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T he very first official thing | did in my administian—and it was on the very first
day of it too—was to start a patent office; fomiekv that a country without a good

patent office and good patent laws was just a &al,couldn’t travel any way
but sideways or backwards.”

T he very fact that this crisis is largely of our omaking means that it is not beyonc
our ability to solve. Our problems are rooted istpaistakes, not our capacity fol
future greatness. It will take time, perhaps maegrg, but we can rebuild that lost trus t
and confidence. We can restore opportunity andpenity.

We should never forget that our workers are stdrenproductive than any on Earth.

Our universities are still the envy of the worlde\&fre still home to the most brilliant

minds, the most creative entrepreneurs and the agvsinced technology and

innovation that history has ever known. And wesiiéthe nation that has overcome
great fears and improbable odds. If we act withuitgeency and seriousness that this
moment requires, | know that we can do it again.
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Today, the chief export of the U.S. economy is iratmn. American inventors have built a
strategic reserve of intellectual property riglhisttis every bit as strategic as our domestic
energy reserves —in our view, it is America’s “sible edge.” In fact, the American
economy, now reeling from the mortgage crisis andpple effects, has typically found its
most sustainable competitive advantage in prectbiyresource: innovation.

The single exception was one tragic period fromli®®0s through the 1970s when
overconfident regulators squandered American intivassets. Their misguided policy
interventions gave away American know-how to ovasssompetitors at fire-sale prices,
compromising our national competitiveness and ecooavellbeing.

Today we are in danger of repeating those mistakes.

Policymakers appear not to have learned the lessdnistory. In recent years, the American
patent system, long one of our greatest institatistrengths, has come under increasing
attack, with policymakers not only leaving thisastgic reserve undefended, but also in some
cases actively undermining its integrity.

We argue that now, in this time of economic crisestoring America’s “invisible edge” in
innovation is critical to both a sustainable reeg\and sustainable leadership in an
increasingly global economy.

Thus, the most effective near-term “economic” potisg Obama Administration can pursue
is a comprehensive “innovation policy” that focusesstrengthening the patent system,
supporting the price of American innovation in gibthe marketplace, enhancing America’'s
terms of trade with the rest of the world, and dind) the strategic reserve of U.S. intellectual
property for the 21st century.
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Not very long ago, Rochester, New York, was a hotifegtowth in the American innovation
economy. Often described as “America’s first boommd[1] it once ranked among the top 20 cities
in America — ahead of cities like Houston, Denvertland and Atlanta.

Today, however, few Americans think of Rochesgea anajor center of any industry. How
Rochester went through this transition — from boawmtdo relative obscurity — is a cautionary tale
for an economy in crisis that is looking to inndeatto pave the road out.

Rochester’s Riches: A Century of Innovation & Techwlogy Leadership

With the completion of the Erie Canal in 1825, Rester’'s economy was booming, and the city was
launched on a road to growth and prosperity thsiethwell over a century.

Early on, it was known as “The Flour City.” Spurteglits competitive advantage of being on the
Erie Canal, the city became the grain-processingecdéor New York City. This early agricultural
emphasis was soon to fade, however, as Rochemtsfdrmed itself into a center of high-tech
innovation and commerce.

Western Union, the company that built Americarstfiinformation superhighway,” was founded
there in 1851. George Eastman, a long time resifiezd his breakthrough photographic plate
patent in Rochester in 1877. Eleven years lateer afso patenting the first camera to use film in
rolls instead of plates, he formed the companyltkats his name, Eastman Kodak, in 1888.

As in any dynamic, high-technology cluster, Rotees economy wasn't reliant on a single
company; it was simply the place cutting-edge tetdgists went to start their businesges.

Over time, Rochester changed its identity froméTFiour City” to “The World's Imaging Center.”
George Eastman’s breakthroughs in imaging, ofilos.and printing gained steam alongside his
talented neighbors in the optics business at Bakidabmb (founded in 1853), the photographic
paper and equipment products at Haloid Corporafimmg@ed in 1906) and the newspaper
publishing empire at the Gannett Company (foundetP23).

[1] Warren Kling, America's First Boomtown - Rocless NY: The Early Years and the Notables Who SHdp@Rochester: History

Alive Publications, 2008).

[2] Die-hard movie buffs may remember the scerfdtim a Wonderful Life” when Sam Wainwright told @ege Bailey that he planned to
build his plastics factory in Rochester; George taim to build it in the fictional town of Bedforglls instead.
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Rochester's leading corporations were also promioeitforces, and they took their economic
responsibilities seriously. Their enlightened apjtoto business included establishingltistitute

of Opticsat the University of Rochester. The aim of theitas, funded in 1929 by Eastman Kodak
and Bausch & Lomb, was to expand the local engingealent pool.

Despite its dynamism, however, Rochester wasdhid by the Great Depression, in some ways
harder than other citigg.At first, Rochester adopted a can-do attitude. Lboainesses organized
an unprecedented program of civic activism aroutféledge for Prosperityi4] which exhorted

local residents to spend more. When this vain gitdailled, Rochester was left with little sense of
what to do next. Morale dropped, and for a timsidents fled the city. In a symbolic blow, George
Eastman committed suicide in 1932.

Rochester came roaring back during the 1940shexduse of economic spending initiatives, but
because of its longstanding spirit of innovationdfone local company in particular — the Haloid
Corporation — led the way.

Haloid executives saw the potential of an inventigrChester Carlson, a New York City patent
attorney, whose technology had been spurned bijkdreeof General Electric, IBM and RCA.

Unlike those other companies, Haloid’s experientte photography and paper gave it unique
insight into the potential of Carlson’s inventidkfter several years of intensive development, Hhloi
bet its future on a new imaging technology thay tthebbedxerography

Like many fundamental technologies, xerographk tmany years to make it to market:

—  Carlson filed his first patent in 1937.

— He made his first electrostatic copy in 1938.

—  During the 1940s he was able to prove the techfgeaibility of his inventions.

—  Over a decade after beginning work on his investithe first Haloid Xerox copier was sold
in 1950.

— The Haloid copier was such a huge success thabthpany changed its name to Xerox in
1961.

[3] In addition to the loss of jobs, Rochester Wwésn succession by the only tornado in its higtd932), a record cold spell that froze
the waters of Lake Ontario for the only time inaweted history (1934) and a record heat wave (19%%@ather tested Rochester's mettle
during Great Depressionemocrat and Chroniclel Dec. 2008.

[4] Sarah Elvins, “Shopping for Recoverydurnal of Urban History2003: 670-93.
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For more than a decade, the company prosperedaeciasular fashion. Xerox entered the Fortune
500 in 1963, and ten years later, it was ranked &4@owth trajectory that made it the fastest
growing company in the history of the New York $td&xchange. Revenues and stock price soared
upward together with local jobs, and, along withageaphy’s success went the fortunes of the
Rochester economy.

Then one day, a group of officials in Washingto@Dmade a decision that would change the
economy of the city and region forever.
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In a 1975 antitrust settlement, the Federal T@demission (FTC) compelled Xerox to adopt a
new pricing scheme by which it agreed to provideeas to any and all comers to its entire patent
portfolio.

Practically speaking, they forced Xerox to licettseir patents to the world. The company agreed to
license any three of its patents for free, the tiade for a maximum royalty of 1.5% and then the
entire remainder of its portfolio for nothing.

The compulsory license scheme, designed by ecatomrti the FTC, was based on the notion that a
sustained program of technology investment had m¥adex too big and too powerful. But rather
than work directly on Xerox’s alleged abuses ofkeapower, the FTC decided to target its
technology instead. This was the FTC’s view, invloeds of FTC chief economist F. Michael
Scherer:

[Xerox] had somewhere between 1,000 and 2,000 fsaterthe mid-1970's.
They were adding to their portfolio at a rate ofeml hundred patents a year.
They had the technology completely encircled, andresideration that prompted
our decision to intervene with compulsory licensives that the 914 Copier
was introduced in 1959. The case came for a detisid975.
They had enjoyed 16 years of a spectacular patenbpoly.
How long should a monopoly last?

We intervened because we thought essentially that
17 years was what the law had in mind, 17 yearsemasighs)

At the time, the FTC thought they were providingriket access to Xerox’s domestic competition.
Other American giants like IBM wanted a piece @& #ttion. They had tried for years to develop
their own products, but they couldn’t get aroungl Xerox patents.

[5] “Roundtable Discussion on Competition Politytellectual Property and Innovation Markets,” in RabD. Anderson & Nancy T.
Gallini, Competition Policy And Intellectual Property RigitsThe Knowledg®ased Economy (1998148-49 (remarks of Professor
F.M. Scherer, chief economist at the Federal T@a@mmission from 1974-1976.) cited by Willard K. Toffthe 1975 Xerox Consent
Decree: Ancient Artifacts And Current Tensionhtitrust Law Journal2001;68: 967-90.
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However, the unintended consequence of the FTC'putzory license was to donate Rochester’s
technology to the Japanese, who were able to tadades of American investment and deploy it in
their own products for free. Within a few short ggeafter the consent decree, Xerox’'s market
leadership withered as Japanese competitors likerGa oshiba, Sharp, Panasonic, Konica and
Minolta each claimed a significant share of the.Un&rket. (Kodak made a run at the copier
business as well. IBM never got very far.)

After years of explosive growth, the juggernawtttbnce was Xerox was stopped dead in its tracks:
market share plummeted almost overnight, profitked, the company went through huge layoffs
and, despite a series of the obligatory corporateatround books, never fully recovered its old
luster and leadership.

All of this leaves one wondering: What were théiggomakers at the FTC thinking?
#$ -1 * 9" &

What happened to the longstanding American ti@ditf entrepreneurial capitalism, which rewards
innovators and entrepreneurs with intellectual prgprights not based on abstract notions of
product category, but on legal rights (consisteafiplied) to specific inventions?

It seems that Scherer and his colleagues didg'tmach attention to that tradition: in the FTC’s
view of competition policy, Xerox’s property rightgere subordinate to, and thus appropriable by,
the U.S. government. So, policymakers decidedk® savay Xerox’s property rights, replacing the
company’s market power with their own:

That was the essence of our case.
There were all sorts of peripheral practices tldtleast | thought,
were entirely peripheral. We used them for fighiingposes. But the essence of the case was, frankly
social engineering. It was time to break open thismopoly and create competition.
The theory about acquisition and some of the ptiserimination practices,
and so forth, was fluff. The center of the case thagxtension over time
of the monopoly through patent accumulatgn.

More alarming, this dismissal of patent owner t&givas part of a broad assault on the patent system
by the FTC, which went well beyond Xerox. That was one of the most visible cases.

Some of America’s most valuable technologies statiat included AT&T’'s computer and
telecommunications patents, IBM’s semiconductor @ndputer patents and DuPont’s patents for
nylon and other synthetic fibers — were expropridteth their developers in furtherance of the
FTC's social engineering agenda. And Xerox wagrétanly target in the Rochester economy. The
FTC slapped a compulsory patent license decreeaosdd and Lom[s] and also pursued George
Eastman’s business, albeit a bit less directlpatents.

[6] David T. Kearns and David A. Nadler, Prophietshe Dark (Harper Business, 1992) Gary Jacobson, and Jdkairll Xerox:
American SamuraiScribner, 1987).

[7] Scherer, op cit.

[8] F. M Scherer, Innovation and Growt@ambridge: MIT, 198/1210.
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A 1954 consent decree put Eastman Kodak on notic&dtaitempt to protect its film processing

technology would be heavily constrained. One eftét¢he FTC's intervention was to allow Fuijifilm
to enter the U.S. market for film essentially unedpd.

It is a great irony that companies like Xerox &utlak were powerful and innovative enough to
point the way out of the Great Depression for Retdre offering it a dynamic future ase World's
Imaging CenterYet these iconic businesses were no match facypobakers in Washington D.C.,
who blocked their progress and undermined theimgse.

In the end, giving away property rights to the Miar most exciting imaging technology to any
company around the globe — for fire sale prices emgaly threw the entire body of work of
generations of local technologists out the windawnd while the Rochester economy had proven

resilient in the face of many challenges durindnigtory, the 1975 Xerox Consent Decree was a
crucial turning point.

It was a body blow to the competitive advantagthefregion — a blow from which Rochester’s
economy has not recovered.
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From our very beginnings, and far more than anyratbantry in the world, America’s continuous,
large-scale investment in intellectual assets hdsup our reserves of technology and given
American innovation its competitive edge.

The Founding Fathers even enshrined this uniquktiion in the U.S. Constitution, the first country
ever to do so:

To promote the Progress of Science and useful Bytsecuring for limited Times to Authors and
Inventors the exclusive Right to their respectivéiigs and DiscoveriesArticle 1, Section 8, the
United States Constitution

Indeed, in almost any technical domain you canktlef, American technology developers have been
important, if not central, to some of the most pdulevaves of technology in world history.

According to an Encyclopedia Britannica listingtibé world’'s greatest inventions, American
inventors have been responsible for half of thatgst inventions in history, not bad for a country
that’s only been around for 230 yegrdn a shorter (and more recent) list, focused on
transformational kinds of technologies — clustermnbvation like steam power, electricity, internal
combustion engines or integrated circuits— American inventors have led the way even more
clearly. In these waves, even when the invent@astielves weren't born in the United States, men

like Nikolai Tesla and John von Neumann, they oftame to the U.S. to do theimostimportant
work and eventually became American citizens.
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[9] Both George Eastman and Chester Carlson nieelkst.
[10] See Carlota Perez, Technological Revolutiams Financial Capital: The Dynamics of Bubbles anttién Ages
(Northhampton: Edgar Elgar Publishing, 2002).
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SJrer, many other factors have contributed to tivative capacity of the American economy.
The list is too long to catalog here, but certaibincludes: a large, legally integrated national
market with free internal movement of capital aalodr; a long tradition of checks and balances on
the power of large institutions; a cultural traglitithat embraces change, reinvention, individual
liberty and the freedom to compete; and of courem@ legal tradition that defends both personal
and business property rights.

But while these foundations provide the conditiorsa prosperous free-market economy, and while
the American economy shares many of such attritlwitésother capitalist economies, thpecific
magnetism of the U.S. economy is no accident.
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If one factor has contributed more directly to Aioa’s capacity for innovation than any othersit i
our unique commitment to a legal tradition of potitgg intellectual property. Such protections have
sustained a parallel American commitment to inniovainvestments — promoting a cycle of
technological dynamism that feeds on itself toaungihe growth and value of innovation assets.

Although the patent system didn’t begin here, mainyhe most important firsts took place in the
United States. And for a long time, this was als@acident; for the role of intellectual property
rights in stimulating technological change was mtic for businessmen and progressive thinkers
for much of our nation’s history. As Mark Twain’®finecticut Yankee said when he took charge of
King Arthur's court,

“The very first official thing I did in my administtion—and it was on the very first day of it too—
was to start a patent office; for | knew that a ety without a good patent office and good patemtd
was just a crab, and couldn’t travel any way budlesvays or backwardgi]
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[11] Mark Twain, A Connecticut Yankee in King Arr’'s Court Charles L. Webster & Co. 1889 (New York: BantatasSic Reissue
Edition, 2005) 49.
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Thanks in large part to our philosophical and legahmitment to IP protections, America has been,
from its very beginnings, a land of opportunity Hdilng out unique promise to the world’s most
talented and creative people, encouraging thedmesbrightest from around the world to build their
businesses, careers, indeed, their families’ futiwrésnerica. For many decades, from immigrants
like Tesla and von Neumann onward, scientists agtheers all over the world have come to the
United States to fulfill their dreams. (A migratipattern, in fact, that has long generated comggain
of a “brain drain” from other countries.)
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The 1975 Xerox Consent Decree, however, markeddbmbing of a pattern of activism by
Washington-based economists, who failed to compietktee larger economic importance of IP
protections.

“Nearly a hundred of America’s most innovative commpies were forced to give away their
patents.”

“By one estimate, the give-away reached 50,000 piatas early as 1960... what one observer
called ‘the largest “white sale” in technology histg.””

In fact, the economics field has long strugglethwie entire concept of giving exclusive rights to
any business. In the lexicon of the professiorn;dfemonopoly. And as every economist knows,
monopolies are bad. In 1958, Princeton’s Fritz Migglsaid:

“If we did not have a patent system, it would iesponsible, on the basis of our
present knowledge of its economic consequencescammend instituting one.
But since we have had a patent system for a long, tit would be irresponsible,

on the basis of our present knowledge, to recomrabaolishing it.[12]

Since the patent system is older than the ecorsopnafession, perhaps it shouldn’t surprise us that
its importance remains a mystery to generatiorecohomists who grew up knowing nothing else.
But as we learned from the FTC’s Scherer, whendanit know how to value a unique form of
property, it makes it easier to give it away.

And starting in the 1950s, “give it away” is exgotthat these economists did. Nearly a hundred of
America’s most innovative companies were forcedive away their patents. By one estimate, the
give-away reached 50,000 patents as early as 1960.

Japanese companies, actively supported by thestjrof Trade and Industry (MITI), were perhaps
the single largest beneficiaries of American lasge8etween 1950 and 1980, Japanese companies
consummated more than 35,000 technology licenseaggnts with foreign, mostly

(12) An Economic Review of the Patent SysterStudy No.15 of Committee on Judiciary, Subcommi@eePatents, Trademarks, and
Copyrights, 85th Congress, 2d Session (1958).

(13) Marcus A. Hollabaugh and Robert Wright, Conspuy Licensing under Antitrust Judgments, stafbrepf the Subcommittee on
Patents, Trademarks and Copyrights, Senate Conenoitt¢he Judiciary (Washington: 1960) 2-5.
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U.S, companies, many of which included the free or-tmst patent licenses made
possible by the numerous consent decrees issuttelby.S., FTC and DQd)

It's worth taking a moment to place the magnitofiéhis technology transfer in
perspective—what one observer called “the largekité sale’ in technology in historyi?)

In the 1950s, American companies were receiveceiunyg less than 50,000 patents
annuallyps) But, according to studies, only about 10% of paemesent any significant
commercial value (about 5,000 annually during peatod).

Thus a forced licensing of more than 50,000 pater@uld represent more than a decade of
American innovation and technology leadership — th@sethe reasonable assumption that
the forced licenses were made up disproportionatieliye most valuable American
technologies.

We believe this is a conservative estimate of wie donated to the world during this era
of forced licensing.

“As we learned from the FTC’s Scherer, when you dbknow how to value a unique
form of property, it makes it easier to give it aywa

Consider a parallel in the form of energy polielydrocarbon reserves, which include oil
and natural gas deposits, are commonly considenet@ the most valuable strategic
resources a nation can possess. Through histamyemws wars have been fought over
security of energy supplies, including the FirstfGMar aimed at removing Saddam
Hussein’s armies from Kuwaitz] Indeed, oil reserves and energy independence rasga
focus of U.S. policy today, at the highest levdlg@avernment.

Would anyone seriously consider forcing Americalémate more than a decade’s worth of
its oil reserves to the world?

In today’s global economy — one which is driventbghnology even more than by energy,
and where prosperity depends in large part onxpere of technology products — many
nations increasingly consider IP to be among timeist valuable strategic resources.

Viewed in this light, can anyone imagine U.S. ppthakers simply turning over a decade’s
worth of our innovation reserves to the rest ofuwlweld, for free? But that is essentially
what the FTC did in the 1970s.

[14] James C. Abegglen and George Stalk, Jr., iaiShe Japanese Corporatidiew York: Basic Books, 1985) 126-127.

[15] Robert J. Girouard, U.S. Trade Policy andlhpanese Patent Systaorking Paper 89, August 1996, 14,
brie.berkley.edu/publications/WP%2089.pdf, quoting president of the American Chamber of Commeapeasd (accessed 8 Aug. 2008).
[16] During that period, the USPTO granted an agerof 56,000 patents per year, 14,000 of theB#emn residents. American
companies received an average of 42,000 per yé&hrayweak year of 55,000.

[17] Part of the Japanese strategy in launchingd\War Il was an attempt to create a “greater Bessén Co-Prosperity Sphere”, a
regional economy that would guarantee their acimeBslonesian oil. The strike on Pearl Harbor wasigteed to cripple the U.S. fleet so
that the Japanese army could secure the strategioves it really cared about: Indonesian oil keserThe strike on Pearl Harbor came on
December 7, 1941, and December 15, the JapanesethBorneo.
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Economists may have thought they were simply openpgrarkets for domestic competitors,
allowing IBM to benefit from Xerox's investments;, Ghrysler from General Motors’. But these
assets traveled much farther and faster than avshdhe Hudson River Valley, or to the other side
of Detroit.

“Once the property protection for innovation was deated, the incentive to invest in innovation
disappeared, and corporate investment in intelleatassets suddenly ceased its long-term upward
trend.”

The biggest beneficiary of the FTC’s compulsocgfising program was Japan. As the Committee
on Japan observed many years later:

“It would be hard to exaggerate the advantageseinf in a position
to buy foreign technologies ‘off the shelf.” Withdifizations, leading-edge technologies
could be put to immediate use in manufacturing. Jaganese companies,
the immense benefits included crucial time sawadel uncertainties eliminated, promising R&D
pathways clarified, rapid movement down technolalgged commercial learning curves,
resources freed to focus on incremental adaptatiand new commercial opportunities opened pp.”

During the 1970s and 1980s, U.S. corporations Waliag behind fierce new Japanese competitors.
Economists and policy makers were wringing theirdsaover what seemed like, to them at least, a
sudden and unexplained decline in America’s cortipetiess.

As the U.S. recession of the 1970s dragged onemums theories were offered for Japan’s rise and
America’s decline. Economists, policymakers andrmass analysts bemoaned what some termed a
“crisis in R&D.” Some blamed American companiesliminess, short-term focus and lack of vision,
while others praised the Japanese for their supeulture, stronger work ethic and visionary long-
term planning.

What really happened was this: once the propetteption for innovation was decimated, the
incentive to invest in innovation disappeared, eoighorate investment in intellectual assets
suddenly ceased its long-term upward trend.

It's hard to imagine this kind of concern todayhem academic “innovation experts” spend more
time bemoaning the opposite concern: that theréoarenany patents and that patent rates are
increasing too fast.

[18] U.S.-Japan Strategic Alliances in the Semitartor Industry: Technology Transfer, Competitiand Public Policy, Committee on
Japan, Office of Japan Affairs, Office of Interoatal Affairs, National Research Council, (Washingfa€.: National Academy Press,
1992) 3-4.
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Butin 1984, at a conference convened to discusB&i# crisis, attendees voiced their concerns
over “a worldwide decline in patenting” that somé feas implicated in the “longer term total
factor productivity growth slowdown which may hastarted in the late 196031% Some presented
evidence of what they called “depletion theory,” itiea that “the pool of inventive possibilities
became ‘fished out’ during the 1960s and 1970s.” leorRT C economist Scherer was a featured
contributor and noted that he found this evidefwensistent with my own qualitative observations
on what happened in a number of industries thagrspced technological maturityed] In

Scherer’s view, in addition to “electrostatic capyimachines,” this list included such sleepy
industries as “digital electronic computers,” “caaband microwave message transmission” and
televisionp21)

None of the economists present (perhaps becalmge®avas one of the attendees) drew the
connection between the patent expropriation de@wtt®e FTC and any reduction of incentive for
patenting.
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Thankfully, since the decades of the competitigsneisis, America’s innovation economy has
come roaring back, due at least in some measwelange in the regulatory approach to the patent
system.

Starting in the 1980s, an emerging consensus keganm that IP rights were worth defending. As
a result, Congress passed multiple pieces of sl covering all aspects of intellectual propert
protection.

No less critical was a philosophical shift awagnfrthe antitrust activism of the 1960s and 1970s.
The “Rule of Reasorp?] was invoked as part of a general scaling backefrtterventionist
ambitions of the antitrust regulators — men likee&@ehwho simply forced Xerox to give away its
competitive edge, without considering the largem@enic and business impact of what they were
doing.

And so for several years, America moved back tovtlae same protective regulatory posture that
had long given the U.S. its “invisible edge.” The @mean innovation economy has since made a
strong comeback, and is once again the envy af/tkl.

Yet, there is a persistent lack of awareness arpotigymakers regarding this cornerstone of
America’s economic success — i.e., the “invisiblgegdf our innovation economy. And recently,
the regulatory pendulum has begun a slow swing bagkrd interventionism and a weakening of
patent protections.

Now, it is in danger of going well beyond helptarrective measures, potentially threatening our
innovation economy once again.

[19] zvi Griliches, ed. R&D, Patents and ProdudtiviChicago: University of Chicago Press, 1984) 15.

[20] Ibid. 123. Depletion theory’'s most extremenfois the comment often attributed to former U.&ept commissioner Charles H.
Duell, “Everything that can be invented has beeiited.” Neither Duell nor any other patent commissicever said anything like this,
but a review of Scherer’s writing subsequent toshiist at the FTC indicates that he clearly beliewvethe depletion hypothesis.

[21] Scherer. 265.

[22] The rule of reason is a doctrine developedhgyUnited States Supreme Court in its interpi@iatf the Sherman Antitrust Act. The
rule, stated and applied in the case of Standdr@®@iof New Jersey v. United States, 221 U.S.9LQ), is that only combinations and
contractainreasonablyestraining trade are subject to actions undeatttietrust laws and that size and possession obpualg power
are not illegal.
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During the recent presidential campaign, Senatan dMdCain was roundly attacked for claiming,

in the midst of the current financial crisis, thidte fundamentals of our economy are strong.” After
absorbing much criticism, McCain attempted to mefechis views by repositioning his comment as a
defense of America’s capacity for innovation:

"My opponents may disagree, but those fundamentals,
the American worker and their innovation, theirrepreneurship,
the small business, those are the fundamentalsneiriéa and | think they're strong?5

Politics aside, there certainly is reason to belim these “fundamental strengths” of the American
innovation economy.

And based on past experience, we believe thaétmadiricans ought to be more concerned about our
economy'’s innovation fundamentals, which have Iprayided the resiliency that allowed our
economy to bounce back from adversities like theaGDepression and the stagflation of the 1970s.

“America’s competitive advantage in IP is an invide edge, one that’'s hard to see,
tricky to analyze and easy to take for granted.”

Innovation and IP are critical to our nation’s romic health. How critical? As any businessperson
knows, the best test of the value of an assetistrket test. And in the case of IP, the healthuof
strategic reserve is best measured by this simpl&enhtest: our ability to license our IP to therldo

Many technical products, like a Boeing airplangbarmaceutical products, embed IP reserves
within them. But such products embed a lot of otlipes of value as well. Collectively they all end
up embedded together in America’s trade accoutgreas surplus or deficit — so it is difficult to
separate the specific value of American patents b the other attributes that are generatingezalu

That's why, in some respects, America’s compedidvantage in IP is also mvisible edgez4]
one that's hard to see, tricky to analyze and easyke for granted.

[23] Robert Barnes and Michael D. Shear, “McC&undamentals of Economy are 'Strong' but ‘Thredtéiiée Washington Pqst5
Sept. 2008.

[24] See Mark Blaxill and Ralph Eckardthe Invisible Edge: Taking Your Strategy to the Niesvel Using Intellectual PropertyNew
York: Portfolio Books, 2009).
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There are, nevertheless, some market tests avaitadle alone, those that take the measure of
America’s invisible edge using the purest meastite trade available: the balance of trade in
royalties, licenses and fees. Although this measer&inly understates the net effect of America’'s
IP reserve on its global competitiveness, it presid clear signal of our relative standing.

And when one focuses attention on this single nreaslespite an overall national trade deficit of
over $300 billion, the American IP sectil by itselfprovides one of the strongest surpluses in our
balance of trade accounts: a net balance of oveéb#iton in 2007. If one includes as a “pure IP
surplus” the surplus oother private servicefbasically the surplus on trade in expert know-how,
much of which is protected by intellectual propdaws), the American IP surplus comes to $250
billion in 2007 — nearly as large as the entire W&ance of traddeficit of $328 billion.

Without these “pure IP” surpluses, the Americadérdeficit in 2007 would have totaled well over

half a trillion dollars.

“The American IP sector all by itself provides omé the strongest surpluses in our
balance of trade accounts.”

1 > .3"4 >2."C (<

Other Private Senices
Aerospace product and parts

Royalties and License Fees :—
Travel ]
Scrap | &

Machinery, except electrical

Food and kindred products

Chemicals

Textiles and fabrics

Newspapers, books, and other

Printed matter and related products

Passenger Fares

U.S. Government Misc. Senices

Paper

Plastics and rubber products

Nonmetallic mineral products

Bewerage and tobacco products

Textile mill products

Wood products

Other Transportation

Transfers Under US Military Contracts

Fabricated metal products

Leather and allied products

Electrical equipment, appliances, and

Primary metal

Petroleum and coal products |

Apparel and accessories > | |
Computer and electronic parts

Motor vehicles and parts
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Source: Bureau of Economic Analysis, U.S. Inteoral Trade in Goods and Services, September 2008:



- & - K

The United States is unique in holding such a sttoade position in IP. In 2006, an Organization
for Economic Co-Operation and Development (OECDaloiase reported that total Uekportsof
royalties and license fees came to $62 billion fabyhe largest of any of the world’s leading
economies, and more than three times larger thaamdalP exports, which came in second at $20
billion.

With regard to reportesurplusin 2006, only a handful of countries actually reépdran IP

surplusizs] America’s surplus of $36Bs] was nearly eight times larger than Japan’s. Andtmos
major economies, including China, Canada, GermadyKarea, are net importers of IP, much of it
from the U.S.

In fact the American surplus in its “royalties dimnse fees” account is twice the size of the
combined surplus a@very other country in the worttat reported a surplus. Clearly, the American
strategic IP reserve dwarfs any comparable stodhtellectual assets anywhere else in the world.
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United States - "
Japan i . &
United Kingdom
France
Netherlands
Sweden
Belgium
Denmark
Luxembourg
Norway
Iceland
Slovak Republic
Finland
Portugal
Mexico
Greece
New Zealand
Hungary
Czech Republic
Turkey
Italy
Austria
Switzerland
Poland
Spain >
Australia
Germany
Korea
Canada
China
Ireland
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Sources: Organization for Economic Cooperation@edelopment, OECD Statistics on International Triad8ervices;
Chinese Ministry of Commerce, China Trade In Sexsj@008

[25] Beside the U.S. and Japan, only the U.K. Eeathe Netherlands and Sweden ran surpluses pfsavaillion in 2006.
[26] An estimate that is smaller than the $48dnillreported by the U.S. Bureau of Economic Analysis
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Y et while the invisible edge of the U.S. economyHFns strong, and rests on the most valuable
reserve of IP in the world, the trends give lithason for excessive optimism.

U.S. royalty exports are high and rising, but iooports are rising rapidly as well (albeit from a
lower base). So, while the net balance has bewyis has risen at an inconsistent rate. Fron6199
2002, the U.S. royalty surplus grew hardly atadid only began rising strongly after imports turned
flat in the period since 2004.

? @F 8CC:2:99B
Trade volume
($M)
exports net
surplus
. imports

Furthermore, as companies around the world angsfog increasingly on building their own IP
reserves, relying on a continuing flatness in IPants is unlikely to provide a sustainable
foundation for a rising long-term surplus.

In order for America to stay competitive with thesst of the world, we must deepen and expand our
advantage in innovation — Americarssisible edge

This edge won't come from suppressing importsoffar from it. It is clearly in America’s interest
to make use of the best innovations from all olierworld and license them in when necessary.
Our edge will come from continuing to build theddt of valuable American IP reserves (one
measure of that stock is patents), while also noimg to monetize that strategic reserve through
cross-border royalties and licensing fees. Pratgdtie overall value of those IP assets, then, mean
defending the volume of licensinas well as its price
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For these reasons, we argue that a key definingrieat America’s economic interest must be the
value of its domestic innovation reserves as copptr the reserves held by the rest of the world.
And as a direct result, we would urge the inconfigninistration to adopt a strong national
“innovation policy.”

“Protecting the overall value of IP assets meandeataling the volume of licensing, as well
as its price.”
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“T erms of trade” is a concept that gets little atanfrom undergraduates taking basic economics.
Yet it is a key area of concern for regulators palicymakers seeking to promote the national
interest. And it is a key concept supporting thguarent for a strong national “innovation policy.”

The basic idea is this: while trade, in genemakeas the welfare of both sides of the trading arge,
it is always better for any individual country whieearns a higher price for its exports than gpa
for its imports. In its simplest form, economistsrpare the price of a country’s exports to theeoric
of its imports and calculate a relative price ratitled theerms of tradee7

To the extent that the action of government reigudacan influence those terms of trade (even
unintentionally), it is critical that they keep thational interest in mind when considering pokcie
and regulations that have an impact on relativeepri
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In America, our dependence on foreign energy ssuiswell known — as well known as our
reliance on the off-shore manufacture of laborrietee products.

“In the simplest terms, when the value of an Ameaait patent is high, and the cost of an
OPEC barrel of oil is low, that's good for themderican economy.”

But in today’s complex global economy, few seriobservers would argue that we should stop
importing foreign oil completely (though we mighamt to improve our terms of trade with OPEC)
or discontinue off-shore manufacturing in China(tgh we might want to level the playing field for
American workers when it comes to occupationaltheshd safety standards).

The shock to our economy from eliminating impavtsuld simply be too great. And American
consumers benefit to the extent that they can kgsllan of gas or high-quality consumer product
from abroad at low prices. In both of these exasydlee American economy benefits when our
“terms of trade” improve.

At first blush, simple economics like this may wego obvious they’re hardly worth mentioning. But
we mention them because we seem to so easily fabgett our national interest on the flip side of
the terms of trade calculation.

[27] The terms of trade ratio is only calculatedimple models of international trade; in a worlithwnany countries and many traded
product prices, the terms of trade is considererkras a concept than a reported statistic.
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lt's quite easy to calculate the value of oil ressrthe U.S. Energy Information Administration
regularly publishes estimates of “proven oil resst¥/In a similar vein, it's also quite easy to

calculate a measure of IP reserves: the OECD peesvath estimate of the world’'s most valuable
innovation in a listing of what it calls “triadic@agents.”

Triadic patents are a kind of “gold standard.” Tlaeg patents that have been considered important
and inventive enough that they've been filed — amgkpd by patent examiners —in the United States,

Europe and Japan. In a world concerned with pagesiity, a triadic patent is clearly one that has

passed a high hurdle for quality. In the chart Wwelve’ve displayed a ranking of countries in terms
of both triadic patents and proven oil reservesth&schart shows, while the OPEC nations may lead

the world in terms of oil reserves, the United &as the Saudi Arabia of IP reserves.
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In the same way that OPEC nations benefit from arease in the value of their strategic oil reserves,
so our focus on innovation gives us a strong nationierest in the value of our ovetrategic IP
reservesin simplest terms, when the value of an Amerigatent is high and the cost of an OPEC
barrel of oil is low, that's good for the Americanonomy.

Some might argue that by framing the benefitslobagl trade in such simple terms, we're taking a
short-term view. In some cases it makes sensedjp tke prices of strategic resources high enough so
that consumption reflects their true economic value

This is certainly true in the case of an impontesburce like oil, where in the longer term, higbiér
prices will drive alternative energy developmentr Mould an enlightened observer ever argue that
Chinese wages shouddivaysremain low so as to support low cost productiotilifess. But if such
long-term, policy-driven arguments are true whea oonsiders the price of America’sports it's
even more the case when one considers the prismefican innovatiorexports

Keeping the price of innovation high provides ooty short-term benefits to the American innovation
economy, but longer-term benefits as well. Whenvibdd places a high value on America’s
innovation, they not only buy our products andnse our technology, they also are more likely to
invest in the American enterprises that most diygabduce innovation. Those may be Silicon Valley
information technology start-ups, or the life-saylriomedical research on the fringes of the MIT
campus.

The leading edge of the American innovation econma magnet for the investment capital of thé res
of the world. These capital flows are not philanfiic commitments from foreign benefactors to
inquisitive American professors. Quite the contréingy’re investments in the innovation industiés
the future: and they’re investments made in thesetgiion of a return.
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In practice, measuring terms of trade has becammewhat tricky. It used to be that the return on a
particular innovation was completely bundled irite teturns on the product in which it was embedded.
As recently as the 1970s, the value of Chesteis@ad innovations to Xerox were simply built inteet
market price of a Xerox copier.

In the same way, the terms of trade could be @bsgeonly at the bundled level, by observing Amearica
exports of cars and copiers. Over time, howeverntiture of innovation has changed.

We have moved away from a world in which the agtedge of innovation took place in corporate
laboratories — like Bell Labs and IBM’s researchatément — and these large corporations were the
only ones that could monetize their own innovatigrproducing many of the most strategic
components and products themselves.

Today, the value of innovation could just as vbelireflected in license fees, like the ones Samsung
pays Qualcomm for the rights to make phone handsiétg Qualcomm’s revolutionary CDMA
technology.

Consider the example of an iconic American prodiketthe Apple iPod. The value of Apple’s
innovation, like that of a Boeing 747, is embedutetts final product price. But unlike Boeing, aliice
many leading American innovation companies, Apgldamger does any iPod manufacturing itself.
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I nstead, Apple orchestrates a global ecosystemrtsf penufacturing and assembly, generating its

return almost entirely based on its invisible ass€his new model of innovation can play some #ick
with the trade accounts, as a recent analysiseo$tipply chain for American buyers of iPod shows.

THE GEOGRAPHY OF VALUE FOR APPLE’S iPOD
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“Apple orchestrates a global ecosystem of parts mfacturing and assembly, generating its
return almost entirely based on its invisible assét

Here, we have summarized a report from researeti¢he University of California at Irvine that
provides some surprising insightsy

Taking a simple export/import view of the iPod plypchain would provide only the most limited
insight into the iPod’s true value geography: siApple outsources all of the iPod manufacturingfbo
components and assembly) and at least 70% of thlectust of the bill of materials is imported, the
primary place that American trade accounts wouthsh purchase of an iPod was as a deficit in the
consumer electronics account.

“When one looks at the overall iPod ecosystem, iffsar that the American economy
gains the lion’s share of the benefits.”

[28] Greg Linden, Jason Dedrick and Kenneth L KraefSeptember 2008), “Innovation and Job Creatiam Global Economy: The Case of
Apple’s iPod,” Personal Computing Industry Centeg lvine; Greg Linden, Kenneth L. Kraemer and JaBedrick (2008). “Who Captures
Value in a Global Innovation Network: The Case pfpfe’s iPod,” Personal Computing Industry Center, lodhe.
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But as the Irvine analysis shows, the geographtdlligion of value in the iPod ecosystefar(iPods
sold in the U.S.)eveals the invisible edge that goes to Americaovation:

First, the largest single component of value caatwoes to Apple itself, which by this estimate
captures $90 of every $299 iPod sold at retail.

Add in the $81 from American distribution and ysee that over half of the value of an iPod sale is
captured in the U.S.

Over a third of the jobs are created in the Urfsl. @ clear majority of the highest paying jobs¢sin
over two thirds of the wages are earned by Amenwvarkers.

This is true despite the absence of any visildetaslike factories or manufacturing machinery.

The authors’ analysis also demonstrates that tiaéial return to the innovative parts of the esteay

is high compared to other, non-innovative parthefsystem (e.g., assembly). There are virtually no
production jobs in America and most of the prodarciobs for the iPod are located in Asian countries
like China, Singapore and the Philippines. Howerarst of these non-U.S. components generate
relatively little value for the companies involvexeating mostly low-wage jobs.

By contrast, the Apple IP and design activitiesagate a healthy number of relatively high payitgsj
So when one looks at the overall iPod ecosystésgléar that the American economy gains the lion’s
share of the benefits, capturing economic valuegbkcy-makers in countries like China and Korea
drool over.
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It is critical to remember that American domestaonomic value is protected only as long as American
IP is secure. The quickest way to take a bite bdpple’s competitiveness would be to lower thecpri
of the iPod below $210 ($299 minus $90), withowraling any of the inputs or the basic design.

And one should not doubt for a moment that Chireed€orean competitors (most likely companies
already in the supply chain) could rip apart ardiRtone the design, and sell if for a healthy piibfn
the U.S. market — if they could legally replicatepheis invisible edgefor free. Thanks to the Apple
trademark, its proprietary technology and its syesiceam of consumer-friendly designs, that has not
happened. And so economic value — and Apple’s IBrves — are captured in an American company,
while the terms of trade in the iPod ecosystem netnealthy.

As secure as that picture might seem at the marhentever, it is worth noting how fragile Apple’s
position truly is. If American regulators don't éefd the American IP that sustains Apple’s invisible
edge, Apple’s fate and the Silicon Valley jobs thatalong with it could easily vanish.

In short order, the Apple story would look likeeaun of the story of Xerox and Rochester.
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America’s strategic reserve of intellectual propéidy at the heart of our competitive positionin a
increasingly global economy. And while we wouldibeined to agree with Sen. McCain’s claim that
these fundamentals are strong, we would also drgiedmerica’s strategic IP reserve is being placed
at risk in ways we haven't seen since Scherer's dayhe FTC.

Just as Sen. McCain understated the overall wasksfeAmerica’s current economic performance, so
would we argue that American policy makers havemdyg started to understate the vulnerability of the
American innovation system.

Specifically, the rapidly developing economiegta# world are increasingly hungry to capture
innovation and IP reserves, and leverage thenmh@obénefit of their own citizens. In addition, the
defensive bulwark of the IP legal system is indregg vulnerable to the well-funded lobbying
campaigns of those who seek to weaken the projpeerests of innovators and entrepreneurs —
campaigns by domestic and foreign interests alike.

Such initiatives are often conducted under the@of “patent reform,” and if such efforts are akéalv
to gain momentum, America may find itself facindedicit in innovation reserves, just at a time when
we need them most.

“America’s strategic IP reserve is being placedregk in ways we haven't seen since
Scherer’s days at the FTC.”
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Some of the most fundamental challenges to Ameme@nomic leadership are coming from Asian
economies like Japan, Korea and China. Recognthmgmportance of innovation to their own local
economies, every leading country in the regionifmpéemented an “innovation policy” and is working
to direct the fruits of global invention toward thewn citizens.

As economic policy makers in China know all todIwi€s certainly not bad to have local
manufacturing jobs created by Western multinatignalit those kinds of jobs have uncertain benefits
in the long run. As the Apple iPod shows, the st are those associated with the innovative
elements of a high technology ecosystem.
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Chinese policy makers are extremely concerned bigatdmpanies creating low-wage manufacturing
jobs will not sustain their commitment to local wdorce, and that they will move to the next chesaipe
location if such companies don’t have deep conaestio the local talent that developed and holds
their knowledge reserves.

“In many different forms and in many different waydeaders from around the world are all
saying the same thing: that they are targeting inragion and IP.”

Thus, China has made the aggressive pursuit aé$ts a national priority. China’s Premier Wen
Jiaboa said in a 2004 speech:

“The future world competition will be for intellagl property rights.”

And the chief scientist for China’s Academy of Swe, Niu Wenyuan, a thoughtful development
economist, said recently:

“[Intellectual Property Rights] are the No 1 stragie reserve in the 21st century and its
significance is not inferior to any other strategaserve, be it food or energyes

Meanwhile, in nearly every policy speech he madmf2001 to 2006, Japan’s Prime Minister Koizumi
has made some version the following statement:amagoal is to “bring about a nation founded on
intellectual property.”

In many different forms and in many different walgaders from around the world are all saying the
same thing: that they are targeting innovation l&nd
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At this critical economic juncture, however, Antariseems to be waffling on its commitment to
developing its national innovation and IP reserves

“Increasingly, the interests of the U.S. economyeageparating from those of America’s
largest global companies.”

The same kind of commitment we see from othemonatis rarely voiced at the highest levels of the
American government. To the extent that IP issueslabated at a high level, the public debate is
dominated by the positions and interests of thgelstrof America’s global corporations.

[29] “Focus of IPR Strategy to Be Broadene@tiina Daily28 Mar. 2007
us2.mofcom.gov.cn/aarticle/chinanews/200704/2002628475.html. (accessed 8 Aug. 2008).
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On one side of this debate are industries like bigrma, which supports strong IP protections because
they help sustain drug prices. On the other sideratustries like big tech, which favors weakefdP
small firms, so the big fish can more easily gohigeheir nimbler, smaller competitors.

Neither of these arguments, however, makes thissbesomiccase for American innovation, and both
are increasingly taking a global rather than a dstiméocus —i.e., these companies can source
innovation effortlessly from anywhere in the workhd many of America’s largest multi-nationals are
increasingly moving their R&D centers, and the kigfquality jobs, outside of the United States.

Increasingly, the interests of the U.S. economeysaparating from those of America’s largest global
companies. And the role of these companies in stcdting global commerce presents a fundamental
challenge to America’s innovation economy.

Unlike American multi-nationals, which can innoanywhere in the world, the U.S. economy needs
local innovation to thrive. These activities ar@remoften than not, led by small companies.

Far more than the large corporations orchestrddirgge global supply chains, these smaller inneeati
companies struggle with defending their invisiblige. And the smaller they are, the harder it is to
defend their innovations.

In short, competitive challenges to American inaan can come from competitors batisideand
outside the American economy.
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Competition is, of course, the normal course dihess. Piracy, however, is not. And it presents tw
kinds of challenges that are unique to IP reserdgsth involving the legal system.

“When it comes to bolstering America’s innovatioeserves, managing the legal
economy is far more important than controlling thikegal one.”

The first is illegal piracy, which comes in mamyrhs, from teenagers to the Mafia — the most well
known being criminal enterprises in Asia. Againstls pirates, U.S. regulators have been strong
supporters of American innovation, appropriatelgrefing a great deal of time defending U.S.
companies from the illegal piracy of both trademsakg., knock-off labels) and copyrights (e.g.,
movies and songs).

However, the second type of piracy — more dangeaodsmore to the point here — comes in the form
of legal copying. The picture of a copyist is much differdran that of a pirate hawking knock-offs of
designer sunglasses.

Where patents are concerned, copyists are oftga tarporations. And legal copying happens when
the system of IP protections is weakened or undexdi
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The challenge of the IP legal system, of coursealancing the rights of buyers and sellers in a way
that makes the market liquid and reliable. In &lstavorld, technology purchasing negotiations work
themselves out as long as the property interestgof/ators are fairly defended. But unlike crintina
enterprises that flout the rules to steal brandscaeative works, the most seridagal threat to IP and
innovation lies in the ability of influential tecblogy purchasers te-make the rules their favor.

The danger lies not in their bargaining power,ibuheirlobbyingpower.

Said another way: just as the price of oil is tyeafluenced by the decisions of the members oEGP
the price of American innovation is largely detemad here at home, by policymakers, legislators and
regulators. When powerful and well-organized coapminterests sit down with sympathetic authority
figures, bad things can happen. Small groups oblpezan, with the stroke of a pen, make it far e@asie
tolegally co-opt (i.e., “steal”) intellectual property.

So, when it comes to bolstering America’s innovatieserves, managing the legal economy is far
more important than controlling the illegal onetlie legal economy, innovation has a price that is
almost entirely determined by the legal rules sumtound it. And as the experience of Rochester and
Xerox can show us, nearly the entire value of Ao#si strategic IP reserves can disappear in an
instant, just by someone sitting in a room in Wagtin DC and changing a rule.
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“The particularly insidious part of the ‘patent refrm’ movement is that it
completely inverts the truths surrounding innovatiand IP.”

Over the last several years there has been arted@ssault on U.S. patent rights. Some of thermes
have been necessary and corrective, such as ntitenreach of patents on business methods and
providing new discipline within the patent examioatfunction; for a while applicants were treated as
“customers,” and examinations sacrificed rigor iretlempt to improve customer satisfaction.

But in the last several years, the momentum dbfre” has taken on a life of its own, turning into a
sustained campaign to reduce the rights of pateners. Much of this short-sighted effort is being
driven by large technology companies, which armgryo reduce the short-term costs of technology
acquisition.

From Congress to the Supreme Court, a seriesadidas — eBay v. Merc Exchange, KSR v. Teleflex
— have radically revised the balance of power betvteehnology sellers and buyers. It may take years
to sort out the impact of these changes, but alalbsf them run in a single direction: toward
weakening the rights of patent owners.

Their net effect has generally been to lower thiegpof technology, the return earned on invention
investment and the value of innovation in a dynaasichomy. This would be a concern all by itself.
But in addition to the changes to date, and jusheis effects are rippling through the courts #rel
economy, there is additional pressure to furtheak®a patent owners’ rights — cloaked in the language
of “patent reform.”
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These efforts have led to a paradox: in a world lmmovation and IP is more important and

valuable than ever, regulators are under pressurg@ke it easier to use technology without
paying for it.

This emphasis on reforming the patent systemssdban a number of fallacies and, like the
disinformation around WMD in Iraqg, has gained motaemwithout sufficient critical examination of
either the facts or the national interest. Few feeage thinking about innovation and competitivenes
or even understand their unique linkages. And #dréqularly insidious part of this “patent reform”
movement is that it completely inverts the truths@unding innovation and IP, arguing that patents
themselves are an obstacle rather than a defehderawvation.

In reality, patent protections are some of ourtmaportant national institutions, protecting arél
strategic reserves of innovation and IP. Unfortelyathe pendulum may be swinging against them,
putting America on the cusp — at a time of seveanenic distress when we can least afford it — of a
return to the errors of a previous generation aradreer “Rochester moment” for the U.S. economy
[see sidebar].

As the saying goes, those who forget their histoeydoomed to repeat it.
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Rochester, once the rival of major American ciliks Atlanta and Houston, has been rapig
dropping out of the top 100. The city center has tver a third of its population since its
heyday in the 1950s and 60s and the populationafrbe County-Rochester’s metropolita‘n
region-hasn’t grown since the 1975 Xerox Consertr®e Downtown streets that were once
bustling are now separated by that tell tale sigmriban stagnation, large expanses of public
parking in otherwise vacant lots. Over the lasy88rs, only two new buildings rising above
fifteen stories have been built in downtown Rocledess than one per decade. Clearly, a
good part of the once-dynamic city region has tdrstagnant.

y

That's not to say that Rochester is a ghost tdamfrom it. The city and its surrounding
metropolitan area continue to attract a lot of sceeand engineering talent and the Rochester
area continues to host some excellent universitieke also providing a good quality of life
And the ongoing business activity of traditionaders like Xerox and Kodak continue. But

both companies have been eclipsed by technologs@mpetitors that were once years
behind.

But there is little question, in comparison to “Anta’s First Boomtown” and “The World’s
Imaging Center,” Rochester is now a shadow of its&r self.

“Unfortunately, the pendulum may be swinging againgnnovation and IP], putting
America on the cusp of another ‘Rochester moment..."”
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Different nations bring different advantages to glatbmpetition, ranging from natural resource
endowments to low labor cost to skilled science emgineering talent. More than perhaps any other
nation, the strongest competitive advantage treatthited States possesses is its capacity for
innovation.

In practice, IP is the incentive that brings méskéalent and invention together to monetize our
innovation and deliver benefits to the nation. Farch of its history, the American economy has had a
unique ability to put all these pieces togetharramte value from its innovations.

“America may find itself facing a deficit in innovation reserves, just at a time when
we need them most

But rather than bolster our strategic reservasrafvation and IP, our ability to foster innovatiien
increasingly under threat — from at home and abrdad:ompetition heats up for IP and innovation
reserves, our systems of legal protection are upidEssure to wrest control of IP rights from their
owners.

We have already seen the devastating effectsmulaties can have. Rochester was once a top-25
American city, a hotbed of innovation. Its leadoampanies, like Xerox, were the envy of competitors
everywhere. But with a few strokes of the pen rtbecades of innovation and investment were taken
and donated to the world. And current “patent mafoefforts could very well bring America back to
another “Rochester moment.”

There is, however, in the next few years, a windéwpportunity for the Obama administration to
focus on defending innovation, rather than enaldingther wholesale give-away.

As a candidate, President Obama talked about stimgin America.” We would argue that the most
important investment he can make to restore angrsgamerica’s economic vitality is to support the
development of our nation’s strategic IP reser@esh an effort will provide significant, long-term
benefit to both our balance of trade and termsaafd.



A\ national innovation policy for his administratioimosild include:

Protecting the U.S. patent system and the renev&itaitegic reserves that it generates.

—  Sustaining America’s terms of trade and defentiegpricing of America’s invisible assets
through regulation and legislation.

— Adapting the USPTO to the needs of the modermpd&/elopment process.

— Building talent locally through quality sciencedagngineering education.

— Providing incentives for inventive talent to limad work in the U.S.

— Making science and engineering financially rewagdiareers.

—  Supporting returns on invisible asset investments.

At this time of great national distress, we naethtl back once again on the spirit of Americandwation,
and as we have in the past, we must look to thedation of American invention to pull ourselves
through this latest crisis.

The Founding Fathers put in place a frameworktbegt the rights of intellectual property holderaeir
aim was to ensure America’s continued resilienak@osperity. And, for the most part, it has been a
success these past two centuries. It is now incatnijgon us to preserve and defend it — to ensure
America’s future.
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Mark Blaxill and Ralph Eckardt are authors of the upmming book The Invisible Edge: Taking Your
Strategy to the Next Level Using Intellectual Prape(Portfolio, March 2009). They are managing
partners of 3LP Advisors, an investment advisompfifocused on intellectual property transactions.
Blaxill is a former vice president of The Boston Csulting Group (BCG) and was head of its Strategy
practice initiative. Eckardt is the former head of@&5's Intellectual Property Strategy practice.




For more information or to receive a copyldie Invisible Edge:
Taking your Strategy to the Next Level Using Intetitual Property
(Portfolio, March 2009) please contact Adria Greenberg at
Sommerfield Communications at 212-255-8386 or
Adria@sommerfield.com. Or, contact the authorsatliyeat
Ralph.Eckardt@3LPAdvisors.com or Mark.Blaxill@3LPAsiws.com.
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