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THE INTERFACE BETWEEN
INTELLECTUAL PROPERTY RIGHTS
AND COMPETITION POLICY

The purpose of this book is to examine the experience of a number of
countries in grappling with the problems of reconciling the two fields of
competition policy and intellectual property rights. The first two parts
of the book indicate the variation in legislative models as well as the
wide variety of judicial and administrative doctrines that have been
used. The jurisdictions selected for study are the three major trading
blocks with the longest experience of case law, the EU, the USA and
Japan, and three less populous countries with open economies,
Australia, Ireland and Singapore. By setting out the legislative and
judicial and administrative alternatives available in those constituencies
with some experience of dealing with the interface, this research study
provides a reference work which can be used as a resource to throw light
on how the two fields of law can be adapted to create a coherent whole in
the particular circumstances of any one legal system.

In the third part of the book a number of issues closely related to the
interface between competition law and intellectual property rights are
examined. Separate chapters analyse: (i) the issue of parallel trading and
exhaustion of IPRs, a system of legal rules that creates its own interface
with the exercise of IPRs alongside the competition rules, (ii) the issue
of technology transfer showing the important differences between inter-
national IP licensing and foreign direct investment as well as highlight-
ing how limits on technology spillover are set in bilateral investment
treaties, and (iii) the economics of the interface between intellectual
property and competition law to suggest how economic thinking may
find a way of interacting with legal argument in this field.
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PREFACE

This work owes its origin to the Singapore IP Academy, which was established
in January 2003 as a result of a national initiative. Acknowledging the value
and importance of intellectual assets and creativity as primary sources of
wealth and competitive advantage, the broad objective of IP Academy is to
contribute to the building of a thriving culture that encourages the management
and harnessing of innovation, and the resultant IP rights for the achievement of
success in this global, knowledge-driven economy. Although at present it is
largely funded by the Singapore Government, it is an independent body.

Professor Gerald Dworkin and Associate Professor Loy Wee Loon were IP
Academy’s founding directors from January 2003 to December 2004. They
have been succeeded by Professor David Llewelyn as director and Ms. Ng Lyn
as deputy director.

One aspect of the IP Academy’s work is training. A broad range of courses,
of varying lengths, are being provided for all those who can benefit from an
understanding of intellectual property. At one extreme are university-based
courses. For example, the Graduate Certificate in Intellectual Property pro-
vides a foundation course suitable for those seeking to qualify as registered
patent agents in Singapore, and the MSc in IP Management is targeted at mid
to senior management, executives and professionals with a background in
science, technology or engineering who wish to specialize in the management
of IP in a technology-related business. At the other extreme are a stream of
short courses, for example Negotiating Skills for IP-Related Technology
Transactions and Performing Arts Management: Copyright and Performing
Rights for Practitioners.

The other major aspect of IP Academy’s work is “Thought Leadership’,
namely the promotion of research. Its research projects take on a multi-
disciplinary focus straddling management, social, economic and legal pers-
pectives. The research faculty supports both local and regional development
of best practices in IP policy and endeavours to improve the ability of
businesses, professional research institutions and other creators of IP to
exploit and commercialise their IP.

Shortly after the IP Academy began its work, the government announced
that it was proposing to introduce a framework of competition law for
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Singapore. Because of the close relationship between competition and intel-
lectual property law, this development provided an excellent opportunity for
the IP Academy to promote its research programme and to assist those
responsible for determining the nature of such legislation.

The IP Academy was fortunate in enlisting Professor Steve Anderman to
lead an internationally based team to provide an examination of this interface
between competition and intellectual property rights in different legal sys-
tems. It was hoped that the outcome of the study would produce findings and
set out policy options of relevance to those responsible for the drafting and
implementation of competition legislation in Singapore; an opportunity to
provide customised national legislation in its broader international context.

As the policy formulation and draft legislation proceeded, some of the
research work and the experts involved fed in their own contributions, at the
very least to better inform and assist the decision makers. Thus, in the early
stages, there was an expert Roundtable meeting: ‘Issues at the Interface
between Intellectual Property and Competition Law: Dealing with the
Residual Conflicts’. This was followed by a conference for the Singapore
legal profession and others: “The New Competition Bill and its Implications
for Intellectual Property Rights’.

The Singapore Competition Act is now in place. It is hoped that the IP
Academy played a useful role in assisting the way in which the legislation was
framed. The IP Academy is most grateful to Steve Anderman and to all his
colleagues who embarked upon the project with such enthusiasm. It is to be
hoped that the work which they have done will be of interest and of value to a
wider international audience.



The competition law/IP ‘interface’:
an introductory note

STEVEN D. ANDERMAN

I. Introduction

Competition policy and intellectual property rights (IPRs) have evolved
historically as two separate systems of law. Each has its own legislative goals
and each its own methods of achieving those goals. There is a considerable
overlap in the goals of the two systems of law because both are aimed at
promoting innovation and economic growth.' Yet there are also potential
conflicts owing to the means used by each system to promote those goals. IP
laws generally offer a right of exclusive use and exploitation to provide a
reward to the innovator, to provide an incentive to other innovators and to
bring into the public domain innovative information that might otherwise
remain trade secrets. Competition authorities regulate near monopolies,
mergers and commercial agreements with the aim of maintaining effective
competition in markets. This regulation occasionally results in limits being
placed on the free exercise of the exclusive rights granted by IP laws.

In recent decades, competition authorities and courts have prohibited
conduct by intellectual property owners which was otherwise lawful under
intellectual property rights legislation, because it contravened the rules of
competition law. This has occurred in four main spheres of activity of IP
owners. First, cases have been brought by the competition authorities in the
USA, the EU and Japan to place limits on the anticompetitive commercial
conduct of individual owners of IPRs where they protect a market standard or
de facto monopoly.” The competition issue presented in these cases has
generally been the IP owner’s exclusionary conduct towards innovators and
potential competitors on markets which are secondary to and dependent
upon an IPR protected industrial standard or de facto monopoly. The anti-
competitive conduct has tended to take the form of a ‘refusal to deal’, ‘refusal
to license’, ‘refusal to provide proprietorial software interface codes’, or a ‘tie-
in’ or illegal ‘bundling’, but the act is prohibited because it is viewed as an
attempt to ‘lever’ the IP reinforced market power in the ‘primary’ market into
exclusionary conduct in the secondary market.” Secondly, the competition
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authorities in the USA, the EU and Japan have created a detailed framework
of regulation for certain terms of bilateral IPR licensing agreements, whether
by means of official guidelines or legislation. Thirdly, the practices of collect-
ing societies, R&D agreements and patent and technology pools have raised
the issue of the appropriate treatment of cooperation between competitors in
IP related fields under the competition rules. Finally, in the field of mergers
and acquisitions, the owners of intellectual property rights have found that
competition authorities have intervened on occasion to limit IPR owners
from acquiring competing technologies” as well as to require compulsory
licences of IPRs to third parties as a condition of merger approval.

As modern commercial practices involving the use of intellectual property
rights have encountered these forms of ‘second tier’ regulation by competi-
tion authorities, concerns have been raised about the nature of the accom-
modation between the two systems of law.” First, to what extent and on what
basis do the competition authorities and the courts have authority to limit the
exercise of intellectual property rights in these ways? If IPRs are granted
by laws which have their own elaborate system of checks and balances, why
is it necessary for competition law to add a second layer of legal regulation to
the exercise of IPRs? It appears as if the competition authorities in a number
of jurisdictions take the view that their role is a form of public law regulation
while the exercise of an IPR is essentially the exercise of a private property
right. Certainly, in the USA and the EU, the competition authorities have
at times described IPRs as ‘essentially comparable’ to any other form of
private property for the purposes of the competition rules.” To what extent
do legislation and judicial decisions support the competition authorities in
that view?

Secondly, despite the use of this description, when competition law is
actually applied to the exercise of IPRs, in these same jurisdictions, concessions
are often consciously made within the competition rules to the unique nature of
intellectual property rights: to their legislative and, in the USA, their constitu-
tional basis as well as to their contributory role in the process of innovation.
Indeed, the compatibility between the aims of the two systems tends to ensure
that the normal exercise of the prerogatives of intellectual property rights is
consistent with the competition rules. The competition rules applied to IPRs,
either explicitly or implicitly, almost inevitably acknowledge a form of ‘comity’
between the two systems of law. Yet, the forms of comity developed within the
competition rules in different legal system have tended to differ from system
to system.

A third issue raised by the emergence of an extra layer of regulation of IPRs
by the competition authorities is to what extent could and should the various
IPR laws themselves, the patent, copyright, and design rights laws be
reformed in order to reduce the extent of the ‘external’ regulatory role now
played by competition law. To what extent does the experience of interface
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cases suggest that the IP laws can enhance the nature and degree of comity by
embarking upon a process of ‘internal’ reform? Some issues of reform that
have been considered are: (i) the optimum width and duration of patent and
copyright protection; (ii) the issue whether industrial copyright laws should
provide for compulsory licensing where innovation is improperly obstructed
by IP owners along lines similar to patents; (iii) the extent to which industrial
copyright such as software programs and databases should be subject to
interoperability obligations under IP law; and (iv) the extent to which IP
laws can and should acknowledge when the IPR itself creates a monopoly and
place limits on the scope of the IP protection. Underlying these enquiries is
perhaps the largest policy issue of all: what is the most appropriate relation-
ship between competition policy and IPRs in a growing industrial economy?

If we look at the major legal systems with extensive experience of the
coexistence of the two fields of law, the EU, the USA and Japan, we can see
considerable variation in their chosen forms of accommodation. The major
legal systems have generally accepted that there are cases where the market
maintenance concerns of competition law can prevail over the exercise of
IPRs associated with substantial market power. However, the nature of this
accommodation varies considerably with each system; both in terms of
method and where the line is drawn. Moreover, the experience of these
countries makes it plain that the true extent of variation cannot be appre-
ciated by a cursory examination. To see it clearly and accurately requires a
look in some depth. For example, in Japan, at first sight its competition law
gives an extensive legislative immunity to intellectual property rights; the
Japanese Antimonopoly Act exempts intellectual property rights from the
scope of its application. Yet, on closer examination, the provision has not been
interpreted as an overall exemption to all exercises of intellectual property rights
but can be limited in cases of private monopolisation or undue restraint of trade
(See Chapter 4). In the EU and US, in contrast, there are no explicit legislative
immunities in the competition rules of Articles 81 and 82 of the European Treaty
or Sections 1 and 2 of the Sherman Act. Instead, the general competition rules in
both legal systems have been given judicial and administrative interpretations
that result in their application to the exercise of IPRs in extreme cases. Both
systems have created wide general norms of competition law which if not
modified can apply to limit the exercise of IPRs. Yet, on closer examination,
the application of the general competition rules in the US and the EU has
resulted in the evolution of judicial and administrative doctrines which apply
special rules and even self-denying ordinances acknowledging to a considerable
extent the sui generis nature of IPRs, their constitutional foundations in the USA
and their legislative foundations in the EU. Sometimes these forms of comity are
given expression in special rules explicitly designated for IPRs. One example is
offered by the ‘exceptional circumstances’ test devised by the European Court of
Justice when applying Article 82 to an issue of abusive refusal to licence by an IP
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owner. More often, there are powerful partial immunities or safe havens built
into the logic of the general competition rules when they are applied to the acts
of the conduct of the IP owner. Often this is the logical outcome of the two
systems of law pursuing similar aims. For example, both US and EU competi-
tion law make it clear that if a company grows by internal investment in R&D
and IPRs to a position of significant market power that is perfectly lawful under
the competition rules. Moreover, if the owners of IPRs wish to charge high
prices for their successful products protected by IPRs, the risks of investment
ex ante will be respected by the competition rules in each legal system albeit in
different ways. The normal exercise of IPRs is by judicial doctrine viewed as
lawful under the competition rules but each system has its own line where the
exercise of an intellectual property right is not viewed as normal under the
competition rules.

The purpose of this book is to examine the experience of a number of
countries in grappling with the problems of reconciling the two systems and
dealing with interface issues. The book is divided into three parts. The first
two parts of the book indicate the variation in legislative models as well as
the wide variety of judicial and administrative doctrines that have been used
to attempt to deal with problems raised at the interface between intellectual
property rights and competition law. The jurisdictions selected for study are
the three major trading blocks with the longest experience of case law: the EU
(Chapter 2), the USA (Chapter 3) and Japan (Chapter 4) and three less
populous countries with open economies, Australia (Chapter 5), Ireland
(Chapter 6) and Singapore (Chapter 7).

In these parts, the intent is not to attempt to arrive at a definitive model of
reconciliation between the systems of legal regulation or even a recommen-
ded ‘best practice’. The examination in depth of the different jurisdictions
makes it plain that each system must determine its own appropriate accom-
modation. It is true that recently, efforts have intensified in different juris-
dictions to find the most appropriate basis upon which to combine the two
policies into a coherent whole for the purposes of innovation policy. In the
USA the Antitrust Division of the Department of Justice and the Federal
Trade Commission have held extensive hearings on the interface issue.” In the
EU the Technology Transfer Block Exemption Regulation has recently been
significantly reshaped and a series of conferences have been held with the
aim of obtaining a clearer idea of the best way to apply competition law to
the commercial exercise of intellectual property rights.” In Australia the
Intellectual Property Review Committee was established both to review IP
laws from the standpoint of competition and to recommend a reform of the
width of the exemption the Trade Practices Act gave to the exercise of
intellectual property rights. In many countries with new competition laws
which have already enacted IP legislation, such as India, China, Singapore
and Hong Kong, there is a need to shape the overall system to deal with the
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inevitable conflicts that can arise when the exercise of IPRs runs into the
buffers of the competition rules. Finally, in the USA, EU and Japan, the interest
in the interface has been whetted by the growth of digital multi-media technol-
ogy and the potential legal roadblocks in the new technological environment.
Nevertheless, it seems almost inevitable that the optimum method of reconcilia-
tion will differ for each national system depending upon its legal culture and its
state of economic development.

Hence the overall aim of this book is the more modest one of setting out
the array of options on offer, the legislative and judicial and administrative
alternatives available in those constituencies with some experience of dealing
with the interface. The intention is to produce research findings in sufficient
depth so that the experience of the selected legal systems can be understood
and used as points of reference by competition authorities and the parties
involved in interface disputes. This is a research study that should be viewed
as a reference work and a resource to be adapted to the particular circum-
stances of any one legal system.

In the third part of the book we look at a number of issues closely related to
the interface between competition law and intellectual property rights. Chapter 8
analyses the issue of parallel trading and exhaustion of IPRs, a system of legal
rules that creates its own interface with the exercise of IPRs alongside the
competition rules. Chapter 9 discusses the issue of technology transfer showing
the important differences between international IP licensing and foreign direct
investment as well as highlighting how limits on technology spillover are set in
bilateral investment treaties. Finally, Chapter 10 examines the economics of the
interface to suggest how economic thinking may find a way of interacting with
legal argument in this field.

II. A note on the compatibilities between the two
systems of legal regulation

Even without a legislative immunity for IPRs, the case law interpreting the
competition legislation in the countries studied demonstrates that the com-
petition rules create certain self-denying ordinances to ensure that there is an
extensive reconciliation between the two systems of legal regulation. This is
entirely to be expected since, within each legal system, the different means
used by intellectual property rights legislation and competition law operate in
many ways in conjunction rather than in conflict with each other. IP laws,
such as patent and copyright laws, confer an exclusive right to exploit an
invention or creation commercially for a limited period as an incentive to
creation and innovation. These rights are essentially ‘negative’ rights; they
prevent copying of the protected innovations. They do not ensure profit-
ability but if the IPR is combined with a successful product, the legal exclu-
sivity provides a stimulus to innovation by acting both as a reward to the
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inventor/creator and as an incentive to innovation more generally. In the case
of patents, without the protection of exclusivity, firms may choose to keep
their innovative ideas secret as opposed to disclosing them in their patent
claims. This stimulus to the spread of information is also a stimulus to inno-
vation resulting in new products and processes entering existing markets and
creating new markets. In these ways, intellectual property rights can actually
enhance the forces of competition.

Moreover, each IP law, as well as competition policy, strikes its own
balance between protecting early innovators and protecting the claims of
‘follow on’ innovators. IP laws, such as patent and copyright laws, strike
an ‘internal balance’ between the rewards for ‘the improvements on earlier
invention by later innovators’, and the rewards to ‘early innovators . . . for the
technological foundation they provide to later innovators’.” As Merges and
Nelson have pointed out: ‘Ultimately it is important to bear in mind that
every potential inventor is also a potential infringer. Thus a strengthening of
property rights will not always increase incentives to invent; it may do so for
some pioneers, but it will also greatly increase an improver’s chances of
becoming enmeshed in litigation.”'” In copyright, the idea/expression dichot-
omy operates to ensure that copyright contributes to common knowledge
while protecting the originator or creator from copying the expression of his
or her work. In other words, IP laws usually attempt to strike a balance
between providing sufficient incentives to innovation by the creator/inventor
and avoiding the protection of any single innovation operating as a dis-
incentive to cumulative ‘follow on’ innovation.

At the same time, the basic doctrines of modern competition law work in
conjunction with IP laws by acknowledging their positive role in the process
of innovation in at least five major respects. First and foremost, both the US
and the EU competition laws accept that the achievement of an economic
monopoly by means of investment R&D and intellectual property rights is a
legitimate course of conduct for a firm, a form of ‘competition on the merits’.
Secondly, and relatedly, both EU competition law and US antitrust law
acknowledge that the pricing of [PRs, even by dominant firms, must include
a return which adequately reflects the reward/incentive function of IPRs as
well as the ex ante investment risks of their owners. Thirdly, the competition
laws in both systems in most cases give recognition to the right of IPR owners
to prevent copying even if the exercise of this right denies access to markets to
competitors. Fourthly, the competition laws in both systems no longer
automatically assume that the legal monopoly conferred by IP laws, such as
patent and copyright legislation, automatically amounts to an economic
monopoly or even confers market power. That issue is left to be established
empirically. Finally, in their analysis of IP licensing agreements both systems
of competition policy work with the presumption that the licensing of IPRs is
in general pro-competitive in its effects.
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Nevertheless, as we have seen, modern competition policy, does act in
reserve to prevent the excesses of private property owners in order to main-
tain effective competition on, and access to, markets,'’ operating as a ‘second
tier’ of regulation of intellectual property rights.

It is also worth noting that the Agreement on Trade Related Intellectual
Property Rights (TRIPS) spells out at various points that there is a role for
competition policy to supplement the intellectual property rights policy of
the Treaty. In formal terms, it does not require such laws. It permits them. For
example, Article 8 (2) TRIPS states that ‘Appropriate measures, provided
they are consistent with the provisions of this Agreement, may be needed to
prevent the abuse of intellectual property rights by right holders . . .” Article 8
also makes it clear that in principle Member States may enact legislation to
prevent practices by the right holder that adversely affect the international
transfer of technology. Moreover, in Article 40, the TRIPS agreement speci-
fies the types of licensing practices or conditions relating to intellectual
property rights which restrain competition and impede the transfer and
dissemination of technology including exclusive grant-back conditions, coer-
cive package licensing and clauses preventing challenges to the validity of the
IPR. Nevertheless, as this note and the following studies will show, it is wise
not to have a system of IPR legislation which is unaccompanied by a system of
competition law.

ITI. The changing nature of the interface between
the exercise of IPRs and competition policy
in the major competition law systems

From the early years of the twentieth century, the conflict between the
exercise of IPRs and competition policy tended to be exaggerated by judicial
and administrative doctrines initially in the USA and later in the EU. During
these and later decades, patents were equated with monopolies'” and patent
licensing was subject to tight restrictions by competition law, initially follow-
ing a doctrine of patent misuse,'” and latterly by the regime of the ‘Nine
No-Nos’ in the USA and its counterpart in the EU." Since the 1970s, a new
antitrust legal framework has emerged in both trading blocks with a greater
appreciation of the economic benefits of IPRs and a move away from any
automatic association of real market power with exclusive IP rights.'” This
change was prompted in part by judicial and administrative acceptance of the
law and economics analysis of the ‘Chicago School’,'® initially in the USA and
later in the EU. Yet the Chicago School’s initial success in restoring greater
economic realism has been followed by a ‘post-Chicago School’ view emerg-
ing both in the USA'” and in the EU'® that acknowledges that not all IPRs are
monopolies but recognises that some can be. There are cases where IP owned
assets make a right holder dominant in a product market in established
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sectors of industry and such cases can be found not infrequently in the ‘new
economy’, particularly in the copyright protected information technology,
media and telecommunications sectors. Moreover, patent protected products
and processes in the biotechnology sectors may also be potentially subject to
the limits of this competition policy/intellectual property law interface.'”

The concern of competition authorities with IPR protected dominant
market power in the form of industrial standards particularly in the sectors
of the ‘new economy’ can be traced to two developments. First, there has been
an unprecedented expansion of IPR protection to a whole new range of
products in the knowledge economy.’” Existing protection regimes such as
patent and copyright have been extended to accommodate new technology
such as biotechnology in the EU Biotechnology Directive, and information
technology in the new EU Copyright and Related Rights Directive for the
Information Society, as well as the Digital Millennium Copyright Act in the
USA. Copyright and patent protection have been extended to new areas such
as computer software and business methods. Sui generis protection has been
extended to databases and semiconductors.

This expansion of functional coverage of IPRs in recent decades has been
fuelled by an increased awareness in the US and EU of the role of intellectual
property rights in information goods as a significant source of wealth crea-
tion and a basis for success in international competition’' as well as an
increased concern to protect such informational rights against the ease of
illegal copying of such goods.”” The arguments of certain scholars, particu-
larly but not exclusively in the USA, for acceptance of a stronger ‘property
rights’ conception of IPRs have contributed to a wider acceptance of this
concept.” During the last two decades, the US judiciary have made a number
of decisions resulting in greater ease of obtaining patents** and greater ease of
enforceability of IPRs,”” as well as a wider view of protected subject matter in
copyright.”® In the USA, a new Federal Court of Appeals specialising in patent
and other IPR matters was established in the 1980s”” and during its period of
tenure the number of patents granted in the USA has risen at a steep rate.”
The decisions favouring a wider IP protection over other balancing conten-
tions have not been unanimous,”’ but the accretion of landmark cases
widening intellectual property protection in the USA have amounted to a
noticeable judicial pattern, even if there are cases going the other way.”’ By
and large the EU has followed suit by widening its definitions of patentability
and copyright, if not quite so extensively as the USA.”’

Along with this expansion of their functional coverage, IPR protection
regimes have also been extended geographically as minimum standards
through the medium of the TRIPS agreement within the framework of the
World Trade Organisation (WTO). The impetus for this globalisation of IPR
legislation has come from the large IP owning corporations wishing to
protect their investments in R&D from copying, particularly in developing
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countries with weaker IP legislation. The emergence of TRIPS has been
described as ‘a process whereby the wish lists of various intellectual property
lobby groups are inscribed into public international law’.”” In the 1980s, the
US Government brought IP protection within the GATT and used its s. 301
procedure to obtain bilateral agreements to protect US IPRs. By 1993, the
USA, supported by the EU and Japan, was able to secure a TRIPS agreement
as part of the WTO agreement of 1994. These highly developed countries had
accepted the economic arguments that the return to such investments by the
larger corporations helped to maintain the growth and development of their
economies in the face of world competition.”” The TRIPS agreement imposes
high minimum standards’* upon its members for all forms of IPRs based on
the Berne and Paris Conventions as well as most of the rights.

The second development, particularly in the highly industrialised coun-
tries, is that the expansion of IPR protection, along with its increased incen-
tives for R&D investment, has also produced certain risks to cumulative
innovation in the high technology sectors. There has been a noticeable
tendency for particular markets in the USA, EU and Japan to be characterised
by individual market leadership reinforced by IPR protected industrial
standards.’” The phenomenon of a product achieving such a market position
normally calls for careful monitoring by the competition authorities.’® The
risks from a competition policy point of view arise from the possibility that
the market power inherent in a market standard might be abused to preclude
access to downstream related markets. In such situations, the owner of the
‘system’ which has achieved the status of an IP protected industrial standard
tends to look proprietorially at the development of improvements and new
products relating to the ‘system’. As Ordover and Willig put it, in a situation
where the incumbent market leader has high sunk investments and is con-
fronted by risks of leaks to free-riding competitors, there is a tendency to look
more closely at a strategy of capitalising on vertical integration to develop
modular applications related to the market standard.”” In the recent US
Microsoft case, for example, the Federal District Court that tried the case
accepted that the market share of the Windows operating system was 94 per
cent of all Intel chip PCs worldwide. In respect of modular applications, MS
Word had fended off Word Perfect to gain about 90 per cent of the word
processing market and Microsoft’s Internet Explorer had captured more than
80 per cent of the web browser market from the previously dominant Sun
Microsystem’s Netscape Navigator (50 per cent).”

It is true that some vertical business strategies can, on balance, be pro-
competitive where they are based on genuinely innovative products.’
Moreover, they can help to create and maintain useful industrial standards
in related markets. Yet, in network industries where the incumbent enjoys a
monopoly, with substantial ‘network effects’ and a large installed base of
users, the possibility of anticompetitive strategies cannot be ruled out."’
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Similarly, where a base product such as a biotechnological patent gets into a
strong position to control follow-on research and development of related
products, competition concerns may arise."'

The strategies of owners of IPR protected industrial standards can take the
form of vertical foreclosure by exclusive contracts, the tying-in of one pro-
duct with the sale of another, or ‘bundling’, and refusals to deal or license, all
means by which the owner of the industrial standard can lever its monopoly
on an upstream market into a monopoly on the downstream/dependent
market.

The vertical foreclosure of downstream markets by owners of industrial
standards in upstream markets entails two risks to innovation. The main risk
is that the process of further innovation will be restricted to the R&D of the
owner of the upstream industrial standard and thereby deprive a wider circle
of developers from contributing to the next stages of innovation.** A second
risk is that the ‘network effects’ barrier to entry can result in technologically
inferior products ‘tipping’ certain downstream markets and technologically
superior products being lost.*’

Some economists, such as Schmalensee and Evans, have objected to this
type of competition concern claiming that the process of competition in
markets in the new economy is different in kind to that in the old
because it takes the form of different technological systems competing for
the market rather than the traditional form of competition in the market.**
Competition in high technology markets, they say, consists of a rivalry
between products designed to replace one another rather than remain in
competition in the same market and these forces make monopolies fragile
and transitory.”” They describe this form of competition as ‘dynamic com-
petition’, or ‘Schumpeterian’ competition, because it involves a process of
‘creative destruction’ which strikes ‘not at the margins of the profits of
existing firms but their foundations and their very lives’.** There has even
been a suggestion that these forces of competition can make markets self-
regulating.”” In the IT field there is undoubtedly some evidence of dynamic
competition, i.e. succeeding generations of products achieving industrial
standard status only to disappear and be replaced by competitors: Wang
and dedicated word processors gave way to CP/M and Wordstar. Wordstar
in turn was ousted by MSDOS/Word Perfect and Lotus 1-2-3, which in turn
was displaced by MS Windows, MS Word and MS Excel, etc.*®

It is misleading, however, to portray copyright and patent protected
industries as presenting a picture of endless winner-take-all races.*” In the
first place, we can see a pattern of protracted competition between IP
protected products in systems in a number of highly concentrated industrial
sectors: mobile telephones, computer games, PC hardware, ISPs on the
Internet, pay TV, motion pictures and music recordings.” In these sectors,
there is still competition, albeit reduced to a few suppliers, between firms in
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the market. The pattern of highly concentrated industries can be seen both at
national and international levels.”! Secondly, there are sectors where there are
market standards, some persisting through several generations. Microsoft has
maintained its Windows operating system/middleware from Windows 3.0 to
Windows XP and now accounts for more than 90 per cent of Intel chip driven
PCs worldwide. Intel microchips have provided several generations of
Pentium processors that now power almost 90 per cent of all PCs worldwide.
Far from copyright protected innovation producing life-threatening dynamic
competition on ‘new economy’ markets, the picture seems to be a familiar
one of highly concentrated industries and industrial standards. Despite the
undoubted consumer benefits created by these industrial standards, and the
stimulus to investment in technological development provided by IPRs,
the ownership of industrial standards in the new economy can also confer
inordinate market power. In other words, it is difficult to accept uncritically
that every transaction which is viewed as anticompetitive in the short run can
be justified by reference to its long term effects where the long term benefits
are difficult to predict and the costs of restrictions on competition are
tangible and immediate.”

Moreover, this type of individual market dominance can be prolonged by
the presence of a new type of demand side barrier to entry in the form of
‘direct network effects’”” and ‘indirect network effects’, sometimes referred to
as ‘network externalities’™ in the sale of complementary products in ‘sys-
tems’.”” ‘Direct network effects” are the effects on demand for a ‘system’
product, or network, by the purchase of a network product by more users.
The inherent interoperability of the product means that the more buyers of
the product there are, the more attractive it will be to all users, new and
existing. A good example of this is the fax machine, ATM machines,”® mobile
telephone or even software such as Word or Lotus 1-2-3.”” Direct network
effects can operate as a barrier to entry when one product has become an
industrial standard simply because they raise the ante for entry. The new
entrant faces the task of generating a comparable critical mass of customers
for their product as a condition of entry.”®

‘Indirect network effects’ or ‘network externalities’, arise from the effect a
larger network has on the production of complements. Some innovative
system products experience a lift off in their rivalry with other products as
an increase in demand for one or more of their cluster of ‘complementary’
products sets off an increase in the demand for their core product in a
mutually reinforcing way. Werden has persuasively argued that indirect
effects ‘may pose more formidable entry obstacles than direct ones because
an entrant may find it difficult to enlist the support of essential comple-
menters’.”” It has been suggested by economists that indirect network effects
were a major factor allowing MS-DOS to dislodge the previously dominant
CP/M as Microsoft and independent application developers created so many
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applications that users preferred MS-DOS to its rival, although the disparity
in cost and bit technology between the two were also important factors.”’ In
the Microsoft case in 1996, the US District Court found that the network
effects of applications compatible with Windows on PC users created an
‘applications barrier to entry’ to other PC operating systems.' The network
effects barrier to entry is enhanced by ‘switching costs’*” and the difficulties of
new entrants obtaining support from unreceptive, existing producers of
complementary products, particularly when they ‘must enlist multiple inde-
pendent complementers’.®’

In situations where systems achieve the status and power of market stand-
ards and are IP protected the issue arises for all economically mature legal
systems — what is the appropriate method to reconcile the respective concerns
of competition and IP policy? How should competition policy and IPR policy
apportion responsibility to ensure open access to market standards for
modular applications makers, who seem to be indispensable to cumulative
innovation in systems industries with an industrial standard? To what extent
should competition law operate as a default mechanism when IP laws facil-
itate rather than limit an abuse of market power?

IV. The relevant principles of IP law and innovation

IPR specialists have often stressed the importance of IPRs as an incentive to
innovation because of their reward to invention and creativity.”* Without
adequate incentives, the proponents of the traditional IPR view assert,
research and development investment would decline and with it the innova-
tive capacity of an economy.’” The classic empirical case for this comes from
the pharmaceutical industry where the millions of pounds, dollars and euros
of expenditure on research and development would not occur unless the
companies making the investment could be certain of exclusive rights to
returns and protection from competitors for a period of time sufficient to
recoup their investment and gain a profit.°” This model of IP legislation as
catalyst for innovation by the inventors of novel products or processes,
however, offers an unduly narrow perspective of both the process of
innovation and the role of intellectual property rights. We can see this by
looking more closely at patent and copyright laws.

A. Patent laws

As is well known, patent law provides an exclusive right to exploit, i.e. make,
use and sell, a novel invention®” for a limited period both as a reward to the
inventor and as a wider incentive to investment in research and development.
Yet, the wider incentive to investment in research and development is not
synonymous with the reward to the pioneer inventor. All patent laws have
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built into their design a demonstrable interest in encouraging further genera-
tions of innovation as well.°® In the first place, the time limit for exclusivity of
20 years is established to ensure that after a limited period for profit taking,
the invention can be replicated and used more generally. Perhaps equally
importantly, the disclosure obligations in the patent claim are meant to
release information about the patented invention to expand knowledge
within the technological community and stimulate research during the pro-
tected term of the patent. Economists such as Kenneth Arrow®’ and Robert
Merges’’ have conceptualised the patent as a trade off of the exclusive right
for both its incentive effects and its disclosure of information on technological
change.”' Cornish, a noted IP legal academic, cautions against exaggerated
expectations but accepts that ‘[p]atents do make available a large quantity of
information about the latest technical advances and they are regularly con-
sulted by those concerned with development in many industries’.”* Article 29.1
of TRIPS, reflecting the majority of patent systems, emphasizes this function of
the disclosure obligation: ‘disclosure must be sufficiently clear and complete for
the invention to be carried out by others’.”

Moreover, the scope of the exclusive right conferred by a patent is limited
by the statutory defences to infringement, including the ‘experimental’ use
defence which is designed to prevent the patent right being used to inhibit
scientific development,”* the ‘prior use’ right and the ‘personal use’ right.”
Furthermore, as we shall explore later in this chapter, where the scope of
patents is defined narrowly this can help to ensure that a balance is struck
between the protected product and subsequent streams of innovation.”®

Consequently, the theory behind the award of a patent can be seen not only
to be to provide a reward to the pioneer inventor and create an incentive
merely for a pattern of serial invention. The initial grant of exclusive rights
has a wider remit; it is shaped to encourage other, cumulative streams of
innovation to flow as a result of any individual invention, along with the
original inventor’s own development of its protected product.””

In addition, many patent laws in Europe and elsewhere in the world, along
with policies of excluding certain fields of technology, and Crown use,”” have
long had a policy of compulsory licensing in extreme cases where exploitation
of the intellectual property right inter alia operates to block the development
of other technology.m Under the UK Patent Act, 1977, as amended in the
light of the TRIPS agreement, for example, the comptroller has a discre-
tionary power, upon application by an aspiring licensee,”’ to grant a com-
pulsory licence where, inter alia, a refusal to grant a licence on reasonable
terms has the effect of impeding the exploitation of other new technology. In
such a case it is possible for third parties to obtain a compulsory licence
subject to an obligation to cross-license their own patent on reasonable
terms.®" A second ground for a compulsory licence is the fact that a patent
is not being worked at all and it can be shown that there is demand within the
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UK for a patented product.®” A third basis for a compulsory licence arises
when a report of the Competition Commission has decided that the patentee
is engaging in an anti-competitive practice against the public interest. In such
a case, the appropriate minister is given the power to apply to the comptroller
to have the patent endorsed as a licence of right.*” This offers an example of
the links between the internal checks and balances of patent law and the
external tier of regulation provided by competition law.**

Applications for a compulsory licence are in fact rarely made, and even
more rarely granted,”” partly because applicants face the double burden of
proving a statutory ground and then convincing the comptroller to exercise
his discretion, but a claim for a compulsory licence can be used as a bargain-
ing chip for a cross licence and the grounds for compulsory licences must be
taken into account by patentees in their commercial decisions.

The legislation on the Community Patent® also contains provisions for
compulsory licensing which ‘are designed to provide guarantees against
abuses of the rights conferred by the patent’. It too is based on the require-
ments of Article 5 of the Paris Convention and Article 27(1) and Article 31 of
the TRIPS Agreement.”’

The Community Patent’s provisions allow the Commission to grant a
compulsory licence of a Community patent:

(i) When licensing is needed to use a second patent involving an important
technical advance of considerable economic significance in relation to the
invention claimed in the first patent, subject to an obligation to cross-
license;

(ii) In times of crisis or extreme urgency, or to remedy a practice determined
by judicial or administrative process to be anticompetitive.”®

Consequently, the Community Patent provides an explicit basis for the
competition authorities to intervene in an extreme case where a patent is
used to block subsequent innovation by other inventors.

A further example® of this concern is offered by the Biotechnology
Directive in its new regime for compulsory licensing and cross-licensing of
technological inventions. The compulsory licensing rules are concerned with
the relationship between the use of patents and the use of plant variety rights.
Under Article 12(1) where plant breeders cannot acquire or exploit a plant
variety without infringing a prior patent, they may, after a failure to secure a
voluntary licence, apply for a non-exclusive, compulsory licence to use the
invention, subject to the payment of an appropriate royalty and the offer of a
cross-licence on reasonable terms. Under 12(2) the same rules apply mutatis
mutandis where the owner of a patent concerning a biotechnological inven-
tion cannot exploit it without infringing a plant variety right. Both rights
also presuppose that the applicant can show that the target IPR for which
they wish a compulsory licence constitutes ‘significant technical progress of
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considerable economic interest’ by comparison with their own IPR (Art.
12(3)(a)(b)). The policy underlying these compulsory licensing provisions
is to prevent IPR protection from blocking further innovative development
by other innovators.

The TRIPS agreement” also endorses a compulsory licensing regime,
subject to a number of conditions: that the applicant must first have applied
unsuccessfully to the right holder for a voluntary licence on reasonable
commercial terms;”" and the right holder must be paid adequate remuner-
ation in the circumstances of each case taking into account the economic
value of the authorisation (Art. 31(h)).

Under Article 31 a compulsory licence may be authorised to permit the
exploitation of a patent (‘the second patent’) which cannot be exploited
without infringing another patent (‘the first patent’) provided that: (i) the
invention in the second patent ‘involves an important technical advance of
considerable economic significance in relation to the invention claimed in the
first patent’; (ii) the owner of the first patent is entitled to a cross-licence on
reasonable terms to use the invention claimed in the second patent; and (iii)
the use authorised in respect of the first patent shall be non-assignable except
with the assignment of the second patent.

Furthermore, under Article 31(k) specific authorisation is given for legis-
lation to provide for a compulsory licence ‘to remedy a practice determined
after judicial and administrative process to be anti-competitive’. In such
cases, certain preconditions are waived and termination of the compulsory
licence can be refused if the authorities consider that the conditions which
led to the compulsory licence ‘are likely to recur’.

Finally Article 30 of the TRIPS treaty states that Members may provide
limited exceptions to the exclusive rights conferred by Article 28 subject to
conditions that reflect the delicate balance that must be struck between
private ownership rights and public interests in drafting and implementing
the exceptions provisions. These exceptions must not unreasonably conflict
with the normal exploitation of the patent or unreasonably prejudice the
legitimate interests of the patent owner, taking account of the legitimate
interests of third parties.

On its face, the TRIPS treaty appears to strike a reasonable balance between
the two dimensions of innovation: reward of limited exclusive rights to
inventors and originators and protection for follow-on invention and origin-
ation. Moreover, it appears to offer help to developing countries in the areas
of pharmaceuticals, education, traditional knowledge and the patenting of
living organisms. As is gradually becomingly better understood, however,
there is a huge gap between the rights allowed in the language of the Treaty
and the experience in practice in developing countries.”

The balance in TRIPS between first generation and later generation inno-
vation requires consideration of yet another factor. The TRIPS agreement
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spells out at various points a role for competition policy to supplement the
overall intellectual property rights policy of the treaty. Thus Article 8(2)
states that: ‘Appropriate measures, provided they are consistent with the
provisions of this Agreement, may be needed to prevent the abuse of intel-
lectual property rights by right holders.” Article 8 also makes it clear that in
principle Member States may enact legislation to prevent practices by the
right holder that adversely affect the international transfer of technology.
Moreover, in Article 40, the TRIPS agreement specifies the types of licensing
practices or conditions relating to intellectual property rights which restrain
competition and impede the transfer and dissemination of technology
including exclusive grant-back conditions, coercive package licensing and
clauses preventing challenges to the validity of the IPR.

In these ways, TRIPS embodies a view of property rights that on its face
combines IP rights with restrictions and responsibilities for IP right holders. It
also projects a view of innovation policy that allows Member States to strike a
balance between protection of invention, public health concerns and diffusion
of inventive ideas by a combination of intellectual property rights legislation
and competition policy. The balance struck in the words of the TRIPS agree-
ment cannot be read in isolation from its geopolitical context. The TRIPS
package of high minimum protection in respect of patentability (Art. 27),
patentee rights (Art. 28) and a minimum term of 20 years (Art. 33) has had a
dramatic effect on developing countries, placing them under considerable
pressure to invest their limited resources in legislation and enforcement machi-
nery to implement the increased standards of protection.”

B. Copyright laws

In copyright law, too, there is also a balance struck between protection against
overt copying and use by follow-on innovators of the inventive or creative
idea, but this balance differs in nature from patent law. First and most
fundamentally, even during the copyright terms, most systems of copyright
tend to endorse the idea/expression dichotomy, that is they do not protect the
idea underlying a work but only the original mode or form of expression of
that underlying idea, leaving open to other innovators and creators free access
to and use of the underlying idea.”* Secondly, copyright law contains a
doctrine of ‘fair use’, or ‘fair dealing’, that permits some use for reporting
for news, educational and research purposes, criticism or review as well as
some personal use.” Further, the copyright term is also limited although the
70 years plus life duration, recently extended from 50 years, seems more
suited to literary than informational copyright protection.”

In the new economy of information technology, there are specific adapta-
tions of the general copyright rules to computer software and databases that
strike their own type of balance between idea and expression.”” The EU
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Computer Software Directive endorses the general principle that ‘ideas and
principles which underlie any element of a computer program, including
those which underlie its interfaces are not protected’ (Art. 1(2)). The US
Copyright Act 1976 s. 102(b) recognises a similar dichotomy: ‘In no case does
copyright protection for an original work of authorship extend to any idea,
procedure, process, system, method of operation, concept, principle, or
discovery, regardless of the form in which it is described, explained, illus-
trated or embodied in such work.””®

The EU Computer Software Directive” also requires Member States to
recognise four exceptions to the scope of exclusive copyright protection: first,
acts by a lawful acquirer of a copyright computer program which are neces-
sitated by use of the program for its intended purposes; secondly, to allow the
making of backup copies by lawful users; third to permit the studying and
testing of a program; and fourth, the decompilation of programs. These
exceptions are regarded as so significant that the Directive does not permit
the parties to contract out of any of them.'”"

The Directive introduces a decompilation right to assist interoperability of
software programs where the program maker neither publishes information
about access codes nor licenses it.'°" Under Article 6(1), lawful software
users'”” are entitled to reproduce and translate the form of a software pro-
gram even without the right holder’s authorisation when such acts are
‘indispensable to obtain the information necessary to write and produce a
new program which will be interoperable with the protected program but will
be independent of it’. This provision permits unauthorised ‘decompilation’
of a program for the limited purpose of creating a new program, i.e. one
which when completed would not infringe the rights of the owner of the
original program.'’” Moreover, it offers some protection to the right holder
by requiring the decompiler under Article 6(2)(c) to obtain authorisation
from the right holder when the interface codes are to be used ‘for the
development, production or marketing of a computer program substantially
similar in its expression’.'”

The decompilation right is universally applicable to software in the sense
that it applies independently of a finding that the software product has
achieved market dominance.'’” Moreover, even where patent protection
applies to a software program, Article 6 will apply. Hence, it can be viewed
as an inherent limit to the scope of IPR protection in computer programs.
Yet, that said, it is important to note that such an inherent limit does not have
the same effect as a provision for a compulsory licence because there is no
enforcement process incorporated in the decompilation right to gain com-
pulsory access to interface codes where they prove elusive. It operates at
the level of a defence to an action for infringement.'”® Thus far there has
been no litigation over Article 6. Nevertheless, it is clear to computer program
developers as well IPR owners that it offers an alternative, albeit a sometimes
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time-consuming and difficult alternative, to licensing. Article 6 also provides
an incentive to the owners of copyright in computer programs to make
available the source codes so that decompilation ceases to be lawful. Finally,
there is evidence of some owners taking a commercial strategy of providing
interfaces specially designed to allow third parties to interoperate with the
program without access to the IP protected core codes they wish to protect.
Whether this is in response to the legislation implementing the directive or a
response to the possible threat of competition remedies of compulsory code
provision is difficult to say but the design of Article 6 is to promote inter-
operability by a measure within intellectual property law.

The Community’s Database Directive'”’ introduces two tiers of protection
for databases: a sui generis form of copyright protection of 15 years for the
contents of databases, if there has been a substantial investment in either
the obtaining, verification or presentation of them;'”® and a copyright for
the structure of the database itself, if the selection or arrangement of the
contents is the author’s own intellectual creation. In both cases, after initially
producing a draft contemplating an IPR based right of interoperability, the
Commission opted for a different approach to the limits on possible misuse.
In contrast to the Computer Software Directive, the Database Directive
provides a limited exception for use of the database for the purposes of access
to and use of the contents of the database where a person already has a right
to use it.'"” It thus provides an extremely limited research and private study
defence subject to the condition that ‘the source is indicated’.''’ The
Database Directive, however, contains no exception for decompilation; nor
does it provide for compulsory licences. Instead, in Article 13 it states that the
provisions of the Directive are subject to the ‘laws on restrictive practices and
unfair competition’.

Recital 43 explains this provision as follows:

in the interest of competition between suppliers of information products
and services, protection by the sui generis right must not be afforded in such
a way as to facilitate abuses of a dominant position.

A similar formula has been adopted in the Regulation on Community
Plant Variety Rights (2100/94); the Directive on the Legal Protection of
Biological Inventions (98/44/EC); and the Directive on the Legal Protection
of Designs (98/71/EC).""

There is thus a striking contrast between the way copyright and patent laws in
their ‘internal’” systems of checks and balances strike a balance between protec-
tion of initial innovation and further invention and creativity. Patent law uses
both the device of limiting the scope of protection and providing for a possi-
bility of compulsory licences in cases inter alia where a patent can be shown to
block further inventive development. In this respect, patent law anticipates
some of the ‘vertical’ or downstream consequences of the patent decision.
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Copyright law limits the scope of protection by its exceptions for fair use
and its idea/expression dichotomy. It also allows decompilation or reverse
engineering rights to some extent although it contains no provision for
compulsory licensing as such where the copyright coincides with an indus-
trial standard, apart from the special cases of collecting societies. In principle,
if copyright in computer programs were to provide a legal device to ensure
widespread interoperability, there would be little scope for competition law
remedies. The existing decompilation right offers a potential way forward as
a general norm for interoperability of software programs but, in its current
form, it offers no assurance of the supply of code information to competi-
tors facing market standard owners with strategies of control in applica-
tions markets. In such cases software developers are left with no option
but to invent around the protected software or turn to competition law
measures for a remedy to the ‘external’ effects of IP protection in appropriate

112
cases.

C. The limits of the patent and copyright internal balance

The traditional model of the patent as a stimulus to innovation is based on
the notion that the patent confers an exclusive property right that in eco-
nomic terms is a barrier to entry offering the inventor the incentive of a
monopoly return. This incentive to invention is necessary because inventive
knowledge requires a fixed investment to create it, whereas the marginal cost
of its transmission is low, its consumption does not exhaust it and charging
for its use is difficult to arrange.''” Without the right to exclude people few
would invest in the research and development to create inventions. The
overall loss, or ‘deadweight loss’, caused by the monopoly is seen by econo-
mists as being the price of obtaining the invention in the first place as well as
the disclosure of information about the invention.''* The early theory of
patents and possibly copyright was based on a ‘one property right per market-
able work’ image of things.''” This view was later elaborated to extend the
IPR to something more than residing in a marketable product. By drawing
attention to the way IPRs created a market for information, Kenneth Arrow
showed that IPRs could not be viewed simply as coextensive with economic
markets for final (tangible) products.''®

Far from amounting solely to an argument for expanding the borders of
the exclusive right, however, this insight also raises the issue of how property
rights are to be allocated among sequential innovators in various indus-
tries.''” Where a market, whether old or new, consists of complex ‘systems’
of products, and if in such systems, the development of the technology
involves an accumulation of incremental improvements, the traditional
model of the patent as incentive to single product invention may not be
appropriate as the sole model of innovation.''® While in the context of
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pharmaceutical inventions, investment in research and development might
not take place without the incentive of an exclusive right, it is less clear that
the individualistic incentive benefits outweigh the innovation costs in prod-
uct markets involving cumulative technology and systems of products.'"”

In such situations, some adjustment of patent granting decisions may be
called for. Some specialists have argued that it would be appropriate to adjust
the length of the patent term in cases where the social benefits are exceeded
by the social costs of the invention.'”” Unless we are prepared to accept a
government agency as an appropriate authority to subject each and every
patent award to a public interest audit and award protection of varying
lengths depending upon the results, however, we are left with the ‘one size
fits all’ length of patent terms, except where legislators are prepared to assign
different length terms for special categories of protection, e.g. medical pro-
cess patents in India.

That being the case, the spotlight must shine on decisions of the patent
authorities’ in respect of the width of each patent.'”' On the one hand,
to grant a wide patent claim in a cumulative technology industry entails
a risk that the social and economic costs of the IP protection for one product
will exceed its benefits because it forecloses too many avenues to future
improvement and innovation by later innovators.

Merges and Nelson'** have underlined this point in the following observation:

When a broad patent is granted ... its scope diminishes incentives for
others to stay in the invention game, compared again with a patent whose
claims are trimmed more closely to the inventor’s actual results. This would
not be undesirable if the evidence indicated that control of subsequent
developments by one party made subsequent inventive effort more effec-
tive. But the evidence, we think, points the other way.123

In the new economy of cumulative technology industries, as in the old sectors
of systems products such as motor vehicles and aeroplanes, it has been argued
by economists that there are often palpable innovative advantages if a sub-
stantial number of different participants try different approaches simulta-
neously. On the whole, the obstacles of complexity of system products and
qualitative uncertainties inherent in the innovative process are normally best
overcome by a variety of approaches and numerous participants rather than
single innovators coordinating the efforts of a closed system.'**

This may explain why it is that many new industrial standards are being
created by a collective and collaborative process such as joint ventures, patent
pools and cross-licensing arrangements. Recent inventions such as DVDs
and certain semiconductors required wide collaboration with either a pooling
of IP or a generous policy of cross-licensing to achieve their finished form.
In such cases, there may be a pro-competitive motive for, as well as effect
of, this horizontal collaboration that may make such forms of cooperation
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between competitors more acceptable to competition authorities in the EU
and the USA.'*

To preserve a variety of approaches in innovation, in defining the scope of
individual patents in the new economy, as in the old, there is a need for patent
authorities to be aware of the potential anti-innovative effects of overly wide
patents, i.e. patents that allow a single party to obtain and maintain control of
multiple components of a system. A wide patent entails the risk of limiting
the possibility of diverse approaches to improvements of a system. As well, it
can allow the patent holder to block or delay through litigation innovations
elsewhere in the system which threaten the long-run value of the package of
components which the patent holder controls.'*®

The significant feature of such blocking tactics is that they may not
necessarily be designed to increase returns on the investment in the original
innovative product; rather they may be aimed at controlling the development
of the system product and its ownership to favour the value of the compo-
nents under the patent holder’s control.'”” This can result in a distortion of
the innovation process by limiting the innovative contribution of compet-
itors. It can also lead to the practice of predatory product innovation, i.e.
creating succeeding generations of market standards which do not inter-
operate with each other.'**

However, there is the complication that other economists have strongly
argued that wide patents offer advantages to innovation. For example Kitch,
in presenting his ‘prospect theory’, has argued that patents which are wide
allow their owners to ‘mine’ them more effectively by ‘offering their holder a
secure opportunity to orchestrate in an orderly fashion the subsequent
development of the original idea’'*” and this increases the incentives to invest
in patents. There may well be occasions where market standard owning firms
can go on to further develop a superior standard internally rather than in
a competitive environment for their derivative products in downstream
markets.' "

Other research suggests, however, that there is a real risk that too wide
a patent may actually limit the further development of a standard or its
modular applications. In cumulative technology industries, unduly central-
ised control might in fact have the effect of hindering the development of
improved standards. The existence of diverse suppliers of various compo-
nents of the system interacting with users may be a more desirable pattern for
the best development of a standard and this appears to be the case particularly
in the software field.”' There are occasions when the owner of an industrial
standard can itself adopt such a strategy by establishing an open system. For
example, Sun Microsystems consciously developed a predominantly open
system for its technical workstations, deciding that greater profits would
be generated by the larger market offered by an open system than by inter-
system rivalry between closed proprietary systems. (See too the contrasting
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fortunes of Apple Macintosh and Microsoft as a consequence of one adopting
a closed system and the other, at least in its early stages, an open system.) But
genuinely open systems can never be guaranteed by reliance on commercial
strategies in all markets.

Instead, it seems clear that the implications for innovation policy are that
once a technical standard becomes industry wide, and there is no longer any
inter-system competition, there are risks that the standard owner may choose
to engage in conduct that gives it private advantages at the expense of a
potentially richer overall development of the technology. This may not be
inevitable. However, for strategic business reasons, the owners of industrial
standards may find it tempting to close off avenues of innovation that
represent a threat to the profit potential of the standard by reducing the
degree of modularity of the components of the system or by reducing the
possibilities of competitors to achieve compatibility at certain points within
the system.'”” This may not always result in a technologically inferior prod-
uct, and indeed it may sometimes produce a technologically superior prod-
uct, but it creates the risk that the favoured alternative of the standard owner
may not be the best technological solution. The cases involving Microsoft in
the US and in Europe offer good examples of such conduct. Microsoft
‘customised’ the Java language it supplied with Windows so that it could
not interoperate with other operating systems. This customising made it
impossible for licensees to use Java to bypass Windows and access the
Internet via Netscape. Alternatively, owners of industry wide technical stand-
ards may be tempted to engage in ‘predatory product innovation’ by bringing
in new generations of the system that are incompatible with the old."*’

Whether or not patent authorities take these issues into account, their
definitions of patent scope can have ‘vertical’ consequences, one of which
might be to inhibit the process of innovation.'** There are fewer controls on
copyright and neighbouring rights at the time of conception. However, in
infringement actions, courts can be made aware of the vertical consequences
of their copyright enforcement decisions.

A major problem for patent authorities therefore is the extent to which they
are able to take into account the potential anti-innovative effects of patents at
the point of conferring a patent. At that stage, it is difficult to differentiate
between ‘good’ and ‘bad’ innovation. It might seem clear that, in most cases,
the narrower the width of a patent, the less will be the opportunity for an owner
of an industrial standard to control a large proportion of the components of
a system and thereby to control the pace and direction of further development
of the original idea in the product or process.'”” In cumulative innovation
industries narrower patents will have the advantage of allowing more scope for
related research by a wider group of researchers.

However, the claim is also made that the narrower the width of a patent,
the greater the risk that the inventor will be ‘invented around’ and this may
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reduce the reward and the incentive effects of patents according to the tradi-
tional model. Moreover, US economists such as Heller and Eisenberg, have
mounted a case based on the risks of too narrow a definition of patent scope,
arguing that unduly narrow patents will result in fragmentation and claiming
that each ‘upstream patent allows its owner to set up another toll booth on
the road to product development, adding to the cost and slowing down the
pace of downstream biomedical innovation’."*

My own view is that while their use of metaphor is imaginative, they
damage their case by making no comparison with the costs of allowing
upstream patent owners to own broad patents. The most important such
cost to consider is to what extent in the particular sector a broad patent would
discourage further innovation, either because of the scope of the patent or the
threat of litigation because of the unclear implications of the wider patent
claim. Without a comparison of such costs, we are left with a not particularly
helpful partial picture.

Moreover, while it is also true that holders of narrow patents in recent years
have a track record of erecting a ‘patent thicket’ around their original inven-
tion'”” and multiple patents have been more frequently resorted to in recent
years, nevertheless their effect is not necessarily to allow their owner to achieve
the same degree of control over downstream innovation as a wide patent. An
extensive empirical study of the semiconductor industry in the United States by
Hall and Ham suggests that the main aim of firms investing in multiple patents
is not to gain exclusive control of stand-alone inventions, but to ensure that
they have a ‘legal bargaining chip’ for cross-licensing agreements which enables
them to get ‘access to external technologies on more favourable terms of
trade’.'”® With large sunk costs in manufacturing facilities and a need to
draw on process and product technologies invented (and patented) by a diverse
array of parties, managers amass large patent portfolios of their own largely to
avoid being excluded or ‘held up’ by other parties.'””

A cross-licensing culture has much to recommend it as a platform for
innovation.'*’ Cross-licensing agreements it should be remembered do not
always conform to the stereotype of ‘closed’ joint ventures between parties
bound by strict non-competition clauses. They can also take the form of
reciprocal agreements not to bring infringement actions against ‘licensees’ in
the course of their separate research and development.

Inevitably however there will be limits to the extent that control of the
width of a patent can ensure that inter-firm downstream competition can
flourish in a situation where the IPR right coincides with an industrial
standard. The patent authorities do not have the degree of law and economics
weaponry to make these sorts of decisions at the time of granting a patent.
And the courts, at least in the EU, do not seem to have the doctrinal where-
withal to strike the necessary law and economics balance within the confines
of patent or copyright law.
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As we have mentioned, it is possible to amend IP laws to make the prospect
of competition remote. Narrowing the scope of the protected product,
offering the possibility of compulsory licences and providing for interoper-
ability obligations within the IP laws themselves would have such an effect.
However, insofar as IP laws allow wider protection with blocking potential
even when the IP is associated with significant market power,141 it can fall
upon competition authorities to apply competition policy measures to main-
tain access to relevant markets. The competition rules tend to operate essen-
tially as a default. And, indeed, the experience thus far suggests that under
most existing IP law regimes the competition rules will continue to have some
role to play because the competition authorities tend to look more often at
the conduct of the IP owner long after the IPR has been granted, whereas with
few exceptions such as compulsory licences etc. the IP authorities concern
themselves with the qualification for the grant and the issues of enforcing its
exclusivity in infringement actions.

Yet, as has been mentioned, there is considerable variation in the way
different systems operate as a default system to the exercise of intellectual
property rights. It is that degree of variation which is the subject of the
following chapters of this book.
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EC competition policy and IPRs

STEVEN D. ANDERMAN AND HEDVIG SCHMIDT

I. Introduction

EC competition policy and intellectual property rights (IPRs) are widely
recognised to be complementary components of a modern industrial policy.
Both pursue a common aim of improving innovation and consumer welfare
although they do so by using rather different means. Intellectual property
legislation such as patents, copyright and design rights laws pursue this aim
by offering a period of exclusive rights to exploit to IP right holders as a
reward and incentive to innovation and R&D investment. Modern competi-
tion policy attempts to keep markets innovative by maintaining effective
competition on markets by preventing foreclosure of markets and maintain-
ing access to markets. At first sight there seems to be a potential clash between
the methods used by the two systems of legal regulation to achieve their
common aims; the concern to maintain access to markets appears to be
implacably opposed to the concept of exclusive rights to make, use and sell
a product. And indeed, historically there was a period when the misunder-
standing of the economic effects of IPRs led EC competition policy to attempt
to place overly strict limits on the exercise of IP rights particularly in the field
of patent licensing. Today, however, EC competition policy treats the eco-
nomic effects of IPRs more realistically. It no longer assumes that the legal
monopoly conferred by IP laws, such as patent and copyright legislation, to
make and sell a particular product or process automatically amounts to an
economic monopoly or even confers market power. Its view is that this issue
must be left to be established empirically. Equally importantly, EC competi-
tion law gives explicit recognition to the positive contribution that IPRs make
to competition as well as innovation and has made a number of significant
adjustments within its doctrines to accommodate the exercise of IPRs.

The forms taken by this accommodation are not as obvious as the full or
partial legislative immunity given for the exercise of IPRs in Japan and Australia.'
The EC ‘immunity’ is offered on occasion in the form of an ‘exceptional circum-
stances’ test for IP protected products. More often, however, it takes the form of
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an accommodation within the general doctrines of competition law, as inter-
preted by the Community Court judges and by the regulations, guidelines and
notices issued by the Directorate General of Competition within the European
Commission. A close reading of the case law together with these regulations and
notices suggests that EC competition law, in its own way, gives an extensive,
albeit limited form of immunity to the exercise of IPRs.

Underlying this judicial and administrative accommodation is the exten-
sive recognition given by EC competition law and policy to the contribution
that IP laws make to innovation and competition. In the first place, it is now
openly accepted that the incentives to innovation created by IPRs produce
new competitors on existing markets and indeed create new products which
open up entirely new markets. Secondly, it is presumed that the licensing
of IPRs is in general pro-competitive as well as pro-innovative in its effects
and helps to ensure that IPRs are more widely diffused throughout the
common market. IP licensing also adds new products to markets which either
add new competitors to existing markets or form new markets. The EC
competition authorities also acknowledge that too heavy a regulatory
burden on the exercise of IPRs could discourage investment in IPRs in the
European Union (EU).

Even in this more enlightened era when competition law may generally
accord a favoured position to the exercise of an IP by a firm because of its
contribution to innovation, there are still rare situations where conduct by an
IP owner which is lawful under IP legislation, can be viewed as unlawful
under competition law. In such cases, EC competition law does not confer
immunity upon the exercise of an IPR simply because it is consistent with the
rules of IP legislation. Instead, it tends to reserve a right to intervene in
extreme cases.

Certain safeguards are embedded within the logic of competition law
which ensure that this intervention is in fact kept to exceptional cases. For
example, EC competition laws accept that the achievement of an economic
monopoly by means of investment R&D and intellectual property rights is a
legitimate course of conduct for a firm, a form of ‘competition on the merits’.
EC competition law also in most cases gives recognition to the right of IPR
owners to prevent copying even if the exercise of this right denies access to
markets to competitors. Further, EC competition law acknowledges that the
pricing of IPRs, even by dominant firms, must include a return which
adequately reflects the reward/incentive function of IPRs.

However, in extreme cases where IPRs are used unjustifiably by their
owners to exclude competitors from markets, EC competition policy reserves
a right to intervene to limit their exercise. It tends to view intellectual
property rights as any other form of private property rights at this point
and to restrict their use when that use amounts to prohibited conduct under
the rules of competition law. This can apply to the unilateral exploitation of
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an IPR by its owner as well as to an agreement between the IP owner and a
licensee to exploit the IPR in a particular territory.

Today, in fact, there are four main spheres in which EC competition policy
may be said to act asa ‘second tier’ of regulation of intellectual property rights
and intervene in extreme cases. First, competition policy under Article 82 of
the EU Treaty has, in extreme cases, been used to restrict the abusive com-
mercial conduct of individual owners of IPRs, particularly where the IPR
protects a market standard or de facto monopoly. This form of regulation has
extended to excessive pricing,” but has been more frequently focused on the
IPR holder’s conduct towards innovators who are ‘downstream’ of an IPR
protected industrial standard including refusals to deal, refusals to license,
refusals to provide proprietorial software interface codes and tie-ins.
Secondly, competition policy regulates certain terms of bilateral IPR licensing
agreements, i.e. technology transfer agreements, under Article 81 of the EU
Treaty, and a block exemption regulation. Thirdly, competition policy regu-
lates cooperative relationships between competitors in joint ventures and
multilateral agreements including patent pools, multilateral cross-licensing
agreements and standardisation agreements.” Finally, in the context of merg-
ers, competition policy has intervened on occasion to limit IPR owners from
acquiring competing technologies” as well as requiring compulsory licences
as a condition of merger approval. This chapter will concentrate on the first
two fields of regulation of IPRs

II. Article 82 and IPRs
A. Introduction

The role of Article 82 in the system of EC competition law is to regulate
undertakings, usually individual undertakings but occasionally two or more
undertakings acting jointly, which have been found to occupy positions of
dominant market power, such as monopolies or near monopolies. Its aim is
not merely to prohibit ‘exploitive’ pricing or limitations of output which are
the more traditional methods of monopolists. It is also concerned with the
use of market power to damage effective competition in markets by prevent-
ing access to markets or driving out existing competition. It has been inter-
preted to prohibit anticompetitive or ‘exclusionary’ abuses such as refusal to
supply without justification, predatory pricing, exclusive dealing, tie-ins and
discriminatory dealing. It can also extend to retaliatory or reprisal abuses in
which a dominant firm disproportionately penalises an existing customer.’
Unlike Article 81, Article 82 of the EU Treaty only regulates the conduct of
undertakings which have already achieved market dominance. If a firm falls
below the threshold of dominance (and is not part of a collectively dominant
position), it is not affected by Article 82.
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The framework for the rules regulating undertakings in a dominant posi-
tion is established by the general prohibition in Article 82 of the Treaty:

Any abuse by one or more undertakings of a dominant position within the
common market or in a substantial part of it shall be prohibited as incom-
patible with the common market insofar as it may affect trade between
Member States.

Article 82 then goes on to list four examples of abuse:

Such abuse in particular may consist in:
(i) directly or indirectly imposing unfair purchase or selling prices or

unfair trading conditions;

(ii) limiting production, markets or technical development to the preju-
dice of consumers;

(iii) applying dissimilar conditions to equivalent transactions with other
trading parties, thereby placing them at a competitive disadvantage;

(iv) making the conclusion of contracts subject to acceptance by the other
parties of supplementary obligations which by their nature or according to
commercial usage, have no connection with the subject of such contracts.

The analysis of abuse under Article 82 involves three stages. First the ‘market’
in which the alleged abuse occurred must be defined. Secondly, there must be
a determination of whether or not the firm allegedly committing the abuse
was ‘dominant’ in a market, whether or not it is in the market in which the
abuse occurred. Thirdly, the conduct complained of must be analysed to
determine whether or not an ‘abuse’ was committed.

From the IP perspective, it is worth noting at the outset that a legal
monopoly created by a patent or other IPR is not assumed by EC competition
law to confer market power or dominance. There must be hard evidence that
the actual market share of a product, whether or not protected by an IPR,
actually reflects significant market power amounting to a dominant position.
Moreover, under the prohibition of Article 82 the mere achievement of
dominance is not itself unlawful. The judicial interpretations of Article 82
have accepted the principle that monopoly power is not unlawful if it is
lawfully acquired. A firm may lawfully grow to a position of dominant market
power on a particular market owing to superior productive efficiencies,
quality and competitive pricing which reflects those efficiencies. Embedded
in Article 82’s concept of legitimate competition is recognition of innovative
efficiencies brought about by investment in research and development and IP
protection. Even if a firm creates an economic monopoly in a product or a
group of firms create an industrial standard, and this is propped up by
possession of an intellectual property right, this as such does not constitute
abusive conduct. Under Article 82 by definition, the mere possession of
extensive market power, if lawfully acquired, does not amount to an abuse.
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Finally, Article 82 confers upon dominant firms, whether IP protected or
not, a position of ‘special responsibility’ not to use their dominant market
power anticompetitively to further weaken the already weakened state of
competition on markets caused by their dominance.” However, a dominant
firm may continue to compete against competitors as long as it only uses
means which are ‘competition on the merits’. Hence, in principle, it may
continue to use its superior efficiencies created by its investments in R&D and
the normal exercise of its intellectual property rights to reduce the market
shares of competing firms by pricing products based on its lower total costs
created by productive and other efficiencies. On the other hand, the concept
of abuse has been defined by European Court of Justice (ECJ) judgments
to ensure that a dominant firm may not use its market power unfairly either
to exploit consumers or to deny competitors access to markets which are
affected by its dominant market power. These rules can apply irrespective of
whether or not the market power of the dominant firm is propped up by an
IPR. Where an IPR reinforces a dominant position, the rules of abuse make
certain significant concessions to the exclusionary rights of the IPR owner.
Broadly, one can talk of an ‘exceptional circumstances’ test under Article 82,
which operates to limit its application to the exercise of IPRs quite explicitly
in the case of the abuse of refusal to supply and implicitly in the case of the
abuse of excessive pricing.

For IP owners, the logic of Article 82 requires two specific points to be
established. Firstly, when does the ownership of an IPR coincide with, or
place a company in, a dominant position in a particular market? Secondly,
in what situations will the use and exploitation of an IPR by a dominant
company create an abuse of a dominant position? If the mere ownership of an
IPR, even one which has become an industrial standard, is seen as non-
abusive and a form of legitimate competition, when, if ever, will the exercise
of an exclusive right amount to an abuse of a dominant position?

B. Dominance, relevant market and IPRs

1. The determination of the relevant market

Before the Commission can decide whether an IPR owner has a product with
a position of dominance on a particular market, it must first define what that
market is both in terms of the cluster of products in the market and its
geographical reach. It does this by taking the product, whether goods or
services, of the firm complained of and investigating whether other products
are substitutable or interchangeable with that product. Close enough sub-
stitutes can act as competitive restraints and influence the capacity of an
undertaking to price freely. Once the relevant market is identified, it can be
used as the base to calculate the market share and degree of dominance of the
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undertaking alleged to have committed an abuse.” Defining the relevant
market can therefore be described as a tool of competition policy used to
determine market power, a tool which is used not only for Article 82, but for
Article 81 and merger control policy.

The European Commission’s Notice on the Definition of the Relevant
Market® states that it uses an economic approach to define the relevant
market. Paragraph 7 states that ‘a relevant product market comprises all
those products and/or services which are regarded as interchangeable or
substitutable by the consumer, by reason of the products’ characteristics,
their prices and their intended use’. The Commission starts by defining the
‘product’ produced by the company complained of and then applies a test of
substitutability to determine whether other products are in the same market.
If the product produced by the company complained of is a single product,
say a banana’ or a rubber tyre'’ or Vitamin A'' then the Commission can
move on to test for substitutes. If, however, the product is a complex product,
there is an element of discretion in deciding the relevant product with
which to begin the investigation. For example, in Hilti v. Commission,
Hilti produced nail guns, cartridges and nails and sold them in a commercial
package which it called a Power Activated Fastening System (PAFS). Hilti
held a patent for the gun and one for the cartridges strips, but none for the
nails. The Commission decided that the relevant market was not the wall
construction market in which the PAFS was one product. Instead, it chose to
define each part of the package as a separate product and found that there
were three separate markets.

To the extent that the Directorate General for Competition opts to start its
market definition with components as separate products rather than ‘sys-
tems’ of products, it defines markets narrowly and naturally makes it easier
to find dominance. In the Hilti case for example, since there were separate
markets for cartridge strips and nails, and the cartridge strips were a patented
product, the patent contributed to Hilti’s market power on the cartridge
market by allowing Hilti to legitimately exclude competition. Indeed, this
definition of markets not only influenced the issue of dominance; it also
influenced the issue of abuse. The tie-in with the unpatented nails was caught
by Article 82 as a case of attempted leveraging of the patent protection going
beyond the scope of the patent. This also occurred in Hugin,'” a case dealing
with new spare parts for Hugin cash registers. It also occurred in the Volvo'*
case where ‘new Volvo spare front wing parts’ were held to be a relevant
market. The Commission’s practice of defining markets narrowly is not
directed solely at IPR owning giants. It is part of a wider tendency to regulate
essential infrastructures which create dependency relationships or ‘lock ins’
in ‘after markets’ such as maintenance markets, spare parts markets, con-
sumable markets and complementary markets. The Commission’s actions, as
it openly argued in the Magill case,'” however, are in part prompted by a
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desire ‘to use Article 82 to supervise effective competition in markets in the
new economy of information technology and telecommunications’. In its
definition of markets, the Commission has increasingly acknowledged the
existence of ‘technology markets” and the possibility that IPRs such as patents
or copyright can confer dominance or reinforce market standards in such
markets.'® It has also been prepared to define informational goods such as TV
programme listings and databases as sufficiently separate entities to amount
to separate ‘markets’ or facilities when they create market power which can
extend to their ‘after markets’."”

When determining the relevant market both the ECJ and the Commission
also requires consideration of its geographical reach. Often the geographical
reach of an IPR-based product is limited to a single country but the test is
an empirical one. The starting point for analysis for a product protected by
a national patent for example could be the exclusive right of the patentee to
produce or sell this product within the borders of a particular country.
However, if in fact the market is subject to regular parallel imports from
other countries owing to exhausted patent protection that may widen the
geographic market.'®

Paragraph 8 of the Commission Notice defines the relevant geographic
market in the following manner:

The relevant geographic market comprises the area in which the under-
takings concerned are involved in the supply and demand of products or
services, in which the conditions of competition are sufficiently homoge-
neous and which can be distinguished from neighbouring areas because the
conditions of competition are appreciably different in those areas.

The geographic market is identified in relation to the area in which the
product in question is marketed. Factors which can help distinguish one
geographic market from another are cost of transport, the nature of the
product and legal regulation. The latter is the most significant for IPRs and
has often been applied by the ECJ and the Commission as a justification for
defining the geographic market narrowly without taking into consideration
the degree of interpenetration of trade features in their analysis.

In practice, the ECJ has often identified the geographic market as the whole
of the Common Market or a Member State, but even a small region of a
Member State or a port'” or air route’” has qualified for the competition
authorities’ test. From an IP perspective, the competition authorities have
too readily accepted the state monopoly as the boundary of the relevant
geographic market, thus not giving much prominence to potential economic
substitutes,”’ and resulting in an easier finding of dominance. It should be
noted, however, that the Commission and the Community Courts do not
always agree with each other. In Tetra Pak II,”” the Court of First Instance
(CFI) rejected the Commission’s finding that significant price differences in
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different Member States were relevant to the definition of the relevant geo-
graphic market.

2. The concept of dominance under Article 82 and IPRs

Dominance under Article 82 can take two forms: single firm dominance and
joint or collective dominance. The Commission’s assessment of single firm
dominance starts with an estimation of the market share of the product in its
market, but market shares by themselves are merely the starting point. They
only create a presumption of market power. It is necessary to go on to
measure the market shares of competitors in the market, the presence of
potential competition outside the market and the extent of barriers to entry,
such as IPRs and access to supply and distribution. The Court has also
indicated that pricing experience is part of the investigation of market
power. Persistent high pricing suggests dominance” whereas responsiveness
by a firm with a high market share to lower prices by competitors suggests an
absence of dominant market power.”*

For the purpose of understanding the Article 82/IPR interface, it is important
to distinguish between two types of single firm dominance: dominance of a
market with real competitors existing in that market and dominance in the form
of few if any real competitors, i.e. a near monopoly. A firm can, in the first
category, be dominant with a market share as low as the 50 per cent level and in
very unusual cases as low as 40 per cent. In an extreme case, in the second
category, dominance can take the form of a de facto monopoly in which there
are no actual competitors in the ‘market’. Examples are offered by markets
where dominance takes the form of an industrial standard such as the MPEG
component in DVD chips or Windows operating systems for Intel powered PCs.

Ifa firm has a de facto monopoly in a particular market consisting of a near
90-100 per cent market share, it is still necessary to see whether there are
‘barriers to entry’ for potential competitors, i.e. possible new entrants to the
market. One such barrier can be intellectual property protection reinforcing
exclusive use of the product by the incumbent firm. The mere existence of an
IPR is not presumed to be a barrier to entry. Since a market consists of goods
that are substitutes for each other, it is only where the market is a single good
market, i.e. a market standard, that the IPR constitutes an absolute barrier
to entry.

In other cases, the IPR might be empirically shown to be merely a financial
impediment to entry in the sense of raising the costs of entry. In such cases it
will be viewed as equivalent to any other type of financial barrier to entry,
such as the capital costs of entry (‘sunk costs’) or the marketing costs of entry,
that is the added costs of entry compared to the operational costs of the
incumbent. In other words, IPRs as such, in these situations, are not singled
out for different treatment merely because they take the form of exclusive
rights or ‘monopolies’ in a legalistic sense.
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There is a further demand side barrier to entry, one created by other
complementary products in a ‘system’ which is demonstrated by the analysis
of indirect network effects. In the Microsoft case” in the USA for example,
the high market share of Microsoft’s Windows operating systems in the Intel
chip PC market was reinforced by an ‘applications barrier to entry’ caused by
the fact that tens of thousands of applications interoperated with Windows
and a new entrant would have the added difficulty of convincing the makers
of complementary products to interoperate with its new product. In other
words, the demand for the main product in a system is influenced by the
demand for the products with which it interoperates.

A key issue in determining the legal responsibilities of IPR owners under
Article 82 is to assess whether the high market share of its IP protected
product, whether patent, copyright or design right, coincides with a de
facto monopoly which is also an ‘essential facility’.”® To meet this test, the
IPR protected product must not merely make its owner dominant in a
market, it must also be: (1) a real ‘monopoly’ with no substitutes; and (2) an
‘indispensable’ input to a product or products in a secondary product market
or after market.

In Oscar Bronner v. Mediaprint,27 the ECJ insisted on a strict indispens-
ability test. Even if an IPR owner had a monopoly, that monopoly had to be
indispensable to access to a market, i.e. ‘refusing a third party in an after
market access to an essential facility would only amount to an abuse when . . .
(iii) the service in itself is indispensable to carrying on that person’s business,
inasmuch as there is no actual or potential substitute in existence’.”” In
addition, the aspiring entrant had to show that without access to the incum-
bent’s service, it would be completely excluded from the market.””

The test of indispensability, however, was carefully defined. The claimant
must show that even if its resources were comparable to the incumbent in
the primary market, it would still not be able to create a facility that would
allow it entry to the secondary market.”” ‘For such access to be capable of
being regarded as indispensable, it would be necessary at the very least to
establish . . . that it is not economically viable to create a second home delivery
scheme for the distribution of daily newspapers with a circulation comparable
to that of the daily newspapers distributed by the existing scheme.”’

This was the Court’s response to Oscar Bronner’s argument that they were
too small to replicate the Mediaprint home delivery system. In other words, it
would be necessary for a complainant wanting access to a dominant product
to show that even if he had the economic resources of the facility’s owner he
could not duplicate it.

The ECJ made it clear that following Magill, this reasoning applied to IPRs
where the conditions were met.”” This reinforces the view of the case law that
suggests that dominance must consist of the attributes of a de facto monopoly
which is also an indispensable input to another product to create the first step
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in the test of ‘exceptional circumstances’. This tends to restrict the possibility
of such complaints under Article 82 to cases of IP protected products for
which no substitutes could be found owing to the IP protection, a prime
example of which would be an IP protected industrial standard.

In addition to individual dominance, Article 82 applies to joint or collective
dominance. This category of dominance is more relevant to cross-licensing
relationships and technology or patent pools.”” The method of assessing
whether collaboration among IP owners amounts to joint dominance requires,
first, to find whether there are demonstrable links between the undertakings
amounting to a joint endeavour;”* secondly, if the links are there, whether the
group hold a dominant position, as determined by the criteria used in cases of
single firm dominance.”” If in such cases the collective entity is dominant, then
it will be subject to the prohibitions against abusive conduct established by
Article 82 and its interpretation by the courts and Commission.

C. The concept of abuse under Article 82
1. The concept generally

Once an undertaking achieves a position of dominance it has a special
responsibility ‘not to allow its conduct to impair genuine undistorted com-
petition on the common market’.’® Any literal reading of the abuses listed in
Article 82 suggests that these responsibilities consist first and foremost in a
duty by the dominant firm not to unduly exploit its customers or consumers
by extracting monopoly rents from them by such practices as excessive
pricing, limiting markets, tie-ins, etc.’’ Insofar as that is the case, they are
not likely to impinge upon the exercise of IPRs except in a marginal way.
Competition law has long recognised that the pricing of IPRs included a
reward element that could take it above price levels which would apply in
more normal competitive markets. Moreover, the Court has also accepted
that the logic of the exclusive right allows its holder to eliminate competition
from unauthorised manufacturers and sellers of the protected product.

The problem for IPR holders is that the definition of abuse extends more
widely to require dominant firms not to engage in ‘anticompetitive’ abuses
directed against competitors, both in primary and related markets. A domi-
nant IPR owner, particularly one in an enhanced dominant position, can be
restrained from acquiring other firms with competing technology.” It may
be required in exceptional cases to supply or license the protected products or
processes to competitors in secondary markets.”” Its pricing and product
bundling decisions may be found to be unlawful because of their effect on
existing competitors in secondary markets.”’ In some cases, the IP owner is
restricted with little differentiation made between IP owners and non-IP
owners; the issue is abuse of dominance under Article 82 and the IPR is
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seen simply as a factual element in the assessment of constituent elements of
dominance and abuse. In other cases, such as excessive pricing, special note is
taken by the competition authorities of the existence of the IPR and in the
case of the abuse of refusal to supply, the IP owner’s exercise of its IP right is
curbed only in ‘exceptional circumstances’.

The EC]J interpretation of the language of Article 82 to apply to anticom-
petitive abuse is directed against conduct by a dominant firm causing damage
to the competitive structure of markets already weakened by the presence of
its dominance on a market. In other words, it has been interpreted to protect
competitors as well as consumers and customers. However, an anticompeti-
tive abuse has a second dimension. In Michelin v. Commission,*' the Court
stated that ‘Article [82] covers practices which are likely to affect the structure
of a market where, as a direct result of the presence of the undertaking in
question, competition is weakened and which through recourse to methods
different from those governing normal competition in products or services based
on traders’ performance has the effect of hindering the maintenance or devel-
opment of the level of competition still existing in the market.*”

A finding of anticompetitive abuse under Article 82 therefore requires
not merely conduct which is likely to weaken the structure of a market by
restricting competition, i.e. driving out existing competitors or denying
entry to new firms, which are prima facie abusive; but also that the methods
used to achieve this effect are different from those which govern competition
on the basis of performance.*’

However, the concept of legitimate competition by performance is not to
be taken as merely normal commercial practice; it is a product of competition
policy analysis. For example, in Hilti** and Tetra Pak II,"> the dominant
undertakings argued that their practice of product bundling was normal
commercial usage. Yet, neither Commission nor Court were prepared to
accept commercial usage as an objective justification for a practice which
had the likely effect of excluding existing competitors from and preventing
entrants to the market. The concept of legitimate competition by perform-
ance clearly extends to the use of internal economic efficiencies to grow and
compete with other firms by passing on those economic efficiencies in the
form of lower prices. For example, in AKZO v. Commission,*® a case con-
cerning alleged predatory pricing, the Court held that charging prices which
were lower than average total costs could be presumed to be anticompetitive
and pricing below average variable costs was per se anticompetitive. The clear
implication of these presumptions was that, as long as a dominant under-
taking priced above average total cost, it could pass on its efficiencies in the
form of low prices and legitimately compete with and weaken competitors
remaining in the market without acting abusively.

Similarly, the development of a competitive edge through innovation is
legitimate competition by performance which can be translated into practices
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which result in the elimination of competitors, either those who attempt to
copy the protected product or those who are forced out of the market owing
to the superior quality of the innovation in relation to their products. For
example, in Volvo,”” the Court acknowledged that the dominant manufac-
turer of spare parts could eliminate competition from other manufacturers of
spare parts by using its design right.** However, the Court qualified that right
in respect of the supplying of spare parts to secondary markets, such as
maintenance markets."’

The issue of whether or not a firm is engaging in competition by performance
is a constituent element of the Article 82 abuse in the sense that the competition
authority must at least make out a prima facie case that it is not part of the
dominant firm’s conduct. If that test is met, the burden of proof shifts to the
dominant firm to show a defence of objective justification. For example in
Commercial Solvents,”’ the Commission was able to show that the decision to
refuse to supply Zoya was not compelled by necessity; ICI had sufficient capacity
to supply itself and Zoya. Kallaugher and Venit suggest that ‘there is a legitimate
presumption that a dominant firm will supply any customer that is willing and
able to pay the purchase price for its goods and services. Thus in the special case
of refusals to supply, a burden could be put on the dominant firms to rebut the
presumption by showing that it had a good reason for refusal.””' Moreover, in
United Brands,”” the Court indicated that a proportionality principle was
manifestly not applied in United Brands’ decision to discontinue deliveries to
its distributor for selling competing bananas and taking part in its competitor’s
advertising campaign. The decision implied that a less severe sanction in
response to the action of the distributor may have been justified.

Under Article 82, the concepts of competition on the merits and objective
justification apply to a dominant undertaking’s relationships with customers.
For example, in Hoffman La Roche,” the Court made it plain that if the
dominant firm offered discounts to customers based on quantities ordered,
as opposed to ‘loyalty rebates’, this would be normal competition on the
merits and objectively justified. Similarly, in Hilti"* and Tetra Pak II,” the
Court was prepared to accept in principle that issues of safety and hygiene
and quality control were legitimate grounds for tie-ins as long as these could
be shown to be objectively justified.

Furthermore, Article 82 also incorporates a legitimate means test by
applying a limiting principle of proportionality. The dominant undertaking
may act as efficiently as it wishes in its attempts to gain profits and improve
its market position but only by employing methods which are necessary
to pursue its legitimate aims, i.e. methods which limit competition no more
than is necessary.” Finally, in some cases self-defence, under Article 82, can be
an objective justification.”

In the next sections we shall look at three specific abuses largely in terms of
their application as limits to the exercise of IPRs.
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2. Excessive pricing and IPRs

2.1 Article 82(a) generally Under Article 82(a), a dominant firm is pro-
hibited from ‘directly or indirectly imposing unfair purchase or selling prices
or other unfair trading conditions’. From an early stage, the European Court
of Justice has held that in principle, a particularly high price, unjustified by
any objective criteria, may be an abuse of a dominant position.”® In United
Brands,” the Court described the abuse in terms which suggested close
regulation by the competition authority. It defined the abuse as attempting
to reap trading benefits which are higher than an undertaking would have
reaped if there had been normal and sufficiently effective competition in the
market.®” Similarly in SACEM II,°" the Court stated that there could be an
abuse under article 82(a) if prices were ‘appreciably higher’ than a competi-
tive level, a standard which suggested close scrutiny gradations in prices.

At first glance, these statements appear to call into question the entitle-
ment of an IPR owner to a just reward for its innovation because of the effect
on competition of the exclusive right. However, this must be reconciled with
the fact that the ability to charge higher than competitive prices for a pro-
tected product, and to restrict competition, is ‘the very essence of patents’.®”
In acknowledgement of the need for ‘comity’ with IP law, the Court of Justice
has accepted that there must be considerable room for a high return on
IPRs based on the amounts which right holders have invested in order to
perfect the protected right.”” Moreover, the collecting societies have received
careful treatment by the Court and Commission. Indeed, the regulation of
the pricing of IPRs in the case law on Article 82(a) offers a good example
of special treatment of IPRs under general competition norms.

Moreover, there are two features of the case law interpreting Article 82(a)
more generally, that suggest that the actual application of Article 82(a) to
the facts of cases has resulted in a test of unfair pricing which is far less
interventionist. In its recent decisions, the Commission has been clear about
the relatively high legal standard required to prove that prices are excessive.
Thus in Scandlines Sverige v. Port of Helsingborg,”* the Commission rejected a
claim by ferry operators that the port fees charged by the port owners for
services provided on the Helsingborg/Helsingr route were excessive. The
Commission indicated that recognition should be given to the entitlement
of an entrepreneur who invests in an advantageous asset to charge higher
prices based on the comparative advantage it offers, ‘the intangible value of
which is represented by the advantageous location of the ferry port which
must be taken into account as part of the assessement of the economic value
of the service provided by HHAB, and which is not reflected in the costs
actually incurred by HHAB’.%?

Secondly, the Court has tended to apply the article only to demonstr-
ably excessive prices, as if acknowledging that its oversight of pricing under
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Article 82(a) must be kept to the more extreme cases. The Commission has
long taken a similar line. In its 1994 Report on Competition, it stated:

The existence of a dominant position is not itself against the rules of
competition. Consumers can suffer from a dominant company exploiting
this position, the most likely way being through prices higher than would
be found if the market were subject to effective competition. However, the
Commission in its decision-making practice does not normally control or
condemn the high level of prices as such. Rather it examines the behaviour
of the dominant company designed to preserve its dominance, usually
directed against competitors or new entrants who would normally bring
about effective competition and the price level associated with it.*°

In applying the standard of Article 82(a), the Court has resorted to more than
one test to determine whether pricing is abusive. What is quite striking in the
case law however is that whichever test has been used, the facts tend to reveal
that the pricing practice must be demonstrably excessive to come within the
Article 82(a) prohibition. In General Motors,”’” for example, the Court stated
that when prices are set which have no reasonable relation to the ‘economic
value’ of the product, there is an abuse under Article 82(a). In that case the
basis for a finding of excessive pricing was that General Motors Continental
charged double for the same certificate in Belgium for cars imported from
other member states. In United Brands,*® the Court amended the criterion
slightly to, ‘charging a price which is excessive because it had no reasonable
relation to the economic value of the product supplied’. The method to be
used when asking whether the sales price exceeded the economic value of a
product was to compare sales prices with production costs to determine the
profit margin. If that difference appeared excessive, the next step was to
decide ‘whether a price has been imposed which is unfair itself’. The Court
also endorsed in principle a third test that emphasised a comparison of
product prices with other competing products®” including those in other
geographic markets. Yet what was significant about United Brands was that
the Court rejected the Commission’s finding of unfair pricing based on
comparison of costs in other member states as unduly simplistic. There was
a need for careful consideration to be given to the cost structures and other
conditions in the local market that could influence profit margins.”’

While in United Brands the Court overturned the Commission’s finding of
excessive prices based on the comparative prices test, it did not reject the
comparative price method as such. It merely insisted that if a comparison of
prices was to be used, it should be based on adequate evidence that the lower
prices actually covered costs. The Court recognised that there were difficulties
entailed in: working out production costs which may sometimes include a
discretionary apportionment of interest costs and general expenditure and
which may vary significantly according to the size of the undertaking, its
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object, the complex nature of its set up, its territorial area of operations,
whether it manufactures one of several products, the number of its subsi-
diaries and their relationship with each other.”’

The contrast with US practice under the Sherman Act is instructive here.
Under US antitrust law, it is recognised that the regulation of pricing is so
demanding an exercise that it requires the establishment of a specific regu-
latory commission.”” In interpreting Article 82(a) to potentially involve
hands-on regulation of excessive pricing’’ the Court may have underesti-
mated the handicap of not having dedicated regulatory institutions to carry
out the type of sophisticated analysis of prices and costs which are needed in
most cases to substantiate a charge of excessive prices.

It would appear to be implicit in the evaluation of efficiency in an assess-
ment of excessive pricing that the Commission and Court must define the
legitimate rewards to firms whose growth has come about through greater
efficiency and reduced production costs. If the gap between costs and prices is
used as the sole yardstick, there is the possibility that the more efficient firms
could be penalised by the regulatory standard. One problem here is that the
test appears to make little allowance for the way the dominant position was
acquired. If a firm achieves dominance through efficiencies and maintains
that dominance through continued internally generated efficiencies, it could
nevertheless be penalised for its pricing decisions as excessive and exploitive.
One would expect the defence of legitimate competition by performance to
apply to such a position should it ever arise in practice.

2.2 Article 82(a) and individual IPRs The difficulties of measuring unfair
pricing in general under Article 82(a) are intensified when an assessment
must be made of a fair return to innovators exploiting their IPRs. In Parke
Davis, the Court held that ‘higher sale price for a patented product as
compared with that of an unpatented product ... does not necessarily con-
stitute an abuse’.”* This suggested that in principle the concept of a higher
than competitive return could be a fair return where intellectual property
is concerned partly because of the costs of innovation, including the need to
reward the individual firm for its investment in research and development. As
the Court noted in Maxicar,”” the higher price for components sold by the
manufacturer as compared to those sold by the independent producers ‘does
not necessarily constitute an abuse, since the proprietor of protective rights in
respect of an ornamental design may lawfully call for a return on the amounts
which he has invested in order to perfect the protected design’.”®

This case also gave some indication that the principle of a return on
amounts invested does not necessarily embody a narrow cost-plus approach.
In Maxicar, Advocate General Mischo stated that ‘the inventor is entitled
to recover not only his production costs in the strict sense and a reasonable
profit margin but also his research and development expenditure’.”” Moreover,
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as Korah has pointed out, ‘the concept of costs can be reconciled with providing
incentives to investment provided that factors for the risk of failure and delay in
obtaining a return are included in the costs that can be recovered before prices
are considered unreasonable’.”®

Furthermore, the principle of return on amounts invested allows some
flexibility in assessing a fair return for different types of IPRs. For example,
R&D costs are particularly applicable to IPRs such as design rights and
patents and perhaps informational copyright.”” In the case of other rights
such as trade marks, the costs can include the expense involved in promotion,
advertising, and systems of quality contro1.”” There is room to develop a
separate type of calculation under Article 82(a) depending upon the parti-
cular character of the IPR.

Nevertheless, the concept of fair pricing as based on a fair return on costs
under Article 82(a) may not always give full recognition to the reward
function of the grant of the IPR. Even though the Court has recognised that
charging a higher than competitive price is legitimate competition by per-
formance, this does not go so far as to allow IP owners always and under all
conditions to attempt to appropriate the full value of their IPR as that value is
conceived under national law.

Even within the framework of competition law, there are strong arguments
for a high return on products or processes protected by IPRs. The return is
not simply a reward to the individual inventor; it is also designed to act as an
incentive for other inventors or originators to invest in innovation.®' It also
includes an element to compensate for the failures of other efforts at com-
mercial exploitation.”” From an intellectual property point of view, this
incentive function of ‘just reward’ results in a figure which is established by
what consumers and customers are willing to pay for the added value the IPR
confers on a product compared with another product which does not incor-
porate that right, in other words what the market will bear. As Friden has
pointed out, it represents not the possibility to charge reasonable prices and
obtain reasonable profits but rather the possibility, for the holder of an
exclusive right, to charge whatever the market will pay, one of the main
justifications being the need to give the innovator an incentive to bear the
risk of innovation which he might refuse to do if only promised a reasonable
profit.*’ Moreover, economists have made the point that the methodological
difficulties of measuring what is a reasonable or unreasonable reward are so
great that it is best left to a regulation of the duration of the period of the
grant of the exclusive right.**

Nevertheless, the Court has not been willing to stretch the logic of Article
82(a) to entitle the right holder in all circumstances to charge ‘what the market
can bear’ during the period of the patent or design right. Article 82(a) requires a
differentiation between dominant and non-dominant undertakings, including
undertakings whose position coincides with, or is reinforced by, ownership of
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an IPR. Non-dominant firms can charge what the market will bear. Dominant
undertakings however are entitled only to fair return, not an excessive one."’
The Court must work within the framework of Article 82(a).

The implication of the above analysis is that Article 82(a) could potentially
impose a limit on the pricing of IPRs. In practice, however, this is not likely to
affect IPR owners unless their conduct is egregiously and demonstrably exces-
sive in the light of their own previous conduct.®® Moreover, there is consi-
derable room for IPR owners to price at high levels to obtain a return on their
intellectual property investment.”” As the Advocate General expressed it in
Maxicar, ‘the proprietor of protective rights ... may lawfully call for a return
on the amounts which he has invested in order to perfect the protected
design’.*® Furthermore, prices charged by an IP owner which are considerably
higher than those charged by competing independents are not necessarily
abusive because of this right of return.

However, Article 82(a) is not solely concerned with purely exploitive
excessive pricing. Excessive pricing which has the effects of excluding com-
petitors can also be abusive under Article 82(a).*” This is a point of conflict
between a just reward for the IPR under IP legislation and the need to prevent
a weakening of competition often in a secondary market under competition
law. In Maxicar, the Court referred to the fixing of prices at an unfair level as
an alternative abuse to refusing to supply spare parts to an independent
repairer.”’ In that case, the Court’s concern was with a pricing practice that
was so high that it had the effect of discouraging independent repairers in a
secondary market from ordering supplies and therefore functioned as a
virtual refusal to supply (see next section).

Moreover, there was some indication that in analysing the fairness of
prices in a secondary market like spare parts, the reward can be reduced
because of the consideration that profits had been recouped on the sale of the
original manufactured product. In Maxicar, the Advocate General stated that
in the case of ‘bodywork components sold as spare parts the problem displays
an unusual aspect in so far as part of that expenditure has probably already
been recovered from the sale of new cars. It is therefore necessary, when fixing
the prices of spare parts, to take due account of that factor.””’

In practice, the issue of pricing in the two market context is likely to
arise if at all if there is an order of a compulsory licence on reasonable
and not discriminatory terms under Article 82(b) rather than as an issue of
excessive pricing under Article 82(a) (see next section). Insofar as com-
mentators consider the regulation of the pricing of IPRs to be ‘unwork-
able’,”” they can quite legitimately point to the methodological difficulties
facing courts and indeed the Commission dealing with a complaint under
Article 82(a). Nevertheless, Article 82(a) must be taken into account in
pricing decisions along with the limits on discriminatory pricing imposed
by Article 82(c).
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2.3 Collecting societies and the EU competition rules Collecting societies
manage and enforce copyrights for music on behalf of their members. They
give collective permission for the use of members’ work, often in the form of
block licences; they set rates for royalties for licensees such as broadcasting
authorities, cable TV companies and discos etc. on behalf of members; they
collect royalty fees and enforce their IPRs in case of detected infringement.
Their justification is that it is only by acting collectively in this way that most
artists can get a reasonable income for their work and hence the collecting
societies provide the economic foundation for a valuable cultural and enter-
tainment sector. Moreover, by offering copyrights collectively, they enable
much more copyright material to be used than if licences were left to individual
negotiation. They are, however, usually dominant on a national market and
hence subject to Article 82 generally” and Article 82(a) specifically.

The case law defining abusive pricing under Article 82(a) suggests a
reluctance by the Court and Commission to intervene actively in the
price setting decisions of the collecting societies. In the most important
case of SACEM II,°* the operators of French discotheques complained of
excessively high prices. The evidence suggested that the royalties were
high by comparison with other member states such as Germany and the
UK and more than four times higher than the European average. The Court
accepted that the comparative royalty test was applicable and even articu-
lated the relevant standard as ‘appreciably higher than those charged in
other member states, the rates being compared on a consistent basis’.””
Yet even in such a case, there was no abuse per se. Instead, the Court stated
that the burden of proof shifted to the collecting society to justify the
difference by reference to dissimilarities in the respective copyright manage-
ment regimes.”® Although the Court noted that the rates seemed high, it
refused to rule on the issue of whether the rates were abusively high leaving
that to the national court. In later cases, the Commission too has shown a
marked disinclination to intervene in detail in the detailed assessment of
prices.”’

3. The abuse of refusal to supply: Article 82(b)

Over the years, the ECJ has chosen to reconcile the entitlement of dominant
firms to compete on the merits with the prohibition in Article 82(b) by
allowing firms to enjoy the essence of their IPR protection by liberally
exercising their exclusive rights in the market in which they are dominant,
i.e. ‘primary markets.” However, the Court has also been more cautious in
accepting that the exercise of exclusivity by dominant firms in ‘secondary’
markets, or ‘after markets’, i.e. those which are dependent on the product in
the primary market, can be as free as in the primary market. This distinction
has become increasingly important in industries where systems of comple-
mentary products have become widespread.
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This guideline to the interpretation of Article 82 was introduced by the EC]J
in Volvo,”® a case which was triggered by Veng’s infringement of Volvo’s
design right for its front wing panels in the UK by importing cheaper copies.
When Veng was enjoined from importing the infringing wing panels, he
claimed as a defence that Article 82 required Volvo to supply or license him
to make panels. The ECJ, on a reference from the UK court, held that there
were three separate markets: the market for cars, the market for Volvo spare
parts and the market for repair and maintenance of Volvo cars. Volvo was not
dominant in the car market but was dominant in the spare parts market
for Volvo front wing panels. Moreover, by virtue of its design right and
the nature of the product, this was a monopoly with no substitutes and the
product was indispensable to the repair market. The Court held that in the
primary market for which Volvo had a monopoly owing to its design right,
there was no duty to supply competitors or to license them to make or sell the
IPR protected product. The exclusive right to make or sell was the very
purpose of the IPR protection. As the ECJ put it:

It must also be emphasized that the right of the proprietor of a protected
design to prevent third parties from manufacturing and selling or import-
ing, without its consent, products incorporating the design constitutes the
very subject-matter of his exclusive right. It follows that an obligation
imposed upon the proprietor of a protected design to grant to third parties,
even in return for a reasonable royalty, a licence for the supply of products
incorporating the design would lead to the proprietor thereof being
deprived of the substance of his exclusive right, and that a refusal to
grant such a licence cannot in itself constitute an abuse of a dominant
position.”

However, while a refusal to grant a licence in a primary market is not itself
unlawful under Article 82, this does not mean that all conduct by an IPR
owner in a primary market in which it holds a dominant position is exempted
from the competition rules. For example, in primary markets, the Court has
found it to be abusive conduct for a dominant firm to acquire control over
potentially competing innovative technology by another firm'’” because this
type of conduct would foreclose access to the competing technology to that
market. Underlying this decision is the concept that while it is acceptable to
grow organically to monopoly, it is not competition on the merits to grow to
monopoly or extend a monopoly by mergers and acquisition. The concept of
‘competition on its merits’ in EU competition law does not apply to the use of
its market power by the dominant firm to buy out competition; it only applies
to cases where the dominant firm beats competition by unilateral efficiencies.

Moreover, while pricing of IPRs by a dominant firm is normally viewed
as incorporating room for the IPR owner to recover costs and make a profit
on its investment in the IPR, in exceptional circumstances Article 82 can
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be used to find excessively high pricing to be abusive because it is exploitive
of the dominant position.'”" In such cases, the presence of an IPR requires
a special reconciliation of Article 82 with the costs and risks attached to the
R&D investment that led to the high prices. Other forms of unfair pricing
are viewed as abusive because they are anticompetitive in nature. They
are essentially attempts to use dominant positions to foreclose markets.
These abuses include excessively low or predatory pricing'’” and discrimi-
natory pricing.'”’

Nevertheless, following the Volvo case, in the ‘primary’ market for the
product there is normally no requirement for a dominant firm to license
competitors to make or sell its IP protected product. However, the Court
went on to indicate that in the ‘secondary’ and dependent market for Volvo
spare parts, Volvo as the occupier of a dominant position in the spare parts
market, could not always refuse to supply to competitors. Nor could it price
so high as to make supplies of the protected product inaccessible to the
secondary market. The concern of Article 82 was to maintain access and
prevent abusive use of dominance in one market to foreclose competitors in
secondary markets. As the Court put it:

It must however be noted that the exercise of an exclusive right by the
proprietor of a registered design in respect of car body panels may be
prohibited by Article [82] if it involves, on the part of an undertaking
holding a dominant position, certain abusive conduct such as the arbitrary
refusal to supply spare parts to independent repairers, the fixing of prices
for spare parts at an unfair level or a decision no longer to produce spare
parts for a particular model even though many cars of that model are still in
circulation, provided that such conduct is liable to affect trade between
Member States.'”*

The concept of abuse in the secondary market is that a firm that is dominant
in a primary market is prohibited from ‘leveraging’ its market power in a
secondary market to exclude existing competitors and to deny access to new
entrants to that market.'”” The implication of the Volvo judgment was that
in exceptional cases where a dominant firm refuses to supply as a device to
prevent competition on secondary markets, competition authorities may
have the authority under Article 82 to order compulsory supply of or reduced
prices for supply even of an IP protected good. The case proved to have
far reaching implications for IP owners whose concept of exploitation of
IPRs increasingly extended to systems of complementary products in after
markets, such as spare parts, consumables and applications of software
programs etc.

These implications of paragraph 9 of the Volvo case were considerably
extended by the landmark case of Magill.'""® Magill was a compiler of a com-
prehensive weekly TV guide combining the contents of the three individual
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weekly TV guides sold separately by the respective TV companies. After losing a
copyright infringement action at the national level, Magill successfully com-
plained to the Commission that the TV companies’ refusal to license the
program listings was abusive conduct under Article 82 and won an order for
a compulsory licence of the listings material from the TV companies to produce
its comprehensive TV guide. The case, a cause célebre, went to the CFI who
affirmed the Commission’s order. On further appeal to the ECJ, the TV
companies were supported in their arguments by the Intellectual Property
Organisation (IPO), representing software makers internationally. The appeal
resulted in a lengthy opinion by the Advocate General recommending reversal
on the grounds that the intellectual property right should be protected against
competitors in secondary markets as well as primary markets. The ECJ] however
decided that the order for a compulsory licence should stand. The Court held,
citing Article 82(b) as authority, that copyright itself did not justify a refusal to
license in the ‘exceptional circumstances’ where there was consumer demand
for the new product, where the TV companies had a de facto monopoly over the
listings by virtue of their scheduling of TV programs, where a license of the
listings was an indispensable input for the comprehensive TV guide and where
they were not themselves supplying the product to consumers:

The appellants’ refusal to provide basic information by relying on national
copyright provisions thus prevented the appearance of a new product, a
comprehensive weekly guide to television programmes, which the appel-
lants did not offer and for which there was a potential consumer demand.
Such refusal constitutes an abuse under heading (b) of the second para-
graph of Article 86 of the Treaty.'"”

The Court went on to say that an owner of a de facto monopoly over a product
such as TV listings for which there were no substitutes and which was
indispensable to the provision of another product in a secondary market
could not use its monopoly in one market to eliminate competition in the
second market reserving that second market for itself.

.... finally, as the CFI also held, the appellants, by their conduct, reserved
to themselves the secondary market of weekly television guides by exclud-
ing all competition on that market (see the judgment in Joined Cases 6/73
and 7/73 Commercial Solvents v Commission [1974] ECR 223, paragraph
25) since they denied access to the basic information which is the raw
material indispensable for the compilation of such a guide.'*®

After Magill, the ‘exceptional circumstances’” in which an IPR holder could
commit an abuse under Article 82 seemed initially as if it might extend to at
least two different types of cases. First, an IPR holder, who enjoyed a de facto
monopoly of an indispensable input, and who used its IP protected product to
block innovation by unjustifiably refusing to supply or license a competitor
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seeking to introduce a new product on a secondary market could be acting
abusively. This would apply even where the owner of the IP protected product
had no previous dealing with the new entrant because it would have the effect
of foreclosing access to a secondary market of that new product.

Secondly, where a dominant firm with an IPR protected de facto mono-
poly in the form of an indispensable input refused to supply or license a
competitor in a second dependent market with whom it had been dealing
with a view to reserving that secondary market for itself, that might constitute
an abuse even in the absence of a new product by the third party. This
conclusion derived from earlier cases such as Commercial Solvents'*” which
involved a cutting off of supplies and/or licences to existing customers, but its
inclusion in Magill made it possible to regard it as extending to a refusal to
supply to or possibly even license a new customer or competitor. There was
some language in the case suggesting that both these conditions were cumu-
lative and not separate''” but it was not entirely clear whether this was
because of the facts or was the view of the Court about the minimum
requirements of the exceptional circumstances test more generally. In other
words, it was not entirely clear whether or not the unlawfulness of a dominant
IPR owner reserving a secondary market to itself applied to a case on new
entrants with ‘me too’ products as well as those with ‘new products’.

Moreover, the Magill case itself offered little guidance to the question of
what defence the IPR holder could put forward to this abuse. In its treatment
of the issue of ‘justification’ for refusal to license, the EC] in Magill made clear
that the mere ownership of an IPR would not as such justify a refusal to
license in ‘exceptional circumstances’. However, this was in response to the
litigation strategy of the IPO on appeal which limited its justification defence
to a blanket right to exercise an IPR at the owner’s will. The Court also
indicated that the mere fact that the owner had never dealt with the com-
petitor before was not such a justification. However, it offered no guidance
about the positive grounds for justification for a refusal to supply or license
which has the effect of blocking a downstream market. It only made clear that
the IPR to exclusive use as a reward to invention did not apply automatically
in the second market as it did in the first.

The obvious contenders for justification under the reasoning of other
Article 82 cases were where the firm seeking compulsory access was a credit
risk, where there were objective grounds to worry about quality control and
where there were health and safety risks, all sound commercial objections
which would need to be proved to be well-founded,''" in the sense that the
grounds were established as factual and that the resort to refusal was propor-
tionate to the threat.''”> What remained unclear was whether a dominant IPR
owner was justified in refusing to license new entrant competitors in secon-
dary markets when those competitors offered only the same or largely similar
products to the IPR holder.
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In the subsequent case law, the ECJ and the CFI did little to clarify this issue
but made it a point to reiterate that a refusal to license by a dominant firm
would only be abusive in the strict conditions of the dominance element of
the ‘exceptional circumstances’ test as articulated in Magill. Thus, in Oscar
Bronner v. Mediapoint,”3 as we have seen, the EC]J stressed the need for a
special test of dominance in cases of alleged abuse of refusal to supply, one
which incorporated a test equivalent to that of the criteria for a finding of an
‘essential facility’. Yet this raised another question — whether a finding of
essential facility is sufficient or whether it is only necessary to meet the test of
exceptional circumstances:

In Maygill, the Court found such exceptional circumstances in the fact that
the refusal in question concerned a product (information on the weekly
schedules of certain television channels) the supply of which was indispen-
sable for carrying on the business in question (the publishing of a general
television guide), in that, without that information, the person wishing to
produce such a guide would find it impossible to publish it and offer it for
sale (paragraph 53), the fact that such refusal prevented the appearance of a
new product for which there was a potential consumer demand (paragraph
54), the fact that it was not justified by objective considerations (paragraph
55), and that it was likely to exclude all competition in the secondary
market of television guides (paragraph 56).

Therefore, even if that case-law on the exercise of an intellectual prop-
erty right were applicable to the exercise of any property right whatever, it
would still be necessary, for the Magill judgment to be effectively relied
upon in order to plead the existence of an abuse within the meaning of
Article 86 of the Treaty in a situation such as that which forms the subject-
matter of the first question, not only that the refusal of the service com-
prised in home delivery be likely to eliminate all competition in the daily
newspaper market on the part of the person requesting the service and that
such refusal be incapable of being objectively justified, but also that the
service in itself be indispensable to carrying on that person’s business,
inasmuch as there is no actual or potential substitute in existence for that
home-delivery scheme.'"*

The ECJ held that where a newspaper proprietor asked for access to another
proprietor’s home delivery service, a finding of abusive refusal of access using
Magill as a precedent for the limits to the exercise of any property right,
including an IPR, could not be made unless (i) the refusal of the service in the
home delivery market would be likely to eliminate all competition in that
market on the part of the person requesting the service, (ii) there was no
objective justification for the refusal, and (iii) that the service in itself was
indispensable to carrying on that person’s business, inasmuch as there is no
actual or potential substitute in existence for the home delivery scheme.

In IMS Health Inc v. Commission,""” three years later, the issue was raised
whether, in a case of an IP protected industrial standard, the ‘new product’
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condition was essential to a finding of ‘exceptional circumstances’ in which a
compulsory licence could be obtained. In IMS the Commission ordered a
compulsory licence of information contained in a database, consisting of an
1860 brick structure’ which provided a format for storing regularly updated
information about the sales of pharmaceutical products in Germany region
by region. The beneficiaries of the compulsory licences were firms started by
former senior management to market regional sales data services based on the
brick structure database. The Commission distinguished between the brick
structure database, which it found to be copyright protected, and the related
market of regional sales data services. It then found that the IMS 1860 brick
structure was an essential facility because it had become a market standard
demanded by customers including the wholesalers as well as the pharma-
ceutical companies and that it was not economical for competitors in the
second market of selling regional sales data services to reproduce it. It found
that the refusal to license was abusive because once the tests of essential
facility and dependent product were met, it was not necessary that the
competitors in the ‘after market’ were offering a product which was new in
relation to the product offered by IMS. IMS appealed to the CFI which stayed
the order of compulsory licence pending the result of the appeal because there
was a serious doubt that the decision would be upheld on appeal in part
because the Commission had proceeded on the supposition that the new
product requirement was not an indispensable condition of the exceptional
circumstances test.

The President of the CFI emphasised that the Commission had mistakenly
proceeded on the supposition that ‘the prevention of the emergence of a new
product for which there is potential consumer demand is not an indispen-
sable condition of the “exceptional circumstances” developed by the Court of
Justice in Magill’.”(’ The Commission has now withdrawn its order for a
compulsory license in the IMS case because in August 2000 the Frankfurt
Regional Court decided that the data base should not have been protected by
copyright.

The Commission’s original IMS decision offers a reminder inter alia''” of
the type of risks that arise from a reading of the IP/competition law interface
that is skewed because a competition authority has failed to give sufficient
weight to the nature of the balance struck by the ‘exceptional circumstances’
test in Magill. The precondition that a new entrant to an ‘after market’ who
wishes to have compulsory access to an IP protected industrial standard must
offer something more than a ‘me too” product or ‘clone’ of the IP owner’s
product is not an optional condition. It is essential to meet the test of Article
82(b) of limiting technical development.

Moreover, the fact that the new product must also be one for which there
is demonstrable unmet consumer demand is also required by the language
of Article 82(b). It is then and only then, following Magill, that ‘exceptional
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circumstances’ exist to justify a compulsory licence for a new entrant to a
market under Article 82. In IMS, the Commission seemed to make the
assumption that an IP protected industrial standard could be treated as if
it were any other type of physical ‘essential facility’, with an obligation to
supply to all firms in a secondary dependent market. In IMS the Commission
gave a reductionist interpretation of the exceptional circumstances test in
Magill and thus misread the judicial authority. During the period that the
CFI was giving its interim decisions, the Frankfurt Regional Court dealing
with the IMS case, separately referred a series of questions to the European
Court of Justice. The Court of Justice held that the three main conditions of
the Magill ‘exceptional circumstances’ test were cumulative, i.e. that in order
for a refusal to license new entrants to a market dependent upon an indis-
pensable IP protected input, to be abusive, the refusal must meet three
conditions:

(i) the undertaking which requests the licence intends to offer, on the market
for the supply of data in question, new products or services not offered by
the copyright owner and for which there is potential consumer demand;

(ii) the refusal is not justified by objective considerations;

(iii) the refusal is such as to reserve to the copyright owner the market for the
supply of data on sales of products in the Member State concerned by
eliminating all competition on that market.

This interpretation of the ‘exceptional circumstances’ test based on Volvo
and Magill could be seen as offering in its own right an intriguing reconcilia-
tion between competition law and IPRs based on their mutual interest in
innovation by stressing that the ‘exceptional circumstances’ for a compulsory
licence for new entrants to a market is limited only to cases of new products
or ‘follow up’ innovation and not ‘me too’ competition.

Even this apparently narrow type of test of ‘exceptional circumstances’,
however, leaves a number of issues to be resolved in future litigation: how
different must a new product be from the one offered by the owner of the
IP protected industrial standard? How strong must the potential unmet
consumer demand be to qualify a new entrant to a compulsory licence?
Presumably, following Article 82(b), the Magill criteria require a look at the
issue of whether a product is a new product as much in terms of whether there
is genuine unmet consumer demand for it as in terms of a straight compar-
ison of the features of the two products, i.e. the product offered by the new
entrant and the product offered by the incumbent. Must the new entrant
show that the new product has been developed to the point that it simply
requires the indispensable component supplied by the IPR owner, or can it
ask for access in order to do more work on its own product? At this point,
because of the need to show unmet consumer demand, it is probable that the
new product offered by the new entrant must be almost fully developed.
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Furthermore, how important is the extent of the investment by the IP
owner? Should there be some weight given to the fact that the IP protects a
product which entailed considerable investment and involved considerable
risk, as opposed to an IP protected product such as that in Magill which was
essentially a by-product of the investment in TV programs? Finally, how
much weight should be given to the fact that the incumbent IP owner claims
with some evidence that it intends quite soon to offer a similar product itself?
In some cases, this should be a genuine objective justification, particularly
in the period shortly after the acquisition of the IPR. This assertion should
never, however, be viewed as an automatic justification for a refusal to license
since the easy availability of such a defence would be likely to act as a
deterrent to new innovation. A careful reading of the exceptional circum-
stances test for new entrants to a market suggests that even the new product
requirement alone implies a balancing test that can shift with different
circumstances as long as certain essential preconditions are met.

3.1 Refusals to licence and supply information To what extent does the
ECJ’s definition of ‘exceptional circumstances’ in Magill establish the outer
limits of that category? In principle, Article 82(b) relied on by the Court in
Maygill, prohibits as abusive conduct by dominant firms where it limits
technical development of markets to the detriment of consumers. Limiting
technical development is a wider concept than the particular factual circum-
stances and conditions of the Magill case. In its IMS judgment, the Court
seemed to make it a point to indicate that the Magill conditions did not offer
an exhaustive definition of the test of ‘exceptional circumstances’. It carefully
referred to Magill as a case in which ‘such exceptional circumstances were
present’.''® The Court also held ‘that “it is sufficient” (rather than “it is
necessary”) to satisfy the three Magill criteria in order to show an abusive
refusal to license’.!'” That proposition would seem to follow from the pur-
pose of Article 82(b). Hence, both the language of Article 82(b) and the ECJ
judgment in IMS offer good grounds for concluding that other types of abuse
can also fall within the category of ‘exceptional circumstances’.

3.2 Refusals to continue to licence or supply interface information on an
‘after market” A second category of ‘exceptional circumstances’ in which
Article 82 can apply to IPR owners can occur where a dominant firm with an
IPR protected monopoly in the form of an indispensable input refuses to
supply or license a competitor in a second dependent market whom it had
been supplying with a view to obtaining that secondary market for itself. In the
Microsoft decision of 23 March 2004, the Commission found that Microsoft
had abused its near monopoly in the Windows 2000 operating system by
deliberately restricting interoperability between the Windows operating sys-
tems (OS) and non-Microsoft work group servers such as those operated by
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Sun Microsystems.'”’ The remedy imposed by the Commission for the
refusal to supply interface information was to require Microsoft to divulge
all necessary interface information to allow non-Microsoft workgroup server
OS to achieve full interoperability with Windows PCs and Microsoft work-
group servers even if copyright protected. In such a case, Microsoft would
be entitled to ‘reasonable remuneration’ for its compulsory licence. The
Commission also required Microsoft to update the disclosed information
each time it brings to the market new versions of its relevant products.
Moreover, the Commission indicated that it planned to appoint a
Monitoring Trustee to oversee that Microsoft’s interface disclosures are com-
plete and accurate. Finally, the Commission imposed a fine of 497.2 million
Euros for the infringement.'”' Microsoft has paid the fine and appealed
against the decision to order the disclosure of the interface information.
The Commission suspended its order pending the outcome of the appeal
to the CFL

How does Article 82 apply to such cases of exclusionary conduct by a
dominant firm when it uses its control over interface information to disrupt
its supply of such information or uses its copyright to refuse to license an
existing contractor/competitor in the secondary market with whom it has
been dealing in respect of earlier versions of its product and with the apparent
purpose of evicting competitors from that market? How relevant is it that the
existing competitor is an innovator in the product market, such as the
Netscape Navigator in the web browser market or in the Sun Microsystems
(Sun) Solaris server in the low end workgroup server operating system
market?

Article 82(b) as interpreted by the European Court of Justice suggests that
there are two approaches to the category of ‘exceptional circumstances’ that
may be relevant to this set of facts. One approach is a variation on the
innovation test of Magill which emphasises that the firms whose supplies
are cut off are themselves engaged in the technical development of the
market. The second is that the emphasis should be placed on the historical
relationship between the dominant firm and the after market and the obli-
gations which accrue to a dominant firm to continue to supply or licence on
the dependent ‘after market.’

This second category of cases was introduced by Commercial Solvents,
case involving a US dominant supplier of chemical raw materials to an Italian
firm making those chemicals into a pharmaceutical product. After a period of
supply, the US firm making the ‘essential raw material’ for the pharmaceu-
tical product decided belatedly to enter the pharmaceutical product market
itself and as part of that vertical integration decision stopped supplying its
downstream competitor. The ECJ upheld the Commission’s finding of abuse
on the principle that the refusal of a dominant firm to continue to supply,
where there were no alternative sources of supply and where it had sufficient

122
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capacity to continue to supply the competitor and its own subsidiary in the
after market was conduct unjustifiably intended to eliminate its major com-
petitor in the market.

In the information technology field, this principle has been extended
to IPR owners of industrial standards who have been compelled by the
European competition authorities to supply or license or provide proprieto-
rial information about interface codes on ‘reasonable’ terms.'*” The starting
point for the imposition of this second category of competition law restric-
tion on the conduct of copyright protected industrial standards was the IBM
undertaking of 1984.'** The Commission had initiated proceedings against
IBM based upon Article 82 as early as 1980, claiming that IBM was dominant
in the markets for the supply of the main memory and basic software for IBM
System 370 Central Processing Units and had abused its dominant position
by tying or bundling memory and software to the purchase of its Central
Processing Units (CPU) and discriminating against other manufacturers of
memory and software by delaying the supply of changes in interface codes to
them even though they had taken orders for the supply of the CPUs. This
created an artificial advantage for itself in the downstream markets by deny-
ing competitors an opportunity to adapt their products to the new IBM
products. At this stage, the Commission did not explicitly use essential
facility reasoning; it relied on the dependence of the peripheral product
makers on the IBM System 370 CPUs owing to the high costs of ‘switching’
to other mainframe computers.

In 1984, IBM negotiated with the Commission to accept its unilateral
undertaking to provide other manufacturers with technical interface infor-
mation needed to permit competitive products to be used with IBM’s System
370 mainframe computers. IBM agreed to provide interface information to
software developers in a timely manner and to announce changes affecting
interoperability in advance of general availability. The information could be
supplied in source code or special documents setting out interface informa-
tion specifically. This information was to be freely available to any relevant
company doing business in the EU and any fees were to be reasonable and
non-discriminatory. IBM was required to support international standards for
open system interconnection for products, systems and networks of different
manufacturers.'*”

What was noteworthy about the IBM undertaking in the mid-1980s was
that it applied the obligation of interoperability more widely than
Commercial Solvents. It applied it to all competitors, existing and new
entrants. The Commission gave little weight to the right of IBM as the
inventor of the mainframe system to prevent competing manufacturers of
peripheral applications for the IBM system from enjoying the position of ‘free
riders’ who had not contributed to the costs of researching and developing
the system. It gave priority to interoperability over reward-incentives to
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innovation, seeking only to ensure that IBM as the owner of the essential
infrastructure received a fair and reasonable return for any licences.

A decade later, Microsoft was charged with unlawfully ‘leveraging’ its
Windows 95 monopoly against competitors'*® both in the USA and in
Europe. In June 1993, the Commission received a complaint from Novell
that Microsoft’s licensing practices were abusive under Article 82 because
they foreclosed competitors from the market for PC operating systems soft-
ware. The Commission found that Microsoft was dominant in the disk
operating system (DOS) market by virtue of its Windows 95 product and
engaged in tying and discrimination in its pricing, rebates and licensing in the
graphical user interface (GUI) market and software application markets. The
charge against Microsoft both in Europe and the USA was that it used its
dominance to raise barriers to entry and foreclose innovation to competitors
in the primary market of PC operating systems. The tactic it used was to
charge the original equipment makers (OEMs) a royalty for the Microsoft
Windows and MS-DOS for each PC sold (a ‘per processor licence’) even when
the OEMs did not load the Microsoft software. The practice did not preclude
OEMs from pre-installing other operating systems, as for example an exclu-
sive contract might have done. However, it meant that if an OEM did install
a competing operating system, the cost would be higher since consumers
would have to pay for two operating systems even though one was to be used.
This anti-innovative practice raised concerns under US antitrust law as well
as EU competition law. After negotiations between Microsoft, the US
Department of Justice and the European Commission, a settlement was
reached whereby Microsoft undertook inter alia to end its ‘per processor’
licensing practices for its current versions of Windows and MS-DOS and use
only ‘per copy’ licences.

Then in 1996 a case was brought against Microsoft by the US Department
of Justice and eighteen states under the Sherman Act for using almost
identical tactics by employing its Windows 98 OS monopoly to promote its
web browser product Internet Explorer against Sun’s Netscape Navigator.'*’
In this case, Microsoft was found guilty of monopolising in the OS market for
Intel powered PCs by using its market power in the Windows 98 OS market to
limit access to Netscape Navigator in the web browser market by, inter alia,
the device of per processor licences and withholding code information about
its applications protocol interfaces.'** The European Commission stood by
as the US government made its case against Microsoft.'*”

3.3 The Microsoft case in Europe and ‘exceptional circumstances’ In 2000
and 2001, however, the European Commission'”’ itself investigated
Microsoft after a complaint by Sun Microsystems, one of Microsoft’s most
important competitors in the work group server market. Sun complained
that Microsoft was leveraging its Windows 2000 and Microsoft’s Office Suite
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monopoly to obtain a further monopoly for Microsoft’s workgroup server
operating system in the workgroup OS market. Sun stated that Microsoft
provided inadequate information about interface codes for Sun to equip its
servers to interoperate smoothly with Microsoft’s ‘integrated’ package of
Windows 2000, Office Suite and workgroup server operating system because
it refused to disclose how the integration between Windows, Office Suite and
its server operating system worked. This refusal had the effect of preventing
Sun from offering certain services to Windows-based users of its non-
Microsoft workgroup server. The Commission in a decision issued on
24 March 2004 found that Microsoft had abused its near monopoly in the
Windows operating system by deliberately restricting interoperability
between the Windows OS and non-Microsoft work group servers such as
those operated by Sun Microsystems.'”'

The remedy imposed by the Commission for the refusal to supply interface
information was to require Microsoft to divulge all necessary interface infor-
mation to allow non-Microsoft workgroup server OS to achieve full inter-
operability with Windows PCs and Microsoft workgroup servers within 120
days. This was to enable rival vendors to compete on a level playing field in
the work group server operating system market. Insofar as this information
is copyright protected, the Commission indicated that it would require a
compulsory copyright licence to be given to competitors in the workgroup
server market, but Microsoft would be entitled to reasonable remuneration.
The Commission also required Microsoft to update the disclosed informa-
tion each time it brings to the market new versions of its relevant products.
The Commission also indicated that it planned to appoint a Monitoring
Trustee to oversee that Microsoft’s interface disclosures are complete and
accurate.'”

The Commission’s finding that Microsoft had abused its near monopoly in
the Windows operating system by deliberately restricting interoperability
between the Windows OS and Sun Microsystems work group server operat-
ing systems was based on an ‘entirety of the circumstances’ test which
asserted that its decision must be based on the results of a comprehensive
investigation and not be bound by an exhaustive checklist of exceptional
circumstances. Yet in choosing to adopt a formula labelled ‘the totality of the
circumstances’ to describe its test it may have underestimated the ways the
factual nexus of the Microsoft case could be fitted into an ‘exceptional circum-
stances’ framework.

There was little doubt that Microsoft met the threshold test of a monopoly
which was an indispensable input to a secondary product.'”” There was little
doubt as well that Sun Microsystems was offering an innovative product for
which there was substantial and demonstrable demand. The Sun work group
server OS was not a ‘me too’ product of the Microsoft server and may in fact
have preceded it in the market. The Commission could therefore legitimately
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impute to Microsoft the exclusionary motive of using its control over the
PCOS market to evict an innovating competitor, i.e. conduct which
amounted to an abuse of ‘technological’ leveraging of its dominance.'”* If a
dominant firm with a monopoly of an IP protected product which is an
indispensable input, chose to ‘compete on the merits’, it would have to
continue to license the relevant interface information to its innovating com-
petitors and compete directly in that secondary market on the basis of quality
and price, etc. For a dominant firm with a de facto monopoly which is an
indispensable input to other products to be allowed to use its power in any
other way would have a ‘chilling effect’ on innovation by competitors in the
dependent after market and limit technical development in that market,
conduct which is characterised as an abuse by Article 82(b). Without access
to interface information, competitors in the work group server market would
be gradually deprived of their opportunity to develop servers with new or
added functionality that Microsoft does not offer to the consumer.'”” This
would place the facts of the Microsoft case squarely within the ‘exceptional
circumstances’ test of Article 82(b) because the conduct of the dominant firm
unjustifiably limits the technical development of the market.

In addition, it is important to see that embedded in the Microsoft facts is
the further circumstance, not present in Magill, which could significantly
change the calculus in, and thereby expand, the ‘exceptional circumstances’
test. Following the authority of the reasoning of Commercial Solvents, and
subsequent ECJ decisions,'?° if a dominant firm has been engaged in a course
of dealing with a contractor in an after market and suddenly chooses directly
to compete with it by vertically integrating its operations and introducing its
own product on that market, it has an obligation to continue to ‘supply’, i.e.
license or inform its existing customers (now competitors) in the down-
stream market, unless it can offer a justification for that refusal. To fail to do
so would mean that the dominant firm was not ‘competing on the merits’ in
an already weakened market. By initially opting for an open system as a
strategy to grow and achieve dominance, the owner of an IP protected
industrial standard has created expectations and under EC competition law
would have difficulties refusing to continue to supply downstream contrac-
tors under Articles 82(b) and possibly 82(c) for discriminating between its
own subsidiary and competitors, particularly where there are no capacity
restraints. In such a case, a dominant firm can be found to be acting abusively
by refusing to continue to supply information or to license a firm with which
it has been dealing where its motive is self-evidently one of using its domi-
nance to evict that competitor from the market.

In other words, the ‘exceptional circumstances’ in which a compulsory
copyright licence can be awarded by a competition authority would include
refusals to supply interface code information or license existing innovative
downstream operators with predatory intent. In such cases, the Commission
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would be relying on the authority of Article 82(b) but with a theory that, in
the IT sector, Article 82(b) can be infringed when a company such as
Microsoft with an industrial standard limits technical development by refus-
ing to continue to share interface information and thereby prevents com-
petitors on related markets from developing their interoperable systems.
If Microsoft had opted for a closed system in the way, say, of Apple Mac
initially, the circumstances may have been different because the company
would have achieved its dominance on the basis of originally integrated
products and it would normally have been entitled to continue to compete
on that basis. To hold otherwise would be to make dominance itself unlawful.
However, having built up its dominant position on the basis of interoperating
with downstream applications makers, it seems arguable that Microsoft
cannot freely resort to a policy of ‘closing up’ interoperability by withholding
interface information once it establishes its Windows OS as an industrial
standard. That type of commercial strategy would be viewed as predatory
under Article 82 rather than ‘competition on the merits’ and even if the
interface information were copyright protected, the Commission would be
entitled to order a resumption of the supply of such information. The
compulsory licence of the copyright protected information was essentially
to ensure the resumption of that supply.

One point that makes its appearance at the margins of the Microsoft case
is the argument suggested by Microsoft that Sun’s right to reverse engineer
through decompilation under article 6 of the EC Computer Program
Directive made the Article 82(b) complaint unnecessary. Yet, in principle,
Article 82(b) of the Treaty and article 6 of the Computer Program Directive
are separate and independent laws even if they reach to certain types of
overlapping conduct. The EC Computer Program Directive does not only
promote interoperability in the form of a limited decompilation right in
Article 6 and a reminder of the idea/expression dichotomy in Article 1;
Recital 26 of the Directive also states: “Whereas the provisions of this
Directive are without prejudice to the application of the competition rules
under Article 85 (now 81) and 86 (now 82) if a dominant supplier refuses to
make information available which is necessary for interoperability as defined
in this directive.’

In the Microsoft case, Sun seems to have given evidence to make it plain
that the decompilation option was not adequate to meet the need for full
interoperability in the circumstances, if for no other reason than that the
reverse engineering process was so complex that it handicapped them in their
efforts to provide software compatible with a new Windows version in
sufficient time for the new version of Windows OS. The Commission’s
view, which is a legitimate interpretation of Article 82, is that Article 82 offers
a source of authority which may exist alongside but applies independently of
Article 6 of the Computer Programme Directive. It is worth noting, however,
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that if IP law were to take a form offering a more extensive guarantee of
interoperability of interface information for software, then the effect would
be that Article 82 would be called upon even more rarely to adjudicate cases of
non-supply of interface information.

A second point raised by the Microsoft case is, why does competition law
have the authority to override IPR protections in the EU? Why are firms like
Microsoft not justified objectively in refusing to disclose or license interface
information?

In the Magill case, the Court of Justice established that the mere ownership
of an IPR as a property right would not as such offer either an immunity or a
defence of justification for a refusal to license in secondary markets."”” The
Court first observed that ‘[w]ith regard to the issue of abuse, the arguments of
the appellants and IPO wrongly suppose that where the conduct of an under-
taking in a dominant position consists of the exercise of a right classified by
national law as “copyright”, such conduct can never be reviewed in relation to
Article [82] of the Treaty’.'””

It later added: “There was no objective justification for the refusal of the TV
companies to licence Magill, either in the activity of television broadcasting
or in that of publishing television magazines.”'*”

A similar argument for unlimited intellectual property rights was put
forward by the Microsoft Corporation in the antitrust case brought against
its licensing practices in relation to Windows 98 and web browsers. The US
government alleged that Microsoft had engaged in anticompetitive licensing
restrictions. Microsoft argued that the licensing restrictions were legally
justified because its was simply ‘exercising the rights of valid copyrights’. ‘If
intellectual property rights have been lawfully acquired, their subsequent
exercise cannot give rise to antitrust liability.” The Federal Circuit rejected
the argument as bordering upon the frivolous. It quoted precedent to the
effect that ‘intellectual property rights do not confer a privilege to violate the
antitrust laws’."*"

In the European Microsoft case, the Microsoft Corporation produced a
variation on the theme that their refusal to supply interface information to
Sun was objectively justified owing to their property rights in the information
requested. They argued firstly that they were justified in refusing to supply on
the grounds that it would eliminate their incentives to innovate.'*' They also
complained that providing the interface information to Sun ‘would make it
relatively easy for competitors to clone new features in the Windows family of
operating systems’.'**

The Commission refuted both contentions on the facts and went on to
introduce a balancing test to justification. It started with the reminder that it
was necessary to take into account the effect on the market if Microsoft’s
anticompetitive behaviour was allowed to remain unfettered'*’ and there was
arisk that Microsoft would succeed in eliminating all effective competition in
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the work group server operating systems market.'** The Commission then
concluded that on balance the possible negative impact of the order to supply
on Microsoft’s incentives to innovate was outweighed by its positive impact
on the level of innovation of the whole industry (including Microsoft).'*’

The Commission could legitimately treat the justification test as a balanc-
ing exercise under Article 82(b) but it could equally legitimately raise the
barriers to justification to a high level because of the serious anticompetitive
effect of the conduct. As the Commission put it the refusal to supply would
‘have the consequence of stifling innovation in the impacted market and
of diminishing consumers’ choices by locking them into a homogeneous
Microsoft solution. As such it is particularly inconsistent with the provisions
of Article 82(b) of the Treaty.’146

This was effectively an endorsement of a view of innovation which suggests
that technical development in the IT industry is best promoted by a number
of different firms innovating rather than one. It is consistent with the
philosophy underlying the interoperability provisions of the Computer
Software Directive.

Finally, it is useful to ask why the judges in the European Court of Justice
consider it legitimate for EC competition law to restrict the conduct of the
owners of IPRs where their market power equates to that of an industrial
standard or a de facto monopoly which is an indispensable input to a
secondary market. There are two main reasons for this hierarchical relation-
ship between these two legal regimes in the EC. The first is that competition
law has been given a central role in the EC treaty while intellectual property
legislation in the EC has been based mainly on national law."*” The second is
the fact that competition laws are viewed as public law norms whereas the
exercise of an intellectual property right is viewed as an exercise of a private
property right.

The general view of competition law is that the exercise of any property
right, whether one related to intellectual property or tangible property, must
be circumscribed to allow the public interest in effective competition on
markets to be maintained. Modern competition policy, having arisen as a
reaction to the excesses of use of the freedom of contract by large organisa-
tions systematically creating monopolies and cartels in unregulated markets,
has been designed to impose public law limits on the freedom of contract and
the autonomy of private property owners in order to maintain effective
competition on, and access to, markets.'*”

Competition law offers only one example of the responsibilities which
public law places on private ownership. In general private property is
dependent for its existence upon legal institutions and may be seen as a
bundle of legally created responsibilities as well as rights.'*’ Intellectual
property is also a legally created mix of rights and responsibilities with its
rights to exploitation dependent upon legal institutions. An owner of tangible
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private property cannot do entirely as she wills with it where the exercise can
cause harm to others. The owner of a Ferrari sports car, despite her property
right and the purpose for which she acquired it, cannot lawfully drive it above
20 miles an hour on a road in front of a school entrance if that is the speed
limit for that stretch of road.

In the case of intellectual property rights, the claim of intellectual property
owners to an untrammelled autonomy to exploit their property is more
specifically at odds with the laws that create them. Patents and copyright,
with their balance of time limited rights, exceptions and array of responsibil-
ities inter alia to disclose information, are more akin to carefully defined
leaseholds or licences as opposed to absolute property rights. IPRs have been
explicitly created for utilitarian purposes by legislators in the form of limited
exclusive rights and to argue otherwise is to distort the foundations for their
creation.'”” In Europe, most if not all patent laws view patents as conferring
temporary market exclusivity in return for the commercial investment in the
R&D leading to the invention and as making publicly available the knowledge
on which it is based. It is true that some Continental systems of copyright
protection, and indeed Article 6bis of the Berne Convention, stress the moral
rights to copyright and this on occasion has been portrayed as a natural right
but this classification does not remove copyright from the ‘rights/responsibil-
ities’ balance. In any case, moral rights are more concerned with protecting the
author’s rights to identification as the originator of the work'>' and the right
to object to derogatory treatment of the work,'” rather than making a bid for
IPRs to be viewed as absolute rights when they enter the economic arena.

IPRs are more appropriately viewed as a form of ‘licence’ or leasehold
conferred by the state to innovators for a limited period to pursue the ends
dictated by the legislation that give them their protected status. This licence
has certain checks and balances within it but those exercising the licence are
still bound by regulatory legislation such as environmental laws, health and
safety laws, product liability and drug safety laws that restrict the free exercise
of intellectual property rights in the public interest.'” It is true that there is
an important public interest in the incentive effects of [PRs but this must be
reconciled with, and cannot automatically trump, these other public interest
concerns. The inherent weakness of the property rights theoreticians in this
area of law is that private property is always subject to public law norms.
Moreover, their analysis offers little help in the essential task of striking an
appropriate balance between the protection of limited exclusive rights to
pioneer innovators and the rights of access of information and ideas of
follow-on innovators,'”* particularly where that task is performed by com-
petition policy.

One implication of this analysis is that when the point is reached that IPR
laws are comprehensively EC-wide in their grant, EC competition law may
well remain a default ‘regulator’ of the exercise of IPRs.
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4. Tie-ins (Article 82(d))

Under Article 82(d) ‘tie-ins’ are defined as ‘making the conclusion of con-
tracts subject to acceptance by the other parties of supplementary obligations
which, by their nature or according to commercial usage, have no connection
with the subject of such contracts’.'”” The prohibited abuse of tying overlaps
with the commercial practice of bundling two products together to create a
commercial package to offer the consumer. Much bundling is perfectly law-
ful. It is only when the bundling takes on the characteristics of tying as
defined in Article 82(d) that it becomes unlawful.

From the perspective of the IPR owner, bundling products together is
simply one method of exploiting the IPR. However, if the legal monopoly of
the IPR owner coincides with market power amounting to dominance, tie-ins
create the risk that an IPR owner may use them either to force customers to
choose products they would rather not have or to exclude competitors and
eventually foreclose competition in a second related market as the tie creates a
competitive advantage for the IPR owner, compelling competitors to have
access to both markets if they are to compete on equal terms with the IPR
owner.

Nevertheless, in many cases, bundling may have a clear commercial logic,
especially in high technology industries, where the bundling often introduces
a ‘new generation’ of products. For example, in the mobile phone industry —
first generation: mobile phones; second generation: mobile phones with
camera; third generation: phones with video link and music. Moreover, one
of the main reasons for Microsoft’s tying of its Windows Media Player with
its Windows platform was to maintain a strong position in the market for
downloading content such as music.'”® By bundling Windows and its Media
Player, Microsoft wanted to ensure that its Media Player would be installed
on more PCs than any other media player and thus persuade programme
makers for multimedia players to write for Microsoft’s Media Player.'””
Nevertheless as a firm in a dominant position in the PC operating systems
market, Microsoft’s conduct was subject to the test of Article 82(d), whether
its conduct had the object or effect of leading to foreclosure of the media
player market.

The case law of Article 82(d) suggests that five constituent elements
must be established before the bundling conduct can be shown to be abusive
tying:' >

(i) Is there a ‘tied’ product separate from the ‘tying’ product?
(ii) Is the seller of the tying product dominant?
(iii) Is there coercion by the dominant firm?
(iv) Is there an effect on competition in the tied product?
(v) Is there is no proportionate and objective justification for the tying?
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4.1 Separate tied product The first requirement is to show that there were
two separate products, a tied and a tying product at the time the products were
sold. The Commission’s practice of narrow market definition tends to facilitate
such a finding. The main criterion of the Commission in analysing whether two
products are separate or integrated is user or consumer demand. For example, in
Napier Brown v. British Sugar, the Commission found that the delivery of British
Sugar’s sugar was a separate distinct market from the actual sugar market.'”” In
Hilti v. Commission,'*” Hilti was a company producing nail guns, cartridge
strips, and nails and selling them in a package as a power activated fastening
system (PAFS). Hilti had a patent both for the gun and cartridges strips, but not
for the nails. Along with Hilti, there were some small independent manufac-
turers producing nails compatible with Hilti’s gun cartridges. Hilti applied a
number of practices to make sure that its customers, who bought the cartridges,
also bought its nails rather than the nails from the independent manufacturers.
One such practice was making the sale of the patented cartridges dependent on
purchase of a specified number of nails. Eurofix and Bauco, two independent
manufacturers, complained to the Commission. The Commission found firstly
that there were three separate markets, one for the nail guns, one for the
cartridge strips and one market for the nails rather than, as Hilti had argued,
one single market for the power activated fastening system.'°’ One important
basis for the finding of three separate product markets was the existence of
independent nail manufacturers.'®> The CFI stated that ‘in the absence of
general and binding standards or rules, any independent producer is quite
free, as far as Community competition law is concerned, to manufacture con-
sumables intended for use in equipment manufactured by others, unless in
doing so it infringes a patent or some other industrial or intellectual property
right’. In Telemarketing,'®” the independent TV marketing firm had established a
separate product from the TV broadcasting company. In the Microsoft case,
there was a separate market for media players before Microsoft decided to come
out with its own media player and sell it as an integrated product with Windows.
If a complex product is presented as ‘integrated’ from the start, before the owner
of the combined product becomes dominant, it will be more difficult for
independents later to claim that the components are separate products.

However, both the Commission and the ECJ have not proved willing to
treat claims of product ‘integration’ too differently from contractual bun-
dling. In IBM,'®* the Commission challenged the fact that IBM had integrated
a memory device into its Central Processing Unit. The case was settled when
IBM promised to deliver a version of its CPU without the memory device or
with the minimum capacity required for testing.'®

4.2 Establishment of dominance The second requirement in the case of an
alleged tying abuse is to establish that the seller is dominant in the tying
market; otherwise article 82(d) will not be applicable. Any analysis of
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dominance is dependent upon a prior finding of relevant market and, as we
have seen, the Commission is not averse to defining markets narrowly and
separating components of a system of products into separate products. If an
undertaking selling a product in a system can be shown to hold a dominant
position, its practice of bundling that product together with another product
in a dependent market can be subject to Article 82(d). Thus in Hilti, when
the PAFS system was deconstructed into three products, and the Hilti firm
was found to be dominant in the gun cartridge market. In Télémarketing,'*®
a Belgian TV broadcasting company entered into the related market of
television marketing by bundling its services and displaying only its new
subsidiary’s telephone number in its TV advertising. It simultaneously termi-
nated its agreement with an independent contractor Télémarketing and
withheld advertising time from its new competitor. The TV company was
held dominant in the TV market for its programmes by virtue of its mono-
poly at the time.

In Microsoft,"”” Microsoft was investigated by the Commission for having
bundled its Media Player into Windows, using its ‘near monopoly’ (95 per
cent market share of the desktop operating system market) to harm its
competitors in the market for audiovisual players, such as RealNetworks’
RealPlayer and Apple Computer QuickTime.'*® Microsoft was found to be
dominant on the operating system market due to its high market share
amounting to a de facto standard operating system product for client
PCs.'®” This high market share was reinforced by the network effects
barriers to entry enjoyed by Microsoft. The Commission stated that ‘[i]n
industries exhibiting strong network effects, consumer demand depends
critically on expectations about future purchases. If consumers expect a
firm with a strong reputation in the current (product) generation to succeed
in the next generation, this will tend to be self-fulfilling as the consumers
direct their purchases to the product that they believe will yield the greatest
network gains. Even customers who do not immediately plan to migrate their
client PCs to newer versions of Windows will factor in their anticipated
platform in their current purchase decisions concerning complementary . ..
software.”'”"

4.3 Coercion The third requirement, in common with US cases, is to establish
coercion by the dominant firm. The coercion may be contractual as in Hilti or
Tetra Pak or it may be financial by prohibitive discounts or by removing certain
benefits, again as in Hilti where Hilti refused to honour guarantees if customers
had used a third party nail in their guns. The Commission argued that Hilti’s
policies ‘leave the consumer with no choice over the source of his nails and as
such abusively exploit him’.'”" Alternatively, it may consist of technical bun-
dling. Thus, in Microsoft, Microsoft refused to offer Windows and its Windows
Media Player separately. As a result, OEMs and consumers were compelled to
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take the Windows Media Player.'”* The licence for Windows covered Windows
Media Player and the software was pre-installed with Windows.'””

4.4 Anticompetitive effects Thus far, there has been little clear indication
from the Courts on the extent to which it is necessary to show that the tie has
an anticompetitive effect. In Napier Brown v. British Sugar, the Commission
did not even assess whether the tying had foreclosed or had any anticompe-
titive effect upon the transport market. The fact that British Sugar had
‘reserved for itself the separate activity of delivering sugar’ was evidence enough
to establish the requirement of anticompetitive effect.'”* A similar analysis
was applied in Telémarketing,'”” the ECJ stating only that Télémarketing
reserved to itself ‘an ancillary activity which might be carried out by another
undertaking as part of its activities on a neighbouring but separate market,
with the possibility of eliminating all competition from such undertaking’.'”
In Hilti, the Commission considered the actual tying as abusive exploitation
because it prevented customers from having a choice of the source of nails.'””
It added, ‘these policies all have the object or effect of excluding independent
nail makers who may threaten the dominant position Hilti holds’. On the
strength of these cases, it was reasonable to conclude that factual evidence
of foreclosure is not needed as a constituent element of tying under
Article 82(d). It was enough to show tying conduct with a possibility of
foreclosure. In Microsoft however, the Commission suggested that it
would be more concerned with analysing the factual basis for likely effects
in tying cases. It found that Microsoft’s conduct potentially risked foreclo-
sure in the future,'”® and pointed to the tendency of tipping in a market with
network effects.

4.5 Objective justification If the Commission meets the first four require-
ments, the burden of proof of objective justification for the tying shifts to the
defendant. For example, in Hilti, the dominant company argued that safety and
quality reasons objectively justified its requirement that customers bought Hilti
nails rather than nails from other manufacturers because their nails were
incompatible with Hilti’s nail gun.'”” The CFI rejected the defence because it
found that Hilti’s conduct was not consistent with its assertion. If Hilti had
really had concerns about Hilti compatible nails produced by independent
manufacturers it would have taken steps to prevent their sale by warning
users or notifying the appropriate UK authorities to stop the sale of dangerous
products. The CFI found Hilti’s conduct was that of a company merely acting to
protect its commercial position.'® Tetra Pak’s justification for its tying of
carton filling machines to sales of cartons was that there was a natural link
between the cartons and the filling machines and therefore the tie was based on
commercial usage.'®" Both the CFI and ECJ rejected this argument stating that
other companies on the market for non-aseptic cartons did not produce the
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machinery, hence the ‘commercial usage’ justification was not proven.'* It is
worth noting that these companies had only a 12 per cent market share.'®’ The
Court added: ‘Moreover and in any event, even if such a usage were shown to
exist, it would not be sufficient to justify recourse to a system of tied sales by an
undertaking in a dominant position. Even a usage which is acceptable in a
normal situation, on a competitive market, cannot be accepted in the case of a
market where competition is already restricted.”'**

In Microsoft,'®” the dominant company’s attempt to justify its tying was
based on the concept that the two products were technically integrated and
that taking the Media Player out of Windows would weaken the program or
‘break’ it. This is very similar to the argument Microsoft made in the US
courts in relation to its integration of Internet Explorer into Windows.'*° The
Commission rejected the integration argument, favouring a policy of hinder-
ing a full foreclosure of the media player market, as the Commission found
evidence that the market had already started tipping to the advantage of
Microsoft’s Windows Media Player.'®” One argument that could be accepted
as an objective justification is that the tie is being used as an alternative to
royalties or fees simply to ‘meter’ the application of a product or process, in
which case it is legitimate competition.'*”

ITI. Article 81 and agreements between firms
A. Article 81 generally

1. Introduction

Article 81 prohibits ‘... agreements, decisions and concerted practices
between undertakings’ which have the object or effect of preventing, restrict-
ing or distorting competition. Such agreements are prohibited in particular
where they (a) directly or indirectly fix purchase or selling prices or any other
trading conditions; (b) limit or control production, markets, technical devel-
opment, or investment; (c) share markets or sources of supply; (d) involve
discriminatory dealing; or (e) concern tie-ins. In the intellectual property
rights context, for example, Article 81(1) has been held to apply widely
to individual licensing agreements; to R&D joint ventures; to concerted
practices involving licensing agreements;'®” to assignments of IPRs to third
parties;'”” to trade mark delimitation agreements;'”' and to cross-licensing
agreements arising out of patent settlements'”” and patent or technology
pools.'”” Moreover, in principle Article 81(1) applies to vertical agreements,
i.e. agreements between non-competitors as well as to horizontal agreements,
i.e. agreements between competitors.'”* It is worth noting that the Court has
repeatedly stated that an IPR licensing agreement, as such, is not a ‘restriction
on competition’,'”” but may fall within the scope of Article 81(1) whenever it
is ‘the subject, the means or the consequence of’,'”® or ‘serves to give effect
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to’,"”” a commercial practice which has as its object or exercise the preven-
tion, restriction or distortion of competition in the common market.

Under Article 81(1), an agreement is only prohibited if it meets all of the
provision’s three main conditions. The first condition in Article 81(1) is that
there must be evidence of agreement or other form of collaboration between two
or more ‘undertakings’. Insofar as the conduct of an intellectual property right
holder consists of unilateral enforcement of such a right under national law, it
will not be caught by Article 81(3) though it might be regulated by Article 82.

The concept of an ‘undertaking’ in Article 81(1) though not defined in the
Treaty has been held to apply widely to individuals, partnerships, joint
ventures, and companies. The Court of Justice has defined it as ‘any entity’
engaged on a commercial activity.'”® Public authorities are caught if they are
engaged on a commercial or economic activity but are excepted if they are
acting as a public authority.'””

However, an undertaking has also been defined as being a wider ‘economic
unit’ consisting of a group of companies. Under EC competition law, the
group rather than the individual company may be the ‘undertaking’. The
Court of Justice has stated that the concept of undertaking is not identical
with the question of legal personality for the purposes of company law. The
corporate veil can be lifted to show the underlying economic and commercial
reality.””’ If a licensing agreement is made between two companies within the
same corporate group it may fall outside Article 81(1) because, despite the
corporate form, the agreement is viewed as an internal allocation of functions
between members of the same economic unit, not one between separate
undertakings.””! If, however, the reality is that a subsidiary has a measure
of independence in determining its commercial policy, then the subsidiary
will be viewed as a separate undertaking for the purposes of Article 81(1).”"
The effect of this jurisdictional condition is to offer to companies the option
of avoiding the regulatory effects of Article 81 by acquiring the licensor, or
vertically integrating, rather than obtaining a licensing agreement.””” This
may, however, place them within the scope of Article 82.

The requirement of collaboration between two or more independent
undertakings has also meant that certain categories of dependent relation-
ships are not caught by Article 81(1). For example, some types of commercial
agents and certain types of manufacturing—subcontractor relationships have
been excepted from Article 81(1) by Commission Notice.”*

The second major jurisdictional condition of Article 81(1) is that it applies
only to agreements, decisions, and concerted practices which have an ‘appre-
ciable’ quantitative effect on interstate trade. This condition is essentially
a jurisdictional test for the application of the system of EC competition
law in two important respects. It first establishes a territorial point: whether
an agreement made inside or outside the EC is caught by EC competition
law by virtue of its effects. Secondly, it defines the jurisdictional borderline
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between EC competition law and the domestic competition law of the
Member States.

The third test is that the agreement has the object or effect of preventing,
restricting or distorting competition. If a licence agreement is made between
independent undertakings and has an appreciable effect on interstate trade, it
is still necessary to show that it has as its object or effect the prevention,
restriction or distortion of competition before it is contrary to Article 81(1).
This test is jurisdictional in the sense that it constitutes a precondition to the
application of Article 81(1). Yet it also involves a preliminary substantive
assessment of the pro- or anticompetitive nature of the licensing agreement.
On its face, the concept of a restriction of competition could have been
interpreted as on balance restrictive of competition. However, in part because
of the ‘rule of reason’ test in Article 81(3) and in part because of a concern
with market integration, the Commission and to a lesser extent the Court
tended historically to interpret the concept of restriction of competition
in Article 81(1) strictly, resulting in the equation of certain contractual
restraints such as exclusive territoriality with restrictions of competition
without applying a balancing test.

At an early stage in the case of Consten Grundig v. Commission,””” the
Court was concerned with territorial exclusivity and suggested a concept of
restriction of competition that resulted in a contractual restraint on the
freedom of action of the parties in the market being equated to a restriction
of competition without any reference to the actual process of competition in
the market or the effects of the agreement on that process.”’® In other words,
if a contractual restraint restricted the rivalry between licensor and licensee or
between one of them and a third party that contractual restraint amounted
to a restriction of competition under Article 81(1) of contractors and third
parties associated with the contract.

The Court of Justice, however, always maintained that the concept of
restriction of competition, whether under the object test or the effects
test,””” must be accompanied by a second stage test of ‘appreciability’ partic-
ularly in the case of vertical agreements.”’” The appreciability test referred
in part to quantitative appreciability which in more recent years has taken
the form of a de minimis test explained in the Commission Notice on
Agreements of Minor Importance. The concept of ‘qualitative appreciability’
was developed in a series of cases by the ECJ which created specific exceptions
to its wide and otherwise uneconomic definition of restriction of competi-
tion. These cases have been somewhat loosely grouped together as ‘the rule of
reason’ cases under Article 81(1).”"” On closer inspection, the case law of
appreciability could be interpreted more accurately as subscribing to a doc-
trine concept of ‘ancillary restraints’.”' In fact, however, during much of
the period since Grundig, as a result of the Court and Commission’s strict
interpretation of restriction of competition in Article 81(1), the parties to
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exclusive commercial agreements have made use of the process of exemption —
either individual exemption or, when available, block exemption.

2. Exemption under Article 81(3)

If an agreement is caught by Article 81(1), it can nevertheless be saved from
non-enforceability by being exempted under Article 81(3) if it meets its four
conditions. Article 81(3) formally recognises the pro-competitive value of
innovative agreements by stipulating that an agreement must contribute ‘to
improving production and distribution of goods and promoting technical
progress’ as a necessary condition of exemption. However, it goes on to
require three other conditions to be met. First, the agreement must allow
consumers a fair share of the resulting benefit. Secondly, the agreement must
not contain restrictions on competition which are not ‘indispensable to the
attainment’ of the above objective. Thirdly, the agreement must not afford
the parties to it ‘the possibility of eliminating competition in respect of a
substantial part of the products in question’.

Under Article 81(3) therefore the Commission has the task of balancing
the innovative benefits of an agreement against any risks that it might deny
access to a particular market to existing competitors and new entrants.
Exemption can be obtained in two possible ways: (a) qualification under
one of the group or block exemptions issued by the Commission, or (b) con-
vincing a national court or competition authority that the agreement is
exemptible by applying the block exemption regulation by analogy with the
help of the relevant guidelines accompanying the regulation. Block exemp-
tions automatically exempt certain categories of agreements from the pro-
hibition of Article 81(1). If an agreement fits within the scope of the block
exemption, it is deemed to have met the conditions stipulated in Article 81(3)
unlike individual exemptions which can require an elaborate examination
of the pro-competitive and anticompetitive effects of an agreement before
a finding that an agreement is exempted or exemptible. Block exemptions
may be useful to help lawyers, courts and competition authorities to apply
the conditions of Article 81(3) under the new modernisation regulation,
although their usefulness has changed under the modernisation reforms.”"’

Block exemption regulations With the modernisation of competition pol-
icy in 2004, the European Commission lost its previous monopoly of inter-
pretation of Article 81(3) and now shares that competence with national
competition authorities and national courts to determine how Article 81 as a
whole applies to any one case. The previous ‘monopoly’ was accompanied by
two features, the requirement for parties to pre-notify agreements caught by
Article 81(1) to the Commission and the procedure for individual exemption
by the Commission. Both are now abolished. Yet even after the modernisa-
tion process of 2004, the Commission retains its competence to design block
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exemption regulations for various categories of agreements. However, as part
of the modernisation process, the Commission has begun to take a new and
more economic approach to the assessment of agreements under Article
81(3) and has changed the nature of the block exemptions. It has moved
away from a legalistic and form-based approach to a more economic and
effects-based approach to the regulation of agreements, taking into greater
account the economic analysis of possible costs and benefits, or ‘efficiencies’,
of certain restrictions and recognising the different economic effects of
vertical and horizontal agreements respectively. This could be seen in the
main characteristics of the Commission’s reforms of vertical distribution
agreements, such as exclusive and selective distribution and franchising
(the Vertical Agreements Block Exemption Regulation (BER) (EC 2790/
1999)) and horizontal agreements, such as the Research and Development
BER (EC 2659/2000) and Specialisation Agreements BER (EC 2658/2000).
These have been accompanied by guidelines which help parties to understand
both the BERs and the ground-rules for the application of Article 81(3)
outside the safe haven of the block exemptions themselves. There is also a
revised Notice on Agreements of Minor Importance which do not appreci-
ably restrict competition under Article 81(1), the so called ‘De Minimis
Notice’.”"” Furthermore, the Commission has rewritten its procedure in its
Regulation 1/2003 on the implementation of the rules of competition laid
down in Articles 81 and 82.”"” Finally, even if an agreement is exempted
under Article 81, whether by individual exemption or block exemption, the
conduct of the parties to the agreement is still subject to the parallel prohib-
itions in Article 82.”"*

The parties to IP licensing agreements continue to enjoy the possibility of
shaping an agreement to fit within a block exemption regulation, in parti-
cular the new Technology Transfer Block Exemption Regulation 240/96
(TTBER). However, with market share limits inserted into block exemptions,
they must also prepare for the possibility of their agreement losing the
benefits of a block exemption should their product’s market share exceed
the limits set by the block exemption.

If an agreement falls outside the safe harbour of a block exemption it is no
longer presumed to be legally invalid under Article 81(2). Nor is it presumed
to be legally valid. Its legal status can only be determined by an assessment
of its contents in the light of a two-step test: applying the criteria of the
scope of Article 81(1) and applying the balancing test in Article 81(3). This
process requires a form of self-assessment by legal advisors and parties. Only
if they have engaged in this process of ‘self certification’, will the parties be in
a position to face any challenges to the lawfulness or enforceability of an
agreement.

If the prohibition in Article 81(1) applies to an agreement, even if only
because it contains a ‘hard core restriction” and it cannot be exempted, the
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agreement as a whole will be automatically void and unenforceable under
Article 81(2) in national courts as well as the Community courts. In the event,
either party to the agreement can treat it as no longer binding upon them.*"”
Article 81(2) can operate as a ‘Euro-defence’ to any action in a Member State
court to enforce an agreement.

IV. IP licensing and competition law
A. Introduction and background

One of the most important areas of regulation of IP licensing agreements is
the Commission’s block exemption regulation for technology transfers,
TTBER, which has recently been revised as part of the modernisation process.
The revision offered the Commission an opportunity to re-evaluate its policy
towards IP licensing agreements as part of a wider EC industrial policy as well
as part of the modernisation process. The industrial policy dimension
requires a careful balance of the innovative benefits of IP licensing with its
potential risks to competition.

The test of an effective regulatory framework is to strike an appropriate
balance between allowing the process of technology licensing room to
‘breathe’, so that the parties can shape their own agreements according to
their needs, and protecting the public interest in workably competitive
markets by minimising the risks of market sharing, market foreclosure and
market isolation. If the limits created by the regulation are too tight, the
incentives to the parties to enter into agreements will be significantly reduced
and the benefits obtained from the process of technology transfer will be
reduced because firms will license to territories outside the EU and export in
instead of locating manufacturing establishments in European countries.
Competition policy has a chilling effect on investment in technology transfer.
Of course, if the restrictions are too loose, there will be greater risks of
anticompetitive practices. In view of the many economic benefits of the
process, and the economic costs of overly restrictive regulation, however, the
onus should lie upon the regulators to carefully calibrate their restrictions.

Technology transfer, essentially the process of technological intellectual
property licensing, is on balance a highly pro-competitive activity. One effect
of the process is to raise the level of technology throughout the EU by creating
incentives for the introduction and diffusion of means or inclination to
exploit the product in the new territories. Because a licensing agreement
invariably requires some degree of manufacture as well as sale, it results in
a technological lift to the licensee that would not occur if the licensor
merely manufactured elsewhere and exported the finished product into
the EU for distribution. Technology licensing agreements also introduce
new products to existing markets, adding to competition and in some cases
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actually creating new markets. By adding to competition and innovation, as
empirical studies have shown, IP licensing also enhances competitiveness in
world trade.

In the course of drafting the IP licensing agreement, the parties must
inevitably place certain contractual restrictions upon each other to achieve
the object of the agreement. Many licensees will be reluctant to undertake the
risks of manufacture and sale of a new product without the protection of an
exclusive licence that limits competition from the licensor and other licensees
within the licensed territory. Most licensors will not give an exclusive licence
without the quid pro quo of a ‘minimum royalties’ clause. In addition they
will not license their IP without an array of clauses designed to protect the
integrity and value of their IP once it is licensed to the licensee. They will, for
example, insist on certain obligations of confidentiality in respect of know-
how, limits on sublicensing, quality controls on materials used, and limits on
the use of the licensed IP once the licensing agreement has expired. They may
also insist on obligations by the licensee to grant back licences for improve-
ments and not to exploit technologies that compete with the licensor as well
as an obligation not to challenge the validity of the licensed IPR. Many
of these may be viewed as commercially indispensable to induce licensors
to license their technology in the first place. Many of these contractual
restrictions do not amount to restrictions on competition but some may
take a form that raises competition concerns.

On occasion, contractual restrictions can be used as a device to create
competitive restraints. Some royalty arrangements can help to underpin a
price-fixing scheme. In some technology transfer agreements the exclusive
territorial protection needed by licensees or output restrictions can, on
occasion, be used by clever draftsmen as a cover for market sharing agree-
ments. In a European perspective, they can also reinforce the isolation of
national markets from the single market by excessive territorial protection.
Moreover, some IP licensing agreements have the potential to create con-
ditions of dominant market power in the licensed market and foreclose
competitors from entering that market. However, licensing agreements rarely
have this result, particularly when they are agreements between non-
competitors like an agreement between an inventor/licensor and a manufac-
turer/licensee. Nevertheless, IP licensing agreements have been the subject of
detailed competition block exemption regulations since the early 1980s.

B. The evolution of the regulatory framework
for IP licensing in the EC

The first EC block exemption regulation regime for IP licensing was the
Patent Licensing Regulation in 1984 which was followed by the Know-how
Licensing Regulation in 1989. These were replaced in 1996 by a single TTBER
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applying both to pure or mixed patent licensing and know-how agreements.
The scope of the new unified block exemption was slightly wider because it
defined certain other IPRs like utility models, semi-conductor topographies
and plant breeder certificates to be ‘patents’ for the purpose of the
Regulation. If, however, a licensing agreement included other IPRs, such as
trademarks and copyright protection, as part of the package, the Regulation
only allowed the licensing agreement to be exempted if such IPRs were
‘ancillary’ to the main purpose of the agreement which had to be that of
licensing patents and/or know-how.”"°

The legal framework for technology transfer created by TTBER 1996 was
form-based and legalistic in the sense that certain clauses were either exemp-
tible or non-exemptible depending almost entirely on their form. To qualify
for exemption the parties were required to draft an agreement which was
consistent with the Commission’s threefold categorisation of numerous
restraints in licensing agreements: its ‘white’ list of twenty-six clauses, the
clearly exemptible clauses under the block exemption,”'” and its ‘blacklist’ of
seven clauses which consisted of clearly non-exemptible clauses. If a clause
was blacklisted, the agreement as a whole was non-exemptible and unenforce-
able. There was no severance policy for blacklisted clauses. Instead, there
was a third category of ‘grey’ clauses (all those which are not whitelisted or
blacklisted). These clauses could be approved or non-opposed under a ‘quick
look’ procedure subject to a deadline of four months for the Commission.

This Commission’s threefold characterisation encompassed a wide variety
of typical clauses in licensing agreements: territorial restraints, customer
allocation, field of use, output restrictions, price restrictions, non-compete
obligations, tying grant-backs and no-challenge clauses. It somewhat con-
troversially subjected the contractual restrictions on territorial restriction to
micro regulation more for political concerns to promote market integration
than for conventional competition reasons.

The Commission claimed in the TTBER 1996 that it recognised that the
EU’s ability to draw abreast of its competitors in the rest of the world
depended upon the capacity of European industry to devise new technologies
and to spread them throughout the member states of the Community. It
acknowledged that its licensing policy as incorporated in TTBER was
designed to play a pivotal role in the development of innovation within the
EU economy and in contributing to the competitiveness of businesses oper-
ating in the Community (para. 9). It also asserted in Recital 3 that it wished to
‘encourage the dissemination of technical knowledge in the Community and
to promote the manufacture of technically more sophisticated products’.

Yet, although the 1996 regulation allowed industry to transfer the more
conventional technology, on the whole, sufficiently freely and with legal
certainty within the EU, it also created a regulatory structure that did not
display a light touch. Its draftsmen never tackled the task of differentiating
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between genuinely vertical and horizontal agreements. Their concern with
the political-economic problems of maintaining intra-brand competition
and integration of the Member States into a single market led them to give
less than optimum incentives to technology licensing agreements from a
purely economic competition point of view. In particular, their strict rules
for territorial exclusivity, even where the economic costs and benefits, or
‘efficiencies’, suggested little competition risk, meant that the needed incen-
tives for second and subsequent waves of licensees could be greatly reduced.
The Commission itself has openly acknowledged that its territorial restric-
tions have been imposed ‘because of the added market integration objective
which EC competition policy has’.”"”

On the other hand, TTBER 1996 facilitated licensing by not setting market
share limits to the safe harbour of the block exemption. Instead, it left high
market share agreements to be regulated by Article 82 or the possibilities of a
‘withdrawal procedure’ whereby the benefits of the block exemption could be
formally withdrawn by the Commission or the competition authority of a
Member State in carefully defined cases. This approach was adopted in the
final draft of the Regulation after a strong campaign by industry throughout
Europe was waged against a Commission proposal to introduce market share
limits to the 1996 block exemption.

By 2001, the Commission had decided that there was a clear need to
change its policy towards technology transfer agreements even before
Regulation 240/96 was due to expire in April 2006. This was caused partly
by the change in the Commission approach to the regulation of vertical
agreements more generally under Article 81. It had begun to move away
from a legalistic and form-based approach to a more economic and effects-
based approach to the regulation of other types of agreements, taking into
greater account the economic analysis of possible costs and benefits, or
‘efficiencies’, of certain restrictions and recognising the different economic
effects of vertical and horizontal agreements respectively. This could be
seen in the main characteristics of the Commission’s reforms of vertical
distribution agreements, such as exclusive and selective distribution and
franchising (the vertical agreements block exemption (EC 2790/1999)) and
horizontal agreements, such as research and development (EC 2659/2000)
and specialisation agreements (EC 2658/2000). The new vertical agree-
ments block exemption introduced a more flexible regulatory approach by
widening its scope to include a variety of categories of agreement. It also
abandoned white and grey lists of clauses, retaining only an outright pro-
hibition upon a limited number of ‘hard core’ restrictions. This easing of
the regulatory straitjacket allowed the parties greater freedom to draft
their agreements but the benefits of the safe haven offered by the block
exemption were restricted by a market shares limit of 30 per cent built into
the block exemption as part of a more economic approach to regulation.
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The new regulatory framework placed a premium upon self-certification
by the parties in cases where their market shares exceeded the limits. To
offer assistance in this endeavour, the Regulation was supplemented by
guidelines.

At a more technical level, the reform of the Commission resulting in the
replacement of Regulation 17 by the new Regulation 1/2003 gave the courts
and competition authorities of the Member States the power to apply Article
81(3) directly. This not only ended the need for precautionary notification of
agreements; the Commission decided that it also meant that the opposition
procedure or quick look facility for grey clauses would have to be abandoned
and clauses would ‘either be covered by the block exemption or treated as
hardcore’.”"”

A second important factor was the publication of the Commission’s
Evaluation Report on the Technology Transfer Regulation**” which evoked
a response from Member States and the licensing community that strongly
favoured reform. The Report stressed that the 1996 Regulation had a number
of shortcomings.

First, because of its legal formalism and narrow definitions of scope, the
Regulation was described as creating a ‘legal straitjacket’ in the sense that
companies often had to redraft their commercial agreements to fit within its
confines. Secondly, Regulation 240/96 was too narrow in scope, covering only
a limited number of exclusive licensing arrangements, mainly to pure and
mixed patent and know-how licences. Other criticisms related to the lack of
economic realism of the regulatory framework. The Regulation was too
restrictive in the sense that the blacklist covered items that were not always
anticompetitive and could have efficiency enhancing effects. On occasion,
restrictions with different legal form but with similar economic effects on
markets were given different treatment.””' Finally, some exempted clauses
had the potential for economic harm.

These criticisms were taken on board by the Commission in its decision to
reform the regulatory framework for technology transfer. In choosing the
form of a new technology transfer regulation, the Commission used the
Vertical Agreements Block Exemption regulation as a role model and gave
priority to a harmonising TTBER with its other block exemption regulations
as part of its preparation for competition policy in the post-modern world of
twenty-five Member States.

C. The main features of the new Technology Transfer
Regulation and Guidelines

The European Commission has proclaimed that the new TTBER’s assessment
of IP licensing agreements takes ‘due account of the dynamic aspects of
technology licensing ... in particular’ and that it makes ‘no presumption
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that intellectual property rights and licence agreements as such give rise to
competition concerns’.”””

Within the safe haven itself, the new BER offers many advantages: It
applies to a wider array of IPRs; it offers greater flexibility and longer periods
of protection. It also reduces the list of non-exemptible ‘hard core restraints’
which, if included in a licensing agreement, make it void in its entirety.
The shorter blacklist, particularly for vertical licensing agreements, leaves a
wider scope for exemptible clauses. There is also a short list of excluded
restrictions which are unenforceable under the TTBER but which can be
severed from a licensing agreement without affecting its overall enforceability
within the BER.

One problem with the introduction of market shares is that they have
made the application of the ‘safe haven’ unpredictable ex ante, i.e. at the time
when an IP licensing agreement is signed. The market shares of IP protected
products, often new and often based on extensive R&D, tend to be volatile.
The Commission is willing to accept that the designation of the parties as
competitors or non-competitors can be settled at the time the agreement is
made and in the absence of the effects of the licence itself. Thus if the parties
start off as non-competitors, the agreement remains an agreement between
non-competitors, even if they later become competitors during the course of
the agreement.”””

However, the Commission has been unwilling to offer any such ex ante
assurance in respect of market shares. If the market share increases during the
course of the agreement beyond the market share limits, the agreement will
no longer benefit from the block exemption. At that point, the agreement is
not invalid but it no longer enjoys the benefit of the ‘safe haven’. The
Commission offers the reassurance that above the market share thresholds,
there is no presumption of illegality.***

The procedure of the Commission has been reformed by Regulation
1/2003 so that there is no longer a need to submit a precautionary notification
to the Commission to ensure provisional validity to a licensing agreement. Its
validity stands or falls depending on its contents at the time it is challenged.
Thus, if an agreement is caught by Article 81(1) and falls outside the block
exemption, it is no longer automatically void under Article 81(2). Its legal
status can be analysed by analogy with the contents of the Regulation and
Guidelines to determine whether it is exemptible under Article 81(3).

The Commission envisages that the Guidelines taken together with the list
of hard core restrictions and conditions, as well as the Regulation and
Guidelines by analogy, can be used as a form of ‘self assessment’ by the parties
to determine whether or not their licensing agreements are exemptible if they
fall outside the scope of the safe harbour.

The Commission seems to be encouraged by the fact that this method is
similar to that in use in the USA under the IP Licensing Guidelines of the FTC
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and the Antitrust Division of the Justice Department. However, the intro-
duction of this new method of self-certification within the EC calls for a
rather radical change in legal practice in a sensitive area of commercial life.
The move ultimately to self-certification may be inevitable in a decentralised
and modernised world of competition policy but it introduces an abrupt
change in European legal practice in this field.

The new regulatory framework can perhaps best be described under five
main heads: (1) the new wider scope and duration for IP licensing; (2) the
new distinction between ‘horizontal’ and ‘vertical’ licensing agreements;
(3) the new market shares limits; (4) the prohibited restrictions; and (5) the
new way of assessing licensing agreements and restrictions.

1. The scope and duration of the Regulation

The Regulation extends to a wide range of IPR licensing agreements and
assignments: pure and mixed patent””” and know-how agreements have been
expanded to include software copyright licensing agreements and design
rights licensing agreements. All these IPRs are viewed as the ‘core’ technology
to be licensed.”**

The Regulation also allows a wider variety of IPRs to be included in the
licensing””” package along with the core ‘technology’ as long as they are
‘ancillary’ provisions.””” To meet the test of ‘ancillarity’, they must (i) not
constitute the primary object of the agreement and (ii) be directly related to
the manufacture or provision of the contract products. This formula is clearer
than its predecessor. The test is whether the other IPR is included essentially
to enable the licensee to better exploit the core licensed technology. If it
appears that licensing the ‘ancillary’ IPR, say a trademark, is the real purpose
of the agreement, it will not be exempted under TTBER.

The Regulation offers both a wider, and more clearly defined, scope for
IP licensing than its predecessor. Moreover, although the Regulation itself
does not extend to copyright licensing other than software licensing, the
Guidelines state that the principles set out in the Regulation and Guidelines
will apply to traditional forms of copyright by analogy.”*” The Guidelines are
less positive about pure trademark licensing; they state that the Regulation is
not intended to extend to pure trademark licensing, even by analogy.””’

The application of the block exemption is also conditional upon the fact
that the licensing agreement must be concluded for the ‘purpose of produc-
ing contract products’, i.e. products incorporating or produced with the
licensed technology.””' Licences contained in agreements which are primarily
for reselling or distribution purposes are excluded and parties to such agree-
ments will have to look to the vertical distribution agreements exemption
regulation for exemption. In respect of sublicensing, agreements by licensees
to sublicence the licensed technology are covered but pure sublicensing
agreements are not exempted by TTBER although the principles of the
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Regulation will apply by analogy to such agreements.”’” Finally, since the
Regulation only deals ‘with agreements where the licensor permits the licen-
see to exploit the contract products, it should not deal with licensing agree-
ments for the purpose of sub-contracting research and development’. Recital
5 indicates that the exemption could apply to exploitation by the licensee in
the form of manufacturing and selling ‘possibly after further research and
development by the licensee’.”””

The exemption conferred by the Regulation has a potentially longer dura-
tion than its predecessor; it can last ‘as long as the intellectual property right
in the licensed technology has not expired, lapsed or been declared invalid or,
in the case of know-how for as long as the know-how remains secret’. If
the know-how becomes publicly known as a result of action by the licensee,
the exemption will continue to apply for the duration of the agreement. The
block exemption will apply separately to each licensed property right covered
by the agreement but will continue in effect until the date of expiry, invalidity
or the coming into the public domain of the last intellectual property right
which constitutes core ‘technology’ as defined by Article 1 of TTBER. The
BER itself expires in 2014 so contracts cannot be expected to remain block
exempted after that date. On the other hand licensing agreements which are
self-certified as exempted can last longer than ten years, the limit imposed by
TTBER 1996 on know-how, if the know-how remains secret or the patent
remains valid.

2. The distinction between ‘horizontal’ and
‘vertical’ licensing agreements

The 1996 version of TTBER persisted with the view that most IP licensing
agreements should be treated as potentially ‘horizontal’ agreements between
competitors in part because the licensee often evolves into one as a result of
the experience with manufacturing the new technology. Yet the overwhelm-
ing evidence is that at the time a licensing agreement is signed, most are
actually ‘vertical’ agreements between non-competitors. The economic real-
ism of the new Regulation has resulted in a division of licensing agreements
into two categories — agreements between non-competitors or agreements
between competitors — and a recognition that the regulatory concerns are
considerably greater in the case of horizontal agreements. This has resulted in
a re-evaluation of prohibited restraints in the case of vertical licensing agree-
ments and the creation of a deservedly more benign regulatory regime. This
reform is far-reaching because it applies not only within the confines of the
safe haven but also up to a point where the parties’ market shares may be as
high as 40-50 per cent as long as they fall below dominance.

Moreover, the Regulation gives an expansive definition of vertical ‘agree-
ments’. It applies not only to the paradigm vertical case of an agreement
between an inventor and a manufacturer but also to an agreement between
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two manufacturers as long as they are not competitors in respect of the
licensed product. In ‘product markets’ competitors are defined as ‘actual’
competitors, i.e. competing undertakings who in the absence of the technol-
ogy transfer agreement would have been active on the relevant product and
geographic markets on which the contract products are sold without infring-
ing each other’s intellectual property rights.””* The one complication is that
in product markets, ‘competitors’ also includes a narrow category of ‘poten-
tial’ competitors who realistically are in a position to undertake the necessary
investments and accept the switching costs of entering the same market had
the price of the product been raised.”’” In ‘technology markets’, the defini-
tion of competitor is limited to ‘actual’ competitors.”*

A further feature of the Regulation that is important for IP licensing is that
it defines the parties as ‘competitors’ or ‘non-competitors’ at the time the
contract is made and will not allow the natural competition that may develop
out of the licensing agreement as the manufacturing expertise of the licensee
matures to affect the designation of the contract. Thus, if the parties are non-
competitors at the time the agreement is made, they will not be re-designated
for the purposes of the exemption during the duration of the agreement
unless the agreement is materially amended.””” The distinction between
horizontal and vertical agreements is particularly noticeable in two regulatory
contexts: the market share limits to the BER*’® and the types of hard core
restrictions in licensing agreements.”””

3. The market share limits

The Regulation may have been helpful to IP licensing in these respects, but it
has created complications for IP licensing by introducing a system of market
share limits to its scope to harmonise it with the regulatory methods used in
the design of the Vertical Agreements BER. By introducing a new legal regime
whereby its ‘safe harbour’ is limited by market share limits, the TTBER
radically alters the nature of the block exemption and the overall legal frame-
work for IP licensing. Under the guise of giving greater recognition of the
economic realities of IP licensing, it creates legal uncertainty for the parties in
volatile new technology markets. For licensing agreements between non-
competitors, or ‘vertical’ licensing agreements, the block exemption will
not apply where the licensed product exceeds 30 per cent of the relevant
market because such agreements normally impose a lower risk to competi-
tion. For the parties to agreements between competitors or ‘horizontal’
licensing agreements, the exemption will not apply where the licensed prod-
uct exceeds a 20 per cent market share. In defining the market for the licensed
product, both actual and potential competition are relevant. If the agreement
is to license technology only actual competition will be considered.

If the product which is the subject of a technology transfer agreement
exceeds the market share ceiling at any time during the course of the contract,
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it will lose the benefit of the block exemption, after a transitional period of
two years. The Regulation makes no other concession to the volatility of
relationships during the term of the licensing agreement as it did in respect of
the status of the parties as competitors or non-competitors.”*’ If an agree-
ment loses its exemption under the BER, it will not be automatically pro-
hibited by Article 81(1); nor will any notification be required to the
Commission. Indeed, the agreement may still be exempted by self assessment,
i.e. an analysis of Article 81(3) as it applies to the agreement using the
Guidelines and the case law of the Community Courts and Commission.
However, to lawyers accustomed to the old style block exemption regulation,
the legal security offered by self assessment seems more precarious than the
legal security of the safe harbour of the block exemption.

4. The hard core restrictions

The new Regulation places considerable emphasis upon a narrow blacklist of
prohibited ‘hard core’ restrictions whose presence in a licensing agreement
make it ‘unexemptible’ under the BER but also almost always unenforceable
under Article 81 generally. The hard core restrictions have been drafted on the
supposition that they are ‘almost always anti-competitive’.”*' They have been
defined differently depending upon whether the licensing agreement that
contains them is between competing undertakings or between non-competing
undertakings.

4.1 Restrictions on agreements between competitors Where the licensee
competes with the licensor at the time the agreement is concluded, the
Regulation contains four main hard core restrictions. The first three are
basic anti-cartel competition rules, bans on price fixing,”** reciprocal output
limitations”*” and market allocation clauses.”** The fourth is a prohibition on
licensors restricting the licensee’s ability to carry out R&D and exploit its own
technology.”*

Perhaps in partial recognition of this strict regulatory regime, the
Regulation provides that where the agreement between competitors takes
the form of a non-reciprocal licensing agreement, the licensor is allowed
under an exception to Article 4(1)(c) to offer an exclusive licence, that is a
licence to produce and sell the contract products without the licensor himself
producing goods in that territory or selling the contract goods from that
territory. In such a case, the licensee will merely be doing what the licensor
was entitled to do and hence that restriction, on its own, cannot be viewed as
anticompetitive. Indeed, it may even be argued that Article 81(1) does not
apply to a simple exclusive licence between licensor and licensee as long as the
agreement involves no third parties such as other licensees.”*®

A second analogous exception consists of field of use provisions. A field
of use restriction limits the exploitation of the licensed technology by the



EC COMPETITION LAW AND IPRs 91

licensee to one or more particular fields of use, leaving untouched the
licensor’s ability to exploit the licensed technology in another field. A good
example is offered by a maize seed variety which is licensed for animal food
only, with the licensor retaining exclusive rights to exploit the seed variety for
human foodstuffs. Field of use restrictions may be ‘exclusive’ or ‘sole’ and are
treated for competition purposes as analogous to exclusive or sole territorial
licences. Again, as long as the field of use obligation is limited to the licensing
agreement, it is little more than a sub-division of the licensor’s own powers
and may not even be caught by Article 81(1).

4.2 Restrictions on agreements between non-competitors For agreements
between non-competitors,247 the hardcore restrictions are more varied
in their concerns. They include price fixing and they extend to territorial
restrictions and to restrictions of active and passive sales to end users by a
licensee who is part of a selective distribution system.

The territorial restriction prohibition is contained in Article 4(2)(b) which
states that an agreement may not be exempted if it has as its object, ‘(i) the
restriction of the territory into which, or of the customers to whom, the
licensee may sell the contract products’.

It then provides a limited list of exceptions consisting of permitted terri-
torial restrictions, including obligations on licensees not to sell actively into
the exclusive territory of another licensee, not sell at all into the exclusive
territory of the licensor, requiring the licensee to manufacture or provide
contract products only for its own use, etc.

The Commission has acknowledged the indispensability of protection
against passive sales for licensees. ‘[I]t is unlikely that licensees would not
enter into the licence without protection for a certain period of time against
passive (and active) sales into the exclusive territory of a licensee by other
licensees.”

This statement recognises the strategic importance of passive sales protec-
tion as an incentive in the technology transfer agreement and the Regulation
provides that licensors can provide every licensee with protection for two
years from the sale of the licensed product in its territory against passive sales
by other licensees manufacturing the same licensed product in other terri-
tories. The theory is that the two years should be sufficient for each licensee to
familiarise itself with the production process to achieve the efficiencies to
allow it to catch and compete on equal terms with other licensees.”**

Excluded Restrictions

The Commission has also created a short list of prima facie excluded restric-
tive conditions in Article 5 which, unlike hard core restrictions, are only void
in themselves; they will not affect the remainder of the agreement. The
Commission has in effect introduced a severability rule for such clauses.
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Whilst they cannot be exempted as part of the block exemption process, they
can be exempted individually if they meet the four conditions of Article
81(3). There are four main excluded restrictions: (a) any direct or indirect
obligation by the licensee to assign or to grant an exclusive licence in respect
of its own several improvements to the licensed technology; (b) any direct or
indirect obligation by the licensee to assign or to grant an exclusive licence in
respect of its own several improvements to the licensed technology; (c) any
direct or indirect obligation on the licensee not to challenge the validity of the
IPRs held by the licensor; and (d) in a vertical licensing relationship, any
direct or indirect obligation limiting the licensee’s ability to exploit its own
technology or limiting the ability of any of the parties to the agreement to
carry out research and development unless indispensable to prevent the
disclosure of the licensed know-how to third parties.

5. The new methods of assessing individual restraints in licensing
agreements outside the safe harbour of the TTBER

The new Guidelines offer a general methodology for the economic and legal
analysis of licensing agreements and individual restrictions under Article 81
both within and outside the safe haven of the TTBER. In view of the
differences in the risks of anticompetitive harm from agreements between
non-competitors as compared with agreements between competitors, the
Guidelines’ general methodology creates a rather different framework of
regulation for each type of agreement.

Before looking more closely at these differences of treatment, it is helpful to
examine the criteria the competition authorities use to differentiate between
licensing agreements between competitors and those between non-competitors.

5.1 The distinction between competitors and non-competitors under the
TTBER and the Guidelines The modernisation reform has resulted in an
important change to the treatment of licensing agreements by drawing a
careful and more enlightened distinction between agreements between com-
petitors and those between non-competitors. Historically the BERs rather
crudely distinguished between ‘vertical’ and ‘horizontal” agreements. Vertical
agreements were defined as agreements between undertakings each of which
operates at a different level of the production or distribution chain.
Horizontal agreements were defined as agreements between undertakings
operating at the same level of the production and distribution chain. While
relatively easy for lawyers to apply, this distinction meant the vertical agree-
ments were defined narrowly and horizontal agreements too widely and as a
consequence, competition concerns were incorrectly aimed at agreements
between non-competitors.

As part of the Commission’s new economic approach, the Guidelines on
Vertical Agreements stress that the test should be whether the relationship
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between the parties operating for the purposes of the agreement is at a different
level of the production and distribution chain. This means that there could be
a ‘vertical agreement’ between firms on the same level, i.e. two manufac-
turers, as long as they are manufacturing products which are not in competi-
tion with each other. The Guidelines on Vertical Agreements stated that an
undertaking could be ‘active at more than one stage of the production and
distribution chain’.

The TTBER and the Commission’s Guidelines to Technology Transfer
Agreements have also adopted a more economically enlightened view of the
distinction between the two types of agreement, adhering to the spirit if not
the letter of the Vertical Agreements Guidelines. The test in TTBER is whether
the parties would have been actual or potential competitors in the absence of
the agreement. If without the agreement, the parties would not have been
competitors, they will be deemed to be non-competitors.”*” This requires a
careful understanding of the two parties as well as the commercial nature of
the markets in which they operate.

The TTBER draws a distinction between ‘product markets’ and ‘technol-
ogy markets’””” and defines ‘competing undertakings’ differently in each
market. Under the TTBER, the licensor and licensee can either be actual or
potential competitors in the product market but only actual competitors in
the technology market.

The licensor and licensee will be viewed as actual competitors when in the
absence of the agreement they: “. . . are both active on the same relevant product
market and the same geographic market(s) or the same technology market””'
without infringing each other’s intellectual property rights’. Consequently, the
existence of blocking patents will be important in the analysis.”””

The licensor and licensee will be viewed as potential competitors on the
relevant product market and geographic market(s) if, in the absence of the
agreement and without infringing the intellectual property rights of the other
party, it is likely that they would have undertaken the necessary additional
investment to enter the relevant market in response to a small but permanent
increase in product prices within a short period such as a year or two.”””

Finally, the Guidelines make special provision for ‘breakthrough’ products
such as drastic inventions which make the competitor’s technology obsolete.

A good example is offered by the US Licensing Guidelines Example 5: ‘AgCo,
a manufacturer of farm equipment, develops a new, patented emission control
technology for its tractor engines and licenses it to FarmCo, another farm
equipment manufacturer. AgCo’s emission control technology is far superior
to the technology currently owned and used by FarmCo, so much so that
FarmCo’s technology does not significantly restrain the prices that AgCo could
charge for its technology. AgCo’s emission control patent has a broad scope. It
is likely that any improved emissions control technology that FarmCo could
develop in the foreseeable future would infringe AgCo’s patents.’
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Note that they are not actual competitors in emission control technology
despite both being manufacturers of emission control technology. Note also
that they are not likely potential competitors in emission control technology
because of the blocking patent.

A second feature of TTBER is that if the parties are non-competitors at the
time the agreement is concluded, they will continue to enjoy the more liberal
regime of hard core restrictions for the duration of the agreement unless the
agreement itself is materially altered.””* This will be true even if the licensees
and licensors become actual competitors at a later date because ‘the licensee
starts licensing out his technology or the licensor becomes an actual or
potential supplier of products on the relevant market’. This was a concession
made by the Commission which had originally intended a reassessment at any
time that commercial conditions called for one. Outside the TTBER the
position is more complex and we shall come back to it in context.”””

5.2 The new concept of ‘restrictions on competition’ Once the status of
the parties as competitors or non-competitors at the time the contract is
made is determined, the next step in the analysis of licensing agreements
under Article 81(1) outside the TTBER is to decide whether the licensing
agreement as a whole or any provision within it constitutes a ‘restriction on
competition’ under Article 81(1).

Under the old regime, as we have seen, the interpretation of Article 81(1)
was very wide and despite the case law of appreciability, the issue of analysing
Article 81(1) closely to avoid the reach of Article 81 altogether was rarely on
the practitioner’s agenda since the parties tended to accept that the BER was
the main source of legal salvation. Under the new regime, in contrast, the
status of the agreement under Article 81(1) is more important to analyse
because there is a greater prospect that the agreement and its provisions can
be assessed as not constituting ‘preventions, restrictions or distortions of
competition’. In such a case, the issue of ‘exemptibility’ may never arise. The
key reason for this is that while many IP licensing agreements by their very
commercial nature will contain contractual ‘restrictions’ on licensors and
licensees, under the new methodology fewer contractual restraints will be
restrictions on competition.

Article 81(1) prohibits agreements which either by object or effect prevent,
restrict or distort competition.

Under the new methodology, the prohibition of licensing agreements
with anticompetitive objects under Article 81(1) is still exemplified by
the provisions listed as hard core restrictions in Article 4 of the TTBER.
However, the concept of a hard core restriction under Article 4 has changed
from that of the blacklisted provisions in the 1996 TTBER. Formerly the
test whether the provision was restrictive in nature was elaborately defined
and this resulted in seven blacklisted restrictions. Now the test has been
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modified so that it also asks whether the restriction is so likely to lead to
anticompetitive harm that detailed economic analysis of effects is required.””
In consequence, the hard core restrictions are now limited to price fixing,
output limitations and market allocation, and do not extend to territorial
restrictions and sales restrictions. These latter provisions are now classified as
exceptions to hard core restrictions in Article 4 which indicates that they
are not anticompetitive in their object and are now left to be evaluated mainly
on the basis of their economic effects. The beneficiaries of this analysis
are agreements between non-competitors and non-reciprocal agreements
between competitors.

Under the new framework, if an agreement (or a restriction within it) is
not restrictive of competition by its object, there is still a need to assess
whether in fact it has the effect of restricting competition. This assessment
has more of an economic dimension.

There are three highlights in this new test of effects:

e First, in order to determine whether or not an agreement (or a restriction
within it) has the economic effect of restricting competition, much will
depend on whether the licensor and licensee were competitors or non-
competitors before the contract was made.””” Thus, as Guideline 12(a) asks,
does the license agreement restrict actual or potential competition that would
have existed without the contemplated agreement? And, as Guideline 12(b)
asks, does the agreement restrict actual or potential competition that would
have existed in the absence of the contractual restraint(s)?

e Secondly, the test of effects will be radically different for agreements between
non- competitors and those between competitors.

o Thirdly, the test of economic effect of restricting competition will apply both
to competition between licensor and licensee (inter-technology competi-
tion) and competition between different licensees of the same technology in
different territories (intra-technology competition).

6. Licensing agreements between non-competitors

6.1 Inter-technology competition In the case of agreements between non-
competitors, there is normally no inter-technological competition either
actual or potential at the start of the agreement. Hence the fact of the agree-
ment itself will not restrict competition unless the market power of the
licensee threatens consumer harm through foreclosure of competition.””®
Consequently, the test will concentrate on whether any provision within the
licensing agreement is a restriction of competition by effect.

Where a licensing agreement is made between non-competitors, whether
actual or potential, many restrictions on the conduct of licensor and licensee
inter se in the licensing agreement will not constitute a restriction of com-
petition under the new framework.””’
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For example, many non-territorial clauses between licensors and licensees
will be regarded as ancillary restraints and therefore ‘almost always not
restrictive of competition within the meaning of Article 81(1)’.°
Some examples of such restrictions are those which are indispensable to

achieving the main purpose of the licensing agreement. These include:

(a) confidentiality obligations;

(b) obligations on licensees not to sublicence;

(c) obligations not to use the licensed technology after the expiry of the agree-
ment, provided that the licensed technology remains valid and in force;

(d) obligations to assist the licensor in enforcing the licensed intellectual
property rights;

(e) obligations to pay minimum royalties or to produce a minimum quantity
of products incorporating the licensed technology; and

(f) obligations to use the licensor’s trade mark or indicate the name of the
licensor on the product.

Moreover, certain territorial restrictions as between licensor and licensee can
be viewed as not restrictive of competition under Article 81(1).

Where a licensor offers a sole and exclusive license to the licensee, if the
parties were not competitors before the contract was made, a pure obligation
on the licensor not to appoint another licensee in the territory or not itself to
exploit the licensed product in the territory might be restrictions but they
would not be ‘restrictions on competition’ for the purpose of Article 81(1).”°"

A similar analysis can be performed for contractual restraints such as field
of use restrictions. What is important to note here is that the new method-
ology recognises that the IP owner can sub-divide its powers of exploitation
by contractual restriction and not be caught by Article 81(1) under the
analysis of restriction on competition rather than the scope of the patent or
limited licence doctrines which stem from IP law. Consequently, in the case of
agreements between non-competitors, the new methodology gives a wide
scope for contractual restrictions between licensor and licensee not to be
caught by Article 81(1) in the first place.

6.2 Intra-technology competition The second process of competition that
is relevant for article 81(1) is the process of intra-technology competition,
normally the competition that can exist between different licensees produc-
ing the same product.”®”

Under EC law, since the Consten Grundig263 case, there have been specific
competition concerns with restrictions on intra-technology competition
such as provisions placing obligations on licensees not to sell directly into
the territories of other licensees. From the Commission’s point of view since
such obligations are viewed as restricting the potential competition that
could have existed between the licensees in different territories in the absence
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of such obligations, they are regarded as a restriction of competition for the
purposes of Article 81(1). A more universal example of restrictions on intra-
technology competition would be a price restraint placed on all licensees by a
licensor.”** Insofar as a licensing agreement between non-competitors con-
tains a restriction on intra-technology competition, it will be necessary to
resort to the analysis under Article 81(3) to decide whether such restrictions
of competition in the licensing agreement are acceptable under Article 81 as
a whole.

For example, an obligation placed by the licensor upon the licensee not to
sell directly into the territory of another licensee will be caught by Article
81(1) because it restricts intra-technological competition but will be exemp-
tible under the TTBER in respect of active sales for the duration of the
contract and in respect of passive sales for two years. This shows a particularly
improved understanding of the need to encourage investment in IP licensing
because every licensee gets protection against rivals’ licensees and the licensor
itself for a minimum of two years from the time it first markets the product in
its territory. The thinking is that the licensee gets an initial period to tool up
to match the efficiencies of production of its rivals. In previous BERs there
was no such guarantee because the period of five years of allowed protection
against passive sales in any one territory was dependent on the time left after
the product was put on the market by any licensees. Hence ‘second’ and ‘third
wave’ licensees could end up with less than two years’ protection which might
discourage investment at that stage and hence inhibit further diffusion of the
technology throughout the single market.

Even if the market share of the licensee exceeds 30 per cent and the
two years of the TTBER do not automatically apply, the factual analysis of
the indispensability licensees need for such protection could lead to a
two-year period of protection, or, in the case of particularly complex
and expensive technologies, possibly an even longer period of protection
for licensees. In other words, even outside the TTBER, Article 81(3) offers
a relatively benign treatment of licensing agreements between non-
competitors. First it asks whether there will be any pro-competitive
benefits arising from the provision; whether the benefits were objectively
necessary (or indispensable) to achieve those benefits and whether or not
competition in the market would be eliminated — note eliminated — not
merely reduced.

One feature of the new framework which needs careful attention is the
assessment of competition between licensor and licensee outside the safe
harbour of the TTBER. In principle, once outside the TTBER, a reassessment
must be made at that stage whether the agreement is one between competitor
and non-competitor. The TTBER offers a special ex ante treatment of the
status of the contractual relationship within the safe harbour for the purpose
of applying the hard core restrictions in Article 4(3). This provision was a
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concession made by the Commission during the course of the final draft and
it constitutes special recognition of the dynamic aspects of technology licens-
ing.”®” To what extent does this ex ante analysis continue outside the scope
of the safe harbour of the TTBER?

In the General Framework for the Application of Article 81, the Guidelines
specifically mention a case where the parties become competitors subsequent
to the conclusion of the agreement because the licensee develops and starts
exploiting a competing technology.”*® They state that it must be taken into
account that the parties were non-competitors at the time the agreement was
made and that the Commission will therefore mainly focus on the impact of
the agreement on the licensee’s ability to exploit its own (competing) tech-
nology and the hard core restrictions will continue to apply to the parties as if
they are non-competitors unless the agreement itself is materially amended
after the parties have become competitors. If the reassessment is made in this
way it should take sufficient account of the inherent dynamic of the licensing
relationship, i.e. the fact that almost every IP licence creates potential tech-
nological competition after the licensee has mastered the technology but
while the contract remains in existence.

Since the technology is inevitably transferred at the early stages of the
contract, licensors view as an indispensable inducement to give an exclusive
licence of its technology the assurance of a return for the period of the
contract. That is why the licensor inserts a ‘minimum royalty’ clause.
Moreover, that is also why it inserts a non-compete clause in respect of
the technology transferred. The non-compete clause in respect of inter-
technological competition between the parties at the start of the contract
cannot limit the licensee’s independent development of its own R&D.
Some limits can be placed on its exploitation of that R&D during the
period of the contract owing to the incidental effect of the minimum royalties
clause.

What must be guarded against is the use of the competition rules to allow
licensees opportunistically to opt out of a contractual commitment when
they are ready to do so instead of respecting the contractual obligation. If the
new legal framework were to have this effect, this would cause investors either
to think twice about investing new technology within the EU or insist on a
premium rate upfront as a guaranty. In either case the effect of the competi-
tion rules will be to chill investment in IP licensing into the EU and limit the
diffusion of technology transfer. The Guidelines seem to offer a reassurance
that this will not happen by conceding that the designation of the parties as
competitors or not will take adequate account of the ex ante relationship.
Even though in principle the reassessment is ex post it seems that it will be
accepted that the contractual non-compete clause continues to operate as a
contractual block on potential intra-technology competition during the
course of the agreement.”®’
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7. Licensing agreements between competitors

The treatment of licensing agreements between competitors is on the face of it
much harsher than agreements between non-competitors largely because of
the greater competition concerns with ‘horizontal agreements’. At the Article
81(1) level, there will be more restrictions by object and there will be little
argument that many other territorial restrictions in the agreement can be said
not to be restrictions of inter-technology competition. The longer list of hard
core restrictions is accompanied by lower market share thresholds of 20 per
cent. Access to the safe haven of the TTBER is clearly less open to licensing
agreements between competitors.

Yet, it is wrong to conclude that the competition authorities are entirely
hostile to licensing agreements between competitors. The Commission has
clearly felt that it had inadequate knowledge and experience of the permuta-
tions of pro-competitive licensing agreements between competitors to regu-
late them in the TTBER with the light touch approach they used to regulate
licensing agreements between non-competitors. Moreover, the Commission
was only too aware that this type of agreement is the source of the most
serious risks of anticompetitive licensing agreements even if that is true in
only a minority of cases. As a consequence, the Commission has left the
application of the full range of Article 81(3) to such agreements to the second
tier of the Guidelines.

Moreover, there are important concessions to this tighter approach to
licensing agreements between competitors. One such is the creation of the
special category of non-reciprocal licensing agreements between competi-
tors.”*® Both within and outside the TTBER they are treated as honorary
agreements between non—competitors.269

The application of Article 81(3) to licensing agreements between competi-
tors is further ameliorated outside the TTBER and above the 20 per cent
market share by a ‘second safe harbour’ where there are at least four other
poles of independently controlled technologies and no hard core restrictions
in the licensing agreement.””’

However, under the new methodology, licensing agreements between
competitors are generally more easily caught by Article 81(1) because restric-
tions, even ancillary restrictions, are usually restrictions of competition under
Article 81(1) and the permitted scope for provisions is carefully regulated by
Article 4(1) of TTBER.

If a licensing agreement between competitors is reciprocal and its contents
or market share take it outside the TTBER, the legal status of the agreement
must be assessed on the issue of the balancing test of the four conditions of
Article 81(3). At this point there will be a need to argue both that the
provision contributes significant pro-competitive benefits and that those
benefits could not be obtained by a less restrictive provision particularly
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one that was not restrictive by object. This indispensability test will not
require a fine toothcomb and will not place the Commission in the position
of pointing to less restrictive alternatives. Of course, in practice, as the
Commission reminds us, it is only exceptional that the hard core restriction
will fill the four conditions of Article 81(3) and in particular its indispens-
ability condition. However, there is a possibility for the parties to justify
their licensing agreements between competitors under Article 81(3) outside
the safe harbour of the TTBER. This is a major change from the old legal
framework. Today, licensing agreements between competitors which fall
outside the comfort zone of the BER owing to a hard core restriction in the
agreement may still obtain exemption under the balancing provisions of
Article 81(3) if their pro-competitive effects outweigh their anticompetitive
effects. The hard core restrictions, unlike the blacklists of the 1996 BER, do
not deliver a knock-out blow to exemption. As the Commission states in its
Guidelines, ‘even license agreements that do restrict competition may often
give rise to pro-competitive efficiencies, which must be considered under

Article 81(3) and balanced against the negative effects on competition’.””!

V. Remedies

A. Article 82

The newly introduced Council Regulation 1/2003°”* lays down the powers of
the Commission for the enforcement of the competition rules.””” The pur-
pose of the new enforcement regulation is to ensure effective enforcement on
the one hand and simplification of administration on the other.””* Moreover
it seeks to improve on the experience learned from the application of the old
regulation and the developments of competition within the Common
Market.

The remedies at the Commission’s disposal include the power to take final
decisions ordering found infringement to terminate,””” taking procedural
decisions during the investigation process, and introducing interim meas-
ures”’® to prevent irremediable harm occurring before the Commission can
draw a final conclusion.””’

Chapter VI of 1/2003 allows the Commission to impose penalties in the
form of fines and periodic penalty payments for any breaches of either Article
81 or 82.””° The Commission may charge fines of up to 10 per cent of the
annual turnover in the preceding business year of the undertakings involved
in the infringement.””” In addition, the Commission may impose fines of up
to 5 per cent of the average daily turnover for every day that an undertaking is
in breach, in order to compel it to terminate an inﬁringement.280

In the old Regulation 17,”*" Article 3(1) stated only that the Commission
in its finding of an infringement could require the involved undertakings to
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bring the infringement in question to an end. It did not give detailed
examples of the specific powers at the disposal of the Commission to order
the parties to take positive steps to end the infringement. The Commission
integrated the wide language of Regulation 17 to conform its broad powers
in several cases and these decisions were confirmed by the European Court of
Justice. In Commercial Solvents,”®” the ECJ ruled that Article 3 of Regulation
17 must be applied in relation to the infringement which has been estab-
lished and may include an order to do certain acts or provide certain
advantages which have been wrongfully withheld as well as an order prohib-
iting the continuation of certain actions, practices or situations which are
contrary to the Treaty.”®” In this particular case, Commercial Solvents had
refused to supply a raw material to another undertaking. Commercial
Solvents was ordered by the Commission to resume supplying a former
customer. Similarly in Magill’®* three broadcasting companies were ordered
to license their TV listing to each other and third parties after having
refused to supply these to a company that wished to make a comprehensive
television guide. The actual remedy chosen by the Commission was a com-
pulsory licence on terms which were ‘reasonable and non-discriminatory’. It
chose this remedy only because an order to supply the information in the
listings would not have allowed their use and therefore would not have
ended the infringement. The only way the Commission could be sure that
Magill could publish the new product in the secondary market and the
parties to end the infringement was to require a licence to publish along
with the supply of the listings.

Furthermore, the Commission has not only restricted itself to finding
certain conduct unlawful, but has also prohibited similar conduct in the
future. This form of remedy has been confirmed by the EC]J, for example in
Tetra Pak II’* and Steel Beams.”* Tetra Pak had among other things tied the
purchase of cartons together to its lease of machines for packaging milk. The
Commission ordered Tetra Pak to delete certain abusive clauses in its leasing
agreements and furthermore inform any customer purchasing or leasing a
machine of the specifications which packaging cartons must meet in order to
be used on its machines in order to bring the infringement to an end.”®” The
Commission added that “Tetra Pak shall refrain from repeating or maintain-
ing any act or conduct described in Article 1 and from adopting any measure
having equivalent effect’’™ thereby ensuring that future equivalent action
by Tetra Pak would be deemed illegal. The ECJ upheld the Commission’s
decision.

The remedies laid down in Tetra Pak II show that the Commission with the
blessing of the ECJ has the power to restrict future conduct even where the
illegal conduct has already been brought to an end.

In the information technology field the attitude to remedies has been
more strongly influenced by the imperative of interoperability. In the IBM
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settlement in 1984, the Commission insisted on undertakings by IBM to
provide full interface information to all applications makers comparable to
that provided to its own subsidiary operating in a downstream market. The
purpose of that settlement was to ensure that the dominant firm, particularly
where it operated in a downstream market, adhered to the principle of fair
and non-discriminatory treatment of competitors in that market. In the later
Microsoft cases the issues of shaping a competition law remedy to ensure
interoperability became more controversial.

In the Microsoft case in the USA, after the District Court judge’s remedy of
compulsory division of Microsoft into two companies was overturned by the
Circuit Court, the Department of Justice together with half of the litigating
states negotiated a consent decree with Microsoft which stipulated that
Microsoft had to cease a number of monopolistic practices. The decree
also placed three positive obligations upon Microsoft to assist dependent
competitors to achieve full interoperability with Microsoft products. First,
Microsoft was required to supply to ISVs, Internet Access Providers
and Original Equipment Manufacturers, among others, the Application
Protocol Interfaces (APIs) and related documentation used by Microsoft
middleware to interoperate with a Windows Operating System product in a
timely manner. Secondly, there was an obligation to license to third parties,
on reasonable and non-discriminatory terms, any communications protocol
implemented in a Windows Operating System product when it is installed on
a client computer and used to interoperate ‘natively,” i.e. without the instal-
lation of additional software code, with a Microsoft Operating System pro-
duct. Finally, Microsoft agreed to give a compulsory licence to ISVs etc. of any
IPRs owned or licensable by Microsoft that was required to exercise any of the
options or alternatives expressly provided to them under the final judgment
on reasonable and non-discriminatory terms.**’

The difficulty was that these obligations were subject to a wide proviso on
security to the effect that Microsoft would not be required to disclose or
license to third parties portions of API documentation or layers of commu-
nications protocols inter alia ‘if their disclosure would compromise the
security of a particular installation’.””"

Taking the ECJ judgments and the Commission’s decisions into account
when shaping the new provisions in Regulation 1/2003, the article replacing
Article 3 of Regulation 17 (Article 7(1)) states:

Where the Commission, acting on a complaint or on its own initiative,
finds that there is an infringement of Article 81 or of Article 82 of the
Treaty, it may by decision require the undertakings and associations of
undertakings concerned to bring such infringement to an end. For this
purpose, it may impose on them any behavioural or structural remedies
which are proportionate to the infringement committed and necessary to
bring the infringement effectively to an end. Structural remedies can only
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be imposed either where there is no equally effective behavioural remedy or
where equally effective behavioural remedy would be more burdensome for
the undertaking concerned than the structural remedy. If the Commission
has a legitimate interest in doing so, it may also find that an infringement
has been committed in the past.

Consequently, when dealing with remedies under the new rules of Regulation
1/2003 one should distinguish between behavioural and structural remedies.
All examples of remedies discussed above fall under the category of behavioural
remedies. The inclusion of structural remedies in Article 7(1) was thor-
oughly debated because Regulation 17 did not provide for such remedy.””!
The application of the structural remedy is however restricted to situations
where there is no equally effective behavioural remedy or where the
structural remedy would be less burdensome for the undertaking than the
behavioural.

Commercial Solvents offers an example where the Commission could have
applied a structural remedy instead of a behavioural remedy. In this case the
infringement was however brought to an end by forcing Commercial Solvents
to supply its former customer, even though it had a daughter company in the
downstream market which competed with the customer. In a similar situ-
ation where a vertical integrated company like Commercial Solvents conti-
nued the abuse by discriminating in various ways against the downstream
competitors a structural remedy of breaking up the company would be
possible according to this new provision. Recital 12 of Regulation 1/2003
clarifies that the application of a structural remedy should only take place if
‘changes to the structure of an undertaking as it existed before the infringe-
ment was committed would only be proportionate where there is a substan-
tial risk of a lasting or repeated infringement that derives from the very
structure of the undertaking’.

B. Article 81

Cases under this article either deal with contracts or cartels between compa-
nies which infringe by their nature and hence should be brought to an end.
An example is the Welded Steel Mesh case, a cartel case, where the
Commission decided that ‘the undertakings ... which are still involved in
the welded steel mesh sector in the Community shall forthwith bring the
said infringement to an end (if they have not already done so) and shall
henceforth refrain in relation to their welded steel mesh operations from any
agreement or concerted practice which may have the same object or effect’.””?
However, there are limits to the extent of the remedies which can be enforced
upon a company. In the Langnese-Iglo case,”” the ECJ held that the
Commission could not order a company not to enter into future ‘exclusive
purchasing agreements’, due to the fact that these types of agreements can
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in certain circumstances be pro-competitive and hence could be
exempted under Article 81(3). This is opposite to the remedies applied
under Article 82. Another important contrast between the two articles is
that they have a different purpose. Article 81 prohibits agreements and
hence the Commission can instruct them to be terminated; a refusal to supply
a customer is not in itself unlawful under Article 81 and thus a company
cannot be ordered to supply under this article.””* In Automec II,”>” BMW had
informed Automec that it was not going to renew their contract to supply
vehicles and spare parts. Automec complained to the Commission and
requested the Commission to take a decision ordering BMW Italia and
BMW AG to bring the alleged infringement to an end and continue the
contract. Automec complained about the potential dealers losing their
commission and added that since it was being boycotted by BMW it had
become impossible for it to purchase vehicles from Italian and foreign BMW
distributors, even though vehicles were available. Consequently, it had
recently been unable to meet several orders which it had received.””® The
Commission held that ‘since freedom of contract must remain the rule, it
cannot in principle be considered to have among the powers to issue orders
which it has for the purpose of bringing to an end infringements of
Article 85(1) [later to be article 81(1)] of the Treaty the power to order an
undertaking to enter into contractual relations, since in general it has appro-
priate means at its disposal for requiring an undertaking to terminate an
infringement’.””” Hence the Commission decided that it had no powers
under Article 81 (then 85) to issue the requested order. This decision was
upheld by the CFI. In Automec, the Commission was strict as to how far its
powers extended. However, in Atlantic Container Line,””” it went one step
too far in what it held would be necessary for putting an end to the infringe-
ment. The case dealt with a horizontal agreement, which fixed prices in
maritime transport. Fifteen liner shipping companies were parties to a
trans-Atlantic agreement. It covered several aspects of maritime transport
laying down, among other things, the prices of the tariffs applicable to
maritime transport and ‘intermodal’””” transport.’”’ The Commission
annulled the agreement and ordered the conduct to cease. It also requi-
red that the companies party to the agreement should inform their
customers that the rates were now open for renegotiation. It argued that
the renegotiation ‘is intended to prevent the applicants from continuing to
enjoy the benefits of long-term contracts entered into on the basis of a price-
fixing agreement regarded as unlawful. Although these contracts are not
themselves void, customers must be entitled to renegotiate them under
normal conditions of competition.”””' The CFI held, however, that this clause
was not obviously necessary to bring the infringement to an end and fur-
thermore the CFI pointed out that the clause did not fit in with previous
Commission decisions.’’” Finally the CFI felt that the Commission had
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failed to establish the need for the contested clause and hence it decided to
annul it.”"”

In relation to the licensing of intellectual property rights the Commission
has taken much of the same approach as with other types of agreements. Thus
in Sega and Nintendo’”* the Commission ordered the involved parties to
delete certain clauses in their licensing agreement for computer software with
publishers of video games, because it felt that Sega and Nintendo through
these clauses could control the market for video games.””” A similar remedy
was ordered against Microsoft in the Microsoft Internet Explorer case.’”
Microsoft had included a minimum quantity on the distribution of its
Internet Explorer browser and imposed a ban on advertisement of its com-
petitors’ browsers in its licensing agreements. The Commission ordered
Microsoft to remove this from the agreement in fear that these would fore-
close the market for competitors.’”” In general, minimum quantity require-
ments are allowed for in licensing agreements since they are not considered
harmful to competition.308 However, the Commission was concerned that in
this particular situation the clause would harm competitors.

C. Mergers

Mergers are regulated under the EC Merger Regulation.””” Articles 7 and 8 deal
with the decision powers of the Commission to either suspend or declare the
merger compatible or incompatible with the common market. These two
rules also provide the Commission with powers to dissolve a merger or
enforce measures of equivalent effect, such as divesting part of an existing
undertaking. Moreover, Articles 14 and 15 allow the Commission to issue
fines and periodic penalty payments, equal to the articles in Regulation
1/2003. For IPRs the main area of interest is the power of the Commission
to insist upon licences or cross-licences as a precondition for approval of a
merger.

The Commission has issued a notice on remedies acceptable under the EC
Merger Regulation,”'’ pointing several general principles in its approach.
Firstly, the notice defines a ‘remedy’ in relation to mergers as a ‘modification’,
with the object of reducing the merging parties’ market power and restoring
conditions for effective competition which is in jeopardy of being distorted as
a result of the merger creating and strengthening a dominant position.’'"
Hence, a remedy in relation to mergers can be a means to achieve the merger
which would otherwise raise competition concerns. If the remedy is enforced
to the Commission’s satisfaction, the merger can gain clearance. It is not a
form of penalty as such, since no illegal conduct has occurred. Rather it is a
form of prevention. Secondly, the Commission shows preference to such
structural remedies when dealing with mergers because these do not require
medium or long term monitoring.’'” As the CFI stated in Gencor: ‘Since the
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purpose of the Regulation is to prevent the creation or strengthening of
market structures which are liable to impede significantly effective competi-
tion in the common market, situations of that kind cannot be allowed to
come about on the basis that the undertakings concerned enter into a
commitment not to abuse their dominant position, even where it is easy to
check whether those commitments have been complied with. Consequently,
under the Regulation the Commission has power to accept only such com-
mitments as are capable of rendering the notified transaction compatible
with the common market. In other words, the commitments offered by the
undertakings concerned must enable the Commission to conclude that the
concentration at issue would not create or strengthen a dominant position
within the meaning of Article 2(2) and (3) of the Regulation.’313

One example of such a remedy is the sale of a subsidiary since it can be
implemented effectively within a short period of time, but remedies will be
construed on a case-by-case basis.”'* The Commission Notice also lays down
different types of remedies that the Commission can apply in order to make a
merger comply with the Merger Regulation. Firstly there is divestiture, which
is seen as the most efficient means of re-establishing effective competition.
The divested activity must be a viable business, which can exist on a ‘stand-
alone’ basis, independent from the merging parties.’'” A divestiture is applied
when the merger will cause an overlap horizontally or in some cases with
vertical integration and hence effecting competition. The aim is to separate
the conflicting business parts of the merging companies from the merger. In
relation to IPRs a part of a business which includes the right to a patent or
other key technology can be divested, if that would help it fulfil the conditions
of a ‘stand-alone’ undertaking. This was the case in the Allied Signal/
Honeywell merger,”'® where the companies had overlapping businesses in
the Airborne Collision Avoidance Systems (ACAS) and on the market for
Terrain Awareness Warning Systems (TAWS), where Allied Signal before the
merger held a monopoly. The Commission feared that the merger would
foreclose the access to the TAWS market. Moreover, this market was strongly
linked to the so-called next generation of Integrated Hazard Surveillance
Systems (IHAS), which was a key technology held by Honeywell. The
Commission’s remedy was that the parties had to sell their overlapping
ACAS business and furthermore supply third parties with open interface
standards in the TAWS market.”’

Where divestiture is impossible,”'® or there are specific features which
cause concern for effective competition such as existing exclusive agreements,
network effects, and the combination of key technology such as know-how or
patents,”'” the notice suggests that other remedies are applicable. One opti-
mal remedy is ensuring access to the necessary infrastructure or key technol-
ogy as in Allied Signal/Honeywell. Rather than selling off a part or parts of the
companies the remedy for achieving efficient competition can be to establish
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competition through licensing agreements. As the Commission notes in its
Notice it will accept ‘exclusive licences without any field-of-use restrictions
on impeding efficient, on-going research’.”*’ This approach was employed in
Glaxo/Wellcome™" involving a merger between two UK based pharmaceutical
companies. The merger was found to affect three markets: the anti-emetics,
the systemic antibiotics and the anti-migraine treatments market. Only in the
last market did the Commission find that there was a threat to effective
competition, because both Glaxo and Wellcome had several products on
this market in competition with each other. Moreover, both were carrying
out extensive research on this market. Glaxo possessed a near monopoly on
one of its anti-migraine products, ‘Imigran’, due to its special features.’*”
Wellcome had been carrying out clinical trials on a similar product, which
would when available on the market be in strong competition to Imigran.
The Commission therefore requested that Glaxo when merging with Wellcome
would license to third parties either Wellcome’s 31IC or Glaxo’s Naratripan.”’

Finally, once a remedy has been ordered and established the parties are not
entitled to obtain the divested business again or revoke the licence granted,
unless the structure of the market has changed significantly, so the holding of
such business or licence no longer constitutes a threat to effective competi-
tion on the market.”**

VI. Conclusion

Within EC framework, much of the accommodation between competition
law and IPRs tends to occur within the general doctrines of competition law
rather than via mechanisms whereby IPRs are singled out for special treat-
ment. There are some limited examples of IPRs being treated as a special form
of property. The most striking example is the ‘exceptional circumstances’ test
embedded within the abuse of refusal to supply under Article 82.7*” This test
represents an important acceptance by competition law that IPRs are not the
same as all other forms of property rights even while maintaining that the
exercise of [PRs must be subject to the regulatory limits of competition
policy. This doctrine includes the corollary proposition that the ‘normal’
exercise of IPRs will not abuse a dominant position. Hence only in the most
extreme cases, where IPRs are used unjustifiably by their highly dominant
owners to exclude competitors from markets, does EC competition policy
reserve a right to intervene to limit the exercise of IPRs.

Article 82 also provides an example of the more typical form of accom-
modation to the exercise of IPRs in the logic of its concept of dominance.
As we have seen, the attainment of dominance as such is not unlawful. EC
competition law accepts that the achievement of market dominance by
organic growth’** including investment in R&D and intellectual property
rights protection is a legitimate course of conduct for a firm. Once dominant,
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a firm must accept ‘special responsibilities’, but only if it engages in abusive
conduct will it be behaving unlawfully. Yet, these special responsibilities do
not preclude it from growing at the expense of its competitors by conduct
that is ‘competition on the merits’. This is an example of how IPRs can benefit
from the logic of an ordinary doctrine of EC competition law rather than one
specifically dedicated to IPRs.

This observation offers a good perspective for viewing the relationship
between Article 81 and IP licensing under the new post-modernised legal
framework. The accommodation with IPRs in the new TTBER and
Guidelines occurs almost entirely within the logic of the doctrines of com-
petition law. The 2004 IP Guidelines do not state explicitly that IP protected
products are treated as any other form of property rights, as did the US
Guideline in 1995,”*” but an analysis of the new methodology makes it plain
that there is little special treatment for IPRs under Article 81. Most of the
accommodation takes place through the incidental benefits of the logic of the
ordinary interpretation of Article 81 under the modernisation programme.
In the Guidelines and Recitals there is evidence that the competition author-
ities have made a considerable effort to understand the nature of IPRs and
IPR licensing. Thus, they acknowledge that the creation of IPRs often entails
substantial investment and that it is often a risky endeavour. They state
plainly that ‘[i]n order not to reduce dynamic competition and to maintain
the incentive to innovate, the innovator must not be unduly restricted in the
exploitation of the IPR that turns out to be valuable’. In particular, they must
be able to seek compensation for successful projects that takes failed projects
into account. The Commission also acknowledges that technology licensing
may require the licensee to make considerable sunk investments in the
licensed technology and production assets necessary to exploit it.’**
Moreover, the Guidelines have accepted that the great majority of licensing
agreements are pro-competitive and compatible with Article 81.7*

In spite of all these acknowledgements, the nature of the accommodation
chosen by the Commission is broadly to fit the assessment of licensing
agreements into the modernised framework of Article 81 rather than to
offer much in the way of special treatment such as could be found in the
1996 TTBER. As the Guidelines confidently proclaim ‘[i]n assessing licensing
agreements under Article 81, the existing analytical framework is sufficiently
flexible to take due account of the dynamic aspects of technology licensing’.
Nevertheless, even under the Commission’s new methodology it is possible to
point to a number of accommodations that have been made. For example,
the great gain of the new economic approach is the separation of the real
‘verticals’ from the real ‘horizontals’, providing enlightened definitions of
each and providing a more lenient treatment of the former. Secondly, there is
special treatment for IPRs in the way the competitive relationship between
licensor and licensee at the time the agreement is made is frozen for the
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duration of the agreement barring material modifications of the agreement.
That this special treatment is contained within TTBER and carries over
outside the safe harbour of the TTBER signals a sensitivity to the dynamics
of technology licensing by the competition authorities.

It cannot have escaped attention that the new paradigm for Article 81 has
produced considerable convergence with that in the USA. This may simply
constitute a recognition that on the issue of competition analysis of vertical
agreements in general, and licensing agreements in particular, the US
approach offers a useful legal framework. However, it is stretching things
too far to assume that the same convergence will necessarily be in the EU’s
interest in respect of Article 82 and mergers.
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v. Commission [1974] ECR 223) or when holding a parent company attribut-
able for the guilty conduct of the subsidiary (see, for example, Johnson and
Johnson [1981] 2 CMLR 287).

Compare with Commission v. Bayer Case C-3/01 P.
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See, for example, Commission v. Solvay and La Porte [1985] 1 CMLR 481. The
issue of autonomy is raised again in the context of the relationship between
parents and joint ventures.

After Grundig (note 194 above) for example, Grundig simply acquired
Consten and integrated it within the Grundig organisation.

Commission Notice, Guidelines on Vertical Restraints, OJ C 291, 13.10.2000, 1—44.
Note 193 above; see too XXIII Report on Competition Policy (1993) Com (94)
161 final, p. 212.

This mode of analysis took no account of the actual economic effects of an
agreement or provision, let alone basic economic arguments that strong inter-
brand competition in the final product market can operate to curb the effects
of anticompetitive restrictions within a vertical chain of manufacturing and
distribution. The analysis consisted of an examination of the terms of agree-
ments to determine whether they limit, or are intended to limit, the freedom
of action of the parties to the agreement or third parties in the market. See
C. Bright, ‘Deregulaton of EC Competition Policy: Rethinking Article 85(1)’
and I. Forrester, ‘Competition Structures for the 21st Century’ in (1994)
Fordham Corporate Law Institute at 505 and 405 respectively.

Ibid.

Even at the time of the Grundig decision, the Court of Justice had the
conviction that the freedom of action concept should not apply as compre-
hensively to vertical agreements as it should to horizontal agreements. Having
insisted in Grundig that Article 81 applied to vertical agreements as well as
horizontal agreements, and accepted that a version of the freedom of action
test was applicable, the Court was equally insistent that the test of restriction
should be subject to a qualitative as well as a quantitative appreciability test.
See, for example, R. Whish and B. Sufrin, ‘Article 85: The Rule of Reason’
[1987] Oxford Year Book in European Law; Forrester and Noralt ‘The
Laicisation of Community Law Self Help and the Rule of Reason’ [1984] 21
Common Market Law Review 11.

See, for example, D. Gonzales, ‘Some Reflections on the Notion of Ancillary
Restraints under EC Competition Law’ [1995] Fordham Corporate Law
Institute 325 at 350—4.

Regulation 1/2003, [2003] OJ 1/1, 4.1.2003.

Commission Notice on agreements of minor importance which do not
appreciably restrict competition under Article 81(1) of the Treaty establishing
the European Community (‘De Minimis’), OJ C 368, 22 December 2001,
pp- 13-15.

Regulation 1/2003, [2003] OJ 1/1, 4.1.2003.

Compagnie Maritime Belge [2000] ECR I-1365 para. 130.

See, for example, Crehan v. Courage [2001] 5 CMLR 1058 (automatic voidness
under Article 81(2) does not preclude a damages action by an injured party to
the contract. Moreover, severance may be allowed under national law.).
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Recital 6: see too Articles 1(1) and 5(1)(4).

In fact they consisted of a mix of cleared clauses, i.e. those not caught by
Article 81(1) and exemptible clauses, i.e. those caught by Article 81(1) but
automatically exempted under Article 81(3).

See Evaluation Report para. 55; see too Guidelines on Vertical Restraints,
point 7.

Commission Evaluation Report on the Transfer of Technology Block
Exemption Regulation No. 240/96, ‘Technology Transfer Agreements under
Article 817 at p. 6.

COM (2001) 786 final, 20.12.2001.

For example territorial and customer restrictions were treated differently.
Guidelines para. 9.

Article 4(3).

Guidelines paras. 24 and 131.

‘Patents’ are widely defined to include utility models, designs, topographies of
semiconductor products and plant breeder’s certificates (Article 1(1)(h)).
Article 1(1)(b).

Guidelines para. 53.

Article 1(1)(b).

Guidelines para. 51.

Guidelines para. 53.

Article 2; Guidelines para. 41.

Guidelines para. 42.

Guidelines para. 44.

Article 1(j)(ii); Guidelines paras. 24 and 31.

Article 1(j)(ii).

Article 1(j)(i).

Article 4 (3); Guidelines para. 31; see too paras. 32-3.

Article 3.

Article 4.

Article 3.1; Guidelines para 31.

Guidelines para. 74.

Article 4(1)(a); Guidelines paras. 79-80, 156.

Article 4((1)(b); Guidelines paras. 82-3, 175.

Article 4(1)(c); Guidelines para. 84.

The one exception is where the restriction is indispensable to prevent the
disclosure of the licensed technology. Article 4(1)(d).

Compare with article 4(2) of Regulation 17/62.

Article 4(2).

See discussion in Guidelines paras. 107-16.

Article 1(j)(ii).

Outside the safe harbour of the TTBER, potential competition can be taken
into account to some extent in technology markets: Guidelines para. 66.
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A ‘technology market’ is defined under Guideline 22 as consisting of the
technologies which are rivals to the technology of the licensor. If any tech-
nologies would be substitutable for licensees faced with a SSNIP (‘Small but
Significant and Non-transitory Increase in Price’), then those technologies are
in the same market. Guideline 23 suggests that an alternative approach is to
calculate the shares of the technology by reference to the market share of its
licensed product on the relevant product market. See TTBER Article 3(3).

If the parties own technologies that are in a one-way or two-way blocking
patent position the parties are considered to be non-competitors on the
technology market. A one-way blocking position exists when a technology
cannot be exploited without infringing upon another technology. This is for
instance the case where one patent covers an improvement of a technology
covered by another patent. In that case the exploitation of the improvement
patent presupposes that the holder obtains a licence to the basic patent.
A two-way blocking position exists where neither technology can be exploited
without infringing upon the other technology and where the holders thus
need to obtain a licence or a waiver from each other. In assessing whether a
blocking position exists the Commission will rely on objective factors as
opposed to the subjective views of the parties. Particularly convincing evi-
dence of the existence of a blocking position is required where the parties may
have a common interest in claiming the existence of a blocking position in
order to be qualified as non-competitors, for instance where the claimed two-
way blocking position concerns technologies that are technological substitutes.
Relevant evidence includes court decisions including injunctions and opinions
of independent experts. In the latter case the Commission will, in particular,
closely examine how the expert has been selected. However, other convincing
evidence, including expert evidence from the parties that they have or had good
and valid reasons to believe that a blocking position exists or existed, can also be
relevant to substantiate the existence of a blocking position (para. 32).
However, in individual cases longer periods can be taken into account. The
period of time needed for undertakings already on the market to adjust their
capacities can be used as a yardstick to determine this period. The parties are
for instance likely to be considered potential competitors on the product
market where the licensee produces on the basis of its own technology in one
geographic market and starts producing in another geographic market on the
basis of a licensed competing technology. In such circumstances, it is likely
that the licensee would have been able to enter the second geographic market
on the basis of its own technology, unless such entry is precluded by objective
factors, including the existence of blocking patents.

Article 4(3). In some cases it may also be possible to conclude retrospectively
that even though the licensor and the licensee produced competing products
at the time the agreement was made, they are nevertheless non-competitors
on the relevant product market and the relevant technology market because
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the licensed technology represents such a drastic innovation that the technol-
ogy of the licensee is rendered obsolete or uncompetitive. This classification
can be made at any stage when it becomes clear that the licensee’s technology
has become obsolete or uncompetitive on the market. Guidelines para. 33.
See, for example, Guidelines para. 31.

Guidelines to application of Article 81(3). Compare to TTBER Guidelines
para. 75, ‘based on the nature of the restriction and experience showing that
such restrictions are almost always anti-competitive’.

The Guidelines indicate that the agreement must affect actual and potential
competition to such an extent that on the relevant market negative effects on
product, innovation or variety of goods and services can be expected with a
reasonable degree of probability. These effects must be appreciable, i.e. not
insignificant (Guidelines to Article 81(3) para. 24). The assessment of the
effects of a licence agreement must be made on the basis of a proper market
analysis. The burden of proof that an agreement restricts competition will be
on the Commission or competition authority.

The new methodology assumes that market shares are a proxy for market
power. It provides a first safe haven at 30 per cent, a second safe haven with
four other poles of competition, below dominance and dominance as mean-
ingful stages of market power for the purpose of the Guidelines.

However, one cannot argue that all provisions within a contract between non-
competitors will not have a competitive effect. A clause in a licensee’s contract
that obligates him or her not to directly sell into the territory of another
licensee would be one example.

Para. 155. Compare with Article 81(3) Guidelines para. 29. It is useful to
revive the distinction between non-restrictive and exemptible clauses in
licensing agreements. The white lists in previous regulations tended to com-
bine contractual restraints not caught by Article 81(1) with those that were so
caught but nevertheless exempted in a single white list of clauses. For parties
engaged in self-certification today it is wise to make such distinctions clearer.
The Guidelines are more cautious: ‘For instance, territorial restraints in an
agreement between non-competitors may fall outside Article 81(1) for a
certain duration, if the restraints are objectively necessary for a licensee to
penetrate a new market.’

See in this respect, for example, judgment in Consten Grundig v. Commission
[1966] ECR 429.

Note 193 above.

See TTBER article 4(2).

The Commission has pointed out that Article 4(3) will apply even if the
licensees and licensors become actual competitors at a later date because
‘the licensee starts licensing out his technology or the licensor becomes an
actual or potential supplier of products on the relevant market’.

See Guidelines para. 31.



122

267.

268.

269.

270.
271.
272.
273.
274.
275.
276.
277.
278.
279.

280.
281.

282.

283.

284.

285.

286.
287.

288.
289.

STEVEN ANDERMAN AND HEDVIG SCHMIDT

Further evidence of non-competitor status during the course of the contract
will be offered by the licensee’s use of the licensor’s trade mark.

See definitions in TTBER Article 1(1)(c) and (d). Are the parties cross-
licensing competing technologies or technologies which can be used to pro-
duce competing products? See too the special position of one-way or two-way
blocking patents (Guidelines para. 32) and ‘drastic innovations’ (Guidelines
para. 33).

A similar more lenient treatment is given to reciprocal agreements between
competitors where a restriction on output is imposed only on one of the
licensees. See, for example, Article 4(1)(b).

Guidelines para. 131.

Guidelines para. 9.

Council Regulation 1/2003 on the implementation of the rules on competi-
tion laid down in Articles 81 and 82 of the Treaty.

It replaced the old Council Regulation 17/62, 1 May 2004.

Regulation 1/2003, recital 1-3.

Council Regulation 1/2003 on the implementation of the rules on competi-
tion laid down in Articles 81 and 82 of the Treaty, Article 7(1).

Council Regulation 1/2003 on the implementation of the rules on competi-
tion laid down in Articles 81 and 82 of the Treaty, Article 8.

A. Jones and B. Sufrin, EC Competition Law, Text, Cases, and Materials
(Oxford: Oxford University Press, 2001) p. 850.

Note there is a separate regulation for mergers, which also deals with fines and
penalties for mergers not compatible with the Common Market.

Article 23(2).

Article 24(1)(a).

Council Regulation 17/1962, First regulation implementing Article [81] and
[82] of the Treaty, [OJ Sp. Ed. 1962, No. 204/62, p. 87] as amended by
Regulation (EC) No 1216/1999 of 10 June 1999 [O] 1999, No. L148/5].
Note this regulation is no longer in force.

C-6, 7/73 Instituto Chemioterapica Italiano SpA and Commercial Solvents
Corp. v. Commission [1974] ECR 223, [1974] 1 CMLR 309.

Ibid., para. 45.

Re Maygill TV Guide/ ITP, BBC, and RTE, (Commission Decision 89/205)
[1989] OJ L78/43, [1989] 4 CMLR 757 and C-241-242/91P; Radio Telefis
Eireann v. Commission [1995] ECR 1-743, [1995] 4 CMLR 718.

C-333/94P Tetra Pak International SA v. Commission [1996] ECR 1-5951,
[1997] 4 CMLR 662.

Commission Decision 94/215, [1994] OJ L116/1, [1994] 5 CMLR 353.
Article 3 of Commission Decision Tetra Pak II 92/163, OJ L72 (18.03.92),
[1992] 4 CMLR 551.

Ibid.

See Second Revised Final Proposal of 6 November 2001, III D-F.
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Ibid., IIIT J.

R. Whish, Competition Law (Oxford: Oxford University Press, 5th edn, 2003),
p. 255.

Welded Steel Mesh, [1989] OJ L260/1, [1990] 4 CMLR 13.

Cases T-7 and 9/93, Langnese-Iglo & Scholler Lebensmittel v. Commission
[1995] ECR II-1533, [1995] 5 CMLR 602, upheld by the ECJ in Case C-279/
95P Langnese-Iglo & Scholler Lebensmittel v. Commission [1998]ECR I-5609,
[1998] 5 CMLR 933.

Whish, Competition Law, p. 254.

Case T-24/90 [1992] ECR 11-2223, [1992] 5 CMLR 431.

Ibid., para. 8.

Case T-24/90 [1992] ECR 11-2223, [1992] 5 CMLR 431.

Case T-395/94 Atlantic Container Line AB v Commission [2002] ECR II-875,
[2002] 4 CMLR 1008.

‘A door-to-door transport, includes, in addition to maritime transport, the
inland carriage of maritime containers between the coast and inland loca-
tions. The price of an intermodal transport service is made up of two
elements, one relating to the maritime service, the other to the inland service.
Thus, [the trans-Atlantic agreement] established, in addition to a maritime
tariff, a tariff for the inland transport services operated in the territory of the
Community in the context of an intermodal transport operation.” Para. 27.
Note 297 above, para. 27.

Ibid., para. 405.

Ibid., para. 415.

Ibid., para. 415-16.

Commission’s XXVII Report on Competition Policy (1997), point 80 and
pp. 148-9.

Whish, Competition Law, p. 743.

Commission’s XXIX Report on Competition Policy (1999), points 55-6 and
p. 162.

Whish, Competition Law, pp. 743—4.

In the old Block Exemption Regulation on Technology Transfer Agreements
(240/96) OJ [1996] L31/2, Article 2 consisted of a so-called ‘white list’ which
included clauses that are normally found in licensing agreements and normally
do not restrict competition. The minimum quantity requirement was on this
list. However, in the new Technology Transfer Block Exemption Regulation
there is no ‘white list’; anything that is not specifically blacklisted in the provi-
sions is now permitted. Minimum quantity requirements are not included.
Council Regulation (EC) No 139/2004 of 20 January 2004 on the control of
concentrations between undertakings, OJ L 24 (29.01.2004), pp. 1-22.
Commission Notice on remedies acceptable under Council Regulation (EEC)
No. 4064/89 and under Commission Regulation (EC) No. 447/98, (OJ 2001,
No. C68/03).
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Commission Notice on acceptable remedies, para. 2.

Commission Notice on acceptable remedies, para. 9.

Case T-102/96 [1999] ECR 1I-753, [1999] 4 CMLR 971, paras. 317-18.
Gencor, para. 319 and Commission Notice on acceptable remedies, paras.
9-10.

Commission Notice on acceptable remedies, para. 14.

COMP/M. 1601, Allied Signal/Honeywell, Commission Decision of 1 December
1999.

Commission Press Release IP/99/921, ‘Commission authorises Allied Signal/
Honeywell merger, subject to substantial conditions’, Brussels, 1 December
1999.

This was the case in Boeing/McDonnell Douglas IV/M.877, where the
Commission found that there was no purchaser for the Douglas Aircraft
Company.

Commission Notice on acceptable remedies, para. 26.

Commission Notice on acceptable remedies, para. 29.

Glaxo/Wellcome TV/M.555, Commission Decision of 28 Feb. 1995, OJ C 65
(16.3.1995), p. 3.

Ibid., para. 23.

Ibid., para. 29.

Commission Notice on acceptable remedies, para. 49.

This doctrine includes the corollary proposition that the ‘normal’ exercise of
IPRs will not abuse a dominant position. Only in extreme cases where IPRs are
used unjustifiably by their highly dominant owners to exclude competitors
from markets does EC competition policy reserve a right to intervene to limit
the exercise of IPRs. It defines the special responsibilities of a dominant firm
towards weakened competition so as to allow the dominant IPR owner to
compete by preventing copying even if the exercise of this right denies access
to primary markets to competitors. The test of ‘exceptional circumstances’
requires evidence of leveraging conduct in ‘after markets’.

Growth to dominance by mergers and acquisitions is treated as fundamentally
different.

The US Guidelines state: 2.0 (a) for the purpose of antitrust analysis, the
Agencies regard intellectual property as being essentially comparable to any
other form of property and apply to conduct involving IP on the same basis as
to conduct involving any property tangible or intangible. IP has different
characteristics . . " but add, ‘These characteristics can be taken into account by
standard antitrust analysis and do not require the application of fundamen-
tally different principles’: (para 2.1).

Guidelines para. 8.

Guidelines para. 9. See too para. 17 in which the Commission sets out the pro-
competitive potential of licensing agreements.



Competition policy and its implications for intellectual
property rights in the United States

RUDOLPH J. R. PERITZ

Introduction: innovation and competition

At the federal level of US law, both intellectual property protection and
antitrust policy share a common goal of encouraging innovation. But observ-
ers agree that this common goal is achieved by different approaches — anti-
trust policy by fostering competition and patent and copyright policies by
granting rights to exclude rivals. Still, this distinction of means is not abso-
lute: antitrust permits some exclusionary strategies and intellectual property
policy fosters some competition. In consequence, both approaches must be
understood as balancing property protection and competition, exclusion and
access and, ultimately, private rights and public benefits.

The several states provide a second level of intellectual property protec-
tion: each state protects intellectual property through its own trade secret and
trademark laws. In contrast to the European Union, whose federalism is
informed by a policy imperative to harmonise the laws of individual states
with those of the Union, federalism in the United States is not guided by one
clear imperative. On the one hand, the US Constitution’s supremacy clause
means just that: where federal and state laws conflict, federal law is supreme.
On the other hand, federal law often leaves room for state law, regardless of
policy conflict, and sometimes invites states to regulate. In the domain of
trademark protection, federal law does even more — the Lanham Act was
passed to supplement state laws. But in other areas of overlap, such as federal
patents and state trade secrets, policy differences sometimes call for limita-
tions on state law rights.

This chapter examines federal antitrust law as well as federal and state
intellectual property protection." Each body of law has developed its own
approach to competition and its own conception of property rights. In this
light, an evaluation of the impact of competition policy on intellectual
property rights must proceed in two stages. First, within each applicable
body of law, the internal relations between the particular competition policies
and intellectual property rights must be examined. Second, the results of the
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internal analyses must then be compared to determine whether there are
conflicts and, if there are, how to reconcile them.

Accordingly, this chapter is organised in three sections. The first describes
US intellectual property law, beginning with its historical and economic
foundations. It then examines the federal copyright and patent systems and,
finally, the largely state law regimes of trade secret and trade name protection.

The second section presents an overview of US antitrust law. After a very
brief introduction to its historical and economic foundations, the section
analyses the statutory, regulatory and judicial components of the national
antitrust regime.

These overviews of US intellectual property protection and antitrust law
provide the analytical framework for the third and final section, which
examines antitrust regulation of intellectual property rights (IPR). The sec-
tion takes a transactional approach, scrutinising antitrust treatment of par-
ticular strategic conduct such as licensing practices, joint ventures, and stock
or asset purchases.

I. US intellectual property rights and innovation:
the competition policies within

This section begins with an introduction to the purposes guiding IPR pro-
tection in the United States, noting how the constitutional foundations for
patent and copyright differentiate their goals in significant ways from those of
common law trade mark and trade secret. Next, the copyright and patent
regimes are described and compared. The section concludes with a discussion
of trade mark and trade secret laws, including their relationships with copy-
right and patent. Throughout, special attention is given to the interplay
between property protection and competition policy in shaping IPR.

A. The purposes of intellectual property rights

On the heels of two centuries of contentious debate over copyright in
England, consensus over the nature of copyright, as well as patent, was
reached rather quickly in the United States by adopting the resolutions
reached in England. US trade name and trade secret protection, however,
has continued to reflect somewhat unsettled foundations. Broadly speaking,
policy debate over IPR in the United States has addressed two related issues:
First, the differences between tangible and intellectual property; and second,
the justifications for protecting intellectual property.

Certainly there is a fundamental difference between tangible property,
whether goods or land, and intellectual property in the work of writers and
inventors. First and foremost, because tangible property is a physical thing, its
use or ownership is understood as ‘rivalrous’ or exclusive — for example, while
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I use my mobile phone or possess my freehold, you do not. Moreover, my use
depletes the store of tangible property available. Fundamentally, private
ownership of tangible property has come to mean the right to exclude
others.” In this light, enforcing ownership rights provides a system for settling
disputes over private property use and avoids the ‘tragedy of the commons’,
the waste attributed to overuse of public property.”’

But with intellectual property, possession and use need not be exclusive or
rivalrous. Any number of people can simultaneously read copies of the same
poem or run copies of the same software algorithm without stopping anyone
else’s use. Moreover, an expression or the idea behind an invention does not
wear out with increasing use (though popular expression risks decay into
dismal cliché). Indeed, widespread use can sometimes increase the value of an
invention or expression. Why then protect IPR? Four justifications have
emerged, some of them applicable to tangible property as well.

First, there is the tenet often associated with the English writer John Locke
that government protection of private property, including IPR, preserves a
person’s natural right to the product of her labour, whether a poem or an acre
of corn. Although this labour theory of property ownership has certain limits,
its foundation is the moral precept that a person should own what he produces.

A second justification emerged out of the German philosophical tradition.
Traced back to the writings of Kant and Hegel, this view emphasises the
importance to personhood of some kinds of property. It distinguishes
between property’s value to personal identity and its functional value. In
this light, a poem or web page design would merit greater IPR protection than
a customer list or a trade secret. A prohibition against film colourisation
would be more worthy than a right against film copying.*

The third and most influential justification for IPR in the United States is
found in the constitutional clause granting Congress authority to enact
patent and copyright legislation. The clause begins with the justification:
“To promote the Progress of Science and the useful Arts.”” Explicitly instru-
mentalist, the clause has been uniformly interpreted as calling for Congress
and the courts to shape and enforce private rights in order to maximise the
public benefit of encouraging innovation. As the Supreme Court has stated:
‘The immediate effect of our copyright law is to secure a fair return for the
author’s creative labour. But the ultimate aim is, by this incentive, to stimu-
late artistic creativity for the general good.”® Copyright and patent are both
regarded as the private means to accomplish a public end. In consequence,
both overprotection and underprotection can pose dangers to the general
good. Copyrights to derivative works and broadly described patents, for
example, can amount to overprotection of computer software, where cumu-
lative or add-on innovation is a significant competitive factor.”

In the latter half of the twentieth century, market economics has been
applied to the task of determining ‘the general good’. To begin, there is the
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consensus that IPR remedies a market failure that results from the ‘public
goods’ characteristics of inventions and expressions.” By privatising the
benefit of intellectual activity, IPR seeks to stop the diversion of profits and
other benefits from the creator that stems from the ease of copying and
misappropriation of a non-rivalrous good. Thus IPR is viewed as creating
an incentive to engage in intellectual activity that produces progress in
science and useful arts. Yet, despite the consensus, there is the fundamental
problem that the very efficacy of IPR as an engine for innovation lacks sound
empirical ground. In the shadow of this empirical uncertainty, policy debate
has emerged over the metes and bounds of ‘the general good’. Some have
expressed concern about underprotection, arguing that maximising IPR
maximises incentives to innovate. Others have focused on harms of over-
protection, pointing to the heightened entry barriers to first-stage innova-
tion, especially in markets evidencing network effects.” Nonetheless, policy
analysts and legal decision makers in the United States rightly persist in
seeking to cast ‘the general good’ in the constitutional mould of encouraging
progress in science and the useful arts.

The constitutional mandate has been interpreted as requiring a careful
balancing of property rights and competitive effects. Because competition is
seen as an important spur to invention, the mandate is closely linked to IPR’s
fourth and final justification. The last rationale is IPR’s role in efficient
markets, whether promoting fair competition on the merits or improving
market information. For example, trade name protection can produce mar-
ket efficiencies when it dispels consumer confusion or otherwise decreases
information search costs. So too does the strict patent filing requirement of
description and enablement address informational asymmetry, by making
public the knowledge of novel and useful inventions and, in consequence,
improving conditions for further innovation.

The overviews that follow show how thoroughly competition policy has
suffused IPR protection in the United States. Indeed, the approach taken to
encouraging progress in science and useful arts cannot be understood with-
out recognising the fundamental commitment to competition as an engine
for driving innovation.

B. Constitutional origins: copyright and patent protection

Copyright and patent protections share a common constitutional origin
whose clearly stated purpose has informed congressional legislation and
federal case law for the past 200 years. The Copyright and Patent clause of
the US Constitution is a model of concise drafting: Congress is granted
power ‘to promote the progress of science and the useful arts, by securing
for limited times, to authors and inventors, the exclusive right to their
respective writings and discoveries’. Parallel ordering of references in the
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clause is instructive: Copyright involves ‘Science ... authors ... writings’.
Patent applies to ‘useful arts ... inventors . .. discoveries’. And both grants
were intended ‘to promote progress ... by securing for limited times ...
exclusive right[s]’.' The drafters left to Congress the tasks of determining the
standards for protection, the term of years, and the nature of the rights,
guided nonetheless by the explicit goal of promoting progress. Although
there is some debate about the meaning of ‘progress’, all agree that it involves
the public dissemination of knowledge, as evidenced by the traditional
requirements of publication. Most would also agree that ‘progress’ includes
two kinds of development: first, the research and development of inventions
to improve people’s lives; and second, the development of a public domain of
knowledge to inform and spur further innovation. In both senses of develop-
ment, innovation is seen as best served by the right mix of private property
rights and competitive markets.

Three years after the Constitution’s adoption, Congress passed the twin
Patent and Copyright Acts of 1790. Following two centuries of congressional
legislation and judicial construction, copyright and patent have come to
differ somewhat despite their common origin. The differences have some-
times raised questions about their proper relationship, especially in markets
where information goods can qualify for protection of both invention and
expression. To address the thorny issues raised in such markets, this section
pays special attention to copyright and patent protection of computer
software.

1. Patent protection and competition policy

The Patent Act provides that anyone who ‘invents or discovers any new and
useful process, machine . .. or composition of matter, or any new and useful
improvement thereof, may obtain a patent therefor’. Patent prosecution
begins with the filing of an application in the Patent and Trademark Office
(PTO) and, if successful, concludes with the grant of a right to exclude others
from making, using or selling the patented invention for a term of 20 years."" It
should be noted that patent grants are not affirmative rights to practise
patented inventions. They are subject, for example, to antitrust limitations or,
in the case of medications, to approval by the Food and Drug Administration.
Moreover, prior patents owned by others might interfere with a patent holder’s
rights to employ the invention — calling for cross-licensing agreements.

To be successful, the application must satisfy the PTO that four statutory
requirements are met: the specifications must reflect patentable subject
matter, utility, novelty and non-obviousness. Moreover, the application
must describe the invention in a way that would enable others to make and
use the invention. The resulting patent grant reflects the constitutional goal
of encouraging innovation in three ways: when the patent is granted, the
invention is disclosed in the PTO records, giving public access to new
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knowledge; next, the patent holder is given exclusive control over the inven-
tion as the incentive to exploit it by developing new and improved products
for public use; and finally, after the patent expires, the invention becomes
part of the public domain, making it freely available to all.

In construing patent legislation, courts have sought to balance private
rights to exclusive use and public rights to a commons of knowledge available
for research and development of competing products and services. It should
be noted that Congress, in passing the 1790 statute and its successors, largely
adopted the language and sentiments of the English Statute of Monopolies
(1624), enacted by Parliament to limit the royal prerogative to grant patent
monopolies.'” In short, it outlawed all crown grants except those based on
true inventions. The 1624 statute and the circumstances of its passage remind
us of competition policy’s central role in a utilitarian formulation of incen-
tives to encouraging invention. Indeed, competition policy has been no less
important to the US approach. It is in this light that the section first describes
the well-known requirements for patentability, then the elements of an
infringement claim and, finally, the major defences to such claims."’

The statutory elements of patentability Patent Act sections 101 and 102 as
glossed in decisions of the federal courts delineate the subject matter, utility,
novelty and non-obviousness requirements; section 112 specifies the stan-
dard for sufficient description of the invention. Subject to oversight by the
Secretary of Commerce, the PTO is responsible for examining applications,
for granting and issuing patents, and for disseminating to the public infor-
mation regarding patents granted. Applicants have statutory rights to seek
re-examination of adverse decisions of examiners and, if unsuccessful, to
appeal to the Board of Patent Appeals and, further, to the Court of Appeals
for the Federal Circuit."*

Patentable subject matter
Applicants can seek patent protection for ‘any process, machine, manufac-
ture, or composition of matter, or ... any improvement thereof’. In the
landmark Diamond v. Chakrabarty"> decision, a deeply divided Supreme
Court concluded that ‘a live, human-made micro-organism is patentable
subject matter’. Emphasising that the claim was to ‘a non-naturally occurring
manufacture’, the majority opinion pointed to congressional committee
reports accompanying the Patent Act, reports stating that Congress intended
to ‘include anything under the sun that is made by man’. In the court’s view,
its expansive interpretation of the statute was supported by broad language,
particularly the adjective ‘any’ that modifies ‘composition of matter’.'®
Despite this expansive view of patentable subject matter, the federal courts
have developed several limiting doctrines, most notably the rule against
patenting ‘abstract ideas’. Based on the traditional notion that a patent is
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intended to cover physical products of the useful arts, the doctrine holds that
an ‘idea of itself is not patentable, but a new device by which it may be made
practically useful is’.'” The practical impact of the doctrine attaches to
determinations of patent scope. The broader a patent claim the more closely
it approaches the underlying idea. The danger in overbreadth, whether with
patents or copyrights, is its power to pre-empt competitive innovation.
Clearly, the extreme case of overbreadth would be patent protection for an
abstract idea underlying an invention.

The ‘abstract idea’ limitation was addressed in the early cases dealing with
computer software patents. In the well-known Gottschalk v. Benson deci-
sion,'” the Supreme Court, in denying patentability, stated: ‘Phenomena of
nature, ... mental processes, and abstract intellectual concepts are not pat-
entable, as they are the basic tools of scientific and technological work.’
Viewing software as abstract concepts in the form of algorithms, the Court
concluded that a patent on such claims ‘would wholly pre-empt the mathe-
matical formula and the practical effect would be a patent on the algorithm
itself’. But when, as in Diamond v. Diehr," the application characterised the
software as part of ‘an industrial process’, the combination was seen as falling
outside the ‘abstract idea’ doctrine and hence into the category of patentable
subject matter.”’ The Supreme Court reasoned that such processes are more
than abstract ideas when they produce some physical or chemical trans-
formation. The consequence of tying the software to a physical process was
a narrowing of the patent claim, a movement away from abstract ideas, and
an expansion of the free range for later innovation to compete with the
patented software.

More recent decisions in the Federal Circuit such as State Street Bank &
Trust,”’ however, have expanded the scope of software patents by declaring
patentable as a process any software that produces a ‘useful, concrete and
tangible result’ including mathematical calculations. In State Street Bank, the
tangible results were computed share prices. No longer was a physical trans-
formation necessary. These decisions rang the death knell for the mathemati-
cal algorithm exclusion. In extending patentable subject matter to purely
mathematical algorithms and thus closer to the realm of abstract ideas, the
Federal Circuit has significantly narrowed the area for later innovation to
subservient patents for improvements that will see the light of day only in the
event that the dominant patent holder finds the improvement attractive
enough to enter into a cross-licensing agreement. The result is a more
confined range for new product innovation and inter-patent competition,
and an expanded space for incremental innovation and intra-patent cooper-
ation.”” The Supreme Court has not disapproved of the Federal Circuit’s
expansive view of software patentability. After some resistance, the PTO has
adopted the Federal Circuit’s view, resulting in an explosion of patents
granted to computer software applications. But the Court has expressed
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disagreement and reversed Federal Circuit in other aspects of patent law.
Perhaps we have not yet heard the last word on software patentability.

Utility

The most fundamental and yet the least demanding requirement for patent-
ability is usefulness. Whether an invention ‘be more or less useful is a circum-
stance very material to the interest of the patentee’, Justice Story wrote in
Lowell v. Lewis,”” ‘but of no importance to the public. If it be not extensively
useful, it will silently sink into contempt and disregard.’ In short, the value of
an invention is a matter left to the market mechanism of competition. On the
one hand, this view grants patent protection to minimally useful inventions.
On the other, it allows early public access to new technology, increasing the
public domain of knowledge and, with it, improving the conditions for
subsequent innovation.

Computer software is designed to produce a particular result and, in
consequence, does not raise questions of utility. In the fields of biotechnology
and chemistry, however, the utility requirement has sometimes raised a
barrier to patentability. In the influential Brenner case™ for example, the
Supreme Court affirmed the PTO examiner’s denial of a process patent for a
‘failure “to disclose any utility” for the chemical compound produced by the
process’. ‘Potential usefulness ... under investigation by serious scientific
researchers’ was not enough because a ‘patent system must be related to the
world of commerce’. In partial dissent, Justice Harlan called for a more
lenient standard to serve the public benefit, like that described by Justice
Story above, of ‘achieving and publicizing basic research’ in the sciences such
as ‘chemistry [which] is a highly interrelated field’. Consistent with its
expansive view of patentable subject matter, the Federal Circuit has adopted
a lenient standard of utility closer to Justice Harlan’s view than to the
majority’s position in Brenner. Indeed, the Federal Circuit opinion in In re
Brana®” ignored Brenner entirely in reversing the PTO’s denial of a patent for
a compound with claimed anti-tumour effects but without proof of success in
actual treatment of the disease in live animals.

Note on novelty and non-obviousness

Though independent of one another, the requirements of novelty and non-
obviousness delineated in sections 102(a) and 103(a) go hand in glove, both
of them calling for evaluations of the claimed invention’s relationship to
‘prior art’. They require the PTO to compare the invention to the current
state of technology as reflected in the ‘references’ listed in section 102 (a),
which include ‘such documentary materials as patents and publications, as
well as evidence of actual uses or sales of technology in the United States’.”
Section 102 (a) allows patents only to inventions not ‘known or used by

others’. Hence, novelty can be understood as calling for a preliminary
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determination that the claimed invention was not earlier known or used. If
the invention satisfies the novelty requirement, then the non-obviousness
inquiry under section 103 (a) proceeds, asking whether the claimed invention
is a non-trivial extension of ‘prior art’.

Novelty
Together with non-obviousness, novelty defines the very essence of invention
and is, fittingly, the heart of the patent system. Economist Joseph Schumpeter
portrayed ‘the new’ as the ‘perennial gale of creative destruction’ that drives
economic progress. Demanding novelty serves two important goals of the
patent system. First, it maintains a public domain of knowledge and tech-
nology to foster a competitive environment for further research and devel-
opment. Second, it encourages knowledge of the field and discourages
duplicative research efforts by motivating researchers ‘to turn first to libra-
ries, not laboratories, in order to gain needed technology’.”’

Section 102 deals with two separate aspects of prior art: ‘statutory bars’
that penalise some delays in filing, and previous inventions.

Statutory bars

The most common bars to patentability are printed publication, public use,
or sale of the invention more than one year prior to filing the application.””
The Federal Circuit has described the purposes served by the statutory bars:

First, there is a policy against removing inventions from the public which
the public has justifiably come to believe are freely available to all as a
consequence of prolonged sales activity .. .. Next, there is a policy favour-
ing prompt and widespread disclosure of new inventions to the public. A
third policy is to prevent the inventor from commercially exploiting the
exclusivity of his invention substantially beyond the statutorily authorised
[20]-year period. The ‘on sale’ bar forces the inventor to choose between
seeking patent protection promptly following sales activity or taking his
chances with his competitors without the benefit of patent protection. The
fourth and final identifiable policy is to give the inventor a reasonable
amount of time following sales activity (set by statute as 1 year) to deter-
mine whether a patent is a worthwhile investment. This benefits the public
because it tends to minimize the filing of inventions of only marginal public
interest. The 1-year grace period provided for by Congress in § 102(b)
represents a balance between these competing interests.”’

The printed publication bar is quite severe. For example, the Federal Circuit
found prior publication in the filing of a doctoral thesis indexed only in a
special dissertations card catalogue in the Freiburg University Library in the
Federal Republic of Germany.’’ Other bars are equally severe. The ‘on sale’
bar, for example, includes offers for sale. According to the Supreme Court,
the offered invention need not have been completed or built. It need only ‘be
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ready for patenting’.”’ The Federal Circuit has even applied the bar to sales by
a third party who had stolen the invention from the inventor.”* The ‘public
use’ bar includes secret use by the inventor, according to Judge Learned
Hand, because it allows the inventor to ‘extend the period of monopoly’
beyond the statutory term.”” Moreover, the practice frustrates the goal of
public dissemination of knowledge to inform competitive innovation.

There is, however, one defence to the statutory bars to patentability — the
experimental use exception — which permits the inventor additional time to
file beyond the one-year grace period. The Supreme Court’s decision in City
of Elizabeth v. Pavement Company’* remains both an influential and con-
troversial statement of the exception. In the case, an inventor filed for a patent
on ‘a new and improved wooden pavement’ after six years of continuous use.
The Court accepted the inventor’s claim that the 75-foot length of pavement
‘adjoining to a toll-gate’ in Boston was used only to test ‘the effect on it of
heavily loaded wagons, and of varied and constant use; and also to ascertain
its durability; and liability to decay’. Noting testimony that the inventor
examined the pavement almost daily and observing that long-term durability
was a plausible concern, the Court concluded that the inventor’s use was
experimental rather than commercial. More recently, the Federal Circuit has
articulated an approach that looks at the surrounding circumstances to
determine whether the use is experimental, emphasising that the testing
must relate to technical rather than commercial viability of the invention.’
In sum, the PTO and courts must be persuaded that the inventor’s procras-
tination in filing for the patent was not a strategy to delay public access to the
knowledge reflected in the invention or surreptitiously to extend the statu-
tory grant of a 20-year monopoly. The statutory bars reflect the importance
to innovation of the information flow from prompt filing and of the com-
petition that follows strictly limited patent terms.

Previous inventions

The second step of the novelty inquiry requires the PTO to examine once
again its body of references, this time to determine whether the invention
itself is new in comparison to prior art. In Rosaire v. National Lead Co’® for
example, the isolated commercial use of a method for oil prospecting,
although not a matter of public knowledge, was enough to include the
method in prior art because the prospecting was openly done by a large
company and, presumably, a matter of knowledge in the industry.

When the application includes computer software claims, special prob-
lems can arise. First, ‘in the field of ... computer programs, much that
qualifies as prior art lies outside the areas in which the PTO has traditionally
looked. Many new developments in computer programming are not docu-
mented in scholarly publications at all.””” Second, even those programs that
are found in the reference materials offer little usable information to
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examiners when prior software patents were granted without a requirement
to disclose source code and flow charts.”® This matter is discussed in the
section below on description and enablement. But it should be noted that the
inadequate description of invention defeats the most valuable public benefit
expected in exchange for patent grants — the public disclosure of new knowl-
edge and technology needed to inform and inspire subsequent inventors.

Non-obviousness

After determining that an invention passes the novelty test, the PTO must
return yet again to its body of reference materials to ascertain whether the
invention was obvious in light of the prior art.”” Section 103(a) denies a
patent ‘if the differences between the [invention] and the prior art are such
that the [invention] ... would have been obvious at the time the invention
was made to a person having ordinary skill in the art’. Although the section,
enacted in 1952, clarified the courts’ uneven standards for non-obviousness,
questions remain about its application. The Federal Circuit court has taken
clear positions on several of those issues. One intensely debated point
involved the proper approach to inventions that were combinations or
integrations of formerly independent products or processes. The court’s
Rockwell opinion®’ declared that the ‘invention must be considered as a
whole’ not as a combination of elements. Thus, for example, Microsoft’s
long-held strategy of integrating applications programmes, such as the
Internet Explorer browser, into the Windows operating system would likely
not be compared to prior art in stand-alone browsers and operating systems.
Rather, the integration would more likely be compared to other integrations
or even published viewpoints toward integrating browsers and operating
systems."' Commercial success attributable to a surprising or unanticipated
integration would strengthen the non-obviousness claim — presumably even
if the applicant has an economic monopoly.*’

Inventions involving computer software raise difficult questions in deter-
mining non-obviousness for the very reasons they pose problems in the
novelty stage of comparing an invention to prior art. The uneven and
incomplete data base of prior art, and rampant unfamiliarity with standard
programming techniques, has led to patents for the obvious. Scholars have
criticised the explosion of patents granted for obvious inventions with a
software component, not only on account of the prior art problem but also
because of the Federal Circuit’s expansive interpretation of Diamond v. Diehr
and, thus, its lenient approach to software patentability. Examples include the
Rockwell decision, discussed above, and In re Zurko,*’ in which the Federal
Circuit held an invention non-obvious despite the PTO’s determination that
each of the elements was found in prior art and their combination was an
obvious step. In the critics’ view, the standard for non-obviousness is far too
lenient.** The criticisms echo a largely ignored Supreme Court decision,
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Dann v. Johnson,*> which applied a stricter test of non-obviousness in the
computer industry, one that assumed that someone ‘reasonably skilled in [the
software programming] art ... would have been aware both of the nature of
the ... data processing systems in the banking industry and of the [non-
computerized] system encompassed in’ the invention. Putting them together
by computerising the system, the Court concluded, should have been obvious.
Despite scholarly criticism and Supreme Court precedent, the Federal Circuit
has not turned back on its lenient approach to non-obviousness. The costs
of leniency, according to several economic studies, include an incentive shift
to the short term and away from the long term research that brings more
significant innovation.*®

Description and enablement

Section 112 requires that the patent application adequately describes the
invention and that the description enables skilled technicians or artisans to
make use of the invention.”” A description is adequate if it shows that the
applicant is ‘in possession of’ the invention itself rather than ‘a wish, or
arguably a plan, for obtaining’ it.** A patent grant extends only as far as the
inventor’s work is ‘enabled’ in the ‘embodiments’ described. Thus, for exam-
ple, Samuel Morse successfully claimed the telegraph but not ‘all forms of
communicating at a distance’ using electromagnetic waves because his descrip-
tion did not (and could not) anticipate later embodiments such as telephony or
microwave technology. An adequate description gives competitors proper
notice of the invention and the patent monopoly and, at the same time, allows
rivals to avoid the costs of duplicative research and development.

The associated requirement of enablement is intended to assure that rivals
and other interested parties ‘skilled in the art’ are able to make and use the
invention without extended experimentation. The Supreme Court denied a
patent to an inventor in The Incandescent Lamp Patent case’’ because ‘the
description [was] so vague and uncertain that no one [could] tell, except by
independent experiments, how to construct the patented device’. The patent
grant must give proper notice to ‘competing manufacturers and dealers of
exactly what they are bound to avoid’ to allow them to compete without
infringing the patent. In short, competition by further innovation depends
upon the enablement that results from an adequate description of the
invention.

The Federal Circuit’s recent easing of the description requirement is
illustrated in the Lockwood decision.”” The court concluded that the plain-
tiff’s software patent failed the novelty requirement because it was obvious in
light of prior art, which included American Airlines’ SABRE software system
for online air travel information and reservations. SABRE was included in the
prior art even though crucial aspects of the software code were secret and,
thus, inaccessible to programmers and designers interested in learning about
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it. In the court’s estimation, ‘Americans’ public use of the high-level aspects
of the SABRE system was enough.” The Federal Circuit paid scant attention to
the impact of its low disclosure threshold on the source materials for deter-
mining ‘prior art’ and on building the knowledge commons necessary to
inform competitive innovation.”'

Patent infringement At the core of the patent grant is the power to exclude
others from making, using or selling the invention. The metes and bounds of
that power are defined by the claims in the application that are ultimately
retained in the grant. When a patent holder files an infringement suit,
typically seeking injunction and damages, the court must begin by interpret-
ing the claims. Like any other effort to give effect to a legal document, this one
is informed by doctrines — some of them canons of construction and others
substantive rules, together forming the framework that shapes the legal rights
in question. The section begins with the interpretational issues surrounding
the doctrines of literal infringement and equivalents, and concludes with
those revolving around direct and indirect infringement.

Interpretation of claims

Section 271(a) of the patent statute states: ‘Except as otherwise provided in
this title, whoever without authority makes, uses, offers to sell, or sells [or
imports] any patented invention . .. during the term therefore, infringes the
patent.” It should be noted that patent rights empower holders to restrain
others from practising their patents. They are not affirmative grants of rights
to practise patented devices, which remain subject, for example, to antitrust
limitations or, in the case of medications, to approval by the Food and Drug
Administration. Moreover, prior patents owned by others might interfere
with a patent holder’s rights to employ the invention — calling for cross-
licensing agreements in order to employ the patent.

Infringement is not limited to devices that are literally identical to the
patented invention. The courts have developed a ‘doctrine of equivalents’ to
stop a competitor from employing a device that is not identical but that
‘performs substantially the same overall function or work, in substantially the
same way, to obtain substantially the same overall result as the claimed
invention’.” Reflecting the importance of public information to further
innovation, the Supreme Court has declared that failing to protect the patentee
from ‘unscrupulous copyists [who] introduce minor variations to conceal and
shelter the piracy ... would foster concealment rather than the disclosure of
inventions, which is one of the primary purposes of the patent system’.”

Literal infringement

In contrast to the Federal Circuit’s holistic approach to the question of non-
obviousness, discussed above, courts have evaluated claims of literal infringe-
ment by comparing the patent to the accused invention on a claim-by-claim,
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element-by-element basis. In Laramie Corp. v. Amron,”* for example, the
court granted a summary judgment of non-infringement because the patent
claim described the plaintiff’s water gun as having a water tank in a case while
the accused ‘SUPER SOAKER’ claim described the tank atop the case.
Successful literal infringement claims are rare, particularly in software pat-
ents. But in Computrol Inc. v. Lowrance Electronics Inc.,” the court found that
the plaintiff made a sufficient showing that the accused ‘side-looking fish
detection software’ literally infringed its patent.

The doctrine of equivalents

More often, patent holders claim infringement by the doctrine of equivalents.
Here too the patent owner must prove that the accused product has a
‘substantial equivalent’ of every element in the patent claims. In the
Laramie Corp. decision discussed above, the court rejected a claim of equiv-
alents in finding that the use of an external water tank was not only different
from the tank element of the patented water gun but a significant improve-
ment. The competitor’s water gun did not infringe the patented product
because it was found to embody a new and innovative element.

Even though the requirements for obtaining software patents have eased,
courts in infringement cases have construed software patent claims narrowly.
In Weiner v. NEC Electronics Inc. for example,56 the Federal Circuit affirmed
the trial court’s determination of no equivalence between two programs
employing the same data for the same purpose because the data were arrayed
and accessed in somewhat different ways. In Digital Biometrics, Inc. v. Identix,
Inc.,”” the Federal Circuit again construed a software patent claim narrowly
on account of differences in the intermediate steps taken to store a fingerprint
image. In light of currently low thresholds for novelty and non-obviousness,
this narrowing of the patent monopoly can be seen as a mechanism for
adjusting the balance between protection and access, for expanding the
scope of competition in software development.

In the closely related issue of equivalence between successive technologies,
the Federal Circuit has not followed a steady course. Where a patented
process was not computerized and an accused competitive process performed
the same function with computer assistance, the doctrine of equivalents has
yielded inconsistent conclusions. In Hughes Aircraft Co. v. U.S. for example,™
the court determined that the use of on-board computers to control satellites
infringed an older patented system which controlled satellites deploying
ground telemetry. But in Alpex Corp. v. Nintendo of America,” the court
concluded that Nintendo’s new video game technology did not infringe the
plaintiff’s microprocessor patent for a very similar video game because the
two inventions processed data in substantially different ways. The equiva-
lence issue in cases involving competition between new technologies runs
parallel to the question of non-obviousness seen in decisions such as Rockwell,
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discussed above. But there, the Federal Circuit declared that the ‘invention
must be considered as a whole’ not as a combination of elements. Both the
equivalence and non-obviousness issues raise the fundamental question of how
to judge whether a difference amounts to an innovative step. The Texas
Instruments case”’ involved the pioneering patent in integrated circuits, an
example of ‘a wholly novel device’ and thus ‘entitled to a broad range of
equivalents’.”' Nonetheless, the Federal Circuit concluded that major improve-
ments in the patent’s elements, including redesign of the invention and use of
metal oxide semiconductor transistors rendered the accused pocket calculators
non-infringing.

At the margin, the problem is even more difficult. Where the patented
invention is not pioneering and the accused product is a lesser improvement,
the outcome reflects a choice between incentives for innovation. Given the
inconclusive research regarding the incentive value of patents, any decision
about equivalence at the margin is the product of an assumption made about
the better incentive for encouraging innovation — whether slightly greater
patent protection or slightly stronger commitment to competition policy.”

Direct and indirect infringement

A patent owner can assert a claim not only against direct infringers — those
who have practised the invention without authorization, but also against
indirect infringers — third parties who have encouraged or helped them.®”’

Direct infringement

Claims of direct infringement are themselves straightforward. The infringer’s
state of mind, for example, is entirely irrelevant. A patent holder need only
prove that the defendant has made, used, sold or offered to sell, or imported
the patented invention. However, questions of claim interpretation and
asserted defences often complicate the claims. For example, in Eolas
Technologies Inc. v. Microsoft Corp.,°* the ‘plaintiffs allege that certain aspects
of Microsoft’s Internet Explorer (“IE”) infringe their software patent, and
consequently, they accuse Microsoft products which integrate or incorporate
IE’. A simple accusation. But the trial court has published eight opinions to
resolve pre-trial motions that Microsoft has filed seeking summary judgment
on patent claims elements and asserting affirmative defences.

Indirect infringement

Since the 1952 patent statute codified judicial doctrines of infringement,
indirect infringement has taken two particular forms. Their common ingre-
dient is the requirement that direct infringement first be proved. In other
respects, their elements differ. Section 271(b) states only that a claim of active
inducement to infringe a patent is itself infringement. Taking from prior
judicial doctrine, courts require the patent holder to prove that the accused
infringer knowingly helped another directly infringe the patent by, for example,
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designing and supplying the plans for an infringing device. The ‘knowingly’
element does not require proof of ‘specific, knowing intent’. Circumstantial
evidence can suffice. To prove the requisite intent, courts have required
plaintiffs to show, first, that the accused infringer knew of the patent and,
second, that he knew that his activities would lead to infringement.®” Requiring
such strong evidence of intent makes good sense given that active inducement
can create liability in someone who is sparking competition and has not made,
used, sold, or imported the patented device.

Section 271 (c) defines a contributory infringer as anyone who imports,
sells, or offers to sell a component of a patented device or a product specially
made to infringe the patent when the accused knows it to be unsuitable for
any substantial non-infringing use. The Federal Circuit requires as well that
the contributory infringer knew that the component was specially designed
for a device that would infringe a patented invention.’® At a recent summary
judgment hearing held in a pending software infringement case, the court was
faced with a difficult issue arising out of Microsoft’s well-known strategy of
integrating others’ application software into Windows: ‘Can Microsoft
escape liability for contributory infringement by combining additional soft-
ware applications with the patented applications and calling the result a
“staple article or commodity of commerce suitable for substantial non-
infringing use?”’®” Because the accused components were part of a large
and complex software program, the court determined that the issue was a
question of fact to be resolved at trial. Although it makes sense generally to
treat the issue of substantial non-infringing use as a question of fact, such
treatment in cases of large scale software integration raises troubling policy
questions about the incentives that result. Allowing such integration dimin-
ishes patent protection of applications software and, with it, shortens incen-
tives to innovate because others are permitted to appropriate the patented
software as long as they integrate it into a large enough suite of software.
Moreover, by condoning the free riding, the accused infringer has no incen-
tive to develop competing applications software. Given the harmful effects on
all incentives to innovate, perhaps such integration should be treated as per se
infringement.

Defences to infringement

Not all unauthorised practices of patented devices give rise to liability. Some
uses are permitted because the conduct itself produces a public benefit. The
experimental use defence falls into this category. Other uses are infringing but
are shielded from liability because the patent holder has engaged in conduct
seen as improperly extending the statutory grant. The most prominent
example — indeed the leading defence to infringement — is patent misuse.®”
Each defence is informed by a commitment to competition policy and several
overlap antitrust doctrines, most notably the misuse and exhaustion
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defences. That discussion is deferred until the antitrust laws have themselves
been explained later in the report.

Patent misuse

The Supreme Court in Motion Picture Patents Co. v. Universal Film
Manufacturing Co.%” first adopted the defence, which bars patent holders
from relief in an infringement action when they have misused the patent.
Misuse has a wavering history that includes both judicial and congressional
action. But in general terms, misuse has always been construed as conduct
that improperly extends the patent monopoly. This section does not parse the
history but turns directly to the current state of the misuse doctrine.”’

Even though congressional legislation has largely given shape to the misuse
defence, court doctrine remains important in several respects. The Morton
Salt Co. v. G.S. Suppiger Co.”' opinion still provides the most extensive
statement of the defence and its underlying policy. In that decision, the
Supreme Court concluded that Morton Salt had misused its patent by leasing
its patented machines on condition that licensors use only Morton’s unpa-
tented salt tablets. When misuse is proved, the Court declared, relief should
be denied in patent infringement suits because the patent holder ‘exceeded its
monopoly’ by restraining competition in the sale of unpatented products.
Attempts to secure an exclusive right beyond the patent grant disserve the
constitutional goal of encouraging progress in the useful arts. Once the
offender has abandoned the practice and the effects have subsided, the patent
can once again be enforced.””

In addition to the tying strategy seen in Morton Salt, courts have found
patent misuse in conduct such as price fixing, prohibiting the manufacture of
competing products, extending licences beyond the patent term, and basing
royalties on total sales rather than sales involving only the patented invention.
But tying has been far and away patentees’ favoured strategy to exploit their
grants. It is easy to see why. Since the Motion Picture Patents case, patent owners
have sought to extend their control from the patented invention to comple-
mentary products and services. But this strategy to increase revenues has
usually run headlong into efforts of others to compete in those complementary
markets. To restrain this competition, patent holders have filed lawsuits seek-
ing to characterise such conduct as contributory infringement and calling for
injunctions and damages. The accused infringers have responded by claiming
that the patent holders were misusing their grants by seeking to ‘extend the
patent and thus monopolise the market for the unpatented component’.””

Section 271 defines the most significant aspects of the misuse defence,
including the treatment of tying. Although it is not explicitly stated, the
courts have construed section 271(c) and (d)(1) to permit patent holders to
tie a patented product to another product ‘especially made or adapted for use
[with it] ... and not a staple article’. In Motion Picture Patents, for example,
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tying the lease of its patented film projector mechanism to the use of its film,
assuming the film was unsuitable for any substantial non-infringing use,
would not be patent misuse. Moreover, the patent holder could sue other
sellers of compatible film for contributory infringement, again if the film was
unsuitable for any substantial non-infringing use. Section 271(d)(5) further
provides that it is not misuse for a patent holder to tie a patented product to
any other product when the holder does not have market power in the market
for either the patent or the patented product. In Morton Salt for example,
tying the lease of its patented machines to unpatented salt tablets would not
be misuse unless Morton had market power in the patent or the patented
machinery. Sanctioning these strategies extends the patent grant and, in
consequence, lessens the opportunities for competition. The doctrine reflects
good policy if the tie can be justified as an ex ante incentive to innovation
which would not otherwise occur. In the absence of such justification, the
doctrines in section 271(c) and (d) would reflect an ill-advised extension of
property rights and restraint of competition that injure the public interest in
promoting innovation.

First sale or exhaustion

Like its copyright counterpart, the exhaustion of patent rights by first sale
has long been recognised and recently endorsed.”* But again like its copyright
analogue, the exhaustion defence has been severely limited. While the
Supreme Court has not spoken to the issue, the Federal Circuit has consis-
tently permitted an action for infringement where the sale or licence of the
patented device was conditional, the first sale doctrine notwithstanding.
In Mallinckrodt v. MediPart”> for example, the Federal Circuit endorsed the
doctrine but gave effect to a ‘label licence’ affixed to a patented medical
device, the label stating that only a single use was authorised. The same
court in B. Braun Medical Inc. v. Abbott Labs. Inc.”® narrowed the exhaustion
doctrine even more: the doctrine ‘does not apply to an expressly conditional
sale or licence [because] it is more reasonable to infer that the parties
negotiated a price that reflects only the value of the “use” rights ... As a
result, express conditions accompanying the sale or licence of a patented
product are ... upheld ... [unless they] violate some law or equitable con-
sideration.” The reference to ‘some law’ certainly includes antitrust. The other
reference includes the equitable doctrine of misuse. Indeed, the court pro-
ceeded to describe misuse as a limit on the restraints that survive the exhaus-
tion defence: “‘Using a patent ... to restrain competition in an unpatented
product [by tying in violation of section 271(d)(5)] or employing the patent
beyond its [20]-year term would constitute misuse. In contrast, field of use
restrictions . .. are generally upheld’, subject to anti-trust scrutiny.”” This
view has attenuated the exhaustion doctrine, leaving it with little practical
impact on the kinds of conditions a patentee can impose.
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Experimental use

Although the experimental use defence is seldom asserted and even more
rarely successful, it is worth a moment of attention because of its implica-
tions for competition policy and the scholarly debate it has engendered.
It was Justice Story’s opinion in Whittemore v. Cutter’® that first articulated
the defence, declaring that ‘it could never have been the intention of the
legislature to punish a man, who constructed ... a machine merely for
philosophical experiments, or for the purpose of ascertaining the sufficiency
of the machine to produce its described effects’.”” For the past two centuries,
courts have not strayed from Justice Story’s narrow path. In Roche Products
Inc. v. Bolar Pharmaceutical Co. for example,80 the Federal Circuit concluded
that experiments by a generic drug manufacturer made solely to prepare for
the FDA approval process were infringements. The court determined that
such tests were motivated by business purposes and thus outside the experi-
mental use exception. Congress very quickly amended the Patent Act to
overrule Bolar Pharmaceutical, adding section 271(e)(1) to exempt such
testing from infringement claims.”’ More recently, the Federal Circuit
denied the experimental use defence to Duke University in an infringe-
ment suit brought by a former research professor. Despite its non-profit
status, Duke did not ‘sanction and fund research projects ... to satisfy idle
curiosity, or for strictly philosophical inquiry’. In consequence, the use did
‘not qualify for the very narrow and strictly limited experimental use
defence’.”

The meagre experimental use defence should be contrasted with the gen-
erous experimental use doctrine that can extend the one-year grace period to
file patent protection if the PTO and courts are persuaded that the inventor’s
use of the device was experimental. Recall the City of Elizabeth decision which
allowed the inventor six years of testing even though the invention was
certainly intended for patent application long before. Why the different
treatment of inventors and potential competitors? The difference can be
justified if one believes that an inventor should have broad discretion in
determining when her device has successfully embodied the underlying idea
and, at the same time, if one believes that allowing a broad experimental use
defence to infringement would give competitors a head-start which would
effectively shorten the 20-year period of exclusivity. On the other hand, it can
be argued that the broad discretion to inventors effectively lengthens the
period of exclusivity, as does a denial of a broad experimental use defence. In
both instances, doubts, if any, are resolved in favour of strengthening the
grant based, presumably, on a tacit assumption that more innovation is
expected to result from the expanded period of exclusive rights than would
result from an expanded period of competition. It should be emphasised that
the assumption is unexpressed in the doctrine and is just that — an assump-
tion rather than an empirically based determination.®’
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2. Copyright protection and competition policy

Before Congress passed the Copyright Act of 1790, it was state law that
provided protection for authors’ work.”* Until the 1909 amendment, only
books, maps and charts were protected and, until 1976, only published and
registered writings qualified for IPR.* In 1980, Congress crossed the tradi-
tional boundary between expression and function by explicitly extending
copyright to include computer software despite its functional character.®
Additional amendments in the past 20 years have added a form of moral
rights, extended the copyright term, and granted copyright owners contro-
versial powers of enforcement.

Requirements of original work and fixation The current copyright statute
protects ‘original works of authorship fixed in any tangible medium of
expression’.”” Congress has stated that the originality standard ‘does not
include requirements of novelty, ingenuity, or aesthetic merit’.”® Federal
courts have long recognised that original authorship ‘means little more
than a prohibition of actual copying’.”” Nonetheless, copyright does not
reward all works of authorship but only those that show some originality. In
its well-known Feist Publications v. Rural Telephone Service® decision, the
Supreme Court affirmed this proposition in denying copyright protection to
the information in a telephone directory. Nor are other compilations of facts
protected unless they reflect some originality in their selection, coordination or
arrangement. In language that reflects on data base and, perhaps, software
protection, the Court made clear that ‘copyright protection may extend only
to those components of a work that are original to the author . .. [Clopyright in
a factual compilation is thin ... [A] subsequent compiler is free to use the facts
contained in another’s publication to aid in preparing a competing work.”' The
Feist Publications opinion recognised that private property rights of the copy-
right holder are limited by the benefits of a public domain and its importance
to competition, even when the copying seems to be an appropriation of
someone else’s labour. In short, the private right extends only far enough to
encourage the public benefits of encouraging innovation. Without proof that
the work reflects innovation and thus merits copyright protection, it is public
ownership and competition that best serve the public interest in progress.

The Copyright Act also requires that the work be fixed in a ‘tangible medium
of expression’. Section 101 defines a fixed work as one that ‘can be perceived,
reproduced, or otherwise communicated, either directly or with the aid of a
machine or device’.”” Fixation can play a role in claims of infringement because
a ‘copy’ is further defined as a ‘material object . . . in which a work is fixed’. The
issue has been hotly contested in some infringement cases involving ‘RAM
copies’, which are temporary electromagnetic copies that appear as a matter of
course each time a computer program or file is used.”
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Exclusive rights and their limits The Act grants copyright owners exclusive
rights in their works, including rights to make copies, distribute them,
prepare derivative works, and authorise others to do so.”* Anyone who
violates any of these rights, or assists or encourages someone to violate
them, is liable for copyright infringement.”” The most obvious limit on
these exclusive rights is the term of protection. Congress has power to grant
protection only for ‘limited times’ as stated in the constitutional provision.
The 1790 statute granted a fourteen-year term with possible renewal by one
additional term. Plaintiffs in the recent Eldred v. Ashcroft’® case argued that
the Sonny Bono Copyright Term Extension Act exceeded congressional
power in several respects. In deferring to Congress, the Court rejected the
argument that a potential 120-year term crossed the constitutional boundary
of ‘limited times’.””

Perhaps the most elusive limitation is expressed in the doctrine that copy-
right protects original expressions but not the ideas found in those expres-
sions. In short, ideas fall into the public domain.”® Despite the inherent
difficulty of distinguishing between an idea and its expression, courts must
locate the hazy line because it is the only way to reconcile copyright’s ‘two
competing societal interests . . . namely, rewarding individual ingenuity, and
nevertheless allowing progress and improvements based on the same subject
matter by others than the original author’.”” Copyright’s distinction between
ideas and expressions rises out of the fundamental belief in a marketplace of
ideas and the corollary that progress depends upon public access to the ideas
and other knowledge embodied in protected expressions.

Drawing the boundaries of copyright protection for computer software
raises special difficulties because a program is fundamentally a utilitarian
process or system. Since the 1980 amendment to the Copyright Act, there has
been no question that computer programs are copyrightable material.'”
Nonetheless, some software, in whole or in part, may be ineligible for copy-
right protection because they lack originality or because the limited ways of
embodying an idea brings the merger doctrine into play. Software can lack
originality in two ways. First, the entire programs may be so simple or so
common that it does not satisfy the Feist Publications level of minimal
originality. Second, the source code in programs components may reflect
industry standard routines or modules such as operating system interfaces
that are not original.

Indeed, despite the 1980 addition of section 117, software by its very nature
seems to overstep the traditional boundary of copyright protection now
found in section 102(b), which denies protection to a ‘process’, ‘system’, or
‘method of operation’. In seeking to mediate this tension, courts have recog-
nised that software designers and programmers usually have numerous ways
to accomplish a given task.'®' This creates a space for creativity, which results
in a work that has some elements of originality embedded in a process or
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system. It is those elements that merit copyright protection. The leading deci-
sion is Computer Associates International v. Altai,'** in which the Second Circuit
Court of Appeals called for a process of filtering out the unprotectable elements
of the software. Those elements can include, at one extreme, ideas instant-
iated in the program’s design and, at the other extreme, the scenes a faire —
standardised modules or stock protocols of machine code — employed by the

103
programmers.

The right to make copies The exclusive right to copy includes more than
protection from the making of identical duplicates such as photo or digital
copies. It also prohibits others from making ‘substantially similar’ reproduc-
tions, whether ‘by imitation or simulation’. The expansive scope of the right
to copy has required courts to resolve two issues when determining whether
copying has occurred.

First, courts must determine whether copies were actually made because
even identical musical compositions or software routines, for example, could
have been produced independently. In the absence of direct proof of copying
such as the infringer’s admission or eyewitness testimony, the decisions turn
on circumstantial evidence. ‘If there is evidence of access and similarities
exist, then the trier of fact must determine whether the similarities are
sufficient to prove copying.”'**

Second, if copying is established, courts must then decide whether the copy
included enough material from the protected work to constitute ‘unlawful
appropriation’.'”” In order to resolve this issue, the protected work must be
parsed by separating the elements that are protected expression from those
that are not. Courts have found, for example, that the scénes a faire doctrine
excludes from copyright protection the stock elements of ‘computer software
that have been dictated by external factors, such as hardware standards and
mechanical specifications, software standards and compatibility require-
ments, computer manufacturer design standards, target industry practices
and demands, and computer industry programming practices’.'’®

Moreover, one court has recognised ‘that the scénes d faire doctrine may
implicate the protectability of interfacing and that this topic is very sensitive
and has the potential to affect widely the law of computer copyright’.'”’
Although no court has addressed this question directly, the well-known Sega
Enterprises Ltd. v. Accolade Inc. decision'® involved reverse engineering and,
with it, copying in order to identify application program interfaces (APIs)
which the defendants needed to write game programs that would run on the
SEGA system. The court determined that Accolade’s copying did not infringe
SEGA’s copyright in the operating system, noting that Accolade’s games com-
peted directly with those of SEGA and its licensees. These and other limitations
on the exclusive right to copy reflect the crucial importance of access to
information for encouraging add-on innovation produced by competitors.
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The right to distribute copies As a practical matter copying must precede
distribution of copies. But the two rights are independent and, as a result,
either duplication or distribution alone can constitute infringement. A sepa-
rate right of distribution allows for contributory or vicarious infringement
claims against third parties who need not themselves have made copies. In
A&M Records v. Napster Inc.'” for example, the court held that plaintiffs
established a prima facie case of contributory and vicarious infringement by
showing that Napster knowingly made it possible for its users to infringe
copyrights by copying MP3 files of protected musical performances. Napster
itself engaged in no copying.

Nonetheless, there are limits to the exclusive right to distribute copies,] 10
particularly when distribution takes the form of performance or display. In
addition to limited rights given to educational, religious and charitable
organisations, Congress has imposed compulsory licensing in limited cir-
cumstances, including some cable and satellite transmission, and ‘cover’
recording rights to some musical compositions that have been previously
recorded. It must be emphasised that compulsory licensing in the United
States is limited to very narrow confines.'"'

First sale or exhaustion doctrine

First endorsed in the Supreme Court’s Bobbs-Merrill Co. v. Straus''* decision
and then codified in section 109(a) of the 1976 Copyright Act, the ‘first sale’
or ‘exhaustion’ doctrine appears to be the most significant limitation on the
distribution right. The doctrine states that the first sale of a protected work
exhausts the copyright, entitling the buyer of the particular copy to ‘sell or
otherwise dispose of possession of” the copy without the copyright holder’s
permission. As we show later in this chapter, the exhaustion doctrine coin-
cides with US antitrust policy’s limitations on manufacturers’ rights to
control distribution of their goods. Moreover, in the recent Quality King
Distributors Inc. v. L’Anza Research International Inc. decision,'” the
Supreme Court applied the exhaustion doctrine to deny a copyright owner
the ability to prohibit unauthorised imports. But the exhaustion doctrine
itself has a severe limitation: when a transaction takes the form of a licence
rather than a sale, courts have declared that the copyright is not exhausted
because there has been no ‘sale’.''* In practice, then, virtually all agreements
to transfer information goods — software licensing agreements are the best
example — escape the strictures of the ‘first sale’ doctrine simply because they
are usually drafted as licences rather than sales.

The right to create derivative works The right to distribute sometimes
implicates the independent right to create derivative works. In Mirage
Editions v. Albuquerque A.R. T.,'" for instance, the defendant scissored
images of an artist’s work out of a copyrighted book, glued them onto
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ceramic tile, and distributed them for sale in shops. The court found that the
decorative tiles were derivative works that infringed the copyright even
though no copies had been made.''® But some commentators and courts
have rejected the approach taken in Mirage Editions. The Lee v. A.R.T. Inc.
decision,""” for one, has read the Act’s section 101 definition of ‘derivative
works’ to require the addition of new copyrightable material to the original
work. In its view, the decorative tiles did not add new copyrightable material
and thus were not derivative works but only permissible displays of the
original work.""®

This disagreement over the nature of derivative works can be understood
as a conflict in views of the proper balance between the property rights and
competition policies underwriting copyright protection. On the one hand,
extending copyright to include the exclusive right to produce the tiles and to
gain profits made from the tiles, especially when they do not reflect creativity,
recognises that the tiles” value derives from the spark of originality seen in the
artist’s copyrighted book. Should the benefit not go to the original artist as
part of the ex ante incentive structure to encourage just such creative work?
On the other hand, do such benefits, likely unanticipated and certainly
attenuated, really produce ex ante incentives? Can such benefits be expected
to have had any impact on the artist’s earlier creative activity? If not, then
shouldn’t the profits go as ex post incentives to the tile producer and to others
who make and sell new artefacts that attract buyers’ dollars? Does this activity
harm the artist by allowing a competitor to free ride on his originality? It
seems that there is free riding but no harm to the artist from introducing
products to a market that the artist had no intention of entering. Is not this
harmless free riding an important part of the public benefit expected from
copyright protection? The disagreement in a nutshell: what is it that encour-
ages innovation in these situations — the ex ante incentives of private property
rights or the ex post of competitive markets? The Mirage Editions decision
results in an extended IPR, while the Lee decision broadens the scope of the
public domain and, with it, incentives to compete.''” At least on these facts,
the Lee decision seems more sensible.

Courts have reached divergent conclusions in video game cases involv-
ing claims of derivative works. In Midway Manufacturing Co. v. Arctic
International Inc.,'*" for example, the owner of copyrights in video games
brought an infringement action against the seller of printed circuit boards for
use inside the owner’s video game machines, alleging that the defendant’s sale
of two circuit boards that sped up the rate of play of copyrighted video games
infringed the plaintiff’s copyrights in such video games by altering the
characteristics of the displays. The Seventh Circuit Court of Appeals con-
cluded that the speeded-up video game was a derivative work and held that
selling the defendant’s circuit boards infringed the plaintiff’s copyrights. In
the course of the opinion, the court expressed concern that the new circuit
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boards displaced the originals and, hence, competed directly with them,
thereby depriving the owner of revenues rightly derived from the copyright.
In a similar case, Lewis Galoob Toys Inc. v. Nintendo of America Inc.,'”! the
manufacturer of copyrighted game cartridges brought an infringement
suit against the manufacturer of ‘Game Genie’, a piece of hardware placed
between the game device and the game cartridge, which enabled the player
to alter features of the manufacturer’s copyrighted games. But here, the
Ninth Circuit concluded that audiovisual displays created by ‘Game Genie’
were not derivative works. As a result, the copyright owner did not have a
claim to the revenues produced by the new hardware middleware.'*” The
court put great weight on the fact that ‘the Game Genie cannot produce an
audiovisual display; the underlying display must be produced by a Nintendo
Entertainment System and game cartridge’. In sharp contrast to the Midway
Mfg. decision, this court determined that Nintendo was not entitled to profits
from a device produced to work with its video game hardware.

Perhaps the two decisions can be rationalised by the nature of the allegedly
derivative work. In Midway Manufacturing, the new circuit boards were
permanent components of the game machines that displaced the originals
while in Lewis Galoob Toys, the new hardware was temporary, supplementary
and did not replace any original components. Extending the copyright
monopoly in the latter case would restrain all competition in add-on inno-
vation that connected to the game machine and would amount to some-
thing more akin to a blocking patent, whose broader scope is consistent with
patent law’s more rigorous requirements for protection. Indeed, recognizing
the fact that it was the video display images that were protected suggests that
the Midway Manufacturing decision might have extended copyright protec-
tion to subject matter more appropriately placed under the patent law
regime.

Nonetheless, the two decisions illustrate the uncertainty engendered by
copyright infringement claims involving both hardware and software goods,
uncertainty resulting from difficult questions about the proper ratio of
protection to access. The questions are difficult because courts are asked to
shape, based upon deeply imperfect information, IPR protection that will
best encourage innovation first by parsing the factual circumstances of the
case to determine the innovation incentives at issue and then by balancing
ex ante incentives of private property rights with ex post incentives of com-
petitive markets in light of the circumstances.

Defences to infringement claims The Copyright Act sections 107-118 and
507 enumerate a series of defences, most prominent among them the fair use
doctrine found in section 107. In addition, there are a number of non-
statutory defences.'”” This section addresses the statutory defence of fair
use and the evolving judicial doctrine of copyright misuse.
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Fair use

The most prominent defence to copyright infringement is the fair use doc-
trine, which originated in the courts and was codified in the 1976 Copyright
Act. The doctrine holds that unauthorised copying is permissible when the
material is used in certain limited ways. Fair use is not a compulsory licence
because no royalties must be paid. Rather, activities such as news reporting,
teaching and research that make unauthorised use of copyrighted materials
are permitted because they are seen as producing important public benefits.
Courts are instructed to determine fair use by considering a specific set of
factors.'** Two well-known cases involved excerpts from President Gerald
Ford’s memoirs for critical commentary in The Nation magazine and bor-
rowing of characters and scenes from Gone with the Wind for retelling from a
slave’s perspective in The Wind Done Gone.'””

Still it is the lesser-known cases about new duplication technologies that
have produced broad legal and financial ramifications. In Sony Corp. of
America v. Universal City Studios Inc., for example,126 Sony was accused of
contributory infringement by selling its VCRs. Sony avoided liability because
the Supreme Court declined to find direct infringement in Sony customers’
private videotaping of television programmes at issue. Although unauthor-
ised, the home videotaping constituted fair use when done for the purpose of
time-shifting.'”” The Court reasoned that the benefit of increased public
access required ‘the copyright holder to demonstrate some likelihood of
harm’ — something plaintiffs failed to do. Analogising to patent cases, the
divided Court ‘recognised the critical importance of not allowing the [copy-
right holder] to extend his monopoly beyond the limits of his specific grant’,
noting that a successful infringement claim and injunction in those circum-
stances would likely lead to ‘a continuing royalty pursuant to a judicially
created compulsory licence’. The four dissenting Justices insisted that Sony
was a contributory infringer because ‘the primary purpose or effect’ of the
VCR was to enable direct infringement. The majority’s approach took into
account the public benefit of increased dissemination and rightly created a
presumption of fair use that called for the plaintiffs to prove economic harm.
The dissenters, in contrast, seemed to apply a Lockean notion of property
rights out of step with the instrumentalist conception embodied in the
constitutional and statutory provisions.

Sony of course would become an insignificant player when the VCR
market tipped toward the competing VHS format technology, leaving
Sony’s Betamax machines on the shelf. Tipping can occur when incompatible
systems such as VHS and Betamax or sponsors of rival networks such as
Internet Explorer and Netscape Navigator users compete in markets that tend
toward winner-take-most outcomes. Such markets tip when a network of
linked users or a system of complementary products becomes more attractive
as its user base increases in size. A larger telephone network, for example, is
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more attractive than a smaller rival to both current and potential users simply
on account of its size. Sony Betamax machines lost consumer appeal because
both VHS machines users and pre-recorded tape renters increased more
quickly than their Betamax counterparts. The market process created a
positive feedback loop that made each element of the system — the pre-
recorded tapes and the VCRs — increasingly more attractive to current and
prospective users as demand for the other element expanded. Although
consumers benefit from the innovation produced in the standardised envi-
ronment of a common platform such as Internet Explorer, VHS format or
Windows operating system, the impact of system and network effects on both
property rights and market competition raises several difficult questions
about the fair use doctrine. The questions emerge because customers are to
some extent locked in to the system as the result of the perceived costs of
switching to the rival system. Switching from VHS to Beta format pre-
recorded tapes, for example, would require the purchase of a Beta format
VCR. The high switching costs would tend to lock in the customer base,
which would likely increase the revenues of IPR holders far beyond those
gained from sales that do not involve networks of linked users or systems of
complementary products.'*®

Both courts and commentators have recently addressed questions about
the proper scope of fair use doctrine in cases involving computer software. In
the Accolade decision,'”’ for example, the influential Ninth Circuit Court of
Appeals concluded that Accolade’s duplication of copyrighted game pro-
grams in order to reverse engineer Sega’s Genesis game console was fair use
under the circumstances. It was fair use because Accolade’s purpose was to
study the decompiled software in order to develop original game programs
that were compatible with Sega’s Genesis game console. What other alter-
native, the court asked, did the program developers have to learn the interface
requirements? Although there was substantial copying, the court was per-
suaded that fair use permitted the reverse engineering needed to engage in the
competitive activity of creating new games. The games themselves did not
include portions of Sega’s protected work. The decision can be understood as
allowing access to the interoperability information needed to encourage the
innovation that leads to intra-system competition. In light of the network
and system effects involved, denying access to the information presented the
danger of overcompensating Sega, overprotecting the copyright and, as a
result, an incentive to overinvest in the system and its components. A
corollary danger would be an entry barrier to intra-system competition
leading to underinvestment by independent game producers. Finally, IPR
overcompensation would send signals soliciting overinvestment in inter-
system competition because potential rivals to Sega’s Genesis system would
view the possibility of higher returns from broad IPR protection in network
industries as a rationale for taking greater risks. The ultimate public cost
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would be misallocation of capital resources in affected innovation and tech-
nology markets, adding air to speculatory bubbles of the sort seen in the
1990s.

Copyright misuse

Unlike its patent counterpart, copyright misuse is entirely a creature of the
courts. Although the twin misuse doctrines differ in some respects, they share
the fundamental rationale that an owner’s strategies to extend his IPR beyond
the statutory grant can constitute misuse. As with patents, when a court finds
copyright misuse, the remedy is an injunction against enforcement of the IPR
until the misuse is abated and its effects eliminated.

It is important to note that unlike patent misuse, the copyright doctrine is
not uniformly recognised. The Fourth Circuit’s Lasercomb America'™ deci-
sion was the first to endorse copyright misuse doctrine, followed some years
later by two sister circuit courts of appeal."”’ The court concluded that an
overly broad non-competition provision forbidding the licensee to develop
any competing software for 99 years, whether or not it infringed the copy-
right, would be an ‘egregious’ extension of the statutory IPR. The provision
was seen as an attempt to restrain competition beyond the bounds of copy-
right exclusion. The decision raises two points of particular interest. First, the
court ordered the injunction despite the defendants’ flagrant infringement
and fraudulent practices to conceal the conduct. Given circumstances sup-
porting equitable defences of ‘unclean hands’ all around, it was surprising
that the court nonetheless granted equitable relief. Second, even though the
court recognised that the plaintiff’s non-competition clause might offend the
antitrust prohibition against leveraging monopoly power, the opinion expli-
citly distinguished between copyright misuse and antitrust violations. The
upshot was the court’s refusal to interject antitrust’s ‘rule of reason’ into
misuse doctrine. In this respect, the resulting misuse doctrine imposes
stricter constraints than antitrust on strategic behaviour to exploit IPR."*”

The Lasercomb decision remains the most influential statement of the
copyright misuse defence.'”” Nonetheless, because the defence is still devel-
oping, it is useful to pause long enough to note the scholarly debate provoked
by the opinion’s view of copyright misuse as entirely independent of anti-
trust. One side has criticised the Lasercomb decision, pointing to patent
misuse doctrine as the appropriate approach. As discussed in the report’s
patent section above, Congress enacted legislation to conform the patent
doctrine to antitrust, at least so far as the requirement that the defence is
available only when the misuse is shown to have anti-competitive effects. This
makes sense, it is argued, because misuse doctrine is intended to limit the
IPR and its exclusion of competition to its statutory bounds. Misuse then
should call for some evidence of impermissible restraint of competition.
Indeed, Congress amended the Patent Act in 1954 by adding precisely that
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requirement. The other side agrees with the Lasercomb approach, arguing that
copyright misuse and antitrust reflect different concerns about the compe-
titive process. Copyright misuse calls for close scrutiny of strategies to extend
a limited statutory grant of exclusionary power because of the clearly instru-
mentalist character of copyright. The access to knowledge and use of ideas
that constitute the public benefit of copyright must be closely guarded from
the harms of overextending the private rights of exclusion. Moreover, a
strong misuse doctrine minimises the public cost of overinvestment that
follows overcompensation in well-functioning markets. Indeed, the bright-
line doctrine and limited remedy of an injunction against enforcing the
copyright combine to create a clear disincentive to those copyright holders
who would engage in conduct seeking to extend their statutory grant.

Throughout both patent and copyright doctrines, notwithstanding their
differences, the constitutional foundation for these intellectual property
rights calls for an approach toward encouraging innovation that recognises
the importance of both exclusive rights and public access. Certainly, the
relative weights accorded private rights and public access reflect differences
in kind between copyrightable expressions and patentable functions —
patent’s strong description and enablement requirements and its constricted
doctrine of misuse, copyright’s minimal requirement of originality and its
expansive doctrine of misuse, patent’s more substantial originality require-
ment and copyright’s recognition of a fair use defence, and copyright’s
thinner coverage but lengthier term. Throughout, Congress and the courts
have been authorised by the Copyright and Patent Clause of the US
Constitution to shape and allow the grant of exclusive rights that provide
public access to the knowledge produced and that limit competition no more
than necessary to encourage innovation.

C. Common law origins: trademarks and trade secrets

The common law origins of trademark and trade secret protections are
reflected in their goals, which differ markedly from those of patent and
copyright. The Copyright and Patent Clause of the US Constitution mandates
that congressional legislation ‘promote the Progress of Science and the useful
Arts,” although some court opinions and congressional legislation have raised
doubt about their fidelity to the Constitution’s utilitarian ethic. The common
law protections, in contrast, have always been associated with a variety of
public policies. For example, both trade secret and trade name rights have
sometimes been characterised not in terms of property protection but rather
by a moral rubric of wrongfulness associated with the common law tort of
unfair competition. Moreover, many states have adopted statutes that typi-
cally codified the pre-existing common law. Finally, there is a federal statu-
tory overlay: the Lanham Act of 1946 supplements state trademark laws and
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the Economic Espionage Act of 1996 renders trade secret misappropriation a
federal crime.'™

1. Trade secrets and competition policy

Each of the United States protects trade secrets. Protection originated in the
common law tort of misappropriation, which is reflected in the still influential
Restatement of Torts (1939) sections 757 and 758. Today, approximately forty
state legislatures have enacted the Uniform Trade Secrets Act (1979).'” Yet
another cited source of doctrine and policy is the Restatement (Third) of
Unfair Competition (1994). Although these three renditions of trade secret
principles differ in some respects, they are all in agreement that a trade secret
claim has three elements. First, to be eligible for trade secret protection, the
information must have some economic value to the claimant. Note that a
claimant need prove neither novelty nor non-obviousness, distinguishing trade
secrets, at least in theory, from copyright and patent protections. Second, the
claimant must show that the defendant misappropriated the information.
Misappropriation can be shown in two ways — either by a breach of a confidential
relationship or by a wrongful act such as deception or theft. It is this element that
establishes trade secret protection as a tort of unfair competition. Third, the
claimant must establish that reasonable precautions were taken to prevent
disclosure of the secret. The secrecy element obviously conflicts with the public
policies of disclosure associated with patent and copyright protection.

This section begins with discussion of the public policies underlying trade
secret protection and then goes on to a description of eligible subject matter
and conduct of misappropriation. As we shall see, the differing views taken of
public policy underlying trade secret protection have had significant impact
on the extent of protection and kind of remedy granted to claimants.

The public policies underlying trade secret protection The US Supreme
Court has been called upon to apply state trade secret laws in numerous cases.
On two of those occasions, the Supreme Court has described trade secret
protection as promoting two different goals. The prominent Kewanee Oil
Co. v. Bicron Corp."”® opinion observed that the property rights reflected in
‘trade secret law will encourage invention in areas where patent law does not
reach’."”” But in the often cited E. I. DuPont & Co.v. Masland'® decision, the
Court observed that ‘the law makes some rudimentary requirements of good
faith . .. Therefore the starting point for the present matter is not property . . .
but that the defendant stood in confidential relations with the plaintiffs.'*”
Judge Richard Posner has written that these alternative tort and property
conceptions of trade secret protection ‘are better described as different
emphases. The first emphasises the desirability of deterring efforts that have
as their sole purpose and effect the distribution of wealth from one firm to
another. The second emphasizes the desirability of encouraging inventive
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activity by protecting its fruits from efforts at appropriation that are . .. not
productive activities.”'*"

Despite the frequent articulation of two policies, the incentive to invent is
better understood as merely coincidental to trade secret protection because
claimants are not required to prove innovation. Rather, they must prove only
commercial value or business advantage, which can result from any number
of activities, including but not limited to invention. It is more correct then to
say that encouraging innovation is a desirable by-product of trade secret
protection, which expresses a primary commitment to a Lockean conception
of property as the rightful result of one’s labour and thus the necessary
condition for fair competition. In contrast to copyright and patent protec-
tion, courts and policy makers are not called upon to determine a level of
protection that optimises ex ante incentives to invent. Rather, they are asked
to make an ethical determination whether an accused party is a free rider in
the extreme case — someone who has engaged in conduct akin to theft, fraud,
or abuse of trust.

There are times when state protection of trade marks or trade secrets
overlaps federal protection of copyrights or patents. At those junctures,
questions of federal pre-emption can arise. Under the Supremacy Clause of
the US Constitution, state laws are invalidated when they interfere with the
goals of patent, copyright or other federal regulation. ‘States may not offer
patent-like protection to intellectual creations which would otherwise remain
unprotected” under the patent statute."*' The tension is greatest in the
relationship between trade secrets and patents because encouraging conceal-
ment of potentially patentable inventions conflicts directly with patent pol-
icy’s principal goal of encouraging dissemination of knowledge. The upshot
is a patent law that disfavours trade secrets. This attitude can be seen, for
example, in the judicial doctrine that permits a later inventor to patent the
subject matter of a prior inventor’s trade secret.'*”

Even in cases where federal regulation does not control the entire field,
courts have often found an implied congressional intent to leave the area free
of all regulation. State attempts to regulate in those areas are thus invalid."*’
But state protection of intellectual property does not always conflict with its
federal counterparts. In Kewanee Oil Co., for example, the Supreme Court
upheld a trade secret law that prohibited disclosure of the plaintiff’s indus-
trial device which was no longer eligible for patent protection.'** As the
remainder of this section describes, common law rights and their statutory
supplements play important roles in US intellectual property protection.
Indeed, a study in 1994 showed that trade secret protection is especially
important for small businesses."*’

Eligible subject matter The prominent Fourtek opinion,'*® written by a
federal circuit court judge to determine state law, provides a good discussion
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of the requirements for trade secret protection. Beginning with the Texas
courts’ reliance on the Restatement of Torts section 757, the court declared
that the trade secret claimant must first prove secrecy by showing reasonable
efforts to maintain the information’s confidentiality. Then, the opinion
continued, the court must balance three ‘equitable considerations’ taken
from evidence presented by the claimant: the information’s value, its cost
of development and, finally, the flagrancy of the misappropriation. The
Fourtek court concluded that ‘it seems only fair that one should be able to
keep and enjoy the fruits of his labour ... [T]his is an area of law in which
simple fairness still plays a large role.” Echoing the Supreme Court’s Masland
decision, this modern opinion is more clear than most on the Lockean
justification for trade secret protection and, by implication, on the impor-
tance of fairness to the process of competition.'*’

(i) Secrecy

Claimants must make reasonable efforts to protect the secrecy of their
information or ideas from competitors and others. The court in Rockwell
Graphic Systems Inc. v. DEV Industries Inc. for example,'*® observed that
‘[Plerfect security is not optimum security.” In that case, Judge Posner
concluded that legends stamped on each item and confidentiality agreements,
although unevenly enforced, could reflect a reasonable effort to maintain
secrecy, even though ‘tens of thousand of copies ... [were] floating around
outside Rockwell’s vault’.'*” Certainly it has long been recognised that com-
puter hardware and software are eligible for trade secret protection.
Regardless of the Fourtek and Rockwell Graphics holdings that public sale
need not compromise secrecy, however, courts have disagreed over the
impact of public sale on software secrecy.'”’ Those cases reflect the difficulty
of determining the extent to which commercial circumstances can defeat
claims of secrecy.

Two recurring sets of circumstances that can negate secrecy in computer
software cases involve knowledge that is ascertainable from inspection of
commercially available goods and information that is generally known or
easily ascertainable to competitors in an industry.

As for knowledge that is ascertainable from inspection of commercially
available goods, computer software raises special questions because software
is even more difficult to inspect than a physical object like a DVD drive, an
LCD monitor, or an ergonomically designed chair. In Data General Corp. v.
Grumman Systems Support Corp. for example,””' the court upheld a jury
verdict of misappropriation of trade secrets contained in object code form
of the claimants’ software because object code ‘is essentially unintelligible to
humans’ and thus not ascertainable from inspection.'”* The conclusion was
that the defendants, who had no authorisation to access the information,
must have misappropriated it."”> The holding suggests that distributing
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object code widely does not itself compromise secrecy. If the claimant
instead distributes the source code — that is, the lines of code written in a
particular programming language and therefore intelligible by computer
programmers — then the decision would be more difficult. In such circum-
stances, some reasonable effort to maintain secrecy would more likely be
required because inspection would yield the software’s secrets to someone
knowledgeable in the particular source language. With reasonable precau-
tions taken, it would be conduct of misappropriation rather than any novelty
or non-obviousness that would inform an entitlement to trade secret pro-
tection. In these circumstances, it is less the value of the misappropriated
scheme than the unfair method of competition that would persuade a court
to protect the claimant’s system.

Nor can a trade secret consist of information that is readily ascertainable or
generally known to competitors in an industry.'”* One court has held that
the basic organisational concepts for a computerised price quote system were
entitled to trade secret protection if the particular organisation was not
generally known in the industry.'” This circumstance presents an implicit
question about the relationship between secrecy and uniqueness or novelty.
On the one hand, an idea that occurred to someone else or even one that is
being used by another does not negate secrecy. On the other hand, a trade
secret, according to one court, must ‘possess at least that modicum of
originality which will separate it from everyday knowledge’.'”® Another
court has suggested that a ‘trade secret may be no more than “merely a
mechanical improvement that a good mechanic can make”’."”” Apparently,
a trade secret need not be unique or novel so long as it is not common
knowledge. In this light, trade secret protection takes on the appearance of a
tort of unfair competition by misappropriation rather than a property right
to spur competition by invention.

(ii) Commercial value

If a trade secret claimant need not prove novelty or non-obviousness, how
does she establish commercial value or business advantage? One commenta-
tor suggests that ‘value is seldom a practical issue in trade secret cases ...
[because] ... the high cost of enforcing [them] suggests that plaintiffs will
only commence litigation concerning information of considerable value’."”
Where value has been an issue, plaintiffs have offered either direct evidence of
the information’s value or, failing that, evidence of development costs or even
efforts to maintain secrecy.159 In the Fourtek case, already discussed, the
claimant offered both sorts of evidence — not only that its zinc recovery
process produced higher quality carbide from cobalt carbide drilling bits
but also that the development costs were high. The Rockwell Graphics opin-
ion, also mentioned above, observed that the greater the efforts to maintain
security, the more valuable the secret. In this light, it is clear that both
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decisions promote investment rather than invention. Certainly it was proof of
investment that was called for.

The question of commercial value also arises in the remedy stage of a
misappropriation suit. What should the court award a successful claimant?
Here courts have applied a consistent standard, whether awarding royalties,
damages or injunctive relief. That standard follows the so-called ‘head-start’
theory. In K-2 Ski Co. v. Head Ski Co. for example,“’o the court limited the term
of an injunction to the period of time it would have taken the misappropriator,
‘either by reverse engineering or by independent development, to develop its
ski legitimately without use of the K-2 trade secrets’. Monetary damages,
limited to the lead time advantage lost by the claimant, have been awarded to
equal either the loss suffered or the gain realised, whichever is greater.'’

But a controversial issue has appeared in contract cases involving trade
secrets that have fallen into the public domain. In Warner-Lambert
Pharmaceutical Co. v. John J. Reynolds Inc.'” for example, the pharmaceutical
company sought a judgment declaring void its 1881 agreement to pay royalties
for the ‘Listerine’ formula, once but no longer a trade secret. The company
argued that trade secrets were limited, just as patents and copyrights, to their
terms. For a trade secret, the term is the period of secrecy. The court rejected the
argument, stating that ‘parties are free to contract with respect to a secret
formula or trade secret in any manner which they determine is for their own
best interests’.'®” As a result Warner-Lambert was obliged to continue royalty
payments for a formula that ‘has gradually become a matter of public knowl-
edge’. Here, the court insisted on the importance of freedom of contract to
commercial enterprise, regardless of the disappearance of commercial value to
one of the parties. But other state courts have agreed with Warner-Lambert’s
position; and the newest Restatement of Unfair Competition suggests that such
agreements should be unenforceable.'®* It should be recalled that federal courts
have held agreements to extend a patent or copyright beyond its term misuse
and thus illegal per se because such agreements ‘project ... monopoly power
beyond the patent [or copyright] period’.'®” As we saw in both the patent and
copyright sections, however, courts have permitted parties to ‘contract around’
another boundary of federal grants — the exhaustion doctrine and thereby
extend exclusionary rights beyond the first ‘sale.’” It is evident that courts
have not been consistent in their views of the relationships between public
policies reflected in intellectual property protection and those expressed in
individual freedom of contract. That inconstancy is seen again in court atti-
tudes toward anti-trust law, which are discussed later in the report.

Misappropriation

At the core of trade secret protection is an ethical judgment about fair
competition: Gaining a commercial advantage by unfair means corrupts the
process of competition and undermines its goals. Misappropriation through
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wrongful conduct can occur in two situations. First, a trade secret may be
learned by someone who has no relationship with the trade secret holder. In
such cases, courts will grant a remedy when the accused obtained the trade
secret by improper means. Second, a trade secret may have been disclosed
to the accused misappropriator in the course of employment or in a com-
mercial relationship. If the accused then uses the properly obtained informa-
tion to his own commercial advantage, he will be subject to liability for
misappropriation if the court finds that he has breached an obligation of
confidentiality.

(i) Improper means

Certainly trade secret laws condemn criminal acts such as fraud, theft, wire-
tapping as well as tortious forms of industrial espionage. But courts have
taken a much broader view of trade secret acquisition by improper means, a
view that takes in conduct calculated to overcome reasonable efforts
to maintain secrecy. In the leading case on the subject, E.I. duPont de
Nemours & Co. v. Rolfe Christopher,“’(’ the court determined that aerial
photography of plant construction was an improper means because it fell
‘below the generally accepted standards of commercial morality and reason-
able conduct ... [O]ur ethos has never given moral sanction to piracy.” The
evidence of improper means need not be direct. In Pioneer Hi-Bred
International v. Holden Foundation Seeds Inc. for example,lw the court
found misappropriation based on evidence of strict confidentiality proce-
dures and three scientific tests of genetic similarities whose results were
offered to show a low probability that the accused infringer’s hybrid seeds
had been developed independently.

But not all unauthorised acquisitions or disclosures are improper. There
are a number of proper ways for competitors to acquire trade secrets, most
notably by reverse engineering.'®® This behaviour is seen as fair competition,
according to the Restatement of Torts, section 757(1), when ‘starting with the
known product and working backward to find the method by which it was
developed. The acquisition of the known product must ... be by a fair and
honest means, such as purchase of the item on the open market.” Although
reverse engineering usually requires more ingenuity than acquisition by, for
example, industrial espionage, there is still a faint odour of unethical conduct.
Why permit it? Some have explained the reverse engineering defence as an
incentive for inventors to choose patent protection, which does not allow
reverse engineering nor most experimental use.'®” Favouring patent over
trade secret protection would reflect, in this view, a preference for public
disclosure and a 20-year period of exclusivity to secrecy and an unlimited
term. Each form of protection reflects its own balance between the incentives
to innovation embodied in exclusivity and competition, private rights and
public access.
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(ii) Confidential relationship

Even if the trade secret has been properly obtained, it may still be misappro-
priated if it is improperly used or disclosed. Perhaps the most extreme state-
ment of the tortious nature of misappropriation by violating a confidence is
found in Franke v. Wiltschek: ‘It matters not that the defendants could have
gained their knowledge from a study of the expired patent and plaintiffs’
publicly marketed products. The fact is they did not. Instead they gained it
from the plaintiffs via their confidential relationship, and in doing so
incurred a duty not to use it to plaintiffs’ detriment. This duty they have
breached.”'”’ Duties can arise from promises made in the course of confi-
dential relationships. Even if there is no express promise, courts are predis-
posed to ‘find” an implied promise in certain kinds of relationships, including
employment relationships and those with customers or joint venturers. In the
influential Dravo Corporation decision,'”" the court found that an implied
duty of confidentiality with respect to secret blueprints and patent applica-
tions arose out of negotiations to sell a business. The prospective buyer
breached the duty and misappropriated the information when he used it to
start a competitive business.'””

Courts have had greatest difficulty resolving claims of misappropriation by
current or former employees. In a high-tech industry, the typical written
employment agreement includes the employee’s promises to assign owner-
ship of inventions to the employer, not to disclose confidential information,
and, upon departure, neither to compete with the employer nor to recruit
other employees. For the employer, the thread of concern running through
these provisions is the danger of losing a competitive advantage, often in the
form of trade secrets. In such cases, courts must balance ‘competing public
policies’. On one side is a recognition that the court should protect the
‘business person . .. from unfair competition stemming from usurpation of
trade secrets’, and on the other the belief that the court should also permit ‘an
individual . . . to pursue unhampered the occupation for which . .. she is best
suited’.'”” In consequence, courts are careful to assure that the agreements are
no broader than necessary to protect the employer’s interests — much like the
limitations imposed on licensing agreements.'”* Yet again, courts are seeking
to balance the property rights of trade secret holders and the public interest in
market access and competition.

2. Competition policy and protection
of trade marks and trade names

Like its trade secret counterpart, trade mark protection'”” finds its origins in
the common law tort of unfair competition. It is not surprising, then, that
both common law protections do not exist outside the domain of competi-
tion. A device is not eligible for trade secret protection unless the claimant
can show commercial or business advantage and, to obtain a remedy, some
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injury to that competitive advantage. Neither can a trade mark exist outside
commercial activity because a mark to identify goods has no function absent
the sale of goods. ‘Palming off” goods can occur only if other trademarked
goods are being sold in competition. ‘[TThe right to a particular mark grows
out of its use, not its mere adoption’, declared the Supreme Court in United
Drug Co. v. Theodore Rectanus Co.,'’® ‘and it is not the subject of property
except in connection with an existing business.”'”’

Trade mark protection has more recently been justified as a mechanism to
correct market failure by decreasing consumer search costs — in particular, by
preventing mistake, confusion, and deception regarding the origin of goods.
Stated more broadly, trade marks help consumers in estimating the nature
and quality of goods before purchase —a particularly important function with
goods that cannot be easily inspected. A by-product of this public benefit is
the private benefit to business owners of protecting their commercial good-
will. As markets expanded in the last century, especially as mass retailing
displaced most face-to-face exchange, courts have come to view the functions
of trade marks more expansively, to include not only an indication of origin
but also a marketing device and a guarantee of quality.'”® In consequence,
trade mark law is seen as protecting both sellers and buyers, as serving both
private rights and public interests. The buyer’s interest is shared by the seller
to the extent that a competitor’s trademark infringement harms the seller by
misleading or confusing the buyer. Yet when the competitor’s conduct does
not confuse or deceive a buyer but still harms a seller, interests diverge and
may conflict. A good example of this ‘propertisation’ of the seller’s trade
mark rights is protection of the seller’s investment in promotions that have
failed or that have just begun. Here, the seller’s rights have nothing to do with
decreasing buyers’ search costs or protecting them from tortious conduct that
causes confusion. It is property protection of the seller’s investment plain and
simple.

Unlike the public policies underwriting patent and copyright protection,
none of the justifications for trade marks includes the encouragement of
innovation. The Supreme Court observed long ago that a trade mark does
not ‘depend on novelty, invention, discovery, or any work of the brain.
It requires no fancy or imagination, no genius, no laborious thought.”'””
But like trade secret law, trademark protection can be seen as encouraging
investment — here, in product advertising and promotion, and perhaps pro-
duct quality.'®

Since the pioneering work of economist Edward Chamberlin, economists
in the United States have disagreed about the effects on competition of brand
differentiation and, thus, of trade mark protection. Chamberlin offered the
strongest criticism, arguing that trade mark rights were barriers to competi-
tion that artificially differentiated products, raised costs, and created power
to raise prices for products that were often functionally identical. In this view,
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advertising and other forms of brand differentiation harm consumers. More
recently, a number of economists have come to believe that advertising
communicates useful information to consumers. Because advertising can
accomplish both purposes, it should come as no surprise that dissensus
persists regarding the economic role of trade marks and their impact on
competition.'®" The latter portion of this report will show that this ambiv-
alence is not reflected in the antitrust laws, which permit great latitude to
firms engaging in interbrand competition.

Acquiring state and federal protections ‘The United States has a “dual”
system of trade mark law. A firm can secure trademark protection under state
law, usually under state common law, or it can seek federal rights, under . ..
the Lanham Act, or both. The two are independent of one another.”'®? In
most respects, the federal and state protections share the same requirements,
the most basic being that the claimant actually use the mark in commerce.
Still, there are differences that make the federal trade mark law more than
simply a national registration system. The most significant are the national
reach of federal trade mark protection, trademark incontestability after five
years and, under section 43, a federal law of unfair competition that goes
beyond trade mark protection to prohibit false statements, conduct diluting
famous marks, and Internet cybersquatting of marks.

Establishing trade mark rights At common law and under the federal
system, two conditions must be met for trade mark appropriation. First, the
party claiming the mark must prove that she was the first commercial user of
the word, name, phrase, symbol, device, or logo. The second condition is the
mark’s distinctiveness. The federal system also requires registration with the
Patent and Trade Mark Office, a procedure in which an examining attorney
evaluates the application to determine whether the mark meets statutory
requirements.'*’

Priority of use

Under both the common law and the Lanham Act, a business person can lay
claim to a trade mark by priority of use. While the first use must be in
commerce, it need not be widespread because the ‘concept of priority is
applied ... on the basis of the equities involved’. That said, courts have
reached strikingly disparate views of the equities in different cases. For
example, the Third Circuit Court of Appeals in Natural Footwear Ltd. v.
Hart, Schaffner & Marx'® announced a bright-line test requiring sales to
no fewer than 50 customers and the Seventh Circuit in Schaffner & Marx,
Zazu Designs v. L’Oréal S.A'*” found inadequate a small number of sales over
the counter by a small retailer, the court concluding that a large firm’s
subsequent mass sales of goods with the same mark deserved protection on
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account of substantial unpublicised investments in product development.
But the Second Circuit in Blue Bell Inc. v. Jaymar-Ruby Inc.'*® suggested that
even one bona fide use would be sufficient and the District Court for the
Southern District of New York in G. D. Searle & Co. v. Nutrapharm Inc.'”’
found that shipments to an independent testing laboratory established use in
commerce. In a sharp departure from the common law, the Lanham Act
section 1(b), a 1989 amendment, permits federal registration of trade marks
when the applicant persuades the PTO that there is a ‘bona fide intent’ to use
the mark. Congress amended the statute to protect firms that have invested
heavily in developing and designing a mark only to discover that another firm
had already used it in commerce.

Both a lenient judicial standard for determining trademark use and the
1989 amendment can be justified as incentives to invest in trade marks. But it
must be recognised that this sort of ‘propertisation’ has nothing to do with
the traditional common law concern over consumer confusion and decep-
tion, or with the modern economic justification of decreasing consumer
search costs. Nor does it seek to protect a business from unfair competition.
But there may be another rationale in certain limited circumstances. In cases
like Zazu Designs, a more lenient standard might have protected a start-up or
small business whose early trade mark use was necessarily more confined,
from claims by a large firm seeking protection for exploratory investments in
product development that frequently do not see the light of day. There does
not seem to be a justification either in economics or in equity to prefer the
large firm, particularly in light of Lanham Act section 1(b), which invites
registration in those very circumstances. Indeed, both the economics and the
equities point toward protecting a trade mark based on the small firm’s bona
fide use in commerce.

Distinctiveness

The value of a trade mark is its distinctiveness, its ability to differentiate the
marked product’s origin from those of its competitors. Distinctiveness is a
measure of the relationship between the product and the mark that is affixed.
A mark is inherently distinctive when it communicates no direct information,
or very little, about the product itself. In this case, the mark’s sole function to
the public is identification of the origin — the brand name, such as Kodak or
Exxon. If, on the other hand, the mark simply describes the product — as
Bread or Wine, for example — then distinctiveness is entirely lacking and the
mark is deemed generic. Between the extremes of inherently distinctive and
generic marks are those that are somewhat descriptive but that can gain
distinction through public recognition after extended use. The policy under-
lying the requirement of distinctiveness for trademark eligibility ultimately
rests on the importance of market access and fair competition: the more
descriptive a mark, the more likely merchants will need it to describe their
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product, leading to the conclusion that no single merchant should be granted
a monopoly on the mark.

Courts have developed a typology for placing marks along a continuum of
distinctiveness. As stated in the landmark Abercrombie & Fitch (1976) opin-
ion, ‘“The cases ... identify four different categories of terms with respect to
trade mark protection. Arrayed in an ascending order which roughly reflects
their eligibility to trade mark status and the degree of protection accorded,
these classes are (1) generic, (2) descriptive, (3) suggestive, and (4) arbitrary
or fanciful. The lines of demarcation, however, are not always bright.” Generic
terms can never attain trade mark status and always remain in the public
domain. Descriptive terms can become eligible for trade mark protection if
the claimant proves that the term has developed a secondary meaning that
is stronger than the informational value — that is, the public has come to
recognise the term as a brand rather than as a description of the product. Even
misdescriptive terms such as Black & White for Scotch whisky, so long as they
are not deceptively misdescriptive, can develop a secondary meaning and
trade mark eligibility.

One distinction with particular legal significance is the line between
suggestive and descriptive terms because a suggestive term is protected on
first use but a descriptive term must develop a secondary meaning to attain
trade mark status. Although, for example, the trade mark Coppertone sug-
gests that product use can result in a coppery skin colour, it does require an
imaginative step, if not a leap, to connect the brand name on the label with
the skin-tanning product in the bottle. Yet the spray deodorant Hour After
Hour has been held a descriptive term. The renowned Judge Learned Hand
described best the subjectivity of this important distinction: ‘[I]t is quite
impossible to get any rule out of the cases beyond this: that the validity of
the mark ends when suggestion ends and description begins.”'*"

Moreover, a descriptive term is subject to its own fair use defence. In the
Zatarain’s Inc. v. Oak Grove Smokehouse Inc. case,'® the Fifth Circuit Court
of Appeals found ‘Fish-Fri’ and ‘Chick-Fri’ to be descriptive terms that had
acquired a secondary meaning and thus had become distinctive enough to
merit trade mark protection. However, competitors, actual and potential,
were permitted fair use of highly similar terms such as ‘fish fry’ and ‘chicken
fry’ to describe the characteristics of their goods. ‘(O]nly the penumbra or
fringe of secondary meaning is given protection. Zatarain’s has no legal claim
to an exclusive right in the original, descriptive sense, so long as such use will
not tend to confuse customers.”'”’

Perhaps of even greater significance than the distinction between sugges-
tive and descriptive terms is the porous boundary between descriptive and
generic terms because generics can never attain trademark status. Indeed, that
is the very argument made by the accused infringer in the recent case filed
by Microsoft claiming infringement of the Windows trade mark by the
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defendant’s use of Lindows as the name for its form of the LINUX operating
system. The Lindows product competes directly with Windows, whose name
is registered as a trade mark with the PTO.

In response to Microsoft’s motion seeking a temporary injunction to block
the use of Lindows, defendant argued that, although registered and thus
prima facie valid, Windows was a generic term used in the industry at the
time of registration and thus incapable of developing a secondary meaning.
The trial court judge denied Microsoft’s request for injunction after finding
the accused infringer’s proffered evidence sufficient to rebut the presump-
tion of trade mark validity. Whether Windows retains trade mark status will
likely depend on the term’s categorisation as generic or descriptive.'”' Judge
Richard Posner has written that to ‘allow a firm to use as a trade mark a
generic word . . . would make it difficult for competitors to market their own
brands of the same product. Imagine being forbidden to describe a Chevrolet
as a “car” or an “automobile”’.'”* Some twenty years after its initial use,
Windows seems not descriptive or generic but imbued with secondary mean-
ing. Nonetheless, the current perception may turn out to be entirely irrele-
vant. The current perception should be irrelevant if the term was generic at
the time of trade mark registration, courts and scholars agree, because the
monopolisation of such a term is precisely what the generic category’s under-
lying competition policy of market access is intended to prohibit.

The Lindows case demonstrates that trade marks can be particularly
important in computer markets and other industries where compatibility
with established standards is crucial for product acceptance. Because network
effects make inter-system competition so difficult in markets that have tipped
to a dominant standard such as Windows, the importance of marking one’s
product as compatible should not be underestimated. In Creative Labs. Inc. v.
Cyrix Corp."”” the very meaning of compatibility was at issue. Claiming false
advertising under section 43(a), the plaintiff persuaded the court to issue a
preliminary injunction prohibiting the defendant from describing its product
as ‘compatible with Sound Blaster’, the plaintiff’s sponsored industry stan-
dard, because ‘only’ 184 of 200 programs tested ran properly. Moreover, in a
side show to the featured government antitrust litigation against Microsoft,
Sun Microsystems has filed its own suits claiming antitrust violations, breach
of contract, and copyright and trade mark infringement of its Java middle-
ware. Java is the de facto industry standard, written to run on fifteen operat-
ing systems. At one point, the court in the trademark litigation issued an
injunction prohibiting Microsoft from using the ‘Java-compatible’ mark
because the Microsoft version of Java, revised to run more efficiently with
Windows, was divested of its capacity to run on other operating systems,
rendering it Java-incompatible. Sun characterized the conduct as unfair
competition to lure and lock Java users into an incompatible system that
would impose high costs on them to switch back to the standard Java. The
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court agreed that Microsoft’s use of the ‘Java-compatible’ mark would likely
mislead users into believing that the Microsoft version of Java was compatible
with the standard software. Shortly thereafter, Microsoft agreed to pay Sun
$20 million in settlement and to cancel the licensing agreement.'”* With
Sun’s antitrust and copyright claims still pending trial, the court clearly
viewed the trade mark issue in terms of unfair competitive practices that
would mislead consumers into believing that Microsoft Java was compatible
with the industry standard Java.

Note: Trade dress and computer software
In addition to trade mark protection, merchants can also protect a product’s
‘total image and overall appearance’. In Two Pesos Inc., v. Taco Cabana Inc.'”>
the Supreme Court found that the trade dress of a restaurant — the config-
uration of its decor, sign, servers’ uniforms, menu and equipment — could be
inherently distinctive and thus immediately protected under Lanham Act
section 43(a). Trade dress protection has been asserted in a growing number
of cases to protect the look and feel of computer software. To assert trade
dress claims, however, plaintiffs must overcome a significant hurdle, parti-
cularly for computer software: the item’s functional features are not protect-
able subject matter. In several cases, trade dress protection has been asserted
for the software’s graphical user interface (GUI).'”® The scope of trade dress
protection depends largely on decisions regarding the functionality of trade
dress, decisions which courts make by looking at the product’s configuration.
The scope of copyright protection, by contrast, turns not on the product con-
figuration but on scrutiny of each individual element of the GUI to determine
whether functional considerations dictated the element’s design.'”” Despite the
Supreme Court’s configuration approach in Two Pesos, an element-by-element
analysis might make more sense for determining trade dress protection in the
software context for two reasons. First, because many elements, such as desktop
icons, are functionally conceived; and second, because it is only in the key elements
of a GUI that infringers need to match a competitive product’s look and feel.
The Supreme Court has expressed concern in other contexts that expansive
trade dress protection might restrain fair competition. ‘Where an item . .. is
unprotected by a patent, “reproduction of a functional attribute is legitimate
competitive activity”.”'”® In the recent TrafFix Devices Inc. v. Marketing
Displays Inc.,"”” the Court was asked to determine ‘whether the existence of
an expired utility patent forecloses the possibility of the patentee’s claiming
trade dress protection in the product’s design’. Even in the absence of patents,
Two Pesos teaches that trade dress protection may not be claimed for product
features that are functional. The Court in TrafFix concluded that a prior
patent creates a presumption of functionality that imposes on the claimant ‘a
heavy burden of showing that the feature is not functional [but] merely an
ornamental, incidental, or arbitrary aspect of the device’. The Court denied
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trade dress protection to the springs, though distinctive in appearance,
because they were designed and used to keep outdoor road signs upright
despite windy conditions. ‘Functionality having been established, whether
[the] dual-spring design acquired secondary meaning need not be consi-
dered.” Once the patents expired, the springs fell irretrievably into the public
domain. In short, trade dress protection could not extend the patent term
to exclude copying by competitors.

The Sears, Roebuck & Co. v. Stiffel Co opinion " captures the priority given
federal patent policy. The district court had held Sears liable under state
unfair competition law, finding a likelihood of confusion because the lamp
was copied from Stiffel’s unpatented lamp and, in consequence, the two
looked exactly alike. The court enjoined Sears from producing and selling
the lamp. ‘Of course there could be “confusion” as to who had manufactured
these nearly identical articles’, the Supreme Court observed. ‘But mere
inability of the public to tell two identical articles apart is not enough to
support an injunction against copying or an award of damages for copying
that which the federal patent laws permit to be copied. Doubtless a State may,
in appropriate circumstances, require that goods, whether patented or unpa-
tented, be labelled or that other precautionary steps be taken to prevent
customers from being misled as to the source, just as it may protect businesses
in the use of their trademarks, labels, or distinctive dress in the packaging of
goods so as to prevent others, by imitating such markings, from misleading
purchasers as to the source of the goods. But because of the federal patent
laws a State may not, when the article is unpatented and uncopyrighted,
prohibit the copying of the article itself or award damages for such copying.’
As the Second Circuit Court of Appeals remarked in another trade dress case,

‘imitation is the lifeblood of competition’.”"!

Infringement Traditional trade mark protection reflected concern about
consumer confusion or deception regarding a product’s source in its explicit
requirement that the infringement create the likelihood of confusion over the
product’s source. But consumers no longer know or care very much about a
product’s actual source, given modern networks of distribution and sale,
which have etiolated links between product names and producers. Rather,
when consumers show a preference, it is more often for the trade mark
itself, perhaps because advertising has persuaded them of its quality or simply
because the mark itself has value. The modern expansion of trade mark
protection reflects the value of marks apart from any goods to which they
might be affixed. By recognising claims for trade mark dilution without
regard to whether the infringing activity creates consumer confusion about
the source of the marked product, the courts and the Lanham Act protect the
owner’s investment in the mark itself, which creates value in the owner’s
commercial goodwill or reputation.
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Thus modern trade mark infringement claims take two forms. The first is a
tort of unfair competition whose harm is the likelihood of consumer con-
fusion and, as a consequence, injury to the trademark holder. The second is a
property right to protection against dilution of a trade mark’s value without
explicit regard to consumer harm.

Likelihood of consumer confusion

The crux of the matter is ‘whether concurrent use of the two marks is likely to
confuse the public’. When the accused infringer directly competes for sales,
proof that the marks are ‘sufficiently similar’, without more, gives rise to an
inference that ‘confusion can be expected’.”’” But when the goods are related
though not competitive, a series of factors are taken into account. The factors
include the mark’s strength, the similarities of the marks and of the under-
lying goods, and the variety of goods to which the marks are affixed.””” One
factor that has become more important as trade mark protection has grown is
the likelihood that either the senior or junior user will expand his product line
into competition with the other. If a likelihood of expansion is found, then
current use will be considered infringement, even though the likelihood of
consumer confusion is purely hypothetical. Both the doctrines of expansion
and dilution encourage an owner to invest in the mark itself by granting a
right to enter another market and make use of the good reputation or good-
will embodied in the trade mark. The impact on competition depends on the
circumstances.

A new source of infringement litigation is the unauthorised use of trade
marks as ‘metatags’ on Internet web pages. Metatags are strings of characters,
self-chosen key words that are invisible to users but are used by software
search engines to determine web site content. Some web site owners have
started using competitors’ trade marks or just popular trademarks such as
‘NY Yankees’ or ‘Playboy’ in their metatags to draw unwitting visitors to their
sites.””* The rationale for extending protection to invisible labels is found in
protecting consumers from being lured to a site that, at least initially, would
be confused with the desired destination. It is the deliberate nature of the
conduct that throws it into the category of unfair competition even though
such confusion is quickly dispelled. In general, if the web site owner is not a
competitor, courts are more likely to find innocent intentions and, with
them, a legitimate reason for using the metatag.”””

Dilution

The second prong of trade mark infringement is justified not by the preven-
tion of consumer confusion but rather the preservation of a trade mark’s
uniqueness. Thus, non-confusing uses of a protected trade mark are still
infringing uses when they ‘water down, erode or weaken the cachet and
magnetism of a strong trade mark’.”’° An amendment to the Lanham Act
in 1996 and its corollaries in most state laws extend the dilution doctrine
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only to ‘famous’ or ‘highly distinctive’ trade marks, reflecting a concern that
extending the dilution doctrine to less-than-famous marks would grant property
status to so many marks that competition would be unduly restrained.””’

Dilution claims were originally conceived as protection against infringing
uses that do not compete with the trademarked product.””® If there were
actual or likely competition, then the cause of action would be infringement
based on a likelihood of consumer confusion. But when there is no competi-
tion, there is no danger of confusing the origins of the rival products.
Nonetheless, the value of the famous trade mark could be impaired because
dilution ‘reduces the public’s perception that the mark signifies something
unique, singular, or particular’. In this light, claims of infringement by trade
mark dilution have taken two forms: dilution by tarnishment and by blurring.

Dilution by tarnishment protects a famous trade mark ‘from negative
associations through defendant’s use’.””” Tarnishment claims typically arise
out of commercial uses that the trade mark owner views as unsavory or lurid.
Occasionally, there have been claims that tarnishment resulted from trade
mark use on low quality goods.”'’ But most dilution claims allege that a non-
competitive use diluted the mark’s distinctive quality by ‘blurring’ its product
identification. The classic example is the British Kodak case,”'' in which the
court issued an injunction against using the famous Kodak name on bicycles,
even though there was no evidence of low quality goods or unsavoury
circumstances. The logic of blurring goes something like this: If the trade-
mark owner of Kodak could not enjoin the use of the famous mark on
bicycles or boots or baby food, then, at some point, the Kodak mark’s
relationship with photographic equipment would blur, losing ‘its distinctive-
ness and hence impact’.”"”

Since the development of the Internet as a commercial sphere, domain
names have become more important and thus more valuable. Early in this
development, speculators saw the value and registered famous trade marks
and valuable generic terms as domain names. While there have been no
lawsuits challenging the registration of generic terms — for example, ‘baseball’
as baseball. com — an avalanche of cases were filed by trade mark owners
claiming that registrations amounted to trademark infringement by dilution.
Perhaps the most useful generalisation that can be made about those cases is
that the trade mark owners always won. To begin, courts have declared that
merely registering another’s trade mark as a domain name amounts to a
commercial use. Moreover, even when a court could not fit the claim into the
dilution categories of blurring and tarnishment, they were not deterred.
Simply investing ‘great resources in promoting its service mark was enough.’
The Ninth Circuit Court of Appeals in Panavision International, L.P. v.
Toeppen”"” did not feel compelled to do more than remark that dilution
was not limited to blurring and tarnishment.”'* Trade mark dilution has
become the theory of choice for suing such speculators as ‘cyberpirates’



170 RUDOLPH PERITZ

without the need to prove harm of any sort. The conduct is viewed as illegal
per se, something akin to theft.

Defences to infringement The accused infringer has available a series of
defences. Some find their sources in doctrines already discussed. As men-
tioned in the Lindows discussion, there is the defence of ‘genericness.” The
trade dress discussion introduced the doctrine that denies protection to
functional configurations. In its 1998 amendments to the Lanham Act,
Congress included functionality as a reason to refuse registration.”'” Since
use is a requirement for protection, abandonment of trade mark use is a
defence. Each of these defences implicates a fundamental policy underlying
trade marks. Allowing trade mark protection of generic terms would harm
both consumers and competitors by denying public use of a fundamentally
useful word or symbol in the public domain; indeed, allowing monopoly of a
generic term would confuse consumers and harm competition for no justifi-
able reason. Protecting a functional configuration would grant patent-like
protection outside the federal patent system and thus without its require-
ments of novelty and non-obviousness, limited term, and public benefits of
description and enablement.

In addition, there is a bundle of fair use defences. Their fairness derives
from the incidental use of the mark for purposes other than those normally
made of the trademark. First, there is no liability for non-commercial use.
Second, non-trade mark or nominative use is permitted — for example, a
newspaper’s identification of a singing group, whose name was a registered
trademark, as the subject of a public opinion poll.”'® The court pointed out
that there was no reasonable alternative to calling the singing group by its
name. Next, a cluster of fair uses reflect values found in First Amendment
Speech rights. The Lanham Act section 43(c)(4) permits unauthorised use of
a famous mark in ‘all forms of news reporting and news commentary’ as well
as in ‘comparative commercial advertising or promotion to identify the
competing goods or services of the owner of the famous mark’. Recognising
fair use in advertising serves not only the constitutional rights associated with
commercial speech but also the recognition of the informational value of
advertising to competition. At common law, parodic use of a trade mark is
allowed. In the well-known L. L. Bean case,”'’ the court permitted a two-page
article that presented a ‘prurient parody of Bean’s famous catalogue’, con-
cluding that the infringer’s use in an adult erotic magazine was artistic rather
than commercial. There is, however, no additive principle: It is not fair use
when the parody is used to promote competitive goods or services.”'”

Even more than copyrighted works, trade marks by their essentially com-
mercial nature place them at the intersection of markets for goods and
services and the marketplace of ideas. In that busy intersection, trade mark
protection offers a particularly clear picture of how concerns about regulating
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strategic commercial conduct and creating investment incentives interact to
produce intellectual property rights in the United States.

II. Overview: US antitrust law and innovation

This part of the report introduces the four cornerstones of US antitrust law:
antitrust economics, the statutes, judicial doctrine, and the federal regulatory
agencies.”'” Since the Congressional debates over the Sherman Act of 1890,
antitrust policy makers have sought to find a balance between competition
policy and private property rights. Theoretically the two policies are comple-
mentary. Private property rights enable people to enter into transactions to
buy and sell goods. Competition policy seeks to ensure that these transactions
result in a fair price for buyers and a fair profit for sellers. However, in reality,
these two propositions tend to conflict when competition policy requires
government regulation of private contracts in the form of antitrust law in
order to promote an efficient marketplace.””’ Although both policies aim to
maximise wealth by producing what consumers want at the lowest cost, without
some level of government regulation sellers may exploit market imperfections
to increase profits and reduce consumer welfare.””' Antitrust law protects
against such exploitation by seeking to strike a balance between the two policies.

A. Antitrust economics

In one of the best-known passages of antitrust doctrine, Judge Learned Hand
offered an elegant rationale for permitting monopoly in an antitrust regime
of competition. He encapsulated the rationale in a phrase — ‘Finis opus
coronat.””*” The end crowns the work. In essence, he asked the following ques-
tion: encouraged to compete, how can we punish the success that follows?
Certainly, this sense of fairness is strikingly attractive. But it is not the only
justification for monopoly that has been heard over the last century. Since
Congress passed the Sherman Antitrust Act of 1890, antitrust policy makers
have given four rationales for determining whether to permit monopoly or,
more generally, whether to permit the exercise of market power in an antitrust
regime dedicated to promoting competition. Each new rationale has reflected
the emergence of a new antitrust economics. To quickly summarise the last
century of antitrust economics, the remainder of this section examines the
rationales for evaluating the exercise of market power.

As we shall see, each new rationale emerged from a new model of market
economics. Unlike new scientific paradigms or new technologies whose
‘perennial gales of creative destruction’ typically overthrow their predeces-
sors, newer models of market economics have not displaced older
approaches. Rather, each one has supplemented its antecedents. As a result,
a four-firm rivalry flourishes in the policy market for antitrust economics.
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Classical economics In the same year Congress passed the Sherman Act of
1890, Alfred Marshall launched the ‘marginalist revolution’ with his
Principles of Economics. But Marshall’s market economics of marginal cost
and marginal revenue did not begin to influence antitrust doctrine in
America until some thirty years later. Instead, lawyers argued and judges
judged within the framework of classical economics. Classical economics is
not market economics as we know it but, rather, a political economy of
competition founded on freedom of contract. According to this view, com-
petition follows as a logical inference from freedom of contract — the more
freedom of contract, the more competition. The less freedom of contract, the
less competition. Thus, the antitrust question for classicists was whether a
particular practice unreasonably restrained freedom of contract. At the turn
of the twentieth century, the common law of trade restraints and then a
comparable Sherman Act jurisprudence sought to answer that question.

When the first great antitrust case reached the Supreme Court in 1896,
lawyers for the Trans Missouri Railroad Association insisted that their cartel
was a reasonable restraint of trade. In support of their claim, they made two
arguments, one which the Justices addressed and one which they did not.
All nine Justices considered a common law argument about reasonable
restraints; a majority of five rejected the familiar classical economic argument
and the railroad lost the case. But none of the Justices dealt with an unfamiliar
argument about charging reasonable prices in the face of ruinous compe-
tition. The economic argument about ruinous competition called for an
understanding of what we today would call high sunk costs, steady or
declining marginal costs, and declining average total costs in the railroad
industry. The railroad attorneys” arguments were likely informed by market
studies that had begun some ten years earlier, even before Lord Marshall’s
book. By the late 1880s, the new American Economics Association and others
had already published articles about the cost structure of American industry
and its significance. But the Court did not have a framework for making sense
of arguments outside the classical paradigm.”*’ They thought of competition
as a logical inference from freedom of contract.

Neo-classical price theory In the 1920s, federal judges began to apply the
neo-classical approach, beginning with the tenet that market share reflects
economic power. But their early understandings of market share were sur-
prisingly bifurcated. That bifurcation can be seen in their approach to
monopolies. In the United States Steel case (1920), for example, the
Supreme Court treated competitive markets and monopoly markets as mutu-
ally exclusive conditions. In short, markets that were not dominated by one
firm were declared competitive. They envisioned nothing between the two
extremes. In that view, even an 80 per cent market share did not amount to
monopoly power. In a long series of trade association cases throughout the
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first half of the twentieth century, the neo-classical approach informed the
court’s attempts to grapple with difficult questions of information exchange
and its effects on market prices. During the Great Depression years, the
Supreme Court began to emphasise the central importance of the market as
a price mechanism. It should be understood that neo-classical price theory
focuses on price and output in particular markets. The theory is powerful in
its simplicity. First and foremost, market participants are assumed to make
decisions based purely on price. Goods and services are treated as fungible.
To facilitate this treatment, notions of cross-elasticity developed to quantify
in terms of price and output the extent to which non-identical products can
be treated as substitutes. Nonetheless, all macro-economic variables are
assumed to hold constant variables such as the value and supply of money,
changes in taste and income, and the quality of alternative goods and services.
As a result, market changes are attributed entirely to changes in market price
and output regardless of exogenous factors. In the landmark Socony Vacuum
case (1940),”*" Justice William O. Douglas declared competitive pricing
the ‘central nervous system’ of the economy. Price fixing cartels were the
economy’s worst affliction and, thus, antitrust’s greatest sin — a view that still
holds today in the United States.

Post-classical economics While neo-classical price theory reigned supreme
in the federal courts, most market economists in the United States were
already shifting their analytical framework, based largely on the work of
Harvard economist Edward Chamberlin. By the late 1930s, his book, The
Theory of Monopolistic Competition (1932), had persuaded most market
economists that neo-classical price theory’s limitations should be addressed
because its assumptions were too confining to apply to the workings of most
markets. Chamberlin’s theory can be understood as relaxing two counter-
factual assumptions — one that price is the sole motivation for market trans-
actions and the second that markets are either monopolistic or competitive,
with nothing in between. As to the first assumption, his concept of product
differentiation presented a language and an analytical structure for the non-
price strategies deployed in most markets but unseen through the lens of neo-
classical price theory. After all, how many of us make purchasing decisions
based only on price? If that were the case, brand names and perceived quality
differences would be immaterial. Advertising would deal only with price. In
short, the model of competition by product differentiation reflects the reality
that, given a choice, sellers seek to avoid price competition, preferring instead
to develop customer brand loyalty through advertising and other forms of
non-price competition.

As to price theory’s second assumption, Chamberlin’s oligopoly theory
recognised that most markets were neither perfectly monopolistic nor per-
fectly competitive but a third species. His theory showed why market
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structure should be an important part of determining the full range of
incentives and strategies available to managers. Despite some influential
scholarship that misguided antitrust policy in the mid-twentieth century,
oligopoly theory is best understood as a primordial game theory that pre-
ceded the mathematic models and strategic business planning that have
recently emerged in the fourth approach to antitrust economics. In sum,
Chamberlin’s twin theories raised questions about the centrality of price
competition and developed an approach to understanding the importance
of market structure.

Neo-classical price theory reprise The influence of oligopoly theory grew
after the Second World War, becoming the economic logic that supported the
Supreme Court’s special solicitude toward small businesses, especially in its
merger jurisprudence of the 1960s and 1970s. The jurisprudence followed
the 1950 amendment to the antitrust merger statute, which was intended to
slow the perceived growth of industrial concentration. This impulse toward
Jeffersonian entrepreneurialism was attacked by Chicago School price theo-
rists, including Robert Bork and Richard Posner, as anti-efficiency and, thus,
as against the greater public good. By the late 1970s, the price theory rhetorics
of allocative efficiency and consumer welfare’*” had convinced the Supreme
Court that oligopoly theory and its Jeffersonian sentiments were bad eco-
nomics. A few years later, the Jimmy Carter and Ronald Reagan admini-
strations would embark on deregulation programmes intended to allow
businesses to cut costs and compete more freely. Neo-classical price theory
was seen as the best way to produce a minimalist antitrust policy that would
encourage firms to increase output and lower prices. Reagan appointees to
the federal agencies and federal bench especially tended to be adherents to the
resurrected price theory. In consequence, agency enforcement policies and
court opinions typically evaluated market strategies by examining commer-
cial purposes and effects through the rather narrow lens of price and output.

It was a caricature of Chamberlin’s oligopoly theory that provided the
target for the Chicago School’s revival of neo-classical price theory, which
emerged to dominate antitrust jurisprudence in the 1980s. In the mid-1970s,
then-Professor Richard Posner attacked oligopoly theory — more particularly,
the simplified version portrayed by Harvard professor Donald Turner in his
influential Harvard Law Review article about the nature of agreement under
Sherman Act section 1.°”° Turner argued that consciously parallel conduct
such as industry-wide pricing changes or standard gas station leases should
not be an antitrust violation because the defendants were acting as econom-
ically rational oligopolists: it made no sense for oligopolists to compete on
price because a lower price by one firm would be immediately recognised
and matched by the others. Industry prices would fall and everyone would be
worse off. This economically rational behaviour should not and, as a practical
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matter, could not be enjoined. The only economically rational solution, accord-
ing to Turner, was to deconcentrate the industry, to change the structure and,
with it, alter the economic logic. Posner attacked Turner’s structural logic,
insisting that there remained the same incentives to compete on price, regard-
less of structure. But both Turner and Posner got it wrong, even though
Posner’s view has largely prevailed. Turner got it wrong because Chamberlin,
correctly, never claimed a structural logic in oligopoly industries that com-
pelled certain conduct, only the importance of market structure to gauging
rational reactions to strategic choices. Sometimes, price competition would
make sense. Sometimes it would not. The answer was not a matter of structural
logic but one of expectations informed by actual experience. Posner got it
wrong because the incentives to compete on prices were indeed different in
concentrated industries. As the strategic marketing literature has shown us,
structure is important though not controlling. Again, the answer is not a matter
of some universal imperative to compete but a factual question of oligopolists’
rational expectations informed by experience. Hence, the signalling behaviour
of, for example, the commercial airlines over their common computerised
reservation system.””’

Dynamic approaches to antitrust economics Nonetheless, competition has
long been understood as involving more than price competition. Alfred
Marshall recognised it. Indeed, since the early twentieth century, Austrian
economist Joseph Schumpeter argued the primary importance of dynamic
competition by innovation, insisting that the static economics of price com-
petition misses the larger point. In the mid-twentieth century, other econo-
mists began to view market statics as inadequate for an entirely different
reason.””® They saw strategic behaviour in markets, behaviour that came in
under the radar of a neo-classical price theory. The model, on its own terms,
was not capable of registering, describing, or analysing the conduct. Dynamic
approaches were needed to understand and evaluate the behaviour in many
markets. In the last decade of the twentieth century, two dynamic approaches
have developed out of scholarly work of economists and the practical needs
of business managers — innovation economics, and strategic marketing and
management.

Innovation economics

Joseph Schumpeter’s view of market dynamics has become most influential in
America. It is competition by innovation, he wrote, that truly improves social
welfare. It is ‘perennial gales of creative destruction’ that uproot monopoly
and improve society. In the mid-twentieth century, market economists were
particularly interested in testing Schumpeter’s claim that innovation called
for large dominant firms, which are not at immediate risk from the day to day
pressures felt by firms in highly competitive markets. Are large dominant
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firms better situated to produce useful research and development? The
research has been inconclusive.

Despite attention to innovation as an antitrust policy concern since the late
1950s, it did not begin to gain prominence until the mid-1980s, when
Congress passed special legislation to limit the antitrust liability of firms
engaged in research and development joint ventures. At about the same
time, antitrust economists began to take up Schumpeter’s call for attention
to dynamic efficiency, particularly in the context of information and high
technology industries. That attention led to a spate of writing about the
special characteristics of network industries, whether about physical net-
works such as telephone systems or virtual systems such as the Windows
operating system customer base. In network industries, the value of the
product increases as the network grows. Once a network market tips toward
one industry standard, it makes little sense for a potential customer to choose,
for example, Mac OS or Linux rather than Windows, even if Windows is more
expensive, less efficient and less stable because Windows supports more
application programmes and Microsoft is least likely to fail. For the same
reasons, application software companies choose to develop products for the
industry standard. This positive feedback loop tends to produce winner-
takes-all results in network industries whose standard protocols or specifica-
tions are not compatible with alternatives. Thus, there is a logic to firms’
developing aggressive strategies to increase their market shares. In these
circumstances, aggressive behaviour can raise new antitrust questions, par-
ticularly about industry standard-setting organisations and single firm strat-
egies to gain or maintain dominance.

Strategic marketing and management

The second piece of a dynamic antitrust analysis that looks beyond the statics
of price and output is game theory or strategic market behaviour. Attempts to
understand, model, and evaluate strategic behaviour are not entirely new to
antitrust policy or to market economics. As I mentioned earlier, Edward
Chamberlin’s oligopoly model, rightly understood, is not a structuralist
logic of causation but an intuitive approach to modelling strategic marketing
in concentrated markets with fungible products. Unfortunately, the overlay
of static price theory has obscured the strategic kernel of Chamberlin’s
approach, which requires a temporal dimension. A temporal dimension is
required to comprehend Chamberlin’s view that oligopolists’ trust and inter-
dependence take time to develop.

The implication for antitrust, of course, is that stable markets, especially
oligopolies, are likely to produce cooperating firms who act on their common
interests and seek to avoid price competition. The prediction is familiar to
students of antitrust but the analysis is not. Game theory, in its broadest
sense, calls for a particular state of mind, an approach to transactions
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founded on the fundamental importance of predicting and seeking to shape
the other parties’ reactions to one’s actions. In the United States, the game
theoretic approach dominates marketing and management scholarship, and
suffuses mainstream micro-economics, both inside and outside the academy.
But in antitrust economics, its influence is just developing.

How might a game theoretic approach inform antitrust analysis? How
might it extend antitrust economics to commercial conduct whose purposes
and effects are not well understood by students of antitrust? Widely influential
studies, some written for business school courses and others for marketing
managers, counsel readers that ‘bidding for customers’ (i.e. price competition)
makes little sense. Why? Because there are numerous ‘hidden costs’. For one,
the other firm might retaliate. In other words, price competition might break
out. For another, a bad precedent is set: other customers will want the same
lower price. Moreover, this game produces winners and losers amongst sellers.
Or just losers. ‘Lowering your competitor’s profits isn’t necessarily smart .. ..
If you lower your rival’s profits, he then has less to lose and every reason to
become more aggressive . .. In contrast, the more money your rival is making,
the more he has to lose from getting into a price war.”*’

The marketing literature stresses that there are strategies that promise only
winners. What is a win-win strategy? Smart strategies invite ‘good’ imitation
rather than the ‘bad’ imitation of price competition. One example is the
airline frequent flyer and credit card programmes to develop a base of loyal
customers who have incentives to stay with one airline to accumulate credit.
Another strategy is meeting-competition and most-favoured-customer
clauses, which tend to lower the pressure to cut prices. If such clauses are
adopted industry wide, market studies show, prices tend to be higher.

These dynamic approaches allow market analysis to register change and,
thus, to account for behaviours, purposes, and effects that escape detection
under the lens of the earlier approaches, with the partial exception of
Chamberlin’s product differentiation theory, rightly understood, which
does take some kinds of change into account.

Each approach, in its own way, has sought to mediate the tensions between
competition policy and private property rights. Current antitrust law in the
United States is best understood in light of the four economic logics that have
entered judicial opinions and regulatory guidelines since the late nineteenth
century. While innovation economics is at the forefront of competition policy,
the other approaches to market economics continue to inform and influence
courts and competition agencies in their production of antitrust decisions.

B. The antitrust statutes in historical context

Federal antitrust law in the United States is statutory in origin and common
law in character. Since the passage of the Sherman Antitrust Act of 1890,
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Congress has enacted two additional statutes and several amendments. But
the courts have taken the common law language of the Sherman Act as licence
to reshape doctrine to new economic insights and changing commercial
circumstances.””’

The Sherman Act was passed in the late nineteenth century, an era of
common law sensibility, a time when the courts had few statutes to make use
of but significant economic changes to regulate. Whether the rise of labour
unions or the cartelisation of industry, courts turned to common law doc-
trines as the tools of regulation. England and the several states had common
law doctrines of ‘restraints of trade’ and ‘monopoly’ to regulate commercial
conduct that exploited buyers and excluded rivals. That era’s Congress turned
to the common law as a familiar source of language and policy for the first
federal antitrust statute. The Sherman Act was drafted in two sections, each
one an echo of the common law. Substantially unchanged today, section 1
prohibits ‘every contract, combination .. . or conspiracy, in restraint of trade or
commerce’. Section 2 prohibits conduct that ‘monopolise[s], or attempt(s]
to monopolise any part of trade or commerce’. In the two decades following
the statute’s enactment, the Supreme Court treated as per se illegal all violations
of the statute. But with the landmark Standard Oil decision (1911), the Court
began a long march toward the more flexible jurisprudence that is now termed
the rule of reason.””' Today, courts usually apply the rule of reason, looking at
the purposes and competitive effects of the conduct, as well as the actors’
market power, to judge whether the conduct in question is a reasonable
restraint in the circumstances.

Shortly after publication of the Standard Oil opinion, Congress began
deliberations over new antitrust legislation, in large part because of the
widespread view that the announced ‘rule of reason’ resulted in too much
judicial discretion in the interpretation of the Sherman Antitrust Act. After
three years of deliberation, Congress enacted two statutes, each one a differ-
ent reaction to the rule of reason and judicial discretion. The Clayton Act of
1914 was drafted in the form of a laundry list of specific offences that were
declared anticompetitive. The statute outlawed tying, exclusive dealing, and
stock mergers ‘where the effect . . . may be to substantially lessen competition
or tend to create a monopoly in any line of commerce’.””” A significant
amendment, enacted in 1950, extended the merger provision, section 7, to
include asset acquisitions and non-horizontal mergers.

A second noteworthy amendment to the Clayton Act, passed in 1976,
added section 7A, which requires firms meeting the statutory size standard
to file pre-merger notification documents with the Federal Trade Commis-
sion and Department of Justice, Antitrust Division. The notification process
has changed the very nature of antitrust merger regulation in the United
States, a change from a litigation regime to a less adversarial regulatory
practice under the agencies’ joint Horizontal Merger Guidelines.
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Liability under the Sherman and Clayton Acts in private causes of action
includes the possibility of treble damages and attorneys’ fees, as well as
injunctive relief.””

The Federal Trade Commission (FTC) Act of 1914 and its later amendments
reflect an entirely different approach. Congress created an independent agency
to regulate conduct found to be ‘unfair methods of competition ... or .
unfair or deceptive acts or practices’ under FTC Act section 5. The FTC was
given extensive investigative powers and broad authority to formulate policy
under the general language of the statute. The Supreme Court declared early on
that the agency’s discretion was subject to judicial oversight. As a general
matter, remedies are limited to cease and desist orders, and there is no private
cause of action under the statute. The FTC has concurrent authority with the
Department of Justice, Antitrust Division, to enforce the Clayton Act.

C. Judicial interpretation of the statutes

From the Standard Oil opinion’s announcement in 1911 of the rule of reason
until the mid-1970s, judicial interpretation of the statutes reflected a bifur-
cated jurisprudence. Courts approached allegedly anticompetitive conduct
in one of two ways. Some conduct was categorised as illegal per se and other
conduct was evaluated more extensively under a rule of reason.””* Conduct
in the per se category includes agreements among competitors to fix price,
reduce output, rig bids or divide geographic markets or customer bases.”””
In a tying case brought under Sherman Act section 1, the Supreme Court

explained the rationale for a per se doctrine:

[T]here are certain agreements or practices which because of their perni-
cious effect on competition and lack of any redeeming virtue are conclu-
sively presumed to be unreasonable and therefore illegal without elaborate
inquiry as to the precise harm they cause or the business excuse for their
use. This principle of per se unreasonableness [not only creates a bright-line
rule but] avoids the necessity for an incredibly complicated and prolonged
economic investigation ... in an effort to determine at large whether a
particular restraint is unreasonable.**

If judicial experience with the conduct under scrutiny did not call for per se
illegality, courts applied a fact-intensive rule of reason analysis to determine
and then balance the competitive benefits against the competitive harms.”””
The conduct was deemed reasonable when the competitive benefits outweighed
the harms.””® Potential competitive harms include higher prices and lower
output, lower quality and less product diversity, as well as decreased innovation
and greater danger of collusion. Potential competitive benefits reflect the
harms’ opposites — for example increased innovation, as well as improved
market efficiencies such as better information flow or lower transaction costs.
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Before explicating the nuances of current antitrust jurisprudence, it is
useful to describe the underlying statutory framework. Under Sherman Act
section 1, some agreements in restraint of trade are illegal per se. Price fixing
cartels and market allocation agreements fall into the per se category. Most
agreements, however, are judged under the rule of reason, which calls for a
fact-intensive evaluation of purpose, power and competitive effects. Under
Sherman Act section 2, claims of monopolisation and attempts to mono-
polise are always judged under the rule of reason. Purpose is inferred from a
limited set of conduct identified as predatory, including certain pricing below
cost and unjustified refusals to deal. For monopolisation, the power element
is typically satisfied by evidence of market share of 70 per cent or more. For
attempts to monopolise evidence of 30 to 50 per cent market shares has been
adequate; but attempt claims include an additional requirement that calls for
proof of a dangerous probability that the attempt will succeed. The Clayton
Act offences, which include price discrimination, mergers, tying and exclu-
sive dealing, call for proof that the conduct under scrutiny may substantially
lessen competition. Here, too, market power and anticompetitive effects are
evaluated.

There had long been signs that the wide array of conduct subject to
antitrust scrutiny required more flexibility than the two extremes permitted.
Most significant was the common law doctrine of ancillary restraints. If a
restraint such as price fixing and market allocation is the main purpose of an
agreement, then it is per se illegal. When, however, the restraint is ancillary to
the main purpose of an agreement, then it is judged under a rule of reason.
Perhaps the most common example of an ancillary restraint is a covenant not
to compete in a contract to sell an ongoing business. The doctrine of ancillary
restraints is usually traced back to Judge William Taft’s opinion in United
States v. Addyston Pipe & Steel Co.””” and informs the federal enforcement
agencies’ current ‘Guidelines for Competitor Collaboration’, discussed later
in this chapter. But even when the Supreme Court found the main purpose of
an agreement to be price fixing, pure per se treatment did not always follow.
For example, the court’s United States v. Trenton Potteries Co.”*° decision had
applied what might be called a modified per se approach in holding that price
fixing cartels with significant market power are per se illegal. Even the Socony
Vacuum™' opinion, generally viewed as the most strident expression of per se
illegality, discussed the cartel’s anticompetitive effects and other aspects of
the factual circumstances before declaring that the price fixing cartel was
illegal per se.

In the late 1970s, the Supreme Court began in earnest to dissolve the
categorical distinction between per se and rule of reason approaches. The
most important decision in that enterprise was Broadcast Music, a case
involving the blanket licensing of performance rights to copyrighted music.
Plaintiff Columbia Broadcasting argued that the bundling was a price fixing
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scheme and thus per se illegal under Sherman Act section 1. The Supreme
Court announced that a court should precede per se treatment with a ‘quick
look’ at the restraint to determine whether it ‘facially appears to be one that
would . . . almost always tend to restrict competition and decrease output’.”*’
If anticompetitive effects do not obviously follow the restraint, then the court
should apply a more intensive analysis of power or of less restrictive alter-
natives to evaluate competitive harms and efficiencies and, if both occur,
to determine the net result. In Broadcast Music, a quick look showed that
significant transactional efficiencies resulted from the joint marketing, mon-
itoring and pricing of the blanket licences. Moreover, the Court determined
that the non-exclusive nature of the licences permitted individual negotia-
tions and thus mitigated the anticompetitive effects. The Court concluded
that the case called for rule of reason analysis and remanded to the trial court.
In jurisprudential terms, the case instructed lower courts to take a ‘quick
look’ at the circumstances and likely effects before assigning the case to the
per se or rule of reason category.

In Arizona v. Maricopa County Medical Society,”* the Supreme Court
evaluated a maximum fee schedule that members agreed to charge patients
insured by the foundation. Defendants argued that their arrangement was
pro-competitive because it limited physicians’ charges and thus benefited
patients. The Court declared that a price agreement among competitors
without integration of their operations was facially anti-competitive and,
moreover, the claimed benefits could be achieved in less restrictive ways.
The Court concluded this ‘quick look’ by assigning the restraint to the per se
category.”** Thus the holding was per se illegality but the analysis was
enhanced beyond simply determining whether the conduct occurred.

NCAA v. Board of Regents of University of Oklahoma™* involved an agree-
ment between the National Collegiate Athletic Association, representing
major colleges and universities, and two national television broadcast net-
works to set prices for and limit output of televised college football games.
The Supreme Court determined that a rule of reason analysis was appropriate
to this joint pricing agreement because some degree of cooperation was
needed simply to organise and market the product. That is, the pricing
provisions were seen as ancillary to the main purposes of the NCAA. But
the analysis required was something less than a full rule of reason. Just as the
facial inquiry in Maricopa County enhanced the per se approach, this rule of
reason analysis was truncated. Here, the integrated nature of the joint ven-
ture, a feature missing in Maricopa County, took the case out of the per se
category. A truncated rule of reason allowed the Court to ask whether the
integration was likely to produce efficiencies and whether the joint pricing
was necessary to achieve the efficiencies. Affirmative answers to both ques-
tions would call for a more extensive analysis.”*® After observing that the
output limitations imposed on both national and local broadcasts were not
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necessary to achieve the organisational and marketing efficiencies gained by
the joint venture, the Court concluded that ‘no elaborate industry analysis is
required to demonstrate the anticompetitive character’ of the NCAA’s agree-
ment.”*’ The practical effect of the new approach was on the plaintiff’s
burden of proof: There was no need to go through the elaborate and expen-
sive process of defining the relevant market and proving market power, as
would have been required in a full-blown rule of reason analysis.

In its most recent treatment of collaboration among competitors, California
Dental Association v. FTC**® a sharply divided Supreme Court removed the last
brick supporting the categorical distinction between per se and rule of reason
approaches. The FTC had held illegal those provisions of the Association’s code
of ethics requiring members to comply with restrictions on advertising that
was neither false nor misleading. The Association claimed that the advertising
restrictions were pro-competitive because they improved the quality of infor-
mation provided to patients. The FT'C concluded that the restrictions on price
advertising were per se illegal. The FTC concluded, alternatively, that restric-
tions on both price and non-price advertising were illegal under a truncated
rule of reason analysis because the likely informational benefits were too small
to outweigh the restraints on competition on price and quality, given the
finding that the Association had significant market power. The Ninth Court
of Appeals affirmed the FTC’s order under a quick look analysis. The Supreme
Court vacated the order and remanded because the quick look analysis was
found inadequate. In particular, the Court determined that more weight
should have been accorded the Association’s claims that the advertising
restraint would tend to correct the market’s information failures.”*’

The opinion in California Dental Association offered the FTC and lower
courts little instruction for determining when a truncated analysis would be
appropriate or how truncated the analysis should be:

[T]here is generally no categorical line to be drawn between restraints that
give rise to an intuitively obvious inference of anticompetitive effect and
those that call for more detailed treatment. What is required, rather, is an
enquiry meet for the case, looking to the circumstances, details, and logic of
a restraint. The object is to see whether the experience of the market has
been so clear, or necessarily will be, that a confident conclusion about the
principal tendency of a restriction will follow from a quick (or at least a
quicker) look, in place of a more sedulous one.*”’

With these generalities, the Court left federal judges and enforcement agen-
cies without guidance for placing an inquiry along the continuum between
pure per se treatment and a full-blown rule of reason. The likely reaction from
pragmatic judges, not wanting to be reversed on appeal, will be to push cases
toward the full-blown rule of reason, a result that discourages private plain-
tiffs from bringing actions and is arguably in conflict with the antitrust policy
of encouraging enforcement by ‘private attorneys general.’
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Writing for the four dissenters in California Dental Association, Justice
Breyer argued that the FTC’s treatment actually satisfied the majority’s
standard. Moreover, Breyer stressed the importance of structuring the
inquiry by paying close attention to the ‘allocation of the burdens of persua-
sion’. Such structure reflects a gradual evolution within the courts over a
period of many years. That evolution represents an effort carefully to blend
pro-competitive objectives of the law of antitrust with administrative neces-
sity. It represents a considerable advance, both from the days when the
Commission had to present and/or refute every possible fact or theory, and
from antitrust theories so abbreviated as to prevent proper analysis. The
former prevented cases from ever reaching a conclusion and the latter called
forth the criticism that the ‘Government always wins’.””'

The Court majority responded to Justice Breyer’s dissent in a disarmingly
affirmative way: ‘Had the Court of Appeals engaged in a painstaking dis-
cussion in a league with Justice Breyer’s . . . its reasoning might have sufficed
to justify its conclusions.”””” In this light, Justice Breyer’s structured approach
seems to reflect a truncated rule of reason that could satisfy not only the four
dissenters but also the five Justices in the majority. It is quoted at some length
because of its potential influence:

I'would break [the] question down into four classical, subsidiary antitrust
questions: (1) What is the specific restraint at issue? (2) What are its likely
anticompetitive effects? (3) Are there offsetting pro-competitive justi-
fications? (4) Do the parties have sufficient market power to make a
difference? . ..

Commission found a set of restraints arising out of the way the Dental
Association implemented this innocent-sounding ethical rule in practice,
through advisory opinions, guidelines, enforcement policies, and review of
membership applications . . .

The FTC found that the price advertising restrictions amounted to a
‘naked attempt to eliminate price competition’ [and] that the service
quality advertising restrictions ‘deprive consumers of information they
value and of healthy competition for their patronage’ . ..

In the usual Sherman Act § 1 case, the defendant bears the burden of
establishing a pro-competitive justification ... And the Court of Appeals
was correct when it concluded that no such justification had been estab-
lished here . ..

I shall assume that the Commission must prove one additional circum-
stance, namely, that the Association’s restraints would likely have made a
real difference in the marketplace ... The Commission ... found that the
Association did possess enough market power to make a difference.”””

The preceding description of current antitrust jurisprudence and its unsettled
condition have been extracted from cases of competitor collaboration under
Sherman Act section 1. In other doctrinal precincts, the Supreme Court has
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not allowed the complexities to dissolve the categorical distinction between
per se and rule of reason treatment. For example, in merger cases, whether
judicial doctrine under Clayton Act section 7 or agency evaluation of pre-
merger notification documents, the approach taken has consistently been a
full-blown rule of reason, including market definition and market share
determination. The same holds for vertical price fixing — per se illegality
unless maximum price setting and then, full rule of reason. Monopolisa-
tion and attempts to monopolise are always evaluated under a full rule of
reason. Yet the Court has not addressed the doctrinal disparity between the
complexities of evaluating competitor collaboration and the bifurcated juris-
prudence still employed to evaluate other conduct that attracts antitrust
scrutiny.

The only exception to this widespread bifurcation is tying doctrine, which
often includes proof of market power and, of course, the burdensome pre-
requisite of market definition. Market power is a material issue because
courts accept it as indirect evidence that buyers are forced to take the tied
products and proof of forcing pushes the tie into the category of (enhanced)
per se illegality.””* With proof of forcing, a tie is unlawful without further
evidence of its purpose or effects. Without proof of forcing, tying arrange-
ments are evaluated under a full rule of reason. The exceptional nature of
tying jurisprudence carries heightened importance in this report because
intellectual property owners have favoured tying arrangements as a strategy
to exploit their exclusionary rights.

D. The regulatory agencies

Although several agencies have some antitrust authority in defined areas such
as maritime shipping, telecommunications and banking, it is the Department
of Justice, Antitrust Division, and the Federal Trade Commission that have
primary authority to enforce the federal antitrust laws. They have overlap-
ping statutory authority to enforce the Clayton Act, which most often comes
into play with review of pre-merger notifications filed under section 7A.
Given the large number of notifications processed annually, the agencies
cooperate on a variety of projects including issuance of joint guidelines and
they coordinate activities to assure that each merger is reviewed by only one
agency. Over the years, each has developed special expertise in particular
sectors and typically takes up the mergers and other investigations that fall
into those areas of expertise. Both agencies have subpoena and discovery
powers that aid in the investigative process, and both have the power to reach
settlements that may later be enforced by the courts.””” Although the agencies
rarely share results of their investigations, the FTC did send its files to the
Antitrust Division when the FTC Commissioners deadlocked on the decision
whether to proceed against Microsoft in 1994.
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In 1933, President Franklin D. Roosevelt created a separate Antitrust
Division within the Department of Justice, although the agency had primary
authority for enforcing the Sherman Act since its enactment in 1890. The
Antitrust Division’s responsibilities include investigating antitrust violations
and initiating enforcement proceedings in federal courts under the Sherman
and Clayton Acts, including criminal proceedings under the Sherman Act.
The Division acts as a competition advocate in both federal regulatory
hearings and private antitrust litigation. The Antitrust Division also invites
requests for Business Review Letters ‘with respect to proposed business
conduct’.””® Although a favourable response does not guarantee that no
future action will be taken, the agency has rarely investigated a venture
after review. Finally, the Division has entered into enforcement agreements
with some European and other counterparts, and has cooperated with State
Attorneys General in investigations and proceedings, most notably in litiga-
tion of the recent Microsoft case.

The Federal Trade Commission Act of 1914 created the FTC to act as an
independent bureau to regulate competition. The FTC has power to enforce
the statute and its 1914 sibling, the Clayton Act, with cease and desist
orders.””” The agency has authority to investigate and issue reports about
‘the organisation, business, conduct, practices, and management [of persons]
engaged in or whose business affects commerce’.””® The FTC will also
respond to requests for comment letters if the subject matter is novel.”””

State Attorneys General also have a role to play. In addition to their long-
recognised standing to sue under the federal statutes, Clayton Act section 4C
since 1976 has authorised them to sue as parens patriae on behalf of citizens.
As they did even before passage of the Sherman Act in 1890, the states can
bring actions under their own statutes and common law. Multi-jurisdictional
actions are brought through the National Association of Attorneys General
(NAAG).”” The NAAG enables multiple states to combine the investiga-
tive and enforcement efforts of their typically small antitrust enforcement
departments.

The federal statutes do not pre-empt state law. Nor is there any legislative
imperative in the United States for the kind of harmonisation that is funda-
mental to the institutional framework of the European Union.”®' In order to
avoid duplicative investigations and actions, the federal enforcement agen-
cies have adopted a protocol for collaboration with State Attorneys General
in the evaluation of pre-merger notifications.”®”

E. Agency guidelines

The Department of Justice and Federal Trade Commission have issued a
series of joint guidelines in recent years.”> Two significant guidelines are
summarised below: the Horizontal Merger Guidelines and the Competitor
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Collaboration Guidelines. Discussion of the Licensing Guidelines is deferred
until this chapter’s final section.

Horizontal merger guidelines The Merger Guidelines set out a five-step
analysis that the reviewing agency will follow to determine whether a merger
presents the likelihood of substantially lessening competition or tending to
create a monopoly in any line of commerce or in any section of the country, as
prescribed by Clayton Act section 7.”°* First, relevant product and geographic
markets are defined in order to determine market concentration. Second,
actual and potential market participants are identified. Third, the agency
applies the Herfindahl-Hirschman Index (HHI) to denote market concen-
tration.”®> The Guidelines define three ranges of the HHI to reflect low,
medium and high levels of market concentration. Proposed mergers in
markets that fall into the low range of post-merger concentration pass with-
out further investigation. Review of those that fall into the upper ranges
proceeds through the remaining steps, unless the merger produces only an
insignificant increase from the pre-merger to the post-merger HHI. Fourth,
the agency assesses the actual and potential competitive effects of the merger.
Fifth, the reviewing agency performs an analysis of barriers to market entry to
determine the likelihood, timeliness and impact of potential entrants. The
merging parties are given the opportunity to respond to the agency’s deter-
minations and to raise additional rebuttals, including claims of specific
efficiency gains and proof that the acquired firm is a failing company whose
loss would not affect competition.

In 1992, the Merger Guidelines were divided into two documents, one to
address horizontal mergers and one to address non-horizontal mergers.”*® In
1997, the Horizontal Merger Guidelines were revised to expand consideration
of a proposed merger’s efficiency-enhancing effects. The agencies will con-
sider only merger-specific efficiencies that could not be practically achieved
absent the merger and only those that have been verified and that do not arise
from reductions in output.”®’

Although the pre-merger review process does not shield the merging
parties from private or state civil action,”® it creates a safe harbour from
future enforcement by the federal agencies. Because many mergers involve
multiple states, the NAAG issued Horizontal Merger Guidelines in 1993°°” and
a voluntary pre-merger notification system in 1994.>”

Competitor collaboration guidelines In 2000, the Department of Justice
and Federal Trade Commission issued guidelines for evaluating collaboration
among competitors (Guidelines).””" The Guidelines broadly define conduct
as collaborative if two or more competitors combine assets to engage in
economic activity such as research and development, production, distribu-
tion, sales or purchasing. Information sharing and trade association activities
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might also involve collaboration among competitors.””* Collaboration is eval-
uated under the rule of reason, as prescribed by California Dental Association
and other applicable case law. Competitors, actual or potential, who are con-
sidering collaboration, are invited to request business review or comment
letters from one of the enforcement agencies. To be approved, the collaboration
must be reasonably necessary to achieve the benefits. The parties need only
show that there are no practical, less restrictive means of achieving their goals.
In general terms, the reviewing agency applies a rule of reason to evaluate
the business purpose, scope and potential competitive effects of the colla-
boration.””” Simply coordinating price, output or general business decisions
does not fall into the Guidelines’ definition of collaboration and may be per se
illegal.

The Guidelines recognise the potential benefits of collaboration, such as
creating cheaper, more valuable goods that can be brought to the market
more quickly and allocating resources more effectively.”’* To promote such
efficiency-enhancing collaboration, the Guidelines describe two safety zones.
The first shields competitor collaborations when the market shares of the
collaboration and its participants collectively account for no more than
20 per cent of any market affected by the agreement.”’”” The second safety zone
applies to research and development collaborations in innovation markets.
The agencies will not generally challenge the collaboration when, in addition
to the collaboration under scrutiny, there are three or more independently
controlled research efforts which possess the required specialised assets or
characteristics and the incentive to engage in research and development
that is a close substitute to the research and development being done.””®
Experience suggests that large-scale ventures are most likely to seek agency
review and that give-and-take during the review process has led to changes in
the shape of some joint ventures and, ultimately, approval that allowed the
collaborations to proceed with some measure of confidence.

A note on extra-territorial reach

The antitrust statutes apply to personal or corporate transactions that affect
interstate or foreign commerce.”’” Their reach in foreign commerce extends
to foreign conduct that affects domestic trade or commerce and, even if not, if
it affects a person in such trade or commerce. For example, in Zenith Radio
Corp. v. Hazeltine Research,”’® a US exporter brought a claim against a
Canadian patent pool whose conduct had the effect of reducing the plaintiff’s
export sales from the USA to Canada. Jurisdiction was grounded on the fact
that the anti-trust injury occurred in the USA, even though the conduct was
legal under Canadian law. In Hartford Fire Insurance Co. v. California,””” the
Supreme Court held that a United Kingdom company, operating in the
United Kingdom, could be subject to US anti-trust law if the purpose and
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effect of the foreign activity is to hurt US competition. The Supreme Court’s
‘purpose and effects’ test has been adopted in the Guidelines for International
Operations, issued by the Department of Justice and Federal Trade
Commission.”® These Guidelines address comity and conflict of law issues
as well as a series of factors considered in determining whether to enforce the
US antitrust laws against foreign actors. Moreover, the Guidelines are used in
conjunction with the licensing and merger guidelines when they are applied
to foreign firms.”*’

ITI. The impact of antitrust on intellectual property rights

This chapter began with the familiar view that antitrust and intellectual
property rights, at the federal level, share a common goal of encouraging
innovation. The preceding sections have shown that trade secret and trade
name protections at the state level complicate matters because their main
goals are not to promote innovation. Moreover, each body of law, whether
federal or state, has an internal competition component.

At the federal level, it has long been recognised that antitrust and intellec-
tual property rights encourage innovation but by different means which can
conflict. In simplest terms, they can conflict because copyright and patent
protection grant monopolies and antitrust promotes competition. Moreover,
their methodologies proceed from sharply different assumptions about mar-
ket forces: to the extent that antitrust is concerned with price and output,
its policy focuses on short-term effects of strategic conduct. Copyright and
patent, in contrast, are intended to encourage innovation over the longer
term. The methodological difference is significant because even the anti-
trust policy to encourage innovation is typically implemented by a statics
analysis.

Tying doctrine illustrates the potential gap between policies to further
static and dynamic efficiency. The traditional antitrust concern underlying
tying is leverage — using power in one product market as a lever to gain power
in a second market. The theory is dynamic because it recognises the strategy
as working over time to achieve a future result. But neo-classical price theory
advocates such as Robert Bork have persuaded many federal judges that
traditional leverage theory makes no economic sense because a monopolist
can already obtain the profit maximising price in the monopolised market. If
the monopoly is extended into the second market as well, according to statics
logic, then the double monopolist must still charge the same total price for
the two products or lose those customers who refuse to pay more for the tied
products than they pay for them separately. In short, statics analysis holds
that the profit maximising price for the tied products still equals the sum of
the prices for the separate products. With a higher price for the tied products,
the demand functions for the two products determine the extent of lost
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customers and revenues. This view makes some sense within the static, short-
run model of price theory.”*

But if a dynamic, long-run view is taken, the logic changes drastically.
Indeed, Louis Kaplow observed some 20 years ago that traditional leverage
theory had long reflected concerns about what are now termed dynamic
effects such as market foreclosure, reputation effects, strategic positioning,
and market share, effects that are not visible in the static model of neo-
classical price theory which has influenced so many antitrust decisions in
the last 30 years.”® Traditional leveraging doctrine is undoubtedly dynamic
in its explanatory theory that the monopolist has adopted a strategy that
foregoes current profits, if necessary, in the pursuit of future gains. The
debate about traditional leveraging doctrine is significant because it creates
uncertainty over the impact of antitrust on an intellectual property owner
seeking to tie or bundle.

After antitrust scrutiny, whether static or dynamic, intellectual property
policy calls for a second analytical step because antitrust and intellectual
property policies focus on different time periods in the competitive life cycle
of innovation. Antitrust policy is mainly concerned with the circumstances ex
post, after the invention is in the stream of commerce, and asks whether the
particular conduct, on balance, is anticompetitive: do the harms of foreclosing
market access or otherwise restraining competition, including innovation by
others, outweigh the benefits of the conduct being assessed, including com-
mercialisation of the intellectual property?”** After resolving this question, the
court must turn to the intellectual property inquiry, which focuses on the
earlier time period of invention: was the expectation of exploiting the intellec-
tual property right in this way a necessary incentive, ex ante, to encourage the
innovation and its exploitation? After answering that question, the court must
determine whether there is a conflict between ex post and ex ante incentives
and, if there is, resolve it with an extended rule of reason analysis.

Against this background, the remainder of this chapter examines the ways
that antitrust courts and agencies have actually evaluated conduct to exploit
intellectual property rights. Most of the decisions have involved copyright
and patent protection. The small number regarding trade secret and trade
name protection has raised somewhat different questions, particularly when
the underlying policies were seen as conflicting with the copyright and patent
regimes. The section first introduces the current approach to antitrust analy-
sis of intellectual property rights by setting out the major court opinions and
the federal enforcement agencies’ intellectual property licensing guidelines.
In that framework, the main body of the section takes a transactional
approach and examines antitrust treatment of particular strategic conduct
to exploit intellectual property rights: enforcing intellectual property rights,
licensing practices, refusals to license and exclusive dealing, standard setting
and other joint ventures, and mergers and asset acquisitions.
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A. Framework: judicial and regulatory approaches

Before describing the judicial and regulatory approaches to evaluating
aggressive conduct to exploit intellectual property rights, it is useful to review
the underlying statutory framework. Under Sherman Act section 1, some
agreements in restraint of trade are illegal per se. Price fixing cartels and
market allocation agreements are treated as illegal per se. Most agreements,
however, are judged under the rule of reason, which calls for evaluation of
purpose, power and competitive effects. As we discussed in the antitrust
section of this chapter, that evaluation can range from a ‘quick look’ to a
full-blown rule of reason, depending upon the strength of preliminary
evidence regarding the conduct’s competitive effects. Under Sherman Act
section 2, claims of monopolisation and attempts to monopolise are always
judged under a full-blown rule of reason. Purpose is inferred from a limited
set of conduct identified as predatory, including certain pricing below cost
and unjustified refusals to deal. For monopolisation, the power element is
typically satisfied by evidence of market share of 70 per cent or more. For
attempts to monopolise evidence of 30 to 50 per cent market shares has been
adequate; but attempt claims include an additional requirement that calls for
proof of a dangerous probability that the attempt will succeed. The Clayton
Act offences, which include price discrimination, mergers, tying and exclu-
sive dealing, call for proof that the conduct under scrutiny may substantially
lessen competition. Here, too, market power and anticompetitive effects are
evaluated.

1. The courts: antitrust scrutiny of intellectual property rights

As a general matter, aggressive competition does not violate the antitrust
laws. Nor do most strategic uses of intellectual property. There are a few clear
exceptions — for example, naked price fixing is seen as inherently anticompe-
titive and thus illegal per se. But because the competitive effects of most
conduct are indeterminate a priori, the analysis of most aggressive competi-
tion takes a fact-intensive approach to determine whether the resulting
restraints are reasonable in the circumstances. The inquiry into competitive
effects employs market definition to plot the boundaries of the effects analysis
and market power determinations to help gauge their severity. For the most
part, antitrust scrutiny of strategies to exploit intellectual property rights
follows a rule of reason analysis to determine whether the strategy oversteps
the proper bounds of the grant and, if so, whether the strategy unreasonably
restrains competition by harming consumers.

With regard to patents and copyrights, courts have articulated an excep-
tion to the antitrust laws. In Simpson v. Union Oil Co.,”% the Supreme Court
declared that ‘the patent laws ... are in pari materia with the antitrust laws
and modify them pro tanto’. The influential SCM decision (1981) held that
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‘where a patent has been lawfully acquired, subsequent conduct permissible
under the patent laws cannot trigger any liability under the antitrust laws’.
The often-cited Data General Corp. opinion (1994) states that ‘an author’s
desire to exclude others from use of its copyrighted work is a presumptively
valid business justification for any immediate harm to consumers’.”** There
is, however, some disagreement over the strength of the exception, a topic
taken up in the report’s section on refusals to license.

It is worth noting that the Federal Trade Commission has recently pub-
lished a lengthy report entitled To Promote Innovation: The Proper Balance
of Competition and Patent Law and Policy (2003).”*” While the document
exceeds 300 pages and offers many recommendations, one fundamental
concern is the decline in standards for patentability. The FTC report has
taken the position that innovation policy would be better served if the courts
and the PTO would adopt measures to decrease the number of questionable
patents. Specific recommendations include tightening the non-obviousness
standard for patentability, easing the requirements for contesting a patent
grant, increasing PTO funding, and enacting legislation to require publica-
tion of all patent applications 18 months after filing. Overall, the recommen-
dations break little new ground but they do accumulate a large number of
individual criticisms and recommendations that have been heard over a
number of years. The report can be expected to have some impact on the
future shape of patent law and agency practices.

There have been few court opinions evaluating the interaction between
trade secret protection and the antitrust laws. Although trade secrecy con-
flicts with the goals of patent law and thus appears less worthy of antitrust
deference, Perfumer’s Workshop v. Roure Bertrand du Pont,”*® the leading case
in the area, held that monopoly power acquired through trade secret protec-
tion does not violate the antitrust laws. The relationship between patent and
trade secrecy did arise in the United States v. Pilkington plc*®” decision, which
held that trade secrecy to extend the term of an expired patent does state a
cause of action for antitrust liability. But as a general matter, trade secrets are
seen as ‘not inimical to free competition’.””’

Trademark protection has been asserted as a justification for restraints on
competition since the Dr. Miles decision,?”! which dismissed the argument as
nothing more than a claim of business necessity. But the Supreme Court
in White Motor Co. v. United States’”” recognised the value of inter-brand
competition and, by implication, the product differentiation made possible
by trademark and trade name protection. Since that decision, improving
one’s position in competition against other branded manufacturers has
become broadly accepted as a justification for manufacturers’ restraints on
the distribution and sale of their branded products. Still, courts and the
regulatory agencies have remained somewhat sensitive to the dangers of
product differentiation, aided by trademark protection, in highly concentrated
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markets where brand marketing can strengthen incentives to avoid price
e 293
competition.

2. Guidelines for the licensing of intellectual property (1995)””*

Jointly issued by the FTC and the Justice Department, the Guidelines stand
on three principles. First, intellectual property is comparable to other forms
of property —an approach at odds with the case law that creates an intellectual
property exception. While all property shares the essential power to exclude
others, critics of the Guidelines have pointed out that different forms of
property reflect different capacities to exclude.””” Hence, in evaluating the
competitive effects of licensing arrangements, the Guidelines would likely
take into account, for example, that copyright prohibits derivative works but
patent does not; that intellectual property in general raises more serious free
rider questions than tangible property; and that intellectual property rights in
network industries raise special questions about dominance and barriers to
entry. Second, the Guidelines recognise that intellectual property does not
necessarily create market power.Z% A pioneering patent might create mono-
poly power in a product market. But many patented products compete with
differentiated substitutes, some of which might also be patented. In this light,
the Guidelines identify three types of markets that licensing agreements can
affect: those for goods, technology, and innovation.””” The Guidelines’ third
principle holds that combining complementary factors of production by
licensing is generally pro-competitive. They observe that ‘the intellectual pro-
perty laws and the antitrust laws share the common purpose of promoting
innovation and enhancing consumer welfare’.””” Nonetheless, licences can
raise competitive concerns, both vertical and horizontal. Licences can raise
vertical concerns when they involve products or activities in a complemen-
tary relationship. Competitive harms include foreclosing access to important
inputs or raising rivals’ costs. Where the licensing parties are actual or
potential competitors, there is a horizontal component that can raise con-
cerns about licences ‘if they are likely to affect adversely the prices, quantities,
qualities, or varieties of goods and services either currently or potentially
available’.”””

Still, most licensing arrangements will likely fall into three ‘safety zones’
provided by the Guidelines. The regulatory agencies will not question a
licensing agreement if a restraint is not facially anticompetitive (a price fixing
agreement, for example) and if one of three additional criteria is met: (1) for
goods markets, if the licensor and its licensees collectively account for no
more than 20 per cent of each relevant market significantly affected by the
restraint; (2) for technology markets, if there are at least four independently
controlled substitute technologies; (3) for innovation markets, if there are at
least four additional independently controlled entities capable of conducting
research and development that would be a close substitute for the licensing
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parties’ activities.’® Unless a licence falls into one of the ‘safety zones,” the
Federal Trade Commission or the Department of Justice Antitrust Division
will generally apply a rule of reason analysis to determine its legality.

B. Transactional analysis: antitrust scrutiny of intellectual
property rights exploitation

The common thread in the analysis that follows is antitrust’s function as
sentry at the boundary between rights to exclude and duties to provide access
for competitors. The report has already described the internal interplay
between exclusionary rights and competition within the domain of intel-
lectual property — for example, the requirement that a patent application
include a description of the device sufficient to enable someone knowledge-
able in the field, likely a competitor, to construct and use the device. Failure
to meet the requirement means denial of the patent grant and loss of its power
to exclude others from using the device during the 20-year term. The antitrust
sentry imposes a second set of limits on the patent holder’s exclusionary
power, under threat of treble damages, injunctive relief and, in some very
limited circumstances, compulsory licensing.”"'

1. Enforcement of intellectual property rights

Although enforcement of intellectual property rights generally does not lead
to an antitrust violation, there are a few exceptions. The most notable risk of
antitrust liability stems from attempts to enforce a patent procured by fraud
on the PTO. First articulated by the Supreme Court, the Walker Process
doctrine holds that this course of conduct together with proof of sufficient
market power can give rise to a claim of monopolisation under Sherman Act
section 2.%°% In the more recent Nobelpharma AB case,””” the Federal Circuit
applied the doctrine and held that fraudulent non-disclosures to the PTO,
together with a suit to enforce a patent known to be invalid, established
monopolising conduct.’”*

Such sham litigation can violate not only Sherman Act section 2 but also
section 1 if the lawsuit involves collective action. In the Buspirone Patent
Litigation, for example,’%()5 30 states, numerous private plaintiffs and several
public interest organisations filed antitrust claims against Bristol-Myers
Squibb for improperly listing a patent in Buspirone prescription drugs with
the Food and Drug Administration in order to obtain an unwarranted
30-month stay on FDA approval of generic substitutes. Bristol-Myers Squibb
was also charged with conspiring with two generics manufacturers to restrain
trade by wrongfully settling a patent infringement suit. Plaintiffs asserted that
the settlement was a sham used to cover up an unlawful anticompetitive
arrangement under which the generics makers agreed to stay out of the
Buspirone market and help maintain a public perception that the disputed



194 RUDOLPH PERITZ

patent was valid in return for $72.5 million, even though both parties knew
that the patent was not valid. The decision was the first to apply the Walker
Process doctrine outside the context of a PTO filing. In a related case entitled
In re Bristol-Myers Squibb,””° the Federal Trade Commission filed a com-
plaint under FTC Act section 5 that alleged ‘unfair competition’ in the same
course of conduct, which improperly extended exclusive rights under not
only Buspirone but also two additional patented drugs. The matter was
concluded with a consent order denying Bristol-Myers the right to obtain
automatic 30-month delays in FDA approval of generic versions of those and
other related drugs.

In Professional Real Estate Investors v. Columbia Pictures,”®” Columbia
Pictures brought an infringement suit against a group of hotel operators for
renting copyrighted videodiscs to its hotel guests. The hotel responded with
an antitrust counterclaim alleging that the suit was part of a conspiracy to
monopolise and to restrain trade under the Sherman Act. Columbia asserted
immunity from any counterclaim because filing suit is a constitutionally
protected right to petition government. The hotel responded that the suit
was a sham and thus not worthy of constitutional protection. The trial court
denied Columbia’s copyright infringement claim on summary judgment.
The Supreme Court rejected the antitrust counterclaim, declaring that the
infringement suit, though dismissed at the summary judgment stage, was not
a ‘sham’ because it was not ‘objectively baseless’. The result was Columbia’s
immunity from antitrust liability. The consequence, more broadly, is the
heightened difficulty of winning an antitrust counterclaim based on wrongful
enforcement of an intellectual property right. The increased difficulty, even if
compelled by constitutional right, conflicts with both antitrust and copyright
policies to the extent that it shields from liability wrongful conduct that
threatens the public benefits identified with those policies.

Of course litigation is not the only means of enforcing intellectual property
rights. More frequently, parties resolve conflicts among themselves, often by
entering into licensing agreements. Although courts typically enforce licen-
ces, they have looked with some scepticism on agreements that extend patent
terms through licensing of trademark or trade secret rights.”’® We defer
discussion of licensing agreements for the moment. But it is useful to pause
for a quick look at the antitrust consequences of another extra-judicial effort
to enforce licences.

When licensing fails, some intellectual property owners have collaborated
to enforce their rights in a confrontational manner. Such extra-judicial efforts
have largely run afoul of the antitrust laws. The classic case is Fashion
Originators Guild of America v. FTC,”"” in which an organisation of fashion
clothing designers and manufacturers organised an elaborate system to monitor
their retailers in order to assure that they did not deal with ‘style pirates’.
FOGA insisted on an exclusive dealing agreement and blacklisted any retailers
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discovered purchasing dresses made from stolen designs. The Guild argued
that it was protecting members’ property rights under state unfair competition
laws. The FTC termed the conduct a group boycott, ignoring the claim that the
system was ‘necessary to protect the manufacturer, labourer, retailer and
consumer against devastating evils growing from the pirating of original
designs’. The Supreme Court affirmed the FTC’s holding of per se illegality
and declared that ‘even if copying were an acknowledged tort under the law of
every state, that situation would not justify petitioners in combining together
to regulate and restrain interstate commerce’. The decision carries the impli-
cation that the anticompetitive effects ex post of boycotts always outweigh
the intellectual property rights incentives ex ante because such conduct is a
wrongful extension of those rights, deserving of no protection even when
intended to stop property misappropriation.

2. Industry standardisation

Industrial history is filled with examples of rivals agreeing on product stan-
dardisation for reasons of utility, safety, or cartelisation. Often collaborative
standardisation programmes were adopted under the aegis of a trade or
professional association. Less frequently, industry standards resulted without
agreement from the dominance of a particular product complement and its
sponsors. Standardisation will almost always have some advantage for con-
sumers and other users in eliminating repetitive search costs or simplifying
compliance with standard protocols. In the landmark Broadcast Music deci-
sion for example,’'” the Supreme Court determined that ASCAP and BMI’s
blanket licensing of copyrighted works, despite its virtual elimination of price
competition, was a reasonable restraint and thus legal because the two
organisations created enormous efficiencies in sales, monitoring and collec-
tion for use of thousands of copyrighted works. The Court majority was not
persuaded by Justice Stevens’ dissenting opinion, which argued that the
collaboration was an impermissible extension of copyright protection.
Stevens observed that the market efficiencies could have been accomplished
by the less restrictive means of a clearinghouse without pricing authority. But
the Court majority viewed the blanket licence as a new product that, in
essence, created a new market that left the old market for individual nego-
tiation in place because the licence was non-exclusive. The decision can be
read as consistent with the determinations that ex post competition were not
restrained and that licensing and enforcement practices were improved to
comport more closely with optimal ex ante incentives for composers.

In some instances, as in standardisation of railroad track or football field
dimensions, or of personal computer component interfaces or Internet
message protocols, industry-wide compliance has been crucial to growth
and progress. Nonetheless, collaborative efforts to standardise products can
chill the competition to provide variety. Moreover, by making the relevant
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product more homogeneous, standardisation agreements can facilitate car-
telisation or interdependence that produces higher prices. Finally, standard-
isation agreements are sometimes accompanied by mechanisms to suppress
products or exclude rivals that do not meet the standards; and while such
exclusion may sometimes improve safety or protocol compliance, exclusion
does eliminate competition.’'" The dangers of exclusion are intensified in
network industries, which set into motion the dynamic of demand side
economies that tend to reward firms with larger customer bases. Customer
demand intensifies as the base increases in size and moves closer to a tipping
point, even if the switching costs are small.”'> Once the market has tipped,
new products or services, even if superior or cheaper, that are not compatible
with the dominant system or network standards face sharply higher barriers
to buyer acceptance.

Some clear examples of standardisation effects come out of the informa-
tion technology sectors. Internet protocols were developed as open and
minimal standards to allow for efficient interfacing and diversity of usage
clustered at Internet portals.”'” The result is a network of networks that has
spawned enormous innovation. The Unix operating system eventually
became an open standard and spawned Linux some years later. Linux is a
successful contender in the operating system markets for network servers and
other spoke computers that are more powerful and larger than personal
computers. In recent years, large corporate sponsors have formed joint
ventures to market PCs with Linux operating systems. While their success
is still in doubt, they remain viable though marginal competitors.

In sharp contrast, Windows software and its hardware complement, Intel
microprocessor chips, have always been proprietary technologies. Their
product qualities, intellectual property rights, positive feedback between
system components, network effects, and ingenious marketing strategies
have combined and interacted to create and reinforce market dominance.
As a result, they have both become de facto industry standards. Government
antitrust suits against Microsoft and Intel have attacked some of the strategies
used to maintain their dominance and, in Microsoft’s case, strategies to
leverage dominance into new markets. The antitrust implications of those
strategies are examined later in this chapter. But it is worth mentioning now
that Microsoft has been largely successful in using integration strategies to
leverage its Windows standard in ways that have passed antitrust scrutiny.
Microsoft has continually produced new versions of Windows, as well as its
industry-standard Microsoft Office suite of applications software, that cus-
tomers have adopted in part because of improvements and in part because
Microsoft stopped supporting earlier versions. As these new versions have
become the standards, changes and additions have also become standard. In
the United States, few questions were raised about adding functions such as
file compression and multimedia player to Windows or a photo editor to the
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Office suite. Nor were challenges posed when Microsoft introduced Windows
95, which integrated the DOS operating system with the original Windows
graphical user interface, thereby eliminating the need for independent DOS
software.”'* Moreover, despite the government antitrust suit, discussed at
several junctures below, Microsoft’s integration strategy has also made
Internet Explorer the industry standard web browser in a market that had
been dominated by Netscape Navigator.

When an industry standard results from a single firm’s success and indus-
try dominance rather than a standard-setting organisation of industry mem-
bers, antitrust questions have also been posed about that firm’s duty to
disclose information to market participants. In the landmark Berkey Photo
decision (1979),”"” the Second Circuit Court of Appeals rejected the claim of
a competitor in a derivative market for complementary products that
Eastman Kodak, a monopoly in the primary market, owed Berkey a duty to
pre-disclose new products in order to permit Berkey to make its products
compatible. The Court concluded that Eastman Kodak had a right to its
competitive advantages of size and vertical integration and, moreover, that a
disclosure rule would be unworkable.

More recently, the Federal Trade Commission challenged Intel’s refusal to
provide technical information necessary for customers to produce comple-
mentary products compatible with Intel’s microprocessor chips, which
dominated the market and were thus the de facto industry standard. Intel
stopped sharing the information with customers seeking to protect their
intellectual property rights against Intel.’’® The case was settled with a
consent decree in which Intel agreed not to withhold information in such
circumstances. Nonetheless, the antitrust laws do not prohibit an intellectual
property owner, even a dominant firm, from withholding information for a
legitimate business reason.

The issue of information disclosure was revisited in the government’s
monopolisation case against Microsoft. The district court found, for exam-
ple, that ‘Microsoft tried to convince IBM to move its business away from
products that themselves competed directly with Windows and Office.
Microsoft leveraged the fact that [IBM] needed to licence Windows at a
competitive price and on a timely basis, and the fact that the company needed
Microsoft’s support in many more subtle ways. When IBM refused to abate
the promotion of those of its own products that competed with Windows and
Office, Microsoft punished the IBM PC Company with higher prices, a late
licence for Windows 95, and the withholding of technical and marketing
support.””'” In particular, Microsoft refused to share information that IBM
needed to conform its products with the announced Windows 95 operating
system because IBM would not acquiesce to Microsoft’s demands, including
an insistence that IBM stop promoting its competing OS/2 Warp opera-
ting system. As a result of IBM’s refusal to accede, it was scheduled to pay
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almost $50 million more in annual royalty payments than its favoured rivals.
Moreover, without pre-release access to the technical information needed for
compatibility with Microsoft’s industry standard operating system, IBM was
unable to conform to its products in time to compete with its rivals until the
crucial initial selling season had passed. In consequence, IBM lost several
hundred millions of dollars in sales and Microsoft sacrificed the associated
royalties by withholding pre-release information. The trial court determined
that those coercive refusals to share information were part of Microsoft’s
monopolising course of conduct to maintain barriers to entering the operat-
ing market for Intel-compatible PCs.”"

Antitrust issues can also arise when industry standardisation results from
collaborative efforts. The Addamax’'” case involved antitrust claims against a
joint venture to standardise computer software that evolved from the Unix
operating system. AT&T developed the Unix operating system as a propri-
etary product for mainframe computers but faced antitrust challenges to
entering computer software markets in 1969. AT&T decided the next best
strategy was to give it away to universities. In this way, Unix began as an open
standard and, over a period of 30 years, fragmented into a variety of not
entirely compatible operating systems. Linus Torvald, for example, devel-
oped the Linux operating system out of Unix.

A group of large computer manufacturers formed a non-profit founda-
tion, the Open Software Foundation (OSF), to establish an operating system
to compete against an AT&T-Sun Microsystems product that had emerged as
the industry standard for Unix operating systems.’”’ OSF put out a ‘request
for technology’ for bids on security software to integrate into its version of
Unix. Two bids were submitted. Some time later, the losing bidder, Addamax,
decided to phase out its security software entirely. Addamax then sued OSF
and two sponsors, Hewlett-Packard and Digital Equipment, claiming that
they conspired to force down the price of security software, driving Addamax
out of the business. The Court stated that

Addamax alleges that [OSF] forced competitors to offer their products at
below-market prices and under disadvantageous conditions. The loser sees
his technology left out of a new system that automatically becomes an
industry standard. A firm that fails in an OSF bid loses the chance to sell its
product, not only to OSF, but to all OSF members. In this way, Addamax
claims, OSF functions as a . . . buyers’ cartel. Addamax maintains that OSF
extracts major concessions from its suppliers in terms of both price and
conditions-of-sale. Addamax claims that OSF’s strategies secure software at
a fraction of its market price, and in some instances at prices below those
necessary to recoup research and development costs.

Addamax also alleged that by announcing an OSF standard, the defendants
‘sought to paralyse the industry and deter users from committing to other
systems’. The Court declined to apply per se scrutiny to the joint venture and,
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moreover, denied the plaintiff’s motion for summary judgment. The venture
was too complex, the Court concluded, and the competitive effects too
speculative in light of competition from Microsoft to support such peremp-
tory treatment.’”!

For the most part, collaborative standard setting has been viewed as a
reasonable restraint of trade. The greatest danger of antitrust liability lies in
conduct that is seen as an abuse of the standard setting process. In Allied
Tube & Conduit Corp. v. Indian Head Inc.,”*” the leading case in the area, an
excluded competitor brought an antitrust claim against a non-profit standard
setting organisation that formulated building and safety codes which were
adopted nationwide. A standard setting committee would not endorse
the plaintiff’s new plastic insulation technology for electric conduit after a
representative of metal conduit manufacturers (metal being the industry
standard) convinced them to vote down the new product. The fact that one
member convinced the committee to exclude the product of potential com-
petitor did not violate antitrust law; rather it was the manner in which the
petitioning member achieved that goal. In order to exclude the new technol-
ogy, the member recruited commercially interested parties to become mem-
bers of the organisation and paid their fees and expenses to ensure attendance
and a favourable vote at the standard setting meeting. It was this behaviour
that triggered antitrust scrutiny. However, courts will uphold industry stan-
dard setting efforts when the purpose is to adopt reasonable measures to
respond to existing problems.

Two recent Federal Trade Commission cases have involved abuse of stan-
dard setting initiatives. In FTC v. Dell Computer,’*” the patent holder failed to
notify the standard setting association that it held patents for the VL-bus, an
important computer component. The association did compel disclosure of
participants’ intellectual property rights — not an unusual requirement in
standard setting organisations. Only after the association chose that techno-
logy to be the industry standard did Dell disclose its patents. The FTC filed an
enforcement action which was settled, with Dell agreeing not to enforce its
undisclosed patents, but without much guidance either to standard setting
organisations or participants about the scope of their disclosure duties.

In the pending In re Rambus Inc. case,””* the FTC issued a complaint in a
standard setting situation much like the one in Dell. The Commission alleged
that Rambus did not disclose relevant patents and patent applications to an
industry organisation considering standards for DRAM, a common type of
computer memory. Despite organisation rules requiring disclosure, the
Commission claimed, Rambus intentionally concealed patents and pending
applications until the standards had been approved. Shortly thereafter,
Rambus entered into licensing agreements with seven major manufacturers,
instituted infringement suits against others, and stood to gain royalties in
excess of $1 billion per year. In one of the suits, Infineon Techs. (2003), the
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trial court summarily dismissed Rambus’s infringement claim.”*” The Court
also upheld in part a jury verdict on the accused infringer’s counterclaim that
Rambus engaged in fraud for failure to disclose the patents and pending
applications. The Federal Circuit reversed the fraud ruling because it found
that the disclosure policy was vague and thus ‘Rambus’s mistaken belief . . .
does not substitute’ for the evidence required to prove that it had a duty to
disclose.”’*® Given the FTC’s pending action against Rambus, the law regard-
ing disclosure in standard setting organisations is currently unsettled. The
approach most consistent with both patent and antitrust policies would call
for full disclosure and penalties for refusals to disclose because the patent
holder is the least-cost provider of the information. Disclosure of informa-
tion is consistent with patent policy, which is premised on the exchange
of publication for exclusionary rights. It is consistent with antitrust policy,
which seeks to promote competitive markets and which has long recognised
informational asymmetry as a significant market failure.

3. Duty to license

As a general matter, the US antitrust laws do not impose on individual firms,
even monopolies, a duty to do business with anyone or otherwise to make
their facilities available. Although there have been a small number of deci-
sions over the years — sometimes termed essential facility cases — imposing
duties to deal or decreeing compulsory licences, none has resulted solely from
ownership of an intellectual property right. They have all required some
additional exclusionary conduct. Consistent with this approach, it should
be recalled, both the Patent Act and traditional common law contract doc-
trine as a general matter authorise owners to refuse to license or use their
creations. The report has already mentioned a disagreement among federal
courts about the limits of the refusal right. In this section, we take a closer
look at the doctrinal disagreement and its implications.

On a few occasions, antitrust courts have imposed on dominant firms a
duty to deal with customers, suppliers or competitors. The earliest instance
was the Supreme Court’s decision in Terminal Railroad Association (1912),
which required a group of railroads which jointly owned the only railroad
switching yard across the Mississippi River at the important City of St. Louis
hub to give access to non-members. The Court determined that, ‘in view of
the inherent physical conditions’, no practical alternative was available. In
Lorain Journal (1951), the Court characterised the only newspaper in a region
of northern Ohio an ‘indispensable medium’ of advertising. Despite regula-
tory oversight by the Federal Power Commission, the Court in Otter Tail
Power Co. v. United States””” required an electrical utility to make available its
transmission lines to wheel electrical power from other utilities to its former
customers. Through the course of such decisions was born the ‘essential
facilities’ doctrine and the accompanying remedy of compulsory access. It
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should be noted that the doctrine has long been used by federal courts and
antitrust scholars but has never been explicitly adopted by the Supreme
Court.”®

More recently, the Eighth Circuit Court of Appeals compelled AT&T
to allow cable television operators to string their cables on its poles because
the operators were ‘actual competitors’.”*” The courts have been consistent
in their view that the doctrine applies only to competitors. In the recent
Intergraph case,””’ the plaintiff sought injunctive relief, arguing that Intel had
an affirmative obligation to continue supplying it with chips, technology and
interoperability information because Intel products were the de facto indus-
try standard and thus ‘essential facilities’ needed to do business in the
industry. Intel dominated the market with well over an 80 per cent share of
microprocessor chip sales. In consequence, Intergraph asserted, the refusal to
deal was monopolising conduct in violation of Sherman Act section 2. The
district court determined that Intergraph’s claim was likely to succeed at trial
and so granted a preliminary injunction against Intel. But the Federal Circuit
vacated the order on the grounds that the essential facilities doctrine applies
only when the facility owner and the user compete in a downstream market
that requires access to the facility.””' Intel and Intergraph were not compet-
itors. Intergraph was one of several customers who were asserting intellectual
property rights against Intel, who refused to deal with Intergraph and other
customers until they agreed to withdraw their claims.

The Intergraph court’s approach was consistent with that taken in other
circuit courts. In MCI Communications v. American Telephone & Telegraph
Co., for example,””” the Court enumerated the elements of liability under the
‘essential facilities” theory as ‘(1) control of the essential facility by a mono-
polist; (2) a competitor’s inability practically or reasonably to duplicate the
essential facility; (3) the denial of the use of the facility to a competitor; and
(4) the feasibility of providing the facility’. The Federal Circuit in Intergraph
concluded: “The courts have well understood that the essential facility theory
is not an invitation to demand access to the property or privileges of another,
on pain of antitrust penalties and compulsion; thus the courts have required
anticompetitive action by a monopolist that is intended to “eliminate com-
petition in the downstream market”.”””

Imposing an obligation to deal in a case involving intellectual property
rights raises special concerns because an equitable remedy would amount to a
compulsory licence outside the narrow circumstances explicitly defined by
Congress.””* In that light, some courts have announced patent and copyright
exceptions to any obligation to deal imposed by laws of general applicability
such as antitrust. Several decisions, following the logic of the influential Data
General Corp. decision,”” have given the patent exception more weight than
its copyright counterpart. The Data General Corp. court observed that
Congress amended the Patent Act, but not the Copyright Act, to provide
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under section 271(d) that ‘no patent owner otherwise entitled to relief for
infringement . .. shall be denied relief or deemed guilty of misuse or illegal
extension of the patent right by reason of [a] refusal to license or use any
rights’. In the government’s most recent Microsoft suit, the Circuit Court of
Appeals wrote that ‘copyright law does not give Microsoft blanket authority
to license (or refuse to license) its intellectual property as it sees fit’.””° But the
difference in treatment of copyright and patent holders should not be over-
estimated because both must withstand antitrust scrutiny of refusals to deal
under the Sherman Act’s rule of reason.””” The Supreme Court in Kodak
(1992) emphasised that power gained through some natural or legal advan-
tage such as a patent, copyright, or business acumen can give rise to liability if
‘a seller exploits his dominant position in one market to expand his empire
into the next’.””"

Although Patent Act section 271(d) applies explicitly only to patent mis-
use, its implications have sparked a disagreement over its breadth between the
Federal Circuit, which has statutory authority over all patent cases, and the
Ninth Circuit, which has territorial jurisdiction over California and thus
hears a great number of suits involving intellectual property rights in high
tech industries. The Ninth Circuit in Kodak (1997) has construed section
271(d) narrowly, as creating only a presumption in favour of the patent
owner: ‘the desire to exclude others from its [protected] work is a presump-
tively valid business justification for any immediate harm to consumers’.”””
The presumption, however, was overcome in that case and the plaintiff won
its monopolisation claim that Kodak’s practice of refusing to sell patented
parts to independent service providers was an unreasonable restraint of trade
that violated Sherman Act section 2. The Federal Circuit, however, has
interpreted congressional policy expansively to mean that a refusal to license
a patent, or copyright, can never violate the antitrust laws.”*” This approach
takes its direction from an expansive reading of Simpson Oil (1964), which
declared that ‘the patent laws . .. are in pari materia with the anti-trust laws
and modify them pro tanto’.”*' Still, there are limits, even in the Federal
Circuit. In C. R. Bard v. M3 Systems,342 the Court held that a patent does not
shield from antitrust scrutiny changes in a medical needle system designed to
create incompatibility with a competitor’s product.”*’ Such conduct has been
termed predatory innovation — that is, product change whose primary pur-
pose is to raise rivals’ costs and lock-in customers, and whose modifications
do not benefit consumers. Neither patent nor antitrust policy supports such
conduct.

A very recent Supreme Court decision has raised doubts about the viability
of cases that adopt an ‘essential facility’ rationale or that otherwise require a
dominant firm to deal with competitors. In Verizon Communications Inc. v.
Trinko,”** plaintiff class sued the incumbent local telephone monopoly for
refusing to share its local exchange facilities with other providers, as required
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under the Telecommunications Act of 1996. The complaint asserted that
plaintiffs were harmed because Verizon provided lower quality lines to
their provider. Writing for the Court, Justice Antonin Scalia found no anti-
trust violation. Viewed most narrowly, the decision stands on the rationale
that the antitrust laws will not supplement statutory duties to deal, as glossed
by regulatory agency oversight, even though plaintiffs made a strong argu-
ment that Congress did intend antitrust laws to apply. In this light, antitrust
would not impose greater obligations than those imposed under the super-
visory authority of a regulatory agency, here the Federal Communications
Commission. Viewed more broadly, the decision is a repudiation of the
essential facilities doctrine and similar rationales. Certainly there is language
in the opinion to support this broader view, including dismissive references
to Aspen Skiing’®” and other cases that have been characterised as essential
facility cases. But questionable readings of earlier cases and very broad state-
ments in Justice Scalia’s opinion suggest that the reach of Trinko is an open
question.

4. Licensing of intellectual property

The Kodak (1992) approach is reflected in the federal agencies’ Licensing
Guidelines, which treat intellectual property no differently from other kinds
of property and which, for the most part, evaluate both licences and refusals
to license under a rule of reason. Economic theory views licensing in a
positive light because the practice permits the intellectual property owner
to transfer the right to the most productive users, thereby employing market
transactions to help determine the most efficient means of commercialising
the invention. Moreover, licensing permits the owner to increase its reward
from the invention in a manner consistent with reasonable expectations
ex ante. As a general matter, antitrust doctrine treats licences no differently
from other agreements intended to create efficiencies. Further, the agencies’
Licensing Guidelines observe that licensing can ‘benefit consumers through
the reduction of costs and the introduction of new products’. They can
protect ‘the licensee against free-riding on the licensee’s investments’.”*°
Although the Guidelines favour licensing agreements, they do recognise
that ‘antitrust concerns may arise when a licensing arrangement harms
competition among entities that would have been actual or likely potential
competitors ... in the absence of a licence’. A licence may ‘facilitate ...
market division or price fixing’ or it may foreclose access to an adjacent
market.”*” Palmer v. BRG™*® is a good example of using a licence as a
subterfuge to divide markets. BRG and HBJ were the two main competitors
in providing review courses for the bar examination in Georgia. They entered
into an agreement that gave BRG an exclusive licence to market HBJ’s copy-
righted materials in Georgia and to use its trade name ‘Bar/Bri’. The parties
agreed that HBJ would not compete with BRG in Georgia and that BRG
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would not compete with HBJ outside of Georgia. The licence included a
provision in which BRG would pay HBJ $100 per student and BRG raised its
price from $150 to $400. The trial court granted summary judgment for
defendants and the Court of Appeals affirmed. The Supreme Court in a
short per curiam opinion reversed, concluding that the revenue-sharing
formula coupled with the price increase that took place immediately after
the parties agreed to cease competing with each other indicated that the
licensing agreement was ‘formed for the purpose and with the effect of
raising’ the price of the bar review course. The Court held that the agreement
to divide markets was ‘unlawful on its face’. The restraint was not evaluated
under a rule of reason even though the main purpose of the licence was
arguably to acquire materials on account of BRG’s loss of a royalty-free
licence from another source. The decision reflects the Supreme Court’s
strong antipathy toward price fixing and market allocation, even when such
an agreement between competitors appears in an otherwise legitimate licence
for intellectual property.

A number of lower court cases have taken the same approach. In A&E
Plastik Pak Co., for example,”*’ the Ninth Circuit Court of Appeals observed:
‘The critical question in an antitrust context is whether the restriction may
fairly be said to be ancillary to a commercially supportable licensing arrange-
ment, or whether the licensing scheme is a sham set up for the purpose of
controlling competition while avoiding the consequences of the antitrust
laws.” The Court determined that plaintiff should be given the opportunity
to prove that a trade secret licence was a ‘subterfuge enabling the participants
to divide markets and fix prices’.””” In a series of cases following the Second
World War, courts struck down complicated worldwide networks of cross-
licensing agreements as subterfuges enabling the participants to divide
markets and fix prices while avoiding antitrust laws. The courts found that
true trade secrets were either absent or insufficiently substantial to support
restraints of such magnitude. The parties’ intent, principally to restrain
competition, was regarded as a critical factor.””" Certainly, licensing of true
trade secrets would be judged under a rule of reason and found reasonable in
most circumstances.

Tying provisions in licensing agreements Tying claims can fall under three
statutory sections. If litigated under Sherman Act section 2 as conduct
evidencing a purpose to monopolise, for example, the courts have uniformly
taken a rule of reason approach.””” When brought under Sherman Act
section 1 or Clayton Act section 3, the doctrine is more complex because
tying provisions can sometimes be per se illegal. In the leading case, Jefferson
Parish Hospital,”> the Court declared that tying falls into the category of
per se illegality upon proof of three elements: first, that there is a tie-in of
two separate products (or services); second, that ‘the seller has some special
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ability . .. to force a purchaser’ to accept the tie-in; third, that the arrange-
ment forecloses a substantial volume of commerce. This enhanced or modi-
fied per se approach requires plaintiff to prove more than simply the fact that
the restraint occurred but less than a full rule of reason burden of purpose,
power and anticompetitive effects.

In the recent Microsoft (2001) monopolisation case, however, the D.C.
Circuit Court of Appeals carved an exception out of the per se treatment of
forced tying. The integration of the Windows 98 ‘platform’ and Internet
Explorer was not accomplished by licensing agreement. Rather, the two soft-
ware programs were ‘technologically tied’ by interlocked and shared software
modules. In consequence, users were not able to separate them. The Court
determined that such integration of platform and applications software created
technical issues whose evaluation should begin with great deference to the
producer. In consequence, such integration should always be evaluated under
a full rule of reason. Moreover, the Court held that Microsoft’s integration was
prima facie lawful as long as the products could be disintegrated.’*

Returning to the Supreme Court’s Jefferson Parish opinion, the majority
prescribed an approach that sometimes called for per se treatment and other
times a rule of reason. This bifurcated approach seeks to distinguish pro-
competitive bundling from anticompetitive tying. Bundling can be pro-
competitive in a number of ways. For example, a manufacturer can gather
and assemble RAM, processor chips, motherboards, storage devices and other
components to produce a personal computer more efficiently than individual
consumers. But combining products can also restrain competition and harm
consumers. For example, a tie might promote oligopolistic behaviour when
all firms in parallel fashion adopt the same tie. The Kodak (1992) case
involved circumstances that suggested this harm: with Kodak, Xerox and
IBM together controlling over 90 per cent of the market in photocopiers
and microcopiers, each tied the sale of patented replacement parts to repair of
its leased machines.”””

The Court articulated a three-step approach to assess tying. It begins by
asking whether there was evidence that consumer purchasing behaviour
reflected separate demand for the two products in the absence of the tying
arrangement. If not, then the product bundle was deemed pro-competitive.
While the test makes sense, its application requires a prior time period of
separate demand to characterise the bundling. For Kodak, there was such a
period and the Court found separate markets. Indeed, Kodak continued to
sell replacement parts to large customers with their own repair staffs. But
Xerox and IBM always bundled replacement parts and repair. Should Kodak
be penalised on that account, without regard to the practices of its compe-
titors? Or should Kodak’s change to bundling be viewed as an oligopolist
joining the parallel conduct of its rivals? The Kodak opinion does not give a
clear answer to these questions and can be read as consistent with either one.
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This separate products element of the Jefferson Parish test presented a
particularly difficult question in each of the government’s two Microsoft cases.
In the first, the Department of Justice sought to block the bundling of Windows
95 operating system software with the Internet Explorer web browser. In
interpreting the consent decree at issue, the D.C. Circuit Court of Appeals
interpreted the language of the decree to determine whether the bundling fell
into a provision permitting Microsoft to integrate software or whether the
bundling was a prohibited tie-in. Relying to some extent on antitrust precedent,
the Court did not adopt the consumer demand test of Jefferson Parish but took
a new approach to determine that the integration was permitted because
Microsoft could make a ‘plausible claim’ that the integration ‘brings some
advantage’ to consumers.””® Dissenting Judge Patricia Wald alluded to the
ignored mandate of Jefferson Parish, writing that ‘the courts must consider
whether the resulting product confers benefits on the consumer that justify a
product’s bridging of two formerly separate markets’.””” In the second Microsoft
case,””® the federal and state government plaintiffs prevailed in their complaint
that Microsoft maintained its Windows 98 monopoly in the operating system
market for Intel-compatible PCs by engaging in a course of predatory conduct
that artificially maintained barriers to market entry. One related claim involved
the enhanced integration of Internet Explorer and the operating system. Here,
the D.C. Circuit explicitly rejected the Jefferson Parish test as the exclusive
inquiry for determining whether there was separate demand for the two pro-
ducts because the Court believed that this backward-looking test would not give
‘a fair shake’ to the first producer who integrated two separate products. The
Court was persuaded by Microsoft’s argument that an exclusively static test
would ‘chill innovation to the detriment of consumers’.

If the court finds a tie-in, it proceeds to the second element of the Jefferson
Parish test, to determine whether the arrangement will be analysed under the
rule of reason or the per se approach. Per se treatment applies when the
plaintiff shows that the seller has the power to force the buyer to take the tied
product. Direct evidence of actual forcing would be enough. In the alter-
native, indirect proof could proceed by inference from evidence of market
power. Early cases seemed to require significant market share approaching
monopolisation. Jefferson Parish called for proof of ‘substantial’ market
power and refused to make an inference from the hospital’s 30 per cent
market share. Moreover, the Court discounted evidence of market imperfec-
tions that facilitated the hospital’s exercise of power, including evidence of
poor consumer information that hurt their ability to evaluate the quality of
care. Jefferson Parish also carried forward the doctrine that patent or copy-
right grants evidenced substantial market power and, thus, provided suffi-
cient evidence of forcing to treat the tying as illegal per se.

Subsequent developments have called two aspects of the Jefferson Parish
forcing inquiry into question. First, the Supreme Court’s Kodak decision



COMPETITION POLICY AND IPRs IN THE USA 207

(1992) attributed great weight to market imperfections, particularly informa-
tional asymmetry, in the process of defining a separate primary market for
photocopiers and secondary markets for replacement parts and for repair.
The upshot was a determination that Eastman Kodak could have monopoly
power in aftermarkets without substantial power in the primary market. In a
section 1 case, per se treatment of the tying arrangement is likely to follow this
approach to market definition. In contrast, the Licensing Guidelines, tilting
away from per se treatment, embody a second shift from Jefferson Parish.
They have rejected the view that intellectual property rights produce monop-
oly power and, in consequence, they evaluate licences that are not facially
anticompetitive under a rule of reason. Under the Guidelines, agency evalua-
tion of tying arrangements is more lenient than judicial treatment that
accords with Jefferson Parish. It remains to be seen, of course, whether the
Supreme Court will adopt the currently prevailing approach reflected in the
Guidelines, an approach taken in Jefferson Parish by Justice O’Connor’s
concurring opinion.””

With evidence of forcing, the plaintiff must satisfy only the minor third
element that the arrangement affects a ‘not insubstantial’ amount of com-
merce in the tied-product market — for example, the punch cards in IBM or
Internet Explorer in Microsoft. This element is itself insubstantial and has
been interpreted as a mechanism to filter out isolated and inconsequential
transactions. Without evidence of forcing, however, the plaintiff faces a full
rule of reason. In short, the plaintiff must then prove anticompetitive effects
in the tying product market — for example, the card machines in IBM or
operating systems for Intel-compatible PCs in Microsoft.

In the absence of intellectual property rights, a firm with substantial
market power is not permitted to leverage that power into an adjacent market
by refusing to sell one product to buyers unless they also take the forced
product. Such tying arrangements are illegal per se.”*’ The enforcement
mechanism for forced tie-ins is a refusal to deal. But in intellectual property
licences, tie-ins, enforced by refusals to deal on other terms, are viewed quite
differently. As a general matter, courts have accorded great latitude to bun-
dling of patent or copyright licences. This chapter has already described the
Broadcast Music decision’s approval (1979), in a duopolistic market, of non-
exclusive blanket licences to perform copyrighted music. The Supreme Court
had long before affirmed the validity of block licences for hundreds of patents
and patent applications in Hazeltine Research (1950).”°" But there were limits
to the courts’ permissive attitude toward intellectual property licences.
Notably, when patent holders sought to tie patented machines with staple
products — for example, salt Lixator machines with salt — the Court held them
illegal per se as unlawful attempts to extend a patent monopoly into a second
market. They were held illegal per se even when the licensing agreement
included a provision stating that a rival’s lower price would be matched.”®’
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Moreover, even when the tied product was a non-staple, when it could be
used only with the tying product, early court decisions prohibited the
arrangement. Indeed, a modern decision in the Eleventh Circuit Court of
Appeals held that block-booking of television shows was per se illegal as a
tie-in. The Court in MCA Television Ltd. relied on old Supreme Court
precedent that treated block-booking of movie films as per se illegal. But
no reference was made to the more recent Hazeltine or Broadcast Music
decisions. Both cases, however, can be distinguished from MCA. Hazeltine
involved patents rather than patented products and, thus, justifies greater
leniency because the licensing was an early step in dissemination and
commercialisation of the patented ideas. Broadcast Music involved blanket
licences that were non-exclusive — that is, they allowed individual copyright
holders to negotiate their own deals with prospective licensees. In contrast,
MCA involved an exclusive licence for films. Moreover, the films were
products well beyond the invention stage. Finally, the licence provided for
liquidated damages which sometimes resulted in double royalties. Copyright
incentives ex ante do not anticipate double royalties and no claims were made
that the exclusive licence under scrutiny produced transactional or other
efficiencies that would legitimately improve ex post incentives to innovate.

In recent years courts have shown no hesitation in prohibiting licensing
provisions for tying a patented device to a staple item — that is, to an item that
can be used with products other than the patented device. Examples include
standard printer paper to be used with all computer printers or standard CDs
with all CD players. The Tricom Inc. case’®’ illustrates the point. In it, the
Court found an actionable tying agreement in a provision conditioning the
lease of software for computer-assisted design (CAD) to the purchase of time
sharing on the software provider’s mainframe computer. The tied product
was a staple product: The mainframe computer had uses other than running
the CAD software. Moreover, the buyer was a competitor in the market for
mainframe time-sharing. Explicitly separating the refusal to license from the
tie, the Court stated that the intellectual property holder could refuse to
license the copyrighted software but could not use it as leverage to sell time
sharing on its computer system. The decision is consistent with the view that
ex ante copyright incentives for authors do not include anticipated revenues
from unrelated products. It also serves competition policy by freeing a
competitor from a restraint that has no offsetting public benefits ex post.

At the same time, antitrust courts have been more solicitous of licensing
provisions tying a patented product to a non-staple. For example, one well-
known justification for tying finds its origins in Jerrold Electronics.”** The
Court approved the practice of selling cable antenna systems only in con-
junction with a service contract when the patented technology was still in its
infancy. The practice was justified because the technology patent owner’s
‘reputation and growth of entire industry was at stake during development
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period’. The Court rightly rejected claims of both patent misuse and mono-
polisation because ex ante incentives plausibly included the expectation that
the patent holder could choose to control the technology’s development and
commercialisation. The Court was careful to state that the tying arrangement
could not continue into the industry’s ma