. 75 percent) of the profits, because it has undertaken substantial development, operational and commercialization risks, contributed other technology/IP and/or brought to bear its own development, operational and commercialization contributions.” Id.

The rule was originally based on Goldscheider’s observations of commercial licenses entered into by a “Swiss subsidiary of a large American company, with 18 licensees around the world, each having an exclusive territory.” Id. The rights transferred were a portfolio of patents and other intellectual property apparently related to the patented products. Id. The term of each of these licenses was for three years, with the expectation that the licenses would be renewed. Id. at 123. The licensees “faced strong competition,” and “were either first or second in sales volume, and probably profitability, in their respective market.” Id.

According to its proponents, the veracity of the 25 percent rule has been “confirmed by a careful examination of years of licensing and profit data, across companies and industries.” John C. Jarosz, Carla S. Mulhern and Michael Wagner, The 25% Rule Lives On, IP Law 360, Sept. 8, 2010. Goldscheider published a further empirical study in 2002, concluding that across all industries, the median royalty rate was 22.6 percent, and that the data supported the use of the 25 percent rule “as a tool of analysis.” Valuing IP, 37 les Nouvelles at 132-33. Additionally, in a 1997 study of licensing organizations, the organizations indicated that they use the 25 percent rule as a starting point in negotiations. Stephen A. Degnan & Corwin Horton, A Survey of Licensed Royalties, 32 les Nouvelles 91, 95 (June 1997).

The 25 percent rule has, however, met its share of criticism that can be broadly separated into three categories. First, it fails to account for the unique relationship between the patent and the accused product. See Gregory K. Leonard and Lauren J. Stiroh, Economic Approaches to Intellectual Property Policy, Litigation, and Management, 949 PLI/Pat 425, 454-55 (Sept.-Nov. 2008) (“[The 25 percent rule] takes no account of the importance of the patent to the profits of the product sold, the potential availability of close substitutes or equally noninfringing alternatives, or any of the other idiosyncrasies of the patent at issue that would have affected a real-world negotiation.”); Richard S. Toikka, Patent Licensing Under Competitive and Non-Competitive Conditions, 82 J. Pat. & Trademark Off. Soc’y 279, 292-93 (Apr. 2000) (arguing that it fails to “distinguish between monopoly and normal profit.…Thus for narrow patents, the rule may be overly generous to the patentee, and for broad patents it may be overly stingy”). Second, it fails to account for the unique relationship between the parties. See Ted Hagelin, Valuation of Patent Licenses, Tex. Intell. Prop. L.J. 423, 425-26 (Spring 2004) (noting that the rule should not be used in isolation because it fails to “account[ ] for the different levels of risk assumed by a licensor and licensee”); Hypothetical Negotiations at 702 (“[T]he rule is unlikely to have any basis in the accused infringer’s industry, in the technology involved in either the patent or the accused product or service, or in the claimed invention’s contribution to the infringing product or service.”). Finally, the rule is essentially 268arbitrary and does not fit within the model of the hypothetical negotiation within which it is based. See Roy J. Epstein and Alan J. Marcus, Economic Analysis of the Reasonable Royalty: Simplification and Extension of the Georgia-Pacific Factors, 85 J. Pat. & Trademark Off. Soc’y 55, 574 (July 2003) (“[The 25 percent and the 5 percent] rules of thumb are best understood as special cases [ ] that may be appropriate to a given situation only by chance.”); Roy J. Epstein, Modeling Patent Damages: Rigorous and Defensible Calculations (2003) (paper presented at the AIPLA 2003 Annual Meeting) at 22 (arguing that the 25 percent rule “shortcut” “is essentially arbitrary. Because it is based on ex post results, it does not necessarily relate to the results of a negotiation that took place prior to the infringement”).

The admissibility of the bare 25 percent rule has never been squarely presented to this court. Nevertheless, this court has passively tolerated its use where its acceptability has not been the focus of the case, see e.g., i4i Ltd., 598 F.3d 831; Fonar Corp. v. General Elec. Co., 107 F.3d 1543, 1553 (Fed. Cir. 1997), or where the parties disputed only the percentage to be applied (i.e. one-quarter to one-third), but agreed as to the rule’s appropriateness, Finjan, Inc. v. Secure Computing Corp., slip op. No. 2009-1576, -1594 at 23 (Fed. Cir. Nov. 4, 2010). Lower courts have invariably admitted evidence based on the 25 percent rule, largely in reliance on its widespread acceptance or because its admissibility was uncontested.

In at least one case, the district court admitted the evidence, but refused to give it substantial weight because, “neither expert testified as to the customary profit percentage used to set the royalty rates in licenses in other businesses” and because “[t]here was no testimony advocating the use of the [sic] this approach as an appropriate guidepost for the determination of a royalty rate under a Georgia-Pacific analysis.” Procter & Gamble Co. v. Paragon Trade Brands, Inc., 989 F. Supp. at 612.

In Daubert, 509 U.S. 589, and Kumho Tire, 526 U.S. 137, the Supreme Court assigned to the district courts the responsibility of ensuring that all expert testimony must pertain to “scientific, technical, or other specialized knowledge” under Federal Rule of Evidence (“FRE”) 702, which in turn required the judge to determine that the testimony was based on a firm scientific or technical grounding. Daubert, 509 U.S. at 589-90; Kumho Tire, 526 U.S. at 148. “Expert testimony which does not relate to any issue in the case is not relevant and, ergo, non-helpful.” Daubert, 509 U.S. at 591 (citing 3 Weinstein & Berger ¶702[02], p. 702-18).

This court now holds as a matter of Federal Circuit law that the 25 percent rule of thumb is a fundamentally flawed tool for determining a baseline royalty rate in a hypothetical negotiation. Evidence relying on the 25 percent rule of thumb is thus inadmissible under Daubert and the Federal Rules of Evidence, because it fails to tie a reasonable royalty base to the facts of the case at issue.

The patentee bears the burden of proving damages. Lucent Techs., Inc. v. Gateway, Inc., 580 F.3d 1301, 1324 (Fed. Cir. 2009). To properly carry this burden, the patentee must “sufficiently [tie the expert testimony on damages] to the facts of the case.” Daubert, 509 U.S. at 591. If the patentee fails to tie the theory to the facts of the case, the testimony must be excluded.

The bottom line of Kumho Tire and Joiner is that one major determinant of whether an expert should be excluded under Daubert is whether he has justified the application of a general theory to the facts of the case. Consistent with this conclusion, this court has held that “[a]ny evidence unrelated to the claimed invention does not support compensation for 269infringement but punishes beyond the reach of the statute.” ResQNet.com, Inc. v. Lansa, Inc., 594 F.3d 860, 869 (Fed. Cir. 2010).

In ResQNet, Lucent Technologies, 580 F.3d 1301, and Wordtech Systems, Inc. v. Integrated Networks Solutions, Inc., 609 F.3d 1308 (Fed. Cir. 2010), this court determined that a patentee could not rely on license agreements that were “radically different from the hypothetical agreement under consideration” to determine a reasonable royalty. Lucent Techs., 580 F.3d at 1327. See also ResQNet, 594 F.3d at 870-72 (holding that evidence of royalty rates from licenses without a relationship to the claimed invention could not form the basis of a reasonable royalty calculation). In Lucent Technologies, the patentee’s expert relied in large part on “eight varied license agreements,” four of which involved “PC-related patents,” but either the specific subject matter of the patents was not explained to the jury or the license was “directed to a vastly different situation than the hypothetical licensing scenario of the present case,” and four of which Lucent did not describe the relationship between the patented technology licensed therein and the licensee’s products. See 580 F.3d at 1328-31. This court noted that the “licenses relied on by the patentee in proving damages [must be] sufficiently comparable to the hypothetical license at issue in suit,” Id. at 1325, and that the patentee’s failure to do so “weighs strongly against the jury’s award” relying on such non-comparable licenses, Id. at 1332. Similarly, in ResQNet, the patentee’s expert “used licenses with no relationship to the claimed invention to drive the royalty rate up to unjustified double-digit levels,” looking at licenses that did not mention the patents and had no “other discernible link to the claimed technology.” 594 F.3d at 870. This court rejected the expert’s testimony, holding that the district court “must consider licenses that are commensurate with what the defendant has appropriated. If not, a prevailing plaintiff would be free to inflate the reasonable royalty analysis with conveniently selected licenses without an economic or other link to the technology in question.” Id. at 872. This court held that on remand, “the trial court should not rely on unrelated licenses to increase the reasonable royalty rate above rates more clearly linked to the economic demand for the claimed technology.” Id. at 872-73.

Similarly, in Wordtech, the patentee “introduced thirteen patent licenses that it previously granted to third parties for rights to some or all of the patents-in-suit” to argue to support the jury’s damages determination. 609 F.3d at 1319. This court rejected eleven of the licenses because they were running royalty licenses (the patentee had only asked for a lump sum payment) and represented far lower rates than the jury returned. Id. at 1320-21. This court rejected the remaining two licenses (both for lump sum payments) because “[n]either license describe[d] how the parties calculated each lump sum, the licensees’ intended products, or how many products each licensee expected to produce.” Id. at 1320.

The meaning of these cases is clear: there must be a basis in fact to associate the royalty rates used in prior licenses to the particular hypothetical negotiation at issue in the case. The 25 percent rule of thumb as an abstract and largely theoretical construct fails to satisfy this fundamental requirement. The rule does not say anything about a particular hypothetical negotiation or reasonable royalty involving any particular technology, industry, or party. Relying on the 25 percent rule of thumb in a reasonable royalty calculation is far more unreliable and irrelevant than reliance on parties’ unrelated licenses, which we rejected in ResQNet and Lucent Technologies. There, the prior licenses at least involved the same general industry and at least some of the same parties as the hypothetical negotiations at issue, and 270in Wordtech even involved licenses to the patents in suit entered into by the patentee-plaintiff. Lacking even these minimal connections, the 25 percent rule of thumb would predict that the same 25%/75% royalty split would begin royalty discussions between, for example, (a) TinyCo and IBM over a strong patent portfolio of twelve patents covering various aspects of a pioneering hard drive, and (b) Kodak and Fuji over a single patent to a tiny improvement in a specialty film emulsion.

It is of no moment that the 25 percent rule of thumb is offered merely as a starting point to which the Georgia-Pacific factors are then applied to bring the rate up or down. Beginning from a fundamentally flawed premise and adjusting it based on legitimate considerations specific to the facts of the case nevertheless results in a fundamentally flawed conclusion. This is reflected in Lucent Technologies, in which unrelated licenses were considered under Georgia-Pacific factor 1, but this court held that the entire royalty calculation was unsupported by substantial evidence.

To be admissible, expert testimony opining on a reasonable royalty rate must “carefully tie proof of damages to the claimed invention’s footprint in the market place.” ResQNet, 594 F.3d at 869. This court has sanctioned the use of the Georgia-Pacific factors to frame the reasonable royalty inquiry. Those factors properly tie the reasonable royalty calculation to the facts of the hypothetical negotiation at issue. This court’s rejection of the 25 percent rule of thumb is not intended to limit the application of any of the Georgia-Pacific factors. In particular, factors 1 and 2 — looking at royalties paid or received in licenses for the patent in suit or in comparable licenses — and factor 12 — looking at the portion of profit that may be customarily allowed in the particular business for the use of the invention or similar inventions — remain valid and important factors in the determination of a reasonable royalty rate. However, evidence purporting to apply to these, and any other factors, must be tied to the relevant facts and circumstances of the particular case at issue and the hypothetical negotiations that would have taken place in light of those facts and circumstances at the relevant time.

In this case, it is clear that Gemini’s testimony was based on the use of the 25 percent rule of thumb as an arbitrary, general rule, unrelated to the facts of this case. When asked the basis of his opinion that the rule of thumb would apply here, Gemini testified: “[i]t’s generally accepted. I’ve used it. I’ve seen others use it. It’s a widely accepted rule.” Upon further questioning, Dr. Gemini revealed that he had been involved in only four or five non-litigation related negotiations, and had recommended the 25 percent rule only once in a case involving a power tool. He did not testify that the parties here had a practice of beginning negotiations with a 25%/75% split, or that the contribution of Product Activation to Office and Word justified such a split. He did not base his 25 percent baseline on other licenses involving the patent at issue or comparable licenses. In short, Gemini’s starting point of a 25 percent royalty had no relation to the facts of the case, and as such, was arbitrary, unreliable, and irrelevant. The use of such a rule fails to pass muster under Daubert and taints the jury’s damages calculation.

This court thus holds that Microsoft is entitled to a new trial on damages.
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2. Entire Market Value Rule

As discussed above, Gemini performed “a check to determine whether” his $564,946,803 royalty figure was reasonable by comparing it to his calculation of Microsoft’s approximate total revenue for Office and Windows of $19.28 billion. During trial, Gemini testified that his calculated royalty accounted for only 2.9% of Microsoft’s revenue, and accented his point by reference to a prepared pie chart, showing Microsoft’s $19.28 billion in revenue with a 2.9% sliver representing his calculated royalty rate. He concluded that 2.9% was a reasonable royalty based on his experience that royalty rates for software are “generally above — on average, above 10% or 10, 11%.”

The entire market value rule allows a patentee to assess damages based on the entire market value of the accused product only where the patented feature creates the “basis for customer demand” or “substantially create[s] the value of the component parts.” Lucent Techs., 580 F.3d at 1336; Rite-Hite Corp. v. Kelley Co., 56 F.3d 1538, 1549-50 (Fed. Cir. 1995). This rule is derived from Supreme Court precedent requiring that “the patentee… must in every case give evidence tending to separate or apportion the defendant’s profits and the patentee’s damages between the patented feature and the unpatented features, and such evidence must be reliable and tangible, and not conjectural or speculative,” or show that “the entire value of the whole machine, as a marketable article, is properly and legally attributable to the patented feature.” Garretson v. Clark, 111 U.S. 120, 121 (1884). See also Lucent Techs., 580 F.3d at 1336-37 (tracing the origins of the entire market value to several Supreme Court cases including Garretson).

Microsoft argues that Uniloc employed the entire market value of Office and Windows by virtue of Gemini’s pie chart, his comparison of his calculated royalty to the total revenue Microsoft earns through the accused products, and Uniloc’s attorneys’ belittlement of Microsoft’s expert’s royalty figure as representing only .0003% of total revenue. Microsoft argues that Uniloc’s use of the entire market value rule was not proper because it is undisputed that Product Activation did not create the basis for customer demand or substantially create the value of the component parts. Microsoft continues that Gemini’s testimony tainted the jury’s damages deliberations, regardless of its categorization as a “check.”

Uniloc responds that: (1) Microsoft did not object at trial and so waived any evidentiary argument to Gemini’s testimony and demonstratives; (2) the entire market value of the product can be used if the royalty rate is low enough; and (3) the $19 billion figure was used only as a “check,” and the jury was instructed not to base its damages determination on the entire market value, an instruction it should be presumed to have followed.

The district court agreed with Microsoft, and ordered a conditional new trial on damages. It noted that “Uniloc conceded customers do not buy Office or Windows because of [Product Activation] and said it would not base a royalty calculation on the entire market value of the products.” Uniloc II, 640 F. Supp. 2d at 184-85. As such, the use of the entire market value of Office and Windows in the form of the $19 billion figure was “irrelevant” and “taint[ed]” the jury’s damages award. Id. at 185. The district court also disagreed with Uniloc that Microsoft had waived its arguments to the entire market value, noting that “Microsoft objected specifically under the entire market value rule to use of a demonstrative pie chart,” and that 272“[t]he Court preliminarily allowed it but after hearing the testimony instructed counsel to stay away from the $19 billion figure.” Id.

This court agrees with Microsoft and the district court that Uniloc’s use of the $19 billion “check” was improper under the entire market value rule. This case provides a good example of the danger of admitting consideration of the entire market value of the accused where the patented component does not create the basis for customer demand. As the district court aptly noted, “[t]he $19 billion cat was never put back into the bag even by Microsoft’s cross-examination of Mr. Gemini and re-direct of Mr. Napper, and in spite of a final instruction that the jury may not award damages based on Microsoft’s entire revenue from all the accused products in the case.” Uniloc II, 640 F. Supp. 2d at 185. This is unsurprising. The disclosure that a company has made $19 billion in revenue from an infringing product cannot help but skew the damages horizon for the jury, regardless of the contribution of the patented component to this revenue.

Uniloc’s final argument is that the use of the $19 billion figure was only as a check, and the jury must be presumed to have followed the jury instruction and not based its damages calculation on the entire market value rule. This argument attempts to gloss over the purpose of the check as lending legitimacy to the reasonableness of Gemini’s $565 million damages calculation. Even if the jury’s damages calculation was not based wholly on the entire market value check, the award was supported in part by the faulty foundation of the entire market value. Moreover, Uniloc’s derision of Microsoft’s damages expert by virtue of the .00003% of the entire market value that his damages calculation represented may have inappropriately contributed to the jury’s rejection of his calculations. Thus, the fact that the entire market value was brought in as only a “check” is of no moment.

For the foregoing reasons, this court concludes that the district court did not abuse its discretion in granting a conditional new trial on damages for Uniloc’s violation of the entire market value rule.

3. Excessiveness of Damages

As an alternative ground for affirmance of the district court’s alternative grant of a new trial on damages, Microsoft argues that the damages here were excessive. Because this court is affirming the district court’s grant of new trial on damages, and because the two bases on which Uniloc’s damages case was built have both been rejected, it would be premature to consider the excessiveness of damages that could arise on remand. This court thus expresses no opinion on the excessiveness or reasonableness of the damages awarded by the jury.…

* * *

Questions

1. General Discussion Questions

1.1 What is the significance of the eBay case for the software industry? Who would applaud and who would jeer the decision?

1.2 When would it be appropriate for a trial court to grant injunctive relief on behalf of a patentee who is not practicing the patent?
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1.3 What is the practical effect of different countries’ taking different approaches to granting injunctive relief in patent cases (e.g., Germany follows a rule much like the one espoused by the Federal Circuit prior to the Supreme Court’s eBay decision)?

1.4 The court in Laserdynamics, Inc. v. Quanta Computer, Inc. ruled that where small elements of multi-component products are accused of infringement, it is generally required that royalties be based not on the entire product, but instead on the smallest salable patent-practicing unit. 694 F.3d 61, 67 (Fed. Cir. 2012). How should a jury calculate damages for infringement of a software-related patent?

1.5 After reading the eBay and Uniloc cases, do you feel better about the overall impact of software patents on innovation in the software industry?

2. Litigation Questions

2.1 What evidence should the patentee bring forward to justify injunctive relief? What evidence should the accused infringer bring forward?

2.2 What evidence should the patentee bring forward to prove damages? What evidence should the accused infringer bring forward?

2.3 What litigation strategy would you propose if a patentee gets an injunction in a foreign jurisdiction that affects worldwide distribution of a software product?

3. Business Law Questions

3.1 How do the eBay and Uniloc cases affect the advice you give a software developer about freedom to operate in the software industry?

3.2 If you or your client uncovers a patent that “reads on” your client’s new software product, how would you advise the client to proceed?
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· Chapter · 6 Software Licensing

I. INTRODUCTION: WHY LICENSE SOFTWARE?

Previous chapters have addressed the role that copyright, patent, trade secret, and trademark law play in legal protection for software. This chapter focuses on the role that contract law plays. Contract law is an essential legal tool in the software industry. It works in tandem with intellectual property law to put intellectual property into productive use. We call the combination of contract and intellectual property “software licensing.” Think of software licensing as intellectual property in action.

A “license” is a grant of permission. Why is such permission needed for software? Permission is needed because, as described in prior chapters, software is protected by intellectual property rights, so software may not be used without permission of the rights holder. The rights holder may grant permission by selling a copy of software. In copyright, this is called a “first sale,” which grants the software user the limited right to use and resell a copy but nothing further.1 Given the diversity and complexity of business relationships possible in the software industry, a first sale transaction is often inadequate. Consequently, the rights holder grants permission using a contract called a license agreement. License agreements are the predominant transaction model in the software industry because contracts have the ability to describe a wide range of nuanced arrangements that enable technological and business model innovation.

II. BRIEF HISTORY OF SOFTWARE LICENSING

A. Licensing for Software Development

The use of licenses has a long history in the software industry. Many of the early software developers were scientists, academics, or hobbyists. The focus of licensing 276at that point was on the development of software — that is, on granting permission to share and collaborate to improve software and to create new software. To the extent licenses were directed to the end users of software, the audience was the software programmers employed by the users to fix and maintain the software.

B. Software for Users

Over time, firms began to offer software as a product apart from the hardware. These firms wrote specially designed, custom software for a particular use and end user. For example, a programmer might write software to run an automatic bank teller machine or an online airline reservations service. Custom software development and usage license agreements described these relationships.

The software industry blossomed in the 1970s spurred by IBM’s decision to unbundle the hardware and software for the IBM PC. Firms such as Ashton-Tate, Lotus, Microsoft, Novell, and WordPerfect emerged to produce software for the personal computers produced by IBM and IBM PC “compatibles.” The personal computer revolution put software in the hands of millions of people, but few of them had any expertise or interest in software programming. They simply wanted to use the software in object code form. This led to the creation of a variety of distribution licensing models to deliver software to consumers and business customers in the mass market.

III. THE LANDSCAPE OF SOFTWARE LICENSING

With this background in mind, it is useful to group licensing transactions into four main categories: licenses to build products; licenses to create customer solutions; licenses to distribute software; and licenses that describe usage. The former two categories are often called upstream licenses; the latter two are called downstream licenses. Sections III-VI focus on upstream licenses and Section VII focuses on downstream licenses.

A. Upstream Licenses

Mass market end user software licenses are ubiquitous in modern commerce. Their sheer volume gives the impression that most software licensing law and practice is concerned with them. It is not. Instead, upstream licenses make up the lion’s share of a licensing lawyer’s practice.
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1. Licenses to Build Products

Sometimes a programmer develops software alone and from scratch, but it is common practice for a programmer to collaborate with many others in creating a software program. Many software projects contain code and digital content from numerous individuals and firms. Although the Microsoft Windows and GNU/Linux operating systems differ in many ways, both systems incorporate an array of code that is created by third parties other than (as the case may be) Microsoft or Linus Torvalds. The programmers may jointly own rights in the code. However, software developers typically use licenses to apportion the rights between the various contributors in a way that makes the most sense under the circumstances. In other words, software developers use licenses as the legal tool to build their software products.

2. Licenses to Create Customer Solutions

In the early days of the software industry, users received all necessary computer technology from one source. Companies such as IBM provided complete packages of computer hardware, software, and services and support. Today this sort of one-stop shopping is less common. A simple personal computer system contains components from a variety of sources: The microprocessor may come from Intel, the hard disk drive from Fujitsu, the CPU from Dell, the monitor from Samsung, the keyboard from Techtronics, the mouse from Logitec, the printer from Hewlett-Packard, the operating system from Apple, Microsoft, or Red Hat, and other software from Adobe, Autodesk, Electronic Arts, Facebook, Google, MontaVista, Mozilla, Oracle, SendMail, Symantec, and Valve. In order for these components to work together, the different developers often need to exchange intellectual property rights. They do so in the form of licenses.

For example, for the assortment of computer hardware and software described above to be useful for a user, the following licenses may need to be exchanged:


	License under patents from the microprocessor firm to the computer hardware manufacturer;

	Licenses between the operating system developer and the keyboard, mouse, and monitor manufacturers to create and distribute device driver software;

	License between the operating system developer and the printer manufacturer for font and page description software;

	License to application programming interface (API) information or source code between the applications developer and the systems software developer;

	License from the systems software developer to hardware and microprocessor manufacturers to study and modify systems software source code in order to tune the computer hardware or microprocessor so that it runs most effectively;

	Licenses to protocol information to enable communication over the Internet.
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3. Source Code Licensing

Source code licensing plays an important role in collaborations to build products and create customer solutions. Sometimes the license involves rights to use confidential source code; other times the license is to use non-confidential source code that is available in the mass market either in a software development kit licensed by a commercial software developer or available as open source software.

Confidential Source Code. It is standard industry practice for software developers to hold some or all of their source code as a trade secret.2 Even so, software developers need to share their confidential source code in order to collaborate with others in building their product or making it work with other hardware or software components to create a viable customer solution. Consequently, confidential source code licensing is a common form of licensing in the software industry. These licenses combine the characteristics of a copyright and trade secret license. The copyright license grant is carefully tailored to the licensee’s particular uses of the source code, and the license contains a series of measures to protect the confidentiality of the code. This chapter contains a sample confidential source code license, below.

Open Source Software. Not all software development takes place using confidential source code. Some programmers believe that source code always should be shared on a non-confidential basis and come with rights to freely modify and distribute the code. This is known as “open source” software.3 Open source software is licensed using license agreements that conform to the principles embodied in the Open Source Definition published by an organization known as the Open Source Initiative.4 In practice, there are two predominant open source licenses: the GNU General Public License (GPL) and the Berkley Software Distribution-style license (BSD License). Both license forms are reproduced in this chapter, as well as the popular Apache License and a plain language rendering of the GPL known as the Simple Public License (SimPL).
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Open source software burst onto the public stage when Netscape decided to release the source code of its popular Navigator browser software under an open source license (Navigator became the Firefox browser). Now, companies large and small run successful businesses based on open source software. Many governments have adopted or are considering the adoption of open source software. The traditional commercial software industry has not stood still either, with many companies licensing source code more broadly.5

Other Source Code Licenses. A substantial amount of source code is licensed under licenses that do not meet the definitions of free or open source software, yet grant substantial derivative works rights and do not hold the source code as a trade secret.

Examples of these licenses include:


	Software development kits (SDKs).
SDKs contain a collection of software and documentation licensed by system software publishers to developers who want to write applications software or middleware to run on top of the systems software platform.


	Device driver kits (DDKs).
DDKs contain a collection of software and documentation licensed by system software publishers to device manufacturers so that the manufacturer’s device, such as a printer or keyboard, will work with the systems software. DDKs often contain sample drivers in source code form that the device manufacturer can use as a starting point to create its own driver.


	Developer tools.
Developer tool products contain software and documentation that enable a developer to write code in a certain computer language, such as BASIC, Java, or C/C++. These tool products contain libraries of code that can be used as pre-fabricated building blocks in developing a software program.




Other examples of source code licensing exist as well. The main point is that source code licensing comes in a variety of forms. Although confidential source code licensing and open source licensing are prominent, there are many other flavors of source code licensing.
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IV. CONFIDENTIAL SOURCE CODE LICENSING

SOURCE CODE LICENSE AGREEMENT


The Source Code License Agreement (“Agreement”) is an agreement between Pipsqueak Software, Inc. (“Company”) and ______ (“You”), effective this ______ day of ______ , 20 ______ (“Effective Date”).



Recitals

A. Company created the HoundPup browser software.

B. Company wants You to create an enhanced version of HoundPup.

You and Company agree as follows:

Agreement

1. Definitions

1.1 “HoundPup” means Company’s HoundPup browser software as that software exists on the Effective Date.

1.2 “Pup Source Code” means HoundPup in its source code form, including source code comments, build and installation scripts, and documentation.

1.3 “New Code” means software developed by You to create and implement in HoundPup the features described in Attachment A. New Code includes software in object and source code forms, including source code comments, build and installation scripts, and documentation.

1.4 “NewHoundPup” means a version of HoundPup containing New Code.

2. Protecting Confidential Information

2.1 The Pup Source Code is confidential information and a trade secret of Company.

2.2 When You get Pup Source Code, You agree to:


	never disclose it to anyone else (unless a court or the government orders You to)

	keep it secret as You would Your most sensitive confidential information

	provide access to Your employees only on a need-to-know basis

	use it only as described in the Agreement

	have agreements in place with Your employees that protect its secrecy.
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2.3 If a court or the government orders You to disclose Pup Source Code, You must give Company prompt notice of the order so that Company can seek an appropriate protective order (or equivalent).

2.4 Company does not consider certain information about the Pup Source Code to be confidential or a trade secret. If You legally received information from someone other than Company and that person was entitled to share the information with You and did not obligate You to keep it secret, You do not need to keep that information secret. The same holds true for information that Company disclosed to You or someone else without an obligation to keep it secret or information that You develop independently.

2.5 For purpose of this Section 2, Pup Source Code includes New Code in source code form.

3. License Grant

Company hereby grants You a personal, limited license, under all of Company’s application intellectual property rights, to make, use, reproduce, and create derivative works of the Source Code for the sole purpose of creating NewHoundPup. All other rights are reserved by Company.

4. Assignment of Rights

You hereby assign to Company all right, title, and interest in and to New Code, including all rights under copyright, patent, and trade secret law.

5. Delivery of New Code

Immediately upon completion of New Code or at any time when Company requests, You shall provide New Code to Company on CD-ROM or on any other medium requested by Company.

6. NO WARRANTIES

COMPANY PROVIDES SOURCE CODE TO YOU, AND YOU PROVIDE NEW CODE TO COMPANY, WITHOUT ANY EXPRESS, IMPLIED, OR STATUTORY WARRANTY, NOT EVEN THE IMPLIED WARRANTY OF MERCHANTABILITY OR FITNESS FOR A PARTICULAR PURPOSE, OR THE WARRANTY OF TITLE OR NON-INFRINGEMENT.

7. LIMITATION OF LIABILITY

YOU AND COMPANY AGREE THAT NEITHER PARTY WILL BE LIABLE UNDER THIS AGREEMENT FOR ANY INDIRECT, CONSEQUENTIAL, SPECIAL, INCIDENTAL, OR PUNITIVE DAMAGES.

8. Term and Termination

8.1 This Agreement is in effect until the earlier of three (3) years from the Effective Date or completion of New Code.
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8.2 Company may end this Agreement at any time in its sole discretion upon notice to You.

8.3 When Your license to any Pup Source Code ends, You must immediately return to Company or destroy all copies of the Pup Source Code. If Company asks, You agree that an executive of Your company will provide Company with a letter stating that all copies of the Pup Source Code have been returned or destroyed.

8.4 When this Agreement ends, Sections 2, 3, 8.3, 9, 10, 11, and 14 remain in effect.

9. Notices

9.1 If You or Company need to send a notice under the Agreement, the notice will be considered given when delivered to a commercial courier service or deposited in the United States of America mails, postage prepaid, certified or registered, return receipt requested. All notices must be addressed as follows:



	To You:
	To Company:



	________________________
	Pipsqueak Software, Inc.



	[street address]
	010101 Manzanita Drive



	________________________
	



	[city], [state], [zip]
	Raymond, WA 98577



	________________________
	



	Attention: _______________
	Attention: President




9.2 Either You or Company may change these addresses by giving notice of the change.

10. Governing Law/Venue/Attorney Fees

The Agreement shall be governed by the laws of the State of Delaware, excluding its conflicts of laws, of the United States of America. All claims brought relating to the Agreement shall be brought exclusively in the federal courts in Delaware, unless no federal subject matter jurisdiction exists. If either You or Company uses attorneys to enforce rights relating to the Agreement, the prevailing party shall be entitled to recover its reasonable attorney fees and litigation costs.

11. Outcome If Some Sections Are Invalid

If a part of the Agreement, other than Sections 2, 4, 6, or 7, is held by a competent court to be unenforceable, the rest shall remain in effect. If Sections 2, 4, 6, or 7 is held by a competent court to be unenforceable, the Agreement ends immediately.
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12. Prohibition Against Assignment of the Agreement

You may not assign the Agreement, and if You attempt to assign the Agreement for any reason, the Agreement ends immediately. As used in the Agreement, the term “assign” includes: (a) any change of ownership of beneficial interest in Your company where greater than a twenty percent (20%) interest is transferred (whether in a single or a series of transactions); (b) a merger of Your company with another party, whether or not Your company is the surviving entity; (c) the acquisition of more than twenty percent (20%) of any class of Your company’s voting stock (or any class of non-voting security convertible into voting stock) by another party (whether in a single transaction or a series of transactions); or (d) the sale of more than fifty percent (50%) of Your company’s assets (whether in a single transaction or series of transactions).

13. Governmental Approvals and Restricted Rights

13.1 You must, at Your expense, obtain and maintain any governmental approvals, consents, licenses, authorizations, declarations, filings, and registrations as may be necessary or advisable for Your performance under the Agreement. You must also pay (and indemnify Company if it gets charged) for any sales taxes, use taxes, and any other taxes imposed by any jurisdiction as a result of the entry into this Agreement, the performance of any of its provisions, or the transfer of any property or rights under it.

13.2 Any software provided to the U.S. Government pursuant to solicitations issued on or after December 1, 1995, is provided with the rights and restrictions described elsewhere herein. Any software provided to the U.S. Government pursuant to solicitations issued prior to December 1, 1995, is provided with “Restricted Rights” as provided for in FAR, 48 C.F.R. §52.227-14 (June 1987) or DFAR, 48 C.F.R. §252.227-7013 (Oct. 1988), as applicable. You are responsible for ensuring that any Pup Source Code or New Code source code is marked with the “Restricted Rights Notice” or “Restricted Rights Legend,” as required.

14. Export Restrictions

The Pup Source Code is of United States origin. You must comply with all applicable international and national laws that apply to it, including the United States Export Administration Regulations, as well as end user, end use, and country destination restrictions issued by United States and other governments. For information on exporting Company products, see http://www.pipsqueaksoftware.com/exportcontrol/.
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15. Entire Agreement

The Agreement is the only agreement between You and Company covering the subject matter of this Agreement. It supersedes all other prior or contemporaneous agreements and communications on the subject. The Agreement shall not be modified unless You and Company sign an amendment after the Effective Date. Neither You nor Company waives the right to claim breach of contract unless the waiver is in a signed, written document. A waiver only applies to things described in that document; it does not apply to other breaches of contract.

We agree to everything in the Agreement.



	Pipsqueak Software, Inc.
	[Name of Company]



	
	_________________________



	_________________________
	_________________________



	By
	By



	_________________________
	_________________________



	Name (print)
	Name (print)



	_________________________
	_________________________



	Title
	Title



	_________________________
	_________________________



	Date
	Date




Attachment A: New Features for HoundPup

_________________________

_________________________

_________________________

_________________________

* * *

Questions

1. General Discussion Questions

1.1 How does confidential source code licensing promote the goals of intellectual property law?
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1.2 From a policy standpoint, does it make sense that software can be covered, at the same time, by copyright, trade secret, contract, and potentially patent law?

2. Litigation Questions

2.1 What remedies would you seek for breach of a confidential source code license?

2.2 How can you keep source code confidential in the course of discovery during litigation?

2.3 Looking at Section 10 of the Agreement, how important is it for the parties to agree to litigate in federal court? Can you think of the pros and cons of choosing Delaware as the venue?

3. Business Law Questions

3.1 How would you compare a Non-Disclosure Agreement (NDA) with a confidential source code agreement?

3.2 Often parties to a software license agreement disclaim consequential damages — why might that be problematic in a confidential source code license?

3.3 Do you think the confidentiality measures in Section 2 of the Agreement are adequate?

3.4 Looking at Section 4 of the Agreement, why would a licensor of confidential source code seek an assignment of rights for any modifications made by the licensee? What would a licensee think about this?

3.5 Looking at Section 12 of the Agreement, why would a licensor of confidential source code not permit the assignment of the license agreement by the licensee to a third party?

EXERCISE

Development Partnership

The Facts. Dependable Computing Company (DCC) is an established player in the computer industry. Its mini-computer, the Dependable2, is one of the leading computers used by large corporate end users. DCC created all aspects of the Dependable2, including the microprocessor, the operating system, the developer tools, and the applications software. However, PCs are fast becoming as powerful as mini-computers, and IBM is about to release a high-end operating system called OS/2 that will allow IBM PCs to do many things the Dependable2 can do at a fraction of the price.

DCC distributes PCs running PCSoft’s GUIDuck operating system, but these computers are only good enough for running personal productivity applications, not heavy-duty applications like email routing, transaction processing, or database management. However, PCSoft is developing a new industrial strength operating system called MightyOS that is designed to run industrial strength applications. One 286of the advantages of MightyOS is that it is easily portable to different microprocessors, such as DCC’s newly created Mars processor.

The executives from DCC and PCSoft met to discuss collaboration. They agreed on the following deal points:


	DCC will port MightyOS source code to the Mars processor with assistance from PCSoft;

	DCC and PCSoft will jointly develop a compiler for creating applications for MightyOS running on Mars, combining PCSoft’s existing C/C++”front end” user interface and DCC’s preexisting “back end” that can generate code for Mars processor-based systems;

	PCSoft will port its popular GoodStuff productivity software (word processor, spreadsheet, and presentation graphics) to the MightyOS/Mars platform;

	DCC will port its Dependable2-based email system to the MightyOS/Mars platform, utilizing publicly documented Mighty OS application programming interfaces.



The Exercise. Describe the licenses for each deal point. Discuss the types of IP being licensed, and within each type of IP, what rights would be granted. Discuss license parameters such as scope of use and duration. Discuss any materials that need to be exchanged (e.g., documentation).

V. OPEN SOURCE CODE LICENSING

THE OPEN SOURCE DEFINITION

Version 1.9

Introduction

Open source doesn’t just mean access to the source code. The distribution terms of open-source software must comply with the following criteria:

1. Free Redistribution

The license shall not restrict any party from selling or giving away the software as a component of an aggregate software distribution containing programs from several different sources. The license shall not require a royalty or other fee for such sale.
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2. Source Code

The program must include source code, and must allow distribution in source code as well as compiled form. Where some form of a product is not distributed with source code, there must be a well-publicized means of obtaining the source code for no more than a reasonable reproduction cost — preferably, downloading via the Internet without charge. The source code must be the preferred form in which a programmer would modify the program. Deliberately obfuscated source code is not allowed. Intermediate forms such as the output of a preprocessor or translator are not allowed.

3. Derived Works

The license must allow modifications and derived works, and must allow them to be distributed under the same terms as the license of the original software.

4. Integrity of the Author’s Source Code

The license may restrict source-code from being distributed in modified form only if the license allows the distribution of “patch files” with the source code for the purpose of modifying the program at build time. The license must explicitly permit distribution of software built from modified source code. The license may require derived works to carry a different name or version number from the original software.

5. No Discrimination Against Persons or Groups

The license must not discriminate against any person or group of persons.

6. No Discrimination Against Fields of Endeavor

The license must not restrict anyone from making use of the program in a specific field of endeavor. For example, it may not restrict the program from being used in a business, or from being used for genetic research.

7. Distribution of License

The rights attached to the program must apply to all to whom the program is redistributed without the need for execution of an additional license by those parties.

8. License Must Not Be Specific to a Product

The rights attached to the program must not depend on the program’s being part of a particular software distribution. If the program is extracted from that distribution 288and used or distributed within the terms of the program’s license, all parties to whom the program is redistributed should have the same rights as those that are granted in conjunction with the original software distribution.

9. License Must Not Restrict Other Software

The license must not place restrictions on other software that is distributed along with the licensed software. For example, the license must not insist that all other programs distributed on the same medium must be open-source software.

10. License Must Be Technology-Neutral

No provision of the license may be predicated on any individual technology or style of interface.


General Public License (GPL), Version 2

Copyright © 1989, 1991 Free Software Foundation, Inc.

59 Temple Place, Suite 330, Boston, MA 02111-1307 USA

Everyone is permitted to copy and distribute verbatim copies of this license document, but changing it is not allowed.

Preamble

The licenses for most software are designed to take away your freedom to share and change it. By contrast, the GNU General Public License is intended to guarantee your freedom to share and change free software — to make sure the software is free for all its users. This General Public License applies to most of the Free Software Foundation’s software and to any other program whose authors commit to using it. (Some other Free Software Foundation software is covered by the GNU Library General Public License instead.) You can apply it to your programs, too.

When we speak of free software, we are referring to freedom, not price. Our General Public Licenses are designed to make sure that you have the freedom to distribute copies of free software (and charge for this service if you wish), that you receive source code or can get it if you want it, that you can change the software or use pieces of it in new free programs; and that you know you can do these things.

To protect your rights, we need to make restrictions that forbid anyone to deny you these rights or to ask you to surrender the rights. These restrictions translate to certain responsibilities for you if you distribute copies of the software, or if you modify it.
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For example, if you distribute copies of such a program, whether gratis or for a fee, you must give the recipients all the rights that you have. You must make sure that they, too, receive or can get the source code. And you must show them these terms so they know their rights.

We protect your rights with two steps: (1) copyright the software, and (2) offer you this license which gives you legal permission to copy, distribute and/or modify the software.

Also, for each author’s protection and ours, we want to make certain that everyone understands that there is no warranty for this free software. If the software is modified by someone else and passed on, we want its recipients to know that what they have is not the original, so that any problems introduced by others will not reflect on the original authors’ reputations.

Finally, any free program is threatened constantly by software patents. We wish to avoid the danger that redistributors of a free program will individually obtain patent licenses, in effect making the program proprietary. To prevent this, we have made it clear that any patent must be licensed for everyone’s free use or not licensed at all.

The precise terms and conditions for copying, distribution and modification follow.

Terms and Conditions for Copying, Distribution and Modification

0. This License applies to any program or other work which contains a notice placed by the copyright holder saying it may be distributed under the terms of this General Public License. The “Program,” below, refers to any such program or work, and a “work based on the Program” means either the Program or any derivative work under copyright law: that is to say, a work containing the Program or a portion of it, either verbatim or with modifications and/or translated into another language. (Hereinafter, translation is included without limitation in the term “modification.”) Each licensee is addressed as “you.”

Activities other than copying, distribution and modification are not covered by this License; they are outside its scope. The act of running the Program is not restricted, and the output from the Program is covered only if its contents constitute a work based on the Program (independent of having been made by running the Program). Whether that is true depends on what the Program does.

1. You may copy and distribute verbatim copies of the Program’s source code as you receive it, in any medium, provided that you conspicuously and appropriately publish on each copy an appropriate copyright notice and disclaimer of warranty; keep intact all the notices that refer to this License and to the absence of any warranty; and give any other recipients of the Program a copy of this License along with the Program. 290You may charge a fee for the physical act of transferring a copy, and you may at your option offer warranty protection in exchange for a fee.

2. You may modify your copy or copies of the Program or any portion of it, thus forming a work based on the Program, and copy and distribute such modifications or work under the terms of Section 1 above, provided that you also meet all of these conditions:

(a) You must cause the modified files to carry prominent notices stating that you changed the files and the date of any change.

(b) You must cause any work that you distribute or publish, that in whole or in part contains or is derived from the Program or any part thereof, to be licensed as a whole at no charge to all third parties under the terms of this License.

(c) If the modified program normally reads commands interactively when run, you must cause it, when started running for such interactive use in the most ordinary way, to print or display an announcement including an appropriate copyright notice and a notice that there is no warranty (or else, saying that you provide a warranty) and that users may redistribute the program under these conditions, and telling the user how to view a copy of this License. (Exception: if the Program itself is interactive but does not normally print such an announcement, your work based on the Program is not required to print an announcement.)

These requirements apply to the modified work as a whole. If identifiable sections of that work are not derived from the Program, and can be reasonably considered independent and separate works in themselves, then this License, and its terms, do not apply to those sections when you distribute them as separate works. But when you distribute the same sections as part of a whole which is a work based on the Program, the distribution of the whole must be on the terms of this License, whose permissions for other licensees extend to the entire whole, and thus to each and every part regardless of who wrote it.

Thus, it is not the intent of this section to claim rights or contest your rights to work written entirely by you; rather, the intent is to exercise the right to control the distribution of derivative or collective works based on the Program.

In addition, mere aggregation of another work not based on the Program with the Program (or with a work based on the Program) on a volume of a storage or distribution medium does not bring the other work under the scope of this License.

3. You may copy and distribute the Program (or a work based on it, under Section 2) in object code or executable form under the terms of Sections 1 and 2 above provided that you also do one of the following:
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(a) Accompany it with the complete corresponding machine-readable source code, which must be distributed under the terms of Sections 1 and 2 above on a medium customarily used for software interchange; or,

(b) Accompany it with a written offer, valid for at least three years, to give any third party, for a charge no more than your cost of physically performing source distribution, a complete machine-readable copy of the corresponding source code, to be distributed under the terms of Sections 1 and 2 above on a medium customarily used for software interchange; or,

(c) Accompany it with the information you received as to the offer to distribute corresponding source code. (This alternative is allowed only for noncommercial distribution and only if you received the program in object code or executable form with such an offer, in accord with Subsection b above.)

The source code for a work means the preferred form of the work for making modifications to it. For an executable work, complete source code means all the source code for all modules it contains, plus any associated interface definition files, plus the scripts used to control compilation and installation of the executable. However, as a special exception, the source code distributed need not include anything that is normally distributed (in either source or binary form) with the major components (compiler, kernel, and so on) of the operating system on which the executable runs, unless that component itself accompanies the executable.

If distribution of executable or object code is made by offering access to copy from a designated place, then offering equivalent access to copy the source code from the same place counts as distribution of the source code, even though third parties are not compelled to copy the source along with the object code.

4. You may not copy, modify, sublicense, or distribute the Program except as expressly provided under this License. Any attempt otherwise to copy, modify, sublicense or distribute the Program is void, and will automatically terminate your rights under this License. However, parties who have received copies, or rights, from you under this License will not have their licenses terminated so long as such parties remain in full compliance.

5. You are not required to accept this License, since you have not signed it. However, nothing else grants you permission to modify or distribute the Program or its derivative works. These actions are prohibited by law if you do not accept this License. Therefore, by modifying or distributing the Program (or any work based on the Program), you indicate your acceptance of this License to do so, and all its terms and conditions for copying, distributing or modifying the Program or works based on it.

6. Each time you redistribute the Program (or any work based on the Program), the recipient automatically receives a license from the original licensor to copy, 292distribute or modify the Program subject to these terms and conditions. You may not impose any further restrictions on the recipients’ exercise of the rights granted herein. You are not responsible for enforcing compliance by third parties to this License.

7. If, as a consequence of a court judgment or allegation of patent infringement or for any other reason (not limited to patent issues), conditions are imposed on you (whether by court order, agreement or otherwise) that contradict the conditions of this License, they do not excuse you from the conditions of this License. If you cannot distribute so as to satisfy simultaneously your obligations under this License and any other pertinent obligations, then as a consequence you may not distribute the Program at all. For example, if a patent license would not permit royalty-free redistribution of the Program by all those who receive copies directly or indirectly through you, then the only way you could satisfy both it and this License would be to refrain entirely from distribution of the Program.

If any portion of this section is held invalid or unenforceable under any particular circumstance, the balance of the section is intended to apply and the section as a whole is intended to apply in other circumstances.

It is not the purpose of this section to induce you to infringe any patents or other property right claims or to contest validity of any such claims; this section has the sole purpose of protecting the integrity of the free software distribution system, which is implemented by public license practices. Many people have made generous contributions to the wide range of software distributed through that system in reliance on consistent application of that system; it is up to the author/donor to decide if he or she is willing to distribute software through any other system and a licensee cannot impose that choice.

This section is intended to make thoroughly clear what is believed to be a consequence of the rest of this License.

8. If the distribution and/or use of the Program is restricted in certain countries either by patents or by copyrighted interfaces, the original copyright holder who places the Program under this License may add an explicit geographical distribution limitation excluding those countries, so that distribution is permitted only in or among countries not thus excluded. In such case, this License incorporates the limitation as if written in the body of this License.

9. The Free Software Foundation may publish revised and/or new versions of the General Public License from time to time. Such new versions will be similar in spirit to the present version, but may differ in detail to address new problems or concerns.

Each version is given a distinguishing version number. If the Program specifies a version number of this License which applies to it and “any later version,” you have 293the option of following the terms and conditions either of that version or of any later version published by the Free Software Foundation. If the Program does not specify a version number of this License, you may choose any version ever published by the Free Software Foundation.

10. If you wish to incorporate parts of the Program into other free programs whose distribution conditions are different, write to the author to ask for permission. For software which is copyrighted by the Free Software Foundation, write to the Free Software Foundation; we sometimes make exceptions for this. Our decision will be guided by the two goals of preserving the free status of all derivatives of our free software and of promoting the sharing and reuse of software generally.

No Warranty

11. BECAUSE THE PROGRAM IS LICENSED FREE OF CHARGE, THERE IS NO WARRANTY FOR THE PROGRAM, TO THE EXTENT PERMITTED BY APPLICABLE LAW. EXCEPT WHEN OTHERWISE STATED IN WRITING THE COPYRIGHT HOLDERS AND/OR OTHER PARTIES PROVIDE THE PROGRAM “AS IS” WITHOUT WARRANTY OF ANY KIND, EITHER EXPRESSED OR IMPLIED, INCLUDING, BUT NOT LIMITED TO, THE IMPLIED WARRANTIES OF MERCHANTABILITY AND FITNESS FOR A PARTICULAR PURPOSE. THE ENTIRE RISK AS TO THE QUALITY AND PERFORMANCE OF THE PROGRAM IS WITH YOU. SHOULD THE PROGRAM PROVE DEFECTIVE, YOU ASSUME THE COST OF ALL NECESSARY SERVICING, REPAIR OR CORRECTION.

12. IN NO EVENT UNLESS REQUIRED BY APPLICABLE LAW OR AGREED TO IN WRITING WILL ANY COPYRIGHT HOLDER, OR ANY OTHER PARTY WHO MAY MODIFY AND/OR REDISTRIBUTE THE PROGRAM AS PERMITTED ABOVE, BE LIABLE TO YOU FOR DAMAGES, INCLUDING ANY GENERAL, SPECIAL, INCIDENTAL OR CONSEQUENTIAL DAMAGES ARISING OUT OF THE USE OR INABILITY TO USE THE PROGRAM (INCLUDING BUT NOT LIMITED TO LOSS OF DATA OR DATA BEING RENDERED INACCURATE OR LOSSES SUSTAINED BY YOU OR THIRD PARTIES OR A FAILURE OF THE PROGRAM TO OPERATE WITH ANY OTHER PROGRAMS), EVEN IF SUCH HOLDER OR OTHER PARTY HAS BEEN ADVISED OF THE POSSIBILITY OF SUCH DAMAGES.


* * *
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General Public License (GPL), Version 3

29 June 2007Copyright (C) 2007 Free Software Foundation, Inc. <http://fsf.org/> </http://fsf.org/> Everyone is permitted to copy and distribute verbatim copies of this license document, but changing it is not allowed.

Preamble

The GNU General Public License is a free, copyleft license for software and other kinds of works.

The licenses for most software and other practical works are designed to take away your freedom to share and change the works. By contrast, the GNU General Public License is intended to guarantee your freedom to share and change all versions of a program — to make sure it remains free software for all its users. We, the Free Software Foundation, use the GNU General Public License for most of our software; it applies also to any other work released this way by its authors. You can apply it to your programs, too.

When we speak of free software, we are referring to freedom, not price. Our General Public Licenses are designed to make sure that you have the freedom to distribute copies of free software (and charge for them if you wish), that you receive source code or can get it if you want it, that you can change the software or use pieces of it in new free programs, and that you know you can do these things.

To protect your rights, we need to prevent others from denying you these rights or asking you to surrender the rights. Therefore, you have certain responsibilities if you distribute copies of the software, or if you modify it: responsibilities to respect the freedom of others.

For example, if you distribute copies of such a program, whether gratis or for a fee, you must pass on to the recipients the same freedoms that you received. You must make sure that they, too, receive or can get the source code. And you must show them these terms so they know their rights.

Developers that use the GNU GPL protect your rights with two steps: (1) assert copyright on the software, and (2) offer you this License giving you legal permission to copy, distribute and/or modify it.

For the developers’ and authors’ protection, the GPL clearly explains that there is no warranty for this free software. For both users’ and authors’ sake, the GPL requires that modified versions be marked as changed, so that their problems will not be attributed erroneously to authors of previous versions.

Some devices are designed to deny users access to install or run modified versions of the software inside them, although the manufacturer can do so. This is 295fundamentally incompatible with the aim of protecting users’ freedom to change the software. The systematic pattern of such abuse occurs in the area of products for individuals to use, which is precisely where it is most unacceptable. Therefore, we have designed this version of the GPL to prohibit the practice for those products. If such problems arise substantially in other domains, we stand ready to extend this provision to those domains in future versions of the GPL, as needed to protect the freedom of users.

Finally, every program is threatened constantly by software patents. States should not allow patents to restrict development and use of software on general-purpose computers, but in those that do, we wish to avoid the special danger that patents applied to a free program could make it effectively proprietary. To prevent this, the GPL assures that patents cannot be used to render the program non-free.

The precise terms and conditions for copying, distribution and modification follow.

TERMS AND CONDITIONS

0. Definitions.

“This License” refers to version 3 of the GNU General Public License.

“Copyright” also means copyright-like laws that apply to other kinds of works, such as semiconductor masks.


“The Program” refers to any copyrightable work licensed under this License. Each licensee is addressed as “you”. “Licensees” and “recipients” may be individuals or organizations.



To “modify” a work means to copy from or adapt all or part of the work in a fashion requiring copyright permission, other than the making of an exact copy. The resulting work is called a “modified version” of the earlier work or a work “based on” the earlier work.

A “covered work” means either the unmodified Program or a work based on the Program.

To “propagate” a work means to do anything with it that, without permission, would make you directly or secondarily liable for infringement under applicable copyright law, except executing it on a computer or modifying a private copy. Propagation includes copying, distribution (with or without modification), making available to the public, and in some countries other activities as well.

To “convey” a work means any kind of propagation that enables other parties to make or receive copies. Mere interaction with a user through a computer network, with no transfer of a copy, is not conveying.

An interactive user interface displays “Appropriate Legal Notices” to the extent that it includes a convenient and prominently visible feature that (1) displays an appropriate copyright notice, and (2) tells the user that there is no warranty for the work (except to 296the extent that warranties are provided), that licensees may convey the work under this License, and how to view a copy of this License. If the interface presents a list of user commands or options, such as a menu, a prominent item in the list meets this criterion.

1. Source Code.

The “source code” for a work means the preferred form of the work for making modifications to it. “Object code” means any non-source form of a work.

A “Standard Interface” means an interface that either is an official standard defined by a recognized standards body, or, in the case of interfaces specified for a particular programming language, one that is widely used among developers working in that language.

The “System Libraries” of an executable work include anything, other than the work as a whole, that (a) is included in the normal form of packaging a Major Component, but which is not part of that Major Component, and (b) serves only to enable use of the work with that Major Component, or to implement a Standard Interface for which an implementation is available to the public in source code form. A “Major Component”, in this context, means a major essential component (kernel, window system, and so on) of the specific operating system (if any) on which the executable work runs, or a compiler used to produce the work, or an object code interpreter used to run it.

The “Corresponding Source” for a work in object code form means all the source code needed to generate, install, and (for an executable work) run the object code and to modify the work, including scripts to control those activities. However, it does not include the work’s System Libraries, or general-purpose tools or generally available free programs which are used unmodified in performing those activities but which are not part of the work. For example, Corresponding Source includes interface definition files associated with source files for the work, and the source code for shared libraries and dynamically linked subprograms that the work is specifically designed to require, such as by intimate data communication or control flow between those subprograms and other parts of the work.

The Corresponding Source need not include anything that users can regenerate automatically from other parts of the Corresponding Source.

The Corresponding Source for a work in source code form is that same work.

2. Basic Permissions.

All rights granted under this License are granted for the term of copyright on the Program, and are irrevocable provided the stated conditions are met. This License explicitly affirms your unlimited permission to run the unmodified Program. The output from running a covered work is covered by this License only if the output, given its content, constitutes a covered work. This License acknowledges your rights of fair use or other equivalent, as provided by copyright law.
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You may make, run and propagate covered works that you do not convey, without conditions so long as your license otherwise remains in force. You may convey covered works to others for the sole purpose of having them make modifications exclusively for you, or provide you with facilities for running those works, provided that you comply with the terms of this License in conveying all material for which you do not control copyright. Those thus making or running the covered works for you must do so exclusively on your behalf, under your direction and control, on terms that prohibit them from making any copies of your copyrighted material outside their relationship with you.

Conveying under any other circumstances is permitted solely under the conditions stated below. Sublicensing is not allowed; section 10 makes it unnecessary.

3. Protecting Users’ Legal Rights From Anti-Circumvention Law.

No covered work shall be deemed part of an effective technological measure under any applicable law fulfilling obligations under article 11 of the WIPO copyright treaty adopted on 20 December 1996, or similar laws prohibiting or restricting circumvention of such measures.

When you convey a covered work, you waive any legal power to forbid circumvention of technological measures to the extent such circumvention is effected by exercising rights under this License with respect to the covered work, and you disclaim any intention to limit operation or modification of the work as a means of enforcing, against the work’s users, your or third parties’ legal rights to forbid circumvention of technological measures.

4. Conveying Verbatim Copies.

You may convey verbatim copies of the Program’s source code as you receive it, in any medium, provided that you conspicuously and appropriately publish on each copy an appropriate copyright notice; keep intact all notices stating that this License and any non-permissive terms added in accord with section 7 apply to the code; keep intact all notices of the absence of any warranty; and give all recipients a copy of this License along with the Program.

You may charge any price or no price for each copy that you convey, and you may offer support or warranty protection for a fee.

5. Conveying Modified Source Versions.

You may convey a work based on the Program, or the modifications to produce it from the Program, in the form of source code under the terms of section 4, provided that you also meet all of these conditions:

(a) The work must carry prominent notices stating that you modified it, and giving a relevant date.
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(b) The work must carry prominent notices stating that it is released under this License and any conditions added under section 7. This requirement modifies the requirement in section 4 to “keep intact all notices”.

(c) You must license the entire work, as a whole, under this License to anyone who comes into possession of a copy. This License will therefore apply, along with any applicable section 7 additional terms, to the whole of the work, and all its parts, regardless of how they are packaged. This License gives no permission to license the work in any other way, but it does not invalidate such permission if you have separately received it.

(d) If the work has interactive user interfaces, each must display Appropriate Legal Notices; however, if the Program has interactive interfaces that do not display Appropriate Legal Notices, your work need not make them do so.

A compilation of a covered work with other separate and independent works, which are not by their nature extensions of the covered work, and which are not combined with it such as to form a larger program, in or on a volume of a storage or distribution medium, is called an “aggregate” if the compilation and its resulting copyright are not used to limit the access or legal rights of the compilation’s users beyond what the individual works permit. Inclusion of a covered work in an aggregate does not cause this License to apply to the other parts of the aggregate.

6. Conveying Non-Source Forms.

You may convey a covered work in object code form under the terms of sections 4 and 5, provided that you also convey the machine-readable Corresponding Source under the terms of this License, in one of these ways:

(a) Convey the object code in, or embodied in, a physical product (including a physical distribution medium), accompanied by the Corresponding Source fixed on a durable physical medium customarily used for software interchange.

(b) Convey the object code in, or embodied in, a physical product (including a physical distribution medium), accompanied by a written offer, valid for at least three years and valid for as long as you offer spare parts or customer support for that product model, to give anyone who possesses the object code either (1) a copy of the Corresponding Source for all the software in the product that is covered by this License, on a durable physical medium customarily used for software interchange, for a price no more than your reasonable cost of physically performing this conveying of source, or (2) access to copy the Corresponding Source from a network server at no charge.

(c) Convey individual copies of the object code with a copy of the written offer to provide the Corresponding Source. This alternative is allowed only occasionally and noncommercially, and only if you received the object code with such an offer, in accord with subsection 6b.
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(d) Convey the object code by offering access from a designated place (gratis or for a charge), and offer equivalent access to the Corresponding Source in the same way through the same place at no further charge. You need not require recipients to copy the Corresponding Source along with the object code. If the place to copy the object code is a network server, the Corresponding Source may be on a different server (operated by you or a third party) that supports equivalent copying facilities, provided you maintain clear directions next to the object code saying where to find the Corresponding Source. Regardless of what server hosts the Corresponding Source, you remain obligated to ensure that it is available for as long as needed to satisfy these requirements.

(e) Convey the object code using peer-to-peer transmission, provided you inform other peers where the object code and Corresponding Source of the work are being offered to the general public at no charge under subsection 6d.

A separable portion of the object code, whose source code is excluded from the Corresponding Source as a System Library, need not be included in conveying the object code work.

A “User Product” is either (1) a “consumer product”, which means any tangible personal property which is normally used for personal, family, or household purposes, or (2) anything designed or sold for incorporation into a dwelling. In determining whether a product is a consumer product, doubtful cases shall be resolved in favor of coverage. For a particular product received by a particular user, “normally used” refers to a typical or common use of that class of product, regardless of the status of the particular user or of the way in which the particular user actually uses, or expects or is expected to use, the product. A product is a consumer product regardless of whether the product has substantial commercial, industrial or non-consumer uses, unless such uses represent the only significant mode of use of the product.

“Installation Information” for a User Product means any methods, procedures, authorization keys, or other information required to install and execute modified versions of a covered work in that User Product from a modified version of its Corresponding Source. The information must suffice to ensure that the continued functioning of the modified object code is in no case prevented or interfered with solely because modification has been made.

If you convey an object code work under this section in, or with, or specifically for use in, a User Product, and the conveying occurs as part of a transaction in which the right of possession and use of the User Product is transferred to the recipient in perpetuity or for a fixed term (regardless of how the transaction is characterized), the Corresponding Source conveyed under this section must be accompanied by the Installation Information. But this requirement does not apply if neither you nor any third party retains the ability to install modified object code on the User Product (for example, the work has been installed in ROM).
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The requirement to provide Installation Information does not include a requirement to continue to provide support service, warranty, or updates for a work that has been modified or installed by the recipient, or for the User Product in which it has been modified or installed. Access to a network may be denied when the modification itself materially and adversely affects the operation of the network or violates the rules and protocols for communication across the network.

Corresponding Source conveyed, and Installation Information provided, in accord with this section must be in a format that is publicly documented (and with an implementation available to the public in source code form), and must require no special password or key for unpacking, reading or copying.

7. Additional Terms.

“Additional permissions” are terms that supplement the terms of this License by making exceptions from one or more of its conditions. Additional permissions that are applicable to the entire Program shall be treated as though they were included in this License, to the extent that they are valid under applicable law. If additional permissions apply only to part of the Program, that part may be used separately under those permissions, but the entire Program remains governed by this License without regard to the additional permissions.

When you convey a copy of a covered work, you may at your option remove any additional permissions from that copy, or from any part of it. (Additional permissions may be written to require their own removal in certain cases when you modify the work.) You may place additional permissions on material, added by you to a covered work, for which you have or can give appropriate copyright permission.

Notwithstanding any other provision of this License, for material you add to a covered work, you may (if authorized by the copyright holders of that material) supplement the terms of this License with terms:

(a) Disclaiming warranty or limiting liability differently from the terms of sections 15 and 16 of this License; or

(b) Requiring preservation of specified reasonable legal notices or author attributions in that material or in the Appropriate Legal Notices displayed by works containing it; or

(c) Prohibiting misrepresentation of the origin of that material, or requiring that modified versions of such material be marked in reasonable ways as different from the original version; or

(d) Limiting the use for publicity purposes of names of licensors or authors of the material; or

(e) Declining to grant rights under trademark law for use of some trade names, trademarks, or service marks; or
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(f) Requiring indemnification of licensors and authors of that material by anyone who conveys the material (or modified versions of it) with contractual assumptions of liability to the recipient, for any liability that these contractual assumptions directly impose on those licensors and authors.

All other non-permissive additional terms are considered “further restrictions” within the meaning of section 10. If the Program as you received it, or any part of it, contains a notice stating that it is governed by this License along with a term that is a further restriction, you may remove that term. If a license document contains a further restriction but permits relicensing or conveying under this License, you may add to a covered work material governed by the terms of that license document, provided that the further restriction does not survive such relicensing or conveying.

If you add terms to a covered work in accord with this section, you must place, in the relevant source files, a statement of the additional terms that apply to those files, or a notice indicating where to find the applicable terms.

Additional terms, permissive or non-permissive, may be stated in the form of a separately written license, or stated as exceptions; the above requirements apply either way.

8. Termination.

You may not propagate or modify a covered work except as expressly provided under this License. Any attempt otherwise to propagate or modify it is void, and will automatically terminate your rights under this License (including any patent licenses granted under the third paragraph of section 11).

However, if you cease all violation of this License, then your license from a particular copyright holder is reinstated (a) provisionally, unless and until the copyright holder explicitly and finally terminates your license, and (b) permanently, if the copyright holder fails to notify you of the violation by some reasonable means prior to 60 days after the cessation.

Moreover, your license from a particular copyright holder is reinstated permanently if the copyright holder notifies you of the violation by some reasonable means, this is the first time you have received notice of violation of this License (for any work) from that copyright holder, and you cure the violation prior to 30 days after your receipt of the notice.

Termination of your rights under this section does not terminate the licenses of parties who have received copies or rights from you under this License. If your rights have been terminated and not permanently reinstated, you do not qualify to receive new licenses for the same material under section 10.

9. Acceptance Not Required for Having Copies.

You are not required to accept this License in order to receive or run a copy of the Program. Ancillary propagation of a covered work occurring solely as a consequence 302of using peer-to-peer transmission to receive a copy likewise does not require acceptance. However, nothing other than this License grants you permission to propagate or modify any covered work. These actions infringe copyright if you do not accept this License. Therefore, by modifying or propagating a covered work, you indicate your acceptance of this License to do so.

10. Automatic Licensing of Downstream Recipients.

Each time you convey a covered work, the recipient automatically receives a license from the original licensors, to run, modify and propagate that work, subject to this License. You are not responsible for enforcing compliance by third parties with this License.

An “entity transaction” is a transaction transferring control of an organization, or substantially all assets of one, or subdividing an organization, or merging organizations. If propagation of a covered work results from an entity transaction, each party to that transaction who receives a copy of the work also receives whatever licenses to the work the party’s predecessor in interest had or could give under the previous paragraph, plus a right to possession of the Corresponding Source of the work from the predecessor in interest, if the predecessor has it or can get it with reasonable efforts.

You may not impose any further restrictions on the exercise of the rights granted or affirmed under this License. For example, you may not impose a license fee, royalty, or other charge for exercise of rights granted under this License, and you may not initiate litigation (including a cross-claim or counterclaim in a lawsuit) alleging that any patent claim is infringed by making, using, selling, offering for sale, or importing the Program or any portion of it.

11. Patents.

A “contributor” is a copyright holder who authorizes use under this License of the Program or a work on which the Program is based. The work thus licensed is called the contributor’s “contributor version”.

A contributor’s “essential patent claims” are all patent claims owned or controlled by the contributor, whether already acquired or hereafter acquired, that would be infringed by some manner, permitted by this License, of making, using, or selling its contributor version, but do not include claims that would be infringed only as a consequence of further modification of the contributor version. For purposes of this definition, “control” includes the right to grant patent sublicenses in a manner consistent with the requirements of this License.

Each contributor grants you a non-exclusive, worldwide, royalty-free patent license under the contributor’s essential patent claims, to make, use, sell, offer for sale, import and otherwise run, modify and propagate the contents of its contributor version.
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In the following three paragraphs, a “patent license” is any express agreement or commitment, however denominated, not to enforce a patent (such as an express permission to practice a patent or covenant not to sue for patent infringement). To “grant” such a patent license to a party means to make such an agreement or commitment not to enforce a patent against the party.

If you convey a covered work, knowingly relying on a patent license, and the Corresponding Source of the work is not available for anyone to copy, free of charge and under the terms of this License, through a publicly available network server or other readily accessible means, then you must either (1) cause the Corresponding Source to be so available, or (2) arrange to deprive yourself of the benefit of the patent license for this particular work, or (3) arrange, in a manner consistent with the requirements of this License, to extend the patent license to downstream recipients. “Knowingly relying” means you have actual knowledge that, but for the patent license, your conveying the covered work in a country, or your recipient’s use of the covered work in a country, would infringe one or more identifiable patents in that country that you have reason to believe are valid.

If, pursuant to or in connection with a single transaction or arrangement, you convey, or propagate by procuring conveyance of, a covered work, and grant a patent license to some of the parties receiving the covered work authorizing them to use, propagate, modify or convey a specific copy of the covered work, then the patent license you grant is automatically extended to all recipients of the covered work and works based on it.

A patent license is “discriminatory” if it does not include within the scope of its coverage, prohibits the exercise of, or is conditioned on the non-exercise of one or more of the rights that are specifically granted under this License. You may not convey a covered work if you are a party to an arrangement with a third party that is in the business of distributing software, under which you make payment to the third party based on the extent of your activity of conveying the work, and under which the third party grants, to any of the parties who would receive the covered work from you, a discriminatory patent license (a) in connection with copies of the covered work conveyed by you (or copies made from those copies), or (b) primarily for and in connection with specific products or compilations that contain the covered work, unless you entered into that arrangement, or that patent license was granted, prior to 28 March 2007.

Nothing in this License shall be construed as excluding or limiting any implied license or other defenses to infringement that may otherwise be available to you under applicable patent law.

12. No Surrender of Others’ Freedom.

If conditions are imposed on you (whether by court order, agreement or otherwise) that contradict the conditions of this License, they do not excuse you from the conditions of this License. If you cannot convey a covered work so as to satisfy 304simultaneously your obligations under this License and any other pertinent obligations, then as a consequence you may not convey it at all. For example, if you agree to terms that obligate you to collect a royalty for further conveying from those to whom you convey the Program, the only way you could satisfy both those terms and this License would be to refrain entirely from conveying the Program.

13. Use with the GNU Affero General Public License.

Notwithstanding any other provision of this License, you have permission to link or combine any covered work with a work licensed under version 3 of the GNU Affero General Public License into a single combined work, and to convey the resulting work. The terms of this License will continue to apply to the part which is the covered work, but the special requirements of the GNU Affero General Public License, section 13, concerning interaction through a network will apply to the combination as such.

14. Revised Versions of this License.

The Free Software Foundation may publish revised and/or new versions of the GNU General Public License from time to time. Such new versions will be similar in spirit to the present version, but may differ in detail to address new problems or concerns.

Each version is given a distinguishing version number. If the Program specifies that a certain numbered version of the GNU General Public License “or any later version” applies to it, you have the option of following the terms and conditions either of that numbered version or of any later version published by the Free Software Foundation. If the Program does not specify a version number of the GNU General Public License, you may choose any version ever published by the Free Software Foundation.

If the Program specifies that a proxy can decide which future versions of the GNU General Public License can be used, that proxy’s public statement of acceptance of a version permanently authorizes you to choose that version for the Program.

Later license versions may give you additional or different permissions. However, no additional obligations are imposed on any author or copyright holder as a result of your choosing to follow a later version.

15. Disclaimer of Warranty.

THERE IS NO WARRANTY FOR THE PROGRAM, TO THE EXTENT PERMITTED BY APPLICABLE LAW. EXCEPT WHEN OTHERWISE STATED IN WRITING THE COPYRIGHT HOLDERS AND/OR OTHER PARTIES PROVIDE THE PROGRAM “AS IS” WITHOUT WARRANTY OF ANY KIND, EITHER EXPRESSED OR IMPLIED, INCLUDING, BUT NOT LIMITED TO, THE IMPLIED WARRANTIES OF MERCHANTABILITY AND FITNESS FOR A PARTICULAR PURPOSE. THE ENTIRE RISK AS TO THE QUALITY AND PERFORMANCE OF THE PROGRAM IS WITH YOU. SHOULD THE PROGRAM PROVE DEFECTIVE, YOU ASSUME THE COST OF ALL NECESSARY SERVICING, REPAIR OR CORRECTION.
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16. Limitation of Liability.

IN NO EVENT UNLESS REQUIRED BY APPLICABLE LAW OR AGREED TO IN WRITING WILL ANY COPYRIGHT HOLDER, OR ANY OTHER PARTY WHO MODIFIES AND/OR CONVEYS THE PROGRAM AS PERMITTED ABOVE, BE LIABLE TO YOU FOR DAMAGES, INCLUDING ANY GENERAL, SPECIAL, INCIDENTAL OR CONSEQUENTIAL DAMAGES ARISING OUT OF THE USE OR INABILITY TO USE THE PROGRAM (INCLUDING BUT NOT LIMITED TO LOSS OF DATA OR DATA BEING RENDERED INACCURATE OR LOSSES SUSTAINED BY YOU OR THIRD PARTIES OR A FAILURE OF THE PROGRAM TO OPERATE WITH ANY OTHER PROGRAMS), EVEN IF SUCH HOLDER OR OTHER PARTY HAS BEEN ADVISED OF THE POSSIBILITY OF SUCH DAMAGES.

17. Interpretation of Sections 15 and 16.

If the disclaimer of warranty and limitation of liability provided above cannot be given local legal effect according to their terms, reviewing courts shall apply local law that most closely approximates an absolute waiver of all civil liability in connection with the Program, unless a warranty or assumption of liability accompanies a copy of the Program in return for a fee.



The BSD License

©[Date][Name of Author]

Redistribution and use in source and binary forms, with or without modification, are permitted provided that the following conditions are met:


	Redistributions of source code must retain the above copyright notice, this list of conditions and the following disclaimer.

	Redistributions in binary form must reproduce the above copyright notice, this list of conditions and the following disclaimer in the documentation and/or other materials provided with the distribution.

	Neither the name of the <ORGANIZATION> nor the names of its contributors may be used to endorse or promote products derived from this software without specific prior written permission.



THIS SOFTWARE IS PROVIDED BY THE COPYRIGHT HOLDERS AND CONTRIBUTORS “AS IS” AND ANY EXPRESS OR IMPLIED WARRANTIES, INCLUDING, BUT NOT LIMITED TO, THE IMPLIED WARRANTIES OF MERCHANTABILITY AND FITNESS FOR A PARTICULAR PURPOSE ARE DISCLAIMED. IN NO EVENT SHALL THE COPYRIGHT OWNER OR CONTRIBUTORS BE LIABLE FOR ANY DIRECT, INDIRECT, INCIDENTAL, SPECIAL, EXEMPLARY, OR CONSEQUENTIAL DAMAGES (INCLUDING, BUT NOT LIMITED TO, PROCUREMENT OF SUBSTITUTE GOODS OR SERVICES; LOSS OF USE, DATA, OR PROFITS; OR BUSINESS INTERRUPTION) HOWEVER CAUSED AND ON ANY THEORY OF LIABILITY, WHETHER IN CONTRACT, STRICT LIABILITY, OR TORT (INCLUDING 306NEGLIGENCE OR OTHERWISE) ARISING IN ANY WAY OUT OF THE USE OF THIS SOFTWARE, EVEN IF ADVISED OF THE POSSIBILITY OF SUCH DAMAGE.



Apache License

Version 2.0, January 2004

TERMS AND CONDITIONS FOR USE, REPRODUCTION, AND DISTRIBUTION

1. Definitions.

“License” shall mean the terms and conditions for use, reproduction, and distribution as defined by Sections 1 through 9 of this document.

“Licensor” shall mean the copyright owner or entity authorized by the copyright owner that is granting the License.

“Legal Entity” shall mean the union of the acting entity and all other entities that control, are controlled by, or are under common control with that entity. For the purposes of this definition, “control” means (i) the power, direct or indirect, to cause the direction or management of such entity, whether by contract or otherwise, or (ii) ownership of fifty percent (50%) or more of the outstanding shares, or (iii) beneficial ownership of such entity.

“You” (or “Your”) shall mean an individual or Legal Entity exercising permissions granted by this License.

“Source” form shall mean the preferred form for making modifications, including but not limited to software source code, documentation source, and configuration files.

“Object” form shall mean any form resulting from mechanical transformation or translation of a Source form, including but not limited to compiled object code, generated documentation, and conversions to other media types.

“Work” shall mean the work of authorship, whether in Source or Object form, made available under the License, as indicated by a copyright notice that is included in or attached to the work (an example is provided in the Appendix below).

“Derivative Works” shall mean any work, whether in Source or Object form, that is based on (or derived from) the Work and for which the editorial revisions, annotations, elaborations, or other modifications represent, as a whole, an original work of authorship. For the purposes of this License, Derivative Works shall not include works that remain separable from, or merely link (or bind by name) to the interfaces of, the Work and Derivative Works thereof.
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“Contribution” shall mean any work of authorship, including the original version of the Work and any modifications or additions to that Work or Derivative Works thereof, that is intentionally submitted to Licensor for inclusion in the Work by the copyright owner or by an individual or Legal Entity authorized to submit on behalf of the copyright owner. For the purposes of this definition, “submitted” means any form of electronic, verbal, or written communication sent to the Licensor or its representatives, including but not limited to communication on electronic mailing lists, source code control systems, and issue tracking systems that are managed by, or on behalf of, the Licensor for the purpose of discussing and improving the Work, but excluding communication that is conspicuously marked or otherwise designated in writing by the copyright owner as “Not a Contribution.”

“Contributor” shall mean Licensor and any individual or Legal Entity on behalf of whom a Contribution has been received by Licensor and subsequently incorporated within the Work.

2. Grant of Copyright License. Subject to the terms and conditions of this License, each Contributor hereby grants to You a perpetual, worldwide, nonexclusive, no-charge, royalty-free, irrevocable copyright license to reproduce, prepare Derivative Works of, publicly display, publicly perform, sublicense, and distribute the Work and such Derivative Works in Source or Object form.

3. Grant of Patent License. Subject to the terms and conditions of this License, each Contributor hereby grants to You a perpetual, worldwide, non-exclusive, no-charge, royalty-free, irrevocable (except as stated in this section) patent license to make, have made, use, offer to sell, sell, import, and otherwise transfer the Work, where such license applies only to those patent claims licensable by such Contributor that are necessarily infringed by their Contribution(s) alone or by combination of their Contribution(s) with the Work to which such Contribution(s) was submitted. If You institute patent litigation against any entity (including a cross-claim or counterclaim in a lawsuit) alleging that the Work or a Contribution incorporated within the Work constitutes direct or contributory patent infringement, then any patent licenses granted to You under this License for that Work shall terminate as of the date such litigation is filed.

4. Redistribution. You may reproduce and distribute copies of the Work or Derivative Works thereof in any medium, with or without modifications, and in Source or Object form, provided that You meet the following conditions:


	You must give any other recipients of the Work or Derivative Works a copy of this License; and

	You must cause any modified files to carry prominent notices stating that You changed the files; and
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	You must retain, in the Source form of any Derivative Works that You distribute, all copyright, patent, trademark, and attribution notices from the Source form of the Work, excluding those notices that do not pertain to any part of the Derivative Works; and

	If the Work includes a “NOTICE” text file as part of its distribution, then any Derivative Works that You distribute must include a readable copy of the attribution notices contained within such NOTICE file, excluding those notices that do not pertain to any part of the Derivative Works, in at least one of the following places: within a NOTICE text file distributed as part of the Derivative Works; within the Source form or documentation, if provided along with the Derivative Works; or, within a display generated by the Derivative Works, if and wherever such third-party notices normally appear. The contents of the NOTICE file are for informational purposes only and do not modify the License. You may add Your own attribution notices within Derivative Works that You distribute, alongside or as an addendum to the NOTICE text from the Work, provided that such additional attribution notices cannot be construed as modifying the License.



You may add Your own copyright statement to Your modifications and may provide additional or different license terms and conditions for use, reproduction, or distribution of Your modifications, or for any such Derivative Works as a whole, provided Your use, reproduction, and distribution of the Work otherwise complies with the conditions stated in this License.

5. Submission of Contributions. Unless You explicitly state otherwise, any Contribution intentionally submitted for inclusion in the Work by You to the Licensor shall be under the terms and conditions of this License, without any additional terms or conditions. Notwithstanding the above, nothing herein shall supersede or modify the terms of any separate license agreement you may have executed with Licensor regarding such Contributions.

6. Trademarks. This License does not grant permission to use the trade names, trademarks, service marks, or product names of the Licensor, except as required for reasonable and customary use in describing the origin of the Work and reproducing the content of the NOTICE file.

7. Disclaimer of Warranty. Unless required by applicable law or agreed to in writing, Licensor provides the Work (and each Contributor provides its Contributions) on an “AS IS” BASIS, WITHOUT WARRANTIES OR CONDITIONS OF ANY KIND, either express or implied, including, without limitation, any warranties or conditions of TITLE, NON-INFRINGEMENT, MERCHANTABILITY, or FITNESS FOR A PARTICULAR PURPOSE. You are solely responsible for determining the appropriateness of using or redistributing the Work and assume any risks associated with Your exercise of permissions under this License.
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8. Limitation of Liability. In no event and under no legal theory, whether in tort (including negligence), contract, or otherwise, unless required by applicable law (such as deliberate and grossly negligent acts) or agreed to in writing, shall any Contributor be liable to You for damages, including any direct, indirect, special, incidental, or consequential damages of any character arising as a result of this License or out of the use or inability to use the Work (including but not limited to damages for loss of goodwill, work stoppage, computer failure or malfunction, or any and all other commercial damages or losses), even if such Contributor has been advised of the possibility of such damages.

9. Accepting Warranty or Additional Liability. While redistributing the Work or Derivative Works thereof, You may choose to offer, and charge a fee for, acceptance of support, warranty, indemnity, or other liability obligations and/or rights consistent with this License. However, in accepting such obligations, You may act only on Your own behalf and on Your sole responsibility, not on behalf of any other Contributor, and only if You agree to indemnify, defend, and hold each Contributor harmless for any liability incurred by, or claims asserted against, such Contributor by reason of your accepting any such warranty or additional liability.


Jacobsen v. Katzer

535 F.3d 1373 (Fed. Cir. 2008)

HOCHBERG, District Judge.6

BACKGROUND

Copyright holder filed action against competitor alleging infringement of copyright to computer programming code and also sought declaratory judgment that patent issued to defendant was not infringed by copyright holder and was invalid. The United States District Court for the Northern District of California, Jeffrey S. White, J., 2007 WL 2358628, denied holder’s request for preliminary injunction. Holder appealed.

DISCUSSION

We consider here the ability of a copyright holder to dedicate certain work to free public use and yet enforce an “open source” copyright license to control the future distribution and modification of that work. Appellant Robert Jacobsen (“Jacobsen”) appeals from an order denying a motion for preliminary injunction. Jacobsen v. Katzer, No. 06-CV-01905 JSW, 2007 WL 2358628 (N.D. Cal. Aug. 17, 2007). Jacobsen holds a copyright to computer programming code. He makes that code available for public download from a website without a financial fee pursuant to the Artistic License, an “open source” or public license. Appellees Matthew Katzer and Kamind Associates, Inc. (collectively “Katzer/Kamind”) develop commercial software products for the model train industry and hobbyists. Jacobsen accused 310Katzer/Kamind of copying certain materials from Jacobsen’s website and incorporating them into one of Katzer/Kamind’s software packages without following the terms of the Artistic License. Jacobsen brought an action for copyright infringement and moved for a preliminary injunction.

The District Court held that the open source Artistic License created an “intentionally broad” nonexclusive license which was unlimited in scope and thus did not create liability for copyright infringement. The District Court reasoned:


The plaintiff claimed that by modifying the software the defendant had exceeded the scope of the license and therefore infringed the copyright. Here, however, the JMRI Project license provides that a user may copy the files verbatim or may otherwise modify the material in any way, including as part of a larger, possibly commercial software distribution. The license explicitly gives the users of the material, any member of the public, “the right to use and distribute the [material] in a more-orless customary fashion, plus the right to make reasonable accommodations.” The scope of the nonexclusive license is, therefore, intentionally broad. The condition that the user insert a prominent notice of attribution does not limit the scope of the license. Rather, Defendants’ alleged violation of the conditions of the license may have constituted a breach of the nonexclusive license, but does not create liability for copyright infringement where it would not otherwise exist.



Jacobsen, 2007 WL 2358628 at *7 (internal citations omitted).

On this basis, the District Court denied the motion for a preliminary injunction. We vacate and remand.

I.

Jacobsen manages an open source software group called Java Model Railroad Interface (“JMRI”). Through the collective work of many participants, JMRI created a computer programming application called DecoderPro, which allows model railroad enthusiasts to use their computers to program the decoder chips that control model trains. DecoderPro files are available for download and use by the public free of charge from an open source incubator website called SourceForge; Jacobsen maintains the JMRI site on SourceForge. The downloadable files contain copyright notices and refer the user to a “COPYING” file, which clearly sets forth the terms of the Artistic License.

Katzer/Kamind offers a competing software product, Decoder Commander, which is also used to program decoder chips. During development of Decoder Commander, one of Katzer/Kamind’s predecessors or employees is alleged to have downloaded the decoder definition files from DecoderPro and used portions of these files as part of the Decoder Commander software. The Decoder Commander software files that used DecoderPro definition files did not comply with the terms of the Artistic License. Specifically, the Decoder Commander software did not include (1) the author’ names, (2) JMRI copyright notices, (3) references to the COPYING file, (4) an identification of SourceForge or JMRI as the original source of the definition files, and (5) a description of how the files or computer code had been changed from the original source code. The Decoder Commander software also changed 311various computer file names of DecoderPro files without providing a reference to the original JMRI files or information on where to get the Standard Version.7

Jacobsen moved for a preliminary injunction, arguing that the violation of the terms of the Artistic License constituted copyright infringement and that, under Ninth Circuit law, irreparable harm could be presumed in a copyright infringement case. The District Court reviewed the Artistic License and determined that “Defendants’ alleged violation of the conditions of the license may have constituted a breach of the nonexclusive license, but does not create liability for copyright infringement where it would not otherwise exist.” Id. at *7. The District Court found that Jacobsen had a cause of action only for breach of contract, rather than an action for copyright infringement based on a breach of the conditions of the Artistic License. Because a breach of contract creates no presumption of irreparable harm, the District Court denied the motion for a preliminary injunction.

Jacobsen appeals the finding that he does not have a cause of action for copyright infringement. Although an appeal concerning copyright law and not patent law is rare in our Circuit, here we indeed possess appellate jurisdiction. In the district court, Jacobsen’s operative complaint against Katzer/Kamind included not only his claim for copyright infringement, but also claims seeking a declaratory judgment that a patent issued to Katzer is not infringed by Jacobsen and is invalid. Therefore the complaint arose in part under the patent laws. See 28 U.S.C. §2201(a); Golan v. Pingel Enter., 310 F.3d 1360, 1367 (Fed. Cir. 2002) (explaining that “[i]n the context of a complaint seeking a declaration of noninfringement, the action threatened by the declaratory defendant . . . would be an action for patent infringement,” and “[s]uch an action clearly arises under the patent laws”). Thus the district court’s jurisdiction was based, at least in part, on 28 U.S.C. §1338(a) as it relates to the patent laws, and we have appellate jurisdiction under 28 U.S.C. §1292(c)(1). See 28 U.S.C. §1338(a) (“The district courts shall have original jurisdiction of any civil action arising under any Act of Congress relating to patents, plant variety protection, copyrights and trademarks.”); id. at §1295(a)(1) (The Federal Circuit shall have exclusive jurisdiction “of an appeal from a final decision of a district court of the United States” if (1) “the jurisdiction of that court was based, in whole or in part, on section 1338 of this title” and (2) the case is not “a case involving a claim arising under any Act of Congress relating to copyrights, exclusive rights in mask works, or trademarks and no other claims under section 1338(a).”); id. at §1292(c)(1) (Federal Circuit shall have jurisdiction over appeals from interlocutory orders of the district courts refusing injunctions “in any case over which the court would have jurisdiction of an appeal under section 1295”).
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II.

This Court looks to the interpretive law of the regional circuit for issues not exclusively assigned to the Federal Circuit. Hutchins v. Zoll Med. Corp., 492 F.3d 1377, 1383 (Fed. Cir. 2007). Under Ninth Circuit law, an order granting or denying a preliminary injunction will be reversed only if the district court relied on an erroneous legal premise or abused its discretion. Wright v. Rushen, 642 F.2d 1129, 1132 (9th Cir. 1981). A district court’s order denying a preliminary injunction is reversible for factual error only when the district court rests its conclusions on clearly erroneous findings of fact. Sports Form, Inc. v. United Press Int’l, Inc., 686 F.2d 750, 753 (9th Cir. 1982).

In determining whether to issue a preliminary injunction, the Ninth Circuit requires demonstration of (1) a combination of probability of success on the merits and the possibility of irreparable harm; or (2) serious questions going to the merits where the balance of hardships tips sharply in the moving party’s favor. Perfect 10, Inc. v. Amazon.com, Inc., 487 F.3d 701, 713-14 (9th Cir. 2007); Dep’t of Parks & Recreation v. Bazaar Del Mundo, Inc., 448 F.3d 1118, 1123 (9th Cir. 2006). In cases involving copyright claims, where a copyright holder has shown likelihood of success on the merits of a copyright infringement claim, the Ninth Circuit has held that irreparable harm is presumed. LGS Architects, Inc. v. Concordia Homes of Nev., 434 F.3d 1150, 1155-56 (9th Cir. 2006). But see MGM Studios, Inc. v. Grokster, Ltd., 518 F. Supp. 2d 1197, 1212 (C.D. Cal. 2007) (noting that “the longstanding rule that irreparable harm can be a presumed after a showing of likelihood of success for purposes of a copyright preliminary injunction motion may itself have to be reevaluated in light of eBay [Inc. v. MercExchange, L.L.C., 547 U.S. 388, 126 S. Ct. 1837, 164 L. Ed. 2d 641 (2006)]”). Thus, for a preliminary injunction to issue, Jacobsen must either show (1) a likelihood of success on the merits of his copyright infringement claim from which irreparable harm is presumed; or (2) a fair chance of success on the merits and a clear disparity in the relative hardships that tips sharply in his favor.

A.

Public licenses, often referred to as “open source” licenses, are used by artists, authors, educators, software developers, and scientists who wish to create collaborative projects and to dedicate certain works to the public. Several types of public licenses have been designed to provide creators of copyrighted materials a means to protect and control their copyrights. Creative Commons, one of the amici curiae, provides free copyright licenses to allow parties to dedicate their works to the public or to license certain uses of their works while keeping some rights reserved.

Open source licensing has become a widely used method of creative collaboration that serves to advance the arts and sciences in a manner and at a pace that few could have imagined just a few decades ago. For example, the Massachusetts Institute of Technology (“MIT”) uses a Creative Commons public license for an OpenCourseWare project that licenses all 1800 MIT courses. Other public licenses support the GNU/Linux operating system, the Perl programming language, the Apache web server programs, the Firefox web browser, and a collaborative web-based encyclopedia called Wikipedia. Creative Commons notes that, by some estimates, there are close to 100,000,000 works licensed under various Creative Commons licenses. The Wikimedia Foundation, another of the amici curiae, estimates that 313the Wikipedia website has more than 75,000 active contributors working on some 9,000,000 articles in more than 250 languages.

Open Source software projects invite computer programmers from around the world to view software code and make changes and improvements to it. Through such collaboration, software programs can often be written and debugged faster and at lower cost than if the copyright holder were required to do all of the work independently. In exchange and in consideration for this collaborative work, the copyright holder permits users to copy, modify and distribute the software code subject to conditions that serve to protect downstream users and to keep the code accessible.8 By requiring that users copy and restate the license and attribution information, a copyright holder can ensure that recipients of the redistributed computer code know the identity of the owner as well as the scope of the license granted by the original owner. The Artistic License in this case also requires that changes to the computer code be tracked so that downstream users know what part of the computer code is the original code created by the copyright holder and what part has been newly added or altered by another collaborator.

Traditionally, copyright owners sold their copyrighted material in exchange for money. The lack of money changing hands in open source licensing should not be presumed to mean that there is no economic consideration, however. There are substantial benefits, including economic benefits, to the creation and distribution of copyrighted works under public licenses that range far beyond traditional license royalties. For example, program creators may generate market share for their programs by providing certain components free of charge. Similarly, a programmer or company may increase its national or international reputation by incubating open source projects. Improvement to a product can come rapidly and free of charge from an expert not even known to the copyright holder. The Eleventh Circuit has recognized the economic motives inherent in public licenses, even where profit is not immediate. See Planetary Motion, Inc. v. Techsplosion, Inc., 261 F.3d 1188, 1200 (11th Cir. 2001) (Program creator “derived value from the distribution [under a public license] because he was able to improve his Software based on suggestions sent by end-users. . . . It is logical that as the Software improved, more end-users used his Software, thereby increasing [the programmer’s] recognition in his profession and the likelihood that the Software would be improved even further.”).

B.

The parties do not dispute that Jacobsen is the holder of a copyright for certain materials distributed through his website.9 Katzer/Kamind also admits that portions of the DecoderPro software were copied, modified, and distributed as part of the Decoder Commander software. Accordingly, Jacobsen has made out a prima facie case of copyright infringement. Katzer/Kamind argues that they cannot be liable for copyright infringement because they had a license to use the material. Thus, the Court must evaluate whether the use by Katzer/Kamind was outside the scope of the license. See LGS Architects, 434 F.3d at 1156. The 314copyrighted materials in this case are downloadable by any user and are labeled to include a copyright notification and a COPYING file that includes the text of the Artistic License. The Artistic License grants users the right to copy, modify, and distribute the software:


provided that [the user] insert a prominent notice in each changed file stating how and when [the user] changed that file, and provided that [the user] do at least ONE of the following:

a) place [the user’s] modifications in the Public Domain or otherwise make them Freely Available, such as by posting said modifications to Usenet or an equivalent medium, or placing the modifications on a major archive site such as ftp.uu.net, or by allowing the Copyright Holder to include [the user’s] modifications in the Standard Version of the Package.

b) use the modified Package only within [the user’s] corporation or organization.

c) rename any non-standard executables so the names do not conflict with the standard executables, which must also be provided, and provide a separate manual page for each nonstandard executable that clearly documents how it differs from the Standard Version, or

d) make other distribution arrangements with the Copyright Holder.



The heart of the argument on appeal concerns whether the terms of the Artistic License are conditions of, or merely covenants to, the copyright license. Generally, a “copyright owner who grants a nonexclusive license to use his copyrighted material waives his right to sue the licensee for copyright infringement” and can sue only for breach of contract. Sun Microsystems, Inc., v. Microsoft Corp., 188 F.3d 1115, 1121 (9th Cir. 1999); Graham v. James, 144 F.3d 229, 236 (2d Cir. 1998). If, however, a license is limited in scope and the licensee acts outside the scope, the licensor can bring an action for copyright infringement. See S.O.S., Inc. v. Payday, Inc., 886 F.2d 1081, 1087 (9th Cir. 1989); Nimmer oN Copyright, §1015[A] (1999).

Thus, if the terms of the Artistic License allegedly violated are both covenants and conditions, they may serve to limit the scope of the license and are governed by copyright law. If they are merely covenants, by contrast, they are governed by contract law. See Graham, 144 F.3d at 236-37 (whether breach of license is actionable as copyright infringement or breach of contract turns on whether provision breached is condition of the license, or mere covenant); Sun Microsystems, 188 F.3d at 1121 (following Graham; independent covenant does not limit scope of copyright license). The District Court did not expressly state whether the limitations in the Artistic License are independent covenants or, rather, conditions to the scope; its analysis, however, clearly treated the license limitations as contractual covenants rather than conditions of the copyright license.10
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Jacobsen argues that the terms of the Artistic License define the scope of the license and that any use outside of these restrictions is copyright infringement. Katzer/Kamind argues that these terms do not limit the scope of the license and are merely covenants providing contractual terms for the use of the materials, and that his violation of them is neither compensable in damages nor subject to injunctive relief. Katzer/Kamind’s argument is premised upon the assumption that Jacobsen’s copyright gave him no economic rights because he made his computer code available to the public at no charge. From this assumption, Katzer/ Kamind argues that copyright law does not recognize a cause of action for non-economic rights, relying on Gilliam v. ABC, 538 F.2d 14, 20-21 (2d Cir. 1976) (“American copyright law, as presently written, does not recognize moral rights or provide a cause of action for their violation, since the law seeks to vindicate the economic, rather than the personal rights of authors.”). The District Court based its opinion on the breadth of the Artistic License terms, to which we now turn.

III.

The Artistic License states on its face that the document creates conditions: “The intent of this document is to state the conditions under which a Package may be copied.” (Emphasis added.) The Artistic License also uses the traditional language of conditions by noting that the rights to copy, modify, and distribute are granted “provided that” the conditions are met. Under California contract law, “provided that” typically denotes a condition. See, e.g., Diepenbrock v. Luiz, 159 Cal. 716, 115 P. 743 (1911) (interpreting a real property lease reciting that when the property was sold, “this lease shall cease and be at an end, provided that the party of the first part shall then pay [certain compensation] to the party of the second part”; considering the appellant’s “interesting and ingenious” argument for interpreting this language as creating a mere covenant rather than a condition; and holding that this argument “cannot change the fact that, attributing the usual and ordinary signification to the language of the parties, a condition is found in the provision in question”) (emphases added).

The conditions set forth in the Artistic License are vital to enable the copyright holder to retain the ability to benefit from the work of downstream users. By requiring that users who modify or distribute the copyrighted material retain the reference to the original source files, downstream users are directed to Jacobsen’s website. Thus, downstream users know about the collaborative effort to improve and expand the SourceForge project once they learn of the “upstream” project from a “downstream” distribution, and they may join in that effort.

The District Court interpreted the Artistic License to permit a user to “modify the material in any way” and did not find that any of the “provided that” limitations in the Artistic License served to limit this grant. The District Court’s interpretation of the conditions of the Artistic License does not credit the explicit restrictions in the license that govern a downloader’s right to modify and distribute the copyrighted work. The copyright holder here expressly stated the terms upon which the right to modify and distribute the material depended and invited direct contact if a downloader wished to negotiate other terms. These restrictions were both clear and necessary to accomplish the objectives of the open source licensing collaboration, including economic benefit. Moreover, the District Court did not address the other restrictions of the license, such as the requirement that all modification from the original be clearly shown 316with a new name and a separate page for any such modification that shows how it differs from the original.

Copyright holders who engage in open source licensing have the right to control the modification and distribution of copyrighted material. As the Second Circuit explained in Gilliam v. ABC, 538 F.2d 14, 21 (2d Cir. 1976), the “unauthorized editing of the underlying work, if proven, would constitute an infringement of the copyright in that work similar to any other use of a work that exceeded the license granted by the proprietor of the copyright.” Copyright licenses are designed to support the right to exclude; money damages alone do not support or enforce that right. The choice to exact consideration in the form of compliance with the open source requirements of disclosure and explanation of changes, rather than as a dollar-denominated fee, is entitled to no less legal recognition. Indeed, because a calculation of damages is inherently speculative, these types of license restrictions might well be rendered meaningless absent the ability to enforce through injunctive relief.

In this case, a user who downloads the JMRI copyrighted materials is authorized to make modifications and to distribute the materials “provided that” the user follows the restrictive terms of the Artistic License. A copyright holder can grant the right to make certain modifications, yet retain his right to prevent other modifications. Indeed, such a goal is exactly the purpose of adding conditions to a license grant.11 The Artistic License, like many other common copyright licenses, requires that any copies that are distributed contain the copyright notices and the COPYING file. See, e.g., 3-10 NIMMER ON COPYRIGHT §10.15 (“An express (or possibly an implied) condition that a licensee must affix a proper copyright notice to all copies of the work that he causes to be published will render a publication devoid of such notice without authority from the licensor and therefore, an infringing act.”).

It is outside the scope of the Artistic License to modify and distribute the copyrighted materials without copyright notices and a tracking of modifications from the original computer files. If a downloader does not assent to these conditions stated in the COPYING file, he is instructed to “make other arrangements with the Copyright Holder.” Katzer/Kamind did not make any such “other arrangements.” The clear language of the Artistic License creates conditions to protect the economic rights at issue in the granting of a public license. These conditions govern the rights to modify and distribute the computer programs and files included in the downloadable software package. The attribution and modification transparency requirements directly serve to drive traffic to the open source incubation page and to inform downstream users of the project, which is a significant economic goal of the copyright holder that the law will enforce. Through this controlled spread of information, the copyright holder gains creative collaborators to the open source project; by requiring that changes made by downstream users be visible to the copyright holder and others, the 317copyright holder learns about the uses for his software and gains others’ knowledge that can be used to advance future software releases.

IV.

For the aforementioned reasons, we vacate and remand. While Katzer/Kamind appears to have conceded that they did not comply with the aforedescribed conditions of the Artistic License, the District Court did not make factual findings on the likelihood of success on the merits in proving that Katzer/Kamind violated the conditions of the Artistic License. Having determined that the terms of the Artistic License are enforceable copyright conditions, we remand to enable the District Court to determine whether Jacobsen has demonstrated (1) a likelihood of success on the merits and either a presumption of irreparable harm or a demonstration of irreparable harm; or (2) a fair chance of success on the merits and a clear disparity in the relative hardships and tipping in his favor.12

The judgment of the District Court is vacated and the case is remanded for further proceedings consistent with this opinion. VACATED and REMANDED.

* * *

Questions

1. General Discussion Questions

1.1 Which open source license presents the most compelling vision of freedom and openness?

1.2 Prominent open source leader Eric S. Raymond has argued that it is no longer necessary for software freedom to be enforced by a license agreement like the GPL — he argues that open source software makes the case for itself because of its high quality and low price. Do you agree?

1.3 Prominent free software leader Richard Stallman likes to say that the GPL is about “free speech” not “free beer,” meaning that programmers can charge for open source software. Is that view captured in the GPL 2.0 (GPLv2)?

1.4 Open source programmers sometimes complain that there are too many open source licenses from which to choose. Does this amount to helpful diversity or hopeless confusion? Should programmers simply choose between the GPL, the BSD License, and a handful of other popular licenses?

1.5 The Free Software Foundation has revised GPLv2 to create a new version 3.0 (GPLv3).13


	Is GPLv3 a better license than GPLv2?

	Has GPLv3 clarified the so-called “viral” language in GPLv2 Section 2(b)?
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	How has GPLv3 approached patent licensing and the ramifications of assertions of patent rights?

	What is GPLv3’s approach to software technical protection measures?



2. Litigation Questions

2.1 What remedies are particularly relevant in an open source licensing case? If injunctive relief is relevant, consider whether the breach of any particular provision in an open source license is a breach of contract and/or an infringement of copyright.

2.2 What evidence would you bring to bear on the question of the interpretation of the meaning of the GPL or the BSD License? Does the Free Software Foundation’s interpretation matter (as many hackers assume)?

3. Business Law Questions

3.1 How would you advise a programmer who wants to use GPL-licensed code but does not want her work to be considered a “work based on a program” for purposes of GPLv2 Section 2(b)?

3.2 How would you advise a software developer to choose an open source license? What would you say if the developer seemed wed to the GPL because the developer felt a strong affinity with the Free Software Foundation even though the GPL did not seem like the best fit?

3.3 If a software programmer liked the principles expressed in GPLv2 but just wanted a simpler license form, would you recommend the Simple Public License (SimPL), below, which has been approved as an Open Source license?14


Simple Public License (SIMPL-2.0)

Preamble

This Simple Public License 2.0 (SimPL-2.0 for short) is a plain language implementation of GPL 2.0. The words are different, but the goal is the same — to guarantee for all users the freedom to share and change software. If anyone wonders about the meaning of the SimPL, they should interpret it as consistent with GPL 2.0.

Simple Public License (SimPL) 2.0

The SimPL applies to the software’s source and object code and comes with any rights that I have in it (other than trademarks). You agree to the SimPL by copying, distributing, or making a derivative work of the software.
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You get the royalty-free right to:


	Use the software for any purpose;

	Make derivative works of it (this is called a “Derived Work”);

	Copy and distribute it and any Derived Work.



If you distribute the software or a Derived Work, you must give back to the community by:


	Prominently noting the date of any changes you make;

	Leaving other people’s copyright notices, warranty disclaimers, and license terms in place;

	Providing the source code, build scripts, installation scripts, and interface definitions in a form that is easy to get and best to modify;

	Licensing it to everyone under SimPL, or substantially similar terms (such as GPL 2.0), without adding further restrictions to the rights provided;

	Conspicuously announcing that it is available under that license.



There are some things that you must shoulder:


	You get NO WARRANTIES. None of any kind;

	If the software damages you in any way, you may only recover direct damages up to the amount you paid for it (that is zero if you did not pay anything). You may not recover any other damages, including those called “consequential damages.” (The state or country where you live may not allow you to limit your liability in this way, so this may not apply to you).



The SimPL continues perpetually, except that your license rights end automatically if:


	You do not abide by the “give back to the community” terms (your licensees get to keep their rights if they abide);

	Anyone prevents you from distributing the software under the terms of the SimPL.



License for the License

You may do anything that you want with the SimPL text; it’s a license form to use in any way that you find helpful. To avoid confusion, however, if you change the terms in any way then you may not call your license the Simple Public License or the SimPL (but feel free to acknowledge that your license is “based on the Simple Public License”).


* * *
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Exercises

1. Draft an email to a software developer client who asked whether you would recommend the BSD License, the Apache License, GPLv3, or GPLv2.

2. Using the SimPL as an example, write a simple language version of GPLv3.

VI. MULTIMEDIA PRODUCT DEVELOPMENT

Certain software products are called “multimedia products.” These products contain multiple types of works: text, sounds, music, photographs, drawings, paintings, motion pictures, or data in digital form.15 Computers allow users to easily manipulate these multimedia works and provide the user with an interactive experience. To create a multimedia product, a software developer typically partners with content providers from other industries. The license agreements that form the basis of these partnerships create complications as the parties try to anticipate the evolution of technologies, products, and business models. Read the Boosey & Hawkes case as background and then do the Exercise that follows.

BOOSEY & HAWKES MUSIC PUBLISHERS LTD. v. WALT DISNEY COMPANY

145 F.3d 481 (2d Cir. 1998)

LEVAL, Circuit Judge.

Boosey & Hawkes Music Publishers Ltd., an English corporation and the assignee of Igor Stravinsky’s copyrights for “The Rite of Spring,” brought this action alleging that the Walt Disney Company’s foreign distribution in video cassette and laser disc format (“video format”) of the film “Fantasia,” featuring Stravinsky’s work, infringed Boosey’s rights. In 1939 Stravinsky licensed Disney’s distribution of The Rite of Spring in the motion picture. Boosey, which acquired Stravinsky’s copyright in 1947, contends that the license does not authorize distribution in video format.

The district court granted partial summary judgment to Boosey, declaring that Disney’s video format release was not authorized by the license agreement. Disney appeals from that ruling.

I. Background

During 1938, Disney sought Stravinsky’s authorization to use The Rite of Spring (sometimes referred to as the “work” or the “composition”) throughout the world in a motion picture.

Because under United States law the work was in the public domain, Disney needed no authorization to record or distribute it in this country, but permission was required for distribution in countries where Stravinsky enjoyed copyright protection. In January 1939 the 321parties executed an agreement (the “1939 Agreement”) giving Disney rights to use the work in a motion picture in consideration of a fee to Stravinsky of $6000.

The 1939 Agreement provided that


In consideration of the sum of Six Thousand ($6,000.) Dollars, receipt of which is hereby acknowledged, [Stravinsky] does hereby give and grant unto Walt Disney Enterprises, a California corporation…the nonexclusive, irrevocable right, license, privilege and authority to record in any manner, medium or form, and to license the performance of, the musical composition hereinbelow set out.



Under “type of use” in ¶3, the Agreement specified that


The music of said musical composition may be used in one motion picture throughout the length thereof or through such portion or portions thereof as the Purchaser shall desire. The said music may be used in whole or in part and may be adapted, changed, added to or subtracted from, all as shall appear desirable to the Purchaser in its uncontrolled discretion. The title “Rites of Spring” or “Le Sacre de Printemps”, or any other title, may be used as the title of said motion picture and the name of [Stravinsky] may be announced in or in connection with said motion picture.



The Agreement went on to specify in ¶4 that Disney’s license to the work “is limited to the use of the musical composition in synchronism or timed-relation with the motion picture.”

Paragraph Five of the Agreement provided that


The right to record the musical composition as covered by this agreement is conditioned upon the performance of the musical work in theatres having valid licenses from the American Society of Composers, Authors and Publishers, or any other performing rights society having jurisdiction in the territory in which the said musical composition is performed.



We refer to this clause, which is of importance to the litigation, as “the ASCAP Condition.”

Finally, ¶7 of the Agreement provided that “the licensor reserves to himself all rights and uses in and to the said musical composition not herein specifically granted” (the “reservation clause”).

Disney released Fantasia, starring Mickey Mouse, in 1940. The film contains no dialogue. It matches a pantomime of animated beasts and fantastic creatures to passages of great classical music, creating what critics celebrated as a “partnership between fine music and animated film.” The soundtrack uses compositions of Bach, Beethoven, Dukas, Schubert, Tchaikovsky, and Stravinsky, all performed by the Philadelphia Orchestra under the direction of Leopold Stokowski. As it appears in the film soundtrack, The Rite of Spring was shortened from its original 34 minutes to about 22.5; sections of the score were cut, while other sections were reordered. For more than five decades Disney exhibited The Rite of Spring in Fantasia under the 1939 license. The film has been re-released for theatrical distribution at least seven times since 1940, and although Fantasia has never appeared on television in its entirety, excerpts including portions of The Rite of Spring have been televised occasionally over the years. Neither Stravinsky nor Boosey has ever previously objected to any of the distributions.
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In 1991 Disney first released Fantasia in video format. The video has been sold in foreign countries, as well as in the United States. To date, the Fantasia video release has generated more than $360 million in gross revenue for Disney. Boosey brought this action in February 1993.

II. Discussion

We confront four questions on appeal. Disney challenges the summary judgment which declared that the 1939 Agreement does not authorize video distribution of The Rite of Spring. Boosey appeals three other rulings: the dismissal for forum non conveniens, and the grants of summary judgment on the claims for damages for violation of the Lanham Act and breach of contract.

A. Declaratory Judgment on the Scope of the License.

Boosey’s request for declaratory judgment raises two issues of contract interpretation: whether the general grant of permission under the 1939 Agreement licensed Disney to use The Rite of Spring in the video format version of Fantasia (on which the district court found in Disney’s favor); and, if so, whether the ASCAP Condition barred Disney from exploiting the work through video format (on which the district court found for Boosey).

1. Whether the “motion picture” license covers video format. Boosey contends that the license to use Stravinsky’s work in a “motion picture” did not authorize distribution of the motion picture in video format, especially in view of the absence of an express provision for “future technologies” and Stravinsky’s reservation of all rights not granted in the Agreement. Disputes about whether licensees may exploit licensed works through new marketing channels made possible by technologies developed after the licensing contract — often called “new-use” problems — have vexed courts since at least the advent of the motion picture. See 3 Melville B. Nimmer and David Nimmer, Nimmer on Copyright, §10.10[A] at 10-86 (hereinafter “Nimmer”); Kirke La Shelle Co. v. Paul Armstrong Co., 263 N.Y. 79, 188 N.E. 163 (1933) (deciding whether a license for a stage production also conveyed rights in sound motion pictures).

In Bartsch v. Metro-Goldwyn-Mayer, Inc., we held that “licensee[s] may properly pursue any uses which may reasonably be said to fall within the medium as described in the license.” 391 F.2d 150, 155 (2d Cir. 1968) (Friendly, J.) (quoting Nimmer). We held in Bartsch that a license of motion picture rights to a play included the right to telecast the motion picture. We observed that “[i]f the words are broad enough to cover the new use, it seems fairer that the burden of framing and negotiating an exception should fall on the grantor,” at least when the new medium is not completely unknown at the time of contracting. Id. at 154, 155.

The 1939 Agreement conveys the right “to record [the composition] in any manner, medium or form” for use “in [a] motion picture.” We believe this language is broad enough to include distribution of the motion picture in video format. At a minimum, Bartsch holds that when a license includes a grant of rights that is reasonably read to cover a new use (at least where the new use was foreseeable at the time of contracting), the burden of excluding the right to the new use will rest on the grantor. 391 F.2d at 155; see also Bloom v. Hearst Entertainment Inc., 33 F.3d 518, 524-25 (5th Cir. 1994) (applying Bartsch to hold that a grant of movie and television rights to a book encompassed video rights as well). The license “to 323record in any manner, medium or form” doubtless extends to videocassette recording and we can see no reason why the grant of “motion picture” reproduction rights should not include the video format, absent any indication in the Agreement to the contrary. See Bourne v. Walt Disney Co., 68 F.3d 621, 630 (2d Cir. 1995); Bloom, 33 F.3d at 525. If a new-use license hinges on the foreseeability of the new channels of distribution at the time of contracting — a question left open in Bartsch — Disney has proffered unrefuted evidence that a nascent market for home viewing of feature films existed by 1939. The Bartsch analysis thus compels the conclusion that the license for motion picture rights extends to video format distribution.

We recognize that courts and scholars are not in complete accord on the capacity of a broad license to cover future developed markets resulting from new technologies. The Nimmer treatise describes two principal approaches to the problem. According to the first view, advocated here by Boosey, “a license of rights in a given medium (e.g., ‘motion picture rights’) includes only such uses as fall within the unambiguous core meaning of the term (e.g., exhibition of motion picture film in motion picture theaters) and exclude any uses that lie within the ambiguous penumbra (e.g., exhibition of motion picture on television).” Nimmer, §10.10[B] at 10-90; see also Cohen v. Paramount Pictures Corp., 845 F.2d 851, 853-54 (9th Cir. 1988) (holding that license to use musical score in television production does not extend to use in videocassette release); Rey v. Lafferty, 990 F.2d 1379, 1390-91 (1st Cir. 1993) (holding that license to portray Curious George in animations for “television viewing” does not extend to videocassette release). Under this approach, a license given in 1939 to “motion picture” rights would include only the core uses of “motion picture” as understood in 1939 — presumably theatrical distribution — and would not include subsequently developed methods of distribution of a motion picture such as television videocassettes or laser discs. See Nimmer §10.10[b] at 10-90.

The second position described by Nimmer is “that the licensee may properly pursue any uses that may reasonably be said to fall within the medium as described in the license.” Id. at 10-91. Nimmer expresses clear preferences for the latter approach on the ground that it is “less likely to prove unjust.” Id. As Judge Friendly noted in Bartsch, “[S]o do we.” 391 F.2d at 155.

We acknowledge that a result which deprives the author-licensor of participation in the profits of new unforeseen channels of distribution is not an altogether happy solution. Nonetheless, we think it more fair and sensible than a result that would deprive a contracting party of the rights reasonably found in the terms of the contract it negotiates. This issue is too often, and improperly, framed as one of favoritism as between licensors and licensees. Because licensors are often authors — whose creativity the copyright laws intend to nurture — and are often impecunious, while licensees are often large business organizations, there is sometimes a tendency in copyright scholarship and adjudication to seek solutions that favor licensors over licensees. Thus in Cohen, 845 F.2d at 854, the Ninth Circuit wrote that a “license must be construed in accordance with the purpose underlying federal copyright law,” which the court construed as the granting of valuable, enforceable rights to authors and the encouragement of the production of literary works. Asserting that copyright law “is enacted for the benefit of the composer,” (quoting Jondora Music Publish. Co. v. Melody Recordings, Inc., 506 F.2d 392, 395 (3rd Cir. 1974) (as amended)), the court concluded that it would “frustrate the purposes of the [copyright] Act” to construe the license as encompassing video 324technology, which did not exist when the license was granted. Id.; see also Warner Bros. Pictures v. Columbia Broadcasting System, 216 F.2d 945, 949 (9th Cir. 1954) (“Such doubt as there is should be resolved in favor of the composer. The clearest language is necessary to divest the author from the fruit of his labor.”); William F. Patry, 1 Copyright Law and Practice 392 (1994) (arguing that “agreements should, wherever possible, be construed in favor of the copyright transferor,” to reflect Congress’s “policy judgment that copyright owners should retain all rights unless specifically transferred”).

In our view, new-use analysis should rely on neutral principles of contract interpretation rather than solicitude for either party. Although Bartsch speaks of placing the “burden of framing and negotiating an exception…on the grantor,” 391 F.2d at 155, it should not be understood to adopt a default rule in favor of copyright licensees or any default rule whatsoever. What governs under Bartsch is the language of the contract. If the contract is more reasonably read to convey one meaning, the party benefitted by that reading should be able to rely on it; the party seeking exception or deviation from the meaning reasonably conveyed by the words of the contract should bear the burden of negotiating for language that would express the limitation or deviation. This principle favors neither licensors nor licensees. It follows simply from the words of the contract.

The words of Disney’s license are more reasonably read to include than to exclude a motion picture distributed in video format. Thus, we conclude that the burden fell on Stravinsky, if he wished to exclude new markets arising from subsequently developed motion picture technology, to insert such language of limitation in the license, rather than on Disney to add language that reiterated what the license already stated.

Other significant jurisprudential and policy considerations confirm our approach to newuse problems. We think that our view is more consistent with the law of contract than the view that would exclude new technologies even when they reasonably fall within the description of what is licensed. Although contract interpretation normally requires inquiry into the intent of the contracting parties, intent is not likely to be helpful when the subject of the inquiry is something the parties were not thinking about. See Nimmer, §10.10[B] at 10-90 (noting that usually “there simply was no intent at all at the time of execution with respect to whether the grant includes a new use developed at a later time”). Nor is extrinsic evidence such as past dealings or industry custom likely to illuminate the intent of the parties, because the use in question was, by hypothesis, new, and could not have been the subject of prior negotiations or established practice. See Michael R. Fuller, Hollywood Goes Interactive: Licensing Problems Associated with Re-Purposing Motion Pictures into Interactive Multimedia Videogames, 15 Loy. L.A. Ent. L.J. 599, 607 (1985). Moreover, many years after formation of the contract, it may well be impossible to consult the principals or retrieve documentary evidence to ascertain the parties’ intent, if any, with respect to new uses. On the other hand, the parties or assignees of the contract should be entitled to rely on the words of the contract. Especially where, as here, evidence probative of intent is likely to be both scant and unreliable, the burden of justifying a departure from the most reasonable reading of the contract should fall on the party advocating the departure.

Neither the absence of a future technologies clause in the Agreement nor the presence of the reservation clause alters that analysis. The reservation clause stands for no more than the truism that Stravinsky retained whatever he had not granted. It contributes nothing to the 325definition of the boundaries of the license. See Bartsch, 391 F.2d at 154 n. 1. And irrespective of the presence or absence of a clause expressly confirming a license over future technologies, the burden still falls on the party advancing a deviation from the most reasonable reading of the license to insure that the desired deviation is reflected in the final terms of the contract. As we have already stated, if the broad terms of the license are more reasonably read to include the particular future technology in question, then the licensee may rely on that language.

Bartsch therefore continues to articulate our “preferred” approach to new-use questions, Nimmer, §10.10[B] at 10-91, and we hold that the district court properly applied it to find that the basic terms of Disney’s license included the right to record and distribute Fantasia in video format.

* * *

Exercise

The Facts. Imagine that a U.S. software developer called “PCGamer” wants to create a computer game called “English Premier Football.” To create this product, PCGamer needs the following third-party content:


	The names and likenesses of pro players in the English Premier League;

	Photos and text from The Times of London;

	Video content and television commentary from Skye Sports;

	Names and logos of teams in the English Premier League;

	Data from ESPN and Fox Sports;

	Video compression technology developed by a professor at Oxford University;

	Internet hosting service log-in information and communications protocols from British Telecom.



The Exercise.

1. For each type of content, describe the intellectual property or other rights that must be licensed. For each particular type of intellectual property, which exclusive rights would be implicated? What scope of rights would PCGamer need (e.g., exclusive versus non-exclusive rights, worldwide versus limited territory)? Are there any items that need not be licensed because they are in the public domain or usable as a “fair use”?

2. Describe various business models by which PCGamer could attempt to profit from its product. What are the licensing implications of these business models?
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VII. DOWNSTREAM LICENSES

A. Licenses to Distribute Software

Copyright law gives the software developer the right to control distribution of its software. One of the defining characteristics of software is that it is distributable in many ways: on diskettes in shrinkwrapped boxes, on CD-ROMs in plastic jewel cases, pre-installed on computer hard disk drives, uploaded to a server and downloaded to a local computer, posted on a server and accessed from or streamed from the server, or sent as an email attachment. It often makes economic sense for the software developer to rely on third parties to distribute software products. These may be retail stores (bricks and mortar or Internet), distributors, original equipment manufacturers (OEMs) who make PCs and other devices, or value added resellers (VARs) who provide custom hardware/software packages. Distribution licenses enable these third parties to distribute the developer’s software.

B. Licenses That Describe Usage

Software often comes with a license directed to the end user that describes how the user may use the software. Software developers call these “end user licenses” or EULAs. EULAs come in two basic varieties: relatively custom licenses and standard form mass market licenses.

1. “Custom” End User Licenses

Sometimes software is developed specifically for a certain end user’s needs. If the developer retains ownership, the parties will negotiate the customer’s use rights. Outside this context, however, few end user licenses are truly custom, negotiated licenses. Most of the time a software developer begins with a standard form license that may present various options for certain terms, such as quantity, price, and product support. Whether the developer will negotiate any other license provision such as warranties, indemnification, or choice of law depends on the parties’ interests and bargaining power.

2. Standard Form Mass Market End User Licenses

When most people think about software licensing, they think about standard form mass market EULAs. These come in a variety of forms with a variety of colorful names such as “shrinkwrap,” “boot screen,” “clickwrap,” or “browsewrap” licenses. Why do software developers use EULAs in the mass market?

One of the chief benefits is that they promote efficient software transactions: Like all standard form contracts, uniform terms facilitate high-volume distribution without 327the cost of negotiating individual licenses. Beyond that, EULAs educate unsophisticated end users about what may and may not be done with software. EULAs also contain important terms and conditions about warranties and limitations of liability.

The most important value, however, lies in their ability to provide software with various collections of rights at various price points. For example, a software publisher might license word processing software to business users for one price, to home users for a lower price, to academic institutions for an even lower price, and to charitable organizations free of charge. The publisher may grant the user the right to make extra copies of the word processing software for laptop and tablet computers or the right to create derivative works of clip art.

Despite their usefulness and ubiquity, EULAs remain controversial. Some believe that the contract formation process is flawed and unfair to consumers. Some challenge the fairness or legality of various EULA terms, such as limitations on use, choice of law, or prohibitions on reverse engineering. Others contend that the use of standard form EULAs in the mass market tips the balance in intellectual property laws too far in favor of software developers. A final argument is that end user license transactions should be considered “first sales” rather than licenses.

Despite the criticism, beginning with the Seventh Circuit Court of Appeal’s decision in ProCD v. Zeidenberg, 86 F.3d 1447 (7th Cir. 1996), most courts have held that EULAs are enforceable as a general proposition.16 That is not to say that all EULAs or EULA provisions are enforceable. Courts have now moved on to address whether a EULA or EULA provision is enforceable in a particular fact pattern. Specht v. Netscape, below, presents such a case.

3. License or First Sale?

Can EULAs simply be ignored because mass market software transactions really amount to first sales rather than licenses? This depends on the test for determining whether a EULA-based transaction presents a license or first sale transaction.

The “is it really a license?” issue arises in a variety of contexts in the software industry. Some of the earliest cases arose in the “unbundling” context. Some software 328publishers distribute packages or suites of software at a discount when compared to the price of the individual components. Sometimes a party in the chain of distribution unbundles the software packages to sell the components separately, hoping to profit from the higher prices that can be charged for the individual components. Software vendors use license contracts to prevent this unbundling. The Adobe v. Stargate case, below, presents this scenario.

A second context deals with limitations placed on software use. A common example is discounted software licensed for academic use only. Another common example is software licensed at one price for business use and at a lower price for personal use.17 And a final example is software licensed for evaluation purposes only. 18 A third context concerns EULA restrictions imposed on end user redistribution of the software. These restrictions are often placed on high-priced software; EULAs for many consumer-oriented mass market software products allow re-distribution (so long as the original user does not keep a copy).19 If a software transaction is fundamentally a first sale rather than a license, then potentially the software may be transferred even if a EULA purports to say otherwise. The dispute in Vernor v. Autodesk, below, arose in this context.

Vernor v. Autodesk, Inc.

621 F.3d 1102 (9th Cir. 2010)

CALLAHAN, Circuit Judge.

Timothy Vernor purchased several used copies of Autodesk, Inc.’s AutoCAD Release 14 software (“Release 14”) from one of Autodesk’s direct customers, and he resold the Release 14 copies on eBay. Vernor brought this declaratory judgment action against Autodesk to establish that these resales did not infringe Autodesk’s copyright. The district court issued the requested declaratory judgment, holding that Vernor’s sales were lawful because of two of the Copyright Act’s affirmative defenses that apply to owners of copies of copyrighted works, the first sale doctrine and the essential step defense.

Autodesk distributes Release 14 pursuant to a limited license agreement in which it reserves title to the software copies and imposes significant use and transfer restrictions on its customers. We determine that Autodesk’s direct customers are licensees of their copies of the software rather than owners, which has two ramifications. Because Vernor did not purchase the Release 14 copies from an owner, he may not invoke the first sale doctrine, and he also may not assert an essential step defense on behalf of his customers. For these reasons, we vacate the district court’s grant of summary judgment to Vernor and remand for further proceedings.
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I.

A. Autodesk’s Release 14 software and licensing practices

The material facts are not in dispute. Autodesk makes computer-aided design software used by architects, engineers, and manufacturers. It has more than nine million customers. It first released its AutoCAD software in 1982. It holds registered copyrights in all versions of the software including the discontinued Release 14 version, which is at issue in this case. It provided Release 14 to customers on CD-ROMs.

Since at least 1986, Autodesk has offered AutoCAD to customers pursuant to an accompanying software license agreement (“SLA”), which customers must accept before installing the software. A customer who does not accept the SLA can return the software for a full refund. Autodesk offers SLAs with different terms for commercial, educational institution, and student users. The commercial license, which is the most expensive, imposes the fewest restrictions on users and allows them software upgrades at discounted prices.

The SLA for Release 14 first recites that Autodesk retains title to all copies. Second, it states that the customer has a nonexclusive and nontransferable license to use Release 14. Third, it imposes transfer restrictions, prohibiting customers from renting, leasing, or transferring the software without Autodesk’s prior consent and from electronically or physically transferring the software out of the Western Hemisphere. Fourth, it imposes significant use restrictions:

YOU MAY NOT: (1) modify, translate, reverse-engineer, decompile, or disassemble the Software… (3) remove any proprietary notices, labels, or marks from the Software or Documentation; (4) use…the Software outside of the Western Hemisphere; (5) utilize any computer software or hardware designed to defeat any hardware copy-protection device, should the software you have licensed be equipped with such protection; or (6) use the Software for commercial or other revenue-generating purposes if the Software has been licensed or labeled for educational use only.

Fifth, the SLA provides for license termination if the user copies the software without authorization or does not comply with the SLA’s restrictions. Finally, the SLA provides that if the software is an upgrade of a previous version:


[Y]ou must destroy the software previously licensed to you, including any copies resident on your hard disk drive…within sixty (60) days of the purchase of the license to use the upgrade or update.…Autodesk reserves the right to require you to show satisfactory proof that previous copies of the software have been destroyed.



Autodesk takes measures to enforce these license requirements. It assigns a serial number to each copy of AutoCAD and tracks registered licensees. It requires customers to input “activation codes” within one month after installation to continue using the software.20 The customer obtains the code by providing the product’s serial number to Autodesk. Autodesk issues the activation code after confirming that the serial number is authentic, the copy is not registered to a different customer, and the product has not been upgraded. Once 330a customer has an activation code, he or she may use it to activate the software on additional computers without notifying Autodesk.

B. Autodesk’s provision of Release 14 software to CTA

In March 1999, Autodesk reached a settlement agreement with its customer Cardwell/Thomas & Associates, Inc. (“CTA”), which Autodesk had accused of unauthorized use of its software. As part of the settlement, Autodesk licensed ten copies of Release 14 to CTA. CTA agreed to the SLA, which appeared (1) on each Release 14 package that Autodesk provided to CTA; (2) in the settlement agreement; and (3) on-screen, while the software is being installed.

CTA later upgraded to the newer, fifteenth version of the AutoCAD program, AutoCAD 2000. It paid $495 per upgrade license, compared to $3,750 for each new license. The SLA for AutoCAD 2000, like the SLA for Release 14, required destruction of copies of previous versions of the software, with proof to be furnished to Autodesk on request. However, rather than destroying its Release 14 copies, CTA sold them to Vernor at an office sale with the handwritten activation codes necessary to use the software.

C. Vernor’s eBay business and sales of Release 14

Vernor has sold more than 10,000 items on eBay. In May 2005, he purchased an authentic used copy of Release 14 at a garage sale from an unspecified seller. He never agreed to the SLA’s terms, opened a sealed software packet, or installed the Release 14 software. Though he was aware of the SLA’s existence, he believed that he was not bound by its terms. He posted the software copy for sale on eBay.…

II.

In August 2007, Vernor brought a declaratory action against Autodesk to establish that his resales of used Release 14 software are protected by the first sale doctrine and do not infringe Autodesk’s copyright.…In October 2009, the district court entered judgment for Vernor, and Autodesk timely appealed.

III.

Copyright is a federal law protection provided to the authors of “original works of authorship,” including software programs. 17 U.S.C. §§101-103. The Copyright Act confers several exclusive rights on copyright owners, including the exclusive rights to reproduce their works and to distribute their works by sale or rental. Id. §106(1), (3). The exclusive distribution right is limited by the first sale doctrine, an affirmative defense to copyright infringement that allows owners of copies of copyrighted works to resell those copies. The exclusive reproduction right is limited within the software context by the essential step defense, another affirmative defense to copyright infringement that is discussed further infra. Both of these affirmative defenses are unavailable to those who are only licensed to use their copies of copyrighted works.

This case requires us to decide whether Autodesk sold Release 14 copies to its customers or licensed the copies to its customers. If CTA owned its copies of Release 14, then both its sales to Vernor and Vernor’s subsequent sales were non-infringing under the first sale 331doctrine.21 However, if Autodesk only licensed CTA to use copies of Release 14, then CTA’s and Vernor’s sales of those copies are not protected by the first sale doctrine and would therefore infringe Autodesk’s exclusive distribution right.

A. The first sale doctrine

The Supreme Court articulated the first sale doctrine in 1908, holding that a copyright owner’s exclusive distribution right is exhausted after the owner’s first sale of a particular copy of the copyrighted work. See Bobbs-Merrill Co. v. Straus, 210 U.S. 339, 350-51, 28 S. Ct. 722, 52 L. Ed. 1086 (1908). In Bobbs-Merrill, the plaintiff-copyright owner sold its book with a printed notice announcing that any retailer who sold the book for less than one dollar was responsible for copyright infringement. Id. at 341, 28 S. Ct. 722. Plaintiff sought injunctive relief against defendants-booksellers who failed to comply with the price restriction. Id. at 341-42, 28 S. Ct. 722. The Supreme Court rejected the plaintiff’s claim, holding that its exclusive distribution right applied only to first sales of copies of the work. Id. at 350-51, 28 S. Ct. 722. The distribution right did not permit plaintiff to dictate that subsequent sales of the work below a particular price were infringing. Id. The Court noted that its decision solely applied to the rights of a copyright owner that distributed its work without a license agreement. Id. at 350, 28 S. Ct. 722 (“There is no claim in this case of contract limitation, nor license agreement controlling the subsequent sales of the book.”).

Congress codified the first sale doctrine the following year. See 17 U.S.C. §41 (1909). In its current form, it allows the “owner of a particular copy” of a copyrighted work to sell or dispose of his copy without the copyright owner’s authorization. Id. §109(a) (enacted 1976). The first sale doctrine does not apply to a person who possesses a copy of the copyrighted work without owning it, such as a licensee. See id. §109(d); cf. Quality King Distribs., Inc. v. L’anza Research Int’l Inc., 523 U.S. 135, 146-47, 118 S. Ct. 1125, 140 L. Ed. 2d 254 (1998) (“[T]he first sale doctrine would not provide a defense to…any non-owner such as a bailee, a licensee, a consignee, or one whose possession of the copy was unlawful.”).

B. Owners vs. licensees

We turn to our precedents governing whether a transferee of a copy of a copyrighted work is an owner or licensee of that copy. We then apply those precedents to CTA’s and Vernor’s possession of Release 14 copies.

1. United States v. Wise, 550 F.2d 1180 (9th Cir. 1977)

In Wise, a criminal copyright infringement case, we considered whether copyright owners who transferred copies of their motion pictures pursuant to written distribution agreements had executed first sales. Id. at 1187. The defendant was found guilty of copyright infringement based on his for-profit sales of motion picture prints. See id. at 1183. The copyright owners distributed their films to third parties pursuant to written agreements that restricted their use and transfer. Id. at 1183-84. On appeal, the defendant argued that the government failed to 332prove the absence of a first sale for each film. If the copyright owners’ initial transfers of the films were first sales, then the defendant’s resales were protected by the first sale doctrine and thus were not copyright infringement.

To determine whether a first sale occurred, we considered multiple factors pertaining to each film distribution agreement. Specifically, we considered whether the agreement (a) was labeled a license, (b) provided that the copyright owner retained title to the prints, (c) required the return or destruction of the prints, (d) forbade duplication of prints, or (e) required the transferee to maintain possession of the prints for the agreement’s duration. Id. at 1190-92. Our use of these several considerations, none dispositive, may be seen in our treatment of each film print.

For example, we reversed the defendant’s conviction with respect to Camelot. Id. at 1194. It was unclear whether the Camelot print sold by the defendant had been subject to a first sale. Copyright owner Warner Brothers distributed Camelot prints pursuant to multiple agreements, and the government did not prove the absence of a first sale with respect to each agreement. Id. at 1191-92, 1194. We noted that, in one agreement, Warner Brothers had retained title to the prints, required possessor National Broadcasting Company (“NBC”) to return the prints if the parties could select a mutual agreeable price, and if not, required NBC’s certification that the prints were destroyed. Id. at 1191. We held that these factors created a license rather than a first sale. Id.

We further noted, however, that Warner Brothers had also furnished another Camelot print to actress Vanessa Redgrave. Id. at 1192. The print was provided to Redgrave at cost, and her use of the print was subject to several restrictions. She had to retain possession of the print and was not allowed to sell, license, reproduce, or publicly exhibit the print. Id. She had no obligation to return the print to Warner Brothers. Id. We concluded, “While the provision for payment for the cost of the film, standing alone, does not establish a sale, when taken with the rest of the language of the agreement, it reveals a transaction strongly resembling a sale with restrictions on the use of the print.” Id. There was no evidence of the print’s whereabouts, and we held that “[i]n the absence of such proof,” the government failed to prove the absence of a first sale with respect to this Redgrave print. Id. at 1191-92. Since it was unclear which copy the defendant had obtained and resold, his conviction for sale of Camelot had to be reversed. Id.

Thus, under Wise, where a transferee receives a particular copy of a copyrighted work pursuant to a written agreement, we consider all of the provisions of the agreement to determine whether the transferee became an owner of the copy or received a license. We may consider (1) whether the agreement was labeled a license and (2) whether the copyright owner retained title to the copy, required its return or destruction, forbade its duplication, or required the transferee to maintain possession of the copy for the agreement’s duration. Id. at 1190-92. We did not find any one factor dispositive in Wise: we did not hold that the copyright owner’s retention of title itself established the absence of a first sale or that a transferee’s right to indefinite possession itself established a first sale.

2. The “MAI trio” of cases

Over fifteen years after Wise, we again considered the distinction between owners and licensees of copies of copyrighted works in three software copyright cases, the “MAI trio.” See 333MAI Sys. Corp. v. Peak Computer, Inc., 991 F.2d 511 (9th Cir. 1993); Triad Sys. Corp. v. Se. Express Co., 64 F.3d 1330 (9th Cir. 1995); Wall Data, Inc. v. Los Angeles County Sheriff’s Dep’t, 447 F.3d 769 (9th Cir. 2006). In the MAI trio, we considered which software purchasers were owners of copies of copyrighted works for purposes of a second affirmative defense to infringement, the essential step defense.

The enforcement of copyright owners’ exclusive right to reproduce their work under the Copyright Act, 17 U.S.C. §106(1), has posed special challenges in the software context. In order to use a software program, a user’s computer will automatically copy the software into the computer’s random access memory (“RAM”), which is a form of computer data storage. See MAI, 991 F.2d at 513. Congress enacted the essential step defense to codify that a software user who is the “owner of a copy” of a copyrighted software program does not infringe by making a copy of the computer program, if the new copy is “created as an essential step in the utilization of the computer program in conjunction with a machine and…is used in no other manner.” 17 U.S.C. §117(a)(1).

The Copyright Act provides that an “owner of a copy” of copyrighted software may claim the essential step defense, and the “owner of a particular copy” of copyrighted software may claim the first sale doctrine. 17 U.S.C. §§109(a), 117(a)(1). The MAI trio construed the phrase “owner of a copy” for essential step defense purposes. Neither Vernor nor Autodesk contends that the first sale doctrine’s inclusion of the word “particular” alters the phrase’s meaning, and we “presume that words used more than once in the same statute have the same meaning throughout.” Moldo v. Matsco, Inc. (In re Cybernetic Servs., Inc.), 252 F.3d 1039, 1051 (9th Cir. 2001). Accordingly, we consider the MAI trio’s construction of “owner of a copy” controlling in our analysis of whether CTA and Vernor became “owner[s] of a particular copy” of Release 14 software.

In MAI and Triad, the defendants maintained computers that ran the plaintiffs’ operating system software. MAI, 991 F.2d at 513; Triad, 64 F.3d at 1333. When the defendants ran the computers, the computers automatically loaded plaintiffs’ software into RAM. MAI, 991 F.2d at 517-18; Triad, 64 F.3d at 1333, 1335-36. The plaintiffs in both cases sold their software pursuant to restrictive license agreements, and we held that their customers were licensees who were therefore not entitled to claim the essential step defense. We found that the defendants infringed plaintiffs’ software copyrights by their unauthorized loading of copyrighted software into RAM. MAI, 991 F.2d at 517-18 & n. 5; Triad, 64 F.3d at 1333, 1335-36. In Triad, the plaintiff had earlier sold software outright to some customers. 64 F.3d at 1333 n. 2. We noted that these customers were owners who were entitled to the essential step defense, and the defendant did not infringe by making RAM copies in servicing their computers. Id.

In Wall Data, plaintiff sold 3,663 software licenses to the defendant. Wall Data, 447 F.3d at 773. The licenses (1) were non-exclusive; (2) permitted use of the software on a single computer; and (3) permitted transfer of the software once per month, if the software was removed from the original computer. Id. at 775 n.5, 781. The defendant installed the software onto 6,007 computers via hard drive imaging, which saved it from installing the software manually on each computer. It made an unverified claim that only 3,663 users could simultaneously access the software. Id. at 776.
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The plaintiff sued for copyright infringement, contending that the defendant violated the license by “over-installing” the software. Id. at 775. The defendant raised an essential step defense, contending that its hard drive imaging was a necessary step of installation. Id. at 776. On appeal, we held that the district court did not abuse its discretion in denying the defendant’s request for a jury instruction on the essential step defense. Id. at 784. Citing MAI, we held that the essential step defense does not apply where the copyright owner grants the user a license and significantly restricts the user’s ability to transfer the software. Id. at 784-85. Since the plaintiff’s license imposed “significant restrictions” on the defendant’s software rights, the defendant was a licensee and was not entitled to the essential step defense. Id. at 785.

In Wall Data, we acknowledged that MAI had been criticized in a Federal Circuit decision, but declined to revisit its holding, noting that the facts of Wall Data led to the conclusion that any error in the district court’s failure to instruct was harmless. Even if the defendant owned its copies of the software, its installation of the software on a number of computers in excess of its license was not an essential step in the software’s use. Id. at 786 n.9 (citing Nimmer on Copyright §8.08[B][1][c] at 8-136; DSC Commc’ns Corp. v. Pulse Commc’ns, Inc., 170 F.3d 1354, 1360 (Fed. Cir. 1999) (criticizing MAI)).

We read Wise and the MAI trio to prescribe three considerations that we may use to determine whether a software user is a licensee, rather than an owner of a copy. First, we consider whether the copyright owner specifies that a user is granted a license. Second, we consider whether the copyright owner significantly restricts the user’s ability to transfer the software. Finally, we consider whether the copyright owner imposes notable use restrictions.22 Our holding reconciles the MAI trio and Wise, even though the MAI trio did not cite Wise. See Cisneros-Perez v. Gonzales, 451 F.3d 1053, 1058 (9th Cir. 2006) (“[W]e are required to reconcile prior precedents if we can do so.”)

In response to MAI, Congress amended §117 to permit a computer owner to copy software for maintenance or repair purposes. See 17 U.S.C. §117(c); see also H.R. Rep. No. 105-551, pt. 1, at 27 (1998). However, Congress did not disturb MAI’s holding that licensees are not entitled to the essential step defense.

IV.

A. The district court’s decision

[Omitted]

B. Analysis

We hold today that a software user is a licensee rather than an owner of a copy where the copyright owner (1) specifies that the user is granted a license; (2) significantly restricts the user’s ability to transfer the software; and (3) imposes notable use restrictions. Applying our holding to Autodesk’s SLA, we conclude that CTA was a licensee rather than an owner of 335copies of Release 14 and thus was not entitled to invoke the first sale doctrine or the essential step defense.

Autodesk retained title to the software and imposed significant transfer restrictions: it stated that the license is nontransferable, the software could not be transferred or leased without Autodesk’s written consent, and the software could not be transferred outside the Western Hemisphere. The SLA also imposed use restrictions against the use of the software outside the Western Hemisphere and against modifying, translating, or reverse-engineering the software, removing any proprietary marks from the software or documentation, or defeating any copy protection device. Furthermore, the SLA provided for termination of the license upon the licensee’s unauthorized copying or failure to comply with other license restrictions. Thus, because Autodesk reserved title to Release 14 copies and imposed significant transfer and use restrictions, we conclude that its customers are licensees of their copies of Release 14 rather than owners.

CTA was a licensee rather than an “owner of a particular copy” of Release 14, and it was not entitled to resell its Release 14 copies to Vernor under the first sale doctrine. 17 U.S.C. §109(a). Therefore, Vernor did not receive title to the copies from CTA and accordingly could not pass ownership on to others. Both CTA’s and Vernor’s sales infringed Autodesk’s exclusive right to distribute copies of its work. Id. §106(3).

Because Vernor was not an owner, his customers are also not owners of Release 14 copies. Therefore, when they install Release 14 on their computers, the copies of the software that they make during installation infringe Autodesk’s exclusive reproduction right because they too are not entitled to the benefit of the essential step defense. 17 U.S.C. §§106(1), 117(a)(1).

Although unnecessary to our resolution of the case, we address the legislative history in order to address the arguments raised by the parties and amici. That legislative history supports our conclusion that licensees such as CTA are not entitled to claim the first sale doctrine. The House Report for §109 underscores Congress’ view that the first sale doctrine is available only to a person who has acquired a copy via an “outright sale.” H.R. Rep. No. 94-1476, at 79 (1976), reprinted in 1976 U.S.C.C.A.N. 5659, 5693. The report also asserts that the first sale doctrine does not “apply to someone who merely possesses a copy or phonorecord without having acquired ownership of it.” Id.

Our conclusion that those who rightfully possess, but do not own, a copy of copyrighted software are not entitled to claim the essential step defense is also supported by the legislative history. Congress enacted §117 following a report from the National Commission on New Technological Uses of Copyrighted Works (“CONTU”) proposing Copyright Act amendments. DSC Commc’ns Corp. v. Pulse Commc’ns, Inc., 170 F.3d 1354, 1360 (Fed. Cir. 1999) (citing Final Report of the National Commission on New Technological Uses of Copyrighted Works, U.S. Dept. of Commerce, PB-282141, at 30 (July 31, 1978)). CONTU’s proposed version of §117 was identical to the version that Congress enacted with one exception. Id. CONTU’s version provided, “[I]t is not an infringement for the rightful possessor of a copy of a computer program to make or authorize the making of another copy or adaptation of that program.…” Id. Without explanation, Congress substituted “owner” for “rightful possessor.” Id. This modification suggests that more than rightful possession is 336required for §117 to apply — i.e., that Congress did not intend licensees subject to significant transfer and use restrictions to receive the benefit of the essential step defense.

C. Vernor’s four counterarguments are not persuasive

1. The district court’s decision concerning indefinite possession

Vernor contends that the district court correctly concluded that (1) Wise is the controlling precedent and (2) under Wise, the key factor is whether transferees are entitled to indefinite possession of their copy of a copyrighted work. As explained supra, we disagree. In Wise, we utilized a multi-factor balancing test to distinguish between a first sale and a license of a copyrighted film print. United States v. Wise, 550 F.2d 1180, 1190-92 (9th Cir. 1977). We considered a transferee’s ability to possess a print indefinitely as one factor in our analysis, but we did not treat it as dispositive. If we had, we would not have needed to consider other contractual provisions, such as retention of title, copying prohibitions, and lending restrictions. Id. Moreover, we held in Wise that two agreements were licenses rather than first sales, even though those agreements did not describe any provision requiring the transferee to return the prints to the copyright owners. Id. at 1192 (analyzing VIP agreements for The Sting and Funny Girl).…

3. The Supreme Court’s holding in Bobbs-Merrill

Vernor contends that Bobbs-Merrill establishes his entitlement to a first sale defense. See Bobbs-Merrill Co. v. Straus, 210 U.S. 339, 28 S. Ct. 722, 52 L. Ed. 1086 (1908). However, Bobbs-Merrill stands only for the proposition that a copyright owner’s exclusive distribution right does not allow it to control sales of copies of its work after the first sale. Id. at 350, 28 S. Ct. 722. Decided in 1908, Bobbs-Merrill did not and could not address the question of whether the right to use software is distinct from the ownership of copies of software. Moreover, the Supreme Court in Bobbs-Merrill made explicit that its decision did not address the use of restrictions to create a license. Id. (“There is no claim in this case of contract limitation, nor license agreement controlling the subsequent sales of the book.”)

4. Economic realities of the transaction

Finally, Vernor contends that “economic realities” demonstrate that Autodesk makes “first sales” to its customers, because Autodesk allows its customers to possess their copies of the software indefinitely and does not require recurring license payments. We held supra that neither of these factors is dispositive. Vernor cites no first sale doctrine case in support of this proposition. Rather, he cites In re DAK Indus., 66 F.3d 1091, 1095 (9th Cir. 1995), a case in which we interpreted the Bankruptcy Code to decide whether a particular transaction should be considered a pre-petition sale. We commented that “[w]hen applying the bankruptcy code to this transaction, we must look through its form to the ‘economic realities of the particular arrangement.’” Id. Nothing in DAK is contrary to our reconciliation of Wise and the MAI trio.

V.

Although our holding today is controlled by our precedent, we recognize the significant policy considerations raised by the parties and amici on both sides of this appeal.
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Autodesk, the Software & Information Industry Association (“SIIA”), and the Motion Picture Association of America (“MPAA”) have presented policy arguments that favor our result. For instance, Autodesk argues in favor of judicial enforcement of software license agreements that restrict transfers of copies of the work. Autodesk contends that this (1) allows for tiered pricing for different software markets, such as reduced pricing for students or educational institutions; (2) increases software companies’ sales; (3) lowers prices for all consumers by spreading costs among a large number of purchasers; and (4) reduces the incidence of piracy by allowing copyright owners to bring infringement actions against unauthorized resellers. SIIA argues that a license can exist even where a customer (1) receives his copy of the work after making a single payment and (2) can indefinitely possess a software copy, because it is the software code and associated rights that are valuable rather than the inexpensive discs on which the code may be stored. Also, the MPAA argues that a customer’s ability to possess a copyrighted work indefinitely should not compel a finding of a first sale, because there is often no practically feasible way for a consumer to return a copy to the copyright owner.

Vernor, eBay, and the American Library Association (“ALA”) have presented policy arguments against our decision. Vernor contends that our decision (1) does not vindicate the law’s aversion to restraints on alienation of personal property; (2) may force everyone purchasing copyrighted property to trace the chain of title to ensure that a first sale occurred; and (3) ignores the economic realities of the relevant transactions, in which the copyright owner permanently released software copies into the stream of commerce without expectation of return in exchange for upfront payment of the full software price. eBay contends that a broad view of the first sale doctrine is necessary to facilitate the creation of secondary markets for copyrighted works, which contributes to the public good by (1) giving consumers additional opportunities to purchase and sell copyrighted works, often at below-retail prices; (2) allowing consumers to obtain copies of works after a copyright owner has ceased distribution; and (3) allowing the proliferation of businesses.

The ALA contends that the first sale doctrine facilitates the availability of copyrighted works after their commercial lifespan, by inter alia enabling the existence of libraries, used bookstores, and hand-to-hand exchanges of copyrighted materials. The ALA further contends that judicial enforcement of software license agreements, which are often contracts of adhesion, could eliminate the software resale market, require used computer sellers to delete legitimate software prior to sale, and increase prices for consumers by reducing price competition for software vendors. It contends that Autodesk’s position (1) undermines 17 U.S.C. §109(b)(2), which permits non-profit libraries to lend software for non-commercial purposes, and (2) would hamper efforts by non-profits to collect and preserve out-of-print software. The ALA fears that the software industry’s licensing practices could be adopted by other copyright owners, including book publishers, record labels, and movie studios.

These are serious contentions on both sides, but they do not alter our conclusion that our precedent from Wise through the MAI trio requires the result we reach. Congress is free, of course, to modify the first sale doctrine and the essential step defense if it deems these or other policy considerations to require a different approach.…

VACATED AND REMANDED.
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* * *

Adobe Systems Inc. v. Stargate Software Inc.

216 F. Supp. 2d 1051 (N.D. Cal. 2002)

WARE, District Judge.

I. INTRODUCTION

Plaintiff, Adobe Systems Inc., (“Adobe”) filed this action against Defendant, Stargate Systems Inc., (“Stargate”) for copyright infringement of Adobe’s educational software.

II. BACKGROUND

Adobe is one of the leading software development and publishing companies in the United States. Some of its copyrighted software products include Adobe Illustrator, Adobe Pagemaker, and Adobe Acrobat. Adobe contends that it distributes its software products under license to a network of distributors and original equipment manufacturers. These distributors sign license agreements that permit them to engage in limited re-distribution to entities or individuals authorized by Adobe. Adobe claims all Adobe software products are subject to a shrink-wrap End User License Agreement (“EULA”) that prohibits copying or commercial re-distribution.

Adobe also makes “Educational” versions of its software packages available for license to students and educators at a discount. Adobe Educational distributors are licensed to transfer Educational software only to resellers who have signed Off or On Campus Educational Reseller Agreements (“OCRA”) with Adobe. In turn, the OCRA requires that re-distribution of Educational software be limited to students and educators. Adobe claims that the Educational versions are prominently marked “Education Version — Academic ID Required” and include the legend, “Notice to users: Use of the enclosed software is subject to the license agreement contained in the package.”

Stargate is a discount software distributor wholly owned by Leonid Kelman. Neither Stargate nor Mr. Kelman are authorized distributors of Adobe products. In 1995, Mr. Kelman co-founded a software distribution company called Action Software with Alexander Belfer. Together they incorporated Stargate Software Inc. In 1997, Stargate began acquiring software from two businesses, Dallas Computer and D.C. Micro, with the majority of the software being Adobe Educational software. Adobe contends that Stargate’s suppliers acquired Adobe Educational software from Adobe Educational distributor Douglas Stewart Co. pursuant to valid OCRAs. However, Stargate alleges that all of the Adobe software products that Stargate sold were purchased through either D.C. Micro, Inc. or Dallas Computers, Inc.

Between March 1998 and April 1999, Stargate, purchased between 1795-2189 packages of “Educational” software produced by Adobe. Stargate distributed this Educational software at below-market prices to retail customers and unauthorized resellers through magazine advertisements, trade shows, action websites and its website “www.stargatesoftware. com.” Adobe learned of this practice, made a trap purchase of the Educational software in April 1999, and filed suit in this Court against Stargate and Mr. Kelman soon thereafter.

Adobe alleges that Stargate infringed Adobe’s copyrights by obtaining and selling Educational versions of Adobe software without Adobe’s authorization. Stargate contends 339that it was the rightful owner of the Adobe software products and therefore did not infringe Adobe’s copyright by reselling those products, pursuant to the “first sale” doctrine, codified at 17 U.S.C. §109.

III. STANDARDS

[Omitted]

IV. DISCUSSION

A. Copyright infringement claim

Section 106 of the Copyright Act (the “Act”) outlines the exclusive rights enjoyed by owners of a copyright including the exclusive right “to distribute copies or phonorecords of the copyrighted work to the public by sale or other transfer of ownership, or by rental, lease, or lending.” 17 U.S.C. §106(3). Under this provision, the copyright owner would have the “right to control the first public distribution of an authorized copy or phonorecord of his work, whether by sale, gift, loan, or some rental or lease arrangement.” 17 U.S.C. §106(3). Section 109(a) of the Act makes clear that “the copyright owner’s rights under §106(3) cease with respect to a particular copy or phonorecord once he has parted with ownership of it.” 17 U.S.C. §109(a) (emphasis added). Also pursuant to §109(a), “the owner of a particular copy or phonorecord lawfully made under this title, or any person authorized by such owner, is entitled without the authority of the copyright owner, to sell or otherwise dispose of the possession of that copy or phonorecord.” 17 U.S.C. §109(a) (emphasis added). One significant effect of §109(a) is to limit the exclusive right to distribute copies to their first voluntary disposition, and thus negate copyright owner control over further or “downstream” transfer to a third party. Quality King Distrib. v. L’anza Research Int’l, Inc., 523 U.S. 135, 118 (1998). Thus, under the first sale doctrine, “a sale of a lawfully made copy terminates a copyright holder’s authority to interfere with subsequent sales or distribution of that particular copy.” Parfums Givenchy, Inc. v. Drug Emporium, Inc., 38 F.3d 477, 480 (9th Cir. 1994). “[T]he copyright owner is entitled to realize no more and no less than full value of each copy or phonorecord upon its disposition.” Parfums Givenchy, Inc. v. C & C Beauty Sales, Inc., 832 F. Supp. 1378 (C.D. Cal. 1993).

B. Sale or license

The issue before the Court is whether Adobe, through its OCRA and EULA, transferred ownership of each particular copy of its software to its distributors D.C. Micro and Dallas Computers. Having transferred such ownership would bar Adobe from claiming copyright infringement by Stargate under the first sale doctrine. An issuance via license, however, would not. Rather, the establishment of a license by Adobe would protect Adobe under the first sale doctrine.

Stargate concedes that Adobe retains title to the [intellectual property of the object code software] contained on the CD-ROM. Nevertheless, Stargate claims, however, that whenever there is a sale, Adobe has parted with title to that particular copy of its copyrighted intellectual property, thereby divesting itself of the exclusive right to vend that particular copy. In essence, Stargate contends that each time Adobe is paid by a distributor or reseller for a package of 340software, it has “received its rewards” for that package and has parted with title to that particular copy. Stargate argues that after examining the “economic realities” of the initial transaction between Adobe and its distributors, Adobe’s distribution of its educational software constitutes a sale, rather than a license of each particular copy.

Stargate further alleges that nowhere in either the OCRA or in the EULA, does Adobe purport in any manner to retain title to that particular copy of its software, that is, the package including a CD-ROM on which the program is stored, and any manuals or other materials included within it. Therefore, Stargate argues that further transfers of that package do not infringe Adobe’s copyright.

Adobe contends, on the other hand, that “a common method of distribution for software products is through licensing agreements, which permit the copyright holder to place restrictions upon the distribution of its products.” Adobe Systems, Inc. v. One Stop Micro, 84 F. Supp. 2d 1086, 1092 (N.D. Cal. 2000). Adobe alleges that Mr. Kelman, Stargate’s sole owner, was aware that Adobe’s software is distributed pursuant to licensing agreements. Kelman Deposition at 223:1-13. Specifically, Kelman testified that, “I’ve seen that there was a licensing agreement (in the software box).” Kelman Deposition at 233:9-13. Furthermore it was Adobe’s intent to license the software rather than to make an outright sale. According to Adobe, “Adobe does not sell its software. Instead, Adobe distributes its software products under license to a network of distributors.…” Navarro Declaration ¶¶34, Exhibits A and B.

Adobe also argues that under the Act, the first sale doctrine does not turn on whether the copyright owner “received its reward” for a particular piece of software, but whether the software has been sold. In this case, Adobe has elected to distribute its products via license rather than sale. Adobe alleges that their OCRA and EULA are clearly licenses. According to Adobe, multiple restrictions on title are placed on each distributor through the express terms of its OCRA. Additionally, Adobe asserts that it was their intention to affect a license agreement, through their OCRAs, rather than a sale.

1. The term “software”

In this case, it is important to draw a distinction between the object code “software” and the medium and packaging through which it is sold on the market. Section 202 of the Act recognizes a distinction between tangible property rights in copies of the work and intangible property rights in the creation itself. “Ownership of a copyright, or of any of the exclusive rights under a copyright, is distinct from ownership of any material object in which the work is embodied.” 17 U.S.C. §202. In this case, both Parties are in agreement that Adobe is the rightful owner of the intangible portion of the software, i.e., the intellectual property.

The dispute arises, however, as to who is the rightful owner of the package, or physical manifestation of this intellectual property. The CD-ROM itself is worth not much more than a nominal amount, and it is the code that justifies the purchase price of the product. That being the case, the economic reality of this transaction is that a consumer is ultimately paying for the software contained on the CD-ROM, rather than the CD-ROM itself. Despite this fact, this case is still based on the ownership of each particular copy of software distributed by Adobe. The determination of ownership in turn is based primarily on an examination of the OCRA, the agreement between Adobe and its distributors.
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2. The OCRA

The Court looks to the language, content, and intent of the OCRA, in determining whether its terms affect a sale or license of the software. In the OCRA, Adobe contends that “Adobe is the owner and developer of Adobe Educational Software Products.” See Bloch Declaration ¶7, Exhibit F: (“OCRA”), preamble. According to the OCRA, “Educational Software Products,” consist of “the respective software program in object code (‘Software’), supporting documentation (‘Documentation’), and all other related material, if any, supplied to Reseller in a commercial package.” OCRA ¶1(d). Adobe characterizes each transaction it concluded throughout the entire stream of commerce relevant to this action as a license. Accordingly, Adobe argues that it retains ownership of its software, the accompanying documentation, and all other related materials pursuant to the OCRA.

a. Terminology

[T]he Court in this case also concludes that the language in Adobe’s OCRA is evidence of a license, rather than a sale. Although the OCRA contains language such as “repurchase” and “owned,” additional language indicates that the OCRA only confers a license. For instance, Paragraph 9 of the OCRA is titled, “Ownership of Proprietary Rights and Nondisclosure” (Referring to Adobe) OCRA ¶9. Under that same paragraph, the OCRA furthers states, “Reseller acknowledges that the structure and organization of the Software is proprietary to Adobe and that Adobe retains exclusive ownership of the Software and Trademarks.” OCRA, ¶9 (emphasis added). The OCRA further states, “Reseller…to protect Adobe’s proprietary rights in the Educational Software Products. Except as provided herein, reseller is not granted any rights to patents, copyrights, trade secrets, trade names, trademarks (whether registered or unregistered), or any other rights, franchises, or licenses with respect to the Software or Educational Software Products.” OCRA, ¶9. As explained by the Court in One Stop,” evidence of trade usage demonstrates that it is commonplace for sales terminology to be used in connection with software licensing agreements.” One Stop Micro, 84 F. Supp. 2d at 1091. This Court concurs.

b. Content

After examining the contents of the OCRA, as well as its express terms, it is clear that the agreement outlines numerous restrictions on title that are imposed upon the reseller regarding the distribution of its software. For example, in the OCRA, ¶3, Adobe premises their restrictions with the following statement, “Reseller shall have the right to purchase Educational Software Products from Adobe or authorized Adobe distributors who carry the Educational Software Products and to distribute the Educational Software Products so long as it remains in compliance with all of the following conditions.” OCRA, ¶3.

The Court in One Stop stated, “These numerous restrictions imposed by Adobe indicate a license rather than a sale because they undeniably interfere with the reseller’s ability to further distribute the software.” One Stop Micro, 84 F. Supp. 2d at 1091. The Court in One Stop found the following restriction set forth in Adobe’s OCRA in ¶3(a)(ii) particularly compelling: “Reseller distributes pursuant to the terms and conditions of the then current applicable Software Product [EULA].” OCRA ¶3(a)(ii).
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As explained by the court in One Stop, supra, the EULA is a shrink-wrap license agreement which accompanies every Adobe software product. The EULA states that “Adobe grants to you a nonexclusive license to use the Software and Documentation,” provided that the user agrees to certain restrictions. EULA, preamble. The Court in One Stop concluded that under the EULA, the end user was only granted a license to use the software. Adobe’s specific incorporation of the EULA into the OCRA indicates that the reseller obtains a license, rather than actual ownership of the product in question. The Court in One Stop stated, “It would be incongruous to conclude that educational resellers are owners of the Adobe educational versions, while the end users who the resellers distribute to are granted a mere license.” One Stop Micro, 84 F. Supp. 2d at 1091.

Similar to the OCRA at issue in One Stop, the OCRA in this case contains multiple restrictions that limit the reseller’s ability to distribute Adobe’s software. Specifically, pursuant to the terms of the OCRA, the Reseller promises to:


	Not distribute outside the country in which its principal place of business is located. OCRA, ¶3(a)(i);

	Distribute solely to Educational End Users at Reseller’s Outlet or through Reseller’s direct sales force. OCRA, ¶3(a)(iii);

	Require each Educational End User to provide identification as follows: (1) in the case of a purchase by an individual, a valid photo ID or such other identification as is used by the educational institution for faculty, staff, or students, or (2) in the case of a purchase by an entity, an official purchase order indicating the name of the entity. OCRA, ¶3(a)(iv);

	Distribute the Educational Software Products solely in the form obtained from Adobe. OCRA, ¶3(a)(v);

	Provide adequate service and support in connection with the distribution of the Educational Software Products. OCRA, ¶3(a)(vi);

	Agree not to distribute the Educational Software Products other than pursuant to the provisions of the EULA and, by way of illustration but not of limitation, shall not be entitled to grant any form of site license for Education[al] Software Products. Reseller agrees not to distribute the Educational Software Products without prior written approval from Adobe (i) by mail order, (ii) by rental or lease, (iii) in bulk for redistribution, (iv) with knowledge or reason to know that the Educational Software Products will be transported outside the country in which a Software Product is provided to an Educational End User, or (v) to other Educational Resellers or other dealers, resellers, or redistribut[ors]. OCRA, ¶3(b); and

	Promises that the reseller’s rights in Educational Software Products used for demonstration purposes shall be subject to the terms and conditions of the respective EULA, which are hereby incorporated by reference. OCRA, ¶3(c).



In light of the fact that the OCRA in this case is substantially similar to the OCRA in One Stop, this Court agrees that the OCRA in the present case contains numerous restrictions on title that are imposed on the reseller, limiting the reseller’s ability to re-distribute Adobe software, and thereby conferring a license between Adobe and the reseller. It is clear to the Court that the terms of the OCRA substantially and undeniably interfere with a reseller’s ability to distribute and/or convey title to the products in question. 17 U.S.C. §106.

343

c. Softman v. Adobe

Stargate, however, cites Softman Products Company v. Adobe Systems Inc., 171 F. Supp. 2d 1075 (C.D. Cal. 2001) for the proposition that the OCRA in this case constitutes a sale, rather than a license. In Softman, a case arising out of the United States District Court for the Central District of California, Softman, a computer software distributor[,] brought an action against Adobe. Adobe counterclaimed, alleging copyright infringement. Adobe claimed that Softman distributed unauthorized copies of Adobe software, including Adobe’s Educational software and illegally unbundled Adobe “Collections.” The court stated, “If a transaction involves a single payment giving the buyer an unlimited period in which it has a right to possession, the transaction is a sale.” Id. at 1086. The Softman court held the nature of the transaction between Adobe and its distributor was a sale and Softman was thus protected by the first sale doctrine.

This Court respectfully declines to adopt the Softman analysis. Although the court in Softman[] stated, “The Court understands fully why licensing has many advantages for software publishers,” it concluded that the transaction between the parties constituted a sale. Id. at 1087. In this case, however, the Court reaches a different conclusion.

The facts involved in Softman are distinguishable from this case. The court in Softman dealt with the question of whether the purchaser of a retail collection of Adobe software can re-distribute the collection’s constituent parts. Softman, 171 F. Supp. 2d at 1079-80. In Softman, the court noted that the terms of the Adobe EULA prohibited licensees from transferring or assigning any individual Adobe product that was originally distributed as part of a Collection, unless it was transferred with all the software contained in that original Collection. Softman Products, 171 F. Supp. 2d at 1083. In Softman, it was uncontested by the Parties that the constituent parts were re-distributed in that prohibited manner. In contrast, the present case involves the re-distribution of Adobe software, with no substantial evidence of adulteration or the illegal unbundling of software.

Furthermore, this Court notes that, within the context of this case, when a “single payment” is made for a particular copy of software, the payment is being made for the value of the objectcode that is burned on the CD-ROM. Absent this “valuable” information and intellectual property, a CD-ROM would be almost worthless. The true economic value of the product is derived from the intellectual property embodied within it.

This Court notes that software is unique from other forms of copyrighted information. Technology and software, in particular, has [sic] radically transformed the way information is created and exchanged. Software fundamentally differs from more traditional forms of medium, such as print or phonographic materials, in that software can be both[] more readily and easily copied on a mass scale in an extraordinarily short amount of time and relatively inexpensively. One of the primary advantages of software, its ability to record, concentrate and convey information with unprecedented ease and speed, makes it extraordinarily vulnerable to illegal copying and piracy. This Court finds that it is important to acknowledge these special characteristics of the software industry and provide enhanced copyright protection for its inventors and developers.

Lastly, as a matter of general principle, this Court finds that no colorable reason exists in this case as to why Adobe and its distributors should be barred from characterizing the transaction that has been forged between them as a license. In light of the restrictions on title 344that have been incorporated into the OCRA, as well as the Parties’ free and willing consent to enter into and execute its terms, the Parties should be free to negotiate and/or set a price for the product being exchanged, as well as set the terms by which the product is exchanged. Gray v. American Exp. Co., 743 F.2d 10 (D.C. Cir. 1984). Fundamental to any free society is the liberty of its members to formulate contracts in accordance with the terms that they agree and consent to mutually execute. “The right to contract freely with the expectation that the contract shall endure according to its terms is as fundamental to the society as the right to write and to speak without restraint.” Blount v. Smith, 231 N.E.2d 301 (1967). While exceptions are made in the case of unfair or exploitive contracts, or where an inequitable end results as a result of the agreement, commercial parties are generally free to contract as they desire. Mellon Bank, N.A. v. Aetna Business Credit, Inc., 619 F.2d 1001 (3d Cir. 1980).

3. The EULA

Furthermore, the Court finds that Adobe’s EULA contains significant restrictions on title that provides [sic] additional evidence that the relevant transaction between Adobe and its distributors is a license, rather than a sale. For example, the EULA states the following:


	“THIS IS A CONTRACT. BY OPENING THIS PACKAGE YOU ACCEPT ALL THE TERMS AND CONDITIONS OF THIS AGREEMENT.” EULA, preamble.

	“This package contains software (‘Software’) and related explanatory written materials (‘Documentation’).” EULA, preamble.

	“Adobe grants to you a nonexclusive license to use the Software and Documentation, provided that you agree to the following.” EULA, preamble.

	“The Software is owned by Adobe and its suppliers.” EULA, ¶(2).



This Court in One Stop stated that, “…under the EULA the end user is only granted a license to use the software. Adobe’s specific incorporation of the EULA indicates that the reseller obtains a license. It would be incongruous to conclude that educational resellers are owners of the Adobe educational versions, while the end users who the resellers distribute to are granted a mere license.” One Stop Micro, 84 F. Supp. 2d at 1091.

Due to the substantially similar nature and terms of the EULA in both cases, this Court adopts the analysis used in One Stop. Like the EULA in One Stop, the EULA in this case maintains numerous restrictions on title with respect to the end user. Furthermore, it clearly states at the top of the agreement that it is a license agreement. Though[] the EULA is packaged inside the box, the end user is given the opportunity to return the package if he or she is not in agreement with the terms of the contract. It is clear that Adobe, through the express terms of its EULA, intended and attempted openly and in good faith to maintain proprietary ownership over its product, as well as preserve its rights to title.

The Court, therefore, concludes that based on the clear and unambiguous language of the relevant contracts, coupled with the multiple restrictions on title placed on the reseller in the above agreements, the transaction should be characterized as a license, rather than a sale.

* * *
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Questions

1. General Discussion Questions

1.1 Assess the effect on the software industry if the courts in Vernor or Stargate, respectively, had reached different results. What would change for software developers? For distributors? For users? For open source software?

1.2 Do you think that “first sale” should be treated differently with respect to distributors and end users of software?

1.3 How does the Vernor case’s license/first sale test fit open source licensing?

1.4 Should Congress pass legislation to amend the copyright first sale doctrine to reverse the results in Vernor and Stargate?

1.5 How does the U.S. Supreme Court’s 2016 ruling on patent exhaustion in Lexmark v. Impression Products relate to downstream software licensing?23

2. Litigation Questions

2.1 After reading the Vernor case, what evidence would you use to show that a transaction is a license?

2.2 When can a licensor claim breach of contract and when can the licensor claim copyright infringement for violation of a software license? What difference does that make?

3. Business Law Questions

3.1 If you were advising Autodesk about improving its licensing practices, what would you advise?

3.2 If you were advising Adobe about improving its licensing practices, what would you advise?

Exercises

1. Write a client memo advising Autodesk about improving its licensing practices.

2. Write a client memo advising Adobe about improving its licensing practices.

4. Contract Formation

Next, you will read cases that challenge the enforceability of EULAs based on the user’s inadequate opportunity to review the license and manifest assent in a meaningful way.
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ARIZONA RETAIL SYSTEMS, INC. v. THE SOFTWARE LINK, INC.

831 F. Supp. 759 (D. Ariz. 1993)

BROOMFIELD, District Judge.

Plaintiff Arizona Retail Systems, Inc. (ARS) has brought claims against Defendant The Software Link, Inc. (TSL) arising out of certain purchases by ARS of software from TSL. ARS has moved for partial summary judgment on the issue of whether TSL effectively disclaimed implied warranties and alleged oral representations through provisions in a license agreement that accompanied each delivery of software. TSL responded to ARS’s motion and filed a cross-motion for summary judgment, contending that, as a matter of law, the license agreement provides the exclusive remedy for plaintiff’s claims. The court heard oral argument on the parties’ motions on October 5, 1992, and now rules.

BACKGROUND

TSL designs and sells software. This lawsuit regards the sale of a software operating system designed and sold by TSL known as PC-MOS. PC-MOS is designed to allow multi-user systems to access software applications from a central host computer, thereby eliminating the need to purchase individual software for each user.

ARS is a value-added retailer that, among other things, configures, markets, and services multi-user computer systems. Sometime in 1989, ARS’ system manager, Allen Rude, contacted TSL to obtain information about PC-MOS. Approximately two years earlier, Rude had evaluated PC-MOS but, for a variety of performance-related reasons, decided not to purchase the system. Rude contacted TSL in 1989 because he had seen a magazine advertisement for an updated version of PC-MOS.

TSL telefaxed to Rude various advertisements and other promotional literature describing the new version of PC-MOS. The literature stated that the program was now operational and compatible as a multi-user operating system. Rude claims that he interpreted these representations to mean that the problems present in the earlier version had been corrected. The representations interested Rude because ARS had clients in need of an effective program to support multi-user networks.

After reading the information sent by TSL, Rude contacted TSL and discussed the updated PC-MOS with TSL employees. The contents of the discussion are debated. TSL alleges that PC-MOS was discussed only in general terms; ARS contends that the employees assured Rude that the software would be compatible with DOS operated programs and that the problems with the earlier version of PC-MOS had been corrected. In addition, ARS contends Rude informed TSL of the specific type of system ARS wanted to support with PC-MOS and that TSL representatives assured Rude that PC-MOS would work with that system.

Rude ultimately ordered a copy of PC-MOS. It is unclear whether Rude ordered an evaluative copy of the system, which came with a live copy of the system, or whether Rude ordered a live copy and an evaluative copy accompanied the live copy. In any case, the materials Rude received stated that ARS could return the materials after a specified time period if ARS was not satisfied. Rude admits that he did not decide to keep the live copy of PC-MOS until he tested the evaluation disk. The materials were wrapped in “shrink wrap” plastic, upon which was fixed a Limited Use License Agreement. The Limited Use License 347Agreement (license agreement) included, among other things, the following provisions relevant to this case.


	A clause stating that the customer has not purchased the software itself, but merely has obtained a personal, non-transferable license to use the program;

	a disclaimer of all warranties, except for a warranty covering physical defects in the program disks;

	a clause purporting to limit the purchaser’s remedies to repair and replacement of defective disks, and to exclude all liability for damages caused by using the program;

	an integration clause providing that the license was the final and complete expression of the parties’ agreement;

	a provision prohibiting the assignment of the program or license without the express prior consent of TSL; and

	a provision purporting to trigger the purchaser’s acceptance of the license upon opening the package.



After evaluating the system for about two hours, Rude decided to keep the system. Rude admits that he read the license agreement but thought that it was unenforceable and incapable of overriding the specific representations made to him by TSL employees.

ARS purchased many copies of PC-MOS from TSL over the next year. With respect to these purchases, ARS usually initiated the procedure by telephoning TSL to place an order. During the order calls, ARS and TSL agreed on the specific goods to be shipped by TSL, the quantity of the goods, and the price for the goods. TSL then would ship the goods together with invoices. It does not appear to be disputed that neither party made any reference to the warranty disclaimers or liability limitations during either the calls or on the invoices. The license agreement, however, appeared on the face of the packaging of each set of software sent by TSL to ARS.

ARS contends that it installed PC-MOS into a number of multi-user systems, which ARS then sold to clients. Some of the clients, particularly the Kimball and Curry law firm in Phoenix (K & C), experienced significant problems with their systems. K & C’s first set of problems involved PC-MOS’s incompatibility with WordPerfect, the word processing software installed by ARS. Specifically, PC-MOS allegedly degraded WordPerfect performance speed as well as various WordPerfect printing functions. In response to the complaints about performance speed and printing functions, TSL suggested that ARS purchase additional software to upgrade the PC-MOS system. In reliance on these representations, ARS purchased the upgrade packages.

The upgrade packages, however, caused a whole new set of problems. K & C suffered, among other things, frequent, random lock-ups of its system that resulted in the loss of hundreds of pages of documents. ARS kept in constant contact with TSL about the problems and TSL allegedly encouraged ARS to continue to correct any problems with the system and repeatedly assured ARS that any problems could be solved. After several months, ARS abandoned the repair effort. This suit eventually followed.

Apparently, TSL’s software for multi-user systems has come under fire elsewhere as well. In Step-Saver Data Systems v. Wyse Technology, 939 F.2d 91 (3d Cir. 1991), the Third Circuit addressed facts very similar, though not identical, to the facts of this case. In Step-Saver, the 348Third Circuit ruled on the effect of the identical license agreement present in this case. The court ruled against TSL, holding that the license agreement did not constitute a part of the contract between the parties. ARS contends that Step-Saver is on point with this case in all material respects. TSL responds that the facts of this case are different than the facts before the Third Circuit.

LEGAL ANALYSIS

The parties appear to agree that Georgia law governs this dispute. Georgia has adopted all provisions of the Uniform Commercial Code that are relevant to this dispute. For sake of simplicity, the court when possible will refer to the relevant provisions in the U.C.C. rather than the corresponding provisions in the Georgia Code. Summary judgment is an appropriate device for resolving the issues presented by the parties because issues relating to contract formation and statutory construction are for the court. See Diamond Fruit Growers, Inc. v. Krack Corp., 794 F.2d 1440, 1442 (9th Cir. 1986).

A. The Relevant Provisions of the U. C.C.

An understanding of two U.C.C. provisions is necessary to resolve the issues before the court.

1. Section 2-207

Section 2-207 provides:

Additional Terms in Acceptance or Confirmation


(1) A definite and seasonable expression of acceptance or a written confirmation which is sent within a reasonable time operates as an acceptance even though it states terms additional to or different from those offered or agreed upon, unless acceptance is expressly made conditional on assent to the additional or different terms.

(2) The additional terms are to be construed as proposals for addition to the contract. Between merchants such terms become part of the contract unless:

(a) the offer expressly limits acceptance to the terms of the offer;

(b) they materially alter it; or

(c) notification of objection to them has already been given or is given within a reasonable time after notice of them is received.

(3) Conduct by both parties which recognizes the existence of a contract is sufficient to establish a contract for sale although the writings of the parties do not otherwise establish a contract. In such case the terms of the particular contract consist of those terms on which the writings of the parties agree, together with any supplementary terms incorporated under any other provisions of the [Code].



The drafters of the Uniform Commercial Code when adopting section 2-207 sought to abolish certain common law rules that made little sense in light of modern business practices. In the average case, a buyer makes an offer to purchase which a seller accepts either by tendering the desired goods or by promising to tender the desired goods at a certain time. The commercial world, however, has altered this basic process by injecting the regular use of 349forms into the buying and selling processes. Invoices, purchase orders, and confirmatory memoranda are passed between the parties to a contract and often contain terms, conditions, and clauses favorable to the sending party. Thus, in the absence of an agreement drafted contemporaneously with the formation of a contract that contains all the terms desired by each of the parties, it becomes very important to determine how the terms in the forms should be treated.

Before enactment of the Code, the courts held that each time a form was exchanged as part of an acceptance, a counter-offer was made if the terms of the form varied in any way from the terms of the original offer. If the original offeror proceeded with the contract despite the differing terms of the supposed acceptance, he would, by performance, constructively accept the “counter-offer” and be bound by its terms. See Step-Saver, 939 F.2d at 99. As a result, the terms of the party who sent the last form, typically the seller, would become the terms of the parties’ contract. The drafters of the Uniform Commercial Code recognized that this result made little sense, and thus formulated rules defining what constituted an “acceptance” and how to treat terms that differed in forms exchanged by the parties.

In essence, section 2-207, in many cases, turns what used to be counter-offers into acceptances. If, when responding to an offer, a party generally accepts the offer but adds some additional or inconsistent terms, the response nevertheless is considered an acceptance and the Code provides special rules as to how to treat the additional or inconsistent terms. The Code requires sellers who express general agreement with an offer, but who do not wish to consent to the offer unless certain terms are included in the agreement, to state expressly that their “acceptances” essentially are counter-offers.

Section 2-207 thus controls the situation in which the parties at some point in time come to a general agreement but have failed, in that oral or written agreement, to come to a mutual understanding on various terms requested by the parties. Under such circumstances, a contract is formed when the parties reach the general agreement and all other material terms not agreed upon are supplied by the Code’s “gap fillers.” See U.C.C. §2-207(3)

2. Section 2-209

Section 2-207 addresses situations in which various terms proposed by the parties in the offer and acceptances processes were not agreed upon before the contract was formed under section 2-207(1).24 Section 2-209 picks up where section 2-207 leaves off — i.e., after the formation of the contract. Section 2-209 thus sets forth rules for modifications of existing sales contracts.

B. The Initial Purchase

The parties treat the issues in this case as if only one contract existed between the parties. It appears to the court that the parties actually engaged in a number of separate contracts, and that the first contract entered into by the parties involves facts and circumstances materially different than the subsequent contracts. The court, therefore, will evaluate the initial purchase of software separately from the subsequent purchases, which appear to all have been conducted under similar circumstances.
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The facts surrounding ARS’s initial order of PC-MOS are not entirely clear. Whether Rude ordered an evaluation diskette from TSL or whether Rude ordered a regular software package that came with the evaluation diskette cannot be determined from the papers. To the extent that Rude ordered an evaluation diskette that came accompanied with a regular diskette, which Rude accepted by not returning, a different issue is presented with respect to the initial order of PC-MOS than with respect to the subsequent orders. Nevertheless, because it appears to the court that Rude did order an evaluation disk with the intent to first test the system, see Def. SoF pp. 4-5; Pl. SoF ¶11, the court has analyzed the effect of the license agreement on the initial transaction separately from the effect of the license agreement on subsequent transactions.

The court holds that if ARS requested an evaluation diskette and then, by keeping the live disk, agreed to purchase the copy of PC-MOS that accompanied the evaluation diskette after evaluating PC-MOS, the license agreement applies to the initial transaction. Under such facts, the contract was not formed when TSL shipped the goods but rather only after ARS opened the shrink wrap on the live version of PC–MOS which ARS had notice would result in a contract being formed.

The court’s decision in this respect is not inconsistent with Step-Saver. The Step-Saver court addressed the situation in which a contract had been formed by the conduct of the parties — i.e., through the ordering and shipping of the agreed-upon goods — but the goods arrived with the license agreement affixed. In such cases, the contract is formed before the purchaser becomes aware of the seller’s insistence on certain terms.

With respect to the initial purchase in this case, TSL made the offer by including the live copy of PC-MOS with the evaluation diskette. The live copy appears to have been sealed in an envelope, the outside of which stated that by opening the envelope the user acknowledges “acceptance of this product, and [consents] to all the provisions [of] the Limited Use License Agreement.” Def. SoF ¶¶11-12. ARS, therefore, accepted TSL’s offer on TSL’s terms when the envelope was opened. Cf. McCrimmon v. Tandy Corp., 202 Ga. App. 233, 414 S.E.2d 15 (1991) (holding that warranty disclaimers that are insisted upon by the seller at the time of sale become part of the agreement between the parties).

C. The Subsequent Purchases

The circumstances surrounding the subsequent purchases are very similar to the circumstances present in Step-Saver. See 939 F.2d at 95-96. ARS typically contacted TSL and ordered copies of PC-MOS over the telephone. During the order calls, the parties agreed on the specific goods to be shipped, the quantity of goods, and the price for the goods. TSL would accept the orders and promise to ship them promptly, and thereafter would ship the goods together with invoices. Although the parties apparently never discussed the license agreement, each copy of PC-MOS would have the license agreement attached to its packaging.

TSL makes three arguments as to why the license agreement is part of the agreement between the parties. First, TSL argues that the license agreement constituted a proposed modification of the original contract pursuant to U.C.C. §2-209, and that ARS accepted the modification by opening the shrink wrap package. Second, TSL argues that the license agreement constituted a conditional acceptance of ARS’s offer to purchase, and that ARS 351accepted TSL’s conditional acceptance by opening the shrink wrap package. Third, TSL argues that if the court applies U.C.C. §2-207 to this dispute as did the Step–Saver court, the court should hold that the terms of the warranty terms of the license agreement became part of the contract between the parties because the terms were not material.

1. The License Agreement as a Proposed Modification Under U. C.C. §2-209

To the extent that the parties had entered into an agreement before ARS opened the shrink wrap package, the license agreement would constitute a proposal for modification of the agreement pursuant to section 2-209. Section 2-209 requires assent to proposed modifications and this court, like the court in Step–Saver, concludes that the assent must be express and cannot be inferred merely from a party’s conduct in continuing with the agreement. ARS, like Step–Saver, did not expressly assent to the modification and the Step– Saver court made clear that merely continuing with a contract does not constitute assent. Id. at 98-99. TSL has cited no authority to contradict this interpretation of section 2-209 and this court concludes that the Third Circuit correctly decided the issue. TSL’s argument based on section 2-209, therefore, is rejected.

2. The License Agreement as a Conditional Acceptance

TSL argues that the license agreement’s terms should control because language in the license agreement expressly made TSL’s acceptance conditional. Thus, TSL apparently contends that it did not enter into contracts with ARS until ARS opened each individual software package.

The Step–Saver court acknowledged but did not decide the issue of whether a conditional acceptance analysis applies when a contract has been established by performance. Id. at 101. The Step–Saver court assumed that a party could accept conditionally even when acceptance had been made by performance but went on to hold, after analyzing the license agreement’s terms and the importance of those terms to TSL, that TSL’s acceptance in that case clearly had not been conditional. Id. at 102-03. This court reaches the same result as the Step-Saver court but does not find it necessary to conduct a conditional acceptance analysis because TSL already had accepted ARS’s offer before TSL presented ARS with the license agreement. In other words, the court does not believe that the license agreement in this case could constitute a conditional acceptance regardless of its terms or the importance of those terms to TSL.

By agreeing to ship the goods to ARS, or, at the latest, by shipping the goods, TSL entered into a contract with ARS. See, e.g., McJunkin v. Mechanicals, Inc., 888 F.2d 481, 488 (6th Cir. 1989); Lee v. Sheller Globe Corp., 661 F. Supp. 6, 7 (S.D. Miss. 1986). After entering into the contract, TSL was not free to treat the license agreement as a conditional acceptance, which is essentially a counter-offer. The license agreement thus is best seen as a proposal to modify the contract between the parties, which, as the court has discussed, was not effective because ARS never specifically assented to the proposed terms. See U.C.C. §2-209; Step-Saver, 939 F.2d at 98-99.

As the court’s analysis indicates, a conditional acceptance analysis very rarely is appropriate in cases in which a contract has been formed, at the latest, by performance, but the goods arrive with conditions attached. See Bergquist Co. v. Sunroc Corp., 777 F. Supp. 3521236, 1242 n.4 (E.D. Pa. 1991). The Step-Saver court based its assumption that conditional acceptance is possible in cases such as this on the language of the comment corresponding to U.C.C. §2-207. The comment states:


2. Under this Article a proposed deal which in commercial understanding has in fact been closed is recognized as a contract. Therefore, any additional matter contained in the confirmation or in the acceptance falls within subsection (2) and must be regarded as a proposal for an added term unless the acceptance is made conditional on the acceptance of the additional or different terms. U.C.C. §2-207 cmt.



This court concludes that the emphasized portion of the comment simply means that if the actual acceptance in the case is made conditional, then subsection (2), which governs situations in which forms have been exchanged that do not agree, does not apply. The comment does not state that a conditional acceptance analysis should be applied in cases in which acceptance was by performance and a later writing seeks to add terms to the agreement.

The court, therefore, rejects TSL’s argument that the license agreement constituted a conditional acceptance. The court is very reluctant, in light of the purposes underlying section 2-207 and the circumstances of this case, to interpret section 2-207 in such a way that a package disclaimer constitutes a conditional acceptance even though the disclaimer arrives after the parties have entered into an agreement for the sale of goods. The court believes that it is much more consistent with the policies underlying section 2-207 to assume that package disclaimers, that arrive only after the parties have reached a general agreement under section 2-207, constitute proposals to modify the agreement.

Section 2-207 was drafted to ensure neutrality between contracting parties — i.e., to ensure that a party, usually the selling party, does not gain an advantage merely by being the last one to send a form. See, e.g., Diamond Fruit Growers, 794 F.2d at 1444. To accept TSL’s argument in this case would allow TSL to profit by sending a last “form,” the terms of which could have been included in any original agreement between the parties. Id. Moreover, to accept TSL’s argument would allow TSL and other sellers to take advantage of the fact that purchasers often invest considerable time and money before ordering goods, and, therefore, are somewhat less likely to return goods once they arrive. Cf. Step-Saver, 939 F.2d at 102 (stating that this might be true). In addition, the realities of the workplace sometimes might be used unfairly against purchasers if TSL’s argument were accepted. In some cases ordered goods might never even be seen by the particular department or employee charged with ordering the goods or the goods might be needed as soon as they arrive. Requiring the seller to discuss terms it considers essential before the seller ships the goods is not unfair; the seller can protect itself by not shipping until it obtains assent to those terms it considers essential. See Diamond Fruit Growers, 794 F.2d at 1445. Finally, to the extent that the court’s decision results in important terms such as warranties being implied by the Code, no harm to public policy is done because the implied terms of the code are presumably equitable. See id.
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3. TSL’s Argument that the Terms of the License Agreement Were not Material and, therefore, Automatically Are Incorporated into the Party’s Agreement

In Step-Saver, TSL argued, as it does before this court, that the warranty terms included in the license agreement are not material terms and, therefore, pursuant to section 2-207(2), the terms automatically became part of the agreement between the parties. The Step-Saver court rejected this exact argument and so does this court. Step-Saver, 939 F.2d at 105; see also Sunroc Corp., 777 F. Supp. at 1248.

CONCLUSION

Thus, the court concludes that the terms of the license agreement are not applicable. In all material respects, the subsequent purchases in this case are equivalent to the purchases in Step-Saver. This court finds that regardless of whether the terms of the license agreement are treated as proposals for additional terms under U.C.C. §2-207, or proposals for modification under U.C.C. §2-209, the terms of the license agreement are not a part of the agreement between the parties. See U.C.C. §§2-207(2)(b); 2-209. Having not expressly agreed to the terms of the agreement, ARS was not bound by those terms.

Partial summary judgment in favor of ARS, therefore, is appropriate on the issue of whether the license agreement was part of the contracts between TSL and ARS subsequent to ARS’s initial purchase of PC-MOS.

IT IS ORDERED granting Plaintiff ARS’s partial motion for summary judgment with respect to the subsequent orders of PC-MOS, and denying ARS’s motion with respect to the initial purchase of PC-MOS (Doc. 15).

IT IS FURTHER ORDERED granting Defendant TSL’s partial cross-motion for summary judgment with respect to the initial purchase of PC-MOS, and denying TSL’s motion with respect to all subsequent orders (Doc. 24).

* * *

Procd, Inc. v. Matthew Zeidenberg

86 F.3d 1447 (7th Cir. 1996)

EASTERBROOK, Circuit Judge.

Must buyers of computer software obey the terms of shrinkwrap licenses? The district court held not, for two reasons: first, they are not contracts because the licenses are inside the box rather than printed on the outside; second, federal law forbids enforcement even if the licenses are contracts. 908 F. Supp. 640 (W.D. Wis. 1996). The parties and numerous amici curiae have briefed many other issues, but these are the only two that matter — and we disagree with the district judge’s conclusion on each. Shrinkwrap licenses are enforceable unless their terms are objectionable on grounds applicable to contracts in general (for example, if they violate a rule of positive law, or if they are unconscionable). Because no one argues that the terms of the license at issue here are troublesome, we remand with instructions to enter judgment for the plaintiff.
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I

ProCD, the plaintiff, has compiled information from more than 3,000 telephone directories into a computer database. We may assume that this database cannot be copyrighted, although it is more complex, contains more information (nine-digit zip codes and census industrial codes), is organized differently, and therefore is more original than the single alphabetical directory at issue in Feist Publications, Inc. v. Rural Telephone Service Co., 499 U.S. 340, 111 S. Ct. 1282, 113 L.Ed.2d 358 (1991). See Paul J. Heald, The Vices of Originality, 1991 Sup.Ct. Rev. 143, 160-68. ProCD sells a version of the database, called SelectPhone (trademark), on CD-ROM discs. (CD-ROM means “compact disc — read only memory.” The “shrinkwrap license” gets its name from the fact that retail software packages are covered in plastic or cellophane “shrinkwrap,” and some vendors, though not ProCD, have written licenses that become effective as soon as the customer tears the wrapping from the package. Vendors prefer “end user license,” but we use the more common term.) A proprietary method of compressing the data serves as effective encryption too. Customers decrypt and use the data with the aid of an application program that ProCD has written. This program, which is copyrighted, searches the database in response to users’ criteria (such as “find all people named Tatum in Tennessee, plus all firms with ‘Door Systems’ in the corporate name”). The resulting lists (or, as ProCD prefers, “listings”) can be read and manipulated by other software, such as word processing programs.

The database in SelectPhone (trademark) cost more than $10 million to compile and is expensive to keep current. It is much more valuable to some users than to others. The combination of names, addresses, and SIC codes enables manufacturers to compile lists of potential customers. Manufacturers and retailers pay high prices to specialized information intermediaries for such mailing lists; ProCD offers a potentially cheaper alternative. People with nothing to sell could use the database as a substitute for calling long distance information, or as a way to look up old friends who have moved to unknown towns, or just as an electronic substitute for the local phone book. ProCD decided to engage in price discrimination, selling its database to the general public for personal use at a low price (approximately $150 for the set of five discs) while selling information to the trade for a higher price. It has adopted some intermediate strategies too: access to the SelectPhone (trademark) database is available via the America Online service for the price America Online charges to its clients (approximately $3 per hour), but this service has been tailored to be useful only to the general public.

If ProCD had to recover all of its costs and make a profit by charging a single price — that is, if it could not charge more to commercial users than to the general public — it would have to raise the price substantially over $150. The ensuing reduction in sales would harm consumers who value the information at, say, $200. They get consumer surplus of $50 under the current arrangement but would cease to buy if the price rose substantially. If because of high elasticity of demand in the consumer segment of the market the only way to make a profit turned out to be a price attractive to commercial users alone, then all consumers would lose out — and so would the commercial clients, who would have to pay more for the listings because ProCD could not obtain any contribution toward costs from the consumer market.

To make price discrimination work, however, the seller must be able to control arbitrage. An air carrier sells tickets for less to vacationers than to business travelers, using advance 355purchase and Saturday-night-stay requirements to distinguish the categories. A producer of movies segments the market by time, releasing first to theaters, then to pay-per-view services, next to the videotape and laserdisc market, and finally to cable and commercial tv. Vendors of computer software have a harder task. Anyone can walk into a retail store and buy a box. Customers do not wear tags saying “commercial user” or “consumer user.” Anyway, even a commercial-user-detector at the door would not work, because a consumer could buy the software and resell to a commercial user. That arbitrage would break down the price discrimination and drive up the minimum price at which ProCD would sell to anyone.

Instead of tinkering with the product and letting users sort themselves — for example, furnishing current data at a high price that would be attractive only to commercial customers, and two-year-old data at a low price — ProCD turned to the institution of contract. Every box containing its consumer product declares that the software comes with restrictions stated in an enclosed license. This license, which is encoded on the CD-ROM disks as well as printed in the manual, and which appears on a user’s screen every time the software runs, limits use of the application program and listings to non-commercial purposes.

Matthew Zeidenberg bought a consumer package of SelectPhone (trademark) in 1994 from a retail outlet in Madison, Wisconsin, but decided to ignore the license. He formed Silken Mountain Web Services, Inc., to resell the information in the SelectPhone (trademark) database. The corporation makes the database available on the Internet to anyone willing to pay its price — which, needless to say, is less than ProCD charges its commercial customers. Zeidenberg has purchased two additional SelectPhone (trademark) packages, each with an updated version of the database, and made the latest information available over the World Wide Web, for a price, through his corporation. ProCD filed this suit seeking an injunction against further dissemination that exceeds the rights specified in the licenses (identical in each of the three packages Zeidenberg purchased). The district court held the licenses ineffectual because their terms do not appear on the outside of the packages. The court added that the second and third licenses stand no different from the first, even though they are identical, because they might have been different, and a purchaser does not agree to — and cannot be bound by — terms that were secret at the time of purchase. 908 F. Supp. at 654.

II

Following the district court, we treat the licenses as ordinary contracts accompanying the sale of products, and therefore as governed by the common law of contracts and the Uniform Commercial Code. Whether there are legal differences between “contracts” and “licenses” (which may matter under the copyright doctrine of first sale) is a subject for another day. See Microsoft Corp. v. Harmony Computers & Electronics, Inc., 846 F. Supp. 208 (E.D.N.Y.1994). Zeidenberg does not argue that Silken Mountain Web Services is free of any restrictions that apply to Zeidenberg himself, because any effort to treat the two parties as distinct would put Silken Mountain behind the eight ball on ProCD’s argument that copying the application program onto its hard disk violates the copyright laws. Zeidenberg does argue, and the district court held, that placing the package of software on the shelf is an “offer,” which the customer “accepts” by paying the asking price and leaving the store with the goods. Peeters v. State, 154 Wis. 111, 142 N.W. 181 (1913). In Wisconsin, as elsewhere, a contract includes only the terms on which the parties have agreed. One cannot agree to hidden terms, the judge 356concluded. So far, so good — but one of the terms to which Zeidenberg agreed by purchasing the software is that the transaction was subject to a license. Zeidenberg’s position therefore must be that the printed terms on the outside of a box are the parties’ contract — except for printed terms that refer to or incorporate other terms. But why would Wisconsin fetter the parties’ choice in this way? Vendors can put the entire terms of a contract on the outside of a box only by using microscopic type, removing other information that buyers might find more useful (such as what the software does, and on which computers it works), or both. The “Read Me” file included with most software, describing system requirements and potential incompatibilities, may be equivalent to ten pages of type; warranties and license restrictions take still more space. Notice on the outside, terms on the inside, and a right to return the software for a refund if the terms are unacceptable (a right that the license expressly extends), may be a means of doing business valuable to buyers and sellers alike. See E. Allan Farnsworth, 1 Farnsworth on Contracts §4.26 (1990); Restatement (2d) of Contracts §211 comment a (1981) (“Standardization of agreements serves many of the same functions as standardization of goods and services; both are essential to a system of mass production and distribution. Scarce and costly time and skill can be devoted to a class of transactions rather than the details of individual transactions.”). Doubtless a state could forbid the use of standard contracts in the software business, but we do not think that Wisconsin has done so.

Transactions in which the exchange of money precedes the communication of detailed terms are common. Consider the purchase of insurance. The buyer goes to an agent, who explains the essentials (amount of coverage, number of years) and remits the premium to the home office, which sends back a policy. On the district judge’s understanding, the terms of the policy are irrelevant because the insured paid before receiving them. Yet the device of payment, often with a “binder” (so that the insurance takes effect immediately even though the home office reserves the right to withdraw coverage later), in advance of the policy, serves buyers’ interests by accelerating effectiveness and reducing transactions costs. Or consider the purchase of an airline ticket. The traveler calls the carrier or an agent, is quoted a price, reserves a seat, pays, and gets a ticket, in that order. The ticket contains elaborate terms, which the traveler can reject by canceling the reservation. To use the ticket is to accept the terms, even terms that in retrospect are disadvantageous. See Carnival Cruise Lines, Inc. v. Shute, 499 U.S. 585, 111 S. Ct. 1522, 113 L. Ed. 2d 622 (1991); see also Vimar Seguros y Reaseguros, S.A. v. M/V Sky Reefer, 515 U.S. 528, 115 S. Ct. 2322, 132 L. Ed. 2d 462 (1995) (bills of lading). Just so with a ticket to a concert. The back of the ticket states that the patron promises not to record the concert; to attend is to agree. A theater that detects a violation will confiscate the tape and escort the violator to the exit. One could arrange things so that every concertgoer signs this promise before forking over the money, but that cumbersome way of doing things not only would lengthen queues and raise prices but also would scotch the sale of tickets by phone or electronic data service.

Consumer goods work the same way. Someone who wants to buy a radio set visits a store, pays, and walks out with a box. Inside the box is a leaflet containing some terms, the most important of which usually is the warranty, read for the first time in the comfort of home. By Zeidenberg’s lights, the warranty in the box is irrelevant; every consumer gets the standard warranty implied by the UCC in the event the contract is silent; yet so far as we are aware no state disregards warranties furnished with consumer products. Drugs come with a list of 357ingredients on the outside and an elaborate package insert on the inside. The package insert describes drug interactions, contraindications, and other vital information — but, if Zeidenberg is right, the purchaser need not read the package insert, because it is not part of the contract.

Next consider the software industry itself. Only a minority of sales take place over the counter, where there are boxes to peruse. A customer may place an order by phone in response to a line item in a catalog or a review in a magazine. Much software is ordered over the Internet by purchasers who have never seen a box. Increasingly software arrives by wire. There is no box; there is only a stream of electrons, a collection of information that includes data, an application program, instructions, many limitations (“MegaPixel 3.14159 cannot be used with BytePusher 2.718”), and the terms of sale. The user purchases a serial number, which activates the software’s features. On Zeidenberg’s arguments, these unboxed sales are un-fettered by terms — so the seller has made a broad warranty and must pay consequential damages for any shortfalls in performance, two “promises” that if taken seriously would drive prices through the ceiling or return transactions to the horseand-buggy age.

According to the district court, the UCC does not countenance the sequence of money now, terms later. (Wisconsin’s version of the UCC does not differ from the Official Version in any material respect, so we use the regular numbering system. Wis. Stat. §402.201 corresponds to UCC §2-201, and other citations are easy to derive.) One of the court’s reasons — that by proposing as part of the draft Article 2B a new UCC §2-2203 that would explicitly validate standard-form user licenses, the American Law Institute and the National Conference of Commissioners on Uniform Laws have conceded the invalidity of shrinkwrap licenses under current law, see 908 F. Supp. at 655-56 — depends on a faulty inference. To propose a change in a law’s text is not necessarily to propose a change in the law’s effect. New words may be designed to fortify the current rule with a more precise text that curtails uncertainty. To judge by the flux of law review articles discussing shrinkwrap licenses, uncertainty is much in need of reduction — although businesses seem to feel less uncertainty than do scholars, for only three cases (other than ours) touch on the subject, and none directly addresses it. See Step-Saver Data Systems, Inc. v. Wyse Technology, 939 F.2d 91 (3d Cir.1991); Vault Corp. v. Quaid Software Ltd., 847 F.2d 255, 268-70 (5th Cir.1988); Arizona Retail Systems, Inc. v. Software Link, Inc., 831 F. Supp. 759 (D. Ariz.1993). As their titles suggest, these are not consumer transactions. Step-Saver is a battle-of-the-forms case, in which the parties exchange incompatible forms and a court must decide which prevails. See Northrop Corp. v. Litronic Industries, 29 F.3d 1173 (7th Cir. 1994) (Illinois law); Douglas G. Baird & Robert Weisberg, Rules, Standards, and the Battle of the Forms: A Reassessment of §2-207, 68 Va. L. Rev. 1217, 1227-31 (1982). Our case has only one form; UCC §2-207 is irrelevant. Vault holds that Louisiana’s special shrinkwrap-license statute is preempted by federal law, a question to which we return. And Arizona Retail Systems did not reach the question, because the court found that the buyer knew the terms of the license before purchasing the software.

What then does the current version of the UCC have to say? We think that the place to start is §2-204(1): “A contract for sale of goods may be made in any manner sufficient to show agreement, including conduct by both parties which recognizes the existence of such a contract.” A vendor, as master of the offer, may invite acceptance by conduct, and may propose limitations on the kind of conduct that constitutes acceptance. A buyer may accept 358by performing the acts the vendor proposes to treat as acceptance. And that is what happened. ProCD proposed a contract that a buyer would accept by using the software after having an opportunity to read the license at leisure. This Zeidenberg did. He had no choice, because the software splashed the license on the screen and would not let him proceed without indicating acceptance. So although the district judge was right to say that a contract can be, and often is, formed simply by paying the price and walking out of the store, the UCC permits contracts to be formed in other ways. ProCD proposed such a different way, and without protest Zeidenberg agreed. Ours is not a case in which a consumer opens a package to find an insert saying “you owe us an extra $10,000” and the seller files suit to collect. Any buyer finding such a demand can prevent formation of the contract by returning the package, as can any consumer who concludes that the terms of the license make the software worth less than the purchase price. Nothing in the UCC requires a seller to maximize the buyer’s net gains.

Section 2-606, which defines “acceptance of goods”, reinforces this understanding. A buyer accepts goods under §2-606(1)(b) when, after an opportunity to inspect, he fails to make an effective rejection under §2-602(1). ProCD extended an opportunity to reject if a buyer should find the license terms unsatisfactory; Zeidenberg inspected the package, tried out the software, learned of the license, and did not reject the goods. We refer to §2-606 only to show that the opportunity to return goods can be important; acceptance of an offer differs from acceptance of goods after delivery, see Gillen v. Atalanta Systems, Inc., 997 F.2d 280, 284 n.1 (7th Cir. 1993); but the UCC consistently permits the parties to structure their relations so that the buyer has a chance to make a final decision after a detailed review.

Some portions of the UCC impose additional requirements on the way parties agree on terms. A disclaimer of the implied warranty of merchantability must be “conspicuous.” UCC §2-316(2), incorporating UCC §1-201(10). Promises to make firm offers, or to negate oral modifications, must be “separately signed.” UCC §§2-205, 2-209(2). These special provisos reinforce the impression that, so far as the UCC is concerned, other terms may be as inconspicuous as the forum-selection clause on the back of the cruise ship ticket in Carnival Lines. Zeidenberg has not located any Wisconsin case — for that matter, any case in any state — holding that under the UCC the ordinary terms found in shrinkwrap licenses require any special prominence, or otherwise are to be undercut rather than enforced. In the end, the terms of the license are conceptually identical to the contents of the package. Just as no court would dream of saying that SelectPhone (trademark) must contain 3,100 phone books rather than 3,000, or must have data no more than 30 days old, or must sell for $100 rather than $150 — although any of these changes would be welcomed by the customer, if all other things were held constant — so, we believe, Wisconsin would not let the buyer pick and choose among terms. Terms of use are no less a part of “the product” than are the size of the database and the speed with which the software compiles listings. Competition among vendors, not judicial revision of a package’s contents, is how consumers are protected in a market economy. Digital Equipment Corp. v. Uniq Digital Technologies, Inc., 73 F.3d 756 (7th Cir. 1996). ProCD has rivals, which may elect to compete by offering superior software, monthly updates, improved terms of use, lower price, or a better compromise among these elements. As we stressed above, adjusting terms in buyers’ favor might help Matthew Zeidenberg today 359(he already has the software) but would lead to a response, such as a higher price, that might make consumers as a whole worse off.

REVERSED AND REMANDED.

Specht v. Netscape Communications Corp.

306 F.3d 17 (2d Cir. 2002)

SOTOMAYOR, Circuit Judge.

I. FACTS

….

In the time period relevant to this litigation, Netscape offered on its website various software programs, including Communicator and SmartDownload, which visitors to the site were invited to obtain free of charge. It is undisputed that five of the six named plaintiffs — Michael Fagan, John Gibson, Mark Gruber, Sean Kelly, and Sherry Weindorf — downloaded Communicator from the Netscape website. These plaintiffs acknowledge that when they proceeded to initiate installation of Communicator, they were automatically shown a scrollable text of that program’s license agreement and were not permitted to complete the installation until they had clicked on a “Yes” button to indicate that they accepted all the license terms. If a user attempted to install Communicator without clicking “Yes,” the installation would be aborted. All five named user plaintiffs expressly agreed to Communicator’s license terms by clicking “Yes.” The Communicator license agreement that these plaintiffs saw made no mention of SmartDownload or other plug-in programs, and stated that “[t]hese terms apply to Netscape Communicator and Netscape Navigator” and that “all disputes relating to this Agreement (excepting any dispute relating to intellectual property rights)” are subject to “binding arbitration in Santa Clara County, California.”

Although Communicator could be obtained independently of SmartDownload, all the named user plaintiffs, except Fagan, downloaded and installed Communicator in connection with downloading SmartDownload. Each of these plaintiffs allegedly arrived at a Netscape webpage captioned “SmartDownload Communicator” that urged them to “Download With Confidence Using SmartDownload!” At or near the bottom of the screen facing plaintiffs was the prompt “Start Download” and a tinted button labeled “Download.” By clicking on the button, plaintiffs initiated the download of SmartDownload. Once that process was complete, SmartDownload, as its first plug-in task, permitted plaintiffs to proceed with downloading and installing Communicator, an operation that was accompanied by the clickwrap display of Communicator’s license terms described above.

The signal difference between downloading Communicator and downloading SmartDownload was that no clickwrap presentation accompanied the latter operation. Instead, once plaintiffs Gibson, Gruber, Kelly, and Weindorf had clicked on the “Download” button located at or near the bottom of their screen, and the downloading of SmartDownload was complete, these plaintiffs encountered no further information about the plug-in program or the existence of license terms governing its use. The sole reference to SmartDownload’s license terms on the “SmartDownload Communicator” webpage was located in text that would have become visible to plaintiffs only if they had scrolled down to the next screen.
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Had plaintiffs scrolled down instead of acting on defendants’ invitation to click on the “Download” button, they would have encountered the following invitation: “Please review and agree to the terms of the Netscape SmartDownload software license agreement before downloading and using the software.” Plaintiffs Gibson, Gruber, Kelly, and Weindorf averred in their affidavits that they never saw this reference to the SmartDownload license agreement when they clicked on the “Download” button. They also testified during depositions that they saw no reference to license terms when they clicked to download SmartDownload, although under questioning by defendants’ counsel, some plaintiffs added that they could not “remember” or be “sure” whether the screen shots of the SmartDownload page attached to their affidavits reflected precisely what they had seen on their computer screens when they downloaded SmartDownload.

In sum, plaintiffs Gibson, Gruber, Kelly, and Weindorf allege that the process of obtaining SmartDownload contrasted sharply with that of obtaining Communicator. Having selected SmartDownload, they were required neither to express unambiguous assent to that program’s license agreement nor even to view the license terms or become aware of their existence before proceeding with the invited download of the free plug-in program. Moreover, once these plaintiffs had initiated the download, the existence of SmartDownload’s license terms was not mentioned while the software was running or at any later point in plaintiffs’ experience of the product.

Even for a user who, unlike plaintiffs, did happen to scroll down past the download button, SmartDownload’s license terms would not have been immediately displayed in the manner of Communicator’s clickwrapped terms. Instead, if such a user had seen the notice of SmartDownload’s terms and then clicked on the underlined invitation to review and agree to the terms, a hypertext link would have taken the user to a separate webpage entitled “License & Support Agreements.” The first paragraph on this page read, in pertinent part:


The use of each Netscape software product is governed by a license agreement. You must read and agree to the license agreement terms BEFORE acquiring a product. Please click on the appropriate link below to review the current license agreement for the product of interest to you before acquisition. For products available for download, you must read and agree to the license agreement terms BEFORE you install the software. If you do not agree to the license terms, do not download, install or use the software.



Below this paragraph appeared a list of license agreements, the first of which was “License Agreement for Netscape Navigator and Netscape Communicator Product Family (Netscape Navigator, Netscape Communicator and Netscape SmartDownload).” If the user clicked on that link, he or she would be taken to yet another webpage that contained the full text of a license agreement that was identical in every respect to the Communicator license agreement except that it stated that its “terms apply to Netscape Communicator, Netscape Navigator, and Netscape SmartDownload.” The license agreement granted the user a nonexclusive license to use and reproduce the software, subject to certain terms:


BY CLICKING THE ACCEPTANCE BUTTON OR INSTALLING OR USING NETSCAPE COMMUNICATOR, NETSCAPE NAVIGATOR, OR NETSCAPE SMARTDOWNLOAD SOFTWARE (THE “PRODUCT”), THE INDIVIDUAL OR ENTITY LICENSING THE PRODUCT 361(“LICENSEE”) IS CONSENTING TO BE BOUND BY AND IS BECOMING A PARTY TO THIS AGREEMENT. IF LICENSEE DOES NOT AGREE TO ALL OF THE TERMS OF THIS AGREEMENT, THE BUTTON INDICATING NON-ACCEPTANCE MUST BE SELECTED, AND LICENSEE MUST NOT INSTALL OR USE THE SOFTWARE.



Among the license terms was a provision requiring virtually all disputes relating to the agreement to be submitted to arbitration:


Unless otherwise agreed in writing, all disputes relating to this Agreement (excepting any dispute relating to intellectual property rights) shall be subject to final and binding arbitration in Santa Clara County, California, under the auspices of JAMS/EndDispute, with the losing party paying all costs of arbitration.



Unlike the four named user plaintiffs who downloaded SmartDownload from the Netscape website, the fifth named plaintiff, Michael Fagan, claims to have downloaded the plug-in program from a “shareware” website operated by ZDNet, an entity unrelated to Netscape. Shareware sites are websites, maintained by companies or individuals, that contain libraries of free, publicly available software. The pages that a user would have seen while downloading SmartDownload from ZDNet differed from those that he or she would have encountered while downloading SmartDownload from the Netscape website. Notably, instead of any kind of notice of the SmartDownload license agreement, the ZDNet pages offered only a hypertext link to “more information” about SmartDownload, which, if clicked on, took the user to a Netscape webpage that, in turn, contained a link to the license agreement. Thus, a visitor to the ZDNet website could have obtained SmartDownload, as Fagan avers he did, without ever seeing a reference to that program’s license terms, even if he or she had scrolled through all of ZDNet’s webpages.

The sixth named plaintiff, Christopher Specht, never obtained or used SmartDownload, but instead operated a website from which visitors could download certain electronic files that permitted them to create an account with an internet service provider called WhyWeb. Specht alleges that every time a user who had previously installed SmartDownload visited his website and downloaded WhyWeb-related files, defendants intercepted this information. Defendants allege that Specht would receive a representative’s commission from WhyWeb every time a user who obtained a WhyWeb file from his website subsequently subscribed to the WhyWeb service. Thus, argue defendants, because the “Netscape license agreement conferred on each user the right to download and use both Communicator and SmartDownload software,” Specht received a benefit under that license agreement in that SmartDownload “assisted in obtaining the WhyWeb file and increased the likelihood of success in the download process.” This benefit, defendants claim, was direct enough to require Specht to arbitrate his claims pursuant to Netscape’s license terms. Specht, however, maintains that he never received any commissions based on the WhyWeb files available on his website.
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II. PROCEEDINGS BELOW

[Omitted]

DISCUSSION

I. STANDARD OF REVIEW AND APPLICABLE LAW

[Omitted]

II. WHETHER THIS COURT SHOULD REMAND FOR A TRIAL ON CONTRACT FORMATION [Omitted]

III. WHETHER THE USER PLAINTIFFS HAD REASONABLE NOTICE OF AND MANIFESTED ASSENT TO THE SMARTDOWNLOAD LICENSE AGREEMENT

Whether governed by the common law or by Article 2 of the Uniform Commercial Code (“UCC”), a transaction, in order to be a contract, requires a manifestation of agreement between the parties. See Windsor Mills, Inc. v. Collins & Aikman Corp., 25 Cal. App. 3d 987, 991 (1972) (“[C]onsent to, or acceptance of, the arbitration provision [is] necessary to create an agreement to arbitrate.”); see also Cal. Com. Code §2204(1) (“A contract for sale of goods may be made in any manner sufficient to show agreement, including conduct by both parties which recognizes the existence of such a contract.”). 25 Mutual manifestation of assent, whether by written or spoken word or by conduct, is the touchstone of contract. Binder v. Aetna Life Ins. Co., 75 Cal. App. 4th 832, 848 (1999); cf. Restatement (Second) of Contracts §19(2) (1981) (“The conduct of a party is not effective as a manifestation of his assent unless he intends to engage in the conduct and knows or has reason to know that the other party may infer from his conduct that he assents.”). Although an onlooker observing the disputed transactions in this case would have seen each of the user plaintiffs click on the SmartDownload “Download” button, see Cedars Sinai Med. Ctr. v. Mid-West Nat’l Life Ins. Co., 118 F. Supp. 2d 1002, 1008 (C.D. Cal. 2000) (“In California, a party’s intent to contract is judged objectively, by the party’s outward manifestation of consent.”), a consumer’s clicking on a download button does not communicate assent to contractual terms if the offer did not make clear to the consumer that clicking on the download button would signify assent to those terms, see Windsor Mills, 25 Cal. App. 3d at 992 (“[W]hen the offeree does not know that a 363proposal has been made to him this objective standard does not apply.”). California’s common law is clear that “an offeree, regardless of apparent manifestation of his consent, is not bound by inconspicuous contractual provisions of which he is unaware, contained in a document whose contractual nature is not obvious.” Id.; see also Marin Storage & Trucking, Inc. v. Benco Contracting & Eng’g, Inc., 89 Cal. App. 4th 1042, 1049 (2001) (same).

Arbitration agreements are no exception to the requirement of manifestation of assent. “This principle of knowing consent applies with particular force to provisions for arbitration.” Windsor Mills, 101 Cal. Rptr. at 351. Clarity and conspicuousness of arbitration terms are important in securing informed assent. “If a party wishes to bind in writing another to an agreement to arbitrate future disputes, such purpose should be accomplished in a way that each party to the arrangement will fully and clearly comprehend that the agreement to arbitrate exists and binds the parties thereto.” Commercial Factors Corp. v. Kurtzman Bros., 280 P.2d 146, 147-48 (1955) (internal quotation marks omitted). Thus, California contract law measures assent by an objective standard that takes into account both what the offeree said, wrote, or did and the transactional context in which the offeree verbalized or acted.

A. The Reasonably Prudent Offeree of Downloadable Software

Defendants argue that plaintiffs must be held to a standard of reasonable prudence and that, because notice of the existence of SmartDownload license terms was on the next scrollable screen, plaintiffs were on “inquiry notice” of those terms. We disagree with the proposition that a reasonably prudent offeree in plaintiffs’ position would necessarily have known or learned of the existence of the SmartDownload license agreement prior to acting, so that plaintiffs may be held to have assented to that agreement with constructive notice of its terms. See Cal. Civ. Code §1589 (“A voluntary acceptance of the benefit of a transaction is equivalent to a consent to all the obligations arising from it, so far as the facts are known, or ought to be known, to the person accepting.”). It is true that “[a] party cannot avoid the terms of a contract on the ground that he or she failed to read it before signing.” Marin Storage & Trucking, 89 Cal. App. 4th at 1049. But courts are quick to add: “An exception to this general rule exists when the writing does not appear to be a contract and the terms are not called to the attention of the recipient. In such a case, no contract is formed with respect to the undisclosed term.” Id.; cf. Cory v. Golden State Bank, 95 Cal. App. 3d 360, 364 (1979) (“[T]he provision in question is effectively hidden from the view of money order purchasers until after the transactions are completed. Under these circumstances, it must be concluded that the Bank’s money order purchasers are not chargeable with either actual or constructive notice of the service charge provision, and therefore cannot be deemed to have consented to the provision as part of their transaction with the Bank.”).…

We are not persuaded that a reasonably prudent offeree in these circumstances would have known of the existence of license terms. Plaintiffs were responding to an offer that did not carry an immediately visible notice of the existence of license terms or require unambiguous manifestation of assent to those terms. Thus, plaintiffs’ “apparent manifestation of…consent” was to terms “contained in a document whose contractual nature [was] not obvious.” Windsor Mills, 25 Cal. App. 3d at 992.…

* * *
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Questions

1. General Discussion Questions

1.1 Do you think that standard form software end user license agreements that are presented to the user after payment should be enforceable? Would you make a distinction between consumer and business users?

1.2 Do you think that the use of standard form software end user license agreements is, on balance, good for consumer welfare?

1.3 What body of contract law applies to software licenses?26 The common law of contracts? Uniform Commercial Code Article 2? Uniform Computer Information Transactions Act? The Principles of Software Contracts?

2. Litigation Questions

2.1 If you are legal counsel for a software licensor, how would you prove that the licensee agreed to the license terms in a shrinkwrap, clickwrap, or browsewrap setting?

2.2 If you are legal counsel for a software licensor, where would you sue a consumer licensee for breach of a standard form software end user license agreement?

Business Law Questions

3.1 Is a license agreement always the best vehicle for monetizing software in the mass market? What are the alternatives and their pros and cons?

3.2 How can software licensors make their software end user license agreements user friendly? What are the advantages of a user-friendly license?

3.3 How would you explain to a client the difference between an end user license for software, terms of use for a website, and a privacy policy, and when each may be needed?

Exercises

1. You represent a software developer who has written a presentation graphics program for the iPad. The program contains third-party photos, video, music, and pictures. Write a memorandum to your software developer client about the best practices for deploying an enforceable EULA.

2. Present your memo to a student playing the role of the software developer. Discuss the practicalities of your approach, including whether a EULA is needed at all.
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· Chapter · 7 Ownership of Software Development

I. Introduction

Most software projects involve collaborative work. Often a programmer simply uses some preexisting code as the starting point for his or her software project, thus building on the work of a known or unknown collaborator. The settings for these collaborations vary. Sometimes programmers work together with colleagues at the same company in the same location. At other times, programmers work together with anonymous programmers at unknown locations via the Internet. Who owns the intellectual property arising from these collaborations? This chapter addresses that question in several contexts.

First, who owns the copyright when a firm hires a programmer to write software for it? Independent contractors are very important in the software industry. Many programmers prefer to work independently rather than join a corporation as an employee. Independent work suits both their lifestyle and their philosophical inclinations. This suits the firm’s interest as well, particularly small software startups. Using independent contractors keeps the overhead low and workforce flexible. The Aymes v. Bonelli and Asset Marketing Systems v. Gagnon cases in this chapter examine copyright ownership in the independent contractor context.

Second, who owns the copyright or patent when two or more programmers work together on a software product? Programmers often collaborate with others who have complementary expertise. A specialist in user interface design, for instance, may collaborate with a programmer who can write the software engine. As the project moves toward completion, the programmers may diverge on what they want to do with the software. One may want to form a corporation and grow the business; the other may prefer to partner with an established firm that already has marketing and sales capabilities. When the collaborators decide to go in different directions, ownership issues arise. The Ashton-Tate v. Ross case presents this scenario.
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Third, now that patents play an important role in the software industry, it is important to address the ownership of patents that arise from software development. This chapter presents the principles of patent ownership by employees and contractors. Finally, the chapter contains an excerpt from a contract called a Software Services Agreement. This contract is often used when hiring software programmers as outside contractors to avoid some of the copyright and patent ownership complications that arise in software development.

II. Copyright Ownership: Independent Contractors

Aymes v. Bonelli

980 F.2d 857 (2d Cir. 1992)

ALTIMARI, Circuit Judge.

Clifford Scott Aymes, proceeding pro se.…

BACKGROUND

In May 1980, Aymes was hired by defendant-appellee Jonathan Bonelli, the president and chief executive officer of Island, to work as a computer programmer. Island operated a chain of retail stores selling swimming pools and related supplies. Aymes, who received a graduate degree from Cornell University’s School of Engineering in 1981, worked with Island’s computer systems from 1980 to 1982.

Aymes did most of his programming at the Island office, where he had access to Island’s computer hardware. He generally worked alone, without assistants or co-workers, and enjoyed considerable autonomy in creating CSALIB. This autonomy was restricted only by Bonelli who directed and instructed Aymes on what he wanted from the program. Bonelli was not, however, sufficiently skilled to write the program himself.

Although Aymes worked semi-regular hours, he was not always paid by the hour and on occasion presented his bills to Bonelli as invoices. At times, Aymes would be paid by the project and given bonuses for finishing the project on time. It is undisputed that Aymes never received any health or other insurance benefits from Island. It is similarly undisputed that Island never paid an employer’s percentage of Aymes’s payroll taxes and never withheld any of his salary for federal or state taxes. In fact, Aymes was given an Internal Revenue Service 1099 Non-Employee Compensation form instead of the standard employee W-2 form.

DISCUSSION

Under the Copyright Act of 1976, copyright ownership “vests initially in the author or authors of the work.” 17 U.S.C. §201(a) (1988). Although the author is generally the party who actually creates the copyrightable work, the Act provides:


In the case of a work made for hire, the employer or other person for whom the work was prepared is considered the author for purposes of this title, and, unless the parties have expressly agreed otherwise in a written instrument signed by them, owns all of the rights comprised in the copyright.
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It is undisputed that Aymes and Bonelli never signed a written agreement assigning ownership rights in CSALIB. We must therefore consider whether the program was a work prepared by Aymes as an employee within the scope of his employment. If so, CSALIB qualifies as a “work made for hire” whose copyright belongs to Island as Aymes’s employer.

The Copyright Act does not define the terms “employee” or “employment,” and, consequently, the application of these terms is left to the courts. In Reid, the Supreme Court addressed the question of when an individual is an employee under the work for hire doctrine. Community for Creative Non-Violence v. Reid, 490 U.S. 730 (1989). Relying extensively on the legislative history of the Copyright Act, the Court concluded that to “determine whether a work is for hire under the Act, a court first should ascertain, using principles of the general common law of agency, whether the work was prepared by an employee or an independent contractor.” Id. at 751. The Court then set forth the factors to be used in making this determination:


In determining whether a hired party is an employee under the general common law of agency, we consider the hiring party’s right to control the manner and means by which the product is accomplished. Among the other factors relevant to this inquiry are the skill required, the source of the instrumentalities and tools, the location of the work; the duration of the relationship between the parties, whether the hiring party has the right to assign additional projects to the hired party; the extent of the hired party’s discretion over when and how long to work; the method of payment; the hired party’s role in hiring and paying assistants; whether the work is part of the regular business of the hiring party; whether the hiring party is in business; the provision of employee benefits, and the tax treatment of the hired party.



….

I. Application of the Reid test

….

We begin our analysis by noting that the Reid test can be easily misapplied, since it consists merely of a list of possible considerations that may or may not be relevant in a given case. Reid established that no one factor was dispositive, but gave no direction concerning how the factors were to be weighed. It does not necessarily follow that because no one factor is dispositive all factors are equally important, or indeed that all factors will have relevance in every case. The factors should not merely be tallied but should be weighed according to their significance in the case.

For example, the factors relating to the authority to hire assistants will not normally be relevant if the very nature of the work requires the hired party to work alone. In such a case, that factor should be accorded no weight in applying the Reid test. Having the authority to hire assistants, however, might have great probative value where the individual claiming to be an independent contractor does exercise authority to enlist assistants without prior approval of the party that hired him. In the latter case, this show of authority would be highly indicative that the hired party was acting as an independent contractor.

Some factors, therefore, will often have little or no significance in determining whether a party is an independent contractor or an employee. In contrast, there are some factors that 368will be significant in virtually every situation. These include: (1) the hiring party’s right to control the manner and means of creation; (2) the skill required; (3) the provision of employee benefits; (4) the tax treatment of the hired party; and (5) whether the hiring party has the right to assign additional projects to the hired party. These factors will almost always be relevant and should be given more weight in the analysis, because they will usually be highly probative of the true nature of the employment relationship.

Although the Reid test has not yet received widespread application, other courts that have interpreted the test have in effect adopted this weighted approach by only addressing those factors found to be significant in the individual case. We begin by addressing those factors bearing most significantly in our analysis.

a. The Right to Control

The district court did not specifically address whether Aymes or Island Swimming had the right to control the manner of CSALIB’s creation. Even without a specific finding, it is clear from the record that Bonelli and Island had the right to control the manner in which CSALIB was created. Aymes disputed Bonelli’s purported skill at programming, but even without such knowledge Bonelli was capable of directing Aymes on CSALIB’s necessary function. Aymes was not working entirely alone. He received significant input from Bonelli in programming CSALIB, and worked under programming limitations placed by Bonelli. Consequently, this factor weighs heavily in favor of finding that Aymes was an employee.

b. The Level of Skill

The district court found that although Aymes’s ability as a programmer required skills “beyond the capacity of a layman, it required no peculiar expertise or creative genius.” We disagree. Aymes’s work required far more than merely transcribing Bonelli’s instructions. Rather, his programming demanded that he use skills developed while a graduate student at Cornell and through his experience working at a family run company. Other courts that have addressed the level of skill necessary to indicate that a party is an independent contractor have held architects, photographers, graphic artists, drafters, and indeed computer programmers to be highly-skilled independent contractors.

We therefore conclude that the district court erred in relying on Aymes’s relative youth and inexperience as a professional computer programmer. Rather, the court should have examined the skill necessary to perform the work. In this case, Aymes was clearly a skilled craftsman. Consequently, this factor weighs heavily in his favor.

c./d. The Employee Benefits and Tax Treatment

The district court found that Aymes received no employee benefits from Island, but disregarded this factor as merely being an indication that Aymes was an employee who worked “off the books.” It is undisputed that Aymes was not provided with health, unemployment, or life insurance benefits. Similarly, it is uncontested that Island did not pay a share of Aymes’s social security taxes and did not withhold federal or state income taxes.

The failure of Island to extend Aymes any employment benefits or to pay any of his payroll taxes is highly indicative that Aymes was considered an outside independent contractor by 369Island. Indeed, these two factors constitute virtual admissions of Aymes’s status by Bonelli himself. Moreover, they also point out a basic inequity in Aymes’s treatment. Island benefitted from treating Aymes like an independent contractor when it came to providing benefits and paying a percentage of his payroll taxes. Island should not in one context be able to claim that Aymes was an independent contractor and ten years later deny him that status to avoid a copyright infringement suit.

These two factors are given even greater weight because they are undisputed in this case. During the ten years in which this case has been litigated, all the other issues have been hotly contested. But for purposes of benefits and taxes, Island definitely and unequivocably chose not to treat Aymes as an employee. Island deliberately chose to deny Aymes two basic attributes of employment it presumably extended to its workforce. This undisputed choice is completely inconsistent with their defense.

The importance of these two factors is underscored by the fact that every case since Reid that has applied the test has found the hired party to be an independent contractor where the hiring party failed to extend benefits or pay social security taxes.

e. The Right to Assign Other Projects

The district court found that Bonelli had the right to and did assign Aymes other projects in addition to the creation of CSALIB. This is fairly strong evidence that Aymes was an employee, since independent contractors are typically hired only for particular projects. However, this factor carries less weight than those evaluated above, because the delegation of additional projects to Aymes is not inconsistent with the idea that he was Island’s independent trouble shooter who might be asked to intervene as computer problems arose. Accordingly, this factor weighs fairly strongly but not conclusively for Island.

f. Remaining Factors

The remaining factors are relatively insignificant or negligible in weight because they are either indeterminate or inapplicable to these facts.…

On balance, application of the Reid test requires that we find Aymes to be an independent contractor when he was creating CSALIB for Island. Consequently, we hold that CSALIB is not a work for hire. Aymes therefore owns the copyright as author of the program.…

* * *

Questions

1. General Discussion Questions

1.1 What copyright ownership implications flow from characterizing a work as a work made for hire? Can independent contractors create works made for hire?

1.2 What test does the court use to determine whether Aymes is an employee or an independent contractor? How does it apply that test?

1.3 If Aymes owns the copyright, what does Bonelli get for his money?
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2. Litigation Questions

2.1 Notice that Mr. Aymes brought this case pro se. Why did he proceed pro se and what issues does that raise, litigation and otherwise?

2.2 Notice the role that evidence plays in this case and the other cases you read. What evidence did the court find persuasive in this case?

3. Business Law Questions

3.1 What is the nature of Bonelli’s permission to use Aymes’s software?

3.2 What advice would you have given Bonelli to avoid litigation?

3.3 What advice would you have given Aymes to avoid litigation?

3.4 Do the Copyright Act’s work made for hire rules line up with the normal expectations of a firm that pays for programming services? If not, what are the implications for the firms contracting for programming services?

Exercises

1. Act as counsel to Aymes — advise him on strategies to avoid litigation. Break into pairs, with one student playing the role of the lawyer and one the role of the client.

2. Act as counsel to Bonelli — advise him on strategies to avoid litigation. Break into pairs, with one student playing the role of the lawyer and one the role of the client.

Asset Marketing Systems, Inc. v. Gagnon

542 F.3d 748 (9th Cir. 2008)

SMITH, Circuit Judge.

FACTUAL BACKGROUND

A. AMS and Gagnon’s Relationship

Asset Marketing Systems, Inc. (AMS) is a field marketing organization offering sales and marketing support to insurance marketing entities. From May 1999 to September 2003, Kevin Gagnon, doing business as Mister Computer (Gagnon), was an at-will, independent contractor for AMS, hired to assist with its information technology needs. Subsequently, Gagnon was asked to develop custom software for AMS. AMS was Gagnon’s largest client, accounting for 98% of his business. Jay Akerstein, a partner at AMS who later became the Chief Operating Officer, was Gagnon’s primary contact. Over the course of their four-year relationship, AMS paid Gagnon over $2 million, $250,000 of which was for custom software development and computer classes. Gagnon developed six computer programs for AMS.

In May 2000, AMS and Gagnon entered a Technical Services Agreement (TSA), which was scheduled to expire on April 30, 2001. The TSA, printed on Mister Computer letterhead, set forth Gagnon’s fees and the services to be provided. The services included “Custom Application Programming-Consultant will provide Contractor with specific add-on products to 371enhance Contractor’s current in-house database application,” and mentioned nothing about a license. The TSA was not renewed, though the relationship continued.

AMS claims that on June 12, 2002, Gagnon signed a Vendor Nondisclosure Agreement (NDA).1 The NDA would have given AMS ownership of all intellectual property developed for AMS by Gagnon. Gagnon claims that the document is a forgery and that his signature cannot be authenticated.

In June 2003, Gagnon proposed that AMS execute an Outside Vendor Agreement (OVA). The OVA included a Proprietary Rights clause providing:


Client agrees that all designs, plans, specifications, drawings, inventions, processes, and other information or items produced by Contractor while performing services under this agreement will be the property of Contractor and will be licensed to Client on a non-exclusive basis as will any copyrights, patents, or trademarks obtained by Contractor while performing services under this agreement. On request and at Contractor’s expense, Client agrees to help Contractor obtain patents and copyrights for any new developments. This includes providing data, plans, specifications, descriptions, documentation, and other information, as well as assisting Contractor in completing any required application or registration. Any source code or intellectual property will remain the property of Contractor. Trademarks, service marks, or any items identifying said Company shall remain the Company’s said property. Contractor will allow Company non exclusive, unlimited licensing of software developed for Company.



Akerstein declined to execute the OVA, but countered with a redlined version of the OVA, which substantially rewrote the Proprietary Rights clause to read:


Contractor agrees that all designs, plans, specifications, drawings, inventions, processes, and other information or items produced by Contractor while performing services under this agreement will be the sole property of Client. Any source code or intellectual property agreed to and documented as Contractor’s will remain the property of Contractor.



By the end of June 2003, AMS had decided to terminate Gagnon’s services. AMS extended an employment offer to Gagnon, but he declined to accept the offer. AMS and Gagnon then discussed an exit strategy, and by late July, the parties had set a target exit date of September 15, 2003.

In August 2003, Gagnon responded to Akerstein’s redlined OVA draft with a letter asserting that his “position has always been that Asset Marketing Systems shall be entitled to unlimited software licensing as long as my company had a business relationship with Asset Marketing Systems.” The parties never executed the OVA.

In a letter to AMS dated September 18, 2003, Gagnon demanded $1.75 million for AMS to have the right to continue to use the programs and $2 million for Gagnon’s agreement not to sell or disclose the programs to AMS’s competitors.
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In a letter dated September 23, 2003, AMS terminated its relationship with Gagnon. According to AMS, a consultant identified numerous problems with Gagnon’s work. It also stated:


Recently, we had discussed employee and intellectual property issues which have yet to be resolved. Despite the foregoing, I learned that we did not have copies of the source code for the software we developed and that copies of our SalesLogix software and our entire database may be maintained by you and your agents offsite.



The letter then demanded:


In connection with that separation, you must immediately provide any and all copies of the source code for all software developed by and on behalf of Asset Marketing Systems immediately. You are not authorized to utilize that software which we believe is owned and all copyrights belong to Asset Marketing Systems. Furthermore, despite your claimed ownership in that copyright, we believe that Asset Marketing Systems’ trade secrets are embedded and utilized throughout that software which would preclude use by you as well. We also demand that you return to us any copies of the SalesLogix software or Asset Marketing databases, programs or other materials that may have come into your possession during our relationship.



In October 2003, Gagnon sent AMS a cease and desist letter, asserting that the use of the programs was unauthorized. It also asserted that the hiring of Gagnon’s prior employees violated their Employment Agreement with him. Gagnon demanded that AMS certify that it had undertaken to remove “all original and derivative source code” and all related files for the programs from AMS computers.

AMS responded by asserting that Gagnon could not unilaterally stop AMS from continuing to use and update the programs because it had an irrevocable license to use, copy, and modify the programs based on the course of conduct of the parties over the past twoand-a-half years. AMS also asserted that Gagnon could not use the programs because it contained AMS’s trade secrets. AMS also declined to pay Gagnon the $1.75 to $2 million he had requested in September.

B. The Programs

Specifically at issue are the six programs that Gagnon created for AMS. He included a copyright notice, “copyright Mister Computer,” in the splash screens for each program.

According to a declaration by one of Gagnon’s former employees, the programs were designed to work with AMS’s databases and included “detailed information concerning AMS’ network of sales persons, including information related to AMS’ agent lists, their territories, and the criteria used by AMS to qualify an agent or create a territory.” The source code for these programs was installed on several of AMS’s development computers, which were located at AMS’s facilities.2 The employee was not instructed by Gagnon to maintain the source code at any location other than AMS, and Gagnon made no attempt to hide the source code from AMS employees.
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In his deposition, Gagnon admitted that after he hired employees, the source code was stored on AMS computers in the development room. The room could not be accessed without a pass that Gagnon’s software developers and a few key AMS personnel, including Akerstein, possessed. Gagnon never received any promises of confidentiality with respect to his trade secrets from the AMS personnel who had passes to the development room nor did he discuss terms of a potential license or royalty agreement with them.

DISCUSSION

A. Copyright Infringement Claim

Gagnon alleges that AMS’s continued use of the six programs constitutes copyright infringement because the programs were used by AMS without its obtaining a license or Gagnon’s permission. AMS asserts three defenses to Gagnon’s copyright infringement claim: an implied license, a transfer of copyright ownership via the NDA, and 17 U.S.C. §117. We hold that AMS has an implied unlimited license for the programs, and we do not reach the other defenses asserted by AMS.

Though exclusive licenses must be in writing, 17 U.S.C. §204, grants of nonexclusive licenses need not be in writing, and may be granted orally or by implication. Foad Consulting Group, Inc. v. Azzalino, 270 F.3d 821, 825-26 (9th Cir. 2001). We have previously considered the grant of an implied license in the context of movie footage and architectural drawings. Id.; Effects Assocs., Inc. v. Cohen, 908 F.2d 555, 558 (9th Cir.1990).

In Effects Associates, a movie producer hired Effects Associates to create certain special effects for a movie. Effects, 908 F.2d at 555-556. Though the film footage containing the special effects was used without the producer’s obtaining a written license from Effects Associates, we found that an implied license had been granted because the footage was created at the producer’s request with the intent that it be used in the film with no warning that use of the footage would constitute infringement. Id. at 558-59 & n. 6. We determined that “[t]o hold that Effects did not at the same time convey a license to use the footage… would mean that plaintiff’s contribution to the film was ‘of minimal value,’ a conclusion that can’t be squared with the fact that Cohen paid Effects almost $56,000 for this footage.” Id. at 559.

Thus, we have held that an implied license is granted when “(1) a person (the licensee) requests the creation of a work, (2) the creator (the licensor) makes that particular work and delivers it to the licensee who requested it,3 and (3) the licensor intends that the licensee-requestor copy and distribute his work.” I.A.E., Inc. v. Shaver, 74 F.3d 768, 776 (7th Cir. 1996). We apply the same analysis we did in Effects to implied licenses for computer programs. The last prong of the Effects test, however, is not limited to copying and distribution; instead we look at the protected right at issue — here, whether Gagnon intended that AMS use, retain, and modify the programs.
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1. AMS Requested the Creation of the Programs

Gagnon argues that AMS never specifically requested that he create the programs, but “rather relayed its needs to Mr. Gagnon and he satisfied them by providing either computer hardware or computer software at his discretion.” We find this interpretation of “request” to be strained. Gagnon did not create the programs on his own initiative and market them to AMS; rather, he created them in response to AMS’s requests. Moreover, after prototype software was developed, he made changes to the programs in response to Akerstein and other AMS employees’ requests. No genuine issue of material fact remains as to whether AMS requested the programs.

2. Gagnon Created the Software for AMS and Delivered It

Though Gagnon argues that the programs could be converted for use by another company, Gagnon admitted that the programs were created specifically for AMS and that AMS paid for the work related to drafting of the programs as well as some related costs. It is, therefore, undisputed that Gagnon created these programs for AMS.

The remaining question is whether Gagnon delivered the programs to AMS. We agree with the district court that Gagnon delivered them when he installed them onto the AMS computers and stored the source code on-site at AMS. Gagnon argues that even if he had installed the programs onto the AMS computers, he never delivered the source code so that AMS could modify the code. If AMS did not have the right to modify the code, it may have infringed Gagnon’s copyright by exceeding the scope of its license. See S.O.S., Inc. v. Payday, Inc., 886 F.2d 1081, 1087 (9th Cir. 1989). Gagnon primarily points to AMS’s inability to locate the code on its own computer systems after his services were terminated to show that AMS did not possess the code. But, as we explain below, Gagnon’s conduct manifested an objective intent to give AMS an unlimited license at the time of creation; thus, when he stored the source code at AMS, the code was delivered.

3. Gagnon’s Intent as Manifested by His Conduct

Gagnon argues that he never intended that AMS would retain and modify the programs he delivered. Gagnon misunderstands the inquiry into intent, and we conclude that his conduct did manifest an intent to grant a license. The relevant intent is the licensor’s objective intent at the time of the creation and delivery of the software as manifested by the parties’ conduct. See Effects, 908 F.2d at 559 n.6 (noting that “every objective fact concerning the transaction” supported the finding that an implied license existed); see also John G. Danielson, Inc. v. Winchester-Conant Props., Inc., 322 F.3d 26, 42 (1st Cir. 2003); I.A.E., 74 F.3d at 777. The First and Fourth Circuits consider the following factors to determine such an intent:


(1) whether the parties were engaged in a short-term discrete transaction as opposed to an ongoing relationship; (2) whether the creator utilized written contracts…providing that copyrighted materials could only be used with the creator’s future involvement or express permission; and (3) whether the creator’s conduct during the creation or delivery of the copyrighted material indicated that use of the material without the creator’s involvement or consent was permissible.
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Danielson, 322 F.3d at 41 (quoting Nelson-Salabes, Inc. v. Morningside Dev., LLC, 284 F.3d 505, 516 (4th Cir. 2002)). We find this approach to be persuasive.

Gagnon and AMS had an ongoing service relationship in which Gagnon provided technical support for all computer-related problems at AMS; he also created certain custom software applications at AMS’s request. The relationship of the parties indicates neither an intent to grant nor deny a license without Gagnon’s future involvement.

Several documents exist, however, that reflect the parties’ objective intent: the TSA, signed by both parties, the OVA submitted by Gagnon, and Gagnon’s letter objecting to Akerstein’s proposed changes to the OVA. 4 Courts have looked to contracts, even if unexecuted, as evidence of the intent of the party submitting the contract. See Johnson v. Jones, 149 F.3d 494, 501 (6th Cir. 1998) (finding no license where architect submitted contracts containing express provision that drawings could not be used by others except with agreement and compensation); Nelson-Salabes, 284 F.3d at 516 (same); cf. I.A.E., 74 F.3d at 776-77 (architect submitted no language indicating an intent to retain control); see also Foad Consulting, 270 F.3d at 835-36 (Kozinski, J., concurring) (comparing Johnson and I.A.E.).

The TSA, signed by both parties in 2000 and printed on Mister Computer letterhead, stated only that Gagnon “will provide” AMS “specific add-on products.” Nothing in the TSA indicates Gagnon’s understanding or intent that continued use of the custom application programming undertaken by Gagnon would be prohibited after the TSA terminated. The TSA also provided that AMS would be billed for Gagnon’s services at an hourly rate. Like the special effects creators in Effects Associates, Gagnon was well paid for his services. Under the circumstances, it defies logic that AMS would have paid Gagnon for his programming services if AMS could not have used the programs without further payment pursuant to a separate licensing arrangement that was never mentioned in the TSA, and never otherwise requested at the time. This is especially so because custom software is far less valuable without the ability to modify it and because the TSA was set to expire in one year; one would expect some indication of the need for future licensing if the custom programs were to become unusable after the TSA expired.

The OVA submitted by Gagnon, but never executed, did not evidence any intent by Gagnon to limit AMS’s use of the programs. Gagnon argues that the clause, “Client agrees that [intellectual property] produced by Contractor while performing services under this agreement will be the property of Contractor and will be licensed to Client on a non-exclusive basis as will any copyrights, patents, or trademarks obtained by Contractor while performing services under this agreement…,” means that his license was conditioned on a continuing relationship with AMS. We disagree. The clause “while performing services under this agreement” modifies the production of the intellectual property and the obtainment of copyrights. Furthermore, the contract then expressly stated, “Contractor will allow Company non-exclusive, unlimited licensing of software developed for Company,” eliminating any ambiguity.
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Moreover, Gagnon and AMS did not discuss a licensing agreement until their relationship was ending. Gagnon delivered the software without any caveats or limitations on AMS’s use of the programs. Even if Gagnon and his employees maintained the software and had primary control over the code, they programmed on-site at AMS on AMS computers to which key AMS personnel had access — conduct that does not demonstrate an intent to retain sole control. The first time Gagnon expressed a contrary intent was in his letter to Aker sent after AMS had decided to terminate Gagnon’s services.

Finally, the splash screens containing the copyright notice do not negate AMS’s license to use the product. The splash screens speak to Gagnon’s intent to retain copyright ownership over the programs, not to his intent to grant or not grant a license as would be his right as the copyright owner.

Gagnon had to express an intent to retain control over the programs and limit AMS’s license if he intended to do so. A belated statement that the programs could not be used after Gagnon’s departure, made after the termination decision and well after the creation and delivery of the programs for which substantial sums were paid, was not sufficient to negate all other objective manifestations of intent to grant AMS an unlimited license.

4. Scope and Irrevocability of Implied License

For the reasons outlined, we hold that Gagnon granted AMS an unlimited, nonexclusive license to retain, use, and modify the software. Furthermore, because AMS paid consideration, this license is irrevocable.…

* * *

Questions

1. General Discussion Questions

1.1 Why did the court find that AMS had received a non-exclusive license rather than an exclusive license, an assignment of rights, or a work made for hire?

1.2 Do you agree with the scope of the implied license granted to AMS by the court?

2. Business Law Questions

2.1 How would you analyze the adequacy of the Technical Services Agreement as a license agreement from AMS’s standpoint?

2.2 How would you analyze the adequacy of the Technical Services Agreement as a license agreement from Gagnon’s standpoint?

3. Litigation Questions

3.1 Why did Gagnon present evidence of the splash screens containing his copyright notice?

3.2 Would you have advised Gagnon to send the cease and desist letter to AMS?
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Exercise

Assume that you are the lawyer for AMS. Revise the Technical Services Agreement to better describe AMS’s rights in the programs developed by Gagnon. Assume, as presented in the case, that Gagnon will not assign his copyright to AMS.

* * *

III. Copyright Ownership: Joint Development

Ashton-Tate Corp. v. Ross

916 F.2d 516 (9th Cir. 1990)

CHOY, Circuit Judge.

BACKGROUND

In September 1984 appellant Richard Ross (Ross) decided to collaborate with Randy Wigginton (Wigginton) on the development of a computer spreadsheet program for the Apple Macintosh computer. Ross alleged that he and Wigginton agreed that Ross would work on the “engine,” or computational component of the program, and Wigginton would work on the user interface portion. During September 1984 through February of 1985, Ross and Wigginton worked on their respective portions of the program. They also met on at least two occasions to discuss ideas and concepts for the program. At one of these meetings, Ross gave Wigginton a handwritten list of user commands he felt the interface should contain. The actual writing of the user interface portion of the program was done by Wigginton, however. Ross did all the writing of the computational half of the program.

In April 1985 Wigginton [went] to work for Ashton-Tate. He and his company, “Encore,” continued to work on the user interface and adapted it for use with a new engine from a program called “Alembic,” which Ashton-Tate already had an interest in. Eventually, the combination of Wigginton’s user interface and the adapted Alembic engine became the “Full Impact” spreadsheet program released by Ashton-Tate. Meanwhile, Ross worked on his spreadsheet program. By June of 1986, he completed work on a user interface to combine with his engine and published “MacCalc.”

DISCUSSION

II. Copyright Ownership of Full Impact

A. Are Intention and Ideas Enough?

[A] “joint work” is “a work prepared by two or more authors with the intention that their contributions be merged into inseparable or interdependent parts of a unitary whole.” 17 U.S.C. §101 (1977). The authors of a joint work are co-owners of the copyright in that work. 17 U.S.C. §201(a). The question presented by Appellants’ first theory, where Ross claims authorship on the basis of an alleged agreement to collaborate combined with his noncopyrightable contribution to the interface, is what satisfies the requirements for joint authorship.
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The district court held that “[b]ecause Ross only contributed ideas to the Full Impact interface, which by themselves are not protectable, the program is not a ‘joint work’ between Ross and Wigginton.” The rule expressed by the district court — that only contributors of copyrightable material can be authors of a work — is not entirely settled, but is consistent with the direction our circuit has taken.

Academic authorities split on what type of “contribution” the copyright law requires for joint authorship purposes. The Nimmers argue that:


If authors A and B work in collaboration, but if A’s contribution is limited to plot ideas which standing alone would not be copyrightable, and B weaves the ideas into a completed literary expression, it would seem that A and B are joint authors of the resulting work.



M. & D. Nimmer, 1 NIMMER ON COPYRIGHT §6.07, p. 6-18 (1989). Conversely, Goldstein in Copyright: Principles, Law and Practice, takes a different view: A collaborator’s contribution will not produce a joint work, and a contributor will not obtain a co-ownership interest, unless the contribution represents original expression that could stand on its own as the subject matter of copyright. P. Goldstein, COPYRIGHT: PRINCIPLES, LAW AND PRACTICE, §4.2.1 p. 379 (1989).

The district court adopted the view championed by Professor Goldstein. This court recently adopted the same position in S.O.S. Inc. v. Payday Inc., 886 F.2d 1081, 1086-87 (9th Cir. 1989). We held in Payday that “[t]o be an author, one must supply more than mere direction or ideas; one must ‘translate[ ] an idea into a fixed tangible expression entitled to copyright protection.’ Community for Creative Non-Violence v. Reid, 490 U.S. 730 (1989).” Id.

Payday involved a dispute over a commissioned work. The Reid decision quoted in Payday stated the general rule that a person must translate ideas into copyrightable expression to receive copyright protection as an author of a work. Reid also pointed out, however, that the Copyright Act carves out an important exception for works made for hire. 109 S. Ct. at 2171. Further, Reid left undecided whether joint authorship is another exception to the general rule that to be an author one must make an independently copyrightable contribution to a work.

Even though this issue is not completely settled in the case law, our circuit holds that joint authorship requires each author to make an independently copyrightable contribution. Thus the district court properly decided this issue against Appellants.

B. Was Ross’s Contribution to the User Interface Copyrightable?

Appellants argue that the handwritten list of user commands Ross gave to Wigginton was a fixed expression of Ross’s ideas, and as such was entitled to copyright protection. They contend that this list was used by Wigginton to help develop the user interface and therefore, Ross is a joint author of the interface portion of Full Impact. This argument is meritless for the reasons given in the district court’s order. The list simply does not qualify for copyright protection.
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C. Did Ross’s Copyrightable Contribution to the MacCalc Prototype Make Him a Joint Author of Full Impact?

Appellants also claim that Ross is a joint author of the Full Impact program on the basis of his contribution to the MacCalc prototype. They argue that because Ross contributed copyrightable expression to the MacCalc prototype by writing the engine portion of the program, he is a joint author of the prototype and that this gave him an undivided ownership interest in the entire prototype. Hence, they argue, Full Impact’s use of the user interface portion of the MacCalc prototype made Ross a joint author of that program as well.

The district court focused on the user interface and Ross’s contributions to it when determining appellants’ joint authorship claim. This made sense, because this was the theory pushed by Appellants, and at the time the contribution requirement for authorship of joint works was not settled in this circuit. It is possible, however, to conceive of the entire MacCalc prototype as a joint work. Indeed, if Ross and Wigginton intended to create a joint work, and both contributed copyrightable material to the resulting work (the MacCalc prototype), then they may have both obtained an undivided interest in the entire work. 17 U.S.C. §201(a); 1 NIMMER ON COPYRIGHT, §6.03 (1989).

In other words, Ross may have obtained a one-half ownership interest in the user interface and Wigginton may have obtained a one-half interest in the engine. We need not decide this issue now, however. Even assuming, arguendo, that Ross does have a one-half interest in the interface written by Wigginton, it does not follow that Ross is a joint author of the Full Impact program because its interface is derived from his and Wigginton’s joint work. The Second Circuit’s decision in Weissmann v. Freeman, 868 F.2d 1313 (2d Cir.), cert. denied, 493 U.S. 883 (1989), is a clear refutation of this position. Joint authorship in a prior work is insufficient to make one a joint author of a derivative work: “[i]f such were the law, it would eviscerate the independent copyright protection that attaches to a derivative work that is wholly independent of the protection afforded the prexisting [sic] work.” Id. at 1317. The analysis in Weissmann is sound, and we adopt its reasoning on this point.

Interestingly, the court in Weissmann also discussed the situation where a joint work is utilized or licensed for use in a derivative work by one of the co-authors of the joint work. In such a situation, no cause of action for infringement exists, “because an individual cannot infringe his own copyright. The only duty joint owners have is to account for profits from [the joint work’s] use.” Id. at 1318.

[I]t appears that Appellants have misframed the type of relief they could litigate with any possibility of success. While an author of a joint work does not acquire an authorship interest in derivative works that utilize part of the joint work, that author may be entitled to compensation for the use of the original joint work. The problem for Appellants in this appeal, however, is that such a claim for compensation is not a copyright claim. Furthermore, the claim would have to be against the alleged “co-author” Wigginton, because he was the person who allegedly allowed Ashton-Tate to use the user interface portion of the joint work for use in Full Impact.…

* * *
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Questions

1. General Discussion Questions

1.1 What did Ross contribute to the collaboration? What did Wigginton contribute? Did Ross and Wigginton both contribute a work fixed in a tangible medium of expression?

1.2 Do you agree that a programmer should be required to contribute more than ideas to be considered a joint author under copyright? What if the economic value of the idea exceeds the economic value of programming needed to implement the idea?

1.3 Who owns Full Impact? Who owns the MacCalc prototype?

2. Litigation Questions

2.1 Why did Ross sue Ashton-Tate? Was that a good litigation strategy?

2.2 What cause of action should Ross have pursued that he failed to pursue?

2.3 What remedies were available to Ross?

3. Business Law Questions

3.1 Based on what you learned from this case, what representations and warranties would you want if you were acquiring software or a software firm?

3.2 What should Ross and Wigginton have done in forming their business relationship to make litigation less likely?

Exercises

1. Serve as counsel for Ross — advise him on the non-litigation strategies he should consider.

2. Serve as counsel for Wigginton — advise him on the non-litigation strategies he should consider.

3. Serve as in-house counsel for Ashton-Tate — advise senior management on the approaches the corporation should consider to resolve the ownership issues that arise in situations like this one.

4. Serve as outside counsel for an open source software start-up company that plans to use GPL 2.0 for distributing its new software product. The founder asks you what type of legal arrangement the company should use to accept contributions from other developers. She has heard that the Free Software Foundation insists on a copyright assignment for its development projects but that the Apache Foundation uses a license. She would prefer simply to use GPL 2.0 as the contributor agreement. Advise her on the best option, including the result of not using any type of contribution agreement.
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IV. Patent Ownership

The starting point for understanding ownership of patent rights can be seen in this brief excerpt from a Supreme Court case involving a bio-medical invention.

Board of Trustees of the Leland Stanford Junior University v. Roche Molecular Systems, Inc.

131 S. Ct. 2188 (2011)

Chief Justice ROBERTS delivered the opinion of the Court. ….

Our precedents confirm the general rule that rights in an invention belong to the inventor. It is equally well established that an inventor can assign his rights in an invention to a third party. [W]e have recognized that unless there is an agreement to the contrary, an employer does not have rights in an invention which is the original conception of the employee alone. In most circumstances, an inventor must expressly grant his rights in an invention to his employer if the employer is to obtain those rights.

….

Most employees agree to assign ownership rights in inventions as part of their employment contract. Absent an express agreement, the employer may own the invention under an implied-in-fact contract if the employee was hired to invent something or solve a particular problem. 1 Moreover, if an employee uses his or her employer’s resources to conceive of or first reduce an invention to practice, then the employer acquires a “shop right.”2 This shop right is a non-exclusive, royalty free, non-transferable license to make and use the invention. The shop right continues even if the employee leaves the company.3

Joint inventors acquire an equal, undivided interest in a patent.4 Absent an agreement to the contrary, each joint owner may use or authorize others to use the subject matter claimed in the patent without accounting to the other owner or owners.5

* * *

Questions

1. General Discussion Questions

1.1 How does copyright law’s work for hire doctrine compare to patent law’s shop right?

1.2 How does copyright law’s approach to joint ownership compare to patent law’s approach?
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2. Litigation Questions

2.1 A patent owner or exclusive licensee may file suit against an accused infringer, but a non-exclusive licensee may not — what is the rationale for this distinction?

2.2 Normally all joint owners of a patent should join in bringing suit against an accused infringer — what is the rationale for this rule?

3. Business Law Questions

3.1 What are the advantages and disadvantages of asking an employee for an assignment of patent rights as opposed to simply relying on the shop right?

3.2 What formalities are necessary in executing a patent assignment or exclusive license?6

Exercise

Draft a patent assignment agreement from an employee software programmer to the programmer’s employer for all software inventions created within the scope of employment or using the employer’s resources.

V. Services Contracts for Software Development

Software Services Agreement


This Software Services Agreement (“Agreement”) is entered into this ______ day of ________ , 2 ________ , by and between Tillamook Tech Services, Inc. (“Contractor”) and Nisqually National Computer Corp. (“Company”).



SECTION 1 Definitions


	“Deliverables” means all IP or other work product developed by Contractor (or a subcontractor of Contractor) for Company under a SOW or as part of the Services;

	“IP” means all intellectual property rights throughout the world, whether existing under statute or at common law or equity, now or hereafter in force or recognized, including: copyrights, trade secrets, trademarks and service marks, patents, inventions, designs, logos and trade dress, “moral rights,” mask works, publicity rights, and privacy rights.

	“Company Materials” means any tangible or intangible materials (including hardware, software, source code, documentation, methodologies, know-how, 383processes, techniques, ideas, concepts, technologies, and data) that are provided by or on behalf of Company to Contractor to perform the Services. Company Materials include any modifications to, or derivative works of, the foregoing materials, the trademarks, and any data entered into any Contractor database as part of the Services.

	“Services” means the services specified in a SOW or otherwise performed by Contractor under this Agreement;

	“SOW(s)” means any of the following which describe Services and/or Deliverables ordered under this Agreement:

	Purchase order(s);

	Electronic statement(s) of work transmitted by Company; or

	Written agreement(s) signed by authorized representatives of both parties expressly referencing this Agreement.




	“Subcontractor(s)” means either a third party to whom Contractor delegates one or more of its obligations under this Agreement or a Contractor Affiliate that is not contracting directly with Company; and

	“Contractor IP” means:

	Contractor’s preexisting or independently developed proprietary tools, processes, or IP; and

	Any modifications to or derivative works of the foregoing that Contractor creates as a part of the Services, to the extent such modifications or derivative works have no functionality separate from Contractor IP.






SECTION 2 Provision of Services: Scope and Requirements


	Scope of Services to be described in SOW. The parties will describe the Services in one or more SOW. This Agreement applies to each SOW. The parties may agree to change a SOW. Contractor will, at its own expense:

	Obtain and maintain any approvals, licenses, filings, or registrations necessary to perform the Services; and

	Comply with all applicable laws (including export laws and regulations).




	Acceptance of Deliverables. Company will evaluate each Deliverable and will accept or reject it within 15 business days after receipt, or as otherwise agreed. If Company does not accept or reject a Deliverable within this period, the Deliverable will be deemed accepted unless otherwise agreed. Contractor will have 10 business days to fix any Deliverable after receiving notice from Company. If Contractor does not fix the Deliverable, Company may either reject the Deliverable without further obligation, or work with Contractor to resolve the issue.
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SECTION 3 Ownership and Use of the Parties’ Respective IP


	Ownership of preexisting IP. Each party will own and retain all rights to its preexisting IP and any IP developed outside of the Services performed under this Agreement.

	Contractor’s use of Company Materials

	License to use Company Materials.

	Company grants Contractor a non-exclusive, revocable license to copy, use, and distribute any Company Materials provided to it to the extent necessary to perform the Services. Company or its suppliers retain all other interest in Company Materials and related IP. Contractor has no right to sublicense the right to use Company Materials, except as necessary to any approved subcontractor.

	If the Company Materials come with a separate license, the terms of that license will also apply. Those other Company license terms control in the case of any conflict with this Agreement.




	Termination of license and return of Company Materials. Company may revoke the license to Company Materials at any time for any reasonable business reason. The license will terminate automatically on the earlier of the expiration or termination of:

	This Agreement; or

	The applicable SOW.



Contractor will promptly return any Company Materials on request or termination of Contractor’s license.





	Company’s use of Contractor IP.
If Contractor IP is incorporated into any Deliverable, then Contractor will continue to own the Contractor IP. Contractor grants Company a worldwide, non-exclusive, perpetual, irrevocable, royalty-free, fully paid-up right and license, under all current and future IP, to:


	Make, use, reproduce, format, modify, and create derivative works of the applicable Contractor IP;

	Publicly perform or display, import, broadcast, transmit, distribute, license, offer to sell and sell, rent, lease, or lend copies of the applicable Contractor IP and derivative works thereof;

	Combine the Contractor IP and/or derivative works thereof with any software, firmware, hardware, and/or services; and

	Sublicense to third parties the foregoing rights, including the right to sublicense to further third parties.
If Contractor intends to use any third-party IP in a manner described above, then Contractor will also obtain all necessary rights in the third-party IP to make the grant of rights provided above.
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	Ownership of Deliverables

	Ownership of IP in Deliverables. All Deliverables are “work made for hire” for Company under applicable copyright law subject to:

	Contractor’s retention of its rights in any Contractor IP as provided in this Section 3 (Ownership and Use of Parties’ Respective IP); and

	Any third party’s retention of its rights in any IP licensed to Company under that Section 3(c).
To the extent any Deliverables do not qualify as a work made for hire, Contractor assigns all right, title, and interest in and to the Deliverables, including all IP, to Company. Contractor waives, and agrees not to assert, any moral rights that may exist in the Deliverables.


	Contractor’s assistance. Contractor will promptly disclose to Company, in writing, any inventions, works of authorship, improvements, developments, or discoveries conceived, authored, made, or reduced to practice by Contractor or its Subcontractors, either solely or in collaboration with others, in connection with performing the Services. At Company’s request and expense, Contractor will sign documents and take any other action reasonably necessary to evidence, perfect, or protect Company’s rights in the Deliverables. Contractor will cooperate with Company in the filing and prosecution of any copyright, trademark, or patent applications that Company may choose to file on the Deliverables or inventions and designs relating to the Deliverables. Contractor irrevocably appoints Company as Contractor’s attorney-in-fact (which appointment is coupled with an interest) to sign those documents on Contractor’s behalf. Contractor will not challenge, oppose, or interfere with any Company applications relating to the Deliverables or file any applications on its own behalf.












SECTION 4 Contractor Compensation

Company will pay the Contractor fees set forth in each SOW.

SECTION 5 Term and Termination


	Term. This Agreement commences on the Effective Date and will continue for a period of 2 years (the “Term”) unless it is:

	Terminated earlier according to its terms; or

	Extended by a written and signed amendment.




	Termination for convenience. Without prejudice to any other remedies:
Company may terminate this Agreement, or any SOW, at any time without cause by giving 10 days’ written notice. If Company terminates for convenience, its only obligation is to pay Contractor, for:


	Services or Deliverables it accepts before the effective date of termination; or
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	Services performed, where Company retains the benefit after the effective date of termination.




	Termination for cause.

	Mutual right. Either party may terminate this Agreement or any SOW on the other party’s material breach of this Agreement or a SOW. The non-breaching party must give 10 calendar days’ written notice and the opportunity to cure its breach. Either party may immediately terminate this Agreement on written notice of a breach of Section 6 (Confidentiality, Privacy and Data Protection, and Publicity) of this Agreement.

	Company’s right. Company may terminate this Agreement, effective immediately upon written notice, if Contractor:

	Is found to be non-compliant in its use of Company software;

	Becomes insolvent; or

	Executes any assignment for the benefit of creditors or becomes the subject of any proceeding under any bankruptcy, insolvency, or other debtor relief laws, whether voluntary or involuntary, unless the proceeding is dismissed or terminated within 60 days after it commences.




	Effect of termination. Each party will return the Confidential Information and property of the other within 10 calendar days of the effective date of termination of this Agreement or any SOW unless otherwise instructed. Contractor will deliver to Company any affected Deliverables in progress and all data and materials related to them. Contractor will assist Company with a post- termination transition at Company’s request. Contractor’s assistance will not exceed 60 calendar days. Company will pay Contractor, through the Compliance Service Provider, for its assistance at a rate no greater than that set forth in any SOW for comparable services.

	Survival. The provisions of this Agreement which, by their terms, require performance after the termination or expiration of this Agreement, or have application to events that may occur after the termination or expiration of this Agreement, will survive the termination or expiration of this Agreement. All indemnity obligations and any applicable indemnification procedures will be deemed to survive the termination or expiration of this Agreement.






SECTION 6 Confidentiality, Privacy and Data Protection, and Publicity

The information shared under this Agreement is confidential information subject to the nondisclosure agreement (“NDA”) between the parties dated ______ .
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SECTION 7 Representations and Warranties

Contractor represents and warrants:


	Contractor has full rights and authority to enter into and perform according to this Agreement;

	Contractor’s performance will not violate any agreement or obligation between Contractor and any third party;

	The Services will be performed professionally and be of high grade, nature, and quality;

	The Services, the Deliverables, and any Contractor IP or third-party IP provided to Company under this Agreement will not:

	To the best of Contractor’s knowledge, infringe any patent, copyright, trademark, trade secret, or other proprietary right of any third party; or

	Contain any viruses or other malicious code that will degrade or infect any Deliverables, product, service, or any other software or Company’s network or systems;




	Any Company software in Contractor’s possession is properly licensed for use.
EXCEPT AS SET FORTH IN THIS SECTION 7 (REPRESENTATIONS AND WARRANTIES), THE SERVICES AND THE DELIVERABLES ARE PROVIDED “AS IS.” TO THE MAXIMUM EXTENT PERMITTED BY LAW, CONTRACTOR DISCLAIMS ANY AND ALL OTHER WARRANTIES, WHETHER EXPRESS OR IMPLIED, INCLUDING, BUT NOT LIMITED TO, ANY IMPLIED WARRANTIES OF MERCHANTABILITY, OR FITNESS FOR A PARTICULAR PURPOSE, WHETHER ARISING BY A COURSE OF DEALING, USAGE OR TRADE PRACTICE, OR COURSE OF PERFORMANCE.




SECTION 8 Indemnification and Other Remedies


	Indemnification by Contractor. Contractor will defend, indemnify, and hold Company, its Affiliates, and their respective successors, directors, officers, employees, and agents (each a “Company Indemnified Party”) harmless from and against all Claims to the extent that such Claims arise out of or relate to:

	Any breach of any representation or warranty contained in Section 7(a) or 7(b) by Contractor or its subcontractors;

	The negligent or willful acts or omissions of Contractor or its subcontractors resulting in any bodily injury or death to any person or loss, disappearance, or damage to tangible or intangible property;

	Contractor’s (or its subcontractors’) infringement, misuse, or misappropriation of any third-party IP rights;

	Breach of any obligations under Section 6 (Confidentiality, Privacy and Data Protection, and Publicity); or

	Contractor’s (or its subcontractors’) failure to comply with applicable laws, rules, or regulations.
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However, Contractor will have no liability under this Section 8(a) (Indemnification by Contractor) to the comparative extent that Claims result:


	From the negligent or willful acts of a Company Indemnified Party; or

	From Contractor’s compliance with the express instructions of Company.







	Indemnification by Company. Company will defend, indemnify, and hold Contractor, its Affiliates, and their respective successors, directors, officers, employees, and agents (each a “Contractor Indemnified Party”) harmless from and against all Claims to the extent that the Claims arise out of or relate to:

	The negligent or willful acts or omissions of Company resulting in any bodily injury or death to any person or loss, disappearance, or damage to tangible or intangible property; or

	Company’s failure to comply with applicable laws, rules, or regulations.
However, Company will have no liability under this Section 8(b) (Indemnification by Company) to the comparative extent that Claims result from the negligent or willful acts of a Contractor Indemnified Party.





	Indemnification procedures. The indemnified party will:

	Provide the indemnifying party with reasonably prompt notice of Claims;

	Permit the indemnifying party through mutually acceptable counsel to answer and defend Claims; and

	Provide the indemnifying party with reasonable information and assistance to help the indemnifying party defend Claims at the indemnifying party’s expense.
Any indemnified party will have the right to employ separate counsel and participate in the defense of any Claim at its own expense.







SECTION 9 Limitations of Liability


	SUBJECT TO SECTION 9(b) BELOW, NEITHER PARTY WILL BE LIABLE TO THE OTHER FOR ANY CONSEQUENTIAL, SPECIAL, EXEMPLARY, OR PUNITIVE DAMAGES (INCLUDING DAMAGES FOR LOSS OF DATA, REVENUE, AND/OR PROFITS), WHETHER FORESEEABLE OR UNFORESEEABLE, ARISING OUT OF THIS AGREEMENT REGARDLESS OF WHETHER THE LIABILITY IS BASED ON BREACH OF CONTRACT, TORT, STRICT LIABILITY, BREACH OF WARRANTIES, OR OTHERWISE, AND EVEN IF THE PARTY HAS BEEN ADVISED OF THE POSSIBILITY OF THOSE DAMAGES. ADDITIONALLY, NEITHER PARTY’S TOTAL AGGREGATE LIABILITY TO THE OTHER PARTY WILL EXCEED THE GREATER OF:

	$2 MILLION; OR

	THE ACTUAL FEES PAID BY COMPANY IN THE 12-MONTH PERIOD PRIOR TO THE DATE THE CLAIM AROSE.
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	THE LIMITATIONS ON LIABILITY SET FORTH IN SECTION 9(a) DO NOT APPLY TO LIABILITY ARISING FROM:

	A PARTY’S DUTY TO INDEMNIFY THE OTHER FOR THIRD-PARTY CLAIMS UNDER THIS AGREEMENT;

	A BREACH OF A PARTY’S OBLIGATIONS UNDER SECTION 6 (CONFIDENTIALITY, PRIVACY AND DATA PROTECTION, AND PUBLICITY);

	ANY INFRINGEMENT, MISUSE, OR MISAPPROPRIATION OF ANY INTELLECTUAL PROPERTY RIGHTS; OR

	FRAUD.






SECTION 10 Insurance

Contractor will maintain sufficient insurance coverage to meet obligations created by this Agreement and by law.

SECTION 11 Miscellaneous


	Independent contractor status; taxes

	Independent contractor status. The parties are independent contractors. Neither party is a partner of the other for any purpose whatsoever. Nothing herein shall be construed as: (i) creating an employer-employee relationship; (ii) creating an exclusive relationship; (iii) preventing either party from entering into the same or a similar relationship with others; or (iv) creating a minimum business commitment from Company to Contractor. Contractor and its employees, agents, consultants, and/or subcontractors shall not be construed as Company employees, or entitled to participate in the profit sharing, pension, or other plans established for the benefit of Company employees.

	Employment-related taxes, insurance, and benefits. Contractor is responsible for paying all of Contractor’s federal and state taxes, withholding, social security, insurance, and other benefits on behalf of Contractor and Contractor’s employees. If the Internal Revenue Service, any state or local agency, or a court of competent jurisdiction determines that Contractor is a common law Company employee and therefore subject to withholding and payroll taxes (e.g., federal income tax, FICA, FUTA, etc.), Contractor will indemnify and hold Company harmless from all such withholding and payroll taxes, and related interest and penalties, if any, assessed against Company in connection with such determination.

	Other taxes. The amounts to be paid by Company to Compliance Service Provider for the Services do not include any taxes. Company is not liable for any taxes that Contractor or Compliance Service Provider is legally obligated to pay. “Taxes” includes but is not limited to net income or gross receipts taxes, franchise taxes, property taxes, and any other taxes or duties that are levied or based on the Agreement or any SOW. Contractor will indemnify and hold Company harmless from any claims, costs (including reasonable attorneys’ fees), and liabilities that relate to Contractor’s taxes.
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	Governing provision. Despite any other provision in this Agreement, this Section 12(a) will govern the treatment of all taxes relating to this Agreement.




	Governing law; jurisdiction. The laws of the State of Oregon govern this Agreement. If federal jurisdiction exists, the parties consent to exclusive jurisdiction and venue in the federal courts in Washington County, Oregon. If not, the parties consent to exclusive jurisdiction and venue in the Superior Court of Washington County, Oregon. If either Company or Contractor employs attorneys to enforce any rights arising out of or relating to this Agreement, the prevailing party will be entitled to recover its reasonable attorneys’ fees, costs, and other expenses, including the costs and fees incurred on appeal or in a bankruptcy or similar action.

	No waiver. A party’s delay or failure to exercise any right or remedy will not result in a waiver of that or any other right or remedy.

	Assignment. Contractor will not sell, assign, transfer, pledge, or encumber this Agreement or any right, or delegate any duty or obligation under this Agreement, by assignment or operation of law, without Company’s prior written consent. Company will not unreasonably withhold such consent. Contractor will be deemed to have assigned this Agreement if Contractor engages in a change of control transaction. Company may assign this Agreement to any of its Affiliates. This Agreement will inure to the benefit of and bind all permitted successors, assigns, receivers, and trustees of each party.

	Force majeure. Neither party will be liable for failure to perform any obligation under this Agreement to the extent such failure is caused by a force majeure event (including acts of God, natural disasters, war, civil disturbance, action by governmental entity, strike, and other causes beyond the party’s reasonable control). The party affected by the force majeure event will provide notice to the other party within a commercially reasonable time and will use its best efforts to resume performance. Obligations not performed due to a force majeure event will be performed as soon as reasonably possible when the force majeure event concludes.

	Severability. If any court of competent jurisdiction determines that any provision of this Agreement is illegal, invalid, or unenforceable, the remaining provisions will remain in full force and effect.

	Entire agreement, precedence, and amendment. This Agreement supersedes all prior and contemporaneous communications, whether written or oral, regarding the subject matter covered in this Agreement. In the event of a conflict between any parts of this Agreement not resolved expressly by its terms, the following order of precedence will apply:

	This Agreement;

	A signed SOW, except to the extent that this Agreement or the SOW expressly provides that a particular section of the SOW takes precedence over a particular section of this Agreement; and

	Company purchase order terms and conditions.
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This Agreement may be modified only by a written agreement signed by duly authorized representatives of both parties.







* * *

Questions

1. General Discussion Questions

1.1 Some countries do not permit the assignment of intellectual property ownership from employees to employers — do you agree with this policy?

1.2 Should a contractor be able to disclaim the implied warranty of merchantability or fitness for a particular purpose?

2. Litigation Questions

2.1 Is the consent to jurisdiction in Section 11(b) binding on a court?

2.2 When might a licensor not want to ask a licensee for a defense of claims agreement as found in Section 8?

3. Business Law Questions

3.1 What are the advantages and disadvantages of entering into a contract like the Software Services Agreement for the software programmer and the party contracting for software services?

3.2 Which issues raised in Aymes v. Bonelli and Asset Marketing Systems v. Gagnon would have been resolved if the parties had entered into the Software Services Agreement? Are there any issues that would not be resolved?

3.3 Why is Section 3(d) on Ownership of Deliverables phrased the way it is phrased?

3.4 Is it appropriate for Company to have greater leeway to terminate the Agreement than Contractor? Why or why not?

Exercises

1. Assume the Contractor is not willing to assign ownership of certain Deliverables to Company. Negotiate alternative arrangements.

2. Assume Company wants an unequivocal IP warranty in Section 7(d) rather than the “to the best of Contractor’s knowledge” version in the Software Services Agreement as written. Negotiate alternative arrangements.






	1. The NDA was located and produced six months into the litigation.


	2. Gagnon disputes that the source code was ever stored on the AMS server.


	3. Though delivery of a copy of software does not compel the conclusion that Gagnon granted AMS a license, it is a relevant factor that we may consider. See 17 U.S.C. §202; Effects, 908 F.2d at 558 n.6 (recognizing that delivery is not dispositive, but “one factor that may be relied upon in determining that an implied license has been granted”).


	4. We do not consider the NDA, allegedly signed by Gagnon, because Gagnon contests its validity and argues that his signature was forged, creating a factual dispute inappropriate for resolution on summary judgment.


	1. See Banks v. Unisys Corp., 228 F.3d 1357, 1359 (Fed. Cir. 2000).


	2. See Wommack v. Durham Pecan Co., 715 F.2d 962 (5th Cir. 1983).


	3. See Wiegand v. Dover Mfg. Co., 292 F. Supp. 255 (N.D. Ohio 1923).


	4. 35 U.S.C. §262.


	5. Id.


	6. See 35 U.S.C. §261.
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· Chapter · 8 Interoperability and Standards

I. INTRODUCTION

The pioneers of the computer industry created both the hardware and the software for their systems, which operated alone as islands of functionality. This model no longer prevails. We now live in the age of distributed computing, on-line gaming, and services provided from “the cloud.” Today’s software needs to work with other software. This chapter looks at two common scenarios presented by the prevailing need for software to interoperate: software platform interoperability (in Section II) and interoperability facilitated by industry standards (in Section III).

II. PLATFORM COMPATIBILITY

A software platform is software that serves as the base for running applications, providing software services, and supporting peripheral hardware devices that enhance the software experience on the platform. Normally we think of operating systems as platforms, which is true, but Internet browsers, games, and social media software can also serve as platforms.

Software platform developers vary in their approach to welcoming third-party applications, services, and devices onto their platform. In other words, software platform developers fall on a spectrum in their desire to control the platform and their openness to interoperability. Sometimes the platform developer’s approach relates to its business model for monetizing the platform; sometimes it relates to the desire to control the quality of the user experience; and often it relates to a combination of both.

On one side of the spectrum, open source software enables interoperability because the source code is freely available. Alternatively, certain operating systems come with application programming interfaces (APIs) that are publicly documented and freely available to encourage developers to utilize the functionality available by 394“calling” an API. In this model, the platform developer often distributes software development kits that provide the tools to write applications and develop peripheral hardware for the platform. Microsoft Windows for the PC operates on this basis. Next, certain platforms permit compatibility but only upon permission and often based on rules of behavior and sometimes payment of a fee. Sony’s video games platform and Apple’s iPhone platform work in this manner. And finally, some platforms aim to be closed to outsiders altogether unless specially licensed by the platform developer.

Platform interoperability can take on another dimension as well. A software developer may create a software platform competitive with a preexisting platform. Success for the competitor often depends upon applications, services, and devices written for the existing platform to work with the new platform. We saw this illustrated in Chapter 2 in the computer hardware context in the Apple Computer v. Franklin Computer case. Success may also depend on interoperability between the two software platforms.

The cases and questions that follow explore some of the issues associated with software platform interoperability. Chapter 9 on Boundaries of Protection explores additional issues.

SEGA ENTERPRISES, LTD. v. ACCOLADE, INC.

977 F.2d 1510 (9th Cir. 1993)

REINHARDT, Circuit Judge.

This case presents several difficult questions of first impression involving our copyright and trademark laws.1 We are asked to determine whether the Copyright Act permits persons who are neither copyright holders nor licensees to disassemble a copyrighted computer program in order to gain an understanding of the unprotected functional elements of the program. In light of the public policies underlying the Act, we conclude that, when the person seeking the understanding has a legitimate reason for doing so and when no other means of access to the unprotected elements exists, such disassembly is as a matter of law a fair use of the copyrighted work.

I. Background

Sega Enterprises, Ltd. (“Sega”), a Japanese corporation, and its subsidiary, Sega of America, develop and market video entertainment systems, including the “Genesis” console… and video game cartridges. Accolade, Inc., is an independent developer, manufacturer, and marketer of computer entertainment software, including game cartridges that are compatible with the Genesis console, as well as game cartridges that are compatible with other computer systems.

Sega licenses its copyrighted computer code and its “SEGA” trademark to a number of independent developers of computer game software. Those licensees develop and sell 395Genesis-compatible video games in competition with Sega. Accolade is not and never has been a licensee of Sega. Prior to rendering its own games compatible with the Genesis console, Accolade explored the possibility of entering into a licensing agreement with Sega, but abandoned the effort because the agreement would have required that Sega be the exclusive manufacturer of all games produced by Accolade.

Accolade used a two-step process to render its video games compatible with the Genesis console. First, it “reverse engineered” Sega’s video game programs in order to discover the requirements for compatibility with the Genesis console. As part of the reverse engineering process, Accolade transformed the machine-readable object code contained in commercially available copies of Sega’s game cartridges into human-readable source code using a process called “disassembly” or “decompilation.” Accolade purchased a Genesis console and three Sega game cartridges, wired a decompiler into the console circuitry, and generated printouts of the resulting source code. Accolade engineers studied and annotated the printouts in order to identify areas of commonality among the three game programs. They then loaded the disassembled code back into a computer, and experimented to discover the interface specifications for the Genesis console by modifying the programs and studying the results. At the end of the reverse engineering process, Accolade created a development manual that incorporated the information it had discovered about the requirements for a Genesis-compatible game. According to the Accolade employees who created the manual, the manual contained only functional descriptions of the interface requirements and did not include any of Sega’s code.

In the second stage, Accolade created its own games for the Genesis. According to Accolade, at this stage it did not copy Sega’s programs, but relied only on the information concerning interface specifications for the Genesis that was contained in its development manual. Accolade maintains that with the exception of the interface specifications, none of the code in its own games is derived in any way from its examination of Sega’s code. In 1990, Accolade released “Ishido,” a game which it had originally developed and released for use with the Macintosh and IBM personal computer systems, for use with the Genesis console.

The most recent version of the Genesis console, the “Genesis III,” incorporates the licensed TMSS. When a game cartridge is inserted, the microprocessor contained in the Genesis III searches the game program for four bytes of data consisting of the letters “S-EG-A” (the “TMSS initialization code”). If the Genesis III finds the TMSS initialization code in the right location, the game is rendered compatible and will operate on the console. In such case, the TMSS initialization code then prompts a visual display for approximately three seconds which reads “PRODUCED BY OR UNDER LICENSE FROM SEGA ENTERPRISES LTD” (the “Sega Message”). All of Sega’s game cartridges, including those disassembled by Accolade, contain the TMSS initialization code.

Accolade learned of the impending release of the Genesis III in the United States in January, 1991, when the Genesis III was displayed at a consumer electronics show. When a demonstration at the consumer electronics show revealed that Accolade’s “Ishido” game cartridges would not operate on the Genesis III, Accolade returned to the drawing board. During the reverse engineering process, Accolade engineers had discovered a small segment of code — the TMSS initialization code — that was included in the “power-up” sequence of every Sega game, but that had no identifiable function. The games would operate on the 396original Genesis console even if the code segment was removed. Mike Lorenzen, the Accolade engineer with primary responsibility for reverse engineering the interface procedures for the Genesis console, sent a memo regarding the code segment to Alan Miller, his supervisor and the current president of Accolade, in which he noted that “it is possible that some future Sega peripheral device might require it for proper initialization.”

In the second round of reverse engineering, Accolade engineers focused on the code segment identified by Lorenzen. After further study, Accolade added the code to its development manual in the form of a standard header file to be used in all games. The file contains approximately twenty to twenty-five bytes of data. Each of Accolade’s games contains a total of 500,000 to 1,500,000 bytes. According to Accolade employees, the header file is the only portion of Sega’s code that Accolade copied into its own game programs.

In 1991, Accolade released five more games for use with the Genesis III, “Star Control,” “Hardball!,” “Onslaught,” “Turrican,” and “Mike Ditka Power Football.” With the exception of “Mike Ditka Power Football,” all of those games, like “Ishido,” had originally been developed and marketed for use with other hardware systems. All contained the standard header file that included the TMSS initialization code. According to Accolade, it did not learn until after the Genesis III was released on the market in September, 1991, that in addition to enabling its software to operate on the Genesis III, the header file caused the display of the Sega Message. All of the games except “Onslaught” operate on the Genesis III console; apparently, the programmer who translated “Onslaught” for use with the Genesis system did not place the TMSS initialization code at the correct location in the program.

III. Copyright Issues

Accolade raises four arguments in support of its position that disassembly of the object code in a copyrighted computer program does not constitute copyright infringement. First, it maintains that intermediate copying does not infringe the exclusive rights granted to copyright owners in section 106 of the Copyright Act unless the end product of the copying is substantially similar to the copyrighted work. Second, it argues that disassembly of object code in order to gain an understanding of the ideas and functional concepts embodied in the code is lawful under section 102(b) of the Act, which exempts ideas and functional concepts from copyright protection. Third, it suggests that disassembly is authorized by section 117 of the Act, which entitles the lawful owner of a copy of a computer program to load the program into a computer. Finally, Accolade contends that disassembly of object code in order to gain an understanding of the ideas and functional concepts embodied in the code is a fair use that is privileged by section 107 of the Act.

Neither the language of the Act nor the law of this circuit supports Accolade’s first three arguments. Accolade’s fourth argument, however, has merit. Although the question is fairly debatable, we conclude based on the policies underlying the Copyright Act that disassembly of copyrighted object code is, as a matter of law, a fair use of the copyrighted work if such disassembly provides the only means of access to those elements of the code that are not protected by copyright and the copier has a legitimate reason for seeking such access.
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IV. Fair Use

Accolade contends that its disassembly of copyrighted object code as a necessary step in its examination of the unprotected ideas and functional concepts embodied in the code is a fair use that is privileged by section 107 of the Act. Because, in the case before us, disassembly is the only means of gaining access to those unprotected aspects of the program, and because Accolade has a legitimate interest in gaining such access (in order to determine how to make its cartridges compatible with the Genesis console), we agree with Accolade. Where there is good reason for studying or examining the unprotected aspects of a copyrighted computer program, disassembly for purposes of such study or examination constitutes a fair use.

Section 107 lists the factors to be considered in determining whether a particular use is a fair one. Those factors include:

(1) the purpose and character of the use, including whether such use is of a commercial nature or is for nonprofit educational purposes;

(2) the nature of the copyrighted work;

(3) the amount and substantiality of the portion used in relation to the copyrighted work as a whole; and

(4) the effect of the use upon the potential market for or value of the copyrighted work.

17 U.S.C. §107. The statutory factors are not exclusive. Rather, the doctrine of fair use is in essence “an equitable rule of reason.” Harper & Row, Publishers, Inc. v. Nation Enterprises, 471 U.S. 539, 560, 105 S. Ct. 2218, 2230, 85 L. Ed. 2d 588 (1985) (quoting H.R. Rep. No. 1476, 94th Cong., 2d Sess. 65, reprinted in 1976 U.S.C.C.A.N. 5659, 5679).

With respect to the first statutory factor, we observe initially that the fact that copying is for a commercial purpose weighs against a finding of fair use. Harper & Row, 471 U.S. at 562, 105 S. Ct. at 2231. However, the presumption of unfairness that arises in such cases can be rebutted by the characteristics of a particular commercial use. Hustler Magazine, Inc. v. Moral Majority, Inc., 796 F.2d 1148, 1152 (9th Cir. 1986); see also Maxtone-Graham v. Burtchaell, 803 F.2d 1253, 1262 (2d Cir. 1986), cert. denied, 481 U.S. 1059, 107 S. Ct. 2201, 95 L. Ed. 2d 856 (1987). Further “[t]he commercial nature of a use is a matter of degree, not an absolute.…” Maxtone-Graham, 803 F.2d at 1262.

Sega argues that because Accolade copied its object code in order to produce a competing product, the Harper & Row presumption applies and precludes a finding of fair use. That analysis is far too simple and ignores a number of important considerations. We must consider other aspects of “the purpose and character of the use” as well. As we have noted, the use at issue was an intermediate one only and thus any commercial “exploitation” was indirect or derivative.

The declarations of Accolade’s employees indicate, and the district court found, that Accolade copied Sega’s software solely in order to discover the functional requirements for compatibility with the Genesis console — aspects of Sega’s programs that are not protected by copyright. 17 U.S.C. §102(b). With respect to the video game programs contained in Accolade’s game cartridges, there is no evidence in the record that Accolade sought to avoid performing its own creative work. Indeed, most of the games that Accolade released for use with the Genesis console were originally developed for other hardware systems. Moreover, with respect to the interface procedures for the Genesis console, Accolade did not seek to 398avoid paying a customarily charged fee for use of those procedures, nor did it simply copy Sega’s code; rather, it wrote its own procedures based on what it had learned through disassembly. Taken together, these facts indicate that although Accolade’s ultimate purpose was the release of Genesis-compatible games for sale, its direct purpose in copying Sega’s code, and thus its direct use of the copyrighted material, was simply to study the functional requirements for Genesis compatibility so that it could modify existing games and make them usable with the Genesis console. Moreover, as we discuss below, no other method of studying those requirements was available to Accolade. On these facts, we conclude that Accolade copied Sega’s code for a legitimate, essentially non-exploitative purpose, and that the commercial aspect of its use can best be described as of minimal significance.

We further note that we are free to consider the public benefit resulting from a particular use notwithstanding the fact that the alleged infringer may gain commercially. See Hustler, 796 F.2d at 1153 (quoting MCA, Inc. v. Wilson, 677 F.2d 180, 182 (2d Cir. 1981)). Public benefit need not be direct or tangible, but may arise because the challenged use serves a public interest. In the case before us, Accolade’s identification of the functional requirements for Genesis compatibility has led to an increase in the number of independently designed video game programs offered for use with the Genesis console. It is precisely this growth in creative expression, based on the dissemination of other creative works and the unprotected ideas contained in those works, that the Copyright Act was intended to promote. See Feist Publications, Inc. v. Rural Tel. Serv. Co., 499 U.S. 340, _____, 111 S. Ct. 1282, 1290, 113 L. Ed. 2d 358 (1991) (citing Harper & Row, 471 U.S. at 556-57, 105 S. Ct. at 2228-29). The fact that Genesis-compatible video games are not scholarly works, but works offered for sale on the market, does not alter our judgment in this regard. We conclude that given the purpose and character of Accolade’s use of Sega’s video game programs, the presumption of unfairness has been overcome and the first statutory factor weighs in favor of Accolade.

As applied, the fourth statutory factor, effect on the potential market for the copyrighted work, bears a close relationship to the “purpose and character” inquiry in that it, too, accommodates the distinction between the copying of works in order to make independent creative expression possible and the simple exploitation of another’s creative efforts. We must, of course, inquire whether, “if [the challenged use] should become widespread, it would adversely affect the potential market for the copyrighted work,” Sony Corp. v. Universal City Studios, 464 U.S. 417, 451, 104 S. Ct. 774, 793, 78 L. Ed. 2d 574 (1984), by diminishing potential sales, interfering with marketability, or usurping the market, Hustler, 796 F.2d at 115556. If the copying resulted in the latter effect, all other considerations might be irrelevant. The Harper & Row Court found a use that effectively usurped the market for the copyrighted work by supplanting that work to be dispositive. 471 U.S. at 567-69, 105 S. Ct. at 223435. However, the same consequences do not and could not attach to a use which simply enables the copier to enter the market for works of the same type as the copied work.

Unlike the defendant in Harper & Row, which printed excerpts from President Ford’s memoirs verbatim with the stated purpose of “scooping” a Time magazine review of the book, 471 U.S. at 562, 105 S. Ct. at 2231, Accolade did not attempt to “scoop” Sega’s release of any particular game or games, but sought only to become a legitimate competitor in the field of Genesis-compatible video games. Within that market, it is the characteristics of the game program as experienced by the user that determine the program’s commercial success. As we 399have noted, there is nothing in the record that suggests that Accolade copied any of those elements.

By facilitating the entry of a new competitor, the first lawful one that is not a Sega licensee, Accolade’s disassembly of Sega’s software undoubtedly “affected” the market for Genesis-compatible games in an indirect fashion. We note, however, that while no consumer except the most avid devotee of President Ford’s regime might be expected to buy more than one version of the President’s memoirs, video game users typically purchase more than one game. There is no basis for assuming that Accolade’s “Ishido” has significantly affected the market for Sega’s “Altered Beast,” since a consumer might easily purchase both; nor does it seem unlikely that a consumer particularly interested in sports might purchase both Accolade’s “Mike Ditka Power Football” and Sega’s “Joe Montana Football,” particularly if the games are, as Accolade contends, not substantially similar. In any event, an attempt to monopolize the market by making it impossible for others to compete runs counter to the statutory purpose of promoting creative expression and cannot constitute a strong equitable basis for resisting the invocation of the fair use doctrine. Thus, we conclude that the fourth statutory factor weighs in Accolade’s, not Sega’s, favor, notwithstanding the minor economic loss Sega may suffer.

The second statutory factor, the nature of the copyrighted work, reflects the fact that not all copyrighted works are entitled to the same level of protection. The protection established by the Copyright Act for original works of authorship does not extend to the ideas underlying a work or to the functional or factual aspects of the work. 17 U.S.C. §102(b). To the extent that a work is functional or factual, it may be copied, Baker v. Selden, 101 U.S. (11 Otto) 99, 102-04, 25 L. Ed. 841 (1879), as may those expressive elements of the work that “must necessarily be used as incident to” expression of the underlying ideas, functional concepts, or facts, id. at 104. Works of fiction receive greater protection than works that have strong factual elements, such as historical or biographical works, Maxtone-Graham, 803 F.2d at 1263 (citing Rosemont Enterprises, Inc. v. Random House, Inc., 366 F.2d 303, 307 (2d Cir. 1966), cert. denied, 385 U.S. 1009, 87 S. Ct. 714, 17 L. Ed. 2d 546 (1967)), or works that have strong functional elements, such as accounting textbooks, Baker, 101 U.S. at 104. Works that are merely compilations of fact are copyrightable, but the copyright in such a work is “thin.” Feist Publications, 499 U.S. at _____, 111 S. Ct. at 1289.

Computer programs pose unique problems for the application of the “idea/expression distinction” that determines the extent of copyright protection. To the extent that there are many possible ways of accomplishing a given task or fulfilling a particular market demand, the programmer’s choice of program structure and design may be highly creative and idiosyncratic. However, computer programs are, in essence, utilitarian articles — articles that accomplish tasks. As such, they contain many logical, structural, and visual display elements that are dictated by the function to be performed, by considerations of efficiency, or by external factors such as compatibility requirements and industry demands. Computer Assoc. Int’l, Inc. v. Altai, Inc., 1992 WL 372273, 23 U.S.P.Q.2d (BNA) 1241, 1253-56 (2d Cir. 1992) (“CAI”). In some circumstances, even the exact set of commands used by the programmer is deemed functional rather than creative for purposes of copyright. “[W]hen specific instructions, even though previously copyrighted, are the only and essential means of 400accomplishing a given task, their later use by another will not amount to infringement.” CONTU Report at 20; see CAI, 23 U.S.P.Q.2d at 1254.

Sega argues that even if many elements of its video game programs are properly characterized as functional and therefore not protected by copyright, Accolade copied protected expression. Sega is correct. The record makes clear that disassembly is wholesale copying. Because computer programs are also unique among copyrighted works in the form in which they are distributed for public use, however, Sega’s observation does not bring us much closer to a resolution of the dispute.

The unprotected aspects of most functional works are readily accessible to the human eye. The systems described in accounting textbooks or the basic structural concepts embodied in architectural plans, to give two examples, can be easily copied without also copying any of the protected, expressive aspects of the original works. Computer programs, however, are typically distributed for public use in object code form, embedded in a silicon chip or on a floppy disk. For that reason, humans often cannot gain access to the unprotected ideas and functional concepts contained in object code without disassembling that code — i.e., making copies. Atari Games Corp. v. Nintendo of America, 975 F.2d at 843-44 (Fed. Cir. 1992).

Sega argues that the record does not establish that disassembly of its object code is the only available method for gaining access to the interface specifications for the Genesis console, and the district court agreed. An independent examination of the record reveals that Sega misstates its contents, and demonstrates that the district court committed clear error in this respect.

First, the record clearly establishes that humans cannot read object code.

Because even a trained programmer cannot possibly remember the millions of zeros and ones that make up a program, he must make a written or computerized copy of the disassembled code in order to keep track of his work. See generally Johnson-Laird, Technical Demonstration of “Decompilation,” reprinted in Reverse Engineering: Legal and Business Strategies for Competitive Design in the 1990s, 102 (Prentice Hall Law & Business, ed., 1992). The relevant fact for purposes of Sega’s copyright infringement claim and Accolade’s fair use defense is that translation of a program from object code into source code cannot be accomplished without making copies of the code.

Second, the record provides no support for a conclusion that a viable alternative to disassembly exists. The district court found that Accolade could have avoided a copyright infringement claim by “peeling” the chips contained in Sega’s games or in the Genesis console.

The district court also suggested that Accolade could have avoided a copyright infringement suit by programming in a “clean room.” That finding too is clearly erroneous. A “clean room” is a procedure used in the computer industry in order to prevent direct copying of a competitor’s code during the development of a competing product. Programmers in clean rooms are provided only with the functional specifications for the desired program. As Dr. Tredennick explained, the use of a clean room would not have avoided the need for disassembly because disassembly was necessary in order to discover the functional specifications for a Genesis-compatible game.

In summary, the record clearly establishes that disassembly of the object code in Sega’s video game cartridges was necessary in order to understand the functional requirements for 401Genesis compatibility. The interface procedures for the Genesis console are distributed for public use only in object code form, and are not visible to the user during operation of the video game program. Because object code cannot be read by humans, it must be disassembled, either by hand or by machine. Disassembly of object code necessarily entails copying. Those facts dictate our analysis of the second statutory fair use factor. If disassembly of copyrighted object code is per se an unfair use, the owner of the copyright gains a de facto monopoly over the functional aspects of his work — aspects that were expressly denied copyright protection by Congress. 17 U.S.C. §102(b). In order to enjoy a lawful monopoly over the idea or functional principle underlying a work, the creator of the work must satisfy the more stringent standards imposed by the patent laws. Bonito Boats, Inc. v. Thunder Craft Boats, Inc., 489 U.S. 141, 159-64, 109 S. Ct. 971, 982-84, 103 L. Ed. 2d 118 (1989). Sega does not hold a patent on the Genesis console.

Because Sega’s video game programs contain unprotected aspects that cannot be examined without copying, we afford them a lower degree of protection than more traditional literary works. See CAI, 23 U.S.P.Q.2d at 1257. In light of all the considerations discussed above, we conclude that the second statutory factor also weighs in favor of Accolade.

As to the third statutory factor, Accolade disassembled entire programs written by Sega. Accordingly, the third factor weighs against Accolade. The fact that an entire work was copied does not, however, preclude a finding a [sic] fair use. Sony Corp., 464 U.S. at 449-50, 104 S. Ct. at 792; Hustler, 796 F.2d at 1155 (“Sony Corp. teaches us that the copying of an entire work does not preclude fair use per se.”). In fact, where the ultimate (as opposed to direct) use is as limited as it was here, the factor is of very little weight.

In determining whether a challenged use of copyrighted material is fair, a court must keep in mind the public policy underlying the Copyright Act. “‘The immediate effect of our copyright law is to secure a fair return for an “author’s” creative labor. But the ultimate aim is, by this incentive, to stimulate artistic creativity for the general public good.’” Sony Corp., 464 U.S. at 432, 104 S. Ct. at 783 (quoting Twentieth Century Music Corp. v. Aiken, 422 U.S. 151, 156, 95 S. Ct. 2040, 2044, 45 L. Ed. 2d 84 (1975)). When technological change has rendered an aspect or application of the Copyright Act ambiguous, “‘the Copyright Act must be construed in light of this basic purpose.’” Id. As discussed above, the fact that computer programs are distributed for public use in object code form often precludes public access to the ideas and functional concepts contained in those programs, and thus confers on the copyright owner a de facto monopoly over those ideas and functional concepts. That result defeats the fundamental purpose of the Copyright Act — to encourage the production of original works by protecting the expressive elements of those works while leaving the ideas, facts, and functional concepts in the public domain for others to build on. Feist Publications, 499 U.S. at ______, 111 S. Ct. at 1290; see also Atari Games Corp., 975 F.2d at 842-43.

Sega argues that the considerable time, effort, and money that went into development of the Genesis and Genesis-compatible video games militate against a finding of fair use. Borrowing from antitrust principles, Sega attempts to label Accolade a “free rider” on its product development efforts. In Feist Publications, however, the Court unequivocally rejected the “sweat of the brow” rationale for copyright protection. 499 U.S. at ______, 111 S. Ct. at 1290-95. Under the Copyright Act, if a work is largely functional, it receives only weak protection. “This result is neither unfair nor unfortunate. It is the means by which copyright 402advances the progress of science and art.” Id. 499 U.S. at ______, 111 S. Ct. at 1290; see also id. 499 U.S. at ______ , 111 S. Ct. at 1292 (“In truth, ‘[i]t is just such wasted effort that the proscription against the copyright of ideas and facts…[is] designed to prevent.’”) (quoting Rosemont Enterprises, Inc. v. Random House, Inc., 366 F.2d 303, 310 (2d Cir. 1966), cert. denied, 385 U.S. 1009, 87 S. Ct. 714, 17 L. Ed. 2d 546 (1967)); CAI, 23 U.S.P.Q.2d at 1257. Here, while the work may not be largely functional, it incorporates functional elements which do not merit protection. The equitable considerations involved weigh on the side of public access. Accordingly, we reject Sega’s argument.

We conclude that where disassembly is the only way to gain access to the ideas and functional elements embodied in a copyrighted computer program and where there is a legitimate reason for seeking such access, disassembly is a fair use of copyrighted work, as a matter of law. Our conclusion does not, of course, insulate Accolade from a claim of copyright infringement with respect to its finished products. Sega has reserved the right to raise such a claim, and it may do so on remand.

* * *

LEWIS GALOOB TOYS, INC. v. NINTENDO OF AMERICA, INC

964 F.2d 965 (9th Cir. 1992)

FARRIS, Circuit Judge.

FACTS

The Nintendo Entertainment System is a home video game system marketed by Nintendo. To use the system, the player inserts a cartridge containing a video game that Nintendo produces or licenses others to produce. By pressing buttons and manipulating a control pad, the player controls one of the game’s characters and progresses through the game. The games are protected as audiovisual works under 17 U.S.C. §102(a)(6).

The Game Genie is a device manufactured by Galoob that allows the player to alter up to three features of a Nintendo game. For example, the Game Genie can increase the number of lives of the player’s character, increase the speed at which the character moves, and allow the character to float above obstacles. The player controls the changes made by the Game Genie by entering codes provided by the Game Genie Programming Manual and Code Book. The player also can experiment with variations of these codes.

The Game Genie functions by blocking the value for a single data byte sent by the game cartridge to the central processing unit in the Nintendo Entertainment System and replacing it with a new value. If that value controls the character’s strength, for example, then the character can be made invincible by increasing the value sufficiently. The Game Genie is inserted between a game cartridge and the Nintendo Entertainment System. The Game Genie does not alter the data that is stored in the game cartridge. Its effects are temporary.

DISCUSSION

1. Derivative work

The Copyright Act of 1976 confers upon copyright holders the exclusive right to prepare and authorize others to prepare derivative works based on their copyrighted works. See 17 403U.S.C. §106(2). Nintendo argues that the district court erred in concluding that the audiovisual displays created by the Game Genie are not derivative works. The court’s conclusions of law are reviewed de novo.

A derivative work must incorporate a protected work in some concrete or permanent “form.” The Copyright Act defines a derivative work as follows:


A “derivative work” is a work based upon one or more preexisting works, such as a translation, musical arrangement, dramatization, fictionalization, motion picture version, sound recording, art reproduction, abridgment, condensation, or any other form in which a work may be recast, transformed, or adapted. A work consisting of editorial revisions, annotations, elaborations, or other modifications which, as a whole, represent an original work of authorship, is a “derivative work.”



17 U.S.C. §101. The examples of derivative works provided by the Act all physically incorporate the underlying work or works. The Act’s legislative history similarly indicates that “the infringing work must incorporate a portion of the copyrighted work in some form.” 1976 U.S. Code Cong. & Admin. News 5659, 5675.

Our analysis is not controlled by the Copyright Act’s definition of “fixed.” The Act defines copies as “material objects, other than phonorecords, in which a work is fixed by any method.” 17 U.S.C. §101 (emphasis added). The Act’s definition of “derivative work,” in contrast, lacks any such reference to fixation. See id. Further, we have held in a copyright infringement action that “[i]t makes no difference that the derivation may not satisfy certain requirements for statutory copyright registration itself.” Lone Ranger Television v. Program Radio Corp., 740 F.2d 718, 722 (9th Cir. 1984). See also Paul Goldstein, Derivative Rights and Derivative Works in Copyright, 30 J. Copyright Soc’y U.S.A. 209, 231 n.75 (1983) (“the Act does not require that the derivative work be protectable for its preparation to infringe”). Cf. Kalem Co. v. Harper Bros., 222 U.S. 55, 61, 32 S. Ct. 20, 21, 56 L. Ed. 92 (1911) (finding the movie “Ben Hur” infringed copyright in the book Ben Hur even though Copyright Act did not yet include movies as protectable works). A derivative work must be fixed to be protected under the Act, see 17 U.S.C. §102(a), but not to infringe.

The argument that a derivative work must be fixed because “[a]’derivative work’ is a work,” 17 U.S.C. §101, and “[a] work is ‘created’ when it is fixed in a copy or phonorecord for the first time,” id., relies on a misapplication of the Copyright Act’s definition of “created”:


A work is ‘created’ when it is fixed in a copy or phonorecord for the first time; where a work is prepared over a period of time, the portion of it that has been fixed at any particular time constitutes the work as of that time, and where the work has been prepared in different versions, each version constitutes a separate work.



Id. The definition clarifies the time at which a work is created. If the provision were a definition of “work,” it would not use that term in such a casual manner. The Act does not contain a definition of “work.” Rather, it contains specific definitions: “audiovisual works,” “literary works,” and “pictorial, graphic and sculptural works,” for example. The definition of “derivative work” does not require fixation.

The district court’s finding that no independent work is created, see Galoob, 780 F. Supp. at 1291, is supported by the record. The Game Genie merely enhances the audiovisual 404displays (or underlying data bytes) that originate in Nintendo game cartridges. The altered displays do not incorporate a portion of a copyrighted work in some concrete or permanent form. Nintendo argues that the Game Genie’s displays are as fixed in the hardware and software used to create them as Nintendo’s original displays. Nintendo’s argument ignores the fact that the Game Genie cannot produce an audiovisual display; the underlying display must be produced by a Nintendo Entertainment System and game cartridge. Even if we were to rely on the Copyright Act’s definition of “fixed,” we would similarly conclude that the resulting display is not “embodied,” see 17 U.S.C. §101, in the Game Genie. It cannot be a derivative work.

Mirage Editions is illustrative. Albuquerque A.R.T. transferred artworks from a commemorative book to individual ceramic tiles. See Mirage Editions, 856 F.2d at 1342. We held that “[b]y borrowing and mounting the preexisting, copyrighted individual art images without the consent of the copyright proprietors . . . [Albuquerque A.R.T.] has prepared a derivative work and infringed the subject copyrights.” Id. at 1343. The ceramic tiles physically incorporated the copyrighted works in a form that could be sold. Perhaps more importantly, sales of the tiles supplanted purchasers’ demand for the underlying works. Our holding in Mirage Editions would have been much different if Albuquerque A.R.T. had distributed lenses that merely enabled users to view several artworks simultaneously.

Nintendo asserted at oral argument that the existence of a $150 million market for the Game Genie indicates that its audiovisual display must be fixed. We understand Nintendo’s argument; consumers clearly would not purchase the Game Genie if its display was not “sufficiently permanent or stable to permit it to be perceived . . . for a period of more than transitory duration.” 17 U.S.C. §101. But, Nintendo’s reliance on the Act’s definition of “fixed” is misplaced. Nintendo’s argument also proves too much; the existence of a market does not, and cannot, determine conclusively whether a work is an infringing derivative work. For example, although there is a market for kaleidoscopes, it does not necessarily follow that kaleidoscopes create unlawful derivative works when pointed at protected artwork. The same can be said of countless other products that enhance, but do not replace, copyrighted works.

Nintendo also argues that our analysis should focus exclusively on the audiovisual displays created by the Game Genie, i.e., that we should compare the altered displays to Nintendo’s original displays. Nintendo emphasizes that “‘[a]udiovisual works’ are works that consist of a series of related images . . . regardless of the nature of the material objects . . . in which the works are embodied.” 17 U.S.C. §101 (emphasis added). The Copyright Act’s definition of “audiovisual works” is inapposite; the only question before us is whether the audiovisual displays created by the Game Genie are “derivative works.” The Act does not similarly provide that a work can be a derivative work regardless of the nature of the material objects in which the work is embodied. A derivative work must incorporate a protected work in some concrete or permanent form. We cannot ignore the actual source of the Game Genie’s display.

Nintendo relies heavily on Midway Mfg. Co. v. Artic Int’l, Inc., 704 F.2d 1009 (7th Cir.), cert. denied, 464 U.S. 823, 104 S. Ct. 90, 78 L. Ed. 2d 98 (1983). Midway can be distinguished. The defendant in Midway, Artic International, marketed a computer chip that could be inserted in Galaxian video games to speed up the rate of play. The Seventh Circuit held that the speeded-up version of Galaxian was a derivative work. Id. at 1013-14. Artic’s chip substantially copied and replaced the chip that was originally distributed by Midway. 405Purchasers of Artic’s chip also benefited economically by offering the altered game for use by the general public. The Game Genie does not physically incorporate a portion of a copyrighted work, nor does it supplant demand for a component of that work. The court in Midway acknowledged that the Copyright Act’s definition of “derivative work” “must be stretched to accommodate speeded-up video games.” Id. at 1014. Stretching that definition further would chill innovation and fail to protect “society’s competing interest in the free flow of ideas, information, and commerce.” Sony Corp. of America v. Universal Studios, Inc., 464 U.S. 417, 429, 104 S. Ct. 774, 782, 78 L. Ed. 2d 574 (1984).

In holding that the audiovisual displays created by the Game Genie are not derivative works, we recognize that technology often advances by improvement rather than replacement. Some time ago, for example, computer companies began marketing spell-checkers that operate within existing word processors by signalling the writer when a word is misspelled. These applications, as well as countless others, could not be produced and marketed if courts were to conclude that the word processor and spell-checker combination is a derivative work based on the word processor alone. The Game Genie is useless by itself, it can only enhance, and cannot duplicate or recaste, a Nintendo game’s output. It does not contain or produce a Nintendo game’s output in some concrete or permanent form, nor does it supplant demand for Nintendo game cartridges. Such innovations rarely will constitute infringing derivative works under the Copyright Act.

2. Fair use

“The doctrine of fair use allows a holder of the privilege to use copyrighted material in a reasonable manner without the consent of the copyright owner.” Narell v. Freeman, 872 F.2d 907, 913 (9th Cir. 1989) (citations omitted). The district court concluded that, even if the audiovisual displays created by the Game Genie are derivative works, Galoob is not liable under 17 U.S.C. §107 because the displays are a fair use of Nintendo’s copyrighted displays. “Whether a use of copyrighted material is a ‘fair use’ is a mixed question of law and fact. If the district court found sufficient facts to evaluate each of the statutory factors, the appellate court may decide whether defendants may claim the fair use defense as a matter of law.” Abend v. MCA, Inc., 863 F.2d 1465, 1468 (9th Cir. 1988), aff’d sub nom. Stewart v. Abend, 495 U.S. 207, 110 S. Ct. 1750, 109 L. Ed. 2d 184 (1990).

Section 107 codifies the fair use defense:

In determining whether the use made of a work in any particular case is a fair use the factors to be considered shall include —

(1) the purpose and character of the use, including whether such use is of a commercial nature or is for nonprofit educational purposes;

(2) the nature of the copyrighted work;

(3) the amount and substantiality of the portion used in relation to the copyrighted work as a whole;

(4) the effect of the use upon the potential market for or value of the copyrighted work.

The factors are nonexclusive, see Fisher v. Dees, 794 F.2d 432, 435 (9th Cir. 1986), and section 107 does not indicate how much weight should be ascribed to each.
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Much of the parties’ dispute regarding the fair use defense concerns the proper focus of the court’s inquiry: (1) Galoob or (2) consumers who purchase and use the Game Genie. Nintendo’s complaint does not allege direct infringement, nor did it try the case on that theory. The complaint, for example, alleges only that “Galoob’s marketing advertising [sic], promoting and selling of Game Genie has and will contribute to the creation of infringing derivatives of Nintendo’s copyrighted . . . games.” Contributory infringement is a form of third party liability. See Melville B. Nimmer & David Nimmer, 3 Nimmer on Copyright §12.04[A][2], at 12-68 (1991). The district court properly focused on whether consumers who purchase and use the Game Genie would be infringing Nintendo’s copyrights by creating (what are now assumed to be) derivative works.

Nintendo emphasizes that the district court ultimately addressed its direct infringement by authorization argument. The court concluded that, “[b]ecause the Game Genie does not create a derivative work when used in conjunction with a copyrighted video game, Galoob does not ‘authorize the use of a copyrighted work without the actual authority from the copyright owner.’” Galoob, 780 F. Supp. at 1298 (quoting Sony, 464 U.S. at 435 n.17, 104 S. Ct. at 785 n.17). Although infringement by authorization is a form of direct infringement, this does not change the proper focus of our inquiry; a party cannot authorize another party to infringe a copyright unless the authorized conduct would itself be unlawful.

Nintendo disputes this conclusion. According to Nintendo, a party can unlawfully authorize another party to use a copyrighted work even if that party’s use of the work would not violate the Copyright Act. Nintendo’s argument is unpersuasive. In Sony, 464 U.S. at 449, 104 S. Ct. at 792, for example, the Court considered whether consumers were using the Betamax for a commercial or noncommercial purpose even though Sony itself obviously was acting in its own commercial self-interest. Professor Nimmer similarly concludes that, “to the extent that an activity does not violate one of those five enumerated rights [see 17 U.S.C. §106], authorizing such activity does not constitute copyright infringement.” 3 Nimmer on Copyright §12.04[A][3][a], at 12-80 n.82.

The district court concluded that “a family’s use of a Game Genie for private home enjoyment must be characterized as a non-commercial, nonprofit activity.” Galoob, 780 F. Supp. at 1293. Nintendo argues that Game Genie users are supplanting its commercially valuable right to make and sell derivative works. Nintendo’s reliance on Harper & Row Publishers, Inc. v. Nation Enters., 471 U.S. 539, 562 (1985), is misplaced. The commercially valuable right at issue in Harper & Row was the right of first publication; Nation Enterprises intended to publish the copyrighted materials for profit. See id. at 562-63. See also Sony, 464 U.S. at 449 (“If the Betamax were used to make copies for a commercial or profit- making purpose, such use would presumptively be unfair.”). Game Genie users are engaged in a nonprofit activity. Their use of the Game Genie to create derivative works therefore is presumptively fair. See Sony, 464 U.S. at 449.

The district court also concluded that “[t]he [Nintendo] works’ published nature supports the fairness of the use.” Galoob, 780 F. Supp. at 1293. Nintendo argues that it has not published the derivative works created by the Game Genie. This argument ignores the plain language of section 107: “the factors to be considered shall include . . . the nature of the copyrighted work.” The argument also would make the fair use defense unavailable in all cases of derivative works, including “criticism, comment, news reporting, teaching…, 407scholarship, or research.” 17 U.S.C. §107. A commentary that incorporated large portions of For Whom the Bell Tolls, for example, would be undeserving of fair use protection because the incorporated portions would constitute an unpublished derivative work. This cannot be the law.

The district court further concluded that the amount of the portion used in relation to the copyrighted work as a whole “cannot assist Nintendo in overcoming the presumption of fair use.” Galoob, 780 F. Supp. at 1293. The video tape recorders at issue in Sony allowed consumers to tape copyrighted works in their entirety. The Supreme Court nevertheless held that, “when one considers . . . that [video tape recording] merely enables a viewer to see such a work which he had been invited to witness in its entirety free of charge, the fact that the entire work is reproduced does not have its ordinary effect of militating against a finding of fair use.” 464 U.S. at 449-50, 104 S. Ct. at 792 (citations omitted). Consumers are not invited to witness Nintendo’s audiovisual displays free of charge, but, once they have paid to do so, the fact that the derivative works created by the Game Genie are comprised almost entirely of Nintendo’s copyrighted displays does not militate against a finding of fair use.

Nintendo would distinguish Sony because it involved copying copyrighted works rather than creating derivative works based on those works. In other words, the consumers in Sony could lawfully copy the copyrighted works because they were invited to view those works free of charge. Game Genie users, in contrast, are not invited to view derivative works based on Nintendo’s copyrighted works without first paying for that privilege. Sony cannot be read so narrowly. It is difficult to imagine that the Court would have reached a different conclusion if Betamax purchasers were skipping portions of copyrighted works or viewing denouements before climaxes. Sony recognizes that a party who distributes a copyrighted work cannot dictate how that work is to be enjoyed. Consumers may use a Betamax to view copyrighted works at a more convenient time. They similarly may use a Game Genie to enhance a Nintendo Game cartridge’s audiovisual display in such a way as to make the experience more enjoyable.

“The fourth factor is the ‘most important, and indeed, central fair use factor.’” Stewart, 495 U.S. at 238 (quoting 3 Nimmer on Copyright §13.05[A], at 13-81). The district court concluded that “Nintendo has failed to show any harm to the present market for its copyrighted games and has failed to establish the reasonable likelihood of a potential market for slightly altered versions of the games at suit.” Galoob, 780 F. Supp. at 1295. Nintendo’s main argument on appeal is that the test for market harm encompasses the potential market for derivative works. Because the Game Genie is used for a noncommercial purpose, the likelihood of future harm may not be presumed. Nintendo must show “by a preponderance of the evidence that some meaningful likelihood of future harm exists.” Id.

Nintendo’s argument is supported by case law. Although the Copyright Act requires a court to consider “the effect of the use upon the potential market for or value of the copyrighted work,” 17 U.S.C. §107(4) (emphasis added), we held in Abend that “[a]lthough the motion picture will have no adverse effect on bookstore sales of the [underlying] novel — and may in fact have a beneficial effect — it is ‘clear that [the film’s producer] may not invoke the defense of fair use.’” 863 F.2d at 1482 (quoting 3 Nimmer on Copyright §13.05[B], at 1384). We explained: “‘If the defendant’s work adversely affects the value of any of the rights in the copyrighted work . . . the use is not fair even if the rights thus affected have not as yet been exercised by the plaintiff.’” Id. (quoting 3 Nimmer on Copyright §13.05[B], at 13-84 to 40813-85 (footnotes omitted)). The Supreme Court specifically affirmed our finding that the motion picture adaptation “impinged on the ability to market new versions of the story.” Stewart, 495 U.S. at 238, 110 S. Ct. at 1769.

Still, Nintendo’s argument is undermined by the facts. The district court considered the potential market for derivative works based on Nintendo game cartridges and found that: (1) “Nintendo has not, to date, issued or considered issuing altered versions of existing games,” Galoob, 780 F. Supp. at 1295, and (2) Nintendo “has failed to show the reasonable likelihood of such a market.” Id. The record supports the court’s findings. According to Stephen Beck, Galoob’s expert witness, junior or expert versions of existing Nintendo games would enjoy very little market interest because the original version of each game already has been designed to appeal to the largest number of consumers. Mr. Beck also testified that a new game must include new material or “the game player is going to feel very cheated and robbed, and [the] product will have a bad reputation and word of mouth will probably kill its sales.” Howard Lincoln, Senior Vice President of Nintendo of America, acknowledged that Nintendo has no present plans to market such games.

The district court also noted that Nintendo’s assertion that it may wish to re-release altered versions of its game cartridges is contradicted by its position in various other lawsuits:

In those actions, Nintendo opposes antitrust claims by using the vagaries of the video game industry to rebut the impact and permanence of its market control, if any. Having indoctrinated this Court as to the fast pace and instability of the video game industry, Nintendo may not now, without any data, redefine that market in its request for the extraordinary remedy sought herein. . . . While board games may never die, good video games are mortal.

Galoob, 780 F. Supp. at 1295. The existence of this potential market cannot be presumed. The fourth and most important fair use factor also favors Galoob.

Nintendo’s most persuasive argument is that the creative nature of its audiovisual displays weighs against a finding of fair use. The Supreme Court has acknowledged that “fair use is more likely to be found in factual works than fictional works.” Stewart, 495 U.S. at 237. This consideration weighs against a finding of fair use, but it is not dispositive. See Sony, 464 U.S. at 448 (fair use defense is an “equitable rule of reason”). The district court could properly conclude that Game Genie users are making a fair use of Nintendo’s displays.

AFFIRMED.

* * *

MICRO STAR v. FORMGEN INC.

154 F.3d 1107 (9th Cir. 1998)

KOZINSKI, Circuit Judge.

Duke Nukem routinely vanquishes Octabrain and the Protozoid Slimer. But what about the dreaded Micro Star?

I

FormGen Inc., GT Interactive Software Corp. and Apogee Software, Ltd. (collectively FormGen) made, distributed and own the rights to Duke Nukem 3D (D/N-3D), an immensely 409popular (and very cool) computer game. D/N-3D is played from the first-person perspective; the player assumes the personality and point of view of the title character, who is seen on the screen only as a pair of hands and an occasional boot, much as one might see oneself in real life without the aid of a mirror. Players explore a futuristic city infested with evil aliens and other hazards. The goal is to zap them before they zap you, while searching for the hidden passage to the next level. The basic game comes with twenty-nine levels, each with a different combination of scenery, aliens, and other challenges. The game also includes a “Build Editor,” a utility that enables players to create their own levels. With FormGen’s encouragement, players frequently post levels they have created on the Internet where others can download them. Micro Star, a computer software distributor, did just that: It downloaded 300 user-created levels and stamped them onto a CD, which it then sold commercially as Nuke It (N/I). N/I is packaged in a box decorated with numerous “screen shots,” pictures of what the new levels look like when played.

Micro Star filed suit in district court, seeking a declaratory judgment that N/I did not infringe on any of FormGen’s copyrights. FormGen counterclaimed, seeking a preliminary injunction barring further production and distribution of N/I. Relying on Lewis Galoob Toys, Inc. v. Nintendo of Am., Inc., 964 F.2d 965 (9th Cir. 1992), the district court held that N/I was not a derivative work and therefore did not infringe FormGen’s copyright. The district court did, however, grant a preliminary injunction as to the screen shots, finding that N/I’s packaging violated FormGen’s copyright by reproducing pictures of D/N-3D characters without a license. The court rejected Micro Star’s fair use claims. Both sides appeal their losses.

II

A party seeking a preliminary injunction must show “either a likelihood of success on the merits and the possibility of irreparable injury, or that serious questions going to the merits were raised and the balance of hardships tips sharply in its favor.” Johnson Controls, Inc. v. Phoenix Control Systems, Inc., 886 F.2d 1173, 1174 (9th Cir. 1989). Because “in a copyright infringement claim, a showing of a reasonable likelihood of success on the merits raises a presumption of irreparable harm,” id., FormGen need only show a likelihood of success on the merits to get the preliminary injunction it seeks (barring the manufacture and distribution of N/I) and to preserve the preliminary injunction it already won (barring the screen shots on N/I’s packaging).

III

To succeed on the merits of its claim that N/I infringes FormGen’s copyright, FormGen must show (1) ownership of the copyright to D/N-3D, and (2) copying of protected expression by Micro Star. FormGen’s copyright registration creates a presumption of ownership, and we are satisfied that FormGen has established its ownership of the copyright. We therefore focus on the latter issue.

FormGen alleges that its copyright is infringed by Micro Star’s unauthorized commercial exploitation of user-created game levels. In order to understand FormGen’s claims, one must first understand the way D/N-3D works. The game consists of three separate components: the game engine, the source art library and the MAP files. The game engine is the heart of the 410computer program; in some sense, it is the program. It tells the computer when to read data, save and load games, play sounds and project images onto the screen. In order to create the audiovisual display for a particular level, the game engine invokes the MAP file that corresponds to that level. Each MAP file contains a series of instructions that tell the game engine (and, through it, the computer) what to put where. For instance, the MAP file might say scuba gear goes at the bottom of the screen. The game engine then goes to the source art library, finds the image of the scuba gear, and puts it in just the right place on the screen. The MAP file describes the level in painstaking detail, but it does not actually contain any of the copyrighted art itself; everything that appears on the screen actually comes from the art library. Think of the game’s audiovisual display as a paint-by-numbers kit. The MAP file might tell you to put blue paint in section number 565, but it doesn’t contain any blue paint itself; the blue paint comes from your palette, which is the low-tech analog of the art library, while you play the role of the game engine. When the player selects one of the N/I levels, the game engine references the N/I MAP files, but still uses the D/N-3D art library to generate the images that make up that level.2

FormGen points out that a copyright holder enjoys the exclusive right to prepare derivative works based on D/N-3D. See 17 U.S.C. §106(2) (1994). According to FormGen, the audiovisual displays generated when D/N-3D is run in conjunction with the N/I CD MAP files are derivative works that infringe this exclusivity. Is FormGen right? The answer is not obvious. The Copyright Act defines a derivative work as


a work based upon one or more preexisting works, such as a translation, musical arrangement, dramatization, fictionalization, motion picture version, sound recording, art reproduction, abridgment, condensation, or any other form in which a work may be recast, transformed, or adapted. A work consisting of editorial revisions, annotations, elaborations, or other modifications which, as a whole, represent an original work of authorship, is a “derivative work.”



Id. §101. The statutory language is hopelessly overbroad, however, for “[e]very book in literature, science and art, borrows and must necessarily borrow, and use much which was well known and used before.” Emerson v. Davies, 8 F. Cas. 615, 619 (C.C.D. Mass. 1845) (No. 4436), quoted in 1 Nimmer on Copyright, §3.01, at 3–2 (1997). To narrow the statute to a manageable level, we have developed certain criteria a work must satisfy in order to qualify as a derivative work. One of these is that a derivative work must exist in a “concrete or permanent form,” Galoob, 964 F.2d at 967 (internal quotation marks omitted), and must substantially incorporate protected material from the preexisting work, see Litchfield v. Spielberg, 736 F.2d 1352, 1357 (9th Cir. 1984). Micro Star argues that N/I is not a derivative work because the audiovisual displays generated when D/N-3D is run with N/I’s MAP files are not incorporated in any concrete or permanent form, and the MAP files do not copy any of D/N-3D’s protected expression. It is mistaken on both counts.
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The requirement that a derivative work must assume a concrete or permanent form was recognized without much discussion in Galoob. There, we noted that all the Copyright Act’s examples of derivative works took some definite, physical form and concluded that this was a requirement of the Act. See Galoob, 964 F.2d at 967-68; see also Edward G. Black & Michael H. Page, Add-On Infringements, 15 Hastings Comm/Ent. L.J. 615, 625 (1993) (noting that in Galoob the Ninth Circuit “re-examined the statutory definition of derivative works offered in section 101 and found an independent fixation requirement of sorts built into the statutory definition of derivative works”). Obviously, N/I’s MAP files themselves exist in a concrete or permanent form; they are burned onto a CD–ROM. See ProCD, Inc. v. Zeidenberg, 86 F.3d 1447, 1453 (7th Cir. 1996) (computer files on a CD are fixed in a tangible medium of expression). But what about the audiovisual displays generated when D/N-3D runs the N/I MAP files — i.e., the actual game level as displayed on the screen? Micro Star argues that, because the audiovisual displays in Galoob didn’t meet the “concrete or permanent form” requirement, neither do N/I’s.

In Galoob, we considered audiovisual displays created using a device called the Game Genie, which was sold for use with the Nintendo Entertainment System. The Game Genie allowed players to alter individual features of a game, such as a character’s strength or speed, by selectively “blocking the value for a single data byte sent by the game cartridge to the [Nintendo console] and replacing it with a new value.” Galoob, 964 F.2d at 967. Players chose which data value to replace by entering a code; over a billion different codes were possible. The Game Genie was dumb; it functioned only as a window into the computer program, allowing players to temporarily modify individual aspects of the game. See Lewis Galoob Toys, Inc. v. Nintendo of Am., Inc., 780 F. Supp. 1283, 1289 (N.D. Cal. 1991).

Nintendo sued, claiming that when the Game Genie modified the game system’s audiovisual display, it created an infringing derivative work. We rejected this claim because “[a] derivative work must incorporate a protected work in some concrete or permanent form.” Galoob, 964 F.2d at 967. The audiovisual displays generated by combining the Nintendo System with the Game Genie were not incorporated in any permanent form; when the game was over, they were gone. Of course, they could be reconstructed, but only if the next player chose to reenter the same codes.

Micro Star argues that the MAP files on N/I are a more advanced version of the Game Genie, replacing old values (the MAP files in the original game) with new values (N/I’s MAP files). But, whereas the audiovisual displays created by Game Genie were never recorded in any permanent form, the audiovisual displays generated by D/N-3D from the N/I MAP files are in the MAP files themselves. In Galoob, the audiovisual display was defined by the original game cartridge, not by the Game Genie; no one could possibly say that the data values inserted by the Game Genie described the audiovisual display. In the present case the audiovisual display that appears on the computer monitor when a N/I level is played is described — in exact detail — by a N/I MAP file.

This raises the interesting question whether an exact, down to the last detail, description of an audiovisual display (and — by definition — we know that MAP files do describe audiovisual displays down to the last detail) counts as a permanent or concrete form for purposes of Galoob. We see no reason it shouldn’t. What, after all, does sheet music do but describe in precise detail the way a copyrighted melody sounds? See 1 William F. Patry, 412Copyright Law and Practice 168 (1994) (“[A] musical composition may be embodied in sheet music. . . .”). To be copyrighted, pantomimes and dances may be “described in sufficient detail to enable the work to be performed from that description.” Id. at 243 (citing Compendium II of Copyright Office Practices §463); see also Horgan v. Macmillan, Inc., 789 F.2d 157, 160 (2d Cir. 1986). Similarly, the N/I MAP files describe the audiovisual display that is to be generated when the player chooses to play D/N-3D using the N/I levels. Because the audiovisual displays assume a concrete or permanent form in the MAP files, Galoob stands as no bar to finding that they are derivative works.

In addition, “[a] work will be considered a derivative work only if it would be considered an infringing work if the material which it has derived from a preexisting work had been taken without the consent of a copyright proprietor of such preexisting work.” Mirage Editions v. Albuquerque A.R.T. Co., 856 F.2d 1341, 1343 (quoting 1 Nimmer on Copyright §3.01 (1986)) (internal quotation marks omitted). “To prove infringement, [FormGen] must show that [D/N-3D’s and N/I’s audiovisual displays] are substantially similar in both ideas and expression.” Litchfield v. Spielberg, 736 F.2d 1352, 1356 (9th Cir. 1984). Similarity of ideas may be shown by comparing the objective details of the works: plot, theme, dialogue, mood, setting, characters, etc. See id. Similarity of expression focuses on the response of the ordinary reasonable person, and considers the total concept and feel of the works. See id. at 1356-57. FormGen will doubtless succeed in making these showings since the audiovisual displays generated when the player chooses the N/I levels come entirely out of D/N-3D’s source art library. Cf. Atari, Inc. v. North Am. Philips Consumer Elec. Corp., 672 F.2d 607, 620 (7th Cir. 1982) (finding two video games substantially similar because they shared the same “total concept and feel”).

Micro Star further argues that the MAP files are not derivative works because they do not, in fact, incorporate any of D/N-3D’s protected expression. In particular, Micro Star makes much of the fact that the N/I MAP files reference the source art library, but do not actually contain any art files themselves. Therefore, it claims, nothing of D/N-3D’s is reproduced in the MAP files. In making this argument, Micro Star misconstrues the protected work. The work that Micro Star infringes is the D/N-3D story itself — a beefy commando type named Duke who wanders around post-Apocalypse Los Angeles, shooting Pig Cops with a gun, lobbing hand grenades, searching for medkits and steroids, using a jetpack to leap over obstacles, blowing up gas tanks, avoiding radioactive slime. A copyright owner holds the right to create sequels, see Trust Co. Bank v. MGM/UA Entertainment Co., 772 F.2d 740 (11th Cir. 1985), and the stories told in the N/I MAP files are surely sequels, telling new (though somewhat repetitive) tales of Duke’s fabulous adventures. A book about Duke Nukem would infringe for the same reason, even if it contained no pictures.

Micro Star nonetheless claims that its use of D/N-3D’s protected expression falls within the doctrine of fair use, which permits unauthorized use of copyrighted works “for purposes such as criticism, comment, news reporting, teaching (including multiple copies for classroom use), scholarship, or research.” 17 U.S.C. §107; see Narell v. Freeman, 872 F.2d 907, 913 (9th Cir. 1989). Section 107 instructs courts “determining whether the use made of a work in any particular case is a fair use” to consider four factors: (1) the purpose and character of the use, including whether it is commercial in nature; (2) the nature of the copyrighted work; (3) the amount and substantiality of the copied material in relation to the copyrighted work as a 413whole; and (4) the effect of the use on the potential market for the copyrighted work. 17 U.S.C. §107.

As a preliminary matter, Micro Star asks us to focus on the player’s use of the N/I CD in evaluating the fair use claim, because — according to Micro Star — the player actually creates the derivative work. In Galoob, after we assumed for purposes of argument that the Game Genie did create derivative works, we went on to consider the fair use defense from the player’s point of view. See Galoob, 964 F.2d at 970. But the fair use analysis in Galoob was not necessary and therefore is clearly dicta. More significantly, Nintendo alleged only contributory infringement — that Galoob was helping consumers create derivative works; FormGen here alleges direct infringement by Micro Star, because the MAP files encompass new Duke stories, which are themselves derivative works.

Our examination of the section 107 factors yields straightforward results. Micro Star’s use of FormGen’s protected expression was made purely for financial gain. While that does not end our inquiry, see Campbell v. Acuff-Rose Music, Inc., 510 U.S. 569, 584, 114 S. Ct. 1164, 127 L. Ed. 2d 500 (1994), “every commercial use of copyrighted material is presumptively an unfair exploitation of the monopoly privilege that belongs to the owner of the copyright.” Sony Corp. of Am. v. Universal City Studios, Inc., 464 U.S. 417, 451, 104 S. Ct. 774, 78 L. Ed. 2d 574 (1984). 3 The Supreme Court has explained that the second factor, the nature of the copyrighted work, is particularly significant because” some works are closer to the core of intended copyright protection than others, with the consequence that fair use is more difficult to establish when the former works are copied.” Campbell, 510 U.S. at 586, 114 S. Ct. 1164. The fair use defense will be much less likely to succeed when it is applied to fiction or fantasy creations, as opposed to factual works such as telephone listings. See United Tel. Co. v. Johnson Publ’g Co., 855 F.2d 604, 609 (8th Cir. 1988); see also Stewart v. Abend, 495 U.S. 207, 237, 110 S. Ct. 1750, 109 L. Ed. 2d 184 (1990). Duke Nukem’s world is made up of aliens, radioactive slime and freezer weapons — clearly fantasies, even by Los Angeles standards. N/I MAP files” expressly use[ ] the [D/N-3D] story’s unique setting, characters, [and] plot,” Stewart, 495 U.S. at 238, 110 S. Ct. 1750; both the quantity and importance of the material Micro Star used are substantial. Finally, by selling N/I, Micro Star” impinged on [FormGen’s] ability to market new versions of the [D/N-3D] story.” Stewart, 495 U.S. at 238, 110 S. Ct. 1750; see also Twin Peaks Productions, Inc. v. Publications Int’l, Ltd., 996 F.2d 1366, 1377 (2d Cir. 1993). Only FormGen has the right to enter that market; whether it chooses to do so is entirely its business.” [N/I] neither falls into any of the categories enumerated in section 107 nor meets the four criteria set forth in section 107. “Stewart, 495 U.S. at 237, 110 S. Ct. 1750. It is not protected by fair use.

Micro Star also argues that it is the beneficiary of the implicit license FormGen gave to its customers by authorizing them to create new levels. Section 204 of the Copyright Act requires the transfer of the exclusive rights granted to copyright owners (including the right to prepare derivative works) to be in writing. See 17 U.S.C. §204(a); Effects Assocs., Inc. v. Cohen, 908 F.2d 555, 556 (9th Cir. 1990). A non-exclusive license may, however, be granted orally or 414implied by conduct. See Effects, 908 F.2d at 558. Nothing indicates that FormGen granted Micro Star any written license at all; nor is there evidence of a nonexclusive oral license. The only written license FormGen conceivably granted was to players who designed their own new levels, but that license contains a significant limitation: Any new levels the players create “must be offered [to others] solely for free.” The parties dispute whether the license is binding, but it doesn’t matter. If the license is valid, it clearly prohibits commercial distribution of levels; if it doesn’t, FormGen hasn’t granted any written licenses at all.4

In case FormGen didn’t license away its rights, Micro Star argues that, by providing the Build Editor and encouraging players to create their own levels, FormGen abandoned all rights to its protected expression. It is well settled that rights gained under the Copyright Act may be abandoned. But abandonment of a right must be manifested by some overt act indicating an intention to abandon that right. See Hampton v. Paramount Pictures Corp., 279 F.2d 100, 104 (9th Cir. 1960). Given that it overtly encouraged players to make and freely distribute new levels, FormGen may indeed have abandoned its exclusive right to do the same. But abandoning some rights is not the same as abandoning all rights, and FormGen never overtly abandoned its rights to profit commercially from new levels. Indeed, FormGen warned players not to distribute the levels commercially and has actively enforced that limitation by bringing suits such as this one.

IV

Because FormGen will likely succeed at trial in proving that Micro Star has infringed its copyright, we reverse the district court’s order denying a preliminary injunction and remand for entry of such an injunction. Of course, we affirm the grant of the preliminary injunction barring Micro Star from selling N/I in boxes covered with screen shots of the game.

* * *

SONY COMPUTER ENTERTAINMENT, INC. v. CONNECTIX CORP.

203 F.3d 596 (9th Cir. 2000)

CANBY, Circuit Judge.

In this case we are called upon once again to apply the principles of copyright law to computers and their software, to determine what must be protected as expression and what must be made accessible to the public as function. Sony Computer Entertainment, Inc., which brought this copyright infringement action, produces and markets the Sony PlayStation console, a small computer with hand controls that connects to a television console and plays games that are inserted into the PlayStation on compact discs (CDs). Sony owns the copyright on the basic input-output system or BIOS, which is the software program that operates its PlayStation. Sony has asserted no patent rights in this proceeding.

The defendant is the Connectix Corporation, which makes and sells a software program called “Virtual Game Station.” The purpose of the Virtual Game Station is to emulate on a 415regular computer the functioning of the Sony PlayStation console, so that computer owners who buy the Virtual Game Station software can play Sony PlayStation games on their computers. The Virtual Game Station does not contain any of Sony’s copyrighted material. In the process of producing the Virtual Game Station, however, Connectix repeatedly copied Sony’s copyrighted BIOS during a process of “reverse engineering” that Connectix conducted in order to find out how the Sony PlayStation worked. Sony claimed infringement and sought a preliminary injunction. The district court concluded that Sony was likely to succeed on its infringement claim because Connectix’s “intermediate copying” was not a protected “fair use” under 17 U.S.C. §107. The district court enjoined Connectix from selling the Virtual Game Station or from copying or using the Sony BIOS code in the development of other Virtual Game Station products. Connectix now appeals.

I. BACKGROUND

A. The products

Sony is the developer, manufacturer, and distributor of both the Sony PlayStation and Sony PlayStation games. Sony also licenses other companies to make games that can play on the PlayStation. The PlayStation system consists of a console (essentially a mini-computer), controllers, and software that produce a three-dimensional game for play on a television set. The PlayStation games are CDs that load into the top of the console. The PlayStation console contains both (1) hardware components and (2) software known as firmware that is written onto a read-only memory (ROM) chip. The firmware is the Sony BIOS. Sony has a copyright on the BIOS. It has claimed no patent relevant to this proceeding on any component of the PlayStation. PlayStation is a registered trademark of Sony.

Connectix’s Virtual Game Station is software that “emulates” the functioning of the PlayStation console. That is, a consumer can load the Virtual Game Station software onto a computer, load a PlayStation game into the computer’s CD-ROM drive, and play the PlayStation game. The Virtual Game Station software thus emulates both the hardware and firmware components of the Sony console. The Virtual Game Station does not play PlayStation games as well as Sony’s PlayStation does. At the time of the injunction, Connectix had marketed its Virtual Game Station for Macintosh computer systems but had not yet completed Virtual Game Station software for Windows.

B. Reverse engineering

Copyrighted software ordinarily contains both copyrighted and unprotected or functional elements. Software engineers designing a product that must be compatible with a copyrighted product frequently must “reverse engineer” the copyrighted product to gain access to the functional elements of the copyrighted product. See Andrew Johnson-Laird, Software Reverse Engineering in the Real World, 19 U. Dayton L. Rev. 843, 845-46 (1994).

Reverse engineering encompasses several methods of gaining access to the functional elements of a software program. They include: (1) reading about the program; (2) observing “the program in operation by using it on a computer;” (3) performing a “static examination of the individual computer instructions contained within the program;” and (4) performing a “dynamic examination of the individual computer instructions as the program is being run on 416a computer.” Id. at 846. Method (1) is the least effective, because individual software manuals often misdescribe the real product. See id. It would be particularly ineffective in this case because Sony does not make such information available about its PlayStation. Methods (2), (3), and (4) require that the person seeking access load the target program on to a computer, an operation that necessarily involves copying the copyrighted program into the computer’s random access memory or RAM.

Method (2), observation of a program, can take several forms. The functional elements of some software programs, for example, word processing programs, spreadsheets, and video game displays may be discernible by observation of the computer screen. Of course, the reverse engineer in such a situation is not observing the object code itself, only the external visual expression of this code’s operation on the computer. Here, the software program is copied each time the engineer boots up the computer, and the computer copies the program into RAM.

Other forms of observation are more intrusive. Operations systems, system interface procedures, and other programs like the Sony BIOS are not visible to the user when they are operating. See id. One method of “observing” the operation of these programs is to run the program in an emulated environment. In the case of the Sony BIOS, this meant operating the BIOS on a computer with software that simulated the operation of the PlayStation hardware; operation of the program, in conjunction with another program known as a “debugger,” permitted the engineers to observe the signals sent between the BIOS and other programs on the computer. This latter method required copying the Sony BIOS from a chip in the PlayStation onto the computer. The Sony BIOS was copied again each time the engineers booted up their computer and the computer copied the program into RAM. All of this copying was intermediate; that is, none of the Sony copyrighted material was copied into, or appeared in, Connectix’s final product, the Virtual Game Station.

Methods (3) and (4) constitute “disassembly” of object code into source code. In each case, engineers use a program known as a “disassembler” to translate the ones and zeros of binary machine-readable object code into the words and mathematical symbols of source code. This translated source code is similar to the source code used originally to create the object code but lacks the annotations drafted by the authors of the program that help explain the functioning of the source code. In a static examination of the computer instructions, method (3), the engineer disassembles the object code of all or part of the program. The program must generally be copied one or more times to perform disassembly. In a dynamic examination of the computer instructions, method (4), the engineer uses the disassembler program to disassemble parts of the program, one instruction at a time, while the program is running. This method also requires copying the program and, depending on the number of times this operation is performed, may require additional copying of the program into RAM every time the computer is booted up.

C. Connectix’s reverse engineering of the Sony BIOS

Connectix began developing the Virtual Game Station for Macintosh on about July 1, 1998. In order to develop a PlayStation emulator, Connectix needed to emulate both the PlayStation hardware and the firmware (the Sony BIOS).
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Connectix first decided to emulate the PlayStation’s hardware. In order to do so, Connectix engineers purchased a Sony PlayStation console and extracted the Sony BIOS from a chip inside the console. Connectix engineers then copied the Sony BIOS into the RAM of their computers and observed the functioning of the Sony BIOS in conjunction with the Virtual Game Station hardware emulation software as that hardware emulation software was being developed by Connectix. The engineers observed the operation of the Sony BIOS through use of a debugging program that permitted the engineers to observe the signals sent between the BIOS and the hardware emulation software. During this process, Connectix engineers made additional copies of the Sony BIOS every time they booted up their computer and the Sony BIOS was loaded into RAM.

Once they had developed the hardware emulation software, Connectix engineers also used the Sony BIOS to “debug” the emulation software. In doing so, they repeatedly copied and disassembled discrete portions of the Sony BIOS.

Connectix also used the Sony BIOS to begin development of the Virtual Game Station for Windows. Specifically, they made daily copies to RAM of the Sony BIOS and used the Sony BIOS to develop certain Windows-specific systems for the Virtual Game Station for Windows. Although Connectix had its own BIOS at the time, Connectix engineers used the Sony BIOS because it contained CD-ROM code that the Connectix BIOS did not contain.

Early in the development process, Connectix engineer Aaron Giles disassembled a copy of the entire Sony BIOS that he had downloaded from the Internet. He did so for the purpose of testing a “disassembler” program he had written. The print-out of the source code was not used to develop the Virtual Game Station emulator. Connectix engineers initially used this copy of the Sony BIOS to begin the reverse engineering process, but abandoned it after realizing that it was a Japanese-language version.

During development of the Virtual Game Station, Connectix contacted Sony and requested “technical assistance” from Sony to complete the development of the Virtual Game Station. Connectix and Sony representatives met during September 1998. Sony declined Connectix’s request for assistance.

Connectix completed Virtual Game Station for Macintosh computers in late December 1998 or early January 1999. Connectix announced its new product at the MacWorld Expo on January 5, 1999. At MacWorld, Connectix marketed the Virtual Game Station as a “PlayStation emulator.” The materials stated that the Virtual Game Station permits users to play “their favorite Playstation games” on a computer “even if you don’t yet have a Sony PlayStation console.”

D. Procedural history

On January 27, 1999, Sony filed a complaint alleging copyright infringement and other causes of action against Connectix. Sony subsequently moved for a preliminary injunction on the grounds of copyright and trademark infringement. The district court granted the motion, enjoining Connectix: (1) from copying or using the Sony BIOS code in the development of the Virtual Game Station for Windows; and (2) from selling the Virtual Game Station for Macintosh or the Virtual Game Station for Windows. The district court also impounded all Connectix’s copies of the Sony BIOS and all copies of works based upon or incorporating Sony BIOS. Id. at 27-28. Connectix now appeals from this order.
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II. DISCUSSION

Connectix admits that it copied Sony’s copyrighted BIOS software in developing the Virtual Game Station but contends that doing so was protected as a fair use under 17 U.S.C. §107.

A. Fair use

The fair use issue arises in the present context because of certain characteristics of computer software. The object code of a program may be copyrighted as expression, 17 U.S.C. §102(a), but it also contains ideas and performs functions that are not entitled to copyright protection. See 17 U.S.C. §102(b). Object code cannot, however, be read by humans. The unprotected ideas and functions of the code therefore are frequently undiscoverable in the absence of investigation and translation that may require copying the copyrighted material. We conclude that, under the facts of this case and our precedent, Connectix’s intermediate copying and use of Sony’s copyrighted BIOS was a fair use for the purpose of gaining access to the unprotected elements of Sony’s software.

The general framework for analysis of fair use is established by statute, 17 U.S.C. §107.5 We have applied this statute and the fair use doctrine to the disassembly of computer software in the case of Sega Enterprises Ltd. v. Accolade, Inc., 977 F.2d 1510 (9th Cir. 1992) (amended opinion). Central to our decision today is the rule set forth in Sega.

We turn then to the statutory fair use factors, as informed by our precedent in Sega.

1. Nature of the copyrighted work

Under our analysis of the second statutory factor, nature of the copyrighted work, we recognize that “some works are closer to the core of intended copyright protection than others.” Campbell v. Acuff-Rose Music, Inc., 510 U.S. 569, 586, 114 S. Ct. 1164, 127 L. Ed. 2d 500 (1994). Sony’s BIOS lies at a distance from the core because it contains unprotected aspects that cannot be examined without copying. We consequently accord it a lower degree of protection than more traditional literary works. As we have applied this standard, Connectix’s copying of the Sony BIOS must have been “necessary” to have been fair use. We conclude that it was.

There is no question that the Sony BIOS contains unprotected functional elements. Nor is it disputed that Connectix could not gain access to these unprotected functional elements without copying the Sony BIOS. Sony admits that little technical information about the functionality of the Sony BIOS is publicly available. The Sony BIOS is an internal operating system that does not produce a screen display to reflect its functioning. Consequently, if Connectix was to gain access to the functional elements of the Sony BIOS it had to be through 419a form of reverse engineering that required copying the Sony BIOS onto a computer.6 Sony does not dispute this proposition.

The question then becomes whether the methods by which Connectix reverse-engineered the Sony BIOS were necessary to gain access to the unprotected functional elements within the program. We conclude that they were. Connectix employed several methods of reverse engineering (observation and observation with partial disassembly) each of which required Connectix to make intermediate copies of copyrighted material. Neither of these methods renders fair use protection inapplicable. Sega expressly sanctioned disassembly. We see no reason to distinguish observation of copyrighted software in an emulated computer environment. Both methods require the reverse engineer to copy protected as well as unprotected elements of the computer program. Because this intermediate copying is the gravamen of the intermediate infringement claim, see 17 U.S.C. §106(1); Sega, 977 F.2d at 1518-19, and both methods of reverse engineering require it, we find no reason inherent in these methods to prefer one to another as a matter of copyright law. Connectix presented evidence that it observed the Sony BIOS in an emulated environment to observe the functional aspects of the Sony BIOS. When this method of reverse engineering was unsuccessful, Connectix engineers disassembled discrete portions of the Sony BIOS to view directly the ideas contained therein. We conclude that intermediate copying in this manner was “necessary” within the meaning of Sega.

Sony contends that Connectix’s reverse engineering of the Sony BIOS should be considered unnecessary on the rationale that Connectix’s decision to observe the Sony BIOS in an emulated environment required Connectix to make more intermediate copies of the Sony BIOS than if Connectix had performed a complete disassembly of the program. Under this logic, at least some of the intermediate copies were not necessary within the meaning of Sega. This construction stretches Sega too far. The “necessity” we addressed in Sega was the necessity of the method, i.e., disassembly, not the necessity of the number of times that method was applied. See 977 F.2d at 1524-26. In any event, the interpretation advanced by Sony would be a poor criterion for fair use. Most of the intermediate copies of the Sony BIOS were made by Connectix engineers when they booted up their computers and the Sony BIOS was copied into RAM. But if Connectix engineers had left their computers turned on throughout the period during which they were observing the Sony BIOS in an emulated environment, they would have made far fewer intermediate copies of the Sony BIOS (perhaps as few as one per computer). Even if we were inclined to supervise the engineering solutions of software companies in minute detail, and we are not, our application of the copyright law would not turn on such a distinction.

Such a rule could be easily manipulated. More important, the rule urged by Sony would require that a software engineer, faced with two engineering solutions that each require intermediate copying of protected and unprotected material, often follow the least efficient solution. (In cases in which the solution that required the fewest number of intermediate 420copies was also the most efficient, an engineer would pursue it, presumably, without our urging.) This is precisely the kind of “wasted effort that the proscription against the copyright of ideas and facts…[is] designed to prevent.” Feist Publications, Inc. v. Rural Tel. Serv. Co., 499 U.S. 340, 354, 111 S. Ct. 1282, 113 L. Ed. 2d 358 (1991) (internal quotation marks omitted). Such an approach would erect an artificial hurdle in the way of the public’s access to the ideas contained within copyrighted software programs. These are “aspects that were expressly denied copyright protection by Congress.” Sega, 977 F.2d at 1526 (citing 17 U.S.C. §102(b)). We decline to erect such a barrier in this case. If Sony wishes to obtain a lawful monopoly on the functional concepts in its software, it must satisfy the more stringent standards of the patent laws. See Bonito Boats, Inc. v. Thunder Craft Boats, Inc., 489 U.S. 141, 160-61, 109 S. Ct. 971, 103 L. Ed. 2d 118 (1989); Sega, 977 F.2d at 1526. This Sony has not done. The second statutory factor strongly favors Connectix.

2. Amount and substantiality of the portion used

With respect to the third statutory factor, amount and substantiality of the portion used in relation to the copyrighted work as a whole, Connectix disassembled parts of the Sony BIOS and copied the entire Sony BIOS multiple times. This factor therefore weighs against Connectix. But as we concluded in Sega, in a case of intermediate infringement when the final product does not itself contain infringing material, this factor is of “very little weight.”

3. Purpose and character of the use

Under the first factor, purpose and character of the use, we inquire into whether Connectix’s Virtual Game Station

merely supersedes the objects of the original creation, or instead adds something new, with a further purpose or different character, altering the first with new expression, meaning, or message; it asks, in other words, whether and to what extent the new work is “transformative.”

Campbell v. Acuff-Rose Music, Inc., 510 U.S. 569, 579, 114 S. Ct. 1164, 127 L. Ed. 2d 500 (1994) (internal quotation marks and citations omitted).…

We find that Connectix’s Virtual Game Station is modestly transformative. The product creates a new platform, the personal computer, on which consumers can play games designed for the Sony PlayStation. This innovation affords opportunities for game play in new environments, specifically anywhere a Sony PlayStation console and television are not available, but a computer with a CD-ROM drive is. More important, the Virtual Game Station itself is a wholly new product, notwithstanding the similarity of uses and functions between the Sony PlayStation and the Virtual Game Station. The expressive element of software lies as much in the organization and structure of the object code that runs the computer as it does in the visual expression of that code that appears on a computer screen. See 17 U.S.C. §102(a) (extending copyright protection to original works of authorship that “can be perceived, reproduced, or otherwise communicated, either directly or with the aid of a machine or device”). Sony does not claim that the Virtual Game Station itself contains object code that infringes Sony’s copyright. We are therefore at a loss to see how Connectix’s drafting of 421entirely new object code for its VGS program could not be transformative, despite the similarities in function and screen output.

Finally, we must weigh the extent of any transformation in Connectix’s Virtual Game Station against the significance of other factors, including commercialism that militate against fair use. See Acuff-Rose, 510 U.S. at 579, 114 S. Ct. 1164. Connectix’s commercial use of the copyrighted material was an intermediate one, and thus was only “indirect or derivative.” Sega, 977 F.2d at 1522. Moreover, Connectix reverse-engineered the Sony BIOS to produce a product that would be compatible with games designed for the Sony PlayStation. We have recognized this purpose as a legitimate one under the first factor of the fair use analysis. See id. Upon weighing these factors, we find that the first factor favors Connectix.

The district court ruled, however, that the Virtual Game Station was not transformative on the rationale that a computer screen and a television screen are interchangeable, and the Connectix product therefore merely “supplants” the Sony PlayStation console. The district court clearly erred. For the reasons stated above, the Virtual Game Station is transformative and does not merely supplant the PlayStation console. In reaching its decision, the district court apparently failed to consider the expressive nature of the Virtual Game Station software itself.

4. Effect of the use upon the potential market

We also find that the fourth factor, effect of the use upon the potential market, favors Connectix. Under this factor, we consider

not only the extent of market harm caused by the particular actions of the alleged infringer, but also “whether unrestricted and widespread conduct of the sort engaged in by the defendant…would result in a substantially adverse impact on the potential market” for the original.

Acuff-Rose, 510 U.S. at 590, 114 S. Ct. 1164 (quoting 3 M. Nimmer & D. Nimmer, Nimmer on Copyright,§13.05[A][4], at 13-102.61 (1993)). Whereas a work that merely supplants or supersedes another is likely to cause a substantially adverse impact on the potential market of the original, a transformative work is less likely to do so.

The district court found that “[t]o the extent that such a substitution [of Connectix’s Virtual Game Station for Sony PlayStation console] occurs, Sony will lose console sales and profits.” We recognize that this may be so. But because the Virtual Game Station is transformative, and does not merely supplant the PlayStation console, the Virtual Game Station is a legitimate competitor in the market for platforms on which Sony and Sony-licensed games can be played. For this reason, some economic loss by Sony as a result of this competition does not compel a finding of no fair use. Sony understandably seeks control over the market for devices that play games Sony produces or licenses. The copyright law, however, does not confer such a monopoly. This factor favors Connectix.

The four statutory fair use factors must be “weighed together, in light of the purposes of copyright.” Acuff-Rose, 510 U.S. at 578, 114 S. Ct. 1164. Here, three of the factors favor Connectix; one favors Sony, and it is of little weight. Of course, the statutory factors are not exclusive, Harper & Row, 471 U.S. at 560, 105 S. Ct. 2218, but we are unaware of other factors not already considered that would affect our analysis. Accordingly, we conclude that 422Connectix’s intermediate copying of the Sony BIOS during the course of its reverse engineering of that product was a fair use under 17 U.S.C. §107, as a matter of law. With respect to its claim of copyright infringement, Sony has not established either a likelihood of success on the merits or that the balance of hardships tips in its favor. See Cadence Design Sys., Inc. v. Avant! Corp., 125 F.3d 824, 826 (9th Cir. 1997), cert. denied, 523 U.S. 1118, 118 S. Ct. 1795, 140 L. Ed. 2d 936 (1998). Accordingly, we need not address defenses asserted by Connectix under 17 U.S.C. §117(a)(1) and our doctrine of copyright misuse. We reverse the district court’s grant of a preliminary injunction on the ground of copyright infringement.…

* * *

DAVIDSON & ASSOCIATES d/b/a BLIZZARD ENTERTAINMENT v. JUNG

422 F.3d 630 (8th Cir. 2005)

SMITH, Circuit Judge.

I. BACKGROUND

A. Factual Background

Blizzard, a California corporation and subsidiary of Vivendi, creates and sells software games for personal computers.…1

In January 1997, Blizzard officially launched “Battle.net,” a 24-hour online-gaming service available exclusively to purchasers of its computer games. The Battle.net service has nearly 12 million active users who spend more than 2.1 million hours online per day. Blizzard holds valid copyright registrations covering Battle.net and each of its computer games at issue in this litigation. Battle.net is a free service that allows owners of Blizzard games to play each other on their personal computers via the Internet. Battle.net mode allows users to create and join multi-player games that can be accessed across the Internet, to chat with other potential players, to record wins and losses and save advancements in an individual password-protected game account, and to participate with others in tournament play featuring elimination rounds. Players can set up private “chat channels” and private games on Battle.net to allow players to determine with whom they wish to interact online. These Battle. net mode features are only accessible from within the games.

Like most computer software, Blizzard’s games can be easily copied and distributed over the Internet. Blizzard has taken steps to avoid piracy by designing Battle.net to restrict access and use of the Battle.net mode feature of the game. Each time a user logs onto Battle.net, a Battle.net server examines the user’s version of the game software. If a Blizzard game does not have the latest software upgrades and fixes, the Battle.net service updates the customer’s game before allowing the game to play in Battle.net mode.

With the exception of “Diablo,” each authorized version of a Blizzard game comes with a “CD Key.” A CD Key is a unique sequence of alphanumeric characters printed on a sticker attached to the case in which the CD-ROM was packaged. To log on to Battle.net and access Battle.net mode, the game initiates an authentication sequence or “secret handshake” 423between the game and the Battle.net server. In order to play the Blizzard game contained on a CD-ROM, a user must first install the game onto a computer and agree to the terms of the End User License Agreement (“EULA”) and Terms of Use (“TOU”), both of which prohibit reverse engineering. At the end of both the EULA and TOU, Blizzard includes a button with the text, “I Agree” in it, which the user must select in order to proceed with the installation. Users are also required to enter a name and the CD Key during installation of Battle.net and Blizzard games.

The outside packaging of all Blizzard games, except for Diablo, contains a statement that use of the game is subject to the EULA and that use of Battle.net is subject to the terms of the TOU. The terms of neither the EULA nor the TOU appear on the outside packaging. If the user does not agree to these terms, the game may be returned for a full refund of the purchase price within thirty (30) days of the original purchase. Combs, Crittenden, and Jung installed Blizzard games and agreed to the terms of the EULA. Crittenden and Jung logged onto Battle.net and agreed to the TOU.

The users of Battle.net have occasionally experienced difficulties with the service. To address their frustrations with Battle.net, a group of non-profit volunteer game hobbyists, programmers, and other individuals formed a group called the “bnetd project.” The bnetd project developed a program called the “bnetd.org server” that emulates the Battle.netservice and permits users to play online without use of Battle.net. The bnetd project is a volunteer effort and the project has always offered the bnetd program for free to anyone. Combs, Crittenden, and Jung were lead developers for the bnetd project.

The bnetd project was organized and managed over the Internet through a website, www.bnetd.org, that was made available to the public through equipment provided by Internet Gateway. The bnetd.org emulator provides a server that allows gamers unable or unwilling to connect to Battle.net to experience the multi-player features of Blizzard’s games. The bnetd.org emulator also provides matchmaking services for users of Blizzard games who want to play those games in a multi-player environment without using Battle.net. Bnetd.orgattempted to mirror all of the user-visible features of Battle.net, including online discussion forums and information about the bnetd project, as well as access to the program’s computer code for others to copy and modify.

To serve as a functional alternative to Battle.net, bnetd.org had to be compatible with Blizzard’s software. In particular, compatibility required that bnetd.org speak the same protocol language that the Battle.net speaks. By speaking the same protocol language, the bnetd programs would be interoperable with Blizzard games. Once game play starts, a user perceives no difference between Battle.net and the bnetd.org.

By necessity, Appellants used reverse engineering to learn Blizzard’s protocol language and to ensure that bnetd.org worked with Blizzard games. Combs used reverse engineering to develop the bnetd.org server, including a program called “tcpdump” to log communications between Blizzard games and the Battle.net server. Crittenden used reverse engineering to develop the bnetd.org server, including using a program called “Nextray.” Crittenden also used a program called “ripper” to take Blizzard client files that were compiled together in one file and break them into their component parts. Crittenden used the ripper program to determine how Blizzard games displayed ad banners so that bnetd.org could display ad banners to users in the format that Blizzard uses on the Battle.net service. Combs tried to 424disassemble a Blizzard game to figure out how to implement a feature that allowed bnetd. org to protect the password that a user enters when creating an account in Battle.net mode. Crittenden made an unauthorized copy of a Blizzard game in order to test the interoperability of the bnetd.org server with multiple games.

….

II. DISCUSSION

….

B. DMCA claims and interoperability exception

Congress enacted the DMCA in 1998 to implement the World Intellectual Property Organization.

Copyright Treaty (“WIPO Treaty”). WIPO requires contracting nations to “provide adequate legal protection and effective legal remedies against the circumvention of effective technological measures that are used by authors in connection with the exercise of their rights under this Treaty or the Berne Convention and that restrict acts, in respect of their works, which are not authorized by the authors concerned or permitted by law.” WIPO Treaty, Apr. 12, 1997, art. 11, S. Treaty Doc. No. 105-17 (1997), available at 1997 WL 447232. The DMCA contains three provisions targeted at the circumvention of technological protections.

The first is §1201(a)(1), the anti-circumvention provision. This provision prohibits a person from “circumvent[ing] a technological measure that effectively controls access to a work protected under [Title 17, governing copyright].” The Librarian of Congress is required to promulgate regulations every three years exempting from this subsection individuals who would otherwise be “adversely affected” in “their ability to make noninfringing uses.” 17 U.S.C. §1201(a)(1)(B)-(E). Section 1201(a)(1) differs from the second and third provisions in that it targets the use of a circumvention technology, not the trafficking in such a technology.

The second and third provisions are §§1201(a)(2) and 1201(b)(1), the “anti-trafficking provisions.” These sections are similar, except that §1201(a)(2) covers those who traffic in technology that can circumvent “a technological measure that effectively controls access to a work protected under” Title 17, whereas §1201(b)(1) covers those who traffic in technology that can circumvent “protection afforded by a technological measure that effectively protects a right of a copyright owner under” Title 17. 17 U.S.C. §§1201(a)(2) & (b)(1). (Emphases added.) In other words, although both sections prohibit trafficking in a circumvention technology, the focus of §1201(a)(2) is circumvention of technologies designed to prevent access to a work, and the focus of §1201(b)(1) is circumvention of technologies designed to permit access to a work but prevent copying of the work or some other act that infringes a copyright. See S. Rep. No. 105-190, at 11-12 (1998).

The district court determined that Jung’s reverse engineering violated §1201(a)(1) as well as §1201(a)(2). We agree.

1. Anti-circumvention violation

Section 1201(a)(1) provides that “[n]o person shall circumvent a technological measure that effectively controls access to a work protected under this title.” The term “circumvent a technological measure” “means to descramble a scrambled work, to decrypt an encrypted 425work, or otherwise to avoid, bypass, remove, deactivate, or impair a technological measure, without the authority of the copyright owner.” 17 U.S.C. §1201(3)(A).

“Effectively controls access to a work” means that the measure, in the ordinary course of its operation, requires the application of information, or a process or a treatment, with the authority of the copyright owner, to gain access to the work. 17 U.S.C. §1201 (3)(B).

Blizzard games, through Battle.net, employed a technological measure, a software “secret handshake” (CD key), to control access to its copyrighted games. The bnetd.org emulator developed by Appellants allowed the Blizzard game to access Battle.net mode features without a valid or unique CD key. As a result, unauthorized copies of the Blizzard games were played on bnetd.org servers. After Appellants distributed the bnetd program, others developed additional Battle.net emulators based on the bnetd source code. Appellants’s [sic] distribution of binary versions of the bnetd program facilitated set up and access to the emulator program.

Relying on Lexmark Int’l, Inc. v. Static Control Components, Inc., 387 F.3d 522 (6th Cir. 2004), Appellants argue that Battle.net mode is a strictly functional process that lacks creative expression, and thus DMCA protections do not apply. Lexmark Int’l, Inc., concerned two computer programs: the first was known as the “Toner Loading Program” and the second was known as the “Printer Engine Program.” DMCA anti-circumvention claims were brought after Lexmark’s authentication sequence contained in its printer cartridges were [sic] allegedly circumvented. The district court in that case held that Lexmark’s authentication sequence effectively controlled access to the programs because it controlled the consumers’ ability to make use of those programs. The Sixth Circuit reversed, holding that it was not Lexmark’s authentication sequence that controlled access to the programs, but the purchase of a Lexmark printer that allowed access to the program. “No security device, in other words, protects access to the…program and no security device accordingly must be circumvented to obtain access to that program code.”

Here, Battle.net’s control measure was not freely available. Appellants could not have obtained a copy of Battle.net or made use of the literal elements of Battle.net mode without acts of reverse engineering, which allowed for a circumvention of Battle.net and Battle.netmode. Unlike in Lexmark Int’l, Inc., Battle.net mode codes were not accessible by simply purchasing a Blizzard game or logging onto Battle.net, nor could data from the program be translated into readable source code after which copies were freely available without some type of circumvention.…

2. Anti-trafficking violations

Section 1201(a)(2) provides that:


No person shall manufacture, import, offer to the public, provide, or otherwise traffic in any technology, product, service, device, component, or part thereof, that…is primarily designed or produced for the purpose of circumventing a technological measure that effectively controls access to a work protected under this title;…has only limited commercially significant purpose or use other than to circumvent a technological measure that effectively controls access to a work protected under this title; or… is marketed by that person or another acting in concert with that person 426with that person’s knowledge for use in circumventing a technological measure that effectively controls access to a work protected under this title.



17 U.S.C. §1201(a)(2). The bnetd.org emulator had limited commercial purpose because its sole purpose was to avoid the limitations of Battle.net. There is no genuine issue of material fact that Appellants designed and developed the bnetd.org server and emulator for the purpose of circumventing Blizzard’s technological measures controlling access to Battle. net and the Blizzard games. Summary judgment was properly granted in favor of Blizzard on the anti-trafficking violations.

3. Interoperability exception

The DMCA contains several exceptions, including one for individuals using circumvention technology “for the sole purpose” of trying to achieve “interoperability” of computer programs through reverse engineering. See 17 U.S.C. §1201(f). Subsection (f)(4) defines interoperability as “the ability of computer programs to exchange information, and such programs mutually to use the information which has been exchanged.” 17 U.S.C. §1201(f) (4). Appellants argue that the interoperability exception applies to any alleged infringement of Blizzard games and Battle.net. To successfully prove the interoperability defense under §1201(f), Appellants must show: (1) they lawfully obtained the right to use a copy of a computer program; (2) the information gathered as a result of the reverse engineering was not previously readily available to the person engaging in the circumvention; (3) the sole purpose of the reverse engineering was to identify and analyze those elements of the program that were necessary to achieve interoperability of an independently created computer program with other programs; and (4) the alleged circumvention did not constitute infringement. See 17 U.S.C. §1201(f).

Appellants’s [sic] circumvention in this case constitutes infringement. As detailed earlier, Blizzard’s secret handshake between Blizzard games and Battle.net effectively controlled access to Battle.net mode within its games. The purpose of the bnetd.org project was to provide matchmaking services for users of Blizzard games who wanted to play in a multi-player environment without using Battle.net. The bnetd.org emulator enabled users of Blizzard games to access Battle.net mode features without a valid or unique CD key to enter Battle. net. The bnetd.org emulator did not determine whether the CD key was valid or currently in use by another player. As a result, unauthorized copies of the Blizzard games were freely played on bnetd.org servers. Appellants failed to establish a genuine issue of material fact as to the applicability of the interoperability exception. The district court properly granted summary judgment in favor of Blizzard and Vivendi on the interoperability exception.

* * *

EUROPEAN UNION LEGISLATION

Council Directive of 14 May 1991 on the legal protection of computer programs (91/250/EEC)

ARTICLE 6

Decompilation

1. The authorization of the rightholder shall not be required where reproduction of the code and translation of its form within the meaning of Article 4 (a) and (b) are indispensable 427to obtain the information necessary to achieve the interoperability of an independently created computer program with other programs, provided that the following conditions are met:

(a) these acts are performed by the licensee or by another person having a right to use a copy of a program, or on their behalf by a person authorized to do so;

(b) the information necessary to achieve interoperability has not previously been readily available to the persons referred to in subparagraph (a); and

(c) these acts are confined to the parts of the original program which are necessary to achieve interoperability.

2. The provisions of paragraph 1 shall not permit the information obtained through its application:

(a) to be used for goals other than to achieve the interoperability of the independently created computer program;

(b) to be given to others, except when necessary for the interoperability of the independently created computer program; or

(c) to be used for the development, production or marketing of a computer program substantially similar in its expression, or for any other act which infringes copyright.

3. In accordance with the provisions of the Berne Convention for the Protection of Literary and Artistic Works, the provisions of this Article may not be interpreted in such a way as to allow its application to be used in a manner which unreasonably prejudices the right holder’s legitimate interests or conflicts with a normal exploitation of the computer program.

Questions

1. General Discussion Questions

1.1 Do you agree with the court’s fair use conclusion in Sega v. Accolade? In Sony v. Connectix? In Lewis Galoob Toys v. Nintendo? In Micro Star v. Formgen?

1.2 Did the courts in Lewis Galoob Toys and Micro Star give too much weight to the commercial motivation of the uses in light of the Supreme Court’s admonition in Campbell v. Acuff-Rose Music, Inc., 510 U.S. 569, 584 (1994) not to presume that commercial uses are unfair uses?

1.3 Would the fair use analysis change in Sega v. Accolade or Sony v. Connectix if the platform developer utilized a EULA that prohibited reverse engineering?

1.4 The European Union’s Software Directive allows software developers to ignore EULA prohibitions on reverse engineering if the reverse engineering is done for purposes of discovering information to interoperate. Should the United States enact such legislation and, if so, should it be state or federal legislation?
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1.5 Do you agree with the court’s analysis of liability under the DMCA in Davidson & Associates v. Jung?

1.6 In light of what you have learned about software platform interoperability, would you recommend any changes to the fair uses delineated in the DMCA?

2. Litigation Questions

2.1 How does fair use get raised in litigation?

2.2 What evidence would you present in Sega v. Accolade and Sony v. Connectix to prove fair use?

2.3 On remand, what intellectual property issues would Sega raise in Sega v. Accolade?

2.4 How would you assess the case for injunctive relief in interoperability cases?

2.5 Assuming the fair use defense had failed in Sega v. Accolade or Sony v. Connectix, how could some of the fair use arguments be used effectively in the remedies phase of the case?

2.6 What evidence would you have presented in Lewis Galoob Toys and Micro Star to show a negative effect on the market for the copyrighted work in suit?

3. Business Law Questions

3.1 In light of the facts and circumstances nature of the fair use standard, how would you advise a software developer on the risks associated with reverse engineering for interop purposes? Does the fair use standard encourage risk-taking or risk-adverse legal counsel?

3.2 If you were advising management of Accolade or Connectix, how would you advise them to reverse engineer in a manner that maximizes the potential for success on a fair use argument?

3.3 If you were advising Nintendo in the Lewis Galoob Toys case, how would you advise Nintendo to work with Lewis Galoob Toys without resorting to litigation? What are the advantages of this approach?

3.4 If you were advising Jung, how would you advise him to reverse engineer in a manner that does not violate the DMCA?

Exercises

1. Draft a memo advising the management of Accolade or Connectix on how to reverse engineer in a manner that maximizes the potential for success on a fair use argument.

2. With one student playing the role of a manager at Accolade or Connectix and one student playing the role of the lawyer, discuss the reverse engineering legal advice provided in the memo drafted in Exercise 1.

3. Assume that, instead of litigating against Lewis Galoob Toys, Nintendo had decided to license Lewis Galoob Toys to create and distribute the Game Genie. Draft a license grant that would have permitted that activity.
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4. Assume that FormGen decides to allow third parties to distribute new levels (like Micro Star did) for commercial purposes. Revise FormGen’s end user license to permit this activity.

5. Draft a memo advising Jung on how to reverse engineer in a manner that does not violate the DMCA.

6. With one student playing the role of Jung and one student playing the role of the lawyer, discuss the reverse engineering legal advice provided in the memo in Exercise 3.

III. INDUSTRY STANDARDS

“Without standardization there wouldn’t be a modern economy.”2 Some software standards arise as users adopt them en mass. We call these de facto standards because they arise through usage rather than a coordinated plan. Common examples of de facto standards include Google’s search engine, the Windows OS for PCs, and the UNIX OS for high-end computing. Section II of this chapter, on platform compatibility, presents some of the challenges associated with attempting to interoperate with a de facto standard. This section covers interoperation based on standards set by standards setting organizations (SSOs).

In the context of an SSO, we can define a “standard” as a written technical specification that provides a common design or interface to facilitate interoperability between different products and services. To put it another way, a standard is a document containing technical information — it is not the software that implements the information contained in the document. People read standards; people run software.

A variety of organizations create standards. Beginning in the late nineteenth century government-sponsored organizations dominated the standards-setting process. Governments established national standards organizations that often joined with other national standards organizations in global treaty organizations such as the International Standards Organization (ISO).

With the rise of the information technology industry in the 1980s another form of SSO emerged: consortia (also known as special interest groups). Consortia arose in the United States out of the private sector, driven in large part by the need of vendors to move more quickly and in more directions than government SSOs were capable of moving. A consortium often develops a single standard and promotes its adoption worldwide. Some also develop reference implementations, test suites, and certification and branding programs related to the standard.

Despite the difference in origins, all SSOs share several values: the need for fair process and fair competition. Fair process means operating rules that allow 430participation by all stakeholders in setting the standard and require either consensus or majority vote to approve it. The SSOs’ approval process should be transparent. Fair competition means that the specification must be accessible to the public at no or low cost, and patents necessary to implement a standard should be licensed by SSO members on fair, reasonable, and non-discriminatory terms (FRAND). Some SSOs, such as the World Wide Web Consortium (W3C) require that patents be licensed royalty free. FRAND terms should promote widespread adoption of the standard and eliminate the danger of patent hold-up and guard against unreasonable royalty stacking (the cumulative effect of paying royalties on multiple patents).

The balance of this chapter explores the fair competition dimension of SSOs. Excerpts from the World Wide Web Consortium (W3C) Patent Policy and the Institute of Electrical and Electronics Engineering (IEEE) Patent Policy provide examples of attempts to establish fair competition rules for patents that read on a standard (so-called “standard essential patents”). The In re Dell Computer, Broadcom v. Qualcomm, and Rambus v. FTC cases examine unfair competition issues that have arisen in the standard setting context. And finally, the Erickson v. D-Link and Microsoft v. Motorola cases address the issue of FRAND terms.

* * *

World Wide Web Consortium (W3C) Patent Policy

1. Overview

This patent policy describes:

1. licensing goals for W3C Recommendations

2. licensing obligations that Working Group participants will undertake as a condition of Working Group participation, along with means of excluding specific patents from those obligations

3. the definition of a W3C Royalty-Free license

4. disclosure rules for W3C Members

5. an exception handling process for situations in which the Royalty-Free status of a specification comes under question

6. definition of Essential Claims

All numbered sections of this document (1-8), as well as hyperlinks to material within and outside of this document, are normative.
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2. Licensing Goals for W3C Recommendations

In order to promote the widest adoption of Web standards, W3C seeks to issue Recommendations that can be implemented on a Royalty-Free (RF) basis. Subject to the conditions of this policy, W3C will not approve a Recommendation if it is aware that Essential Claims exist which are not available on Royalty-Free terms.

To this end, Working Group charters will include a reference to this policy and a requirement that specifications produced by the Working Group will be implementable on an RF basis, to the best ability of the Working Group and the Consortium.

3. Licensing Obligations of Working Group Participants

The following obligations shall apply to all participants in W3C Working Groups. These obligations will be referenced from each Working Group charter and Calls for Participation.

3.1. W3C RF Licensing Requirements for All Working Group Participants

As a condition of participating in a Working Group, each participant (W3C Members, W3C Team members, invited experts, and members of the public) shall agree to make available under W3C RF licensing requirements any Essential Claims related to the work of that particular Working Group. This requirement includes Essential Claims that the participant owns and any that the participant has the right to license without obligation of payment or other consideration to an unrelated third party. With the exception of the provisions of section 4 below, W3C RF licensing obligations made concerning the work [of] the particular Working Group and described in this policy are binding on participants for the life of the patents in question and encumber the patents containing Essential Claims, regardless of changes in participation status or W3C Membership.

3.2. Limitation on Licensing Requirement for Non-Participating Members

Only the affirmative act of joining a Working Group, or otherwise agreeing to the licensing terms described here, will obligate a Member to the W3C RF licensing commitments. Mere Membership in W3C alone, without other factors, does not give rise to the RF licensing obligation under this policy.

3.3. Licensing Commitments in W3C Submissions

At the time a W3C Member Submission [section 11] is made, all Submitters and any others who provide patent licenses associated with the submitted document must indicate whether or not each entity (Submitters and other licensors) will offer a license according to the W3C RF licensing requirements for any portion of the Submission that is subsequently incorporated in a W3C Recommendation. The W3C Team may acknowledge the Submission if the answer to the licensing commitment is either affirmative or negative, and shall not acknowledge the Submission if no response is provided.
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3.4. Note on Licensing Commitments for Invited Experts

Invited experts participate in Working Groups in their individual capacity. An invited expert is only obliged to license those claims over which s/he exercises control.

4. Exclusion From W3C RF Licensing Requirements

Under the following conditions, Working Group participants may exclude specifically identified and disclosed Essential Claims from the overall W3C RF licensing requirements:

4.1. Exclusion With Continued Participation

Specific Essential Claims may be excluded from the W3C RF licensing requirements by a participant who seeks to remain in the Working Group only if that participant indicates its refusal to license specific claims no later than 150 days after the publication of the first public Working Draft [section 7.4.1] by specifically disclosing Essential Claims that will not be licensed on W3C RF terms. A participant who excludes Essential Claims may continue to participate in the Working Group.

If any claims are made essential by the final Recommendation [section 7.1.1] as a result of subject matter not present or apparent in the latest public Working Draft [section 7.1.1] published within 90 days after the first public Working Draft, the participant may exclude these new Essential Claims, and only these claims, by using this exclusion procedure within 60 days after the publication of the Last Call Working Draft [section 7.4.2]. After that point, no claims may be excluded. (Note that if material new subject matter is added after Last Call, then a new Last Call draft will have to be produced, thereby allowing another exclusion period for 60 days after that most recent Last Call draft.)

4.2. Exclusion and Resignation From the Working Group

A participant may resign from the Working Group within 90 days after the publication of the first public Working Draft and be excused from all licensing commitments arising out of Working Group participation.

If a participant leaves the Working Group later than 90 days after the publication of the first public Working Draft, that participant is only bound to license Essential Claims based on subject matter contained in the latest Working Draft published before the participant resigned from the Working Group. In addition, departing participants have 60 days after their actual resignation to exclude Essential Claims made essential by documents not referenced in the Call for Exclusion (see section 4.5) if:

1. such claims are essential to subject matter that is contained in the latest Working Draft published before the participant resigns, and

2. such subject matter is not present or apparent in the latest Working Draft published within 90 days after the first public Working Draft.

The participant follows the same procedures specified in this section 4 for excluding claims in issued patents, published applications, and unpublished applications. Participants 433resigning from a Working Group are still subject to all disclosure obligations described in section 6.

4.3. Joining an Already Established Working Group

Participants who join a Working Group more than 90 days after the publication of the first public Working Draft must exclude Essential Claims covered in the latest Working Draft published within 90 days after the first public Working Draft at the later of 150 days after the publication of the first public Working Draft or upon joining the Working Group.

4.4. Exclusion Procedures for Pending, Unpublished Patent Applications

Exclusion of Essential Claims in pending, unpublished applications follows the procedures for exclusion of issued claims and claims in published applications in section 4.1 through 4.3, except that the final deadline for exclusion of unpublished claims is at Last Call plus 60 days for any material, regardless of whether or not it was contained in the documents referenced in the Call for Exclusion document. Nevertheless, participants have a good faith obligation to make such exclusions as soon as is practical after the publication of the first Working Draft that includes the relevant technology.

Any exclusion of an Essential Claim in an unpublished application must provide either:

1. the text of the filed application; or

2. identification of the specific part(s) of the specification whose implementation makes the excluded claim essential.

If option 2 is chosen, the effect of the exclusion will be limited to the identified part(s) of the specification.

4.5. Exclusion Mechanics

A Call for Exclusion will be issued by the Working Group Team Contact indicating the relevant documents against which participants must make exclusion statements as well as precise dates and deadlines for making any exclusions. In case there is any dispute about the dates for exclusion, the dates indicated in the Call for Exclusion are controlling. The Call for Exclusion will be sent to the Working Group mailing list and the Advisory Committee Representatives of all organizations participating in the Working Group. In the event that a Working Group issues more than one Recommendation-track document, the exclusion procedure will be employed for each series of documents individually.

5. W3C Royalty-Free (RF) Licensing Requirements

With respect to a Recommendation developed under this policy, a W3C RoyaltyFree license shall mean a non-assignable, non-sublicensable license to make, have made, use, sell, have sold, offer to sell, import, and distribute and dispose of implementations of the Recommendation that:

1. shall be available to all, worldwide, whether or not they are W3C Members;

2. shall extend to all Essential Claims owned or controlled by the licensor;
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3. may be limited to implementations of the Recommendation, and to what is required by the Recommendation;

4. may be conditioned on a grant of a reciprocal RF license (as defined in this policy) to all Essential Claims owned or controlled by the licensee. A reciprocal license may be required to be available to all, and a reciprocal license may itself be conditioned on a further reciprocal license from all.

5. may not be conditioned on payment of royalties, fees or other consideration;

6. may be suspended with respect to any licensee when licensor is sued by licensee for infringement of claims essential to implement any W3C Recommendation;

7. may not impose any further conditions or restrictions on the use of any technology, intellectual property rights, or other restrictions on behavior of the licensee, but may include reasonable, customary terms relating to operation or maintenance of the license relationship such as the following: choice of law and dispute resolution;

8. shall not be considered accepted by an implementer who manifests an intent not to accept the terms of the W3C Royalty-Free license as offered by the licensor.

License term:

9. The RF license conforming to the requirements in this policy shall be made available by the licensor as long as the Recommendation is in effect. The term of such license shall be for the life of the patents in question, subject to the limitations of 5(10).

10. If the Recommendation is rescinded by W3C, then no new licenses need be granted but any licenses granted before the Recommendation was rescinded shall remain in effect.

All Working Group participants are encouraged to provide a contact from which licensing information can be obtained and other relevant licensing information. Any such information will be made publicly available along with the patent disclosures for the Working Group in question.

6. Disclosure

6.1. Disclosure Requirements

Disclosure is required when both of the following are true:

1. an individual in a Member organization receives a disclosure request as described in section 6.3; and

2. that individual has actual knowledge of a patent which the individual believes contains Essential Claim(s) with respect to the specification for which disclosure is requested.

Anyone in a Member organization who receives a disclosure request and who has such knowledge must inform that AC Rep. Where disclosure is required, the AC Rep will do so.

6.2. Disclosure Exemption

The disclosure obligation as to a particular claim is satisfied if the holder of the claim has made a commitment to license that claim under W3C RF licensing requirements and the 435claim is no longer subject to exclusion under section 4. An Essential Claim is no longer subject to exclusion if a patent holder has affirmatively agreed to license the Essential Claim (effectively waiving its right to exclude such patent under section 4) or if the relevant exclusion period under section 4 has lapsed.

6.3. Disclosure Requests

Disclosure requests will be included in the “Status of This Document” section of each Recommendation track document as it reaches each new maturity level (Working Draft, Last Call Working Draft, Candidate Recommendation, Proposed Recommendation, Recommendation). Separate requests may be issued by the W3C to any party suspected of having knowledge of Essential Claims. Such disclosure requests will instruct the recipient to respond through their AC Rep (in the case of Members) or a W3C contact (in the case of non-Members). Disclosure requests other than those that appear in the specification itself should be directed to the AC Rep.

Disclosure requests will provide administrative details for making disclosures.

6.4. Disclosure Contents

Disclosure statements must include:

1. the patent number, but need not mention specific claims

2. the Working Group and/or Recommendation to which it applies

6.5. Disclosure of Laid-Open or Published Applications

In the case of laid-open or published applications, the Member’s good faith disclosure obligation extends to unpublished amended and/or added claims that have been allowed by relevant legal authorities and that the Member believes to be Essential Claims. To satisfy the disclosure obligation for such claims, the Member shall either:

1. disclose such claims, or

2. identify those portions of the W3C specification likely to be covered by such claims.

6.6. Disclosure of Pending, Unpublished Applications

If a W3C Member includes claims in a patent application and such claims were developed based on information from a W3C Working Group or W3C document, the Member must disclose the existence of such pending unpublished applications.

6.7. Good Faith Disclosure Standards

Satisfaction of the disclosure requirement does not require that the discloser perform a patent search or any analysis of the relationship between the patents that the Member organization holds and the specification in question.

Disclosure of third party patents is only required where the Advisory Committee Representative or Working Group participant has been made aware that the third party 436patent holder or applicant has asserted that its patent contains Essential Claims, unless such disclosure would breach a pre-existing non-disclosure obligation.

6.8. Timing of Disclosure Obligations

The disclosure obligation is an ongoing obligation that begins with the Call for Participation. Full satisfaction of the disclosure obligation may not be possible until later in the process when the design is more complete. In any case, disclosure as soon as practically possible is required.

6.9. Termination of Disclosure Obligations

The disclosure obligation terminates when the Recommendation is published or when the Working Group terminates.

6.10. Disclosure Obligations of Invited Experts

Invited experts or members of the public participating in a Working Group must comply with disclosure obligations to the extent of their own personal knowledge.

6.11. Disclosures to Be Publicly Available on Recommendation Track

Patent disclosure information for each specification on the Recommendation track will be made public along with each public Working Draft issued by the Working Group.

7. Exception Handling

7.1. PAG Formation

In the event a patent has been disclosed that may be essential, but is not available under W3C RF licensing requirements, a Patent Advisory Group (PAG) will be launched to resolve the conflict. The PAG is an ad-hoc group constituted specifically in relation to the Working Group with the conflict. A PAG may also be formed without such a disclosure if a PAG could help avoid anticipated patent problems. During the time that the PAG is operating, the Working Group may continue its technical work within the bounds of its charter.

7.2. PAG Formation After a Recommendation Is Issued

A PAG may also be convened in the event Essential Claims are discovered after a Recommendation is issued. In this case the PAG will be open to any interested Member, though the PAG may choose to meet without the holder of the Essential Claims in question.

7.3. PAG Composition

The PAG is composed of:

• Advisory Committee Representatives of each W3C Member organization participating in the Working Group (or alternate designated by the AC Rep)

• Working Group Team Contact

• W3C counsel
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• Working Group Chair, ex officio

• Domain Leader responsible for the Working Group

• Others suggested by the Working Group Chair and/or the Team with the approval of the Director

W3C Member participants in the PAG should be authorized to represent their organization’s views on patent licensing issues. Any participant in the PAG may also be represented by legal counsel, though this is not required. Invited experts are not entitled to participate in the PAG, though the PAG may choose to invite any qualified experts who would be able to assist the PAG in its determinations.

W3C expects to provide qualified legal staffing to all PAGs in the form of a Team member who develops experience with the PAG process and patent issues at W3C. Legal staff to the PAG will represent the interests of the Consortium as a whole.

7.4. PAG Procedures

7.4.1. PAG Formation Timing

The PAG will be convened by the Working Group Team Contact, based on a charter developed initially by the Team. The timing for convening the PAG is at the discretion of the Director, based on consultation with the Chair of the Working Group. In some cases, convening a PAG before a specific patent disclosure is made may be useful. In other cases, it may be that the PAG can better resolve the licensing problems when the specification is at the Last Call or Candidate Recommendation maturity level.

7.4.2. PAG Charter Requirements

The charter should include:

• clear goals for the PAG, especially a statement of the question(s) the PAG is to answer.

• duration.

• confidentiality status, which must follow the underlying Working Group (Member only, public, etc.).

The PAG charter must specify deadlines for completion of individual work items it takes on. The PAG, once convened, may propose changes to its charter as appropriate, to be accepted based on consensus of the PAG participants. The Team will choose a member of the PAG to serve as Chair. A single PAG may exist for the duration of the Working Group with which it is associated if needed.

In order to obtain input from the interested public at large, as soon as the PAG is convened, the PAG charter will be made public, along with all of the patent disclosure and licensing statements applicable to the Working Group in question.

7.5. PAG Conclusion
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7.5.1. Possible PAG Conclusions

After appropriate consultation, the PAG may conclude:

1. The initial concern has been resolved, enabling the Working Group to continue.

2. The Working Group should be instructed to consider designing around the identified claims.

3. The Team should seek further information and evaluation, including and not limited to evaluation of the patents in question or the terms under which W3C RF licensing requirements may be met.

4. The Working Group should be terminated.

5. The Recommendation (if it has already been issued) should be rescinded.

6. Alternative licensing terms should be considered. The procedure in section 7.5.3 must be followed.

7.5.2. PAG Outcome

Outcomes 4, 5, or 6 require an Advisory Committee review and Director’s decision. In any case, the PAG must state its Proposal and reasons in a public W3C document.

7.5.3. Procedure for Considering Alternate Licensing Terms

After having made every effort to resolve the conflict through options 1, 2, and 3 under 7.5.1, the PAG, by consensus [section 3.3], may propose that specifically identified patented technology be included in the Recommendation even though such claims are not available according to the W3C RF licensing requirements of this policy. The PAG Proposal must explain:

• why the chartered goals of the Working Group cannot be met without inclusion of the identified technology;

• how the proposed licensing terms will be consistent with widespread adoption.

The PAG Proposal must include:

• a complete list of claims and licensing terms of the proposed alternative arrangements; and,

• a proposed charter for the Working Group, unless the Recommendation has been issued and no new work is required.

If the Director determines that the PAG Proposal is the best alternative consistent with the W3C mission, the interests of the Web community, and is clearly justified despite the expressed preference of the W3C Membership for RF licensing, then the Proposal shall be circulated for public comment and Advisory Committee review. The Director may also circulate the Proposal for Advisory Committee review without such endorsement. Should the PAG Proposal be rejected, then either subparagraph 4 or 5 of section 7.5.3 will apply as appropriate, without further action of the Advisory Committee. Members of the Working 439Group who are bound to RF terms are not released from their obligations by virtue of the PAG Proposal alone. As with any newly chartered Working Group, new commitments must be made, along with possible exclusions. In order to expedite the process, the PAG Proposal should consider whether additional claims would be excluded under the new charter and include such information in the PAG Proposal.

8. Definition of Essential Claims

8.1. Essential Claims

“Essential Claims” shall mean all claims in any patent or patent application in any jurisdiction in the world that would necessarily be infringed by implementation of the Recommendation. A claim is necessarily infringed hereunder only when it is not possible to avoid infringing it because there is no non-infringing alternative for implementing the normative portions of the Recommendation. Existence of a noninfringing alternative shall be judged based on the state of the art at the time the specification becomes a Recommendation.

8.2. Limitations on the Scope of Definition of Essential Claims

The following are expressly excluded from and shall not be deemed to constitute Essential Claims:

1. any claims other than as set forth above even if contained in the same patent as Essential Claims; and

2. claims which would be infringed only by:

• portions of an implementation that are not specified in the normative portions of the Recommendation, or

• enabling technologies that may be necessary to make or use any product or portion thereof that complies with the Recommendation and are not themselves expressly set forth in the Recommendation (e.g., semiconductor manufacturing technology, compiler technology, object-oriented technology, basic operating system technology, and the like); or

• the implementation of technology developed elsewhere and merely incorporated by reference in the body of the Recommendation.

3. design patents and design registrations.

8.3. Definition of Normative, Optional and Informative

For purposes of this definition, the normative portions of the Recommendation shall be deemed to include only architectural and interoperability requirements. Optional features in the RFC 2119 sense are considered normative unless they are specifically identified as informative. Implementation examples or any other material that merely illustrate [sic] the requirements of the Recommendation are informative, rather than normative.
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* * *

Institute of Electrical and Electronics Engineers (IEEE) Standards Association Patent Licensing Policy

.…

6. Patents

6.1 Definitions

The following terms, when capitalized, have the following meanings:

“Accepted Letter of Assurance” and “Accepted LOA” shall mean a Letter of Assurance that the IEEE-SA has determined is complete in all material respects and has been posted to the IEEE-SA web site.

“Affiliate” shall mean an entity that directly or indirectly, through one or more intermediaries, controls the Submitter, is controlled by the Submitter, or is under common control with the Submitter. For the purposes of this definition, the term “control” and its derivatives, with respect to for-profit entities, means the legal, beneficial or equitable ownership, directly or indirectly, of more than fifty percent (50%) of the capital stock (or other ownership interest, if not a corporation) of an entity ordinarily having voting rights. “Control” and its derivatives, with respect to nonprofit entities, means the power to elect or appoint more than fifty percent (50%) of the Board of Directors of an entity.

“Blanket Letter of Assurance” shall mean a Letter of Assurance that applies to all Essential Patent Claims for which a Submitter may currently or in the future (except as otherwise provided for in these Bylaws and in the IEEE-SA Standards Board Operations Manual) have the ability to license.

“Enabling Technology” shall mean any technology that may be necessary to make or use any product or portion thereof that complies with the [Proposed] IEEE Standard but is neither explicitly required by nor expressly set forth in the [Proposed] IEEE Standard (e.g., semiconductor manufacturing technology, compiler technology, object-oriented technology, basic operating system technology, and the like).

“Essential Patent Claim” shall mean any Patent Claim the use of which was necessary to create a compliant implementation of either mandatory or optional portions of the normative clauses of the [Proposed] IEEE Standard when, at the time of the [Proposed] IEEE Standard’s approval, there was no commercially and technically feasible non-infringing alternative. An Essential Patent Claim does not include any Patent Claim that was essential only for Enabling Technology or any claim other than that set forth above even if contained in the same patent as the Essential Patent Claim.
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“Letter of Assurance” and “LOA” shall mean a document, including any attachments, stating the Submitter’s position regarding ownership, enforcement, or licensing of Essential Patent Claims for a specifically referenced IEEE Standard, submitted in a form acceptable to the IEEE-SA.

“Patent Claim(s)” shall mean one or more claims in issued patent(s) or pending patent application(s).

“Reasonable and Good Faith Inquiry” includes, but is not limited to, a Submitter using reasonable efforts to identify and contact those individuals who are from, employed by, or otherwise represent the Submitter and who are known to the Submitter to be current or past participants in the development process of the [Proposed] IEEE Standard identified in a Letter of Assurance, including, but not limited to, participation in a Sponsor Ballot or Working Group. If the Submitter did not or does not have any participants, then a Reasonable and Good Faith Inquiry may include, but is not limited to, the Submitter using reasonable efforts to contact individuals who are from, employed by, or represent the Submitter and who the Submitter believes are most likely to have knowledge about the technology covered by the [Proposed] IEEE Standard.

“Statement of Encumbrance” shall mean a specific reference to an Accepted LOA or a general statement in the transfer or assignment agreement that the Patent Claim(s) being transferred or assigned are subject to any encumbrances that may exist as of the effective date of such agreement. An Accepted LOA is an encumbrance.

“Submitter” when used in reference to a Letter of Assurance shall mean an individual or an organization that provides a completed Letter of Assurance. A Submitter may or may not hold Essential Patent Claims.

6.2 Policy

IEEE standards may be drafted in terms that include the use of Essential Patent Claims. If the IEEE receives notice that a [Proposed] IEEE Standard may require the use of a potential Essential Patent Claim, the IEEE shall request licensing assurance, on the IEEE Standards Board approved Letter of Assurance form from the patent holder or patent applicant. The IEEE shall request this assurance without coercion.

The Submitter of the Letter of Assurance may, after Reasonable and Good Faith Inquiry, indicate it is not aware of any Patent Claims that the Submitter may own, control, or have the ability to license that might be or become Essential Patent Claims. If the patent holder or patent applicant provides an assurance, it should do so as soon as reasonably feasible in the standards development process once the PAR is approved by the IEEE-SA Standards Board. This assurance should be provided prior to the Standards Board’s approval of the standard. An asserted potential Essential Patent Claim for which an assurance cannot be obtained (e.g., a Letter of Assurance is not provided or the Letter of Assurance indicates that assurance is not being provided) shall be referred to the Patent Committee. 442A Letter of Assurance shall be either:

a) A general disclaimer to the effect that the Submitter without conditions will not enforce any present or future Essential Patent Claims against any person or entity making, using, selling, offering to sell, importing, distributing, or implementing a compliant implementation of the standard; or

b) A statement that a license for a compliant implementation of the standard will be made available to an unrestricted number of applicants on a worldwide basis without compensation or under reasonable rates, with reasonable terms and conditions that are demonstrably free of any unfair discrimination. At its sole option, the Submitter may provide with its assurance any of the following: (i) a not-to-exceed license fee or rate commitment, (ii) a sample license agreement, or (iii) one or more material licensing terms.

* * *

IN RE DELL COMPUTER CORP.

121 F.T.C. 616 (May 20, 1996)

COMPLAINT

Pursuant to the provisions of the Federal Trade Commission Act, and by virtue of the authority vested in it by said Act, the Federal Trade Commission, having reason to believe that the respondent, Dell Computer Corporation, a corporation, has violated the provisions of said Act, and it appearing to the Commission that a proceeding by it in respect thereof would be in the public interest, hereby issues its complaint, stating its charges as follows:

PARAGRAPH ONE: Respondent Dell Computer Corporation (“Dell”) is a corporation organized, existing and doing business under and by virtue of the laws of the State of Delaware, with its principal office and place of business at 2214 West Braker Lane, [Austin,] Texas 78758.

PARAGRAPH TWO: Respondent is a publicly traded for-profit corporation engaged in the innovation, development, manufacture, and sale of personal computer systems throughout the United States. By virtue of its purposes and activities, respondent is a corporation within the meaning of Section 4 of the Federal Trade Commission Act, 15 U.S.C. §44.

PARAGRAPH THREE: Dell’s acts and practices, including the acts and practices alleged in this complaint, are in or affect commerce as defined in the Federal Trade Commission Act.

PARAGRAPH FOUR: In February 1992 Dell became a member of the Video Electronics Standards Association (“VESA”), a non-profit standards-setting association composed of virtually all major U.S. computer hardware and software manufacturers.

PARAGRAPH FIVE: At or about the same time, VESA began the process of setting a design standard for a computer bus design, later to be known as the VESA Local Bus or “VL-bus.” Like all computer buses, the VL-bus carries information or instructions between the computer’s central processing unit and the computer’s peripheral devices such as a hard disk drive, a video display terminal, or a modem.
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PARAGRAPH SIX: By June 1992 VESA’s Local Bus Committee, with Dell representatives sitting as members, approved the VL-bus design standard, which improved upon then-existing technology by more quickly and efficiently meeting the transmission needs of new, video-intensive software. One year earlier, in July 1991, Dell had received United States patent number 5,036,481 (the “’481 patent”), which, according to Dell, gives it “exclusive rights to the mechanical slot configuration used on the motherboard to receive the VL-bus card.” Nonetheless, at no time prior to or after June 1992 did Dell disclose to VESA’s Local Bus Committee the existence of the ’481 patent.

PARAGRAPH SEVEN: After committee approval of the VL-bus design standard, VESA sought the approval of the VL-bus design standard by all of its voting members. On July 20, 1992, Dell voted to approve the preliminary proposal for the VL-bus standard. As part of this approval, a Dell representative certified in writing that, to the best of his knowledge, “this proposal does not infringe on any trademarks, copyrights, or patents” that Dell possessed. On August 6, 1992, Dell gave final approval to the VL-bus design standard. As part of this final approval, the Dell representative again certified in writing that, to the best of his knowledge, “this proposal does not infringe on any trademarks, copyrights, or patents” that Dell possessed.

PARAGRAPH EIGHT: After VESA’s VL-bus design standard became very successful, having been included in over 1.4 million computers sold in the eight months immediately following its adoption, Dell informed certain VESA members who were manufacturing computers using the new design standard that their “implementation of the VL-bus is a violation of Dell’s exclusive rights.” Dell demanded that these companies meet with its representatives to “determine…the manner in which Dell’s exclusive rights will be recognized.…” Dell followed up its initial demands by meeting with several companies, and it has never renounced the claimed infringement.

PARAGRAPH NINE: By engaging in the acts or practices described in paragraphs Four through Eight of this complaint, respondent Dell has unreasonably restrained competition in the following ways, among others:

a) Industry acceptance of the VL-bus design standard was hindered because some computer manufacturers delayed their use of the design standard until the patent issue was clarified.

b) Systems utilizing the VL-bus design standard were avoided due to concerns that patent issues would affect the VL-bus’ success as an industry design standard.

c) The uncertainty concerning the acceptance of the VL-bus design standard raised the costs of implementing the VL-bus design as well as the costs of developing competing bus designs.

d) Willingness to participate in industry standard-setting efforts have been chilled.

PARAGRAPH TEN: The acts or practices of respondent alleged herein were and are to the prejudice and injury of the public. The acts or practices constitute unfair methods of competition in or affecting commerce in violation of Section 5 of the Federal Trade 444Commission Act. These acts or practices are continuing and will continue, or may recur, in the absence of the relief requested.

WHEREFORE, THE PREMISES CONSIDERED, the Federal Trade Commission on this twentieth day of May, 1996, issues its complaint against said respondent.

By the Commission, Commissioner Azcuenaga dissenting.

Donald S. Clark

Secretary

DECISION AND ORDER

May 20, 1996

The Federal Trade Commission (“Commission”) having initiated an investigation of certain acts and practices of the respondent named in the caption hereof, and the respondent having been furnished thereafter with a copy of the draft of complaint which the Bureau of Competition proposed to present to the Commission for its consideration and which, if issued by the Commission, would charge respondent with violation of the Federal Trade Commission Act; and

The respondent, its attorneys, and counsel for the Commission having thereafter executed an agreement containing consent order, an admission by the respondent of all jurisdictional facts set forth in the aforesaid draft of complaint, a statement that the signing of said agreement is for settlement purposes only and does not constitute an admission by respondent that the law has been violated as alleged in the complaint, and waivers and other provisions as required by the Commission Rules; and

The Commission having thereafter considered the matter and having determined that it had reason to believe that the respondent has violated the said Act, and that complaint should issue stating its charges in that respect, and having thereupon accepted the executed consent agreement and placed such agreement on the public record for a period of sixty (60) days, and having duly considered the comments received, now in further conformity with the procedure prescribed in §2.34 of its Rules, the Commission hereby issues its complaint, makes the following jurisdictional findings and enters the following order:

1. Respondent Dell Computer Corporation is a corporation organized, existing and doing business under and by virtue of the laws of the State of Delaware, with its offices and principal place of business located at 2214 West Braker Lane, Austin, Texas 78758.

2. The Federal Trade Commission has jurisdiction of this proceeding and of the respondent, and the proceeding is in the public interest.

ORDER

I

IT IS ORDERED that, as used in this order, the following definitions shall apply:

A. “Respondent” or “Dell” means Dell Computer Corporation, its predecessors, subsidiaries, divisions, groups, and affiliates controlled by Dell Computer 445Corporation, their successors and assigns, and their directors, officers, employees, agents and representatives.

B. “Designated representative” means the person appointed by Dell to the standard-setting organization who communicates respondent’s position regarding respondent’s patent rights related to any standard under consideration by the standard-setting organization.

C. “VESA” means the Video Electronics Standards Association, located at 2150 North First Street, Suite 440, San Jose, California, 95131.

D. “VL-bus” means the computer local bus design standard VESA established in August 1992 for the transmission of computer information between a computer’s central processing unit and certain computer peripheral devices.

E. “’481 patent” means United States patent number 5,036,481.

F. “Commission” means the Federal Trade Commission.

II

IT IS FURTHER ORDERED that, within thirty (30) days after the date this order becomes final, and until the expiration of the ’481 patent, respondent shall cease and desist all efforts it has undertaken by any means, including without limitation the threat, prosecution or defense of any suits or other actions, whether legal, equitable, or administrative, as well as any arbitrations, mediations, or any other form of private dispute resolution, through or in which respondent has asserted that any person or entity, by using or applying VL-bus in its manufacture of computer equipment, has infringed the ’481 patent.

III

IT IS FURTHER ORDERED that, until the expiration of the ’481 patent, respondent shall not undertake any new efforts to enforce the ’481 patent by threatening, prosecuting or defending any suit or other action, whether legal, equitable, or administrative, as well as any arbitration, mediation, or other form of private dispute resolution, through or in which respondent claims that any person or entity, by using or applying VL-bus in its manufacture, use or sale of computer equipment, has infringed the ’481 patent.

IV

IT IS FURTHER ORDERED that, for a period of ten (10) years after the date this order becomes final, respondent shall cease and desist from enforcing or threatening to enforce any patent rights by asserting or alleging that any person’s or entity’s use or implementation of an industry design standard, or sale of any equipment using an industry design standard, infringes such patent rights, if, in response to a written inquiry from the standard-setting organization to respondent’s designated representative, respondent intentionally failed to disclose such patent rights while such industry standard was under consideration.

V

IT IS FURTHER ORDERED that, for a period of ten (10) years after this order becomes final, respondent shall maintain the procedure for assuring compliance with Paragraph IV of this 446order, as accepted by the Commission pursuant to Paragraph 4 of the Agreement Containing Consent Order to Cease and Desist.

VI

it is further ordered that respondent shall:

A. Within thirty (30) days after the date this order becomes final, distribute a copy of this order, complaint and the announcement shown in Appendix A to this order to VESA, to those members of VESA that Dell contacted regarding possible infringement of the ’481 patent, and to any other person or entity to whom respondent has sent notice regarding its claim that the implementation of the VL-bus standard conflicts with or infringes the ’481 patent.

B. Within thirty (30) days after the date this order becomes final, distribute a copy of this order, complaint and the announcement shown in Appendix A to this order to every officer and director of respondent, and to every employee of respondent whose responsibilities include acting as respondent’s designated representative to any standard-setting organization, group or similar body of which respondent is a member.

C. For a period of five (5) years after the date this order becomes final, furnish a copy of this order and complaint to each new officer and director of respondent and to every new employee of respondent whose responsibilities will or do include acting as respondent’s designated representative to any standard-setting organization, group or similar body of which respondent is a member. Such copies must be furnished within thirty (30) days after any such persons assume their position as an officer, director or employee. For purposes of this paragraph VI.C., “new employee” shall include without limitation any of respondent’s employees whose duties change during their employment to include acting as respondent’s designated representative to any standards-setting organization, group or similar body of which respondent is a member.

D. For a period of ten (10) years after the date this order becomes final, respondent shall furnish each standard-setting organization of which it is a member and which it joins a copy of the order and respondent shall identify to each such organization the name of the person who will serve as respondent’s designated representative to the standard-setting organization.

VII

IT IS FURTHER ORDERED that respondent shall:

A. Within ninety (90) days after the date this order becomes final, and annually thereafter for five (5) years on the anniversary of the date this order becomes final, and at such other times as the Commission may, by written notice to the respondent, require, file a verified written report with the Commission setting forth in detail the manner and form in which the respondent has complied and is complying with this order.

447

B. For a period of ten (10) years after the date this order becomes final, maintain and make available to Commission staff, for inspection and copying upon reasonable notice, records adequate to describe in detail any action taken in connection with the activities covered by Paragraphs V and VI of this order.

C. Notify the Commission at least thirty (30) days prior to any proposed change in respondent such as dissolution, assignment or sale resulting in the emergence of a successor corporation, the creation or dissolution of subsidiaries, or any other change in respondent that may affect compliance obligations arising out of this order.

By the Commission, Commissioner Azcuenaga dissenting.

Donald S. Clark

Secretary

STATEMENT OF THE FEDERAL TRADE COMMISSION

Today the Commission issues its complaint and (with two minor modifications) its final consent order in Dell Computer Corporation. The Commission reached this decision after a careful and thorough evaluation of the public comments received on the proposed order. Because the proposed order generated considerable public comment, we offer these views to improve understanding of this enforcement action.

The outcome of any Commission enforcement action depends on the facts of the particular case. The Dell case involved an effort by the Video Electronics Standards Association (“VESA”) to identify potentially conflicting patents and to avoid creating standards that would infringe those patents. In order to achieve this goal, VESA — like some other standard-setting entities — has a policy that member companies must make a certification that discloses any potentially conflicting intellectual property rights. VESA believes that its policy imposes on its members a good-faith duty to seek to identify potentially conflicting patents. This policy is designed to further VESA’s strong preference for adopting standards that do not include proprietary technology.

This case involved the standard for VL-bus, a mechanism to transfer instructions between a computer’s central processing unit and its peripherals. During the standard-setting process, VESA asked its members to certify whether they had any patents, trademarks, or copyrights that conflicted with the proposed VL-bus standard; Dell certified that it had no such intellectual property rights. After VESA adopted the standard — based, in part, on Dell’s certification — Dell sought to enforce its patent against firms planning to follow the standard.

We believe that in the limited circumstances presented by this case, enforcement action is appropriate. In this case — where there is evidence that the association would have implemented a different non-proprietary design had it been informed of the patent conflict during the certification process, and where Dell failed to act in good faith to identify and disclose patent conflicts — enforcement action is appropriate to prevent harm to competition and consumers.

The remedy in this case is carefully circumscribed. It simply prohibits Dell from enforcing its patent against those using the VL-bus standard. This relief assures that the competitive process is not harmed by the conduct addressed in the Commission’s complaint. Moreover, 448the remedy in this case is consistent with those cases, decided under the concept of equitable estoppel, in which courts precluded patent-holders from enforcing patents when they failed properly to disclose the existence of those patents. In this case, Dell is precluded from enforcing the patent only against those implementing the relevant standard.

Some of those who commented on the Agreement Containing Consent Order suggested that this matter expresses an endorsement of certain types of standards (i.e., those including only non-proprietary technology versus those including proprietary technology) or of a certain form of standard-setting process. On the contrary, the Commission’s enforcement action does not address, and is not intended to address, any of these broader issues.

Other commenters asked whether the Commission intended to signal that there is a general duty to search for patents when a firm engages in a standard-setting process. The relief in this matter is carefully limited to the facts of the case. Specifically, VESA’s affirmative disclosure requirement creates an expectation by its members that each will act in good faith to identify and disclose conflicting intellectual property rights. Other standard-setting organizations may have different procedures that do not create such an expectation on the part of their members. Consequently, the relief in this case should not be read to impose a general duty to search.

Others suggested that the theory supporting this enforcement action could impose liability for an unknowing (or “inadvertent”) failure to disclose patent rights. Again, the Commission’s enforcement action is limited to the facts of this case, in which there is reason to believe that Dell’s failure to disclose the patent was not inadvertent. The order should not be read to create a general rule that inadvertence in the standard-setting process provides a basis for enforcement action. Nor does this enforcement action contain a general suggestion that standard-setting bodies should impose a duty to disclose.

Finally, some commenters suggested that private litigation is sufficient to address this type of controversy. Although there has been private litigation for failure to disclose patent rights under equitable estoppel theories, enforcement of Section 5 of the Federal Trade Commission Act also serves an important role in this type of case, where there is a likelihood of consumer harm. Moreover, unlike other antitrust statutes, Section 5 provides only for prospective relief. In fact, the judicious use of Section 5 — culminating in carefully tailored relief — is particularly appropriate in this type of case, in which the legal and economic theories are somewhat novel.

One topic considered by the Commission’s Hearings last fall on Global and Innovation-Based Competition was the important role of standard-setting in the technological innovation that will drive much of this nation’s competitive vigor in the 21st Century. The record of those Hearings is replete with discussion of the procompetitive role of standard-setting organizations. The Commission recognizes that enforcement actions in this area should be undertaken with care, lest they chill participation in the standard-setting process. Nevertheless, a standard-setting organization may provide a vehicle for a firm to undermine the standard-setting process in a way that harms competition and consumers. We believe that the Commission’s enforcement action in Dell strikes the right balance between these important objectives.
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Dissenting Statement of Commissioner Mary L. Azcuenaga

Today the Commission issues its complaint and final consent order against Dell Computer Corporation (“Dell”), accompanied by an unusual explanatory statement on behalf of the majority. The case, which was touted in the Commission’s press release soliciting public comment as “precedent-setting,” has aroused a high degree of interest. Several thoughtful comments have been received.

The complaint against Dell does not articulate a violation of Section 5 of the FTC Act under any established theory of law. Under any novel theory, the competitive implications of the conduct alleged remain unclear. As confirmed by the comments we have received, a host of questions needs to be resolved before the Commission creates a new antitrust-based duty of care for participants in the voluntary standards-setting process.

The statement of the majority appears intended to respond to the concerns raised in the comments. Unfortunately, it does not resolve those concerns. Instead, by failing to take a clear stand on what legal standard it intends to apply, the majority creates more confusion. In its explanatory statement, the majority tries to have it both ways: it manages at once to suggest that this case is based on a traditional theory, which requires a showing of intent, and at the same time to say that this case is based on a novel theory, apparently to explain the absence of any showing or allegation of intent. The complaint and order combined with the explanatory statement of the majority give rise to troubling implications about the duty of care in the standards-setting process.

I. Factual Background

This is a case about alleged abuse of the standards-setting process by a patent holder. The facts alleged in the complaint are not complex. The Video Electronics Standards Association (“VESA”) is a private standards-setting organization, including as members both computer hardware and software manufacturers. In 1991 and 1992, VESA developed a standard for a computer bus design, called the VESA Local Bus (“VL-bus”). The bus carries information and instructions between the computer’s central processing unit and peripheral devices. In August 1992, VESA conducted a vote to approve its VL-bus standard. The VESA ballot required each member’s authorized voting representative to sign a statement that “to the best of my knowledge,” the proposal did not infringe the member company’s intellectual property rights.

According to the Commission’s complaint, after adoption of the standard, the VL-bus design was incorporated in many computers. The complaint alleges that Dell subsequently asserted that the “implementation of the VL-bus [by other computer manufacturers] is a violation of Dell’s exclusive [patent] rights.” For purposes of antitrust analysis, it is important to note that the complaint does not allege that Dell’s representative to VESA had any knowledge of the coverage of Dell’s relevant patent (known as the “’481” patent) or of the potential infringement by the VL-bus at the time he cast the ballot.

Nothing in the limited information available to the Commission suggests that Dell had any greater role in the development and promulgation of the VESA VL-bus standard than that described in the minimal factual allegations in the complaint. For example, the complaint does not allege that Dell proposed or sponsored the standard, that Dell urged others to vote for the standard, that Dell employees participated in drafting the standard, that Dell employees were present, in person or online, during the committee drafting sessions, that Dell steered 450the VESA committee toward adopting a standard that incorporated Dell technology, or that Dell had any hand whatsoever in shaping the standard.

The sole act for which Dell is charged with a violation of law is that Dell’s voting representative, in voting to adopt the standard, signed a certification that to the best of his knowledge, the proposed standard did not infringe on any relevant intellectual property.

II. Intentional Fraud or Abuse of the Standards Process

This might have been a routine antitrust case. A traditional antitrust analysis of Dell’s conduct would have centered on two questions: whether Dell intentionally misled VESA into adopting a VL-bus standard that was covered by Dell’s ’481 patent and whether, as a result of the adoption of such a standard, Dell obtained market power beyond that lawfully conferred by the patent. If Dell had obtained market power by knowingly or intentionally misleading a standards-setting organization, it would require no stretch of established monopolization theory to condemn that conduct. Indeed, Section IV of the order against Dell seems to address precisely such a traditional antitrust violation. It prohibits Dell’s enforcement of intellectual property rights only if in response to a written inquiry “respondent intentionally failed to disclose such patent rights” during the standards-setting process. The public comments, the majority, and I all seem to agree that Section 5 of the Federal Trade Commission Act (“FTC Act”) prohibits knowing deception of standards makers to acquire market power and other intentional abuses of the standards process. If the case had gone only this far, it likely would not have elicited comment or controversy.

The novelty of the case against Dell, the reason it has been characterized as precedent-setting, is that the order prohibits Dell from enforcing the ’481 patent without any allegation in the complaint that Dell intentionally and knowingly misled VESA and without any allegation that Dell obtained market power as a result of the misstatement at issue. The complaint does not allege that Dell’s voting representative was aware either of the patent or of the potential infringement at the time the vote was taken.

The way in which the Commission handles the factual questions of intent and knowledge is critical to the policy issue at the core of this case, which is the nature and extent of the duty under Section 5 of the FTC Act of a member of a standards-setting organization in the standards-setting process. It is one thing to prohibit a knowing misrepresentation or an intentional manipulation; under that standard, it is clear how to avoid liability. It is quite another matter to base liability on constructive knowledge or unsubstantiated inferences. It is possible to assert that Dell “must have” known of the patent, because obviously some people at Dell did know about the patent. That sort of logic leads to a strict liability standard, under which a company would place its intellectual property at risk simply by participating in the standards-setting process. No matter how much money, time and talent a company might devote to avoiding mistakes in the certification process, a mistake still would be possible and potentially very costly.

By finding a violation of Section 5 in the absence of any allegation of a knowing or intentional misrepresentation, the Commission effectively imposes a duty of disclosure on Dell beyond what VESA required. The Commission may have the authority to do this but the question is whether it is advisable. VESA might have required, but did not, that each voting representative certify, on behalf of the entire company, that nothing in its entire patent 451portfolio overlapped with the standard and have made the certification binding regardless of any mistakes or subsequent, good faith discoveries. Had that been the standard, the process of collecting votes likely would have been quite prolonged and, perhaps, even impossible. Nevertheless, VESA could have structured its process in this more exacting way. Perhaps there is a good reason why it did not.

The theory of antitrust liability for intentional abuse of the standards process is similar to the monopolization theory applied in cases of fraud on the Patent and Trademark Office (“PTO”). In addition, although the decisions of the Court of Appeals for the Federal Circuit in patent cases are not controlling in cases under Section 5 of the FTC Act, it may be useful to consider the principles in those cases.

Two standards have been applied by the courts, respectively, in determining fraud on or inequitable conduct before the PTO. First, to prove fraud on the PTO necessary to make an unlawful monopolization claim, based on the Supreme Court’s decision in Walker Process, a party must make out a common law fraud claim, including proof of a material misrepresentation, intentionally made to deceive, and reasonably relied on by the PTO. Second, although the showing of inequitable conduct as a defense to a patent infringement claim is less rigorous than that necessary to establish common law fraud, the Court of Appeals for the Federal Circuit nonetheless requires clear and convincing evidence that the patent applicant failed to disclose material information known to the applicant, or that the applicant submitted false information with the intent to act inequitably. Patent law is not within the institutional expertise of the Commission, but it would seem useful to study the history and policy underlying these strict requirements for establishing liability before setting forth in a different direction and creating new theories under Section 5 of the FTC Act.

III. Anticompetitive Effects

A second notable omission from the Dell complaint is any allegation that the company acquired or extended market power. Instead, paragraph nine of the complaint alleges that Dell unreasonably restrained competition in four ways: (1) industry acceptance of the VL-bus “was hindered”; (2) systems using the VL-bus “were avoided”; (3) uncertainty concerning the acceptance of the VL-bus design standard “raised the costs of implementing the VL-bus design” and “of developing competing bus designs”; and (4) “willingness to participate in industry standards-setting efforts have [sic] been chilled.” Assuming the allegations are true, none of them suggests that Dell acquired the power to control price and output in a relevant antitrust market. Indeed, if, as appears from the allegations to be the case, computer producers readily could switch to bus designs that do not incorporate Dell’s technology, no monopoly seems possible. The first three allegations regarding delay in acceptance of the standard, avoidance of systems using the VL-bus, and uncertainty about the bus standard, all relate to the speed and breadth of industry acceptance of the standard. Assuming that industry acceptance of the bus was slower or less extensive than it otherwise would have been, those effects do not necessarily translate into higher prices of computers for consumers, restricted output of computers in any relevant geographic market, or any other harm to consumers or competition.

Although the complaint does not allege that Dell acquired market power, the majority asserts in its explanatory statement that “once VESA’s VL-bus standard had become widely 452accepted, the standard effectively conferred market power upon Dell as the patent holder.” Statement at 2, n.2. It is worth noting that even here the majority does not allege that Dell did anything to acquire market power. In addition, the majority fails to identify the relevant market in which market power assertedly was “conferred.” Dell is a producer of computers, and the press release announcing that the order had been accepted for public comment stated that Dell restricted competition “in the personal computer industry.” Perhaps the majority actually does mean to find that Dell has market power in the personal computer industry; if so, some explanation is needed to make the finding more plausible, and an allegation to that effect in the complaint would seem to be in order.

The fourth allegation in the complaint, that Dell “chilled” willingness to participate in standards-setting, is particularly odd. Under the Dell order, a participant in a VESA-like standards process would be well advised not only to review its patent portfolio carefully before permitting its voting representative to sign a ballot, but if it has valuable intellectual property to protect, it might well consider not voting at all. The danger that voting on a standard might result in the loss of a company’s intellectual property rights may dissuade some firms from participating in the standards-setting process in the first place. That would be a curious result indeed for an order resting on a complaint that alleges, as an anticompetitive effect, that “[w]illingness to participate in industry standard-setting efforts ha[s] been chilled.”

IV. Remedy

The relief imposed by the majority seems unnecessarily harsh. The order prohibits Dell from enforcing its ’481 patent against any firm using the patented technology to implement the VL-bus design for the life of the patent. In effect, the order requires Dell to provide a global royalty-free license to any firm that may have used the technology in the past, or may use it in the future, to implement the standard. The explanatory statement of the majority indicates that the relief is “carefully limited to the facts of the case,” because VESA’s disclosure requirement “creates an expectation by its members” that intellectual property rights will be disclosed. Statement at 3. This emphasis on an “expectation” sounds like a private patent estoppel case, not a competition case brought in the interest of the public. In any event, the complaint did not allege an “expectation” by VESA members as an element of the offense or of the competitive effects.

The private remedy of patent estoppel should suffice to remedy expectations based on Dell’s conduct by barring inappropriate enforcement of a patent claim. The three elements of patent estoppel are: (1) a misleading communication by way of words, conduct or silence by a knowledgeable patentee; (2) reliance by another party on the communication; and (3) material prejudice to the other party if the patent holder is allowed to proceed.” E.g., A.C. Aukerman Co. v. R.L. Chaides Construction Co., 960 F.2d 1020, 1041-43 (Fed. Cir. 1992). If Dell’s vote with its accompanying certification was misleading, and if another VESA member relied on the certification to its material prejudice, then the other firm may assert estoppel as a bar to any claims under the patent. The Commission order, however, bars Dell from enforcing its patent without regard to whether the infringer relied on the miscommunication or whether the infringer would be materially prejudiced. If, as the majority suggests in its 453explanatory statement, an “expectation” is a critical underpinning of the remedy, it seems curious to bar enforcement of the patent without some better proof of expectation.

The anticompetitive effects alleged in the complaint were all highly ephemeral; they involved a delay in industry acceptance of the VL-bus design standard, avoidance of systems using the standard, and increased costs due to uncertainty about acceptance of the VL-bus and development of competing bus designs. As a practical matter, a Commission order, entered in 1996, can do little to correct any uncertainty and delay that might have occurred in early 1993, when Dell asserted the claim. Presumably, companies have long since decided what bus design to select. In a “precedent-setting” matter such as this one, the Commission should attempt to identify the relevant competitive interests and strike a fair balance among them. An order limiting enforcement of an undisclosed patent for an ample period of time to permit modification of the standard to eliminate the patent conflict would be less draconian than the majority’s permanent ban on enforcement and seems more proportional to the alleged harm.

I dissent.

* * *

BROADCOM CORP. v. QUALCOMM INC.

501 F.3d 297 (3d. Cir. 2007)

BARRY, Circuit Judge.

This appeal presents important questions regarding whether a patent holder’s deceptive conduct before a private standards-determining organization may be condemned under antitrust laws and, if so, what facts must be pled to survive a motion to dismiss. Broadcom Corporation (“Broadcom”) alleged that Qualcomm Inc. (“Qualcomm”), by its intentional deception of private standards-determining organizations and its predatory acquisition of a potential rival, has monopolized certain markets for cellular telephone technology and components, primarily in violation of Sections 1 and 2 of the Sherman Act and Sections 3 and 7 of the Clayton Act. The District Court dismissed the Complaint, and Broadcom appeals. For the reasons that follow, we conclude that Broadcom has stated claims for monopolization and attempted monopolization under §2 of the Sherman Act — Claims 1 and 2 of the Complaint. We also conclude, however, that Broadcom lacks standing to assert a claim for unlawful monopoly maintenance in a market in which it neither competes nor seeks to compete — Claim 7 — and that it has failed to allege an antitrust injury sufficient to state a claim under §7 of the Clayton Act — Claim 8. We will, accordingly, affirm in part, reverse in part, and will order the reinstatement of Broadcom’s state and common-law claims.

I. BACKGROUND

A. Mobile Wireless Telephony and the UMTS Standard

Mobile wireless telephony is the general term for describing the technology and equipment used in the operation of cellular telephones. A cellular telephone contains one or more computer “chipsets” — the core electronics that allow it to transmit and receive information, either telephone calls or data, to and from the wireless network. Chipsets 454transmit information, via radio waves, to cellular base stations. Base stations, in turn, transmit information to and from telephone and computer networks. It is essential that all components involved in this transmission of information be able to communicate seamlessly with one another. Because multiple vendors manufacture these components, industry-wide standards are necessary to ensure their interoperability. In mobile wireless telephony, standards are determined privately by industry groups known as standards-determining organizations (“SDOs”).

Two technology paths, or families of standards, are in widespread use today: “CDMA,” which stands for “code division multiple access”; and “GSM,” which stands for “global system for mobility.” Cellular telephone service providers operate under one or the other path, with, for example, Verizon Wireless and Sprint Communications operating CDMA-path networks, and Cingular (now AT&T) and T-Mobile operating GSM-path networks. The CDMA and GSM technology paths are not interoperable; equipment and technologies used in one cannot be used in the other. For this reason, each technology path has its own standard or set of standards. The standard used in current generation GSM-path networks is the third generation (“3G”) standard created for the GSM path, and is known as the Universal Mobile Telecommunications System (“UMTS”) standard.

The UMTS standard was created by the European Telecommunications Standards Institute (“ETSI”) and its SDO counterparts in the United States and elsewhere after a lengthy evaluation of available alternative equipment and technologies. Qualcomm supplies some of the essential technology that the ETSI ultimately included in the UMTS standard, and holds intellectual property rights (“IPRs”), such as patents, in this technology. Given the potential for owners of IPRs, through the exercise of their rights, to exert undue control over the implementation of industry-wide standards, the ETSI requires a commitment from vendors whose technologies are included in standards to license their technologies on fair, reasonable, and non-discriminatory (“FRAND”) terms. Neither the ETSI nor the other relevant SDOs further define FRAND.

Broadcom alleged that Qualcomm was a member of the ETSI, among other SDOs, and committed to abide by its IPR policy. Specifically, Broadcom alleged, the ETSI included Qualcomm’s proprietary technology in the UMTS standard only after, and in reliance on, Qualcomm’s commitment to license that technology on FRAND terms. The technology in question is called Wideband CDMA (“WCDMA”), not to be confused with the CDMA technology path. Although it represents only a small component of the technologies that collectively comprise the UMTS standard, WCDMA technology is said to be essential to the practice of the standard.

B. Broadcom’s Complaint

Broadcom filed this action in the U.S. District Court for the District of New Jersey on July 1, 2005, and filed its First Amended Complaint (the “Complaint”) shortly thereafter. The Complaint alleged that Qualcomm induced the ETSI and other SDOs to include its proprietary technology in the UMTS standard by falsely agreeing to abide by the SDOs’ policies on IPRs, but then breached those agreements by licensing its technology on non-FRAND terms. The intentional acquisition of monopoly power through deception of an SDO, Broadcom posits, violates antitrust law.
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The Complaint also alleged that Qualcomm ignored its FRAND commitment to the ETSI and other SDOs by demanding discriminatorily higher (i.e., non-FRAND) royalties from competitors and customers using chipsets not manufactured by Qualcomm. Qualcomm, the Complaint continued, has a 90% share in the market for CDMA-path chipsets, and by withholding favorable pricing in that market, coerced cellular telephone manufacturers to purchase only Qualcomm-manufactured UMTS-path chipsets. These actions are alleged to be part of Qualcomm’s effort to obtain a monopoly in the UMTS chipset market because it views competition in that market as a long-term threat to its existing monopolies in CDMA technology.

Broadcom claims to have been preparing to enter the UMTS chipset market for several years prior to its filing of the Complaint. After Broadcom purchased Zyray Wireless, Inc., a developer of UMTS chipsets, Qualcomm allegedly demanded that Broadcom license Qualcomm’s UMTS technology on non-FRAND terms. Broadcom refused, and commenced this action. Qualcomm also allegedly acquired Flarion Technologies, a competitor in the development of technologies for inclusion in the forthcoming B3G and 4G standards, in an effort to extend Qualcomm’s monopolies into future generations of standards.

Based on the above factual allegations, the Complaint asserted claims under Sections 1 and 2 of the Sherman Act, 15 U.S.C. §§1, 2; Sections 3 and 7 of the Clayton Act, 15 U.S.C. §§14, 18; and various state and common-law claims.

III. DISCUSSION

Broadcom raises these issues on appeal: whether deception of an SDO may give rise to antitrust liability under the circumstances alleged, whether the Complaint adequately pled claims of attempted monopolization and monopoly maintenance, and whether the claim relating to Qualcomm’s acquisition of Flarion was properly dismissed. Broadcom does not appeal the dismissal of its claims for tying and exclusive dealing.

A. The District Court erred in dismissing Claim 1 — the monopolization claim — on the ground that abuse of a private standard-setting process does not state a claim under antitrust law.

Claim 1 of the Complaint alleged that Qualcomm monopolized markets for WCDMA technology by inducing the relevant SDOs to include Qualcomm’s patented technology as an essential element of the UMTS standard. Qualcomm did this by falsely promising to license its patents on FRAND terms, and then reneging on those promises after it succeeded in having its technology included in the standard. These actions, the Complaint alleged, violated §2 of the Sherman Act, 15 U.S.C. §2.

1. Unlawful Monopolization under §2: Monopoly Power

Section 2 of the Sherman Act, in what we have called “sweeping language,” makes it unlawful to monopolize, attempt to monopolize, or conspire to monopolize, interstate or international commerce. It is, we have observed, “the provision of the antitrust laws designed to curb the excesses of monopolists and near-monopolists.” LePage’s Inc. v. 3M, 324 F.3d 141, 169 (3d Cir. 2003) (en banc). Liability under §2 requires “(1) the possession of monopoly power in the relevant market and (2) the willful acquisition or maintenance of that power as 456distinguished from growth or development as a consequence of a superior product, business acumen, or historic accident.” United States v. Grinnell Corp., 384 U.S. 563, 570-71, 86 S. Ct. 1698, 16 L. Ed. 2d 778 (1966). Monopoly power is the ability to control prices and exclude competition in a given market. Id. at 571, 86 S. Ct. 1698. If a firm can profitably raise prices without causing competing firms to expand output and drive down prices, that firm has monopoly power. Harrison Aire, Inc. v. Aerostar Int’l, Inc., 423 F.3d 374, 380 (3d Cir. 2005). 15 U.S.C. §2.

The existence of monopoly power may be proven through direct evidence of supracompetitive prices and restricted output. United States v. Microsoft Corp., 253 F.3d 34, 51 (D.C. Cir. 2001) (en banc); Rebel Oil Co. v. Atl. Richfield Co., 51 F.3d 1421, 1434 (9th Cir. 1995). It may also be inferred from the structure and composition of the relevant market. Harrison Aire, 423 F.3d at 381; Microsoft, 253 F.3d at 51. To support an inference of monopoly power, a plaintiff typically must plead and prove that a firm has a dominant share in a relevant market, and that significant “entry barriers” protect that market. Harrison Aire, 423 F.3d at 381; Microsoft, 253 F.3d at 51. Barriers to entry are factors, such as regulatory requirements, high capital costs, or technological obstacles, that prevent new competition from entering a market in response to a monopolist’s supracompetitive prices. Microsoft, 253 F.3d at 51; Rebel Oil, 51 F.3d at 1439; see also Matsushita Elec. Indus. Co. v. Zenith Radio Corp., 475 U.S. 574, 591 n.15, 106 S. Ct. 1348, 89 L. Ed. 2d 538 (1986) (“[W]ithout barriers to entry it would presumably be impossible to maintain supracompetitive prices for an extended time.”).

Proving the existence of monopoly power through indirect evidence requires a definition of the relevant market. See SmithKline Corp. v. Eli Lilly & Co., 575 F.2d 1056, 1062-63 (3d Cir. 1978). The scope of the market is a question of fact as to which plaintiff bears the burden of proof. Queen City Pizza, Inc. v. Domino’s Pizza, Inc., 124 F.3d 430, 436 (3d Cir. 1997); Weiss v. York Hosp., 745 F.2d 786, 825 (3d Cir. 1984). Competing products are in the same market if they are readily substitutable for one another; a market’s outer boundaries are determined by the reasonable interchangeability of use between a product and its substitute, or by their cross-elasticity of demand. Brown Shoe Co. v. United States, 370 U.S. 294, 325, 82 S. Ct. 1502, 8 L. Ed. 2d 510 (1962). Failure to define the proposed relevant market in these terms may result in dismissal of the complaint. Queen City Pizza, 124 F.3d at 436.

2. Unlawful Monopolization under §2: Anticompetitive Conduct

The second element of a monopolization claim under §2 requires the willful acquisition or maintenance of monopoly power. As this element makes clear, the acquisition or possession of monopoly power must be accompanied by some anticompetitive conduct on the part of the possessor. Verizon Commcn’s Inc. v. Law Offices of Curtis V. Trinko, LLP, 540 U.S. 398, 407, 124 S. Ct. 872, 157 L. Ed. 2d 823 (2004). Anticompetitive conduct may take a variety of forms, but it is generally defined as conduct to obtain or maintain monopoly power as a result of competition on some basis other than the merits. LePage’s, 324 F.3d at 147. Conduct that impairs the opportunities of rivals and either does not further competition on the merits or does so in an unnecessarily restrictive way may be deemed anticompetitive. Aspen Skiing Co. v. Aspen Highlands Skiing Corp., 472 U.S. 585, 604-05 & n. 32, 105 S. Ct. 2847, 86 L. Ed. 2d 467 (1985). Conduct that merely harms competitors, however, while not harming the competitive process itself, is not anticompetitive. See Brooke Group Ltd. v. Brown & Williamson Tobacco 457Corp., 509 U.S. 209, 224, 113 S. Ct. 2578, 125 L. Ed. 2d 168 (1993) (“It is axiomatic that the antitrust laws were passed for ‘the protection of competition, not competitors.’” (quoting Brown Shoe, 370 U.S. at 320, 82 S. Ct. 1502)); Spectrum Sports, Inc. v. McQuillan, 506 U.S. 447, 458, 113 S. Ct. 884, 122 L. Ed. 2d 247 (1993) (“The law directs itself not against conduct which is competitive, even severely so, but against conduct which unfairly tends to destroy competition itself.”).

The primary goal of antitrust law is to maximize consumer welfare by promoting competition among firms. Private standard setting advances this goal on several levels. In the end-consumer market, standards that ensure the interoperability of products facilitate the sharing of information among purchasers of products from competing manufacturers, thereby enhancing the utility of all products and enlarging the overall consumer market. See Allied Tube, 486 U.S. at 501, 506-07, 108 S. Ct. 1931 (noting the procompetitive benefits of private standard setting). This, in turn, permits firms to spread the costs of research and development across a greater number of consumers, resulting in lower per-unit prices. Industry-wide standards may also lower the cost to consumers of switching between competing products and services, thereby enhancing competition among suppliers.

Standards enhance competition in upstream markets, as well. One consequence of the standard-setting process is that SDOs may more readily make an objective comparison between competing technologies, patent positions, and licensing terms before an industry becomes locked in to a standard. Standard setting also reduces the risk to producers (and end consumers) of investing scarce resources in a technology that ultimately may not gain widespread acceptance. (Texas Instruments Br. 5.) The adoption of a standard does not eliminate competition among producers but, rather, moves the focus away from the development of potential standards and toward the development of means for implementing the chosen standard.

Each of these efficiencies enhances consumer welfare and competition in the marketplace and is, therefore, consistent with the procompetitive aspirations of antitrust law. See Areeda & Hovenkamp, supra, 100a. Thus, private standard setting — which might otherwise be viewed as a naked agreement among competitors not to manufacture, distribute, or purchase certain types of products — need not, in fact, violate antitrust law. See Allied Tube,486 U.S. at 500-01, 108 S. Ct. 1931; see also Standards Development Organization Advancement Act of 2004, 15 U.S.C. §§4302, 4303 (Supp. 2004) (providing that private standard-setting conduct shall not be deemed illegal per se, and insulating such conduct from treble damages); Pub. L. 108-237, Title I, §102, June 22, 2004, 118 Stat. 661 (noting congressional finding of “the importance of technical standards developed by voluntary consensus standards bodies to our national economy”).

This is not to say, however, that acceptance, including judicial acceptance, of private standard setting is without limits. Indeed, that “private standard-setting by associations comprising firms with horizontal and vertical business relations is permitted at all under the antitrust laws [is] only on the understanding that it will be conducted in a nonpartisan manner offering procompetitive benefits,” Allied Tube, 486 U.S. at 506-07, 108 S. Ct. 1931 and in the presence of “meaningful safeguards” that “prevent the standard-setting process from being biased by members with economic interests in stifling product competition,” id. at 501, 108 S. Ct. 1931; Hydrolevel, 456 U.S. at 572, 102 S. Ct. 1935; see also Clamp-All Corp. v. Cast Iron 458Soil Pipe Inst., 851 F.2d 478, 488 (1st Cir. 1988) (acknowledging possibility of antitrust claim where firms both prevented SDO from adopting a beneficial standard and did so through “unfair, or improper practices or procedures”). As the Supreme Court acknowledged in Allied Tube, and as administrative tribunals, law enforcement authorities, and some courts have recognized, conduct that undermines the procompetitive benefits of private standard setting may, at least in some circumstances, be deemed anticompetitive under antitrust law.

a. Patent Hold-up

Inefficiency may be injected into the standard-setting process by what is known as “patent hold-up.” An SDO may complete its lengthy process of evaluating technologies and adopting a new standard, only to discover that certain technologies essential to implementing the standard are patented. When this occurs, the patent holder is in a position to “hold up” industry participants from implementing the standard. Industry participants who have invested significant resources developing products and technologies that conform to the standard will find it prohibitively expensive to abandon their investment and switch to another standard. They will have become “locked in” to the standard. In this unique position of bargaining power, the patent holder may be able to extract supracompetitive royalties from the industry participants. See In the Matter of Rambus, Inc., No. 9302, at 4 (F.T.C. Aug. 2, 2006), available at 2006 WL 2330117; Skitol Letter, supra, at 8; Majoras, supra, at *1; Masoudi, supra, at *3; see also Eastman Kodak Co. v. Image Technical Servs., Inc., 504 U.S. 451, 476, 112 S. Ct. 2072, 119 L. Ed. 2d 265 (1992) (describing the lock-in that causes purchasers of expensive office equipment to tolerate supracompetitive service prices before changing brands); Qualcomm Inc. v. Broadcom Corp., No. 05-CV-1958-B, 2007 WL 2296441, at *34 (S.D. Cal. Aug. 7, 2007) (characterizing such conduct as an attempt at “holding hostage the entire industry desiring to practice the…standard”).

In actions brought before the Federal Trade Commission (“FTC”), patent holders have faced antitrust liability for misrepresenting to an SDO that they did not hold IPRs in essential technologies, and then, after a standard had been adopted, seeking to enforce those IPRs. In 1996, the FTC entered into a consent order with Dell Computer Corporation. The complaint issued in conjunction therewith alleged that Dell participated in an SDO’s adoption of a design standard for a computer bus (i.e., an information-carrying conduit), but failed to disclose that it owned a patent for a key design feature of the standard, and even certified to the SDO that the proposed standard did not infringe any of Dell’s IPRs. After the design standard proved successful, Dell attempted to assert its IPRs, prompting the FTC to commence an enforcement action under §5 of the FTC Act, 15 U.S.C. §45, for unfair methods of competition in or affecting commerce. Dell’s actions, it was alleged, created uncertainty that hindered industry acceptance of the standard, increased the costs of implementing the standard, and chilled the willingness of industry participants to engage in the standard- setting process. In the Matter of Dell Computer Corp., 121 F.T.C. 616, 618 (May 20, 1996).

The consent order required, among other things, that Dell cease and desist from asserting that the use or implementation of the standard violated its IPRs. Significantly, the FTC’s announcement that accompanied the order stated that in the “limited circumstances… where there is evidence that the [SDO] would have implemented a different non-proprietary design had it been informed of the patent conflict during the certification process, and where Dell 459failed to act in good faith to identify and disclose patent conflicts…enforcement action is appropriate to prevent harm to competition and consumers.” Id. at 624. It also noted that once the standard had gained widespread acceptance, “the standard effectively conferred market power upon Dell as the patent holder. This market power was not inevitable: had [the SDO] known of the Dell patent, it could have chosen an equally effective, non-proprietary standard.” Id. n.2. One Commissioner, writing in dissent, conceded that “[i]f Dell had obtained market power by knowingly or intentionally misleading a standards-setting organization, it would require no stretch of established monopolization theory to condemn that conduct.” Id. at 629. She objected, nevertheless, to imposing antitrust liability on Dell absent specific allegations in the proposed complaint that Dell misled the SDO intentionally or knowingly, and that it obtained market power as a result of its misleading statements. Id. at 629-30.

In 2005, the FTC entered into a consent order resolving allegations that Union Oil Company of California (“Unocal”) made deceptive and bad-faith misrepresentations to a state standards-determining board concerning the status of Unocal’s IPRs. The administrative complaint had alleged that the board relied on these misrepresentations in promulgating new standards governing low-emissions gasoline, and that Unocal’s misrepresentations led directly to its acquisition of monopoly power and harmed competition after refiners became locked in to regulations that required the use of Unocal’s proprietary technology. Unocal’s anticompetitive conduct was alleged to have violated §5 of the FTC Act. The consent order required Unocal, among other things, to cease and desist from all efforts to enforce its relevant patents. In the Matter of Union Oil Co. of Cal., No. 9305 (F.T.C. July 27, 2005), available at 2005 WL 2003365.

The FTC discussed at length the unique dangers of deception in the standard-setting context. Private standard setting occurs in a consensus-oriented environment, where participants rely on structural protections, such as rules requiring the disclosure of IPRs, to facilitate competition and constrain the exercise of monopoly power. In such an environment, participants are less likely to be wary of deception and may not detect such conduct and take measures to counteract it until after lock-in has occurred. At that point, the resulting harm to competition may be very difficult to correct.

b. FRAND Commitments

Against this backdrop, we must determine whether Broadcom has stated actionable anticompetitive conduct with allegations that Qualcomm deceived relevant SDOs into adopting the UMTS standard by committing to license its WCDMA technology on FRAND terms and, later, after lock-in occurred, demanding non-FRAND royalties. As Qualcomm is at pains to point out, no court nor agency has decided this precise question and, in that sense, our decision will break new ground. The authorities we have cited in our lengthy discussion that has preceded this point, however, decidedly favor a finding that Broadcom’s allegations, if accepted as true, describe actionable anticompetitive conduct.

To guard against anticompetitive patent holdup, most SDOs require firms supplying essential technologies for inclusion in a prospective standard to commit to licensing their technologies on FRAND terms. (E.g., IEEE Br. 9 & n.13 (stating that under IEEE bylaws, the absence of irrevocable FRAND assurances will preclude approval of standards known to incorporate essential, proprietary technologies).) A firm’s FRAND commitment, therefore, is 460a factor — and an important factor — that the SDO will consider in evaluating the suitability of a given proprietary technology vis-a-vis competing technologies. (Id. 9.)

The FRAND commitment, or lack thereof, is, moreover, a key indicator of the cost of implementing a potential technology. See Rambus, No. 9302, at 4 (noting that FRAND commitments “may further inform [SDO] members’ analysis of the costs and benefits of standardizing patented technologies”); see also id. at 35 (noting that predisclosure of IPRs enables SDO participants “to make their choices with more complete knowledge of the consequences”); cf. F.T.C. v. Indiana Fed’n of Dentists, 476 U.S. 447, 461-62, 106 S. Ct. 2009, 90 L. Ed. 2d 445 (1986) (noting that efforts to obscure “information desired by consumers for the purpose of determining whether a particular purchase is cost justified is likely enough to disrupt the proper functioning of the price-setting mechanism of the market that it may be condemned” under antitrust law). During the critical competitive period that precedes adoption of a standard (see AAI/CFA Br. 11 (“[T]he competition to become the standard is critical.”)), technologies compete in discrete areas, such as cost and performance characteristics (id. 12 n.8). Misrepresentations concerning the cost of implementing a given technology may confer an unfair advantage and bias the competitive process in favor of that technology’s inclusion in the standard. See Allied Tube, 486 U.S. at 501, 108 S. Ct. 1931 (noting the need for private standard setting to be free “from being biased by members with economic interests in stifling product competition”); see also Rambus, No. 9302, at 29 (“[D]istorting choices through deception obscures the relative merits of alternatives and prevents the efficient selection of preferred technologies.”); Qualcomm, 2007 WL 2296441, at *15 (noting that intentional concealment of IPRs deprived SDO of opportunity to design around patented technologies in developing standard).

A standard, by definition, eliminates alternative technologies. See Hydrolevel, 456 U.S. at 559, 102 S. Ct. 1935 (“Obviously, if a manufacturer’s product cannot satisfy the applicable [standard], it is at a great disadvantage in the marketplace.”). When a patented technology is incorporated in a standard, adoption of the standard eliminates alternatives to the patented technology. Although a patent confers a lawful monopoly over the claimed invention, Ethyl Gasoline Corp. v. United States, 309 U.S. 436, 456, 60 S. Ct. 618, 84 L. Ed. 852 (1940); Scheiber v. Dolby Labs., Inc., 293 F.3d 1014, 1018 (7th Cir. 2002), its value is limited when alternative technologies exist. See Northern Pac. Ry. Co. v. United States, 356 U.S. 1, 10 n.8, 78 S. Ct. 514, 2 L. Ed. 2d 545 (1958) (“Often the patent is limited to a unique form or improvement of the product and the economic power resulting from the patent privileges is slight.”); see also Ill. Tool Works Inc. v. Indep. Ink, Inc., 547 U.S. 28, 44, 126 S. Ct. 1281, 1292, 164 L. Ed. 2d 26 (2006) (“[A] patent does not necessarily confer market power.”). That value becomes significantly enhanced, however, after the patent is incorporated in a standard. Rambus, No. 9302, at 35. Firms may become locked in to a standard requiring the use of a competitor’s patented technology. The patent holder’s IPRs, if unconstrained, may permit it to demand supracompetitive royalties. It is in such circumstances that measures such as FRAND commitments become important safeguards against monopoly power.

We hold that (1) in a consensus-oriented private standard-setting environment, (2) a patent holder’s intentionally false promise to license essential proprietary technology on FRAND terms, (3) coupled with an SDO’s reliance on that promise when including the technology in a standard, and (4) the patent holder’s subsequent breach of that promise, is 461actionable anticompetitive conduct. This holding follows directly from established principles of antitrust law and represents the emerging view of enforcement authorities and commentators, alike. Deception in a consensus-driven private standard-setting environment harms the competitive process by obscuring the costs of including proprietary technology in a standard and increasing the likelihood that patent rights will confer monopoly power on the patent holder. See Rambus, No. 9302, at 68 (holding that “distorting [the SDO’s] technology choices and undermining [SDO] members’ ability to protect themselves against patent hold-up…caused harm to competition”). Deceptive FRAND commitments, no less than deceptive nondisclosure of IPRs, may result in such harm. See id. at 66 (noting that SDO’s rules requiring members to disclose IPRs and commit to FRAND licensing “presented the type of consensus-oriented environment in which deception is most likely to contribute to competitive harm”).

* * *

RAMBUS INC. v. FEDERAL TRADE COMMISSION

522 F.3d 456 (D.C. Cir. 2008)

WILLIAMS, Senior Circuit Judge.

Rambus Inc. develops computer memory technologies, secures intellectual property rights over them, and then licenses them to manufacturers in exchange for royalty payments. In 1990, Rambus’s founders filed a patent application claiming the invention of a faster architecture for dynamic random access memory (“DRAM”). In recent years, Rambus has asserted that patents issued to protect its invention cover four technologies that a private standard-setting organization (“SSO”) included in DRAM industry standards.

Before an SSO adopts a standard, there is often vigorous competition among different technologies for incorporation into that standard. After standardization, however, the dynamic typically shifts, as industry members begin adhering to the standard and the standardized features start to dominate. In this case, 90% of DRAM production is compliant with the standards at issue, and therefore the technologies adopted in those standards — including those over which Rambus claims patent rights — enjoy a similar level of dominance over their alternatives.

After lengthy proceedings, the Federal Trade Commission determined that Rambus, while participating in the standard-setting process, deceptively failed to disclose to the SSO the patent interests it held in four technologies that were standardized. Those interests ranged from issued patents, to pending patent applications, to plans to amend those patent applications to add new claims; Rambus’s patent rights in all these interests are said to be sufficiently connected to the invention described in Rambus’s original 1990 application that its rights would relate back to its date. Commission Br. at 46-47; Transcript of Oral Argument at 35-36; see also 35 U.S.C. §§120, 132. Finding this conduct monopolistic and in violation of §2 of the Sherman Act, 15 U.S.C. §2, the Commission went on to hold that Rambus had engaged in an unfair method of competition and unfair or deceptive acts or practices prohibited by §5(a) of the Federal Trade Commission Act (“FTC Act”), id.§45(a).

Rambus petitions for review. We grant the petition, holding that the Commission failed to sustain its allegation of monopolization. Its factual conclusion was that Rambus’s alleged 462deception enabled it either to acquire a monopoly through the standardization of its patented technologies rather than possible alternatives, or to avoid limits on its patent licensing fees that the SSO would have imposed as part of its normal process of standardizing patented technologies. But the latter — deceit merely enabling a monopolist to charge higher prices than it otherwise could have charged — would not in itself constitute monopolization. We also address whether there is substantial evidence that Rambus engaged in deceptive conduct at all, and express our serious concerns about the sufficiency of the evidence on two particular points.

* * *

During the early 1990s, the computer hardware industry faced a “memory bottleneck”: the development of faster memory lagged behind the development of faster central processing units, and this risked limiting future gains in overall computer performance. To address this problem, Michael Farmwald and Mark Horowitz began collaborating during the late 1980s and invented a higher-performance DRAM architecture. Together, they founded Rambus in March 1990 and filed Patent Application No. 07/510,898 (“the ’898 application”) on April 18, 1990.

As originally filed, the ‘898 application included a 62-page written description of Farmwald and Horowitz’s invention, 150 claims, and 15 technical drawings. Under the direction of the Patent Office, acting pursuant to 35 U.S.C. §121, Rambus effectively split the application into several (the original one and 10 “divisionals”). Thereafter, Rambus amended some of these applications and filed additional continuation and divisional applications.

While Rambus was developing a patent portfolio based on its founders’ inventions, the computer memory industry was at work standardizing DRAM technologies. The locus of those efforts was the Joint Electron Device Engineering Council (“JEDEC”) — then an “activity” of what is now called the Electronics Industries Alliance (“EIA”) and, since 2000, a trade association affiliated with EIA and known as the JEDEC Solid State Technology Association. Any company involved in the solid state products industry could join JEDEC by submitting an application and paying annual dues, and members could receive JEDEC mailings, participate in JEDEC committees, and vote on pending matters.

One JEDEC committee, JC 42.3, developed standards for computer memory products. Rambus attended its first JC 42.3 meeting as a guest in December 1991 and began formally participating when it joined JEDEC in February 1992. At the time, JC 42.3 was at work on what became JEDEC’s synchronous DRAM (“SDRAM”) standard. The committee voted to approve the completed standard in March 1993, and JEDEC’s governing body gave its final approval on May 24, 1993. The SDRAM standard includes two of the four technologies over which Rambus asserts patent rights — programmable CAS latency and programmable burst length.

Despite SDRAM’s standardization, its manufacture increased very slowly and asynchronous DRAM continued to dominate the computer memory market, so JC 42.3 began to consider a number of possible responses — among them specifications it could include in a next-generation SDRAM standard. As part of that process, JC 42.3 members received a survey ballot in October 1995 soliciting their opinions on features of an advanced SDRAM — which ultimately emerged as the double data rate (“DDR”) SDRAM standard. Among the 463features voted on were the other two technologies at issue here: on-chip phase lock and delay lock loops (“on-chip PLL/DLL”) and dual-edge clocking. The Committee tallied and discussed the survey results at its December 1995 meeting, which was Rambus’s last as a JEDEC member. Rambus formally withdrew from JEDEC by letter dated June 17, 1996, saying (among other things) that the terms on which it proposed to license its proprietary technology “may not be consistent with the terms set by standards bodies, including JEDEC.” Complaint Counsel’s Exhibit (“CX”) 887.

JC 42.3’s work continued after Rambus’s departure. In March 1998 the committee adopted the DDR SDRAM standard, and the JEDEC Board of Directors approved it in 1999. This standard retained SDRAM features including programmable CAS latency and programmable burst length, and it added on-chip PLL/DLL and dual-edge clocking; DDR SDRAM, therefore, included all four of the technologies at issue here.

Starting in 1999, Rambus informed major DRAM and chipset manufacturers that it held patent rights over technologies included in JEDEC’s SDRAM and DDR SDRAM standards, and that the continued manufacture, sale, or use of products compliant with those standards infringed its rights. It invited the manufacturers to resolve the alleged infringement through licensing negotiations. A number of manufacturers agreed to licenses, see Opinion of the Commission (“Liability Op.”), In re Rambus, Docket No. 9302, at 48 n.262 (July 31, 2006) (discussing cases); others did not, and litigation ensued, see id. at 17-21.

On June 18, 2002, the Federal Trade Commission filed a complaint under §5(b) of the FTC Act, 15 U.S.C. §45(b), charging that Rambus engaged in unfair methods of competition and unfair or deceptive acts or practices in violation of the Act, see id. §45(a). Specifically, the Commission alleged that Rambus breached JEDEC policies requiring it to disclose patent interests related to standardization efforts and that the disclosures it did make were misleading. By this deceptive conduct, it said, Rambus unlawfully monopolized four technology markets in which its patented technologies compete with alternative innovations to address technical issues relating to DRAM design — markets for latency, burst length, data acceleration, and clock synchronization technologies. Compl. at 1-2, 28-29 (June 18, 2002); see also Liability Op. at 5.

Rambus challenges the Commission’s determination that it engaged in unlawful monopolization — and thereby violated §5 of the FTC Act — on a variety of grounds, of which two are most prominent. First, it argues that the Commission erred in finding that it violated any JEDEC patent disclosure rules and thus that it breached any antitrust duty to provide information to its rivals. Second, it asserts that even if its nondisclosure contravened JEDEC’s policies, the Commission found the consequences of such nondisclosure only in the alternative: that it prevented JEDEC either from adopting a non-proprietary standard, or from extracting a RAND commitment from Rambus when standardizing its technology. As the latter would not involve an antitrust violation, says Rambus, there is an insufficient basis for liability.

We find the second of these arguments to be persuasive, and conclude that the Commission failed to demonstrate that Rambus’s conduct was exclusionary under settled principles of antitrust law. Given that conclusion, we need not dwell very long on the substantiality of the evidence, which we address only to express our serious concerns about the breadth the Commission ascribed to JEDEC’s disclosure policies and their relation to what Rambus did or did not disclose.
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* * *

In this case under §5 of the FTC Act, the Commission expressly limited its theory of liability to Rambus’s unlawful monopolization of four markets in violation of §2 of the Sherman Act, 15 U.S.C. §2. See Liability Op. at 27 n.124; see also FTC v. Cement Inst., 333 U.S. 683, 694, 68 S. Ct. 793, 92 L. Ed. 1010 (1948) (§5 reaches all conduct that violates §2 of the Sherman Act). Therefore, we apply principles of antitrust law developed under the Sherman Act, and we review the Commission’s construction and application of the antitrust laws de novo. FTC v. Indiana Fed’n of Dentists, 476 U.S. 447, 454, 106 S. Ct. 2009, 90 L. Ed. 2d 445 (1986); Polygram Holding, Inc. v. FTC, 416 F.3d 29, 33 (D.C. Cir. 2005).

It is settled law that the mere existence of a monopoly does not violate the Sherman Act. See Verizon Commc’ns, Inc. v. Law Offices of Curtis V. Trinko, LLP, 540 U.S. 398, 407, 124 S. Ct. 872, 157 L. Ed. 2d 823 (2004); United States v. Microsoft Corp., 253 F.3d 34, 58 (D.C. Cir. 2001) (en banc) (per curiam). In addition to “the possession of monopoly power in the relevant market,” the offense of monopolization requires “‘the willful acquisition or maintenance of that power as distinguished from growth or development as a consequence of a superior product, business acumen, or historical accident.’” Trinko, 540 U.S. at 407, 124 S. Ct. 872 (quoting United States v. Grinnell Corp., 384 U.S. 563, 570-71, 86 S. Ct. 1698, 16 L. Ed. 2d 778 (1966)); Microsoft, 253 F.3d at 50 (same). In this case, Rambus does not dispute the nature of the relevant markets or that its patent rights in the four relevant technologies give it monopoly power in each of those markets. See Liability Op. at 72-73. The critical question is whether Rambus engaged in exclusionary conduct, and thereby acquired its monopoly power in the relevant markets unlawfully.

To answer that question, we adhere to two antitrust principles that guided us in Microsoft. First, “to be condemned as exclusionary, a monopolist’s act must have ‘anticompetitive effect.’ That is, it must harm the competitive process and thereby harm consumers. In contrast, harm to one or more competitors will not suffice.” Microsoft, 253 F.3d at 58; see also Trinko, 540 U.S. at 407, 124 S. Ct. 872; Brooke Group Ltd. v. Brown & Williamson Tobacco Corp., 509 U.S. 209, 224, 113 S. Ct. 2578, 125 L. Ed. 2d 168 (1993); Covad Commc’ns. Co. v. Bell Atlantic Corp., 398 F.3d 666, 672 (D.C. Cir. 2005). Second, it is the antitrust plaintiff — including the Government as plaintiff that bears the burden of proving the anticompetitive effect of the monopolist’s conduct. Microsoft, 253 F.3d at 58-59.

The Commission held that Rambus engaged in exclusionary conduct consisting of misrepresentations, omissions, and other practices that deceived JEDEC about the nature and scope of its patent interests while the organization standardized technologies covered by those interests. Liability Op. at 28, 68. Had Rambus fully disclosed its intellectual property, “JEDEC either would have excluded Rambus’s patented technologies from the JEDEC DRAM standards, or would have demanded RAND assurances, with an opportunity for ex ante licensing negotiations.” Liability Op. at 74. But the Commission did not determine that one or the other of these two possible outcomes was the more likely. See Transcript of Oral Argument at 43 (Commission’s counsel confirming that the Commission was unable to decide which of the two possible outcomes would have occurred had Rambus disclosed). The Commission’s conclusion that Rambus’s conduct was exclusionary depends, therefore, on a syllogism: Rambus avoided one of two outcomes by not disclosing its patent interests; the 465avoidance of either of those outcomes was anticompetitive; therefore Rambus’s nondisclosure was anticompetitive.

We assume without deciding that avoidance of the first of these possible outcomes was indeed anticompetitive; that is, that if Rambus’s more complete disclosure would have caused JEDEC to adopt a different (open, non-proprietary) standard, then its failure to disclose harmed competition and would support a monopolization claim. But while we can assume that Rambus’s nondisclosure made the adoption of its technologies somewhat more likely than broad disclosure would have, the Commission made clear in its remedial opinion that there was insufficient evidence that JEDEC would have standardized other technologies had it known the full scope of Rambus’s intellectual property. See Remedy Op. 12. Therefore, for the Commission’s syllogism to survive — and for the Commission to have carried its burden of proving that Rambus’s conduct had an anticompetitive effect — we must also be convinced that if Rambus’s conduct merely enabled it to avoid the other possible outcome, namely JEDEC’s obtaining assurances from Rambus of RAND licensing terms, such conduct, alone, could be said to harm competition. Cf. Avins v. White, 627 F.2d 637, 646 (3d Cir. 1980) (“Where…a general verdict may rest on either of two claims — one supported by the evidence and the other not — a judgment thereon must be reversed.” (quoting Albergo v. Reading Co., 372 F.2d 83, 86 (3d Cir. 1966))). We are not convinced.

Deceptive conduct — like any other kind — must have an anticompetitive effect in order to form the basis of a monopolization claim. “Even an act of pure malice by one business competitor against another does not, without more, state a claim under the federal antitrust laws,” without proof of “a dangerous probability that [the defendant] would monopolize a particular market.” Brooke Group, 509 U.S. at 225, 113 S. Ct. 2578. Even if deception raises the price secured by a seller, but does so without harming competition, it is beyond the antitrust laws’ reach. Cases that recognize deception as exclusionary hinge, therefore, on whether the conduct impaired rivals in a manner tending to bring about or protect a defendant’s monopoly power. In Microsoft, for example, we found Microsoft engaged in anticompetitive conduct when it tricked independent software developers into believing that its software development tools could be used to design cross-platform Java applications when, in fact, they produced Windows-specific ones. The deceit had caused “developers who were opting for portability over performance…unwittingly [to write] Java applications that [ran] only on Windows.” 253 F.3d at 76. The focus of our antitrust scrutiny, therefore, was properly placed on the resulting harms to competition rather than the deception itself.

Another case of deception with an anticompetitive dimension is Conwood Co. v. U.S. Tobacco Co., 290 F.3d 768 (6th Cir. 2002), where the Sixth Circuit found that U.S. Tobacco’s dominance of the moist snuff market caused retailers to rely on it as a “category manager” that would provide trusted guidance on the sales strategy and in-store display for all moist snuff products, id. at 773-78. Under those circumstances, the court held that its misrepresentations to retailers about the sales strength of its products versus its competitors’ strength reduced competition in the monopolized market by increasing the display space devoted to U.S. Tobacco’s products and decreasing that allotted to competing products. Id. at 783, 78588, 790-91; see also LePage’s Inc. v. 3M, 324 F.3d 141, 153 (3d Cir. 2003) (calling Conwood a good illustration of the type of exclusionary conduct that will support a §2 violation”).
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But an otherwise lawful monopolist’s use of deception simply to obtain higher prices normally has no particular tendency to exclude rivals and thus to diminish competition. Here, the Commission expressly left open the likelihood that JEDEC would have standardized Rambus’s technologies even if Rambus had disclosed its intellectual property. Under this hypothesis, JEDEC lost only an opportunity to secure a RAND commitment from Rambus. But loss of such a commitment is not a harm to competition from alternative technologies in the relevant markets. See 2 Hovenkamp et al., IP & Antitrust §35.5 at 35-45 (Supp. 2008) [hereinafter “IP & Antitrust”] (“[A]n antitrust plaintiff must establish that the standard-setting organization would not have adopted the standard in question but for the misrepresentation or omission.”). Indeed, had JEDEC limited Rambus to reasonable royalties and required it to provide licenses on a nondiscriminatory basis, we would expect less competition from alternative technologies, not more; high prices and constrained output tend to attract competitors, not to repel them.

Scholars in the field have urged that if nondisclosure to an SSO enables a participant to obtain higher royalties than would otherwise have been attainable, the “overcharge can properly constitute competitive harm attributable to the nondisclosure,” as the overcharge “will distort competition in the downstream market.” 2 IP & Antitrust §35.5 at 35-47. The contention that price-raising deception has downstream effects is surely correct, but that consequence was equally surely true in NYNEX (though perhaps on a smaller scale) and equally obvious to the Court. The Commission makes the related contention that because the ability to profitably restrict output and set supracompetitive prices is the sine qua non of monopoly power, any conduct that permits a monopolist to avoid constraints on the exercise of that power must be anticompetitive. But again, as in NYNEX, an otherwise lawful monopolist’s end-run around price constraints, even when deceptive or fraudulent, does not alone present a harm to competition in the monopolized market.

Thus, if JEDEC, in the world that would have existed but for Rambus’s deception, would have standardized the very same technologies, Rambus’s alleged deception cannot be said to have had an effect on competition in violation of the antitrust laws; JEDEC’s loss of an opportunity to seek favorable licensing terms is not as such an antitrust harm. Yet the Commission did not reject this as being a possible — perhaps even the more probable — effect of Rambus’s conduct. We hold, therefore, that the Commission failed to demonstrate that Rambus’s conduct was exclusionary, and thus to establish its claim that Rambus unlawfully monopolized the relevant markets.

* * *

Our conclusion that the Commission failed to demonstrate that Rambus inflicted any harm on competition requires vacatur of the Commission’s orders. But the original complaint also included a count charging Rambus with other unfair methods of competition in violation of §5(a) of the FTC Act, 15 U.S.C. §45(a). See Compl. at 32 ¶124. While the Commission dropped this aspect of its case and focused on a theory of liability premised on unlawful monopolization, see Liability Op. at 27 n.124, at least one Commissioner suggested that a “stand-alone” §5 action would have had a “broader province” than a Sherman Act case. See Concurring Opinion of Commissioner Jon Leibowitz at 18, 21, Docket No. 9302 (Jul. 31, 2006). 467Because of the chance of further proceedings on remand, we express briefly our serious concerns about strength of the evidence relied on to support some of the Commission’s crucial findings regarding the scope of JEDEC’s patent disclosure policies and Rambus’s alleged violation of those policies.

In noting our concerns, we recognize, of course, that the Commission’s findings are conclusive so long as they are supported by substantial evidence. See 15 U.S.C. §45(c); see also Polygram Holding, 416 F.3d at 33. The Commission’s findings are murky on both the relevant margins: what JEDEC’s disclosure policies were, and what, within those mandates, Rambus failed to disclose.

First, the Commission evidently could find that Rambus violated JEDEC’s disclosure policies only by relying quite significantly on participants’ having been obliged to disclose their work in progress on potential amendments to pending applications, as that work became pertinent. The Commission’s counsel confirmed as much at oral argument. Transcript of Oral Argument at 37-38. Indeed, the parties stipulated that as of Rambus’s last JEDEC meeting it held no patents that were essential to the manufacture or use of devices complying with any JEDEC standard, and that when JEDEC issued the SDRAM standard Rambus had no pending patent claims that would necessarily have been infringed by a device compliant with that standard. Parties’ First Set of Stipulations ¶¶9-10.

The case appears (and we emphasize appears, as the Commission’s opinion leaves us uncertain of its real view) to turn on the idea that JEDEC participants were obliged to disclose not merely relevant patents and patent applications, but also their work in progress on amendments to pending applications that included new patent claims. We do not see in the record any formal finding that the policies were so broad, but the Commission’s opinion points to testimony of witnesses that might be the basis of such a finding. Five former JC 42.3 participants testified (in some cases ambiguously) that they understood JEDEC’s written policies, requiring the disclosure of pending applications, to also include a duty to disclose work in progress on unfiled amendments to those applications, and JEDEC’s general counsel testified that he believed a firm was required to disclose plans to amend if supported by the firm’s current interpretation of an extant application. See Liability Op. at 56 & nn.303-05. JEDEC participants did not have unanimous recollections on this point, however, and the Commission noted that another JC 42.3 member testified that there was no duty to disclose work on future filings. Id. at 56 n.305.

Reading these statements as interpretations of JEDEC’s written policies seems to significantly stretch the policies’ language. The most disclosure-friendly of those policies is JEDEC Manual No. 21-I, published in October 1993, which refers to “the obligation of all participants to inform the meeting of any knowledge they may have of any patents, or pending patents, that might be involved in the work they are undertaking.” CX 208 at 19; see also id. at 19 (“For the purpose of this policy, the word ‘patented’ also includes items and processes for which a patent has been applied and may be pending.”), n.27 (referring to “technical information covered by [a] patent or pending patent”).3 This language speaks fairly 468clearly of disclosure obligations related to patents and pending patent applications, but says nothing of unfiled work in progress on potential amendments to patent applications. We don’t see how a few strands of trial testimony would persuade the Commission to read this language more broadly, especially as at least two of the five participants cited merely stated that disclosure obligations reached anything in the patent “process” — which leaves open the question of when that “process” can be said to begin. See Joint Appendix 1908-09 (testimony of Desi Rhoden); id. at 2038 (testimony of Brett Williams).

Alternatively, to the extent the Commission reads this testimony not to broaden the interpretation of Manual 21-I, but rather to provide evidence of disclosure expectations that extended beyond those incorporated into written policies, a different problem may arise. As the Federal Circuit has said, JEDEC’s patent disclosure policies suffered from “a staggering lack of defining details.” Rambus Inc. v. Infineon Technologies AG, 318 F.3d 1081, 1102 (Fed. Cir. 2003); see also Liability Op. at 52 (stating that the record shows that JEDEC’s patent policies “are not a model of clarity”). Even assuming that any evidence of unwritten disclosure expectations would survive a possible narrowing effect based upon the written directive of Manual 21-I, the vagueness of any such expectations would nonetheless remain an obstacle. One would expect that disclosure expectations ostensibly requiring competitors to share information that they would otherwise vigorously protect as trade secrets would provide “clear guidance” and “define clearly what, when, how, and to whom the members must disclose.” Infineon, 318 F.3d at 1102. This need for clarity seems especially acute where disclosure of those trade secrets itself implicates antitrust concerns; JEDEC involved, after all, collaboration by competitors. Cf. Allied Tube & Conduit Corp. v. Indian Head, Inc., 486 U.S. 492, 500, 108 S. Ct. 1931, 100 L. Ed. 2d 497 (1988) (stating that because SSO members have incentives to restrain competition, such organizations “have traditionally been objects of antitrust scrutiny”); Am Soc’y of Mech. Eng’rs v. Hydrolevel Corp., 456 U.S. 556, 571, 102 S. Ct. 1935, 72 L. Ed. 2d 330 (1982) (noting that SSOs are “rife with opportunities for anticompetitive activity”). In any event, the more vague and muddled a particular expectation of disclosure, the more difficult it should be for the Commission to ascribe competitive harm to its breach. See 2 IP & Antitrust §35.5 at 35-51 (“[A]lthough antitrust can serve as a useful check on abuses of the standard-setting process, it cannot substitute for a general enforcement regime for disclosure rules.”).

The Commission’s conclusion that Rambus engaged in deceptive conduct affecting the inclusion of on-chip PLL/DLL and dual-edge clocking in the DDR SDRAM standard, which JEDEC adopted more than two years after Rambus’s last JC 42.3 meeting, presents an additional, independent concern. To support this conclusion, the Commission looked to a technical presentation made to JC 42.3 in September 1994, and the survey balloting of that committee in October 1995 on whether to proceed with the consideration of particular features (including the two Rambus technologies ultimately adopted), finding that Rambus deliberately failed to disclose patent interests in any of the named technologies. Liability Op. 42-44. This finding is evidently the basis, so far as DDR SDRAM is concerned, of its conclusion that Rambus breached a duty to disclose. Id. at 66-68.

Once again, the Commission has taken an aggressive interpretation of rather weak evidence. For example, the October 1995 survey ballot gauged participant interest in a range of technologies and did not ask those surveyed about their intellectual property (as did the 469more formal ballots on proposed standards). See CX 260. The Commission nonetheless believes that every member of JC 42.3 — membership that included most of the DRAM industry — was duty-bound to disclose any potential patents they were working on that related to any of the questions posed by the survey. The record shows, however, that the only company that made a disclosure at the next meeting was the one that formally presented the survey results. See Liability Op. at 44-45; ALJ Op. at 58 ¶401 (citing Joint Exhibit 28, at 6). For reasons similar to those that make vague but broad disclosure obligations among competitors unlikely, it seems to us unlikely that JEDEC participants placed themselves under such a sweeping and early duty to disclose, triggered by the mere chance that a technology might someday (in this case, more than two years later) be formally proposed for standardization.

We set aside the Commission’s orders and remand for further proceedings consistent with this opinion.

* * *

ERICSSON, INC v. D-LINK SYSTEMS, INC.

773 F.3d 1201 (Fed. Cir. 2014)

O’MALLEY, Circuit Judge.

Ericsson, Inc. & Telefonaktiebolaget LM Ericsson (collectively, “Ericsson”) brought suit against D-Link Systems, Inc.; Netgear, Inc.; Acer, Inc.; Acer America Corp.; Gateway, Inc.; Dell, Inc.; Toshiba America Information Systems, Inc.; and Toshiba Corp., with Intel Corp. intervening (collectively, “D-Link”), in the United States District Court for the Eastern District of Texas, alleging infringement of, inter alia, certain claims from U.S. Patent Nos. 6,424,625 (“the ’625 patent”); 6,466,568 (“the ’568 patent”); and 6,772,215 (“the ’215 patent”). All of the patents at issue generally relate to Wi-Fi technology employed by electronic devices to wirelessly access the Internet. Ericsson alleged that all of the patents at issue were essential to the Wi-Fi standard, which would mean that all Wi-Fi-capable devices infringe Ericsson’s patents.

The case progressed to a jury trial, where the jury found that D-Link infringed the asserted claims of the three patents and assigned roughly $10 million in damages — approximately 15 cents per infringing device. After post-trial motions, the district court upheld the jury’s infringement and validity findings and refused to grant a new trial based on an alleged violation of the “entire market value rule” (“EMVR”) and allegedly deficient jury instructions regarding the standard-setting context and Ericsson’s “reasonable and non-discriminatory” licensing obligations derived from that context. For the reasons explained below, we affirminpart, reverse-in-part, vacate-in-part, and remand.

BACKGROUND

Technology and Standards Background

Interoperability is an essential requirement for many electronic devices. For example, if a user brings her laptop to a local coffee shop, she expects that her laptop will charge when she plugs it in and that she will be able to access the Internet when she connects to the coffee shop’s wireless network. For the user to be able to charge her laptop, the plug must be in the 470correct shape and the laptop charger must be able to accept the voltage output of the outlet. For the user to be able to connect to the Internet, her laptop must know, inter alia, what frequency to search for the wireless signal, what messages to send to the network to set up a connection, and how to interpret the messages sent from the network. Though most users take for granted that their electronic devices will be able to charge and connect to the wireless Internet anywhere, interoperability does not happen automatically. Because of the multitude of devices, device designers, and manufacturers, there must be an established standard mode of operation to ensure compatibility among all of these different devices.

Standards development organizations (“SDOs”) publish standards, which are lists of technical requirements. Compliance with these technical requirements ensures interoperability among compliant devices. Of course, at least a critical mass of device developers must adopt the standard in order to ensure mass interoperability. Relevant to this case, the Institute of Electrical and Electronics Engineers, Inc. (“IEEE”) publishes the 802.11 standards, more commonly known as “Wi-Fi.” The 802.11 standard is the prevailing wireless internet standard and has already reached widespread adoption. A device is considered 802.11-compliant if it adheres to the IEEE’s technological requirements stated in the 802.11 standard. Requiring all 802.11-compliant devices to operate in a certain way ensures that every compliant device can communicate with all other 802.11-compliant devices.

For example, an 802.11-compliant laptop will be able to establish a connection with an 802.11-compliant router. The 802.11 standards also govern how subsequent data is passed between the laptop and the router once that connection is established. This includes, inter alia, data formatting, prioritization, error handling, and flow control.

Importantly for this case, data files are not sent between a router and a laptop in a single transmission. For example, if a laptop user wants to download a video, the router does not send the entire file in a single huge transmission. Instead, each data file is broken into “packets,” where each packet is sent in a different transmission. Small files may only require a single packet, whereas large files, e.g., video and sound, may require thousands of packets. The receiving device then reassembles the file out of the packets. The data from the file in the packet is called the “payload.” Because packets may be lost or arrive out of order, the 802.11 standard provides ways to handle these errors. For example, each packet has a “header” that is sent to the receiving device with the packet. The header contains, inter alia, a sequence number so the receiving device knows the order in which to reassemble the payload of the packets.

Creating some standards, like IEEE’s 802.11 standard, is a complicated process that involves the collaboration and can involve cooperation of a number of interested parties. Due to the collaborative nature of this process, the chosen standard may include technology developed by a number of different parties. Sometimes that technology is covered by patents. Because the standard requires that devices utilize specific technology, compliant devices necessarily infringe certain claims in patents that cover technology incorporated into the standard. These patents are called “standard essential patents” (“SEPs”).

SEPs pose two potential problems that could inhibit widespread adoption of the standard: patent hold-up and royalty stacking. Patent hold-up exists when the holder of a SEP demands excessive royalties after companies are locked into using a standard. Royalty stacking can arise when a standard implicates numerous patents, perhaps hundreds, if not thousands. If 471companies are forced to pay royalties to all SEP holders, the royalties will “stack” on top of each other and may become excessive in the aggregate. To help alleviate these potential concerns, SDOs often seek assurances from patent owners before publishing the standard. IEEE, for example, asks SEP owners to pledge that they will grant licenses to an unrestricted number of applicants on “reasonable, and non-discriminatory” (“RAND”) terms.

Ericsson’s SEPs

Ericsson has asserted that all of the patents at issue are SEPs for IEEE’s 802.11(n) standard. Ericsson promised to offer licenses for all of its 802.11(n) SEPs at a RAND rate via letters of assurance to the IEEE. In its letters, Ericsson pledged to “grant a license under reasonable rates to an unrestricted number of applicants on a worldwide basis with reasonable terms and conditions that are demonstrably free of unfair discrimination.” The parties agree that this commitment is binding on Ericsson.

The Accused Products

The accused infringers in this case produce a variety of electronic devices, including laptop computers and routers (“the end products”), which incorporate 802.11(n) wireless chips made by Intel. Because all of these end products incorporate 802.11(n)-compliant chips, they must be capable of the functionality mandated by the 802.11(n) standard.

DISCUSSION

A. Infringement

[We] affirm the jury’s finding of infringement of claims 1 and 2 of the ’215 patent. We agree with the district court and Ericsson that substantial evidence supports the jury’s finding that Petras did not anticipate the ’625 patent. D-Link’s arguments on appeal essentially ask us to credit its position on discard messages over Ericsson’s. We decline to do so. Both parties presented expert testimony regarding whether Petras anticipates the ’625 patent, and we see no reason why the jury was not entitled to credit Ericsson’s evidence over D-Link’s evidence. We therefore see no reason to disturb the jury’s verdict.

Damages

Having affirmed infringement with respect to two patents, we must also address the damages issues raised by D-Link. As explained below, we vacate the jury’s damages award and remand for further proceedings consistent with this opinion.

We review decisions on motions for a new trial and the admission of expert testimony under the law of the regional circuit. Verizon, 602 F.3d at 1331. The Fifth Circuit reviews the denial of a new trial motion for abuse of discretion, reversing only if there is an “an absolute absence of evidence to support the jury’s verdict.” Duff v. Werner Enters., Inc., 489 F.3d 727, 729 (5th Cir. 2007). The Fifth Circuit reviews the trial court’s admission or exclusion of expert testimony for an abuse of discretion. Snap-Drape, Inc. v. Comm’r, 98 F.3d 194, 197 (5th Cir. 1996). We review de novo the legal sufficiency of a jury instruction on an issue of patent law. Sulzer Textil A.G. v. Picanol N.V., 358 F.3d 1356, 1363 (Fed. Cir. 2004). A jury verdict will be set aside only if the jury instructions were “legally erroneous” and the “errors had prejudicial effect.” Id.
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Admissibility of License Evidence

Before trial, D-Link moved to exclude certain testimony by Ericsson’s damages expert, arguing that it violated the EMVR. Specifically, D-Link argued that, because the damages calculations were, in part, based on licenses which were themselves tied to the entire value of the licensed products, even though the technology being licensed related to only a component of those products, the testimony was impermissible as a matter of law. In denying that motion, the district court explained that Ericsson’s expert’s reference to those prior licenses was not improper because the expert properly apportioned any damages calculations based on those licenses to account for the value of the patents at issue. D-Link noted its objection to this line of testimony at trial by entering a continuing objection to Ericsson’s expert’s testimony to the extent it was predicated on or made any reference to these licenses. At trial, both Ericsson and D-Link then referred to the value of laptops generally. After the jury found infringement and awarded Ericsson 15 cents per infringing device, D-Link moved for JMOL and for a new trial, arguing that the admission of this expert testimony violated the EMVR. The district court denied both motions.

On appeal, D-Link argues that the district court prejudicially erred by: (1) not excluding Ericsson’s damages expert’s testimony on the challenged licenses, and (2) allowing Ericsson’s counsel to compare the cost of the end product to the requested royalty at trial. According to D-Link, because Ericsson did not dispute that the asserted claims are practiced entirely by the Wi-Fi chips — not by other components of the accused end products — Ericsson should never have been allowed to base its damages award or its arguments at trial on the price of the end products.

Ericsson responds that the jury award of 15 cents per infringing product is consistent with comparable Ericsson licenses, insisting that our court has found comparable licenses to be the best evidence of a reasonable royalty rate. Ericsson further argues that the jury award is consistent with “industry norms” and in accord with its damages expert’s testimony. According to Ericsson, its expert conducted a rigorous analysis, which separated the value of the patents at issue from any other patents covered by the licenses he referenced. Because of this apportionment, Ericsson asserts that neither its damages calculation nor its expert’s reference to actual industry licenses was improper, under the EMVR or otherwise. With respect to counsel’s reference to the cost of laptops at trial, Ericsson argues that D-Link never objected to these references, and made similar references itself.

We conclude that the district court properly admitted evidence of the licenses to which D-Link objects and that any objection to counsel’s references to the cost of items incorporating the allegedly infringing chips was waived. While a number of our cases have referred to the concept of an entire market value “rule,” the legal standard actually has two parts, which are different in character. There is one substantive legal rule, and there is a separate evidentiary principle; the latter assisting in reliably implementing the rule when — in a case involving a per-unit royalty — the jury is asked to choose a royalty base as the starting point for calculating a reasonable royalty award.

As we explained recently in VirnetX, Inc. v. Cisco Systems, Inc., 767 F.3d 1308 (Fed. Cir. 2014), where multi-component products are involved, the governing rule is that the ultimate combination of royalty base and royalty rate must reflect the value attributable to the infringing features of the product, and no more. 767 F.3d at 1326 (citing Garretson v. Clark, 473111 U.S. 120, 121 (1884)). As a substantive matter, it is the “value of what was taken” that measures a “reasonable royalty” under 35 U.S.C. §284. Dowagiac Mfg. Co. v. Minn. Moline Plow Co., 235 U.S. 641, 648 (1915). What is taken from the owner of a utility patent (for purposes of assessing damages under §284) is only the patented technology, and so the value to be measured is only the value of the infringing features of an accused product.

When the accused infringing products have both patented and unpatented features, measuring this value requires a determination of the value added by such features. Indeed, apportionment is required even for non-royalty forms of damages: a jury must ultimately “apportion the defendant’s profits and the patentee’s damages between the patented feature and the unpatented features” using “reliable and tangible” evidence. Garretson, 111 U.S. at 121. Logically, an economist could do this in various ways — by careful selection of the royalty base to reflect the value added by the patented feature, where that differentiation is possible; by adjustment of the royalty rate so as to discount the value of a product’s non-patented features; or by a combination thereof. The essential requirement is that the ultimate reasonable royalty award must be based on the incremental value that the patented invention adds to the end product.

Our cases have added to that governing legal rule an important evidentiary principle. The point of the evidentiary principle is to help our jury system reliably implement the substantive statutory requirement of apportionment of royalty damages to the invention’s value. The principle, applicable specifically to the choice of a royalty base, is that, where a multicomponent product is at issue and the patented feature is not the item which imbues the combination of the other features with value, care must be taken to avoid misleading the jury by placing undue emphasis on the value of the entire product. It is not that an appropriately apportioned royalty award could never be fashioned by starting with the entire market value of a multi-component product — by, for instance, dramatically reducing the royalty rate to be applied in those cases — it is that reliance on the entire market value might mislead the jury, who may be less equipped to understand the extent to which the royalty rate would need to do the work in such instances. See LaserDynamics, Inc. v. Quanta Computer, Inc., 694 F.3d 51, 67, 68 (Fed. Cir. 2012) (barring the use of too high a royalty base — even if mathematically offset by a “‘low enough royalty rate’” — because such a base “carries a considerable risk” of misleading a jury into overcompensating, stating that such a base “‘cannot help but skew the damages horizon for the jury’” and “make a patentee’s proffered damages amount appear modest by comparison” (quoting Uniloc USA, Inc. v. Microsoft Corp., 632 F.3d 1292, 1320 (Fed. Cir. 2011))). Thus, where the entire value of a machine as a marketable article is “properly and legally attributable to the patented feature,” the damages owed to the patentee may be calculated by reference to that value. Id. Where it is not, however, courts must insist on a more realistic starting point for the royalty calculations by juries — often, the smallest salable unit and, at times, even less. VirnetX, 767 F.3d at 1327-28.

We apply these concepts to a challenge to expert testimony regarding licenses in which royalties were set by reference to the value of an end product. We conclude that the expert testimony about which D-Link complains violated neither the rule from Garretson regarding apportionment, nor the evidentiary principle demanding an appropriate balance between the probative value of admittedly relevant damages evidence and the prejudicial impact of such evidence caused by the potential to mislead the jury into awarding an unduly high royalty. We 474find, accordingly, that the district court did not err by failing to exercise its discretion under Federal Rule of Evidence 403 to exclude the license testimony at issue here. Uniloc, 632 F.3d at 1320; see LaserDynamics, 694 F.3d at 77-78 (finding that the district court abused its discretion by failing to exclude a license under Federal Rule of Evidence 403).

This court has recognized that licenses may be presented to the jury to help the jury decide an appropriate royalty award. For example, allegedly comparable licenses may cover more patents than are at issue in the action, include cross-licensing terms, cover foreign intellectual property rights, or, as here, be calculated as some percentage of the value of a multi-component product. Testimony relying on licenses must account for such distinguishing facts when invoking them to value the patented invention. Recognizing that constraint, however, the fact that a license is not perfectly analogous generally goes to the weight of the evidence, not its admissibility. In each case, district courts must assess the extent to which the proffered testimony, evidence, and arguments would skew unfairly the jury’s ability to apportion the damages to account only for the value attributable to the infringing features.

As the testimony at trial established, licenses are generally negotiated without consideration of the EMVR, and this was specifically true with respect to the Ericsson licenses relating to the technology at issue. Making real world, relevant licenses inadmissible on the grounds D-Link urges would often make it impossible for a patentee to resort to license-based evidence. Such evidence is relevant and reliable, however, where the damages testimony regarding those licenses takes into account the very types of apportionment principles contemplated in Garretson. In short, where expert testimony explains to the jury the need to discount reliance on a given license to account only for the value attributed to the licensed technology, as it did here, the mere fact that licenses predicated on the value of a multicomponent product are referenced in that analysis — and the district court exercises its discretion not to exclude such evidence — is not reversible error.

We do conclude, however, that, when licenses based on the value of a multi-component product are admitted, or even referenced in expert testimony, the court should give a cautionary instruction regarding the limited purposes for which such testimony is proffered if the accused infringer requests the instruction. The court should also ensure that the instructions fully explain the need to apportion the ultimate royalty award to the incremental value of the patented feature from the overall product.

As noted, D-Link also argues that the district court prejudicially erred by allowing Ericsson’s counsel to reference the total cost of a laptop when discussing the requested royalty rate. We find that D-Link waived this argument. We see no prejudice or injustice that would require us to address this issue for the first time on appeal and we therefore decline to do so.

The District Court’s RAND Jury Instruction

Because Ericsson was obligated to license the patents at issue on RAND terms, D-Link asked the district court to instruct the jury on that RAND obligation. Among other things, D-Link requested that the district court instruct the jury regarding the dangers of patent holdup and royalty stacking in RAND-related contexts. Rather than adopt the language D-Link proposed, the district court granted D-Link’s request only in part. The court added a sixteenth factor to the 15 Georgia-Pacific factors on which it instructed the jury, telling the jury that it 475“may consider . . . Ericsson’s obligation to license its technology on RAND terms.” J.A. 226. After the jury returned its infringement verdict and assigned damages, the district court denied D-Link’s motions for JMOL and a new trial based on its failure to provide more detailed instructions on RAND issues.

On appeal, D-link argues that enforcing RAND commitments is critical to preserving the benefits of standards and must be considered in any damages award. According to D-Link, the district court reversibly erred by giving the jury the customary Georgia-Pacific factors because many of those either are not applicable, or may be misleading, in the RAND context. D-Link further contends that the district court erred by refusing to instruct the jury to consider patent hold-up and royalty stacking.

Ericsson responds that the district court did not err in refusing to instruct the jury about patent hold-up and royalty stacking because the Georgia-Pacific factors already encompassed these concerns, and to the extent they did not, the inclusion of a “sixteenth” factor referring to Ericsson’s RAND obligations was sufficient. According to Ericsson, a jury instruction regarding patent hold-up or royalty stacking would have been inappropriate because D-Link failed to present any evidence regarding either patent hold-up or royalty stacking to the jury. We agree with both D-Link and Ericsson, to some extent.

This is an issue of first impression for us. To our knowledge, only three other courts have considered the issue of appropriate RAND royalty rates — all district courts. See Realtek Semiconductor, Corp. v. LSI Corp., No. C-12-3451, 2014 WL 2738216, at *5-6 (N.D. Cal. June 16, 2014); In re Innovatio IP Ventures, LLC Patent Litig., No. 11 C 9308, 2013 WL 5593609 (N.D. Ill. Oct. 3, 2013); Microsoft Corp. v. Motorola, Inc., No. C10-1823JLR, 2013 WL 2111217 (W.D. Wash. Apr. 25, 2013).

The district court’s use of the Georgia-Pacific factors

Although we have never described the Georgia-Pacific factors as a talisman for royalty rate calculations, district courts regularly turn to this 15-factor list when fashioning their jury instructions. Indeed, courts often parrot all 15 factors to the jury, even if some of those factors clearly are not relevant to the case at hand. And, often, damages experts resort to the factors to justify urging an increase or a decrease in a royalty calculation, with little explanation as to why they do so, and little reference to the facts of record. See WhitServe, LLC v. Computer Packages, Inc., 694 F.3d 10, 31-32 (Fed. Cir. 2012) (“We do not require that witnesses use any or all of the Georgia-Pacific factors when testifying about damages in patent cases. If they choose to use them, however, reciting each factor and making a conclusory remark about its impact on the damages calculation before moving on does no more than tell the jury what factors a damages analysis could take into consideration.”). In this case, the district court included all 15 Georgia-Pacific factors in its damages instruction — over objection — without considering their relevance to the record created at trial.

In a case involving RAND-encumbered patents, many of the Georgia-Pacific factors simply are not relevant; many are even contrary to RAND principles. For example, factor 4 is “[t]he licensor’s established policy and marketing program to maintain his patent monopoly by not licensing others to use the invention or by granting licenses under special conditions designed to preserve that monopoly.” Georgia-Pacific, 318 F. Supp. at 1120. Because of Ericsson’s RAND 476commitment, however, it cannot have that kind of policy for maintaining a patent monopoly. See Microsoft, 2013 WL 2111217, at *18. Likewise, factor 5 — “[t]he commercial relationship between the licensor and licensee” — is irrelevant because Ericsson must offer licenses at a non-discriminatory rate. Georgia-Pacific, 318 F. Supp. at 1120; see Microsoft, 2013 WL 2111217, at *18.

Several other Georgia-Pacific factors would at least need to be adjusted for RAND-encumbered patents — indeed, for SEP patents generally. For example, factor 8 accounts for an invention’s “current popularity,” which is likely inflated because a standard requires the use of the technology. Georgia-Pacific, 318 F. Supp. at 1120. Factor 9 “utility and advantages of the patented invention over the old modes or devices,” J.A. 225 — is also skewed for SEPs because the technology is used because it is essential, not necessarily because it is an improvement over the prior art. Factor 10, moreover, considers the commercial embodiment of the licensor, which is also irrelevant as the standard requires the use of the technology. Other factors may also need to be adapted on a case-by-case basis depending on the technology at issue. Consequently, the trial court must carefully consider the evidence presented in the case when crafting an appropriate jury instruction. In this case, the district court erred by instructing the jury on multiple Georgia-Pacific factors that are not relevant, or are misleading, on the record before it, including, at least, factors 4, 5, 8, 9, and 10 of the Georgia-Pacific factors.

Trial courts should also consider the patentee’s actual RAND commitment in crafting the jury instruction. Ericsson agrees that it is under a binding obligation to license the patents at issue on the RAND terms it pledged to the IEEE. The district court should have turned to the actual RAND commitment at issue to determine how to instruct the jury. In this case, Ericsson promised that it would “grant a license under reasonable rates to an unrestricted number of applicants on a worldwide basis with reasonable terms and conditions that are demonstrably free of unfair discrimination.” J.A. 17253. Rather than instruct the jury to consider “Ericsson’s obligation to license its technology on RAND terms,” J.A. 226, the trial court should have instructed the jury about Ericsson’s actual RAND promises. “RAND terms” vary from case to case. A RAND commitment limits the market value to (what the patent owner can reasonably charge for use of) the patented technology. The court therefore must inform the jury what commitments have been made and of its obligation (not just option) to take those commitments into account when determining a royalty award.

To be clear, we do not hold that there is a modified version of the Georgia-Pacific factors that should be used for all RAND-encumbered patents. Indeed, to the extent D-Link argues that the trial court was required to give instructions that mirrored the analysis in Innovatio or Microsoft, we specifically reject that argument. See Oral Argument at 16:16, Ericsson, Inc. v. D-Link Sys., Inc., 2013-1625, available at http://oralarguments.cafc.uscourts.gov/default.aspx?fl=2013-1625.mp3 (“Our argument was the following on RAND and it doesn’t rely upon any of the evidence that went in during the two hour jury wave portion. It relies upon the request for instructions, basically building on the Innovatio decision by Judge Holderman and the Microsoft decision by Judge Robart. . . ”). We believe it unwise to create a new set of Georgia-Pacific-like factors for all cases involving RAND-encumbered patents. Although we recognize the desire for bright line rules and the need for district courts to start somewhere, 477courts must consider the facts of record when instructing the jury and should avoid rote reference to any particular damages formula.

Apportionment analysis for SEPs

As with all patents, the royalty rate for SEPs must be apportioned to the value of the patented invention. Garretson, 111 U.S. at 121; see also Westinghouse Elec. & Mfg. Co. v. Wagner Elec. & Mfg. Co., 225 U.S. 604, 617 (1912) (“[Plaintiff] was only entitled to recover such part of the commingled profits as was attributable to the use of its invention.”). When dealing with SEPs, there are two special apportionment issues that arise. First, the patented feature must be apportioned from all of the unpatented features reflected in the standard. Second, the patentee’s royalty must be premised on the value of the patented feature, not any value added by the standard’s adoption of the patented technology. These steps are necessary to ensure that the royalty award is based on the incremental value that the patented invention adds to the product, not any value added by the standardization of that technology.

Just like modern electronic devices, technological standards include multiple technologies. We know that patents often claim only small portions of multi-component products and we have precedent which covers apportionment of damages in those situations. See, e.g., Garretson, 111 U.S. at 121; Uniloc, 632 F.3d at 1318; Lucent, 580 F.3d at 1336. Similarly, SEPs can, and, often do, claim only limited aspects of the overall standard.

For example, the 802.11 standard encompasses numerous technologies to enable devices to communicate with each other via wireless network connection. This includes, among many other things, technologies on link establishment, security protocols, error control, and flow control. By way of example, the ’568 patent, at best, only covers the ability of the system to prioritize time-sensitive payloads by informing the system what type of data is in each transmission. This is only a small aspect of the 802.11(n) standard. Indeed, based on the record in this case, it is undisputed that some programs do not even take advantage of this 802.11(n) standard capability. The ’215 patent, moreover, at best covers the ability to send different feedback response types. Again, based on the undisputed record, some 802.11(n) standard products do not use more than one type of feedback message.

Just as we apportion damages for a patent that covers a small part of a device, we must also apportion damages for SEPs that cover only a small part of a standard. In other words, a royalty award for a SEP must be apportioned to the value of the patented invention (or at least to the approximate value thereof), not the value of the standard as a whole. A jury must be instructed accordingly. Our decision does not suggest that all SEPs make up only a small part of the technology in the standard. Indeed, if a patentee can show that his invention makes up “the entire value of the” standard, an apportionment instruction probably would not be appropriate. Garretson, 111 U.S. at 121.

Turning to the value of a patent’s standardization, we conclude that Supreme Court precedent also requires apportionment of the value of the patented technology from the value of its standardization. In Garretson, the Supreme Court made clear that, “[w]hen a patent is for an improvement, and not for an entirely new machine or contrivance, the patentee must show in what particulars his improvement has added to the usefulness of the machine or contrivance. He must separate its results distinctly from those of the other parts, 478so that the benefits derived from it may be distinctly seen and appreciated.” Garretson, 111 U.S. at 121 (emphases added). In other words, the patent holder should only be compensated for the approximate incremental benefit derived from his invention.

This is particularly true for SEPs. When a technology is incorporated into a standard, it is typically chosen from among different options. Once incorporated and widely adopted, that technology is not always used because it is the best or the only option; it is used because its use is necessary to comply with the standard. In other words, widespread adoption of standard essential technology is not entirely indicative of the added usefulness of an innovation over the prior art. This is not meant to imply that SEPs never claim valuable technological contributions. We merely hold that the royalty for SEPs should reflect the approximate value of that technological contribution, not the value of its widespread adoption due to standardization.

Because SEP holders should only be compensated for the added benefit of their inventions, the jury must be told to differentiate the added benefit from any value the innovation gains because it has become standard essential. Although the jury, as the fact finder, should determine the appropriate value for that added benefit and may do so with some level of imprecision, we conclude that they must be told to consider the difference between the added value of the technological invention and the added value of that invention’s standardization. Indeed, Ericsson admitted at oral argument that the value of standardization should not be incorporated into the royalty award. Oral Argument at 55:25 (“Q: You agree that it is error to allow [the jury] to include the value from the standardization? A: In the rate, not in the base. . . . The rate must be attributable to the value of the invention.”). By way of example, the Realtek court instructed the jury that it “should not consider LSI’s advantage resulting from the standard’s adoption, if any. However, you may consider any advantage resulting from the technology’s superiority.” Realtek Jury Instruction, ECF No. 267, 21.

Instructions on patent hold-up and royalty stacking

D-Link argues that the jury should have been instructed on the concepts of patent holdup and royalty stacking because it argues that the jury should know the mischief that can occur if RAND royalty rates are set too high. Many of the amicus briefs echo D-Link’s concerns See AAI Br. 4-9; Br. of Amici Curiae Cisco Sys., Inc., et al. (“Cisco Br.”) 14-19; Br. of Amici Curiae Broadcom Corp., et al. (“Broadcom Br.”) 10-14.

In deciding whether to instruct the jury on patent hold-up and royalty stacking, again, we emphasize that the district court must consider the evidence on the record before it. The district court need not instruct the jury on hold-up or stacking unless the accused infringer presents actual evidence of hold-up or stacking. Certainly something more than a general argument that these phenomena are possibilities is necessary. Indeed, “a court should not instruct on a proposition of law about which there is no competent evidence.” See Nestier Corp. v. Menasha Corp.-Lewisystems Div., 739 F.2d 1576, 1579-80 (Fed. Cir. 1984); see also Br. of Amici Curiae Nokia Corp., et al. (“Nokia Br.”) 9-12. Depending on the record, reference to such potential dangers may be neither necessary nor appropriate.

In this case, we agree with the district court that D-Link failed to provide evidence of patent hold-up and royalty stacking sufficient to warrant a jury instruction. JMOL Order, 2013 479WL 4046225, at *25-26 (“Defendants failed to present any evidence of actual hold-up or royalty stacking.” (emphasis in original)). If D-Link had provided evidence that Ericsson started requesting higher royalty rates after the adoption of the 802.11(n) standard, the court could have addressed it by instructing the jury on patent hold-up or, perhaps, setting the hypothetical negotiation date before the adoption of the standard. D-Link, however, failed to provide any such evidence. Absent evidence that Ericsson used its SEPs to demand higher royalties from standard-compliant companies, we see no error in the district court’s refusal to instruct the jury on patent hold-up or to adjust the instructions expressly to take patent hold-up into account. Indeed, as noted above, the court found that Ericsson complied with its RAND obligations and did not demand an unreasonable royalty for use of its technology.

A jury, moreover, need not be instructed regarding royalty stacking unless there is actual evidence of stacking. The mere fact that thousands of patents are declared to be essential to a standard does not mean that a standard-compliant company will necessarily have to pay a royalty to each SEP holder. In this case, D-Link’s expert “never even attempted to determine the actual amount of royalties Defendants are currently paying for 802.11 patents.” JMOL Order, 2013 WL 4046225, at *18. In other words, D-Link failed to come forward with any evidence of other licenses it has taken on Wi-Fi essential patents or royalty demands on its Wi-Fi enabled products. Because D-Link failed to provide any evidence of actual royalty stacking, the district court properly refused to instruct the jury on royalty stacking.

We therefore hold that the district court did not err by refusing to instruct the jury on the general concepts of patent hold-up and royalty stacking.

In sum, we hold that, in all cases, a district court must instruct the jury only on factors that are relevant to the specific case at issue. There is no Georgia-Pacific-like list of factors that district courts can parrot for every case involving RAND-encumbered patents. The court should instruct the jury on the actual RAND commitment at issue and must be cautious not to instruct the jury on any factors that are not relevant to the record developed at trial. We further hold that district courts must make clear to the jury that any royalty award must be based on the incremental value of the invention, not the value of the standard as a whole or any increased value the patented feature gains from its inclusion in the standard. We also conclude that, if an accused infringer wants an instruction on patent hold-up and royalty stacking, it must provide evidence on the record of patent hold-up and royalty stacking in relation to both the RAND commitment at issue and the specific technology referenced therein.

As explained above, in this case, we find that the district court committed legal error in its jury instruction by:

(1) failing to instruct the jury adequately regarding Ericsson’s actual RAND commitment; (2) failing to instruct the jury that any royalty for the patented technology must be apportioned from the value of the standard as a whole; and (3) failing to instruct the jury that the RAND royalty rate must be based on the value of the invention, not any value added by the standardization of that invention — while instructing the jury to consider irrelevant Georgia- Pacific factors. We therefore vacate the jury’s damages award and remand for further proceedings consistent with this opinion. On remand, the court should also be careful to assure that the jury is properly instructed on the apportionment principles laid out in Garretson and on the proper evidentiary value of licenses tied to the entire value of a multicomponent 480product. Because we vacate the jury’s damages award, moreover, we also vacate the court’s ongoing royalty award.

* * *

MICROSOFT CORPORATION v. MOTOROLA, INC.

975 F.3d 1024 (9th Cir. 2015)

BERZON, Circuit Judge.

We live in an age in which the interconnectivity of a wide range of modern technological products is vital. To achieve that interconnection, patent-holders often join together in compacts requiring licensing certain patents on reasonable and non-discriminatory (“RAND”) terms. Such contracts are subject to the common-law obligations of good faith and fair dealing.

At issue in this appeal are two patent portfolios, formerly owned by Appellants Motorola, Inc., Motorola Mobility, Inc., and General Instrument Corp., (“Motorola”), both of which are subject to RAND agreements. Appellee Microsoft, a third-party beneficiary to Motorola’s RAND commitments, sued Motorola for breach of its obligation to offer RAND licenses to its patents in good faith. Motorola, meanwhile, brought infringement actions in a variety of fora to enjoin Microsoft from using its patents without a license.

We previously upheld, in an interlocutory appeal, an anti-suit injunction preventing Motorola from enforcing in a German action any injunction it might obtain against Microsoft’s use of certain contested patents. Microsoft Corp. Motorola, Inc., 696 F.3d 872 (9th Cir. 2012) (“Microsoft I”). We did so after determining that there was, in the “sweeping promise” of Motorola’s RAND agreements, “at least arguably[ ] a guarantee that the patent-holder will not take steps to keep would-be users from using the patented material, such as seeking an injunction, but will instead proffer licenses consistent with the commitment made.” Id. at 884.

After our decision, a jury determined that Motorola had indeed breached its RAND good faith and fair dealing obligations in its dealings with Microsoft. In this appeal, we address (1) whether the district court overstepped its bounds by determining, at a bench trial preceding the jury trial on breach of contract, a reasonable and non-discriminatory rate, as well as a range of rates, for Motorola’s patents; (2) whether the court erred in denying Motorola’s motions for judgment as a matter of law on the breach of contract issue; (3) whether the court erred in awarding Microsoft attorneys’ fees as damages in connection with Motorola’s pursuit of injunctions against infringement; and (4) whether the district court abused its discretion in two contested evidentiary rulings.

I. BACKGROUND

A. Standard-Setting Organizations and Standard-Essential Patents

When we connect to WiFi in a coffee shop, plug a hairdryer into an outlet, or place a phone call, we owe thanks to standard-setting organizations (“SSOs”). SSOs set technical specifications that ensure that a variety of products from different manufacturers operate compatibly. Without standards, there would be no guarantee that a particular set of headphones, for example, would work with one’s personal music player.
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Standardization provides enormous value to both consumers and manufacturers. It increases competition by lowering barriers to entry and adds value to manufacturers’ products by encouraging production by other manufacturers of devices compatible with them. See id. at 1896-97; Amicus Br. of American Intellectual Property Law Ass’n (“IPLA”) at 6; Amicus Br. of Apple Inc. at 2. But because SSO standards often incorporate patented technology, all manufacturers who implement a standard must obtain a license to use those standard-essential patents (“SEPs”).

The development of standards thereby creates an opportunity for companies to engage in anti-competitive behavior. Most notably, once a standard becomes widely adopted, SEP holders obtain substantial leverage over new product developers, who have little choice but to incorporate SEP technologies into their products. Using that standard-development leverage, the SEP holders are in a position to demand more for a license than the patented technology, had it not been adopted by the SSO, would be worth. The tactic of withholding a license unless and until a manufacturer agrees to pay an unduly high royalty rate for an SEP is referred to as “hold-up.” Ericsson, Inc. v. D-Link Sys., Inc., 773 F.3d 1201, 1209 (Fed. Cir. 2014). “Royalty stacking” refers to the risk that many holders of SEPs will engage in this behavior, resulting in excessive royalty payments such that (1) the cumulative royalties paid for patents incorporated into a standard exceed the value of the feature implementing the standard, and (2) the aggregate royalties obtained for the various features of a product exceed the value of the product itself.

To mitigate the risk that a SEP holder will extract more than the fair value of its patented technology, many SSOs require SEP holders to agree to license their patents on “reasonable and nondiscriminatory” or “RAND” terms. Under these agreements, an SEP holder cannot refuse a license to a manufacturer who commits to paying the RAND rate. For example, International Telecommunications Union (“ITU”), one of the SSOs at issue in this case, has established a Common Patent Policy. That Policy provides that “a patent embodied fully or partly in a [standard] must be accessible to everybody without undue constraints.” ITU, Common Patent Policy for ITU-T/ITU-R/ISO/IEC, http://www.itu.int/en/ITU-T/ipr/Pages/policy.aspx (last visited June 15, 2015) [hereinafter ITU, Common Patent Policy]. Any holder of a patent under consideration for incorporation into an ITU standard is required to submit a declaration of its commitment to “negotiate licenses with other parties on a nondiscriminatory basis on reasonable terms and conditions.” Id.; see also Microsoft I, 696 F.3d at 876. “If a ‘patent holder is not willing to comply’ with the requirement to negotiate licenses with all seekers, then the standard ‘shall not include provisions depending on the patent.’” Microsoft I, 696 F.3d at 876 (quoting ITU, Common Patent Policy).

The two standards underlying this case are the H.264 video-coding standard set by the ITU and the 802.11 wireless local area network standard set by the Institute of Electrical and Electronics Engineers (“IEEE”). The H.264 standard pertains to an efficient method of video compression. The 802.11 standard regards the wireless transfer of information using radio frequencies, commonly referred to as “WiFi.” The H.264 standard is incorporated into Microsoft’s Windows operating system and into its Xbox video game console. The 802.11 WiFi network standard is incorporated into Xbox.
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B. History of the Present Dispute

In October 2010, Microsoft sued Motorola in both the U.S. International Trade Commission (“ITC”) and the Western District of Washington for alleged infringement of certain smartphone patents. The parties thereupon engaged in a series of discussions concerning, among other matters, the possibility of a cross-licensing agreement granting Motorola licenses to Microsoft’s smartphone patents in exchange for licenses to any of Motorola’s patents Microsoft’s products may have been infringing.

On October 21st and 29th, Motorola sent Microsoft two letters offering to license its 802.11 and H.264 SEP portfolios at 2.25% of the price of the end product — no matter the manufacturer — incorporating the patents. In other words, Microsoft would pay Motorola 2.25% of the selling price of an Xbox game console or of any computer running Microsoft Windows. The two offer letters, identical in all material terms, represented that the offer was in keeping with Motorola’s RAND commitments.

Soon after receiving Motorola’s letters, in November 2010, Microsoft filed a diversity action in the Western District of Washington, alleging that Motorola had breached its RAND commitments to the IEEE and ITU. Microsoft alleged that Motorola’s offer letters constituted a refusal to license Motorola’s SEPs on RAND terms. The next day, Motorola filed suit against Microsoft in the Western District of Wisconsin seeking to enjoin Microsoft from using its H.264 patents. The cases were consolidated before Judge James Robart in the Western District of Washington.

Motorola also filed patent-enforcement suits with the ITC, seeking an exclusion order against importing Microsoft’s Xbox products into the United States, and with a German court, seeking an injunction against sales of Microsoft’s H.264-compliant products. The German action was particularly threatening to Microsoft, as its European distribution center for all Windows and Xbox products was in Germany. To guard against the economic loss that would result if an injunction against use of Motorola’s two German H.264 patents were granted, Microsoft swiftly relocated its distribution center to the Netherlands. At the same time, Microsoft sought and obtained from the district court, in April 2012, an “anti-suit injunction” barring Motorola from enforcing any injunction it might obtain in a German court against Microsoft’s use of Motorola’s H.264 SEPs until the district court could “determine whether injunctive relief is an appropriate remedy for Motorola to seek.” Microsoft I, 696 F.3d at 880. We affirmed the anti-suit injunction order in September 2012. Meanwhile, the German court had ruled that Motorola was entitled to an injunction. Proceedings in the district court continued apace. Microsoft amended its complaint to allege that Motorola’s filing of injunctive actions constituted a breach of contract, because the obligation to offer RAND licenses to all seekers prohibited Motorola from seeking injunctions for violations of patents subject to that obligation. The court granted a joint motion to stay all the patent-infringement claims in the consolidated cases pending the outcome on the RAND issues.

In a series of orders, Judge Robart held that (1) “RAND commitments create enforceable contracts between Motorola and the respective SSO”; (2) “Microsoft — as a standard- user — can enforce these contracts as a third-party beneficiary”; (3) “Motorola’s commitments to the ITU and IEEE . . . requir[e] initial offers by Motorola to license its SEPs to be made in good faith,” but that “initial offers do not have to be on RAND terms so long as a RAND license 483eventually issues”; and (4) Motorola was not entitled to injunctive relief on its H.264 or 802.11 patents.

In November 2012, Judge Robart conducted a bench trial to determine a RAND rate and range for Motorola’s H.264 and 802.11 patents. Such determination was necessary, the court reasoned, because “[w]ithout a clear understanding of what RAND means, it would be difficult or impossible to figure out if Motorola breached its obligation to license its patents on RAND terms.” After taking testimony from eighteen witnesses, the court issued a 207-page order setting forth its findings of fact and conclusions of law on RAND-rate-related issues. The court concluded that the RAND royalty for Motorola’s H.264 portfolio was .555 cents per end-product unit, with an upper bound of 16.389 cents per unit, and that the rate for Motorola’s 802.11 portfolio was 3.71 cents per unit, with a range of .8 cents to 19.5 cents.

The case then proceeded to a jury trial on the breach of contract claim. Over Motorola’s objection, Microsoft was permitted to introduce the RAND rates determined at the bench trial through witness testimony. Microsoft also introduced, again over Motorola’s objection, testimony that the FTC had previously investigated Motorola and its then-parent company, Google Inc., for failing to license patents relating to smartphones, tablets, and video gaming systems on RAND terms. As damages for the asserted breach of contract, Microsoft sought its attorneys’ fees and costs in defending the injunctive actions Motorola had brought. Microsoft also sought as damages the cost of relocating its distribution facility from Germany to the Netherlands.

In September 2013, the jury returned a verdict for Microsoft in the amount of $14.52 million: $11.49 million for relocating its distribution center and $3.03 million in attorneys’ fees and litigation costs. The verdict form asked both the general question whether Motorola “breached its contractual commitment[s]” to the IEEE and ITU and, specifically, for the purpose of damages, whether Motorola’s “conduct in seeking injunctive relief, apart from Motorola’s general course of conduct, violated Motorola’s dut[ies] of good faith and fair dealing with respect to Motorola’s contractual commitment[s].” The jury answered “yes” to all questions, unanimously.

Motorola moved for judgment as a matter of law both at the close of evidence and at the close of Microsoft’s case-in-chief. See Fed R. Civ. P. 50(a). After the jury’s verdict, the court denied Motorola’s motions in a joint order, concluding that (1) the evidence was sufficient for the jury reasonably to conclude that Motorola breached its duty of good faith and fair dealing by making offers far above the RAND rates and by seeking injunctions against Microsoft, and (2) the damages award was proper. The court granted Microsoft’s motion for entry of final judgment on the breach of contract jury verdict. Motorola then appealed from the judgment on the breach of contract claim to the Federal Circuit. On Microsoft’s motion, the Federal Circuit transferred the appeal to this court.

II. DISCUSSION

A. Jurisdiction

In 2012, Motorola appealed to this court to review the district court’s grant of a preliminary anti-suit injunction. In that appeal, Motorola maintained that this court, not the Federal Circuit, had jurisdiction, “[b]ecause Microsoft’s complaint is pleaded in terms of contractual rather than patent rights.” Opening Br. of Defs-Appellants, Microsoft I, 696 F.3d 484872, No. 12-35352, 2012 WL 2132503, at *2. Upon entry of judgment in the district court on the breach of contract claim, however, Motorola switched gears and appealed to the Federal Circuit, which has jurisdiction over cases “arising under” federal patent law — that is, “those cases in which a well-pleaded complaint establishes either that federal patent law creates the cause of action or . . . that patent law is a necessary element of one of the well-pleaded claims.” Christianson v. Colt Indus. Operating Corp., 486 U.S. 800, 808-09 (1988) (citing 28 U.S.C. § 1338(a)). The Federal Circuit then transferred the case here.

Our exercise of jurisdiction over this very case on an interlocutory appeal, and the Federal Circuit’s decision to transfer the instant appeal to this circuit because we have jurisdiction, are both the law of the case. Accordingly, we may now decline jurisdiction only if “(1) the [earlier] decision[s] w[ere] clearly erroneous; (2) there has been an intervening change in the law; (3) the evidence on remand is substantially different; other changed circumstances exist; or (5) a manifest injustice would otherwise result.” United States v. Renteria, 557 F.3d 1003, 1006 (9th Cir. 2009). Motorola’s argument that the district court “constructively amended” the complaint by holding a bench trial on the RAND rate tacitly invokes the “changed circumstances” exception, although Motorola does not so specify. But because our jurisdictional determination on the interlocutory appeal was made knowing the RAND bench trial would occur and the Federal Circuit’s decision to transfer the case was made after the bench trial, we conclude that no changed circumstances are present. As the earlier jurisdictional determinations were not clearly erroneous, we have jurisdiction.

B. The RAND Bench Trial

We now turn to the first of two intertwined merits challenges to the district court’s judgment — the assertions that (1) the district court lacked the legal authority to decide the RAND rate issue in a bench trial, severing it from the ultimate breach of contract issue tried to the jury; and (2) the court’s legal analysis in determining the RAND rate was contrary to Federal Circuit precedent. In considering those rulings, we review the district court’s findings of fact for clear error and its conclusions of law de novo.

Motorola’s Consent to the Bench Trial

. . . Motorola was quite aware, when it agreed with Microsoft in June to a RAND determination bench trial, that the RAND determination was being made to set the stage for the breach of contract trial. Nor did Motorola ever withdraw its affirmative stipulation to a bench trial for that purpose. We therefore do not consider whether, absent consent, a jury should have made the RAND determination.

The District Court’s RAND Determination

Motorola contends that on its merits, the district court’s RAND analysis violated Federal Circuit patent damages law. Specifically, Motorola cites to the damages provision of the Patent Act, 25 U.S.C. §284, which provides that a court shall award damages “adequate to compensate for the infringement, but in no event less than a reasonable royalty rate for the use made of the invention by the infringer,” and to Federal Circuit cases calculating damages under that provision. We reiterate that this is not a patent law action. Still, the Federal Circuit’s patent law methodology can serve as guidance in contract cases on questions of 485patent valuation. See Bonzel, 439 F.3d at 1363. The district court’s analysis properly adapted that guidance to the current context.

a. The Hypothetical Agreement

Neither the IEEE nor the ITU provide a specific formula for setting the terms of a RAND license. At trial, both parties offered expert testimony as to the appropriate method for calculating a RAND rate. After trial, Judge Robart invited the parties to submit post-trial briefs and proposed findings of fact and conclusions of law. He then considered each party’s submissions and adopted a framework sensitive to the circumstances and objectives of RAND agreements.

The framework settled on was “generally [consistent] with Motorola’s approach.” Applying that approach, the district court sought to approximate the royalty rates upon which the parties would have agreed by setting up a hypothetical negotiation between the parties. In doing so, the court carefully thought through the “factors an SEP owner and implementer would consider” in an actual negotiation directed at licensing a patent subject to RAND commitments. The court then discussed each of Motorola’s fifteen H.264 patents and eleven 802.11 patents, considering the objective value each contributed to each standard, given the quality of the technology and the available alternatives as well as the importance of those technologies to Microsoft’s business. Finally, the court performed a meticulous analysis of the testimony of eighteen witnesses, including executives, economists, and technology experts, to sort out which evidence to rely upon in determining the RAND royalty rate. Generally, the court credited Motorola’s experts; where it did not, it provided reasoned explanations for not doing so.

Motorola’s challenge to the district court’s exhaustive analysis centers on its interpretation of Georgia-Pacific Corp. v. U.S. Plywood Corp., 318 F. Supp. 1116 (S.D.N.Y. 1970), a patent-infringement case whose hypothetical agreement framework for determining infringement damages has since been widely adopted by district courts and “sanctioned” by the Federal Circuit. See LaserDynamics, Inc. v. Quanta Computer, Inc., 694 F.3d 51, 60 n.2 (Fed. Cir. 2012). Georgia-Pacific set out fifteen factors for courts to consider in arriving at a royalty rate the parties might have agreed upon in a hypothetical negotiation. See Lucent Techs., Inc. v. Gateway, Inc., 580 F.3d 1301, 1324-25 (Fed. Cir. 2009) (citing Georgia-Pacific, 318 F. Supp. at 1120). Factor fifteen directs courts to set the hypothetical negotiation at “the time the infringement began.” Georgia-Pacific, 318 F. Supp. at 1120; see Panduit Corp. v. Stahlin Bros. Fibre Works, Inc., 575 F.2d 1152, 1158 (6th Cir. 1978).

Motorola’s central RAND-rate merits contention is that Judge Robart’s analysis failed to meet Georgia-Pacific’s factor fifteen criterion, as interpreted and applied by the Federal Circuit, and so constituted error. Several portions of the court’s findings of fact and conclusions of law do indicate that the court did to an extent take into account the present-day value to Microsoft of Motorola’s patents. For example, the court noted that a third-party valuation of Motorola’s 802.11 SEPs was only somewhat probative because, at the time of the valuation, “Motorola’s 802.11 SEP portfolio” was much larger than the portfolio “as it exists today.”

This partial present-day focus did not, however, render the district court’s RAND-rate determination invalid. First, the Federal Circuit has “never described the Georgia-Pacific 486factors as a talisman for royalty rate calculations.” Ericsson, 773 F.3d at 1230. Instead, outside the RAND context, the Federal Circuit has recognized that, although “courts often parrot all 15 factors to the jury,” some of the factors “clearly are not relevant” to every case. Id. And in the context of RAND agreements, the Federal Circuit in Ericsson cited Judge Robart’s opinion in support of the proposition that many of the Georgia-Pacific factors are “contrary to RAND principles.” Id. at 1229; see also id. at 1230. Ericsson recognized, for example, as did Judge Robart, that factor four — “‘[t]he licensor’s established policy and marketing program to maintain his patent monopoly by not licensing others to use the invention or by granting licenses under special conditions designed to preserve that monopoly’” — is contrary to the RAND purpose of preventing monopolies. Id. at 1230 (quoting Georgia-Pacific, 318 F. Supp. at 1120) (alteration in original).

Factor fifteen is another factor that merits modification in some RAND contract contexts. An element of Microsoft’s claim is that Motorola maintained its demand of a 2.25% royalty rate throughout the proceedings, and also pressed its injunction suits even after Motorola was on notice that its actions were in tension with its RAND obligations. Given Microsoft’s argument that Motorola’s breach was ongoing, the district court could reasonably have concluded that it was appropriate to include the present-day value of Motorola’s SEPs as a factor in calculating the RAND rate-and-range for use in the breach-of-contract proceeding.

Second, Motorola never specifies the past date the district court should have used. In pointing to “the time the infringement began,” Georgia-Pacific, and subsequent cases applying its framework, referred to the date of the manufacturer’s first unlicensed use of the patented technology. 318 F. Supp. at 1120; see also Lucent Techs., 580 F.3d at 1324. But, as Motorola acknowledges, the “infringement” at issue in this case is Motorola’s breach of contract, not Microsoft’s use of Motorola’s patents. Motorola mentions both “the date Motorola sent the [offer] letters” and “the time right before Microsoft’s first [patent] infringement began” as possible hypothetical negotiation dates the court could have used, without specifying which is correct. Motorola did not mention either date in putting forth its version of the hypothetical negotiation analysis in its post-trial brief. To assume the correct date would have been the date the breach of contract began is of no help, as the alleged breach of contract was not tied to any specific date. The jury could have found a breach of contract based on Motorola’s offer letters, its seeking a number of injunctions, or its overall course of conduct.

Third, it would have been impracticable for the court to consider only such evidence as could pinpoint the value of Motorola’s patents to Microsoft at a precise point in time. Both parties introduced volumes of data — as to, for example, the parties’ market share and the valuation of similar patents — all meant to approximate the value of Motorola’s patents. Notably, Motorola itself urged the district court to rely on several studies and reports, from 2011 and 2012, that would not have been available to the parties at an earlier-dated hypothetical negotiation, and one of the “historical licenses” Motorola asked the court to consider — and now argues the court erred in failing to consider — dates from December 2011. As the data presented was not pinpointed to a past date, the district court’s approximation from that data also could not be tied to a specific historical moment.

Finally, Motorola has not shown — nor has it even argued — that it was prejudiced by the court’s analysis. See Brown & Williamson Tobacco Corp. v. Philip Morris Inc., 229 F.3d 1120, 4871131 (Fed. Cir. 2000). As Motorola acknowledges, the purpose of the hypothetical agreement approach is to take account of the situation of the parties and of the value each places on the patents in question. Motorola has pointed to just one material change in the parties’ positions since the dispute began that could be relevant to the court’s analysis: In 2012, Google bought Motorola. Judge Robart considered Google’s broad commercial interests, not just Motorola’s, when he estimated as part of his RAND-rate analysis the likely benefits from inclusion in the patent pools. But Motorola has not explained how it was prejudiced by consideration of Google’s interests. In fact, Microsoft maintains, persuasively, that Motorola benefitted from the court’s conflation of Google and Motorola, as Google, a “sophisticated, substantial technology firm[ ] with [a] vast array[ ] of technologically complex products,” would obtain more value from the pool than would Motorola as an independent entity.

In sum, given the need for flexibility in determining a royalty rate for a RAND-encumbered patent, see Ericsson, 771 F.3d at 1230-31, and given that Motorola has not shown that the court’s consideration of the companies’ circumstances at the time of the bench trial prejudiced it, see Brown & Williamson Tobacco Corp., 229 F.3d at 1131, the district court’s RAND order properly applied the hypothetical agreement approach.

b. Patent Pools and Historical Licenses as Indicators

In addition to challenging the district court’s legal analysis, Motorola objects to the court’s factual conclusions that (a) the rates charged by two patent pools are relevant indicators of the RAND rate for Motorola’s patents; and (b) Motorola’s historical licenses are not. Motorola’s argument is that the district court gave too much weight to the former evidence and not enough to the latter, leading to a decision “fatal[ly]” unsupported by the evidence in the record.

Patent pools are collections of two or more SEP owners that package and license their SEPs collectively. Royalties are distributed amongst the contributors to the patent pool on a per-patent basis, generally by valuing each patent in the pool equally. Typically, pool members contributing their patents to the pool also become licensees of the pool’s patent package. For Motorola’s 802.11 portfolio, the court regarded the VIA Licensing 802.11 pool as somewhat probative of the RAND rate and range. The 802.11 pool did not achieve widespread use of the covered standard. But it was designed with that objective in mind and was otherwise a reasonably reliable indicator of the RAND royalty rate. For Motorola’s H.264 portfolio, the court found the royalty rate charged by the MPEG LA H.264 patent pool a reliable indicator of the RAND rate. That pool’s objectives mirrored the objectives of RAND agreements, namely “includ[ing] advanced technology to create valuable standards, while at the same time . . . ensuring widespread adoption.” In both instances, the court credited testimony from Motorola’s experts that patent pools generally license at lower rates than might be achieved in a bilateral agreement, because a company receives value from pool membership that goes beyond royalty payments — principally, grant-back licenses and promotion of the standard. To account for those benefits, the court multiplied the pool rates by three.

Motorola contends that a rate set by a pool arrangement is too different from the rate that might have been agreed upon bilaterally by the parties to serve as an appropriate RAND-rate indicator, even if the pool rate is multiplied by three. For the 802.11 patents, however, the district court used the pool rate just as one relevant data point in its overall analysis. The 488RAND rate the court ultimately settled on was an amalgamation of a number of considerations, the pool rate evidence being the most favorable to Motorola.

As to the H.264 patent, the district court provided a reasoned explanation for its conclusion that the H.264 pool was a reliable indicator: The pool’s patents and Motorola’s patents were essential to the same technical standards, and Motorola provided no evidence that its patents were more valuable than the other patents in the pool. If anything, the record indicates that Motorola’s patents were on average less valuable than other H.264 patents. Many of the Motorola patents apply only to interlaced rather than (the more advanced) progressive video. Motorola offered some evidence suggesting that interlaced video coding was still valuable to Microsoft, but it did not show that support for interlaced video was more important to Microsoft than other video-coding capabilities. Motorola therefore was not prejudiced by the court’s assumption that its patents were of roughly equal value to those in the pool, as they probably were worth less.

Instead of the patent pools, Motorola argues, the court should have considered several licensing agreements that included licenses to Motorola’s H.264 and 802.11 patent portfolios as probative of the RAND rate. The agreements Motorola put forth provided for royalty rates close or equal to the 2.25% it offered Microsoft.

Georgia-Pacific suggests that the royalties a patent owner receives in other licensing agreements for the patents at issue can be relevant in determining a hypothetical royalty agreement. See 318 F. Supp. at 1120. In the current context, however, it was not clear error to reject the past licenses as too contextually dissimilar to be useful to the RAND rate calculation.

The district court found Motorola’s license with VTech Communications, Inc. not probative of a RAND rate for Motorola’s 802.11 and H.264 patents because those portfolios were licensed as part of a broader agreement that settled infringement claims Motorola held against VTech for use of its cell phone patents. VTech indicated in an email to Motorola that its interest in taking a license was to avoid a potential infringement lawsuit, and it paid only trivial royalties to Motorola under the 802.11 and H.264 licenses — an amount totaling a tiny fraction of the value of the broader agreement. The district court reasonably concluded that the 802.11 and H.264 VTech licenses were not reliable indicators of the RAND royalty rate.

In Motorola’s RIM agreement, the 802.11 and H.264 SEPs were packaged with several other patents. Motorola and RIM entered into a broad cross-licensing agreement whereby, in exchange for a license to the Motorola SEPs RIM used in its mobile devices, RIM provided Motorola a license to its own SEPs, paid Motorola a large lump sum, and agreed to pay as a royalty rate a percentage of the net sales price of any mobile device it sold, subject to an annual royalty cap. The royalty rate represented a blended rate for all the Motorola patents included in RIM’s products, including non-standard-essential patents. The district court concluded that, for that reason, it would be impracticable to isolate, or apportion the value of the 802.11 and H.264 SEPs, particularly given the evidence that Motorola’s cell phone patent portfolio was highly valuable and likely dictated the terms of the agreement. In fact, an earlier agreement between Motorola and RIM provided for the same royalty rate but did not include rights to Motorola’s 802.11 and H.264 patents, suggesting that the value of the 802.11 and H.264 patents was zero or negligible. Finally, the RIM agreement was subject to a royalty cap and was, like the VTech agreement, entered into to resolve an ongoing 489infringement dispute between the parties, further diminishing its trustworthiness as an indicator of a free-standing RAND rate.

Lastly, the district court also reasonably concluded that Motorola’s three license agreements with Symbol Technologies were not relevant. Two of the agreements were formed under threat of litigation, included monetary caps, and provided licenses for Motorola patents that expired before Motorola and Microsoft’s hypothetical agreement would have occurred. The third agreement also included patents that expired before October 2010, and it required a total payment amount much less than what Motorola would have obtained in seeking a 2.25% royalty rate from Microsoft.

The district court provided reasonable explanations for giving the Motorola bilateral licenses little to no weight. Motorola does not address any of those explanations. Nor does its citation of the Federal Circuit’s recent opinion in Apple Inc. v. Motorola, Inc. afford it any help. See 757 F.3d 1286 (Fed. Cir. 2014), overruled on other grounds by Williamson v. Citrix Online, LLC, No. 2013-1130, 2015 WL 3687459 (Fed. Cir. June 16, 2015). That case holds only that licenses should be considered when comparable; it does not in any respect impugn the district court’s reasoning as to why the proffered licenses were not comparable.

In sum, in determining the RAND rate and range for each SEP portfolio, the district court engaged in a thoughtful and detailed analysis, giving careful consideration to the parties’ briefing and evidentiary submissions, and to the testimony. Although Motorola criticizes the district court’s approach, it provides no alternative other than strict adherence to the Georgia-Pacific factors, without accounting for the particulars of RAND agreements — a rigid approach disapproved of by the Federal Circuit in Ericsson. See 771 F.3d at 1230-31. We conclude that the court’s RAND determination was not based on a legal error or on a clearly erroneous view of the facts in light of the evidence. See Teva Pharm., 135 S. Ct. at 841.

C. The Jury’s Verdict on Breach

To determine whether Motorola’s injunctive actions were in breach of its RAND commitments, the jury was instructed to consider the following factors, “alone or in combination”:

(1) Whether Motorola’s actions were contrary to the reasonable and justified expectations of other parties to the contract; (2), whether Motorola’s conduct would frustrate the purpose of the contract; (3), whether Motorola’s conduct was commercially reasonable; (4), whether and to what extent Motorola’s conduct conformed with ordinary custom or practice in the industry; (5) to the extent the contract vested Motorola with discretion in deciding how to act, whether Motorola exercised that discretion reasonably; (6), subjective factors, such as Motorola’s intent and whether Motorola had a bad motive.

Microsoft offered significant evidence upon which the jury could apply this standard and infer that the injunctive actions violated Motorola’s good faith and fair dealing obligations. The district court identified the testimony of five different experts from which the jury could conclude that Motorola’s actions were intended to induce hold-up, i.e., to pressure Microsoft into accepting a higher RAND rate than was objectively merited, and thereby to frustrate the purpose of the contract.

The jury heard, for example, that an injunction against Microsoft’s use of Motorola’s 802.11 and H.264 SEPs “[w]ould have [had] crippling consequences, because . . . [p]eople 490wouldn’t buy a computer that doesn’t have WiFi . . . [or] a computer that wouldn’t be able to play back high-definition video.” The evidence that the rates Motorola sought were significantly higher than the RAND rate found by the court suggested that Motorola sought to capture more than the value of its patents by inducing holdup, and that it filed infringement actions to facilitate that strategy by preventing Microsoft from using its patents — and therefore from implementing the 802.11 and H.264 standards — until it obtained a license at a rate significantly higher than the RAND rate.

The timing of the injunctive actions was also indicative of bad faith. In opening arguments, Microsoft’s counsel suggested that because the injunctions were sought immediately after the twenty-day acceptance window provided in the offer letters expired, the offers were no more than “a prelude to allow Motorola to be able to say, ‘We’ve made an offer. They didn’t accept it. Now we can sue.’” Motorola’s injunction suits were also brought after Micro soft filed its breach of contract lawsuit with the district court. At that point, Motorola was aware that the present lawsuit could establish RAND rates. “A patentee subject to FRAND commitments may have difficulty establishing irreparable harm.” Apple, Inc., 757 F.3d at 1332; see also Microsoft I, 696 F.3d at 877.

Here, had Motorola accepted the RAND rates, it would then be fully compensated for Microsoft’s infringing use. The jury could have inferred, from that circumstance, that the injunctive actions were not motivated by a fear of irreparable harm, as payment of the RAND rate would eliminate any such harm. In the absence of a fear of irreparable harm as a motive for seeking an injunction, the jury could have inferred that the real motivation was to induce Microsoft to agree to a license at a higher-than-RAND rate.

Finally, there was evidence of Motorola’s knowledge that pursuing an injunctive action could breach its duty of good faith and fair dealing. In May 2012, Microsoft expressed concern to the FTC about Motorola’s conduct concerning its RAND obligations. Shortly thereafter, the FTC initiated an investigation into whether Motorola and Google had “reneged on a licensing commitment made to several standard-setting bodies to license its standards-essential patents relating to smartphones, tablet computers and video game systems on FRAND terms by seeking injunctions against willing licensees of . . . SEPs.” The investigation ultimately resulted in a consent decree. Around the same time, the FTC contacted the ITC, before whom Motorola’s action for an exclusion order was pending, expressing concern that allowing an SEP holder to obtain an exclusion order against a license-seeker was “inconsistent with the RAND commitment.” So Motorola was aware the FTC found its conduct questionable, yet left its injunctive suits in place. This sequence provided some evidence that Motorola acted in bad faith.

The evidence just summarized, discretely and taken as a whole, is susceptible to contrary interpretations as well. But it was for the jurors to assess witness credibility, weigh the evidence, and make reasonable inferences. The record provides a substantial basis on which the jury could have based a verdict favoring Microsoft.

D. Damages

In its JMOL motion, Motorola contended, with respect to some of the damages sought — the attorneys’ fees and litigation costs incurred in defending the injunctive actions — that the Noerr-Pennington doctrine precluded any award. Additionally, Motorola maintained that 491Washington law independently precludes recovery of attorneys’ fees for defending a separate lawsuit as an element of damages.

1. Noerr-Pennington

The Noerr-Pennington doctrine shields individuals from, inter alia, liability for engaging in litigation. The doctrine originated in two Supreme Court antitrust cases holding that the Petition Clause of the First Amendment prohibits imposing liability under the Sherman Act for “attempt[ing] to persuade the legislature or the executive to take particular action.” E.R.R. Presidents Conference v. Noerr Motor Freight, Inc., 365 U.S. 127, 136 (1961); see United Mine Workers of Am. v. Pennington, 381 U.S. 657, 670 (1965). The Noerr-Pennington principle has since been expanded to ensure that “those who petition any department of the government,” including the courts, “are immune from . . . liability for their petitioning conduct.” Theme Promotions, Inc. v. News Am. Mktg. FSI, 546 F.3d 991, 1006-07 (9th Cir. 2008); see also Cal. Motor Transp. Co. v. Trucking Unlimited, 404 U.S. 508, 510 (1972).

The doctrine does not, however, immunize a party from actions that amount to a breach of contract. See Powertech Tech., Inc. v. Tessera, Inc., 872 F. Supp. 2d 924, 931 (N.D. Cal. 2012); Spear Pharm., Inc. v. William Blair & Co., 610 F. Supp. 2d 278, 288 (D. Del. 2009). A number of courts have so held, and at least one emphasized that Noerr-Pennington does not protect patent holders from liability for asserting rights in violation of a commitment not to enforce those rights. See, e.g., Powertech Tech., 872 F. Supp. 2d at 931-32; ClearPlay, Inc. v. Nissim Corp., No. 07-81170-civ, 2011 WL 6724156, at *10 & n.10 (S.D. Fla. Dec. 21, 2011), aff’d, 496 F. App’x 963 (11th Cir. 2012). More specifically, at least two district court opinions, in addition to Judge Robart’s, have held that Noerr-Pennington does not protect a patent holder from liability for filing infringement actions in violation of its covenant to negotiate with a RAND-rate license-seeker. See Powertech Tech., 872 F. Supp. at 931; Apple, Inc. v. Motorola Mobility, Inc., 886 F. Supp. 2d 1061, 1078 (W.D. Wisc. 2012). In resolving a dispute quite similar to the one here, the Wisconsin district court reasoned:

Although the First Amendment protects Motorola’s right to petition the courts to enforce its patents, Apple’s breach of contract claims are based on the theory that Motorola agreed by contract that it would not enforce its patent rights until it offered a license to Apple on fair, reasonable and nondiscriminatory terms. In other words, Apple contends that Motorola waived some of its petitioning rights through contract. It would be improper to use the Noerr-Pennington doctrine to bar Apple from enforcing that contract.

Additionally, the FTC recently addressed the Noerr-Pennington argument in a response to public comment on a proposed consent agreement with Google and Motorola. See Letter to Commenters, Motorola Mobility LLC & Google Inc., FTC File No. 121-0120 at 3, (July 23, 2013), available at https://www.ftc.gov/sites/default/files/documents/cases/2013/07/130724googlemotorolaletter.pdf. Some commenters were concerned that imposing liability on Google and Motorola (under Section 5 of the Federal Trade Commission Act, 15 U.S.C. § 45) for seeking injunctions and exclusion orders would offend the First Amendment. Id. The FTC disagreed. Concluding that the (F)RAND commitments in question “preclude[d] seeking an injunction or exclusion order against a willing licensee of its SEPs,” the Commission reasoned that taking action against Google and Motorola was “simply requir[ing] those making promises to keep them.” Id. (quoting Analysis of Proposed Consent Order to Aid Public 492Comment, Motorola Mobility & Google Inc., FTC File No. 121-0120 (Jan. 3, 2013), available at https://www.ftc.gov/sites/default/files/documents/cases/2013/01/130103googlemotorolaanalysis.pdf) (alterations in original).

We agree. “Because the Noerr-Pennington doctrine grows out of the Petition Clause, its reach extends only so far as necessary to steer . . . clear of violating the First Amendment.” Freeman v. Lasky, Haas & Cohler, 410 F.3d 1180, 1184 (9th Cir. 2005). Enforcing a contractual commitment to refrain from litigation does not violate the First Amendment; if it did, every settlement of a lawsuit would be unenforceable as a Noerr-Pennington violation. As we explained in Microsoft I, a patent-holder who signs “such a sweeping promise” as a RAND agreement “at least arguably . . . guarantee[s] that the patent-holder will not take steps to keep would-be users from using the patented material, such as seeking an injunction, but will instead proffer licenses consistent with the commitment made.” 696 F.3d at 884.

The jury concluded that in these specific circumstances, seeking injunctive relief violated Motorola’s contractual RAND obligations. The Noerr-Pennington doctrine does not immunize Motorola from liability for that breach of its promise.

2. Washington Law

Motorola contends that Microsoft was not entitled to attorneys’ fees as damages because “Washington courts traditionally follow the American rule in not awarding attorney fees as costs absent a contract, statute, or recognized equitable exception.” The RAND agreements do not expressly provide for fees; Microsoft has identified no statutory basis for fees; and Washington courts recognize only limited equitable exceptions, none of which, Motorola argues, are applicable here.

Motorola’s arguments, however, elide a critical factor in determining the propriety of attorneys’ fees in the damages award in this case. The fees at issue here were incurred not in the current breach of contract action but in defending against the injunctive action found to have breached the RAND agreement. The fees sought are thus distinct from the same-suit fees generally banned by the American rule. As losses independent of the current litigation and triggered by the contract-breaching conduct, they are best characterized as recoverable consequential contract damages — the kind of damages ordinarily recoverable in breach of contract suits. See Eastlake Constr. Co. v. Hess, 686 P.2d 465, 470 (Wash. 1984) (en banc).

Notably, had Microsoft not defended the injunctive actions and instead acquiesced in a default judgment, Motorola’s damages in this suit could have been vastly greater. An injunction against Microsoft in the Wisconsin district court, for example, would have blocked all U.S. sales of Microsoft’s Xbox and Windows products. As the jury was instructed, Microsoft had a duty to mitigate its losses. The attorneys’ fees and costs incurred in defending the injunctive actions were, in essence, such mitigation, and so are recoverable expenses of reasonable mitigating actions. See Flint v. Hart, 917 P.2d 590, 594, 598 (Wash. Ct. App. 1996) (allowing a plaintiff to recover attorneys’ fees incurred in settling a third-party action in which the plaintiff became involved by virtue of the defendant’s wrongful misconduct, where the settlement was an attempt by the plaintiff to mitigate damages); see also, e.g., Jacob’s Meadow Owners Ass’n v. Plateau 44 II, LLC, 162 P.3d 1153, 1162 (Wash. Ct. App. 2007).

Moreover, courts routinely award attorneys’ fees as damages in a number of analogous circumstances, when attorneys’ fees are a fair measure of the harm impermissibly caused by 493the defendant. For example, in an action against a union for breach of the duty of fair representation, an employee who proves that his union impermissibly failed to pursue a grievance on his behalf may recover compensatory damages, see Vaca v. Sipes, 386 U.S. 171, 195-96 (1967), such as the attorneys’ fees he expended pursuing his employer for breach of contract, Dutrisac v. Caterpillar Tractor Co., 749 F.2d 1270, 1275-76 (9th Cir. 1983). In Dutrisac, we rejected an argument that awarding the employee attorneys’ fees as damages for breach of a union’s duty of fair representation was in violation of the American rule because there was no statutory or contractual provision authorizing the award. 749 F.2d 1270, 1275-76 (9th Cir. 1983). Recognizing that “an exception to the American rule cannot be justified solely on the ground that a losing defendant’s wrongful conduct forced the plaintiff to resort to litigation,” we nevertheless upheld the fee award because the litigation expense incurred in such fair representation cases “is not merely a result of the harm that [the union] did . . .; it is the harm itself.” Id. at 1275; see also Ames v. Westinghouse Elec. Corp., 864 F.2d 289, 293-94 (3d Cir. 1988) (“When there is a legal duty to provide representation, whether that duty arises out of a contractual undertaking or, as here, by operation of law, if the representation is wrongfully withheld, the cost of substitute representation should be recoverable as damages.”). We reaffirmed that principle several years later, emphasizing that “the traditional American rule that attorney fees are not ordinarily recoverable” does not “affect[ ] those cases in which attorney fees are not awarded to the successful litigant in the case at hand, but rather are the subject of the law suit itself.” Zunigav. United Can Co., 812 F.2d 443, 455 (9th Cir. 1987) (citing First, Fourth, and Sixth Circuit cases elaborating the same rule).

Similarly, a number of jurisdictions, including Washington, permit awards of defense costs where an insurer breaches its duty to defend an insured against claims within the insurance policy’s coverage. See Woo v. Fireman’s Fund Ins. Co., 164 P.3d 454, 459-60 (Wash. 2007) (en banc); see also, e.g., Pac. Hide & Fur Depot v. Great Am. Ins. Co., No. CV-12-36-BU-DLC, 2014 WL 2159330, at *3 (D. Mont. May 23, 2014). A breach of the duty to represent an insured undermines one of the primary purposes of the insurance contract and the parties’ justified expectations; “[w]hen an insured purchases a contract of insurance, it seeks protection from expenses arising from litigation, not ‘. . . time-consuming, expensive litigation.’” Olympic S.S. Co. v. Centennial Ins. Co., 811 P.2d 673, 681 (Wash. 1991) (en banc) (quoting Hayseeds, Inc. v. State Farm Fire & Cas., 352 S.E.2d 73, 79 (W. Va. 1986)).

Finally, a Washington statutory fee provision illustrates the sorts of situations in which attorneys’ fees as damages are consistent with the American rule. Washington law codifies the common law rule that the victim of malicious prosecution can recover the reasonable costs he incurred in defending himself against the false accusations. See Wash. Rev. Code Ann. §4.24.350; see also Restatement (Second) of Torts §671(b) (1977).

The RAND context is analogous to these various circumstances in which attorneys’ fees expended in earlier litigation are collectible as damages for a proven legal injury. As the district court reasoned, treating fees in separate lawsuits as damages where the RAND commitment is breached “makes particular sense in light of the purpose of the RAND commitment, which is to encourage widespread adoption of the standard.” That purpose would be substantially defeated if adopting the standard “would expose [potential 494implementors] to bad faith injunctive relief claims and they were forced to absorb the cost of defending themselves.”

Enforcing the implied covenant of good faith and fair dealing in commercial contracts through tort-like remedies, including attorneys’ fees, is appropriate where, as here, the contract is “characterized by elements of public interest.” See Matthew J. Barrett, Note, “Contort”: Tortious Breach of the Implied Covenant of Good Faith and Fair Dealing in Noninsurance, Commercial Contracts — Its Existence and Desirability, 60 Notre Dame L. Rev. 510, 518, 528 n.104 (1985). Washington courts, for example, award fees for an insurer’s failure to defend in part because the award “will encourage the prompt payment of claims.” Olympic S.S. Co., 811 P.2d at 681. Washington also views breach of the duty to defend — for which it awards attorneys’ fees as damages — as essentially a breach of the contractual duty of good faith and fair dealing. See Edmonson v. Popchoi, 256 P.3d 1223, 1229 (Wash. 2011) (en banc). The purposes to be served by awarding Microsoft the fees incurred defending against Motorola’s infringement suits mirror the purposes for which Washington courts have awarded attorneys’ fees as damages.

In sum, we agree with the district court that, where a party’s injunctive actions to enforce a RAND-encumbered patent violate the duty of good faith and fair dealing, Washington courts would allow the damages awarded to include the attorneys’ fees and costs expended to defend against the injunction action.

III. CONCLUSION

With the parties’ consent, the district court conducted a lengthy, thorough bench trial on the RAND rate and range. The court analyzed that evidence in its exhaustive findings of fact and conclusions of law, in a manner consistent with the Federal Circuit’s recent approach to establishing damages in the RAND context. The court’s factual findings were properly admitted at the jury trial. The jury’s verdict was supported by substantial evidence, and its damages award was proper.

* * *

Questions

1. General Discussion Questions

1.1 Are SSOs pro-competitive?

1.2 How can antitrust law contribute to fair competition in SSOs?

1.3 What role should the government play in making sure there is fair competition in SSOs?

1.4 What are the advantages and disadvantages of a SSO’s allowing members to charge royalties for patents that read on standards (compare IEEE with W3C)? What behavior does a mandatory zero royalty approach promote?

1.5 For SSOs such as IEEE that require FRAND, how do FRAND terms get established? What does it mean for license terms to be “reasonable” and “nondiscriminatory”? Can the SSO play a role in establishing FRAND terms such as royalties?
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1.6 To what extent should SSO participants be required to disclose patents and patent applications? What level of knowledge of the patents seems appropriate (e.g., constructive knowledge, actual knowledge, duty to search, etc.)?

1.7 What is the difference between open standards and open source? Do these intersect in any ways?

1.8 What should governments require of software standards when they procure software for government use?

1.9 Should governments initiate and drive standardization or should the private sector?

2. Litigation Questions

2.1 Who can enforce the patent policy of a SSO, including any FRAND licensing obligations?

2.2 If a participant violates a SSO patent policy, what causes of action can the plaintiff bring (statutory and common law)? What defense can the defendant raise? What evidence will be brought to bear by plaintiff and defendant? In what forums could a plaintiff bring such claims?

2.3 What remedies would be available for failure to disclose patents? For failure to license on FRAND terms?

3. Business Law Questions

3.1 How would you advise a software company with a large patent portfolio who is considering joining W3C? What are the costs and benefits of participating versus not participating?

3.2 What best practices and corporate policies would you recommend for companies participating in SSOs?

3.3 If you were legal counsel for a SSO, how do you create a patent policy that is binding on its members?

3.4 If you were legal counsel for a SSO, what organizational form would you recommend?

3.5 If you were representing an open source software developer, what advice would you give about its participation in SSOs?

3.6 If you were representing a SSO participant, how would you advise on the breadth of coverage of the specification? Should it cover a broad or narrow range of technical features?

Exercises

1. A Non-technical Standards Organization

Members of the cake industry believe that it would be beneficial to specify a basic standard cake recipe (“Recipe”) so that industry members can sell complementary products and services. The organization formed to create the 496Recipe is called the Basic Cake Consortium (“BCC”). BCC’s patent policy requires disclosure of all patents and patent applications that would be essential to implementing the Recipe. BCC favors zero royalty patent licenses but will permit RAND patent licensing in extraordinary circumstances.

Currently, BCC is meeting in 2 subgroups. Students serve as the representative of each of the participants in the subgroups as described below. Students should meet in the subgroups, negotiating with each other to try to come up with an agreed standard Recipe:

Sub-Group 1

• Big Sugar Board — Represents sugar processors that sell sugar of all kinds from all sources of sugar;

• Cane Sugar Coop — Represents farmers who produce sugar only from sugar cane; Cane Sugar Coop holds patents on most varieties of sugar cane plants;

• Good Sugar Group — Represents farmers who sell only fair trade, organic, unprocessed sugar; Good Sugar Group has filed a patent application on a method of organic fertilizing that produces high-yielding sugar beets;

• Diabetics Action Network — Advocacy group for people with diabetes.

Sub-Group 2

• Big Butter Board — Represents the nation’s largest manufacturers of butter; Big Butter Board has filed a patent application on a process for producing olive oil that tastes like butter;

• Tillamook Dairy Farmers Association — Represents small family-owned dairy farmers from Tillamook County Oregon;

• Better-Than-Butter Alliance — Represents producers of margarine, shortening, vegetable oil, and other substitutes for butter; the Alliance holds patents on butter substitutes that work best in baked goods;

• Healthy Food Forum — Represents consumers and health professionals who strive to encourage consumption of healthy foods.

2. Open Standards

“There is perhaps no phrase in standards development less susceptible to a common definition than the deceptively simple words, ‘open standards.’”4

Patrick Gerenuk Samburu has just been appointed as the chief procurement officer for the government of Kenya. His goal is to acquire computing solutions for government use that are both low cost and high quality. One of Samburu’s 497associates urged him to adopt a policy of procuring only software based on open standards. First, draft a set of principles for Samburu that define open standards in a way that accomplishes Samburu’s goals. Next, vet those principles with representatives from Apple, Google, IBM, Linux Foundation, and Microsoft.






	1. The recent decision by the Federal Circuit in Atari Games Corp. v. Nintendo of America, Inc., 975 F.2d 832 (Fed. Cir. 1992), which discusses a number of the issues we decide here, is consistent both with our analysis and the result we reach.


	2. Actually, this is all a bit metaphorical. Computer programs don’t actually go anywhere or fetch anything. Rather, the game engine receives the player’s instruction as to which game level to select and instructs the processor to access the MAP file corresponding to that level. The MAP file, in turn, consists of a series of instructions indicating which art images go where. When the MAP file calls for a particular art image, the game engine tells the processor to access the art library for instructions on how each pixel on the screen must be colored in order to paint that image.


	3. Of course, transformative works have greater recourse to the fair use defense as they “lie at the heart of the fair use doctrine’s guarantee of breathing space with the confines of copyright. . . and the more transformative the new work, the less will be the significance of other factors, like commercialization, that may weight against a finding of fair use. Campbell, 510 U.S. at 579. N/I can hardly be described as transformative; anything but.


	4. We would have no reason to sever the limitation from the license; the limitation is plainly stated in the User License, unambiguous, and not the least bit unreasonable. Indeed, it is precisely the sort of term we would expect to see in such a license.


	5. The factors for determining fair use include:

(1) the purpose and character of the use, including whether such use is of a commercial nature or is for nonprofit educational purposes;

(2) the nature of the copyrighted work;

(3) the amount and substantiality of the portion used in relation to the copyrighted work as a whole; and

(4) the effect of the use upon the potential market for or value of the copyrighted work. 17 U.S.C. §107.


	6. Connectix offers evidence that it attempted to gain access to the functionality of the Sony BIOS by attaching a “logic analyzer” to the input and output leads of the chip on which the Sony BIOS was located within the PlayStation console. This form of observation does not appear to require the making of an intermediate copy, but was of limited value because it permitted the observation of inter-chip, but not intra-chip signals. Sony does not suggest that this form of observation alone would have permitted Connectix engineers to gain access to the functional elements of the Sony BIOS.


	1. Other aspects of this case are explored in Chapter 9.


	2. James Surowiecki, Turn of the Century, WIRED, Jan. 2002, at 85.


	3. Rambus notes that Manual 21-I was only adopted after JEDEC approved the SDRAM standard; the Manual came in October 1993 after JC 42.3 approved the SDRAM standard in March 1993 and JEDEC’s governing body adopted it that May. But we will assume arguendo that the Commission could reasonably find that this new policy language merely formalized a preexisting understanding.


	4. Andrew Undergrove, Openness and Legitimacy in Standards Development, 11 STANDARDS TODAY 1 (Nov. 2012).
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· Chapter · 9 Boundaries of Protection

I. INTRODUCTION

Legal protection for software has its limits. Some of the limits are inherent in intellectual property itself. Copyright cannot protect the functional parts of software. Trademark cannot protect the functional parts of software either. Copyright fair use also limits protection, particularly in the case of copying done to discover information needed for interoperability purposes. Trade secrets can protect many of the functional aspects of software, but this protection is limited by the need to maintain secrecy, which can be challenging in an industry based on collaboration and partnership and where products are available on the Internet and in the mass market. Patentability of software, while a good fit in many ways, presents challenges because software often cuts close to presenting a pure idea or runs into obviousness issues. Contracts play a role in protection but are limited because they are bilateral in nature and, when introduced as standard forms in the mass market, present enforceability challenges.

Legal protection for software runs up against other boundaries as well. This chapter addresses three of the most important ones: copyright misuse, antitrust, and federal law preemption. Often, these boundaries arise out of the use of contracts with intellectual property, as illustrated in two misuse cases, Lasercomb v. Reynolds and Apple v. Psystar, and in the United States v. Microsoft, Novell v. Microsoft, and Wallace v. IBM antitrust cases. This chapter examines the preemption boundary both in a run-of-the-mill intellectual property/contract setting in the National Car Rental v. Computer Associates and Davidson & Associates v. Jung cases and in the context of a state statute in the Vault v. Quaid Software case. Finally, this chapter presents a limitation on copyright protection contained in Section 117(c) of the Copyright Act for the repair and maintenance of computer systems.
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II. COPYRIGHT MISUSE

LASERCOMB AMERICA, INC. v. REYNOLDS

911 F.2d 970 (4th Cir. 1990)

SPROUSE, Circuit Judge.

I

Facts and Proceedings Below

Appellants and defendants below are Larry Holliday, president and sole shareholder of Holiday Steel Rule Die Corporation (Holiday Steel), and Job Reynolds, a computer programmer for that company. Appellee is Lasercomb America, Inc. (Lasercomb), the plaintiff below. Holiday Steel and Lasercomb were competitors in the manufacture of steel rule dies that are used to cut and score paper and cardboard for folding into boxes and cartons. Lasercomb developed a software program, Interact, which is the object of the dispute between the parties. Using this program, a designer creates a template of a cardboard cutout on a computer screen and the software directs the mechanized creation of the conforming steel rule die.

In 1983, before Lasercomb was ready to market its Interact program generally, it licensed four prerelease copies to Holiday Steel which paid $35,000 for the first copy, $17,500 each for the next two copies, and $2,000 for the fourth copy. Lasercomb informed Holiday Steel that it would charge $2,000 for each additional copy Holiday Steel cared to purchase. Apparently ambitious to create for itself an even better deal, Holiday Steel circumvented the protective devices Lasercomb had provided with the software and made three unauthorized copies of Interact which it used on its computer systems. Perhaps buoyed by its success in copying, Holiday Steel then created a software program called “PDS-1000,” which was almost entirely a direct copy of Interact, and marketed it as its own CAD/CAM die-making software. These infringing activities were accomplished by Job Reynolds at the direction of Larry Holliday.

There is no question that defendants engaged in unauthorized copying, and the purposefulness of their unlawful action is manifest from their deceptive practices. For example, Lasercomb had asked Holiday Steel to use devices called “chronoguards” to prevent unauthorized access to Interact. Although defendants had deduced how to circumvent the chronoguards and had removed them from their computers, they represented to Lasercomb that the chronoguards were in use. Another example of subterfuge is Reynolds’ attempt to modify the PDS-1000 program output so it would present a different appearance than the output from Interact.…

Holliday and Reynolds raise several issues on appeal. They do not dispute that they copied Interact, but they contend that Lasercomb is barred from recovery for infringement by its concomitant culpability. They assert that, assuming Lasercomb had a perfected copyright, it impermissibly abused it. This assertion of the “misuse of copyright” defense is based on language in Lasercomb’s standard licensing agreement, restricting licensees from creating any of their own CAD/CAM die-making software….
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II

Misuse of Copyright Defense

A successful defense of misuse of copyright bars a culpable plaintiff from prevailing on an action for infringement of the misused copyright. Here, appellants claim Lasercomb has misused its copyright by including in its standard licensing agreement clauses which prevent the licensee from participating in any manner in the creation of computer-assisted die-making software. The offending paragraphs read:

D.Licensee agrees during the term of this Agreement that it will not permit or suffer its directors, officers and employees, directly or indirectly, to write, develop, produce or sell computer assisted die making software.

E. Licensee agrees during the term of this Agreement and for one (1) year after the termination of this Agreement, that it will not write, develop, produce or sell or assist others in the writing, developing, producing or selling computer assisted die making software, directly or indirectly without Lasercomb’s prior written consent. Any such activity undertaken without Lasercomb’s written consent shall nullify any warranties or agreements of Lasercomb set forth herein.

The “term of this Agreement” referred to in these clauses is ninety-nine years.

Defendants were not themselves bound by the standard licensing agreement. Lasercomb had sent the agreement to Holiday Steel with a request that it be signed and returned. Larry Holliday, however, decided not to sign the document, and Lasercomb apparently overlooked the fact that the document had not been returned. Although defendants were not party to the restrictions of which they complain, they proved at trial that at least one Interact licensee had entered into the standard agreement, including the anticompetitive language.…

A. Does a “Misuse of Copyright” Defense Exist?

The misuse of a patent is a potential defense to suit for its infringement, and both the existence and parameters of that body of law are well established. Although there is little case law on the subject, courts from time to time have intimated that the similarity of rationales underlying the law of patents and the law of copyrights argues for a defense to an infringement of copyright based on misuse of the copyright. E.g., United States v. Loew’s, Inc., 371 U.S. 38, 44-51 (1962); United States v. Paramount Pictures, Inc., 334 U.S. 131, 157-59 (1948); Mitchell Bros. Film Group v. Cinema Adult Theater, 604 F.2d 852, 865 & n.27 (5th Cir. 1979), cert. denied, 445 U.S. 917 (1980). The origins of patent and copyright law in England, the treatment of these two aspects of intellectual property by the framers of our Constitution, and the later statutory and judicial development of patent and copyright law in this country persuade us that parallel public policies underlie the protection of both types of intellectual property rights. We think these parallel policies call for application of the misuse defense to copyright as well as patent law.…

3. The “Misuse of Copyright” Defense

Although the patent misuse defense has been generally recognized since Morton Salt, it has been much less certain whether an analogous copyright misuse defense exists. This uncertainty persists because no United States Supreme Court decision has firmly established 502a copyright misuse defense in a manner analogous to the establishment of the patent misuse defense by Morton Salt. The few courts considering the issue have split on whether the defense should be recognized, and we have discovered only one case which has actually applied copyright misuse to bar an action for infringement. M. Witmark & Sons v. Jensen, 80 F. Supp. 843 (D. Minn. 1948), appeal dismissed, 177 F.2d 515 (8th Cir. 1949).

We are of the view, however, that since copyright and patent law serve parallel public interests, a “misuse” defense should apply to infringement actions brought to vindicate either right. As discussed above, the similarity of the policies underlying patent and copyright is great and historically has been consistently recognized. Both patent law and copyright law seek to increase the store of human knowledge and arts by rewarding inventors and authors with the exclusive rights to their works for a limited time. At the same time, the granted monopoly power does not extend to property not covered by the patent or copyright. Morton Salt, 314 U.S. at 492; cf. Baker v. Selden, 101 U.S. 99 (1880).

Thus, we are persuaded that the rationale of Morton Salt in establishing the misuse defense applies to copyrights. In the passage from Morton Salt quoted above, the phraseology adapts easily to a copyright context:


The grant to the [author] of the special privilege of a [copyright] carries out a public policy adopted by the Constitution and laws of the United States, “to promote the Progress of Science and useful Arts, by securing for limited Times to [Authors]… the exclusive Right…” to their [“original” works]. United States Constitution, Art. I, §8, cl. 8, [17 U.S.C.A. §102]. But the public policy which includes [original works] within the granted monopoly excludes from it all that is not embraced in the [original expression]. It equally forbids the use of the [copyright] to secure an exclusive right or limited monopoly not granted by the [Copyright] Office and which it is contrary to public policy to grant.



Having determined that “misuse of copyright” is a valid defense, analogous to the misuse of patent defense, our next task is to determine whether the defense should have been applied by the district court to bar Lasercomb’s infringement action against the defendants in this case.

B. The District Court’s Finding that the Anticompetitive Clauses Are Reasonable

Lasercomb undoubtedly has the right to protect against copying of the Interact code. Its standard licensing agreement, however, goes much further and essentially attempts to suppress any attempt by the licensee to independently implement the idea which Interact expresses. The agreement forbids the licensee to develop or assist in developing any kind of computer-assisted die-making software. If the licensee is a business, it is to prevent all its directors, officers and employees from assisting in any manner to develop computer-assisted die-making software. Although one or another licensee might succeed in negotiating out the noncompete provisions, this does not negate the fact that Lasercomb is attempting to use its copyright in a manner adverse to the public policy embodied in copyright law, and that it has succeeded in doing so with at least one licensee. See supra note 8 and accompanying text. Cf. Berlenbach v. Anderson & Thompson Ski Co., 329 F.2d 782, 784-85 (9th Cir.), cert. denied, 379 U.S. 830 (1964).
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The language employed in the Lasercomb agreement is extremely broad. Each time Lasercomb sells its Interact program to a company and obtains that company’s agreement to the noncompete language, the company is required to forego utilization of the creative abilities of all its officers, directors and employees in the area of CAD/CAM die-making software. Of yet greater concern, these creative abilities are withdrawn from the public. The period for which this anticompetitive restraint exists is ninety-nine years, which could be longer than the life of the copyright itself.

We previously have considered the effect of anticompetitive language in a licensing agreement in the context of patent misuse. Compton v. Metal Products, Inc., 453 F.2d 38 (4th Cir. 1971), cert. denied, 406 U.S. 968 (1972). Compton had invented and patented coal auguring equipment. He granted an exclusive license in the patents to Joy Manufacturing, and the license agreement included a provision that Compton would not “engage in any business or activity relating to the manufacture or sale of equipment of the type licensed hereunder” for as long as he was due royalties under the patents. Suit for infringement of the Compton patents was brought against Metal Products, and the district court granted injunctive relief and damages. On appeal we held that relief for the infringement was barred by the misuse defense, stating:


The need of Joy to protect its investment does not outweigh the public’s right under our system to expect competition and the benefits which flow therefrom, and the total withdrawal of Compton from the mining machine business…everywhere in the world for a period of 20 years unreasonably lessens the competition which the public has a right to expect, and constitutes misuse of the patents.



Id. at 45. Cf. Berlenbach, supra (applying misuse doctrine where license to sell patented ski bindings prohibited licensee from manufacturing or selling any competing ski binding).

We think the anticompetitive language in Lasercomb’s licensing agreement is at least as egregious as that which led us to bar the infringement action in Compton, and therefore amounts to misuse of its copyright. Again, the analysis necessary to a finding of misuse is similar to but separate from the analysis necessary to a finding of antitrust violation. The misuse arises from Lasercomb’s attempt to use its copyright in a particular expression, the Interact software, to control competition in an area outside the copyright, i.e., the idea of computer-assisted die manufacture, regardless of whether such conduct amounts to an antitrust violation.

C. The Effect of Appellants Not Being Party to the Anticompetitive Contract

In its rejection of the copyright misuse defense, the district court emphasized that Holiday Steel was not explicitly party to a licensing agreement containing the offending language. However, again analogizing to patent misuse, the defense of copyright misuse is available even if the defendants themselves have not been injured by the misuse. In Morton Salt, the defendant was not a party to the license requirement that only Morton-produced salt tablets be used with Morton’s salt-depositing machine. Nevertheless, suit against defendant for infringement of Morton’s patent was barred on public policy grounds. Similarly, in Compton, even though the defendant Metal Products was not a party to the license agreement that restrained competition by Compton, suit against Metal Products was barred because of the 504public interest in free competition. See also Hensley Equip. Co., 383 F.2d at 261; cf. Berlenbach, 329 F.2d at 784-85.

Therefore, the fact that appellants here were not parties to one of Lasercomb’s standard license agreements is inapposite to their copyright misuse defense. The question is whether Lasercomb is using its copyright in a manner contrary to public policy, which question we have answered in the affirmative.

In sum, we find that misuse of copyright is a valid defense, that Lasercomb’s anticompetitive clauses in its standard licensing agreement constitute misuse of copyright, and that the defense is available to appellants even though they were not parties to the standard licensing agreement. Holding that Lasercomb should have been barred by the defense of copyright misuse from suing for infringement of its copyright in the Interact program, we reverse the injunction and the award of damages for copyright infringement.1

Because of this holding, we do not reach the other defenses to copyright infringement advanced by appellants.

Although we find misuse of copyright, we reject the contention of appellants — that they should recover attorney fees from Lasercomb under 17 U.S.C. §505 because Lasercomb brought this action in bad faith. Given the conduct of defendants and the obscurity of their defenses, we find such a position completely untenable.

* * *

APPLE, INC. v. PSYSTAR CORP.

658 F.3d 1150 (9th Cir. 2011)

SCHROEDER, Circuit Judge.

….

I. BACKGROUND

Apple launched its Macintosh line of personal computers in 1984. This line of computers has included Mac Pro, iMac, Mac Mini, MacBook, MacBook Air, and MacBook Pro. Apple launched its Mac OS X operating system in 2001. Apple now sells all Mac computers with a preinstalled, licensed copy of Mac OS X. Apple’s SLA requires that the Mac OS X be used exclusively on Apple computers. Apple also separately distributes Mac OS X in a stand-alone, retail-packaged DVD with licensed software for the sole purpose of enabling Apple’s existing customers to upgrade their Mac computers to the latest version of the operating system. Apple owns a registered copyright for each version of its operating system and the SLA for each requires the system to be used only on Apple computers.

In addition to the SLA and the copyrights, Apple uses lock-and-key technological measures to prevent Mac OS X from operating on non-Apple computers. This involves the use of a “kernel” extension, which is software that is executed and becomes part of the operating 505system on an Apple computer. The kernel extension communicates with other kernel extensions to locate the decryption keys in Apple hardware, and to unlock the encrypted files.

In April 2008, Psystar began manufacturing and selling personal computers — originally named “OpenMac” and then renamed “Open Computers.” Psystar’s Open Computers can run a variety of operating systems, but Psystar has chosen to sell Open Computers with Mac OS X. To do so, Psystar purchased a copy of Mac OS X, installed this copy of Mac OS X on a Mac Mini computer, and downloaded various software updates, using the automatic-update feature of Mac OS X. Psystar then imaged the Mac Mini with the OS X software, i.e., made a copy of the software, and transferred the copy to a non-Apple computer used as an imaging station. Psystar then added its own bootloader and kernel extensions to the Mac OS X on the imaging station, and this copy became the “master image.” Psystar used this imaging station to reproduce the master image and install it on Open Computers for sale to the general public. Finally, Psystar shipped Open Computers with a copy of the master image installed, and with an unopened copy of Mac OS X, which Psystar purchased from Apple or third-party vendors such as Amazon, in the box. The unopened copy enabled Psystar to maintain it had purchased a copy of Mac OS X for each computer it sold, but the computer actually was to run on the copy of the altered Mac OS X installed in the Psystar computer.

On July 3, 2008, Apple filed this action against Psystar in the Northern District of California, alleging breach and induced breach of its SLA for Mac OS X, direct and contributory copyright infringement, trademark and trade dress infringement, and violation of state and common law unfair competition laws. Apple later amended its complaint to add a DMCA claim arising from Psystar’s circumvention of the technological protection measures employed by Apple to prevent unauthorized access to and copying of Mac OS X.

Psystar asserted a counterclaim for a declaratory judgment that Apple was misusing its copyright in Mac OS X by requiring purchasers to run their copies only on Apple computers. The district court dismissed an earlier antitrust counterclaim that Psystar filed with its initial answer to the original complaint. That ruling is not appealed.

In August of 2009, Apple released its next version of Mac OS X — Mac OS X Snow Leopard (“Snow Leopard”); Psystar, in turn, released a new version of Open Computers, Rebel EFI, which was capable of running Snow Leopard. On August 27, Psystar sued Apple in the Southern District of Florida, alleging new antitrust claims and seeking a declaratory judgment that its products did not infringe Apple’s intellectual property in Snow Leopard.

Both parties then filed cross motions for summary judgment. On November 13, 2009 the district court granted Apple’s motion for summary judgment, finding that 1) Psystar’s production process and hard drive imaging did not constitute fair use of Apple’s operating system; 2) Psystar infringed Apple’s exclusive right to create derivative works; 3) Apple’s licensing agreement was not unduly restrictive and thus did not constitute copyright misuse; and 4) Psystar’s use of decryption software to obtain access to operating system violated the DMCA.

The district court then, in a second published opinion, issued a permanent injunction against Psystar, enjoining all current and future infringement of Apple’s Mac OS X software and the manufacture or sale of any device to circumvent Apple’s software production. See Apple II, 673 F. Supp. 2d at 948-49. The court ruled in favor of Apple in its legal argument on copyright infringement and found that Apple would suffer irreparable harm if an injunction 506did not issue. The court found that the Apple software did not work well on Psystar computers and was causing Apple a loss of business reputation. “With respect to its brand, business reputation, and goodwill, Apple has put forth significant evidence, undisputed by Psystar, that its investment in and commitment to high standards of quality control and customer service would be irreparably harmed if Psystar’s illegal activities were allowed to continue.” Id.

This appeal by Psystar followed. The principal issue is whether the district court erred when it rejected Psystar’s defense of copyright misuse.

II. PSYSTAR’S AFFIRMATIVE DEFENSE OF COPYRIGHT MISUSE

Psystar contends that Apple misused its copyright in Mac OS X in two ways. Psystar first contends that Apple misused its copyright by asserting invalid claims of copyright infringement in this case. We find this contention entirely unpersuasive, however, given that Psystar does not appeal the district court’s findings of infringement of Apple’s valid copyright in Mac OS X.

Psystar’s main contention of misuse is aimed at Apple’s requirement that licensees of Mac OS X run their copies only on Apple computers. The relevant section of Apple’s SLA for Mac OS X provides,

This License allows you to install, use and run one (1) copy of the Apple Software on a single-Apple-labeled computer at a time. You agree not to install, use or run the Apple Software on any non-Apple labeled computer, or to enable others to do so.

Psystar contends that this language barring use of the Apple software on non-Apple computers impermissibly extends the reach of Apple’s copyright and constitutes misuse. We conclude that the district court correctly ruled that Apple had not engaged in copyright misuse. As we will explain, this is principally because its licensing agreement was intended to require the operating system to be used on the computer it was designed to operate, and it did not prevent others from developing their own computer or operating systems. These licensing agreements were thus appropriately used to prevent infringement and control use of the copyrighted material.

A. Software licensing agreements, rather than sales, have become ubiquitous in the software industry because they enable the licensor to control the use of the copyrighted material.

To understand why license agreements, rather than sales, have become the predominate form of the transfer of rights to use copyrighted software material, it is necessary to understand the legal principle that applies when copyrighted works are not licensed, but sold: the “first sale doctrine.” The first sale doctrine allows owners of copies of copyrighted works to resell their copies without restriction.

The doctrine was first recognized by the Supreme Court in Bobbs-Merrill Co. v. Straus, 210 U.S. 339, 28 S. Ct. 722, 52 L. Ed. 1086 (1908). At issue in Bobbs-Merrill was the exclusive right of a copyright owner to restrict the resale terms of its copyrighted material. The Supreme Court interpreted the then copyright statute’s “sole right to vend” to bar a publisher from restricting future sales of a book by placing a notice on the book’s cover that limited resale to $1 or more. Id. at 350, 28 S. Ct. 722. Congress codified the first sale doctrine in the 1909 Copyright Act, see 17 U.S.C. §41 (1909), and then refined the doctrine in the 1976 Copyright 507Act and its subsequent amendments. See 17 U.S.C. §109 (2008). As currently constituted, the doctrine exempts subsequent owners who then sell a legitimate copy of a copyrighted work from claims of infringing the original owner’s exclusive distribution rights:


Notwithstanding the provisions of Section 106(3), the owner of a particular copy or phonorecord lawfully made under this title, or any person authorized by such owner, is entitled, without the authority of the copyright owner, to sell or otherwise dispose of the possession of that copy or phonorecord.



Id. at §109(a). Thus, once a publisher sells a valuable, vellum-bound volume, for example, it forfeits its exclusive distribution privilege and enables the buyer, the new owner of the volume, to resell the copy to another buyer. See 2 MELVILLE B. NIMMER & DAVID NIMMER, NIMMER ON COPYRIGHT §8.12[B][1][d] (rev. ed. 2010).

The statute specifically excludes the doctrine’s application, however, when the copy is transferred through “rental, lease, loan, or otherwise, without acquiring ownership of it.” 17 U.S.C. at §109(d). Thus, the first sale doctrine does not apply to a licensee. See Vernor v. Autodesk, Inc., 621 F.3d 1102, 1107-08 (9th Cir. 2010) (“The first sale doctrine does not apply to a person who possesses a copy of the copyrighted work without owning it, such as a licensee.”).

Our court’s application of §109(d) in Vernor not only reconciled our prior cases and avoided a possible disagreement with the Federal Circuit, but also constituted a significant validation of license restrictions on transfer and use of software.

B. Licensees have reacted to the proliferation of software licensing agreements by asking the courts to apply copyright misuse defense to limit the scope of such agreements.

Copyright misuse is a judicially crafted affirmative defense to copyright infringement, derived from the long-standing existence of such a defense in patent litigation. The patent misuse defense was originally recognized by the Supreme Court in 1942, in holding that the owner of the patent on a salt tablet machine could not require licensees to use only unpatented salt tablets sold by the patent owner. Morton Salt Co. v. G.S. Suppiger Co., 314 U.S. 488, 62 S. Ct. 402, 86 L. Ed. 363 (1942). The Court held that this improper tying of a patented product and an unpatented product constituted misuse, and prohibited the patent holder from maintaining infringement actions until the patent holder ceased misuse of the patent. Id. at 493, 62 S. Ct. 402 (“Where the patent is used as a means of restraining competition with the patentee’s sale of an unpatented product…[e]quity may rightly withhold its assistance from such a use of the patent by declining to entertain a suit for infringement [until] the improper practice has been abandoned and [the] consequences of the misuse of the patent have been dissipated.”).

In 1990, the Fourth Circuit became the first federal circuit to extend the misuse rationale to copyrights. See Lasercomb Am., Inc. v. Reynolds, 911 F.2d 970, 972 (4th Cir. 1990).

Subsequently, our court recognized the existence of a copyright misuse doctrine. See, e. g., Altera Corp. v. Clear Logic, Inc., 424 F.3d 1079, 1090 (9th Cir. 2005); Practice Mgmt. Info. Corp. v. Am. Med. Ass’n, 121 F.3d 516, 521 (9th Cir. 1997), amended by 133 F.3d 1140 (9th Cir. 1998). In Altera, we made it clear that the defense is not a defense to state law claims, and in A&M Records v. Napster, Inc., 239 F.3d 1004 (9th Cir. 2001), we rejected the applicability of 508the defense on the merits, upholding, in the circumstances of that case, the district court’s conclusion that there was actionable copyright infringement.

We have thus applied the doctrine sparingly. The doctrine did not apply in Altera when there had been no allegation of copyright infringement. 424 F.3d at 1090. In Napster, we observed that the plaintiffs who sought to enjoin unlicensed use of copyrighted works were entitled to do so because they were not seeking to extend a copyright monopoly to other products or works. We described the purpose of the defense as preventing holders of copyrights “from leveraging their limited monopoly to allow them control of areas outside the monopoly.” Napster, 239 F.3d at 1026.

Our decision in Practice Management is the only case in which we upheld a copyright misuse defense. We did so because the copyright licensor in that case prevented the licensee from using any other competing product. 121 F.3d at 520-21. In Practice Management, a publisher and distributor of medical books was using a coding system developed by the American Medical Association (“AMA”) to enable physicians and others to identify particular medical procedures with precision. Id. Practice Management sued the AMA for a declaratory judgment that the AMA’s copyright in its coding system, the Physician’s Current Procedural Terminology (“CPT”), was not valid. Id. at 518. The CPT had become an industry standard, and the AMA had a licensing agreement that allowed the Health Care Financing Administration (“HCFA”) to use the AMA system. The agreement provided, however, that HCFA use only the AMA system. Id. at 520-21 (the agreement required “HCFA to use the AMA’s copyrighted coding system and prohibit[ed] HCFA from using any other.”).

We held this was copyright misuse, because the AMA was not entitled to use the license agreement to prevent the use of all competitor’s [sic] products. Id. at 521 (“Conditioning the license on HCFA’s promise not to use competitors’ products constituted a misuse of the copyright by the AMA.”). In recognizing clear abuse of the copyright, we observed that the AMA’s misuse was its limitation on the HCFA’s right to decide whether or not to use other systems as well. It was not necessary to decide whether the limitation, in the antitrust context, would have been reasonable or not. We said that “a defendant in a copyright infringement suit need not prove an antitrust violation to prevail on a copyright misuse defense.” Id. (citing Lasercomb, 911 F.2d at 978).

No such limitation existed in Triad Sys. Corp. v. Se. Express Co., 64 F.3d 1330 (9th Cir. 1995). We therefore rejected a copyright misuse defense and upheld the software licensing agreement. Id. at 1337. We held that there was no abuse where the copyright license did not prevent the licensee from developing competing software. Triad has significance for this case because we there adopted the Fourth Circuit’s view in Lasercomb that copyright misuse involves restraining development of competing products. See 911 F.2d at 978.

Triad, a hardware and software producer, brought a copyright infringement action against Southeastern, an independent service organization that services Triad hardware. Triad licensed its copyrighted operating and diagnostic software for use by its licensees in the operation of Triad computers. 64 F.3d at 1333. Triad’s software license agreement prohibited the licensee from making copies of the software and from allowing third parties to use the software. Id. Triad alleged that Southeastern infringed Triad’s copyrights when Southeastern’s technicians serviced a licensees’ [sic] computers, because, during servicing, Southeastern copied Triad’s operating and service software and loaded it into Southeastern memory. Id.
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Triad sought to enjoin Southeastern from servicing its computers because of the infringement. Southeastern asserted a copyright misuse defense, claiming Triad was trying to monopolize its computer maintenance. By restricting third-party use of its software, “Triad ha[d] used its intellectual property monopoly over Triad software to leverage its position in the Triad computer maintenance market.” Triad Sys. Corp. v. Southeastern Exp. Co., 1994 WL 446049, *3 n. 1 (N.D. Cal. Mar. 18, 1994). The district court rejected this argument and this court affirmed on appeal, holding that there was no attempt to stifle competition in the service software market. “Triad did not attempt to prohibit Southeastern or any other [independent service operator] from developing its own service software to compete with Triad.” Triad, 64 F.3d at 1337.

To the extent that Triad held that copying of software for purposes of servicing the computer was unlawful, it has been legislatively overruled. See 17 U.S.C. §117(c); see also Melissa A. Bogden, Note, Fixing Fixation: The RAM Copy Doctrine, 43 Ariz. St. L.J. 181, 19697 (2011). To the extent that its reasoning requires rejection of a misuse defense in contexts other than maintenance, its reasoning remains the law of the circuit. A software licensing agreement may reasonably restrict use of the software as long as it does not prevent the development of competing products.

C. Psystar’s Misuse Defense fails because it is an attempt to apply the First Sale Doctrine to a valid licensing agreement.

Psystar attempts to distinguish Triad from the present case by invoking the first sale doctrine. Psystar argues that Apple, unlike Triad, attempts to control the use of Mac OS X software after it has been sold, because Psystar purchased retail-packaged copies of the operating software. Psystar contends that while the copyright owner can refuse to sell copies, it cannot control their subsequent use. This argument falsely assumes that Apple transferred ownership of Mac OS X when it sold a retail-packaged DVD containing software designed to enable Apple’s existing customers to upgrade to the latest version of the operating system. The buyers of that DVD purchased the disc. They knew, however, they were not buying the software. Apple’s SLA clearly explained this.

The DVD purchasers were licensees, not owners, of the software. The Mac OS X SLA[ ] states that the software is “licensed, not sold, to [the customer] by Apple Inc. (Apple) for use only under the terms of this License.” Thus the SLA provides that Apple “retain[s] ownership of the Apple Software itself.” The SLA also imposes significant use and transfer restrictions, providing, inter alia, that a licensee may only run one copy and “may not rent, lease, lend, redistribute or sublicense the Apple Software.” Cf. Wall Data, 447 F.3d at 785 (“Generally, if the copyright owner makes it clear that she or he is granting only a license to the copy of software and imposes significant restrictions on the purchaser’s ability to redistribute or transfer that copy, the purchaser is considered a licensee, not an owner, of the software.”). The license thus satisfied Vernor’s three-factor test for demonstrating the existence of a licensor/licensee relationship. 621 F.3d at 1111.

Contrary to Psystar’s assertion, such licensing arrangements are also firmly rooted in the history of copyright law. While copyright owners may choose to simply exclude others from their work, i.e. not to transfer their rights, see Stewart v. Abend, 495 U.S. 207, 228-29, 110 S. Ct. 1750, 109 L. Ed. 2d 184 (1990); Fox Film Corp. v. Doyal, 286 U.S. 123, 127, 52 S. Ct. 546, 76 510L. Ed. 1010 (1932), courts have long held that copyright holders may also use their limited monopoly to leverage the right to use their work on the acceptance of specific conditions, see, e.g., Metro-Goldwyn-Mayer Distrib. Corp. v. Bijou Theatre Co., 59 F.2d 70, 77 (1st Cir. 1932) (holding that if a motion picture license is subject to the condition that its exhibition must occur at specified times and places, the licensee’s exhibitions at other times and places is without authority from the licensor and therefore constitutes copyright infringement).

….

The copyright misuse doctrine does not prohibit using conditions to control use of copyrighted material, but it does prevent copyright holders from using the conditions to stifle competition.

AFFIRMED in part, REMANDED in part. Costs are awarded to Apple.

* * *

Questions

1. General Discussion Questions

1.1 Would the court have reached the same result in Lasercomb if the license agreement had not been a standard form? Should it matter that Lasercomb had shown willingness to negotiate the terms of the standard form license?

1.2 Do you agree with the Lasercomb court’s position that the defendants can take advantage of the misuse defense even though they were not a party to the offending license agreement?

1.3 The Lasercomb court expresses concern that defendants’ creative abilities will be withdrawn from the public. Is that a genuine concern in this case? In the majority of cases involving mass market software?

1.4 The Lasercomb court draws on patent law to create a misuse defense for copyright. Is there anything about the nature of copyright that suggests the misuse defense is more necessary for patents than copyrights?

1.5 The court in Psystar suggests that the copyright misuse doctrine should be applied sparingly. Do you agree? Can you think of contexts in which courts should be encouraged to use misuse more aggressively?

2. Litigation Questions

2.1 The Lasercomb court brings license agreements with all of Lasercomb’s customers into play. How will that affect discovery?

2.2 What is the procedural posture of the case following a successful assertion of a misuse defense? What are the next steps litigation-wise?

2.3 If you were representing Lasercomb, what arguments would you make to offer the court less severe alternatives to the misuse defense?

2.4 Why did the court award Apple its costs in the Psystar case? What does this suggest about advising clients on litigation strategy?

511

3. Business Law Questions

3.1 How would you advise Lasercomb to purge its misuse? How would you advise a company with a worldwide mass market software business to purge its misuse (e.g., a company like Apple, Adobe, Google, or Microsoft)?

3.2 How would you advise Lasercomb to revise its licensing agreement and practices?

EXERCISE

Draft a memo advising Lasercomb’s management on how to revise its licensing agreement and practices. Then, with one student playing the role of the lawyer and one the role of a Lasercomb senior manager, discuss the legal advice contained in the memo.

III. ANTITRUST

UNITED STATES v. MICROSOFT CORP.

253 F. 3d 34 (D.C. Cir. 2001)

PER CURIAM

Microsoft Corporation appeals from judgments of the District Court finding the company in violation of §§1 and 2 of the Sherman Act and ordering various remedies.

The action against Microsoft arose pursuant to a complaint filed by the United States and separate complaints filed by individual States. The District Court determined that Microsoft had maintained a monopoly in the market for Intel compatible PC operating systems in violation of §2; attempted to gain a monopoly in the market for internet browsers in violation of §2; and illegally tied two purportedly separate products, Windows and Internet Explorer (“IE”), in violation of §1. United States v. Microsoft Corp., 87 F. Supp. 2d 30 (D.D.C. 2000) (“Conclusions of Law”). The District Court then found that the same facts that established liability under §§1 and 2 of the Sherman Act mandated findings of liability under analogous state law antitrust provisions. Id.

[The appeal of the remedies ordered by the District Court and the motion to disqualify the District Court judge for misconduct are omitted]

I. INTRODUCTION A.

Background

In July 1994, officials at the Department of Justice (“DOJ”), on behalf of the United States, filed suit against Microsoft, charging the company with, among other things, unlawfully maintaining a monopoly in the operating system market through anticompetitive terms in its licensing and software developer agreements. The parties subsequently entered into a consent decree, thus avoiding a trial on the merits. See United States v. Microsoft Corp., 56 F.3d 1448 (D.C. Cir. 1995) (“Microsoft I”). Three years later, the Justice Department filed a civil 512contempt action against Microsoft for allegedly violating one of the decree’s provisions. On appeal from a grant of a preliminary injunction, this court held that Microsoft’s technological bundling of IE 3.0 and 4.0 with Windows 95 did not violate the relevant provision of the consent decree. United States v. Microsoft Corp., 147 F.3d 935 (D.C. Cir. 1998) (“Microsoft II”). We expressly reserved the question whether such bundling might independently violate §§1 or 2 of the Sherman Act. Id. at 950 n.14.

On May 18, 1998, shortly before issuance of the Microsoft II decision, the United States and a group of State plaintiffs filed separate (and soon thereafter consolidated) complaints, asserting antitrust violations by Microsoft and seeking preliminary and permanent injunctions against the company’s allegedly unlawful conduct. The complaints also sought any “other preliminary and permanent relief as is necessary and appropriate to restore competitive conditions in the markets affected by Microsoft’s unlawful conduct.” Gov’t’s Compl. at 53, United States v. Microsoft Corp., No. 98-1232 (D.D.C. 1999). Relying almost exclusively on Microsoft’s varied efforts to unseat Netscape Navigator as the preeminent internet browser, plaintiffs charged four distinct violations of the Sherman Act: (1) unlawful exclusive dealing arrangements in violation of §1; (2) unlawful tying of IE to Windows 95 and Windows 98 in violation of §1; (3) unlawful maintenance of a monopoly in the PC operating system market in violation of §2; and (4) unlawful attempted monopolization of the internet browser market in violation of §2. The States also brought pendent claims charging Microsoft with violations of various State antitrust laws.

The District Court scheduled the case on a “fast track.” The hearing on the preliminary injunction and the trial on the merits were consolidated pursuant to Fed. R. Civ. P. 65(a)(2). The trial was then scheduled to commence on September 8, 1998, less than four months after the complaints had been filed. In a series of pretrial orders, the District Court limited each side to a maximum of 12 trial witnesses plus two rebuttal witnesses. It required that all trial witnesses’ direct testimony be submitted to the court in the form of written declarations. The District Court also made allowances for the use of deposition testimony at trial to prove subordinate or predicate issues. Following the grant of three brief continuances, the trial started on October 19, 1998.

After a 76-day bench trial, the District Court issued its Findings of Fact. United States v. Microsoft Corp., 84 F. Supp. 2d 9 (D.D.C. 1999) (“Findings of Fact”). This triggered two independent courses of action. First, the District Court established a schedule for briefing on possible legal conclusions, inviting Professor Lawrence Lessig to participate as amicus curiae. Second, the District Court referred the case to mediation to afford the parties an opportunity to settle their differences. The Honorable Richard A. Posner, Chief Judge of the United States Court of Appeals for the Seventh Circuit, was appointed to serve as mediator. The parties concurred in the referral to mediation and in the choice of mediator.

Mediation failed after nearly four months of settlement talks between the parties. On April 3, 2000, with the parties’ briefs having been submitted and considered, the District Court issued its conclusions of law. The District Court found Microsoft liable on the §1 tying and §2 monopoly maintenance and attempted monopolization claims, Conclusions of Law, at 35-51, while ruling that there was insufficient evidence to support a §1 exclusive dealing violation, id. at 51-54. As to the pendent State actions, the District Court found the State antitrust laws conterminous with §§1 and 2 of the Sherman Act, thereby obviating the need for further 513State-specific analysis. Id. at 54-56. In those few cases where a State’s law required an additional showing of intrastate impact on competition, the District Court found the requirement easily satisfied on the evidence at hand. Id. at 55.

Having found Microsoft liable on all but one count, the District Court then asked plaintiffs to submit a proposed remedy. Plaintiffs’ proposal for a remedial order was subsequently filed within four weeks, along with six supplemental declarations and over 50 new exhibits. In their proposal, plaintiffs sought specific conduct remedies, plus structural relief that would split Microsoft into an applications company and an operating systems company. The District Court rejected Microsoft’s request for further evidentiary proceedings and, following a single hearing on the merits of the remedy question, issued its Final Judgment on June 7, 2000. The District Court adopted plaintiffs’ proposed remedy without substantive change.

Microsoft filed a notice of appeal within a week after the District Court issued its Final Judgment. This court then ordered that any proceedings before it be heard by the court sitting en banc. Before any substantive matters were addressed by this court, however, the District Court certified appeal of the case brought by the United States directly to the Supreme Court pursuant to 15 U.S.C. §29(b), while staying the final judgment order in the federal and state cases pending appeal. The States thereafter petitioned the Supreme Court for a writ of certiorari in their case. The Supreme Court declined to hear the appeal of the Government’s case and remanded the matter to this court; the Court likewise denied the States’ petition for writ of certiorari. Microsoft Corp. v. United States, 530 U.S. 1301, 121 S. Ct. 25, 147 L. Ed. 2d 1048 (2000). This consolidated appeal followed.

B. Overview

Before turning to the merits of Microsoft’s various arguments, we pause to reflect briefly on two matters of note, one practical and one theoretical.

The practical matter relates to the temporal dimension of this case. The litigation timeline in this case is hardly problematic. Indeed, it is noteworthy that a case of this magnitude and complexity has proceeded from the filing of complaints through trial to appellate decision in a mere three years.

What is somewhat problematic, however, is that just over six years have passed since Microsoft engaged in the first conduct plaintiffs allege to be anti-competitive. As the record in this case indicates, six years seems like an eternity in the computer industry. By the time a court can assess liability, firms, products, and the marketplace are likely to have changed dramatically. This, in turn, threatens enormous practical difficulties for courts considering the appropriate measure of relief in equitable enforcement actions, both in crafting injunctive remedies in the first instance and reviewing those remedies in the second. Conduct remedies may be unavailing in such cases, because innovation to a large degree has already rendered the anticompetitive conduct obsolete (although by no means harmless). And broader structural remedies present their own set of problems, including how a court goes about restoring competition to a dramatically changed, and constantly changing, marketplace. That is just one reason why we find the District Court’s refusal in the present case to hold an evidentiary hearing on remedies — to update and flesh out the available information before seriously entertaining the possibility of dramatic structural relief — so problematic.

514

We do not mean to say that enforcement actions will no longer play an important role in curbing infringements of the antitrust laws in technologically dynamic markets, nor do we assume this in assessing the merits of this case. Even in those cases where forward-looking remedies appear limited, the Government will continue to have an interest in defining the contours of the antitrust laws so that law-abiding firms will have a clear sense of what is permissible and what is not. And the threat of private damage actions will remain to deter those firms inclined to test the limits of the law.

The second matter of note is more theoretical in nature. We decide this case against a backdrop of significant debate amongst academics and practitioners over the extent to which “old economy” §2 monopolization doctrines should apply to firms competing in dynamic technological markets characterized by network effects. In markets characterized by network effects, one product or standard tends towards dominance, because “the utility that a user derives from consumption of the good increases with the number of other agents consuming the good.” Michael L. Katz & Carl Shapiro, Network Externalities, Competition, and Compatibility, 75 Am. Econ. Rev. 424, 424 (1985). For example, “[a]n individual consumer’s demand to use (and hence her benefit from) the telephone network…increases with the number of other users on the network whom she can call or from whom she can receive calls.” Howard A. Shelanski & J. Gregory Sidak, Antitrust Divestiture in Network Industries, 68 U. Chi. L. Rev. 1, 8 (2001). Once a product or standard achieves wide acceptance, it becomes more or less entrenched. Competition in such industries is “for the field” rather than “within the field.” See Harold Demsetz, Why Regulate Utilities?, 11 J.L. & Econ. 55, 57 & n.7 (1968) (emphasis omitted).

In technologically dynamic markets, however, such entrenchment may be temporary, because innovation may alter the field altogether. See Joseph A. Schumpeter, Capitalism, Socialism and Democracy 81-90 (Harper Perennial 1976) (1942). Rapid technological change leads to markets in which “firms compete through innovation for temporary market dominance, from which they may be displaced by the next wave of product advancements.” Shelanski & Sidak, at 11-12 (discussing Schumpeterian competition, which proceeds “sequentially over time rather than simultaneously across a market”). Microsoft argues that the operating system market is just such a market.

Whether or not Microsoft’s characterization of the operating system market is correct does not appreciably alter our mission in assessing the alleged antitrust violations in the present case. As an initial matter, we note that there is no consensus among commentators on the question of whether, and to what extent, current monopolization doctrine should be amended to account for competition in technologically dynamic markets characterized by network effects. Compare Steven C. Salop & R. Craig Romaine, Preserving Monopoly: Economic Analysis, Legal Standards, and Microsoft, 7 Geo. Mason L. Rev. 617, 654-55, 663-64 (1999) (arguing that exclusionary conduct in high-tech networked industries deserves heightened antitrust scrutiny in part because it may threaten to deter innovation), with Ronald A. Cass & Keith N. Hylton, Preserving Competition: Economic Analysis, Legal Standards and Microsoft, 8 Geo. Mason L. Rev. 1, 36-39 (1999) (equivocating on the antitrust implications of network effects and noting that the presence of network externalities may actually encourage innovation by guaranteeing more durable monopolies to innovating winners). Indeed, there is some suggestion that the economic consequences of network 515effects and technological dynamism act to offset one another, thereby making it difficult to formulate categorical antitrust rules absent a particularized analysis of a given market. See Shelanski & Sidak, at 6-7 (“High profit margins might appear to be the benign and necessary recovery of legitimate investment returns in a Schumpeterian framework, but they might represent exploitation of customer lock-in and monopoly power when viewed through the lens of network economics…. The issue is particularly complex because, in network industries characterized by rapid innovation, both forces may be operating and can be difficult to isolate.”).

Moreover, it should be clear that Microsoft makes no claim that anticompetitive conduct should be assessed differently in technologically dynamic markets. It claims only that the measure of monopoly power should be different. For reasons fully discussed below, we reject Microsoft’s monopoly power argument.…

With this backdrop in mind, we turn to the specific challenges raised in Microsoft’s appeal.

II. MONOPOLIZATION

Section 2 of the Sherman Act makes it unlawful for a firm to “monopolize.” 15 U.S.C. §2. The offense of monopolization has two elements: “(1) the possession of monopoly power in the relevant market and (2) the willful acquisition or maintenance of that power as distinguished from growth or development as a consequence of a superior product, business acumen, or historic accident.” United States v. Grinnell Corp., 384 U.S. 563, 57071, 86 S. Ct. 1698, 16 L. Ed. 2d 778 (1966). The District Court applied this test and found that Microsoft possesses monopoly power in the market for Intel-compatible PC operating systems. Focusing primarily on Microsoft’s efforts to suppress Netscape Navigator’s threat to its operating system monopoly, the court also found that Microsoft maintained its power not through competition on the merits, but through unlawful means. Microsoft challenges both conclusions. We defer to the District Court’s findings of fact, setting them aside only if clearly erroneous. Fed. R. Civ. P. 52(a). We review legal questions de novo.

We begin by considering whether Microsoft possesses monopoly power, and finding that it does, we turn to the question whether it maintained this power through anticompetitive means. Agreeing with the District Court that the company behaved anticompetitively, and that these actions contributed to the maintenance of its monopoly power, we affirm the court’s finding of liability for monopolization.

A. Monopoly Power

While merely possessing monopoly power is not itself an antitrust violation, see Northeastern Tel. Co. v. AT&T, 651 F.2d 76, 84-85 (2d Cir. 1981), it is a necessary element of a monopolization charge, see Grinnell, 384 U.S. at 570, 86 S. Ct. 1698. The Supreme Court defines monopoly power as “the power to control prices or exclude competition.” United States v. E.I. du Pont de Nemours & Co., 351 U.S. 377, 391 (1956). More precisely, a firm is a monopolist if it can profitably raise prices substantially above the competitive level. 2A Phillip E. Areeda et al., Antitrust Law ¶501, at 85 (1995); cf. Ball Mem’l Hosp., Inc. v. Mut. Hosp. Ins., Inc., 784 F.2d 1325, 1335 (7th Cir. 1986) (defining market power as “the ability to cut back the market’s total output and so raise price”). Where evidence indicates that a firm has in fact profitably done so, the existence of monopoly power is clear. See Rebel Oil Co. v. Atl. Richfield 516Co., 51 F.3d 1421, 1434 (9th Cir. 1995); see also FTC v. Indiana Fed’n of Dentists, 476 U.S. 447, 460-61, 106 S. Ct. 2009, 90 L. Ed. 2d 445 (1986) (using direct proof to show market power in Sherman Act §1 unreasonable restraint of trade action). Because such direct proof is only rarely available, courts more typically examine market structure in search of circumstantial evidence of monopoly power. 2A Areeda et al., Antitrust Law ¶531a, at 156; see also, e.g., Grinnell, 384 U.S. at 571, 86 S. Ct. 1698. Under this structural approach, monopoly power may be inferred from a firm’s possession of a dominant share of a relevant market that is protected by entry barriers. See Rebel Oil, 51 F.3d at 1434. “Entry barriers” are factors (such as certain regulatory requirements) that prevent new rivals from timely responding to an increase in price above the competitive level. See S. Pac. Communications Co. v. AT&T, 740 F.2d 980, 1001-02 (D.C. Cir.1984).

The District Court considered these structural factors and concluded that Microsoft possesses monopoly power in a relevant market. Defining the market as Intel-compatible PC operating systems, the District Court found that Microsoft has a greater than 95% share. It also found the company’s market position protected by a substantial entry barrier. Conclusions of Law, at 36.

Microsoft argues that the District Court incorrectly defined the relevant market. It also claims that there is no barrier to entry in that market. Alternatively, Microsoft argues that because the software industry is uniquely dynamic, direct proof, rather than circumstantial evidence, more appropriately indicates whether it possesses monopoly power. Rejecting each argument, we uphold the District Court’s finding of monopoly power in its entirety.

1. Market Structure

a. Market definition

“Because the ability of consumers to turn to other suppliers restrains a firm from raising prices above the competitive level,” Rothery Storage & Van Co. v. Atlas Van Lines, Inc., 792 F.2d 210, 218 (D.C. Cir. 1986), the relevant market must include all products “reasonably interchangeable by consumers for the same purposes.” du Pont, 351 U.S. at 395, 76 S. Ct. 994. In this case, the District Court defined the market as “the licensing of all Intel-compatible PC operating systems worldwide,” finding that there are “currently no products — and…there are not likely to be any in the near future — that a significant percentage of computer users worldwide could substitute for [these operating systems] without incurring substantial costs.” Conclusions of Law, at 36. Calling this market definition “far too narrow,” Appellant’s Opening Br. at 84, Microsoft argues that the District Court improperly excluded three types of products: non-Intel compatible operating systems (primarily Apple’s Macintosh operating system, Mac OS), operating systems for non-PC devices (such as handheld computers and portal websites), and “middleware” products, which are not operating systems at all.

We begin with Mac OS. Microsoft’s argument that Mac OS should have been included in the relevant market suffers from a flaw that infects many of the company’s monopoly power claims: the company fails to challenge the District Court’s factual findings, or to argue that these findings do not support the court’s conclusions. The District Court found that consumers would not switch from Windows to Mac OS in response to a substantial price increase because of the costs of acquiring the new hardware needed to run Mac OS (an Apple computer and 517peripherals) and compatible software applications, as well as because of the effort involved in learning the new system and transferring files to its format. Findings of Fact ¶20. The court also found the Apple system less appealing to consumers because it costs considerably more and supports fewer applications. Id. ¶21. Microsoft responds only by saying: “the district court’s market definition is so narrow that it excludes Apple’s Mac OS, which has competed with Windows for years, simply because the Mac OS runs on a different microprocessor.” Appellant’s Opening Br. at 84. This general, conclusory statement falls far short of what is required to challenge findings as clearly erroneous. Pendleton v. Rumsfeld, 628 F.2d 102, 106 (D.C. Cir. 1980); see also Terry v. Reno, 101 F.3d 1412, 1415 (D.C. Cir. 1996) (holding that claims made but not argued in a brief are waived). Microsoft neither points to evidence contradicting the District Court’s findings nor alleges that supporting record evidence is insufficient. And since Microsoft does not argue that even if we accept these findings, they do not support the District Court’s conclusion, we have no basis for upsetting the court’s decision to exclude Mac OS from the relevant market.

Microsoft’s challenge to the District Court’s exclusion of non-PC based competitors, such as information appliances (handheld devices, etc.) and portal websites that host server-based software applications, suffers from the same defect: the company fails to challenge the District Court’s key factual findings. In particular, the District Court found that because information appliances fall far short of performing all of the functions of a PC, most consumers will buy them only as a supplement to their PCs. Findings of Fact ¶23. The District Court also found that portal websites do not presently host enough applications to induce consumers to switch, nor are they likely to do so in the near future. Id. ¶27. Again, because Microsoft does not argue that the District Court’s findings do not support its conclusion that information appliances and portal websites are outside the relevant market, we adhere to that conclusion.

This brings us to Microsoft’s main challenge to the District Court’s market definition: the exclusion of middleware. Because of the importance of middleware to this case, we pause to explain what it is and how it relates to the issue before us.

Operating systems perform many functions, including allocating computer memory and controlling peripherals such as printers and keyboards. See Direct Testimony of Frederick Warren-Boulton ¶20, reprinted in 5 J.A. at 3172-73. Operating systems also function as platforms for software applications. They do this by “exposing” — i.e., making available to software developers — routines or protocols that perform certain widely-used functions. These are known as Application Programming Interfaces, or “APIs.” See Direct Testimony of James Barksdale ¶70, reprinted in 5 J.A. at 2895-96. For example, Windows contains an API that enables users to draw a box on the screen. See Direct Testimony of Michael T. Devlin ¶12, reprinted in 5 J.A. at 3525. Software developers wishing to include that function in an application need not duplicate it in their own code. Instead, they can “call” — i.e., use — the Windows API. See Direct Testimony of James Barksdale ¶¶70-71, reprinted in 5 J.A. at 289597. Windows contains thousands of APIs, controlling everything from data storage to font display. See Direct Testimony of Michael Devlin ¶12, reprinted in 5 J.A. at 3525.

Every operating system has different APIs. Accordingly, a developer who writes an application for one operating system and wishes to sell the application to users of another must modify, or “port,” the application to the second operating system. Findings of Fact ¶4. This process is both time consuming and expensive. Id. ¶30.
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“Middleware” refers to software products that expose their own APIs. Id. ¶28; Direct Testimony of Paul Maritz ¶¶234-36, reprinted in 6 J.A. at 3727-29. Because of this, a middleware product written for Windows could take over some or all of Windows’s valuable platform functions — that is, developers might begin to rely upon APIs exposed by the middleware for basic routines rather than relying upon the API set included in Windows. If middleware were written for multiple operating systems, its impact could be even greater. The more developers could rely upon APIs exposed by such middleware, the less expensive porting to different operating systems would be. Ultimately, if developers could write applications relying exclusively on APIs exposed by middleware, their applications would run on any operating system on which the middleware was also present. See Direct Testimony of Avadis Tevanian, Jr. ¶45, reprinted in 5 J.A. at 3113. Netscape Navigator and Java — both at issue in this case — are middleware products written for multiple operating systems. Findings of Fact ¶28.

Microsoft argues that, because middleware could usurp the operating system’s platform function and might eventually take over other operating system functions (for instance, by controlling peripherals), the District Court erred in excluding Navigator and Java from the relevant market. The District Court found, however, that neither Navigator, Java, nor any other middleware product could now, or would soon, expose enough APIs to serve as a platform for popular applications, much less take over all operating system functions. Id. ¶¶28-29. Again, Microsoft fails to challenge these findings, instead simply asserting middleware’s “potential” as a competitor. Appellant’s Opening Br. at 86. The test of reasonable inter-changeability, however, required the District Court to consider only substitutes that constrain pricing in the reasonably foreseeable future, and only products that can enter the market in a relatively short time can perform this function. See Rothery, 792 F.2d at 218 (“Because the ability of consumers to turn to other suppliers restrains a firm from raising prices above the competitive level, the definition of the ‘relevant market’ rests on a determination of available substitutes.”); see also Findings of Fact ¶29 (“[I]t would take several years for middleware…to evolve” into a product that can constrain operating system pricing.). Whatever middleware’s ultimate potential, the District Court found that consumers could not now abandon their operating systems and switch to middleware in response to a sustained price for Windows above the competitive level. Findings of Fact ¶¶28, 29. Nor is middleware likely to overtake the operating system as the primary platform for software development any time in the near future. Id.

Alternatively, Microsoft argues that the District Court should not have excluded middleware from the relevant market because the primary focus of the plaintiffs’ §2 charge is on Microsoft’s attempts to suppress middleware’s threat to its operating system monopoly. According to Microsoft, it is “contradict[ory],” 2/26/2001 Ct. Appeals Tr. at 20, to define the relevant market to exclude the “very competitive threats that gave rise” to the action. Appellant’s Opening Br. at 84. The purported contradiction lies between plaintiffs’ §2 theory, under which Microsoft preserved its monopoly against middleware technologies that threatened to become viable substitutes for Windows, and its theory of the relevant market, under which middleware is not presently a viable substitute for Windows. Because middleware’s threat is only nascent, however, no contradiction exists. Nothing in §2 of the Sherman Act limits its prohibition to actions taken against threats that are already well-developed 519enough to serve as present substitutes. See infra Section II.C. Because market definition is meant to identify products “reasonably interchangeable by consumers,” du Pont, 351 U.S. at 395, 76 S. Ct. 994, and because middleware is not now interchangeable with Windows, the District Court had good reason for excluding middleware from the relevant market.

b. Market power

Having thus properly defined the relevant market, the District Court found that Windows accounts for a greater than 95% share. Findings of Fact ¶35. The court also found that even if Mac OS were included, Microsoft’s share would exceed 80%. Id. Microsoft challenges neither finding, nor does it argue that such a market share is not predominant. Cf. Grinnell, 384 U.S. at 571, 86 S. Ct. 1698 (87% is predominant); Eastman Kodak Co. v. Image Technical Servs., Inc., 504 U.S. 451, 481, 112 S. Ct. 2072, 119 L. Ed. 2d 265 (1992) (80%); du Pont, 351 U.S. at 379, 391, 76 S. Ct. 994 (75%).

Instead, Microsoft claims that even a predominant market share does not by itself indicate monopoly power. Although the “existence of [monopoly] power ordinarily may be inferred from the predominant share of the market,” Grinnell, 384 U.S. at 571, 86 S. Ct. 1698, we agree with Microsoft that because of the possibility of competition from new entrants, see Ball Mem’l Hosp., Inc., 784 F.2d at 1336, looking to current market share alone can be “misleading.” Hunt-Wesson Foods, Inc. v. Ragu Foods, Inc., 627 F.2d 919, 924 (9th Cir. 1980); see also Ball Mem’l Hosp., Inc., 784 F.2d at 1336 (“Market share reflects current sales, but today’s sales do not always indicate power over sales and price tomorrow.”) In this case, however, the District Court was not misled. Considering the possibility of new rivals, the court focused not only on Microsoft’s present market share, but also on the structural barrier that protects the company’s future position. Conclusions of Law, at 36. That barrier — the “applications barrier to entry” — stems from two characteristics of the software market: (1) most consumers prefer operating systems for which a large number of applications have already been written; and (2) most developers prefer to write for operating systems that already have a substantial consumer base. See Findings of Fact ¶¶30, 36. This “chicken-and-egg” situation ensures that applications will continue to be written for the already dominant Windows, which in turn ensures that consumers will continue to prefer it over other operating systems. Id.

Challenging the existence of the applications barrier to entry, Microsoft observes that software developers do write applications for other operating systems, pointing out that at its peak IBM’s OS/2 supported approximately 2,500 applications. Id. ¶46. This misses the point. That some developers write applications for other operating systems is not at all inconsistent with the finding that the applications barrier to entry discourages many from writing for these less popular platforms. Indeed, the District Court found that IBM’s difficulty in attracting a larger number of software developers to write for its platform seriously impeded OS/2’s success. Id. ¶46.

Microsoft does not dispute that Windows supports many more applications than any other operating system. It argues instead that “[i]t defies common sense” to suggest that an operating system must support as many applications as Windows does (more than 70,000, according to the District Court, id. ¶40) to be competitive. Appellant’s Opening Br. at 96. 520Consumers, Microsoft points out, can only use a very small percentage of these applications. Id. As the District Court explained, however, the applications barrier to entry gives consumers reason to prefer the dominant operating system even if they have no need to use all applications written for it:

The consumer wants an operating system that runs not only types of applications that he knows he will want to use, but also those types in which he might develop an interest later. Also, the consumer knows that if he chooses an operating system with enough demand to support multiple applications in each product category, he will be less likely to find himself straitened later by having to use an application whose features disappoint him. Finally, the average user knows that, generally speaking, applications improve through successive versions. He thus wants an operating system for which successive generations of his favorite applications will be released — promptly at that. The fact that a vastly larger number of applications are written for Windows than for other PC operating systems attracts consumers to Windows, because it reassures them that their interests will be met as long as they use Microsoft’s product.

Findings of Fact ¶37. Thus, despite the limited success of its rivals, Microsoft benefits from the applications barrier to entry.

Of course, were middleware to succeed, it would erode the applications barrier to entry. Because applications written for multiple operating systems could run on any operating system on which the middleware product was present with little, if any, porting, the operating system market would become competitive. Id. ¶¶29, 72. But as the District Court found, middleware will not expose a sufficient number of APIs to erode the applications barrier to entry in the foreseeable future. See id. ¶¶28-29.

Microsoft next argues that the applications barrier to entry is not an entry barrier at all, but a reflection of Windows’ popularity. It is certainly true that Windows may have gained its initial dominance in the operating system market competitively — through superior foresight or quality. But this case is not about Microsoft’s initial acquisition of monopoly power. It is about Microsoft’s efforts to maintain this position through means other than competition on the merits. Because the applications barrier to entry protects a dominant operating system irrespective of quality, it gives Microsoft power to stave off even superior new rivals. The barrier is thus a characteristic of the operating system market, not of Microsoft’s popularity, or, as asserted by a Microsoft witness, the company’s efficiency. See Direct Testimony of Richard Schmalensee ¶115, reprinted in 25 J.A. at 16153-14.

Finally, Microsoft argues that the District Court should not have considered the applications barrier to entry because it reflects not a cost borne disproportionately by new entrants, but one borne by all participants in the operating system market. According to Microsoft, it had to make major investments to convince software developers to write for its new operating system, and it continues to “evangelize” the Windows platform today. Whether costs borne by all market participants should be considered entry barriers is the subject of much debate. Compare 2A Areeda & Hovenkamp, Antitrust Law §420c, at 61 (arguing that these costs are entry barriers), and Joe S. Bain, Barriers to New Competition: Their Character and Consequences in Manufacturing Industries 6-7 (1956) (considering these costs entry barriers), with L.A. Land Co. v. Brunswick Corp., 6 F.3d 1422, 1428 (9th Cir. 1993) 521(evaluating cost based on “[t]he disadvantage of new entrants as compared to incumbents”), and George Stigler, the Organization of Industry 67 (1968) (excluding these costs).

We need not resolve this issue, however, for even under the more narrow definition it is clear that there are barriers. When Microsoft entered the operating system market with MS–DOS and the first version of Windows, it did not confront a dominant rival operating system with as massive an installed base and as vast an existing array of applications as the Windows operating systems have since enjoyed. Findings of Fact ¶¶6, 7, 43. Moreover, when Microsoft introduced Windows 95 and 98, it was able to bypass the applications barrier to entry that protected the incumbent Windows by including APIs from the earlier version in the new operating systems. See id. ¶44. This made porting existing Windows applications to the new version of Windows much less costly than porting them to the operating systems of other entrants who could not freely include APIs from the incumbent Windows with their own.

2. Direct Proof

Having sustained the District Court’s conclusion that circumstantial evidence proves that Microsoft possesses monopoly power, we turn to Microsoft’s alternative argument that it does not behave like a monopolist. Claiming that software competition is uniquely “dynamic,” Appellant’s Opening Br. at 84 (quoting Findings of Fact ¶59), the company suggests a new rule: that monopoly power in the software industry should be proven directly, that is, by examining a company’s actual behavior to determine if it reveals the existence of monopoly power. According to Microsoft, not only does no such proof of its power exist, but record evidence demonstrates the absence of monopoly power. The company claims that it invests heavily in research and development, id. at 88-89 (citing Direct Testimony of Paul Maritz ¶155, reprinted in 6 J.A. at 3698 (testifying that Microsoft invests approximately 17% of its revenue in R&D)), and charges a low price for Windows (a small percentage of the price of an Intel-compatible PC system and less than the price of its rivals, id. at 90 (citing Findings of Fact ¶¶19, 21, 46)).

Microsoft’s argument fails because, even assuming that the software market is uniquely dynamic in the long term, the District Court correctly applied the structural approach to determine if the company faces competition in the short term. Structural market power analyses are meant to determine whether potential substitutes constrain a firm’s ability to raise prices above the competitive level; only threats that are likely to materialize in the relatively near future perform this function to any significant degree. Rothery, 792 F.2d at 218 (quoting Lawrence Sullivan, Antitrust §12, at 41 (1977)) (only substitutes that can enter the market “promptly” should be considered). The District Court expressly considered and rejected Microsoft’s claims that innovations such as handheld devices and portal websites would soon expand the relevant market beyond Intel-compatible PC operating systems. Because the company does not challenge these findings, we have no reason to believe that prompt substitutes are available. The structural approach, as applied by the District Court, is thus capable of fulfilling its purpose even in a changing market. Microsoft cites no case, nor are we aware of one, requiring direct evidence to show monopoly power in any market. We decline to adopt such a rule now.

Even if we were to require direct proof, moreover, Microsoft’s behavior may well be sufficient to show the existence of monopoly power. Certainly, none of the conduct Microsoft 522points to — its investment in R&D and the relatively low price of Windows — is inconsistent with the possession of such power. Conclusions of Law, at 37. The R&D expenditures Microsoft points to are not simply for Windows, but for its entire company, which most likely does not possess a monopoly for all of its products. Moreover, because innovation can increase an already dominant market share and further delay the emergence of competition, even monopolists have reason to invest in R&D. Findings of Fact ¶61. Microsoft’s pricing behavior is similarly equivocal. The company claims only that it never charged the short-term profit- maximizing price for Windows. Faced with conflicting expert testimony, the District Court found that it could not accurately determine what this price would be. Id. ¶65. In any event, the court found, a price lower than the short-term profit-maximizing price is not inconsistent with possession or improper use of monopoly power. Id. ¶¶65-66. Cf. Berkey Photo, Inc. v. Eastman Kodak Co., 603 F.2d 263, 274 (2d Cir. 1979) (“[I]f monopoly power has been acquired or maintained through improper means, the fact that the power has not been used to extract [a monopoly price] provides no succor to the monopolist.”). Microsoft never claims that it did not charge the long-term monopoly price. Microsoft does argue that the price of Windows is a fraction of the price of an Intel-compatible PC system and lower than that of rival operating systems, but these facts are not inconsistent with the District Court’s finding that Microsoft has monopoly power. See Findings of Fact ¶36 (“Intel-compatible PC operating systems other than Windows [would not] attract[ ] significant demand…even if Microsoft held its prices substantially above the competitive level.”).

More telling, the District Court found that some aspects of Microsoft’s behavior are difficult to explain unless Windows is a monopoly product. For instance, according to the District Court, the company set the price of Windows without considering rivals’ prices, Findings of Fact ¶62, something a firm without a monopoly would have been unable to do. The District Court also found that Microsoft’s pattern of exclusionary conduct could only be rational “if the firm knew that it possessed monopoly power.” Conclusions of Law, at 37. It is to that conduct that we now turn.

B. Anticompetitive Conduct

As discussed above, having a monopoly does not by itself violate §2. A firm violates §2 only when it acquires or maintains, or attempts to acquire or maintain, a monopoly by engaging in exclusionary conduct “as distinguished from growth or development as a consequence of a superior product, business acumen, or historic accident.” Grinnell, 384 U.S. at 571, 86 S. Ct. 1698; see also United States v. Aluminum Co. of Am., 148 F.2d 416, 430 (2d Cir. 1945) (Hand, J.) (“The successful competitor, having been urged to compete, must not be turned upon when he wins.”).

In this case, after concluding that Microsoft had monopoly power, the District Court held that Microsoft had violated §2 by engaging in a variety of exclusionary acts (not including predatory pricing), to maintain its monopoly by preventing the effective distribution and use of products that might threaten that monopoly. Specifically, the District Court held Microsoft liable for: (1) the way in which it integrated IE into Windows; (2) its various dealings with Original Equipment Manufacturers (“OEMs”), Internet Access Providers (“IAPs”), Internet Content Providers (“ICPs”), Independent Software Vendors (“ISVs”), and Apple Computer; (3) 523its efforts to contain and to subvert Java technologies; and (4) its course of conduct as a whole. Upon appeal, Microsoft argues that it did not engage in any exclusionary conduct.

Whether any particular act of a monopolist is exclusionary, rather than merely a form of vigorous competition, can be difficult to discern: the means of illicit exclusion, like the means of legitimate competition, are myriad. The challenge for an antitrust court lies in stating a general rule for distinguishing between exclusionary acts, which reduce social welfare, and competitive acts, which increase it.

From a century of case law on monopolization under §2, however, several principles do emerge. First, to be condemned as exclusionary, a monopolist’s act must have an “anticompetitive effect.” That is, it must harm the competitive process and thereby harm consumers. In contrast, harm to one or more competitors will not suffice. “The [Sherman Act] directs itself not against conduct which is competitive, even severely so, but against conduct which unfairly tends to destroy competition itself.” Spectrum Sports, Inc. v. McQuillan, 506 U.S. 447, 458, 113 S. Ct. 884, 122 L. Ed. 2d 247 (1993); see also Brooke Group Ltd. v. Brown & Williamson Tobacco Corp., 509 U.S. 209, 225, 113 S. Ct. 2578, 125 L. Ed. 2d 168 (1993) (“Even an act of pure malice by one business competitor against another does not, without more, state a claim under the federal antitrust laws….”).

Second, the plaintiff, on whom the burden of proof of course rests, see, e.g., Monsanto Co. v. Spray-Rite Serv. Corp., 465 U.S. 752, 763, 104 S. Ct. 1464, 79 L. Ed. 2d 775 (1984); see also United States v. Arnold, Schwinn & Co., 388 U.S. 365, 374 n.5, 87 S. Ct. 1856, 18 L. Ed. 2d 1249 (1967), overruled on other grounds, Cont’l T.V., Inc. v. GTE Sylvania Inc., 433 U.S. 36, 97 S. Ct. 2549, 53 L. Ed. 2d 568 (1977), must demonstrate that the monopolist’s conduct indeed has the requisite anticompetitive effect. See generally Brooke Group, 509 U.S. at 225-26, 113 S. Ct. 2578. In a case brought by a private plaintiff, the plaintiff must show that its injury is “of ‘the type that the statute was intended to forestall,’” Brunswick Corp. v. Pueblo Bowl-O-Mat, Inc., 429 U.S. 477, 487-88, 97 S. Ct. 690, 50 L. Ed. 2d 701 (1977) (quoting Wyandotte Transp. v. United States, 389 U.S. 191, 202, 88 S. Ct. 379, 19 L. Ed. 2d 407 (1967)); no less in a case brought by the Government, it must demonstrate that the monopolist’s conduct harmed competition, not just a competitor.

Third, if a plaintiff successfully establishes a prima facie case under §2 by demonstrating anticompetitive effect, then the monopolist may proffer a “procompetitive justification” for its conduct. See Eastman Kodak, 504 U.S. at 483, 112 S. Ct. 2072. If the monopolist asserts a procompetitive justification — a nonpretextual claim that its conduct is indeed a form of competition on the merits because it involves, for example, greater efficiency or enhanced consumer appeal — then the burden shifts back to the plaintiff to rebut that claim. Cf. Capital Imaging Assocs., P.C. v. Mohawk Valley Med. Assocs., Inc., 996 F.2d 537, 543 (2d Cir. 1993).

Fourth, if the monopolist’s procompetitive justification stands unrebutted, then the plaintiff must demonstrate that the anticompetitive harm of the conduct outweighs the procompetitive benefit. In cases arising under §1 of the Sherman Act, the courts routinely apply a similar balancing approach under the rubric of the “rule of reason.” The source of the rule of reason is Standard Oil Co. v. United States, 221 U.S. 1, 31 S. Ct. 502, 55 L. Ed. 619 (1911), in which the Supreme Court used that term to describe the proper inquiry under both sections of the Act. See id. at 61-62, 31 S. Ct. 502 (“[W]hen the second section [of the Sherman Act] is thus harmonized with…the first, it becomes obvious that the criteria to be resorted to in any 524given case for the purpose of ascertaining whether violations of the section have been committed, is the rule of reason guided by the established law….”). As the Fifth Circuit more recently explained, “[i]t is clear…that the analysis under section 2 is similar to that under section 1 regardless whether the rule of reason label is applied….” Mid-Texas Communications Sys., Inc. v. AT&T, 615 F.2d 1372, 1389 n.13 (5th Cir. 1980) (citing Byars v. Bluff City News Co., 609 F.2d 843, 860 (6th Cir. 1979)); see also Cal. Computer Prods., Inc. v. IBM Corp., 613 F.2d 727, 737 (9th Cir. 1979).

Finally, in considering whether the monopolist’s conduct on balance harms competition and is therefore condemned as exclusionary for purposes of §2, our focus is upon the effect of that conduct, not upon the intent behind it. Evidence of the intent behind the conduct of a monopolist is relevant only to the extent it helps us understand the likely effect of the monopolist’s conduct. See, e.g., Chicago Bd. of Trade v. United States, 246 U.S. 231, 238, 38 S. Ct. 242, 62 L. Ed. 683 (1918) (“knowledge of intent may help the court to interpret facts and to predict consequences”); Aspen Skiing Co. v. Aspen Highlands Skiing Corp., 472 U.S. 585, 603, 105 S. Ct. 2847, 86 L. Ed. 2d 467 (1985).

With these principles in mind, we now consider Microsoft’s objections to the District Court’s holding that Microsoft violated §2 of the Sherman Act in a variety of ways.

1. Licenses Issued to Original Equipment Manufacturers

The District Court condemned a number of provisions in Microsoft’s agreements licensing Windows to OEMs, because it found that Microsoft’s imposition of those provisions (like many of Microsoft’s other actions at issue in this case) serves to reduce usage share of Netscape’s browser and, hence, protect Microsoft’s operating system monopoly. The reason market share in the browser market affects market power in the operating system market is complex, and warrants some explanation.

Browser usage share is important because, as we explained in Section II.A above, a browser (or any middle-ware product, for that matter) must have a critical mass of users in order to attract software developers to write applications relying upon the APIs it exposes, and away from the APIs exposed by Windows. Applications written to a particular browser’s APIs, however, would run on any computer with that browser, regardless of the underlying operating system. “The overwhelming majority of consumers will only use a PC operating system for which there already exists a large and varied set of…applications, and for which it seems relatively certain that new types of applications and new versions of existing applications will continue to be marketed….” Findings of Fact ¶30. If a consumer could have access to the applications he desired — regardless of the operating system he uses — simply by installing a particular browser on his computer, then he would no longer feel compelled to select Windows in order to have access to those applications; he could select an operating system other than Windows based solely upon its quality and price. In other words, the market for operating systems would be competitive.

Therefore, Microsoft’s efforts to gain market share in one market (browsers) served to meet the threat to Microsoft’s monopoly in another market (operating systems) by keeping rival browsers from gaining the critical mass of users necessary to attract developer attention away from Windows as the platform for software development. Plaintiffs also argue that Microsoft’s actions injured competition in the browser market — an argument we will 525examine below in relation to their specific claims that Microsoft attempted to monopolize the browser market and unlawfully tied its browser to its operating system so as to foreclose competition in the browser market. In evaluating the §2 monopoly maintenance claim, however, our immediate concern is with the anticompetitive effect of Microsoft’s conduct in preserving its monopoly in the operating system market.

In evaluating the restrictions in Microsoft’s agreements licensing Windows to OEMs, we first consider whether plaintiffs have made out a prima facie case by demonstrating that the restrictions have an anticompetitive effect. In the next subsection, we conclude that plaintiffs have met this burden as to all the restrictions. We then consider Microsoft’s proffered justifications for the restrictions and, for the most part, hold those justifications insufficient.

a. Anticompetitive effect of the license restrictions

The restrictions Microsoft places upon Original Equipment Manufacturers are of particular importance in determining browser usage share because having an OEM pre-install a browser on a computer is one of the two most cost-effective methods by far of distributing browsing software. (The other is bundling the browser with internet access software distributed by an IAP.) Findings of Fact ¶145. The District Court found that the restrictions Microsoft imposed in licensing Windows to OEMs prevented many OEMs from distributing browsers other than IE. Conclusions of Law, at 39-40. In particular, the District Court condemned the license provisions prohibiting the OEMs from: (1) removing any desktop icons, folders, or “Start” menu entries; (2) altering the initial boot sequence; and (3) otherwise altering the appearance of the Windows desktop. Findings of Fact ¶213.

The District Court concluded that the first license restriction — the prohibition upon the removal of desktop icons, folders, and Start menu entries — thwarts the distribution of a rival browser by preventing OEMs from removing visible means of user access to IE. Id. ¶203. The OEMs cannot practically install a second browser in addition to IE, the court found, in part because “[p]re-installing more than one product in a given category…can significantly increase an OEM’s support costs, for the redundancy can lead to confusion among novice users.” Id. ¶159; see also id. ¶217. That is, a certain number of novice computer users, seeing two browser icons, will wonder which to use when and will call the OEM’s support line. Support calls are extremely expensive and, in the highly competitive original equipment market, firms have a strong incentive to minimize costs. Id. ¶210.

Microsoft denies the “consumer confusion” story; it observes that some OEMs do install multiple browsers and that executives from two OEMs that do so denied any knowledge of consumers being confused by multiple icons. See 11/5/98 pm Tr. at 41-42 (trial testimony of Avadis Tevanian of Apple), reprinted in 9 J.A. at 5493-94; 11/18/99 am Tr. at 69 (trial testimony of John Soyring of IBM), reprinted in 10 J.A. at 6222.

Other testimony, however, supports the District Court’s finding that fear of such confusion deters many OEMs from pre-installing multiple browsers. See, e.g., 01/13/99 pm Tr. at 61415 (deposition of Microsoft’s Gayle McClain played to the court) (explaining that redundancy of icons may be confusing to end users); 02/18/99 pm Tr. at 46-47 (trial testimony of John Rose of Compaq), reprinted in 21 J.A. at 14237-38 (same); 11/17/98 am Tr. at 68 (deposition of John Kies of Packard Bell-NEC played to the court), reprinted in 9 J.A. at 6016 (same); 11/17/98 am Tr. at 67-72 (trial testimony of Glenn Weadock), reprinted in 9 J.A. at 6015-20 526(same). Most telling, in presentations to OEMs, Microsoft itself represented that having only one icon in a particular category would be “less confusing for endusers.” See Government’s Trial Exhibit (“GX”) 319 at MS98 0109453. Accordingly, we reject Microsoft’s argument that we should vacate the District Court’s Finding of Fact 159 as it relates to consumer confusion.

As noted above, the OEM channel is one of the two primary channels for distribution of browsers. By preventing OEMs from removing visible means of user access to IE, the license restriction prevents many OEMs from pre-installing a rival browser and, therefore, protects Microsoft’s monopoly from the competition that middleware might otherwise present. Therefore, we conclude that the license restriction at issue is anticompetitive. We defer for the moment the question whether that anticompetitive effect is outweighed by Microsoft’s proffered justifications.

The second license provision at issue prohibits OEMs from modifying the initial boot sequence — the process that occurs the first time a consumer turns on the computer. Prior to the imposition of that restriction, “among the programs that many OEMs inserted into the boot sequence were Internet sign-up procedures that encouraged users to choose from a list of IAPs assembled by the OEM.” Findings of Fact ¶210. Microsoft’s prohibition on any alteration of the boot sequence thus prevents OEMs from using that process to promote the services of IAPs, many of which — at least at the time Microsoft imposed the restriction — used Navigator rather than IE in their internet access software. See id. ¶212; GX 295, reprinted in 12 J.A. at 14533 (Upon learning of OEM practices including boot sequence modification, Microsoft’s Chairman, Bill Gates, wrote: “Apparently a lot of OEMs are bundling non-Microsoft browsers and coming up with offerings together with [IAPs] that get displayed on their machines in a FAR more prominent way than MSN or our Internet browser.”). Microsoft does not deny that the prohibition on modifying the boot sequence has the effect of decreasing competition against IE by preventing OEMs from promoting rivals’ browsers. Because this prohibition has a substantial effect in protecting Microsoft’s market power, and does so through a means other than competition on the merits, it is anticompetitive. Again the question whether the provision is nonetheless justified awaits later treatment.

Finally, Microsoft imposes several additional provisions that, like the prohibition on removal of icons, prevent OEMs from making various alterations to the desktop: Microsoft prohibits OEMs from causing any user interface other than the Windows desktop to launch automatically, from adding icons or folders different in size or shape from those supplied by Microsoft, and from using the “Active Desktop” feature to promote third-party brands. These restrictions impose significant costs upon the OEMs; prior to Microsoft’s prohibiting the practice, many OEMs would change the appearance of the desktop in ways they found beneficial. See, e.g., Findings of Fact ¶214; GX 309, reprinted in 22 J.A. at 14551 (March 1997 letter from Hewlett-Packard to Microsoft: “We are responsible for the cost of technical support of our customers, including the 33% of calls we get related to the lack of quality or confusion generated by your product…. We must have more ability to decide how our system is presented to our end users. If we had a choice of another supplier, based on your actions in this area, I assure you [that you] would not be our supplier of choice.”).

The dissatisfaction of the OEM customers does not, of course, mean the restrictions are anticompetitive. The anticompetitive effect of the license restrictions is, as Microsoft itself recognizes, that OEMs are not able to promote rival browsers, which keeps developers 527focused upon the APIs in Windows. Findings of Fact ¶212 (quoting Microsoft’s Gates as writing, “[w]inning Internet browser share is a very very important goal for us,” and emphasizing the need to prevent OEMs from promoting both rival browsers and IAPs that might use rivals’ browsers); see also 01/13/99 Tr. at 305-06 (excerpts from deposition of James Von Holle of Gateway) (prior to restriction Gateway had pre-installed non-IE internet registration icon that was larger than other desktop icons). This kind of promotion is not a zerosum game; but for the restrictions in their licenses to use Windows, OEMs could promote multiple IAPs and browsers. By preventing the OEMs from doing so, this type of license restriction, like the first two restrictions, is anticompetitive: Microsoft reduced rival browsers’ usage share not by improving its own product but, rather, by preventing OEMs from taking actions that could increase rivals’ share of usage.

b. Microsoft’s justifications for the license restrictions

Microsoft argues that the license restrictions are legally justified because, in imposing them, Microsoft is simply “exercising its rights as the holder of valid copyrights.” Appellant’s Opening Br. at 102. Microsoft also argues that the licenses “do not unduly restrict the opportunities of Netscape to distribute Navigator in any event.” Id.

Microsoft’s primary copyright argument borders upon the frivolous. The company claims an absolute and unfettered right to use its intellectual property as it wishes: “[I]f intellectual property rights have been lawfully acquired,” it says, then “their subsequent exercise cannot give rise to antitrust liability.” Appellant’s Opening Br. at 105. That is no more correct than the proposition that use of one’s personal property, such as a baseball bat, cannot give rise to tort liability. As the Federal Circuit succinctly stated: “Intellectual property rights do not confer a privilege to violate the antitrust laws.” In re Indep. Serv. Orgs. Antitrust Litig., 203 F.3d 1322, 1325 (Fed. Cir. 2000).

Although Microsoft never overtly retreats from its bold and incorrect position on the law, it also makes two arguments to the effect that it is not exercising its copyright in an unreasonable manner, despite the anticompetitive consequences of the license restrictions discussed above. In the first variation upon its unqualified copyright defense, Microsoft cites two cases indicating that a copyright holder may limit a licensee’s ability to engage in significant and deleterious alterations of a copyrighted work. See Gilliam v. ABC, 538 F.2d 14, 21 (2d Cir. 1976); WGN Cont’l Broad. Co. v. United Video, Inc., 693 F.2d 622, 625 (7th Cir. 1982). The relevance of those two cases for the present one is limited, however, both because those cases involved substantial alterations of a copyrighted work, see Gilliam, 538 F.2d at 18, and because in neither case was there any claim that the copyright holder was, in asserting its rights, violating the antitrust laws, see WGN Cont’l Broad., 693 F.2d at 626; see also Cmty. for Creative Non-Violence v. Reid, 846 F.2d 1485, 1498 (D.C. Cir. 1988) (noting, again in a context free of any antitrust concern, that “an author [ ] may have rights against” a licensee that “excessively mutilated or altered” the copyrighted work).

The only license restriction Microsoft seriously defends as necessary to prevent a “substantial alteration” of its copyrighted work is the prohibition on OEMs automatically launching a substitute user interface upon completion of the boot process. See Findings of Fact ¶211 (“[A] few large OEMs developed programs that ran automatically at the conclusion of a new PC system’s first boot sequence. These programs replaced the Windows desktop 528either with a user interface designed by the OEM or with Navigator’s user interface.”). We agree that a shell that automatically prevents the Windows desktop from ever being seen by the user is a drastic alteration of Microsoft’s copyrighted work, and outweighs the marginal anticompetitive effect of prohibiting the OEMs from substituting a different interface automatically upon completion of the initial boot process. We therefore hold that this particular restriction is not an exclusionary practice that violates §2 of the Sherman Act.

In a second variation upon its copyright defense, Microsoft argues that the license restrictions merely prevent OEMs from taking actions that would reduce substantially the value of Microsoft’s copyrighted work: that is, Microsoft claims each license restriction in question is necessary to prevent OEMs from so altering Windows as to undermine “the principal value of Windows as a stable and consistent platform that supports a broad range of applications and that is familiar to users.” Appellant’s Opening Br. at 102. Microsoft, however, never substantiates this claim, and, because an OEM’s altering the appearance of the desktop or promoting programs in the boot sequence does not affect the code already in the product, the practice does not self-evidently affect either the “stability” or the “consistency” of the platform. See Conclusions of Law, at 41; Findings of Fact ¶227. Microsoft cites only one item of evidence in support of its claim that the OEMs’ alterations were decreasing the value of Windows. Defendant’s Trial Exhibit (“DX”) 2395 at MSV0009378A, reprinted in 19 J.A. at 12575. That document, prepared by Microsoft itself, states: “there are quality issues created by OEMs who are too liberal with the pre-install process,” referring to the OEMs’ installation of Windows and additional software on their PCs, which the document says may result in “user concerns and confusion.” To the extent the OEMs’ modifications cause consumer confusion, of course, the OEMs bear the additional support costs. See Findings of Fact ¶159. Therefore, we conclude Microsoft has not shown that the OEMs’ liberality reduces the value of Windows except in the sense that their promotion of rival browsers undermines Microsoft’s monopoly — and that is not a permissible justification for the license restrictions.

Apart from copyright, Microsoft raises one other defense of the OEM license agreements: It argues that, despite the restrictions in the OEM license, Netscape is not completely blocked from distributing its product. That claim is insufficient to shield Microsoft from liability for those restrictions because, although Microsoft did not bar its rivals from all means of distribution, it did bar them from the cost-efficient ones.

In sum, we hold that with the exception of the one restriction prohibiting automatically launched alternative interfaces, all the OEM license restrictions at issue represent uses of Microsoft’s market power to protect its monopoly, unredeemed by any legitimate justification. The restrictions therefore violate §2 of the Sherman Act.

2. Integration of IE and Windows

Although Microsoft’s license restrictions have a significant effect in closing rival browsers out of one of the two primary channels of distribution, the District Court found that “Microsoft’s executives believed…its contractual restrictions placed on OEMs would not be sufficient in themselves to reverse the direction of Navigator’s usage share. Consequently, in late 1995 or early 1996, Microsoft set out to bind [IE] more tightly to Windows 95 as a technical matter.” Findings of Fact ¶160.
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Technologically binding IE to Windows, the District Court found, both prevented OEMs from pre-installing other browsers and deterred consumers from using them. In particular, having the IE software code as an irremovable part of Windows meant that pre-installing a second browser would “increase an OEM’s product testing costs,” because an OEM must test and train its support staff to answer calls related to every software product preinstalled on the machine; moreover, pre-installing a browser in addition to IE would to many OEMs be “a questionable use of the scarce and valuable space on a PC’s hard drive.” Id. ¶159.

Although the District Court, in its Conclusions of Law, broadly condemned Microsoft’s decision to bind “Internet Explorer to Windows with…technological shackles,” Conclusions of Law, at 39, its findings of fact in support of that conclusion center upon three specific actions Microsoft took to weld IE to Windows: excluding IE from the “Add/Remove Programs” utility; designing Windows so as in certain circumstances to override the user’s choice of a default browser other than IE; and commingling code related to browsing and other code in the same files, so that any attempt to delete the files containing IE would, at the same time, cripple the operating system. As with the license restrictions, we consider first whether the suspect actions had an anticompetitive effect, and then whether Microsoft has provided a procompetitive justification for them.

a. Anticompetitive effect of integration

As a general rule, courts are properly very skeptical about claims that competition has been harmed by a dominant firm’s product design changes. See, e.g., Foremost Pro Color, Inc. v. Eastman Kodak Co., 703 F.2d 534, 544-45 (9th Cir. 1983). In a competitive market, firms routinely innovate in the hope of appealing to consumers, sometimes in the process making their products incompatible with those of rivals; the imposition of liability when a monopolist does the same thing will inevitably deter a certain amount of innovation. This is all the more true in a market, such as this one, in which the product itself is rapidly changing. See Findings of Fact ¶59. Judicial deference to product innovation, however, does not mean that a monopolist’s product design decisions are per se lawful. See Foremost Pro Color, 703 F.2d at 545; see also Cal. Computer Prods., 613 F.2d at 739, 744; In re IBM Peripheral EDP Devices Antitrust Litig., 481 F. Supp. 965, 1007-08 (N.D. Cal. 1979).

The District Court first condemned as anticompetitive Microsoft’s decision to exclude IE from the “Add/Remove Programs” utility in Windows 98. Findings of Fact ¶170. Microsoft had included IE in the Add/Remove Programs utility in Windows 95, see id. ¶¶175-76, but when it modified Windows 95 to produce Windows 98, it took IE out of the Add/Remove Programs utility. This change reduces the usage share of rival browsers not by making Microsoft’s own browser more attractive to consumers but, rather, by discouraging OEMs from distributing rival products. See id. ¶159. Because Microsoft’s conduct, through something other than competition on the merits, has the effect of significantly reducing usage of rivals’ products and hence protecting its own operating system monopoly, it is anticompetitive; we defer for the moment the question whether it is nonetheless justified.

Second, the District Court found that Microsoft designed Windows 98 “so that using Navigator on Windows 98 would have unpleasant consequences for users” by, in some circumstances, overriding the user’s choice of a browser other than IE as his or her default browser. Id. ¶¶171-72. Plaintiffs argue that this override harms the competitive process by 530deterring consumers from using a browser other than IE even though they might prefer to do so, thereby reducing rival browsers’ usage share and, hence, the ability of rival browsers to draw developer attention away from the APIs exposed by Windows. Microsoft does not deny, of course, that overriding the user’s preference prevents some people from using other browsers. Because the override reduces rivals’ usage share and protects Microsoft’s monopoly, it too is anticompetitive.

Finally, the District Court condemned Microsoft’s decision to bind IE to Windows 98 “by placing code specific to Web browsing in the same files as code that provided operating system functions.” Id. ¶161; see also id. ¶¶174, 192. Putting code supplying browsing functionality into a file with code supplying operating system functionality “ensure[s] that the deletion of any file containing browsing-specific routines would also delete vital operating system routines and thus cripple Windows….” Id. ¶164. As noted above, preventing an OEM from removing IE deters it from installing a second browser because doing so increases the OEM’s product testing and support costs; by contrast, had OEMs been able to remove IE, they might have chosen to pre-install Navigator alone. See id. ¶159.

Microsoft denies, as a factual matter, that it commingled browsing and non-browsing code, and it maintains the District Court’s findings to the contrary are clearly erroneous. According to Microsoft, its expert “testified without contradiction that ‘[t]he very same code in Windows 98 that provides Web browsing functionality’ also performs essential operating system functions — not code in the same files, but the very same software code.” Appellant’s Opening Br. at 79 (citing 5 J.A. 3291-92).

Microsoft’s expert did not testify to that effect “without contradiction,” however. A Government expert, Glenn Weadock, testified that Microsoft “design[ed][IE] so that some of the code that it uses co-resides in the same library files as other code needed for Windows.” Direct Testimony ¶30. Another Government expert likewise testified that one library file, SHDOCVW.DLL, “is really a bundle of separate functions. It contains some functions that have to do specifically with Web browsing, and it contains some general user interface functions as well.” 12/14/98 am Tr. at 60-61 (trial testimony of Edward Felten), reprinted in 11 J.A. at 695354. One of Microsoft’s own documents suggests as much. See Plaintiffs’ Proposed Findings of Fact ¶131.2.vii (citing GX 1686 (under seal) (Microsoft document indicating some functions in SHDOCVW.DLL can be described as “IE only,” others can be described as “shell only” and still others can be described as providing both “IE” and “shell” functions)).

In view of the contradictory testimony in the record, some of which supports the District Court’s finding that Microsoft commingled browsing and non-browsing code, we cannot conclude that the finding was clearly erroneous. See Anderson v. City of Bessemer City, 470 U.S. 564, 573-74, 105 S. Ct. 1504, 84 L. Ed. 2d 518 (1985) (“If the district court’s account of the evidence is plausible in light of the record viewed in its entirety, the court of appeals may not reverse it even though convinced that had it been sitting as the trier of fact, it would have weighed the evidence differently.”). Accordingly, we reject Microsoft’s argument that we should vacate Finding of Fact 159 as it relates to the commingling of code, and we conclude that such commingling has an anticompetitive effect; as noted above, the commingling deters OEMs from pre-installing rival browsers, thereby reducing the rivals’ usage share and, hence, developers’ interest in rivals’ APIs as an alternative to the API set exposed by Microsoft’s operating system.
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b. Microsoft’s justifications for integration

Microsoft proffers no justification for two of the three challenged actions that it took in integrating IE into Windows — excluding IE from the Add/Remove Programs utility and commingling browser and operating system code. Although Microsoft does make some general claims regarding the benefits of integrating the browser and the operating system, see, e.g., Direct Testimony of James Allchin ¶94, reprinted in 5 J.A. at 3321 (“Our vision of deeper levels of technical integration is highly efficient and provides substantial benefits to customers and developers.”), it neither specifies nor substantiates those claims. Nor does it argue that either excluding IE from the Add/Remove Programs utility or commingling code achieves any integrative benefit. Plaintiffs plainly made out a prima facie case of harm to competition in the operating system market by demonstrating that Microsoft’s actions increased its browser usage share and thus protected its operating system monopoly from a middleware threat and, for its part, Microsoft failed to meet its burden of showing that its conduct serves a purpose other than protecting its operating system monopoly. Accordingly, we hold that Microsoft’s exclusion of IE from the Add/Remove Programs utility and its commingling of browser and operating system code constitute exclusionary conduct, in violation of §2.

As for the other challenged act that Microsoft took in integrating IE into Windows — causing Windows to override the user’s choice of a default browser in certain circumstances — Microsoft argues that it has “valid technical reasons.” Specifically, Microsoft claims that it was necessary to design Windows to override the user’s preferences when he or she invokes one of “a few” out “of the nearly 30 means of accessing the Internet.” Appellant’s Opening Br. at 82. According to Microsoft:


The Windows 98 Help system and Windows Update feature depend on ActiveX controls not supported by Navigator, and the now-discontinued Channel Bar utilized Microsoft’s Channel Definition Format, which Navigator also did not support. Lastly, Windows 98 does not invoke Navigator if a user accesses the Internet through “My Computer” or “Windows Explorer” because doing so would defeat one of the purposes of those features — enabling users to move seamlessly from local storage devices to the Web in the same browsing window.



Id. (internal citations omitted). The plaintiff bears the burden not only of rebutting a proffered justification but also of demonstrating that the anticompetitive effect of the challenged action outweighs it. In the District Court, plaintiffs appear to have done neither, let alone both; in any event, upon appeal, plaintiffs offer no rebuttal whatsoever. Accordingly, Microsoft may not be held liable for this aspect of its product design.

3. Agreements with Internet Access Providers

The District Court also condemned as exclusionary Microsoft’s agreements with various IAPs. The IAPs include both Internet Service Providers, which offer consumers internet access, and Online Services (“OLSs”) such as America Online (“AOL”), which offer proprietary content in addition to internet access and other services. Findings of Fact ¶15. The District Court deemed Microsoft’s agreements with the IAPs unlawful because:
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Microsoft licensed [IE] and the [IE] Access Kit [(of which, more below)] to hundreds of IAPs for no charge. [Findings of Fact] ¶¶250-51. Then, Microsoft extended valuable promotional treatment to the ten most important IAPs in exchange for their commitment to promote and distribute [IE] and to exile Navigator from the desktop. Id. ¶¶255-58, 261, 272, 288-90, 305-06. Finally, in exchange for efforts to upgrade existing subscribers to client software that came bundled with [IE] instead of Navigator, Microsoft granted rebates — and in some cases made outright payments — to those same IAPs. Id. ¶¶25960, 295.

Conclusions of Law, at 41.

The District Court condemned Microsoft’s actions in (1) offering IE free of charge to IAPs and (2) offering IAPs a bounty for each customer the IAP signs up for service using the IE browser. In effect, the court concluded that Microsoft is acting to preserve its monopoly by offering IE to IAPs at an attractive price. Similarly, the District Court held Microsoft liable for (3) developing the IE Access Kit (“IEAK”), a software package that allows an IAP to “create a distinctive identity for its service in as little as a few hours by customizing the [IE] title bar, icon, start and search pages,” Findings of Fact ¶249, and (4) offering the IEAK to IAPs free of charge, on the ground that those acts, too, helped Microsoft preserve its monopoly. Conclusions of Law, at 41-42. Finally, the District Court found that (5) Microsoft agreed to provide easy access to IAPs’ services from the Windows desktop in return for the IAPs’ agreement to promote IE exclusively and to keep shipments of internet access software using Navigator under a specific percentage, typically 25%. See Conclusions of Law, at 42 (citing Findings of Fact ¶¶258, 262, 289). We address the first four items — Microsoft’s inducements — and then its exclusive agreements with IAPs.

Although offering a customer an attractive deal is the hallmark of competition, the Supreme Court has indicated that in very rare circumstances a price may be unlawfully low, or “predatory.” See generally Brooke Group, 509 U.S. at 220-27, 113 S. Ct. 2578. Plaintiffs argued before the District Court that Microsoft’s pricing was indeed predatory; but instead of making the usual predatory pricing argument — that the predator would drive out its rivals by pricing below cost on a particular product and then, sometime in the future, raise its prices on that product above the competitive level in order to recoup its earlier losses — plaintiffs argued that by pricing below cost on IE (indeed, even paying people to take it), Microsoft was able simultaneously to preserve its stream of monopoly profits on Windows, thereby more than recouping its investment in below-cost pricing on IE. The District Court did not assign liability for predatory pricing, however, and plaintiffs do not press this theory on appeal.

The rare case of price predation aside, the anti-trust 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 or even at a negative price. Likewise, as we said above, a monopolist does not violate the Sherman Act simply by developing an attractive product. See Grinnell, 384 U.S. at 571, 86 S. Ct. 1698 (“[G]rowth or development as a consequence of a superior product [or] business acumen” is no violation.). Therefore, Microsoft’s development of the IEAK does not violate the Sherman Act.

We turn now to Microsoft’s deals with IAPs concerning desktop placement. Microsoft concluded these exclusive agreements with all “the leading IAPs,” Findings of Fact ¶244, 533including the major OLSs. Id. ¶245; see also id. ¶¶305, 306. The most significant of the OLS deals is with AOL, which, when the deal was reached, “accounted for a substantial portion of all existing Internet access subscriptions and…attracted a very large percentage of new IAP subscribers.” Id. ¶272. Under that agreement Microsoft puts the AOL icon in the OLS folder on the Windows desktop and AOL does not promote any non-Microsoft browser, nor provide software using any non-Microsoft browser except at the customer’s request, and even then AOL will not supply more than 15% of its subscribers with a browser other than IE. Id. ¶289.

The Supreme Court most recently considered an anti-trust challenge to an exclusive contract in Tampa Electric Co. v. Nashville Coal Co., 365 U.S. 320, 81 S. Ct. 623, 5 L. Ed. 2d 580 (1961). That case, which involved a challenge to a requirements contract, was brought under §3 of the Clayton Act and §§1 and 2 of the Sherman Act. The Court held that an exclusive contract does not violate the Clayton Act unless its probable effect is to “foreclose competition in a substantial share of the line of commerce affected.” Id. at 327, 81 S. Ct. 623. The share of the market foreclosed is important because, for the contract to have an adverse effect upon competition, “the opportunities for other traders to enter into or remain in that market must be significantly limited.” Id. at 328, 81 S. Ct. 623. Although “[n]either the Court of Appeals nor the District Court [had] considered in detail the question of the relevant market,” id. at 330, 81 S. Ct. 623, the Court in Tampa Electric examined the record and, after defining the relevant market, determined that the contract affected less than one percent of that market. Id. at 333, 81 S. Ct. 623. After concluding, under the Clayton Act, that this share was “conservatively speaking, quite insubstantial,” id., the Court went on summarily to reject the Sherman Act claims. Id. at 335, 81 S. Ct. 623 (“[I]f [the contract] does not fall within the broader prescription of §3 of the Clayton Act it follows that it is not forbidden by those of the [Sherman Act].”).

Following Tampa Electric, courts considering antitrust challenges to exclusive contracts have taken care to identify the share of the market foreclosed. Some courts have indicated that §3 of the Clayton Act and §1 of the Sherman Act require an equal degree of foreclosure before prohibiting exclusive contracts. See, e.g., Roland Mach. Co. v. Dresser Indus., Inc., 749 F.2d 380, 393 (7th Cir. 1984) (Posner, J.). Other courts, however, have held that a higher market share must be foreclosed in order to establish a violation of the Sherman Act as compared to the Clayton Act. See, e.g., Barr Labs. v. Abbott Labs., 978 F.2d 98, 110 (3d Cir. 1992); 11 Herbert Hovenkamp, Antitrust Law ¶1800c4 (1998) (“[T]he cases are divided, with a likely majority stating that the Clayton Act requires a smaller showing of anticompetitive effects.”).

Though what is “significant” may vary depending upon the antitrust provision under which an exclusive deal is challenged, it is clear that in all cases the plaintiff must both define the relevant market and prove the degree of foreclosure. This is a prudential requirement; exclusivity provisions in contracts may serve many useful purposes. See, e.g., Omega Envtl., Inc. v. Gilbarco, Inc., 127 F.3d 1157, 1162 (9th Cir. 1997) (“There are, however, well-recognized economic benefits to exclusive dealing arrangements, including the enhancement of interbrand competition.”); Barry Wright Corp. v. ITT Grinnell Corp., 724 F.2d 227, 236 (1st Cir. 1983) (Breyer, J.) (“[V]irtually every contract to buy ‘forecloses’ or ‘excludes’ alternative sellers from some portion of the market, namely the portion consisting of what was bought.”). Permitting an antitrust action to proceed any time a firm enters into an exclusive deal would 534both discourage a presumptively legitimate business practice and encourage costly antitrust actions. Because an exclusive deal affecting a small fraction of a market clearly cannot have the requisite harmful effect upon competition, the requirement of a significant degree of foreclosure serves a useful screening function. Cf. Frank H. Easterbrook, The Limits of Antitrust, 63 Tex. L. Rev. 1, 21-23 (1984) (discussing use of presumptions in antitrust law to screen out cases in which loss to consumers and economy is likely outweighed by cost of inquiry and risk of deterring procompetitive behavior).

In this case, plaintiffs challenged Microsoft’s exclusive dealing arrangements with the IAPs under both §§1 and 2 of the Sherman Act. The District Court, in analyzing the §1 claim, stated, “unless the evidence demonstrates that Microsoft’s agreements excluded Netscape altogether from access to roughly forty percent of the browser market, the Court should decline to find such agreements in violation of §1.” Conclusions of Law, at 52. The court recognized that Microsoft had substantially excluded Netscape from “the most efficient channels for Navigator to achieve browser usage share,” id. at 53; see also Findings of Fact ¶145 (“[N]o other distribution channel for browsing software even approaches the efficiency of OEM pre-installation and IAP bundling.”), and had relegated it to more costly and less effective methods (such as mass mailing its browser on a disk or offering it for download over the internet); but because Microsoft has not “completely excluded Netscape” from reaching any potential user by some means of distribution, however ineffective, the court concluded the agreements do not violate §1. Conclusions of Law, at 53. Plaintiffs did not cross-appeal this holding.

Turning to §2, the court stated: “the fact that Microsoft’s arrangements with various [IAPs and other] firms did not foreclose enough of the relevant market to constitute a §1 violation in no way detracts from the Court’s assignment of liability for the same arrangements under §2.…[A]ll of Microsoft’s agreements, including the non-exclusive ones, severely restricted Netscape’s access to those distribution channels leading most efficiently to the acquisition of browser usage share.” Conclusions of Law, at 53.

On appeal Microsoft argues that “courts have applied the same standard to alleged exclusive dealing agreements under both Section 1 and Section 2,” Appellant’s Opening Br. at 109, and it argues that the District Court’s holding of no liability under §1 necessarily precludes holding it liable under §2. The District Court appears to have based its holding with respect to §1 upon a “total exclusion test” rather than the 40% standard drawn from the caselaw. Even assuming the holding is correct, however, we nonetheless reject Microsoft’s contention.

The basic prudential concerns relevant to §§1 and 2 are admittedly the same: exclusive contracts are commonplace — particularly in the field of distribution — in our competitive, market economy, and imposing upon a firm with market power the risk of an antitrust suit every time it enters into such a contract, no matter how small the effect, would create an unacceptable and unjustified burden upon any such firm. At the same time, however, we agree with plaintiffs that a monopolist’s use of exclusive contracts, in certain circumstances, may give rise to a §2 violation even though the contracts foreclose less than the roughly 40% or 50% share usually required in order to establish a §1 violation. See generally Dennis W. Carlton, A General Analysis of Exclusionary Conduct and Refusal to Deal — Why Aspen and Kodak Are Misguided, 68 Antitrust L.J. 659 (2001) (explaining various scenarios under which 535exclusive dealing, particularly by a dominant firm, may raise legitimate concerns about harm to competition).

In this case, plaintiffs allege that, by closing to rivals a substantial percentage of the available opportunities for browser distribution, Microsoft managed to preserve its monopoly in the market for operating systems. The IAPs constitute one of the two major channels by which browsers can be distributed. Findings of Fact ¶242. Microsoft has exclusive deals with “fourteen of the top fifteen access providers in North America[, which] account for a large majority of all Internet access subscriptions in this part of the world.” Id. ¶308. By ensuring that the “majority” of all IAP subscribers are offered IE either as the default browser or as the only browser, Microsoft’s deals with the IAPs clearly have a significant effect in preserving its monopoly; they help keep usage of Navigator below the critical level necessary for Navigator or any other rival to pose a real threat to Microsoft’s monopoly. See, e.g., id. ¶143 (Microsoft sought to “divert enough browser usage from Navigator to neutralize it as a platform.”); see also Carlton, at 670.

Plaintiffs having demonstrated a harm to competition, the burden falls upon Microsoft to defend its exclusive dealing contracts with IAPs by providing a procompetitive justification for them. Significantly, Microsoft’s only explanation for its exclusive dealing is that it wants to keep developers focused upon its APIs — which is to say, it wants to preserve its power in the operating system market. 02/26/01 Ct. Appeals Tr. at 45-47. That is not an unlawful end, but neither is it a procompetitive justification for the specific means here in question, namely exclusive dealing contracts with IAPs. Accordingly, we affirm the District Court’s decision holding that Microsoft’s exclusive contracts with IAPs are exclusionary devices, in violation of §2 of the Sherman Act.

4. Dealings with Internet Content Providers, Independent Software Vendors, and Apple Computer

The District Court held that Microsoft engages in exclusionary conduct in its dealings with ICPs, which develop websites; ISVs, which develop software; and Apple, which is both an OEM and a software developer. See Conclusions of Law, at 42-43 (deals with ICPs, ISVs, and Apple “supplemented Microsoft’s efforts in the OEM and IAP channels”). The District Court condemned Microsoft’s deals with ICPs and ISVs, stating: “By granting ICPs and ISVs free licenses to bundle [IE] with their offerings, and by exchanging other valuable inducements for their agreement to distribute, promote[,] and rely on [IE] rather than Navigator, Microsoft directly induced developers to focus on its own APIs rather than ones exposed by Navigator.” Id. (citing Findings of Fact ¶¶334-35, 340).

With respect to the deals with ICPs, the District Court’s findings do not support liability. After reviewing the ICP agreements, the District Court specifically stated that “there is not sufficient evidence to support a finding that Microsoft’s promotional restrictions actually had a substantial, deleterious impact on Navigator’s usage share.” Findings of Fact ¶332. Because plaintiffs failed to demonstrate that Microsoft’s deals with the ICPs have a substantial effect upon competition, they have not proved the violation of the Sherman Act.

As for Microsoft’s ISV agreements, however, the District Court did not enter a similar finding of no substantial effect. The District Court described Microsoft’s deals with ISVs as follows:
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In dozens of “First Wave” agreements signed between the fall of 1997 and the spring of 1998, Microsoft has promised to give preferential support, in the form of early Windows 98 and Windows NT betas, other technical information, and the right to use certain Microsoft seals of approval, to important ISVs that agree to certain conditions. One of these conditions is that the ISVs use Internet Explorer as the default browsing software for any software they develop with a hypertext-based user interface. Another condition is that the ISVs use Microsoft’s “HTML Help,” which is accessible only with Internet Explorer, to implement their applications’ help systems.



Id. ¶339. The District Court further found that the effect of these deals is to “ensure[ ] that many of the most popular Web-centric applications will rely on browsing technologies found only in Windows,” id. ¶340, and that Microsoft’s deals with ISVs therefore “increase[ ] the likelihood that the millions of consumers using [applications designed by ISVs that entered into agreements with Microsoft] will use Internet Explorer rather than Navigator.” Id. ¶340.

The District Court did not specifically identify what share of the market for browser distribution the exclusive deals with the ISVs foreclose. Although the ISVs are a relatively small channel for browser distribution, they take on greater significance because, as discussed above, Microsoft had largely foreclosed the two primary channels to its rivals. In that light, one can tell from the record that by affecting the applications used by “millions” of consumers, Microsoft’s exclusive deals with the ISVs had a substantial effect in further foreclosing rival browsers from the market. (Data introduced by Microsoft, see Direct Testimony of Cameron Myhrvold ¶84, reprinted in 6 J.A. at 3922-23, and subsequently relied upon by the District Court in its findings, see, e.g., Findings of Fact ¶270, indicate that over the twoyear period 1997-98, when Microsoft entered into the First Wave agreements, there were 40 million new users of the internet.) Because, by keeping rival browsers from gaining widespread distribution (and potentially attracting the attention of developers away from the APIs in Windows), the deals have a substantial effect in preserving Microsoft’s monopoly, we hold that plaintiffs have made a prima facie showing that the deals have an anticompetitive effect.

Of course, that Microsoft’s exclusive deals have the anticompetitive effect of preserving Microsoft’s monopoly does not, in itself, make them unlawful. A monopolist, like a competitive firm, may have a perfectly legitimate reason for wanting an exclusive arrangement with its distributors. Accordingly, Microsoft had an opportunity to, but did not, present the District Court with evidence demonstrating that the exclusivity provisions have some such procompetitive justification. See Conclusions of Law, at 43 (citing Findings of Fact ¶¶33940) (“With respect to the ISV agreements, Microsoft has put forward no procompetitive business ends whatsoever to justify their exclusionary terms.”). On appeal Microsoft likewise does not claim that the exclusivity required by the deals serves any legitimate purpose; instead, it states only that its ISV agreements reflect an attempt “to persuade ISVs to utilize Internet-related system services in Windows rather than Navigator.” Appellant’s Opening Br. at 114. As we explained before, however, keeping developers focused upon Windows — that is, preserving the Windows monopoly — is a competitively neutral goal. Microsoft having offered no procompetitive justification for its exclusive dealing arrangements with the ISVs, we hold that those arrangements violate §2 of the Sherman Act.

537

Finally, the District Court held that Microsoft’s dealings with Apple violated the Sherman Act. See Conclusions of Law, at 42-43. Apple is vertically integrated: it makes both software (including an operating system, Mac OS), and hardware (the Macintosh line of computers). Microsoft primarily makes software, including, in addition to its operating system, a number of popular applications. One, called “Office,” is a suite of business productivity applications that Microsoft has ported to Mac OS. The District Court found that “ninety percent of Mac OS users running a suite of office productivity applications [use] Microsoft’s Mac Office.” Findings of Fact ¶344. Further, the District Court found that:


In 1997, Apple’s business was in steep decline, and many doubted that the company would survive much longer…. [M]any ISVs questioned the wisdom of continuing to spend time and money developing applications for the Mac OS. Had Microsoft announced in the midst of this atmosphere that it was ceasing to develop new versions of Mac Office, a great number of ISVs, customers, developers, and investors would have interpreted the announcement as Apple’s death notice.



Id. ¶344. Microsoft recognized the importance to Apple of its continued support of Mac Office. See id. ¶347 (quoting internal Microsoft e-mail) (“[We] need a way to push these guys [, i.e., Apple] and [threatening to cancel Mac Office] is the only one that seems to make them move.”); see also id. (“[Microsoft Chairman Bill] Gates asked whether Microsoft could conceal from Apple in the coming month the fact that Microsoft was almost finished developing Mac Office 97.”); id. at ¶354 (“I think…Apple should be using [IE] everywhere and if they don’t do it, then we can use Office as a club.”).

In June 1997 Microsoft Chairman Bill Gates determined that the company’s negotiations with Apple “‘have not been going well at all…. Apple let us down on the browser by making Netscape the standard install.’ Gates then reported that he had already called Apple’s CEO… to ask ‘how we should announce the cancellation of Mac Office….’” Id. at ¶349. The District Court further found that, within a month of Gates’ call, Apple and Microsoft had reached an agreement pursuant to which


Microsoft’s primary obligation is to continue releasing up-to-date versions of Mac Office for at least five years…. [and] Apple has agreed…to “bundle the most current version of [IE]…with [Mac OS]” … [and to]”make [IE] the default [browser]”…. Navigator is not installed on the computer hard drive during the default installation, which is the type of installation most users elect to employ…. [The] Agreement further provides that…Apple may not position icons for nonMicrosoft browsing software on the desktop of new Macintosh PC systems or Mac OS upgrades.



Id. ¶¶350-52. The agreement also prohibits Apple from encouraging users to substitute another browser for IE, and states that Apple will “encourage its employees to use [IE].” Id. ¶352.

This exclusive deal between Microsoft and Apple has a substantial effect upon the distribution of rival browsers. If a browser developer ports its product to a second operating system, such as the Mac OS, it can continue to display a common set of APIs. Thus, usage share, not the underlying operating system, is the primary determinant of the platform challenge a browser may pose. Pre-installation of a browser (which can be accomplished 538either by including the browser with the operating system or by the OEM installing the browser) is one of the two most important methods of browser distribution, and Apple had a not insignificant share of worldwide sales of operating systems. See id. ¶35 (Microsoft has 95% of the market not counting Apple and “well above” 80% with Apple included in the relevant market). Because Microsoft’s exclusive contract with Apple has a substantial effect in restricting distribution of rival browsers, and because (as we have described several times above) reducing usage share of rival browsers serves to protect Microsoft’s monopoly, its deal with Apple must be regarded as anticompetitive. See Conclusions of Law, at 42 (citing Findings of Fact ¶356) (“By extracting from Apple terms that significantly diminished the usage of Navigator on the Mac OS, Microsoft helped to ensure that developers would not view Navigator as truly cross-platform middleware.”).

Microsoft offers no procompetitive justification for the exclusive dealing arrangement. It makes only the irrelevant claim that the IE-for-Mac Office deal is part of a multifaceted set of agreements between itself and Apple, see Appellant’s Opening Br. at 61 (“Apple’s ‘browsing software’ obligation was [not] the quid pro quo for Microsoft’s Mac Office obligation[;]…all of the various obligations…were part of one ‘overall agreement’ between the two companies.”); that does not mean it has any procompetitive justification. Accordingly, we hold that the exclusive deal with Apple is exclusionary, in violation of §2 of the Sherman Act.

5. Java

Java, a set of technologies developed by Sun Microsystems, is another type of middleware posing a potential threat to Windows’ position as the ubiquitous platform for software development. Findings of Fact ¶28. The Java technologies include: (1) a programming language; (2) a set of programs written in that language, called the “Java class libraries,” which expose APIs; (3) a compiler, which translates code written by a developer into “bytecode”; and (4) a Java Virtual Machine (“JVM”), which translates bytecode into instructions to the operating system. Id. ¶73. Programs calling upon the Java APIs will run on any machine with a “Java runtime environment,” that is, Java class libraries and a JVM. Id. ¶¶73, 74.

In May 1995 Netscape agreed with Sun to distribute a copy of the Java runtime environment with every copy of Navigator, and “Navigator quickly became the principal vehicle by which Sun placed copies of its Java runtime environment on the PC systems of Windows users.” Id. ¶76. Microsoft, too, agreed to promote the Java technologies — or so it seemed. For at the same time, Microsoft took steps “to maximize the difficulty with which applications written in Java could be ported from Windows to other platforms, and vice versa.” Conclusions of Law, at 43. Specifically, the District Court found that Microsoft took four steps to exclude Java from developing as a viable cross-platform threat: (a) designing a JVM incompatible with the one developed by Sun; (b) entering into contracts, the so-called “First Wave Agreements,” requiring major ISVs to promote Microsoft’s JVM exclusively; (c) deceiving Java developers about the Windows-specific nature of the tools it distributed to them; and (d) coercing Intel to stop aiding Sun in improving the Java technologies.

a. The Incompatible JVM

The District Court held that Microsoft engaged in exclusionary conduct by developing and promoting its own JVM. Conclusions of Law, at 43-44. Sun had already developed a JVM for 539the Windows operating system when Microsoft began work on its version. The JVM developed by Microsoft allows Java applications to run faster on Windows than does Sun’s JVM, Findings of Fact ¶389, but a Java application designed to work with Microsoft’s JVM does not work with Sun’s JVM and vice versa. Id. ¶390. The District Court found that Microsoft “made a large investment of engineering resources to develop a high-performance Windows JVM,” id. ¶396, and, “[b]y bundling its…JVM with every copy of [IE]… Microsoft endowed its Java runtime environment with the unique attribute of guaranteed, enduring ubiquity across the enormous Windows installed base,” id. ¶397. As explained above, however, a monopolist does not violate the antitrust laws simply by developing a product that is incompatible with those of its rivals. See supra Section II.B.1. In order to violate the antitrust laws, the incompatible product must have an anticompetitive effect that outweighs any procompetitive justification for the design. Microsoft’s JVM is not only incompatible with Sun’s, it allows Java applications to run faster on Windows than does Sun’s JVM. Microsoft’s faster JVM lured Java developers into using Microsoft’s developer tools, and Microsoft offered those tools deceptively, as we discuss below. The JVM, however, does allow applications to run more swiftly and does not itself have any anticompetitive effect. Therefore, we reverse the District Court’s imposition of liability for Microsoft’s development and promotion of its JVM.

b. The First Wave Agreements

The District Court also found that Microsoft entered into First Wave Agreements with dozens of ISVs to use Microsoft’s JVM. See Findings of Fact ¶401 (“[I]n exchange for costly technical support and other blandishments, Microsoft induced dozens of important ISVs to make their Java applications reliant on Windows-specific technologies and to refrain from distributing to Windows users JVMs that complied with Sun’s standards.”). Again, we reject the District Court’s condemnation of low but non-predatory pricing by Microsoft.

To the extent Microsoft’s First Wave Agreements with the ISVs conditioned receipt of Windows technical information upon the ISVs’ agreement to promote Microsoft’s JVM exclusively, they raise a different competitive concern. The District Court found that, although not literally exclusive, the deals were exclusive in practice because they required developers to make Microsoft’s JVM the default in the software they developed. Id. ¶401.

While the District Court did not enter precise findings as to the effect of the First Wave Agreements upon the overall distribution of rival JVMs, the record indicates that Microsoft’s deals with the major ISVs had a significant effect upon JVM promotion. As discussed above, the products of First Wave ISVs reached millions of consumers. Id. ¶340. The First Wave ISVs included such prominent developers as Rational Software, see GX 970, reprinted in 15 J.A. at 9994-10000, “a world leader” in software development tools, see Direct Testimony of Michael Devlin ¶2, reprinted in 5 J.A. at 3520, and Symantec, see GX 2071, reprinted in 22 J.A. at 14960-66 (sealed), which, according to Microsoft itself, is “the leading supplier of utilities such as anti-virus software,” Defendant’s Proposed Findings of Fact ¶276, reprinted in 3 J.A. at 1689. Moreover, Microsoft’s exclusive deals with the leading ISVs took place against a backdrop of foreclosure: the District Court found that “[w]hen Netscape announced in May 1995 [prior to Microsoft’s execution of the First Wave Agreements] that it would include with every copy of Navigator a copy of a Windows JVM that complied with Sun’s standards, it appeared that Sun’s Java implementation would achieve the necessary ubiquity on 540Windows.” Findings of Fact ¶394. As discussed above, however, Microsoft undertook a number of anticompetitive actions that seriously reduced the distribution of Navigator, and the District Court found that those actions thereby seriously impeded distribution of Sun’s JVM. Because Microsoft’s agreements foreclosed a substantial portion of the field for JVM distribution and because, in so doing, they protected Microsoft’s monopoly from a middleware threat, they are anticompetitive.

Microsoft offered no procompetitive justification for the default clause that made the First Wave Agreements exclusive as a practical matter. See Findings of Fact ¶401. Because the cumulative effect of the deals is anticompetitive and because Microsoft has no procompetitive justification for them, we hold that the provisions in the First Wave Agreements requiring use of Microsoft’s JVM as the default are exclusionary, in violation of the Sherman Act.

c. Deception of Java Developers

Microsoft’s “Java implementation” included, in addition to a JVM, a set of software development tools it created to assist ISVs in designing Java applications. The District Court found that, not only were these tools incompatible with Sun’s cross-platform aspirations for Java — no violation, to be sure — but Microsoft deceived Java developers regarding the Windows-specific nature of the tools. Microsoft’s tools included “certain ‘keywords’ and ‘compiler directives’ that could only be executed properly by Microsoft’s version of the Java runtime environment for Windows.” Id. ¶394; see also Direct Testimony of James Gosling ¶58, reprinted in 21 J.A. at 13959 (Microsoft added “programming instructions…that alter the behavior of the code.”). As a result, even Java “developers who were opting for portability over performance…unwittingly [wrote] Java applications that [ran] only on Windows.” Conclusions of Law, at 43. That is, developers who relied upon Microsoft’s public commitment to cooperate with Sun and who used Microsoft’s tools to develop what Microsoft led them to believe were cross-platform applications ended up producing applications that would run only on the Windows operating system.

When specifically accused by a PC Week reporter of fragmenting Java standards so as to prevent cross-platform uses, Microsoft denied the accusation and indicated it was only “adding rich platform support” to what remained a cross-platform implementation. An e-mail message internal to Microsoft, written shortly after the conversation with the reporter, shows otherwise:


[O]k, i just did a followup call…. [The reporter] liked that i kept pointing customers to w3c standards [(commonly observed internet protocols)]…. [but] he accused us of being schizo with this vs. our java approach, i said he misunderstood [ — ] that [with Java] we are merely trying to add rich platform support to an interop layer…. this plays well…. at this point its [sic] not good to create MORE noise around our win32 java classes. instead we should just quietly grow j÷÷ [(Microsoft’s development tools)] share and assume that people will take more advantage of our classes without ever realizing they are building win32-only java apps.



GX 1332, reprinted in 22 J.A. at 14922-23.
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Finally, other Microsoft documents confirm that Microsoft intended to deceive Java developers, and predicted that the effect of its actions would be to generate Windows-dependent Java applications that their developers believed would be cross-platform; these documents also indicate that Microsoft’s ultimate objective was to thwart Java’s threat to Microsoft’s monopoly in the market for operating systems. One Microsoft document, for example, states as a strategic goal: “Kill cross-platform Java by grow[ing] the polluted Java market.” GX 259, reprinted in 22 J.A. at 14514; see also id. (“Cross-platform capability is by far the number one reason for choosing/using Java.”) (emphasis in original).

Microsoft’s conduct related to its Java developer tools served to protect its monopoly of the operating system in a manner not attributable either to the superiority of the operating system or to the acumen of its makers, and therefore was anticompetitive. Unsurprisingly, Microsoft offers no procompetitive explanation for its campaign to deceive developers. Accordingly, we conclude this conduct is exclusionary, in violation of §2 of the Sherman Act.

d. The Threat to Intel

The District Court held that Microsoft also acted unlawfully with respect to Java by using its “monopoly power to prevent firms such as Intel from aiding in the creation of cross-platform interfaces.” Conclusions of Law, at 43. In 1995 Intel was in the process of developing a high-performance, Windows-compatible JVM. Microsoft wanted Intel to abandon that effort because a fast, cross-platform JVM would threaten Microsoft’s monopoly in the operating system market. At an August 1995 meeting, Microsoft’s Gates told Intel that its “cooperation with Sun and Netscape to develop a Java runtime environment…was one of the issues threatening to undermine cooperation between Intel and Microsoft.” Findings of Fact ¶396. Three months later, “Microsoft’s Paul Maritz told a senior Intel executive that Intel’s [adaptation of its multimedia software to comply with] Sun’s Java standards was as inimical to Microsoft as Microsoft’s support for non-Intel microprocessors would be to Intel.” Id. ¶405.

Intel nonetheless continued to undertake initiatives related to Java. By 1996 “Intel had developed a JVM designed to run well…while complying with Sun’s cross-platform standards.” Id. ¶396. In April of that year, Microsoft again urged Intel not to help Sun by distributing Intel’s fast, Suncompliant JVM. Id. And Microsoft threatened Intel that if it did not stop aiding Sun on the multi-media front, then Microsoft would refuse to distribute Intel technologies bundled with Windows. Id. ¶404.

Intel finally capitulated in 1997, after Microsoft delivered the coup de grace.


[O]ne of Intel’s competitors, called AMD, solicited support from Microsoft for its “3DX” technology…. Microsoft’s Allchin asked Gates whether Microsoft should support 3DX, despite the fact that Intel would oppose it. Gates responded: “If Intel has a real problem with us supporting this then they will have to stop supporting Java Multimedia the way they are. I would gladly give up supporting this if they would back off from their work on JAVA.”



Id. ¶406.

Microsoft’s internal documents and deposition testimony confirm both the anticompetitive effect and intent of its actions. See, e.g., GX 235, reprinted in 22 J.A. at 14502 (Microsoft executive, Eric Engstrom, included among Microsoft’s goals for Intel: “Intel to stop 542helping Sun create Java Multimedia APIs, especially ones that run well…on Windows.”); Deposition of Eric Engstrom at 179 (“We were successful [in convincing Intel to stop aiding Sun] for some period of time.”).

Microsoft does not deny the facts found by the District Court, nor does it offer any procompetitive justification for pressuring Intel not to support cross-platform Java. Microsoft lamely characterizes its threat to Intel as “advice.” The District Court, however, found that Microsoft’s “advice” to Intel to stop aiding cross-platform Java was backed by the threat of retaliation, and this conclusion is supported by the evidence cited above. Therefore we affirm the conclusion that Microsoft’s threats to Intel were exclusionary, in violation of §2 of the Sherman Act.

6. Course of Conduct

The District Court held that, apart from Microsoft’s specific acts, Microsoft was liable under §2 based upon its general “course of conduct.” In reaching this conclusion the court relied upon Continental Ore Co. v. Union Carbide & Carbon Corp., 370 U.S. 690, 699, 82 S. Ct. 1404, 8 L. Ed. 2d 777 (1962), where the Supreme Court stated, “[i]n [Sherman Act cases], plaintiffs should be given the full benefit of their proof without tightly compartmentalizing the various factual components and wiping the slate clean after scrutiny of each.”

Microsoft points out that Continental Ore and the other cases cited by plaintiffs in support of “course of conduct” liability all involve conspiracies among multiple firms, not the conduct of a single firm; in that setting the “course of conduct” is the conspiracy itself, for which all the participants may be held liable. See Appellant’s Opening Br. at 112-13. Plaintiffs respond that, as a policy matter, a monopolist’s unilateral “campaign of [acts intended to exclude a rival] that in the aggregate has the requisite impact” warrants liability even if the acts viewed individually would be lawful for want of a significant effect upon competition. Appellees’ Br. at 82-83.

We need not pass upon plaintiffs’ argument, however, because the District Court did not point to any series of acts, each of which harms competition only slightly but the cumulative effect of which is significant enough to form an independent basis for liability. The “course of conduct” section of the District Court’s opinion contains, with one exception, only broad, summarizing conclusions. See, e.g., Conclusions of Law, at 44 (“Microsoft placed an oppressive thumb on the scale of competitive fortune….”). The only specific acts to which the court refers are Microsoft’s expenditures in promoting its browser, see id. (“Microsoft has expended wealth and foresworn opportunities to realize more….”), which we have explained are not in themselves unlawful. Because the District Court identifies no other specific acts as a basis for “course of conduct” liability, we reverse its conclusion that Microsoft’s course of conduct separately violates §2 of the Sherman Act.

C. Causation

As a final parry, Microsoft urges this court to reverse on the monopoly maintenance claim, because plaintiffs never established a causal link between Microsoft’s anticompetitive conduct, in particular its foreclosure of Netscape’s and Java’s distribution channels, and the maintenance of Microsoft’s operating system monopoly. See Findings of Fact ¶411 (“There is insufficient evidence to find that, absent Microsoft’s actions, Navigator and Java already 543would have ignited genuine competition in the market for Intel-compatible PC operating systems.”). This is the flip side of Microsoft’s earlier argument that the District Court should have included middleware in the relevant market. According to Microsoft, the District Court cannot simultaneously find that middleware is not a reasonable substitute and that Microsoft’s exclusionary conduct contributed to the maintenance of monopoly power in the operating system market. Microsoft claims that the first finding depended on the court’s view that middleware does not pose a serious threat to Windows, see supra Section II.A, while the second finding required the court to find that Navigator and Java would have developed into serious enough cross-platform threats to erode the applications barrier to entry. We disagree.

Microsoft points to no case, and we can find none, standing for the proposition that, as to §2 liability in an equitable enforcement action, plaintiffs must present direct proof that a defendant’s continued monopoly power is precisely attributable to its anticompetitive conduct. As its lone authority, Microsoft cites the following passage from Professor Areeda’s antitrust treatise: “The plaintiff has the burden of pleading, introducing evidence, and presumably proving by a preponderance of the evidence that reprehensible behavior has contributed significantly to the…maintenance of the monopoly.” 3 PHILLIP E. AREEDA & HERBERT HOVENKAMP, ANTITRUST LAW ¶650c, at 69 (1996) (emphasis added).

But, with respect to actions seeking injunctive relief, the authors of that treatise also recognize the need for courts to infer “causation” from the fact that a defendant has engaged in anticompetitive conduct that “reasonably appear[s] capable of making a significant contribution to…maintaining monopoly power.” Id. ¶651c, at 78; see also Morgan v. Ponder, 892 F.2d 1355, 1363 (8th Cir. 1989); Barry Wright, 724 F.2d at 230. To require that §2 liability turn on a plaintiff’s ability or inability to reconstruct the hypothetical marketplace absent a defendant’s anticompetitive conduct would only encourage monopolists to take more and earlier anticompetitive action.

We may infer causation when exclusionary conduct is aimed at producers of nascent competitive technologies as well as when it is aimed at producers of established substitutes. Admittedly, in the former case there is added uncertainty, inasmuch as nascent threats are merely potential substitutes. But the underlying proof problem is the same — neither plaintiffs nor the court can confidently reconstruct a product’s hypothetical technological development in a world absent the defendant’s exclusionary conduct. To some degree, “the defendant is made to suffer the uncertain consequences of its own undesirable conduct.” 3 Areeda & Hovenkamp, Antitrust Law ¶651c, at 78.

Given this rather edentulous test for causation, the question in this case is not whether Java or Navigator would actually have developed into viable platform substitutes, but (1) whether as a general matter the exclusion of nascent threats is the type of conduct that is reasonably capable of contributing significantly to a defendant’s continued monopoly power and (2) whether Java and Navigator reasonably constituted nascent threats at the time Microsoft engaged in the anticompetitive conduct at issue. As to the first, suffice it to say that it would be inimical to the purpose of the Sherman Act to allow monopolists free reign to squash nascent, albeit unproven, competitors at will — particularly in industries marked by rapid technological advance and frequent paradigm shifts. Findings of Fact ¶¶59-60. As to the second, the District Court made ample findings that both Navigator and Java showed potential as middleware platform threats. Findings of Fact ¶¶68-77. Counsel for Microsoft admitted as 544much at oral argument. 02/26/01 Ct. Appeals Tr. at 27 (“There are no constraints on output. Marginal costs are essentially zero. And there are to some extent network effects. So a company like Netscape founded in 1994 can be by the middle of 1995 clearly a potentially lethal competitor to Windows because it can supplant its position in the market because of the characteristics of these markets.”).

Microsoft’s concerns over causation have more purchase in connection with the appropriate remedy issue, i.e., whether the court should impose a structural remedy or merely enjoin the offensive conduct at issue. As we point out later in this opinion, divestiture is a remedy that is imposed only with great caution, in part because its long-term efficacy is rarely certain. But these queries go to questions of remedy, not liability. In short, causation affords Microsoft no defense to liability for its unlawful actions undertaken to maintain its monopoly in the operating system market.

III. ATTEMPTED MONOPOLIZATION

Microsoft further challenges the District Court’s determination of liability for “attempt[ing] to monopolize…any part of the trade or commerce among the several States.” 15 U.S.C. §2 (1997). To establish a §2 violation for attempted monopolization, “a plaintiff must prove (1) that the defendant has engaged in predatory or anticompetitive conduct with (2) a specific intent to monopolize and (3) a dangerous probability of achieving monopoly power.” Spectrum Sports, Inc. v. McQuillan, 506 U.S. 447, 456, 113 S. Ct. 884, 122 L. Ed. 2d 247 (1993); see also Times-Picayune Pub. Co. v. United States, 345 U.S. 594, 626, 73 S. Ct. 872, 97 L. Ed. 1277 (1953); Lorain Journal Co. v. United States, 342 U.S. 143, 153-55, 72 S. Ct. 181, 96 L. Ed. 162 (1951). Because a deficiency on any one of the three will defeat plaintiffs’ claim, we look no further than plaintiffs’ failure to prove a dangerous probability of achieving monopoly power in the putative browser market.

The determination whether a dangerous probability of success exists is a particularly fact-intensive inquiry. Because the Sherman Act does not identify the activities that constitute the offense of attempted monopolization, the court “must examine the facts of each case, mindful that the determination of what constitutes an attempt, as Justice Holmes explained, ‘is a question of proximity and degree.’” United States v. Am. Airlines, Inc., 743 F.2d 1114, 1118 (5th Cir. 1984) (quoting Swift & Co. v. United States, 196 U.S. 375, 402, 25 S. Ct. 276, 49 L. Ed. 518 (1905)). The District Court determined that “[t]he evidence supports the conclusion that Microsoft’s actions did pose such a danger.” Conclusions of Law, at 45. Specifically, the District Court concluded that “Netscape’s assent to Microsoft’s market division proposal would have…resulted in Microsoft’s attainment of monopoly power in a second market,” and that “the proposal itself created a dangerous probability of that result.” Conclusions of Law, at 46 (citation omitted). The District Court further concluded that “the predatory course of conduct Microsoft has pursued since June of 1995 has revived the dangerous probability that Microsoft will attain monopoly power in a second market.” Id.

At the outset we note a pervasive flaw in the District Court’s and plaintiffs’ discussion of attempted monopolization. Simply put, plaintiffs have made the same argument under two different headings — monopoly maintenance and attempted monopolization. They have relied upon Microsoft’s §2 liability for monopolization of the operating system market as a presumptive indicator of attempted monopolization of an entirely different market. The 545District Court implicitly accepted this approach: It agreed with plaintiffs that the events that formed the basis for the §2 monopolization claim “warrant[ed] additional liability as an illegal attempt to amass monopoly power in ‘the browser market.’” Id. at 45 (emphasis added). Thus, plaintiffs and the District Court failed to recognize the need for an analysis wholly independent of the conclusions and findings on monopoly maintenance.

To establish a dangerous probability of success, plaintiffs must as a threshold matter show that the browser market can be monopolized, i.e., that a hypothetical monopolist in that market could enjoy market power. This, in turn, requires plaintiffs (1) to define the relevant market and (2) to demonstrate that substantial barriers to entry protect that market. Because plaintiffs have not carried their burden on either prong, we reverse without remand.

A. Relevant Market

A court’s evaluation of an attempted monopolization claim must include a definition of the relevant market. See Spectrum Sports, 506 U.S. at 455-56, 113 S. Ct. 884. Such a definition establishes a context for evaluating the defendant’s actions as well as for measuring whether the challenged conduct presented a dangerous probability of monopolization. See id. The District Court omitted this element of the Spectrum Sports inquiry.

Defining a market for an attempted monopolization claim involves the same steps as defining a market for a monopoly maintenance claim, namely a detailed description of the purpose of a browser — what functions may be included and what are not — and an examination of the substitutes that are part of the market and those that are not. See also supra Section II.A. The District Court never engaged in such an analysis nor entered detailed findings defining what a browser is or what products might constitute substitutes. In the Findings of Fact, the District Court (in a section on whether IE and Windows are separate products) stated only that “a Web browser provides the ability for the end user to select, retrieve, and perceive resources on the Web.” Findings of Fact ¶150. Furthermore, in discussing attempted monopolization in its Conclusions of Law, the District Court failed to demonstrate analytical rigor when it employed varying and imprecise references to the “market for browsing technology for Windows,” “the browser market,” and “platform-level browsing software.” Conclusions of Law, at 45.

Because the determination of a relevant market is a factual question to be resolved by the District Court, we would normally remand the case so that the District Court could formulate an appropriate definition. A remand on market definition is unnecessary, however, because the District Court’s imprecision is directly traceable to plaintiffs’ failure to articulate and identify evidence before the District Court as to (1) what constitutes a browser (i.e., what are the technological components of or functionalities provided by a browser) and (2) why certain other products are not reasonable substitutes (e.g., browser shells or viewers for individual internet extensions, such as Real Audio Player or Adobe Acrobat Reader). Indeed, when plaintiffs in their Proposed Findings of Fact attempted to define a relevant market for the attempt claim, they pointed only to their separate products analysis for the tying claim. However, the separate products analysis for tying purposes is not a substitute for the type of market definition that Spectrum Sports requires. See infra Section IV.A.

Plaintiffs’ proposed findings and the District Court’s actual findings on attempted monopolization pale in comparison to their counterparts on the monopoly maintenance 546claim. Compare Findings of Fact ¶150, and Plaintiffs’ Joint Proposed Findings of Fact, at 817819, reprinted in 2 J.A. at 1480-82, with Findings of Fact ¶¶18-66, and Plaintiffs’ Joint Proposed Findings of Fact, at 20-31, reprinted in 1 J.A. at 658-69. Furthermore, in their brief and at oral argument before this court, plaintiffs did nothing to clarify or ameliorate this deficiency.

B. Barriers to Entry

Because a firm cannot possess monopoly power in a market unless that market is also protected by significant barriers to entry, see supra Section II.A, it follows that a firm cannot threaten to achieve monopoly power in a market unless that market is, or will be, similarly protected. See Spectrum Sports, 506 U.S. at 456, 113 S. Ct. 884 (“In order to determine whether there is a dangerous probability of monopolization, courts have found it necessary to consider…the defendant’s ability to lessen or destroy competition in that market.”) (citing cases). Plaintiffs have the burden of establishing barriers to entry into a properly defined relevant market. See 2A Phillip E. Areeda et al., Antitrust Law ¶420b, at 57-59 (1995); 3A Phillip E. Areeda & Herbert Hovenkamp, Antitrust Law ¶807g, at 361-62 (1996); see also Neumann v. Reinforced Earth Co., 786 F.2d 424, 429 (D.C. Cir. 1986). Plaintiffs must not only show that barriers to entry protect the properly defined browser market, but that those barriers are “significant.” See United States v. Baker Hughes Inc., 908 F.2d 981, 987 (D.C. Cir. 1990). Whether there are significant barriers to entry cannot, of course, be answered absent an appropriate market definition; thus, plaintiffs’ failure on that score alone is dispositive. But even were we to assume a properly defined market, for example browsers consisting of a graphical interface plus internet protocols, plaintiffs nonetheless failed to carry their burden on barriers to entry.

Contrary to plaintiffs’ contention on appeal, none of the District Court’s statements constitutes a finding of barriers to entry into the web browser market. Finding of Fact 89 states:


At the time Microsoft presented its proposal, Navigator was the only browser product with a significant share of the market and thus the only one with the potential to weaken the applications barrier to entry. Thus, had it convinced Netscape to accept its offer of a “special relationship,” Microsoft quickly would have gained such control over the extensions and standards that network centric applications (including Web sites) employ as to make it all but impossible for any future browser rival to lure appreciable developer interest away from Microsoft’s platform.



This finding is far too speculative to establish that competing browsers would be unable to enter the market, or that Microsoft would have the power to raise the price of its browser above, or reduce the quality of its browser below, the competitive level. Moreover, it is ambiguous insofar as it appears to focus on Microsoft’s response to the perceived platform threat rather than the browser market. Finding of Fact 144, on which plaintiffs also rely, is part of the District Court’s discussion of Microsoft’s alleged anticompetitive actions to eliminate the platform threat posed by Netscape Navigator. This finding simply describes Microsoft’s reliance on studies indicating consumers’ reluctance to switch browsers, a reluctance not shown to be any more than that which stops consumers from switching brands 547of cereal. Absent more extensive and definitive factual findings, the District Court’s legal conclusions about entry barriers amount to nothing more than speculation.

In contrast to their minimal effort on market definition, plaintiffs did at least offer proposed findings of fact suggesting that the possibility of network effects could potentially create barriers to entry into the browser market. See Plaintiffs’ Joint Proposed Findings of Fact, at 822-23, 825-27, reprinted in 2 J.A. at 1485-86, 1488-90. The District Court did not adopt those proposed findings. See Findings of Fact ¶89. However, the District Court did acknowledge the possibility of a different kind of entry barrier in its Conclusions of Law:


In the time it would have taken an aspiring entrant to launch a serious effort to compete against Internet Explorer, Microsoft could have erected the same type of barrier that protects its existing monopoly power by adding proprietary extensions to the browsing software under its control and by extracting commitments from OEMs, IAPs and others similar to the ones discussed in [the monopoly maintenance section].



Conclusions of Law, at 46.

Giving plaintiffs and the District Court the benefit of the doubt, we might remand if the possible existence of entry barriers resulting from the possible creation and exploitation of network effects in the browser market were the only concern. That is not enough to carry the day, however, because the District Court did not make two key findings: (1) that network effects were a necessary or even probable, rather than merely possible, consequence of high market share in the browser market and (2) that a barrier to entry resulting from network effects would be “significant” enough to confer monopoly power. Again, these deficiencies are in large part traceable to plaintiffs’ own failings. As to the first point, the District Court’s use of the phrase “could have” reflects the same uncertainty articulated in testimony cited in plaintiffs’ proposed findings. As to the second point, the cited testimony in plaintiffs’ proposed findings offers little more than conclusory statements. See id. at 822-27, reprinted in 2 J.A. at 1485-90. The proffered testimony contains no evidence regarding the cost of “porting” websites to different browsers or the potentially different economic incentives facing ICPs, as opposed to ISVs, in their decision to incur costs to do so. Simply invoking the phrase “network effects” without pointing to more evidence does not suffice to carry plaintiffs’ burden in this respect.

Any doubt that we may have had regarding remand instead of outright reversal on the barriers to entry question was dispelled by plaintiffs’ arguments on attempted monopolization before this court. Not only did plaintiffs fail to articulate a website barrier to entry theory in either their brief or at oral argument, they failed to point the court to evidence in the record that would support a finding that Microsoft would likely erect significant barriers to entry upon acquisition of a dominant market share.

Plaintiffs did not devote the same resources to the attempted monopolization claim as they did to the monopoly maintenance claim. But both claims require evidentiary and theoretical rigor. Because plaintiffs failed to make their case on attempted monopolization both in the District Court and before this court, there is no reason to give them a second chance to flesh out a claim that should have been fleshed out the first time around. Accordingly, we reverse the District Court’s determination of §2 liability for attempted monopolization.
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IV. TYING

Microsoft also contests the District Court’s determination of liability under §1 of the Sherman Act. The District Court concluded that Microsoft’s contractual and technological bundling of the IE web browser (the “tied” product) with its Windows operating system (“OS”) (the “tying” product) resulted in a tying arrangement that was per se unlawful. Conclusions of Law, at 47-51. We hold that the rule of reason, rather than per se analysis, should govern the legality of tying arrangements involving platform software products. The Supreme Court has warned that “‘[i]t is only after considerable experience with certain business relationships that courts classify them as per se violations….’ “Broad. Music, Inc. v. CBS, 441 U.S. 1, 9, 99 S. Ct. 1551, 60 L. Ed. 2d 1 (1979) (quoting United States v. Topco Assocs., 405 U.S. 596, 607-08, 92 S. Ct. 1126, 31 L. Ed. 2d 515 (1972)). While every “business relationship” will in some sense have unique features, some represent entire, novel categories of dealings. As we shall explain, the arrangement before us is an example of the latter, offering the first up-close look at the technological integration of added functionality into software that serves as a platform for third-party applications. There being no close parallel in prior antitrust cases, simplistic application of per se tying rules carries a serious risk of harm. Accordingly, we vacate the District Court’s finding of a per se tying violation and remand the case. Plaintiffs may on remand pursue their tying claim under the rule of reason.

The facts underlying the tying allegation substantially overlap with those set forth in Section II.B in connection with the §2 monopoly maintenance claim. The key District Court findings are that (1) Microsoft required licensees of Windows 95 and 98 also to license IE as a bundle at a single price, Findings of Fact ¶¶137, 155, 158; (2) Microsoft refused to allow OEMs to uninstall or remove IE from the Windows desktop, id. ¶¶158, 203, 213; (3) Microsoft designed Windows 98 in a way that withheld from consumers the ability to remove IE by use of the Add/Remove Programs utility, id. ¶170; cf. id. ¶165 (stating that IE was subject to Add/Remove Programs utility in Windows 95); and (4) Microsoft designed Windows 98 to override the user’s choice of default web browser in certain circumstances, id. ¶¶171, 172. The court found that these acts constituted a per se tying violation. Conclusions of Law, at 4751. Although the District Court also found that Microsoft commingled operating system-only and browser-only routines in the same library files, Findings of Fact ¶¶161, 164, it did not include this as a basis for tying liability despite plaintiffs’ request that it do so, Plaintiffs’ Proposed Findings of Fact, ¶¶131-32, reprinted in 2 J.A. at 941-47.

There are four elements to a per se tying violation: (1) the tying and tied goods are two separate products; (2) the defendant has market power in the tying product market; (3) the defendant affords consumers no choice but to purchase the tied product from it; and (4) the tying arrangement forecloses a substantial volume of commerce. See Eastman Kodak Co. v. Image Tech. Servs., Inc., 504 U.S. 451, 461-62, 112 S. Ct. 2072, 119 L. Ed. 2d 265 (1992); Jefferson Parish Hosp. Dist. No. 2 v. Hyde, 466 U.S. 2, 12-18, 104 S. Ct. 1551, 80 L. Ed. 2d 2 (1984).

Microsoft does not dispute that it bound Windows and IE in the four ways the District Court cited. Instead it argues that Windows (the tying good) and IE browsers (the tied good) are not “separate products,” Appellant’s Opening Br. at 69-79, and that it did not substantially foreclose competing browsers from the tied product market, id. at 79-83. (Microsoft also 549contends that it does not have monopoly power in the tying product market, id. at 84-96, but, for reasons given in Section II.A, we uphold the District Court’s finding to the contrary.)

We first address the separate-products inquiry, a source of much argument between the parties and of confusion in the cases. Our purpose is to highlight the poor fit between the separate-products test and the facts of this case. We then offer further reasons for carving an exception to the per se rule when the tying product is platform software. In the final section we discuss the District Court’s inquiry if plaintiffs pursue a rule of reason claim on remand.

A. Separate-Products Inquiry Under the Per Se Test

The requirement that a practice involve two separate products before being condemned as an illegal tie started as a purely linguistic requirement: unless products are separate, one cannot be “tied” to the other. Indeed, the nature of the products involved in early tying cases — intuitively distinct items such as a movie projector and a film, Motion Picture Patents Co. v. Universal Film Mfg. Co., 243 U.S. 502, 37 S. Ct. 416, 61 L. Ed. 871 (1917) — led courts either to disregard the separate-products question, see, e.g., United Shoe Mach. Corp. v. United States, 258 U.S. 451, 42 S. Ct. 363, 66 L. Ed. 708 (1922), or to discuss it only in passing, see, e.g., Motion Picture Patents, 243 U.S. at 508, 512, 518, 37 S. Ct. 416. It was not until Times-Picayune Publishing Co. v. United States, 345 U.S. 594, 73 S. Ct. 872, 97 L. Ed. 1277 (1953), that the separate-products issue became a distinct element of the test for an illegal tie. Id. at 614, 73 S. Ct. 872. Even that case engaged in a rather cursory inquiry into whether ads sold in the morning edition of a paper were a separate product from ads sold in the evening edition.

The first case to give content to the separate-products test was Jefferson Parish, 466 U.S. 2, 104 S. Ct. 1551, 80 L. Ed. 2d 2. That case addressed a tying arrangement in which a hospital conditioned surgical care at its facility on the purchase of anesthesiological services from an affiliated medical group. The facts were a challenge for casual separate-products analysis because the tied service — anesthesia — was neither intuitively distinct from nor intuitively contained within the tying service — surgical care. A further complication was that, soon after the Court enunciated the per se rule for tying liability in International Salt Co. v. United States, 332 U.S. 392, 396, 68 S. Ct. 12, 92 L. Ed. 20 (1947), and Northern Pacific Railway Co. v. United States, 356 U.S. 1, 5-7, 78 S. Ct. 514, 2 L. Ed. 2d 545 (1958), new economic research began to cast doubt on the assumption, voiced by the Court when it established the rule, that “‘tying agreements serve hardly any purpose beyond the suppression of competition,’” id. at 6, 78 S. Ct. 514 (quoting Standard Oil of Cal. v. United States, 337 U.S. 293, 305-06, 69 S. Ct. 1051, 93 L. Ed. 1371 (1949)); see also Jefferson Parish, 466 U.S. at 15 n. 23, 104 S. Ct. 1551 (citing materials); Fortner Enters. v. U.S. Steel Corp., 394 U.S. 495, 524-25, 89 S. Ct. 1252, 22 L. Ed. 2d 495 (1969) (Fortas, J., dissenting) (“Fortner I”).

The Jefferson Parish Court resolved the matter in two steps. First, it clarified that “the answer to the question whether one or two products are involved” does not turn “on the functional relation between them….” Jefferson Parish, 466 U.S. at 19, 104 S. Ct. 1551; see also id. at 19 n. 30, 104 S. Ct. 1551. In other words, the mere fact that two items are complements, that “one…is useless without the other,” id., does not make them a single “product” for purposes of tying law. Accord Eastman Kodak, 504 U.S. at 463, 112 S. Ct. 2072. Second, reasoning that the “definitional question [whether two distinguishable products are involved] depends on whether the arrangement may have the type of competitive consequences 550addressed by the rule [against tying],” Jefferson Parish, 466 U.S. at 21, 104 S. Ct. 1551, the Court decreed that “no tying arrangement can exist unless there is a sufficient demand for the purchase of anesthesiological services separate from hospital services to identify a distinct product market in which it is efficient to offer anesthesiological services separately from hospital service,” id. at 21-22, 104 S. Ct. 1551 (emphasis added); accord Eastman Kodak, 504 U.S. at 462, 112 S. Ct. 2072.

The Court proceeded to examine direct and indirect evidence of consumer demand for the tied product separate from the tying product. Direct evidence addresses the question whether, when given a choice, consumers purchase the tied good from the tying good maker, or from other firms. The Court took note, for example, of testimony that patients and surgeons often requested specific anesthesiologists not associated with a hospital. Jefferson Parish, 466 U.S. at 22, 104 S. Ct. 1551. Indirect evidence includes the behavior of firms without market power in the tying good market, presumably on the notion that (competitive) supply follows demand. If competitive firms always bundle the tying and tied goods, then they are a single product. See id. at 22 n.36, 104 S. Ct. 1551; see also Eastman Kodak, 504 U.S. at 462, 112 S. Ct. 2072; Fortner I, 394 U.S. at 525, 89 S. Ct. 1252 (Fortas, J., dissenting), cited in Jefferson Parish, 466 U.S. at 12, 22 n.35, 104 S. Ct. 1551; United States v. Jerrold Elecs. Corp., 187 F. Supp. 545, 559 (E.D. Pa. 1960), aff’d per curiam, 365 U.S. 567, 81 S. Ct. 755, 5 L. Ed. 2d 806 (1961); 10 Phillip E. Areeda et al., Antitrust Law ¶1744, at 197-201 (1996). Here the Court noted that only 27% of anesthesiologists in markets other than the defendant’s had financial relationships with hospitals, and that, unlike radiologists and pathologists, anesthesiologists were not usually employed by hospitals, i.e., bundled with hospital services. Jefferson Parish, 466 U.S. at 22 n. 36, 104 S. Ct. 1551. With both direct and indirect evidence concurring, the Court determined that hospital surgery and anesthesiological services were distinct goods.

To understand the logic behind the Court’s consumer demand test, consider first the postulated harms from tying. The core concern is that tying prevents goods from competing directly for consumer choice on their merits, i.e., being selected as a result of “buyers’ independent judgment,” id. at 13, 104 S. Ct. 1551 (internal quotes omitted). With a tie, a buyer’s “freedom to select the best bargain in the second market [could be] impaired by his need to purchase the tying product, and perhaps by an inability to evaluate the true cost of either product….” Id. at 15, 104 S. Ct. 1551. Direct competition on the merits of the tied product is foreclosed when the tying product either is sold only in a bundle with the tied product or, though offered separately, is sold at a bundled price, so that the buyer pays the same price whether he takes the tied product or not. In both cases, a consumer buying the tying product becomes entitled to the tied product; he will therefore likely be unwilling to buy a competitor’s version of the tied product even if, making his own price/quality assessment, that is what he would prefer.

But not all ties are bad. Bundling obviously saves distribution and consumer transaction costs. 9 Phillip E. Areeda, Antitrust Law ¶1703g2, at 51-52 (1991). This is likely to be true, to take some examples from the computer industry, with the integration of math co-processors and memory into microprocessor chips and the inclusion of spell checkers in word processors. 11/10/98 pm Tr. at 18-19 (trial testimony of Steven McGeady of Intel), reprinted in 9 J.A. at 5581-82 (math co-processor); Cal. Computer Prods., Inc. v. IBM Corp., 613 F.2d 727, 744 & n.29 (9th Cir. 1979) (memory). Bundling can also capitalize on certain economies of scope. A 551possible example is the “shared” library files that perform OS and browser functions with the very same lines of code and thus may save drive space from the clutter of redundant routines and memory when consumers use both the OS and browser simultaneously. 11/16/98 pm Tr. at 44 (trial testimony of Glenn Weadock), reprinted in 9 J.A. at 5892; Direct Testimony of Microsoft’s James Allchin ¶¶10, 97, 100, 106-116, app. A (excluding ¶¶f, g.vi), reprinted in 5 J.A. at 3292, 3322-30, 3412-17. Indeed, if there were no efficiencies from a tie (including economizing on consumer transaction costs such as the time and effort involved in choice), we would expect distinct consumer demand for each individual component of every good. In a competitive market with zero transaction costs, the computers on which this opinion was written would only be sold piecemeal — keyboard, monitor, mouse, central processing unit, disk drive, and memory all sold in separate transactions and likely by different manufacturers.

Recognizing the potential benefits from tying, see Jefferson Parish, 466 U.S. at 21 n.33, 104 S. Ct. 1551, the Court in Jefferson Parish forged a separate-products test that, like those of market power and substantial foreclosure, attempts to screen out false positives under per se analysis. The consumer demand test is a rough proxy for whether a tying arrangement may, on balance, be welfare-enhancing, and unsuited to per se condemnation. In the abstract, of course, there is always direct separate demand for products: assuming choice is available at zero cost, consumers will prefer it to no choice. Only when the efficiencies from bundling are dominated by the benefits to choice for enough consumers, however, will we actually observe consumers making independent purchases. In other words, perceptible separate demand is inversely proportional to net efficiencies. On the supply side, firms without market power will bundle two goods only when the cost savings from joint sale outweigh the value consumers place on separate choice. So bundling by all competitive firms implies strong net efficiencies. If a court finds either that there is no noticeable separate demand for the tied product or, there being no convincing direct evidence of separate demand, that the entire “competitive fringe” engages in the same behavior as the defendant, 10 AREEDA ET AL., ANTITRUST LAW ¶1744c4, at 200, then the tying and tied products should be declared one product and per se liability should be rejected.

Before concluding our exegesis of Jefferson Parish’s separate-products test, we should clarify two things. First, Jefferson Parish does not endorse a direct inquiry into the efficiencies of a bundle. Rather, it proposes easy-to-administer proxies for net efficiency. In describing the separate-products test we discuss efficiencies only to explain the rationale behind the consumer demand inquiry. To allow the separate-products test to become a detailed inquiry into possible welfare consequences would turn a screening test into the very process it is expected to render unnecessary. 10 Areeda et al., Antitrust Law ¶¶1741b & c, at 180-85; see also Jefferson Parish, 466 U.S. at 34-35, 104 S. Ct. 1551 (O’Connor, J., concurring).

Second, the separate-products test is not a one-sided inquiry into the cost savings from a bundle. Although Jefferson Parish acknowledged that prior lower court cases looked at cost-savings to decide separate products, see id. at 22 n.35, 104 S. Ct. 1551, the Court conspicuously did not adopt that approach in its disposition of tying arrangement before it. Instead it chose proxies that balance costs savings against reduction in consumer choice.

With this background, we now turn to the separate-products inquiry before us. The District Court found that many consumers, if given the option, would choose their browser separately from the OS. Findings of Fact ¶151 (noting that “corporate consumers…prefer to 552standardize on the same browser across different [OSs]” at the work-place). Turning to industry custom, the court found that, although all major OS vendors bundled browsers with their OSs, these companies either sold versions without a browser, or allowed OEMs or end-users either not to install the bundled browser or in any event to “uninstall” it. Id. ¶153. The court did not discuss the record evidence as to whether OS vendors other than Microsoft sold at a bundled price, with no discount for a browserless OS, perhaps because the record evidence on the issue was in conflict. Compare, e.g., Direct Testimony of Richard Schmalensee ¶241, reprinted in 7 J.A. at 4315 (“[A]ll major operating system vendors do in fact include Web-browsing software with the operating system at no extra charge.”) (emphasis added), with, e.g., 1/6/99 pm Tr. at 42 (trial testimony of Franklin Fisher of MIT) (suggesting all OSs but Microsoft offer discounts).

Microsoft does not dispute that many consumers demand alternative browsers. But on industry custom Microsoft contends that no other firm requires non-removal because no other firm has invested the resources to integrate web browsing as deeply into its OS as Microsoft has. Appellant’s Opening Br. at 25; cf. Direct Testimony of James Allchin ¶¶26272, reprinted in 5 J.A. at 3385-89 (Apple, IBM); 11/5/98 pm Tr. at 55-58 (trial testimony of Apple’s Avadis Tevanian, Jr.), reprinted in 9 J.A. at 5507-10 (Apple). (We here use the term “integrate” in the rather simple sense of converting individual goods into components of a single physical object (e.g., a computer as it leaves the OEM, or a disk or sets of disks), without any normative implication that such integration is desirable or achieves special advantages. Cf. United States v. Microsoft Corp., 147 F.3d 935, 950 (D.C. Cir. 1998) (“Microsoft II”).) Microsoft contends not only that its integration of IE into Windows is innovative and beneficial but also that it requires non-removal of IE. In our discussion of monopoly maintenance we find that these claims fail the efficiency balancing applicable in that context. But the separate-products analysis is supposed to perform its function as a proxy without embarking on any direct analysis of efficiency. Accordingly, Microsoft’s implicit argument — that in this case looking to a competitive fringe is inadequate to evaluate fully its potentially innovative technological integration, that such a comparison is between apples and oranges — poses a legitimate objection to the operation of Jefferson Parish’s separate-products test for the per se rule.

In fact there is merit to Microsoft’s broader argument that Jefferson Parish’s consumer demand test would “chill innovation to the detriment of consumers by preventing firms from integrating into their products new functionality previously provided by standalone products — and hence, by definition, subject to separate consumer demand.” Appellant’s Opening Br. at 69. The per se rule’s direct consumer demand and indirect industry custom inquiries are, as a general matter, backward-looking and therefore systematically poor proxies for overall efficiency in the presence of new and innovative integration. See 10 Areeda et al., Antitrust Law ¶1746, at 224-29; Amicus Brief of Lawrence Lessig at 24-25, and sources cited therein (brief submitted regarding Conclusions of Law). The direct consumer demand test focuses on historic consumer behavior, likely before integration, and the indirect industry custom test looks at firms that, unlike the defendant, may not have integrated the tying and tied goods. Both tests compare incomparables — the defendant’s decision to bundle in the presence of integration, on the one hand, and consumer and competitor calculations in its absence, on the other. If integration has efficiency benefits, these may be ignored by the Jefferson Parish proxies. Because one cannot be sure beneficial integration will be protected by the other 553elements of the per se rule, simple application of that rule’s separate-products test may make consumers worse off.

In light of the monopoly maintenance section, obviously, we do not find that Microsoft’s integration is welfare-enhancing or that it should be absolved of tying liability. Rather, we heed Microsoft’s warning that the separate-products element of the per se rule may not give newly integrated products a fair shake.

B. Per Se Analysis Inappropriate for this Case

We now address directly the larger question as we see it: whether standard per se analysis should be applied “off the shelf” to evaluate the defendant’s tying arrangement, one which involves software that serves as a platform for third-party applications. There is no doubt that “[i]t is far too late in the history of our antitrust jurisprudence to question the proposition that certain tying arrangements pose an unacceptable risk of stifling competition and therefore are unreasonable ‘per se.’” Jefferson Parish, 466 U.S. at 9, 104 S. Ct. 1551 (emphasis added). But there are strong reasons to doubt that the integration of additional software functionality into an OS falls among these arrangements. Applying per se analysis to such an amalgamation creates undue risks of error and of deterring welfare- enhancing innovation.

The Supreme Court has warned that “‘[i]t is only after considerable experience with certain business relationships that courts classify them as per se violations.…’ “Broad. Music, 441 U.S. at 9, 99 S. Ct. 1551 (quoting Topco Assocs., 405 U.S. at 607-08, 92 S. Ct. 1126); accord Cont’l T.V., Inc. v. GTE Sylvania Inc., 433 U.S. 36, 47-59, 97 S. Ct. 2549, 53 L. Ed. 2d 568 (1977); White Motor Co. v. United States, 372 U.S. 253, 263, 83 S. Ct. 696, 9 L. Ed. 2d 738 (1963); Jerrold Elecs., 187 F. Supp. at 555-58, 560-61; see also Frank H. Easterbrook, Allocating Antitrust Decisionmaking Tasks, 76 GEO. L.J. 305, 308 (1987). Yet the sort of tying arrangement attacked here is unlike any the Supreme Court has considered. The early Supreme Court cases on tying dealt with arrangements whereby the sale or lease of a patented product was conditioned on the purchase of certain unpatented products from the patentee. See Motion Picture Patents, 243 U.S. 502, 37 S. Ct. 416, 61 L. Ed. 871 (1917); United Shoe Mach., 258 U.S. 451, 42 S. Ct. 363, 66 L. Ed. 708 (1922); IBM Corp. v. United States, 298 U.S. 131, 56 S. Ct. 701, 80 L. Ed. 1085 (1936); Int’l Salt, 332 U.S. 392, 68 S. Ct. 12, 92 L. Ed. 20 (1947). Later Supreme Court tying cases did not involve market power derived from patents, but continued to involve contractual ties. See Times-Picayune, 345 U.S. 594, 73 S. Ct. 872, 97 L. Ed. 1277 (1953) (defendant newspaper conditioned the purchase of ads in its evening edition on the purchase of ads in its morning edition); N. Pac. Ry., 356 U.S. 1, 78 S. Ct. 514, 2 L. Ed. 2d 545 (1958) (defendant railroad leased land only on the condition that products manufactured on the land be shipped on its railways); United States v. Loew’s Inc., 371 U.S. 38, 83 S. Ct. 97, 9 L. Ed. 2d 11 (1962) (defendant distributor of copyrighted feature films conditioned the sale of desired films on the purchase of undesired films); U.S. Steel Corp. v. Fortner Enters., Inc., 429 U.S. 610, 97 S. Ct. 861, 51 L. Ed. 2d 80 (1977) (“Fortner II”) (defendant steel company conditioned access to low interest loans on the purchase of the defendant’s prefabricated homes); Jefferson Parish, 466 U.S. 2, 104 S. Ct. 1551, 80 L. Ed. 2d 2 (1984) (defendant hospital conditioned use of its operating rooms on the purchase of anesthesiological services from a medical group associated with the hospital); Eastman Kodak, 504 U.S. 451, 112 S. Ct. 2072, 119 L. Ed. 2d 265 (1992) (defendant photocopying machine 554manufacturer conditioned the sale of replacement parts for its machines on the use of the defendant’s repair services).

In none of these cases was the tied good physically and technologically integrated with the tying good. Nor did the defendants ever argue that their tie improved the value of the tying product to users and to makers of complementary goods. In those cases where the defendant claimed that use of the tied good made the tying good more valuable to users, the Court ruled that the same result could be achieved via quality standards for substitutes of the tied good. See, e.g., Int’l Salt, 332 U.S. at 397-98, 68 S. Ct. 12; IBM, 298 U.S. at 13840, 56 S. Ct. 701. Here Microsoft argues that IE and Windows are an integrated physical product and that the bundling of IE APIs with Windows makes the latter a better applications platform for third-party software. It is unclear how the benefits from IE APIs could be achieved by quality standards for different browser manufacturers. We do not pass judgment on Microsoft’s claims regarding the benefits from integration of its APIs. We merely note that these and other novel, purported efficiencies suggest that judicial “experience” provides little basis for believing that, “because of their pernicious effect on competition and lack of any redeeming virtue,” a software firm’s decisions to sell multiple functionalities as a package 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., 356 U.S. at 5, 78 S. Ct. 514 (emphasis added).

Nor have we found much insight into software integration among the decisions of lower federal courts. Most tying cases in the computer industry involve bundling with hardware. See, e.g., Digital Equip. Corp. v. Uniq Digital Techs., Inc., 73 F.3d 756, 761 (7th Cir. 1996) (Easterbrook, J.) (rejecting with little discussion the notion that bundling of OS with a computer is a tie of two separate products); Datagate, Inc. v. Hewlett–Packard Co., 941 F.2d 864, 870 (9th Cir. 1991) (holding that plaintiff’s allegation that defendant conditioned its software on purchase of its hardware was sufficient to survive summary judgment); Digidyne Corp. v. Data Gen. Corp., 734 F.2d 1336, 1341-47 (9th Cir. 1984) (holding that defendant’s conditioning the sale of its OS on the purchase of its CPU constitutes a per se tying violation); Cal. Computer Prods., 613 F.2d at 743-44 (holding that defendant’s integration into its CPU of a disk controller designed for its own disk drives was a useful innovation and not an impermissible attempt to monopolize); ILC Peripherals Leasing Corp. v. IBM Corp., 448 F. Supp. 228, 233 (N.D. Cal. 1978) (finding that defendant’s integration of magnetic disks and a head/disk assembly was not an unlawful tie), aff’d per curiam sub. nom. Memorex Corp. v. IBM Corp., 636 F.2d 1188 (9th Cir. 1980); see also Transamerica Computer Co. v. IBM Corp., 698 F.2d 1377, 1382-83 (9th Cir. 1983) (finding lawful defendant’s design changes that rendered plaintiff peripheral maker’s tape drives incompatible with the defendant’s CPU). The hardware case that most resembles the present one is Telex Corp. v. IBM Corp., 367 F. Supp. 258 (N.D. Okla. 1973), rev’d on other grounds, 510 F.2d 894 (10th Cir. 1975). Just as Microsoft integrated web browsing into its OS, IBM in the 1970s integrated memory into its CPUs, a hardware platform. A peripheral manufacturer alleged a tying violation, but the District Court dismissed the claim because it thought it inappropriate to enmesh the courts in product design decisions. Id. at 347. The court’s discussion of the tying claim was brief and did not dwell on the effects of the integration on competition or efficiencies. Nor did the court consider whether per se analysis of the alleged tie was wise.
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We have found four antitrust cases involving arrangements in which a software program is tied to the purchase of a software platform — two district court cases and two appellate court cases, including one from this court. The first case, Innovation Data Processing, Inc. v. IBM Corp., 585 F. Supp. 1470 (D.N.J. 1984), involved an allegation that IBM bundled with its OS a utility used to transfer data from a tape drive to a computer’s disk drive. Although the court mentioned the efficiencies achieved by bundling, it ultimately dismissed the per se tying claim because IBM sold a discounted version of the OS without the utility. Id. at 1475-76. The second case, A.I. Root Co. v. Computer/Dynamics, Inc., 806 F.2d 673 (6th Cir. 1986), was brought by a business customer who claimed that an OS manufacturer illegally conditioned the sale of its OS on the purchase of other software applications. The court quickly disposed of the case on the ground that defendant Computer/Dynamics had no market power. Id. at 675-77. There was no mention of the efficiencies from the tie. The third case, Caldera, Inc. v. Microsoft Corp., 72 F. Supp. 2d 1295 (D. Utah 1999), involved a complaint that the technological integration of MS–DOS and Windows 3.1 into Windows 95 constituted a per se tying violation. The court formulated the “single product” issue in terms of whether the tie constituted a technological improvement, ultimately concluding that Microsoft was not entitled to summary judgment on that issue. Id. at 1322-28.

The software case that bears the greatest resemblance to that at bar is, not surprisingly, Microsoft II, 147 F.3d 935, where we examined the bundling of IE with Windows 95. But the issue there was whether the bundle constituted an “integrated product” as the term was used in a 1994 consent decree between the Department of Justice and Microsoft. Id. at 939. We did not consider whether Microsoft’s bundling should be condemned as per se illegal. We certainly did not make any finding that bundling IE with Windows had “no purpose except stifling of competition,” White Motor, 372 U.S. at 263, 83 S. Ct. 696, an important consideration in defining the scope of any of antitrust law’s per se rules, see Cont’l T.V., 433 U.S. at 57-59, 97 S. Ct. 2549. While we believed our interpretation of the term “integrated product” was consistent with the test for separate products under tying law, we made clear that the “antitrust question is of course distinct.” Microsoft II, 147 F.3d at 950 n.14. We even cautioned that our conclusion that IE and Windows 95 were integrated was “subject to reexamination on a more complete record.” Id. at 952. To the extent that the decision completely disclaimed judicial capacity to evaluate “high-tech product design,” id., it cannot be said to conform to prevailing antitrust doctrine (as opposed to resolution of the decree-interpretation issue then before us). In any case, mere review of asserted breaches of a consent decree hardly constitutes enough “experience” to warrant application of per se analysis. See Broad. Music, 441 U.S. at 10-16, 99 S. Ct. 1551 (refusing to apply per se analysis to defendant’s blanket licenses even though those licenses had been thoroughly investigated by the Department of Justice and were the subject of a consent decree that had been reviewed by numerous courts).

While the paucity of cases examining software bundling suggests a high risk that per se analysis may produce inaccurate results, the nature of the platform software market affirmatively suggests that per se rules might stunt valuable innovation. We have in mind two reasons.

First, as we explained in the previous section, the separate-products test is a poor proxy for net efficiency from newly integrated products. Under per se analysis the first firm to merge 556previously distinct functionalities (e.g., the inclusion of starter motors in automobiles) or to eliminate entirely the need for a second function (e.g., the invention of the stain- resistant carpet) risks being condemned as having tied two separate products because at the moment of integration there will appear to be a robust “distinct” market for the tied product. See 10 AREEDA ET AL., ANTITRUST LAW ¶1746, at 224. Rule of reason analysis, however, affords the first mover an opportunity to demonstrate that an efficiency gain from its “tie” adequately offsets any distortion of consumer choice. See Grappone, Inc. v. Subaru of New England, Inc., 858 F.2d 792, 799 (1st Cir. 1988) (Breyer, J.); see also Town Sound & Custom Tops, Inc. v. Chrysler Motor Corp., 959 F.2d 468, 482 (3d Cir. 1992); Kaiser Aluminum & Chem. Sales, Inc. v. Avondale Shipyards, Inc., 677 F.2d 1045, 1048-49 n.5 (5th Cir. 1982).

The failure of the separate-products test to screen out certain cases of productive integration is particularly troubling in platform software markets such as that in which the defendant competes. Not only is integration common in such markets, but it is common among firms without market power. We have already reviewed evidence that nearly all competitive OS vendors also bundle browsers. Moreover, plaintiffs do not dispute that OS vendors can and do incorporate basic internet plumbing and other useful functionality into their OSs. See Direct Testimony of Richard Schmalensee ¶508, reprinted in 7 J.A. at 4462-64 (disk defragmentation, memory management, peer-to-peer networking or file sharing); 11/19/98 am Tr. at 82-83 (trial testimony of Frederick Warren-Boulton), reprinted in 10 J.A. at 6427-28 (TCP/IP stacks). Firms without market power have no incentive to package different pieces of software together unless there are efficiency gains from doing so. The ubiquity of bundling in competitive platform software markets should give courts reason to pause before condemning such behavior in less competitive markets.

Second, because of the pervasively innovative character of platform software markets, tying in such markets may produce efficiencies that courts have not previously encountered and thus the Supreme Court had not factored into the per se rule as originally conceived. For example, the bundling of a browser with OSs enables an independent software developer to count on the presence of the browser’s APIs, if any, on consumers’ machines and thus to omit them from its own package. See Direct Testimony of Richard Schmalensee ¶¶230-31, 234, reprinted in 7 J.A. at 4309-11, 4312; Direct Testimony of Michael Devlin ¶¶12-21, reprinted in 5 J.A. at 3525-29; see also Findings of Fact ¶2. It is true that software developers can bundle the browser APIs they need with their own products, see id. ¶193, but that may force consumers to pay twice for the same API if it is bundled with two different software programs. It is also true that OEMs can include APIs with the computers they sell, id., but diffusion of uniform APIs by that route may be inferior. First, many OEMs serve special subsets of Windows consumers, such as home or corporate or academic users. If just one of these OEMs decides not to bundle an API because it does not benefit enough of its clients, ISVs that use that API might have to bundle it with every copy of their program. Second, there may be a substantial lag before all OEMs bundle the same set of APIs — a lag inevitably aggravated by the first phenomenon. In a field where programs change very rapidly, delays in the spread of a necessary element (here, the APIs) may be very costly. Of course, these arguments may not justify Microsoft’s decision to bundle APIs in this case, particularly because Microsoft did not merely bundle with Windows the APIs from IE, but an entire browser application (sometimes even without APIs, see id.). A justification for bundling a component of software may not be 557one for bundling the entire software package, especially given the malleability of software code. See id. ¶¶162-63; 12/9/98 am Tr. at 17 (trial testimony of David Farber); 1/6/99 am Tr. at 6-7 (trial testimony of Franklin Fisher), reprinted in 11 J.A. at 7192-93; Direct Testimony of Joachim Kempin ¶286, reprinted in 6 J.A. at 3749. Furthermore, the interest in efficient API diffusion obviously supplies a far stronger justification for simple price-bundling than for Microsoft’s contractual or technological bars to subsequent removal of functionality. But our qualms about redefining the boundaries of a defendant’s product and the possibility of consumer gains from simplifying the work of applications developers makes us question any hard and fast approach to tying in OS software markets.

There may also be a number of efficiencies that, although very real, have been ignored in the calculations underlying the adoption of a per se rule for tying. We fear that these efficiencies are common in technologically dynamic markets where product development is especially unlikely to follow an easily foreseen linear pattern. Take the following example from ILC Peripherals, 448 F. Supp. 228, a case concerning the evolution of disk drives for computers. When IBM first introduced such drives in 1956, it sold an integrated product that contained magnetic disks and disk heads that read and wrote data onto disks. Id. at 231. Consumers of the drives demanded two functions — to store data and to access it all at once. In the first few years consumers’ demand for storage increased rapidly, outpacing the evolution of magnetic disk technology. To satisfy that demand IBM made it possible for consumers to remove the magnetic disks from drives, even though that meant consumers would not have access to data on disks removed from the drive. This componentization enabled makers of computer peripherals to sell consumers removable disks. Id. at 231-32. Over time, however, the technology of magnetic disks caught up with demand for capacity, so that consumers needed few removable disks to store all their data. At this point IBM reintegrated disks into their drives, enabling consumers to once again have immediate access to all their data without a sacrifice in capacity. Id. A manufacturer of removable disks sued. But the District Court found the tie justified because it satisfied consumer demand for immediate access to all data, and ruled that disks and disk heads were one product. Id. at 233. A court hewing more closely to the truncated analysis contemplated by Northern Pacific Railway would perhaps have overlooked these consumer benefits.

These arguments all point to one conclusion: we cannot comfortably say that bundling in platform software markets has so little “redeeming virtue,” N. Pac. Ry., 356 U.S. at 5, 78 S. Ct. 514, and that there would be so “very little loss to society” from its ban, that “an inquiry into its costs in the individual case [can be] considered [ ] unnecessary.” Jefferson Parish, 466 U.S. at 33-34, 104 S. Ct. 1551 (O’Connor, J., concurring). We do not have enough empirical evidence regarding the effect of Microsoft’s practice on the amount of consumer surplus created or consumer choice foreclosed by the integration of added functionality into platform software to exercise sensible judgment regarding that entire class of behavior. (For some issues we have no data.) “We need to know more than we do about the actual impact of these arrangements on competition to decide whether they…should be classified as per se violations of the Sherman Act.” White Motor, 372 U.S. at 263, 83 S. Ct. 696. Until then, we will heed the wisdom that “easy labels do not always supply ready answers,” Broad. Music, 441 U.S. at 8, 99 S. Ct. 1551, and vacate the District Court’s finding of per se tying liability under Sherman Act §1. We remand the case for evaluation of Microsoft’s tying arrangements under 558the rule of reason. See Pullman-Standard v. Swint, 456 U.S. 273, 292, 102 S. Ct. 1781, 72 L. Ed. 2d 66 (1982) (“[W]here findings are infirm because of an erroneous view of the law, a remand is the proper course unless the record permits only one resolution of the factual issue.”). That rule more freely permits consideration of the benefits of bundling in software markets, particularly those for OSs, and a balancing of these benefits against the costs to consumers whose ability to make direct price/quality tradeoffs in the tied market may have been impaired. See Jefferson Parish, 466 U.S. at 25 nn.41-42, 104 S. Ct. 1551 (noting that per se rule does not broadly permit consideration of procompetitive justifications); id. at 34-35, 104 S. Ct. 1551 (O’Connor, J., concurring); N. Pac. Ry., 356 U.S. at 5, 78 S. Ct. 514.

Our judgment regarding the comparative merits of the per se rule and the rule of reason is confined to the tying arrangement before us, where the tying product is software whose major purpose is to serve as a platform for third-party applications and the tied product is complementary software functionality. While our reasoning may at times appear to have broader force, we do not have the confidence to speak to facts outside the record, which contains scant discussion of software integration generally. Microsoft’s primary justification for bundling IE APIs is that their inclusion with Windows increases the value of third-party software (and Windows) to consumers. See Appellant’s Opening Br. at 41-43. Because this claim applies with distinct force when the tying product is platform software, we have no present basis for finding the per se rule inapplicable to software markets generally. Nor should we be interpreted as setting a precedent for switching to the rule of reason every time a court identifies an efficiency justification for a tying arrangement. Our reading of the record suggests merely that integration of new functionality into platform software is a common practice and that wooden application of per se rules in this litigation may cast a cloud over platform innovation in the market for PCs, network computers and information appliances.

C. On Remand

Should plaintiffs choose to pursue a tying claim under the rule of reason, we note the following for the benefit of the trial court:

First, on remand, plaintiffs must show that Microsoft’s conduct unreasonably restrained competition. Meeting that burden “involves an inquiry into the actual effect” of Microsoft’s conduct on competition in the tied good market, Jefferson Parish, 466 U.S. at 29, 104 S. Ct. 1551, the putative market for browsers. To the extent that certain aspects of tying injury may depend on a careful definition of the tied good market and a showing of barriers to entry other than the tying arrangement itself, plaintiffs would have to establish these points. See Jefferson Parish, 466 U.S. at 29, 104 S. Ct. 1551 (“This competition [among anesthesiologists] takes place in a market that has not been defined.”); id. at 29 n.48, 104 S. Ct. 1551 (“[N]either the District Court nor the Court of Appeals made any findings concerning the contract’s effect on entry barriers.”). But plaintiffs were required — and had every incentive — to provide both a definition of the browser market and barriers to entry to that market as part of their §2 attempted monopolization claim; yet they failed to do so. See supra Section III. Accordingly, on remand of the §1 tying claim, plaintiffs will be precluded from arguing any theory of harm that depends on a precise definition of browsers or barriers to entry (for example, network effects from Internet protocols and extensions embedded in a browser) other than what may be implicit in Microsoft’s tying arrangement.
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Of the harms left, plaintiffs must show that Microsoft’s conduct was, on balance, anticompetitive. Microsoft may of course offer procompetitive justifications, and it is plaintiffs’ burden to show that the anticompetitive effect of the conduct outweighs its benefit.

Second, the fact that we have already considered some of the behavior plaintiffs allege to constitute tying violations in the monopoly maintenance section does not resolve the §1 inquiry. The two practices that plaintiffs have most ardently claimed as tying violations are, indeed, a basis for liability under plaintiffs’ §2 monopoly maintenance claim. These are Microsoft’s refusal to allow OEMs to uninstall IE or remove it from the Windows desktop, Findings of Fact ¶¶158, 203, 213, and its removal of the IE entry from the Add/Remove Programs utility in Windows 98, id. ¶170. See supra Section II.B. In order for the District Court to conclude these practices also constitute §1 tying violations, plaintiffs must demonstrate that their benefits — if any, see supra Sections II.B.1.b and II.B.2.b; Findings of Fact ¶¶176, 186, 193 — are outweighed by the harms in the tied product market. See Jefferson Parish, 466 U.S. at 29, 104 S. Ct. 1551. If the District Court is convinced of net harm, it must then consider whether any additional remedy is necessary.

In Section II.B we also considered another alleged tying violation — the Windows 98 override of a consumer’s choice of default web browser. We concluded that this behavior does not provide a distinct basis for §2 liability because plaintiffs failed to rebut Microsoft’s proffered justification by demonstrating that harms in the operating system market outweigh Microsoft’s claimed benefits. See supra Section II.B. On remand, however, although Microsoft may offer the same procompetitive justification for the override, plaintiffs must have a new opportunity to rebut this claim, by demonstrating that the anticompetitive effect in the browser market is greater than these benefits.

Finally, the District Court must also consider an alleged tying violation that we did not consider under §2 monopoly maintenance: price bundling. First, the court must determine if Microsoft indeed price bundled — that is, was Microsoft’s charge for Windows and IE higher than its charge would have been for Windows alone? This will require plaintiffs to resolve the tension between Findings of Fact ¶¶136-37, which Microsoft interprets as saying that no part of the bundled price of Windows can be attributed to IE, and Conclusions of Law, at 50, which says the opposite. Compare Direct Testimony of Paul Maritz ¶¶37, 296, reprinted in 6 J.A. at 3656, 3753-54 (Microsoft did not “charge separately” for IE, but like all other major OS vendors included browsing software at “no extra charge”), with GX 202 at MS7 004343, esp. 004347, reprinted in 22 J.A. at 14459, esp. 14463 (memo from Christian Wildfeuer describing focus group test used to price Windows 98 with IE 4), and GX 1371 at MS7 003729-30, 003746, 003748, esp. 003750, reprinted in 15 J.A. at 10306-07, 10323, 10325, esp. 10327 (Windows 98 pricing and marketing memo), and Findings of Fact ¶63 (identifying GX 202 as the basis for Windows 98 pricing).

If there is a positive price increment in Windows associated with IE (we know there is no claim of price predation), plaintiffs must demonstrate that the anticompetitive effects of Microsoft’s price bundling outweigh any procompetitive justifications the company provides for it. In striking this balance, the District Court should consider, among other things, indirect evidence of efficiency provided by “the competitive fringe.” See supra Section IV.A. Although this inquiry may overlap with the separate-products screen under the per se rule, that is not its role here. Because courts applying the rule of reason are free to look at both direct and 560indirect evidence of efficiencies from a tie, there is no need for a screening device as such; thus the separate-products inquiry serves merely to classify arrangements as subject to tying law, as opposed to, say, liability for exclusive dealing. See Times–Picayune, 345 U.S. at 614, 73 S. Ct. 872 (finding a single product and then turning to a general rule of reason analysis under §1, though not using the term “tying”); Foster v. Md. State Sav. & Loan Ass’n, 590 F.2d 928, 931, 933 (D.C. Cir. 1978), cited in Jefferson Parish, 466 U.S. at 40, 104 S. Ct. 1551 (O’Connor, J., concurring) (same); see also Chawla v. Shell Oil Co., 75 F. Supp. 2d 626, 635, 643-44 (S.D. Tex. 1999) (considering a rule of reason tying claim after finding a single product under the per se rule); Montgomery County Ass’n of Realtors v. Realty Photo Master Corp., 783 F. Supp. 952, 961 & n.26 (D. Md. 1992), aff’d mem. 993 F.2d 1538 (4th Cir. 1993) (same).

If OS vendors without market power also sell their software bundled with a browser, the natural inference is that sale of the items as a bundle serves consumer demand and that unbundled sale would not, for otherwise a competitor could profitably offer the two products separately and capture sales of the tying good from vendors that bundle. See 10 Areeda et al., Antitrust Law ¶1744b, at 197-98. It does appear that most if not all firms have sold a browser with their OSs at a bundled price, beginning with IBM and its OS/2 Warp OS in September 1994, Findings of Fact ¶140; see also Direct Testimony of Richard Schmalensee ¶212, reprinted in 7 J.A. at 4300-01, and running to current versions of Apple’s Mac OS, Caldera and Red Hat’s Linux OS, Sun’s Solaris OS, Be’s BeOS, Santa Cruz Operation’s UnixWare, Novell’s NetWare OS, and others, see Findings of Fact ¶153; Direct Testimony of Richard Schmalensee ¶¶215-23, 230, esp. table 5, reprinted in 7 J.A. at 430205, 4310; Direct Testimony of James Allchin ¶¶261-77, reprinted in 5 J.A. at 3384-92.

Of course price bundling by competitive OS makers would tend to exonerate Microsoft only if the sellers in question sold their browser/OS combinations exclusively at a bundled price. If a competitive seller offers a discount for a browserless version, then — at least as to its OS and browser — the gains from bundling are outweighed by those from separate choice. The evidence on discounts appears to be in conflict. Compare Direct Testimony of Richard Schmalensee ¶241, reprinted in 7 J.A. at 4315, with 1/6/99 pm Tr. at 42 (trial testimony of Franklin Fisher). If Schmalensee is correct that nearly all OS makers do not offer a discount, then the harm from tying — obstruction of direct consumer choice — would be theoretically created by virtually all sellers: a customer who would prefer an alternate browser is forced to pay the full price of that browser even though its value to him is only the increment in value over the bundled browser. (The result is similar to that from non-removal, which forces consumers who want the alternate browser to surrender disk space taken up by the unused, bundled browser.) If the failure to offer a price discount were universal, any impediment to direct consumer choice created by Microsoft’s price-bundled sale of IE with Windows would be matched throughout the market; yet these OS suppliers on the competitive fringe would have evidently found this price bundling on balance efficient. If Schmalensee’s assertions are ill-founded, of course, no such inference could be drawn.

VII. CONCLUSION

The judgment of the District Court is affirmed in part, reversed in part, and remanded in part. We vacate in full the Final Judgment embodying the remedial order, and remand the 561case to the District Court for reassignment to a different trial judge for further proceedings consistent with this opinion.

* * *

NOVELL, INC. v. MICROSOFT CORPORATION

731 F.3d 1064 (10th Cir. 2013)

GORSUCH, Circuit Judge.

A straggler of a case, this one drags us back twenty years. To a time before the dotcom boom busted and boomed again, a time when Microsoft was busy amassing a virtual empire — if sometimes in violation of the antitrust laws. Long since found liable for a rich diversity of antitrust misdeeds in the 1990s, this case calls on us to decide whether Microsoft back then committed still another, as-yet undetected anti-trust violation — this time at Novell’s expense.

Novell’s suit against Microsoft finally found its way to trial in 2011 but the jury couldn’t manage a verdict. Reviewing the record for itself after trial, the district court decided it could fairly admit of only one conclusion: Microsoft’s conduct did not offend section 2 of the Sherman Act. So the district court entered judgment as a matter of law, see Fed. R. Civ. P. 50, a decision Novell now asks us to overturn but one we find we cannot. Novell complains that Microsoft refused to share its intellectual property with rivals after first promising to do so. But the antitrust laws rarely impose on firms — even dominant firms — a duty to deal with their rivals. With respect to Novell at least, Microsoft did nothing unlawful.

Despite a long trial — 8 weeks — and a voluminous record — 16,696 pages — the facts relevant to this appeal are straightforward enough. Looking at them as favorably to Novell as the record allows, they tell us this much.

By the mid-1990s Microsoft had become the leading provider of Intel-compatible personal computer operating systems. An operating system amounts to the computer’s core software — software that allows the everyday user to take advantage of a computer’s functions. Users often rely on an operating system to open and close other applications — word processors, spreadsheets, calendars, or the like. Those applications often depend on the operating system, too, drawing on the operating system’s code to read and write files on the hard drive, draw images and text on the screen, or transmit information. In 1981, Microsoft introduced MS–DOS, an operating system that required users to type commands on the keyboard. Beginning in 1990, the company developed successive versions of its Windows operating system, one that featured a “graphical user interface” allowing users to issue commands simply by pointing and clicking a mouse on visual icons. Windows proved a huge commercial success for Microsoft, quickly becoming by a wide margin the most popular operating system on personal computers.

Microsoft’s relationship with independent software vendors (ISVs) during this period proved a complicated one. On one hand, Microsoft had some incentive to cooperate with ISVs. After all, ISVs wrote applications for Microsoft’s operating system; increasing the number of applications that could run on Microsoft’s operating system meant increasing the utility of the operating system for users; and that meant more sales for Microsoft. On the 562other hand, Microsoft didn’t just supply the operating system — it also competed with ISVs in the development and sale of applications for use on its Windows operating system. So, for example, by the mid–1990s, “office suites” containing applications for word processing, spreadsheets, and other everyday office tasks were all the rage and Microsoft began to offer its Microsoft Office suite (including Microsoft Word and Microsoft Excel) in competition with ISVs. Among the ISVs with whom Microsoft competed during this era was Novell. In the mid1990s (and well before then), Novell produced WordPerfect — Microsoft Word’s leading rival in word processing applications — and the company harbored ambitions to create an office suite of its own to rival Microsoft Office, one it called PerfectOffice.

This case concerns the tensions inherent in Microsoft’s relationship with ISVs in general and Novell in particular, and how those tensions played out in Microsoft’s development of the Windows 95 operating system.

As it was planning to roll out its Windows 95 operating system, the successor to Windows 3.0, Microsoft faced the questions whether and to what degree it should share its intellectual property with ISVs. Should it share a pre-release development version of the new operating system, and perhaps provide access to its internal workings, all to help ISVs develop applications ready for use by the public when the final version of Windows 95 went on sale? The firm was torn. Doing so would help the marketing of Windows 95, allowing the company to boast a robust range of applications users could employ on the new operating system straight away. At the same time, helping ISVs develop and sell applications threatened to hurt Microsoft’s own applications business, perhaps most especially its new office suite product, Microsoft Office.

At first, Microsoft opted to share. Anticipating the release of Windows 95 to the public sometime in 1995, in June 1994 it shared a beta, or test, version of the operating system with ISVs. At the same time, Microsoft also gave ISVs access to Windows 95’s application programming interfaces (APIs). APIs allow programs to invoke the operating system’s built-in abilities to perform certain functions; each API consists of a set of named procedures that automate particular tasks an application might need to perform. By publishing the names of the procedures in an API and providing information about how to invoke each one, Microsoft essentially permitted ISVs a shortcut — they could rely on Microsoft’s APIs when writing their own code rather than having to design custom code to perform the same functions.

Take, for example, a word processor user who wants to open a document she earlier created and saved. To do so, she might click “Open” (an option in the “File” menu on the program’s menu bar), opening the “file open dialog” — an unwieldy name for the on-screen window that lets the user select a file to open. But the word processor must somehow gather information about the contents of various folders on the hard drive, display it, and allow the user to click on or type the name of the file she wants to open. When Microsoft suggested it would share its APIs, it held out the hope that ISVs might avoid the need to develop their own code to perform each individual task and might instead simply use Microsoft’s APIs to perform these functions. By offering to share its APIs, Microsoft essentially suggested to ISVs that they wouldn’t have to “reinvent the wheel.”

Among the APIs Microsoft chose to share information about were namespace extensions (NSEs). NSEs are a subset of APIs that permit a user to see (and then open) documents affiliated not just with the current application but located in wildly different places on the 563computer or elsewhere. Familiar namespaces include the “Recycle Bin” — where a user might dispose of an unwanted document — and the “Desktop” — the computer’s default screen that displays when the user starts up his computer. If a user wants to open a document on the Desktop, she might click the Desktop namespace icon on the left side of the file open dialog in the application she is currently running, and watch the contents of the Desktop appear on the right side of the window. With a double click, she might then open the document. NSEs thus provide something of a shortcut to places outside the current application.

Novell thought access to these NSEs particularly key. Not only would access to Microsoft’s NSEs allow Novell to ensure users of its programs could access, say, the Desktop and Recycle Bin without having to leave WordPerfect. Access to Microsoft’s NSEs would also allow Novell to create custom namespaces of its own. So, for example, Novell had in mind the possibility that someone in its WordPerfect program with the file open dialog screen open could access, say, items in Novell’s email application or its ClipArt library, all for use in a WordPerfect document. Novell’s hope was to use NSEs to help make its product so useful that users might be able to “live in” WordPerfect (or PerfectOffice) because they could open, modify, and search for their files across the computer all while remaining within the WordPerfect environment.

All this matters because, after first choosing to share so much of its intellectual property with ISVs in the beta version distributed in June 1994, Microsoft reversed course in October, indicating to ISVs that they could no longer rely on the previously published APIs and that Microsoft would not guarantee the operability of the previously published APIs in the final version of Windows 95. The evidence suggests Microsoft did so because it concluded that — on balance — this move would prove profit maximizing for the firm. Withdrawing access to information about how to invoke APIs generally and NSEs in particular would make it harder for ISVs to produce applications for Windows 95 and in this way would marginally reduce the attractiveness of Microsoft’s new operating system. But withdrawing access would also make Microsoft’s own applications, including Microsoft Office, more immediately attractive to users. While ISVs could eventually develop work-arounds to give users the same effective experience, without advance access to information about how to invoke Microsoft’s APIs and NSEs, it would take them time to do so. All the while, Microsoft’s applications would have a competitive advantage, being the first applications usable on Windows 95. In an October 3, 1994 email, Bill Gates, Microsoft’s CEO, explained as much: “I have decided that we should not publish these [NSEs]. We should wait until we have a way to do a high level of integration [which] will be harder for the likes of Notes, WordPerfect to achieve, and which will give [Microsoft] Office a real advantage.”

When Microsoft withdrew access to its NSEs, Novell contends its business suffered. Effectively forced to reverse engineer Microsoft’s handiwork, it had to write its own replacement computer code. While Novell was able to achieve the same functionality for consumers, it took until May 1996, nine months after Windows 95’s public release, for it to roll out its own applications for Windows 95. That nine month delay, Novell argues, made all the difference. Where once it had a leading word processing program and hopes of a leading office suite, it contends the nine month delay gave Microsoft Office a huge leg up, one that it alleges was designed to be and proved to be a permanent advantage.
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Given that the damages Novell claims to have suffered came as a result of lost sales of software applications (WordPerfect, PerfectOffice), one might be excused for thinking Novell’s lawsuit charges Microsoft with violating section 2 by seeking or maintaining a monopoly in some sort of market for applications generally or office suite applications more particularly. When Novell tried to pursue such a claim, however, it found the case soon dismissed on the ground that the statute of limitations for conduct back in the 1990s had long since run. See Novell, Inc. v. Microsoft, No. 05-CV-1087, 2005 WL 1398643 (D. Md. June 10, 2005), aff’d, 505 F.3d 302 (4th Cir. 2007).

To pursue this suit, Novell had to develop a different theory and it eventually settled on this one. It alleged that Microsoft’s withdrawal of the NSEs not only helped Microsoft in the applications arena. Novell also alleged that the move helped Microsoft maintain its monopoly in the market for Intel-compatible personal computer operating systems. This theory Novell could still pursue because the government’s long-running antitrust case against Microsoft involved allegations of monopoly in the operating systems market and thus tolled the statute of limitations for private plaintiffs like Novell. See Novell, Inc. v. Microsoft, 699 F. Supp. 2d 730, 736 (D. Md. 2010), rev’d on other grounds, 429 Fed. Appx. 254 (4th Cir. 2011).

Novell initially filed its suit alleging unlawful monopolization in the operating systems market in federal district court in Utah. While the case was transferred for a period to a federal court in Maryland for consolidated pre-trial proceedings with other similar suits, see 28 U.S.C. §1407, it eventually returned to Utah for trial. It was after that trial in Utah Judge Motz entered judgment as a matter of law for Microsoft — and it is that result Novell now asks us to undo.

At this point, one might wonder: How did Microsoft’s withdrawal of the NSEs help it maintain a monopoly in the operating systems market? Wouldn’t the withdrawal of NSEs have prevented ISVs from writing applications for Windows 95, at least to some degree? And wouldn’t this have hurt rather than helped Microsoft’s sales of operating systems? Withdrawing NSEs may have helped Microsoft’s competitive position against ISVs in selling applications, but any claim Novell might have involving an applications market was lost long ago. Novell has to show that withdrawing NSEs helped Microsoft maintain its dominant position in operating systems. How could it have done that?

Novell offers two theories.

First, Novell argues that — but for Microsoft’s withdrawal of the NSEs — it would have released PerfectOffice earlier and acquired a greater following for its products. This larger group of consumers — now freed from dependence on Microsoft office suite applications — would have proven more susceptible to the lure of other operating systems (like Linux) also capable of running Novell’s applications. Put simply, Novell alleges that by delaying the release of Word-Perfect, Microsoft was able to lock more people into using Microsoft Office, and because Microsoft Office could only run on a Windows operating system those consumers were then locked into using a Windows operating system too.

Second, Novell explains that PerfectOffice was equipped with middleware — PerfectFit and AppWare — that permitted ISVs to write applications directly for PerfectOffice rather than for the operating system. If PerfectOffice could perform more of the tasks traditionally performed by operating systems, more users would be more inclined to “live in” PerfectOffice 565rather than Windows. And because PerfectOffice was designed to work on other operating systems, these users too might be more easily enticed away from Windows.

Could a rational trier of fact find Novell was a victim of unlawful monopolization under these theories? To prevail on a section 2 claim, a plaintiff generally must show the defendant possessed sufficient market power to raise prices substantially above a competitive level without losing so much business that the gambit becomes unprofitable. See United States v. Grinnell Corp., 384 U.S. 563, 571 (1966); Olympia Equip. Leasing Co. v. W. Union Tel. Co., 797 F.2d 370, 373 (7th Cir. 1986). Then the plaintiff must show that the defendant achieved or maintained that market power through the use of anticompetitive conduct. See Verizon Commc’ns v. Law Offices of Curtis v. Trinko, 540 U.S. 398 (2004). Finally, a private plaintiff must show that its injuries were caused by the defendant’s anticompetitive conduct. See Brunswick Corp. v. Pueblo Bowl-O-Mat, Inc., 429 U.S. 477, 489 (1977); Four Corners Nephrology Assocs., P.C. v. Mercy Med. Ctr. of Durango, 582 F.3d 1216, 1225-26 (10th Cir. 2009); 3 Phillip E. Areeda & Herbert Hovenkamp, Antitrust Law ¶501, at 85 (3d ed. 2008). How do Novell’s theories stack up against these standards?

Not infrequently, the initial question of market power proves decisive. Plaintiffs usually seek to prove market power indirectly or circumstantially — by defining a relevant product and geographic market, pointing to the defendant’s share of that market and perhaps barriers to entry (like the costs of regulatory compliance), and then asking us to infer from this evidence the power to raise price. See, e.g., United States v. Aluminum Co. of Am. (Alcoa), 148 F.2d 416 (2d Cir. 1945) (Hand, J.); Eastman Kodak Co. v. Image Technical Servs., Inc., 504 U.S. 451, 481-82 (1992); United States v. E.I. du Pont de Nemours & Co., 351 U.S. 377 (1956); DOJ-FTC Horizontal Merger Guidelines (2010), www.justice.gov/atr/public/guidelines/hmg-2010.pdf. In these circumstances, the viability of the plaintiff’s claim can and often does turn on the market’s definition — which products are found to be sufficiently substitutable to fit within the same product market, which territories are found to constitute the terrain in which competition takes place. The greater the elasticity of demand and the larger the relevant geographic area of competition, the higher the chance that the defendant’s market share will dilute past the point where it can be taken as posing a serious threat to the competitive process. Alternatively but less often, a plaintiff will try to show market power not by inference but directly — by showing the defendant has actually raised prices substantially above a competitive level without sacrificing business. See, e.g., United States v. Microsoft, 253 F.3d 34, 51 (D.C. Cir. 2001); see also United States v. Dentsply Int’l, Inc., 399 F.3d 181, 190-91 (3d Cir. 2005) (using direct evidence to show market power in a section 1 case).

Though often the focus of section 2 disputes, questions of market definition and power aren’t in play here. Microsoft doesn’t dispute that in the 1990s a nationwide product market existed for Intel-compatible personal computer operating systems, as Novell alleges. Neither does Microsoft dispute it possessed market power in that market. To be sure, one could well debate whether the same product market that existed back then still exists today. Not infrequently, the quickly shifting gears of market innovation outstrip the slowly grinding gears of the law, and today Microsoft may face greater competition in providing operating systems for personal computers (think Apple, which now produces an Intel-compatible operating system) and the personal computer itself may face more competition from other devices (think tablets and smartphones). See, e.g., Henry Blodget, In Case You Don’t Appreciate How 566Fast the ‘Windows Monopoly’ Is Getting Destroyed…, Bus. Insider (July 17, 2013), www.businessinsider.com/windows-monopoly-is-getting-destroyed-2013-7. But however that may be, the antitrust laws and this lawsuit beckon us to look back in time to the marketplace as it once was and perhaps might have been, not as it now is.

With issues of market definition and power by the board, our focus turns to the next question in the sequence required to establish liability: Did Microsoft engage in anticompetitive conduct in violation of section 2 when it withdrew access to its NSEs from Novell and other ISVs? Or was this legally permissible competition?

In earlier days, some courts suggested that a monopolist must lend smaller rivals a helping hand. If a monopolist so much as expanded its facilities to meet anticipated demand, or failed to keep its prices high enough to permit less efficient rivals to stay afloat, it could find itself held liable under section 2. See, e.g., Alcoa, 148 F.2d at 430; Telex Corp. v. Int’l Bus. Machs. Corp., 510 F.2d 894, 925 (10th Cir. 1975) (rejecting district court’s view that monopoly maintenance “need not be evidenced by predatory practices”). The Supreme Court and this one, however, have long and emphatically rejected this approach, realizing that the proper focus of section 2 isn’t on protecting competitors but on protecting the process of competition, with the interests of consumers, not competitors, in mind. Forcing monopolists to “hold[ ] an umbrella over inefficient competitors” might make rivals happy but it usually leaves consumers paying more for less. Olympia, 797 F.2d at 375; see also Trinko, 540 U.S. at 411; Four Corners, 582 F.3d at 1225-26; Christy Sports v. Deer Valley Resort Co., 555 F.3d 1188, 1195 (10th Cir. 2009); 3 Areeda & Hovenkamp, supra, ¶651, at 107.

So what exactly qualifies as anticompetitive conduct under section 2, properly understood? It’s been said that anticompetitive conduct comes in too many forms and shapes to permit a comprehensive taxonomy. See Copperweld Corp. v. Independence Tube Corp., 467 U.S. 752, 767-68 (1984); Caribbean Broad. Sys., Ltd. v. Cable & Wireless P.L.C., 148 F.3d 1080, 1087 (D.C. Cir. 1998). But the question we often find ourselves asking is whether, based on the evidence and experience derived from past cases, the conduct at issue before us has little or no value beyond the capacity to protect the monopolist’s market power — bearing in mind the risk of false positives (and negatives) any determination on the question of liability might invite, and the limits on the administrative capacities of courts to police market terms and transactions. See 3 Areeda & Hovenkamp, supra, §651 a, at 96-97. With time and a gathering body of experience, courts have been able to adapt this general inquiry to particular circumstances, developing considerably more specific rules for common forms of alleged misconduct — like tying, Eastman Kodak, 504 U.S. at 461-62, 112 S. Ct. 2072; exclusive dealing, Microsoft, 253 F.3d at 69; or efforts to defraud or lie to regulators or consumers, Conwood Co. v. U.S. Tobacco Co., 290 F.3d 768, 783-88 (6th Cir. 2002); Caribbean, 148 F.3d at 1087.

As these common categories and the rules associated with them suggest, section 2 misconduct usually involves some assay by the monopolist into the marketplace — to limit the abilities of third parties to deal with rivals (exclusive dealing), to require third parties to purchase a bundle of goods rather than just the ones they really want (tying), or to defraud regulators or consumers. By contrast, and “as a general rule…purely unilateral conduct” does not run afoul of section 2 — ” businesses are free to choose” whether or not to do business with others and free to assign what prices they hope to secure for their own products. See Pac. Bell Tel. Co. v. Linkline Commc’ns, 555 U.S. 438, 448, 129 S. Ct. 1109, 172 L. Ed. 2d 836 567(2009). Put simply if perhaps a little too simply, today a monopolist is much more likely to be held liable for failing to leave its rivals alone than for failing to come to their aid. See id.; Four Corners, 582 F.3d at 1224-25; 3 Areeda & Hovenkamp, supra, ¶658, at 183.

Many antitrust values lie behind the boundary line the law sketches here. If the law were to make a habit of forcing monopolists to help competitors by keeping prices high, sharing their property, or declining to expand their own operations, courts would paradoxically risk encouraging collusion between rivals and dampened price competition — themselves paradigmatic antitrust wrongs, injuries to consumers and the competitive process alike. Forcing firms to help one another would also risk reducing the incentive both sides have to innovate, invest, and expand — again results inconsistent with the goals of antitrust. The monopolist might be deterred from investing, innovating, or expanding (or even entering a market in the first place) with the knowledge anything it creates it could be forced to share; the smaller company might be deterred, too, knowing it could just demand the right to piggyback on its larger rival. See Einer Elhauge, Defining Better Monopolization Standards, 56 Stan. L. Rev. 253, 300-06 (2003); A. Douglas Melamed, Exclusionary Conduct Under the Antitrust Laws: Balancing, Sacrifice, and Refusals To Deal, 20 Berkeley Tech. L.J. 1247, 1254 (2005).

Administrability considerations are also at play here. If forced sharing were the order of the day, courts would have to pick and choose the applicable terms and conditions. That would not only risk judicial complicity in collusion and dampened price competition. It would also require us to become “central planners,” a role for which we judges lack many comparative advantages and a role in which we haven’t always excelled in the past. See Trinko, 540 U.S. at 407-08; 3B Areeda & Hovankamp, supra, ¶772, at 220.

The bottom line, then, is that antitrust evinces a belief that independent, profit-maximizing firms and competition between them are generally good things for consumers. Just as courts have held particular forms of antitrust conduct per se illegal because experience teaches that they are almost always destructive of competition, so too courts have fashioned rules of presumptive legality for certain forms of conduct that experience teaches almost never harm consumers. Experience teaches that independent firms competing against one another is almost always good for the consumer and thus warrants a strong presumption of legality. Acknowledging as much in the form of a general rule gives a degree of predictability to judicial outcomes and permits reliance by all market participants, themselves goods for both the competitive process and the goal of equal treatment under the law. See Trinko, 540 U.S. at 407-8; Schor v. Abbott Labs., 457 F.3d 608, 613 (7th Cir. 2006).

Of course, most every rule proves over- or under-inclusive in some way. We often accept a degree of over- and under-inclusion as the price that must be paid for the benefits associated with a clear rule of law. But rarely is the law so unsubtle that it fails to acknowledge and candidly account for at least a rule’s most glaring exceptions. And certainly section 2 doctrine isn’t so unsubtle. Though “rare,” liability can sometimes be assigned even when the monopolist engages in “purely unilateral” conduct. Pac. Bell Tel. Co., 555 U.S. at 448. Predatory pricing presents a notable and easy example. Brooke Grp. Ltd. v. Brown & Williamson Tobacco Corp., 509 U.S. 209, 222-23 (1993); United States v. AMR Corp., 335 F.3d 1109, 1115 (10th Cir. 2003). Refusals to deal supplies is another if somewhat more controversial example. Aspen Skiing Co. v. Aspen Highlands Skiing Corp., 472 U.S. 585, 600 56801, 105 S. Ct. 2847, 86 L. Ed. 2d 467 (1985); Trinko, 540 U.S. at 408-10; see also 3B Areeda & Hovenkamp, supra, ¶772. Essential facilities doctrine offers perhaps an even more controversial example still. Compare Otter Tail Power Co. v. United States, 410 U.S. 366, 377-79 (1973) (forebearer of essential facilities doctrine), with Trinko, 540 U.S. at 411 (“We have never recognized such a doctrine.”).

Our case revolves around the second of these exceptions to the general rule protecting unilateral conduct. Novell seeks to impose section 2 liability on Microsoft for refusing to deal with its rivals. Initially, Microsoft chose to share its internal NSE protocols with ISVs in an effort to spur them into writing software for Windows 95. Then Microsoft reversed course, choosing to keep its NSEs to itself. Normally, this sort of unilateral behavior — choosing whom to deal with and on what terms — is protected by the antitrust laws. Even a monopolist generally has no duty to share (or continue to share) its intellectual or physical property with a rival. Novell insists, however, that Microsoft had an affirmative duty to continue sharing its intellectual property and that the firm’s decision to withdraw that assistance violated section 2. Predatory pricing appears nowhere in the case and Novell disclaims any reliance on essential facilities doctrine. So if a path to recovery lies anywhere for Novell, it lies through the narrow-eyed needle of refusal to deal doctrine.

Refusal to deal doctrine’s high water mark came in Aspen. There, this court and the Supreme Court upheld a jury verdict finding liability when a monopolist (Aspen Skiing Company) first voluntarily agreed to a sales and marketing joint venture with a rival (Aspen Highlands) and then later discontinued the venture even when the evidence suggested the arrangement remained a profitable one. This result, however, falls “at or near the outer boundary of §2 liability.” Trinko, 540 U.S. at 409. Since Aspen, the Supreme Court has refused to extend liability to various other refusal to deal scenarios, emphasizing that Aspen represents a “limited exception” to the general rule of firm independence. Trinko, 540 U.S. at 409; see also Pac. Bell Tel. Co., 555 U.S. at 448. To invoke Aspen’s limited exception, the Supreme Court and we have explained, at least two features present in Aspen must be present in the case at hand.

First, as in Aspen, there must be a preexisting voluntary and presumably profitable course of dealing between the monopolist and rival. Trinko, 540 U.S. at 409; Four Corners, 582 F.3d at 1224-25; Christy Sports, 555 F.3d at 1197. To be sure, requiring a preexisting course of dealing as a precondition to antitrust liability risks the possibility that monopolists might be dissuaded from cooperating with rivals even in procompetitive joint venture arrangements — for fear that, once in them, they can never get out. Inversely, this condition risks deterring the termination of joint ventures when they no longer make economic sense. But the requirement at least advances the larger principle that unadulterated unilateral conduct — situations in which no course of dealing ever existed — won’t trigger anti-trust scrutiny. It keeps courts, too, out of the business of initiating collusion and helps address, at least to some degree, administrability concerns — presumably profitable terms already agreed to by the parties may suggest terms a court can use to fashion a remedial order without having to cook them up on its own. Trinko, 540 U.S. at 407.

Second, as in Aspen, the monopolist’s discontinuation of the preexisting course of dealing must “suggest[ ] a willingness to forsake short-term profits to achieve an anti-competitive end.” Id.; Four Corners, 582 F.3d at 1224-25; Christy Sports, 555 F.3d at 1197. In Aspen, the 569Supreme Court held, the evidence suggested that the parties’ joint venture was profitable for all concerned and that Aspen Skiing Company (the monopolist) discontinued the arrangement simply to reduce the value of Aspen Highlands, force Highlands to sell, and in this way allow the monopolist to win control of all four ski mountains in Aspen. Much as in predatory pricing doctrine, the animating concern here is that a dominant firm may be able to forgo short-term profits longer than smaller rivals, and it may have an incentive to take on those losses to drive rivals from the market or to discipline them for having the audacity to try competition on the merits rather than abide as price-takers under the monopolist’s umbrella. Giving up short-term profits in these particular circumstances may risk doing less to enhance competition and consumer interests than to entrench a dominant firm and enable it to extract monopoly rents once the competitor is killed off or beaten down. See Brooke Grp., 509 U.S. at 222-23; 3 Areeda & Hovenkamp, supra, ¶651, at 102-03.

Of course, firms routinely sacrifice short-term profits for lots of legitimate reasons that enhance consumer welfare (think promotional discounts). Neither is it unimaginable that a monopolist might wish to withdraw from a prior course of dealing and suffer a short-term profit loss in order to pursue perfectly procompetitive ends — say, to pursue an innovative replacement product of its own. To avoid penalizing normal competitive conduct, then, we require proof not just that the monopolist decided to forsake short-term profits. Just as in predatory pricing cases, we also require a showing that the monopolist’s refusal to deal was part of a larger anticompetitive enterprise, such as (again) seeking to drive a rival from the market or discipline it for daring to compete on price. Put simply, the monopolist’s conduct must be irrational but for its anti-competitive effect. See Aspen, 472 U.S. at 597 (a refusal to deal with a competitor doesn’t violate section 2 if “valid business reasons exist for that refusal”); Trinko, 540 U.S. at 407 (defendant must be seeking “an anti-competitive end”).

At this point, one might object: refusal to deal doctrine requires the monopolist to sacrifice short-term profits to be held liable, but surely a monopolist can find ways to harm competition while still making money. And that’s undoubtedly right. Filing false papers with regulators and misleading consumers or others, for example, don’t (necessarily) involve the short-term sacrifice of profits but can at least conceivably harm competition as much as profit-sacrificing maneuvers. As we have already seen, though, a rival is always free to bring a section 2 claim for affirmatively interfering with its business activities in the marketplace. Refusal to deal doctrine targets only a discrete category of section 2 cases attacking a firm’s unilateral decisions about with whom it will deal and on what terms. It doesn’t seek to displace doctrines that address a monopolist’s more direct interference with rivals. It bears remembering, too, that to the extent that Aspen’s test still might be accused of being underinclusive to some degree even in the narrow field of refusals to deal, the general rule is firm independence and refusal to deal doctrine exists only to address one of the most obvious exceptions to that general rule. If the doctrine fails to capture every nuance, if it must err still to some slight degree, perhaps it is better that it should err on the side of firm independence — given its demonstrated value to the competitive process and consumer welfare — than on the other side where we face the risk of inducing collusion and inviting judicial central planning. See Melamed, supra, at 1266 (considering alternatives and defending the profit sacrifice test as “a sensible middle ground” for refusal to deal cases); Areeda & Hovenkamp, supra, ¶651.

570

There’s no question that Novell can satisfy the first essential component of refusal to deal doctrine. A voluntary and profitable relationship clearly existed between Microsoft and Novell. Microsoft doesn’t dispute that at first it freely offered its applications rivals, including Novell, access to its NSEs. Neither does Microsoft dispute that doing so was profitable enough, encouraging software companies to write for its new operating system and in that way making Windows more attractive to consumers.

The difficulty is that Novell has presented no evidence from which a reasonable jury could infer that Microsoft’s discontinuation of this arrangement suggested a willingness to sacrifice short-term profits, let alone in a manner that was irrational but for its tendency to harm competition. To the contrary, all the evidence suggests that Microsoft’s decision came about as a result of a desire to maximize the company’s immediate and overall profits. And, as we’ve seen, refusal to deal doctrine specifically and section 2 generally seek to protect, not penalize, such prosaic profit-maximizing (and presumptively pro-competitive) conduct by independently operating firms, even dominant firms.

Within the operating systems market alone, it’s not clear Microsoft lost or expected to lose revenues in the short term — or ever. By withdrawing NSEs, Microsoft may have handicapped the ability of ISVs to write for Windows 95. But as Novell acknowledges, ISVs had a reasonably strong incentive to write for Microsoft’s operating system with or without access to Window’s NSEs — given Microsoft’s significant presence in the operating systems market (already about a 90 percent share before Windows 95). In fact, the record suggests that Microsoft’s market share continued to grow even after the introduction of Windows 95 without shared NSEs (to at least 95 percent). To be sure, Novell’s CEO testified that Windows 95 would have done even better (to some unspecified degree) had Microsoft continued to provide access to NSEs. But Novell’s own expert refused to opine on the question. And Novell’s own theory of monopoly maintenance posits that Microsoft’s withdrawal of the NSEs helped its position in the operating systems market by wedding consumers to Microsoft applications that themselves could run only on its operating system. Perhaps Novell would respond that this strategy only helped Microsoft in the long run after a period of forgone short-term profits — but here again Novell presents no evidence to support such a theory.

Besides, even assuming Microsoft’s conduct did suggest a willingness to forgo short-term profits in the operating systems market, that would still account for only part of the story. As we’ve seen, Microsoft also produced various applications and, by everyone’s estimation, its withdrawal of the NSEs helped the firm win additional profits in that field. Indeed, Novell’s theory in this lawsuit rests on the view that Microsoft’s withdrawal of NSEs allowed it to win significant profits in the sale of office suite applications — and to do so immediately. Put differently, even if Microsoft’s decision to withdraw the NSEs ultimately made Windows 95 less successful, any losses in that market have to be considered in light of the acknowledged and immediate gains it achieved in the applications arena. Microsoft is an integrated firm with the goal of maximizing overall profits. And viewed overall, there’s no evidence that Microsoft took any course other than seeking to maximize the company’s net profits in the short as well as long-term.

Perhaps Novell might reply that we should disaggregate operating systems from applications — that proof of a design to forgo short-term profits in one line of business (operating systems) should suffice without consideration of admittedly inevitable short-term 571gains in another (applications). Novell, however, never attempts the argument for itself — and for good reason. It would be inconsistent with both the formal aspects and the reasoning behind Aspen and Trinko. In Aspen, the Supreme Court found that Aspen Skiing Company’s conduct had no economic justification except its tendency to exclude a rival. Aspen, 472 U.S. at 608. Neither did the Court disaggregate profits from different lines of business in Trinko: in concluding that Verizon’s behavior failed to show a willingness to sacrifice short-term profits, the Court didn’t separately consider the wholesale and retail markets at play there. The point of the profit sacrifice test is to isolate conduct that has no possible efficiency justification. Parsing profits from different product lines would defeat this project, holding firms liable for making moves that enhance their overall efficiency, if at the expense of a particular business line. It would risk as well returning us to a day when larger firms had to forgo immediate overall gains in order to subsidize a less efficient rival that happens to do business only in one particular product line. And it would present a serious administration challenge to say the least. After all, businesses have the ability “to recoup [their] investment[s]” in any number of ways. Christy Sports, 555 F.3d at 1194. And selling operating systems surely isn’t the only way to recoup the costs of developing a new operating system — a company might just as easily recoup costs through the sale of applications designed for that operating system. All this courts would have to account for and police.

When pressed at oral argument to point to evidence of Microsoft’s willingness to sacrifice short-term profits, Novell contended that Mr. Gates’s internal October 3, 1994 email did the trick. That email, however, indicates only a desire to keep NSEs from rivals “until we have a way to do a high level of integration [that] will be harder for the likes of Notes, WordPerfect to achieve, and which will give Office a real advantage.” J.A. 1967. This may suggest a hard-nosed intent to undo rivals in the applications field, to assure Microsoft a leg up, but it doesn’t suggest Microsoft intended to forgo profits. More nearly, it suggests just the opposite — a wish to increase the firm’s immediate profits — and in this way it tends to show that Microsoft’s conduct was hardly irrational but for its exclusionary tendencies. Maybe the email suggests an uncharitable intent toward rivals, maybe even a wish to “hurt” or “destroy” them. But as we’ve seen, experience teaches that the process of firms investing in their own infrastructure and intellectual property and competing rather than colluding normally promotes competition and consumer gains — and the intent to undo a competitor in this process should hardly surprise. “Competition,” after all, “is a ruthless process.” Ball Memorial, 784 F.2d at 1338. “Most businessmen don’t like their competitors” and the antitrust laws aren’t designed to be a guide to good manners. Olympia, 797 F.2d at 379. Were intent to harm a competitor alone the marker of antitrust liability, the law would risk retarding consumer welfare by deterring vigorous competition — and wind up punishing only the guileless who haven’t figured out not to write such things down despite (no doubt) the instructions they received in countless “antitrust compliance” seminars. We fail to see any reason why the law should be more concerned about deterring the clumsy monopolist than the more sophisticated one. See Ronald A. Cass and Keith N. Hylton, Antitrust Intent, 74 S. Cal. L. Rev. 657, 676 (2001).

Still, that is not quite the end of the story. Unable to travel the hard road of refusal to deal doctrine, Novell seeks an escape route, trying to recast Microsoft’s conduct as an “affirmative” act of interference with a rival rather than a “unilateral” refusal to deal. Novell 572says Microsoft “affirmatively” induced reliance on its intellectual property only then to pull the rug out from underneath it, raising Novell’s cost of doing business in the process — and that, Novell says, should be enough to state a claim under section 2. Essentially Novell asks us to toy with the act-omission distinction, seeking to have us describe Microsoft’s conduct as an “affirmative” act of interference rather than an “omission” of assistance, and to replace the profit sacrifice test with a raising rivals’ cost test.

Traditional refusal to deal doctrine is not so easily evaded. One could just as easily recast the monopolists’ “withdrawals” of assistance in Aspen or Trinko as “affirmative” acts of interference with the plaintiff’s efforts to win customers, ones that raised the rival’s costs of doing business in the process. Indeed, in almost any case where a monopolist first shares and then withdraws its property — as in Aspen and Trinko — the dominant firm might be said to raise the rival’s costs of doing business by forcing it to forgo reliance on the monopolist’s facilities or intellectual property and compete on its own. That’s the whole reason why competitors sue for refusals to deal — because they now have to incur costs associated with doing business another firm previously helped subsidize. Yet neither Trinko nor Aspen Skiing suggested this is enough to evade their profit sacrifice test, and we refuse to do so either. Whether one chooses to call a monopolist’s refusal to deal with a rival an act or omission, interference or withdrawal of assistance, the substance is the same and it must be analyzed under the traditional test we have outlined.

This shouldn’t be (mis)taken as suggesting raising rivals’ costs theories play no role in antitrust. It is to say only and much more modestly that they do not displace Aspen and Trinko’s profit sacrifice test in the narrow world of refusal to deal cases, whether one wants to conceive of those cases as involving acts or omissions. Aspen and Trinko’s more demanding inquiry applies in this particular arena because — as we have already explained — the law views with an especially wary eye claims that competition and consumers benefit from collusion between rivals, and it views doubtfully too the ability of courts to identify “the proper price, quantity, and other terms” associated with compelled sharing. Trinko, 540 U.S. at 408; see also 3 Areeda & Hovenkamp, supra, ¶651, at 102, 109 (profit sacrifice test is “useful in unilateral refusal to deal cases to the extent that, if we wish to condemn refusals to deal at all, we must have a mechanism for identifying the very small subset of refusals that are anticompetitive”; raising rivals’ costs theory “is sometimes useful” but “can never operate as a complete test for exclusionary conduct”). Indeed, the primary case on which Novell relies, Multistate Legal Services, made plain that it was willing to apply a raising rivals’ cost theory only because that case did not involve a situation in which the defendant had refused to deal or share with a rival — and thus a situation in which the profit sacrifice test would apply. See Multistate Legal Studies v. Harcourt Brace Publ., 63 F.3d 1540, 1553 n.12 (10th Cir. 1995).

Novell seeks to evade refusal to deal doctrine in one final way. It charges Microsoft with acting deceptively when it withdrew the NSEs. Microsoft gave pretextual technical reasons for withdrawing the NSEs, Novell says, when Microsoft’s real reasons were competitive in nature. This act of deception, Novell submits, is actionable under the antitrust laws without regard to traditional refusal to deal doctrine.

Business torts generally, and acts of fraud more particularly, can sometimes give rise to antitrust liability. At least when the defendant’s deceptive actions — usually aimed at third parties in the market-place — are so widespread and longstanding and practically incapable 573of refutation that they are capable of injuring both consumers and competitors. See, e.g., Caribbean, 148 F.3d at 1087; Conwood, 290 F.3d at 783; 3B Areeda & Hovenkamp, supra, ¶782b. Here, however, at least that last element is missing. Whatever other problems exist with Novell’s theory, it falters when it comes to the antitrust injury requirement.

Suppose Microsoft had admitted its “real” reasons for withdrawing the NSEs, as Novell says it should have. Novell and consumers still would have suffered the same alleged harm — the delayed release of PerfectOffice. Deception, then, wasn’t the cause of Novell’s injury or any possible harm to consumers — Microsoft’s refusal to deal was. And that refusal to deal must be analyzed under the doctrine we’ve described. The antitrust laws don’t turn private parties into bounty hunters entitled to a windfall anytime they can ferret out anticompetitive conduct lurking somewhere in the marketplace. To prevail, a private party must establish some link between the defendant’s alleged anticompetitive conduct, on the one hand, and its injuries and the consumer’s, on the other. Here, that essential element is missing: the conduct Novell complains about (deception) is divorced from the conduct that allegedly caused harm to it and to consumers (the refusal to deal). Even if Microsoft had behaved just as Novell says it should have, it would have helped Novell not at all.

At the end of the day it is clear to us, as it was to the district court, that Microsoft’s conduct does not qualify as anticompetitive behavior within the meaning of section 2. The district court offered still other rationales for rejecting Novell’s claim — ruling that Microsoft’s conduct didn’t harm competition in the operating systems market, and that Novell’s delay in producing its Windows 95 software was really attributable to its own mismanagement and not Microsoft’s withdrawal of the NSEs. We have no need to reach those alternative holdings or tangle with the parties’ arguments over them. The district court’s first and primary holding is correct and sufficient to support the judgment. The judgment is affirmed.

* * *

DANIEL WALLACE v. INTERNATIONAL BUSINESS MACHINES CORP.

467 F.3d 1104 (7th Cir. 2006)

EASTERBROOK, Circuit Judge.

Does the provision of copyrighted software under the GNU General Public License (“GPL”) violate the federal antitrust laws? Authors who distribute their works under this license, devised by the Free Software Foundation, Inc., authorize not only copying but also the creation of derivative works — and the license prohibits charging for the derivative work. People may make and distribute derivative works if and only if they come under the same license terms as the original work. Thus the GPL propagates from user to user and revision to revision: neither the original author, nor any creator of a revised or improved version, may charge for the software or allow any successor to charge. Copyright law, usually the basis of limiting reproduction in order to collect a fee, ensures that open-source software remains free: any attempt to sell a derivative work will violate the copyright laws, even if the improver has not accepted the GPL. The Free Software Foundation calls the result “copyleft.”

One prominent example of free, open-source software is the Linux operating system, a derivative of the Unix operating system written by AT&T in the 1960s and now available 574without cost. (UNIX® is a trademark of The Open Group, but the source code to many variants of AT&T’s work is freely available.) Linux is one of many modern derivatives of Unix — which is not itself under the GPL. Thus Apple Computer, which uses the Berkeley Software Distribution variant of Unix as the foundation for the Mac OS X operating system, is entitled to charge for its software. Linux, initially the work of Linus Torvalds, is maintained by a large open-source community. International Business Machines offers Linux with many of its servers, or customers can install it themselves. IBM has contributed code to the Linux project and furnishes this derivative work to anyone else with an interest. Red Hat, Inc., sells media (such as DVDs), manuals, and support for the installation and maintenance of Linux. The GPL covers only the software; people are free to charge for the physical media on which it comes and for assistance in making it work. Paper manuals, and the time of knowledgeable people who service and support an installation, thus are the most expensive part of using Linux.

Daniel Wallace would like to compete with Linux — either by offering a derivative work or by writing an operating system from scratch — but maintains that this is impossible as long as Linux and its derivatives are available for free. He contends that IBM, Red Hat, and Novell have conspired among themselves and with others (including the Free Software Foundation) to eliminate competition in the operating system market by making Linux available at an unbeatable price. Under the GPL, which passes from user to improver to user, Linux and all software that incorporates any of its source code will be free forever, and nothing could be a more effective deterrent to competition, Wallace maintains. The GPL is the conspiracy as Wallace sees things; it is a joint undertaking among users and creators of derivative works to undercut the price of any potential rival. But the district judge dismissed the complaint, ruling that Wallace does not suffer antitrust injury, see Brunswick Corp. v. Pueblo Bowl-OMat, Inc., 429 U.S. 477, 97 S. Ct. 690, 50 L. Ed. 2d 701 (1977), because he is a would-be producer rather than a consumer.

Although antitrust law serves the interests of consumers rather than producers, the Supreme Court has permitted producers to initiate predatory-pricing litigation. See Brooke Group Ltd. v. Brown & Williamson Tobacco Corp., 509 U.S. 209 (1993); Matsushita Electric Industrial Co. v. Zenith Radio Corp., 475 U.S. 574 (1986). This does not assist Wallace, however, because his legal theory is faulty substantively.

Predatory pricing is a three-stage process: Low prices, followed by the exit of producers who can no longer make a profit, followed by monopoly prices. The law’s worry is the final period in which the survivor (or cartel of survivors) recoups losses incurred during the low-price period. When exit does not occur, or recoupment is improbable even if some producers give up the market, there is no antitrust problem. So the Court held in both Brooke Group and Matsushita. See also, e.g., R.J. Reynolds Tobacco Co. v. Cigarettes Cheaper!, 462 F.3d 690 (7th Cir. 2006); Schor v. Abbott Laboratories, 457 F.3d 608 (7th Cir. 2006). Either prices will stay low (reflecting efficient production and enduring benefits to consumers) or the practice will be self-deterring (because the predator loses more during the low-price period than it gains later, and consumers are net beneficiaries). When monopoly does not ensue, low prices remain — and the goal of antitrust law is to use rivalry to keep prices low for consumers’ benefit. Employing antitrust law to drive prices up would turn the Sherman Act on its head.

Wallace does not contend that software available for free under the GPL will lead to monopoly prices in the future. How could it, when the GPL keeps price low forever and 575precludes the reduction of output that is essential to monopoly? “[I]f a manufacturer cannot make itself better off by injuring consumers through lower output and higher prices, there is no role for antitrust law to play.” Schor, 457 F.3d at 612.

Software that is not maintained and improved eventually becomes obsolete, and the lack of reward may reduce the resources devoted to maintenance and improvement of Linux and other open-source projects. If that occurs, however, then proprietary software will enter or gain market share. People willingly pay for quality software even when they can get free (but imperfect) substitutes. Open Office is a free, open-source suite of word processor, spreadsheet and presentation software, but the proprietary Microsoft Office has many more users. Gimp is a free, open-source image editor, but the proprietary Adobe Photoshop enjoys the lion’s share of the market. Likewise there is a flourishing market in legal treatises and other materials, plus reference databases such as LEXIS and Westlaw, even though courts give away their work (this opinion, for example, is not covered by copyright and may be downloaded from the court’s website and copied without charge). And so it is with operating systems. Many more people use Microsoft Windows, Apple OS X, or Sun Solaris than use Linux. IBM, which includes Linux with servers, sells mainframes and supercomputers that run proprietary operating systems. The number of proprietary operating systems is growing, not shrinking, so competition in this market continues quite apart from the fact that the GPL ensures the future availability of Linux and other Unix offshoots.

It does not help to characterize people who accept the GPL as “conspirators.” Although the anti-trust laws forbid conspiracies “in restraint of trade,” 15 U.S.C. §1, §26, the GPL does not restrain trade. It is a cooperative agreement that facilitates production of new derivative works, and agreements that yield new products that would not arise through unilateral action are lawful. See, e.g., Broadcast Music, Inc. v. Columbia Broadcasting System, Inc., 441 U.S. 1 (1979); Polk Bros., Inc. v. Forest City Enterprises, Inc., 776 F.2d 185 (7th Cir. 1985). Cf. Texaco Inc. v. Dagher, ____ U.S. ____, 126 S. Ct. 1276 (2006).

Nor does it help to call the GPL “price fixing.” Although it sets a price of zero, agreements to set maximum prices usually assist consumers and therefore are evaluated under the Rule of Reason. See State Oil Co. v. Khan, 522 U.S. 3 (1997). Intellectual property can be used without being used up; the marginal cost of an additional user is zero (costs of media and paper to one side), so once a piece of intellectual property exists the efficient price of an extra copy is zero, for that is where price equals marginal cost. Copyright and patent laws give authors a right to charge more, so that they can recover their fixed costs (and thus promote innovation), but they do not require authors to charge more. No more does antitrust law require higher prices. Linux and other open-source projects have been able to cover their fixed costs through donations of time; as long as that remains true, it would reduce efficiency and consumers’ welfare to force the authors to levy a charge on each new user.

Wallace does not contend that Linux has such a large market share, or poses such a threat to consumers’ welfare in the long run, that evaluation under the Rule of Reason could lead to condemnation. A “quick look” is all that’s needed to reject Wallace’s claim. See, e.g., California Dental Association v. FTC, 526 U.S. 756 (1999); National Collegiate Athletic Ass’n v. University of Oklahoma, 468 U.S. 85 (1984); Ball Memorial Hospital, Inc. v. Mutual Hospital Insurance, Inc., 784 F.2d 1325 (7th Cir. 1986) (unless a firm with market power can increase its profits by 576curtailing output, the practice is lawful under the Rule of Reason). The GPL and open-source software have nothing to fear from the antitrust laws.

* * *

Questions

1. General Discussion Questions

1.1 Looking back on the U.S. v. Microsoft case knowing what we know about the state of competition in the software industry, how would you evaluate the court’s decision? Was the court in Novell v. Microsoft influenced by 20/20 hindsight?

1.2 What does the result in the U.S. v. Microsoft case suggest about the result of the antitrust claim raised in Apple v. Psystar?

1.3 In antitrust cases in Europe, Microsoft was required to offer a version of its Windows software without its music player and to give parity to other browsers on the Windows desktop. Do you agree with these remedies? Should similar remedies be applied to Apple’s smartphone or tablet, or devices based on Google’s Android software?

1.4 In general, what do you think about antitrust enforcement as a tool to police anticompetitive behavior in technology markets?

1.5 What do you think about the role that lobbying plays in antitrust enforcement?

1.6 Why did the U.S. v. Microsoft court issue a per curiam opinion?

1.7 Do you agree with the concerns expressed by the court in Novell v. Microsoft about requiring a market leader to license its intellectual property?

1.8 Even though the court in Wallace v. IBM found no antitrust issue with the GPL, is there a basis for finding copyright misuse?

2. Litigation Questions

2.1 How would you assess the parties’ effectiveness at presenting evidence in U.S. v. Microsoft and Novell v. Microsoft?

2.2 How would you make the case that the court should have broken Microsoft up into two companies, one focused on operating systems and one focused on applications? How would you argue against this remedy?

3. Business Law Questions

3.1 How would you have advised Microsoft on creating the license agreements described in the U.S. v. Microsoft case?

3.2 How would you advise Microsoft on devising and implementing a compliance regime to avoid license agreements and technology decisions that raise antitrust issues? How would you assess the impact of such a regime on Microsoft’s ability to operate effectively in the market?
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Exercises

1. Draft a memo advising a Microsoft senior manager on how to revise the license agreements described in the U.S. v. Microsoft case. Then, with one student playing the role of the lawyer and one the role of the Microsoft senior manager, discuss the legal advice contained in the memo.

2. Conduct a mock trial of the U.S. v. Microsoft case on the issues that the D.C. Circuit remanded.

IV. PREEMPTION

VAULT CORP. v. QUAID SOFTWARE LTD. 847 F.2d 255 (5th Cir. 1988)

REAVLEY, Circuit Judge.

I

Vault produces computer diskettes under the registered trademark “PROLOK” which are designed to prevent the unauthorized duplication of programs placed on them by software computer companies, Vault’s customers. Floppy diskettes serve as a medium upon which computer companies place their software programs. To use a program, a purchaser loads the diskette into the disk drive of a computer, thereby allowing the computer to read the program into its memory. The purchaser can then remove the diskette from the disk drive and operate the program from the computer’s memory. This process is repeated each time a program is used.

The protective device placed on a PROLOK diskette by Vault is comprised of two parts: a “fingerprint” and a software program (“Vault’s program”). The “fingerprint” is a small mark physically placed on the magnetic surface of each PROLOK diskette which contains certain information that cannot be altered or erased. Vault’s program is a set of instructions to the computer which interact with the “fingerprint” to prevent the computer from operating the program recorded on a PROLOK diskette (by one of Vault’s customers) unless the computer verifies that the original PROLOK diskette, as identified by the “fingerprint,” is in the computer’s disk drive. While a purchaser can copy a PROLOK protected program onto another diskette, the computer will not read the program into its memory from the copy unless the original PROLOK diskette is also in one of the computer’s disk drives. The fact that a fully functional copy of a program cannot be made from a PROLOK diskette prevents purchasers from buying a single program and making unauthorized copies for distribution to others.

Vault produced PROLOK in three stages. The original commercial versions, designated as versions 1.01, 1.02, 1.03, 1.04, and 1.06 (“version 1.0”) were produced in 1983. Vault then incorporated improvements into the system and produced version 1.07 in 1984. The third major revision occurred in August and September of 1985 and was designated as versions 2.0 and 2.01 (“version 2.0”). Each version of PROLOK has been copyrighted and Vault includes a license agreement with every PROLOK package that specifically prohibits the copying, 578modification, translation, decompilation, or disassembly of Vault’s program.2 Beginning with version 2.0 in September 1985, Vault’s license agreement contained a choice of law clause adopting Louisiana law.3

Quaid’s product, a diskette called “CopyWrite,” contains a feature called “RAMKEY” which unlocks the PROLOK protective device and facilitates the creation of a fully functional copy of a program placed on a PROLOK diskette. The process is performed simply by copying the contents of the PROLOK diskette onto the CopyWrite diskette which can then be used to run the software program without the original PROLOK diskette in a computer disk drive. RAMKEY interacts with Vault’s program to make it appear to the computer that the CopyWrite diskette contains the “fingerprint,” thereby making the computer function as if the original PROLOK diskette is in its disk drive. A copy of a program placed on a CopyWrite diskette can be used without the original, and an unlimited number of fully functional copies can be made in this manner from the program originally placed on the PROLOK diskette.

Quaid first developed RAMKEY in September 1983 in response to PROLOK version 1.0. In order to develop this version of RAMKEY, Quaid copied Vault’s program into the memory of its computer and analyzed the manner in which the program operated. When Vault developed version 1.07, Quaid adapted RAMKEY in 1984 to defeat this new version. The adapted version of RAMKEY contained a sequence of approximately 30 characters found in Vault’s program and was discontinued in July 1984. Quaid then developed the current version of RAMKEY which also operates to defeat PROLOK version 1.07, but does not contain the sequence of characters used in the discontinued version. Quaid has not yet modified RAMKEY to defeat PROLOK version 2.0, and has agreed not to modify RAMKEY pending the outcome of this suit. Robert McQuaid, the sole owner of Quaid, testified in his deposition that while a CopyWrite diskette can be used to duplicate programs placed on all diskettes, whether copy-protected 579or not, the only purpose served by RAMKEY is to facilitate the duplication of programs placed on copy-protected diskettes. He also stated that without the RAMKEY feature, CopyWrite would have no commercial value.

II

Vault brought this action against Quaid seeking preliminary and permanent injunctions to prevent Quaid from advertising and selling RAMKEY, an order impounding all of Quaid’s copies of CopyWrite which contain the RAMKEY feature, and monetary damages in the amount of $100,000,000. Vault asserted three copyright infringement claims cognizable under federal law.…Vault also asserted two claims based on Louisiana law, contending that Quaid breached its license agreement by decompiling or disassembling Vault’s program in violation of the Louisiana Software License Enforcement Act, La. Rev. Stat. Ann. §51:1961 et seq. (West 1987), and that Quaid misappropriated Vault’s program in violation of the Louisiana Uniform Trade Secrets Act, La. Rev. Stat. Ann. §51:1431 et seq. (West 1987).

….

III. VAULT’S FEDERAL CLAIMS

[Omitted]

IV. VAULT’S LOUISIANA CLAIMS

Seeking preliminary and permanent injunctions and damages, Vault’s original complaint alleged that Quaid breached its license agreement by decompiling or disassembling Vault’s program in violation of the Louisiana Software License Enforcement Act (the “License Act”), La. Rev. Stat. Ann. §51:1961 et seq. (West 1987), and that Quaid misappropriated Vault’s program in violation of the Louisiana Uniform Trade Secrets Act, La. Rev. Stat. Ann. §51:1431 et seq. (West 1987). On appeal, Vault abandons its misappropriation claim, and, with respect to its breach of license claim, Vault only seeks an injunction to prevent Quaid from decompiling or disassembling PROLOK version 2.0.

Louisiana’s License Act permits a software producer to impose a number of contractual terms upon software purchasers provided that the terms are set forth in a license agreement which comports with La. Rev. Stat. Ann. §§51:1963 & 1965, and that this license agreement accompanies the producer’s software. Enforceable terms include the prohibition of: (1) any copying of the program for any purpose; and (2) modifying and/or adapting the program in any way, including adaptation by reverse engineering, decompilation, or disassembly. La. Rev. Stat. Ann. §51:1964.4 The terms “reverse engineering, decompiling or disassembling” are 580defined as “any process by which computer software is converted from one form to another form which is more readily understandable to human beings, including without limitation any decoding or decrypting of any computer program which has been encoded or encrypted in any manner.” La. Rev. Stat. Ann. §51:1962(3).

Vault’s license agreement, which accompanies PROLOK version 2.0 and comports with the requirements of La. Rev. Stat. Ann. §§51:1963 & 1965, provides that “[y]ou may not… copy, modify, translate, convert to another programming language, decompile or disassemble” Vault’s program. Vault asserts that these prohibitions are enforceable under Louisiana’s License Act, and specifically seeks an injunction to prevent Quaid from decompiling or disassembling Vault’s program.

The district court held that Vault’s license agreement was “a contract of adhesion which could only be enforceable if the [Louisiana License Act] is a valid and enforceable statute.” Vault, 655 F. Supp. at 761. The court noted numerous conflicts between Louisiana’s License Act and the Copyright Act, including: (1) while the License Act authorizes a total prohibition on copying, the Copyright Act allows archival copies and copies made as an essential step in the utilization of a computer program, 17 U.S.C. §117; (2) while the License Act authorizes a perpetual bar against copying, the Copyright Act grants protection against unauthorized copying only for the life of the author plus fifty years, 17 U.S.C. §302(a); and (3) while the License Act places no restrictions on programs which may be protected, under the Copyright Act, only “original works of authorship” can be protected, 17 U.S.C. §102. Vault, 655 F. Supp. at 762-63. The court concluded that, because Louisiana’s License Act “touched upon the area” of federal copyright law, its provisions were preempted and Vault’s license agreement was unenforceable. Id. at 763.

In Sears, Roebuck & Co. v. Stiffel Co., 376 U.S. 225, 84 S. Ct. 784, 11 L. Ed. 2d 661 (1964), the Supreme Court held that “[w]hen state law touches upon the area of [patent or copyright statutes], it is ‘familiar doctrine’ that the federal policy ‘may not be set at naught, or its benefits denied’ by the state law.” Id. at 229, 84 S. Ct. at 787 (quoting Sola Elec. Co. v. Jefferson Elec. Co., 317 U.S. 173, 176, 63 S. Ct. 172, 173, 87 L. Ed. 165 (1942)). See Compco Corp. v. Day-Brite Lighting, Inc., 376 U.S. 234, 84 S. Ct. 779, 11 L. Ed. 2d 669 (1964); see also Mitchell v. Penton/Indus. Publishing Co., 486 F. Supp. 22 (N.D. Ohio 1979) (holding that common law unfair competition claim preempted by the Copyright Act); Triangle Publications, Inc. v. Sports Eye, Inc., 415 F. Supp. 682, 686-87 (E.D. Penn. 1976) (holding that state regulation of unfair competition preempted as to matters falling within broad confines of the Copyright Act). Section 117 of the Copyright Act permits an owner of a computer program to make anadaptation 581of that program provided that the adaptation is either “created as an essential step in the utilization of the computer program in conjunction with a machine,” §117(1), or “is for archival purpose only,” §117(2). The provision in Louisiana’s License Act, which permits a software producer to prohibit the adaptation of its licensed computer program by decompilation or disassembly, conflicts with the rights of computer program owners under §117 and clearly “touches upon an area” of federal copyright law. For this reason, and the reasons set forth by the district court, we hold that at least this provision of Louisiana’s License Act is preempted by federal law, and thus that the restriction in Vault’s license agreement against decompilation or disassembly is unenforceable.

* * *

NATIONAL CAR RENTAL SYSTEM, INC. v. COMPUTER ASSOCIATES INTERNATIONAL, INC.

991 F.2d 426 (8th Cir. 1993)

MAGILL, Circuit Judge.

We here deal with the difficult question of the extent to which the Copyright Act preempts state breach of contract actions alleging that the licensee of computer software exceeded limitations on the use of computer software contained in the license agreements. Computer Associates International, Inc., appeals from the district court’s order resolving a motion for judgment on the pleadings and dismissing its breach of contract claim against National Car Rental as preempted under the Copyright Act. We conclude that the district court failed to grant Computer Associates all reasonable inferences from its pleadings, and hold that as properly construed, the cause of action as pled is not preempted. We reverse.

I. BACKGROUND

Computer Associates International, Inc. (CA), creates and licenses computer software. CA licensed its programs to the appellee, National Car Rental Systems, Inc. (National), to process National’s data on National’s hardware in Bloomington, Minnesota. The 1990 license agreement between CA and National provided, as did earlier licenses, that National may use the licensed programs “only for the internal operations of Licensee and for the processing of its own data.” A separate order form, incorporated into the license agreement, similarly provided that “use of the Licensed Program[s] is restricted to the internal operations of Licensee and for the processing of its own data.”

Sometime in 1990, National decided to cease its internal computer operations and contract with an independent computer services vendor for computer related information services. Ultimately, National retained Electronic Data Systems Corporation (EDS) to provide these services. In connection with this transaction, National, EDS, and CA entered into a supplement addendum, which provided that EDS could use the licensed programs to process National’s data. The supplement addendum provided that EDS would use the programs for the benefit of National subject to the terms and conditions of the 1990 license agreement, and solely “to process data of Licensee and in no event for the processing of data…of any third party other than Licensee.”

CA subsequently determined that National had been using the programs to process the data of third parties, including Lend Lease Trucks, Inc. (Lend Lease), and Tilden Car Rental, Inc. 582(Tilden), in violation of the license agreement, and that such use had continued through EDS under the supplement addendum. CA threatened to sue National if such use did not stop. National then brought a declaratory judgment action in the district court. National admitted in its complaint that it “has used the Licensed Software in its business activities… including the activities relating to Tilden and Trucks [Lend Lease],” but requested a declaration that its use of the programs neither breached the license agreement nor infringed CA’s copyright. CA asserted two counterclaims. In the first, it claimed that National’s use of the programs, either individually or through EDS, for the benefit of Lend Lease and Tilden, breached the license agreement. In the second, CA claimed that National infringed its copyright by making an unauthorized copy of the software.

National moved for judgment on the pleadings under Rule 12(c), alleging that CA’s first counterclaim was preempted under §301(a) of the Copyright Act. In resolving the motion, the district court concluded that CA alleged a lease agreement between National and the third parties: National permitted them to use the software in exchange for payment. The district court concluded that this cause of action, as pled, was “equivalent” to the exclusive copyright right of distribution of copies of the work, and held it was preempted.

II. DISCUSSION

The Copyright Act provides the exclusive source of protection for “all legal and equitable rights that are equivalent to any of the exclusive rights within the general scope of copyright as specified by section 106” of the Copyright Act. See 17 U.S.C. §301(a). Concomitantly, all non-equivalent rights are not preempted. A state cause of action is preempted if: (1) the work at issue is within the subject matter of copyright as defined in §§102 and 103 of the Copyright Act, and (2) the state law created right is equivalent to any of the exclusive rights within the general scope of copyright as specified in §106. Harper & Row, Publishers, Inc. v. Nation Enters., 723 F.2d 195, 200 (2d Cir. 1983).

We cannot tell from the district court’s memorandum opinion whether the district court concluded the cause of action was preempted because the district court believed CA had alleged National actually distributed a copy of the program to Lend Lease and Tilden, or whether the district court concluded that the allegation of use by National for Lend Lease’s and Tilden’s benefit was preempted even absent an actual distribution. Therefore, we first examine CA’s pleadings to determine whether the district court gave it the benefit of all reasonable inferences from the pleadings. On this standard, we determine that CA’s pleadings cannot be read to allege that National actually distributed a copy of the program to Lend Lease or Tilden. Instead, CA’s pleadings must be read to allege that National breached their contract by using the program itself, or through EDS, to process data for Lend Lease and Tilden. We then examine whether so construed, the cause of action is preempted.

B. Characterization of CA’s Pleadings

Because the question here depends upon the proper interpretation of CA’s first counterclaim, we set it out in some detail. In the first counterclaim, CA alleged, in pertinent part, that:

583

The authorization for use granted National [pursuant to the 1990 License Agreement] was for the internal operations of National and for the processing of its own data. (First Counterclaim, ¶31)

Pursuant to the Supplement Addendum…it was agreed that the Licensed Programs would be used solely for the benefit of National and subject to the rights, obligations and benefits in all respects of the terms and conditions of the License Agreement. (First Counterclaim, ¶32)

Pursuant to the Supplement Addendum…National and EDS further agreed, among other things, to use the Licensed Programs…solely to process data of National and in no event for the processing of data of any third party other than National. (First Counterclaim, ¶33)

…In none of the License Agreements was [National] granted any authorization to use the licensed programs for the benefit of any company other than itself. (First Counterclaim, ¶35)

…National has used and permitted the use of the Licensed Programs for the processing of data for the benefit of third parties. This use of the Licensed Programs for the benefit of third parties includes the use for Lend Lease Trucks, Inc. and Tilden Car Rental, Inc. (First Counterclaim, ¶36)

…National has been unjustly enriched by any fees or other compensation received from those third-parties for use of the Licensed Programs for their benefit. (First Counterclaim, ¶37)

The district court noted that the computer software in question was within the subject matter of copyright, and thus focused on whether CA’s breach of contract action sought to protect rights equivalent to the exclusive copyright rights. The court noted that National had not alleged which copyright right was equivalent to CA’s action, but concluded that the distribution right was the only right potentially equivalent.

In resolving the preemption issue, the court concluded that “[c]onstrued as true, CA’s allegations reflect the existence of a lease arrangement between National and Lend Lease and Tilden: National has permitted Lend Lease and Tilden to use the licensed software in exchange for payment. The distribution right includes specifically the right to lease or lend.” Mem. op. at 9-10. The court further concluded that the presence of a contract promise did not create a right qualitatively different from copyright, and stated: “In essence, CA alleges National breached the license agreement by infringing CA’s copyrights in the licensed software.” Id. at 10.

We believe that in reaching this conclusion, the district court either failed to give CA the benefit of all reasonable inferences from the pleadings or misinterpreted the law of copyright preemption. We first assume that the district court concluded an actual distribution had occurred.

Given our standard of review, we do not believe that CA’s complaint may be read to allege that National actually distributed the program. The copyright holder’s distribution right is the right to distribute copies. See 17 U.S.C. §106(3). Section 106(3) grants the copyright owner the “exclusive right publicly to sell, give away, rent or lend any material embodiment of his work.” 2 Nimmer on Copyright §8.11[A], at 8-123 (emphasis added). An examination of CA’s pleadings demonstrates that they cannot reasonably be read to complain about wrongful 584distribution. First, the contract provisions CA alleges are at issue place limits upon the way those in rightful possession of a copy of the program can use that copy. The provisions do not prohibit National or EDS from giving a copy of the program to anyone else. Second, CA does not specifically allege that National gave a copy of the program to Lend Lease or Tilden. CA alleges that “National has used and permitted the use of the Licensed Programs for the processing of data for the benefit of third parties.” CA did not allege use by Lend Lease and Tilden, but instead alleged use for their benefit.

The only potential allegation of unauthorized distribution comes in CA’s contention that National “permitted the use” of the programs. Because we must give CA the benefit of all reasonable inferences from the pleadings, we cannot conclude that an allegation that National “permitted the use” necessarily amounts to an allegation of the actual distribution of a copy of the program. Rather, we believe that such a pleading can be read, in context, to allege that National permitted EDS to use the programs for the benefit of Lend Lease and Tilden, with no copies ever going to Lend Lease and Tilden. EDS, however, was authorized under the supplement addendum to have a copy of the program. Thus, given our standard of review, we cannot read CA’s pleadings to allege that National breached the contract by wrongfully distributing a copy of the program.

The district court’s conclusion that the pleadings alleged a lease agreement does not change our conclusion. The exclusive right to lease a copyrighted work is derivative of the right to distribute, which, as we noted, is the right to distribute copies. See 17 U.S.C. §106; Nimmer, supra, at §8.11[A]. Allegations of a lease agreement thus cannot expand that distribution right; the right to lease must be the right to lease a copy. Because the pleadings cannot properly be read to allege distribution of a copy, neither can they be read to allege a lease of a copy.

We thus conclude that CA’s pleadings cannot be read to allege that National breached its contract by actually distributing a copy of the licensed program to either Lend Lease or Tilden.

C. Preemption of the Contractual Limitation on Use

The question then becomes whether CA’s allegation that National breached their contract by using the program in a fashion not allowed under the contract protects a right equivalent to one of the exclusive copyright rights. We believe it does not.

We agree with the district court that the computer program in question is within the subject matter of copyright. Thus we focus on the second preemption issue: whether the right sought under state law is equivalent to the exclusive rights under copyright. We must consider whether a limitation on the uses to which a licensee may put a licensed work are preempted even though those uses do not involve the exclusive copyright rights. As noted above, courts and commentators have framed this inquiry as whether the right in question is “infringed by the mere act of reproduction, performance, distribution or display.” 1 Nimmer on Copyright §1.01[B], at 1-13. Section 301 preempts only those state law rights that “‘may be abridged by an act which, in and of itself, would infringe one of the exclusive rights’ provided by federal copyright law.” Computer Assocs. Int’l, Inc. v. Altai, Inc., 982 F.2d 693, 716 (2d Cir. 1992) (citing Harper & Row, Publishers, Inc. v. Nation Enters., 723 F.2d 195, 200 (2d Cir. 1983), rev’d on other grounds, 471 U.S. 539 (1985)). If an extra element is “required, instead of or in addition to the acts of reproduction, performance, distribution or display, in order to constitute a state-created 585cause of action, then the right does not lie ‘within the general scope of copyright’ and there is no preemption.” 1 Nimmer on Copyright §1.01[B], at 1-14-15 (footnotes omitted); see also Harper & Row, 723 F.2d at 200 (where state law right is predicated upon an act incorporating elements beyond mere reproduction or the like, the [federal and state rights] are not equivalent and there is no preemption).

We conclude that the alleged contractual restriction on National’s use of the licensed programs constitutes an extra element in addition to the copyright rights making this cause of action qualitatively different from an action for copyright.

National initially contends that any complaint alleging use of a copyrighted work that exceeds the uses allowable under the license must be brought as a copyright infringement claim; contract claims containing such allegations are preempted. In support of this proposition, National cites several cases finding copyright infringement when the licensee’s “use” of a copyrighted and licensed work exceeded the uses allowed under the license. See S.O.S., Inc. v. Payday, Inc., 886 F.2d 1081, 1087 (9th Cir. 1989); Cohen v. Paramount Pictures Corp., 845 F.2d 851, 853 (9th Cir. 1988); Gilliam v. American Broadcasting Cos., Inc., 538 F.2d 14, 20 (2d Cir. 1976); Frank Music Corp. v. Metro-Goldwyn-Mayer, Inc., 772 F.2d 505, 512 (9th Cir. 1985); Wolff v. Institute of Elec. & Elecs. Eng’rs, Inc., 768 F. Supp. 66, 69 (S.D.N.Y. 1991); National Bank of Commerce v. Shaklee Corp., 503 F. Supp. 533, 544 (W.D. Tex. 1980).

We believe that National reads these cases too broadly. First, only one of these cases involved preemption. See Wolff, 768 F. Supp. at 69. In Wolff, the plaintiff alleged that the defendant had both infringed his copyright and breached their contract by republishing a photograph licensed for only one publication. The court held that the breach of contract cause of action was preempted because, as the court construed it, the plaintiff merely alleged that the defendant breached their contract by infringing his copyright. Wolff, 768 F. Supp. at 69. None of the other cases involved preemption; however, in each, the conduct claimed as infringing involved one of the exclusive copyright rights. See S.O.S., 886 F.2d at 1087 (licensee made a copy of the program and prepared a modified version without authorization); Cohen, 845 F.2d at 852 (company with a right to record musical composition for film and display film on television also sold and rented videocassettes to general public); Gilliam, 538 F.2d at 18 (defendant televised edited version of program without authorization); Frank Music, 772 F.2d at 512 (defendant staged musical revue in manner not allowed under the license); Shaklee, 503 F. Supp. at 544 (defendant inserted unauthorized advertising material into published work). Rather than stating a rule that any use exceeding the license is infringing, these cases establish that engaging in one of the acts reserved to the copyright holder under §106, without a license to do so, is infringing. Moreover, the Wolff case stands at most for the proposition that a breach of contract claim alleging nothing more than an act of infringement is preempted. Given that we cannot read CA to allege that National engaged in one of the acts reserved to CA under §106, these cases are inapposite.

Because we find no general rule holding breach of contract actions such as this one preempted, we examine specifically whether this cause of action seeks to protect rights equivalent to the exclusive copyright rights. We conclude that the contractual restriction on use of the programs constitutes an additional element making this cause of action not equivalent to a copyright action.
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National disagrees with this characterization and attempts to read the term “use” in the license agreement as synonymous with the rights given to the copyright holder. We believe it is not, as two recent cases make clear.

In a case very similar to this one, involving CA, the court held that a contractual restriction on use of a computer program was distinct from the exclusive copyright rights. In Computer Assocs. v. State St. Bank & Trust, 789 F. Supp. 470 (D. Mass. 1992), the parties had executed a license that provided, inter alia: “Customer agrees to refrain from using the Equipment… for other customer-sites or customers on a service basis.” Id. at 475. CA argued that State Street violated the provisions of the license agreement by allowing customers direct access to the programs to gain information. Because of that alleged breach, Computer Associates claimed that it could cancel their maintenance contract. State Street moved for a preliminary injunction prohibiting CA from cancelling the maintenance contract. CA then claimed that the violation of the agreements constituted copyright infringement, preventing State Street from claiming irreparable harm. In denying this claim, the court stated:


infringement results only from the unauthorized copying of copyrighted material. A use of an authorized copy of copyrighted subject matter ordinarily is not infringing.… Therefore, applicable limitations on State Street’s use of the programs, if any, must be derived initially from the license agreements, not copyright law.



Id. at 472.

The Ninth Circuit reached a similar conclusion in G.S. Rasmussen & Assocs. v. Kalitta Flying Serv., 958 F.2d 896 (9th Cir. 1992). In Kalitta, the plaintiff had received from the FAA a certificate (STC) allowing him to modify a plane design. The defendant took the certificate from an existing, modified plane and used it to modify another plane, without paying the plaintiff for doing so. Plaintiff sued for unfair competition, and the defendant raised the defense of copy-right preemption. The court first noted that there was no allegation of copying. It went on to hold that:


Federal copyright law governs only copying.… Enforcement of Rasmussen’s property right in his STC leaves Kalitta free to make as many copies of the certificate as it wishes; to the extent the manual supplement is not protected by the copyright laws, the same is true of it. That Kalitta is prevented from then using these copies to obtain an airworthiness certificate from the FAA does not interfere in any way with the operation of the copyright laws.



Id. at 904.

In both of these cases, the courts distinguished restrictions on use of a copyrightable work that did not involve “copying” from the exclusive rights in copyright. CA’s situation is the same. CA does not claim that National is doing something that the copyright laws reserve exclusively to the copyright holder, or that the use restriction is breached “by the mere act of reproduction, performance, distribution or display.” Instead, on this posture, CA must be read to claim that National’s or EDS’s processing of data for third parties is the prohibited act. None of the exclusive copyright rights grant CA that right of their own force. Absent the parties’ agreement, this restriction would not exist. Thus, CA is alleging that the contract creates a right not existing under the copyright law, a right based upon National’s promise, and that it 587is suing to protect that contractual right. The contractual restriction on use of the programs constitutes an extra element that makes this cause of action qualitatively different from one for copyright.

We believe that the legislative history of the Copyright Act supports this conclusion. In elaborating the meaning of the term “equivalent rights” the House committee report to the Copyright Act suggests that breaches of contract were not generally preempted: “nothing in the bill derogates from the rights of parties to contract with each other and to sue for breaches of contract.” See H.R.Rep. No. 94-1476, 94th Cong., 2d Sess. 132, reprinted in 1976 U.S.C.C.A.N. 5659, 5748. This is not the end of the inquiry, however.

National contends that while the bill as initially drafted might have excluded breaches of contract from preemption, the bill as passed did not. National notes that §301(b)(3) of the Copyright Act, as initially drafted and reported out of committee in the House, explicitly exempted breach of contract suits from preemption. This provision was then amended on the floor of the House to delete all the specific examples of non-preempted causes of action. National claims this action demonstrated congressional intent to remove the “safe harbor” from preemption for breach of contract actions. See, e.g., Wolff v. Institute of Elec. & Elecs. Eng’rs, Inc., 768 F. Supp. 66 (S.D.N.Y. 1991) (deletion of safe harbor provision for breaches of contracts suggests that Congress did not intend generally to except them from preemption).

We disagree. Although the deletion of a provision from a final bill generally means that Congress intends to disavow what was formerly expressed, we believe in this case the facts surrounding the deletion of §301(b)(3) suggest Congress did not intend to reverse the presumption of non-preemption for the examples initially included in §301(b)(3). Instead, it appears that certain members of the House were concerned about the subsequent addition of the tort of misappropriation to the list of non-preempted causes of action, and suggested deletion of the specific examples in order to prevent confusion about the scope of preemption. We agree with Professor Nimmer that “[i]t seems clear that the amendment that caused such deletion was not intended substantively to alter Section 301(b)(3) as regards [those examples originally included].” 1 Nimmer on Copyright §1.10[B], at 1-22; See also Mayer v. Josiah Wedgwood & Sons, Ltd., 601 F. Supp. 1523, 1533 (S.D.N.Y. 1985) (same); Factors, Etc., Inc. v. Pro Arts, Inc., 496 F. Supp. 1090 (S.D.N.Y. 1980) (same). Thus, we believe, the better view is that the legislative history suggests a congressional intent not to preempt breach of contract actions such as this one.

National contends, however, that such a conclusion fails to recognize the nature and value of computer software. According to National, computer software has value because it performs a function. National thus claims an allegation that it used the program for another is in fact an allegation that it distributed the “functionality” of the program. This argument fails. First, National cites to no authority in support of this position. Second, even with respect to computer software, the distribution right is only the right to distribute copies of the work. As Professor Nimmer has stated, “[i]nfringement of [the distribution right] requires an actual dissemination of either copies or phonorecords.” 2 Nimmer on Copyright §8.11[A], at 8-124.1. Finally, courts have specifically held that copyright protection in computer software does not extend to the software’s function. See, e.g., Computer Assocs. Int’l, Inc. v. Altai, Inc., 982 F.2d 693, 704 (2d Cir. 1992). Thus, even if CA could be said to have alleged that National 588“distributed the functionality” of its program, such a claim would not protect a right equivalent to one of the exclusive rights in copyright.

Finally, National claims that CA’s requested relief demonstrates its cause of action is equivalent to the exclusive rights under copyright. First, National notes that CA requested damages for unjust enrichment, damages National claims are preempted under §301. National is correct in noting that certain courts have held claims for unjust enrichment preempted when based upon allegations that the defendant engaged in one of the acts reserved to the copyright holder under §106. We do not read CA to allege that National was unjustly enriched as a result of a wrongful exercise of one of the §106 rights. Rather, we read this allegation of damage as a further explanation of the damages CA intends to prove arising from the breach of contract. CA alleges generally that it has been damaged in an amount to be proved at trial, and it will have to prove those damages. In this context, we read its allegations of unjust enrichment as an attempt, albeit inartful, to allege that National received from Lend Lease and Tilden amounts that CA would have received had National not breached their contract. Second, National notes that CA requested return or destruction of any copies of its programs still in National’s possession. It notes that the Copyright Act provides precisely that remedy, see 17 U.S.C. §504, and claims that the request for destruction shows the claim is equivalent to a copyright claim. We disagree. The parties’ contract specifically provides for the return or destruction of the licensed programs upon any breach of the license agreement. This remedy would apply equally to this asserted breach (improper use) as to an action for breach of an agreement to pay royalties or license fees, which National admits would not be preempted. Furthermore, the copyright remedy of return or destruction applies even absent a preexisting relationship between the parties: it does not have to be stated in a contract or license agreement. We cannot conclude that this action is preempted simply because the parties’ contract provides a remedy for breach identical to a remedy provided in copyright.

III. CONCLUSION

For all the foregoing reasons, we conclude that CA’s cause of action, as pled, is not preempted by the Copyright Act.

* * *

DAVIDSON & ASSOCIATES d/b/a BLIZZARD ENTERTAINMENT5 v. JUNG

422 F.3d 630 (8th Cir. 2005)

SMITH, Circuit Judge.

I. BACKGROUND

Factual Background

Blizzard, a California corporation and subsidiary of Vivendi, creates and sells software games for personal computers.

In January 1997, Blizzard officially launched “Battle.net,” a 24-hour online-gaming service available exclusively to purchasers of its computer games. The Battle.net service has nearly 58912 million active users who spend more than 2.1 million hours online per day. Blizzard holds valid copyright registrations covering Battle.net and each of its computer games at issue in this litigation. Battle.net is a free service that allows owners of Blizzard games to play each other on their personal computers via the Internet. Battle.net mode allows users to create and join multi-player games that can be accessed across the Internet, to chat with other potential players, to record wins and losses and save advancements in an individual password-protected game account, and to participate with others in tournament play featuring elimination rounds. Players can set up private “chat channels” and private games on Battle.net to allow players to determine with whom they wish to interact online. These Battle. net mode features are only accessible from within the games.

Like most computer software, Blizzard’s games can be easily copied and distributed over the Internet. Blizzard has taken steps to avoid piracy by designing Battle.net to restrict access and use of the Battle.net mode feature of the game. Each time a user logs onto Battle.net, a Battle.net server examines the user’s version of the game software. If a Blizzard game does not have the latest software upgrades and fixes, the Battle.net service updates the customer’s game before allowing the game to play in Battle.net mode.

With the exception of “Diablo,” each authorized version of a Blizzard game comes with a “CD Key.” A CD Key is a unique sequence of alphanumeric characters printed on a sticker attached to the case in which the CD-ROM was packaged. To log on to Battle.net and access Battle.net mode, the game initiates an authentication sequence or “secret handshake” between the game and the Battle.net server. In order to play the Blizzard game contained on a CD-ROM, a user must first install the game onto a computer and agree to the terms of the End User License Agreement (“EULA”) and Terms of Use (“TOU”), both of which prohibit reverse engineering. At the end of both the EULA and TOU, Blizzard includes a button with the text “I Agree” in it, which the user must select in order to proceed with the installation. Users are also required to enter a name and the CD Key during installation of Battle.net and Blizzard games.

The outside packaging of all Blizzard games, except for Diablo, contains a statement that use of the game is subject to the EULA and that use of Battle.net is subject to the terms of the TOU. The terms of neither the EULA nor the TOU appear on the outside packaging. If the user does not agree to these terms, the game may be returned for a full refund of the purchase price within thirty (30) days of the original purchase. Combs, Crittenden, and Jung installed Blizzard games and agreed to the terms of the EULA. Crittenden and Jung logged onto Battle.net and agreed to the TOU.

The users of Battle.net have occasionally experienced difficulties with the service. To address their frustrations with Battle.net, a group of non-profit volunteer game hobbyists, programmers, and other individuals formed a group called the “bnetd project.” The bnetd project developed a program called the “bnetd.org server” that emulates the Battle.netservice and permits users to play online without use of Battle.net. The bnetd project is a volunteer effort and the project has always offered the bnetd program for free to anyone. Combs, Crittenden, and Jung were lead developers for the bnetd project.

The bnetd project was organized and managed over the Internet through a website, www.bnetd.org, that was made available to the public through equipment provided by Internet Gateway. The bnetd.org emulator provides a server that allows gamers unable or 590unwilling to connect to Battle.net to experience the multi-player features of Blizzard’s games. The bnetd.org emulator also provides matchmaking services for users of Blizzard games who want to play those games in a multi-player environment without using Battle.net. Bnetd. org attempted to mirror all of the user-visible features of Battle.net, including online discussion forums and information about the bnetd project, as well as access to the program’s computer code for others to copy and modify.

To serve as a functional alternative to Battle.net, bnetd.org had to be compatible with Blizzard’s software. In particular, compatibility required that bnetd.org speak the same protocol language that the Battle.net speaks. By speaking the same protocol language, the bnetd programs would be interoperable with Blizzard games. Once game play starts, a user perceives no difference between Battle.net and the bnetd.org.

By necessity, Appellants used reverse engineering to learn Blizzard’s protocol language and to ensure that bnetd.org worked with Blizzard games. Combs used reverse engineering to develop the bnetd.org server, including a program called “tcpdump” to log communications between Blizzard games and the Battle.net server. Crittenden used reverse engineering to develop the bnetd.org server, including using a program called “Nextray.” Crittenden also used a program called “ripper” to take Blizzard client files that were compiled together in one file and break them into their component parts. Crittenden used the ripper program to determine how Blizzard games displayed ad banners so that bnetd.org could display ad banners to users in the format that Blizzard uses on the Battle.net service. Combs tried to disassemble a Blizzard game to figure out how to implement a feature that allowed bnetd. org to protect the password that a user enters when creating an account in Battle.net mode. Crittenden made an unauthorized copy of a Blizzard game in order to test the interoperability of the bnetd.org server with multiple games.

….

Discussion

….

A. Preemption

The Copyright Act provides the exclusive source of protection for “all legal and equitable rights that are equivalent to any of the exclusive rights within the general scope of copyright as specified by [§]106” of the Copyright Act. See 17 U.S.C. §301(a). The Copyright Act preempts state laws that attempt to protect rights exclusively protected by federal law. See Nat’l Car Rental Sys., Inc. v. Computer Assocs. Intern., Inc., 991 F.2d 426, 428 (8th Cir. 1993). Conversely, the Copyright Act does not preempt state law from enforcing non-equivalent legal or equitable rights. Id. A state cause of action is statutorily or expressly preempted if: (1) the work at issue is within the subject matter of copyright as defined in §§102 and 103 of the Copyright Act, and (2) the state-law-created right is equivalent to any of the exclusive rights within the general scope of copyright as specified in §106. Id. at 428-29 (citing Harper & Row Pub., Inc. v. Nation Enter., 723 F.2d 195, 200 (2d Cir. 1983)). Express preemption is no longer at issue in this case.

This case concerns conflict preemption. Conflict preemption applies when there is no express preemption but (1) it is impossible to comply with both the state and federal law or 591when (2) the state law stands as an obstacle to the accomplishment and execution of the full purposes and objectives of Congress. Pacific Gas & Elec. Co. v. Energy Res. Conservation and Dev. Comm’n, 461 U.S. 190, 204 (1983); Jones v. Rath Packing Co., 430 U.S. 519, 525 (1977). Appellants, relying upon Vault v. Quaid Software Ltd., 847 F.2d 255, 268-70 (5th Cir. 1988), argue that the federal Copyright Act preempts Blizzard’s state law breachof-contract claims. We disagree.

In Vault, plaintiffs challenged the Louisiana Software License Enforcement Act, which permitted a software producer to impose contractual terms upon software purchasers provided that the terms were set forth in a license agreement comporting with the statute. Id. at 268. “Enforceable terms [under the Louisiana statute] include the prohibition of: (1) any copying of the program for any purpose; and (2) modifying and/or adapting the program in any way, including adaptation by reverse engineering, decompilation or disassembly.” Id. at 269 (citation omitted). The Louisiana statute defined reverse engineering, decompiling or disassembling as “any process by which computer software is converted from one form to another form which is more readily understandable to human beings, including without limitation any decoding or decrypting of any computer program which has been encoded or encrypted in any manner.” Id. (citation omitted). The Fifth Circuit held that the Louisiana statute conflicted with the rights of computer program owners under the Copyright Act, specifically 17 U.S.C. §117, which permits a computer program owner to make an adaptation of a program provided that the adaption is either created as an essential step in the utilization of the computer program in conjunction with a machine or is for archival purpose only. Id. at 270.

Unlike in Vault, the state law at issue here neither conflicts with the interoperability exception under 17 U.S.C. §1201(f) nor restricts rights given under federal law. Appellants contractually accepted restrictions on their ability to reverse engineer by their agreement to the terms of the TOU and EULA. “[P]rivate parties are free to contractually forego the limited ability to reverse engineer a software product under the exemptions of the Copyright Act[,]” Bowers v. Baystate Techs, Inc., 320 F.3d 1317, 1325-26 (Fed. Cir. 2003), and “a state can permit parties to contract away a fair use defense or to agree not to engage in uses of copyrighted material that are permitted by the copyright law if the contract is freely negotiated.” Id. at 1337 (Dyk, J., dissenting). See also Nat’l Car Rental Sys., Inc., 991 F.2d at 434 (holding that the Copyright Act does not preempt a breach of contract action based on prohibited use of software contained in a license agreement). While Bowers and Nat’l Car Rental were express preemption cases rather than conflict preemption, their reasoning applies here with equal force. By signing the TOUs and EULAs, Appellants expressly relinquished their rights to reverse engineer.

Summary judgment on this issue was properly granted in favor of Blizzard.…

* * *
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Questions

1. General Discussion Questions

1.1 What state laws are being considered in the Vault, National Car Rental, and Jung cases, respectively? Should these state laws be assessed differently in the context of federal law preemption?

1.2 How would you describe the effect on the software industry if the court had reached a different result in the National Car Rental and Jung cases? Would this effect be better or worse for innovation and competition?

2. Litigation Questions

2.1 Aside from a preemption argument, what arguments would you have made on behalf of the defendants in the Jung case?

2.2 If you were representing the defendants in the Jung case, how would you argue that the Vault case supports your preemption argument?

2.3 Why did the plaintiff in Vault raise the Louisiana statute in support of its case?

3. Business Law Questions

3.1 How would you have advised the defendants in the Jung case to achieve interoperability in a legal manner?

3.2 How would you advise the defendants in the Jung case about whether it would matter if their actions took place in Europe?

3.3 If you were advising the government affairs group at a software company, what type of state legislation would you propose to support software licensing but avoid preemption problems?

EXERCISE

Draft a memo advising the defendants in the Jung case on how to achieve interoperability in a legal manner. Then, with one student playing the role of the lawyer and one the role of the software programmer client, discuss the legal advice contained in the memo.

V. SECTION 117(c) OF THE COPYRIGHT ACT

STORAGE TECHNOLOGY CORP. v. CUSTOM HARDWARE ENGINEERING & CONSULTING, INC.

421 F.3d 1307 (Fed. Cir. 2005)

BRYSON, Circuit Judge.

Storage Technology Corporation (“StorageTek”) manufactures automated tape cartridge libraries that can store massive amounts of computer data. The cartridge libraries consist of Library Storage Modules, or “silos,” that contain numerous tape cartridges, tape drives for 593reading the cartridges, and a robot arm for moving the cartridges. Connected to each silo is a Library Control Unit that controls the robotic mechanisms in the silo and monitors their progress. The individual silos and Control Units are connected via a local area network to a Library Management Unit, which is a computer that can direct and control several silos. To access data from the library, a user sends a request for the data to the Management Unit. The Management Unit then transmits commands to the appropriate Control Unit to find and read the tape cartridge containing the requested data. The Control Unit then sends the data over the network back to the Management Unit.

A central element of this case concerns what occurs when the entire tape library is first turned on. Upon startup, the Management Unit loads executable code, called the “9330 code,” from its hard drive into its random access memory (“RAM”). When the Control Unit is powered up, the Management Unit sends other code, called the “9311 code,” across the network to the Control Unit, where it is loaded into the Control Unit’s memory. Both processes happen automatically, without any action by the library user.

StorageTek’s claims in this case stem from the fact that the 9330 and 9311 computer code is copyrighted. StorageTek describes both the 9330 and 9311 code as consisting of two intertwined, but distinct, groups: functional code and maintenance code. While StorageTek never specifies which portions of its copyrighted code fall into each group, it states that the functional code consists of the portions of the computer program that cause the Management Unit and Control Unit to run, while the maintenance code consists of the portions of the program that diagnose malfunctions and maintain the performance of the Management Unit and Control Unit. When StorageTek sells its tape libraries to customers, the company does not sell the software that runs the library. Rather, it only licenses the programs to its customers. The license covers only the functional code portions of the software, and it specifically excludes the maintenance code. However, StorageTek provides the entire code to the customer. Both the functional and maintenance code are automatically loaded into the RAM of the Control Unit and Management Unit upon startup, and copying the entire code is necessary to activate and run the library.

Custom Hardware Engineering &l Consulting, Inc., (“CHE”) is an independent business that repairs data libraries manufactured by StorageTek. In order to diagnose problems with the libraries, CHE intercepts and interprets error messages produced by the maintenance code. The error messages are known as fault symptom codes. The fault symptom codes are generated by the Control Unit and are transmitted to the Management Unit over the network within a package of information, called an Event Message. To ensure that the Control Unit is configured to send the fault symptom codes, CHE needs to override a password protection scheme, called GetKey, which was written by StorageTek to disallow certain unauthorized reconfigurations of the maintenance code on the Control Unit. CHE has used two devices to circumvent GetKey. The original device, called a Library Event Manager (“LEM”), was connected to the network between the Control Unit and the Management Unit. The LEM worked by trying different passwords to “crack” GetKey. The LEM then allowed CHE to force the Control Unit to send fault symptom codes over the network after rebooting the Management Unit and Control Unit. CHE has ceased using the LEM in favor of a different device, the Enhanced Library Event Manager (“ELEM”). The ELEM also is attached to the network between the Control Unit and Management Unit. Rather than “cracking” the GetKey 594password, the ELEM mimics a signal from the Management Unit to the Control Unit upon rebooting the Control Unit, which causes the maintenance code on the Control Unit to be configured to send the fault symptom codes. CHE then intercepts the Event Messages and interprets the fault symptom codes. Based on the information in those error codes, CHE is able to diagnose and repair the data libraries.

StorageTek brought an action in the United States District Court for the District of Massachusetts against CHE and its president, David York. StorageTek alleged that CHE committed copyright infringement when CHE rebooted and reconfigured its customers’ Control Units and Management Units. Storage Tech. Corp. v. Custom Hardware Eng’g & Consulting, Inc., No. 02-12102-RWZ (D. Mass.). Additionally, StorageTek alleged that CHE violated the anticircumvention provision of the Digital Millennium Copyright Act (“DMCA”), 17 U.S.C. §1201(a), when CHE circumvented the GetKey protection system to force the customer’s Control Unit to transmit error codes. StorageTek also claimed that CHE misappropriated its trade secrets by intercepting the Event Messages, which StorageTek asserts is confidential information. Finally, StorageTek asserted other claims, including an action for patent infringement, that are not at issue in this appeal. In response, CHE counterclaimed, alleging that StorageTek had committed various antitrust violations.

Upon bringing suit, StorageTek asked the district court to issue a preliminary injunction against CHE. After a hearing on the motion, the district court agreed that StorageTek had shown a substantial likelihood of success on the copyright, DMCA, and trade secret claims. Additionally, the court found that the potential losses to StorageTek’s business due to CHE’s activities were sufficiently great that the balance of hardships favored issuing a preliminary injunction. Finally, the trial court held that CHE’s antitrust counterclaims would likely fail and in any event could not shield CHE from an injunction. The court therefore enjoined CHE from circumventing the GetKey system, intercepting and displaying Event Messages, or causing the copying of the maintenance code on its customers’ systems. CHE appeals. Because the issues on appeal are not within our exclusive jurisdiction, we follow the law of the circuit from which this appeal is taken. Glaxo, Inc. v. Novopharm, Ltd., 110 F.3d 1562, 1572 (Fed. Cir. 1997).

I

CHE does not deny that the copyrighted maintenance code is copied into the Control Unit’s or Management Unit’s RAM when the company reboots its customers’ systems. See MAI Sys. Corp. v. Peak Computer, Inc., 991 F.2d 511, 518-19 (9th Cir. 1993). Nor does CHE dispute that the duplication of the maintenance code is outside the explicit grant of StorageTek’s software license to its customers. Absent a defense, CHE’s actions would constitute copyright infringement. Stenograph L.L.C. v. Bossard Assocs., Inc., 144 F.3d 96, 99 (D.C. Cir. 1998). CHE maintains, however, that its replication of the maintenance code is permissible based on a variety of defenses. Specifically, CHE argues that the copying is protected by sections 117(a) and 117(c) of the Copyright Act, 17 U.S.C. §§117(a), 117(c), and the doctrine of fair use. CHE also claims that it is implicitly authorized to copy the maintenance code and that StorageTek’s copyright on the code is invalid.
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A

CHE first asserts that section 117(c) of the Copyright Act shields it from liability for copyright infringement. Section 117(c) has not previously been construed by the First Circuit or any court of appeals, and we therefore treat the issue as one of first impression. Section 117(c) provides that

it is not an infringement for the owner or lessee of a machine to make or authorize the making of a copy of a computer program if such copy is made solely by virtue of activation of a machine that lawfully contains an authorized copy of the computer program, for purpose only of maintenance or repair of that machine, if —

(1) such new copy is used in no other manner and is destroyed immediately after the maintenance or repair is completed; and

(2) with respect to any computer program or part thereof that is not necessary for the machine to be activated, such program or part thereof is not accessed or used other than to make such new copy by virtue of the activation of the machine.

CHE’s position is that its actions are protected by section 117(c) because the owners of the tape libraries authorize CHE to turn on the Control Units and Management Units to maintain and repair the tape libraries, and the duplication of the software into RAM is necessary for the machine to function. CHE also argues that its activities fall directly within Congress’s purpose in enacting section 117(c), which was to “ensure that independent service organizations do not inadvertently become liable for copyright infringement merely because they have turned on a machine in order to service its hardware components.” H.R. Rep. No. 105551, pt. 1, at 27 (1998).

StorageTek contends that CHE’s activities fail to meet the requirements of sections 117(c)(1) and 117(c)(2). Specifically, StorageTek claims that CHE does not destroy the copy of the computer code in RAM after the maintenance is completed, in contravention of section 117(c)(1). StorageTek also claims that the maintenance code is not “necessary for the machine to be activated,” and that CHE therefore violates section 117(c)(2) when it accesses the maintenance code to diagnose errors in the cartridge library. The dissent agrees.

The requirement in section 117(c)(1) that the new copy of the computer program be destroyed after maintenance or repair is completed can be achieved in most cases by turning off the machine, which erases the copy from RAM. In this case, the evidence showed that CHE reboots the storage libraries at the conclusion of its maintenance contract with the owners of the storage libraries, thus destroying the copy of the computer program in RAM. However, the district court determined that the destruction of the copy at that point does not satisfy the requirements of section 117(c)(1) because CHE “fails to destroy the copies they make immediately after completion of repairs.” In other words, the district court looked to whether CHE rebooted the machines each time it repaired a particular malfunction in the silo. The flaw in the court’s analysis is that it focuses on the term “repair” in the statute, while ignoring the term “maintenance.”

Section 117(d) defines “repair” as “the restoring of the machine to the state of working in accordance with its original specifications. . . ” 17 U.S.C. §117(d)(2). It defines “maintenance” as “the servicing of the machine in order to make it work in accordance with its original specifications. . . ” 17 U.S.C. §117(d)(1). Those two definitions make clear that Congress contemplated two distinct activities. The term “repair” denotes fixing a broken machine that 596is no longer “working in accordance with its original specifications.” That term would apply whenever there is a discrete problem with the machine, e.g., when there are “worn or defective components such as memory chips, circuit boards, and hard drives” that need to be replaced. S. Rep. No. 105-190, at 58 (1998). Once the machine is “restored” to its original working condition, the new copy of the program would have to be destroyed immediately in order for section 117(c) to apply. In contrast, the term “maintenance” has a much broader temporal connotation. The Senate Report on section 117 characterized “maintenance” as including “checking the proper functioning of [ ] components.” Id. Thus, maintenance, or “servicing,” was meant to encompass monitoring systems for problems, not simply fixing a single, isolated malfunction.

This interpretation of the term “maintenance” comports with the general policy underlying the enactment of section 117(c). That policy was “to ensure that independent service organizations do not inadvertently become liable for copyright infringement merely because they have turned on a machine in order to service its hardware components.” H.R. Rep. No. 105-551, pt. 1, at 27. Congress thus sought to protect the class of companies that fix and maintain computer systems, as opposed to those that would make other commercial use of copyrighted material. The point of requiring that copies be “destroyed immediately after the maintenance or repair is completed” was not to create artificial restraints on companies engaged in legitimate repair and maintenance activities, but to prevent persons from invoking the protection of section 117 and then later using the copied material for a prohibited purpose. It would run counter to that objective to construe section 117(c) narrowly to apply only to companies that performed repair in discrete, temporally isolated stages, rather than to construe the statute to apply to repair and maintenance services generally, so long as the companies’ only reason for copying the software at issue was to fix and maintain the machines on which the software was running.

In its analysis of section 117(c), the district court gave considerable weight to the testimony of StorageTek’s expert, Christian Hicks. The court noted that Mr. Hicks testified that a copy of the copyrighted software program remains in the Management and Control Units’ RAM on an ongoing basis as the system operates with the LEM or ELEM attached. Because that description did not comport with the notion of “repair,” the court held section 117(c) inapplicable. In describing CHE’s process, however, Mr. Hicks noted that “the LEM and ELEM stay in place at the facilities so that when problems occur,” CHE can detect and fix the malfunction. That is the same as saying that while the LEM and ELEM are attached, CHE “checks the proper functioning” of the storage library and ensures that the machine “works in accordance with its original specifications.” Accordingly, CHE’s actions fall within the definition of maintenance in section 117. Moreover, when CHE’s maintenance contract is over, CHE stops its maintenance and immediately reboots the storage library, thereby destroying the copy of the copyrighted program. CHE’s actions therefore appear to comply with the requirement of section 117(c)(1). While CHE may actively check to ensure that the silo is free from errors over an extended period of time, the protection of section 117 does not cease simply by virtue of the passage of time. Rather, it ceases only when that maintenance ends.

In the alternative, StorageTek contends that CHE cannot avail itself of section 117(c) because the statute requires that “with respect to any computer program or part thereof that 597is not necessary for the machine to be activated, such program or part thereof is not accessed or used. . . .” According to StorageTek, the maintenance code is “not necessary for the machine to be activated,” and CHE’s access to and use of the maintenance code to generate the Event Message signal therefore makes CHE liable for infringement. That assertion turns on the meaning of “maintenance code.” StorageTek’s license agreement states that the maintenance code is software “which detects, records, displays and/or analyzes malfunctions in [the] Equipment.” Because those processes are distinct from “activating the machine,” StorageTek argues that duplication of the maintenance code is not covered by section 117(c).

Unfortunately, determining whether a particular piece of software is “necessary for the machine to be activated” is not as simple as it might appear. On the one hand, not all code that resides in a machine’s RAM after the completion of the startup routine qualifies as “necessary for the machine to be activated,” even though that code is put into RAM as part of the activation process. If that were so, the requirement of section 117(c)(2) would effectively be read out of the statute, since under that interpretation there would be no program that was copied by virtue of activation but could not otherwise be accessed or used. At the same time, the code “necessary for the machine to be activated” cannot be the minimal amount of code that, when loaded into RAM, causes the machine to produce any response. For instance, the programs and drivers that allow the monitor on a personal computer to function do not fall outside the protection of section 117(c) simply because the computer itself can be activated and can function without a monitor attached. If section 117(c) were read that restrictively, accessing copyrighted software that controlled the monitor would put parties at risk of infringement, which would thwart Congress’s desire to ensure “that an independent service provider may turn on a client’s computer machine in order to service its hardware components.” S. Rep. No. 105-190, at 57.

In enacting section 117(c), Congress gave some indication of what it considered to be “necessary for the machine to be activated.” Specifically, the House Report on section 117(c) noted that software is necessary for the machine to be activated if it “need[s] to be so loaded in order for the machine to be turned on.” H.R. Rep. No. 105-551, pt. 1, at 28. As examples of software that need not be loaded in order for the machine to function, the Report listed programs marketed as separate products that load into RAM along with the operating system or software that the owner of the machine has independently configured the computer to load during initialization. Id. Therefore, separate “freestanding programs” that load into RAM upon startup clearly may not be accessed under section 117(c)(2).

Congress’s clearest indication of what it considered to be “necessary for the machine to be activated,” however, is found not in section 117(c), but in section 117(d). As we have noted, section 117(d) defines repair and maintenance in terms of allowing the system to work “in accordance with its original specifications and any changes to those specifications authorized for that machine.” Thus, the service provider must be able to cause the machine to boot up in order to determine if it “works in accordance with its original specifications.” Accessing software programs, such as freestanding diagnosis and utility programs, that are not needed to boot up the computer and make that determination, goes too far because access to those programs is not strictly necessary to verify that the computer is “working in accordance with its original specifications.”
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In some instances, it may be difficult to determine whether particular software is necessary to make the computer function and to ascertain whether the computer is working properly. In this case, however, both parties agree that the maintenance code is so entangled with the functional code that the entire code must be loaded into RAM for the machine to function at all. That is, loading the maintenance code into RAM is necessary for the Management or Control Unit “to be turned on.” Contrary to the dissent’s position, the fact that the maintenance code has other functions, such as diagnosing malfunctions in the equipment, is irrelevant. Moreover, the possibility that StorageTek could have written the maintenance code as a separate, “freestanding” program that would not have been needed to start the machine does not affect the statutory analysis of the system that StorageTek in fact created. Finally, although the maintenance code can be reconfigured to perform fewer functions, as the dissent points out, what StorageTek can do with the maintenance code after the system boots up is irrelevant. As the statutory text and legislative history make clear, the phrase “necessary for the machine to be activated” refers to the portion of code that must be copied in order for the machine “to be turned on.” In this case, copying the maintenance code into RAM is indispensable for the machine to be turned on or activated; its functionality (or lack thereof) after bootup is moot.

Finally, StorageTek contends that section 117(c) does not apply to CHE’s conduct because CHE does not reboot the machine and make a copy of the copyrighted code “for purpose only of maintenance or repair.” Specifically, StorageTek maintains that CHE reboots the machine in order to circumvent GetKey and gain access to the fault symptom codes. That argument is unconvincing because CHE’s entire purpose in obtaining the fault symptom codes is to diagnose and repair the silos. StorageTek’s argument that CHE’s activity is not “for purpose only of maintenance or repair” is akin to suggesting that it would be impermissible to activate a keyboard on a personal computer for the purpose of maintenance or repair because the real purpose of activating the keyboard would be to allow the user to type. That line of reasoning, if accepted, would quickly destroy the protection that section 117(c) affords. If CHE had rebooted the storage library and loaded its own proprietary code to detect and diagnose errors in the silo, that activity would surely be considered “repair and maintenance.” Merely because CHE uses StorageTek’s proprietary maintenance code to do the same thing does not cause CHE’s activities to no longer be “for the purpose only of maintenance or repair of that machine.” In sum, we conclude that CHE is likely to prevail on the merits of its argument that section 117(c) protects its act of copying of StorageTek’s maintenance code into RAM.

B

CHE argues in the alternative that even if the section 117(c) defense is unavailable, CHE is not liable for copyright infringement because it enjoys the benefits of its customers’ licenses to copy StorageTek’s 9330 and 9311 code in order to activate their machines. StorageTek’s license agreement with its customers allows the customers to copy StorageTek’s software into RAM “for the sole purpose of enabling the specific unit of Equipment for which the Internal Code was provided to perform its data storage and retrieval or other operating functions.” Therefore, the customers do not commit infringement merely by activating their Management and Control Units and consequently copying StorageTek’s software into RAM. As an agent of those storage library owners, CHE also does not commit copyright infringement 599simply by turning on the owners’ machines. See Hogan Sys., Inc. v. Cybersource Int’l, Inc., 1997 WL 311526, at *4 (N.D. Tex. June 2, 1997), aff’d, 158 F.3d 319 (5th Cir. 1998) (although the license at issue did “not specifically authorize a third-party consultant to use, copy, or modify Umbrella software,” the court found that while the defendants “are engaged in consulting services on behalf of Norwest, Defendants’ activities are ‘sheltered under’ Norwest’s license rights”).

StorageTek argues that CHE’s use of the maintenance code must constitute infringement because the license agreement specifically excludes the use of the maintenance code. Because CHE’s customers are not allowed to access the maintenance code, StorageTek asserts that when CHE does so, it must be infringing StorageTek’s copyright. There are two flaws in that line of reasoning. First, CHE’s customers are given the right to copy the maintenance code into the RAM of their machines. The license specifically authorizes the customers to use the code to “enabl[e] the specific unit of Equipment.” The parties are in agreement that both the maintenance code and functional code portions of the 9330 or 9331 code must be loaded into RAM in order to activate the Control and Management Units. In order to activate the Control and Maintenance Units, the maintenance code must be copied. The license thus authorizes the copying of that code.

Second, StorageTek’s argument conflates a claim based on copyright infringement and an action based on breach of contract. To succeed in a copyright action, “the copying must be beyond the scope of a license possessed by the defendant,” Stenograph, 144 F.3d at 99, and the source of the copyright owner’s complaint must be grounded in a right protected by the Copyright Act, such as unlawful reproduction or distribution. See 17 U.S.C. §106. In contrast, the rights granted by contract can be much broader. As an example, consider a license in which the copyright owner grants a person the right to make one and only one copy of a book with the caveat that the licensee may not read the last ten pages. Obviously, a licensee who made a hundred copies of the book would be liable for copyright infringement because the copying would violate the Copyright Act’s prohibition on reproduction and would exceed the scope of the license. Alternatively, if the licensee made a single copy of the book, but read the last ten pages, the only cause of action would be for breach of contract, because reading a work does not violate any right protected by copyright law. Likewise, in this case, the copying of the maintenance code is permitted by the license. The use of the code may violate the license agreement, but it is not forbidden by copyright law and cannot give rise to an action for copyright infringement. See United States Naval Inst. v. Charter Communications, Inc., 936 F.2d 692, 695 (2d Cir. 1991) (“[a] licensee of any of the rights comprised in the copyright, though it is capable of breaching the contractual obligations imposed on it by the license, cannot be liable for infringing the copyright rights conveyed to it”).

Although there is language in some cases that can be read to suggest that copyright protection extends to all conduct that would violate the user’s license, the decisions in those cases are not that broad. For example, in S.O.S., Inc. v. Payday, Inc., the Ninth Circuit stated that a “licensee infringes the owner’s copyright if its use exceeds the scope of its license.” 886 F.2d 1081, 1087 (9th Cir. 1989). In that case, however, it was clear that the “use” the copyright owner was complaining about was the defendant’s “copying and modification of the software.” Id. at 1085. Similarly in John G. Danielson, Inc. v. Winchester-Conant Props., Inc., 322 F.3d 26, 41 (1st Cir. 2003), the First Circuit noted that “[u]ses of the copyrighted work that 600stay within the scope of a nonexclusive license are immunized from infringement suits.” Not only did the court not state that “uses” that fall outside the scope of the license would necessarily constitute a copyright violation, but the allegedly unlawful “use” in that case was the copying of architectural plans. Id. at 32; see Data Gen. Corp. v. Grumman Sys. Support Corp., 36 F.3d 1147, 1167 (1st Cir. 1994). In light of their facts, those cases thus stand for the entirely unremarkable principle that “uses” that violate a license agreement constitute copyright infringement only when those uses would infringe in the absence of any license agreement at all.

StorageTek maintains that regardless of the scope of its licenses vis-à-vis the equipment owners, the licenses do not extend rights to third parties. In particular, StorageTek points to the language of its standard license agreement, which states that the equipment owner may not “sublicense, assign, lease or permit another person to use Internal Code (except as provided . . . below).” The company argues that this provision forbids CHE from copying StorageTek’s code into RAM by starting up the Control and Management Units. That argument, however, ignores the rest of the license agreement. The prohibition on thirdparty use of the code is modified by a later provision stating that equipment owners “may transfer possession of Internal Code only with the transfer of the Equipment on which its use is authorized.” Additionally, the license grants the customer the use of the code for “the sole purpose of enabling the specific unit of Equipment for which the Internal Code was provided.…” The clear implication of those sections is that the license is tied to the piece of equipment on which the software resides. Thus, the authorized use is tied to a particular machine, rather than a particular person. In fact, one version of StorageTek’s license agreement expressly contemplates third-party use of the equipment, noting that “misuse of the Equipment or negligence by Customer or a third party” is not included within the maintenance provision of the license. Thus, the prohibition against assigning or permitting another to use the code is clearly a restriction on giving a third party a copy of the code that is divorced from the machine “on which its use is authorized.” In this case, CHE is merely turning on the machine on which the use of the code is authorized. See Green Book Int’l Corp. v. Inunity Corp., 2 F. Supp. 2d 112, 116 n. 1 (D. Mass. 1998) (multiple individuals may use computer under a license, “which limits use to ‘only one single-user computer,’ without any additional restriction on the identity of the person who, from time to time, physically sat at and operated such computer”). Because the whole purpose of the license is to allow the tape library owners to activate their machines without being liable for copyright infringement, such activity by the licensee and its agents is implicitly authorized by the license agreement unless the agreement explicitly prohibits third parties from powering up the machines.

Other cases involving software license agreements support that reading of StorageTek’s agreement, albeit indirectly. For example, in MAI Systems, the Ninth Circuit held that a third party was not authorized to copy licensed software into RAM by activating a computer. However, the court held that the license did not cover such copying because the license prohibited third parties from copying the software. 991 F.2d at 517. The license in MAI Systems was so restrictive that only three employees of the licensee were allowed to use and copy portions of the software. Id. at 517 n. 3. It was only because the license contained such severe, explicit restrictions that the court held that third parties were prohibited from copying the software by activating the machine. The court in MAI Systems would not have had to rest 601its decision on those restrictive license terms if third parties were disallowed from copying the software even in the absence of such restrictive language in the license. See also SMC Promotions, Inc. v. SMC Promotions, 355 F. Supp. 2d 1127, 1132 (C.D. Cal. 2005) (forbidding third-party copying by relying on the explicit language of the license, which stated that licensees “may not delegate or authorize any other person to do so, whether on [the licensees’] behalf or otherwise”).

StorageTek, of course, could have drafted the license agreement to explicitly disallow copying by third parties through activation of the equipment owners’ machines. In the absence of such language, however, CHE’s copying appears to be protected as long as CHE is acting as an agent of the equipment owners.

C

In conclusion, the district court erred in finding that CHE was unlikely to prevail on its defense to copyright infringement. CHE’s conduct appears to fall within the safe harbor of 17 U.S.C. §117(c). Additionally, CHE is likely to prevail on its contention that StorageTek’s license agreement with its customers allows CHE, as the customers’ agent, to copy StorageTek’s software into RAM during the activation of the customers’ tape libraries. Having concluded that CHE is likely to prevail on the issue of copyright infringement based on section 117(c) and the customers’ licenses, we do not need to address CHE’s defenses premised on section 117(a), fair use, and invalid registration.

II

The DMCA claim is based on CHE’s circumvention of the GetKey protocol. Specifically, StorageTek maintains that the use of the ELEM and LEM devices violates section 1201(a) (1) of title 17 of the United States Code, which prohibits any person from “circumvent[ing] a technological measure that effectively controls access to a work protected under this title.” While the First Circuit has not addressed the scope of the DMCA’s prohibition under section 1201(a), this court has confronted the issue in Chamberlain Group, Inc. v. Skylink Technologies, Inc., 381 F.3d 1178 (Fed. Cir. 2004).

In Chamberlain we held that when Congress enacted the DMCA, it “chose to create new causes of action for circumvention and for trafficking in circumvention devices. Congress did not choose to create new property rights.” 381 F.3d at 1203. Accordingly, we held that section 1201 “prohibits only forms of access that bear a reasonable relationship to the protections that the Copyright Act otherwise affords copyright owners.” Id. at 1202. A copyright owner alleging a violation of section 1201(a) consequently must prove that the circumvention of the technological measure either “infringes or facilitates infringing a right protected by the Copyright Act.” Id. at 1203.

In this case, the LEM and ELEM devices allow CHE to bypass GetKey and gain access to the maintenance code. Furthermore, the manner in which the ELEM and LEM function requires that the Control or Management Units be rebooted, causing the protected software to be copied into RAM. Nonetheless, simply because the ELEM or LEM allows access to the copyrighted work concurrently with the copying does not mean that the ELEM or LEM “facilitates” copyright infringement. Consequently, the district court erred by failing to consider whether or not such facilitation occurred.
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We held above that it is unlikely StorageTek will succeed on the merits of its copyright claim. To the extent that CHE’s activities do not constitute copyright infringement or facilitate copyright infringement, StorageTek is foreclosed from maintaining an action under the DMCA. See Chamberlain, 381 F.3d at 1202. That result follows because the DMCA must be read in the context of the Copyright Act, which balances the rights of the copyright owner against the public’s interest in having appropriate access to the work. See id. at 1199 (“the severance of access from [copyright] protection . . . would also introduce a number of irreconcilable problems in statutory construction”); 17 U.S.C. §1201(c)(1) (“Nothing in this section shall affect rights, remedies, limitations, or defense to copyright infringement.…”); see also Sony Corp. of Am. v. Universal City Studios, Inc., 464 U.S. 417, 429, 104 S. Ct. 774, 78 L. Ed. 2d 574 (1984). Therefore, courts generally have found a violation of the DMCA only when the alleged access was intertwined with a right protected by the Copyright Act. See, e.g., Lexmark Int’l, Inc. v. Static Control Components, Inc., 253 F. Supp. 2d 943, 947 (E.D. Ky. 2003), vacated and remanded on other grounds, 387 F.3d 522 (6th Cir. 2004); RealNetworks, Inc. v. Streambox, Inc., 2000 WL 127311, at *7 (W.D. Wash. Jan.18, 2000); accord Universal City Studios v. Corley, 273 F.3d 429, 435 (2d Cir. 2001) (explaining that Congress enacted the DMCA to help copyright owners protect their works from piracy). To the extent that StorageTek’s rights under copyright law are not at risk, the DMCA does not create a new source of liability.

Even if StorageTek were able to prove that the automatic copying of the software into RAM constituted copyright infringement, however, it would still have to show that the LEM or ELEM facilitated that infringement. See Chamberlain, 381 F.3d at 1202. If such a nexus were not required, the careful balance that Congress sought to achieve between the “interests of content creators and information users” would be upset. See H.R. Rep. No. 105-551, pt. 1, at 26.

The problem in this case is that the copying of the software into RAM when the Control or Management Units are rebooted takes place regardless of whether the LEM or ELEM is used. Hence, there is no nexus between any possible infringement and the use of the circumvention devices. Rather, CHE’s circumvention of GetKey only allows CHE to use portions of the copyrighted software that StorageTek wishes to restrict technologically. The activation of the maintenance code may violate StorageTek’s contractual rights vis-à-vis its customers, but those rights are not the rights protected by copyright law. There is simply not a sufficient nexus between the rights protected by copyright law and the circumvention of the GetKey system.

A court must look at the threat that the unauthorized circumvention potentially poses in each case to determine if there is a connection between the circumvention and a right protected by the Copyright Act. See Lexmark Int’l, Inc. v. Static Control Components, Inc., 387 F.3d 522, 549-50 (6th Cir. 2004); Chamberlain, 381 F.3d at 1204. In this case, the threat from CHE’s circumvention of GetKey is distinct from the dangers that StorageTek’s copyright protects against. See 17 U.S.C. §106.

In sum, the district court failed to consider whether the circumvention of the GetKey system either infringes or facilitates infringing a right protected by the Copyright Act. We conclude that it is unlikely that StorageTek will prevail on its claim under section 1201(a) in this case because the ELEM and LEM devices are not reasonably related to any violation of the rights created by the Copyright Act.
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III

StorageTek asserts that the information contained in the Event Messages constitutes a trade secret. Accordingly, StorageTek contends that by breaking GetKey and reconfiguring the Control Units to send the Event Messages, CHE has misappropriated the secret information contained in the Event Messages. StorageTek’s argument is undermined, however, by the fact that the pertinent information in the Event Messages used to be publicly available.

Trade secret protection is unavailable for information that is not actually secret. See Jet Spray Cooler, Inc. v. Crampton, 361 Mass. 835, 282 N.E.2d 921, 925 (1972). Therefore, information that is in the public domain cannot be appropriated by a party as its proprietary trade secret. CVD, Inc. v. Raytheon Co., 769 F.2d 842, 850 (1st Cir. 1985) (“Once a trade secret enters the public domain, the possessor’s exclusive rights to the secret are lost.”). While StorageTek took precautions to protect the information in the Event Messages by implementing GetKey, those efforts are insufficient to create trade secret rights if the public previously had access to the information contained in the Event Messages.

CHE maintains that the vital information in the Event Messages — the meaning of the fault symptom codes — was public knowledge before StorageTek created GetKey. There appears to be overwhelming evidence that the fault symptom codes were freely transmitted by the library components, with no effort to keep their meaning secret. StorageTek’s senior customer service engineer testified that the fault system codes were not confidential. That fact was confirmed by CHE’s expert. There was even evidence that early versions of StorageTek’s software would cause the error codes to be shown on the Control Unit’s display panel whenever there was an error. In fact, technicians first learned the meaning of the error messages by recording the error message that was revealed on the display panel for each type of machine malfunction. There was also evidence that the entire Event Message was openly transmitted before the GetKey system was put in place. Mr. Billington, StorageTek’s expert, testified that from 1987 until 1992 the data packets were “freely available.”

StorageTek makes two arguments in support of its contention that the Event Messages were never freely available. First, it maintains that in 1992, before GetKey was implemented, StorageTek attempted to keep the error codes secret by disabling the maintenance code, which sends the Event Messages, on customers’ machines. Those actions are irrelevant, however, because the error messages had already been freely transmitted between 1988 and 1992. See J.T. Healy & Son, Inc. v. James A. Murphy & Son, Inc., 357 Mass. 728, 260 N.E.2d 723, 730 (1970) (a trade secret is lost when the owner “lie[s] back and do[es] nothing to preserve its essential secret quality”). Second, StorageTek argues that it is immaterial that the general meaning of the fault symptom codes was in the public domain. Instead, StorageTek contends that the pertinent confidential information is the error message corresponding to a specific customer’s equipment malfunction. Thus, according to StorageTek, the secret information is the error message that would be sent by a particular customer’s machine if the machine were configured to produce and transmit fault symptom codes. Given that the general meanings of the fault symptom codes are in the public domain, however, that argument seemingly implies that the actual error on the customer’s machine is secret. Yet the machines are owned by the customer and are in the customer’s possession. The reason that the machine is malfunctioning therefore cannot possibly be considered a secret. As an analogy, consider a stock broker who devised a program that would notify him when a stock 604price was at a point at which the stock was worth buying. Obviously that special “buy price” could be a trade secret if it had not been previously made public, but in no event could the actual market price that triggered the notification be considered a trade secret. Similarly, the meaning of the fault symptom codes might have been a trade secret if they had not been previously made public, but the actual reason for the machine malfunctioning would not be.

The dissent maintains that “the information detailing precisely which aspect of the system is broken and how to fix it” is protected as a trade secret. However, as we have noted, the meanings of the codes and the malfunction itself are public information. Additionally, there is no indication that the Event Messages provide a prescription of how to fix the machine rather than simply a diagnosis of what is wrong. The dissent further claims that trade secrets “remain trade secrets unless and until a third party discovers the information on its own.” That analysis fails for two reasons. First, the owner of the trade secret bears the burden of taking reasonable steps to preserve the secrecy of the trade secret. See USM Corp. v. Marson Fastener Corp., 379 Mass. 90, 393 N.E.2d 895, 899-900 (1979). The dissent’s position apparently shifts the burden onto others to discover the trade secret information independently. Second, to show misappropriation of a trade secret under Massachusetts law, StorageTek must show that CHE “used improper means, in breach of a confidential relationship, to acquire and use the trade secret.” Data Gen., 36 F.3d at 1165. CHE uses publicly available information about what the fault symptom codes mean, and it developed the LEM and ELEM devices independently to diagnose problems in the silos. There has been no showing that either of those activities breached a confidential relationship. Therefore, the diagnostic information obtained through those methods, i.e. determining what is physically wrong with the silo, cannot be a misappropriation of a trade secret, any more than if CHE had reverse engineered the silo in any other manner. Bonito Boats, Inc. v. Thunder Craft Boats, Inc., 489 U.S. 141, 160, 109 S. Ct. 971, 103 L. Ed. 2d 118 (1989).

For these reasons, we agree with the appellants that the district court erred in failing to consider whether the information contained in the error messages is secret. Because it appears that the information for which StorageTek asserts trade secret protection was previously in the public domain, we conclude that StorageTek is unlikely to prevail on the merits of its trade secret claim.

IV

Because the district court committed errors of law in its consideration of StorageTek’s copyright claim and because the district court overlooked material factors in its analysis of the DMCA and trade secret claims, we find the court abused its discretion in granting the preliminary injunction. See Bl(a)ck Tea Soc’y v. City of Boston, 378 F.3d 8, 11 (1st Cir. 2004). Therefore, we vacate the grant of the preliminary injunction and remand for further proceedings.

VACATED and REMANDED.

RADER, Circuit Judge, dissenting.

This court’s opinion today destroys copyright protection for software that continually monitors computing machine behavior. The opinion also conflates methods used to protect 605trade secret information with the actual information constituting the trade secret. Because these holdings are contrary to the underlying law, I respectfully dissent.

The safe harbor created by §117(c) is not a carte blanche license to use any program loaded into a computer’s RAM when a machine is turned on. Section 117(c)(2) specifically precludes a repairman from using copies of programs loaded into RAM upon powering-up that are “not necessary for that machine to be activated.” Maintenance code that continually monitors for faults, as does Storage Tek’s, is loaded into RAM upon powering-up the system but, as CHE admits, the maintenance code can be disabled with no affect on the operating aspects of the system. Of course, disabling the maintenance code eliminates continuous monitoring for faults. Even though Storage Tek has chosen to load the maintenance code upon activation, the maintenance code as such is incidental, not indispensable, to activation. Consequently, CHE’s use of copies of Storage Tek’s maintenance code falls outside the safe harbor created by §117(c).

This court’s opinion holds that CHE’s copying and use of Storage Tek’s diagnostic “maintenance code” software falls within the protection of §117(c) because “CHE ‘checks the proper functioning’ of the storage library and ensures that the machine ‘works in accordance with its original specifications.’” However, §117(c) places restrictions upon the use of maintenance software. Therefore, while I agree that “maintenance” includes checking the proper functioning of components, I do not agree that CHE’s use of Storage Tek’s maintenance code falls within the protection of §117(c).

When using Storage Tek’s maintenance code, which is not code “necessary for the machine to be activated,” CHE does not reboot the storage silos of its clients for the sole purpose of making a new copy “by virtue of the activation of the machine.” If it did, CHE would be within the safe harbor of §117(c). Although at the time CHE reboots it repairs nothing, adjusts nothing, and checks nothing, CHE subsequently accesses and uses the maintenance code to send data packets that indicate the operation of the system. Therefore, CHE does not fall within the safe harbor of §117(c)(2).

Alternatively, even if Storage Tek’s maintenance code were so written as to be “necessary for the machine to be activated,” when CHE reboots the silos with that code, it once again repairs nothing, adjusts nothing, and checks nothing. Because CHE does not perform any “maintenance” or “repair” when it reboots the system to manipulate the maintenance code, this copying of the maintenance code does not fall within the protection of §117(c)(1).

Section 117(c) allows a repairman to turn on a machine and to use the programs necessary to run the machine for the limited period of time the repairman is actually working on the machine, whether the repairman is fixing something that is actually broken, or servicing parts to prevent the machine from breaking in the future. Servicing parts may certainly encompass “putting the machine through the paces” to ensure that all the parts are properly functioning. In other words, the words “maintenance” and “repair” in §117(c) extend the protection of §117(c) to cover both the monitoring of function to assure that repair is not needed, and identification of malfunction to facilitate repair. However, the “maintenance and repair” must be of limited duration. Section 117(c)(1) specifies that any copy of the maintenance software must be destroyed “after the maintenance or repair is completed.” CHE, however, does not meet this condition. CHE runs the maintenance software continually to monitor operation. Only when a problem arises during monitoring, does CHE actually work on the silo. Thus, CHE 606uses the copy of the maintenance code in RAM beyond actual servicing or repairing. This continual use falls outside the scope of §117(c).

As this court’s opinion states, the policy of §117(c) is “to ensure that independent service organizations do not inadvertently become liable for copyright infringement merely because they have turned on a machine in order to service its hardware components. . . . The point of requiring that copies be ‘destroyed immediately after the maintenance or repair is completed’ was not to create artificial restraints on companies engaged in legitimate repair and maintenance activities, but to prevent persons from invoking the protection of §117 and then later using the copied material for a prohibited purpose.” CHE, however, does not boot the machine in order to service or repair it; it boots to manipulate the maintenance level of the maintenance code so that it may read fault codes. As noted above, this is not “maintenance” or “repair” under §117(c). CHE also does not “immediately destroy” the copy when the service or repair is completed. CHE uses the maintenance code even while the machine is functioning properly and is in full use by the client. How can CHE’s continual use of Storage Tek’s software during a three-year (or more) contract not be “using the material for a prohibited purpose”? Again, the “immediately destroy” requirement of §117(c) protects use only during the limited time the repairman is actually working on the computer.

This court also holds that the diagnostic information contained in the data packets created and sent by the maintenance code cannot be a trade secret because “the reason the machine is malfunctioning [ ] cannot possibly be considered a trade secret.” But it is the data packets themselves, not the physical operation (or misoperation) that they describe, that is the trade secret. A malfunction may be independently discoverable, but that does not preclude the information which describes it from being a trade secret. In my eyes, this court’s analogy to a special “buy price” is flawed. As I see it, the message that the arm of a storage silo is “broken” is analogous to the “buy price” that this court states “cannot possibly be considered a trade secret.” The diagnostic information contained in the data packets, i.e., the information detailing precisely which aspect of the system is broken and how to fix it, is analogous to the information detailing why the “buy price” makes a good buy. That a third party may perform its own diagnostics on the broken system and discover the cause of the malfunction does not remove the proprietary nature of the information until the third party actually performs the diagnostics and discovers the malfunction. Trade secrets remain trade secrets unless and until another party discovers the information on its own, at which point the information enters the public domain and is no longer protected. The point is that the other party must perform the work to discover the information on its own instead of stealing the information from its competitor.

Finally, this court’s suggestion that the meaning of the fault symptom codes themselves may have been a trade secret if they had not been introduced into the public domain misses the point. The proprietary fault symptom codes are the language used to express the faults, so it is the correlation of fault and code that forms the lexicon by which the trade secret can be deciphered.

* * *
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Questions

1. General Discussion Questions

1.1 What is the innovation policy rationale behind 117(c)?

1.2 When is violation of a license agreement a copyright infringement and when is it a breach of contract?

2. Litigation Questions

2.1 What copyright case law does the Federal Circuit utilize when it decides copyright issues?

2.2 What contract law does the Federal Circuit utilize when it decides contract issues?

3. Business Law Questions

3.1 How would you re-draft Storage Technology’s license agreement to prevent third parties from using its maintenance code?

3.2 Is it possible to re-draft Storage Technology’s license agreement to prevent third parties from using its maintenance code in a manner that violation of the license agreement is a copyright infringement?6






	1. Footnote 22 of the court’s opinion states: “This holding, of course, is not an invalidation of Lasercomb’s copyright. Lasercomb is free to bring a suit for infringement once it has purged itself of the misuse. Cf. United States Gypsum Co. v. National Gypsum Co., 352 U. S. 457, 465 (1957); Hensley Equipment Co., 383 F.2d at 261, 386 F.2d at 443.”

2. …Vault’s license agreement reads:

IMPORTANT! VAULT IS PROVIDING THE ENCLOSED MATERIALS TO YOU ON THE EXPRESS CONDITION THAT YOU ASSENT TO THIS SOFTWARE LICENSE. BY USING ANY OF THE ENCLOSED DISKETTE(S), YOU AGREE TO THE FOLLOWING PROVISIONS. IF YOU DO NOT AGREE WITH THESE LICENSE PROVISIONS, RETURN THESE MATERIALS TO YOUR DEALER, IN ORIGINAL PACKAGING WITHIN 3 DAYS FROM RECEIPT, FOR A REFUND.

1. This copy of the PROLOK Software Protection System and this PROLOK Software Protection Diskette (the “Licensed Software”) are licensed to you, the end-user, for your own internal use. Title to the Licensed Software and all copyrights and proprietary rights in the Licensed Software shall remain with VAULT. You may not transfer, sublicense, rent, lease, convey, copy, modify, translate, convert to another programming language, decompile or disassemble the Licensed Software for any purpose without VAULT’s prior written consent.


	2. THE LICENSED SOFTWARE IS PROVIDED “AS-IS”. VAULT DISCLAIMS ALL WARRANTIES AND REPRESENTATIONS OF ANY KIND WITH REGARD TO THE LICENSED SOFTWARE, INCLUDING THE IMPLIED WARRANTIES OF MERCHANTABILITY AND FITNESS FOR A PARTICULAR PURPOSE. UNDER NO CIRCUMSTANCES WILL VAULT BE LIABLE FOR ANY CONSEQUENTIAL, INCIDENTAL, SPECIAL OR EXEMPLARY DAMAGES EVEN IF VAULT IS APPRISED OF THE LIKELIHOOD OF SUCH DAMAGES OCCURRING. SOME STATES DO NOT ALLOW THE LIMITATION OR EXCLUSION OF LIABILITY FOR INCIDENTAL OR CONSEQUENTIAL DAMAGES, SO THE ABOVE LIMITATION OR EXCLUSION MAY NOT APPLY TO YOU.


	3. The license agreement included the following language beginning with version 2.0: To the extent the laws of the United States of America are not applicable; this license agreement shall be governed by the laws of the State of Louisiana.


	4. Section 51:1964 reads, in full:

Terms of which shall be deemed to have been accepted under R.S. 51:1963, if included in an accompanying license agreement which conforms to the provisions of R.S. 51:1965, may include any or all of the following:

(1) Provisions for the retention by the licensor of title to the copy of the computer software.

(2) If title to the copy of computer software has been retained by the licensor, provisions for the prohibition of any copying of the copy of computer software for any purpose and/or limitations on the purposes for which copies of the computer software can be made and/or limitations on the number of copies of the computer software which can be made.

(3) If title to the copy of computer software has been retained by the licensor, provisions for the prohibition or limitation of rights to modify and/or adapt the copy of the computer software in any way, including without limitation prohibitions on translating, reverse engineering, decompiling, disassembling, and/or creating derivative works based on the computer software.

(4) If title to the copy of computer software has been retained by the licensor, provisions for prohibitions on further transfer, assignment, rental, sale, or other disposition of that copy or any other copies made from that copy of the computer software, provided that terms which prohibit the transfer of a copy of computer software in connection with the sale or transfer by operation of law of all or substantially all of the operating assets of a licensee’s business shall to that extent only not be deemed to have been accepted under R.S. 51:1963.

(5) Provisions for the automatic termination without notice of the license agreement if any provisions of the license agreement are breached by the licensee.


	5. [Chapter 8 explores other aspects of this case. — ED]


	6. See generally MDY Indus. v. Blizzard Entertainment, Inc. 629 F.3d 928 (9th Cir. 2010); Robert W. Gomulkiewicz, Conditions and Covenants in License Contracts: Tales from a Test of the Artistic License, 17 TEX. INTELL. PROP. L.J. 335 (2009); Robert W. Gomulkiewicz, Enforcement of Open Source Software Licenses: The MDY Trio’s Inconvenient Complications, 14 YALE J.L. & TECH. 106 (2011).
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· Chapter · 10 Business Model Innovation

I. INTRODUCTION

Innovation drives the software industry. Normally we think that “innovation” means technical innovation — software products that work faster, with greater ease, and more effectively. There is no doubt that technical innovation is important, but another type of innovation matters just as much: business model innovation. By this I mean the variety of clever ways that software firms use to make money from software. Time after time we see that producing a technologically superior software product does not guarantee success. Without the proper business model, many excellent products never become popular, but with the right model they soar. Just remember: Microsoft did not have the first PC operating system; Google did not have the first search engine; Apple did not have the first music player, smartphone, or tablet computer.

This chapter examines the way that law supports and limits business model innovation. It looks at how copyright, trade secret, trademark, patent, and contract law play into the equation, and points to the boundaries of legal protection described in Chapter 9. It also addresses how business model choice affects a software firm’s attitude toward the relative strength of intellectual property protection (e.g., greater or lesser latitude for copyright or trademark fair uses) and its approach to industry standards and in some cases freedom of expression. Below, you will find case studies to illustrate these points.

II. CASE STUDY: MASS MARKET SOFTWARE

As mentioned in Chapter 1, software became a mass market consumer product in the 1980s. Software firms in that era had to decide how to bring their products to consumers and small businesses. These customers were unfamiliar with software products and many believed that freely copying software was perfectly fine. Software 610firms used four primary channels for distributing software — direct sales, retail sales, value added reseller (VAR), and original equipment manufacturer (OEM):

• Direct — sales made by the software firm itself, usually in the form of software on a disk in a box accompanied by a booklet explaining how to use the software (a/k/a “packaged product” software);

• Retail — sales of packaged product software made by a retail establishment, often acquired by the local retailer from a national distributor;

• OEM — software installed on computer hardware from a master disk (a/k/a the “golden master”);

• VAR — software distributed through firms that put together collections of software (some off the shelf, some customized), hardware, and services, which software caters to a certain customer type such as dental or law practices. In the VAR context, sometimes the software comes preinstalled on an OEM computer and sometimes as packaged product software.

LEGAL ANALYSIS OF THE BUSINESS MODELS

1. What role does copyright law play in these business models? Consider the question from both a theoretical and practical standpoint.

2. Consider why software firms began to use mass market end user licenses (EULAs). What challenges does use of EULAs present, and how would you address those challenges? What other roles do contracts play in the business models?

3. What are the trademark challenges for the software developer and the OEM in the OEM channel, and how would you address them?

4. How would you protect trade secrets in mass market software products?

5. What boundaries of legal protection come into play in these business models, and how would you address them?

6. As business models for the end use of software evolve (e.g., to software-as-a-service and subscription service business models), what intellectual property and licensing issues will arise and how can you address them? From a legal standpoint, are these new business models easier or harder to implement?

III. CASE STUDY: OPEN SOURCE SOFTWARE

Development of open source software began as largely a non-commercial activity, but that has changed. Today, commercial enterprises play a dominant part in open 611source software development.1 The primary models for commercial open source are as follows:

• Sell services. A great deal of open source software is complex infrastructure software used in large enterprises, such as Linux-based operating systems and the Apache web server. Its use requires training, maintenance (keeping the software up to date), support (fixing software that breaks), and customization. Both large companies such as IBM and small software programming firms have prospered selling services that support users of open source software. Some firms, such as Digital Creations with its Zope software, use their notoriety in developing open source software as an advertisement for selling programming services.

• Sell hardware. In this model, companies capitalize on the relatively inexpensive per-copy cost of open source software by giving away the software and selling the computer hardware. Many firms use this model, including makers of Linuxbased mobile devices, Intel for its microprocessors, and IBM for its powerful enterprise computers.

• Sell complementary application software. Even though some in the open source community feel that systems software should be distributed freely, they think it is acceptable to commercialize applications that run on open source systems software.

• Sell a product that supports use of open source. One of the most successful open source firms, Black Duck, makes software tools that track which open source code is associated with which open source license. Software programmers tend to grab code from lots of different sources as they develop a product, but knowing the origins becomes important when the product is licensed or sold (particularly for GPL-licensed code). Black Duck’s tools meet this need.

• Sell and support a branded software package. Even though much open source code is readily available on the Internet, many users are willing to pay a firm to choose a stable version, install it, test it with various hardware configurations, and support the software installation. Often the firm also puts together a branded package of software with useful applications, utilities, and documentation. Red Hat (RedHat Linux) and Novell (SuSe Linux) utilize this business model.

• Sell a high-end or customized version. SendMail is the most popular Internet email router. Now, SendMail publishes a high-end royalty-bearing version and a low-end for-free open source version. In a variation of this model, a firm creates a customized version of an open source program for its customers.
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• Use dual licensing. Dual licensing capitalizes on concerns that some have about the ramifications of using GPL-licensed code. In dual licensing, the licensor offers one version of its software under the GPL to create a community around the code and one version licensed under a license that does not require the licensee to copyleft its derivatives. The MySQL firm popularized this business model with its MySQL database software.2

• Sell advertising. Selling ads represents perhaps one of the most indirect ways of making money off of open source, but it’s also been one of the most successful as pioneered by Google. Google provides an open source operating system and browser (Android, Chrome) that it optimizes for its search engine. The better the Google search experience and the greater its reach on multiple devices, the greater the opportunities for Google to sell ads that are displayed using its search engine.

• Use internally to sell other products or services. Many firms such as Amazon. com and eBay simply use open source software internally to run their operations more effectively (and profitably).

• Become a non-profit organization (NPO) and take donations. The use of the NPO form to host open source software development represents a growing trend. The Linux Foundation, which employs Linus Torvalds and is funded by donations from IBM, Intel, and other commercial open source firms, leads the way with this business model.

LEGAL ANALYSIS OF THE BUSINESS MODELS

1. What role does copyright law play in open source business models?

2. What role does contract law play in open source business models?

3. Many open source developers believe that patents present a grave threat to open source. Do you agree? What strategies can be used to counter threats raised by patents?

4. What role does trademark law play in open source business models (trademarks, service marks, and certification marks)?

5. What are the pros and cons of the NPO open source business model?

6. How do open source business models interact with the IP policies of standards organizations?

7. What role should antitrust law and copyright misuse play in regulating open source business models?
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8. Do GPL 2.0’s copyleft provisions come into play for firms that use open source software internally to sell Web-based products and services?

IV. CASE STUDY: PLATFORM COMPETITION

This case study explores the business models used by Netscape, Microsoft, Google, and Apple, focusing specifically on each company’s strategy for its Internet browser software. It begins with a look at the browser competition between Navigator and Internet Explorer on PCs, then fast-forwards to the more recent competition between Apple, Google, and Microsoft in smartphones and tablet PCs.

A. Navigator and Java — Internet Explorer and Windows

Use of the Netscape Navigator browser dominated the early days of the Internet revolution. At first consumers could download the browser for free, but corporate users had to pay. As downloads of Navigator multiplied rapidly, however, the browser soon became free for all. Netscape pursued several strategies to derive revenue from a free browser business model. These included selling value added software to complement the browser software (such as the Netscape Communicator software suite); selling ads on the Netscape home page, which was set as the default home page for Navigator users; and selling web server software that was tightly integrated with Navigator.

As Navigator experienced competition from Microsoft’s Internet Explorer (more on that, below), Netscape decided to contribute the Navigator code base to a NPO, the Mozilla Foundation, which licenses the code, now called Firefox, on an open source basis. Netscape employed this strategy both to ensure widespread distribution of Navigator and to offload software development costs of a product that did not directly contribute to Netscape’s bottom line.

Bill Gates called it the “Internet Tidal Wave,” a paradigm shift for software firms in which activity on the Internet would become a critical feature for PC users. Microsoft realized that the Windows platform had to become the best possible gateway to the Internet. To accomplish this, Microsoft created the Internet Explorer browser (IE), which it integrated into and set as the default browser for new versions of Windows, and offered for free download older versions of Windows and other operating system platforms.

Three primary factors drove Microsoft’s business strategy for IE. First, Microsoft gave away Internet Explorer to sell more copies of Windows on PCs. Second, like Netscape, Microsoft developed web server software that was tightly integrated with IE. And third, Microsoft’s strategy served as a defensive measure to counter Netscape’s and Sun Microsystem’s attempt to create an alternative platform to the Windows on PCs platform.
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Sun’s Java language allowed software developers to create applications that could run on any operating system platform with Navigator installed. In other words, users no longer needed Windows, they only needed Navigator because the applications ran on the browser rather than on the operating system. In this configuration, most of the computing is done on the server rather than the PC. Thus, Sun hoped to make money off the Java/Navigator platform by selling its Solaris server hardware and software and its Java language software tools. Sun’s slogan “the network is the computer” neatly shifted the value proposition from the PC desktop to the servers that hosted the network (i.e., the Internet).

B. Apple iPhone and Safari

Apple did not create the first smartphone, but it created the first massively popular one with its iPhone. The iPhone combined elegant hardware, useful features delivered through its system software, and thousands of third-party applications and accessories to extend the phone’s functionality even further. Apple believes the iPhone’s success depends on Apple’s ability to control the quality of the user experience. Thus, Apple controls access to its app store, refusing to include apps of low quality or that promote violence or pornography. Apple knew that the iPhone had to have excellent Internet browsing capability, so it developed an iPhone version of its Safari browser for the Mac PC, then preinstalled Safari and set it as the default browser on the iPhone. Safari, of course, comes for free with the purchase of the iPhone, so Apple’s free browser strategy is aimed at selling more iPhones and complementary Apple products and services.

C. Google Search and Chrome

Google did not create the first Internet search engine, but it figured out how to turn its software’s ability to return highly responsive search results into a highly successful advertising business. In Google’s business model, the more that people search with Google’s search engine, the more relevant the results returned in a Google search, and the greater the attractiveness of Google as a place to run ads. Google created the free Chrome browser as a way to promote use of its search engine and thus sell more ads.

LEGAL ANALYSIS OF THE BUSINESS MODELS

1. Why is Google happy to open source its trade secrets and copyrights for Chrome but not its search engine?
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2. How would you compare the success of Google’s and Netscape’s open source strategies?

3. What role (if any) should the government play in monitoring competition over browser use? Navigator (now Firefox) against IE (now Edge)? Chrome against Safari? Safari against IE (now Edge)? For example, should the government require Apple to install Chrome, Firefox, and Edge on the iPhone?

4. How does Microsoft’s business model for its Bing search engine compare with Google’s? What advantages and disadvantages do you see in Microsoft’s model?

5. How do the various business models influence each software firm’s attitude toward patent protection? Toward copyright and trademark fair use? Toward freedom of expression?

6. Will Google’s acquisition of Motorola’s phone business or Microsoft’s new computer hardware products change their attitudes toward legal protection for software? 7. How do contracts factor into the various business strategies?

8. How does each company’s business model influence its approach to interoperability and the IP policies of the industry standards organizations that it joins? Is Google using open source as an alternative or complement to open standards?

9. What role does Firefox play in the competition between Google, Apple, and Microsoft? Are there any legal implications for this role?

10. Should governments, in their acquisition policies, prefer open source browsers like Firefox and Chrome to free (but not open source) browsers like Safari and Edge?

11. Focusing on competition in tablet PCs, evaluate the business models that Apple, Google, and Microsoft use to compete. Amazon.com also competes in this market with its Kindle products; what is its business model? In what ways will these companies cooperate and compete? How will they use intellectual property, contracts, and the boundaries of legal protection in their cooperation and in their competition?






	1. See Greg R. Vetter, Commercial Free and Open Source Software: Knowledge Production, Hybrid Appropriability & Patents, 77 FORDHAM L. REV. 2087 (2009); Stephen M. Maurer, The Penguin and the Cartel: Rethinking Antitrust and Innovation Policy for the Age of Commercial Open Source, 2012 UTAH L. REV. 269 (2012).


	2. See Robert W. Gomulkiewicz, Entrepreneurial Open Source Hackers: MySQL and Its Dual Licensing, 9 COMPUTER L. REV. & TECH. J. 203 (2004).
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induced infringement, 253, 256–261

infringement, 239–262

injunctive relief, 262–264

laws of nature, exclusion of, 199–200, 204–205, 222

licensing, 480–494

machine, 233

machine-or-transformation test, 210–219

manufacture, articles of, 233–234

mathematical formulas, 201–202, 204–207

method patents, 258–259

misuse of patent, 502, 507

natural phenomena, exclusion of, 199–200, 204–205, 207, 222

non-obviousness, 10

novelty, 10, 201, 207

operating systems (OS) and, 239

overview, 9–10

patentability guidelines, 191–192

patentable subject matter, 192–239

permanent injunction, 262–264

plant patents, 10

prior art and, 196–197, 204, 216, 247

“process” claims, 192–202, 210–219, 231–232

public domain and, 214

RAND agreements, 480–494

remedies, 262–273

sells or offers to sell, 253–255

settlement risk mitigation schemes, 219–227

signals, 227–237

standard essential patents, 430

statutory subject matter, 198–199, 203–204, 207, 227, 231–237

uses within United States, 252–253

utility patents, 10, 186–187, 189

PERL, 312

Permanent injunction, 262–264

Per se rule, antitrust law, 549–560

Piracy, 1, 264

Plant patents, 10

Platform compatibility, 393–429

Platform competition, 613–615

Platform developers, 393–429

Predatory pricing, 574

Preemption, 13, 154–156, 499, 577–592

Preliminary injunction, 109–137, 408–414

Prior art

patent protection and, 196–197, 204, 216, 247

trademark protection and, 187

trade secret protection and, 130

Privileged use doctrine, 72

ProCD, Inc., 353–359

Process

defined, 193, 198, 212, 231–232

machine-or-transformation test for determining patentability of, 210–219

patentability of, 192–202, 210–219, 231–232

“process” claims, 192–202, 210–219, 231–232

process/expression dichotomy, 44–45, 49–50

Protective order, 101, 138–146

Psystar Corporation, 504–510

PTO. See Patent and Trademark Office

Public domain

boundaries of legal protection, 603–604, 606

copyright protection and, 37–38, 42, 45, 48

historical background, 1, 8

patent protection and, 214

platform compatibility and, 401

software licensing and, 314, 320

trademark protection and, 186

trade secret protection and, 121–123, 130–132

Quaid Software Ltd., 577–581

Qualcomm Inc., 453–461

QWERTY keyboard, 70

Rambus Inc., 461–469

RAND agreements, 480–494

Raymond, Eric S., 317

RealNetworks, 277

Recreational software, 3

Red Hat, 277, 611

RedHat Linux, 611

Refusal to deal, 567–573

Reimplementation, 81
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Relevant market, 516–519, 545–546, 565

Remedies

damages for patent infringement, 264–272

patent estoppel, 452–453

patent protection, 262–273

Repair and maintenance of computer systems, 499, 592–607

Rescuecom Corporation, 177–183

Research in Motion, Ltd. (RIM), 246–256

Restatement of Torts

reverse engineering, 149

trade secret protection and, 10, 87, 89, 100

Restatement (Third) of Unfair Competition

precautions to maintain secrecy, 91–92

reverse engineering, 149

trade secret protection and, 87, 89–90

Restraint of trade. See Antitrust law

Restraints on competition, 442–461. See also Anticompetitive effect of agreements and conduct

Reverse engineering, 9, 149–159, 394–402, 415–417, 422–426

Roche Molecular Systems, Inc., 381

Rule of reason, antitrust law, 523–524, 548, 556–560, 575–576

Safari, 614

SAGE air defense project, 2

Sale versus license, 12, 327–328, 338–344, 509–510

Samsung, 277

Samuelson, Pamela, 21

SAP, 2–3

Scenes a faire doctrine, 37, 46, 49–50, 55, 61–62

SDKs (Software development kits), 279

SDOs (Standards development organizations), 470–471

Sega Enterprises, Ltd., 3, 394–402

SendMail, 277, 611

Separate products test, 549–553, 555–556

SEPs. See Standard essential patents

Server applications, 7

Services contracts for software development, 382–391

Settlement risk mitigation schemes, patent protection of, 219–227

Sherman Act of 1890, 453–469, 511–577

Shop rights, 381

Shrinkwrap licenses, 153–158, 326–328, 338–359

Signals, patent protection, 227–237

Simple Public License (SimPL), 278, 318–319

Smartphone or tablet, 4, 565, 609

Software, defined, 5

Software as a service, 6

Software development

ownership of. See Ownership of software development

process, 7

software development kits (SDKs), 279

Software development kits (SDKs), 279

Software Directive (EU), 149, 426–427

Software licensing, 275–364

acceptance of goods, 358

admissibility of evidence, 472–474

anticompetitive language in agreement, 500–504

Apache License, 278, 306–309

assent to licensing agreement, 346–353, 359–363

boot screen licenses, 326–328

browsewrap licenses, 326–328

BSD License, 278, 305–306

building of products, 277

clickwrap licenses, 326–328, 359–363

conditions versus covenants, 309–317

confidential source code licensing, 278, 280–286

copyright misuse and, 504–510

creating customer solutions, 277

“custom” end user licenses, 326

derivative works and, 327

developer tools, 279

device driver kits (DDKs), 279

distribution of software, 326

downstream licenses, 12, 326–364

end user license agreements (EULAs). See End user license agreements

first sale versus license, 12, 327–328, 338–344, 509–510

GNU General Public License. See GNU General Public License

history of, 275–276

landscape of, 276–279

multimedia product development, 320–325

open source code, 278–279, 286–320
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operating systems (OS) and, 12, 277, 312, 333

original equipment manufacturers (OEMs) and, 12

original works of authorship and, 330

overview, 11–12

public domain and, 314, 320

reason for, 275

restrictions on open source code licensing, 309–317

shrinkwrap licenses, 153–158, 326–328, 338–359

Simple Public License (SimPL), 278, 318–319

for software development, 275–276

software development kits, 279

source code licensing, 278–286
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unbundling, 327–328

upstream licenses, 12, 276–279

usage description, 326–328

users, software for, 276

Software Link, Inc., 346–353

software platform, 73

Software services agreement, 382–391

Sony Computer Entertainment, Inc., 394, 414–422

Source code

copyright protection, 16–22, 26, 35

historical background, 5

licensing, 278–286

Special interest group SSOs, 429–430

SSOs. See Standards setting organizations

Stallman, Richard, 317

Standard, defined, 429

Standard essential patents (SEPs), 470–471, 477–478, 480–481

Standard form mass market end user licenses, 326–328, 610

Standards. See Interoperability and standards; Standards setting organizations

Standards development organizations (SDOs), 470–471

Standards setting organizations (SSOs), 429–430

acceptance of standards, 442–453

antitrust liability for abuse of standards process, 442–469

approval process, 430

cellular telephone service providers, 453–461

conflicting IP rights, disclosure of, 442–453

consortia, 429

deceptive conduct before, 453–469

DRAM industry standards, 461–469

fair competition, 429–430

fair process, 429–430

FRAND, 430, 455

global, 429

governments, 429

mobile wireless telephony, 453–461

monopolies and, 453–469

special interest groups, 429–430

standard essential patents (SEPs) and, 480–481

values of, 429–430

Stargate Software Inc., 338–344

Storage Technology Corporation, 592–606

Subroutines, 7, 26, 28–29

Substantial similarity test, 37–38

Sui generis law, 8

Sun Microsystems, 73–84, 177, 538–542, 613–614

SuSe Linux, 611

“Sweat of the brow” doctrine, 48, 401–402

Symantec, 12, 277

Systems and Software, Inc., 101–104

Techtronics, 277

Terminated employees. See Departing employees

Testing of software, 7

Tetris, 7

Timpanogos Research Group, Inc., 109–137

Torvalds, Linus, 12, 277, 574, 612

Trade dress, defined, 11

Trade dress protection, 162–190

configurations, 11

confusingly similar dress, 11

functionality of device, 185–189

inherently distinctive features, 188

overview, 161

patent expiration, effect of, 186–187

user interface design, 183–189

Trademark, defined, 11

Trademark protection, 162–190

advertising, 177–183

algorithms and, 181

browsers and, 162, 180
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business models, relevance of, 177–183

commerce, use in, 179–183

confusingly similar marks, 11

industry convergence, 163–176

licensing agreement, 163–176

open source software and, 163

operating systems (OS) and, 162

personal computers and, 161–162

platform compatible applications, 162–163

prior art and, 187

public domain and, 186

selection of trademarks, 161–176

use of trademarks, 161–176, 179–183

user interface design, 183–189

visual displays and, 11

Trade secret, defined, 10, 88–91, 130

Trade secret protection, 87–159

algorithms and, 11

browsers and, 121

bundling and, 153

departing employees, 100–148

inevitable disclosure doctrine, 124–136

during litigation, 138–146

misappropriation of trade secrets, 33, 40, 88, 99–159

noncompetition agreements, 88, 100–109

nondisclosure agreements, 87–88, 93–99, 149

object code form of software and, 149

operating systems (OS) and, 121, 129

overview, 10–11

preliminary injunction, 109–137

prior art and, 130

protective order, 138–146

public domain and, 121–123, 130–132

reasonable measures, 91–93, 151

reverse engineering. See Reverse engineering

trade secret, defined, 130

UTSA. See Uniform Trade Secrets Act

TrafFix Devices, Inc., 183–189

TRIPs (Agreement on Trade-Related Aspects of Intellectual Property Rights), 255

TurboTax, 7

Tying, 455, 507, 512, 545, 548–560

UCC. See Uniform Commercial Code

Unbundling, 3, 276, 327–328, 343, 560

Unfair methods of competition, 25, 40, 108, 184, 442–453, 504–510

Uniform Commercial Code (UCC), 254, 348–350, 351–353, 356–359

Uniform Trade Secrets Act (UTSA)

common law versus, 87

improper means, defined, 99

misappropriation, defined, 99–100

reverse engineering, 149

state versions of, 10

trade secret, defined, 88

Uniloc USA, Inc., 264–272

United States Patent and Trademark Office (USPTO). See Patent and Trademark Office

Universal Mobile Telecommunications System (UMTS), 453–461

UNIX operating system, 3, 429, 573–574

Upstream licenses, 12, 276–279. See also Software licensing

Uruguay Round of the General Agreement on Tariffs and Trade, 254–255

Useful article, defined, 68

User interface design

Application Programming Interface (API), 73–84

copyright protection, 52–63, 73–84

GUI. See Graphical user interface

trade dress protection, 183–189

trademark protection, 183–189

visual displays, 6, 52–56

Utility patents, 10, 186–187, 189

UTSA. See Uniform Trade Secrets Act

Value added resellers (VARs), 12, 326, 610

Vault Corporation, 577–581

Video Electronics Standards Association (VESA), 442–453

Viruses, 161

VisiCalc, 3

Visual displays

copyrights and, 9

licensing agreements, 56–62

nonliteral elements of software, 22, 52–56

platform compatibility and, 399, 402–414

software and, 6

trademarks and, 11

user interfaces, 6, 52–56
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Walt Disney Company, 320–325

Web, 4

Whelan Associates, Inc., 23–30

Wikimedia Foundation, 312–313

Wikipedia, 312

Windows

business model innovation, 528–531, 613–614

historical background, 3

industry standards and, 429

Internet Explorer and, 528–531, 613–614

as operating system, 7

patent protection and, 239–246

platform compatibility and, 394

software licensing and, 277

trademark protection and, 11, 162, 177

WIPO Copyright Treaty, 424

WordPerfect, 3, 276, 347, 562–563, 571

WordStar, 3

Work made for hire, 366–370, 378, 385

Works of authorship (original)

copyrights and, 8, 18

platform compatibility and, 399, 420

preemption and, 580

software licensing and, 330

World Intellectual Property Organization (WIPO) Copyright Treaty, 424

World of Warcraft, 7

World Wide Web, 4

World Wide Web Consortium (W3C) Patent Policy, 430–439

Yahoo!, 3

Zope software, 611
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11.1.

11.2.

To le CTur at 20525 Mariani Avenue, Cupertino,
California $014, U.S.A. for the attention of Chief
Executive Officer and the General Counsel.

To Apple Corps at é Stratton Street, London W1X SFD,
England, with coples to Frere Cholmeley, 28 Lincoln‘s
Inn Fields, London WC2A 3HH, England (attention
Nicholas Valner) and Frank B. Dehn & Co., Imperial
House, 15/19 Kingsway, London WC28, 6UZ, England
(attention Michael Butler).

All notices shall be deemed to have been received when delivered

(if by ﬁ.noml delivery) or on the third business day after
dispatc

(Lf by express courier).

12‘1‘

12.2.

Apple Corps may assign or transfer all or any of its
rights hereunder and an¥ of its registrations,
applications or other rights in respect of the le
Corps Marks, provided that it shall first obtain from
the intended assignee or transferee a binding under-
taking to Apple Corps and le Computer to perform and
be subject to all of the obligations of this Agreement
(so far as the same have not already been discharged by
performance). No such assignment or transfer by Apple
Corps shall have effect or confer any rights ufon the
intended assignee or transferee unless and until such
undertaking has been provided. The foregoing require-
ment to obtain an undertaking shall not apply to grants
of licenses in the ordinary course of business other
than licenses to companies whose principal activity is
the computer or data processing business and not
record, film or video business.

gp).o Computer may assign or transfer all or any of its
ghts hercunder and any of its registrations, applica-
tions or other rights in respect to the Apple Computer
Marks provided that it shall first cobtain from the
intended assignee or transferee a bind undertaking
to Apple urmmlommmporouandbc
subject to all of the tions of this Agreement (so
far as the same have not already been discharged by
performance). No such assignment or transfer by Apple
Computer shall have effect or confer any rights upon
the intended assignee or transferee unless and until
such undertaking has been provided. The foregoing
requirement to obtain an undertaking shall not apply to
grants of licenses in connection with merchandising in
the ordinary course of business.
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5.1.4.2.

(<)

trademark laws being changed to
permit such re-assignment.

Apple Computer shall grant to Apple
Corps an exclusive, royalty-free
license in perpetuity to use or
authorize others to use the Apple
Co Marks, pursuant to the
assigned Apple Corps istration,
on or in connection with the Apple
Corps Field of Use in that
jurisdiction, in accordance with
the terms and conditions of this
Agreemont, which license shall be
effective for so long as it holds
such Registration.

t as provided in subsection

5.1.4.3, for all other past and future
Apple Computer applications (including
without limitation computer software) in
all other countries:

(a)

(b)

(€)

Apple Computer shall assign to
Apple Corps the applicable M’Y“
Computer .rpucnuon(ﬂ. Apple
Coxr shall provide Apple Computer
or its authorized agent with a
Power of Attorney to enable le
Computer to prosecute the Apple
Computer application(s) under Apple
Corps* name.

Upon the registration of the Apple
ter application in the name of
Corps, and to the extent
a or possible under the
trademark laws of the relevant
jurisdiction, Apple Corps shall
assign back to Apple ter said
Apflc ter Registration(s), but
only insofar as such assignment may
be made without adversely affecting

Atplo Corps’ pre-existing registra-
tions.

Apple Corps shall grant to Apple
Computer an exclusive, royalty free
license in perpetuity to use or
authorize others to use the Apple
Computer Marks, pursuant to the
assigned Apple Computer applica-
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4.6

4.9.

shall in any way restrict either party’'s exclusive
rights under s ions 4.1 and 4.2.

Both parties shall have the non-exclusive right to use
and authorize others to use their res ive Marks on
or in comnection with any current or future creative
works whose principal uzjcct matter is music or
musical performances of artists or composers (provided,
in the case of Apple Computer, that such works do not
fall within either subsections 1.3(i) or (ii)).

The rights of use contained in this Section 4 shall

my notwithstanding any registrations, trade marks or
r rights of either party.

Apple Corps agrees not to use or authorize others to
use a “rainbow* or multicolor striped apple or any
apple (of any color(s)) with a "bite" removed and Apple
Computer agrees not to use or authorize others to use a
whole green apple or a half apple (of any color(s)) or
the word mark “zapple.-

l:xcort as provided in subsection 4.4, neither party
shall use or authorize others to use their respective
Marks on or in connection with the other party’s
exclusive field of use hereunder.

s‘l'

If any Apple Corps Registrations are now or in the
future cited by any trademark authority against any
Apple Computer application for any e Computer
Marks, the parties agree to take the following steps:

S.1.1. If such Apple Computer application includes
any of the Apple Corps Specification, Apple
ter agrees to part-cancel or amend such
application to exclude the Apple Corps
Specification.

$.1.2. If the procedure in subsection 5.1.1 fails to
overcome the citation, Apple Corps shall,
within twonty-eight (28) days of written
nTu“t of Apple Computer, accompanied by all
relevant documents in a form reasonably
acceptable to Apple Corps’ counsel and nn:x.
for execution, provide written consent to
registration of said Apple Computer
application.
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agreement or judgment by a court of competent
jurisdiction.

7. NO LICENSE
This Agreement does not comstitute a license.
8.  INTEGRATION

This Agreement represents the entire agreement between the
parties with respect to the subject matter hereof. This

Aqr.:unt may not be varied except by written agreement of the
parties.

9. SEVERABILITY

If any part or parts of this Agreement shall be determined to be
void, invalid or unenforceable by any Court or competent author-
u{ in any jurisdiction, such determination shall not affect the
validity or enforceability of any other part or parts of this
Agreement all of which shall remain in full force and effect.
The fut or parts of this Agreement rendered or declared void,
invalid or unenforceable shall be void, invalid or unenforceable
as the case may be in that jurisdiction ml{. and this Agreement
shall remain in full force and effect in all other jurisdictions.

10. CONFIDENTIALITY

This Agreement shall be deemed confidential and shall not be
disclosed by the ies except to their respective legal and/or
other professional advisers from time to time and omr as may
be required under any applicable law or regulation or in order to
implement the terms of Agreement in which event such dis-
closure shall be limited to the extent required. However, the
parties shall be permitted to disclose to their shareholders so
many of the terms of this Agreement as may be necessary or desir-
able. HNotwithstanding the generality of the foregoing, nothing
herein shall preclude any party any necessary disclosure
um::‘amt:n:cmmuor re necessary to prosecute
or an egal action concerning this Agreement or as
required by law or in litigation between the parties or any of

them or as otherwise ordered by a Court or Tribunal of competent
jurisdiction.

11. MOTICES

Notices required hereunder shall be in writing and shall be sent
by personal delivery or express courier to the following address
or as either party may subsequently designate.







OEBPS/images/194_1.jpg
5.2.3.

5.2.4.

If the procedure in subsection 5.2.2 fails to

‘overcome the citation, upon written request,

Apple Computer shall use best efforts to
part-cancel or amend the cited Apple Computer
Registrations to exclude the goods set forth
in the Apple Corps Specification.

If such part-cancellation or amendment is not
allowed or if it shall fail to enable the
registration of the Apple Corps
application(s):

S.2.4.1. Apple Corps shall assign to Apple

COT:tct the applicable Apple Corps
application(s) or file such applications

in the name of Apple Computer. Apple

Computer shall provide Apple Corps or

its authorized agent, with a Power of

Attorney to enable Apple Corps to pro-
secute the Apple Corps application(s)

under Apple Computer’s name.

5.2.4.2. Upon the registration of the le Corps

application in the name of Apple Com-
puter, and to the extent allowed or
possible under the trademark laws of the
relevant jurisdiction, le Computer
shall assign back to Apple Corps said
Apple Corps istration(s) but only
insofar as assi t may be made
without adversely affecting Apple
Computer’s pre-existing registrations.

5.2.4.3. Apple Computer shall grant to Apple

$.2.5.

Corps an exclusive, royalty free license
in perpetuity to use or authorize others
to use the Apple Corps Marks, pursuant
to the assigned Apple (brr .anu-
tion(s), on or in connection with the
Apple Co Field of Use in that
jurisdiction, in accordance with the
terms and conditions of this Agreement,
which license shall be effective for so
long as it holds such Registration.

All actions undertaken pursuant to this
Section 5.2 shall be at the expense of Apple
Coxrps, which shall fully indemnify and hold
harmless Apple Computer for all costs and
expenses (including attorneys’ fees) arising
from such actions.





OEBPS/images/189_1.jpg
necessary Board resolutions) to authorize the execution
of this Agreement and that Joseph Graziano is duly
authorized on behalf of Apple Computer to sign on its
behalf and to bind it to the obligations herein.

4. RIGHTS TO USE TRADEMARKS

Afph Computer shall have the exclusive worldwide
right, as between the parties, to use and authorize
others to use the Apple Computer Marks on or in
connection with goods and services within the Apple
Computer Field of Use.

Apple Corps shall have the exclusive worldwide right,
as between the parties, to use and authorize others to
use the Apple Corps Marks on or in connection with
goods and services within the Apple Corps Field of Use.

The parties acknowledge that certain goods and services
within the Apple Computer Field of Use are capable of
delivering content within the Apple Corps Field of Use.
In such case, even though Apple Corps shall have the
exclusive right to use or authorize others to use the
Afplo Corps Marks on or in connection with content
within subsection 1.3(i) or (ii), Apple Computer shall
have the exclusive right to use or authorize others to
use the Apple Computer Marks on or in connection with
goods or services within subsection 1.2 (such as
software, hardware or broadcasting services) used to
reproduce, run, play or otherwise deliver such content
provided it shall not use or authorize others to use
the Apple Computer Marks on or in connection with
physical media delivering pre-recorded content within
subsection 1.3(i) or (ii) (such as a compact disc of
the Rolling Stones music).

Notwithstanding Section 4.2, Apple Computer shall have
the right to use or authorize others to use the Aﬁlo
Computer Marks on or in connection with goods within
Section 1.3(4ii) sbnt not within Section 1.3(i)) which
are not charged for separately (other than for costs of
shipping and handling) for the bona fide purpose of
training, advertising, promoting, or demonstrating the
use of goods within the Apple Computer Field of Use.

Except in connection with the other party‘s exclusive
fields of use and as otherwise provided herein, either
party may use and authorize the use of its Marks on or
in connection with any s or services, except where
such use causes or is likely to cause confusion with

the use of the other party‘s Marks. WNo such confusion
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1.3.

1.5

1.7.

‘...

- le Co Field of Use” means (i) the Apple Musical
Artists; the Apple Catalog; personalities or characters
which appear in or are derived from the Apple Catalog;
the names, likenesses, voices or musical sounds of the
Apple Musical Artists; any musical works or per-
formances of the Apple Musical Artists; (ii) any
current or future creative works whose principal
content is music and/or musical performances; regard-
less of the means by which those works are recorded. or
communicated, whether tanacible or intangible;

(iii) promotional merchandise relating to any of the
foregoing; (iv) merchandising relating to the le
Musical Artists and the le Catalog and the related
subject matter set forth subsection (i), including,
without limitation, the commercial exploitation of
personalities, characters, names, designs, hbg.l.
words, photographs, drawings, or other materials
through articles such as posters, toys, games
(including computer games), novelties, figures,
figurines and clothing; and (v) printed matter relating
to any of the foregoing goods or services.

“Apple Computer Marks*® means (i) any design, repro-
duction or other depiction of an apple, in whole or in
part, exc for a whole zmn apple or a half apple
(of any color(s)); and (ii) the word “Apple-.

Apple Corps Marks*® means (1) any design, reproduction
or other depiction of an apple, in whole or in part,
except a *rainbow* or multicolor striped apple (in
whole or in part) or any :ﬁ“ (of any color(s)) with a
*bite* removed; and (ii) words “Apple*, and
*Zapple*.

*Apple Corps Registrations® means all trade mark
applications and registrations, current or future, of
Apple Corps for the Apple Corps Marks. .

'Mfl‘ Computer Registrations*® means all trade mark
applications and registrations, current or future, of
Apple Computer for the Apple Computer Marks. .

*Apple Musical Artists” means (i) The Beatles and
(i1) any other musical recording artists whose works
are now or in the future included in the Apple Catalog.

*Apple Corps Specification® shall mean the following
wording (or its equivalent) for purposes of registra-
tion of the Apple Corps Marks: sound records, video
records and cinematographic films.
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Fig.1
The original transmission of 1679 pulses in binary code.
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13.

14.

NOTIFICATION

13.1.

13.2.

The parties shall as soon as possible after execution
hareof jointly notify this t to The Commission
of the European Communities for negative clearance
and/or onﬁtl.on undar Council Regulation 17 of Gth
February 1962, and shall jointly take all reasonably
necessary steps and cooperate with each other with a
view to obtaining such clearance and/or exeaption.

No provision of this Agreement (including any agreement
or arrangement of which it forms part) being a restric-
tion by virtue of which this Agreement is subject to
registration undar Section 35 of the Restrictive Trade
Practices Act 1976 shall take effect until the day
after particulars of this Agreemeat have beea furnished
to the Director Gameral of Pair Trading undar that Act.
Both parties shall use all reeasonable endeavors to
procure that the said particulars are so furnished as
soon as possibla after execution of this Agreement and,
in any event, within three (3) moaths thereafter.

any kind.

rovided in subsection 13.2, implementation of this

Except z
Agreement is not subject to the fulfillsent of any conditions of

IN WITNESS WHEREOF, the duly authorized ropreseantatives

of the parties have executed this Agreement on the date first
above written.

.
. ﬁgé;’&a«!%“‘f: Pitle EvP A Cfo

ON BEHALF OF APPLE COMPUTER,
INC.
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$:.1.3.

S.1.4.

If the procedure in subsection 5.1.2 fails to
overcome the citation, upon written request,
Apple Corps shall use best efforts to part-
cancel or amend the cited Apple Corps Regis-
trations to exclude all goods necessary to
facilitate the registration provided that it
shall have no obligation to exclude the Apple
Corps Specification.

If such part-cancellation or amendment is not
allowed or if it shall fail to enable the

registration of the Apple Computer appli-
cation:

S.1.4.1. Except as provided in subsection

$.1.4.3, for Apple Computer applications
for computer hardware filed prior to
the date of this Agreement in Spain
only:

(a) Apple Corps shall assign to Apple
Computer the applicable cited Apple
Corps Registration(s) within
twenty-eight (28) days of Apple
Computer’s written request.

(b) Thereafter, and to the extent
allowed or possible under the
trademark laws of the relevant
jurisdiction, Apple Computer shall
assign back to Apple Corps said
Apple Corps Registration(s) no
later than ninety (90) days afterx
the i{ssuance-of Apple Computer’'s
registration or if, as of the date
of issuance, there is an outstand-
ing action undertaken by Apple .
Computer under the assigned Apple
Corps Registration(s) against a
third party in the relevant
jurisdiction, such reassignment
shall take place no later than
ninety (90) days after the final
judgment in such action; provided,
however, that if at such date Apple
Computer shall be prohibited from
making such reassignment, then it
shall assign the said Registration
back to Apple Corps within
ninety (90) days after Apple Corps’
written request subsequent to the





OEBPS/images/195_1.jpg
6.3.

The assignee of any Registration pursuant to
subsections S.1.4.1(a), S.1.4.2(a) or 5.2.4.1 shall
permit the assignor to enforce its rights against third
parties by virtue of such rogistration as if the
assignor had remained the owner of the relevant
registration; and the assignor shall indemnify and hold
harmless the assignee for all liabilities, costs and

.lrn.u (including legal fees) arising from any such
enforcement of the assignor‘s rights.

Neither rrty shall challenge the other party’'s trade-
mark registrations or applications for registration in
any part of the wvorld with respect to that other
party’'s Field of Use.

Apple Corps’ rights of use and the restrictions on
Apple ter's rights of use of their respective
trade marks (including the restrictions on challenging
Apple Corps’ trademark registrations and applications
for registration) hereunder shall cease in relation to
the European Economic Community Lf within ninety (90)
days of a reasonably grounded request from le
Computer, Apple Corps fails to satisfy the following
tost of use. Apple Corps shall satisfy the test of use
if Apple Corps or its authorized licenseces has used the
Apple Corps Marks or any of them on or in relation to
goods or services within the Apple Corps Field of Use
anywhere within the EBuropean Economic Community at any

time during the five (5) year period ending with the
date of the request.

Apple Computor’s rights of use and the restrictions on
Apple Corps’ rights of use of their respective trade
marks (including the restrictions on ehlquh

ter’s trademark registrations and . for
registration) hereunder shall cease in tion to the

Economic Community if within ninety (90) days

of a reasonably grounded t‘T!-t from e Corps,
Apple ter fails to satisfy the following test of
use. Apple Computer shall sa -({mm:ot use if
Apple Computer or its authorized licensees has used the
Apple Computer Marks or any of them on or im relationm
to goods or services within the Apple Computer Field of
Use anywhere within the Buropean Economic Community at
any time during the five (5) year period ending with
the date of the request.

Neither subsection 6.2 nor 6.3 shall be effective until
the question of the relevant rny'l compliance with
the test of use has been finally resolved by mutual
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s'zl

tion(s), on or in relation to the
Apple ter Field of Use in that
jurisdiction, im accordance with
the terms and conditions of this

reement, which license shall be
effective for so long as it holds
such Registration.

5.1.4.3 For Apple Computer .Tpucn:lonn for

S.1.8.

If any

computer hardware filed prior to the
date of this Agreement in Sweden,
Portugal and Brazil ong.tln parties
shall discuss whether P set
forth in subsection $.1.3 and/or 5.1.4.2
would be sufficient for Apple Computer
to secure registration and if it is
agreed that such a course of action
would succeed then the provisions of
subsection 5.1.3 and/or 5.1.4.2 shall
apply to such applications. If it is
agreed that such a course of action
would not succeed then the provisions of
subsection 5.1.4.1 shall apply to such
applications.

All actions undertaken pursuant to this
Section 5.1 shall be at the expense of Apple
Computer, which shall fully indemnify and
hold harmless Apple Corps for all costs and
expenses (including attorneys’ fees) arising
from such actions.

le Computer Registrations are now or in the

future cited by any trademark authority against any
Apple Corps application for any Apple Corps Marks, the
parties agree to take the following steps:

5.2.1.

5.2.2.

Apple Corps to part-cancel or amend
such applica to exclude all goods or
services other than the Apple Corps
Specification.

If the procedure in subsection 5.2.1 fails to
overcome the citation, Apple Computer shall,
within twenty-eight (28) days of written
request of Apple Corps, accompanied all
relevant documents in a form reasonably
acceptable to Apple Computer’s counsel and
ready for execution, provide written consent
to t registration of said Apple Corps
application.
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1.10. "The Beatles" means George Harrison, John Lennon, Paul
McCartney and Richard Starkey and all or any of them

whether performing together as members of The Beatles
or otherwise.

1.11. "Subsidiary(ies)” means any company or corporate‘entlty

which is owned or controlled, directly or indirectly,

by Apple Corps Limited or Apple Computer, Inc. (as the
case may be).

2.  PAYMENT

Apple Computer shall pay to Apple Corps the sum of One Hundred
Thousand Dollars ($100,000) (exclusive of VAT), the receipt of
which is hereby acknowledged by Apple Corps. Apple Computer
shall be responsible for any VAT that may be levied as a
consequence of such payment and will indemnify and hold harmless
Apple Corps if any VAT is due but not paid and any attempt is
made by the relevant authority to levy such upon Apple Corps.
Apple Corps shall be rcsponsigle for any income or similar tax
payable by Apple Corps as a consequence of the receipt of such
payment and will indemnify and hold harmless Apple C ter if
such tax is not paid and any attempt is made by the relevant
fiscal authority to levy such upon Apple Computer. If there is
any attempt to levy any VAT or income tax on the payment set
forth herein, the indemnified party shall cooperate fully with
the indemnifying party and the indemnifying party shall have the

right to contest or control any proceeding arising in connection
thereto.

3.  REPRESENTATIONS AND WARRANTIES

" 3.1. Apple Corps represents and warrants that it has not and
shall not enter into any licenses or other contracts or

take any other action which conflicts with this
Agreement. :

3.2. MApple Computer represents and warrants that it has not
and shall not enter into any licenses or other con-

tracts or take any other action which conflicts with
this Agreement.

3.3. Apple Corps represents and warrants that it has done
everything necessary (including the passing of all
necessary Board resolutions) to .authorize the execution
of this Agreement and that Neil Aspinall is duly
authorized on behalf of Apple Corps to sign on its
behalf and to bind it to the obligations herein.

3.4. Apple Computer represents and warrants that it has done
everything necessary (including the passing of all
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This Agreement is made the 9th day of pPctober, 1991
Between:

APPLE CORPS LIMITED an English Company with its principal
place of business at 6 Stratton Street, London WIX SFD, {(ts

Subsidiaries, and their respective successors in business
and assigns, (collectively “Apple Corps*); and

APPLE COMPUTER, INC. a California Corporation with its
principal place of business at 20525 Mariani Avenue,
Cupertino, California 95014, its Subsidiaries, and their
respective successors in business and assigns (collectively
*Apple Computer~).

Whereas, the context in which this Agreement arises is the
parties’ desire to reserve for Apple Corps’ field of use for its
trademarks, the record business, The Beatles, Apple Corps”’
catalog and artists and related material all as set forth in
section 1.3 herein and to reserve for Apple Computer‘'s field of
use for its trademarks, the computer, data processing and tele-
communications business as set forth in section 1.2 herein and to
coordinate the use of their respective trademarks in such flelds
of use as set forth in section 4 herein.

ACCORDINGLY, THE PARTIES AGREE AS FOLLOWS:

L. DEFINITIONS

1.2. °¢ le Catalog” means the sound recordings, musical
works, films and videos which now or hereafter cannot
be released or published without Apple Corps’ consent.

1.2. “*Apple C ter Field of Use* means (i) electronic
goods, including but not limited to computers,
nicroprocessors and microprocessor controlled devices,
telecommunications equipment, data processing
equipment, ancillary and rnpheul equi t, and
computer software of any kind on any medium; (ii) data
grooo-sln services, data transmission services,

roadcast nT services, telecommunications services;
(1ii) ancillary services relating to any of the
foregoing, including without limitation, training,
education, maintenance, repair, financing and
distribution; (iv) printed matter relating to any of
the foregoing goods or services; and (v) promotional
merchandising relating to the foregoing.
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[/ Test case 4: float sxample
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// Description: Show how to compare two flosting point numbers for equivalence
/! by specifying & tolerance.
/,J’

L L L L L L L L R e e it
#include “person.h”
#include "StubEnums.h”

#include “embunit.h"
#include “person_ts.h”

Eivoid person_ts::float_example_tc()

{
embunit_Case(4);
embunit_Step(1);
try
{
floot fred(5.1F);
float bob(5.1001F);
embunit_Info(“embunit_IsAlmostEqual(fred, bob, -3)");
embunit_Test(embunit_IsAlmostEqual(fred, bob, -3));
embunit_Step(2);
float horry(5.2F);
embunit_Info("!esbunit_IsAlmostEqual(fred, harry, -3)");
embunit_Test(!embunit_IsilwmostEqual(fred, harry, -3));
catch(...)
// If we get here something has thrown unexpectedly
embunit_AbortTest();
}
}






