The Patent Reform Act of 2005:  
A Major Change in the Rules May Be Coming

By:  Thomas C. Carey

If the Patent Reform Act of 2005 is enacted, the cost, risk and reward profiles of patents will be dramatically altered.  Thus, professional investors will want to consider the potential implications of this legislation before funding a company that relies heavily on patent protection.  The following article identifies the most dramatic provisions in the bill and suggests some implications for the investment community.  
The Status of the Bill

This legislation, H.R. 2795, was introduced into the House of Representatives by Rep. Lamar Smith (R. Tex) and was referred to the House Judiciary Committee, and from there to the House Subcommittee on Courts, the Internet and Intellectual Property, which Rep. Smith chairs.  The subcommittee held hearings on the bill in September 2005.  Since then this bill has taken a back seat to other more pressing business of the Judiciary Committee.  Nonetheless, it is the result of substantial effort and is likely to bubble to the surface later this year.  A recently introduced Senate Bill endorsed some of the same principles as are expressed in H.R. 2795.  Substantial changes to the bill are likely if it to be enacted, so stay tuned.
What the Bill Would Do

The legislation aims to reduce uncertainty associated with patents by strengthening the patent review process at the PTO and reducing the number of issues that can be litigated.  The legislation also seeks to bring the US patent law into better alignment with international patent standards.  To achieve these goals, the legislation would:
· Eliminate the “best mode” requirement for patent applications
· Adopt a “first to file” standard, rather than the current “first to invent” standard

· Make it more difficult to obtain treble damages for willful infringement

· Where the patented item is one part of a combined product, instruct courts to consider the portion of the profits that are properly attributable to the infringing component in assessing infringement damages
· Make injunctions more difficult to obtain
· Greatly expand the rights of competitors to challenge the validity of patents
· Narrow the definition of prior art

· Permit competitors to submit prior art to the PTO within 6 months after publication of the application

· Require publication of applications within 18 months of filing, even if no foreign protection is being sought

The foregoing list is abbreviated and simplified, but it covers most of the major changes.  How would these changes affect the perspective of the professional investor?

When to Invest

If capital is being sought by a company for which patent protection is key, the pendancy of a patent application may not be as valuable as it once was.  Under current law, if the PTO can be persuaded to issue a patent, it is thereafter imbued with a presumption of validity that can be overcome in court only by clear and convincing evidence. Furthermore, the initiative rests entirely with the patent holder.  If the patentee refrains from asserting its rights, potential infringers have little or no ability to seek a court ruling that absolves them of potential liability.  

Under the proposed law, competitors will have at least two new ways to make life more difficult for the patentee.  First, they may submit prior art to the PTO within 6 months after publication of the application.  Second, they may commence an opposition proceeding at the PTO to challenge a patent, provided that they do so within 9 months of the issuance of the patent.  In the opposition proceeding, the standard of proof would be  a preponderance of the evidence, not the “clear and convincing” standard now in effect.  
Opposition proceedings are currently allowed in Europe, where about 8% of applications are opposed.  It seems likely that the more potentially valuable an application is, the more likely it is to be opposed.  Thus, under the new legislation, the first 9 months of a patent’s life would be fraught with danger.  A very exciting patent application in a crowded space will be likely to draw opposition, which can be expensive to defend.  Investors may wish to consider the risk of such a proceeding in deciding when and whether to invest.  
Simplification – Does it Really Work?
While the legislation may cause newly minted patents to run a gauntlet of novel challenges, it will also reduce or eliminate some of the complexity associated with patent litigation.  The simplification is achieved by (1) eliminating the “best mode” requirement of patent filings, which makes patent prosecution and litigation needlessly complicated; (2) adopting the “first to file” priority system, thereby greatly reducing the risk that a subsequent application may trump an earlier one on the basis of an earlier invention date; (3) narrowing the definition of “prior art” to exclude prior art that was kept secret or was not reasonably obtainable at the time of the filing; and (4) making the issue of prosecution misconduct a matter between the PTO and the patentee, no longer giving the infringer an independent basis for invalidating the patent.

The jury is still out on some of these attempts at simplification.  The first to file system will put considerable pressure on inventors to file their applications early, perhaps before they have had time to really polish their understanding of the invention.  This could result in patents that have drafting defects (poor written descriptions, or no “enablement”) that might not come to light until the patentee seeks to enforce the patent.  For the professional investor, this means that additional due diligence may be necessary to evaluate the quality of the patent application, which may have been a rushed affair.   Adding to the pressure is the fact that, under the “first to file” system, publications that occur after the invention date and prior to the date of filing may be prior art that can invalidate the patent.  
The legislation created an entirely new – and exclusive -- procedure for reviewing allegations of prosecution misconduct (“inequitable conduct”).  While the patentee will be relieved of a direct threat to its patent on the basis of allegations of misconduct, if it seeks to enforce its patent it may be faced with having to sustain a war on two fronts:  the litigation and the PTO proceeding regarding misconduct.  Whether this is really a benefit to the patentee – and its investors – remains to be seen.
Injunction

Under current law, a patent holder may generally obtain an injunction against an infringer.  The patent is viewed as akin to real property, and the infringer is likened to a trespasser.  The courts will evict the trespasser.  

There is a countervailing principle in most other types of cases:  If money is a sufficient salve to the wounds of the plaintiff, then an injunction will not be available.  The proposed legislation take a step in that direction by requiring courts to think harder about the fairness of issuing an injunction.  This proposal, while popular among those clamoring to shut down “patent trolls”, has encountered substantial opposition and is not likely to survive the drafting process.   

Whose Ox Is Being Gored?  

The effect of this legislation will vary by industry.  In the pharmaceutical industry, the legislation may favor entrenched players by giving them new venues in which to challenge upstart competitors.  In the software industry, new patents may become more difficult to obtain because non-profit organizations such as the Free Software Foundation may become adept at submitting prior art to thwart new applications.  Universities may be placed at a disadvantage because they may be unwilling to bear the cost of the oppositions that their applications may face.  On the other hand, entrepreneurial companies may benefit from the “first to file” rule because they are likely to be nimbler about recognizing the importance of an invention and committing the resources necessary to become the first to file.  Once such an application is on record, secret research conducted elsewhere cannot emerge as a patent application claiming priority on the basis of an earlier invention date.
Prognosis

The professional investor is in many respects a risk arbitrageur.  To the extent that the legislation alters the landscape, investors need to stay informed about the changes.  This bill will continue through the committee process this year, will be revised, and may end up as the most comprehensive patent reform bill in many years.  Professional investors are cautioned to pay attention to the process, and speak up if need be.  It is not too late to help shape the outcome.
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