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The Antitrust Laws and the Rights of Patentees:
A Defense of Limited Compulsory Licensing

Brian W. Peckham*

I. INTRODUCTION

In December of 1953 the eleven members of the Automobile
Manufacturers Association entered into an agreement providing
for cooperative research on the development of devices for the
control of vehicle emissions. In July of 1955 the members of the
Association further agreed to exchange royalty-free, nonexclu-
sive licenses to any relevant technical information in their pos-
session. Moreover, the auto makers agreed to purchase in con-
cert and at jointly determined prices any inventions in this field
offered to any of them by parties outside the agreement.?

This patent pool eventually attracted the attention of offi-
cials in the Antitrust Division of the United States Department
of Justice, who became concerned that it was primarily an arti-
fice for the suppression of competition within the automobile in-
dustry in the design and purchase of technologies for the abate-
ment of vehicular air pollution. Accordingly, in January 1969
attorneys for the Antitrust Division filed a complaint alleging
that the members of the Automobile Manufacturers Association
had conspired by means of their cross-licensing agreement to vi-
olate the Sherman Act and requesting that the court grant ap-
propriate injunctive relief.* According to the government’s attor-
neys, the patent pool was but part of a collusive scheme to
control the development and disclosure of methods for abating
automobile emissions in order to delay the imposition of strin-

* Assistant Professor of Economics, University of Utah. B.A., Stanford University,
1967; M.A., 1974, Ph.D., 1979 University of Wisconsin-Madison. Without implicating
them in responsibility for any remaining errors, the author gratefully acknowledges the
useful comments of Dr. Russell Pittman of the U.S. Department of Justice and Professor
John Flynn of the University of Utah Law School on an earlier draft of this Article.

1. Clean Air: Hearings Before a Special Subcomm. on Air and Water Poliution of
the Senate Comm. on Public Works, 88th Cong., 2d Sess. 857-58 (1964) (statement of
H.A. Williams, Managing Director, Automobile Mfrs. Ass’n).

2. United States v. Automobile Mfrs. Ass’n, 307 F. Supp. 617 (C.D. Cal. 1969), aff’d
per curiam sub nom. City of New York v. United States, 397 U.S. 248 (1970).
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gent governmental regulations.

Answering the complaint, the leading auto manufacturers
denied any improper motives in setting up their patent pool.
They insisted that they had established the pool solely to facili-
tate joint research on pollution control and that it had served
this purpose very well by promoting the free exchange of techni-
cal information and the avoidance of the waste of duplicative
research.®

The consent decree which settled the case in October 1969
required the members of the manufacturer’s association to dis-
solve their 1955 cross-licensing agreement. It enjoined them
from colluding in the purchase of patent rights offered to them
by outsiders and from exchanging among themselves patented
and unpatented technology relating to pollution control devices.*

The Automobile Manufacturers case illustrates how the
pursuit of cooperative research by patent pooling can collide
with the restrictions of the antitrust statutes. Similar conflicts
can arise when parties to a joint research project condition the
licensing of their patents upon compliance by licensees with con-
‘trols on their pricing, marketing, or product development.®

- These examples are indicative of the fundamental tensions
between the rights conferred by the patent laws and the duties
imposed by the antitrust laws. The former create manifold op-
portunities for practice of the very restraints of trade that the
latter are intended to suppress. The social importance and com-

3. Denials by Industry, N.Y. Times, Jan. 11, 1969, at 65, col. 6; U.S. Charges Auto
Makers Plot to Delay Fume Curbs, N.Y. Times, Jan. 11, 1969, at 1, col. 3 (city ed.);
Smog Over Auto Accord, Bus. Wk., Jan. 18, 1969, at 28.

4. United States v. Automobile Mfrs. Ass’n, 1969 Trade Cas. (CCH) 1 72,907, at
87,457-58 (C.D. Cal. 1969). The consent decree of October 29, 1969, was entered despite
the opposition of New York City, Los Angeles County, and several other plaintiffs in
related private suits against the AMA. Decree Settles Auto Smog Suit, N.Y. Times, Oct.
29, 1969, at 28, col. 1 (city ed.). These private suits are listed in In re Multidistrict
Private Civil Treble Damage Antitrust Litigation Involving Motor Vehicle Air Pollution
Control Equipment, 1970 Trade Cas. (CCH) 1 73,136 at 88,456-57 (J.P.M.D.L. 1970). In
July 1979 the court refused to extend for ten years an expiring provision of the 1969
decree relating to the exchange of confidential information regarding emission controls.
United States v. Motor Vehicle Mfrs. Ass'n, 1979-2 Trade Cas. 162,759 (C.D. Cal. 1979).
In November 1981, the Justice Department joined the four principal U.S. auto manufac-
turers in petitioning the court to modify the decree in order to permit some kinds of
patent cross-licensing between Chrysler and American Motors and recommended to the
court that the entire decree be allowed to expire in 1986. U.S. Asks Court to Relax Ban
on Accords Among Auto Firms for Pollution Control, Wall St. J., Nov. 10, 1981, at 7, col.
2.

5. See ANTITRUST Division, U.S. DeP’T oF JUSTICE, ANTITRUST GUIDE CONCERNING
ReseEARCH JOINT VENTURES 20 (Nov. 1980).



883] COMPULSORY LICENSING 885

plexity of this basic conflict in American law are evidenced by
the large volume of case law and associated commentary di-
rected toward its resolution.

The purpose of this addition to that steadily growing body
of literature is to defend a system of restricted compulsory li-
censing as the best means of achieving a reasonable compromise
between the social interests advanced by the patent law and
those advanced by the antitrust laws. The argument proceeds by
(1) considering the basis of the conflict between these two bodies
of law; (2) discussing the merits of some alternative proposals
for its resolution: complete exemption of the patentee from the
reach of the antitrust laws, abolition of the American patent sys-
tem, and establishment of per se prohibitions of certain kinds of
patent licensing; and (3) advocating adoption of a system of lim-
ited compulsory licensing which avoids the disadvantages of the
other proposals while maintaining and protecting the patentee’s
statutory rights of exclusive use, manufacture, and sale.

II. EXISTENCE OF THE CONFLICT

Some have argued that there is little conflict between the
interests served by the patent laws and those served by the anti-
trust laws. Bowman and Baxter, for example, contend that Con-
gress enacted both sets of statutes in order to maximize national
wealth by encouraging investment in research and discouraging
restrictions of output by monopolies and cartels.® A former com-
missioner of patents has suggested that the competitive conduct
sought by the antitrust authorities is in fact also promoted by
the patent system, since efforts to circumvent a strong patent
position have long been important sources of rivalry among re-
search-intensive firms.” Turner and others have noted that the

6. W. BowMAN, Jr., PATENT AND ANTITRUST LAW 1-3 (1973); Panel Discussion: Pat-
ents, Technology and Antitrust Enforcement, 42 A.B.A. ANTiTRUST L.J. 78, 85 (1972)
[hereinafter cited as Panel Discussion] (remarks of William F. Baxter); Letter from Wil-
liam F. Baxter to Sen. Phillip Hart (May 12, 1971), reprinted in Patent Law Revision:
Hearings on S. 643, S. 1253, & S. 1255 Before the Subcomm. on Patents, Trademarks,
and Copyrights of the Senate Comm. on the Judiciary, 92d Cong., 1st Sess. 550 (1971)
[hereinafter cited as Patent Law Revision 1971). For a critical analysis of the view that
the law does and should maximize national wealth, see Kornhauser, A Guide to the Per-
plexed Claims of Efficiency in the Law, 8 HorsTRA L. REv. 591 (1980); Rizzo, The Mi-
rage of Efficiency, 8 HorsTRA L. REv. 641 (1980); Englard, The Failure of Economic
Justice (Book Review), 95 Harv. L. Rev. 1162 (1982) (reviewing R. PosNer, THE Eco-
NOMICS OF JUSTICE (1981)). .

7. Dann, Patents vs. Antitrust Law, 4 CHEMTECH 537 (1974).
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antitrust laws, because they encourage competitive conduct in
industry, and the patent laws, because they inhibit imitation of
inventions, have the common effect of stimulating technical
progress.®

While such consistency of purpose and effect may exist in
some circumstances, it remains true that the rights created by
the patent laws can be used, and often have been used, to defeat
important objectives of the antitrust laws. During the past one
hundred years American businessmen have learned much about
the use of the patent laws to sustain the creation and diffusion
of technological knowledge. Unfortunately, they have also come
to appreciate the talismanic powers of patents to protect their
owners from social controls upon private economic activity. By
artful licensing and patent pooling a good many of them have
been able to transcend the narrow confines of the statutory pat-
ent grant and acquire the capacity to cartelize entire industries
throughout the world.

The prospect of such private domination of important eco-
nomic institutions can only alarm those who believe that ex-
traordinary accumulations of power will inevitably be abused.®
The primary purpose of the antitrust laws should be to prevent
injustice by preserving competitive markets and enforcing com-
petitive conduct—that is, by promoting markets free of gross
imbalances of bargaining power or, where such a policy might
unduly discourage efficiency, by promoting the fair, uncoercive
conduct that could be expected to occur under conditions of ap-
proximate equality. The antitrust laws, contrary to the views of
some,’® should be seen not just as a means to increase national
wealth but also as a means to balance the pursuit of that objec-
tive with the pursuit of social justice. Enforcement of these stat-
utes, whatever may be its collateral effects upon the efficiency of
market systems, should be directed at regulating the distribu-

8. Spotlight on U.S. Industrial and Intellectual Property Systems: Critique, Out-
look and Recommendations, 10 IpEA 1, 32 (1966) (Conf. Number 1966) (remarks of Don-
ald Turner) [hereinafter cited as Spotlight]; Panel Discussion, supra note 6, at 83 (re-
marks of Richard H. Stern); M. BaLz, INVENTION AND INNOVATION UNDER SoVIET LAw: A
COMPARATIVE ANALYSIS 14 (1975).

9. Perhaps the most eminent exponent of such pessimism in this century has been
Reinhold Niebuhr. See R. NiEBUHR, FArTH AND PoLrrics 139-64 (1968); R. NIEBUHR, Love
AND JusTicE 89-119 (1957); R. NIEBUHR, MORAL MAN AND IMMORAL SocieTY (1932).

10. See, e.g., R. Bork, THE ANTITRUST PARADOX 51-117 (1978); R. POSNER, ANTI-
TRUST LAaw, AN Economic PERSPECTIVE 20 (1976); Bork & Bowman, The Crisis in Anti-
trust, 65 CoLum. L. REv. 363 (1965).
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tion of economic power so that the basic human right to be free
of coercion and extortion can be protected.!! Injustice, the viola-
tion of these and other elemental rights, arises from the great
disparities of power that the antitrust authorities seek to pre-
vent and which the exercise of patent rights can often create.

Throughout this century businessmen in the industrialized
world have again and again used the patent laws to sabotage
competition and control markets. The elaborate cartels that they
erected on the basis of patent cross-licensing agreements during
the interwar period illustrate graphically the dangers of un-
checked private economic power.

The published reports of the hearings conducted by the
Bone and Kilgore committees during the early 1940’s contain
great volumes of information about such cartels in the industries
producing magnesium, beryllium, plastics, tungsten carbide, mil-
itary ammunition, zinc, gasoline, optical products, ethical drugs,
dyestuffs, and several other important materials.!? These disclo-
sures resulted from investigations, begun in 1938 by Thurman
Arnold at the Antitrust Division, that led to a series of criminal
indictments and civil suits, many of which were concluded with
the entry of consent decrees and no contest pleas, and with the
imposition of fines.'®

In 1929 Standard Oil Company of New Jersey and 1.G. Far-
benindustrie, A.G., wishing to avoid competition with each other
and to control world commerce in chemicals and petroleum,
formed a secret alliance. The firms agreed in substance to pool
their patents and to share their know-how relating to hydrogen-
ation and other technologies, reserving to Standard the exclusive
right (outside Germany) to control this information for the man-
ufacture of petroleum products and to I.G. Farben the exclusive

11. This view of the mission of the antitrust authorities finds support in both the
case law and legal literature. See, e.g., Northern Pac. Ry. v. United States, 356 U.S. 1, 4
(1958); United States v. Columbia Steel Co., 334 U.S. 495, 536 (1948) (Douglas, J., dis-
senting); Standard Oil Co. v. United States, 221 U.S. 1, 50 (1911); Pitofsky, The Political
Content of Antitrust, 127 U. Pa. L. Rev. 1051 (1979).

12. Patents: Hearings on S. 2303 Before the Senate Comm. on Patents, 77th Cong.,
2d Sess., pts. 1-10 (1942) [hereinafter Bone Comm. Hearings}; Scientific and Technical
Mobilization: Hearings on S. 702 Before the Subcomm. of the Senate Comm. on Mili-
tary Affairs, 78th Cong., 1st Sess., pts. 1 & 4 (1943) [hereinafter Kilgore Comm.
Hearings]).

13. See, e.g., United States v. General Elec. Co., 80 F. Supp. 989 (S.D.N.Y. 1948);
United States v. Merck & Co., 1944-45 Trade Cas. (CCH) 1 57,416 (D.N.J. Oct. 28, 1945j;
United States v. Standard Oil Co., 1940-43 Trade Cas. (CCH) 1 56,198 (D.N.J. Mar. 25,
1942).
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right to control it for the manufacture of chemicals in which I.G.
Farben had a special interest. This cartel, which was enlarged
during the 1930’s to take in other firms (e.g., M.W. Kellogg
Company, Royal Dutch Shell) and other technologies (e.g., the
Fischer process for hydrocarbon synthesis), protected Standard
from the competition of petroleum synthesized by coal hydro-
genation and allowed it to benefit from the work of I.G. Farben’s
large research laboratories. However, the cartel, among its other
consequences, jeopardized the military security of the United
States by delaying the establishment in this country of a syn-
thetic rubber industry and operating as a conduit for the trans-
mission to the Nazi war machine of important technical infor-
mation relating to tetraethyl lead and high-octane motor fuel.’*

While Standard Oil and I.G. Farben were dominating world
markets for petroleum chemicals, General Electric Company and
another large German firm, Friedrich Krupp, A.G., were dividing
up the world market for cemented tungsten carbide, a hard
metal composition used to make cutting edges for machine tools.
Court records reveal that in 1928 these two firms pooled their
patents covering the manufacture of this material in Carboloy
Company, Inc., a General Electric subsidiary, and agreed to ex-
change any related know-how they had or might acquire.’® By
threatening infringement suits or by purchasing their assets,
General Electric brought the other American makers of machine
tool metals into the pool. The firms that remained independent
licensees were compelled to sell tungsten carbide at the prices
set each month by Carboloy. In addition, they had to license
Carboloy under their existing and future patents in the field and
to concede the validity of the pooled patents. In 1936 Krupp and
General Electric concluded a new agreement by which the for-
mer received an exclusive right to sell tungsten carbide in the
Eastern Hemisphere and the latter a similar right in the West-
ern Hemisphere. When, four years later, the cartel’s key patents
were finally given a judicial test, the trial court invalidated
them.'®

14. See Bone Comm. Hearings, supra note 12, at 3325-3428 (statement of Patrick A.
Gibson, U.S. Dep't of Justice). Elimination of German Resources for War: Hearings
Before a Senate Subcommittee of the Committee on Military Affairs, 79th Cong., 1st
Sess., pt. 7, ch. 4 (1945).

15. United States v. General Elec. Co., 80 F. Supp. 989, 994-95 (S.D.N.Y. 1948).

16. General Elec. Co. v. Willey’s Carbide Tool Co., 33 F. Supp. 969 (E.D. Mich.
1940).
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Many patent-based cartels, while similar in many respects
to those mentioned above, have not involved the same measure
of international cooperation. Hartford-Empire Co. v. United
States'” for example, involved a complicated and largely suc-
cessful conspiracy during the interwar years by Owens-Illinois
Glass Company, Corning Glass Works, and other American firms
to regulate the domestic manufacture of glassware by means of
licensing pooled patents on automatic glassmaking machinery.
In the years after World War II American courts have struck
down patent pools that had cartelized the United States ma-
chine tool,’® radio tuning device,'® gypsum products,? metal
strain gauge,?* and several other industries.??

This collision between antitrust policies and the rights as-
serted by patentees is also seen in the history of judicial at-
tempts to define the terms under which patents may lawfully be
licensed. Since 1890 the efforts of patentees to control markets
through restraints imposed on their licensees and the efforts of
others to oppose such practices as subversive of federal antitrust
policy have led to much litigation. In resolving these conflicts,
courts have had to determine the legality of contracts tying un-
patented accessories to the licensing of patented machinery,*
putting limits on the prices of licensees and of their customers,?
restricting the fields in which patented inventions could be

17. 323 U.S. 386 (1945).

18. United States v. Associated Patents, Inc., 134 F. Supp. 74 (E.D. Mich. 1955),
aff'd per curiam sub nom. Mac Inv. Co. v. United States, 350 U.S. 960 (1956).

19. United States v. General Instrument Corp., 87 F. Supp. 157 (D.N.J. 1949), final
order, 115 F. Supp. 582 (D.N.J. 1953).

20. United States v. United States Gypsum Co., 333 U.S. 364 (1948).

21. Baldwin-Lima-Hamilton Corp. v. Tatnall Measuring Sys. Co., 169 F. Supp. 1
(E.D. Pa. 1958), aff’d per curiam, 268 F.2d 395 (3d Cir.), cert. denied, 361 U.S. 894
(1959).

22. See, e.g., United States v. New Wrinkle, Inc., 342 U.S. 371 (1952); United States
v. Line Material Co., 333 U.S. 287 (1948); United States v. Krasnov, 143 F. Supp. 184
(E.D. Pa. 1956), aff’d per curiam, 355 U.S. 5 (1957).

23. Morton Salt Co. v. G.S. Suppiger Co., 314 U.S. 488 (1942); Leitch Mfg. Co. v.
Barber Co., 302 U.S. 458 (1938); Carbice Corp. of Am. v. American Patents Dev. Corp.,
283 U.S. 27 (1931); Motion Picture Patents Co. v. Universal Film Mfg. Co., 243 U.S. 502
(1917); Henry v. A.B. Dick Co., 224 U.S. 1 (1912); Heaton-Peninsular Button-Fastener
Co. v. Eureka Specialty Co., 77 F. 288 (6th Cir. 1896).

24. United States v. United States Gypsum Co., 333 U.S. 364 (1948); United States
v. Line Material Co., 333 U.S. 287 (1948); United States v. Masonite Corp., 316 U.S. 265
(1942); United States v. Univis Lens Co., 316 U.S. 241 (1942); Ethyl Gasoline Corp. v.
United States, 309 U.S. 436 (1940); Straus v. Victor Talking Mach. Co., 243 U.S. 490
(1917); Bauer & Cie v. O’Donnell, 229 U.S. 1 (1913); Standard Sanitary Mfg. Co. v.
United States, 226 U.S. 20 (1912); Bement v. National Harrow Co., 186 U.S. 70 (1902).
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worked,*® creating comprehensive patent pools within important
industries,?® requiring licensees to share rights to their future in-
ventions with licensors,?” and constraining licensees in a variety
of other ways.?®

This extensive history of litigation and patent-based carte-
lization belies the views of those who have held that the opera-
tion of the patent system has been fully consistent with anti-
trust policies.

III. ProrosaLs FOR RESOLVING THE CONFLICT
A. Relazxation of Antitrust Controls

A conflict between two bodies of law can of course be miti-
gated or avoided altogether by diminishing the force or scope of
one of them. It is therefore hardly surprising that some have
sought to resolve the current conflict between the patent and
antitrust laws by subordinating one to the other.

Following this strategy, several leading members of the
American patent bar have within the past fifteen years worked
to relax the constraints placed by the antitrust laws upon the
exploitation of patent monopolies. They have alleged that en-
forcement of these laws has so confused inventors and business-
men about the lawful limits of their patent rights that they have
often been reluctant to develop or license patented innova-
tions.?® Citing such concerns, the President’s Commission on the
Patent System in 1966 recommended the statutory enactment of
the “rule of reason” doctrine of United States v. General Elec-
tric Co.,* which would permit the patentee to impose upon

25. General Talking Pictures Corp. v. Western Elec. Co., 304 U.S. 175 (1938).

26. United States v. National Lead Co., 332 U.S. 319 (1947); Hartford-Empire Co. v.
United States, 323 U.S. 386 (1945); Standard Oil Co. v. United States, 283 U.S. 163
(1931); United States v. Vehicular Parking, Ltd., 54 F. Supp. 828 (D. Del. 1944).

27. Transparent-Wrap Mach. Corp. v. Stokes & Smith Co., 329 U.S. 637 (1947).

28. See generally A. NEALE & D. GovDER, THE ANTITRUST Laws oF THE UNITED
StaTES oF AMERICA 288-325 (3d ed. 1980).

29. See, e.g., Patent Law Revision 1971, supra note 6, at 196 (statement of John A.
McKinney, Johns Manville Corp.), 527 (Memorandum of American Chemical Society);
General Revision of the Patent Laws: Hearings on H.R. 5924, H.R. 13951, and Related
Bills Before Subcomm. No. 3 of the House Comm. on the Judiciary, 90th Cong., Serial
No. 11, at 406 (1968) (statement of Frank B. Pugsley, American Patent Law Ass’n)
[hereinafter cited as General Revision]; Letter and Brief from Merl Sceales, Chairman of
the Patent, Trademark & Copyright Section of the American Bar Ass’n, to Senator John
L. McClennan (Nov. 5, 1970), reprinted in 117 Cong. REc. 7170 (statement of Sen.
Scott).

30. 272 U.S. 476, 489-90 (1926).
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licensees any conditions “the performance of which is reasonable
under the circumstances to secure to the patent owner the full
benefit of his invention and patent grant.”** Two senators, sup-
ported by several leaders of the American patent bar, tried with-
out success in the 90th, 91st, and 92d Congresses to secure legis-
lative approval of this recommendation.3?

Enactment of this “rule of reason” doctrine as Turner and
others have argued, would substantially amplify the liberties of
patentees and possibly strike down most antitrust constraints on
licensing.®® It is hard to imagine a restrictive license that could
not plausibly be defended as reasonably necessary to permit a
licensor to maximize the income from a patent. To restrict the
set of unlawful licensing transactions to those that are not rea-
sonably ancillary to exploitation of a patent is in effect to nullify
the majority of antitrust controls upon licensors’ conduct.

Such a result, though it would relieve the conflict between
patent and antitrust law, would have grave consequences for the
American economy. The discussion in Part II indicates that the
patent laws have often been used to control market prices and
output to the detriment of competition. Patent cartels have re-
strained trade, raised barriers to entry, and created those gross
imbalances of market power from which inefficiency, technologi-
cal lethargy, and, of greatest importance, social injustice are
likely to arise. The prevention of these evils is hardly promoted
if, in the interests of maximizing the liberties of the patentee,
most antitrust controls over his actions are weakened or re-
moved altogether.

It may, however, be objected that antitrust controls cannot
be justified because they infringe on the statutory rights of pat-
entees to maximize the income from their intellectual property.

31. PRESIDENT’S COMMISSION ON THE PATENT SysTEM, To PROMOTE THE PROGRESS OF
UseruL ArTs 36 (Final Report, 1966).

32. 8. 2597, 90th Cong., 1st Sess., § 263, 113 Conc. Rec. 30370, 30378 (1967) (intro-
duced by Sen. Dirksen); amend. no. 578 to S. 2756, 91st Cong., 2d Sess., 116 ConG. REc.
10783 (1970) (introduced by Sen. Scott); amend. no. 24 to S. 643, 92d Cong., 1st Sess. 117
Cone. Rec. 7168 (1971) (introduced by Sen. Scott).

33. General Revision, supra note 29, at 141 (statement of Donald F. Turner, Assis-
tant Attorney General, Antitrust Division, U.S. Dep’t of Justice); Patent Law Revision:
Hearings on S. 2, S. 1042, S. 1377, & S. 1691 Before the Subcomm. on Patents, Trade-
marks, and Copyrights of the Senate Comm. on the Judiciary, 90th Cong., 1st Sess. 154
(1968) (statement of Donald F. Turner) [hereinafter cited as Patent Law Revision 1968].
See also Brodley, Patents, the Scott Amendments and Competitive Free Enterprise, 8
Conr. BoArp Rec. 48, 50 (Oct. 1971).

34. Such an objection appears to be a key element in Bowman’s criticism of U.S.
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Antitrust officials, it is argued, have overreached their authority
by seeking undue restrictions on the freedom of patentees to ap-
propriate the full returns from their inventions. This argument,
however, rests upon an erroneous view of the economic limits of
the patentee’s statutory grant and a failure to appreciate how
these limits can be exceeded by means of licensing transactions.

It is settled doctrine that the patentee’s statutory grant con-
sists only of the right to prevent others from making, using
(prior to sale), or selling the protected invention within the
United States for a term of seventeen years and the right to
bring a civil action to restrain infringement.?® Thus, the patentee
is by law entitled to any profits that he can earn from the enjoy-
ment and defense of these exclusive rights; this represents the
authorized social reward for his creation and disclosure of a use-
ful, novel technology.

By licensing and pooling patents this authorized compensa-
tion can often be augmented. Permitting others to make, use,
and sell the invention will often increase the demand for it by
those reluctant to buy any product supplied by a single source.®®
The patentee may be able to reduce the cost of enforcing his
patent by establishing licensees who, since they pay royalties,
will have an incentive to identify and report infringers who do
not.*” In addition, the patentee may be able to reduce the costs
and risks of making and marketing the patented invention by
enlisting the aid of licensees;®® as a result, his income from royal-
ties and his own operations may greatly exceed what he could
ever hope to earn through complete reliance upon self-manufac-

patent/antitrust law, which has, in his view, interfered unduly with patentees’ abilities to
maximize their profits from their patents by means of price restrictions and other licens-
ing devices. W. BowMAN, supra note 6, at 64-139, 241.

35. 35 U.S.C. §§ 154, 281 (1976); United States v. Univis Lens Co., 316 U.S. 241, 250
(1942).

36. For an illustration of a demand for a second source by buyers, see United States
v. Huck Mfg. Co., 227 F. Supp. 791, 797 (E.D. Mich. 1964), aff’d per curiam, 382 U.S.
197 (1965). This “second-sourcing” has become almost a requirement of doing business
in the modern U.S. electronics industry. Moad, TI Buys Production Rights to Shugart
Tech. 5% Inch Disc, ELECTRONIC NEWS, July 14, 1980, at 1; Robertson, TI, IBM Set to
2d-Source Their VHSIC Circuits, ELEcTrRONIC NEWS, June 15, 1981, at 39.

37. PPG Indus. v. Westwood Chemical, Inc., 530 F.2d 700, 702-03 (6th Cir. 1976).
For examples of licensees cooperating in the enforcement of patents, see Riker Laborato-
ries, Inc. v. Gist-Brocades, N.V., 208 U.S.P.Q. (BNA) 777 (D.C. Cir. 1980); Troxel Mfg.
Co. v. Schwinn Bicycle Co., 465 F.2d 1253, 1254 (6th Cir. 1972).

38. W. BowMAN, supra note 6, at 69-70; McGee, Patent Exploitation: Some Eco-
nomic and Legal Problems, 9 J.L. & Econ. 135, 138-43 (1966). For examples of these
benefits, see On the Royalty Road to Profits, CHEMICAL WEEK, March 26, 1966, at 75.
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ture. In a larger or rapidly growing market, licensing can allow a
patentee to profit from sales to customers that he could not sup-
ply from the output of his plant alone.*® Through cross-licensing
agreements a patentee can gain the monetary benefits of rights
under complementary or dominant patents owned by others,*
and the benefits of avoiding risky, expensive infringement litiga-
tion and interference proceedings.** Unfortunately, licensing and
pooling can also provide extremely profitable means to cartelize
worldwide industries*? and to protect weak or invalid pat-
ents—the bases for such lucrative collusions—from legal chal-
lenge, circumvention, or early obsolescence.*?

By waiving in return for royalties his right to exclude others
from making, using, or selling his protected invention, the pat-
entee can thus gain more than his authorized reward and can
therefore transcend the economic limits of his statutory grant.
Such extension of the patentee’s returns from his invention may
in some circumstances spur him to make further technological
discoveries. However, in other circumstances it may only inten-
sify his efforts to maintain and expand a cartel contrived by ma-
nipulation of the patent laws. The patentee’s extension of his
reward, however it may affect social welfare, comprehends
claims to income that are not guaranteed and protected by the
patent statutes. These laws fully entitle the patentee to
whatever money he can make by exercise of the right to exclude
others by means of infringement suits. They do not, however,
entitle him to the income he may receive by exercise of his
rights under commercial law to create and enforce contracts with
licensees. The transactions generating this supplemental income

39. NEY, CORPORATE PATENT PROGRAM AND SELECTIVE PATENT LICENSING, PROCEED-
INGS, SECOND ANNUAL MEETING OF THE LICENSING LAw AND PracTicEs INsTITUTE 87, 97
(R.M. Milgrim ed. 1971). See also Old Dominion Box Co. v. Continental Can Co., 273 F.
Supp. 550, 568 (S.D.N.Y. 1967). )

40. See, e.g., United States v. Line Material Co., 333 U.S. 287, 291 (1948).

41. See, e.g., Standard Oil Co. v. United States, 283 U.S. 163 (1931); Clapper v.
Original Tractor Cab Co., 165 F. Supp. 565 (S.D. Ind. 1958), aff'd in part, rev’d in part,
270 F.2d 616 (7th Cir. 1959), cert. denied; 361 U.S. 967 (1960); United States v. General
Instrument Corp., 87 F. Supp. 157 (D.N.J. 1949).

42. See, e.g., United States v. National Lead Co., 332 U.S. 319, 338-46 (1947);
United States v. Imperial Chem. Indus., 100 F. Supp. 504 (S.D.N.Y. 1951); United States
v. Minnesota Mining & Mfg. Co., 92 F. Supp. 947 (D. Mass. 1950).

43. See W. Baxter, Legal Restrictions on Exploitation of the Patent Monopoly: An
Economic Analysis, 76 YALE L.J. 267 (1966). See also United States v. Line Material Co.,
333 U.S. 287, 319 (1948) (Douglas, J., concurring); Patent Law Revision 1971, supra note
6, at 568 (statement of Joseph Bradley).
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thus fall within the reach of the laws that regulate ordinary con-
tractual relationships.** Antitrust officials have full authority,
therefore, to seek judicial review of licensing-and pooling agree-
ments that appear to endanger the social interests protected by
the statutes they must enforce. Their efforts to do so cannot be
impeached by the objection that they are thereby breaching pat-
entees’ statutory rights to maximize the income from their
patents. : :

Moreover, the justification for antitrust controls gains force
from the abundant evidence that many patents are of doubtful
validity under the standards of the law. For decades students of
the American patent system have been decrying the conditions
that have appeared to lead to lax enforcement of the statutory
requirements for patentability: ex parte proceedings in the Pat-
ent Office; the evaluation of an examiner’s work by reference to
the number of his disposals of pending cases and his actions on
new cases relative to a quota assigned to him by superiors; an
administrative system that would seem to encourage cursory
searches of the prior art and the allowance of applicants’ claims
whenever they are not obviously invalid; appeal procedures pro-
viding administrative protections against wrongful rejection of
claims but not against wrongful allowance; and the failure of
Congress to provide the Patent Office with sufficient resources to
permit careful scrutiny of applications by experienced and ap-
propriately motivated examiners.*®* The courts have been echo-
ing these complaints about the low quality of the Patent Office’s
work while invalidating a large proportion of the patents coming
before them in infringement and declaratory judgment actions.*®

44. Motion Picture Patents Co. v. Universal Film Mfg. Co., 243 U.S. 502, 513-14
(1917).

45. See, e.g., American Patent System: Hearings on S. Res. 92 Before the Sub-
comm. on Patents, Trademarks, and Copyrights of the Senate Comm. on the Judiciary,
84th Cong., 1st Sess. 305 (1956) (statement of Albert I. Kegan, Patent Attorney, Chicago,
Ill.) [hereinafter cited as American Patent System}; Patent Law Revision 1971, supta
note 6, at 325 (statement of Stanley M. Clark, Patent Counsel, Firestone Tire & Rubber
Co.), pt. 2, at 419-20 (statement of John C. Stedman, Professor of Law, Univ. of Wisc.);
Patent Law Revision: Hearings on S. 1321 Before the Subcomm. on Patents, Trade-
marks, and Copyrights of the Senate Comm. on the Judiciary, 93d Cong., 1st Sess. 103
(1973) (statement of Edward S. Irons, Lawyer, Washington, D.C.), 151 (statement of
John J. Pederson, Director of Patents, Zenith Radio Corp.), 137-38 (statement of Charles
M. Hogan, General Patent Counsel, Avco Corp.) [hereinafter cited as Patent Law Reuvi-
sion 1973); Hamilton & Till, What Is a Patent?, 13 Law & CoNTEMP. PROBS. 245, 257
(1948); Woodward, A Reconsideration of the Patent System as a Problem of Adminis-
trative Law, 55 HARv. L. Rev. 950, 953 (1942).

46. “It is not easy to assign definite causes for this proliferation of patent-antitrust
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This judicial suspicion of Patent Office operations has led to a
de facto nullification of the presumption of validity set up by
section 282 of the Patent Act and to much uncertainty among
patentees about their ability to enforce their statutory grants.*’
The presumptive invalidity of many patents furnishes addi-
tional grounds for the imposition of antitrust controls upon pat-
entees’ conduct, for it suggests that such regulation only limits
the exercise of rights that in many cases should never have been
granted.

Antitrust constraints on patentees’ freedom to license could,
however, weaken incentives to invent and innovate. It is possible
that disallowing the supplemental income earned as a result of
restrictive licensing might significantly depress investments in
research and development.® Such a result, though it cannot be
entirely ruled out on the basis of present knowledge, neverthe-
less seems unlikely. There are both theoretical and empirical
reasons for thinking so. Turner, for example, has argued that the
enormous uncertainties of research enterprises preclude inven-
tors and corporate managers from taking into account in their
investment decisions the present value of the supplemental in-

litigation in recent years, but at least part of the blame must be laid at the door of the
United States Patent Office which, despite protestations to the contrary, seems unable to
say ‘no’ to any patent solicitor who has the persistence to prosecute a patent through as
many as six rejections.” Duplan Corp. v. Deering Milliken, Inc., 444 F. Supp. 648, 771
(D.S.C. 1977) (footnote omitted). For similar expressions of judicial mistrust of the pat-
ent system, see the remarks of Judge Miles Lord reported in Pfizer, Inc. v. Lord, 456
F.2d 532, 542 (8th Cir.), cert. denied, 406 U.S. 976 (1972), and those of Mr. Justice Clark
in Graham v. John Deere Co., 383 U.S. 1, 18 (1966).

There have been many studies of rates of judicial invalidation of patents. For one of
the best and most recent, see Baum, The Federal Courts and Patent Validity: An Anal-
ysis of the Record, 56 J. PaT. OFF. Soc’y 758 (1974), wherein it is shown that since 1941
U.S. courts of appeals have invalidated about 70% of the patents coming before them,
and U.S. district courts have invalidated about 67% of the patents that they were asked
to consider during the same period. For an analysis of these data, see Popovich, Patent
Quality: An Analysis of Proposed Court, Legislative, and PTO Administrative Re-
form—Reexamination Resurrected (Part I), 61 J. PaT. OFF. Soc’y 248 (1979).

47. On nullification of the presumption of validity, see Ansul Co. v. Uniroyal, Inc.,
301 F. Supp. 273, 280 (S.D.N.Y. 1969), aff’d in part, rev’d in part, 448 F.2d 872 (2d Cir.
1971), cert. denied, 404 U.S. 1018 (1972); Fortas, The Patent System in Distress, 14 IDEA
571, 572 (1970-71). On patentee uncertainties, see U.S. DeprT. oF COMMERCE, DOMESTIC
Poricy REVIEW OoF INDUSTRIAL INNOVATION, PuBLIC SYMPOSIUM ON PATENTS: TRANSCRIPT
oF ProceepinGs 17, 108 (1979, NTIS PB 290412) and, for Great Britain, see COMMITTEE
T0 EXAMINE THE PATENT SYSTEM AND PATENT LAW, REPORT: THE BRITISH PATENT SYSTEM,
Cmd. No. 4407, at 24 (1970) [hereinafter cited as British Patent System].

48. “The uncertainty regarding the rights of patentees is undoubtedly one factor
leading to the present lack of growth in corporate investment in research.” Patent Law
Revision 1971, supra note 6, at 681.
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come foreclosed by antitrust restrictions on patent licenses.*®
Even if such calculations could be made, they might in many
circumstances have only trivial effects upon R&D expenditures.
The expected supplemental income foreclosed might be only a
negligible proportion of the total expected returns from R&D,
especially in a high-technology industry in which a vigorous re-
search program is an indispensable condition for corporate sur-
vival.*® Furthermore, the empirical evidence that can be brought
to bear on this question does not suggest that antitrust controls
upon licensing would substantially depress R&D investments. It
appears, for example, that some of this spending, especially
within large firms, serves a defensive purpose. It is intended to
produce patents that, regardless of their licensing value, can be
used to protect the firm from being harassed or excluded from
important markets by infringement suits.®* In addition, the re-
search on industrial patent practices of Taylor and Silberston,
Scherer, and others, which is discussed in the next section, sug-
gests that within most industries in the United States and the
United Kingdom the proportion of research spending that is de-
pendent upon the prospect of patent protection is quite small.

Another objection to antitrust restrictions upon licensing is

49. Turner, The Patent System and Competitive Policy, 44 N.Y.U. L. Rev. 450, 459
(1969). For a similar argument, see F. SCHERER, et al., PATENTS AND THE CORPORATION 50
(2d ed. 1959).

50. “It seems very likely that even without any patents, past, present, or future,
firms in these industries [chemicals and electronics] would carry on research, develop-
ment, and innovation because the opportunities for the search for new processes and new
products are so excellent in these fields that no firm could hope to maintain its position
in the industry if it did not constantly strive to keep ahead of its competitors by devel-
oping and using new technologies.” An Economic Review of the Patent System, Study
No. 15: Subcomm. on Patents, Trademarks, and Copyrights of the Senate Comm. on
the Judiciary, 85th Cong., 2d Sess. 78 (1958) (F. Machlup). See also F. SCHERER, supra
note 49, at 47-58, 118, 149; Stedman, Invention and Public Policy, 12 Law & CONTEMP.
Pross. 649, 669 (1947); J.E.S. PARkeR, THe EconoMics or INNovaTION 236 (1974); K.D.
GEORGE & C. JoLL, INDUSTRIAL ORGANIZATION 230 (3d ed. 1981). -

51. Patent Law Revision 1973, supra note 45, at 359 (statement of Stanley Clark);
General Revision, supra note 29, at 252 (statement of Prof. John Bardeen, Dep’t of
Physics, Univ. of IlL.), at 763-64 (statement of N.J. Patent Law Ass’n); Patent Law Revi-
sion 1968, supra note 33, at 90 (statement of Simon Rifkind, Cochairman, President’s
Commission on the Patent System); British Patent System, supra note 47, at 145. In
testimony before the Temporary National Economic Committee in December 1938, the
presidents of Ford Motor Company, General Motors Corporation, and Packard Motor
Car Company declared that their firms had acquired patents primarily for defensive pur-
poses. Investigation of Concentration of Economic Power: Hearings on P. Res. 113
Before the Temporary National Economic Committee, 75th Cong., 3d Sess., pt. 2 (Pat-
ents) (1939).
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that they can cause some patentees to exercise their right to re-
fuse to license their inventions altogether,*? a right that has been
consistently upheld by United States courts for many decades.®®
Such actions would have the immediate effect of restricting the
extent of use of the inventions and, it is often argued, would
thereby prevent their exploitation under competitive conditions.
However, it is not clear that competition would necessarily be so
harmed by a reduction in the rate of patent licensing, which, if it
should occur, might in fact quicken the rate of technical pro-
gress and invigorate competition by forcing firms to invent
around the patents to which they have been denied access or to
attempt to break them in court by inviting infringement ac-
tions.* Taylor and Silberston report that within British industry
refusals of licensing applications have often stimulated the de-
velopment of new substitutes for the patented technologies.®®
Despite these arguments, it cannot be conclusively shown
that antitrust controls on licensing do not discourage research
investments or diminish the frequency and extent of transac-
tions involving intellectual property. However, the risk that such

52. See, e.g., Patent Law Revision 1971, supra note 6, at 451 (statement of Prof.
Glen Weston, Professor of Antitrust and Trade Regulation Law, George Washington
Univ. Law School).

53. See, e.g., Continental Paper Bag Co. v. Eastern Paper Bag Co., 210 U.S. 405, 429
(1908); SCM Corp. v. Xerox Corp., 645 F.2d 1195, 1204 (2d Cir. 1981); United States v.
Westinghouse Elec. Corp., 648 F.2d 642, 648 (9th Cir. 1981); Preformed Line Products
Co. v. Fanner Mfg. Co., 328 F.2d 265, 279 (6th Cir.), cert. denied, 379 U.S. 846 (1964).

54. Patent Law Revision 1971, supra note 6, at 412 (statement of John Stedman);
General Revision, supra note 29, at 637-38 (statement of Donald F. Turner, Assistent
Attorney General, Antitrust Division, Dep’t of Justice); L.A. SuLLIVAN, HANDBOOK OF THE
Law oF ANTITRUST 526 (1977). Arnold has noted the reasons why deliberate infringement
may often be a sensible strategy for firms denied licenses under a patent. A patentee,
mindful that legal efforts to enforce his patent will entail considerable expense and the
risk of an adverse ruling on any of three grounds (invalidity, non-infringement, misuse),
may elect to ignore infringers. Moreover, the infringers themselves must always take en-
couragement from the knowledge that a challenge of a patent, even if unsuccessful, will
usually afford them four or five years within which to utilize and design around the
invention, at the end of which time the patent may be near expiration. Arnold, Legal
Factors and Strategies Affecting Invention Development and Patent Marketing, 9 PAT-
eNT L. Rev. 3, 13 (1977).

In addition, it should be noted that the prospect of having to give up the several
benefits of licensing may often deter a patentee from following a policy of excluding all
others from use of his invention.

55. C.T. TaYLOR & Z.A. SILBERSTON, THE EcoNoMIC IMPACT OF THE PATENT SYSTEM
183 (1973). For an example of circumvention induced by a competitor’s successful pat-
ent, see Kearney & Trecker Corp. v. Cincinnati Milacron, Inc., 403 F. Supp. 1040, 1043
(S.D. Ohio 1975), aff'd, 562 F.2d 365 (6th Cir. 1977). See also the dictum in Chicago Steel
Foundry Co. v. Burnside Steel Foundry Co., 132 F.2d 812, 816 (7th Cir. 1943).
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effects might occur must be weighed against the far more serious
and evident risks to public welfare created by the crippling or
~ removal of regulations on patentee conduct outside the limits of
the statutory grant. Such a relaxation of public restraints on
business conduct would very likely expose the American econ-
omy to significant dangers of cartelization and domination by an
industrial oligarchy. The gravity of these dangers is evident in
the repeated efforts of businessmen to manipulate the patent
laws to destroy competition.®®

This evidence of patent misuse extending over decades
clearly shows the need for strong social controls over transac-
tions involving intellectual property. The application of anti-
trust principles to the laws governing licensing and pooling is
required for the realization of the proper purposes of the Ameri-
can patent system, which, as the courts have repeatedly empha-
sized, embrace the promotion of technological progress and not
the enrichment of patentees or the provision to large multina-
tional corporations of means by which to fulfill hegemonic de-
signs upon the world economy.%?

The recent attempts by the patent bar and some business
leaders to restore the full scope of General Electric and to nar-
row the doctrine of patent misuse show an exaggerated faith in
the virtues of freedom of contract and an inadequate apprecia-
tion of the force with which greed and overweening ambition can
turn institutions from their appointed purposes. Adoption of
these proposals, while it would indeed relieve the conflict be-
tween the principles of patent and of antitrust law, would carry
the risks of wholesale cartelization of large parts of the Ameri-
can economy, a result that, like all great consolidations of power,
would destroy the basis for a tolerably just and efficient society.

B. Abolition of the Patent System

The conflict between patent and antitrust law, as noted

56. Occasionally the value of the patent law in achieving such objectives has been
openly, if not brazenly, acknowledged. In 1906, for example, a prominent member of the
patent bar declared in a magazine article: “Patents are the best and most effective means
of controlling competition. They occasionally give absolute command of the market, ena-
bling their owner to name the price without regard to cost of production, as for example
when they cover all known forms of devices for accomplishing a given purpose.” Prindle,
Patents as a Factor in a Manufacturing Business, 31 ENc’c Mac. 809 (1906).

57. United States v. Masonite Corp., 316 U.S. 265, 278 (1942); Motion Picture Pat-
_ ents Co. v. Universal Film Mfg. Co., 243 U.S. 502, 511 (1917).
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above, can be resolved by giving primacy to the former. How-
ever, it is clear that it can also be resolved by an opposite strat-
egy—abolition of the entire patent system. Although few in re-
cent times have advocated such a drastic measure, it had many
champions during the great European patent controversies of
1850-1875°% and could conceivably emerge in coming decades as
a feasible political option.

The most important justification offered for the patent sys-
tem has been that it promotes technological change. These con-
tentions can usefully be interpreted as statements about the de-
terminants of the demand for and the supply of invention, a
factor of production used by firms to increase the efficiency and
scope of their manufacturing operations. Patent laws, under this
view, can encourage technical progress by increasing either the
firm’s demand for invention or the supply of invention to it, or
by increasing both variables.

Empirical studies of the actual impact of patent systems on
technological change have usually employed two methods: de-
tailed investigations into the technological histories of particular
industries and surveys of managerial attitudes toward use of the
patent laws. Studies of the first type have disclosed that over the
past one hundred years the American patent system has had di-
verse effects. According to some historians, it has apparently in-
duced important changes in the technology and the structure of
some large industries.®® However, in others it has had very few

58. Machlup & Penrose, The Patent Controversy in the Nineteenth Century, 10 J.
Econ. Hisr. 1 (1950).

59. Jenkins argues that U.S. manufacturers of photographic equipment, although
they made little use of the patent laws before about 1880, relied on them to an increasing
extent after that to restrict or achieve entry into markets. The desire for market power
attained through patents was apparently a prime motive for the investments of George
Eastman, the preeminent entrepreneur of the industry who built the Eastman Kodak
Company. Eastman consistently aimed at dominating the markets for film, cameras, and
other equipment by accumulating patents through intensive research in his own labora-
tories or by purchase. R.V. JENKINS, IMAGES AND ENTERPRISE: TECHNOLOGY AND THE
AMERICAN PHOTOGRAPHIC INDUSTRY 1839 TO 1925, at 63, 90, 111, 118-20, 184, 189 (1975).
The hope of gaining strong patent positions also motivated much of the research of
Edison, Westinghouse, and their successors in the U.S. electric lamp industry. According
to Bright, accumulation of patents, either by internal research or by merger, was an im-
portant means by which General Electric maintained its dominant position in in-
candescent lamps for decades. Its vigorous efforts to enforce those patents caused the
failure of many small manufacturers, most of which could not afford the costs of in-
fringement litigation, and eventually forced most of the firms in the industry to accept
restrictive licenses under G.E. patents, thereby dampening their incentive to invest in
research of their own. Despite this, Bright concludes that “the patent incentive has pro-
vided a very strong stimulus to progress in electric-lamp technology.” A.A. BRIGHT, JR.,
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such effects.®® Similar contrasts are apparent in the findings of
those studies that have used questionnaires and interviews to
uncover managerial policies and attitudes regarding the protec-
tion of intellectual property. Several of these investigations have
tried to estimate the technological benefits of the patent laws by
estimating the likely reaction of firms to liberal programs of
compulsory licensing. These studies of Scherer, Mansfield, Tay-

THE ELECTRIC-LAMP INDUSTRY: TECHNOLOGICAL CHANGE AND EcoNomic DEVELOPMENT
FROM 1800 To 1947, at 468 (1949). See also id. at 66, 86-87, 97, 104, 235, 344-45, 468-70.
For more information on the effect of patents on the structure of the electrical equip-
ment industry, see H.C. Passer, THE ELECTRICAL MANUFACTURERS 1875-1900, at 324-25,
331-32, 352 (1953).

Schwartzman, in his study of the U.S. ethical drug industry, argues that because
pharmaceutical research entails such important scientific and regulatory risks and be-
cause its products can so easily be duplicated by competitors, drug manufacturers will
invest in research only if assured of patent protection on their discoveries. “Without
patents,” he concludes, “the return from investment in pharmaceutical R&D would fall
to zero and private companies would no longer engage in R&D.” D. SCHWARTZMAN, INNo-
VATION IN THE PHARMACEUTICAL INDUSTRY 4 (1976). See also id. at 6, 10, 11, 162, 165.
Spokesmen for pharmaceutical manufacturers have often declared in congressional testi-
mony that their firms’ research investments have required the protections afforded by
the patent laws. See, e.g., Patent Term Restoration Act of 1981: Hearings on S. 225
Before the Senate Comm. on the Judiciary, 97th Cong., 1st Sess. at 78 (statement of
L.H. Sarett), 90 (statement of T. Duerden) (1981); Drug Industry Antitrust Act: Hear-
ings on S. 1552 Before the Subcomm. on Antitrust and Monopoly of the Senate Comm.
on the Judiciary, 87th Cong., 1st Sess. 2006 (statement of E.N. Beesley), 2209 (state-
ment of J.T. Connor), 2262 (statement of T.G. Klumpp) (1961).

60. Welsh reports that following the invalidation of the famous Selden patent by the
Second Circuit in 1911, most of the American automobile manufacturers freely cross-
licensed all their patents into one pool administered by the Automobile Manufacturers
Association. Ford refused to enforce its patents by bringing infringement suits, a policy
that was later adopted by General Motors and Packard. This system of defensive patent-
ing, which lasted for several decades, did not arrest technical progress in the automobile
industry; thus its history, according to Welsh, “contradicts the thesis that without mo-
nopolistic patent structures industrial advancement cannot occur.” Welsh, Patents and
Competition in the Automobile Industry, 13 Law & CoNTEMP. PROBS. 260, 277 (1948).
See also L.J. WHrTE, THE AuTOMOBILE INDUSTRY SINCE 1945, 213-15 (1971). .

In the contemporary U.S. semiconductor industry patents apparently have little in-
fluence upon research incentive, primarily because the high speed of technological
change in this industry makes most inventions obsolete by the time that they can be
patented and because most patents must be cross-licensed widely in order to avoid costly
litigation. Semiconductor manufacturers do, however, obtain patents to minimize risks of
being sued for infringement. They also secure many process and equipment innovations
as trade secrets. R.W. WiLsoN, P.K. AsuToN & T.P. Egan, INNovaTION, COMPETITION, AND
GOVERNMENT PoOLICY IN THE SEMICONDUCTOR INDUSTRY 62-64 (1980). See also David, In-
dustrial Research in America: Challenge of a New Synthesis, 209 ScIENCE 133, 137
(1980). On the liberal licensing policies of Bell Telephone Laboratories with respect to
the first semiconductor patents, see Weinberg & Siegel, Development and Implications
of the First Transistor Patents, 3 PAT. TRADEMARK CoOPYRIGHT J. REsEARCH & Ebuc. 392
(1959).
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lor & Silberston, and others,®* though their results must be in-
terpreted with caution, do furnish important evidence of the di-
verse effects that the industrialized nations’ patent laws have
had during the past thirty years upon the demand for and sup-
ply of invention. They indicate that in some industries, such as
ethical drugs, patent systems have contributed to high rates of
technological progress, but in others, such as electronics, they
have had only negligible effects upon the conduct of research
programs. This historical and survey evidence certainly does not
invite the conclusion that discarding or weakening the patent
laws of a nation must inevitably condemn it to technological
stagnation.

Understanding how such a drastic change would affect an
economy requires consideration of relationships among many
variables. Withdrawal of patent protection, by itself, would tend
to decrease firms’ demand for invention by increasing the risk to
them of rapid imitation of their innovations, reducing their need
to circumvent strong patents or to hold defensive patents, de-
priving them of an intellectual asset useful in interfirm bargain-
ing, and limiting their access to venture capital and possibly to
foreign patent protection. On the other hand, abolition would
tend to increase the demand for invention by decreasing the
risks of preemption and infringement litigation. Repeal of the
patent laws, by itself, would tend to decrease the supply of in-
vention by reducing communication among industrial scientists
but would tend to increase it by reducing the diversion of R&D
resources out of basic and into duplicative research.®® These ef-
fects could, however, be modified by firms’ substitution of trade
secrets for patents. The extent of such substitution would de-
pend principally upon perceptions of the relative costs and
productivities of the two inputs. Increased reliance upon trade

61. F. SCHERER, supra note 49; F. ScHERER, THE EcoNomic ErrecTs oF COMPULSORY
PaTENT LiceEnsING (Monograph No. 1977-2, N.Y. Univ., Center for the Study of Fin. Inst.
1977); Mansfield, Schwartz & Wagner, Imitation Costs and Patents: An Empirical
Study, 91 Econ. J. 907 (1981); Taylor & Silberston, supra note 55; Sanders, Rossman &
Harris, Attitudes of Assignees Toward Patented Inventions, 2 PAT. TRADEMARK & CoPY-
RIGHT J. RESEARCH & Ebuc. 463 (1958).

62. Some have argued that the patent laws, because they reward invention and not
scientific discovery, divert industrial R&D resources away from basic research; that be-
cause they encourage circumvention of strong patents and strenuous efforts to gain pre-
emptive access to new fields of technology, they induce investments in research that es-
sentially duplicates that already done. See generally K.D. GEORGE & C. JoLL, INDUSTRIAL
ORGANIZATION 230-31 (3d ed. 1981).
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secrecy would tend to reduce the supply of invention, but this
effect might be small if firms patent only those inventions that
they do not consider eligible for trade secrecy. Industrial de-
mand for invention could also be influenced by state action to
subsidize applied research or to create a competitive environ-
ment favorable to it. Any waste of resources resulting from these
public policies could well be offset by the improvements in the
efficiency of use of information and other R&D resources that
would result from the elimination of patent restraints and dupli-
cative research conducted with excessive haste.

From current knowledge, limited as it is, it is unfortunately
not possible to infer the total, cumulative effect of all these con-
flicting forces acting on the determinants of invention. It is thus
not possible to predict with much confidence how removal of the
United States patent system would affect the growth of Ameri-
can technology.

That such a radical change would not have disastrous conse-
quences for technological progress seems fairly certain from the
empirical literature noted above, and from reasonable conjec-
tures about the efficacy of state action and trade secrecy in pro-
tecting incentives to invest in R&D. Even without the patent
laws many firms, spurred by competitive pressures, aided per-
haps by federal subsidies or tax credits, and protected by trade
secrecy and barriers to entry, would probably continue their re-
search efforts and their introduction of new technologies.

However, it is less clear whether innovation would go for-
ward in these industries at the same rate as under current laws.
Abolition of the patent laws might not decrease the volume of
invention, but it might decrease the rate at which those new
products and processes are brought into the economy. Society
would then get as many inventions as it does now, but it would
get some of them later. Unfortunately, the magnitude of this
possible slowing of technological progress cannot be inferred
from present knowledge.

Also unclear is the impact of abolition upon small, innova-
tive firms and upon those industries that apparently cannot rely
on trade secrecy and barriers to entry to inhibit copying of their
inventions. It has often been argued that independent inventors
and entrepreneurs starting up small firms to exploit a new tech-
nology require patents in order to enter markets, gain security
against competition from large companies, and obtain venture
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capital for future growth.®®* However, many small firms and in-
ventors may derive few advantages from their patents because
they cannot afford to enforce them by infringement litigation.®
Termination of the patent system, according to the empirical/
historical literature that has been discussed, could also have se-
rious effects upon manufacturers of ethical drugs and other
chemicals that, because of their technology and the structure of
their industries, have found it hard to secure the returns from
their R&D investments without the use of patents. There is a
risk that the output of new drugs from United States firms could
be even more severely depressed by the withdrawal of patent
protection than it apparently has been by the 1962 amendments
to the federal Food, Drug, and Cosmetic Act.®®* However, public
subsidies for pharmaceutical R&D could probably reduce the
size of this loss, although at the cost of a substantial waste of
resources. Unfortunately, one can only guess at the relative size
of these various effects.

The current ignorance on this and related issues makes abo-
lition of the United States patent system a risky enterprise. The
risk is not that such a change would cause a catastrophic inter-

63. R.R. NELsoN, M.J. PEck, & E.D. KaLAcHEK, TECHNOLOGY, EcoNOMIC GROWTH,
AND PusLic PoLicy 161 (1967); J. JEWkES, D. SAwERs, & R. STILLERMAN, THE SOURCES OF
INVENTION 188 (2d ed. 1969); F.M. SCHERER, INDUSTRIAL MARKET STRUCTURE AND Eco-
NOMIC PERFORMANCE 389 (1970). :

The histories of concerns such as Xerox Corporation and Polaroid Corporation have
been cited in support of this view. See General Revision, supra note 29, at 251 (state-
ment of Prof. John Bardeen, Dep’t of Physics, Univ. of Ill.); American Patent System,
supra note 45, at 266 (statement of Donald Brown, Vice President and Patent Counsel,
Polaroid Corp.).

64. “A very weak patent in strong hands is pretty powerful. A very strong patent in
weak hands is not worth anything.” American Patent System, supra note 45, at 221
(statement of Thurman Arnold). See also id. at 101 (statement of Allen B. DuMont,
President, DuMont Television Corp.); id. at 324 (statement of M.D. McFarlane, Inven-
tor), id. at 355 (statement of C.H.C. Van Pelt, Industrial Economist and Management
Consultant); General Revision, supra note 29, at 260 (statement of J.W. Birkenstock,
Vice Pres., International Bus. Mach. Corp.). That small firms and independent inventors
face severe disadvantages in enforcing their patents has been recognized throughout this
century: “Under our very defective patent laws no poor man can hold a patent for any
length of time against the wishes of a man of wealth. . . . [Threatened with a legal chal-
lenge] he will either drop it or accept a paltry sum for it. . . . What we need as much as
a tariff revision is a revision of our patent laws.” 42 Conc. REc. 6166 (1908) (remarks of
Rep. Kiistermann).

65. S. PELTZMAN, REGULATION OF PHARMACEUTICAL INNOVATION (1974); Grabowski &
Vernon, Structural Effects of Regulation on Innovation in the Ethical Drug Industry,
in Essays oN INDUSTRIAL ORGANIZATION IN HONOR OF JOE S. BaIN 181 (1976); Grabowski
& Vernon, Consumer Protection Regulation in Ethical Drugs, 67 AM. EcoN. REv. PAPERS
AND ProCEEDINGS 359 (1977).
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ruption of technological progress but rather that it might gener-
ate social costs considerably in excess of the corresponding social
benefits, thereby reducing the general welfare. The likelihood of
such a result cannot be estimated because so little is known
about the probable reactions of firms, inventors, and govern-
ments to the total elimination of patent rights. Significant as
they are, the social costs of the existing United States patent
system could nevertheless be exceeded, so far as is known, by
the social costs of its elimination. Present knowledge is therefore
inadequate to justify such a fundamental change in the nation’s
laws.%®

Under these circumstances it seems prudent to subordinate
fundamental to piecemeal reform, to set aside schemes for total
abolition, and to continue the search for modifications of the es-
tablished patent system that show promise for relieving the con-
flict between it and the antitrust laws with less risk to social
welfare. One such proposal is discussed below in Part IV.

C. Per Se Prohibitions

In recent years the search for a satisfactory reconciliation of
patent and antitrust law has led to proposals for per se prohibi-
tions of certain kinds of patent licensing transactions, especially
those conveying exclusive field or territorial rights and those im-
posing restrictions upon the prices and output rates of licensees.
Prohibiting these practices, while it would defeat many efforts to
cartelize markets without any material danger to technological
progress, would unfortunately also defeat many efforts to use the
patent system to accomplish ends fully consistent with the frag-
mentation and balancing of economic power sought by the anti-
trust authorities. The risks of such interference with innocent
and useful activities weaken the justification of these prohibitory
rules.

A patent licensor may wish to control the prices and output
rates of his licensees for several reasons. He may impose such
restrictions in order to regulate his royalties. He may, that is,
use them to achieve the distribution of output among licensees
of varying efficiency that minimizes the costs of manufacturing
the patented product, and the level of collective output that
maximizes the aggregate profits of the industry and thus maxi-

66. For similar conclusions, see Machlup, supra note 50, at 79-80; Parker, supra
note 50, at 255.
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mizes also the fund available for royalty payments.®” Price re-
strictions may also be used to protect a manufacturing licensor
against loss of business to licensees who, being more efficient or
having avoided the burdens of R&D investments, have lower
costs. This protection may be especially important to the licen-
sor who is uncertain about the validity of his patents, and thus
also about the size of his future royalties, and who therefore
wishes to acquire the manufacturing experience and marketing
skills that will insure him against great loss of market share in
the event that his patents can no longer be enforced.®® A licensor
may also wish to control the prices of his licensees in order to
reduce the threat from firms that seem likely to enter his indus-
try by infringing or circumventing his patents. Such limit pric-
ing may deter entry by restraining the current profits of the in-
dustry and also the profits that infringers could reasonably
expect to earn during the pendency of litigation to enforce the
licensor’s patents.®® In addition, some writers have defended
price controls as necessary to ensure an optimal supply of
presale services in connection with the marketing of a patented
product.” They argue that in the absence of such restraints any
licensee might be tempted to invest nothing in such services in
order to gain a cost and price advantage over other licensees; the
temptation to do this would be especially great if a licensee that
did not invest could nevertheless receive substantial benefits
from the presale services provided by competitors in the same
territory. Other possible reasons for imposing price and output
controls include a need to attract licensees by guaranteeing them
freedom from competition and a need to make sure that those
licensees, once signed up, put a reasonable amount of effort into
developing the market for the patented goods.”

67. Priest, Cartels and Patent License Arrangements, 20 J.L. & Econ. 309, 318-22
(1977).

That regulating licensees’ prices is but regulating the licensor’s royalties was one of
the principal arguments pressed upon the court in General Electric. Brief for Appellee
(General Elec. Co.) at 67, 76-77; Brief for Appellee (Westinghouse Elec. & Mfg. Co.) at
29, United States v. General Elec. Co., 272 U.S. 476 (1926).

68. Such may be the explanation of the price restrictions imposed in Royal Indus. v.
St. Regis Paper Co., 1970 Trade Cas. (CCH) 1 73,076 (C.D. Cal. 1968), aff’d, 420 F.2d 449
(9th Cir. 1969).

69. Adelman, Property Rights Theory and Patent-Antitrust: The Role of Compul-
sory Licensing, 52 N.Y.U. L. Rev. 977, 988-90 (1977).

70. Priest, supra note 67, at 324-25; Bowman, supra note 6, at 123-33; Spotlight,
supra note 8, at 42 (remarks of Robert H. Bork).

71. C.T. TAYLOR & A. SILBERSTON, supra note 55, at 121; Ney, supra note 39, at 101-
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Some have argued that these direct controls are really un-
necessary because their functions could be served equally well
by regular adjustments in royalties.”? It is, however, arguable
that the transaction costs of such continual changes would be so
great that licensors would usually prefer direct controls.”

The patent bar has justified exclusive field and territorial
licenses as legitimate means by which firms, especially those
that are small and new, can induce licensees to invest in the de-
velopment of markets for untested but promising technologies.”
It is argued that these innovating firms must guarantee their
licensees freedom from competition in a field or territory in or-
der to get them to assume the risks of applying untried inven-
tions to new uses or of extending their sale into new markets.
Without such assistance from licensees, it is contended, many
small firms could not by themselves afford to widen the markets
for their inventions and would therefore be forced to sell them
to larger competitors or to leave them unexploited. However, a
patentee might also place territorial or field restraints upon its
licensees in order to reserve a portion of the market for its own
sales or to practice price discrimination.”

Restrictions upon patent licensees allow the owners of in-
ventions to increase the income from their patents and to
strengthen their market positions. However, these benefits, as
emphasized above,” constitute returns on R&D investments
that exceed those guaranteed and protected by statute: returns
to which patentees have no inviolable entitlement and which
cannot therefore be used to justify the licensing transactions
that have produced them. Contrary to what Bowman and others

02. For an example of an output restraint motivated by such an interest, see American
Indus. Fastener Corp. v. Flushing Enterprises, Inc., 362 F. Supp. 32, 34 (N.D. Ohio
1973).

72. Baxter, supra note 43, at 322; L.A. SULLIVAN, supra note 54, at 543.

73. Adelman, supra note 69, at 993. To enforce output and price controls indirectly
by periodic variation of royalties would of course require the licensor to incur the costs of
regularly collecting and verifying data on the costs and demand conditions of each of his
licensees. Use of direct controls would obviate such activities.

74. See, e.g., Patent Law Revision 1971, supra note 6, at 534-35 (Memorandum on
the Need for Legislative Clarification of the Law Relating to Patent License Provisions,
Submitted on behalf of the American Patent Law Ass’n); id. at 586 (Letter from A.R.
Whale to Sen. John L. McClellan, May 13, 1971); id. at 652 (Letter from John B. Clark
to Sen. John L. McClellan, April 30, 1971); Letter from Merl Sceales to Sen. John L.
McClellan, Nov. 5, 1970, reprinted in 117 CoNnc. Rec. 7170 (March 19, 1971) (remarks of
Sen. Scott).

75. TaYLOR & SILBERSTON, supra note 55, at 125; SULLIVAN, supra note 54, at 555.

76. See supra text accompanying notes 34-44.
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have suggested,” one cannot legitimate restrictive licensing by a
simple showing that it permits firms to make more money from
their intellectual properties. These private benefits must in
every case be weighed against the effects on other important so-
cial interests of allowing the freedoms that have made possible
the enlarged flows of income.

Unfortunately, private freedoms can at times impair the so-
cial interests protected by the antitrust laws. The restraints on
licensees that allow a patentee to regulate his royalties, practice
price discrimination, or encourage development of markets are
also the restraints that allow him, often in league with those
licensees, to establish and maintain a cartel. Licenses that pro-
vide exclusive rights to fields of use or to territories or that re-
strict the prices and output of licensees can be tributary to a
conspiracy to divide and control markets under cover of the pat-
ent laws. Licensor and licensee alike profit from these collusive
arrangements: in return for the licensor’s suppression of compe-
tition, and possibly his reduction of royalties below the profit-
maximizing level, the licensees forbear from challenging his mo-
nopoly grant, which is often of dubious validity, by either litiga-
tion or circumvention.” Moreover, the training in cooperative
behavior that such collaboration provides can facilitate concur-
rent or subsequent collusion in the sale of unpatented g .70

Collusive agreements achieved by means of the patent laws
can for long periods arrest both competition and technical pro-
gress and sustain large imbalances of economic power. Cartels
always menace market economies, especially when the patent
laws are used to restrain the centrifugal forces inherent in any

77. W. BowMaN, supra note 6, at 64-139, 162, 241. Bowman apparently believes that
any patentee should be allowed to maximize the profits from exploitation of his patent,
provided that the resulting rewards measure “the patented product’s competitive superi-
ority over substitutes.” Id. at x. See also Furth, Price-Restrictive Patent Licenses Under
the Sherman Act, 71 Harv. L. Rev. 815 (1958). For Bowman’s application of this rule,
see W. BowMaN, supra note 6, at 169, 186, 189, 223, 237, 241. However, as Priest has
argued forcefully, it is very hard to assess the relative value of a patented invention. The
Furth-Bowman test for discriminating the rightful limits of a patentee’s freedoms is
therefore not very operational. Priest, supra note 67, at 337 n.101. The Furth-Bowman
test, therefore, is nothing more than a restatement of the simple rule that the law should
not interfere with the patentee’s efforts to maximize his returns from exploitation of his
patent grant.

78. See supra note 43.

79. See, e.g., United States v. Associated Patents, Inc., 134 F. Supp. 74, 80 (E.D.
Mich. 1955), aff'd per curiam sub nom. Mac Inv. Co. v. United States, 350 U.S. 960
(1956). See also SULLIVAN, supra note 54, at 526.
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collusive agreement.

A realization of these dangers has led Baxter and others to
propose that patentees be strictly prohibited from granting ex-
clusive field or territorial rights or from imposing controls on the
prices and output rates of licensees.®® This proposal has merit.
Its adoption would obstruct use of the patent laws to subvert
competition and transform world industries into the private es-
tates of a few business managers. Few patentable inventions are
so valuable that the public should celebrate their arrival by con-
ferring on private corporations the legal right to rule an industry
by means of a cartel. Such a reward is extravagant and unjustifi-
able because it is not duly proportioned to the individual inven-
tor’s marginal contribution to what is in fact a social process of
technological discovery®! and because, by giving too much power
to too few, it creates the conditions for social injustice.

It is not a telling objection to this proposal that forbidding
the licensing restrictions most adaptable to the needs of carte-
lists could cause many patentees to narrow competition by re-
fusing to license at all. There will be many patentees who, be-
cause they have no manufacturing facilities or because they wish
to receive the certain returns that royalties provide, will license
their patents with or without the right to impose price or output
controls or to grant field and territorial monopolies.®? Moreover,
as argued above,®® the refusal of some patentees to license could,
by inducing efforts to circumvent their patents, quicken both
competition and the rate of technical progress.

A more important objection to the proposal is that enforc-
ing its prohibitions might block innocent uses of the patent sys-
tem that present few, if any, threats to competition. The impact

80. Baxter, supra note 43, at 337; SULLIVAN, supra note 54, at 545, 561; Patent Law
Revision 1971, supra note 6, at 554-56 (Letter from W.F. Baxter to Sen. Hart). It must
be noted that Baxter has in recent years abandoned this position to some degree and
now appears to reject a per se rule against price controls. See the remarks of Baxter’s
deputy in the Antitrust Division before the ABA Antitrust Section last year: Abbott
Lipsky, Jr., Current Antitrust Division Views on Patent Licensing Practices, U.S. Dep’t
of Justice, Antitrust Division 15 reprinted in 5 TRADE Rec. REp. (CCH) 1 50,434 (Nov. 5,
1981). The author is grateful to Dr. Russel Pittman of the Antitrust Division for bringing
this paper to his attention.

81. Polanvyi, Patent Reform, 11-12 Rev. EcoN. STup. 61 (1943-45); Machlup, supra
note 50, at 29.

82. Gibbons, Price Fixing in Patent Licenses and the Antitrust Laws, 51 VA. L.
REv. 273, 285 (1965). Patentees with blocking patents will also be forced to license re-
gardless of the extent of their freedoms to impose restrictions on licensees. Id. at 296.

83. See supra text accompanying notes 52-55.
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of any licensing transaction on competition will depend on the
structure of the markets within which the parties to the agree-
ment operate, the scope of the agreement, and the licensor’s po-
sition in those markets. Thus, a set of exclusive field licenses will
not harm competition to the extent that (1) the relevant market
has only trivial barriers to entry, (2) the licensor’s technology
has good substitutes sold by other firms, (3) the restraints do
not involve these other firms nor all of the firms capable of using
the patented technology, and (4) the restraints help a small or
new firm take market share away from larger competitors.®
Price controls will not harm competition to the extent that the
licensees on which they are imposed, perhaps because of their
size relative to that of the licensor, would not have engaged in
price competition in any event.®® ,

The courts have often recognized these relationships. Thus,
they have sanctioned the imposition of price restraints and li-
cense grant-backs by a patentee manufacturing lockbolts in
competition with several other firms making alternative fasten-
ers;® the grant of an exclusive license by a small firm selling
thermoplastic highway pavement-marking compositions in com-
petition with large firms making paint, adhesive tapes, and other
such marking materials;*” and the imposition on licensees of
concessions of validity by a manufacturer of a metal-threader
facing increasing competition from sellers of alternative metal-
working tools serving similar functions.®® Furthermore, the
courts have rejected counterclaims of patent misuse in infringe-
ment actions when analysis of the structure of the relevant mar-
ket disclosed little danger that the patents in question could be
used to monopolize.*®

84. Professor Joseph Brodley has often emphasized this point; see his statement in
Patent Law Revision 1971, supra note 6, at 565. See also the remarks of Circuit Judge
Pell in Moraine Products v. ICI America, Inc., 538 F.2d 134, 145 (7th Cir. 1976), cert.
denied, 429 U.S. 941 (1976).

85. Gibbons, supra note 82, at 304.

86. United States v. Huck Mfg. Co., 227 F. Supp. 791 (E.D. Mich. 1964), aff’'d per
curiam, 382 U.S. 197 (1965).

87. Cataphote Corp. v. DeSoto Chem. Coatings, Inc., 450 F.2d 769 (Sth Cir. 1971),
cert. denied, 408 U.S. 929 (1972).

88. Bendix Corp. v. Balax, Inc., 471 F.2d 149 (7th Cir. 1972), cert. denied, 414 U.S.
819 (1973).

89. Prestole Corp. v. Tinnerman Products, Inc., 271 F.2d 146, 157 (6th Cir. 1959),
cert. denied, 361 U.S. 964 (1960); Mercantile Nat’l Bank v. Quest, Inc., 303 F. Supp. 926
(N.D. Ind. 1969), aff’d, 431 F.2d 261 (7th Cir. 1970), cert. denied, 401 U.S. 956 (1971);
Diamond Int’l Corp. v. Walterhoefer, 289 F. Supp. 550 (D. Md. 1968).
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Unfortunately, the proposed per se rule would prevent
courts from being so discriminating in their assessments of vari-
ous licensing practices. It would force them to strike down field
restrictions applied by a small, new firm struggling to develop a
market for a new substitute for established technologies as well
as field restrictions applied by a dominant firm pursuant to a
cross-licensing agreement covering all the manufacturers in a
concentrated, rather stagnant industry with formidable barriers
to entry. The dangers to competition from the former restraints
are hardly the same as those from the latter.

This legal inflexibility may be justified in order to econo-
mize on scarce judicial resources or to make the law more certain
and predictable. It could, for example, be argued that the re-
strictions covered by the proposed per se rule are almost always
used to further conspiracies to suppress competition and that
discriminating judicial scrutiny of particular cases would there-
fore save from the law’s interdiction only a negligible number of
innocuous or pro-competitive transactions and that, for that rea-
son, a per se rule is justified.*® '

This argument, while entirely plausible, is unfortunately
very hard to test. There is little evidence from which one might
be able to draw reliable inferences about the frequency with
which price controls or exclusive territorial licenses have been
used in ways consistent with the antitrust laws. Such evidence
could perhaps be assembled, but it is not now available.”* More-
over, the argument fails to consider that there may be other
rules that, relative to the per se rule, permit a more discriminat-
ing application of the law at approximately the same costs in
judicial and administrative resources.

Thus, the proposed strict rule, despite its considerable
merit, does not warrant adoption by the courts. Its absolute pro-
hibition of those licensing practices most useful in cartelization
has important drawbacks. These probably would not include, for

90. See, e.g., Northern Pac. Ry. v. United States, 356 U.S. 1, 5§ (1958); SULLIVAN,
supra note 54, at 535.

91. Priest has suggested criteria by which abuses of the patent laws can be identi-
fied. Abuses will, he maintains, be evident from the distribution of patent rents between
the licensor and his licensees: royalties of patents used primarily to support cartels will
tend to be lower than those of patents being legitimately exploited. Priest, supra note 67,
at 326-55. However, a low royalty (i.e., one substantially less than the value of the inven-
tion to licensees) may nevertheless be consistent with lawful exploitation if it is, for ex-
ample, necessary to recruit a second-source (alternative supplier) of the patented good,
without which the market cannot be developed.
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reasons argued above,®? any material hindrance of technical pro-
gress, since the per se rule would not abrogate in any way the
basic exclusive rights of patentees. It would, however, block
some legitimate uses of the patent system, especially by small or
new firms, that would advance the ends of the antitrust laws.
For this reason it is less satisfactory than the more flexible rules
put forward in the next section.

IV. LiMiTED COMPULSORY LIC_ENSING

The three proposals that have been discussed for reducing
the interference between the patent and antitrust laws have seri-
ous disadvantages. Restoring the doctrines of relatively unlim-
ited licensor freedom would create opportunities for carteliza-
tion that would almost certainly be turned to advantage by firms

in many industries. Preventing this result by abandoning the -

present patent system might well entail equally undesirable con-
sequences in the form of slowed technical advance in some im-
portant industries and a weakening of the competitive positions
of small firms. Absolute prohibition of the licensing restraints
most useful for cartelization would unnecessarily obstruct legiti-
mate and beneficial uses of the patent system.

. These problems demonstrate the need to consider yet an-
other proposal for reconciling patent and antitrust law, a propo-
sal for a type of limited compulsory licensing that would not in-
trude on the exclusive rights of patentees but would compel
them to limit the number of restricted licenses that they could
grant under their patents. Limited compulsory licensing pro-
vides a reasonable system for balancing the rights of patentees
with the social interests in moderating inequalities of bargaining
power within markets. '

This Article proposes that Congress create a new federal
agency, the Patent Licensing Review Board, composed of the
Assistant Attorney General-Antitrust Division, the chairman of
the Federal Trade Commission, and the Commissioner of Pat-.
ents (or their deputies). The Board and its staff would be
charged with enforcing certain regulations pertaining to the sale
of rights to patented technology. To enable it to do this, Con-
gress would provide by statute for the mandatory registration
with the Board of all assignments of and licenses under United

92. See supra text accompanying notes 58-66.
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States patents and closely related know-how.*® This require-
ment, proposed by Thurman Arnold almost forty years ago,*
would furnish the Board with information on the workings of an
important part of the markets for intellectual assets and would
block covert use of the patent system to further anticompetitive
conspiracies.

Under the proposed system each patentee would retain the
right to exclude others from making, using, or selling his pat-
ented inventions throughout the nation. There would be no re-
quirement that he license or work his patent; it would be pre-
sumed that a rational entrepreneur would suppress only those of
his inventions that, because of their obsolescence or other infir-
mities, could not profitably be developed or marketed.

A patentee would, however, be subject to the Board’s regu-
lation as soon as he exceeded his statutory grant by offering li-
censes under his patents. The Board would define by adminis-
trative rules two kinds of licenses: restricted, under which
licensors could place any restraints upon the market conduct or
the research programs of licensees; and unrestricted, under
which they could not impose such restraints.®® The Board would
allow every patentee at least one restricted license in order to
permit him to realize such lawful benefits of licensing as the es-
tablishment of second sources for new products or technologies,
or the settlement of interference or infringement actions. Upon
application from the patentee, the Board could authorize him to

93. Under 35 U.S.C. § 290 (1976), the clerks of all U.S. courts are required to send
to the Commissioner of Patents notices of patent infringement actions initiated within
their districts. The proposal under discussion would not affect this reporting system.

94. Bone Comm. Hearings, supra note 12, pt. 7, at 3281 (statement of Thurman W.
Arnold, Assistant Attorney General, Dep’t of Justice).

95. The Board, as a result of its experience with particular cases, would have to
develop (and regularly revise) administrative rules specifying the lawful terms of an un-
restricted licensing agreement. These would certainly not include restrictions upon the
prices, output rates, marketing practices, or customers of licensees, nor grants of exclu-
sive rights to fields or territories, grant-back requirements, or obligations to report cur-
rent transaction prices to an industry’s statistical bureau. They would, however, include
the standard provisions relating to the measurement, payment, and adjustment of royal-
ties; the transfer from the licensor of unpatented know-how or other technical assistance;
duties of the licensees to maintain records relevant to the assessment of royalties; rights
of sublicensing; arbitration of disputes over the interpretation of the agreement; defense
of the licensee against infringement suits; and the consequences of licensee default or of
patent invalidation. There would of course also have to be provisions protecting any
rights created by the authorized restricted licenses. Thus, if these restricted licenses con-
veyed exclusive rights to certain territories, then any subsequent unrestricted license
would have to bar the licensee of that contract from working the invention in those
territories.
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grant additional restricted licenses, the number of which would
depend on the structure of the markets (for both inventions and
final goods) likely to be affected by these licensing transactions
and the patentee’s position within them. The Board would re-
fuse applications for restricted licenses upon a finding that the
structure of the relevant markets would favor the use of such
licenses for collusive purposes. Thus, other things being equal, a
patentee’s opportunities to grant more than one restricted li-
cense would be diminished the higher the concentration and the
barriers to entry of the industry in which the invention would be
worked.?® However, regardless of the structure of his industry,
the patentee would have the right to grant an unlimited number
of unrestricted licenses. The Board would have the authority to
enjoin the performance of any unsanctioned restricted licensing
contract, subject to judicial review. ‘

96. The concentration of an industry measures the extent to which it is dominated
by a few large firms or, more precisely, indicates the proportion of its economic activity
(usually represented by data on sales or value-added) generated by its largest n firms
(where n usually equals 4, 8, or 20). The barriers to entry into any industry are those
conditions (e.g., states of demand; capital costs of a plant of efficient scale; the pricing,
costs, vertical integration, patents, and financial reserves of incumbent firms) that dis-
courage investments in new capacity within the industry and thus limit the number of
actual and potential competitors for incumbent firms. In theoretical terms, the height of
an industry’s entry barriers at any particular time can be measured by the difference
between the limit price (i.e., the minimum price that incumbent firms can charge with-
out inducing entry) and the average total costs of those incumbent firms or, alterna-
tively, by the number of firms at that particular time for which the net present value of
investments in new capacity is negative. Clearly, since many variables affect the height
of entry barriers and since some of these variables (e.g., expected reactions of incumbent
firms to entry) are hard to measure, an economist can hope only to approximate the
height of the barriers at any given time, relying primarily upon such relatively accessible
information as capital costs of new plants, the history of entry, and the resources, effi-
ciency, and reputation of established firms. Concentration, because it indicates the num-
ber of significant firms, and barriers to entry, because they indicate the capacity for sus-
tained supra-competitive pricing, are important measures of the costs of negotiating and
preserving a cartel.

There are of course other measures or indicators that the Board’s staff would have
to take into account in making recommendations regarding quotas of restricted licenses.
The number of such licenses allowed should probably be more constrained, other things
being equal, the lower the countervailing power of buyers; the lower the number of sell-
ers; the higher the average ratio of fixed to variable costs for firms in the industry; the
greater the similarity of firms’ costs, products, and demand conditions; and the slower
the normal rate of technological change for the industry. For a discussion of these and
other elements of industrial structure that affect risks of cartelization, see R.A. POSNER,
ANTITRUST LAW: AN EcoNomiC PERSPECTIVE 47-61 (1976).

Because firms even in a very unconcentrated industry may be tempted to use the
patent laws to try to overcome the considerable obstacles to cartelization that they face,
the Board should probably never allow the imposition of restricted licenses on all or
most of the firms in an industry.
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This proposal for limited compulsory licensing would give
the Board discretionary power to vary the patentee’s licensing
freedom with the conditions of the relevant markets, thereby
providing the flexibility lacking in a system of per se prohibition
of exclusive licensing agreements. A patentee, for example, oper-
ating in a highly concentrated oligopoly with high barriers to en-
try and selling technology with no substitutes would probably be
allowed but one restricted license in order to reduce as much as
possible the risks of cartelization. He could impose a price or
output restraint upon only one other firm in the industry,
thereby reducing, if not eliminating, his capacity to organize col-
lusive control of markets. On the other hand, to a small or new
firm trying to create a market for an untried invention that
would compete with technologies supplied by large firms, the
Board might well allow several restricted licenses. This policy
would then permit such a patentee, at very little risk to competi-
tion, to issue exclusive field or territorial licenses. By varying the
number of restricted licenses the Board would be able to reduce
the danger to the public of patent misuse.*’

Because it would not detract from the patentee’s exclusive
rights and thus his capacity to earn his authorized returns, the
proposed system would not jeopardize technological progress to
any substantial extent; the impact would certainly be less than
that caused by a system of comprehensive, liberal compulsory
licensing.*® Regulation of a patentee’s restrictive licensing would
neither abridge his freedom to maximize the profits from exer-
cise of his statutory exclusive rights nor weaken his incentive to
invest in circumventing R&D by providing guaranteed access to
the patented technology of competitors.

If properly administered, the proposed program of limited
compulsory licensing would break down incentives to build up

97. Thus, the proposed system would permit a more flexible, discriminating control
of licensing transactions than would be possible by use of the somewhat similar systems
suggested by Turner, supra note 49, at 475, and by Adelman, supra note 69, at 999,
under which the patentee, having granted one (Turner) or two (Adelman) licenses, would
be required by law to grant comparable licenses to any qualified applicant. In addition,
these systems also suffer from the disadvantage that they require the authorities to de-
vise and apply criteria for determining qualified applicants for licenses and comparable
licenses. )

98. For theoretical arguments as to why compulsory licensing should have an ad-
verse impact upon firms’ willingness to invest in R&D, see Whitaker, Compulsory Li-
censing—Another Nail in the Coffin, 2 AM. Pat. L.A.Q.J. 155, 163 (1974); Arnold &
Janicke, Compulsory Licensing Anyone?, 55 J. PAT. Orr. Soc’y 149 (March 1973).
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cartels by misuse of the patent system. The Board’s control of
restrictive licensing would so reduce the scope of any price, out-
put, field, or territorial restraints which oligopolists might im-
pose, that conspiracies to divide and dominate markets under
color of the patent laws would be significantly impeded. Licen-
sors would find it difficult to organize and police an effective car-
tel under the guise of enforcing the terms of a licensing contract.
They would also find it difficult to protect their weak patents
from challenge by bribing licensees with exclusive field or terri-
torial rights. On the other hand, they would retain an appropri-
ate measure of freedom to realize the benefits of licensing con-
sistent with the objectives of the antitrust laws.

Despite these expected benefits, there are nevertheless
grounds for objecting to the licensing controls under discussion.
Administration of the controls would require the Board’s staff to
gather and analyze costly information on the structure of mar-
kets in order to determine the appropriate number of restricted
licenses to allow each applicant. That mistakes would be made
in interpreting these data and therefore in assessing the likeli-
hood of patent cartels in certain markets seems almost certain.
Furthermore, the limitations on the freedom of licensors might
cause them to narrow the use of new technologies by granting no
unrestricted licenses at all or perhaps, only those few restricted
licenses to which they are entitled by law. Finally, the protection
of petitioners’ rights would require that appeals be permitted
from the Board’s decisions allotting restricted licenses. It is pos-
sible that this would result in protracted litigation in the federal
courts that could seriously impede the regulatory process.

While the information costs of a system of limited compul-
sory licensing would not be trivial, they would nevertheless be
moderated by the Board’s access to the voluminous data on the
structure, conduct, and performance of American industries pre-
pared by the Federal Trade Commission, the Antitrust Division,
and other agencies of the federal government.®® These data,
gathered primarily to further enforcement of the antitrust stat-
utes, especially those covering anticompetitive mergers, should
be most relevant to the Board’s evaluations of the potential for

99. Examples of this include the data gathered by the F.T.C.’s Line of Business
Program pursuant to § 6 of the Federal Trade Commission Act (15 U.S.C. § 46 (1976))
and those gathered by the Antitrust Division of the Department of Justice pursuant to
the pre-merger notification provisions of the Hart-Scott-Rodino Antitrust Improvements
Act of 1976 (15 U.S.C. §§ 1311-14 (1976)).
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patent abuse in industries. The costs of information would also
be limited by the requirement that the Board prescribe quotas
of restricted licenses not for every patentee and every patent but
only for those patentees wishing to grant more than one re-
stricted license. Many patentees, such as those using patents for
defensive purposes only, would not wish to apply for authoriza-
tion to grant additional restricted licenses. However, in dealing
with those who would apply, the Board would admittedly con-
front the difficult problems of defining relevant markets for
gauging the dangers of extending restricted licensing. These
problems, which raise great puzzles in merger cases, are never-
theless no more intractable or complex than those currently con-
fronting administrative agencies dealing with patents. They are
not, for example, any more difficult than the problems of judging
the patentability of an invention or of determining the “reason-
able” royalties to award under terms of a comprehensive com-
pulsory licensing statute.'®® The Board should therefore find its
tasks challenging, but certainly not impossible.

The Board would, however, surely find it impossible to
avoid making mistakes in assigning quotas of restricted licenses
to patentees. As a consequence, adoption of the proposed system
would certainly not guarantee the total elimination of all cartels
built upon patents. Yet it is hard to think that the Board,
closely associated with experts in the antitrust agencies, would
be so incompetent in interpreting economic data and so reckless
in dispensing authority for restricted licenses that its actions
would have negligible or even perverse effects upon competition.
Merely putting the burden on patentees to justify publicly a
need for multiple restricted licenses would probably discourage
many efforts at cartelization.

The objection that the proposed system would cause paten-
tees to contract their licensing to the detriment of competition
suffers from weaknesses that have been noted previously in
other contexts.!®® Moreover, it fails to take into account the
pressures for wide diffusion of new technologies that arise from

100. For illustrations of the difficulties of determining reasonable royalties under a
compulsory licensing statute (§§ 67-68 of the Canadian Patent Act, CAN. REv. STAT. ch.
P-4, 1970), see Parke, Davis & Co. v. Fine Chem. of Canada, Ltd., 17 D.L.R. 2d 153
(1959); Hoffman-La Roche, Ltd. v. Bell-Craig Pharmaceuticals Div. of L.D. Craig, Ltd.,
1966 S.C.R. 313; Gordon Johnson Co. v. Callwood, 1960 Can. Exch. 466.

101. See supra text accompanying notes 36-43 and 52-55.
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the incentives of patentees to grant multiple licenses.'**

The objection that the proposed system would generate liti-
gation must be acknowledged. Judicial appeals from the Board’s
decisions would almost certainly occur. Disappointed applicants
would have many opportunities for challenging the Board’s mar-
ket definitions and its evaluations of the risks to competition of
plural restrictive licensing. Litigation is an inevitable incident of
any regulatory system requiring exercise of administrative dis-
cretion: It is merely a social cost of flexibility that must be
weighed against the benefits derived from a system that permits
the law’s effects to be conformed more closely to its purposes
than is possible by reliance upon rigid, general rules such as
those discussed in Part III. However, litigation is not a free
good, and firms must weigh its costs against its expected bene-
fits. The marginal revenue from restricted licenses in excess of
the Board’s allotment would be greatest for those firms contem-
plating cartelization by use of their patents, and they would cer-
tainly be the least likely to invite a judicial inquiry into their
operations and business strategies. Thus, the firms for which the
direct financial consequences of a successful lawsuit would be
most favorable would be the least inclined to start such an ac-
tion. The volume of litigation resulting from the Board’s deci-
sions would therefore probably not be so great that it would ma-
terially interfere with its regulatory activities.

V. CONCLUSION

The proposed system for limited compulsory licensing can
be defended as a feasible and relatively efficient means for
resolving the conflicts that have emerged between the social in-
terests served by the antitrust laws and the rights claimed by
patentees.'®® It shows promise in dealing with the conflict with-

102. These incentives arise not only from the patentee’s wish to realize the benefits
of licensing discussed above, but also from his wish to avoid the risks of having an exclu-
sive licensee. For decades courts have permitted some kinds of exclusive licensees to
initiate infringement suits on their own behalf when the owner of the patent could not or
would not make an effort to enforce it and thus protect the licensee’s exclusive rights.
Such involuntary joinder of a patentee as a co-plaintiff exposes him to the risk that his
patent may be invalidated in an infringement suit that he neither initiated nor con-
ducted. See Heines, Indispensable Parties in Patent Litigation, 58 J. Pat. Orr. SocC’y
232 (1976).

103. It must, however, be acknowledged that the proposed rules for limited compul-
sory licensing fail to deal with several problems of U.S. patent law that have important
antitrust implications. Because they do not disturb the patentee’s exclusive rights, they
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out producing the serious disadvantages of the alternative poli-
cies that have been considered. Because limited compulsory li-
censing would not attenuate the exclusive rights of patentees, it
would not create serious dangers of technological stagnation. Be-
cause it would constrain the freedom of patentees to impose re-
strictive licenses, it would also constrain their ability to subvert
competition by resort to the patent laws. Because, unlike per se
rules, it would allow a discriminating application of licensing
constraints, it would not frustrate legitimate uses of the patent
system conducive to competition. Instead, the proposed system
would economize on legal restraints by proportioning them to
the risks of cartelization indicated by the structures of the rele-
vant industries. Although administration of the system would
give rise to some problems, there are reasons to think that they
would not be serious obstacles to realization of its objectives. As
a consequence, the present proposal for limited compulsory li-
censing deserves serious consideration as a potentially useful
amendment to current American patent law.

do not afford any protection against the use of infringement suits by large firms for the
primary purpose of intimidating or coercing their smaller rivals, nor does the proposed
system provide any protection against the accumulation of economic power through the
purchase of great numbers of patents. See, e.g., Kobe, Inc. v. Dempsey Pump Co., 97 F.
Supp. 342 (N.D. Okla. 1951), aff’'d, 198 F.2d 416 (10th Cir.), cert. denied, 344 U.S. 837
(1952). The proposed rules also do not offer any solutions to the problems that appear to
have arisen in the wake of Blonder-Tongue: the doctrine of collateral estoppel, by mak-
ing patent invalidation a public good, may be weakening the incentives of licensees and
other firms to pursue such judgments. Blonder-Tongue Laboratories, Inc. v. University
of Illinois Found., 402 U.S. 313 (1971). For an analysis of this problem, see Kidwell,
Comity, Patent Validity, and the Search for Symmetry: Son of Blonder-Tongue, 57 J.
Par. OFr. Soc’y 473 (1975).
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