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Petitioner Highmark Inc. moved for fees under the Patent Act’s fee-
shifting provision, which authorizes a district court to award attor-
ney’s fees to the prevailing party in “exceptional cases.” 35 U. S. C.
§285. The District Court found the case “exceptional” and granted
Highmark’s motion. The Federal Circuit, reviewing the District
Court’s determination de novo, reversed in part.

Held: All aspects of a district court’s exceptional-case determination
under §285 should be reviewed for abuse of discretion. Prior to Oc-
tane Fitness, LLC v. ICON Health & Fitness, Inc., ante, p. ___, this
determination was governed by the framework established by the
Federal Circuit in Brooks Furniture Mfg., Inc. v. Dutailier Int’l, Inc.,
393 F. 3d 1378. Octane rejects the Brooks Furniture framework as
unduly rigid and holds that district courts may make the exceptional-
case determination under §285 in the exercise of their discretion.
The holding in Octane settles this case. Decisions on “matters of dis-
cretion” are traditionally “reviewable for ‘abuse of discretion,”” Pierce
v. Underwood, 487 U. S. 552, 558, and this Court previously has held
that to be the proper standard of review in cases involving similar de-
terminations, see, e.g., id., at 559; Cooter & Gell v. Hartmarx Corp.,
496 U. S. 384, 405. The exceptional-case determination is based on
statutory text that “emphasizes the fact that the determination is for
the district court,” Pierce, 487 U. S., at 559; that court “is better posi-
tioned” to make the determination, id., at 560; and the determination
is “multifarious and novel,” not susceptible to “useful generalization”
of the sort that de novo review provides, and “likely to profit from the
experience that an abuse-of discretion rule will permit to develop,”
id., at 562. Pp. 4-5.
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687 F. 3d 1300, vacated and remanded.

SOTOMAYOR, J., delivered the opinion for a unanimous Court.
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SUPREME COURT OF THE UNITED STATES

No. 12-1163

HIGHMARK INC., PETITIONER v. ALLCARE HEALTH
MANAGEMENT SYSTEM, INC.

ON WRIT OF CERTIORARI TO THE UNITED STATES COURT OF
APPEALS FOR THE FEDERAL CIRCUIT

[April 29, 2014]

JUSTICE SOTOMAYOR delivered the opinion of the Court.

Section 285 of the Patent Act provides: “The court in
exceptional cases may award reasonable attorney fees to
the prevailing party.” 35 U. S. C. §285. In Brooks Furni-
ture Mfg., Inc. v. Dutailier Int’l, Inc., 393 F.3d 1378
(2005), the United States Court of Appeals for the Federal
Circuit interpreted §285 as authorizing fee awards only in
two circumstances. It held that “[a] case may be deemed
exceptional” under §285 “when there has been some mate-
rial inappropriate conduct,” or when it is both “brought in
subjective bad faith” and “objectively baseless.” Id., at
1381. We granted certiorari to determine whether an
appellate court should accord deference to a district court’s
determination that litigation is “objectively baseless.” On
the basis of our opinion in Octane Fitness, LLC v. ICON
Health & Fitness, Inc., ante, p. , argued together with
this case and also issued today, we hold that an appellate
court should review all aspects of a district court’s §285
determination for abuse of discretion.

I
Allcare Health Management System, Inc., owns U. S.
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Patent No. 5,301,105 (105 patent), which covers “utiliza-
tion review” in “‘managed health care systems.”” 687
F. 3d 1300, 1306 (CA Fed 2012). Highmark Inc., a health
insurance company, sued Allcare seeking a declaratory
judgment that the 105 patent was invalid and unenforce-
able and that, to the extent it was valid, Highmark’s
actions were not infringing it. Allcare counterclaimed for
patent infringement. Both parties filed motions for sum-
mary judgment, and the District Court entered a final
judgment of noninfringement in favor of Highmark. The
Federal Circuit affirmed. 329 Fed. Appx. 280 (2009) (per
curiam,).

Highmark then moved for fees under §285. The District
Court granted Highmark’s motion. 706 F. Supp. 2d 713
(ND Tex. 2010). The court reasoned that Allcare had
engaged in a pattern of “vexatious” and “deceitful” conduct
throughout the litigation. Id., at 737. Specifically, it
found that Allcare had “pursued this suit as part of a
bigger plan to identify companies potentially infringing
the ’105 patent under the guise of an informational sur-
vey, and then to force those companies to purchase a
license of the 105 patent under threat of litigation.” Id.,
at 736-737. And it found that Allcare had “maintained
infringement claims [against Highmark] well after such
claims had been shown by its own experts to be without
merit” and had “asserted defenses it and its attorneys
knew to be frivolous.” Id., at 737. In a subsequent opin-
ion, the District Court fixed the amount of the award at
$4,694,727.40 in attorney’s fees and $209,626.56 in ex-
penses, in addition to $375,400.05 in expert fees. 2010 WL
6432945, *7 (ND Tex., Nov. 5, 2010).

The Federal Circuit affirmed in part and reversed in

1“‘Utilization review’ is the process of determining whether a health
insurer should approve a particular treatment for a patient.” 687 F. 3d,
at 1306.
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part. 687 F.3d 1300. It affirmed the District Court’s
exceptional-case determination with respect to the allega-
tions that Highmark’s system infringed one claim of the
105 patent, id., at 1311-1313, but reversed the determi-
nation with respect to another claim of the patent, id., at
1313-1315. In reversing the exceptional-case determina-
tion as to one claim, the court reviewed it de novo. The
court held that because the question whether litigation is
“objectively baseless” under Brooks Furniture “‘is a ques-
tion of law based on underlying mixed questions of law
and fact,”” an objective-baselessness determination is
reviewed on appeal “‘de novo’” and “without deference.”
687 F. 3d, at 1309; see also ibid., n. 1. It then determined,
contrary to the judgment of the District Court, that “All-
care’s argument” as to claim construction “was not ‘so
unreasonable that no reasonable litigant could believe it
would succeed.”” Id., at 1315. The court further found
that none of Allcare’s conduct warranted an award of fees
under the litigation-misconduct prong of Brooks Furniture.
687 F. 3d, at 1315-1319.

Judge Mayer dissented in part, disagreeing with the
view “that no deference is owed to a district court’s finding
that the infringement claims asserted by a litigant at trial
were objectively unreasonable.” Id., at 1319. He would
have held that “reasonableness is a finding of fact which
may be set aside only for clear error.” Ibid. The Federal
Circuit denied rehearing en banc, over the dissent of five
judges. 701 F.3d 1351 (2012). The dissenting judges
criticized the court’s decision to adopt a de novo standard
of review for the “objectively baseless” determination as an
impermissible invasion of the province of the district
court. Id., at 1357.

We granted certiorari, 570 U.S. __ (2013), and now
vacate and remand.
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II

Our opinion in Octane Fitness, LLC v. ICON Health &
Fitness, Inc., rejects the Brooks Furniture framework as
unduly rigid and inconsistent with the text of §285. It
holds, instead, that the word “exceptional” in §285 should
be interpreted in accordance with its ordinary meaning.
Ante, at 7. An “exceptional” case, it explains, “is simply
one that stands out from others with respect to the sub-
stantive strength of a party’s litigating position (consider-
ing both the governing law and the facts of the case) or the
unreasonable manner in which the case was litigated.”
Ante, at 7-8. And it instructs that “[d]istrict courts may
determine whether a case is ‘exceptional’ in the case-by-
case exercise of their discretion, considering the totality of
the circumstances.” Ante, at 8. Our holding in Octane
settles this case: Because §285 commits the determination
whether a case is “exceptional” to the discretion of the
district court, that decision is to be reviewed on appeal for
abuse of discretion.

Traditionally, decisions on “questions of law” are “re-
viewable de novo,” decisions on “questions of fact” are
“reviewable for clear error,” and decisions on “matters of
discretion” are “reviewable for ‘abuse of discretion.””
Pierce v. Underwood, 487 U. S. 552, 558 (1988). For rea-
sons we explain in Octane, the determination whether a
case is “exceptional” under §285 is a matter of discretion.
And as in our prior cases involving similar determina-
tions, the exceptional-case determination is to be reviewed
only for abuse of discretion.2 See Pierce, 487 U. S., at 559
(determinations whether a litigating position is “substan-

2The abuse-of-discretion standard does not preclude an appellate
court’s correction of a district court’s legal or factual error: “A district
court would necessarily abuse its discretion if it based its ruling on an
erroneous view of the law or on a clearly erroneous assessment of the
evidence.” Cooter & Gell v. Hartmarx Corp., 496 U. S. 384, 405 (1990).
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tially justified” for purposes of fee-shifting under the
Equal Access to Justice Act are to be reviewed for abuse of
discretion); Cooter & Gell v. Hartmarx Corp., 496 U. S.
384, 405 (1990) (sanctions under Federal Rule of Civil
Procedure 11 are to be reviewed for abuse of discretion).

As in Pierce, the text of the statute “emphasizes the fact
that the determination is for the district court,” which
“suggests some deference to the district court upon ap-
peal,” 487 U. S., at 559. As in Pierce, “as a matter of the
sound administration of justice,” the district court “is
better positioned” to decide whether a case is exceptional,
id., at 559-560, because it lives with the case over a pro-
longed period of time. And as in Pierce, the question is
“multifarious and novel,” not susceptible to “useful gener-
alization” of the sort that de novo review provides, and
“likely to profit from the experience that an abuse-of-
discretion rule will permit to develop,” id., at 562.

We therefore hold that an appellate court should apply
an abuse-of-discretion standard in reviewing all aspects of
a district court’s §285 determination. Although questions
of law may in some cases be relevant to the §285 inquiry,
that inquiry generally is, at heart, “rooted in factual de-
terminations,” Cooter, 496 U. S., at 401.

* * *

The judgment of the United States Court of Appeals for
the Federal Circuit is vacated, and the case is remanded
for further proceedings consistent with this opinion.

It is so ordered.
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The Patent Act’s fee-shifting provision authorizes district courts to
award attorney’s fees to prevailing parties in “exceptional cases.” 35
U. S. C. §285. In Brooks Furniture Mfg., Inc. v. Dutailier Int’l, Inc.,
393 F. 3d 1378, 1381, the Federal Circuit defined an “exceptional
case” as one which either involves “material inappropriate conduct”
or is both “objectively baseless” and “brought in subjective bad faith.”
Brooks Furniture also requires that parties establish the “exception-
al” nature of a case by “clear and convincing evidence.” Id., at 1382.

Respondent ICON Health & Fitness, Inc., sued petitioner Octane
Fitness, LLC, for patent infringement. The District Court granted
summary judgment to Octane. Octane then moved for attorney’s fees
under §285. The District Court denied the motion under the Brooks
Furniture framework, finding ICON’s claim to be neither objectively
baseless nor brought in subjective bad faith. The Federal Circuit af-
firmed.

Held: The Brooks Furniture framework is unduly rigid and impermissi-
bly encumbers the statutory grant of discretion to district courts.
Pp. 7-12.

(a) Section 285 imposes one and only one constraint on district
courts’ discretion to award attorney’s fees: The power is reserved for
“exceptional” cases. Because the Patent Act does not define “excep-
tional,” the term is construed “in accordance with [its] ordinary
meaning.” Sebelius v. Cloer, 569 U. S. ___, __. In 1952, when Con-
gress used the word in §285 (and today, for that matter),
“[e]xceptional” meant “uncommon,” “rare,” or “not ordinary.” Web-
ster’s New International Dictionary 889 (2d ed. 1934). An “excep-
tional” case, then, is simply one that stands out from others with re-
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spect to the substantive strength of a party’s litigating position (con-
sidering both the governing law and the facts of the case) or the un-
reasonable manner in which the case was litigated. District courts
may determine whether a case is “exceptional” in the case-by-case
exercise of their discretion, considering the totality of the circum-
stances. Cf. Fogerty v. Fantasy, Inc., 510 U. S. 517. Pp. 7-8.

(b) The Brooks Furniture framework superimposes an inflexible
framework onto statutory text that is inherently flexible. Pp. 8-11.

(1) Brooks Furniture is too restrictive in defining the two catego-
ries of cases in which fee awards are allowed. The first category—
cases involving litigation or certain other misconduct—appears to ex-
tend largely to independently sanctionable conduct. But that is not
the appropriate benchmark. A district court may award fees in the
rare case in which a party’s unreasonable, though not independently
sanctionable, conduct is so “exceptional” as to justify an award. For
litigation to fall within the second category, a district court must de-
termine that the litigation is both objectively baseless and brought in
subjective bad faith. But a case presenting either subjective bad
faith or exceptionally meritless claims may sufficiently set itself
apart from mine-run cases to be “exceptional.” The Federal Circuit
imported this second category from Professional Real Estate Inves-
tors, Inc. v. Columbia Pictures Industries, Inc., 508 U. S. 49, but that
case’s standard finds no roots in §285’s text and makes little sense in
the context of the exceptional-case determination. Pp. 8-10.

(2) Brooks Furniture is so demanding that it would appear to
render §285 largely superfluous. Because courts already possess the
inherent power to award fees in cases involving misconduct or bad
faith, see Alyeska Pipeline Service Co. v. Wilderness Society, 421 U. S.
240, 258-259, this Court has declined to construe fee-shifting provi-
sions narrowly so as to avoid rendering them superfluous. See, e.g.,
Christiansburg Garment Co. v. EEOC, 434 U. S. 412, 419. Pp. 10-11.

(3) Brooks Furniture’s requirement that proof of entitlement to
fees be made by clear and convincing evidence is not justified by
§285, which imposes no specific evidentiary burden. Nor has this
Court interpreted comparable fee-shifting statutes to require such a
burden of proof. See, e.g., Fogerty, 510 U. S, at 519. P. 11.

496 Fed. Appx. 57, reversed and remanded.

SOTOMAYOR, J., delivered the opinion of the Court, in which ROBERTS,

C.d., and KENNEDY, THOMAS, GINSBURG, BREYER, ALITO, and KAGAN,
Jd., joined, and in which SCALIA, J., joined except as to footnotes 1-3.
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SUPREME COURT OF THE UNITED STATES

No. 12-1184

OCTANE FITNESS, LLC, PETITIONER v. ICON
HEALTH & FITNESS, INC.

ON WRIT OF CERTIORARI TO THE UNITED STATES COURT OF
APPEALS FOR THE FEDERAL CIRCUIT

[April 29, 2014]

JUSTICE SOTOMAYOR delivered the opinion of the Court.*

Section 285 of the Patent Act authorizes a district court
to award attorney’s fees in patent litigation. It provides,
in its entirety, that “[t]he court in exceptional cases may
award reasonable attorney fees to the prevailing party.”
35 U.S. C. §285. In Brooks Furniture Mfg., Inc. v. Dul]
tailier Int’l, Inc., 393 F. 3d 1378 (2005), the United States
Court of Appeals for the Federal Circuit held that “[a] case
may be deemed exceptional” under §285 only in two lim-
ited circumstances: “when there has been some material
inappropriate conduct,” or when the litigation is both
“brought in subjective bad faith” and “objectively base-
less.” Id., at 1381. The question before us is whether the
Brooks Furniture framework is consistent with the statu-
tory text. We hold that it is not.

I
A

Prior to 1946, the Patent Act did not authorize the
awarding of attorney’s fees to the prevailing party in

* JUSTICE SCALIA joins this opinion except as to footnotes 1-3.
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patent litigation. Rather, the “American Rule” governed:
“IE]ach litigant pal[id] his own attorney’s fees, win or
lose....”” Marx v. General Revenue Corp., 568 U. S. ___,
__ (2013) (slip op., at 9). In 1946, Congress amended the
Patent Act to add a discretionary fee-shifting provision,
then codified in §70, which stated that a court “may in its
discretion award reasonable attorney’s fees to the prevail-
ing party upon the entry of judgment in any patent case.”
35 U. S. C. §70 (1946 ed.).

Courts did not award fees under §70 as a matter of
course. They viewed the award of fees not “as a penalty
for failure to win a patent infringement suit,” but as ap-
propriate “only in extraordinary circumstances.” Park-In-
Theatres, Inc. v. Perkins, 190 F. 2d 137, 142 (CA9 1951).
The provision enabled them to address “unfairness or bad
faith in the conduct of the losing party, or some other
equitable consideration of similar force,” which made a
case so unusual as to warrant fee-shifting. Ibid.; see also
Pennsylvania Crusher Co. v. Bethlehem Steel Co., 193 F.
2d 445, 451 (CA3 1951) (listing as “adequate justifica-
tion[s]” for fee awards “fraud practiced on the Patent
Office or vexatious or unjustified litigation”).

Six years later, Congress amended the fee-shifting
provision and recodified it as §285. Whereas §70 had
specified that a district court could “in its discretion award
reasonable attorney’s fees to the prevailing party,” the
revised language of §285 (which remains in force today)
provides that “[t]he court in exceptional cases may award
reasonable attorney fees to the prevailing party.” We have
observed, in interpreting the damages provision of the
Patent Act, that the addition of the phrase “exceptional

1This provision did “not contemplat[e] that the recovery of attorney’s
fees [would] become an ordinary thing in patent suits . ...” S. Rep. No.
79-1503, p. 2 (1946).
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cases” to §285 was “for purposes of clarification only.”2
General Motors Corp. v. Devex Corp., 461 U. S. 648, 653,
n. 8 (1983); see also id., at 652, n. 6. And the parties agree
that the recodification did not substantively alter the
meaning of the statute.?

For three decades after the enactment of §285, courts
applied it—as they had applied §70—in a discretionary
manner, assessing various factors to determine whether a
given case was sufficiently “exceptional”’ to warrant a fee
award. See, e.g., True Temper Corp. v. CF&I Steel Corp.,
601 F. 2d 495, 508-509 (CA10 1979); Kearney & Trecker
Corp. v. Giddings & Lewis, Inc., 452 F. 2d 579, 597 (CA7
1971); Siebring v. Hansen, 346 F. 2d 474, 480-481 (CAS8
1965).

In 1982, Congress created the Federal Circuit and vested
it with exclusive appellate jurisdiction in patent cases.
28 U. S. C. §1295. In the two decades that followed, the
Federal Circuit, like the regional circuits before it, in-
structed district courts to consider the totality of the cir-
cumstances when making fee determinations under §285.
See, e.g., Rohm & Haas Co. v. Crystal Chemical Co., 736
F. 2d 688, 691 (1984) (“Cases decided under §285 have
noted that ‘the substitution of the phrase “in exceptional
cases” has not done away with the discretionary feature’”);

2The Senate Report similarly explained that the new provision was
“substantially the same as” §70, and that the “‘exceptional cases’”
language was added simply to “expres[s] the intention of the [1946]
statute as shown by its legislative history and as interpreted by the
courts.” S. Rep. No. 82-1979, p. 30 (1952).

3See Brief for Petitioner 35 (“[T]his amendment was not intended to
create a stricter standard for fee awards, but instead was intended to
clarify and endorse the already-existing statutory standard”); Brief for
Respondent 17 (“When it enacted §285, as the historical notes to this
provision make clear, Congress adopted the standards applied by courts
interpreting that statute’s predecessor, §70 of the 1946 statute. Con-
gress explained that §285 ‘is substantially the same as the correspond-
ing provision in’ §70”).
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Yamanouchi Pharmaceutical Co., Ltd. v. Danbury Pharll
macal, Inc., 231 F.3d 1339, 1347 (2000) (“In assessing
whether a case qualifies as exceptional, the district court
must look at the totality of the circumstances”).

In 2005, however, the Federal Circuit abandoned that
holistic, equitable approach in favor of a more rigid and
mechanical formulation. In Brooks Furniture Mfg., Inc. v.
Dutailier Int’l, Inc., 393 F. 3d 1378 (2005), the court held
that a case i1s “exceptional” under §285 only “when there
has been some material inappropriate conduct related to
the matter in litigation, such as willful infringement,
fraud or inequitable conduct in procuring the patent,
misconduct during litigation, vexatious or unjustified
litigation, conduct that violates Fed. R. Civ. P. 11, or like
infractions.” Id., at 1381. “Absent misconduct in conduct
of the litigation or in securing the patent,” the Federal
Circuit continued, fees “may be imposed against the pa-
tentee only if both (1) the litigation is brought in subjec-
tive bad faith, and (2) the litigation is objectively base-
less.” Ibid. The Federal Circuit subsequently clarified
that litigation is objectively baseless only if it is “so unrea-
sonable that no reasonable litigant could believe it would
succeed,” iLOR, LLC v. Google, Inc., 631 F. 3d 1372, 1378
(2011), and that litigation is brought in subjective bad
faith only if the plaintiff “actually know[s]” that it is objec-
tively baseless, id., at 1377.4

4In Kilopass Technology, Inc. v. Sidense Corp., 738 F. 3d 1302 (CA
Fed 2013)—decided after our grant of certiorari but before we heard
oral argument in this case—the Federal Circuit appeared to cut back on
the “subjective bad faith” inquiry, holding that the language in iLOR
was dictum and that “actual knowledge of baselessness is not required.”
738 F. 3d, at 1310. Rather, the court held, “a defendant need only
prove reckless conduct to satisfy the subjective component of the §285
analysis,” ibid., and courts may “dra[w] an inference of bad faith from
circumstantial evidence thereof when a patentee pursues claims that
are devoid of merit,” id., at 1311. Most importantly, the Federal Circuit
stated that “[o]bjective baselessness alone can create a sufficient



Cite as: 572 U. S. (2014) 5

Opinion of the Court

Finally, Brooks Furniture held that because “[t]here 1s a
presumption that the assertion of infringement of a duly
granted patent is made in good faith[,] ... the underlying
improper conduct and the characterization of the case as
exceptional must be established by clear and convincing
evidence.” 393 F. 3d, at 1382.

B

The parties to this litigation are manufacturers of exer-
cise equipment. The respondent, ICON Health & Fitness,
Inc., owns U. S. Patent No. 6,019,710 (710 patent), which
discloses an elliptical exercise machine that allows for
adjustments to fit the individual stride paths of users.
ICON is a major manufacturer of exercise equipment, but
it has never commercially sold the machine disclosed in
the 710 patent. The petitioner, Octane Fitness, LLC, also
manufactures exercise equipment, including elliptical
machines known as the Q45 and Q47.

ICON sued Octane, alleging that the Q45 and Q47
infringed several claims of the 710 patent. The District
Court granted Octane’s motion for summary judgment,
concluding that Octane’s machines did not infringe ICON’s
patent. 2011 WL 2457914 (D Minn., June 17, 2011).
Octane then moved for attorney’s fees under §285. Apply-
ing the Brooks Furniture standard, the District Court
denied Octane’s motion. 2011 WL 3900975 (D Minn.,
Sept. 6, 2011). It determined that Octane could show
neither that ICON’s claim was objectively baseless nor
that ICON had brought it in subjective bad faith. As to
objective baselessness, the District Court rejected Octane’s

inference of bad faith to establish exceptionality under §285, unless the
circumstances as a whole show a lack of recklessness on the patentee’s
part.” Id., at 1314. Chief Judge Rader wrote a concurring opinion that
sharply criticized Brooks Furniture, 738 F. 3d, at 1318-1320; the court,
he said, “should have remained true to its original reading of” §285, id.,
at 1320.
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argument that the judgment of noninfringement “should
have been a foregone conclusion to anyone who visually
inspected” Octane’s machines. Id., *2. The court ex-
plained that although it had rejected ICON’s infringement
arguments, they were neither “frivolous” nor “objectively
baseless.” Id., *2—-*3. The court also found no subjective
bad faith on ICON’s part, dismissing as insufficient both
“the fact that [ICON] is a bigger company which never
commercialized the 710 patent” and an e-mail exchange
between two ICON sales executives, which Octane had
offered as evidence that ICON had brought the infringe-
ment action “as a matter of commercial strategy.”® Id., *4.

ICON appealed the judgment of noninfringement, and
Octane cross-appealed the denial of attorney’s fees. The
Federal Circuit affirmed both orders. 496 Fed. Appx. 57
(2012). In upholding the denial of attorney’s fees, it re-
jected Octane’s argument that the District Court had
“applied an overly restrictive standard in refusing to find
the case exceptional under §285.” Id., at 65. The Federal
Circuit declined to “revisit the settled standard for excep-
tionality.” Ibid.

We granted certiorari, 570 U.S. __ (2013), and now
reverse.

50ne e-mail, sent from ICON’s Vice President of Global Sales to two
employees, read: ““We are suing Octane. Not only are we coming out
with a greater product to go after them, but throwing a lawsuit on top
of that.”” 2011 WL 3900975, *4. One of the recipients then forwarded
that e-mail to a third party, along with the accompanying message:
“‘Just clearing the way and making sure you guys have all your guns
loaded!”” Ibid. More than a year later, that same employee sent an
e-mail to the Vice President of Global Sales with the subject, “‘T heard we
are suing Octane!”” Ibid. The executive responded as follows: ““Yes—
old patent we had for a long time that was sitting on the shelf. They
are just looking for royalties.”” Ibid. The District Court wrote that “in
the light most favorable to Octane, these remarks are stray comments
by employees with no demonstrated connection to the lawsuit.” Ibid.
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II

The framework established by the Federal Circuit in
Brooks Furniture is unduly rigid, and it impermissibly
encumbers the statutory grant of discretion to district
courts.

A

Our analysis begins and ends with the text of §285: “The
court in exceptional cases may award reasonable attorney
fees to the prevailing party.” This text is patently clear.
It imposes one and only one constraint on district courts’
discretion to award attorney’s fees in patent litigation: The
power is reserved for “exceptional” cases.

The Patent Act does not define “exceptional,” so we
construe it “‘in accordance with [its] ordinary meaning.’”
Sebelius v. Cloer, 569 U. S. __, _ (2013) (slip op., at 6);
see also Bilski v. Kappos, 561 U. S. 593, _ (2010) (slip
op., at 6) (“In patent law, as in all statutory construction,
‘[ulnless otherwise defined, “words will be interpreted as
taking their ordinary, contemporary, common mean-
ing”’”). In 1952, when Congress used the word in §285
(and today, for that matter), “[e]xceptional” meant “un-
common,” “rare,” or “not ordinary.” Webster’s New Inter-
national Dictionary 889 (2d ed. 1934); see also 3 Oxford
English Dictionary 374 (1933) (defining “exceptional” as
“out of the ordinary course,” “unusual,” or “special”);
Merriam-Webster’s Collegiate Dictionary 435 (11th ed.
2008) (defining “exceptional” as “rare”); Noxell Corp. v.
Firehouse No. 1 Bar-B-Que Restaurant, 771 F. 2d 521, 526
(CADC 1985) (R.B. Ginsburg, dJ., joined by Scalia, J.)
(interpreting the term “exceptional” in the Lanham Act’s
identical fee-shifting provision, 15 U.S. C. §1117(a), to
mean “uncommon” or “not run-of-the-mill”).

We hold, then, that an “exceptional” case is simply one
that stands out from others with respect to the substan-
tive strength of a party’s litigating position (considering
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both the governing law and the facts of the case) or the
unreasonable manner in which the case was litigated.
District courts may determine whether a case is “excep-
tional” in the case-by-case exercise of their discretion,
considering the totality of the circumstances.® As in the
comparable context of the Copyright Act, “‘[t]here is no
precise rule or formula for making these determinations,’
but instead equitable discretion should be exercised ‘in
light of the considerations we have identified.”” Fogerty v.
Fantasy, Inc., 510 U. S. 517, 534 (1994).

B
1

The Federal Circuit’s formulation is overly rigid. Under
the standard crafted in Brooks Furniture, a case 1s “excep-
tional” only if a district court either finds litigation-related
misconduct of an independently sanctionable magnitude
or determines that the litigation was both “brought in
subjective bad faith” and “objectively baseless.” 393 F. 3d,
at 1381. This formulation superimposes an inflexible
framework onto statutory text that is inherently flexible.

For one thing, the first category of cases in which the
Federal Circuit allows fee awards—those involving litiga-
tion misconduct or certain other misconduct—appears to
extend largely to independently sanctionable conduct. See
ibid. (defining litigation-related misconduct to include
“willful infringement, fraud or inequitable conduct in
procuring the patent, misconduct during litigation, vexa-

6In Fogerty v. Fantasy, Inc., 510 U. S. 517 (1994), for example, we
explained that in determining whether to award fees under a similar
provision in the Copyright Act, district courts could consider a “nonex-
clusive” list of “factors,” including “frivolousness, motivation, objective
unreasonableness (both in the factual and legal components of the case)
and the need in particular circumstances to advance considerations of
compensation and deterrence.” Id., at 534, n. 19 (internal quotation
marks omitted).
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tious or unjustified litigation, conduct that violates Fed. R.
Civ. P. 11, or like infractions”). But sanctionable conduct
is not the appropriate benchmark. Under the standard
announced today, a district court may award fees in the
rare case in which a party’s unreasonable conduct—while
not necessarily independently sanctionable—is nonethe-
less so “exceptional” as to justify an award of fees.

The second category of cases in which the Federal Cir-
cuit allows fee awards is also too restrictive. In order for a
case to fall within this second category, a district court
must determine both that the litigation is objectively
baseless and that the plaintiff brought it in subjective bad
faith. But a case presenting either subjective bad faith or
exceptionally meritless claims may sufficiently set itself
apart from mine-run cases to warrant a fee award. Cf.
Noxell, 771 F. 2d, at 526 (“[W]e think it fair to assume
that Congress did not intend rigidly to limit recovery of
fees by a [Lanham Act] defendant to the rare case in
which a court finds that the plaintiff ‘acted in bad faith,
vexatiously, wantonly, or for oppressive reasons’....
Something less than ‘bad faith,” we believe, suffices to
mark a case as ‘exceptional’”).

ICON argues that the dual requirement of “subjective
bad faith” and “objective baselessness” follows from this
Court’s decision in Professional Real Estate Investors, Inc.
v. Columbia Pictures Industries, Inc., 508 U. S. 49 (1993)
(PRE), which involved an exception to the Noerr-
Pennington doctrine of antitrust law. It does not. Under
the Noerr-Pennington doctrine—established by FEastern
Railroad Presidents Conference v. Noerr Motor Freight,
Inc., 365 U. S. 127 (1961), and Mine Workers v. Penning!]
ton, 381 U. S. 657 (1965)—defendants are immune from
antitrust liability for engaging in conduct (including litiga-
tion) aimed at influencing decisionmaking by the govern-
ment. PRE, 508 U. S., at 56. But under a “sham excep-
tion” to this doctrine, “activity ‘ostensibly directed toward
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influencing governmental action’ does not qualify for
Noerr immunity if it ‘is a mere sham to cover ... an at-
tempt to interfere directly with the business relationships
of a competitor.”” Id., at 51. In PRE, we held that to
qualify as a “sham,” a “lawsuit must be objectively base-
less” and must “conceall] ‘an attempt to interfere directly
with the business relationships of a competitor ... .”” Id.,
at 60-61 (emphasis deleted). In other words, the plaintiff
must have brought baseless claims in an attempt to
thwart competition (i.e., in bad faith).

In Brooks Furniture, the Federal Circuit imported the
PRE standard into §285. See 393 F. 3d, at 1381. But the
PRE standard finds no roots in the text of §285, and it
makes little sense in the context of determining whether a
case 1s so “exceptional” as to justify an award of attorney’s
fees in patent litigation. We crafted the Noerr-Pennington
doctrine—and carved out only a narrow exception for
“sham” litigation—to avoid chilling the exercise of the
First Amendment right to petition the government for the
redress of grievances. See PRE, 508 U. S., at 56 (“Those
who petition government for redress are generally im-
mune from antitrust liability”). But to the extent that
patent suits are similarly protected as acts of petitioning,
it is not clear why the shifting of fees in an “exceptional”
case would diminish that right. The threat of antitrust
liability (and the attendant treble damages, 15 U. S. C.
§15) far more significantly chills the exercise of the right
to petition than does the mere shifting of attorney’s fees.
In the Noerr-Pennington context, defendants seek immun-
ity from a judicial declaration that their filing of a lawsuit
was actually unlawful; here, they seek immunity from a
far less onerous declaration that they should bear the
costs of that lawsuit in exceptional cases.

2
We reject Brooks Furniture for another reason: It is so
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demanding that it would appear to render §285 largely
superfluous. We have long recognized a common-law
exception to the general “American rule” against fee-
shifting—an exception, “inherent” in the “power [of] the
courts” that applies for “‘willful disobedience of a court
order’” or “when the losing party has ‘acted in bad faith,
vexatiously, wantonly, or for oppressive reasons ....”
Alyeska Pipeline Service Co. v. Wilderness Society, 421
U. S. 240, 258-259 (1975). We have twice declined to
construe fee-shifting provisions narrowly on the basis that
doing so would render them superfluous, given the back-
ground exception to the American rule, see Christiansburg
Garment Co. v. EEOC, 434 U. S. 412, 419 (1978); Newman
v. Piggie Park Enterprises, Inc., 390 U. S. 400, 402, n. 4
(1968) (per curiam), and we again decline to do so here.

3

Finally, we reject the Federal Circuit’s requirement that
patent litigants establish their entitlement to fees under
§285 by “clear and convincing evidence,” Brooks Furniture,
393 F. 3d, at 1382. We have not interpreted comparable
fee-shifting statutes to require proof of entitlement to fees
by clear and convincing evidence. See, e.g., Fogerty, 510
U. S., at 519; Cooter & Gell v. Hartmarx Corp., 496 U. S.
384 (1990); Pierce v. Underwood, 487 U.S. 552, 558
(1988). And nothing in §285 justifies such a high standard
of proof. Section 285 demands a simple discretionary
inquiry; it imposes no specific evidentiary burden, much
less such a high one. Indeed, patent-infringement litiga-
tion has always been governed by a preponderance of the
evidence standard, see, e.g., Béné v. Jeantet, 129 U. S. 683,
688 (1889), and that is the “standard generally applicable
in civil actions,” because it “allows both parties to ‘share
the risk of error in roughly equal fashion,”” Herman &
MacLean v. Huddleston, 459 U. S. 375, 390 (1983).
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* * *

For the foregoing reasons, the judgment of the United
States Court of Appeals for the Federal Circuit is reversed,
and the case is remanded for further proceedings con-
sistent with this opinion.

It is so ordered.
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7,490,151 (“151 patent”), and 7,921,211 (211 patent”).
The jury further found that none of the infringed claims
were invalid and awarded damages to plaintiffs-appellees
VirnetX, Inc. and Science Applications International
Corporation (“SAIC”) in the amount of $368,160,000.

For the reasons that follow, we affirm the jury’s find-
ings that none of the asserted claims are invalid and that
many of the asserted claims of the '135 and ’151 patents
are infringed by Apple’s VPN On Demand product. We
also affirm the district court’s exclusion of evidence relat-
ing to the reexamination of the patents-in-suit. However,
we reverse the jury’s finding that the VPN On Demand
product infringes claim 1 of the 151 patent under the
doctrine of equivalents. We also reverse the district
court’s construction of the claim term “secure communica-
tion link” in the ’504 and ’211 patents and remand for
further proceedings to determine whether the FaceTime
feature infringes those patents under the correct claim
construction. Finally, we vacate the jury’s damages
award and remand for further proceedings consistent
with this opinion.

BACKGROUND

The patents at issue claim technology for providing
security over networks such as the Internet. The patents
assert priority to applications filed in the 1990s, originally
assigned to SAIC. VirnetX, a Nevada-based software
development and licensing enterprise, acquired the pa-
tents from SAIC in 2006.

I. The ’504 and ’211 Patents and FaceTime

The ’504 and 211 patents share a common specifica-
tion disclosing a domain name service (“DNS”) system
that resolves domain names and facilitates establishing
“secure communication links.” ’504 patent col. 55 1l. 49—
50. In one embodiment, an application on the client
computer sends a query including the domain name to a
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“secure domain name service,” which contains a database
of secure domain names and corresponding secure net-
work addresses. Id. at col. 50 11. 54-57, col. 51 11. 11-19,
col. 51 1I. 29-32. This allows a user to establish a secure
communication link between a client computer and a
secure target network address. Id. at col. 51 11. 34—40.

Representative claim 1 of the 504 patent recites:

1. A system for providing a domain name service
for establishing a secure communication link, the
system comprising:

a domain name service system configured to be
connected to a communication network, to store a
plurality of domain names and corresponding
network addresses, to receive a query for a net-
work address, and to comprise an indication that
the domain name service system supports estab-
lishing a secure communication link.

Id. at col. 55 11. 49-56.

Before the district court, VirnetX accused Apple of in-
fringement based on its “FaceTime” feature. Specifically,
VirnetX accused Apple’s servers that run FaceTime on
Apple’s 1Phone, iPod, iPad (collectively, “iOS devices”),
and Mac computers of infringing claims 1, 2, 5, 16, 21,
and 27 of the ’504 patent as well as claims 36, 37, 47, and
51 of the 211 patent. In operation, FaceTime allows
secure video calling between select Apple devices. J.A.
1443. To use FaceTime, a caller enters an intended
recipient’s e-mail address or telephone number into the
caller’s device (e.g., iPhone). J.A. 1451-52. An invitation
1s then sent to Apple’s FaceTime server, which forwards
the invitation to a network address translator (“NAT”)
which, in turn, readdresses the invitation and sends it on
to the receiving device. J.A. 1821, 1824-25. The recipient
may then accept or decline the call. J.A. 1453. If accept-
ed, FaceTime servers establish a secure FaceTime call.
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J.A. 1453. Once connected, the devices transmit au-
dio/video data as packets across the secure communica-
tion path without passing through the FaceTime server.
J.A. 1820, 1825.

II. The’135 and ’151 Patents and VPN On Demand

A conventional DNS resolves domain names (e.g.,
“Yahoo.com”) into Internet Protocol (“IP”) addresses.
See '135 patent col. 37 1l. 22-27. A user’s web browser
then utilizes the IP address to request a website. Id. at
col. 37 11. 24-29.

The 135 and '151 patents share a common specifica-
tion disclosing a system in which, instead of a convention-
al DNS receiving the request, a DNS proxy intercepts it
and determines whether the request is for a secure site.
Id. at col. 38 1l. 23-25. If the proxy determines that a
request is for a secure site, the system automatically
Initiates a virtual private network (“VPN”) between the
proxy and the secure site. Id. at col. 38 11. 30-33. If the
browser determines that the request was for a non-secure
website, then the DNS proxy forwards the request to a
conventional DNS for resolution. Id. at col. 38 11. 43—47.

Representative claim 1 of the 135 patent recites:

1. A method of transparently creating a virtual
private network (VPN) between a client computer
and a target computer, comprising the steps of:

(1) generating from the client computer a Domain
Name Service (DNS) request that requests an IP
address corresponding to a domain name associat-
ed with the target computer;

(2) determining whether the DNS request trans-
mitted in step (1) is requesting access to a secure
web site; and



6 VIRNETX, INC. v. CISCO SYSTEMS, INC.

(3) in response to determining that the DNS re-
quest in step (2) is requesting access to a secure
target web site, automatically initiating the VPN
between the client computer and the target com-
puter.

Id. at col. 47 11. 20—32.

Claims 1 and 13 of the 151 patent are similar to claim
1 of the ’135 patent except that they recite initiating an
“encrypted channel” and creating a “secure channel,”
respectively, instead of creating a “VPN.” ’151 patent col.
46 11. 55-67, col. 48 11. 18-29.

Before the district court, VirnetX accused Apple’s 1iPh-
one, iPad, and iPod Touch of infringing claims 1, 3, 7, and
8 of the 135 patent and claims 1 and 13 of the '151 patent
because they include a feature called “VPN On Demand.”
When a user enters a domain name into the browser of an
10S device, a DNS request is generated. J.A. 1393-94.
VPN On Demand receives the request and checks a list of
domain names for which a VPN connection should be
established, known as a “configuration file.” J.A. 1377. If
the entered domain name matches a domain name in the
configuration file, VPN On Demand contacts a VPN
server to authenticate the user and, if successful, auto-
matically establishes a VPN between the user’s browser
and the target computer with which the requested domain
name 1s assoclated. J.A. 1377-78, 1396-98.

III. Five-Day Jury Trial and Post-Trial Motions

On August 11, 2010, VirnetX filed this infringement
action, alleging that Apple’s FaceTime servers infringe
certain claims of the ’504 and 211 patents, and that
Apple’s VPN On Demand feature infringes certain claims
of the 135 and ’151 patents. Apple responded that
FaceTime and VPN On Demand do not infringe, and that
the asserted claims were invalid as anticipated by a 1996
publication by Takahiro Kiuchi et al. (“Kiuchi”).
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On April 25, 2012, the district court construed disput-
ed claim terms, and a jury trial commenced on October
31, 2012. After a five-day trial, the jury returned its
verdict, finding all of the asserted claims valid and in-
fringed. The jury awarded VirnetX $368,160,000 in
reasonable royalty damages. Apple moved for judgment
as a matter of law (“JMOL”) or, alternatively, for a new
trial or remittitur. On February 26, 2013, the district
court denied Apple’s motions. VirnetX, Inc. v. Apple Inc.,
925 F. Supp. 2d 816 (E.D. Tex. 2013).

Apple now appeals the denial of its post-trial motion
for JMOL or a new trial. This court has jurisdiction
under 28 U.S.C. § 1295(a)(1).

DISCUSSION
I. Claim Construction

On appeal, Apple argues that the district court erred
In construing the terms “domain name” and “secure
communication link,” both recited in the 504 and 211
patents. For the reasons that follow, we affirm the con-
struction of “domain name” and reverse the construction
of “secure communication link.”

Claim construction is a question of law that we review
de novo. Lighting Ballast Control LLC v. Philips Elecs. N.
Am. Corp., 744 F.3d 1272, 127677 (Fed. Cir. 2014) (en
banc); Cybor Corp. v. FAS Techs., Inc., 138 F.3d 1448,
1456 (Fed. Cir. 1998) (en banc). The process of construing
a claim term begins with the words of the claims them-
selves. See Vitronics Corp. v. Conceptronic, Inc., 90 F.3d
1576, 1582 (Fed. Cir. 1996); Phillips v. AWH Corp., 415
F.3d 1303, 1312-14 (Fed. Cir. 2005) (en banc). However,
the claims “must be read in view of the specification, of
which they are a part.” Phillips, 415 F.3d at 1315 (quot-
ing Markman v. Westview Instruments, Inc., 52 F.3d 967,
979 (Fed. Cir. 1995) (en banc), affd 517 U.S. 370 (1996)).
Additionally, the doctrine of claim differentiation disfa-
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vors reading a limitation from a dependent claim into an
independent claim. See InterDigital Commcns, LLC v.
Int’l Trade Comm’n, 690 F.3d 1318, 1324 (Fed. Cir. 2012).
Although courts are permitted to consider extrinsic evi-
dence like expert testimony, dictionaries, and treatises,
such evidence i1s generally of less significance than the
intrinsic record. Phillips, 415 F.3d at 1317 (citing C.R.
Bard, Inc. v. U.S. Surgical Corp., 388 F.3d 858, 862 (Fed.
Cir. 2004)).

A. “Domain Name”

13

The district court construed “domain name” as “a
name corresponding to an IP address.” Memorandum
Opinion & Order at 16, VirnetX, Inc. v. Cisco Sys. Inc., No.
6:10-cv-416 (E.D. Tex. Apr. 25, 2012), ECF No. 266
(“Claim Construction Order”). Apple argues, as it did
below, that the proper construction is “a hierarchical
sequence of words in decreasing order of specificity that
corresponds to a numerical IP address.” Apple insists
that its construction represents the plain and ordinary
meaning of the term, relying primarily on a technical
dictionary definition and several examples in the specifi-
cation (e.g., “Yahoo.com”). We disagree. Intrinsic evi-
dence supports the district court’s construction of “domain
name.” The specification of the 504 and 211 patents
suggests the use of the invention for secure communica-
tions between application programs like “video conferenc-
ing, e-mail, word processing programs, telephony, and the
like.” ’504 patent col. 21 11. 27—-29. The disclosure of such
applications demonstrates that the inventors did not
intend to limit “domain name” to the particular format-
ting limitations of websites sought by Apple, i.e., a top-
level domain, second-level domain, and host name.

Additionally, fundamental principles of claim differ-
entiation disfavor reading Apple’s hierarchical limitation
into the independent claims. Dependent claims in both
patents require that “at least one” of the domain names
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stored by the system comprise a top-level domain name.
See, e.g., '’504 patent col. 55 1. 57-59 (“The system of
claim 1, wherein at least one of the plurality of domain
names comprises a top-level domain name.”); 211 patent
col. 57 11. 47-50 (“The non-transitory machine-readable
medium of claim 36, wherein the instructions comprise
code for storing the plurality of domain names and corre-
sponding network addresses including at least one top-
level domain name.”). The specific limitation of hierar-
chical formatting in the dependent claims strongly sug-
gests that the independent claims contemplate domain
names both with and without the hierarchical format
exemplified by “Yahoo.com.” See InterDigital, 690 F.3d at
1324 (“The doctrine of claim differentiation is at its
strongest . . . ‘Where the limitation that is sought to be
“read into” an independent claim already appears in a
dependent claim.” (quoting Liebel-Flarsheim Co. v.
Medrad, Inc., 358 F.3d 898, 910 (Fed. Cir. 2004))).

Such intrinsic evidence is not outweighed by the ex-
trinsic evidence of one dictionary definition. This is
particularly true here, where the dictionary definition
seems to contemplate web addresses on the Internet,
while the specification makes clear that the claim term in
question is not so limited. See J.A. 6139—-40. Thus, we
affirm the district court’s construction of the term “do-
main name” as “a name corresponding to an IP address.”

B. “Secure Communication Link”

The district court construed “secure communication
link” as “a direct communication link that provides data
security.” Claim Construction Order at 13. Apple argues
that this term should be construed consistent with “VPN,”
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which the district court construed to require not only data
security but also anonymity.1!

As an initial matter, we note that there is no dispute
that the word “secure” does not have a plain and ordinary
meaning in this context, and so must be defined by refer-
ence to the specification. See Oral Arg. 31:50-32:40,
available at http://www.cafc.uscourts.gov/oral-argument-
recordings/13-1489/all (acknowledgement by VirnetX’s
counsel that construction of “secure” requires considera-
tion of the specification).

Moreover, we agree with Apple that, when read in
light of the entire specification, the term “secure commu-
nication link” requires anonymity. Indeed, the addition of
anonymity is presented as one of the primary inventive
contributions of the patent. For example, the Background
of the Invention states that “[a] tremendous variety of
methods have been proposed and implemented to provide
security and anonymity for communications over the
Internet.” ’504 patent col. 1 1l. 32—-35 (emphasis added).
It goes on to define these two concepts as counterpart
safeguards against eavesdropping that could occur while
two computer terminals communicate over the Internet.
Id. at col. 1 1l. 38-54. Security in this context refers to
protection of data itself, to preserve the secrecy of its
contents, while anonymity refers to preventing an eaves-
dropper from discovering the identity of a participating
terminal. Id. at col. 1 11. 40-54.

1 The district court construed VPN to mean “a net-
work of computers which privately and directly communi-
cate with each other by encrypting traffic on insecure
paths between the computers where the communication is
both secure and anonymous.” Claim Construction Order
at 8.
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Having thus framed the problem, the patent (as ex-
pected) proposes a solution. Specifically, the Summary of
the Invention begins by explaining how the invention
improves security by using a “two-layer encryption for-
mat” known as the Tunneled Agile Routing Protocol, or
TARP. Id. at col. 3 1l. 14-17. First, an “inner layer”
secures the data itself, id. at col. 4 1. 5-7, and then a
second “outer layer” conceals the data’s “true destination,”
id. at col. 3 1. 34—-35. The fact that the Summary of the
Invention gives primacy to these attributes strongly
indicates that the invention requires more than just data
security. See, e.g., C.R. Bard, 388 F.3d at 864 (giving
particular weight to statements in the Summary of the
Invention because “[s]tatements that describe the inven-
tion as a whole, rather than statements that describe only
preferred embodiments, are more likely to support a
limiting definition of a claim term”).

Consistent with this emphasis, the Detailed Descrip-
tion states that “the message payload is embedded behind
an inner layer of encryption” and “[elach TARP packet’s
true destination is concealed behind an outer layer of
encryption.” ’504 patent col. 9 1l. 60-61, col. 11 1l. 2—4.
The concealment requirement appears throughout the
specification and is implicated in every embodiment
associated with the “two-layer encryption” or TARP VPN.
The fact that anonymity is “repeatedly and consistently”
used to characterize the invention strongly suggests that
it should be read as part of the claim. See Eon-Net LP v.
Flagstar Bancorp., 653 F.3d 1314, 1321-23 (Fed. Cir.
2011).

VirnetX attempts to rebut this suggestion by pointing
to a single place in the specification where a “secure
communication path” is referred to as providing only
security, without anonymity. See 504 patent col. 39 Il.
24-35. But that disclosure relates to the “conventional
architecture” of the prior art that suffers precisely be-
cause it “hamper[s] anonymous communications on the
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Internet.” Id. at col. 39 1. 24, 32-33. And indeed, the
specification goes on to explain how the invention solves
that very problem by setting up a VPN, which requires
anonymity. Id. at col. 39 11. 46-62.

VirnetX also argues that the specification teaches that
different users have “different needs” such that some
users need data security while, in other cases, “it may be
desired” to also have anonymity. Appellee’s Br. 48 (cit-
ing ’504 patent col. 1 11. 33-52). Thus, VirnetX insists, the
TARP protocol (with its requirement of anonymity) is but
one type of “secure communication link,” and does not
limit the construction of that term. To be sure, the speci-
fication mechanically prefaces most passages with the
phrase “according to one aspect of the present invention.”
See, e.g., ’504 patent col. 6 1. 36. But the Background and
Summary of the Invention clearly identify the TARP
protocol as a key part of the novel solution to the specific
problem identified in the prior art. Unsurprisingly,
therefore, VirnetX has not identified even a single embod-
1ment that provides data security but not anonymity.

Moreover, in several instances the specification ap-
pears to use the terms “secure communication link” and
“VPN” interchangeably, suggesting that the inventors
intended the disputed term to encompass the anonymity
provided by a VPN. See Nystrom v. Trex Co., 424 F.3d
1136, 1143 (Fed. Cir. 2005) (“Different terms or phrases in
separate claims may be construed to cover the same
subject matter where the written description and prosecu-
tion history indicate that such a reading of the terms or
phrases is proper.”). For example, it states that “[w]hen
software module 3309 is being installed or when the user
is off-line, the user can optionally specify that all commu-
nication links established over computer network 3302
are secure communication links. Thus, anytime that a
communication link 1s established, the link is a VPN
link.” ’504 patent col. 52 1l. 15-19 (emphases added).
Similarly, in the very next paragraph the specification
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states that “a user at computer 3301 can optionally select
a secure communication link through proxy computer
3315. Accordingly, computer 3301 can establish a VPN
communication link 3323 with secure server computer
3320 through proxy computer 3315.” Id. at col. 52 1l. 25—
29 (emphases added). In both of these instances, the
specification equates the term “secure communication
link” with a “VPN.” The only counter-example VirnetX
can point to is an instance where the specification states,
in relation to one aspect of the invention, that “[t]he
secure communication link is a virtual private network
communication link over the computer network.” Id. at
col. 6 11. 61-63. But equating the two terms with respect
to one aspect of the present invention is a far cry from
expressly divorcing those terms elsewhere, particularly in
the absence of any embodiment or disclosure that does so.

Thus, we reverse the district court’s claim construc-
tion and conclude that the term “secure communication
link” as used in the 504 and ’211 patents requires ano-
nymity. Accordingly, the term should be construed as “a
direct communication link that provides data security and
anonymity.”

II. Infringement

We review the denial of a motion for JMOL or a new
trial under the law of the regional circuit. Verizon Seruvs.
Corp. v. Cox Fibernet Va., Inc., 602 F.3d 1325, 1331 (Fed.
Cir. 2010). The Fifth Circuit requires that a jury’s deter-
mination must be upheld if it is supported by substantial
evidence. ClearValue, Inc. v. Pearl River Polymers, Inc.,
668 F.3d 1340, 1343 (Fed. Cir. 2012) (citing Med. Care
Am., Inc. v. Nat’l Union Fire Ins. Co., 341 F.3d 415, 420
(5th Cir. 2003)).

A. ’504 and 211 Patents

Apple argues that there was not substantial evidence
to support the jury’s verdict that its FaceTime servers
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infringe the asserted claims of the ’504 and 211 patents.
Apple insists that FaceTime does not infringe the “secure
communication link” claim term for two reasons: first,
because when properly construed it requires anonymity,
which the FaceTime servers do not provide, and second,
because they do not provide “direct” communication, as
required by the district court’s claim construction.

With respect to the first argument, we have now
construed the disputed claim term so as to require ano-
nymity. See supra at 13. However, the jury was not
presented with the question of whether FaceTime infring-
es the asserted claims under a construction requiring
anonymity. Thus, we remand for further proceedings to
determine whether Apple’s FaceTime servers provide
anonymity.

With respect to the second argument, Apple argues
that FaceTime servers do not provide “direct” communica-
tion because the communications are addressed to a NAT,
rather than to the receiving device. Appellant’s Br. 43.
The district court concluded that there was substantial
evidence to support the jury’s finding that the NAT rout-
ers used by FaceTime do not impede direct communica-
tion, VirnetX, 925 F. Supp. 2d at 831, and we agree. As
the district court noted, VirnetX’s expert testified that the
NAT routers still allow for “end-to-end communication
between the two devices,” J.A. 1565, because they merely
translate addresses from the public address space to the
private address space, but do not terminate the connec-
tion. J.A. 1465, 1536-37. Even Apple’s expert admitted
that the connection does not stop at the NAT routers.
J.A. 1984.

Apple argues that this testimony cannot support a
finding of infringement because it 1s inconsistent with the
court’s claim construction that required “direct addressa-
bility.” Appellant’s Br. 43—-45. But the district court
considered this argument and disagreed, noting that its
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claim construction expressly provided that “routers,
firewalls, and similar servers . . . do not impede ‘direct’
communication,” and VirnetX presented evidence that
NATSs operate like routers or firewalls. VirnetX, 925 F.
Supp. 2d at 831.

Thus, we do not think the district court erred in find-
ing that there was substantial evidence on which the jury
could have relied to reach its finding of infringement on
this element.

B. ’135 and '151 Patents

Apple also argues that there was not substantial
evidence to support the jury’s verdict that its VPN On
Demand product infringed the asserted claims of the 135
and ’151 patents for several reasons, discussed in turn
below.

1. “Determining Whether”

Apple argues that its VPN On Demand feature does
not infringe the asserted claims of the 135 and ’151
patents because it does not “determine whether” a re-
quested domain name is a secure website or server.
Instead, Apple insists that it merely determines whether
the requested website is listed in the user-created “con-
figuration file” and initiates a VPN connection for any
domain name on that list, regardless of whether or not it
1s secure. In response, VirnetX argues that there was
substantial evidence demonstrating that the VPN On
Demand system is designed and intended to be used only
for accessing secure private networks. We agree with
VirnetX.

Here, the evidence presented at trial supports the
conclusion that Apple’s VPN On Demand product infring-
es the asserted claim limitation in its normal configura-
tion. In particular, VirnetX’s expert testified that Apple’s
technical design documents and internal technical presen-
tations relating to the VPN On Demand system (many of
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which are confidential and cannot be quoted here) make
clear that a VPN connection should only be established
for private web addresses. Thus, regardless of whether a
user could misconfigure the list by entering public domain
names, Apple’s planning documents, internal emails, and
presentations all explained that VPN On Demand’s
primary use 1s to connect users to secure sites using a
VPN. That is all that is required. See Hilgraeve Corp. v.
Symantec Corp., 265 F.3d 1336, 1343 (Fed. Cir. 2001).

Moreover, this description of the VPN On Demand
feature is consistent with how the claimed functionality is
described in the specification. For example, in one embod-
iment, the DNS proxy determines whether a request is for
a secure site by checking the domain name against a table
or list of domain names. ’135 patent col. 38 1l. 23—-30. In
other words, the proxy identifies a request for “access to a
secure site . . . by reference to an internal table of such
sites.” Id. That is precisely how the VPN On Demand
feature operates.

We therefore conclude that the jury’s finding that the
VPN On Demand product infringes the “determining
whether” limitation was supported by substantial evi-
dence.

2. “Between”

a. Literal Infringement of Claim 1 of the ’135 Patent and
Claim 13 of the ’151 Patent

Claim 1 of the 135 patent requires creating a “VPN”
“between” the client and a target computer. 135 patent
col. 47 1. 20-22. Similarly, claim 13 of the ’151 patent
requires creating a “secure channel” “between” the client
and the secure server. 151 patent col. 48 1l. 28-29. For
both claims, the district court construed “between” to
mean “extending from” the client to the target computer.
Claim Construction Order at 26.
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Apple argues that its VPN On Demand product fails
to meet this limitation because it only secures communi-
cations between the iPhone and the VPN server, but not
between the VPN server and the target computer. Vir-
netX responds that Apple’s product is intended to be used
with private networks, which are generally configured to
be both secure and anonymous. In other words, VirnetX
argues that the secure channel between the VPN server
and the target computer is provided by the target com-
puter itself. After considering the record as a whole, we
conclude that there was substantial evidence to support
the jury’s verdict of infringement on this limitation.

At trial, VirnetX presented evidence and testimony to
the jury that “the virtual private network extend[s] from
the client computer to the target computer . . . because it’s
encrypted on the insecure paths, and it’s secure within
the corporate network.” J.A. 1400-01. VirnetX’s expert
testified that one of ordinary skill would understand that
the path extending from the VPN server to the target
computer, i.e., within the private network, would be
secure and anonymous owing to protection provided by
the private network. J.A. 1080 (“That network is secure,
because it’s been physically secured; and it also has
what’s called a firewall between its network and the
public network. So it keeps the bad guys out.”); J.A. 1379
(“If that’s a private network of the company that they’ve
set up behind a VPN server, the company would have
configured that to be secure.”); J.A. 1396 (“[T]hese are . . .
private networks that are not to be accessed by others.
They require authorization for access.”). The jury also
heard testimony that while in some situations traffic
could be unsecured behind the VPN server, J.A. 1997-98,
this scenario would be “atypical.” J.A. 1992-93. For
example, VirnetX presented evidence to the jury that
Apple itself advertised that VPN On Demand is designed
to connect with “private corporate networks” and “works
with a variety of authentication methods.” J.A. 20001.
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And, more to the point, the jury heard that the “private
corporate networks” to which VPN On Demand is intend-
ed to connect employ security measures including VPN
servers, VPN authentication servers, proxy servers, and
firewalls which regulate access to private resources and
prevent unauthorized users from breaching. J.A. 1080,
1379, 1401.

Apple argues that this finding of infringement neces-
sarily rests on a series of “assumptions” about how all
private networks operate in order to conclude that VPN
On Demand is “typically” configured to operate in the
manner accused of infringement. Appellant’s Br. 30-31.
However, VirnetX’s expert relied on Apple’s own internal
technical documentation, product specifications, and
marketing presentations, several of which describe specif-
1c security measures used by the private networks to
which VPN On Demand is intended to connect. This
evidence demonstrates not only that VPN On Demand
may be configured to interact with private networks, but
that this was apparently Apple’s primary objective. Apple
would have VirnetX prove that VPN On Demand has no
non-infringing modes of operation. But, as noted above,
VirnetX bears no such burden. See supra at 15-16; see
also z4 Techs., Inc. v. Microsoft Corp., 507 F.3d 1340, 1350
(Fed. Cir. 2007) (“[IInfringement is not avoided merely
because a non-infringing mode of operation is possible.”).
We cannot agree that the jury’s finding lacks substantial
evidence because VirnetX did not specifically disprove
that VPN On Demand can, in atypical situations, estab-
lish a VPN with insecure networks.

Apple also responds that this evidence is insufficient
because VirnetX’s expert testified that VPN On Demand
only encrypts communications between the iPhone and
the VPN server—by implication leaving the path from the
VPN server to the target unencrypted. Appellant’s Br. 29
(quoting J.A. 1392). However, the district court’s con-
struction of “VPN” does not require that traffic on a
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secure path be encrypted. Rather, the construction only
requires encryption of traffic “on insecure paths.” Claim
Construction Order at 8. Moreover, as indicated by
the 135 patent, encryption i1s just one possible way to
address data security. '135 patent col. 1 1. 38—-39 (“Data
security is usually tackled using some form of data en-
cryption.” (emphasis added)). And VirnetX provided
substantial evidence for the jury to conclude that paths
beyond the VPN server may be rendered secure and
anonymous by means of “physical security” present in the
private corporate networks connected to by VPN On
Demand. See, e.g., J.A. 1401.

Accordingly, we conclude that the jury’s finding that
the VPN On Demand feature creates a “VPN” or a “secure
channel” that extends from the client to the target com-
puter was supported by substantial evidence. We there-
fore affirm the district court’s denial of JMOL as to claim
1 of the '135 patent and claim 13 of the 151 patent.

b. Infringement of Claim 1 of the 151 Patent Under the
Doctrine of Equivalents

Claim 1 of the ’151 patent is similar to claim 13 except
that it requires initiating an “encrypted channel”—rather
than a “secure channel”™—“between” the client and the
secure server. ‘151 patent col. 46 1l. 66—67. With respect
to infringement, VirnetX conceded that VPN On Demand
does not literally practice this limitation because the
private network between the VPN server and the target is
“not necessarily encrypted” from end to end. J.A. 1420—
21. Rather, VirnetX asserted that VPN On Demand
infringes under the doctrine of equivalents because the
difference between secure communication via encryption
and secure communication in general is insubstantial.
J.A. 1421-24. Apple argues that VirnetX’s theory of
equivalents is legally insufficient because it vitiates the
“encrypted channel” element. Appellant’s Br. 32—-33.
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To find infringement under the doctrine of equiva-
lents, any differences between the claimed invention and
the accused product must be insubstantial. See Graver
Tank & Mfg. Co. v. Linde Air Prods. Co., 339 U.S. 605,
608 (1950). Insubstantiality may be determined by
whether the accused device performs substantially the
same function in substantially the same way to obtain
substantially the same result as the claim limitation.
Crown Packaging Tech., Inc. v. Rexam Beverage Can Co.,
559 F.3d 1308, 1312 (Fed. Cir. 2009). This is a question of
fact. Anchor Wall Sys., Inc. v. Rockwood Retaining Walls,
Inc., 340 F.3d 1298, 1313 (Fed. Cir. 2003). Vitiation is not
an exception to the doctrine of equivalents. Deere & Co. v.
Bush Hog, LLC, 703 F.3d 1349, 1356 (Fed. Cir. 2012).
Rather, it is a legal determination that “the evidence is
such that no reasonable jury could determine two ele-
ments to be equivalent.” Id. (citation omitted).

After considering the record as a whole, we conclude
that the evidence presented at trial does not support the
jury’s finding of infringement under the doctrine of equiv-
alents. VirnetX’s expert testified that VPN On Demand
(a) performs substantially the same function because it
secures the communication between the client and the
secure server, (b) does so in substantially the same way
by protecting data through encryption on insecure paths
that are vulnerable to eavesdroppers, and (c) achieves
substantially the same result of successfully protecting
the entire communication path from potential eavesdrop-
pers. See J.A. 1424.

Notably, in explaining the “way” that VPN On De-
mand secures communications, the expert did not testify
that VPN On Demand provides encryption on the alleged-
ly secure pathway between the VPN server and the pri-
vate network, but only on the insecure portion of the
pathway. Thus, his testimony effectively equates the
“security” of the private network with the “encryption”
provided by the VPN server. But the patent consistently
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differentiates between “security” and “encryption.” Both
the claims and the specification of the ’151 patent make
clear that encryption is a narrower, more specific re-
quirement than security. For example, the specification
states that encryption is just one possible way to address
data security. ’151 patent col. 1 1l. 49-50 (“Data security
1s usually tackled using some form of data encryption.”
(emphasis added)). Additionally, one of the primary
differences between the steps performed in claim 1 of
the ’151 patent and the steps performed in claim 13 is
that claim 13 requires creating a “secure” channel, while
claim 1 specifically requires that the channel be “encrypt-
ed.”

In light of these distinctions in the patent itself, the
jury’s implicit finding that VPN On Demand achieves the
result of protecting communications from eavesdropping
in “substantially the same way” as contemplated by the
“encrypted channel” claim limitation was not supported
by VirnetX’s expert’s testimony. See Crown Packaging,
559 F.3d at 1312. No reasonable jury could have deter-
mined that the security provided by the VPN On Demand
system—which includes encryption on the insecure paths
but otherwise relies on the security provided by private
networks—is equivalent to the “encrypted channel”
required by claim 1 of the 151 patent. The district court’s
denial of JMOL as to that claim must therefore be re-
versed.

III. Invalidity

A party challenging the validity of a patent must es-
tablish invalidity by clear and convincing evidence. See
Microsoft Corp. v. i4i Ltd. P’ship, 131 S. Ct. 2238, 2242
(2011). Anticipation is a factual question that we review
for substantial evidence. SynQor, Inc. v. Artesyn Techs.,
Inc., 709 F.3d 1365, 1373 (Fed. Cir. 2013). A claim 1s
anticipated only if each and every element is found within
a single prior art reference, arranged as claimed. See
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NetMoneyIN, Inc. v. VeriSign, Inc., 545 F.3d 1359, 1369
(Fed. Cir. 2008).

Apple argues that the asserted claims are anticipated
by the Kiuchi reference. However, we conclude that the
jury heard substantial evidence that at least one element
of each asserted claim was missing from that reference.
With respect to the '135, 504, and 211 patents, the jury
heard evidence that Kiuchi’s proxy servers at least do not
teach “direct communication” between a client and target
computer, which is sufficient to defeat a claim of anticipa-
tion. J.A. 2343—-44. Specifically, the jury heard expert
testimony that Kiuchi’s client-side and server-side proxies
terminate the connection, process information, and create
a new connection—actions that are not “direct” within the
meaning of the asserted claims. J.A. 2334-35. VirnetX
distinguished such proxy activities from the operation of
NAT routers which—unlike proxy servers in the prior
art—do not terminate the connection.

Additionally, with respect to the ’151 patent, there
was substantial evidence to support VirnetX’s argument
that Kiuchi fails to disclose the requirement that the DNS
request be “sent by a client.” ’151 patent col. 46 1. 57.
Apple argued that the “client-side proxy” of Kiuchi meets
the “client” limitation, but there was evidence that the
“client” of Kiuchi is actually a web browser, a component
that is distinguishable from the client-side proxy. See
J.A. 2341. Thus, the district court did not err in denying
Apple’s JMOL motion with respect to invalidity.

IV. Exclusion of Evidence

At trial, to prove induced infringement, VirnetX at-
tempted to show that Apple knew or was willfully blind to
the fact that its customers’ use of its products would
infringe valid patent claims. In defense, Apple sought to
inform the jury that, after learning of VirnetX’s allega-
tions, Apple initiated reexaminations against the asserted
patents. Apple’s requests for reexamination resulted in
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initial rejections of the asserted claims at the United
States Patent and Trademark Office (“PTO”). Apple
offered these rejections as evidence of Apple’s reasonably-
held belief that the patents were invalid. The district
court, however, excluded this proffer, concluding that
such non-final actions in pending reexaminations would
be “highly prejudicial evidence that risks misleading the
jury.” VirnetX, 925 F. Supp. at 842.

We apply regional circuit law to evidentiary issues.
The Fifth Circuit reviews a district court’s exclusion of
evidence under Federal Rule of Evidence 403 for “clear
abuse of discretion” resulting in substantial prejudice.
Wellogix, Inc. v. Accenture, L.L.P., 716 F.3d 867, 882 (5th
Cir. 2013). In this case, we cannot say that the district
court abused its discretion in excluding this evidence.

Apple asserts that the rejections are relevant because
they establish its good faith belief that the asserted
claims are invalid, thereby negating the requisite intent
for inducement. Appellant’s Br. 50 (citing Commil USA,
LLC v. Cisco Sys., Inc., 720 F.3d 1361, 1368—69 (Fed. Cir.
2013)). As an initial matter, we note that this court’s
precedent has often warned of the limited value of actions
by the PTO when used for such purposes. See, e.g.,
Hoechst Celanese Corp. v. BP Chems. Ltd., 78 F.3d 1575,
1584 (Fed. Cir. 1996) (“[G]rant by the examiner of a
request for reexamination is not probative of unpatenta-
bility.”); Acoustical Design, Inc. v. Control Elecs. Co., 932
F.2d 939, 942 (Fed. Cir. 1991) (“[I]nitial rejection by the
[PTO] . . . hardly justifies a good faith belief in the inva-
lidity of the claims.”). However, in this case we need not
decide whether our opinion in Commil justifies reliance
on reexamination evidence to establish a good faith belief
of invalidity. Instead, we conclude that, regardless of the
evidence’s relevance to a fact at issue at trial, the district
court would still not have abused its discretion in finding
that the probative value was substantially outweighed by
the risk of unfair prejudice to the patentee, confusion with
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invalidity (on the merits), or misleading the jury, thereby
justifying exclusion under Federal Rule of Evidence 403.
See, e.g., SynQor, 709 F.3d at 1380 (finding no abuse of
discretion for excluding non-final reexamination evidence
as being “confusing and more prejudicial than probative”);
Callaway Golf Co. v. Acushnet Co., 576 F.3d 1331, 1342—
43 (Fed. Cir. 2009) (finding the probative value of a co-
pending reexamination marginal and the effect likely to
be highly prejudicial). Thus, we affirm the district court’s
exclusion of this evidence.

V. Damages

At trial, VirnetX’s damages expert, Mr. Roy Wein-
stein, provided three reasonable royalty theories, which
the district court admitted over Apple’s challenges under
Daubert v. Merrell Dow Pharmaceuticals, Inc., 509 U.S.
579 (1993).

Weinstein’s first approach began with the lowest sale
price of each model of the accused 10S devices containing
the accused features. J.A. 1616-23. Weinstein then
applied a 1% royalty rate to the base, derived from a
VirnetX policy of seeking to license its patents for at least
1-2% of the entire value of products sold and several
allegedly comparable licenses. J.A. 1595, 1613—14. This
theory yielded a $708 million demand, consisting of $566
million for products including both FaceTime and VPN
On Demand, and $142 million for those including only
VPN On Demand. J.A. 1622—-24, 1644.

Weinstein also offered a second damages theory, re-
garding FaceTime alone, relying on a mathematical
theorem proved by John Nash, a mathematician who
proved a number of results in game theory that have
become important in economics and other fields. J.A.
1628-29. Nash was a co-winner of the 1994 Nobel Prize
in Economics for some of this work, though not the theo-
rem at issue here—published as “The Bargaining Prob-
lem” in 18 Econometrica 155-62 (Apr. 1950). Like other
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mathematical theorems, this theorem states a number of
premises and establishes a conclusion that follows from
those premises. In particular, under the conditions stated
in the premises, where two persons bargain over a matter,
there is a “solution” to the negotiation problem satisfying
stated conditions on a desirable result (bargain). That
solution—in which “each bargainer get[s] the same money
profit,” id. at 162—has come to be called the Nash Bar-
gaining Solution.

Weinstein, invoking the Nash Bargaining Solution,
testified that “the parties [would have] split between
themselves the incremental or additional profits that are
associated with the use of the patented technology.” J.A.
1630. Weinstein derived the profits associated with
FaceTime from the revenue generated by the addition of a
“front-facing” camera on Apple’s mobile devices. Without
examining the applicability to this case of all the precon-
ditions for the Nash Bargaining Solution, he invoked the
Solution as suggesting a 50/50 split of those profits, and
then modified that result by 10%, explaining that VirnetX
would have received only 45% of the profit because of its
weaker bargaining position, leaving 55% for Apple. J.A.
1633, 1709. This calculation amounted to $588 million in
damages for infringement by FaceTime. J.A. 1633-38.

Finally, Weinstein offered yet another theory for
FaceTime, again relying on the Nash Bargaining Solu-
tion. This time, he claimed that FaceTime “drove sales”
for Apple 10S products. J.A. 1639. Weinstein extrapolat-
ed from a customer survey to assert that 18% of all 10S
device sales would not have occurred without the addition
of FaceTime. J.A. 1641. From that figure, he determined
the amount of Apple’s profits that he believed were at-
tributable to the FaceTime feature, and apportioned 45%
of the profits to VirnetX, consistent with his previous
application of the Nash theory. Using this approach,
Weinstein arrived at damages of $5.13 per unit, totaling
$606 million in damages for FaceTime. J.A. 1643.
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Ultimately, the jury awarded VirnetX $368 million in
damages. Apple now challenges each of Weinstein’s
damages theories, as well as the district court’s jury
Iinstruction on damages. For the reasons stated below, we
vacate the jury’s damages award and remand for further
proceedings consistent with this opinion.

A. Jury Instruction

Upon a finding of infringement, “the court shall award
the claimant damages adequate to compensate for the
infringement, but in no event less than a reasonable
royalty for the use made of the invention by the infring-
er.” 35 U.S.C. § 284. The most common method for
determining a reasonable royalty is the hypothetical
negotiation approach, which “attempts to ascertain the
royalty upon which the parties would have agreed had
they successfully negotiated an agreement just before
infringement began.” Lucent Techs., Inc. v. Gateway, Inc.,
580 F.3d 1301, 1324 (Fed. Cir. 2009). A reasonable royal-
ty may be a lump-sum payment not calculated on a per-
unit basis, but it may also be, and often is, a running
payment that varies with the number of infringing units.
In that event, it generally has two prongs: a royalty base
and a royalty rate.

No matter what the form of the royalty, a patentee
must take care to seek only those damages attributable to
the infringing features. Indeed, the Supreme Court long
ago observed that a patentee

must in every case give evidence tending to sepa-
rate 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 he must show, by equally relia-
ble and satisfactory evidence, that the profits and
damages are to be calculated on the whole ma-
chine, for the reason that the entire value of the
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whole machine, as a marketable article, is proper-
ly and legally attributable to the patented feature.

Garretson v. Clark, 111 U.S. 120, 121 (1884).

Thus, when claims are drawn to an individual compo-
nent of a multi-component product, it is the exception, not
the rule, that damages may be based upon the value of
the multi-component product. LaserDynamics, Inc. v.
Quanta Computer, Inc., 694 F.3d 51, 67-68 (Fed. Cir.
2012). Indeed, we recently reaffirmed that “[a] patentee
may 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
creates the value of the component parts.” Versata Soft-
ware, Inc. v. SAP Am., Inc., 717 F.3d 1255, 1268 (Fed. Cir.
2013) (emphasis added) (quoting SynQor, 709 F.3d at
1383). In the absence of such a showing, principles of
apportionment apply.

These strict requirements limiting the entire market
value exception ensure that a reasonable royalty “does not
overreach and encompass components not covered by the
patent.” LaserDynamics, 694 F.3d at 70; see also Garret-
son, 111 U.S. at 121 (“[T]he patentee must show in what
particulars his improvement has added to the usefulness
of the machine or contrivance.”). Thus, “[i]t is not enough
to merely show that the [patented feature] is viewed as
valuable, important, or even essential to the use of the
[overall product].” LaserDynamics, 694 F.3d at 68.
Instead, this court has consistently held that “a reasona-
ble royalty analysis requires a court to . . . carefully tie
proof of damages to the claimed invention’s footprint in
the market place.” ResQNet.com, Inc. v. Lansa, Inc., 594
F.3d 860, 869 (Fed. Cir. 2010); see also Cornell Univ. v.
Heuwlett-Packard Co., 609 F. Supp. 2d 279, 285 (N.D.N.Y.
2009) (“The entire market value rule indeed permits
damages on technology beyond the scope of the claimed
invention, but only upon proof that damages on the un-
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patented components or technology is necessary to fully
compensate for infringement of the patented invention.”).
Additionally, we have also cautioned against reliance on
the entire market value of the accused products because it
“cannot help but skew the damages horizon for the jury,
regardless of the contribution of the patented component
to this revenue.” Uniloc USA, Inc. v. Microsoft Corp., 632
F.3d 1292, 1320 (Fed. Cir. 2011).

Apple argues that the district court misstated this law
on the entire market value rule in its jury instruction.
The district court instructed the jury as follows:

In determining a royalty base, you should not use
the value of the entire apparatus or product un-
less either: (1) the patented feature creates the
basis for the customers’ demand for the product,
or the patented feature substantially creates the
value of the other component parts of the product;
or (2) the product in question constitutes the
smallest saleable unit containing the patented
feature.

J.A. 2515-16. Apple argues that this instruction inappro-
priately created a second exception that would allow a
patentee to rely on the entire market value of a multi-
component product so long as that product is the smallest
salable unit containing the patented feature.

We agree with Apple that the district court’s instruc-
tion misstates our law. To be sure, we have previously
permitted patentees to base royalties on the “smallest
salable patent-practicing unit.” LaserDynamics, 694 F.3d
at 67. However, the instruction mistakenly suggests that
when the smallest salable unit is used as the royalty base,
there 1s necessarily no further constraint on the selection
of the base. That is wrong. For one thing, the fundamen-
tal concern about skewing the damages horizon—of using
a base that misleadingly suggests an inappropriate
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range—does not disappear simply because the smallest
salable unit is used.

Moreover, the smallest salable unit approach was in-
tended to produce a royalty base much more closely tied
to the claimed invention than the entire market value of
the accused products. Indeed, that language first arose in
the Cornell case, where the district court noted that,
rather than pursuing a “royalty base claim encompassing
a product with significant non-infringing components,”
the patentee should have based its damages on “the
smallest salable infringing unit with close relation to the
claimed invention.” 609 F. Supp. 2d at 287-88 (emphasis
added). In other words, the requirement that a patentee
identify damages associated with the smallest salable
patent-practicing unit is simply a step toward meeting the
requirement of apportionment. Where the smallest
salable unit is, in fact, a multi-component product con-
taining several non-infringing features with no relation to
the patented feature (as VirnetX claims it was here), the
patentee must do more to estimate what portion of the
value of that product is attributable to the patented
technology. To hold otherwise would permit the entire
market value exception to swallow the rule of apportion-
ment.2

In reaching this conclusion, we are cognizant of the
difficulty that patentees may face in assigning value to a
feature that may not have ever been individually sold.
However, we note that we have never required absolute
precision 1in this task; on the contrary, it is well-
understood that this process may involve some degree of

2 As, indeed, it did in this case, where VirnetX ef-
fectively relied on the entire market value of the i0S
devices without showing that the patented features drove
demand for those devices, simply by asserting that they
were the smallest salable units.
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approximation and uncertainty. See generally Unisplay,
S.A. v. Am. Elec. Sign Co., 69 F.3d 512, 517 (Fed. Cir.
1995).

We conclude that the district court’s jury instruction
regarding the entire market value rule was legally erro-
neous. Moreover, that error cannot be considered harm-
less, as VirnetX’s expert relied on the entire value of the
10S devices as the “smallest salable units,” without at-
tempting to apportion the value attributable to the VPN
On Demand and FaceTime features. Thus, it is clear that
the jury’s verdict was tainted by the erroneous jury in-
struction.

B. Weinstein’s First Approach: Royalty Base

In addition to the erroneous jury instruction, Apple
argues that the testimony of VirnetX’s expert on the
proper royalty base should have been excluded because it
relied on the entire market value of Apple’s products
without demonstrating that the patented features drove
the demand for those products. For similar reasons to
those stated above, we agree.

The admissibility of expert testimony is governed by
the Federal Rules of Evidence and the principles laid out
in Daubert v. Merrell Dow Pharmaceuticals, Inc., 509 U.S.
579 (1993). The district court’s “gatekeeping obligation”
applies to all types of expert testimony. Kumho Tire Co.
v. Carmichael, 526 U.S. 137, 147 (1999). While questions
regarding which facts are most relevant for calculating a
reasonable royalty are properly left to the jury, a critical
prerequisite is that the underlying methodology be sound.
Here, it was not, and the district court should have exer-
cised its gatekeeping authority to ensure that only theo-
ries comporting with settled principles of apportionment
were allowed to reach the jury.

Under Weinstein’s first damages theory, he undisput-
edly based his calculations on the entire cost of the 10S
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devices, ranging in value from $199 for the iPod Touch to
$649 for the iPhone 4S. Weinstein used the base price at
which each product was sold, excluding only charges for
additional memory sold separately. He called this the
smallest salable unit. However, when asked whether this
“remove[d] features that aren’t accused in this case,”
Weinstein answered as follows:

To the extent that the products that we’re talking
about here contain additional features, like addi-
tional memory, for instance, that Apple was charg-
ing for, by using the lowest saleable unit, I'm
doing as much as I can to remove payments for
those features . . ..

J.A. 1620 (emphasis added). This testimony confirms that
Weinstein did not even attempt to subtract any other
unpatented elements from the base, which therefore
included various features indisputably not claimed by
VirnetX, e.g., touchscreen, camera, processor, speaker,
and microphone, to name but a few. J.A. 1143-44.

VirnetX defends Weinstein’s approach by insisting
that “software creates the largest share of the product’s
value” for these popular 10S products. Appellee’s Br. 60.
But this misses the point. Whether “viewed as valuable,
important, or even essential,” the patented feature must
be separated. LaserDynamics, 694 F.3d at 68. Weinstein
made no attempt to separate software from hardware,
much less to separate the FaceTime software from other
valuable software components.

Indeed, the record supports Apple’s contention that
Weinstein could have apportioned a smaller per unit
figure for FaceTime; namely, for the use of FaceTime on
Mac computers he used a royalty base of $29—the cost of
the software upgrade. J.A. 1619. And he used an even
lower estimate to represent the patentable contributions
to 10S devices in his application of the Nash Bargaining
Solution, calculating incremental revenues due to
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FaceTime at $15 per 10S device. J.A. 1634-36. The only
reason Weinstein gave for not using the $29 as the base
for other 10S products was that Apple does not actually
charge separately for FaceTime on those devices. J.A.
1673-74. But, as explained above, a patentee’s obligation
to apportion damages only to the patented features does
not end with the identification of the smallest salable unit
if that unit still contains significant unpatented features.3

Thus, VirnetX cannot simply hide behind Apple’s
sales model to avoid the task of apportionment. This
court rejects the excuse that “practical and economic
necessity compelled [the patentee] to base its royalty on
the price of an entire [device].” LaserDynamics, 694 F.3d
at 69. There is no “necessity-based exception to the entire
market value rule.” Id. at 70. On the contrary, a patent-
ee must be reasonable (though may be approximate) when
seeking to identify a patent-practicing unit, tangible or
intangible, with a close relation to the patented feature.

In the end, VirnetX should have identified a patent-
practicing feature with a sufficiently close relation to the
claimed functionality. The law requires patentees to
apportion the royalty down to a reasonable estimate of the
value of its claimed technology, or else establish that its
patented technology drove demand for the entire product.
VirnetX did neither. As we noted in LaserDynamics:

Whether called “product value apportionment” or
anything else, the fact remains that the royalty
was expressly calculated as a percentage of the
entire market value of a [multi-component prod-

3 Because Apple has not challenged it, we offer no
opinion on whether the $29 software upgrade is itself so
closely related to the patented feature that VirnetX may
rely on its entire value in determining the proper royalty
base for the FaceTime feature.
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uct] rather than a patent-practicing [component]
alone. This, by definition, is an application of the
entire market value rule.

Id. at 68. In calculating the royalty base, Weinstein did
not even try to link demand for the accused device to the
patented feature, and failed to apportion value between
the patented features and the vast number of non-
patented features contained in the accused products.
Because Weinstein did not “carefully tie proof of damages
to the claimed invention’s footprint in the market place,”
Uniloc, 632 F.3d at 1317 (quoting Res@Net, 594 F.3d at
869), his testimony on the royalty base under this ap-
proach was inadmissible and should have been excluded.

C. Weinstein’s First Approach: Royalty Rate

In addition to challenging Weinstein’s testimony with
respect to the royalty base, Apple argues that his testi-
mony with respect to the royalty rate should also have
been excluded.

After determining the royalty base, Weinstein applied
a 1% royalty rate, based on six allegedly comparable
licenses, as well as his understanding that VirnetX had a
“policy” of licensing its patents for 1-2%. Apple argues
that the licenses on which Weinstein relied were not
sufficiently comparable to the license that would have
resulted from the hypothetical negotiation. In particular,
Apple points out that two of the licenses predated the
patents-in-suit. Both of those agreements related to
technology leading to the claimed invention, and one
contained a software license in addition to a license for
various patent applications. Apple further complains that
three of the other licenses were entered into in 2012, a full
three years after the date of the “hypothetical negotia-
tion,” set in June 2009. Apple argues that at the time
those licenses were entered into, VirnetX was in a much
better financial position (and therefore a better bargain-
ing position) than it was in 2009. Finally, Apple notes
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that the sixth license covered sixty-eight VirnetX patents,
and was therefore much broader than the license to four
patents Apple would be seeking in the hypothetical nego-
tiation. It also equated to a 0.24% royalty rate, which is
significantly lower than the 1-2% rate Weinstein testified
VirnetX would accept.

We have held that in attempting to establish a rea-
sonable royalty, the “licenses relied on by the patentee in
proving damages [must be] sufficiently comparable to the
hypothetical license at issue in suit.” Lucent, 580 F.3d at
1325. “When relying on licenses to prove a reasonable
royalty, alleging a loose or vague comparability between
different technologies or licenses does not suffice.” La-
serDynamics, 694 F.3d at 79. However, we have never
required identity of circumstances; on the contrary, we
have long acknowledged that “any reasonable royalty
analysis ‘necessarily involves an element of approxima-
tion and uncertainty.” Lucent, 580 F.3d at 1325 (quoting
Unisplay, 69 F.3d at 517). Thus, we have cautioned that
“district courts performing reasonable royalty calculations
[must] exercise vigilance when considering past licenses
to technologies other than the patent in suit,” Res@Net,
594 F.3d at 869, and “must account for differences in the
technologies and economic circumstances of the contract-
ing parties,” Finjan, Inc. v. Secure Computing Corp., 626
F.3d 1197, 1211 (Fed. Cir. 2010).

With those principles in mind, we conclude that the
district court here did not abuse its discretion in permit-
ting Weinstein to rely on the six challenged licenses. To
begin with, four of those licenses did indeed relate to the
actual patents-in-suit, while the others were drawn to
related technology. Moreover, all of the other differences
that Apple complains of were presented to the jury, allow-
ing the jury to fully evaluate the relevance of the licenses.
See J.A. 1600, 1650, 1678-82. No more 1s required in
these circumstances.
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Our case law does not compel a contrary result. In
Res@Net, we faulted the district court for relying on
licenses with “no relationship to the claimed invention,”
nor even a “discernible link to the claimed technology.”
594 F.3d at 870. And in Lucent, we rejected reliance on
licenses from “vastly different situation[s]” or where the
subject matter of certain agreements was not even ascer-
tainable from the evidence presented at trial. 580 F.3d at
1327-28. The licenses in this case—though not immune
from challenge—bear a closer relationship to the hypo-
thetical negotiation that would have occurred.

This case is therefore much more akin to the circum-
stances in Finjan and ActiveVideo Networks, Inc. v. Veri-
zon Communications, Inc., 694 F.3d 1312 (Fed. Cir. 2012).
In Finjan, there were several differences between the
single license relied upon and the hypothetical negotia-
tion, most notably that Finjan did not compete with the
licensee as it did with the defendant in the case, and that
the license involved a lump sum rather than a running
royalty. 626 F.3d at 1212. Nevertheless, we affirmed the
damages award based on that license because “[those]
differences permitted the jury to properly discount the . . .
license.” Id. And in ActiveVideo, the damages expert
relied on two agreements, one of which post-dated the
hypothetical negotiations by two years, did not involve the
patents-in-suit, and did not cover the technologies in the
case, while the other agreement covered both patents and
software services. 694 F.3d at 1333. Nevertheless, we
concluded that the “degree of comparability” of the license
agreements was “[a] factual issue[] best addressed by
cross examination and not by exclusion.” Id. Similarly,
here, though there were undoubtedly differences between
the licenses at issue and the circumstances of the hypo-
thetical negotiation, “[t]he jury was entitled to hear the
expert testimony and decide for itself what to accept or
reject.” i4i Ltd. P’ship v. Microsoft Corp., 598 F.3d 831,
856 (Fed. Cir. 2010), affd 131 S. Ct. 2238 (2011).
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Thus, we do not believe the district court abused its
discretion by permitting Weinstein’s testimony regarding
the proper royalty rate based on these allegedly compara-
ble licenses.

D. Weinstein’s Second and Third Approaches:
Nash Bargaining Solution

Weinstein also offered two other estimates of the
damages attributable to the FaceTime feature. Both of
these estimates relied on the Nash Bargaining Solution.
Weinstein began by determining “incremental or addi-
tional profits that are associated with the use of the
patented technology.” J.A. 1630. Weinstein used two
different methods to estimate the incremental profits
associated with the FaceTime feature. First, he used the
front-facing camera as a proxy for the FaceTime feature,
and calculated the profits that he believed were attribut-
able to the addition of the front-facing camera to certain
Apple products. And second, he relied on customer sur-
veys to assert that 18% of 10S device sales would not have
occurred but for the inclusion of FaceTime, and deter-
mined the profits attributable to those sales.

Having thus purported to determine those profits,
Weinstein then testified about how the parties would split
those incremental profits. To do this, he began with the
assumption that each party would take 50% of the incre-
mental profits, invoking the Nash Bargaining Solution,
and then adjusted that split based on “the relative bar-
gaining power of the two entities.” J.A. 1632.

Apple challenges both steps of Weinstein’s analysis.
First, Apple insists that Weinstein did not adequately
1solate the incremental profits attributable to the patent-
ed technology under either approach. And second, Apple
argues that the invocation of a 50/50 starting point based
on the Nash Bargaining Solution is akin to the “25 per-
cent rule of thumb” that we rejected in Uniloc as being
insufficiently grounded in the specific facts of the case.
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Because we agree with Apple on the second point, we need
not reach the first.

In recent years, numerous district courts have con-
fronted experts’ invocations of the Nash Bargaining
Solution as a model for reasonable royalty damages, with
varying results. Compare Robocast, Inc. v. Microsoft
Corp., No. 10-1055, 2014 WL 350062 (D. Del. Jan. 29,
2014) (excluding expert testimony based on Nash Bar-
gaining Solution because it was not sufficiently tied to the
facts of the case); Dynetix Design Solutions, Inc. v. Synop-
sys, Inc., No. 11-5973, 2013 WL 4538210, at *4-5 (N.D.
Cal. Aug. 22, 2013) (excluding expert testimony on royalty
rate that began from a starting point of a 50/50 split
because the expert’s methodology was “indistinguishable
from 25% rule”); Oracle Am., Inc. v. Google Inc., 798 F.
Supp. 2d 1111, 1119-21 (N.D. Cal. 2011) (excluding
testimony based on Nash Bargaining Solution because it
“would invite a miscarriage of justice by clothing a fifty-
percent assumption in an impenetrable facade of mathe-
matics”) with Mformation Techs., Inc. v. Research in
Motion Ltd., No. 08-4990, 2012 WL 1142537, at *3 n.19
(N.D. Cal. Mar. 29, 2012) (declining to exclude Wein-
stein’s testimony based on Nash Bargaining Solution
because he used it only “as a check” in addition to the
Georgia-Pacific analysis, rather than in lieu of it); Gen-
Probe Inc. v. Becton Dickinson & Co., No. 09-2319, 2012
WL 9335913, at *3 (S.D. Cal. Nov. 26, 2012) (permitting
testimony based on Nash Bargaining Solution because
calculation was sufficiently tied to the facts of the case,
“including the competitive environment and Gen-Probe’s
policy of exploiting its own patents”); Sanofi-Aventis
Deutschland Gmbh v. Glenmark Pharms. Inc., USA, No.
07-5855, 2011 WL 383861, at *12—-13 (D.N.J. Feb. 3, 2011)
(determining that expert’s testimony asserting a 50/50
profit split was based on the specific facts of the case);
Amakua Dev. LLC v. Warner, No. 05-3082, 2007 WL
2028186, at *20 (N.D. IIl. July 10, 2007) (permitting
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reliance on Nash because the “[d]efendants ha[d] not
challenged the reliability of Nash’s theories, and the
assessment of whether the theory persuasively can be
applied in the context of this case is for the jury”).

For the reasons that follow, we agree with the courts
that have rejected invocations of the Nash theorem with-
out sufficiently establishing that the premises of the
theorem actually apply to the facts of the case at hand.
The use here was just such an inappropriate “rule of
thumb.”

Previously, damages experts often relied on the “25
percent rule of thumb” in determining a reasonable
royalty rate in a hypothetical negotiation. That rule
hypothesized that 25% of the value of the infringing
product would remain with the patentee, while the re-
maining 75% would go to the licensee. In Uniloc, howev-
er, we held the “25 percent rule of thumb” to be
inadmissible “because it fails to tie a reasonable royalty
base to the facts of the case at issue.” 632 F.3d at 1315.
In so doing, we noted that the rule did not differentiate
between different industries, technologies, or parties. Id.
at 1317. Rather, it assumed the same 25/75 royalty split
regardless of the size of the patent portfolio in question or
the value of the patented technology. Id. The problem
was that the 25% rule made too crude a generalization
about a vastly more complicated world.

The problem with Weinstein’s use of the Nash Bar-
gaining Solution, though somewhat different, is related,
and just as fatal to the soundness of the testimony. The
Nash theorem arrives at a result that follows from a
certain set of premises. It itself asserts nothing about
what situations in the real world fit those premises.
Anyone seeking to invoke the theorem as applicable to a
particular situation must establish that fit, because the
50/50 profit-split result is proven by the theorem only on
those premises. Weinstein did not do so. This was an
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essential failing in invoking the Solution. Moreover, we
do not believe that the reliability of this methodology is
saved by Weinstein’s attempts to account for the unique
facts of the case in deviating from the 50/50 starting
point. As we noted in Uniloc:

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 funda-
mentally flawed conclusion.

632 F.3d at 1317. Indeed, Weinstein’s thin attempts to
explain his 10% deviation from the 50/50 baseline in this
case demonstrates how this methodology is subject to
abuse. His only testimony on the matter was that alt-
hough he “considered other splits,” he ultimately deter-
mined that a 10% deviation—resulting in a 45/55 split—
was appropriate “to reflect the fact that Apple would have
additional bargaining power over VirnetX back in . . .
2009.” JA. 1708-09. Such conclusory assertions cannot
form the basis of a jury’s verdict. See Gen. Elec. Co. v.
Joiner, 522 U.S. 136, 146 (1997) (noting that where an
expert considers relevant material but fails to provide an
opinion explaining how that material leads to his conclu-
sion, “[a] court may conclude that there is simply too
great an analytical gap between the data and the opinion
proffered”).

More importantly, even if an expert could identify all
of the factors that would cause negotiating parties to
deviate from the 50/50 baseline in a particular case, the
use of this methodology would nevertheless run the
significant risk of inappropriately skewing the jury’s
verdict. This same concern underlies our rule that a
patentee may not balance out an unreasonably high
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royalty base simply by asserting a low enough royalty
rate. See Uniloc, 632 F.3d at 1320. Although the result of
that equation would be mathematically sound if properly
applied by the jury, there is concern that the high royalty
base would cause the jury to deviate upward from the
proper outcome. Id. Thus, in Uniloc, we noted that “[t]he
disclosure that a company has made $19 billion dollars in
revenue from an infringing product cannot help but skew
the damages horizon for the jury, regardless of the contri-
bution of the patented component to this revenue.” Id.
Similarly, here, the use of a 50/50 starting point—itself
unjustified by evidence about the particular facts—
provides a baseline from which juries might hesitate to
stray, even if the evidence supported a radically different
split.

Even the 25% rule had its share of support in the lit-
erature, which had observed that, at least as an anecdotal
matter, a 25% royalty rate was a common starting point—
and not far off from a common end point—of licensing
negotiations across numerous industries. See Uniloc, 632
F.3d at 1313 (citing Robert Goldscheider, John Jarosz and
Carla Mulhern, Use of the 25 Per Cent Rule in Valuing IP,
37 les Nouvelles 123, 132—-33 (Dec. 2002); Stephen A.
Degnan & Corwin Horton, A Survey of Licensed Royalties,
32 les Nouvelles 91, 95 (June 1997)). Nevertheless, we
rejected it, insisting on testimony tied to the particular
facts. The same insistence is vital here.

We note that the Nash Bargaining Solution does offer
at least one noticeable improvement over the 25% rule:
where the 25% rule was applied to the entire profits
associated with the allegedly infringing product, the Nash
theory focuses only on the incremental profits earned by
the infringer from the use of the asserted patents. But
while we commend parties for using a theory that more
appropriately (and narrowly) defines the universe of
profits to be split, the suggestion that those profits be
split on a 50/50 basis—even when adjusted to account for
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certain individual circumstances—is insufficiently tied to
the facts of the case, and cannot be supported.

For each of the reasons stated above, we vacate the
damages award and remand for further proceedings
consistent with this opinion.

AFFIRMED-IN-PART, REVERSED-IN-PART,
VACATED-IN-PART and REMANDED

CosTsS

Each party shall bear its own costs.
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Petitioner Alice Corporation is the assignee of several patents that dis-
close a scheme for mitigating “settlement risk,” i.e., the risk that only
one party to an agreed-upon financial exchange will satisfy its obliga-
tion. In particular, the patent claims are designed to facilitate the
exchange of financial obligations between two parties by using a
computer system as a third-party intermediary. The patents in suit
claim (1) a method for exchanging financial obligations, (2) a comput-
er system configured to carry out the method for exchanging obliga-
tions, and (3) a computer-readable medium containing program code
for performing the method of exchanging obligations.

Respondents (together, CLS Bank), who operate a global network
that facilitates currency transactions, filed suit against petitioner,
arguing that the patent claims at issue are invalid, unenforceable, or
not infringed. Petitioner counterclaimed, alleging infringement. Af-
ter Bilski v. Kappos, 561 U. S. 593, was decided, the District Court
held that all of the claims were ineligible for patent protection under
35 U. S. C. §101 because they are directed to an abstract idea. The
en banc Federal Circuit affirmed.

Held: Because the claims are drawn to a patent-ineligible abstract idea,
they are not patent eligible under §101. Pp. 5-17.

(a) The Court has long held that §101, which defines the subject
matter eligible for patent protection, contains an implicit exception
for ‘““[lJaws of nature, natural phenomena, and abstract ideas.”” As-
sociation for Molecular Pathology v. Myriad Genetics, Inc., 569 U. S.

, . In applying the §101 exception, this Court must distinguish
patents that claim the “‘buildin[g] block[s]’” of human ingenuity,
which are ineligible for patent protection, from those that integrate
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the building blocks into something more, see Mayo Collaborative Ser-
vices v. Prometheus Laboratories, Inc., 566 U.S. ___, _ | thereby
“transform[ing]” them into a patent-eligible invention, id., at __ .
Pp. 5-6.

(b) Using this framework, the Court must first determine whether
the claims at issue are directed to a patent-ineligible concept. 566
U. S, at ___. If so, the Court then asks whether the claim’s elements,
considered both individually and “as an ordered combination,” “trans-
form the nature of the claim” into a patent-eligible application. Id.,
at . Pp.7-17.

(1) The claims at issue are directed to a patent-ineligible concept:
the abstract idea of intermediated settlement. Under “the longstand-
ing rule that ‘[a]n idea of itself is not patentable,”” Gottschalk v. Ben-
son, 409 U. S. 63, 67, this Court has found ineligible patent claims
involving an algorithm for converting binary-coded decimal numerals
into pure binary form, id., at 71-72; a mathematical formula for com-
puting “alarm limits” in a catalytic conversion process, Parker v.
Flook, 437 U. S. 584, 594-595; and, most recently, a method for hedg-
ing against the financial risk of price fluctuations, Bilski, 561 U. S, at
599. It follows from these cases, and Bilski in particular, that the
claims at issue are directed to an abstract idea. On their face, they
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.,
and the use of a third-party intermediary (or “clearing house”) is a
building block of the modern economy. Thus, intermediated settle-
ment, like hedging, is an “abstract idea” beyond §101’s scope. Pp. 7—
10.

(2) Turning to the second step of Mayo’s framework: The method
claims, which merely require generic computer implementation, fail
to transform that abstract idea into a patent-eligible invention.
Pp. 10-16.

(1) “Simply appending conventional steps, specified at a high
level of generality,” to a method already “well known in the art” is not
“enough” to supply the “‘inventive concept’” needed to make this
transformation. Mayo, supra, at ___, ___. The introduction of a com-
puter into the claims does not alter the analysis. Neither stating an
abstract idea “while adding the words ‘apply it,”” Mayo, supra, at __,
nor limiting the use of an abstract idea “ ‘to a particular technological
environment,’” Bilski, supra, at 610-611, is enough for patent eligi-
bility. Stating an abstract idea while adding the words “apply it with
a computer” simply combines those two steps, with the same deficient
result. Wholly generic computer implementation is not generally the
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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, supra, at ___. Pp. 11-14.

(i1) Here, the representative method claim does no more than
simply instruct the practitioner to implement the abstract idea of in-
termediated settlement on a generic computer. Taking the claim el-
ements separately, the function performed by the computer at each
step—creating and maintaining “shadow” accounts, obtaining data,
adjusting account balances, and issuing automated instructions—is
“[p]urely ‘conventional. ’” Mayo, 566 U. S., at ___. Considered “as an
ordered combination,” these computer components “ad[d] nothing . . .
that is not already present when the steps are considered separate-
ly.” Id., at ___. Viewed as a whole, these method claims simply recite
the concept of intermediated settlement as performed by a generic
computer. They do not, for example, purport to improve the function-
ing of the computer itself or effect an improvement in any other tech-
nology or technical field. An instruction to apply the abstract idea of
intermediated settlement using some unspecified, generic computer
is not “enough” to transform the abstract idea into a patent-eligible
invention. Id., at ___ . Pp. 14-16.

(3) Because petitioner’s system and media claims add nothing of
substance to the underlying abstract idea, they too are patent ineligi-
ble under §101. Petitioner conceded below that its media claims rise
or fall with its method claims. And the system claims are no differ-
ent in substance from the method claims. 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 simp-
ly on the draftsman’s art.’” Mayo, supra, at ___. Holding that the
system claims are patent eligible would have exactly that result.
Pp. 16-17.

717 F. 3d 1269, affirmed.
THOMAS, J., delivered the opinion for a unanimous Court. SoO-

TOMAYOR, J., filed a concurring opinion, in which GINSBURG and BREYER,
Jd., joined.
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NOTICE: This opinion is subject to formal revision before publication in the
preliminary print of the United States Reports. Readers are requested to
notify the Reporter of Decisions, Supreme Court of the United States, Wash-
ington, D. C. 20543, of any typographical or other formal errors, in order
that corrections may be made before the preliminary print goes to press.

SUPREME COURT OF THE UNITED STATES

No. 13-298

ALICE CORPORATION PTY. LTD, PETITIONER v. CLS
BANK INTERNATIONAL ET AL.

ON WRIT OF CERTIORARI TO THE UNITED STATES COURT OF
APPEALS FOR THE FEDERAL CIRCUIT

[June 19, 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 that abstract idea into a
patent-eligible invention. We therefore affirm the judg-
ment 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

1The patents at issue are United States Patent Nos. 5,970,479 (the
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shared by the patents, the invention “enabl[es] the man-
agement of risk relating to specified, yet unknown, future
events.” App. 248. The specification further explains that
the “invention relates to methods and apparatus, includ-
ing electrical computers and data processing systems
applied to financial matters and risk management.” Id.,
at 243.

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 facili-
tate the exchange of financial obligations between two
parties by using a computer system as a third-party in-
termediary. Id., at 383-384.2 The intermediary creates
“shadow” credit and debit records (i.e., account ledgers)

’479 patent), 6,912,510, 7,149,720, and 7,725,375.

2The parties agree that claim 33 of the 479 patent is representative
of the method claims. Claim 33 recites:

“A method of exchanging obligations as between parties, each party
holding a credit record and a debit record with an exchange institution,
the credit records and debit records for exchange of predetermined
obligations, the method comprising the steps of:

“(a) creating a shadow credit record and a shadow debit record for
each stakeholder party to be held independently by a supervisory
institution from the exchange institutions;

“(b) obtaining from each exchange institution a start-of-day balance
for each shadow credit record and shadow debit record;

“(c) for every transaction resulting in an exchange obligation, the
supervisory institution adjusting each respective party’s shadow credit
record or shadow debit record, allowing only these transactions that do
not result in the value of the shadow debit record being less than the
value of the shadow credit record at any time, each said adjustment
taking place in chronological order, and

“(d) at the end-of-day, the supervisory institution instructing on[e] of
the exchange institutions to exchange credits or debits to the credit
record and debit record of the respective parties in accordance with the
adjustments of the said permitted transactions, the credits and debits
being irrevocable, time invariant obligations placed on the exchange
institutions.” App. 383-384.
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that mirror the balances in the parties’ real-world ac-
counts at “exchange institutions” (e.g., banks). The inter-
mediary updates the shadow records in real time as trans-
actions are entered, allowing “only those transactions for
which the parties’ updated shadow records indicate suffi-
cient resources to satisfy their mutual obligations.” 717
F. 3d 1269, 1285 (CA Fed. 2013) (Lourie, dJ., concurring).
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 infringe-
ment. 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 ineli-
gible because they are directed to the abstract idea of
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“employing a neutral intermediary to facilitate simultane-
ous exchange of obligations in order to minimize risk.”
768 F. Supp. 2d 221, 252 (DC 2011).

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 Dis-
trict Court in a one-paragraph per curiam opinion. 717
F.3d, at 1273. Seven of the ten participating judges
agreed that petitioner’s method and media claims are
patent ineligible. See id., at 1274 (Lourie, J., concurring);
id., at 1312-1313 (Rader, C.dJ., 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 1273.

Writing for a five-member plurality, Judge Lourie con-
cluded 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 petition-
er'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
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would have held that the system claims are patent eligible
because they involve computer “hardware” that is “specifi-
cally 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 1313-1314. Judge Newman filed an opinion con-
curring 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. Ibid.

We granted certiorari, 571 U.S. __ (2013), and now
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 im-
portant implicit exception: Laws of nature, natural phe-
nomena, and abstract ideas are not patentable.” Associa-
tion 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 exclu-
sionary principle as one of pre-emption. See, e.g., Bilski,
supra, at 611-612 (upholding the patent “would pre-empt
use of this approach in all fields, and would effectively
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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
innovation 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 Pro-
gress 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 ren-
dered 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.
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II1

In Mayo Collaborative Services v. Prometheus Laborato-
ries, Inc., 566 U. S. __ (2012), we set forth a framework
for distinguishing patents that claim laws of nature, natu-
ral 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).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 longstand-
ing rule that ‘[a]n idea of itself is not patentable.”” Ben-
son, supra, at 67 (quoting Rubber-Tip Pencil Co. v. How-
ard, 20 Wall. 498, 507 (1874)); see also Le Roy, supra, at

3Because the approach we made explicit in Mayo considers all claim
elements, both individually and in combination, it is consistent with the
general rule that patent claims “must be considered as a whole.”
Diamond v. Diehr, 450 U. S. 175, 188 (1981); see Parker v. Flook, 437
U. S. 584, 594 (1978) (“Our approach ... is ... not at all inconsistent
with the view that a patent claim must be considered as a whole”).



8 ALICE CORP. v. CLLS BANK INT’LL

Opinion of the Court

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 an 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 pat-
ent 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 partici-
pants that have a counterrisk for the same commodity;
and (3) initiating a series of transactions between those
market participants and the commodity provider to bal-
ance the risk position of the first series of consumer trans-
actions. Id., at 599. Claim 4 “pult] 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.’” 1Ibid. “The
concept of hedging” as recited by the claims in suit was
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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 in-
termediary creates and updates “shadow” records to re-
flect the value of each party’s actual accounts held at
“exchange institutions,” thereby permitting only those
transactions for which the parties have sufficient re-
sources. 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 Mar-
kets, 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, see Brief for Petitioner 4, 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
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that the abstract-ideas category is confined to “preexist-
ing, 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. Al-
though 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 distinc-
tion 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.

B

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 implemen-
tation, fail to transform that abstract idea into a patent-
eligible invention.
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1
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 monopo-
lize 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 [ab-
stract 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 blood-
stream in order to calibrate the appropriate dosage of
thiopurine drugs in the treatment of autoimmune dis-
eases. 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 rela-
tionship 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 “‘in-
ventive 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 exam-
ple, 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 abstract idea,
see supra, at 8, the claim had to supply a “‘new and use-
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ful’” 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 princi-
ple.” Mayo, supra, at ___ (slip op., at 16) (citing Benson,
supra, at 64).

Flook is to the same effect. There, we examined a com-
puterized 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 proposi-
tion 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 equa-
tion, 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 measure-
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ments 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 be-
cause 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 imple-
mentation 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).

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
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a computer is a tangible system (in §101 terms, a “ma-
chine”), 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 determi-
nation of patent eligibility “depend simply on the drafts-
man’s art,” Flook, supra, at 593, thereby eviscerating the
rule that “‘[llaws of nature, natural phenomena, and
abstract ideas are not patentable,” Myriad, 569 U. S., at
__ (slipop., at 11).

2

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 transac-
tions for which the parties have sufficient resources; and
(4) issuing irrevocable end-of-day instructions to the ex-
change institutions to carry out the permitted transac-
tions. 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 in-
structions; in other words, “[tJhe computer is itself the
intermediary.” Ibid. (emphasis deleted).

In light of the foregoing, see supra, at 11-14, the rele-
vant 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.
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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) (internal quotation marks omitted). 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 previ-
ously 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
1s 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 claim “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 “nothing
significantly more” than an instruction to apply the ab-
stract 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
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transform an abstract idea into a patent-eligible invention.
Id., at ___ (slip op., at 8).

C

Petitioner’s claims to a computer system and a computer-
readable medium fail for substantially the same rea-
sons. 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 control-
ler” 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 calcu-
lation, storage, and transmission functions required by the
method claims. See 717 F. 3d, at 1290 (Lourie, J., concur-
ring). 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 “warnfed] ... 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
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‘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 noth-
ing of substance to the underlying abstract idea, we hold
that they too are patent ineligible under §101.

* * *

For the foregoing reasons, the judgment of the Court of
Appeals for the Federal Circuit is affirmed.

It is so ordered.
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No. 13-298

ALICE CORPORATION PTY. LTD, PETITIONER v. CLS
BANK INTERNATIONAL ET AL.

ON WRIT OF CERTIORARI TO THE UNITED STATES COURT OF
APPEALS FOR THE FEDERAL CIRCUIT

[June 19, 2014]

JUSTICE SOTOMAYOR, with whom JUSTICE GINSBURG
and JUSTICE BREYER join, concurring.

I adhere to the view that any “claim that merely de-
scribes a method of doing business does not qualify as a
‘process’ under §101.” Bilski v. Kappos, 561 U. S. 593, 614
(2010) (Stevens, dJ., concurring in judgment); see also In re
Bilski, 545 F. 3d 943, 972 (CA Fed. 2008) (Dyk, J., concur-
ring) (“There is no suggestion in any of th[e] early [Eng-
lish] consideration of process patents that processes for
organizing human activity were or ever had been patent-
able”). As in Bilski, however, I further believe that the
method claims at issue are drawn to an abstract idea. Cf.
561 U. S., at 619 (opinion of Stevens, J.). I therefore join
the opinion of the Court.
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History is filled with examples of successful inventors who did not develop
products based on the technologies they patented. For example, Elias
Howe patented a key component of the sewing machine—a mechanism
for making a lockstitch—but it was Isaac Singer who most successfully
brought these machines into the homes of thousands of Americans by
obtaining crucial patents of his own and paying Howe and other inventors
to license the technology described in their patents.” In the United States,
the party that owns a patent—the patent owner—is not required to put
the patent to use in order to profit from it; he can also license others to
use it.2 In some instances, patent owners may need to actively assert
their patents in an adversarial context if another firm’s product infringes
their patents.® For example, Singer initially refused to obtain a license to
Howe’s patent, but when Howe sued Singer for infringing his patent, the
two parties ultimately entered a licensing agreement.*

A patent is an exclusive right granted for a fixed period of time to someone who invents
or discovers (1) a new and useful process, machine, manufacture, or composition of
matter or (2) any new and useful improvement of such items.

2In this report, when we use the term “patent owner,” it includes the real party in interest
when that party is not the patent owner. A real party in interest may be, among other
things, an entity that has a legal right to enforce the patent, such as a parent entity or
exclusive licensee.

3Anyone who makes, sells, offers to sell, uses, or imports the patented invention during
the term of the patent without the patent owner’s permission infringes the patent. Patent
infringement is a strict liability offense—the alleged infringer’s intent to copy or act of
copying the patented invention are not relevant to the outcome of an infringement
lawsuit—so an individual who independently develops an invention that falls within the
scope of a patent may infringe the patent. A patent owner can grant permission to use a
patented invention by licensing others to use, make, sell, or import the patented invention.
Patent owners can also transfer title to their patents by assigning their patent rights to
others.

4For more information on the dispute between Howe and Singer, see: Adam Mossof, The
Rise and Fall of the First American Patent Thicket: The Sewing Machine War of the
1850s, 53 Ariz. L. Rev.165 (2011). See also Ryan L. Lampe & Petra Moser, Do Patent
Pools Encourage Innovation? Evidence from the 19th-Century Sewing Machine Industry,
NBER Working Paper No. 15061 (June 2009).
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According to economists who have studied these issues, the U.S. patent
system—authorized by the U.S. Constitution—aims to promote innovation
by making it more profitable.® For example, a patent owner can generally
exclude others from making, using, selling, or importing the patented
technology for 20 years from the date on which the application for the
patent was filed. By restricting competition, patents can allow their owners
to earn greater profits on their patented technologies than they could earn
if these technologies could be imitated freely. Due to the exclusive rights
provided by patents, patents can help their owners recoup the costs of
the research and development (R&D) of new technologies. On the other
hand, any limiting effects on competition caused by the exclusive nature
of patents may result in higher prices for products having patented
technologies. The patent system, therefore, gives rise to complex trade-
offs involving innovation and competition. These trade-offs can be
affected by decisions made by the United States Patent and Trademark
Office (PTO), which issues patents; the federal courts, which decide
patent infringement lawsuits; and the International Trade Commission
(ITC), which can order imports that infringe U.S. patents to be excluded
from entering the country.

In addition to individual inventors who may choose not to develop
products based on their patents, there are other types of “nonpracticing”
patent owners, or nonpracticing entities (NPE). For example, some
universities are NPEs, as they develop technologies in campus
laboratories, and rather than producing and selling products that
incorporate these technologies, they license their patents on these
technologies to companies who use them in their products. In addition,
some private firms are NPEs as they specialize in R&D, and rather than
selling products, they license the patents for those products to fund
further research. Some NPEs simply buy patents from others for the
purpose of asserting them for profit; these NPEs are known as patent
monetization entities (PME).® Other PMEs include companies that
produced products at one time and still own patents on the technologies

5The Constitution grants to Congress the power “[tJo promote the Progress of Science and
useful Arts, by securing for limited Times to Authors and Inventors the exclusive Right to
their respective Writings and Discoveries.” U.S. Const., art. |, § 8, cl. 8.

5The Federal Trade Commission uses the related term “patent assertion entities” to focus
on entities whose business model solely focuses on asserting typically purchased patents.
As such, the PME term also encompasses entities that might use third-party NPEs to
assert patents for them.
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for those products. Experts agree that NPEs have a variety of business
models, which makes it difficult to fit them neatly into any one of these
categories. For example, even companies that produce products related
to their patents—known as practicing patent owners, or operating
companies—sometimes assert patents that they own but that are not
related to the products they produce, which further complicates defining
an NPE.

Some legal commentators, technology companies, the Federal Trade
Commission (FTC),” and Congress, among others, have raised concerns
that patent infringement litigation by NPEs is increasing and that this
litigation, in some cases, has imposed high costs on firms that are
actually developing and manufacturing products, especially in the
software and technology sectors. Among the concerns of some
technology companies and legal commentators is that because NPEs
generally face lower litigation costs than those they are accusing of
infringement, NPEs are likely to use the threat of imposing these costs as
leverage in seeking infringement compensation.® These technology
companies and legal commentators also have noted that NPEs often
claim that their patent covers an entire technology when in fact it may
cover just a small improvement in an existing technology, and that it can
be difficult for judges and juries to determine the patent’s scope when
complex technologies are involved.

The Leahy-Smith America Invents Act (AlA), signed into law September
16, 2011, made several significant changes to the U.S. patent system.
Section 34 of the AIA® mandates that GAO conduct a study on the

"FTC’s mission includes prevention of and enforcement against anticompetitive, unfair, or
deceptive business practices including, potentially, patent assertion activities.

8This is not unique to patent infringement litigation. As discussed later in the report, in civil
lawsuits, the parties must exchange certain information relevant to the litigation, a process
known as discovery. Discovery costs in complex litigation, including patent infringement
litigation, can run into the millions of dollars. Because NPEs do not make products, they
generally have less information to disclose and thus have lower discovery costs. They
also cannot be countersued for patent infringement. This asymmetry in litigation costs
(which exists in other types of complex litigation) can give NPEs leverage in seeking
financial compensation from operating companies.

9Pub. L. No.112-29 § 34 (2011).
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consequences of patent litigation by NPEs.'® Our objectives in conducting
this study were to determine: (1) what is known about the volume and
characteristics of recent patent litigation activity; (2) the views of
stakeholders knowledgeable in patent litigation on what is known about
the key factors that have contributed to recent patent litigation; (3) what
developments in the judicial system may affect patent litigation; and (4)
what actions, if any, has PTO recently taken that may affect patent
litigation in the future.

To address all four objectives, we reviewed relevant laws, including the
AlA, and interviewed officials from PTO, FTC, ITC, and 44 stakeholders
knowledgeable about patent litigation. These included representatives
from companies and industry groups that were recently sued for patent
infringement, PMEs, judges, various legal commentators (including law
professors and patent litigators representing operating companies and
PMEs), economists, representatives from research universities that
license patents, patent brokers who help others buy and sell patents,
venture capitalists, and individual inventors."" To describe what is known
about the volume and characteristics of recent patent litigation activity for
2007 to 2011, we analyzed patent infringement litigation data from Lex
Machina, a firm that collects and analyzes data on patent litigation. Lex
Machina provided data for all patent infringement lawsuits filed in federal
district court from 2000 to 2011. From these data, Lex Machina selected a
random, generalizable sample of 500 lawsuits (100 per year from 2007 to
2011), which allows us to estimate percentages with a margin of error of

0As noted in a September 7, 2011, letter from the Comptroller General to the chairs and
ranking members of the congressional committees with jurisdiction over patents, the bill
being considered at that time would have required a GAO study involving several
questions for which reliable data were not available or could not be obtained. The bill was
enacted without change, but the Chair of the Senate Judiciary Committee, responding to
these concerns, stated that GAO should note data and methodology limitations in its
report prepared in response to the mandate. 157 CONG. REC. S 5402, S5441 (daily ed.
Sept. 8, 2011) (statement of Sen. Leahy). Consequently, we developed report objectives
consistent with these limitations, and we have noted specific data limitations in appendix |
and throughout this report, as appropriate.

"We identified some of these stakeholders from patent infringement litigation data from
2000 through 2011 that we reviewed. Representatives of companies and PMEs we talked
with had regularly been sued or had regularly sued others over the past decade. Other
stakeholders we identified through our review of academic literature on patent litigation
and the patent system and were knowledgeable in the issues we were asked to study.
Because stakeholders varied in their expertise with various topics, not every stakeholder
provided an opinion on every topic.
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no more than plus or minus 5 percentage points over all these years and
no more than plus or minus 10 percentage points for any particular year.'?
Lex Machina used a variety of characteristics from court records, U.S.
Securities and Exchange Commission (SEC) filings, and corporate
websites to categorize litigants, including as an operating company or
likely operating company, PME or likely PME, university, or an individual
or trust.”™ A limitation of this categorization is that litigants were not
contacted to verify their identity, so there is some uncertainty about the
accuracy of the category in which Lex Machina placed them. We also
obtained patent infringement data from RPX, another firm that collects
data on patent infringement lawsuits, in an effort to verify Lex Machina’s
litigant categorizations.™ Also to describe what is known about the
volume and characteristics of recent patent litigation activity, we reported
data collected by the American Intellectual Property Law Association

°This sample allowed us to draw conclusions about the broader population of patent
infringement lawsuits for each of these years and is therefore generalizable to all patent
infringement lawsuits filed in federal district court from 2007 to 2011. However, as noted,
estimates from the Lex Machina sample are subject to a 5 percent margin of error. This
means that an estimate of 50 percent, for example, based on all years of data, would have
a 95 percent confidence interval of between 45 percent and 55 percent. The margin of
error is 10 percent when looking at individual years, which means that an estimate of 50
percent, for example, looking at an individual year, would have a 95 percent confidence
interval of between 40 percent and 60 percent. Because Lex Machina followed a
probability procedure based on random selections, the sample is only one of a large
number of samples that might have been drawn. Since each sample could have provided
different estimates, we express our confidence in the precision of our particular sample’s
results as a 95 percent confidence interval. This is the interval that would contain the
actual population value for 95 percent of the samples that could have been drawn. Unless
otherwise noted, the margin of error associated with the confidence intervals of our survey
estimates is no more than plus or minus 10 percentage points at the 95 percent level of
confidence.

3Definitions of these categories are discussed below and detailed in appendix I. We
found that it was difficult to reliably identify the type of NPEs through analysis of data from
court records because, among other things, firms do not identify themselves as such in
these records. Lex Machina did not include patent owners that primarily seek to develop
and transfer technology, such as universities and research firms, as PMEs. See appendix
| for more detail on Lex Machina’s categorizations and our review of them.

14RPX also purchases patents itself, to prevent them from being asserted against its
members. RPX provided us with summary data on the number of patent infringement
lawsuits filed in federal district court since January 2005. RPX’s data identified NPEs and
other types of plaintiffs in these lawsuits by using a variety of factors, such as whether
there was evidence that an entity sells or develops products. RPX representatives said
that they used professional judgment to some extent in making these determinations. We
were not able to fully assess the reliability of the judgments RPX used in making these
classifications.
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(AIPLA) on the costs of patent litigation.'™ We also reviewed academic
literature on patent litigation and the patent system in general and
assessed the methodology of the studies we reported on for soundness.
To assess the reliability of data from Lex Machina, we met with Lex
Machina staff, examined documentation, and tested and reviewed the
data provided for completeness and accuracy. To assess the reliability of
data from PTO, AIPLA, and RPX, we conducted interviews and reviewed
relevant methodology documentation. We found these data to be
sufficiently reliable for purposes of this report.

In addition to the steps we took to address all four objectives, in order to
describe views of stakeholders on what is known about the key factors
that contribute to recent patent litigation trends, we reviewed academic
literature on the patent and judicial systems and the benefits and costs of
patent assertion, including economic and legal studies. To describe
developments in the judicial system that may affect patent litigation, we
interviewed officials and judges from the U.S. District Courts for the
District of Delaware and for the Eastern District of Texas. We selected
these district courts because they had high levels of patent infringement
lawsuits according to Lex Machina data. We also interviewed judges with
the U.S. Court of Appeals for the Federal Circuit (Federal Circuit) in
Washington, D.C., which hears appeals of patent cases decided in
federal district courts, as well as officials from the Administrative Office of
the U.S. Courts (AOUSC) and the Federal Judicial Center—organizations
that provide broad administrative, legal, and technological services and
support to the judicial branch. We also reviewed documents and data
from the courts, as well as economic and legal studies. To describe what
actions, if any, PTO has recently taken that may affect patent litigation in
the future, we conducted interviews with officials from PTO and reviewed
documents and data from the agency, as well as economic and legal
studies. Appendix | provides more details on our scope and methodology.

We conducted this performance audit from November 2011 to August
2013 in accordance with generally accepted government auditing
standards. Those standards require that we plan and perform the audit to

TSAIPLA is a national, voluntary bar association constituted primarily of patent lawyers in
private and corporate practice, in government service, and in the academic community.
See AIPLA, Report of the Economic Survey 2011 (Arlington, Va.: July 2011). AIPLA
surveyed its members during 2011 and asked them to estimate legal costs for typical
patent infringement cases. AIPLA’s findings are based on an 18 percent response rate.
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Background

obtain sufficient, appropriate evidence to provide a reasonable basis for
our findings and conclusions based on our audit objectives. We believe
that the evidence obtained provides a reasonable basis for our findings
and conclusions based on our audit objectives.

When PTO receives a patent application, it assigns it to a team of patent
examiners with relevant technology expertise. PTO does not begin
examining patent applications upon receiving them and PTO’s data
shows that, as of June 2013, the average time between filing and an
examiner’s initial decision on the application was about 18 months.® On
average, it takes 30 months for PTO to issue a patent once an application
is submitted.

The focus of patent examination is determining whether the patent
application satisfies the statutory requirements for a patent, including: (1)
novelty, (2) nonobviousness, (3) utility, and (4) patentable subject
matter.'” Generally, other patents, publications, and publicly disclosed but
unpatented inventions that pre-date the patent application’s filing date are
known as prior art. During patent examination, the examiner, among other
things, compares an application’s claims to the prior art to determine
whether the claimed invention is novel and nonobvious.'® The examiner
then decides to reject or grant the claims in the application and deny the
application or grant a patent.

U.S. patents include the specification and the claims:

8pTO’s data show that the current inventory of new applications that have not yet
received an initial decision was around 600,000 applications. PTO refers to these initial
decisions as a “first action on the merits.”

"To be patentable subject matter, the invention must be a (1) process; (2) machine; (3)
manufacture; (4) composition of matter; or (5) improvement of a process, machine,
manufacture, or composition of matter. To be nonobvious, the claimed invention’s
improvements to the prior art must be more than the predictable use of prior art elements
according to their established functions. Specifically, at the time of the invention, the
differences between the scope and content of claimed invention and the prior art cannot
render the claimed invention as a whole obvious to a person having ordinary skill in the
art.

18During the patent examination, the applicant and the examiner communicate about the
application, including aspects that might be deficient. For example, the examiner may
inform the applicant that one of the claims is not novel because of prior art, and the
applicant might revise the claim to distinguish it from the prior art the examiner found.
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« The specification is a written description of the invention that, among
other things, sufficiently discloses the invention and the manner and
process of making and using it. The specification must be written in
full, clear, concise, and exact terms so as to enable any person skilled
in the art to make and use the invention. As an example, an excerpt
from the specification for a cardboard coffee cup and insulator
invention describes “corrugated containers and container holders
which can be made from existing cellulosic materials, such as paper.”

« The claims define the scope of the invention for which protection is
granted and must be definite. There are often a dozen or more claims
per patent, and they can often be difficult for a layperson to
understand, according to legal commentators. For example, one claim
for the cardboard coffee cup insulator begins by referring to “a
recyclable, insulating beverage container holder, comprising a
corrugated tubular member comprising cellulosic material and at least
a first opening therein for receiving and retaining a beverage
container.” A patent’s claims can be written broadly or be more
narrowly defined, according to legal commentators, and applicants
can change the wording of claims—which can affect their scope—
during examination based on examiner feedback. Patents are a
property right and—like land—their claims define their boundaries.
When a property right is not clearly defined, it can lead to boundary
disputes, although to some extent uncertainty is inherent.
Consequently, legal commentators define high-quality patents as
those whose claims clearly define and provide clear notice of their
boundaries.

Once issued by PTO, a patent is presumed to be valid. However, the
patentability of its claims can be challenged in administrative proceedings
before PTO or its Patent Trial and Appeal Board and its validity can be
challenged in federal court. For example, the AIA established three new
administrative proceedings for entities to challenge the patentability of a
patent’s claims:

« Inter partes review.'® This proceeding allows anyone who is not the
patent owner to request review of an issued patent by presenting prior
art to PTO—either patents or other publications—to challenge the
claimed invention’s patentability as obvious or not novel. This review
proceeding became available on September 16, 2012, 1 year after the
enactment of the AIA, but entities cannot request this review until the

lnter partes is Latin for “between the parties.”
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later of (1) 9 months after a patent is granted or (2) completion of
post-grant review, if such a proceeding is held.

o Post-grant review. This proceeding allows anyone who is not the
patent owner to request a review of an issued patent that challenges
at least one of the claims’ patentability in more circumstances than
inter partes review—such as the invention not being useful—and not
solely based on prior art. This proceeding is available for patents
issued from patent applications with a filing date of March 16, 2013, or
later and requests must be filed within 9 months of the patent’s
issuance.

« Transitional program for covered business method patents. 2° This
proceeding allows anyone who is sued or charged with infringing a
covered business method patent to request a review of the patent to
challenge a claim’s patentability in generally the same circumstances
as post-grant review. This review proceeding became available on
September 16, 2012, and requests must be filed within 9 months of
the patent’s issuance.

In addition, a patent’s validity can be challenged in the 94 federal district
courts throughout the country by, for example, presenting additional prior
art that PTO may have been unaware of when it granted the patent.
Challenges to a patent’s validity are often brought by an accused infringer
who has been sued for infringing the patent.?' Patent owners can bring
infringement lawsuits against anyone who uses, makes, sells, offers to
sell, or imports the patented invention without authorization because a
patent is a right to exclude others from practicing the invention. Exactly
what a patent covers and whether another product infringes the patent’s
claims are rarely easy questions to resolve in litigation, according to legal
commentators. As noted, appeals of district court decisions in
infringement cases are heard in the U.S. Court of Appeals for the Federal
Circuit in Washington D.C.

20A covered business method patent is a patent that claims a method or corresponding
apparatus for performing data processing or other operations used in the practice,
administration, or management of a financial product or service but does not include
patents for technological inventions. This transitional program is subject to a sunset
provision that will repeal the program on September 16, 2020.

21n patent infringement lawsuits, the accused infringer often challenges the patent’s
validity as an “affirmative defense,” meaning that even if the infringement allegations are
true, the would-be infringer is not liable because the patent is invalid. A party accused of
infringement can also file a lawsuit to obtain a court decision on whether they are
infringing or whether the patent is valid, which is known as a declaratory judgment action.

Page 9 GAO-13-465 Patent Litigation



If a patent infringement lawsuit is not dismissed in the initial stages, it
proceeds to discovery (a process that exists in all federal civil litigation)
and claim construction. Discovery requires the accused infringer to
produce documents or other information that shows, among other things,
how the allegedly infringing product is made and operates to help the
patent owner establish infringement. Similarly, the patent owner must
produce documents or other information that the accused infringer can
use to challenge the patent’s validity, among other things. However,
parties that do not offer products or services using the patents at issue
often have far fewer documents to disclose—because they do not have
any documents related to their products or services—than patent owners
or accused infringers who do offer products or services.??

With this information the patent owner specifies which patent claims
allegedly are infringed and the alleged infringer responds by explaining
why the allegedly infringing product is not covered by the patent’s claims.
This identifies the patent claims the court needs to interpret. Known as
claim construction, this is a fundamental issue in patent cases, and each
party tries to persuade the court to interpret the patent claims in its favor.
The court has broad discretion in how it goes about this process, which
can involve a hearing with testimony from witnesses, according to legal
commentators.?® In addition, if the patent’s validity is being challenged,
the alleged infringer specifies why the patent allegedly is not valid,
including any prior art.

Once the judge interprets the claims, the claims are then applied to the
allegedly infringing product, to determine infringement, and to the prior
art, to determine the patent’s validity if it is challenged. If the patent is
found to be both valid and infringed, the court can award the patent owner
monetary damages, issue an injunction to prohibit further infringement, or
both. The court is required to award damages adequate to compensate

22 As noted, asymmetrical discovery demands, burdens, and costs are not unique to NPE
patent infringement litigation. For example, parties in class actions and antitrust litigation
typically face the same asymmetry. See, e.g., Thorogood v. Sears, Roebuck & Co., 624
F.3d 842, 849-50 (7th Cir. 2010) (class action discovery); Bell Atlantic Corp. v. Twombly,
550 U.S. 544, 558-559 (2007) (antitrust discovery).

2This hearing is often referred to as a Markman hearing after the Supreme Court’s
decision in Markman v. Westview Instruments, Inc., 517 U.S. 370 (1996).
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for the infringement that are at least what a reasonable royalty would be
for the use made of the invention by the infringer.?*

In addition to being enforced in the federal courts, patents can also be
enforced at ITC, which handles investigations into allegations of certain
unfair practices in import trade. Specifically, certain patent owners can file
a complaint with ITC if imported goods infringe their patent or are made
by a process covered by the patent’s claims.?® If ITC determines after an
investigation that an imported good infringes a patent, the agency can
issue an exclusion order barring the products at issue from entry into the
United States, which the President can disapprove for policy reasons. ITC
decisions can be appealed to the U.S. Court of Appeals for the Federal
Circuit. Legal commentators have reported that a 2006 Supreme Court
decision led to increased complaints alleging imported goods infringed
U.S. patents being filed with ITC, and recent ITC data show that the
number of investigations instituted by ITC increased from 32 in 2006 to 37
in 2012.%

According to PTO data, applications for all types of patents have
increased in recent years, and patents granted for software-related
technologies have seen dramatic increases over the past 2 decades (see

%The judge has the authority to increase damages up to three times the amount initially
awarded, called treble damages, for cases of willful infringement. In “exceptional cases”
the court is authorized to award the prevailing party reasonable attorney fees.

251 order for ITC to have jurisdiction to hear the complaint, there must be an industry in
the United States in existence or in the process of being established that relates to the
articles protected by the patent concerned. An industry in the United States is considered
to exist if there is in the country, with respect to the articles protected by the patent: (1) a
significant investment in plant and equipment; (2) significant employment of labor or
capital; or (3) substantial investment in its exploitation, including engineering, research
and development, or licensing. This is known as the domestic industry requirement.

25prior to this 2006 Supreme Court case, the Federal Circuit’s general rule was for district
court judges to issue injunctions in patent cases once validity and infringement had been
determined except in unusual cases under exceptional circumstances and in rare
instances to protect public interest. In the 2006 eBay decision, the Supreme Court ruled
that district courts should not assume an injunction was automatically needed in patent
infringement cases and instead should use the same test used in other cases to
determine whether to award the plaintiff an injunction. eBay, Inc. v. MercExchange, L.L.C.,
547 U.S. 388 (2006). According to several legal commentators we spoke with, this
decision has generally made it more difficult for NPEs to obtain injunctions in the courts
and has led them to pursue exclusion orders at ITC—although there may have been other
reasons for the increase in filings, including the relative speed of proceedings at ITC.
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fig. 1).2” Software-related patents occur in a variety of technologies
containing at least some element of software, and cover things like
sending messages or conducting business over the Internet (e.g. e-
commerce). Patents related to software can, but do not generally, detail
computer software programming code in the specification, but often
provide a more general description of the invention, which can be
programmed in a variety of ways.

Figure 1: Number of Software-Related Patents Granted per Year by PTO, 1991 to
2011
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Source: GAO analysis of United States Patent and Trademark Office data.

Note: Software-related patents include a number of patent classes that are most likely to include
patents with software-related claims, and this includes business method patents.

According to legal commentators, the number of software-related patents
grew as computers were integrated into a greater expanse of everyday

27AIthough PTO does not have a specific “software-related” patent class, we combined a
number of entire patent classes that PTO economists have said are most likely to include
patents with software-related claims, and this includes business method patents. For the
list of these classes, see S. Graham, , and S. Vishnubhakat, Of Smart Phone Wars and
Software Patents, Journal of Economic Perspectives, v. 27 no.1 (2013), pp. 67-86.
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products. By 2011 patents related to software made up more than half of
all issued patents. Software was not always patentable, and Supreme
Court decisions in the 1970s found mathematical formulas used by
computers were not patentable subject matter.?®¢ However, a 1981
Supreme Court decision overturned PTO’s denial of a patent application
for a mathematical formula and a programmed digital computer because,
as a process, it was patentable subject matter.2° Subsequently, in 1998,
the Federal Circuit ruled that a mathematical formula in the form of a
computer program is patentable if it is applied in a useful way.*°
According to PTO officials, the agency interpreted these cases as limiting
their ability to reject patent applications for computer processes. Legal
commentators also said that after these decisions, particularly the 1998
Federal Circuit decision, software-related patenting grew as many
technology companies made the conscious effort to generate more
patents for offensive or defensive purposes—that is, to use them to sue
or countersue competitors in infringement lawsuits, rather than use them
to recoup R&D costs. As recently as 2010, the Supreme Court has noted
that the patent statute acknowledges that business methods are
patentable subject matter.®"

2Gottschalk v. Benson, 409 U.S. 63 (1972) (finding a mathematical formula that had no
substantial practical application except in connection with a digital computer was not
patentable because it is like a law of nature, which cannot be the subject of a patent);
Parker v. Flook, 437 U.S. 584 (1978) (finding a method for updating alarm limits through
computerized calculations was not patentable because the alarm limit is a number and the
patent application was for a formula to compute it).

2Diamond v. Diehr, 450 U.S. 175 (1981) (finding a patent claim containing a
mathematical formula that 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, to be patentable).

30state Street Bank & Trust Co. v. Signature Financial Group, Inc., 149 F.3d 1368 (Fed.
Cir. 1998).

31Bilski v. Kappos, __U.S.__, 130 S. Ct. 3218 (2010).
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Number of Patent
Infringement Lawsuits
Increased
Significantly in 2011
and the Number of
Defendants Increased
between 2007 and
2011

From 2000 to 2010, the number of patent infringement lawsuits fluctuated
slightly, and from 2010 to 2011, the number increased about 31 percent.
Our more detailed analysis of a generalizable sample of 500 lawsuits
estimates that the overall number of defendants in these cases increased
from 2007 to 2011 by about 129 percent over the 5-year period. This
analysis also shows that operating companies brought most of these
lawsuits and that lawsuits involving software-related patents accounted
for about 89 percent of the increase in defendants during this period.
Some stakeholders we interviewed said that they experienced a
substantial amount of patent assertion without firms ever filing lawsuits
against them.

Number of Patent
Infringement Lawsuits
Fluctuated Slightly before
Increasing in 2011, but
Number of Defendants
Increased from 2007 to
2011

From 2000 to 2011, about 29,000 patent infringement lawsuits were filed
in U.S. district courts. The number of these lawsuits fluctuated slightly
until 2011, when there was a 31 percent increase (see fig. 2).

Figure 2: Patent Infringement Lawsuits, 2000 to 2011
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Source: GAO analysis of Lex Machina data.

Specifically, about 900 more lawsuits were filed in 2011 than the average
number of lawsuits filed in each of the previous years. Some stakeholders
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we interviewed generally attributed the increase in 2011 to patent owners’
anticipation of the passage of AIA, which restricts the number of accused
infringers who can be joined in a single lawsuit.*? Prior to the enactment
of AlA, plaintiffs could sue numerous defendants in a single lawsuit. AIA
restricts this practice by prohibiting joining unrelated defendants into a
single lawsuit based solely on allegations that they have infringed the
same patent. According to the legislative history of AIA, this provision was
designed to address problems created by plaintiffs joining defendants,
sometimes numbering in the dozens.* As a result, some stakeholders we
interviewed generally agreed that the increase in 2011 was due to the fact
that plaintiffs had to file more lawsuits at the end of 2011 after AlA’s
enactment in order to sue the same number of defendants or anticipated
this change and rushed to file lawsuits against multiple defendants before
it was enacted. In addition, our analysis of a generalizable sample of data
from 2007 through 2011 estimates that the number of overall defendants
in patent infringement suits increased by about 129 percent over the 5-
year period (see fig. 3).

32pyb. L. No. 112-29, § 19(d)(1) (2011). Specifically, accused infringers may be joined, or
have their actions consolidated for trial, only if (1) questions of fact common to all will arise
in the action; and (2) any right to relief is asserted against the parties jointly and severally
or with respect to or arising out of the same transaction, occurrence, or series of
transactions or occurrences relating to the same accused product or process. AlA Section
19(d)(1), however, allows an accused infringer to waive these restrictions.

334, Rep. No. 112-98, at 54 (2011).
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|
Figure 3: Estimated Number of Defendants in Patent Infringement Lawsuits, 2007 to
2011

Note: Defendant estimates are representative of all patent infringement lawsuits and error bars
display 95 percent confidence intervals.

Representatives of several operating companies that we interviewed said
they are being sued more often since the mid-2000s. For example, one
former official at a large technology company told us that, in 2002, the
company was a defendant in five patent infringement lawsuits, but in
2011, it was a defendant in more than 50. However, a few legal
commentators we interviewed said that such increases are common
during periods of rapid technological change—new industries lead to
more patents and the number of patent infringement lawsuits also
increases because there are more patents to be enforced. Similarly, one
researcher working on these issues told us that, historically, major
technological developments—such as the development of automobiles,
airplanes, and radio—have also led to temporary, dramatic increases in
patent infringement lawsuits.
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