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Alice’s
Wonderland?
Software Patents after
the Supreme Court’s
Alice Corp. Decision

By Thomas M. Morrow

.
o

It has been a tumultuous six months since
the Supreme Court’s Alice Corp. decision.
An increasing number of patents have
been found invalid and more Section
101 challenges are being filed. The future
of software patents remains unclear.
Intellectual property lawyers are wise to
keep abreast of every new development.
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HE U.S. SUPREME COURT’S JUNE 19, 2014

decision in Alice Corp. Pty. Ltd. v. CLS Bank Int’l'

ushered in a bruising six months for software patents. In
Alice, a unanimous Court held that four software patents never
should have been granted by the U.S. Patent Office because
they covered merely an “abstract idea” ineligible for patenting
under Section 101 of the Patent Act.?

In the six months following Alice, the vast majority of
courts considering a Section 101 challenge to a software
patent held the patent invalid as covering an unpatentable
abstract idea. The Patent Office responded to Alice by issuing
not one, but two sets of guidelines to its examiners following
the decision, and took further steps to halt the issuance of
some software patents that stood approved by the Office.

Alice, and the eventful six months that ensued, present a
number of intriguing considerations and challenges for those
who invent, own, and litigate software patents.

The Road by Which Software Patents Rose to
Prominence
The first electronic computer was the model 701, introduced
by IBM in 1953.3 At the time, the term “software” was not yet
in use—it emerged as a term of art in 1960—and IBM did
not seek a patent on the model 701, having earlier decided
that computer programs and processes were not eligible for
patenting under U.S. patent law.*

The categories of inventions that are eligible for patenting
are identified in Section 101 of the Patent Act, which states:

Whoever invents or discovers any new and useful process,
machine, manufacture, or composition of matter, or any
new and useful improvement thereof, may obtain a patent
therefor, subject to the conditions and requirements of this
title.®

The foregoing language is drawn nearly word-for-word
from the original Patent Act of 1793, authored by Thomas
Jefferson,® “the first administrator of our patent system.””

Over the years, courts have identified and enforced three
important exceptions to Section 101’s broad definition of
patentable subject matter, namely, that “laws of nature, natural
phenomena, and abstract ideas are not patentable.”® As the
Supreme Court has explained:

A new mineral discovered in the earth or a new plant
found in the wild is not patentable subject matter.
Likewise, Einstein could not have patented his

tmorrow@yettercoleman.com.
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celebrated law that E=mc?; nor could Newton have
patented the law of gravity. Such discoveries are
manifestations of ... nature, free to all men and reserved
exclusively to none.®

Thus, IBM’s decision in 1953 not to patent the first
computer was neither illogical nor unusual; indeed, more than
a decade later, the efforts of another early software developer,
Informatics Corporation, to patent its Mark IV file management
system—an early database—were stymied in the United
States due to the prevailing view that mathematical laws (and
inferentially, computer algorithms used in the Mark IV system)
were not patent-eligible under Section 101.0

But in the late 1960s, the Patent Office began
reconsidering this view, in fits and starts, articulating a position
in August 1966 that computer programs could be eligible
for patenting so long as they met the requirements of either
a “process” or an “apparatus,”’ then issuing contradictory
guidelines in October 1968 that took a more restrictive view, 2
only to rescind those guidelines a year later.'3 Software
patents began issuing, an early example being U.S. Patent
No. 3,533,086, titled “Automatic System for Constructing and
Recording Display Charts,” which issued in October 1970
and covered a product that could read a computer program
and generate and print a flowchart that accurately depicted
the program, thereby relieving the software developer of such
“documentation chores.”'* Still, questions continued to exist
about the boundaries of patent protection for software.

The U.S. Supreme Court weighed in on the issue three
times between 1972 and 1981. The Court’s first two decisions
rejected patent applications under Section 101: Gottschalk
v. Benson (1972) unanimously rejected an application on a
method for using a computer to convert binary-coded decimal
numbers into pure binary numbers' and Parker v. Flook (1978)
held unpatentable a process for automatically updating an
alarm limit within a computer control system in a chemical
plant—but by a 6-3 margin this time.®

Finally, in Diamond v. Diehr (1981), the Court deemed
patentable an invention involving the use by a computer of a
mathematical formula—namely, a method for controlling the
operation of a rubber press, by measuring the temperature
within the press, feeding the temperature to a computer and
causing it to continually recalculate the optimum cure time
via a mathematical equation long-used within the industry to
calculate cure time."” Diehr was a 5-4 decision that turned on
the reading given to the patent’s claims (the closing portion of
a patent that delineates the precise boundaries of the invention
for which the patent right is claimed). Viewed one way, the

Thomas M. Morrow is senior counsel with Yetter Coleman, LLP in Thousand Oaks. His practice focuses
on intellectual property litigation, primarily patent and trade secrets litigation. Morrow can be reached at
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claims could be seen as covering a patentable method of
operating a rubber press. Viewed another way, the claims
could be seen as covering a method of updating the cure time,
strikingly similar to the unpatentable process for automatically
updating an alarm limit rejected three years earlier in Flook.'®
Diehr, decided in 1981, was the Supreme Court’s last
foray into the patent-eligibility of software patents for 29
years. The next year, 1982, saw the creation of the Court of
Appeals for the Federal Circuit (the Washington, D.C.-based
appeals court that has nationwide jurisdiction over appeals in
all patent cases),'® and in 1998, that court issued its famous
State Street?0 decision that caused software patenting to
skyrocket. State Street upheld the validity under Section 101 of
a patent for a computerized accounting system for managing
mutual funds, and explicitly clarified that business methods
can be patentable subject matter.2! An explosion of patents on
software-embodied business methods ensued.??

Alice’s Path to the Supreme Court

Within a decade, warning flags began to emerge. The Federal
Circuit abrogated State Street in 2008 in In re Bilski, a case in
which it held ineligible, under Section 101, a patent application
for a method of teaching buyers and sellers of commodities
how to hedge against the risk of price fluctuations in the energy
market.2 The Federal Circuit in Bilski articulated a “machine or
transformation test” as a new standard for patentability under
Section 101, but on appeal, the Supreme Court made clear
that the Federal Circuit’s new test was not the sole test for
patent-eligibility.24

The Supreme Court did confirm that business methods
were not per se unpatentable; however, as to Bilski’s particular
invention, the Court affirmed the Federal Circuit’s decision that
it was unpatentable under Section 101, amounting to merely
an attempt to patent the abstract idea of risk hedging, as a
concept and a mathematical formula.2?

Post-Bilski, amid the uncertainty over the proper
framework with which to analyze the patent-eligibility of
software patents, the Federal Circuit continued to uphold
some software patents under Section 101. For example, it
upheld U.S. Patent No. 7,346,545, directed to a method for
distributing copyrighted media products over the internet via
a facilitator, in Ultramercial, Inc. v. Hulu, LLC, reversing a trial
court’s decision that the ‘545 patent failed to satisfy Section
101.28 However, the Supreme Court granted cert, vacated the
decision, and remanded for further consideration in view of its
decision in a Section 101 case dealing with medical test kits.2”
Yet on remand, the Federal Circuit maintained its position that
the software patent in Ultramercial remained patent-eligible
under Section 101.28

And the Federal Circuit upheld the four patents in Alice
Corp. Those patents dealt with a system and method for
reducing settlement risk for parties to commercial transactions,
using a computer system as a third-party intermediary:



The [computer system] intermediary creates “shadow”
credit and debit records (i.e., account ledgers) that

mirror the balances in the parties’ real-world accounts

at “exchange institutions” (e.g., banks). The intermediary
updates the shadow records in real time as transactions
are entered, allowing “only those transactions for which
the parties’ updated shadow records indicate sufficient
resources to satisfy their mutual obligations.” At the end
of the day, the intermediary instructs the relevant financial
institutions to carry out the “permitted” transactions in
accordance with the updated shadow records, ibid., thus
mitigating the risk that only one party will perform the
agreed-upon exchange.?®

The four patents-in-suit in Alice were granted by the
Patent Office between 1999 and 2010.%0 In 2007, while some
of the patents were still pending in the Patent Office, CLS
Bank brought a declaratory judgment suit asserting that the
issued patents were invalid, unenforceable or not infringed.
Before the trial court, after the Supreme Court’s decision in
Bilski, the parties cross-moved for summary judgment as to
the eligibility of the patents under Section 101. The trial court
held them unpatentable under Section 101, as covering merely
an abstract idea of using a neutral intermediary to facilitate
simultaneous exchange of obligations to minimize risk.S

The three-judge panel of the Federal Circuit hearing the
appeal reversed 2-1, holding that CLS Bank had not made
it “manifestly evident” that the patents were directed to an
abstract idea.3? But the full Federal Circuit then took the case
en banc, granted a rehearing, vacated the panel opinion, and
issued a single-paragraph per curiam opinion affirming the
trial court.32 The per curiam opinion was accompanied by five
separate opinions authored by various blocs of the en banc
court,3* evidencing the difficulty the judges encountered in
grappling with the patent-eligibility of Alice’s patents.

The Supreme Court’s Decision in Alice

Against that background of a deeply divided Federal Circuit, the
most breathtaking aspect of the Supreme Court’s decision in
Alice was the utter ease with which a unanimous Court held the
patents invalid under Section 101. Justice Clarence Thomas’s
opinion began by emphasizing the basis for the long-held
exceptions to patentability:

[T]he concern that drives this exclusionary principle [is]
one of pre-emption. Laws of nature, natural phenomena,
and abstract ideas are the basic tools of scientific and
technological work. Monopolization of those tools through
the grant of a patent might tend to impede innovation
more than it would tend to promote it, thereby thwarting
the primary object of the patent laws. We have repeatedly
emphasized this concern that patent law not inhibit further
discovery by improperly tying up the future use of these
building blocks of human ingenuity.3%
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Justice Thomas then applied a two-step framework for
evaluating patent eligibility. First, a court determines whether
or not the patent is directed to one of the patent-ineligible
concepts (laws of nature, natural phenomena, and abstract
ideas); if it is not, Section 101 is satisfied. If, however, a
patent-ineligible concept is involved, then a court will search
for “an inventive concept—i.e., an element or combination of
elements that is sufficient to ensure that the patent in practice
amounts to significantly more than a patent upon the ineligible
concept itself.”36

In step one, Justice Thomas readily found the patents to
be drawn to the abstract idea of intermediated settlement.
Likening it to the risk hedging in Bilski, he found intermediated
settlement to be a long-standing, fundamental economic
practice. Indeed, he found “no meaningful distinction between
the concept of risk hedging in Bilski and the concept of
intermediated settlement at issue here. Both are squarely
within the realm of ‘abstract ideas’ as we have used that
term.”3” Proceeding to step two, he found no inventive
concept, but merely routine, generic computer implementation
of the idea of intermediated settlement.38

Reviewing Benson, Flook and Diehr, Justice Thomas
concluded that those cases showed that “the mere recitation
of a generic computer cannot transform a patent-ineligible
abstract idea into a patent-eligible invention. Stating an
abstract idea while adding the words ‘apply it’ is not enough
for patent eligibility. . . . Thus, if a patent’s recitation of a
computer amounts to a mere instruction to implement an
abstract idea on a computer, that addition cannot impart
patent eligibility.”3° Finding Alice’s four patents to amount to
no more than implementation on a generic computer of the
abstract idea of intermediated settlement, he deemed them
ineligible for patenting under Section 101.40

Alice’s Aftermath
Eleven days after Alice, the Supreme Court took up
Ultramercial again, and once more granted cert, vacated, and
remanded (G-V-R) for further consideration, this time in view of
Alice.*! (Indeed that day, the Court considered three petitions
for certiorari arising from Federal Circuit decisions on the
patent-eligibility of software; the Court denied cert in the two
cases in which the Federal Circuit held the software patents to
fail Section 101, and granted cert only in Ultramercial, where
as noted above, the Federal Circuit had upheld the software
patent under Section 101.)*2 A few months later, when the
Federal Circuit decided Ultramercial for the third time, it finally
held the patent ineligible under Section 101, deciding that it
covered only the abstract idea of using advertisements as
currency, e.g., showing an ad before delivering free content.*3
Indeed, in the roughly six months between Alice’s
issuance on June 19, 2014 and December 15, 2014, courts
deciding Section 101 challenges to software patents appeared
to be invalidating the patents at nearly an 80% clip. Among the
18 Valley Lawyer = FEBRUARY 2015

software patents held invalid under Section 101 following Alice
are those directed to:

®m Guaranteeing performance of an online transaction
(buySAFE v. Google, Inc.)*

® Capturing color and spatial properties of an imaging
device (Digitech)*®

® Generating a single record of multiple services for
accounting (Amdocs)*6

m Facilitating marketing dialogs (OpenText)*”

m Receiving transaction amount data, applying a formula,
and making deposits into different accounts per the
formula (Every Penny Counts)*®

® Converting loyalty points among vendors (Loyalty Conv.
Sys.)*9

® Paying down a mortgage early when funds are available
(CMG Fin. Servs.)?

®m Automating lip-synching and facial expressions of 3D
characters (McRo)®"

Three district courts upheld software patents under
Section 101 during this time period. One case involved a
patent on software used to create a tool usable to form sheet
metal into different parts, primarily for car parts (AutoForm
Eng’g).5? Another involved remotely monitoring data associated
with an internet session and controlling network access (Helios
Software).?® And a third case upheld four patents covering
methods of encoding and decoding data in accordance with a
form of error correction code (CalTech).>*

A Ray of Hope for Software Patents? The Federal
Circuit’s DDR Holdings Decision
After a rocky six months, software patent holders took heart
from a December 5, 2014 Federal Circuit decision that upheld
a software patent over a Section 101 challenge, albeit in a
2-1 decision over a strong dissent. In DDR Holdings, LLC
v. Hotels.com, L.P., the Court considered the patentability
of U.S. Patent No. 7,818,399, which covered systems and
methods for generating composite webpages that combined
visual elements of a “host” website with content from a third-
party merchant.5®

The ‘399 patent aimed to solve problems experienced by
host websites that displayed third-party ads. Website visitors,
attracted by the ads, would click on them and be transported
away from the host website to the website of the third-party
advertiser. The patent’s solution was to let the website visitor
“be in two places at the same time,” as the court described
it. With the patented system, when a website visitor clicked a
third-party ad, the system created a composite website that
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displayed product information from the third-party merchant,
but kept the “look and feel” of the host website.56

The panel majority found this patentable under Section
101. Acknowledging that the patent did address a business
challenge (retaining website visitors), the majority emphasized
that the challenge was not a “fundamental economic or
longstanding commercial practice” but rather a challenge
particular to the internet. As the majority saw it, the inventors
had not begun with a pre-internet business practice and
patented its performance on the internet, but rather, had
patented the solution to a problem uniquely existing on the
internet.5”

Yet, that arguably also had been the case in Ultramercial,
decided a few weeks earlier, wherein the Federal Circuit finally
accepted that Ultramercial’s patent couldn’t satisfy Section
101, post-Alice. The DDR Holdings majority explained why it
found the ‘399 patent a stronger candidate under Section 101.
Whereas Ultramercial’s patent covered only the idea of offering
media content in exchange for viewing an advertisement—an
“abstract business practice” that wasn’t patentable merely by
being performed on the internet—in contrast, the ‘399 patent
in DDR Holdings achieved a “result that overrides the routine
and conventional sequence of events ordinarily triggered by
the click of a hyperlink.”

Whereas before the ‘399 patent, a click on a third-party
ad transported the user off the host website, the systems of
the ‘399 patent permitted a different outcome, one in which
the user no longer left the host website. To the majority, this
was enough to be patent-eligible under Section 101.%8

Senior Circuit Judge Haldane Mayer, in dissent, bought
none of it. He made clear his distaste for the entire premise
of the ‘399 patent, criticizing it as “duping” and “confusing
customers,” “long on obfuscation but short on substance,”
and “border[ing] on the comical.”®® More substantively, Judge
Mayer primarily disagreed with the majority because he found
the ‘399 patent insufficiently technical.

Premising his dissent on his view that Alice introduced
a “technical arts” test for patentability,69 Judge Mayer
emphasized that the ‘399 patent offered no new computer
technology, but rather, relied on conventional technology; it
offered only an entrepreneurial solution to a problem rather
than a technological solution. Believing that “Alice made
clear that claims untethered to any advance in science or
technology do not pass muster under section 101,” he found
the ‘399 patent insufficiently technical to be patent eligible.®

The Past Six Months in Perspective

The Supreme Court’s decision in Alice and its decision to
G-V-R Ultramercial for a second time, while declining to hear
contemporaneously pending appeals from cases in which the
Federal Circuit struck down software patents under Section
101, are immensely significant.
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First, the ease with which the Alice Court swept aside
the issues that had so troubled the Federal Circuit sounded a
wake up call to those who considered it murky or difficult to
decide a software patent’s eligibility under Section 101. Post-
Alice, it is now clear that software inventions cannot rest on
their computer-implementation alone to be patent-eligible.®?

Second, Alice seems to have served as a tipping point
for lower courts. Whereas in the two years before Alice,
software patents encountered fewer Section 101 challenges
in litigation and survived them roughly a third of the time, this
rate plummeted to 20% in the six months post-Alice, and the
frequency of such challenges increased markedly.%3

Third, Alice caused the Patent Office to revamp its
procedures for examining software patents. Six days after the
decision, the Patent Office issued its examiners “Preliminary
Examination Instructions” for inventions involving abstract
ideas, particularly those implemented on computers.®4 The
Patent Office subsequently supplemented those June 25
Instructions with additional guidance on December 16,

2014, and even this latest guidance is expected to be further
revised after public comment closes in mid-March 2015.6°
The Office further took steps to halt the issuance of patents
on applications that already had been examined and received
Notices of Allowance.%6

For software developers deciding whether to protect their
software invention through patents versus copyright and trade
secrets, the events of the past six months may cause them
to focus more closely on the latter two forms of intellectual
property. Yet, they also should consider whether the software
invention relates to a business method or, in contrast, to what
may be termed industrial software. Industrial software patents,
such as those upheld in AutoForm Eng’g®” and Diehr may be
better equipped to pass muster under Bilski and Alice.8

Patent litigators on the plaintiff’s side likely will re-evaluate
their confidence in the validity of software patents issued by
the Patent Office pre-Alice, as the Office’s determination that
those patents satisfied Section 101 was made under a far
more permissive framework than that now being applied by
courts. Litigators deciding whether to take on a contingent
fee representation involving assertion of a software patent will
scrutinize the patent even more closely than usual. In addition
to evaluating the patent under Alice’s two-step framework,
litigators will compare the patent in question to those at issue
in Benson, Flook, Diehr, Bilski and Alice.

Indeed, as one court has observed, “so far, the two-part
test for identifying an abstract idea appears to be of limited
utility, while comparisons to previously adjudicated patents—
or more precisely, to past cases’ characterizations of those
patents—have done the heavy lifting.”®° Plaintiffs’ counsel also
may consider the benefits of teeing up the Section 101 issue
early, rather than urging the court to wait to decide it until after
the patent’s claims have been interpreted by the court later in
the suit.
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Lastly, plaintiffs’ counsel should study the numerous
decisions invalidating software patents post-Alice to identify
arguments that are not being found persuasive.

For defendants’ counsel, considerations include whether
to challenge a software patent under Section 101 in court,
or, if defending against certain software patents covering
financial products or services, to file a Covered Business
Method Review proceeding in the Patent Office,”® or both
(though certain estoppel provisions”! apply). Timing is
a consideration—courts increasingly are demonstrating
amenability to such challenges as early as the pleading
stage, and a diminishing number appear to be deferring such
challenges until after claim interpretation.

Post-Alice, software remains patentable as a general
principle, but the bar has been raised significantly. Business
method patents appear to suffer the most under the new
framework, while industrial software patents may be less
affected. The next six-to-twelve months may prove just as
illuminating as the past six months. The Federal Circuit will
begin hearing appeals of the trial court decisions rejecting
software patents under Section 101 and may resuscitate
some of the patents that currently stand rejected. This area of
the law merits close attention going forward. &
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