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The role of business methods in patent law has evolved tremendously over the past century.  This article summarizes the judicial history of business method patents and provides an in-depth analysis of one of the new legislative responses to recent court cases.  More specifically, the “First Inventor Defense”
 will be discussed.  As a backdrop to that analysis, we provide a brief overview of the history of business method patents.

I.
History of Business Method Patents

A.
Business Method Exemption Doctrine
Historically, business methods were not considered patentable subject matter under 35 U.S.C. § 101.  For example, in Hotel Security Checking Co. v. Lorraine,
 the Second Circuit held that a book-keeping system designed to prevent embezzlement by waiters, as a system of transacting business, could not properly be considered patentable subject matter.
 Based on this decision, the “business method exception doctrine” developed, under which business methods were not considered patentable subject matter.

As a result, business methods that might have otherwise been patentable subject matter were not disclosed to the public.  In most cases, these business methods were probably kept in-house as trade secrets,
 resulting in those business methods not entering the public domain.  The business method exception doctrine continued over the years, and was cited as recently as 1994 in invalidating a patent under 35 U.S.C. § 101.
 

B.
Expansion of 35 U.S.C. § 101 during the 1980s 
The scope of 35 U.S.C. § 101
 remained relatively unchanged in the decades following Hotel Security Checking Co.  However, as the pace of technological advances quickened, the question of whether subject matter previously not considered to be patentable should be considered patentable cropped up in the context of other technologies.

In 1981, the U.S. Supreme Court cited in Diamond v. Chakrabarty
 with approval that “anything under the sun made by man” is patentable subject matter from the legislative history of § 101, and held that living organisms could be considered patentable subject matter.  In Arrythmia,
 the court held that a medical monitoring device attached to an analysis unit was patentable subject matter,
 thus further expanding the scope of patentable subject matter.
 However, there was no decision on whether business methods should be patentable subject matter in either of those cases.

In addition to the biotechnology and medical areas, the scope of patentable subject matter also expanded in other directions during the 1980s.  For example, the U.S. Supreme Court held in Diamond v. Diehr
 that an application of a mathematical algorithm to a new and useful application is not barred under 35 U.S.C. § 101.  More specifically, the claimed invention was directed to a process of curing rubber with a computerized numerical controller.  The Diehr Court also held that post-computing operation on physical subject matter using a general purpose computer falls within the scope of 35 U.S.C. § 101.  However, the Court cautioned that a mathematical algorithm, in isolation, is not patentable.

C.
Expansion during the 1990s

While the courts in the 1980s widened the scope of patentable subject matter tremendously, the resulting case law did not directly apply to business methods alone as patentable subject matter.  As described above, Diamond v. Diehr held that a mathematical algorithm in a general purpose computer is patentable subject matter, but did not discuss business methods in the absence of a general purpose computer.  However, a series of cases during the 1990s resulted in business method patents being recognized as patentable subject matter under 35 U.S.C. § 101.

i.  Article of Manufacture: Beauregard and Its Predecessors

In the mid-1990s, three court cases related to computer software resulted in the further expansion of patentable subject matter.  First, In re Alappat held that the practical application of an otherwise practical mathematical algorithm is patentable subject matter
 in the context of a machine used to produce a smooth waveform display, as a useful, concrete and tangible result.

Next, In re Lowry held that a claim directed to a computer-readable medium.
  As a result, the use of claim preambles such as “A computer readable medium containing a data structure for…” or “A computer readable data transmission medium containing a data structure…” became acceptable.
  In patent practice, such claims may be referred to as “Lowry-type claims.”

The 1995 case, In re Beauregard, provided that software is patentable subject matter as an article of manufacture.
  The court held that if a claim includes a computer readable medium accompanied by instructions for causing a particular operation on a computer, then the claim is considered patentable subject matter as an article of manufacture.
  Therefore, software could now be considered an article of manufacture under § 101 if it met the above-discussed requirements.  

ii.  Machine: State Street Bank and Trust v. Signature Financial Group
Because the Beauregard Court did not use the term “business method” in its discussion of the claims as a patentable article of manufacture, it was not clear whether business methods would be uniformly recognized as patentable subject matter.  However, in 1998, the Federal Circuit tackled the issue of business method patents head-on in State Street Bank and Trust v. Signature Financial Group.

In State Street, the Court held that a mathematical algorithm embodying a method of doing business and directed to a useful application of the mathematical algorithm is a statutory machine under 35 U.S.C. § 101.
  The relevant claimed invention was directed to a financial management system with a “hub and spoke” design.  In contrast, the court distinguished unpatentable algorithms as those algorithms that are merely abstract ideas that constitute disembodied concepts or truths, and lack the required useful application.
 

State Street signaled the end of the business method exception doctrine.  However, the status of business method patents was still not completely resolved, because State Street referred to business methods claimed as statutory machines, and not processes.

iii.  Process: AT & T
In 1999, the Federal Circuit further clarified its position with respect to business method patents in AT&T v. Excel Comm. Corp.
 The Court held that a business method is patentable subject matter as a process under 35 U.S.C. § 101.
  The technology of the claimed invention was a call message recording for telephone systems, involving the manipulation of numbers in a telecommunications system.
  The Court held that a useful, concrete and tangible result for a practical manner of application is considered to be patentable subject matter, and, no physical limitations are required for a determination of patentable subject matter under 35 U.S.C. § 101.

As a result of the expansion of patentable subject matter to include business method patents, business methods are now recognized and examined by the United States Patent and Trademark Office (“PTO”) as patentable subject matter.
  Some of these patents include, for example, a method of drafting a patent application
 and a method of putting a golf ball.
 Subsequently, other patents have become the subject of litigation, as patent owners asserted their rights on these patents.

II.
The Legislative Response

In response to State Street,
 35 U.S.C. § 273, also known as the “first inventor defense”, was enacted on November 29, 1999. Section 273 balances the recognition of business methods as patentable subject matter with the notion that many innovations that received patent protection as business methods under State Street may have gone unpublished, and may have otherwise been generally unknown to the public and practiced as trade secrets for many years.


A.
Background:

Section 273 provides a personal defense to a defendant facing charges of infringement of a business method patent. The defendant must meet three main requirements in order to assert the defense:


1) The patent asserted against the defendant must be a business method patent;


2) The defendant must have reduced the patented method to practice prior to a year before the effective filing date of the patent at issue;
 and 


3) The defendant must have begun commercial use of the method before the effective filing date of the patent, and must have continued this commercial use without abandonment.

Once these requirements have been met, the defendant has a defense against a claim of infringement of the business method patent.

The most important aspect of a § 273 defense is that it may only be asserted against a charge of infringement of a “business method patent.” Assessing whether or not the patent at issue is a business method patent is difficult, because the judicial, legislative and executive branches (i.e., PTO) have not provided a standardized definition of a claimed “business method.” As noted above, the statute provides only that it must be “a method of doing or conducting business”, and provides no more specific definition. Also, while the courts recognize vastly more patentable subject matter with the inclusion of business method patents, the courts have not defined how business method patents are distinguishable from non-business method patents based on claim wording. Further, it is not clear how a patent that includes one or more business method claims, in addition to non-method parallel claims, would be characterized by the courts.

The PTO’s definition of Class 705, which generally encompasses business method patent applications, is: 

“the generic class for apparatus and corresponding methods for performing data processing operations, in which there is a significant change in the data or for performing calculation operations wherein the apparatus or method is uniquely designed for or utilized in the practice, administration, or management of an enterprise, or in the processing of financial data. ... also ... for apparatus and corresponding methods for performing data processing or calculating operations in which a charge for goods or services is determined.”

Because business methods have been given many varying interpretations by both the courts and the PTO, counsel for the defendant should take the issue of whether or not the application will be classified as a business method patent application into careful consideration.

Additionally, Section 273 is an affirmative defense and as such, the defendant seeking to assert it bears the burden of proof under the standard of review of clear and convincing evidence.
 Accordingly, the defendant must prove that the patent claims a business method, reduction to practice of the claimed method more than one year before the effective filing date of the patent, and that the claimed method was put into commercial use prior to the effective filing date of the patent, and has continued without abandonment.

Proving reduction to practice by a defendant requires satisfying a two-prong test. First, the defendant must show that an accused process met every element of the asserted patent. Then, the defendant must show that the process operated for its intended purpose.
 Moreover, the defendant may be called upon to show that its knowledge of the subject matter was not derived from the patentee or from persons in privity with the patentee. If the defendant obtained knowledge of the patent through, for example, a former employee of the patentee or through reverse-engineering of the patentee’s product, the defendant may not assert a § 273 defense.

The reduction to practice requirement goes hand in hand with the requirement that the defendant began commercial use of the method before the effective filing date of the patent and continued the commercial use without abandonment. The legislative history of § 273 defines commercial use as “use of a method in the United States, so long as such use is in connection with an internal commercial use or an actual arm's-length sale or other arm's-length commercial transfer of a useful end result, whether or not the subject matter at issue is accessible to or otherwise known to the public.”
 If commercial use was abandoned by the defendant at any relevant time, the defendant may not rely on the commercial use.
 

For example, if the effective filing date of the patent is January 1, 2000, and the defendant began commercial use of the method prior to January 1, 2000, the defendant may rely on that commercial use in establishing a subsequent § 273 defense. However, if the defendant began commercial use on May 1, 1999, abandoned commercial use on November 1, 1999, and did not resume commercial use until February 1, 2000, the defendant may not rely on commercial use prior to November 1, 1999 in order to establish a § 273 defense. 

The § 273 defense may appear to be an overly broad defense that would negate the value of any new business method patents. However, there are a number of limitations to the defense which should be taken into account. A successful § 273 defense does not invalidate the patent at issue.
 Also, because § 273 is a personal defense, only the specific defendant who has met the requirements of the defense and who has successfully asserted it gains any right. Consequently, the rights under § 273 are non-transferable.
 Further, a defendant who successfully asserts a       § 273 defense has not gained a general license of the patent, but only the right to personally continue practicing the method.
 

For example, if the asserted patent includes separate claims directed to a business method and a software system, the defendant who successfully asserts a § 273 defense may continue to practice only the business method, and does not have a general license for the software system covered by the patent. 



B. Section 273 in the Courts


To date, a § 273 defense has only been asserted in one case of record, Seal Flex v. W.R. Dougherty.
 However, the defendant asserted the § 273 defense only after summary judgment in the district court had been entered for the plaintiff. Therefore, the court found that the defense was untimely and did not rule on the merits of the § 273 defense.



C. Prosecution and Litigation Strategies, A Patentee/Plaintiff’s Perspective


From the point of view of a patentee or a plaintiff in a patent infringement suit, the possibility of the defendant’s raising a § 273 defense should be taken into account as early as possible. Additionally, an applicant should take § 273 into account as early as possible and as often as necessary throughout patent application preparation and prosecution.


In addition, in drafting a patent directed to a business method, it is advisable to draft business method claims as well as parallel apparatus, system, and/or software claims. These parallel claims may prove beneficial, because as discussed, a § 273 defense may only be asserted against claims directed to business methods.
  Thus, even if a defendant is successful in asserting a § 273 defense, the wise patentee who maintains parallel apparatus, system, or software claims may still assert those parallel claims against the defendant without fearing the invocation of a § 273 defense. 

It is not uncommon for a patent examiner to issue a restriction requirement when faced with a single application including both method and apparatus, system, or software claims. In such a case, the applicant may file a divisional application including the apparatus, system, or software claims, which may be asserted without the possibility of a § 273 defense.


As with any application, it behooves the applicant to file as early as possible in order to antedate as much potential prior art as possible. With respect to a business method application, the applicant also benefits from avoiding a possible § 273 defense, if the applicant anticipates that competitors may start practicing the claimed method in the near future. 

Due to the extra levels of review accorded business method patents by the PTO
 and the corresponding additional time required for completing examination of the application, if the applicant meets the requirements, it may be beneficial to file a Petition to Make Special
 to speed up the prosecution process, at a relatively low cost.
 However, if the applicant receives a restriction requirement, an application under a Petition to Make Special may be returned to the normal prosecution queue under certain circumstances.
 


Another consideration an applicant must make is whether to have the application published at 18 months.
 While the 18-month publication rule applies generally to patent applications and is not limited to business method patent applications, there are benefits and disadvantages to publication of the application that may be unique to business method patent applications. A benefit of publication is that when licensing the technology, down the road, the patentee may be able to receive back-royalties to the date of publication. The drawback of publication of a business method patent is that it removes the method from the realm of trade secrets, by making it properly known, earlier than may be beneficial.


Once a patentee has secured a business method patent, there are further steps that the patentee may take to minimize the negative effect of a § 273 defense. In order to avoid a potential § 273 defense, a plaintiff may attempt to negotiate a license with the defendant, rather than face the § 273 defense in court. 


If faced with a successful § 273 defense, the plaintiff may still mitigate the effect of the defense. Most importantly, the plaintiff should monitor the defendant’s use of the patented technology to ensure that there is no expansion of the use beyond the rights gained under § 273. The plaintiff should also ensure that the defendant is complying with the site limitations and nontransferability of the rights requirements under § 273.
 With respect to site limitations, when the defense is acquired due to a transfer of business assets, the defense only applies to use at sites where the accused business method was being practiced by the defendant, at a time that is the later of the effective filing date of the patent application, or the date of the transfer of business assets.



D. Strategies, A Defendant’s Perspective

From the point of view of a defendant facing a potential or actual charge of infringement of a business method patent, the defendant may consider some of the following options. 


A defendant in a position to assert a § 273 defense may also be able to invalidate the patent at issue by asserting its commercial activities as § 102(a) prior art.
 However, the benefit of asserting a § 273 defense over invalidating the patent is that if the § 273 defense is successful, the defendant may continue to practice the method, as the first inventor, but its competitors other than the patentee and its licensees, successors, etc. may be precluded from practicing this method, because there is still a valid patent that may be asserted against them. However, the enforcement of the patent against infringing competitors would be up to the patentee.

However, if the defendant invalidates the patent, then the method may be freely practiced by the defendant and its competitors. If the defendant plans to transfer its rights as part of a good faith assignment or plans to transfer its entire line of business, the buyer may want to attempt to invalidate the patent under § 102(a) in order to avoid the site limitations of § 273(b)(7). 

The defendant should consider the merits of the potential § 273 defense carefully, because a § 273 defense asserted unsuccessfully may have to bear the attorneys’ cost of litigation.
 


Finally, as preemptive measures, a company in a field where business methods likely to result in patents directed to business methods are widely used should internally document its activities involving business methods as early as possible, and should not abandon use of a business method if it may be used again in the future. This will facilitate the assertion of a § 273 defense in the future.

III. Conclusion
The recognized scope of 35 U.S.C. § 101 has evolved to include business methods as patentable subject matter. As a result, the PTO is examining and granting business method patents. Potential patentees should examine their business practices to determine if pursuing a business method patent is feasible. Additionally, various steps should be taken during the preparation, filing and prosecution of a patent application to maximize protection and minimize the possibility of a successful defense under 35 U.S.C. § 273. 

Due to the rapidly growing and evolving nature of this area of patent law, there are numerous other topics worthy of further research and consideration. For example, other relevant issues include the role of business method patents in the international patent regime, PTO practice with respect to business method patents, and intellectual property licensing issues. 
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