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Session 4: Market Power: Natural Monopoly and Standards Businesses
In our last session, we discussed the antitrust/competition policy approach to market power.
In this session, we will look at situations where antitrust proper may not work very well given
that the underlying production technology may give rise to just a few producers or even one.
This is the case of natural monopoly and is historically the domain of regulated industries
laws, such as those operating in railroads, telecommunications, electricity and natural gas.
We continue to have statutes and regulations in those areas, but over the last twenty years,
standard setting and platforms have become an important part of the regulatory conversation. Our reading will start with DVD patent pools and then we will look at the Department
of Justice’s closing statement in Google’s 2012 purchase of Motorola Mobility. After that, we
will turn to the issue of network neutrality or the open internet as the Federal Communications Commission would prefer.

DVD Joint Licensing of Patents Request Letter
July 29, 1998
Honorable Joel I. Klein, Esq.,
Assistant Attorney General,
Antitrust Division,
United States Department of Justice,
10th Street and Constitution Avenue, N.W.,
Washington, D.C. 20530.
Re: Request for Business Review Letter Regarding the Licensing of Patents Essential to
DVD-Video and DVD-ROM
Dear Mr. Klein:
On behalf of Koninklijke Philips Electronics, N.V. (“Philips”), Sony Corporation of Japan
(“Sony”), and Pioneer Electronic Corporation of Japan (“Pioneer”) (and their affiliates which
are involved in the patent licensing program described below) we submit this request for a
Business Review pursuant to 28 C.F.R. § 50.6 regarding the proposed arrangement under
which certain patents essential to the manufacture and use of DVD-Video and DVD-ROM
will be licensed on reasonable and non-discriminating terms (the “Proposed Licensing Program”).
DVD (or Digital Versatile Discs) refers to a high density CD-sized optical disc in which
signals are encoded and stored in digital form and are then read and reproduced by players
using an optical read out beam. Relying on basic CD technology, the DVD discs and players
allow for an increase of approximately sixty times the storage capacity of a typical CD or
CD-ROM. DVD-Video and DVD-ROM are two formats relating to high density optical
discs which have been described by Philips, Sony, Pioneer and several other companies in the
DVD-Specification for Read Only Disc version 1.0 dated August 1996 and in several updates thereto (a copy of the specification is set forth in Exhibit A hereto).
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A single DVD format for video and ROM was defined in an open process by participating
companies over the course of several years at the request of various industries—particularly
the computer industry—which asserted that multiple DVD formats would delay introduction of this new and beneficial product, increase costs, and much like the incompatible
BETA and VHS formats, result in losses to consumers who purchased products based on a
format which quickly became obsolete. In defining the DVD-Video and DVD-ROM formats, input was solicited and received from a variety of industries and an even wider variety
of companies throughout the world.
As the format was developed and refined, it became clear that numerous independent
companies had been granted patents which were relevant to DVD-Video and DVD-ROM.
The three companies submitting this request actively sought to join the licensing of their patents with the patents of other companies which also claimed to have patents which are essential to DVD-Video and DVD-ROM. To date, those efforts have not resulted in any other
companies joining the Proposed Licensing Program. Philips, Sony and Pioneer, however,
remain willing to include others having essential patents in the licensing program described
below.
The companies submitting this request firmly believe that, in the near future, DVD products will be widely marketed by a wide variety of companies. We are also convinced that,
once these products are manufactured and distributed in volume, there will be great consumer demand for them. We anticipate that the producers and sellers of DVD discs and players
will largely be the companies that currently manufacture and sell CDs and the equipment
that plays CDs and CD ROMs. Thus, prospective licensees include manufacturers of consumer audio equipment and computer disc drives. Typically, licensees to manufacture DVD
discs will be replicators, as is the case with CDs. In sum, the DVD licenses will be offered to
the same classes of sophisticated licensees as are CD licenses, and there is every reason to expect that the transfer of this valuable DVD technology will have the same beneficial effects
upon the relevant industries that CD licenses had upon the recorded music industry 15 years
ago.
In one respect, licensors of DVD technology face risks and uncertainties that were not
faced 15 years ago by the creators of CD technology. During the past year, several different
formats have been announced that will compete with various applications of DVD for the
favor of consumers. For example, Circuit City and others have developed Digital Video Express (DIVX), a pay-per-play system that allows consumers who have purchased a
DIVX-compliant player to purchase a disc at a lower price and to play that disc for a limited
period of time without having to return the disc when finished. The disc may later be
“re-activated” for additional plays upon payment of additional fees. Various companies have
announced that they will offer DIVX discs, including Twentieth Century Fox, the Walt
Disney Company, Paramount Pictures, Universal Studios and Dream Works. It is our understanding that DIVX discs will not play on non-DIVX DVD players. In addition, NEC,
one of Japan’s largest electronics manufacturers, has announced its intention to introduce
Multimedia Video File (MMDF), an optical disc format which is expected to compete directly with certain applications of DVD technology. Other new announced products include
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TeraStor’s Near Field Recording (NFR) technology and Advanced Storage Magneto-Optical
(ASMO). In short, this is an area in which several well-financed suppliers are prepared to
compete aggressively with DVD products. Obviously, there also will be competition among
those selling DVD products.
Offering a patent license for all essential patents of the three companies under the Proposed Licensing Program will provide several pro-competitive benefits, including (1) reducing the uncertainty of the availability of patent licenses so that those who require a license to
manufacture or use a DVD-Video or DVD-ROM product are aware that a license from the
three companies easily can be obtained; (2) reducing the royalties that likely would be payable if the three companies licensed their essential patents on their own; (3) reducing the cost
for each prospective licensee of determining on its own the identities of owners of essential
patents and the entities from which licenses which must be obtained; (4) reducing other
transaction costs of licensees having to negotiate and execute separate licenses; (5) reducing
the transaction costs of essential patent holders offering separate licenses thereby allowing for
a reduction in the price of the license; and (6) offering the same royalty rate and other conditions to all interested licensees so that no entity manufacturing or selling a DVD-Video or
DVD-ROM product will have a price advantage over any other such entity as a result of entering into a license for the essential patents of Philips, Sony and Pioneer.
The Proposed Licensing Program will be structured to avoid any countervailing aspects
that may be deemed anticompetitive. For example, each patent holder will retain the right to
license its patents outside the Proposed Licensing Program under whatever terms and conditions it reaches with any prospective licensee, and each prospective licensee will be informed
in writing of its option to negotiate such an individual license under reasonable terms and
conditions. The Philips personnel who are responsible for the Proposed Licensing Program
will play no role in the marketing of DVD products. An independent expert in the art has
been retained to insure that the portfolio of patents that will be licensed under the Program
includes only those patents which are essential to DVD-Video and DVD-ROM products.
Although Philips, Sony and Pioneer have not been successful in having other companies join
their licensing program, they remain willing to include any others having essential patents
who wish to join. There will be no royalty payable by the licensee unless a licensed patent
would be infringed but for the license, information which the licensee may be required to
disclose to monitor infringement and royalty payments will not be disclosed to any of the
licensors, but only to a third party expert retained by the licensors, patents included in the
licenses will be specifically identified in appendices to the license, and Philips, Sony and Pioneer will commit to licensing to any licensee any essential patent rights they may acquire
subsequent to the date specified in the license.
Set forth below is a fuller description of the proposed licensing terms and the agreements
among the licensors.
The Proposed Patent License
Two licenses (Appended hereto as Exhibits B and C) will be offered, both in substantially the
same form. One is for DVD players, the other for DVD discs. A three page “Agreement” sets
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forth a few basic terms of the license and also specifically incorporates the “Conditions” of
the license which are appended to the Agreement.
On the first page of the Agreement, it is specifically noted that Philips, Sony and Pioneer
are each willing to license their respective patent rights for optical disc or player manufacturing whether within or outside the standard DVD specifications on reasonable terms and
conditions. Thus, any prospective licensee who is dissatisfied with the terms of the Proposed
Licensing Program is assured of this alternative.
Article 2 of the Conditions sets forth the terms of the license grant, and provides for a license under Licensed Patents which are defined in Article 1.07 as all patent rights pertinent
to DVD discs or players which Philips has acquired the right to license, which have or are
entitled to a priority date prior to January 1, 1997, and which are essential to DVD discs or
players. Article 1.07 goes on to define as “essential” those patents which are necessary as a
practical matter for compliance with the DVD-Video or DVD-ROM specifications. The
license, therefore, includes not only all patents technically necessary to manufacture a product to the standard specifications, but also those which a typical licensee is likely to require.
For example, it may be theoretically possible to design around a particular patent at significant additional cost (and without additional benefit), but few, if any, licensees who pay the
standard royalty rate for other essential patents would want such patent excluded from the
license. Indeed, it is fair to say that most, if not all, licensees would want such patents included.
Article 2.07 describes the method by which patents are selected for the portfolio license.
The prospective licensee is specifically informed that Philips has appointed an independent
patent expert to evaluate the patents of the three licensors for “essentiality” and that the portfolio included in the license may be amended from time to time based on the results of that
evaluation.1
In Article 2.03, each licensor agrees to grant a license to each licensee under any essential
patent which Philips, Sony or Pioneer acquire the right to license in the future. Thus, to the
extent any of the licensors are issued essential patents in the future or other companies join
the proposed licensing program, all licensees are guaranteed a license under any such essential
patent.
Articles 2.05 and 2.06 set forth the terms of the licensees’ grant of patent rights. For the
identical term of the license granted by Philips, Sony and Pioneer, the licensee agrees to
grant to the licensors and other licensees (who also agree to the terms of the grant back) a
royalty bearing license on essential patents. Thus, the scope of the grant back is virtually
identical to the scope of the license itself. The grant back would not create any disincentive
to innovate as it specifically allows the licensee to charge a royalty for its grant of a license
1

Philips has appointed Kenneth Rubenstein, a member of Proskauer Rose LLP of New York, to determine
which patents are essential and should be included in the license. Dr. Rubenstein received his Ph.D in plasma
physics from the Massachusetts Institute of Technology in 1975 and his J.D. cum laude from New York Law
School in 1982. Dr. Rubenstein previously performed a similar function for the licensing of patents essential to
MPEG-2 technology and he continues this work.
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and would only prevent a particular patent holder from deciding to use its after-acquired patent position to completely block others from competing in a business in which they already
have invested substantial resources.
Article 4 sets forth the royalty payments to be made by licensees. The license provides for a
$10,000 payment upon execution of the license ($5,000 of which may be credited to royalty
payments) and a running royalty of $.05 per disc or 3.5% of the net selling price of a player,
with a minimum player payment of $7.00 until January 1, 2000 and a minimum of $5.00
thereafter.2
Article 4 makes plain that no royalties are due unless “a Licensed Patent is utilized” and,
therefore, there are no royalty paying obligations regardless of whether the 10-year license is
in effect if the licensee has adopted new or different technology that does not utilize any of
the patents in the portfolio.
Articles 4.09 and 4.10 provide that licensees must maintain and furnish certain information relevant to issues of infringement and appropriate royalty payments, but specify that
such information shall be provided to independent experts rather than to any licensor itself.
The licenses provide for “most favorable nations” terms under which each licensee is assured of receiving the most favorable royalty rate granted any other portfolio licensee under
the conditions specified in Article 5. Thus, no similarly situated licensee is given a competitive advantage by the license over any other such licensee.
Article 10.05 gives each licensor the right to withdraw its own patents from the portfolio
license with respect to any licensee which both (1) brings a lawsuit against the licensor for
infringement of an essential DVD patent and (2) refuses to license such patents to the licensor on fair and reasonable terms. This provision is necessary to prevent portfolio licensees
from taking unreasonable and unfair advantage of the fact that each portfolio licensor already
has agreed to license its patent on the open, fair and non-discriminatory terms provided in
the portfolio license at royalty rates that are likely considerably lower than what would be
payable if patents were licensed individually outside the portfolio license.
Without the provisions of Article 10.05, a portfolio licensee could, while enjoying the considerable benefits of the portfolio license, attempt to extract unreasonable terms for licensing
its patents as a result of already being licensed under the portfolio license. Article 10.05
merely “evens the playing field,” returns the parties to the bargaining position each would
have been in but for the portfolio license, and creates no competitive issues. This is particularly so in light of each portfolio licensors’ undertaking to license its patents outside the portfolio license. Thus, a licensee who subjects itself to the provision of Article 10.05 by filing
suit and refusing to grant a license on fair and reasonable terms is not denied the right to a
license for essential patents, just to a license for essential patents on the favorable terms of the
portfolio license.

2 Widespread public reports have suggested that the typical disc will retail for approximately $20-25. The per
disc royalty thus amounts to approximately .22% of the retail price of discs, although the royalty typically will
be payable by the disc replicator.
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Finally, Article 11.04 provides that any disputes involving the license shall be submitted to
arbitration in New York and resolved under New York law. This provides for a certain and
cost effective method to resolve disputes.
Agreement Among Licensors
The agreements among Philips, Sony and Pioneer relating to the Proposed Licensing Program are set forth in two bilateral Agreements and Amendment No. 1 thereto, one between
Sony and Philips and one identical agreement between Pioneer and Philips. The Agreements
and Amendments are appended hereto as Exhibit D.
The Agreements basically set forth the terms under which Philips shall license the three
companies’ essential patents and set out many of the same terms which are incorporated in
the licenses itself and are discussed above. The Agreements make plain that the Proposed Licensing Program does not in any way impede the companies’ ability to license their patents
on their own under any conditions they may negotiate.
Article 2.01 of the Agreement provides that Philips shall offer the portfolio license to “all
interested third parties.” Article 5 of Amendment No. 1 further specifies that Philips shall
grant licenses “to all interested parties and shall not discriminate against or among potential
licensees” although Philips is entitled to seek financial guarantees on royalty payments when
required. The Agreements also set out various terms for the collection and distribution of
royalties. Although Article 4.03 provides that each party may consult with the others in the
event of a good faith belief that an act of infringement has occurred, Article 4.04 provides
that each party retains the right to enforce its patents as it sees fit.
Article 7 of Amendment No. 1 sets forth the details of the procedure by which Philips shall
retain an independent expert to assure that all patents in the portfolio are essential, and provides the procedure under which patents may be added to the Proposed Licensing Program.
Conclusion
It is anticipated that DVD-Video and DVD-ROM applications will gain widespread acceptance among consumers in the United States and throughout the world. Intellectual
property rights granted by the United States and other sovereign nations to numerous unrelated entities could seriously delay if not block the introduction of this new and significant
technology. The Proposed Licensing Program described above eliminates one potential impediment to the implementation of DVD-Video and DVD-ROM by allowing all essential
patents of Philips, Sony and Pioneer to be offered in a single, non-discriminatory, fair and
cost effective licensing program. The Proposed Licensing Program has been carefully crafted
in an effort to avoid any competition concerns which may arise from the combining of patents belonging to independent entities within a single license. We respectfully submit that
the Proposed Licensing Program has successfully addressed any competition concerns, and
that the pro-competitive aspects of the program far outweigh any potential competition issues which may remain.
We will be available at your convenience to provide any further information you may require. We very much appreciate the Division’s attention to this matter.
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Respectfully,
Garrard R. Beeney
for Koninklijke Philips Electronics, N.V.; Sony Corporation of Japan and Pioneer Electronic
Corporation of Japan

DVD Business Review Letter Response
December 16, 1998
VIA FAX
Garrard R. Beeney, Esq.
Sullivan & Cromwell
125 Broad Street
New York, New York 10004-2498
Dear Mr. Beeney:
This letter is in response to your request on behalf of Koninklijke Philips Electronics, N.V.
(“Philips”), Sony Corporation of Japan (“Sony”) and Pioneer Electronic Corporation of Japan (“Pioneer”) for the issuance of a business review letter pursuant to the Department of
Justice’s Business Review Procedure, 28 C.F.R. ¶ 50.6. You have requested a statement of
the Department of Justice’s antitrust enforcement intentions with respect to a proposed arrangement pursuant to which Philips will assemble and offer a package license under the patents of Philips, Sony and Pioneer (collectively, the “Licensors”) that are “essential,” as defined below, to manufacturing Digital Versatile Discs (DVDs) and players in compliance
with the DVD-ROM and DVD-Video formats, and will distribute royalty income among
the Licensors.
I. The DVD-ROM and DVD-Video Formats
The Standard Specifications for the DVD-ROM and DVD-Video formats describe the
physical and technical parameters for DVDs for read-only-memory and video applications,
respectively, and “rules, conditions and mechanisms” for player units for the two formats.1 In
either format, the DVD offers storage capacity more than seven times that of a compact disc;
a single-layer, single-sided DVD, for example, can store 4.7 billion bytes (4.38 GB) of information including audio, video, text, and data. Employing compression technology, a
DVD-Video disc can hold a 135-minute feature film on a single side.

1

DVD Specifications for Read-Only Disc (the “Standard Specifications”), Part 3: Video Specifications, Version 1.1 (December 1997), § 3.3.1. You have attached the Standard Specifications as Exhibit A to your letter.
DVD-Video, which is described in Part 3 of the Standard Specifications, appears to be a subunit of the DVDROM format. The DVD-Video specifications indicate that DVD-Video discs shall comply with Parts 1 and 2
of the Standard Specifications, which describe the disc’s physical and file-system characteristics, respectively.
Id., § 1.1.
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The Licensors, along with a number of other producers of consumer electronics hardware,
software, or both, established the Standard Specifications.3 These Standard Specifications
appear to implicate the intellectual property rights of numerous firms.
II. The Proposed Arrangement
The proposed arrangement is embodied in two pairs of licenses: two separate but substantially identical licenses to Philips from Sony and Pioneer (the “DVD-Video and DVD-ROM
Agreement”); and a pair of standard licenses from Philips to DVD makers (the “Disc License”) and player manufacturers (the “Player License”).5 Through these two sets of licenses,
Philips aggregates the Licensors’ patents and will disseminate them to users of the DVDROM and DVD-Video formats.
A. The patents to be licensed
Under the proposed arrangement, Philips is licensing from the other Licensors those patents
that: (i) they owned or controlled as of specific dates in 1997; (ii) are entitled to a priority
date before December 31, 1996;7 and (iii) are “essential,” which is defined as “necessary (as a
practical matter) for compliance with the DVD Video or DVD-ROM Standard Specifications.”8 In turn, Philips will sublicense those patents, along with its own patents that meet
the same criteria, in the Portfolio Licenses for use in making discs or players, respectively,
that comply with either of those formats.
Initially, each Licensor has designated its “essential” patents for inclusion in the Portfolio
Licenses; there are 115 patents in all for the manufacture of DVD players, and 95 for the
manufacture of the discs themselves. However, the Licensors have retained a patent expert to
review the designated United States patents and make an independent determination as to
their “essentiality.” His determination, reflecting his “best independent judgment,” is to be
based on information he obtains from the Licensors, others in the industry, and the advice of
technical experts he may retain. The review, which is already underway, will not entail an
3

In addition to the Licensors, the publishers of the DVD-ROM Specifications are: Hitachi, Ltd.; Matsushita
Electric Industrial Co., Ltd.; Mitsubishi Electric Corporation; Thomson Multimedia; Time Warner Inc.;
Toshiba Corp.; and Victor Company of Japan, Ltd. While your letter includes information concerning the
process by which these formats were established, you have not requested, and this letter does not offer, an opinion on any competitive issues presented by the development of these formats or any other DVD-related format.
5 You have attached the Player License as Exhibit B to your letter, and the Disc License as Exhibit C. I will
refer to the Disc and Player Licenses collectively as the “Portfolio Licenses.”
7

DVD-Video and DVD-ROM Agreement, Arts. 1.06-1.07. You have confirmed that the term “priority
date” means, for any given patent in the Portfolio License, the first date on which the application for that patent, or for a patent on the same invention in an another country, was filed. See 35 U.S.C. § 119.
8

We understand this definition to encompass patents which are technically essential—i.e., inevitably infringed by compliance with the specifications—and those for which existing alternatives are economically unfeasible. As discussed below, a less concrete definition of the term “as a practical matter” could give rise to difficult competitive issues. Neither Sony’s and Pioneer’s licenses to Philips nor the Portfolio Licenses convey rights
to patents that are “essential” by virtue of the DVD formats’ incorporation of MPEG-2 video compression
technology.
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examination of validity. Should the expert determine that a patent initially designated as “essential” is not, Philips will exclude it from the Portfolio Licenses. However, licensees that
have already taken the Disc or Player License shall have the option to retain their licenses to
the newly excluded patent.
While one of the license documents indicates that the patent expert is to be “appointed” by
Philips, the letters that the Licensors will send to the expert state that all of them are retaining him. Further, the letters state that the expert’s conclusions will have no bearing on either
his compensation or any Licensor’s future retention of him or his law firm.
As noted above, the DVD-Video and DVD-ROM Agreements ensure only that the Licensors’ “essential” patents with filing dates before December 31, 1996, and which were owned
or controlled by the Licensors as of November 24, 1997 (or, in Pioneer’s case, October 1,
1997) will be part of the Portfolio Licenses. You have stated to us that, as of December 1,
1998, no Licensor has indicated that it owns or controls an “essential” patent that falls outside these bounds. Should such a patent emerge, however, the DVD-Video and DVD-ROM
Agreements commit the Licensors to licensing it, “at fair and reasonable conditions,” to any
licensee under the Portfolio Licenses, either through Philips or individually.
B. The joint licensing arrangement
1. The licenses from Sony and Pioneer to Philips
Sony and Pioneer have granted Philips nonexclusive, sublicensable licenses on their “essential” patents to enable Philips to grant licenses “to all interested parties . . . to manufacture,
have made, have manufactured components of, use and sell or otherwise dispose of” discs
and players that conform to the Standard Specifications. The licenses obligate Philips to
grant licenses on the “essential” patents for use in conformity with the specifications nondiscriminatorally to all interested third-parties. All three Licensors, however, remain free to license their “essential” patents independently of the Portfolio Licenses, including for uses outside the DVD-ROM and DVD-Video formats.
The licenses from Sony and Pioneer also establish the Portfolio Licenses’ royalty rates. The
Player License per-unit royalty is to be 3.5% of the net selling price for each player sold, subject to a minimum fee of $7 per unit, which drops to $5 as of January 1, 2000. The Disc License royalty is to be $.042 per disc sold. In addition, each Portfolio License requires a
$10,000 initial payment, half of which is creditable against the per-unit royalties. Philips’
licenses from Sony and Pioneer separately set the latter two firms’ share of these royalties,
again on a per-unit basis. The allocation of royalties among the Licensors is not a function of
the number of patents contributed to the pool. To ensure the receipt of their agreed royalties, Sony’s and Pioneer’s independent auditors may audit Philips’ books and records up to
once a year.
While each of the Licensors retains sole discretion to pursue infringers, the licenses from
Sony and Pioneer require each Licensor to notify the others before initiating any enforcement action and provide for sharing of joint infringement litigation expenses.
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2. The Portfolio Licenses
As authorized by its licenses from Sony and Pioneer, Philips’ licenses to disc and player manufacturers will be for use in conformity with the Standard Specifications. However, the Portfolio Licenses will notify potential licensees that all the Licensors are “willing to license their
respective patent rights for optical disc manufacturing, whether within or outside of the
DVD-Video and DVD-ROM Standard Specifications . . . on reasonable terms and conditions.” They will warn potential licensees that licenses from other intellectual property owners may be necessary for compliance with the formats. A “Most Favourable Conditions”
clause will entitle the licensee to the benefit of any lower royalty rate Philips grants to another licensee under “otherwise similar and substantially the same conditions.”
Each Portfolio License will have a term of ten years from the license’s effective date, subject
to termination for a limited number of reasons.37 To verify royalties owed and paid, Philips
may appoint an independent accountant to audit its licensees’ books and records up to once
a year and may require licensees to provide the accountant with additional information for
that purpose. The Portfolio Licenses also require licensees to provide, on request, information for review by a patent expert to determine whether a particular product infringes any
of the licensed patents and, thus, triggers royalty obligations. The licensees’ obligation to
provide information to the independent accountant and patent expert extends only to the
information necessary to determine the amount of royalties owed or whether they are owed
at all.
One of the grounds on which Philips may terminate a license relates to the licensees’
grantback obligation: Portfolio licensees must grant the Licensors and fellow licensees a license, “on reasonable, non-discriminatory conditions comparable to those set forth herein,”
on any patents they own or control that are “essential” to either disc or player manufacture
in conformity with the Standard Specifications. As noted above, this obligation is reinforced
by Philips’ right to terminate without notice the license of any licensee that, after having refused to grant a Licensor a license on an “essential” patent it owns, sues that Licensor for infringement of that patent.
III. Analysis
As with any aggregation of patent rights for the purpose of joint package licensing, commonly known as a patent pool, an antitrust analysis of this proposed licensing program must examine both the pool’s expected competitive benefits and its potential competitive hazards. In
particular, one expects that a patent pool “may provide competitive benefits by integrating
complementary technologies, reducing transaction costs, clearing blocking positions, and
avoiding costly infringement litigation.”44 At the same time, “some patent pools can restrict
37

Philips or its licensee may terminate the license on 30 days’ notice for the other party’s default. Philips also
may terminate for licensee bankruptcy, failure to pay royalties, and without notice in response to a licensee’s
lawsuit against any Licensor for infringement of an “essential” patent that licensee owns or controls, after the
licensee has refused that Licensor’s request for a license.
44

Department of Justice-Federal Trade Commission, Antitrust Guidelines for the Licensing of lntellectual
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competition, whether among intellectual property rights within the pool or downstream
products incorporating the pooled patents or in innovation among parties to the pool.”45
Accordingly, the following analysis addresses (i) whether the proposed licensing program is
likely to integrate complementary patent rights and (ii), if so, whether the resulting competitive benefits are likely to be outweighed by competitive harm posed by other aspects of the
program.
A fundamental premise of the following analysis is that the patents to be licensed are valid.
This is a legitimate presumption with any patent. On the other hand, persuasive evidence to
the contrary would undermine virtually any licensing arrangement: “A licensing scheme
premised on invalid or expired intellectual property rights will not withstand antitrust scrutiny.”47 Unaccompanied by legitimate intellectual property rights, restrictions on licensors or
licensees are highly likely to be anticompetitive. None of the information that you have provided us warrants abandonment of the presumption of validity as to any of the patents to be
licensed. Should the Department subsequently receive information that undercuts this presumption, its enforcement intentions as to the proposed arrangement might be very different.
A. Integration of Complementary Patent Rights
If the Licensors owned patent rights that could be licensed and used in competition with
each other, they might have an economic incentive to utilize a patent pool to eliminate competition among them. A pool that served that purpose “would raise serious competitive concerns.”49 In combining such substitute patents, the pool could serve as a price-fixing mechanism, ultimately raising the price of products and services that utilize the pooled patents. If,
on the other hand, the pool were to bring together complementary patent rights, it could be
“an efficient and procompetitive method of disseminating those rights to would-be users.”50
By reducing what would otherwise be three licensing transactions to one, the pool would
reduce transactions costs for Licensors and licensees alike. By ensuring that each Licensor’s
patents will not be blocked by those of the other two, the pool would enhance the value of
all three Licensors’ patents.
One way to ensure that the proposed pool will integrate only complementary patent rights
is to limit the pool to patents that are essential to compliance with the Standard Specifications. Essential patents by definition have no substitutes; one needs licenses to each of them
in order to comply with the standard. At the same time, they are complementary to each

Property (“IP Guidelines”), § 5.5.
45

Letter from Joel I. Klein to Gerrard [sic] R. Beeney, Esq., June 26, 1997 (“MPEG-2 Business Review Letter”), 9 (citing IP Guidelines, § 5.5).
47

MPEG-2 Business Review Letter, 9 (citing United States v. Pilkington plc, 1994 Trade Cas. (CCH)
¶ 70,842 (D. Ariz. 1994)).
49

MPEG-2 Business Review Letter, 9.

50

Id.
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other; a license to one essential patent is more valuable if the licensee also has licenses to use
other essential patents.
A broader inclusion criterion than essentiality carries with it two anticompetitive risks,
both arising from the possibility that there may be substitutes for patents included in the
pool. Consider, for example, a situation where there are several patented methods for placing
DVD-ROMs into packaging—each a useful complement to DVD-ROM manufacturing
technology, but not essential to the standard. A DVD-ROM maker needs to license only one
of them; they are substitutes for each other. Inclusion in the pool of two or more of those
patents would risk turning the pool into a price-fixing mechanism. Inclusion in the pool of
one of the patents, which the pool would convey along with the essential patents, could in
certain cases unreasonably foreclose the competing patents from use by manufacturers; because the manufacturers would obtain a license to the one patent with the pool, they might
choose not to license any of the competing patents, even if they otherwise would regard the
competitive patents as superior. Limiting a pool to essential patents ensures that neither of
these concerns will arise; rivalry is foreclosed neither among patents within the pool nor between patents in the pool and patents outside it.
If our understanding of the criterion “necessary (as a practical matter)” is correct, then it
appears that the Licensors intend to license through the pool only complementary patents for
which there are no substitutes for the purposes of compliance with the Standard Specifications. Some uncertainty arises from this definition’s imprecision: Unlike the MPEG-2 pool,
which required actual technical essentiality for eligibility, this pool introduces the concept of
necessity “as a practical matter.” On its face, this latter standard is inherently more susceptible to subjective interpretation. An excessively liberal interpretation of it could lead to the
inclusion of patent rights for which there were viable substitutes. In that event, the pool
could injure competition by foreclosing such substitutes.
Based on what you have told us, however, the definition of “necessary (as a practical matter)” that the expert will be employing is sufficiently clear and demanding that the portfolio
is unlikely to contain patents for which there are economically viable substitutes. Thus, so
long as the patent expert applies this criterion scrupulously and independently, it is reasonable to expect that the Portfolio will combine complementary patent rights while not limiting
competition between them and other patent rights for purposes of the licensed applications.
The structure of this pool, however, creates some concern about the expert’s ability to apply this criterion entirely independent of the Licensors. While you have stated that the patent
expert will be “independent” and demonstrated that his independence is a term of the licenses from Sony and Pioneer to Philips, the expert is being retained directly by the Licensors,
who have an incentive to combine in the pool any of their competing DVD-related patents
and to foreclose others’ competing patents.56 Without more, there would be justifiable skep56

Because the royalty allocation is unaffected by each Licensor’s share of the patents in the Portfolio License,
the Licensors have no financial incentive to exclude each other’s non-essential patents. In the MPEG-2 pool, in
contrast, the joint licensor, which retained the expert, was an entity separate from the patent owners with no
intellectual property of its own at stake. Moreover, the pool members themselves had a strong incentive to ex-
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ticism that this structure would ensure a disinterested review of the “essentiality” of the patent rights put forward.
However, in furtherance of the provision for independence in the licenses from Sony and
Pioneer to Philips, each Licensor has assured the U.S. expert in writing that the expert’s
compensation and future retention will not be affected by his determinations as to essentiality; the same assurance will go to the Japanese patent expert as well. These assurances, of
course, are no guarantee. Their continuing fulfillment is necessary to the expert’s independence and, consequently, to the likelihood that the portfolio will contain only complementary
patents without foreclosing competition. Whether they will be sufficient as well as necessary
remains to be seen.
Although the patent-expert mechanism is flawed, the Department is willing to base its present enforcement intentions on your representation that the combination of the Licensors’
contractual commitment to independence and their written assurances to the expert will insulate him from their interests sufficiently to ensure that the Portfolio Licenses will contain
only those patent rights of the Licensors that all DVD-Video and DVD-ROM licensees will
need. In that case, the proposed arrangement would serve the procompetitive purpose of
combining complementary technologies into a package that will be likely to lower costs to
makers of DVD-Video and DVD-ROM discs and players. If, nevertheless, these assurances
prove insufficient either to ensure the expert’s ability to function independently and objectively or to ensure that the pool will contain only essential patents, the Department’s enforcement intentions as to the proposed arrangement might be very different.
B. Foreclosure of Competition in Related Markets
As mentioned above, the Licensors are competitors in markets vertically related to the licensed technology—not only in “downstream” markets such as the manufacture of DVD
discs and players, but also in the creation of content, such as feature-length films, that is incorporated in DVD discs. Consequently, the question arises whether this pool is likely to
impede competition in any of those markets, not only between any given Licensor and licensees, but also among the Licensors themselves.
Based upon what you have told us, the proposed licensing program does not appear to
have any such anticompetitive potential in the markets in which the licensed technology will
be used. First, the agreed royalty is sufficiently small relative to the total costs of manufacture
that it is unlikely to enable collusion among sellers of DVD players or discs. Second, the
proposed program should enhance rather than limit access to the Licensors’ “essential” patents. Because Philips must license on a non-discriminatory basis to all interested parties, it
cannot impose disadvantageous terms on competitors, let alone refuse to license them altogether. Should the agreed pool royalty prove economically unrealistic, each Licensor’s ability
to grant licenses on its own to users of the Standard Specifications provides a backstop.
Third, the extent of Philips’ ability to audit licensees, through independent accountants, is
clude non-essential patents, since their share of the royalties was a direct function of the number of essential
patents they held.
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unlikely to afford it anticompetitive access to competitively sensitive proprietary information,
such as cost data. Sony’s and Pioneer’s similarly limited right to an annual audit of Philips’
conduct as joint licensor should not create any greater likelihood of collusion. Nor does there
seem to be any facet of the proposed program that would facilitate collusion or dampen
competition among the Licensors in the creation of content for software.
C. Effect on Innovation
Because only already-filed “essential” patents and patent applications are required for inclusion in the Portfolio, the program does not discourage the Licensors from continuing research and development that may relate to the standard. Further, the Licensors are free to
license their “essential” patents for purposes that compete with the DVD-Video and DVDROM standards.
Ordinarily, patent license grantback provisions might be expected to raise the question
whether, by reducing licensees’ incentives to innovate, they threaten competitive harm that
outweighs their procompetitive effects. Here, however, the proposed grantback provisions are
so narrow that they are unlikely to raise significant issues. Their scope is commensurate with
that of the Licenses: They cover only “essential” patents. A licensee’s non-“essential” improvements remain its own and may be licensed or not, as the licensee wishes. Thus, the
grantback obligation seems unlikely to apply to further innovation within the DVD-ROM
and DVD-Video formats. Instead, it is far more likely to force cross-licenses, on “reasonable,
non-discriminatory conditions comparable to those” of the Portfolio Licenses, from owners
of already extant “essential” patents. In requiring licensees to offer the Licensors and fellow
licensees access, on reasonable terms, to whatever “essential” patents they own or control, the
Portfolio Licenses ensure that no licensee may take advantage of the benefits of the pool
while exploiting its own market power over users of the Standard Specifications. The grantback provision is likely simply to bring other “essential” patents into the Portfolio, thereby
limiting holdouts’ ability to exact a supracompetitive toll from Portfolio licensees and further
lowering licensees’ costs in assembling the patent rights essential to their compliance with the
Standard Specifications. While easing, though not altogether eliminating, the holdout problem, the grantback should not create any disincentive among licensees to innovate.
In the current circumstances, the proposed ten-year term of the license does not pose significant concerns. The Portfolio Licenses authorize only a limited field of use for the licensed
technology—the manufacture and sale of products that comply with the Standard Specifications; they do not limit licensees’ other options. Licensees may seek presently unknown
methods of complying with these standards, or they may support altogether different product standards. The absence of any renewal clause puts potential licensees on notice that they
will be facing a new market-based negotiation for access to the technology on the expiration
of the Portfolio Licenses ten years hence. The uncertainty of market conditions at that time
makes it impossible to speculate on the degree of power, if any, the Licensors will hold over
any future technology licensing market.
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IV. Conclusion
Based on the information and assurances that you have provided us, it appears that the proposed arrangement is likely to combine complementary patent rights, thereby lowering the
costs of manufacturers that need access to them in order to produce discs and players in conformity with the DVD-Video and DVD-ROM formats. Your assurances and information
indicate that the proposed arrangement is not likely to impede competition, either in the licensing or development of technology for use in making DVDs, players, or products that
conform to alternative formats, or in the markets in which DVDs and players compete.
For these reasons, the Department is not presently inclined to initiate antitrust enforcement action against the conduct you have described. This letter, however, expresses the Department’s current enforcement intention. In accordance with our normal practices, the Department reserves the right to bring an enforcement action in the future if the actual operation of the proposed conduct proves to be anticompetitive in purpose or effect.
This statement is made in accordance with the Department’s Business Review Procedure,
28 C.F.R. ¶ 50.6. Pursuant to its terms, your business review request and this letter will be
made publicly available immediately, and any supporting data will be made publicly available
within 30 days of the date of this letter, unless you request that part of the material be withheld in accordance with Paragraph 10(c) of the Business Review Procedure.
Sincerely,
/ s / Joel I. Klein

Statement of the Department of Justice’s Antitrust Division on Its Decision
to Close Its Investigations of Google Inc.’s Acquisition of Motorola Mobility
Holdings Inc. and the Acquisitions of Certain Patents by Apple Inc., Microsoft Corp. and Research in Motion Ltd.
Department of Justice, Office of Public Affairs, Feburary 13, 2012
WASHINGTON – The Department of Justice’s Antitrust Division issued the following
statement today after announcing the closing of its investigations into Google Inc.’s acquisition of Motorola Mobility Holdings Inc., the acquisitions by Apple Inc., Microsoft Corp.
and Research in Motion Ltd. (RIM) of certain Nortel Networks Corporation patents, and
the acquisition by Apple of certain Novell Inc. patents:
“After a thorough review of the proposed transactions, the Antitrust Division has determined that each acquisition is unlikely to substantially lessen competition and has closed
these three investigations. In all of the transactions, the division conducted an in-depth analysis into the potential ability and incentives of the acquiring firms to use the patents they
proposed acquiring to foreclose competitors. In particular, the division focused on standard
essential patents (SEPs) that Motorola Mobility and Nortel had committed to license to industry participants through their participation in standard-setting organizations (SSOs). The
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division’s investigations focused on whether the acquiring firms could use these patents to
raise rivals’ costs or foreclose competition.
“The division concluded that the specific transactions at issue are not likely to significantly
change existing market dynamics.
“During the course of the division’s investigation, several of the principal competitors, including Google, Apple and Microsoft, made commitments concerning their SEP licensing
policies. The division’s concerns about the potential anticompetitive use of SEPs was lessened by the clear commitments by Apple and Microsoft to license SEPs on fair, reasonable
and non-discriminatory terms, as well as their commitments not to seek injunctions in disputes involving SEPs. Google’s commitments were more ambiguous and do not provide the
same direct confirmation of its SEP licensing policies.
“In light of the importance of this industry to consumers and the complex issues raised by
the intersection of the intellectual property rights and antitrust law at issue here, as well as
uncertainty as to the exercise of the acquired rights, the division continues to monitor the use
of SEPs in the wireless device industry, particularly in the smartphone and computer tablet
markets. The division will not hesitate to take appropriate enforcement action to stop any
anticompetitive use of SEP rights.”
BACKGROUND
Google/ Motorola Mobility
On Aug. 25, 2011, Google entered into an agreement to acquire Motorola Mobility, a
manufacturer of smartphones and computer tablets and the holder of a portfolio of approximately 17,000 issued patents and 6,800 applications, including hundreds of SEPs relevant to
wireless devices that Motorola Mobility committed to license through its participation in
SSOs.
Rockstar Bidco
Rockstar Bidco, a partnership that includes, among others, RIM, Microsoft and Apple, was
formed to acquire patents at the June 2011 Nortel bankruptcy auction, and to license and
distribute them to certain partners. Nortel’s portfolio of approximately 6,000 patents and
patent applications includes many SEPs that Nortel committed to license through its participation in SSOs and that are relevant to wireless devices (the Nortel SEPs).
Apple/Novell
Apple also proposes to acquire patents held by CPTN Holdings LLC, formerly owned by
Novell, following CPTN’s acquisition in April 2011 of those patents on behalf of Apple, Oracle Corporation and EMC Corporation. As a member of the Open Invention Network
(OIN), Novell committed to cross-license its patents on a royalty-free basis for use in the
open source “Linux system,” a defined term in the OIN.
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Competitive Landscape
Google, Apple, Microsoft and RIM have each developed mobile operating systems for
smartphones and tablets. Apple and RIM manufacture and sell the smartphones and tablets
that run on their proprietary mobile operating systems. In contrast, Microsoft licenses its
proprietary mobile operating systems, Windows Phone 7 and Windows Mobile, to nonaffiliated wireless handset original equipment manufacturers (OEMs). Google, in turn, sponsors Android, a mobile operating system that it distributes to OEMs without monetary
charge under an open source license. These operating systems provide platforms for a variety
of products and services offered by competing handset and tablet manufacturers, as well as,
application developers.
At the end of 2011, Google’s Android accounted for approximately 46 percent of the U.S.
smartphone operating system platform subscribers and Apple’s iOS was used by about 30
percent of subscribers. RIM and Microsoft accounted for approximately 15 percent and 6
percent of the share of smartphone subscribers, respectively.
Apple’s iPad is the leading tablet in the market, although the recently introduced Androidbased tablets are rapidly gaining share. Thus far, tablets running RIM’s and Microsoft’s operating systems have a minimal presence in the marketplace.
The Importance of Standard Setting in the Wireless Industry
Today’s wireless device industry, which includes smartphones and tablets, relies on complex operating systems that allow seamless interaction with wireless communications technologies while providing audio, video and computer functionalities.
To facilitate seamless interoperability, industry participants work through SSOs collectively
to develop technical standards that establish precise specifications for essential components of
the technology. For example, wireless devices typically implement a significant number of
telecommunication and computer standards, including cellular air interface standards (e.g.,
3G and 4G LTE standards), wireless broadband technologies (e.g., WiFi and WiMax) and
video compression technologies (e.g., H.264). As with other industries, these standards facilitate compatibility among products and provide consumers with a wider range of products
and capabilities than would otherwise be available.
Often, many technologies adopted by the SSOs fall within the scope of existing patents or
patent applications. Once a patent is included in a standard, it becomes essential to the implementation of that standard, thus the term “Standard Essential Patent.” After industry participants make complementary investments, abandoning the standard can be extremely costly. Thus, after the standard is set, the patent holder could seek to extract a higher payment
than was attributable to the value of the patented technology before the standard was set.
Such behavior can distort innovation and raise prices to consumers. A comparable harm may
also arise in situations outside of the SSO context where a patent holder’s prior actions, such
as open source commitments, lead others to make complementary investments (See U.S.
Department of Justice and Federal Trade Commission, Antitrust Enforcement & Intellectual
Property Rights: Promoting Innovation and Competition, April 17, 2007 at 35-6).
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Most SSOs therefore require the owners of patents essential to the proposed standard that
are participating in the SSO’s standard-setting activities to make disclosure and licensing
commitments with respect to their essential patents. These commitments are intended to
reduce the subsequent inappropriate use of the patent rights at issue, and thus prevent disputes that can inhibit innovation and competition. One common licensing requirement is to
require SSO members to commit to license patented technologies essential to a standard on
reasonable and nondiscriminatory (RAND) terms (for SSOs based in the United States) or
on fair, reasonable and nondiscriminatory (FRAND) terms (for SSOs based outside the
United States) (collectively F/RAND). In practice, however, SSO F/RAND requirements
have not prevented significant disputes from arising in connection with the licensing of
SEPs, including actions by patent holders seeking injunctive or exclusionary relief that could
alter competitive market outcomes.
ANALYSIS
The division’s investigations regarding the acquisitions of the Motorola Mobility and Nortel SEPs focused on whether the acquiring firms would have the incentive and ability to exploit ambiguities in the SSOs’ F/RAND licensing commitments to hold up rivals, thus preventing or inhibiting innovation and competition (The division’s analysis was limited to
SEPs encumbered by F/RAND commitments). Such hold up could include raising the costs
to rivals by demanding supracompetitive licensing rates, compelling prospective licensees to
grant the SEP holder the right to use the licensee’s differentiating intellectual property,
charging licensees the entire portfolio royalty rate when licensing only a small subset of the
patent holder’s SEPs in its portfolio, or seeking to prevent or exclude products practicing
those SEPs from the market altogether. In this analysis, the critical issue is whether the patent holder has the incentive and ability to hold up its competitors, particularly through the
threat of an injunction or exclusion order. The division’s analysis focused on how the proposed transactions might change that incentive and ability to do so.
The division concluded that each of the transactions was unlikely to substantially lessen
competition for wireless devices. With respect to RIM’s and Microsoft’s acquisition of Nortel patents, their low market shares in mobile platforms would likely make a strategy to harm
rivals either through injunctions or supracompetitive royalties based on the acquired Nortel
SEPs unprofitable. Because of their low market shares, they are unlikely to attract a sufficient
number of new customers to their mobile platforms to compensate for the lost patent royalty
revenues. Moreover, Microsoft has cross-license agreements in place with the majority of its
Android-based OEM competitors, making such a strategy even less plausible for it.
Apple’s and Google’s substantial share of mobile platforms makes it more likely that as the
owners of additional SEPs they could hold up rivals, thus harming competition and innovation. For example, Apple would likely benefit significantly through increased sales of its devices if it could exclude Android-based phones from the market or raise the costs of such
phones through IP-licenses or patent litigation. Google could similarly benefit by raising the
costs of, or excluding, Apple devices because of the revenues it derives from Android-based
devices.
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The specific transactions at issue, however, are not likely to substantially lessen competition. The evidence shows that Motorola Mobility has had a long and aggressive history of
seeking to capitalize on its intellectual property and has been engaged in extended disputes
with Apple, Microsoft and others. As Google’s acquisition of Motorola Mobility is unlikely
to materially alter that policy, the division concluded that transferring ownership of the patents would not substantially alter current market dynamics. This conclusion is limited to the
transfer of ownership rights and not the exercise of those transferred rights.
With respect to Apple/Novell, the division concluded that the acquisition of the patents
from CPTN, formerly owned by Novell, is unlikely to harm competition. While the patents
Apple would acquire are important to the open source community and to Linux-based software in particular, the OIN, to which Novell belonged, requires its participating patent
holders to offer a perpetual, royalty-free license for use in the “Linux-system.” The division
investigated whether the change in ownership would permit Apple to avoid OIN commitments and seek royalties from Linux users. The division concluded it would not, a conclusion made easier by Apple’s commitment to honor Novell’s OIN licensing commitments.
In its analysis of the transactions, the division took into account the fact that during the
pendency of these investigations, Apple, Google and Microsoft each made public statements
explaining their respective SEP licensing practices. Both Apple and Microsoft made clear that
they will not seek to prevent or exclude rivals’ products from the market in exercising their
SEP rights.
Apple outlined its view of F/RAND in a letter to the European Telecommunications
Standards Institute (ETSI) on Nov. 11, 2011, stating among other things:
“A party who made a FRAND commitment to license its cellular standards essential patents or otherwise acquired assets/rights from a party who made the FRAND commitment
must not seek injunctive relief on such patents. Seeking an injunction would be a violation of
the party’s commitment to FRAND licensing.” (emphasis supplied)
Microsoft stated publicly on Feb. 8, 2012, among other things:
“This means that Microsoft will not seek an injunction or exclusion order against any firm
on the basis of those essential patents.”
If adhered to in practice, these positions could significantly reduce the possibility of a hold
up or use of an injunction as a threat to inhibit or preclude innovation and competition.
Google’s commitments have been less clear. In particular, Google has stated to the IEEE
and others on Feb. 8, 2012, that its policy is to refrain from seeking injunctive relief for the
infringement of SEPs against a counter-party, but apparently only for disputes involving future license revenues, and only if the counterparty forgoes certain defenses such as challenging the validity of the patent; pays the full disputed amount into escrow; and agrees to a reciprocal process regarding injunctions. Google’s statement therefore does not directly provide
the same assurance as the other companies’ statements concerning the exercise of its newly
acquired patent rights. Nonetheless, the division determined that the acquisition of the patents by Google did not substantially lessen competition, but how Google may exercise its
patents in the future remains a significant concern.
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For these reasons the division continues to have concerns about the potential inappropriate
use of SEPs to disrupt competition and will continue to monitor the use of SEPs in the wireless device industry, particularly as they relate to smartphones and computer tablets. The division’s continued monitoring of how competitors are exercising their patent rights will ensure that competition and innovation are unfettered in this important industry.
All three of the transactions highlight the complex intersection of intellectual property
rights and antitrust law and the need to determine the correct balance between the rightful
exercise of patent rights and a patent holder’s incentive and ability to harm competition
through the anticompetitive use of those rights.
Agency Cooperation
During the course of its investigation of the Google/Motorola Mobility transaction, the
Department of Justice cooperated closely with the European Commission. In addition, the
Department of Justice had discussions with the Australian Competition and Consumer
Commission, Canadian Competition Bureau, Israeli Antitrust Authority and the Korean Fair
Trade Commission. In connection with the investigations relating to the Nortel patent assets, the division worked closely with states of New York and California and with the Canadian Competition Bureau.
The Antitrust Division’s Closing Statement Policy
The division provides this statement under its policy of issuing statements concerning the
closing of investigations in appropriate cases. This statement is limited by the division’s obligation to protect the confidentiality of certain information obtained in its investigations. As
in most of its investigations, the division’s evaluation has been highly fact-specific, and many
of the relevant underlying facts are not public. Consequently, readers should not draw overly
broad conclusions regarding how the division is likely in the future to analyze other collaborations or activities, or transactions involving particular firms. Enforcement decisions are
made on a case-by-case basis, and the analysis and conclusions discussed in this statement do
not bind the division in any future enforcement actions. Guidance on the division’s policy
regarding
closing
statements
is
available
at:www.usdoj.gov/atr/public/guidelines/201888.htm.
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FCC ADOPTS STRONG, SUSTAINABLE RULES TO PROTECT THE OPEN INTERNET
Rules Will Preserve the Internet as a Platform for Innovation, Free Expression and Economic Growth
Washington, D.C. – Ending lingering uncertainty about the future of the Open Internet, the Federal
Communications Commission today set sustainable rules of the roads that will protect free expression and
innovation on the Internet and promote investment in the nation’s broadband networks.
The FCC has long been committed to protecting and promoting an Internet that nurtures freedom of
speech and expression, supports innovation and commerce, and incentivizes expansion and investment by
America’s broadband providers. But the agency’s attempts to implement enforceable, sustainable rules to
protect the Open Internet have been twice struck down by the courts.
Today, the Commission—once and for all—enacts strong, sustainable rules, grounded in multiple sources
of legal authority, to ensure that Americans reap the economic, social, and civic benefits of an Open
Internet today and into the future. These new rules are guided by three principles: America’s broadband
networks must be fast, fair and open—principles shared by the overwhelming majority of the nearly 4
million commenters who participated in the FCC’s Open Internet proceeding.
Absent action by the FCC, Internet openness is at risk, as recognized by the very court that struck down
the FCC’s 2010 Open Internet rules last year in Verizon v. FCC.
Broadband providers have economic incentives that “represent a threat to Internet openness and could act
in ways that would ultimately inhibit the speed and extent of future broadband deployment,” as affirmed
by the U.S. Court of Appeals for the District of Columbia. The court upheld the Commission’s finding
that Internet openness drives a “virtuous cycle” in which innovations at the edges of the network enhance
consumer demand, leading to expanded investments in broadband infrastructure that, in turn, spark new
innovations at the edge.
However, the court observed that nearly 15 years ago, the Commission constrained its ability to protect
against threats to the open Internet by a regulatory classification of broadband that precluded use of
statutory protections that historically ensured the openness of telephone networks. The Order finds that
the nature of broadband Internet access service has not only changed since that initial classification
decision, but that broadband providers have even more incentives to interfere with Internet openness
today. To respond to this changed landscape, the new Open Internet Order restores the FCC’s legal
authority to fully address threats to openness on today’s networks by following a template for
sustainability laid out in the D.C. Circuit Opinion itself, including reclassification of broadband Internet
access as a telecommunications service under Title II of the Communications Act.

With a firm legal foundation established, the Order sets three “bright-line” rules of the road for behavior
known to harm the Open Internet, adopts an additional, flexible standard to future-proof Internet openness
rules, and protects mobile broadband users with the full array of Open Internet rules. It does so while
preserving incentives for investment and innovation by broadband providers by affording them an even
more tailored version of the light-touch regulatory treatment that fostered tremendous growth in the
mobile wireless industry.
Following are the key provisions and rules of the FCC’s Open Internet Order:
New Rules to Protect an Open Internet
While the FCC’s 2010 Open Internet rules had limited applicability to mobile broadband, the new rules—
in their entirety—would apply to fixed and mobile broadband alike, recognizing advances in technology
and the growing significance of wireless broadband access in recent years (while recognizing the
importance of reasonable network management and its specific application to mobile and unlicensed WiFi networks). The Order protects consumers no matter how they access the Internet, whether on a desktop
computer or a mobile device.
Bright Line Rules: The first three rules ban practices that are known to harm the Open Internet:


No Blocking: broadband providers may not block access to legal content, applications, services,
or non-harmful devices.



No Throttling: broadband providers may not impair or degrade lawful Internet traffic on the
basis of content, applications, services, or non-harmful devices.



No Paid Prioritization: broadband providers may not favor some lawful Internet traffic over
other lawful traffic in exchange for consideration of any kind—in other words, no “fast lanes.”
This rule also bans ISPs from prioritizing content and services of their affiliates.

The bright-line rules against blocking and throttling will prohibit harmful practices that target specific
applications or classes of applications. And the ban on paid prioritization ensures that there will be no
fast lanes.
A Standard for Future Conduct: Because the Internet is always growing and changing, there must be a
known standard by which to address any concerns that arise with new practices. The Order establishes
that ISPs cannot “unreasonably interfere with or unreasonably disadvantage” the ability of consumers to
select, access, and use the lawful content, applications, services, or devices of their choosing; or of edge
providers to make lawful content, applications, services, or devices available to consumers. Today’s
Order ensures that the Commission will have authority to address questionable practices on a case-bycase basis, and provides guidance in the form of factors on how the Commission will apply the standard
in practice.
Greater Transparency: The rules described above will restore the tools necessary to address specific
conduct by broadband providers that might harm the Open Internet. But the Order recognizes the critical
role of transparency in a well-functioning broadband ecosystem. In addition to the existing transparency
rule, which was not struck down by the court, the Order requires that broadband providers disclose, in a
consistent format, promotional rates, fees and surcharges and data caps. Disclosures must also include
packet loss as a measure of network performance, and provide notice of network management practices
that can affect service. To further consider the concerns of small ISPs, the Order adopts a temporary
exemption from the transparency enhancements for fixed and mobile providers with 100,000 or fewer
subscribers, and delegates authority to our Consumer and Governmental Affairs Bureau to determine
whether to retain the exception and, if so, at what level.

The Order also creates for all providers a “safe harbor” process for the format and nature of the required
disclosure to consumers, which the Commission believes will lead to more effective presentation of
consumer-focused information by broadband providers.
Reasonable Network Management: For the purposes of the rules, other than paid prioritization, an ISP
may engage in reasonable network management. This recognizes the need of broadband providers to
manage the technical and engineering aspects of their networks.


In assessing reasonable network management, the Commission’s standard takes account of the
particular engineering attributes of the technology involved—whether it be fiber, DSL, cable,
unlicensed Wi-Fi, mobile, or another network medium.



However, the network practice must be primarily used for and tailored to achieving a legitimate
network management—and not business—purpose. For example, a provider can’t cite reasonable
network management to justify reneging on its promise to supply a customer with “unlimited”
data.

Broad Protection
Some data services do not go over the public Internet, and therefore are not “broadband Internet access”
services (VoIP from a cable system is an example, as is a dedicated heart-monitoring service). The Order
ensures that these services do not undermine the effectiveness of the Open Internet rules. Moreover, all
broadband providers’ transparency disclosures will continue to cover any offering of such non-Internet
access data services—ensuring that the public and the Commission can keep a close eye on any tactics
that could undermine the Open Internet rules.
Interconnection: New Authority to Address Concerns
For the first time the Commission can address issues that may arise in the exchange of traffic between
mass-market broadband providers and other networks and services. Under the authority provided by the
Order, the Commission can hear complaints and take appropriate enforcement action if it determines the
interconnection activities of ISPs are not just and reasonable.
Legal Authority: Reclassifying Broadband Internet Access under Title II
The Order provides the strongest possible legal foundation for the Open Internet rules by relying on
multiple sources of authority including both Title II of the Communications Act and Section 706 of the
Telecommunications Act of 1996. At the same time, the Order refrains – or forbears – from enforcing 27
provisions of Title II and over 700 associated regulations that are not relevant to modern broadband
service. Together Title II and Section 706 support clear rules of the road, providing the certainty needed
for innovators and investors, and the competitive choices and freedom demanded by consumers, while not
burdening broadband providers with anachronistic utility-style regulations such as rate regulation, tariffs
or network sharing requirements.


First, the Order reclassifies “broadband Internet access service”—that’s the retail broadband
service Americans buy from cable, phone, and wireless providers—as a telecommunications
service under Title II. This decision is fundamentally a factual one. It recognizes that today
broadband Internet access service is understood by the public as a transmission platform through
which consumers can access third-party content, applications, and services of their choosing.
Reclassification of broadband Internet access service also addresses any limitations that past
classification decisions placed on the ability to adopt strong open Internet rules, as interpreted by
the D.C. Circuit in the Verizon case. And it supports the Commission’s authority to address
interconnection disputes on a case-by-case basis, because the promise to consumers that they will
be able to travel the Internet encompasses the duty to make the necessary arrangements that allow
consumers to use the Internet as they wish.



Second, the proposal finds further grounding in Section 706 of the Telecommunications Act of
1996. Notably, the Verizon court held that Section 706 is an independent grant of authority to the
Commission that supports adoption of Open Internet rules. Using it here—without the limitations
of the common carriage prohibition that flowed from earlier the “information service”
classification—bolsters the Commission’s authority.



Third, the Order’s provisions on mobile broadband also are based on Title III of the
Communications Act. The Order finds that mobile broadband access service is best viewed as a
commercial mobile service or its functional equivalent.

Forbearance: A modernized, light-touch approach
Congress requires the FCC to refrain from enforcing – forbear from – provisions of the Communications
Act that are not in the public interest. The Order applies some key provisions of Title II, and forbears
from most others. Indeed, the Order ensures that some 27 provisions of Title II and over 700 regulations
adopted under Title II will not apply to broadband. There is no need for any further proceedings before
the forbearance is adopted. The proposed Order would apply fewer sections of Title II than have applied
to mobile voice networks for over twenty years.




Major Provisions of Title II that the Order WILL APPLY:
o

The proposed Order applies “core” provisions of Title II: Sections 201 and 202 (e.g., no
unjust or unreasonable practices or discrimination)

o

Allows investigation of consumer complaints under section 208 and related enforcement
provisions, specifically sections 206, 207, 209, 216 and 217

o

Protects consumer privacy under Section 222

o

Ensures fair access to poles and conduits under Section 224, which would boost the
deployment of new broadband networks

o

Protects people with disabilities under Sections 225 and 255

o

Bolsters universal service fund support for broadband service in the future through partial
application of Section 254.

Major Provisions Subject to Forbearance:
o

Rate regulation: the Order makes clear that broadband providers shall not be subject to
utility-style rate regulation, including rate regulation, tariffs, and last-mile unbundling.

o

Universal Service Contributions: the Order DOES NOT require broadband providers to
contribute to the Universal Service Fund under Section 254. The question of how best to
fund the nation’s universal service programs is being considered in a separate, unrelated
proceeding that was already underway.

o

Broadband service will remain exempt from state and local taxation under the Internet
Tax Freedom Act. This law, recently renewed by Congress and signed by the President,
bans state and local taxation on Internet access regardless of its FCC regulatory
classification.

Effective Enforcement
o

The FCC will enforce the Open Internet rules through investigation and processing of
formal and informal complaints

o

Enforcement advisories, advisory opinions and a newly-created ombudsman will provide
guidance

o

The Enforcement Bureau can request objective written opinions on technical matters
from outside technical organizations, industry standards-setting bodies and other
organizations.

Fostering Investment and Competition
All of this can be accomplished while encouraging investment in broadband networks. To preserve
incentives for broadband operators to invest in their networks, the Order will modernize Title II using the
forbearance authority granted to the Commission by Congress—tailoring the application of Title II for the
21st century, encouraging Internet Service Providers to invest in the networks on which Americans
increasingly rely.


The Order forbears from applying utility-style rate regulation, including rate regulation or tariffs,
last-mile unbundling, and burdensome administrative filing requirements or accounting standards.



Mobile voice services have been regulated under a similar light-touch Title II approach, and
investment and usage boomed.



Investment analysts have concluded that Title II with appropriate forbearance is unlikely to have
any negative on the value or future profitability of broadband providers. Providers such as Sprint,
Frontier, as well as representatives of hundreds of smaller carriers that have voluntarily adopted
Title II regulation, have likewise said that a light-touch, Title II classification of broadband will
not depress investment.

Action by the Commission February 26, 2015, by Report and Order on Remand, Declaratory Ruling, and
Order (FCC 15-24). Chairman Wheeler, Commissioners Clyburn and Rosenworcel with Commissioners
Pai and O’Rielly dissenting. Chairman Wheeler, Commissioners Clyburn, Rosenworcel, Pai and
O’Rielly issuing statements.
Docket No.: 14-28
-FCCNews about the Federal Communications Commission can also be found
on the Commission’s web site www.fcc.gov.
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Clicks and More
The European Union approved Google’s purchase of Motorola Mobility on February 13,
2012. The DVD letters above arose as part of the U.S. Department of Justice’s business review
process. This is a way for concerned parties to get some advance antitrust guidance before undertaking a new arrangement. We tend to see these requests in contexts like the one above,
where a number of otherwise competing participants in an industry believe that there is good
reason for them to be cooperating. Other business review letters can be here.

