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[“An offer you can’t refuse”]
The ,FRAND-Defense”
Michael Beurskens!

Abstract

The best way to maximize the value of a patent is to ensure it gets incorporated into an industry
standard — as this will significantly increase the demand for licenses. While a standard eliminates
most of the interest in competing technologies, it will dramatically increases interoperability on
the product market. Even though standards are thus considered beneficial in general, they pose
significant legal issues: What conduct in the standardization process will be considered “unfair”?
Under what terms must patents used in a standard be licensed? Is there a right to a compulsory
license — and how can it be enforced? This brief article tries to answer these gquestions based on
recent European and German case law, while keeping an eye on comparable developments in the
us.
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1. Introduction: Standardization, Patents and Competition

How would you like a world, where your cellphone would only work in your home town, but not
anywhere else? Or where your expensive word-processing package would only run on your
current computer? Probably not much — which is why standardization is seen as an inevitable
process nowadays. > The benefits of standardization go beyond this, though: Standard-boxes will
stack easier (and can be stored more efficiently), consumers can compare the content of standard-
sized soda bottles easier (and thereby decide on price and taste) and it will be easier to ascertain
the safety of a single standardized type of product than numerous different widgets. Generally,
setting a standard will benefit to competition by allowing for significantly larger secondary
markets,’ thereby outweighing the elimination of competition on the primary market:* After
successful adoption of a standard, no relevant consumer interest in alternative solutions remains
and the producers of add-ons or replacement parts can focus on a single platform.® This is easily
exemplified by the failed standards for video-tapes (Betamax and Video2000) or the battle
between the BluRay-disk and the HD-DVD (where consumers were reluctant to rely on either
system). The general criticism of the “undemocratic” process of standard-setting is beyond this
short paper.®

Thus, once a standard is set, most if not all manufacturers will incur significant costs to ensure
their products comply to it. While redesigning production lines and marketing will account for a
significant part of these expenses, nowadays royalty fees will often take center-stage: If any part
of the standard is subject to a patent, which must be applied in order to comply (‘essential
patent’), it will grant the patent-holder a dominant position in the (separate!) market for products
compliant to the standard. Thus, a patent-holder is not only rewarded for his invention, but gains
an undeserved windfall from standardization (at the expense of those patents not embedded into
the standard and therefore not receiving their share of profit).” This can easily strangle smaller
players desiring to implement the standard — especially in jurisdictions where the range of
patentable subject matter (and thus the number of patents) is as broad as the US.?

Even though this additional, undeserved benefit and the accompanying danger to competition
might give reason for concern, ° courts and antitrust authorities will consider sanctions against a
patent-holder only in ‘exceptional circumstances’.™® Specifically, the ECJ will apply Art. 82
(especially lit.b) EC-Treaty to intellectual property rights (in copyright-cases) under four
cumulative conditions:*! (1) The refusal must prevent the emergence of a "new product" for
which there is potential consumer demand, (2) the refusal is not justified, (3) the refusal will
exclude any competition on a (possibly hypothetical) secondary (=separate) downstream
market."?

While this limitation of European doctrine might stem from Article 295 of the EC-treaty, which
expressly rules out any prejudice to the Member States’ property laws, the relationship between
intellectual property rights and antitrust law has been tense in national laws as well.** Patent-law
grants the patent-holder exclusive rights to use a patent, and correspondingly the right to
(proactively) claim injunctive relief, and to (retroactively) seek damages and destruction of any
product in violation of the patent.* The idea is “to strengthen innovation by limiting imitation”.*®
The abuse of a dominant position (such as the one ‘naturally’ conferred by a patent) is subject to
review under antitrust law.™ Since this would significantly undermine the value of any patent, it

was long assumed that antitrust law will not apply to ‘normal use’ of a patent at all."” However, it



is noteworthy that standardization goes beyond the "normal” effects of a patent and significantly
increases the economic power of the right to license and exclude.

This brief paper will sum up recent case law on that conflict in Germany. Initially, I will examine
the reasons and terms of possible licenses (sub 2), whereas | will subsequently focus on the
practical enforcement in court (sub 3).

2. Standardization and Compulsory Licensing

Licensing under “reasonable terms” appears in two highly distinct constellations: In “de iure”-
standards the obligation to provide a “Fair, Reasonable and Non-Discriminatory”-License
(FRAND) can generally be derived from the policies of the respective standard-setting
organizations (sub 2.1), whereas in cases of “de facto”-standards an obligation can only be
derived from the general rules of antitrust law (sub 2.2).

2.1 Compulsory Licenses in Patent Law

A patent owner may not only use a patented technology himself, but also prevent anyone else
from using it. Generally, it is well within his right to decide whom to grant or deny the use of his
invention. A compulsory license replaces the right to exclude with a mere claim to "reasonable
compensation". Such limitations are naturally subject to strict scrutiny — even though occasionally
compulsory licenses were proposed as a solution to the inefficiencies of patent law.™® The
discussion of compulsory licensing can be traced back a long time.*® Even recent economic
literature remains suprisingly vague when it comes to the social benefit of these compulsory
licenses.?

Art. 5A (2) of the Paris Convention for the Protection of Industrial Property of 1883 expressly
grants member states the right "to take legislative measures providing for the grant of compulsory
licenses to prevent the abuses which might result from the exercise of the exclusive rights
conferred by the patent”. The compulsory license provided for in sect. 24 of the German Patent
Act however requires a public interest in granting the license. Such an interest may be assumed if
the patentee does not sufficiently supply the patented invention to the German market.?!
Alternatively, the licensee may also request a license to make use of a previous invention which
must be a “significant technological progress of high economic relevance”. In the latter case he
must also grant the licensor a counter-license.

Claims for a compulsory license under that statutory rule must be brought before the German
Federal Patent Court in Munich and cannot be raised as a defense in patent-infringement-cases.
This is comparable to the defense of invalidity, which is also unavailable in a German
infringement case, but subject to separate annulment-proceedings before the Patent Court (which
in Europe is unique to Germany and Austria).?? The number of such proceedings is extremely
low.?

One may rightfully ask, whether there is any basis to apply antitrust law besides that specific rule
on compulsory licenses.?* However, antitrust law has a completely different goal: The idea of a
compulsory license under patent law (as referred to under the Paris convention and sect. 24 of the
German Patent Act) was designed to protect public health and safety. Granting compulsory



licenses on the basis of antitrust law on the other hand tries to enforce the general prohibition on
abuse of market powers and thereby ensures the protection of competition in a free market.

2.2 “De iure”-Standards: Making FRANDs

The ill-named “de iure” standards are not determined by statutes or case law, but refer to
requirements set out by industrial organizations.? Such standards are e.g.the MPEG-2 standard
(set by the Moving Picture Experts Group (MPEG) formed by 1S0),% or the GSM standard (set
by the European Telecommunication Standards Institute — ETSI).?” Similarly, the VESA local bus
(set by the Video Electronics Standards Association) discussed in the FTC’s Dell decision® as
well as the SDRAM standard (set by the Joint Electron Device Engineering Council/Solid State
Technology Association) discussed in regards to Rambus® constitute “de iure” standards.

To avoid patent hold-ups, such standard-setting organizations generally impose two level of rules
upon their members:*

1. Disclosure Rules require the members to present any patents or patent applications as soon
as possible during the standard-setting process.

2. Licensing Rules set certain limits on the level and structure of royalties. Some organizations
might require a royalty-free license.*" A standard-setting organization will only have an
option to choose an alternative, cheaper technology if the specific royalty-terms are known
during standard-negotiations.* Even then, negotiations can be tough due to strategic behavior
with each firm trying to get its patents into the standard (and thus profit from subsequent
royalty fees).*

A significant problem of standard-setting organizations is the lack of enforcement powers. If an
organization has sufficient market power, it may indeed force patent holders to participate in
standard-setting.** However, this leads to a peculiar paradoxon: The beneficial effects of
standardization by bargaining will only appear if standard-setting organizations possess sufficient
market power, while such market power will give rise to antitrust law concerns. * Similarly,
strong enforcement measures will probably call up antitrust-laws as well.*® Insofar it is helpful
that the European Commission expressly allows negotiation of royalty fees in standard-setting
organizations.*’

While antitrust-concerns have even been raised against the requirement to disclose unpublished
patent applications,® we should be more concerned of standard setting organizations essentially
depriving members of the commercial value of their patents.* Most recently, for example, the
requirement for royalty-free licenses has caused disagreement between Apple*® and the W3C,
resulting in a “call for prior art’ to prove a patent’s invalidity.*" Such concerns are at least
partially alleviated by requiring essential patents to be made available under “Fair, Reasonable
and Non-Discriminatory” (FRAND) * or at least “Reasonable and Non-Discriminatory” (RAND)
terms.

Two further issues of standard setting organizations shall only be mentioned briefly here:

First, due to the significant size of the market, participants will try to incorporate as many patents
as possible into a standard. Including such non-essential patents in a standard will cause licensing
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of unnecessary patents and thus cause severe market distortions. On that reasoning, the EC-
Commission requested ETSI to clarify the disclosure duties imposed under Clause 4.1 of its IPR
Policy to prevent the possibility of over-declaration.”® Similarly, British Courts have entertained
an “action for declaration of non-essentiality” to weed out patents not needed to create products
compliant to a standard.*

Second, a large group of cases deal with “unfaithful conduct” in standard-setting. This is
exemplified by the investigations in the matters of Qualcomm Inc.* (who allegedly promised to
license any patents used in the UMTS-standard adopted by 3GPP under FRAND-terms, but latter
“forgot” about that promise) and Rambus.*® These investigations are remarkable since the
wrongdoing only lies in the creation of the standard — the well-known “patent ambush”.*’

To a US-lawyer the Dell-case (regarding the short-lived VESA-local bus, which was quickly
superseded by Intel’s PCI-bus)*® springs to mind: The FTC alleged that Dell claimed to have no
patent rights involved during standard-setting, but asserted its patent-rights afterwards — causing
Dell to settle by agreeing not to enforce the patent against companies employing the standard.
Similar issues could have been discussed with regards to the Unisys patent on part of the GIF-
standard. JEDEC (the standard-setting group for computer memory modules) was tricked twice:
In Wang v. Mitsubishi*® the Federal Circuit found that the Claimant by repeatedly stating that it
was not going to patent a certain technology had granted an implied license to use the technology.
Similarly, the FTC found Rambus guilty of monopolization for hiding their patent portfolio in
JEDEC-standard-setting and constrained the royalties Rambus could claim.®® However, the same
reasoning did not work as a defense in prior private actions.™

Such cases are tough if not impossible to resolve by European antitrust law. ** The application of
Article 82 on these cases by the EC Commission seems to be erratic, indeed their arguments
regarding Rambus would be just as stringent had they focused exclusively on the royalty fees.>®
This does not imply that European law is unable to resolve these issues, though — but only that
antitrust law is the wrong means. In fact, these cases are more appropriately covered by rules of
“unfair competition”.>* Indeed, they better belong to a group of cases involving the oft-criticized
‘patent trolls”.>> A comparable example might be a case, where someone registered the trademark
“Classe E” for cars, shortly before Daimler introduced the “E-Class” Mercedes and demanded
significant payments for an exclusive license — and the court denied enforcement of trademark-
rights based on a “bad faith”/”abuse of rights” rule.”® In the US one might compare this approach
to the (highly unspecific) "patent misuse" doctrine.

2.3 ""De Facto'-Standards: Forced FRANDs

Whereas the aforementioned cases dealt with “official” standards, industrial norms may also
evolve by other means. For example, the Association of German Chemical Enterprises [Verband
der Chemischen Industrie e.V.] required its members to use barrels of certain specifications,
which could factually only be provided if following a certain patent held by a third party (not
involved in the process).”” Similarly, a standard may simply be established through market forces
(like the strong position of Microsoft’s operating systems and office productivity applications; or
Intel processor technology).*® Or it may be an agreement among significant market players at the
exclusion of others.”



In such cases an agreement to offer licenses under “FRAND”-conditions is usually absent. The
patent-holder did not get directly involved in the process and therefore never had to agree to
anything. Thus, there is a significant danger that licenses are denied or only granted on anti-
competitive conditions. There are other possible cases where FRAND-agreements fail — for
example if a patent is held by an entity not party to the standard setting organization® or when it
is subsequently transferred to a new entity which is not bound by the earlier agreement. Similarly,
omissions by the standard-setting organization may lead to failure to disclose patents or patent-
applications in the standard-setting process.®*

German (and European) antitrust law require licensing under FRAND-terms in the absence of an
external standard-setting organization only in exceptional cases.® First of all, the owner of an
essential patent must have a dominant market position. This is only the case if (1) there are no
alternative, competing "standards™ and (2) there is no other patent holder competing for royalties
from essential patents for the "standard" and (3) there is no danger of the standard quickly
changing to employ different technologies.® The second condition effectively limits the royalties
available - as the owners of essential patents effectively compete for shares of the royalties of
standard-compliant products. The third condition effectively eliminates the dependency on the
patent. It is also noteworthy that in cases, where a technology turns into a standard (i.e. a
‘default’) by market forces, any kind of compulsory licensing would directly limit the power of
the patent rights. Thus, a very low standard has to be set regarding justification - anything even
remotely comprehensible (including corporate policies) will be deemed sufficient.®*

When there is sufficient evidence of a dominant position in the relevant market, the patent owner
must not discriminate against other market participants or abuse his power. Discrimination in
essence means that the potential licensee can show that he is not treated like other licensees and
the patent holder cannot show any reasonable justification. The caveat here is of course that the
license-candidate has to prove the terms and conditions of other license-agreements in courts,
which are not made public. Indeed even if such conditions are known, there might be good
reasons for different treatment, especially in light of cross-licensing agreements or bundled
licenses to multiple IP-rights. In practice, discrimination is most likely in cases of vertically-
integrated firms who want their own downstream-operations to run cheaper than their
competitors’.®® Discrimination is not a helpful criterion if the patent-owner does not license at all
or treats everyone similarly, but unfairly. Thus, ‘reasonableness’ applies as a secondary corrective
measure.

3. Enforcing FRANDs

3.1 Options to raise the Claim

Even if the potential infringer has a claim to a compulsory license, there are multiple means to
make use of that claim.

The easiest and most evident way would be to ask for intervention of the antitrust authorities.
However, antitrust proceedings are however often slow and cumbersome. It is possible to start an
action for a (preliminary) injunction against the patent owner.®® Nevertheless, courts would be
reluctant to grant such an injunction unless there is a showing of extremely significant dangers to



the interests. Such a claim will only be successful in very exceptional circumstances. Thus,
hoping for a court to actively enforce the compulsory license will most likely come too late.

Therefore there are compelling reasons for a producer of goods complying to a standard to make
“unlicensed” use of a patented method or product and bring up the claim to a compulsory license
as a defense in patent infringement proceedings.

In 1939 the German Federal Supreme Court [Reichsgericht] held that application of a technical
standard (even if it was designed with involvement of the patent owner) does not in itself provide
a defense to patent infringement.®” This general rule still applies insofar, as inclusion of a patent
in a standard does not make it part of the public domain. Instead, a successful defense must be
based on a claim to a compulsory license.

In case of a "de iure"-standard a right to a compulsory license could be based on the policies of
the standard setting organization. However, such a contractual claim is unlikely to prevail at least
in Germany.68 First of all, the terms are too unspecific to be enforceable. Furthermore, the
requirements for a binding contractual agreement are rather strict. Finally, in many cases privity
of the contractual agreement might intervene: Non-members of the standard-setting-organization
would not be party to the agreement and therefore could not base claims on it. Thus, a contractual
claim would be an unlikely defense as well.*

There has been some discussion whether a "patent ambush™ could be raised as a defense of abuse
of rights or unfair competition.” Comparable to the US-doctrine of patent-misuse it would make
the patent unenforceable or at the very least mitigate damages.’ Often a company employing a
"patent ambush™ will also ask for "excessive" royalty fees. In those cases, Article 82 of the EC-
treaty will apply and royalties will be reduced to a reasonable, lower amount.”” Application of
unfair competition principles will therefore only remain necessary if the fees are reasonable and
the only issue is that the standard could and would have been designed without employing the
patented technology at all. To be successful, the infringer would probably have to prove that the
patent owner acted in an illegal way or at least contrary to public policy and possibly in bad faith.
Thus, the requirements would be high, though not impossible to meet.

The most likely defense is therefore be the use of the antitrust claim to a compulsory license as a
defense in patent infringement proceedings, which will be the route discussed below.

3.2 Defense against Damage-Claim

Neither damages nor destruction of infringing goods can be claimed as long as there is a valid
license agreement in place. However, a claim to a compulsory license is clearly not identical to a
real license agreement - thus the relevance of such a claim can be rightfully questioned.

Since nullity of the patent and statutory compulsory licenses are not allowed as a defense in
infringement proceedings,” there would have been some logic to limit the antitrust defense to the
proper authorities (i.e. national competition authorities or the European commission). Thus, while
a license would have constituted a valid defense, a claim to a license would not. Economically, it
was feared, that the availability of a defense might reduce incentives to try and negotiate actual
licenses. Indeed, the Superior Court in Duesseldorf saw infringement as illegal self-help even if it
was seemingly justified by an antitrust-defense.



That all changed with the German Federal Supreme Court's “Standard-Spundfass”-decision in
2004.”* On 21 December 1990 Claimant filed a patent on a certain type of barrel for chemicals.
The Association of German Chemical Enterprises [Verband der Chemischen Industrie e.V.] had
already decided to use the product described in the patent as a standard for all barrels. The
Defendant produced barrels in violation of that patent until Claimant successfully sued for a
preliminary injunction which both parties agreed to accept as final. However, Claimant provided
royalty-free licenses to three companies and fee-based licenses to other companies, but denied a
license to Defendant in 1996. The Federal Supreme Court only had to decide on a claim for
damages, which Defendant denied due to a right to a (royalty-free) license. Both the Landgericht
[District Court],” nor the Oberlandesgericht [Superior Court] granted the claim to damages. The
Federal Supreme Court however disagreed: It distinguished the market for "barrels usable in the
German chemical industry™ from the market for licenses. While the monopoly in the latter market
was indeed intended by patent law, the monopoly in the former market was based on the
"standard" established by the association. Thus, the monopoly position in that market was subject
to court review and any discrimination or other abuse of the position was prohibited.
Nevertheless, there were insufficient facts to determine whether not granting a royalty-free
license was indeed unreasonably discriminatory or otherwise abusive. The decision has been
extensively interpreted and discussed by legal scholars.™

Under German law, there is no punitive element to damages, specifically treble damages are
unavailable. However, the patent owner has a choice to either ask for the infringer's profits, his
own (properly estimated) losses or a reasonable license fee. If there is a valid claim to a
compulsory license, the choice will be limited to claiming a license fee, which is the most
commonly elected remedy anyway. The more interesting consequence of the decision is the limit
imposed on the proper amount of such license payments.

3.3 Defense against injunctive Relief

While a compulsory license based on antitrust law was thus established against damage claims for
past conduct, it remained unclear, whether the mere claim to a compulsory license also
constituted a valid defense against (future) injunctive relief. The danger of essentially stripping a
patent of the relevant economic rights applies even more clearly insofar: Allowing a claim to a
license as a defense in essence means that anyone feeling ‘mistreated’ might simply ignore the
patent and rely on the courts to work out proper terms. Thus, the whole idea of patent law would
be turned on its head and injunctive relief might in essence be turned into a mere claim for
‘reasonable license fees’. On the other hand, injunctive relief is undeniably a far more powerful
instrument than damages in achieving market power:’” By stopping the defendant from producing
and selling products (and thus requiring a costly or even impossible redesign) the patent-holders
negotiation-power increases sharply.”

The district court [Landgericht] in Diisseldorf allowed a defense against injunctive relief,” even
though the superior court [Oberlandesgericht] in Diisseldorf disagreed,® the district court in
Mannheim® denied the defense (though accepted a counterclaim).

However, the situation was clarified by the German Federal Supreme Court in a case dealing with
the “Orange Book Standard”. That standard provided for the design of read-/write storage media
(especially compact discs) containing a separable track to control the sequence in which data is
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read from and written to the media (thus allowing “multisession-recording” and avoiding the need
for synchronization areas between areas used for the storage of information). Koninklijke Philips
Electronics N.V. (Philips) held a patent necessary for implementation of the standard. Thus, any
company required a license by Philips to sell “standard-compliant” media. In 2001 Philips sued
several producers and distributors of Compact Disc Media (namely Master & More, SK
Kassetten, Global Digital Disks) for damages and for injunctive relief. They were successful
before both the Landgericht [District Court] in Mannheim as well as the Oberlandesgericht
[Superior Court] in Karlsruhe.®

The Federal Supreme Court allowed the use of a claim to a license as a defense on the basis of the
general rule on “good faith and fair dealing” (sect. 242 of the German Civil Code). Under that
rule it is unreasonable to request something which must be immediately undone.® Thus, asking
for injunctive relief when one is simultaneously required to form a license agreement would be
contradictory behavior and thus form an invalid claim.

Yet in the instant case, the Federal Supreme Court denied a claim to a compulsory license. While
the patent was necessary to implement an industry standard it was considered “essential” for a
different (secondary) market, in this case CD-media. Philips therefore held a dominant position
not only in the primary market for licensing the patent, but also in the secondary market for the
(legal) production of CD-media.

However, the refusal to grant a license constituted neither unreasonable discriminates nor abuse.
The terms proposed by the infringers in the instant case were significantly worse than those
employed in agreements with other licensees. Thus, there was no obligation to form an agreement
under the proposed terms and no valid defense.

Indeed, there seems to be only a single case where a claim to a compulsory defense was
successfully raised. In a decision dealing with patents necessary for implementation of the GSM-
cellphone-standard®* the Duesseldorf District Court held that a patent owner who subjected
himself to the ETSI policy (which requires FRAND-licensing) violates antitrust-law in requesting
a royalty-free counter-license to all patents held by the licensee. Furthermore, while the patent
owner only held 3% of the patents essential to the implementation of the GSM-standard, it was
required to provide for a cap to its royalty fees. Specifically, even though no other patent owner
had requested royalty payments, the patent owner was precluded from asking for more than his
reasonable share of the potential total royalties.

3.2 Good Faith-Requirement

As mentioned before there is a significant risk in allowing antitrust law as a direct defense in
patent infringement proceedings.® This risk was seen by the Supreme Court in the
aforementioned "Orange Book Standard"-case®, which provided a remedy by means of an
additional good-faith-requirement:

1. The defense will only be considered when a valid offer to form an agreement was made.

2. In addition, the defendant must show that he fully complied to the potential agreement.
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The requirement has significant consequences e.g. on the destruction of infringing products (sect.
140a of the German Patent Act): Any goods produced before a valid offer infringe the patent and
must be destroyed without any valid defense, whereas goods produced after that offer will be
considered legal.

The approach is based on the economics of a contract: One may not reap the benefits, without
also performing one’s duties. Should a patent-holder in a specific market controlling position
(specifically patents which are part of official or factual industry-standards) refuse FRAND-
licensing, a good-faith party will certainly be willing to deposit a 'reasonable’ amount with a
court. Furthermore, it eliminates a dangerous incentive to simply infringe upon a patent and rely
on terms to be determined by courts in later proceedings. Bad faith infringers will remain subject
to the full spectrum of patent law sanctions and cannot simply rely on an alleged abuse by the
patent owner. Thus, incentives and disincentives are well-balanced.

The relevance of these requirements also appeared in a number of cases of the Landgericht
[District Court] in Dusseldorf dealing with infringement of patents necessary to implement
MPEG-2-video-compression.®” Implementation of the MPEG-2 standard used for video
compression especially on DVDs requires a license to numerous patents, most of which are part
of the "MPEG LA" Patent Pool. The defendant manufactured and distributed DVDs but believed
it possible to do so without licensing the full number of patents. Thus, it alleged that some patents
declared 'essential’ were indeed superfluous. However, there was no evidence that all defendants
(which were part of a corporate group) made specific off