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PROCEEDI NGS
MS. GREENE: Good norning. On behalf of the Federal Trade
Comm ssion and the Departnment of Justice, welcone. My name is
Hllary Geene, and ' min the general counsel's office here at the

FTC, and with me at the far table we have Robert Potter and Franc
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Marshall who are fromthe O fice of Legal Policy at the
Department of Justice.

We are truly delighted to present this session on
antitrust laws for patent |lawers and our distinguished
speakers, Bill Kovacic and WIl Tom

When the Chairman first announced these hearings, he
enphasi zed that properly understood, IP law and antitrust | aw
both seek to pronmpte innovation and enhance consuner
wel fare. Today's speakers are true pioneers in pronoting and
under st andi ng of how antitrust |aw serves those goals, and
not surprisingly, they've used that sanme understanding to
chal l enge and help the conpetition community to increase its
sensitivity and their ability to pronote those shared goals.

To say that the respective acconplishnents of our

speakers are far too immense to nmention is an

under statenment. Nonetheless, |I'll nmention a couple things.
"Il begin with Bill Kovacic, the Comm ssion's general
counsel .

Bill returns to the FTC from a professorship at the
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George Washington University Law School. Previously he had
worked at the FTC with the Bureau of Conpetition's Planning
O fice and | ater as an attorney advisor to Conm ssion CGeorge
Douglas. Sinply stated, he is one of the nation's preem nent
schol ars on conpetition policy.

| wanted to provide you with sone type of overview of
his work for today, and basically once ny list hit about 75
articles and books that he had authored, coauthored or
edited, | abandoned that enterprise. So the one article that
we do have, is called "Antitrust Policy: A Century of Econom c a
Legal Thinking," and | urge you all to pick up a copy because it
draws on the major antitrust decisions and research in industri al
or gani zati on econoni cs and provi des, as the author stated, the
evol uti on of our thinking about conpetition.

| don't think we can discuss Bill w thout nentioning
his extensive travels as well. Bill has really gone around
the world, and I nean that literally, and has worked with the
governnments of countries ranging from Egypt to Russia to
Zi mhabwe and has worked with themto better understand
conpetition policies and to share with them his insights and
to see how he can contribute to their own understandi ng, and
so we're really delighted to have him here today.

Let me turn nowto WIl Tom WIIl is a partner at
Morgan, Lew s & Bocki us.

W Il has an extensive history in public service.
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Most recently, he served as Deputy Director of the
Bureau of Conpetition here at the FTC from'97 to 2000, and
before that he was the Assistant Director for Policy and
Eval uation, also at the FTC, and before he joined us at the
FTC, he was a counselor to the Assistant Attorney General in
charge of the Antitrust Division at the Justice Departnment.

| guess the main thing that | want to say about WII
is that he's the reason that we're all here. I1t's his fault
that we're here today, and while that's not entirely true, it
is true to note that WIIl was one of the franmers of the
antitrust guidelines for the licensing of intellectual
property, which the Federal Trade Comm ssion and Depart nent
of Justice issued back in 1995, and he has continued to be a
pi oneer in this area and has witten many subsequent
articles, which have revisited the guidelines and | ooked
critically at how they are functioning.

I n addition, he's worked nost recently as the guest
editor for the Antitrust Law Journal, which will be having a
synposi um i ssue coni ng out, which will be focusing on the Federal
Circuit and the various questions that it raises.

Basically it's just a pleasure working with these two

fol ks, and despite their stature within the field, they are
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not only sonme of the nicest people in the world, but they are
al so sone of the people who are nost accessible to | earning,
and | say that because | think we are really comng to the
tabl e today and hoping to learn fromyou as well, despite the
fact that these folks are sitting up here. W hope to |learn
from your questions, both what we can articulate better to
you and al so what you think we're doing w ong.

Thank you all for comng. W will have one break
at about 10:40 for about 15 m nutes.

Thank you.

MR. KOVACIC: | want to thank Hillary and Gail Levine,
Matt hew Bye for putting together today's program and | want to
tell you how delighted I am on behalf of the Departnent of
Justice and the Federal Trade Comm ssion to welconme you to
t oday' s wor kshop.

| have to enphasi ze for you that one of the great
privileges in com ng back to the Federal Trade Conmi ssion is
t he opportunity not only to work with the professional staff
of the Comm ssion, but to fulfill a long time hope that |
woul d have the opportunity to work with the many col | eagues,
who are now col | eagues, but those who |'ve known from a
di stance at the Departnent of Justice as well, so this is an
exceptional pleasure for ne to be here today with both Bob

and Frances and the whole team at Justice that has been

For The Record, Inc.
wal dorf, Maryl and
(301)870-8025



© 00 N o o b~ w N

NN NN R R R R R R R R R
g A W N P O © O N o 00 M W N B O

working with us on these hearings, as well as the wonderf ul
coll ection of the professionals at the Conm ssion that are
responsi ble for this work.

We do have one handout for you for ny part of the
presentation today, just to give you a glinpse of what our
agenda is today. |I'mgoing to give you a short overview of
the U.S. antitrust system both exam ning certain key
features in doctrine and the evolution of doctrine over tine,
but also to focus in a little bit on the key institutions
that are responsible for devel opi ng and i npl enenting
conpetition policy in the United States.

We will then be tal king about a host of issues
i nvol vi ng agreenents, principally involving |icensing
arrangenents. We'Il| take a break about m dway through, and
then I'Il come back and speak a little about nonopolization
and attenpted nonopolization and the set of controls that the
antitrust systeminposes on the behavior of individual |arge
firms, and then we'll finish up with a discussion about
mer gers.

| want to nmention WIIl and | both, as we go through
the material today, we want to wel come you to ask questions,
so to pose themnot only to ourselves, but for really hard
questions as an academc, |'ve |learned as an academc |'ve
| earned you always hand themto soneone el se, and that's why

Frances and Bob have been trapped in here with us.
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If it's a really tough, inponderable question, |
devel oped academ c skills at handing those off or, as I
nmentioned to Bob and WIIl earlier, using devices such as sayi ng,
"We'Il get to that later,"” or "What do you think," the two "in ca
of emergency" academ c tools for dealing with problens.

Al so, WII and | have each papers for you to take a | ook at.

Wth Carl Shapiro, | did a paper that's about 17 pages |ong
basically a tour through 110 years of U.S. antitrust history. That's
about a page and a half per decade, but what we've got there is a
sunmary of a nunber of the concepts that 1'll be speaking about
t oday.

On one occasion in traveling in Russia, they had an
earlier version of this translated and sent to the Russian
audi ence, and ny counterpart in Russia who we were worKking
with said, "Could you give us sone instructions about what you
want to do with this,” and | said, "W'll do what we do in a
typi cal |aw school classroom that is, I'Il grill themin a
very good natured way about what we're tal king about."

| went to the seminar, and |'ve never seen people so
conmpul sively and ferociously well prepared; that is, they had
read everything. They had good questions, but | said, "I've
never seen such a grimbunch of folks in ny life," and the
translator said, "Well, it's this dam letter that you sent
them" | said, "Well, what does it say in Russian?"

It says, "Professor Kovacic insists that you read this
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material, and if you don't do so, he will torture you with
fire, and he will laugh while he does it." The difficulty in
working with translation: grill, torture with fire; |augh
good naturedly, |laugh while he does it. No doubt they were
wel | prepared but well terrorized by the threat itself.

"' mnot going to torture you with fire today, and
neither will WII. |Indeed, we're going to take a | ook at
some of what we think are the principal features of the
system wth an enphasis on those that bear upon the practice
of intellectual property |aw.

Let me give you a quick half hour or so tour through
the U. S. system and sone of its key features. | would |like
to do this in a few stages. | would like to tell you briefly
what the status quo in the United States was before 1890,
when we had our first national experinent with conpetition
policy, the Sherman Act, to tell you just a bit about the key
antitrust statutes and to identify their major inplications,
that is, their powerful institutional and doctri nal
inplications that come fromthe way in which Congress has
cast the basic conpetition policy.

| wanted to talk a bit about how the structure of the
statutes thenselves I end thenselves to a collection of
continui ng debates and di scussi ons about what gains antitrust
policy ought to acconplish, and then to give you a quick tour

t hrough the evol ution of doctrine and policy to bring us up
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to the future with a bit of historical concept, and then as a
way of fram ng the bal ance of our norning's discussion, to
focus on what nany observers agree to be today the core
concepts of antitrust policy.

Again, as | go through this, if you have a question
or comment, sonmething |I can clarify, or to address, please
et me know.

What was the state of the conpetition policy art in
the United States before 1890? That is, as a way of thinking
about what the Sherman Act did to change the framework of
conpetition policy rules, what background was the U. S.
Congress in 1890 writing against?

The common | aw framework, as you m ght imagine,

i nduced judges to address what we would call conpetition
policy issues in a nunber of cases, usually in the course of
exam ni ng contract and property di sputes, and out of that
conmmon | aw envi ronnent cane a couple of key concepts. That
is, judges were attuned to the notion that certain types of
contractual restrictions m ght be overreaching, and they
devel oped a key concept that applies to the whol e stand of
antitrust policy for dealing with that called the Rul e of
Reason.

Here's the formative case. It involves an apprentice
wor king for a baker in post-industrial England. The

apprentice has agreed with the baker for a certain period of
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time, "I will agree not to conpete against you;" that is, in
return for learning the skills that you're offering me as an
apprentice, | agree as a condition of my enploynent that I
wi ||l not show up across the street except after a certain
period of tinme and conpete agai nst you.

And the question in this formative early case call ed

Mtchell versus Reynolds was, WAs the duration of the

restriction on the apprentice's subsequent enpl oynent
excessively long? Was the geographic scope of the
restriction too broad because the baker had reached very
far?

As to duration, he said, You can never conpete
against ne in the future. And in what area? Over an area SO
| arge, so far-reaching that it enconpassed a good part of
Engl and, and the apprentice breached the agreenent. The
baker said, | want it enforced, goes into the English courts
to seek enforcenent of the contract.

| ssue before the court, Is the contract enforceable,
and the court said, Some nmeasure of restraint would be
appropriate, else you would not have those skilled in certain
trades being willing to inpart their know how to apprentices
who cone to work for them

But on the other hand, to tell the apprentice that he
can never practice the trade in effect within the better part

of the country at any tine in your |ife would deny not only
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12
t he individual the benefits of enploynent, but society the
benefits of the rivalry that would come from having a new
mnd with new skills in the nmarket offering consuners an
alternative.

So the court said, Sone restriction would be
appropriate, but it nust be a reasonable restriction, defined
in terns of both its geographic scope and the duration of the
restriction and the reasonable relationship of the
restriction to a legitimte business purpose.

So English common | aw courts dealt with many of these
formati ve concepts, and you also had those concepts inported
into the Colonies in the period running up to the Declaration
of I ndependence, the Constitution, and that provided the
tenpl ate for common | aw contract adjudication in the 19th
Century.

What was the sanction if you had an overreaching
contract in this pre-Sherman Act period? The typical
sancti on was non-enforcenent of the agreenent. Danmages,
penalties? No, non-enforcenment. Wo had standing to sue?
The person restricted, not a custoner, not a supplier, not a
conpetitor, the person who was a party to the contract, so
limted sanction for violating this basic restriction.

There was one national law in place before the
Sherman Act's adopted in the United States. Canada adopted

the first national conpetition statute in 1889, and there
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13
wer e predecessor state constitutions and statutes, both
t hrough the guise of antitrust |aws and corporation |aws that
had conpetition policies principles. That's the framework
agai nst which Congress is drafting when it cones to the
Sherman Act, again in 1890.

What are the key U S. antitrust statutes? Basically
three enactments with a nunber of anmendnents each, but the
t hree foundati onal enactments are the Sherman Act, adopted in
1890. This is far and away the nost inportant of the U S
conpetition policy statutes.

Section 1 of the Sherman Act basically inposes
restrictions upon collective action, agreenments in restraint
of trade, both involving direct conpetitors, which are call ed
hori zontal agreenments, and those involving firns that are
aligned in the relationship of a supplier or a custoner.
Those are what we usually call in our jargon vertical
agreenents.

Section 2 of the Sherman Act provides antitrust's basic
mechani sm of control for dom nant firm behavior. This is the
| ocation for the prohibition on the nonopolization and
attenpted nonopolization. As we'll see today, antitrust
draws a fundanmental distinction between concerted action, two
or nore participants, and a unilateral conduct, wth
concerted action being treated with nuch greater scrutiny.

The second nost inportant of the statutes is the
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14
Cl ayton Act adopted in 1914 and anended significantly in 1936
and 1950, amended with respect to substance in those years.
Section 2 of the Clayton Act prohibits certain forns of price
di scrim nation under the guise of the '36 statute called the
Robi nson- Pat man Act .

Section 3 involves a variety of distribution
practices and vertical restraints such as tying and excl usive
deal ing, and Section 7 is the mechanism by which the U S
antitrust laws control nergers.

The Federal Trade Conm ssion Act is adopted in 1914.
It is the foundation for the institution that is your host
today physically. The 1914 statute's key operative provision
is Section 5 of the Federal Trade Comm ssion Act, which
prohi bits unfair nethods of conpetition.

For the nost part, with sone crucial anendnents, the
basic architecture of the U S. antitrust systemis put in
pl ace 25 years after the adoption of the Sherman Act by 1914.

Some key characteristics of these statutes, what |'|
call the open texture of the statutes, decentralized
enf orcenent and crimnal and civil sanctions. Let's |ook at
each one.

What do | nean by open texture? The key operative
provisions of the U S. antitrust |aws are breathtakingly
open-ended. The Sherman Act, Section 1 and Section 2, for

many observers, especially foreign observers accustonmed to
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civil codes that specify m sconduct in exactly detail, is a
shocki ng revel ation.

Section 1 of the Sherman Act has fewer than 50
words. Section 2 is a bit longer, but |less than a hundred.
What are the key operative terns? Terns such as restraints
of trade, nonopolize. Section 7 of the Clayton Act and its
anti-nmerger provision, "my be substantially to | essen
conpetition." Section 5 of the FTC Act prohibits "unfair
met hods of conpetition.”

The statute does not define these terns, and as you
can see by thenselves they are not self-defining. Yes,
Congress had in mnd that judges would pay attention to
common | aw nodel s that provided sone description of what
t hese concepts m ght mean, but it made a formative change in
designing the |aw this way.

It deliberately nade the | aw open-ended to permt the
consci ous process of evolution over tinme. |t delegated to
federal judges, for the nost part, and inplicitly to the
federal enforcenent agencies the role of elaborating the
substance of the doctrines over tine.

So with sone fixed points of reference fromearlier
common | aw cases, for the nost part what Congress said is, W
want to give the statute a consciously, deliberately
evol utionary schenme so that it can be adapted through

judicial interpretation over time to account for new
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16
devel opnents in relevant social science disciplines such as
econom cs and to adjust and adapt to new understandi ngs that
busi ness behavi or.

When you | ook at the whole schene of U S. econom c
regulation, I want to assert to you that this schenme is truly
unique. You will not find another field of economc
regulation in the United States that relies upon this process
of evolutionary judicial elaboration.

There is no scheme that gives the federal judiciary a
greater role in elaborating standards, and there is no schene
t hat has what a nunber of courts have called so consciously a
constitutional mechanismat work, and that is a uniquely
remar kabl e feature of the U S. antitrust system but it does
mean that things change over tinme, and we'll see dependi ng on
what. \What's the vehicle for change? Judicial elaboration
of standards over tine.

Decentralization is the second remarkabl e feature of
this schene, and this is put in place by 1914. The deci sion
to procedure is placed in the hands of an executive cabi net
departnment, the Departnent of Justice. There is a second
alternative nmechanismfor enforcenent, principally
adm ni strative enforcenent at the Federal Trade Conm ssion.
Qur authority with the Departnent of Justice overlaps. |It's
not absolutely congruent, but for our purposes today, we can

assume that it's quite simlar
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St ate governnents al so have standi ng under the
statute to bring cases as private parties, and, yes, there is
a private right of action that enables injured custoners,
suppliers and conpetitors, to bring suit, and what induces
themto do it? An attorney's fees provision that conpensates
the prevailing plaintiff, not the prevailing defendant, the
prevailing plaintiff for reasonable attorney's fees and costs
and the neasure of damages for the prevailing private
plaintiff is three tinmes actual harm

No systemof law in the United States del egates
prosecutorial authority so broadly and to so nany parties,
and this has an inportant consequence. It means that no
single prosecutorial gate-keeper in the U S. antitrust system
has the ability to control the evolution and fl ow of doctrine
and deci de what matters get to the courts.

So that if you read these standard American antitrust
case books, you will notice that as many formati ve cases
feature titles involving private parties and private
litigation as do cases involving the government of the United
States or the Federal Trade Conm ssion.

We can conplicate this a bit by adding the presence
of so-called sectorial regulators, the Federal Comrunications
Conmmi ssi on, Federal Energy Regul atory Conm ssion which al so
had a conpetition mandate for nergers.

| put upward ratchet on the slide sinply to raise
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this point; that is, when you have so many prosecutori al
agents, there is the possibility that the nost aggressive
preferences or the nost aggressive agent are those that
determ ne which cases be brought. That can inport an upward
ratchet into the prosecutorial process. Wat is the
rationalizing influence? The courts.

Thi s mechani sm depends crucially on judicial
el aboration to deci de what the appropriate equilibrium of
doctrine ought to be. O course, tinme can intervene. It has
in a nunber of tinmes, but it's mainly the courts that decide
whi ch norms, which standards ought to be applied.

The | ast key item ]|l want to nention is the
coexi stence of crimnal and civil sanctions. Wy is this
inportant? The U. S. system through the Sherman Act, permts
t he governnment of the United States to prosecute both
i ndi vidual s and corporate entities as crimnals. The statute
defines all offenses of the Sherman Act as crimes. O
course, they can be pursued civilly as well, but had the
Justice Departnent chosen to do so, as a matter of technical
analysis, if it had wanted to convene a grand jury to indict
Bill Gates in the Mcrosoft Corporation, it could have.

That woul d have been a jarring departure from nodern
prosecutorial practice, but it is, nonetheless, striking to
contenpl ate that the Sherman Act defines all of its offenses

as crines.
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What in fact has the governnent done over tinme? How
has it used its discretion? It has ruthlessly focused the
prosecution of crimnal matters upon the nost egregi ous
of fenses, what we call hard-core horizontal restraints,
agreenents between conpetitors to set prices, to allocate
mar kets or custoners.

In order to nmake that exercise of authority appear
| egitimate, courts over time have tried to carefully delimt
what sorts of offenses deserve that kind of conbination.
Those tend to be called per se offenses in the | anguage of
antitrust offense? What's a per se offense? A per se
of fense is one for which the proof of liability depends only
upon denonstrating that the agreenent or the behavior in
guestion took place, utterly without regard to actual effects
in the marketplace. As you'll be seeing a bit |ater today,
certain types of price related agreenents are condenmned per
se.

So what about goals, that is, what do the antitrust
laws try to acconplish? Wth that broad, open-ended
| anguage, an enforcenent agency or a court mght ask, It's
hard to nmake sense of the |law wi thout having an idea of what
you want to do with the | aw.

If you were really concerned about preserving an
atom stic structure of suppliers, you m ght define nonopoly

as any condition in which a firmacquires nore than a trivial
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share of the market. |If your goal was absolute political and
econom ¢ social decentralization, you can do that. You ni ght
sacrifice sonme econom c efficiency, but that could be your
choi ce of enforcenent strategies.

The choice on the list that matters a lot is economc
efficiency. |Is it to pronote practices that increase
society's total wealth by encouraging the efficient use of
resources? |Is it to prevent transfers of wealth from
consuners to producers, transfers that take place often in
the face of price-fixing agreenents that inpose supra-
conpetitive prices?

Is it to pronote econom c decentralization as an end
initself? Is it to achieve perceived political benefits of
mai ntaining a relatively decentralized structure of business
firms on the idea that large firms tend to be politically
dangerous because they can mani pul ate the political process,
whereas smaller firms m ght be seen as benign?

s it to pronote |ocal autonony by keeping business
units small enough that business units are not able to
distort cultural/social/political values at a | ocal |evel or
are there others?

| f you had asked Congress in 1890 which of these
count, they would have said all of them every one, we wanted
to do all of that. You m ght ask yourself, Well, how do you

do themall? Aren't they internally contradictory at sone
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point? That is, you can't have sone of the benefits from
econom c scale if you want small cottage industry
configurations in which no firmhas nore than a dozen or so
enpl oyees.

Can you do that? Congress would have said or
answered this way, We don't think you have to be huge in
order to gain economc efficiency benefits. Congress would have
said, It is adisruptioninthe natural econom c order to have huge
corporate enterprises. They only get that way and stay that way by
usi ng i nproper means. There's no trade-off between the itemon the
top line and those on the |ower part of the chart.

One of the things we've |earned as a part of this
evol utionary process and the strong role that econom c
anal ysis plays in changing views about what normative rules
ought to be in this area is that there are trade-offs al
over the place.

Just to anticipate something that we'll see today,
what's the goal today? Top line, that's virtually the single
m nded focus of decision making in the federal courts, and |
woul d say the single final decision making in the federal
antitrust systens.

It's the pronotion of economc efficiency. |1'Il say
alittle bit in a mnute about how we got there. Do other of

t hese values cone into play? Are they acconplished by
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pursui ng econom c efficiency? Sure. That is, to the extent
t hat you pronmote economic growth and the fruits of that
growth are spread throughout a society, that has powerful
political consequences.

To the extent that you prevent artificial
restrictions on access to the marketplace, that has powerf ul
soci al and econom c consequences, but those are not the
direct ainms or directives of policy making. Efficiency in
the formof |ower prices, greater innovation, those tend to
be the ainms of nodern conpetition policy today.

" mgoing to give you a qui ck view of how policy changed and
evolved in the United States, and again for the m nd-nunbing
treatment of this, the Shapiro paper out on the table gives
you | ots of the wonderful details of this trip. But |I want
to enphasi ze for you how, in fact, policy changes over tine
and will continue to change and let ne give you a sense of
what's notivated the change.

To take the first 25 years, what cones out of the
first 25 years? What does the Suprene Court do? In the
Standard O | case, one which I think you're all famliar
with, this is the case that split John D. Rockefeller's
enpire into 34 separate pieces in 1911.

In the Standard O | case, the Suprene Court said that

model of analysis | referred to before, the rule of reason,
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that's the basic tenplate for analysis in the antitrust area
too, and inplicit in that is a trade-off, a bal ancing of
conpetitive benefits against conpetitive harns, with a
general view that restraints on conpetition should be no
greater than reasonably necessary to acconplish legitimte
weal t h-i ncreasing soci al ends.

The Standard Q| case al so acknow edges that sone
forms of behavior may be so vicious in their conpetitive
consequence, they can be condemmed with a mninml court.
That's the so-called per se rule, that it al so coexists
within the unbrella of the rule of reason.

Suprene Court mandated the break up of Standard GO I.
It was a dramatic denonstration that antitrust renedies
extended up to and including the restructuring of the firns
that had gained their preem nence or nmaintained it
i nproperly.

By 1914 the courts had recogni zed that crim na
enf orcenent of the antitrust |aws was appropri ate,
notwi t hst andi ng the seem ngly open-ended | anguage of the
statute itself, that antitrust offenses could be attacked as

crinmes.

And institutionally you see Congress in 1914 deci ding

that it would experinent basically with two forns of
adm ni strative enforcenment and el aboration, a principally

adm ni strative nmechani smthrough the FTC with an i ndependent
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regul atory conmm ssion, and now with the dem se of the |ICC,
the FTC is the oldest of the lot still in existence, and with
executive enforcenment through the Departnent of Justice.

From 1915 to 1936, this is a period in which the
noti on of reasonabl eness standards gains powerful currency in
the U S. system A distrust for using the possibility of
carving out certain rules and condemming certain behavior as
being intrinsically illegal by a per se standard, the attack
upon dom nant firms that brought about the challenge to
Standard O | largely falters from 1920 through the md ' 30s.
The governnment sinply doesn't bring |arge cases to
restructure major firms or attack dom nant firm behavior.

Institutionally, especially in the mdst of the G eat
Depression, we have a nunmber of national experiments with
coordi nati on and econom ¢ planning, and | nmention this sinply
to point out that even though the U S. econom c systemrelies
heavily on a conpetitive process, with the adoption of the
Sherman Act, there are nmany econom ¢ actors who cone to
realize that since private agreenments and restraint of trade
becone hazardous, the ol d-fashioned, best way to do it is to
get a public authority to do it for you, to run the cartel,
to exclude entrants and to bring to bear the governnment's
full powers of crimnal and civil enforcenent to keep your
conpetitors out.

That's the other ol d-fashioned way to gain nonopoly
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power. Many of the experinments in the 1930s endorsed this
approach and planted the seeds of a number of theories that
provi de maj or exenptions fromthe operation of the antitrust
| aws today.

It's really not until the second New Deal of Franklin
Roosevelt's presidency that there becones a durable, sustained
commtnent to the use of conpetition as the neans for
organi zing U.S. econom c system

From'37 to '72, we see a swing in the direction |
suggest for the use and reliance upon per se rul es of
illegality. The Supreme Court endorses the concept that
certain types of behavior are intrinsically illegal.

Hori zontal restraints such as price-fixing agreenments, the
sort of behavior condemmed in the Archer Daniels M dland Food
additives price-fixing conspiracy, allocations of customers
and agreenment between one firm and another to deci de which
custonmers they' |l serve; resale price maintenance by which a
manuf acturer inposes either a floor or a ceiling around the
price at which its retailers can sell a product; tying
arrangenents in which the sale of one product is conditioned
on the sal e upon anot her.

And it's in many of these tying cases in this period,
especially in the late '30s and early '40s, that the Suprene
Court plants the idea in a nunber of cases that the existence

of an intellectual property right is itself a source of

For The Record, Inc.
wal dorf, Maryl and
(301)870-8025



© 00 N o o b~ w N

NN NN R R R R R R R R R
g A W N P O © O N o 00 M W N B O

26
nmonopoly power, and Suprenme Court decisions in this era in
antitrust cases glibly tend to equate patents with
nonopol i es, patents with nonopolies, copyrights with
monopol i es, trademarks sonetinmes with nonopolies.

That's a point of view that the antitrust system no
| onger holds. Fortunately, the evolution that |'mreferring
to has taken us past that point, but if you' re |ooking for
the roots of that concept, it's enbedded in a nunber of the
cases that come out of this period.

There's anot her key assunption about structuralism
and I'Il sinply describe it this way, is a sense that high
| evel of concentrations inevitably permt firns or encourage
firms to glue with each other, and even if they're not
actually sitting down in a hotel room deciding what to
charge, it's easy for themto coordinate their behavi or at
arnms length. Lots of antitrust |aws accept that prem se.

I nstitutional changes: in 1950 Congress adopts the
current variant of the U S. anti-merger policy, merger
statute, and in the late 1950s and early '60s we have a
tremendous renai ssance of private actions. The three | argest
manuf acturers of heavy el ectrical equipnent used to build
power plants basically decided that they would allocate sal es
opportunities for different public utilities.

This resulted in the | argest horizontal price-fixing

conspi racy prosecution in the history of the statute to that
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point and greatly inspired a great growmth in the use of
private suits.

"73 to '91 is what | call the ascent of the Chicago
School. What's the Chicago School ? Chicago School is a
shorthand termfor a line of econom c reasoning, theory, that
has two principal tenants. One is that antitrust policy
ought to focus on prosecuting plain vanilla violations of
two types: Agreements ampng conmpetitors to set prices or to
all ocate custoners, so-called hard-core horizontal
restraints; and to prevent nergers to nonopoly.

Beyond that antitrust ought to stay out, and the
second rel ated concept that the Chicago School has, Wy have
such a plain vanilla antitrust policy? Because courts and
enf orcenent agencies aren't particularly good at doing
anything else. You need relatively sinple, clear rules
focused on a handful of practices because that matches the
institutional capability of the bodies responsible for
putting a systeminto operation, and if you let courts and
enf orcenent agencies do sonmething else, the rate of errors
can go way up.

Maj or institutional changes that reflect some of the
new econom ¢ thinking may be the nost inportant, single set
of adm nistrative guidelines issued by either federal agency
in their history. One of the truly remarkable influential

acconplishments of nodern era, the 1982 merger guidelines
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i ssued by the Departnment of Justice, a remarkable
accomplishment in the field of conpetition policy, a great
increase in crimnal enforcement of hard-core horizonta
restraints, the emergence in the 1980s of state governnents
as major enforcers of the federal antitrust |aws and what |
called HSR in 1976, a mmj or change, the Hart-Scott-Rodino
Antitrust Inprovenents Act, which inposes a requirenent that
mandates that parties to nergers give the federal agency a
limted period to decide whether to challenge transactions
before they're actually conpl eted.

'92 to the present: mmjor intellectual devel opnents
is in the school of econom c thinking that's been called the
Post - Chi cago School. The Post Chicago School of the great
di al ectic process is the counterweight to the Chicago School,
it's the antithesis in some ways of the Chicago School, and
that sinply did pose many tensions.

How does the Post Chicago School differ? Two key
respects. One is that it sees an appropriate role for
antitrust enforcenment beyond what | call the plain vanilla
agenda of the Chicago School. As a matter of concept, there
are fornms of business behavior, especially involving
m sconduct by dom nant firnms, that ought to be the subject of
scrutiny, and second, with respect to institutions, there's
much greater confidence on the part of Post Chicago Schoo

ent husi asts about the capacity of enforcenent agencies and
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courts to make sensi bl e judgnments about what practices hurt
conpetition which don't introduce sonething sensible about
t hem

Doctrine in policy? A change in nerger policy that
basically focuses scrutiny on horizontal nergers at the point
of which you go below firns in the market, nergers that go 4
to 3, 3to 2, 2to 1. For the nost part the cases that end
up in court over the past decade start to occur at the 4 to 3
| evel, a nuch greater willingness to accept |evels of
concentration in a structuralist view would have entertai ned
decades ago.

Much greater attention to single firmconduct, at the

Departnent of Justice the Mcrosoft case, the predatory
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pricing case against Anerican Airlines, the FTC s consent
decree involving Intel.

MR. POTTER: Call it a predatory conduct case.

MR. KOVACI C. Predatory conduct case, yes, exactly in
fact nore than just pricing, a host of activities to deter
entry by entrants into the airline sector.

I nstitutional changes, major changes in the federal
merger guidelines, and as WII wll be tal king about a bit,
the introduction of intellectual property guidelines, which
are far nore receptive than the earlier structuralist's
perspective. The per se perspective that | referred to
before was towards a variety of licensing and other practices
involving the use of intellectual property and the energence
of what | would call a public enforcenent triad; that is, the
establi shment of state governnents as being if not absolutely
equal in their dedication of resources and activity to
conpetition policy, certainly well entrenched as el enents of
the U S. conpetition enforcement schene.

Core concepts today, let me just nention a few areas

30

that we'll be thinking about. One is the inportance of identifying

and nmeasuri ng mar ket power accurately. It was a general viewthat in

many i nstances antitrust policy is nost properly focused when it

focuses on the inproper accunul ati on of use of nmarket power.

So knowi ng how to define that in a nmeaningful way is
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i nportant, and one thing I'I|l enphasize to you, that contrary
to earlier cases or decisions that sonetines equated certain
species of intellectual property as per se indices of market
power, that point of viewis no |onger adopted today. It
depends on the nunber of alternative substitutes for the item
that is subject to an intellectual property right.

Second is the focus of identifying and finding
hypot hesi of antitrust, what | call collusive effects on
conpetitors to achi eve and exerci se market power through
agreenents anong thensel ves, what | call exclusionary
effects involving the efforts of firms to achieve or increase
mar ket power by denying access to the market to rival firnms,
and | ast the focus on what we m ght call efficiency and
efficiency concerns, what's a good justification for
practi ces.

|"mgoing to turn to WII who will focus on

agreenents, what kinds of agreenents are matters of concern.

If there's a question or coment | can address quickly for
you, | would be glad to do that before we hand the m crophone
to WII.

Yes, sir.

MR. EDWARD POLK: | had a question. I'mtrying to

under stand what an antitrust nonopoly is as conpared to a
pat ent nonopoly, what the differences are?

MR. KOVACIC: | would say I think in both instances
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the term nonopoly -- the question is, Wat is the meaning or
what is the difference between a patent nonopoly and an
antitrust nonopol y?

| think the term nonopoly is a very unfortunate | abel
to apply to either of those circunstances. | think the
vocabul ary we m ght find better used when we're tal king about
patents, we're really tal king about the right to exclude, and
the right to exclude my have some commercial value. It may
have none at all.

If I have an idiotic idea that happens to be
patented, | have the right to exclude you fromusing it
except with ny perm ssion, but I may have no market power at
all. 1 may start with my idiotic idea that happens to
pat ent abl e, comrercially useful, a submarine tank that
flies. 1t's patentable. |It's a great idea. O a fur-lined
bat htub or sone ot her extraordinary innovation that |'ve conme
up with that has no commercial value, no market power.

VWhen we tal k about market power in the antitrust
context, the nonopoly in the antitrust trust context, we're
tal ki ng about products for which there really aren't good
alternatives or substitutes, so that a person can raise price
for that product significantly w thout watching the m gration
of that person's custonmers to other products.

So I think the real question for us may be in both

settings is to ask what are the alternatives, what are the
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substitutes for the product in question, and when we talk
about nmonopoly in this institution and two bl ocks over at the
Departnment of Justice, we're tal king about the capacity of an
i ndi vi dual producer to raise price significantly above a
conpetitive |level without |osing a substantial anmount of
sal es.

And t hat depends entirely upon the availability -- in
many i nstances on the availability of substitutes, so | think
when we speak about nonopolies, it's probably better to talk
about the patent nonopoly, when we really need to be talking
about the right to exclude one fromthe use of that property
ri ght where the property right itself m ght have no value in
sSome sense.

Yes, sir?

MR. WLLIAM MOORE: You said the main goal of the
1890 statute was econonmi c efficiency and that the other goals
had kind of fallen by the wayside, but there is nothing in
the current rubric that concerns diversification in the
economny, which would equate to econom c decentralization I
think in the original goals.

MR. KOVACIC. | would say that there is a concern
about diversification in this respect. That is, antitrust
people tend to be very suspicious about private arrangenents
that artificially restrict access to the market or suppress

the emergence of, for exanple, new technol ogies or the
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energence of new conpetitors, and we are al so suspici ous of
public restrictions that do the sane thing.

So we have a keen -- we have a great deal of faith
about the vitality that entering into the market tends to
bring to the process of innovation, decisions about pricing,
and you'll see that | think -- both of us have a great
concern about private or public restrictions that have the
ef fect of suppressing that kind of access, in part because of
our awareness over tinme, that you never know who's got the
next idea that really is going to nake a difference.

Let me turn to WII.

MR TOM First of all, let nme say that it
is really a pleasure to be back here today, and particularly
to share a lectern with my good friend Bill Kovacic, who is
certainly a lumnary in this field.

What | want to talk about in this segnent is the
subj ect of agreenments under Section 1 of the Sherman Act,
which Bill has already explained to you is the part of
antitrust law that deals with agreenents in restraint of
trade, and we're going to in this segnent cover basically
four topics.

The first one is horizontal relationships versus vertical
rel ati onships. The second is a little bit of review of per
se versus rule of reason, some general principles that

underlies the 1995 guidelines, and analysis of specific types
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of restraints, and with some reference to the infanous Nine
No- Nos.
Let me start with the horizontal versus vertical
distinction, and to do that, inspired by the history |esson
that we had already this nmorning, |I'mgoing to go back to
1906 | believe, and this little schematic di agram represents

t he case of Benent & Sons versus National Harrow Conpany,

and this was a patent pool, and it dealt with a subject that
was undoubtedly at the technol ogical forefront of the day,
namely, float springs and tooth harrows.

Does anyone know what a tooth harrow is? Can | have
a show of hands here? Well, a harrow is basically sonething
that you drag behind a farmanimal or a tractor or sonething

to break up the ground. And sonewhere al ong the
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way people figured out that as you put springs in the teeth,
it gives it certain advantages in dealing with rocky soil and
the like.

And so a float spring tooth harrow was invented, and
actually there were a nunber of purveyors of float spring
tooth harrows, and ultimately about 22 of them energed, and
around about the turn of the century, they realized that
conpeting with so many conpetitors was not a very confortable
t hing, and they ought to form a pool.

And they all had patents on their individual
products, and the nature of the pool was that they would all
contribute the patents to the pool and then license them back
on ternms that essentially fixed the price at which they could
resell their products, a fairly conmon practice in the
intellectual property world.

But this pool had some unique features, and |
di agrammed that by using different geonmetric figures,
squares, triangles and circles, because the unique feature of
this pool was that each manufacturer was allowed to |license
back only the technology it had contributed to the pool.

So manufacturer A got the |license back fromthe pool
the right to use, the right to practice manufacturer A's
patents, and manufacturer B got to license back and practice

manuf acturer B's technol ogy and so on. Kind of an odd pool,
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you woul d think.

" mgoing to ask for a volunteer, preferably sonmeone
who knows not hi ng about either this case or antitrust, and
ask you how you think that case should have cone out. Can
have a volunteer? Sir? Go ahead.

MR. POLK: | think froman antitrust standpoint,
it seens |ike custoners didn't really get anything. The
patentees are just selling what they could have done w t hout
t he pool .

MR. TOM Exactly. The answer ny victimjust gave
is that it doesn't seem|ike custonmers were getting anything
out of this deal, that each manufacturer was able, after the
pool, only to do what it could have done to start with, so
where was the benefit to consuners?

And indeed | think that's how an antitrust |awer or

econom st or professor would ook at it today. This pool

contri butes nothing to economc efficiency. It doesn't bring

t oget her conpl enentary products. All it does is fix the
price of the product, and therefore this pool should be
condemed as unl awf ul .

What did the Suprene Court do? Well, as | think Bil

al luded to, there's been an evolution in the |aw, and given
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t he degrees of inconsistency between some of the old cases
and sone of the current cases, they can't both be right, and
| et me suggest that the Suprene Court nodded on this one. It
was 1902, excuse ne.

The Suprenme Court in this case said: "The general
rule is absolute freedomin the use or sale of rights under
the patent |aws of the United States. The very object of
these laws is nonopoly.” And therefore the Supreme Court
upheld this pool, said it was | awful.

By the way, | guess | differ with Bill in one
respect, the notion of patents as nonopolies does not just
arise fromthat unfortunate period in which the Supreme Court
attacked patent rights wherever they could find them but al so
goes all the way back to 1902 in which the Suprenme Court
sai d, Patent equals nonopoly, and therefore, the
anti-nmonopoly | aws have to yield.

Now, we'll see later in our history, as Bill was
tal ki ng about, a period in which the Suprene Court did the
sane thing, patent equals nonopoly and therefore the patent
| aws have to yield. | would suggest they got it wong both
times, and let's fast forward a bit to that period.

This was | believe around 1945. The case of United

States versus Line Material Conpany, and Line Mteri al

i nvol ved a technol ogy maybe sonmewhat cl oser to our own

experiences. It involved fuses, electrical fuses, and
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Sout hern, | believe, had a patent on a very conplicated and
expensive fuse that was undoubtedly a great breakthrough,
very fundanmental kind of patent, but the product that
Sout hern had was just not very efficient. It was expensive,
it was conplicated, it was unreliable.

Al ong conmes Line Material with a much sinpler, better
break-out fuse that would offer great benefits to consuners.
The only problemw th the Line Material product is that to make,
use or vend that product would infringe Southern's patent.

What did they do? They got together, and they forned
a pool and contributed patents to the pool, and what got
i censed out of that pool was the right to make sonet hing
better, sonmething better than either conpany could have done
on its own or that any manufacturer could have done by
i censing patents fromeither one of the contributing patent
hol ders i ndividually.

And that's represented in this diagram by the
sem circles being contributed to the pool and com ng out of
t he pool the nice conplete, full circles, so you can guess
what the result of this story was.

The Suprenme Court -- and by the way that pool Iike
the earlier pool we tal ked about also fixed prices.

United States versus Line Material Conpany: Suprene

Court says: "The possession of a valid patent or patents
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does not give the patentee any exenption fromthe provisions
of the Sherman Act beyond the |limts of the patent
nonopol y. "

Well, what does this nmean? What is beyond the limts
of the patent nonopoly? |In another setting | anal ogi ze the
whol e focus of the inquiry during this period being like
siblings trying to share a bedroom and they got a sheet
bet ween them and there are constant, daily argunments about
whet her the sheet is one inch on ny side or one inch on your
side, and all of the argunents are about whether you are
within or outside the [imts of the patent nonopoly.

No attention to the fact that -- as Bill said, the
whol e i dea of a patent nmonopoly is just an unfortunate term
in the first place, because when you tal k about nonopoly in
an antitrust sense, you're tal king about the presence or
absence of substitutes. You're not talking about property
ri ghts, and what the Supreme Court here is calling a patent
nmonopoly is really no nore than a right to exclude but just
as if I owned a factory, | have a right to exclude people
fromcomng in and producing goods in ny factory, but that
doesn't make me a nonopolist if sonmeone el se has a factory
down the street producing the sane kinds of goods, goods that
are that substitutes for m ne

Ckay. \Where are we today? | think we can take a

nunmber of exanples, but I'Il take the Departnment of Justice
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in the business review letters that we did for the MPEG 2
pat ent pool and DVD patent pool. Basically these were
situations in which a great nunber of firns had patents that
were essential to practice the standard for an energing
t echnol ogy.

They were, in other words, all blocking patents, and
the formers of the patent pools realized that given the ness
the Suprenme Court and the courts generally have left us in
t he pooling area, that there was sone antitrust risk and
uncertainty, and given the diversity of sources, and of
course when you can't rely entirely on the enlightennment of
principles that | think the enforcenent agencies have
m grated to, they decided to seek a business review letter
fromthe Justice Departnent.

And what the Departnment did in this case was
essentially focus on this question of whether these patents
conpeted with each other or were indeed conpl enents or
bl ocki ng patents, and the mechani smthat was set up to ensure
that only bl ocking patents were contributing to the pool is
that the nenbers of the pool agreed to appoint an i ndependent
patent exam ner to exam ne all the patents that were
contributing to the pool and to make a determ nation that
they were indeed necessary in order to inplenent the standard
in this area.

Now, there were a nunmber of safeguards as well, but
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this was the essential and nost critical safeguard to ensure
this was really a Line Material kind of pool and not a peri
ki nd of pool.

So what is the test here? | think Rich Gl bert
mentioned it on Wednesday. The key test in the Intellectual
Property Gui delines for distinguishing a horizontally
relationship froma vertical relationship is "would there
have been conpetition absent the |icense?"

By the way, for those of you who have no antitrust
background, these notions of horizontal and vertical are
probably somewhat non-intuitive. They canme about in days
when people were mainly | ooking at traditional manufacturer
and distributor relationships. Horizontal relationships were
rel ati ons between two manufacturers at the same |evel of an
i ndustry. Vertical relationships were relationships between
manuf acturers and distributors, and you could visualize it as
a chain or a hierarchy, and hence the terns horizontal and
verti cal

Bill Baxter, a nunber of years ago, proposed that
| egi sl ati on be passed to abolish the words horizontal and
vertical fromthe antitrust vocabulary and replace themwth
substitutes and conplenents. | think that would be an
excellent idea. It's probably too | ate because we have now

such a body of law and the literature using the |anguage of
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hori zontal and vertical, but that's really what we're getting
at .

We're getting at, Wuld there have been conpetition.
Did these two things conpete, and if there would not have
been conpetition absent the |license, you really can't cal
t hese horizontal conpetitors. Even if you have got two
manuf acturers that seemto be producing the sanme thing, if
one of themis in business only by virtue of a |icense from
the other, you do not have a horizontal relationship.

Let me now pass on to the subject per se versus rule
of reason and just to enunerate the basic categories that are
treated as per se unlawful. The core per se offense is
hori zontal restraints that fix prices, divide markets or
restrict output.

This is obviously an area in which it is very
i nportant to determ ne whether you're dealing with a
hori zontal or a vertical relationship because what is --
probably one of the nbst common licensing restraints in the
intellectual property area, it is territorial restrictive
licenses, | license you in North Anmerica to practice this
technol ogy, but ny patents in South America | |icense to
sonebody el se. There is nothing wong with that, as |long as
you're dealing with a vertical restraint.

Now, if you're dealing with a Benent versus Harrow

ki nd of situation where each of those manufacturers were
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perfectly capable on their own of conpeting effectively with
each other and you create this pool or a cross license with
restrictive territorial ternms and I'll take east of the
M ssi ssi ppi and you take west of the M ssissippi, then you do
have a horizontal restraint, and you're tal king about per se
unl awf ul vi ol ati ons.

There are al so some per se restraints that are nore
or |l ess hangovers froman earlier day in antitrust, and one
of the virtues of common law tradition in antitrust is that
it is largely self-correcting. |If you have a stupid idea
that is enbodied in a bunch of court precedents but not
enbodied in a statute, it is fairly easy for courts to
di stingui sh them ignore them or otherw se deal with them

In fact, in the synposiumthat Hillary nentioned, one
of the authors has contributed an article praising the
Federal Circuit for really acconplishing its m ssion of
reform ng patent |aw, neking patent |aw nore rational, and
think it's fair to characterize his argunment as sayi ng, Wen
the Federal Circuit was being formed, there was all this
testi nony about forum shoppi ng and about the problens that
were created by different circuits inposing different rules
for the sanme conduct and indeed in some cases the sane
pat ents.

Well, that was all largely w ndow dressing. |If you

| ooked at Judge Markey's testinony before the Congress and
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when he tal ked about irrational decisions that were based on
sl ogans instead of analysis, all of the exanples that he
pointed to cane right fromthe Supreme Court, and the thrust
of this author's argunent is that the Federal Circuit has
essentially acconplished its m ssion by ignoring silly
positions fromthe Suprenme Court.

And you can accept the argunent or not accept the
argunment, but basically the judge-made | aw tends to be self-
correctable. It's not 100 percent true, and there are things
that end up being relics, but by and large the courts and the
agencies are trying to make sure that those relics do as little
danmage as possi bl e.

It is probably the case that the per se rul e against
vertical mninmumprice restraints is one of those. Since |
no longer work for the Federal Trade Conm ssion, | can say
that. |'msure that there were sone former bosses of nine
who woul d be very unhappy and will be very unhappy when they
see that |'ve said this, but | advanced the disclainer that |
speak for no one here but nyself, certainly not for former
agencies that | worked for nor for any of nmy partners or
clients of Morgan Lewis, but there it is.

There are al so per se rules against certain tying
arrangenents and concerted refusals to deal. Those per se
rules still do exist, but they've been noderated over the

years by including as an elenment of the per se offense the
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nunber of rule of reasonish kinds of requirenents. | wll
not say that they've energed with the rule of reason. |
t hink they have not, maybe should not, but there are a nunber
of elenments there that make this quite different fromthe
hard core per se rules.

OCkay. Rule of reason, Bill already tal ked about.
It's basically any restraint that neets a very conplicated
mat hematical formula. Rich Glbert had to put on
mat hemati cal formul as on Wednesday, so |'ve got to as well.
Here's mne for the rule of reason.

If the harmto conpetition outweighs the benefit to
conpetition, you have a rule of reason violation. That
formul a probably does not reveal a | ot of nuances that are
packed into words |ike conpetition. Renenmber that the harm
has to be to conpetition. Renenber also that all conpetition
is horizontal.

There's really no such thing as a vertica
conpetition. You can have another firmthat's in a vertical
relationship, that is a potential source of horizontal
conpetition either because it threatens to enter the space of
the other firmor because it can sponsor entry into that
ot her space or otherwise is a necessary input into
conpetition in that other space.

But in essence to have a restraint on conpetition,

there has to be sone horizontal relationship somewhere, even

For The Record, Inc.
wal dorf, Maryl and
(301)870-8025



© 00 N o o b~ w N

NN NN R R R R R R R R R
g A W N P O © O N o 00 M W N B O

47
when you exam ne vertical restraints. Again as we said
earlier, parties are in a horizontal relationship if there
woul d |ikely have been conpetition ambng them absent a
i cense, and therefore this notion that the rule of reason
wi Il condemm any restraints that do harmor do nore harmthan
they do good is actually a very limted and highly
circunscri bed notion.

And as a corollary, and just to take an exanple as we
menti oned before, territorial and general restraints are
typically | awful because they typically cone up in the
i censing arrangenents that are vertical in nature, and
there's nothing particularly wong with that.

Remenber again Professor G lbert said we don't
require firnms or patent holders to create conpetition in
their own technology. That's really what we're tal king about
here, that to the extent that it is the patent holder's
technol ogy and the other firnms that are restrained could not
have conpeted absent the license, we're really not really
aski ng the patent holder to create nore conpetition.

The other half of the equation is the benefit side of
t he equation, and the inportant point to keep in mnd here is
that preventing free-riding and safeguarding the rewards to
i nvest ment count as a justification, and this is for tangible
property as well as intellectual property.

There's nothing wong with sonebody who is making a
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very substantial investment, whether it's R&D investnments or
building a tangible facility of sone kind, to put in place
reasonabl e restraints to ensure the ability to reap the
rewards of that investnent.

And to give an exanple, a very nundane exanple, non-
intellectual property exanple to illustrate that point, |I'm
going to diagramthe Beltone case that the Federal Trade
Comm ssion dealt with probably a couple of decades
ago by now, and this involved hearing aids. Beltone was a
manuf act urer of hearing aids.

The way it marketed its product was to put
advertisenents in publications |ike Mddern Maturity or
publications that had the right denographic for their target
audi ence, and those advertisenents would have little clip out
coupons that you could send in to the manufacturer and
saying, yes, | want nore information, or telephone nunbers
t hat you could call

And what Beltone would do with all of these sales
|l eads is find out whatever geographic area the customer was
in and send those |eads to the distributor in those areas
t hat woul d go and make the sales calls on the sal es |ead.

Wthin their agreenents with their sales
representatives, their distributors, was an exclusive dealing
provi sion that prevented the distributors fromdealing with

any hearing aid manufacturers other than Beltone, and this
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was chal |l enged as an exclusive dealing arrangenent because it
restrained conpetition at the distributor |level, so the
al | egati on went.

And the Federal Trade Conm ssion | ooked at that and
did a very conplete and exhaustive analysis, but one of the
bases on which the exclusive dealing arrangenment was uphel d
was that this was sinply a way of preventing free riding.

| f Beltone goes through all of the expense of placing
t hese adverti senments and creating a database and sending the
sales leads out to the distributors, and included in the
whol esal e price of the sales to the distributors is the cost
of all of that advertising and so on, and then the
di stributor takes those sales | eads and buys the el cheapo
hearing aid fromthe other firms that are not undertaking
those investnments and goes to the sales | eads and sells the
ot her manufacturer's sales |eads, this whole distribution
system woul d coll apse. So this exclusive dealing
was a way of protecting the investnments and preventing free
riding.

Well, you see this all the time in the intellectual
property area. Where there are restraints, as you'll see
when we go through individual restraints, many restraints are
there in order to prevent free-riding on the patent holder's

i nvestnment in devel oping the patent in the first place.

For The Record, Inc.
wal dorf, Maryl and
(301)870-8025



© 00 N o o b~ w N

NN NN R R R R R R R R R
g A W N P O © O N o 00 M W N B O

That's essentially why we have a patent systemto pronote the
progress of science and useful arts.

Just a quick introduction and review of the general
principle of the 1995 guidelines, and | think you heard these
on Wednesday. For antitrust purposes, intellectual property
is conparable to other kinds of property.

Wel |, what does that nean? Well, it's for antitrust
purposes. We're not saying that intellectual property is not
different in any respect from other kinds of property, but
antitrust can take those into account, and we'll go over sone
of those differences in a nonent.

Second, this whole idea of a patent nmonopoly has
nothing to do with antitrust. The fact that you have a
patent doesn't mean you have a nonopoly. You m ght have a
monopoly if there are no adequate substitutes to your
product, but the nere possession of a patent doesn't give you
nonopol y.

And finally intellectual property licensing is
generally pro-conpetitive because it allows firnms to conbi ne
conpl enentary products.

What does it nean, intellectual property is
for antitrust purposes like other forns of property? Well,
it doesn't nean there are no differences. Certainly
intell ectual property is easier to m sappropriate. |f

you build a factory, you can put |ocks on the doors. You can

For The Record, Inc.
wal dorf, Maryl and
(301)870-8025

50



© 00 N o o b~ w N

NN NN R R R R R R R R R
g A W N P O © O N o 00 M W N B O

build a fence around your factory. You can hire security
guards. You're not totally reliant on the | aw agai nst
trespass. In the case of intangible product, in particular
the intellectual property, you really are reliant on the
power of the state to enforce your rights.

Anot her difference is high fixed cost, near zero
mar gi nal costs. It's very expensive to invent and to devel op
and to make theminto useful inventions. Once the invention
is invented, it is very easy to copy. The marginal costs my
be zero.

This is not unique to intellectual property. There
are certainly investments that involve very |arge up-front
i nvestnents, and the marginal costs are very |ow, and you can
think of the cost of wiring up every honme for tel ephone
service, for exanple. You can have X m nutes of usage and
you nmay have very |ow marginal cost, but the initial
i nvest nent could be very substantial, but it is certainly
characteristic of that.

And finally, intellectual property often requires
many conpl ementary inputs to produce a product, and as you'l
see, when we | ook at specific restraints, that can have
consequences, when people talk about the effects of patent
t hi ckets and so on, where the conplenmentary inputs are many,
many different patents in the hands of many, many different

owners and sone of the inplications of that.
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| suppose inmplicit in the ones that 1've listed is
maybe a fourth difference, which is that the boundaries of
the intellectual property are often a |lot harder to discern,
and in the case of real property, you've got surveyors, and
they lay it out, and they put boundary markers, and those are
observabl e things that don't often end up in innovation.

In the case of intellectual property, you may not
know t he boundaries of that property until after sonme very
expensive litigation, and that al so has sone consequences.

But | think that the fundanmental position of the guidelines is
that those differences can be taken into account by ordinary
antitrust principles, and maybe that is because the antitrust
principles are thensel ves open-ended and so economnically
oriented and based on a rule of reason.

On that |ast point, the notion that you don't need a
fundamental alteration of antitrust principles, you can treat
antitrust like other forns of property. You don't need an
exenption or immunity for intellectual property. You don't
need a sheet in a bedroom dividing the siblings.

Let ne note that that's ny view. It's the view of
the guidelines. |[If you're counseling in this area,
unfortunately you can't count on the courts necessarily
adopting all of the principals of the guidelines, although
there is a lot of confusion in this area.

As an exanple, let me put up here some victins froma
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case call ed Townshend v. Rockwell in the Northern District of

California, |less than two years ago. The principle

enunci ated in Townshend v. Rockwell is "because the patent

owner has the legal right to refuse to license his or her
patent on any ternms, the existence of a predicate condition
to a license agreenent cannot state an antitrust violation.”

So | can refuse to |icense altogether, and
therefore | can inpose any condition as a condition to that
i cense, and that condition nust necessarily itself be
lawful. This is a kind of antitrust imunity for a patent
l'icense, and | et ne suggest to you that that statenent, as
superficially plausible as it m ght seem is sinply wong.

And | think probably the best answer to that
proposition was given by the late Bill Baxter, who was really
a giant in the antitrust field. He was President Reagan's
first chief antitrust enforcer. He was a professor at
Stanford, authored a nunmber of seminal articles, and was a
| eadi ng proponent of the Chicago School that rationalized
antitrust and pared back some of the earlier excesses that
we tal ked about.

And in 1966, the original article, then Professor
Baxter had this imortal sentence: "A prom se by the
i censee to nurder the patentee's nother-in-law is as nuch
"within the patent nmonopoly' as is the sumof $50, and it is

not the patent laws which tell us that the fornmer agreenent
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is unenforceabl e and subjects the parties to crimna
sanctions. "

The nmere notion that the patentee can withhold a
l'icense all together doesn't absolve you from |l ooking at the
nature of agreenents that the patent holders enter in to with
ot her parties.

Let me turn now to specific types of restraints, and
we'll start with this one, the Nine No-Nos. Normally | would
put on the top Nine No-Nos, because |I'ma firmbeliever in
the principle that the fewer words on Power Point slides the
are better.

However, these slides will probably get posted on the
web. [I'mcertainly willing to Email themto anyone who wants
a copy and sends nme their Email address, and these things
take on a life of their own, and | thought it inportant to
retitle this slide a little bit, lest there be any
conf usi on.

VWhat are the Nine No-Nos? Let ne list them quickly,
and we'll exam ne them quickly, and them we'll exam ne them
in detail through nodern tines.

Tyi ng of unpatented supplies; mandatory grant backs;
post-sale restrictions on resale by purchasers of patented
products; tie outs; |icensee veto power over the licensor's
grant of further licenses; mandatory package |icensing;

royalties not reasonably related to sales; restrictions on
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sal es of unpatented products nade by a patented process; and
resale price agreenents. Don't wite these down. They'l
only confuse you.

Ckay. Tying of unpatented supplies, what's that all
about? Well, renmenber this notion of the patent doesn't give
t he patentee rights that go beyond the scope of the patent
monopol y? And anyt hing that goes beyond the scope of the
pat ent nonopoly must be a violation of the antitrust laws in
addition to being a patent excuse and therefore
unenf or ceabl e.

| think that m sguided notion is probably what gave
rise to the notion that tying of unpatented supplies nmust be
an antitrust violation because if | say to you, You nay
i cense ny patent or you may buy ny patented product but only
on the condition that you buy sonething necessary to use that
machine, if it's a machine, fromnme, let's say |BM requiring
punch cards to be bought fromI|IBM Xerox requiring copier
paper to be bought from Xerox.

Well, clearly that nust go beyond the scope of the
pat ent nonopoly, because Xerox has no patent on paper
and | BM has no patent on cards, maybe they did, but let's
assunme they didn't, and therefore this is a m suse of your
pat ent because you're trying to gain control of sonething
t hat goes beyond the scope of the patent nonopoly.

The surgeon general's warning here again: courts my
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still do this. You ve got to |ook at the case law. |If

you' re counseling, you have to | ook at sone of the pitfalls,
but how should we | ook at this issue? WelIl, tying of
unpatented supplies is usually a way of netering the usage of
t he product, right? Sonebody who buys a | ot of copier paper
is probably using that machine a | ot nore than sonebody who
buys only a little bit of copier paper.

Now, those of you who are old enough to remenber wl|
remenber Xerox didn't have to do this because in the old
days, they had a | ease-only policy, and when you nmade a copy,
there was a little counter that counted how many copies you
made. How much you paid depended on how many copi es you nade
directly, so you didn't need to paper to neter. You could
use nmeters to neter.

But why would you want a neter? Well, because,
remenber again Professor Gl bert put on the demands curve and
sai d under the 1988 guidelines and the 1995 gui delines, the
pat ent owner should have the right to everything they | oan
the value of this intellectual property.

Well, if you could only charge one price -- which
| " ve marked here at this corner, right? |f you can only
charge one price and you will charge the -- I'msorry, wong
corner. This corner, okay? This is demand. This is
mar gi nal revenue, right?

| don't have marginal cost on this because since we
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get into intellectual property, |

"mpresuming it to be zero,

right? So you | ook at where nmarginal revenue intersects with

mar gi nal cost. You get the quant

There's your profit maxim zing pr

ity you should sell

ice, P, and what you earn at

that profit maxim zing price is everything bel ow the dashed

line, and that's your return on your intellectual property.

You're giving up quite a

bit that's under the |ine.

How do you solve that problen? Well, if you

coul d keep selling to these guys

currently buying quantity Q -- if

Q all of the people who are

you coul d keep selling to

them at price P, but you could sell to sonme additional buyers

mar ked here as Q prinme at a | ower
gain? Well, you gain all of the
little rectangle here.

So the result of this is

the rent from your ownership of t

price, P prime, what do you

area marked A, right, this

you get to capture nore of

he intellectual property or

to put it another way, nore of an reward for inventing the

property in the first place, so generally speaking in the

intellectual property area price
good thing, and tying of unpatent

typically being price discrimnat

discrimnation is a pretty
ed supplies as

lon is not a bad thing

either. Well, | think perhaps someday the law will say that

explicitly. | think we're pretty close to that now.

By the way, anyone who wants a little nore detail on

this subject, I have another arti

cle on the Xerox case that |

For The Record, Inc.

Wl dor f,

Maryl and

(301) 870- 8025

57



© 00 N o o b~ w N

NN NN R R R R R R R R R
g A W N P O © O N o 00 M W N B O

58
have not put out on the table up front today because |
don't have reprints of it and of course | certainly do not
want to infringe the copyright of the Anmerican Bar
Associ ation, so again send ne your contact information. Wen
| do get reprints | can -- 1'l|l be happy to send you a copy.

Ckay. The next No-No is grantbacks.

A grantback as you all know since this is an |IP
audi ence is licensing on the condition that the |licensee w |l
| i cense assign back or otherw se convey rights to any
i mprovenents if the |icensee. VWhat are the inplications of
t hat ?

Wel |, the fundanental question that we have to ask here is
what are the effects on the incentives to i nnovation? And they're
sonewhat ni xed. The licensee who, let's say, in the strongest
possi bl e situations i s subject to arequirenment that it assi gn back
any proven patents with no rights on the part of the |licensee
even to use the inprovenent will have a greatly dim nished
incentive to continue to innovate and nmake additi onal
i nprovenents to the original patent.

On the other hand, in the typical situation, the
the licensor will not grant the license in the first place if it
views itself as nerely creating conpetitionfor itself downthe road,
and maybe being bl ocked out of the market entirely by a new and
better product invented by the |licensee.

So typically grantbacks are perm ssible in sonme form

For The Record, Inc.
wal dorf, Maryl and
(301)870-8025



© 00 N o o b~ w N

N N R R R R R R R R R
B O © 0 ~N o U A W N B O

59
at least in order to facilitate the |licensing transaction in
the first place, but the courts have wwestled with this:
excl usi ve or non-excl usive; does the licensee retain rights to
practice the patent; what are the royalty ternms and so on and
so forth.

And | think the guidelines contain the statenent that
non-excl usi ve grantbacks are less likely to raise problens
t han excl usive grantbacks, but exclusive grantbacks are not
necessarily unlawful either.

| do want to put on an exanple of a grantback
situation that could cause problenms and would |ikely attract
antitrust enforcenment attention. We're back to a policy
situation again. This is again a real case. |It's the
Justice Departnent's case agai nst the autonobile
manuf acturers back in the 1970s and a sonewhat stylized
representation of the facts.

Al'l the maj or autonobil e manufacturers got together
in a pool with respect to pollution control devices, and they
contributed all of their patents in the pollution control
area and set up as one of the conditions of the pool the

requi renment that any future inventions by any individual
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manuf acturer also be contributed to the pool on a royalty-
free basis and effectively licensed royalty- free to all pool.

VWhat's the problemwith that? Well, the problemwth
that is if you know in advance that you cannot earn any
return on your patent, what's the incentive to invent in the
first place? |If you' ve got to share with the entire industry
any patents that you get, why patent? Wy research?

It's fundanental to the idea in the patent system
that there be a reward for new and useful conpositions,
machi nes, and so on, and therefore the effect of that
requi rement in the pool was to bring to a grinding halt
further progress in pollution control devices in the
aut onobi | e sector because no conpany could get a conpetitive
advantage from any further breakthroughs in that area, so
t hat was chall enged and a consent decree resulted.

Somewhat, in fact substantially, nore controversi al
application of a simlar principle, and I amrem nded
whenever | discuss the Intel case of a panel | was on wth
Judge Rader not very long ago in which we had a little
conversation before the panel, and Judge Rader said, You
know, | am also an academ c, | teach on an adjunct basis, and
one of nmy favorite things to do as a professor is to deal
with one of my own decisions as a judge, and by the end of

it, the students are generally convinced that whatever judge
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i ssued that opinion has to be the craziest old fool that
there is.

So in the spirit of Judge Rader, | tal k about the
FTC because it is admttedly a sonewhat conplicated set of
facts, but here's how it relates to the previous docunent.

Intel, as you know, dom nant manufacturer of
m croprocessors. At the time of the case -- I'mgoing to
sinmplify it alittle bit just in the interest of tine.
Princi pal conpetitor in the m croprocessor space was Digital
Equi pment Conpany whi ch had the Al pha M croprocessor, nuch
faster than the existing -- its own nm croprocessors.

Intel comes out with a new generation of
m croprocessors that doesn't conpletely close the speed gap
with the Al pha Processor, but partly closes the perfornmance
gap, and in conbination with the conpatibility advantage
Intel has, a lot of users want to use Intel m croprocessors
because of the desire to be conpatible with other users of
nm croprocessors, the conbination of having a smaller
performance di sadvantage and a network effects made it
virtually inpossible for Digital to emerge as a significant
conpetitor to Intel, or so the theory goes.

Digital, having examned Intel's new nmultiprocessors
and having concluded that this performance gap was cl osed by
Intel infringing a nunber of Digital's patents, brought

suit. What was Intel's response? Well, they filed sone
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counterclainms certainly. Nothing wong with that. That's
the way the patent systemis supposed to work.

But it also did something else. Digital happened
al so to have about a $2 billion personal conputer business.
Personal conputers don't use al pha chips. Even Digital's
personal computers didn't use al pha chips. Only servers and
wor k stations used al pha chips. They used Intel chips
because personal conmputers run Mcrosoft with those and that
sort of thing, and it was witten in the m croprocessor and
so on.

So this $2 billion personal conputer business was
entirely dependent on a supply of microprocessors from
Intel. Intel's response to being sued was, Well, we wl|
continue to order your purchase orders; by the way, as
everyone knows, we don't have any long-termcontracts, we
sell on a purchase order, and we're not telling what will be
next, and al so, by the way, you as a personal conputer
manuf acturer have all of these instruction manuals, if you will,
manual s that tell you what signals come out of what pins,
under what conditions, stuff that you need to build a
personal computer around this m croprocessor. (Guess what,

t hose are our trade secrets, you have them on your |icense,
gi ve them back and you're not getting any nore.

The result of this is everyone else gets this trade

secret knowhow. All the other personal conputer
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manuf acturers get this trade secret know how essentially for
free, built into the price for which they're paying

m croprocessor. For Digital the price is to $2 billion,

and their entire PC business is hostage to the ability

to get continued flow of the conditions and a conti nued fl ow
of m croprocessors, and these are all in the FTC s

al l egations, and hotly disputed facts and so on and so
forth.

So what was the FTC s theory here? Well, it was
essentially what we saw in the previous diagram which was if
Intel can prevent Digital fromgetting a return on its
patents, if it can essentially inpose a privately sponsored
conpul sory licensing regine on its conpetitors in the
m croprocessing field, then threats to Intel's dom nance dry
up, and therefore it succeeds in maintaining its
nmonopoly position by virtue of essentially elimnating the
patent system for everybody el se.

And so the FTC viewed itself in perhaps what others
m ght find the odd position of chanpioning the rights of the
patent holder to obtain a return on its patent, and Intel's

def ense, perhaps uncharacteristically, was the patent system

63

inthis particul ar market causes sone real probl ens, that patents are

critically important in pharmaceuticals. They're critically

i nportant inchemcals. W heardthis fromProfessor Levinthe ot her

day. But in sem conductors, you don't have one patent, one product.
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You have one product, a thousand patents, ten thousand patents,
all right, and the cost of individual licensing transactions
with each of those patent holders could be enornmous, and the
risk that you could get held up by any one of those patent
hol ders is al so enornous.

And so there's Intel out there succeeding in the
mar ket pl ace with a great product and so on, and | didn't put
it in the previous diagram but there were simlar episodes
al l eged, not just with respect to Digital but with respect to
a couple of other conpanies, Intergraph and Conpaq, here's
I nt ergraph which had exited the m croprocessor business,
and its suing Intel for a significant proportion of the
revenues fromintel's nmicroprocessor business.

This is a problem and FTC, you may think you're in
there defending the patent system and the rights of the
pat ent ees, but indeed, you are sinply nmaking worse the
probl em of the patent thicket or what they also called --
what a nunber of scholars have called the strategy of the
anti - commons.

And | don't know if any of you have ever | ooked into
envi ronnmental econom cs at all, but there's the fanpus

tragedy of the comons in which if nobody has property rights

tothefieldinwhichthe cattle graze, and everyone who owns cattle

feels a right to let their cattle |Ioose on this product |and,

eventually it gets overgrazed, and all the grass dies, and this i
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used as an illustration of the inportance of property rights.

Well, here the strategy of anti-commons is the danger
of the proliferation of patent rights, and in this case it is
not the antitrust enforcers singing that song, but it was
Respondent .

To sum up where we are on grantbacks, | think these
are pretty good rules of thumb. The grantbacks typically
pose problenms when they significantly reduce the incentives
to innovate of those who could innovate absent the pool.

Grant backs ought to pose no problens where the
i censee grantor could not innovate or sponsor innovation
absent a licensee fromlicensor grantee, so we're back to
that theme of what's horizontal and what's vertical.

Post-sale restrictions on resale, I'mgoing to go
t hrough these fairly quickly in the interest to tine.
| nvol ved here is the first sale of doctrine. Lawers are
nore aware of that than antitrust | awers.

By and |l arge, this whole notion of the for sale
doctrine is pretty uninteresting to U S. antitrust authorities,
so | won't speak for the technology transfer bl ock exenption

in Europe or for other parts of the world, but the for sale
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doctrine is nore of that business about what's within the
scope of the patent nonopoly and what's outside the scope of
t he patent nonopoly, and it doesn't really tell you.

What's a post-sale a piece on resale but a piece of
price discrimnation, and therefore ought to be -- |I'm not
saying it is, but it ought to be regarded fairly benignly by
nodern antitrust.

So if you're counseling or if you end up in court in a
private suit, you have to worry about what the courts will do, but
general |l y speaki ng, the case | awdoes al |l owthe use of a patent to be
i censed separately from manufacture and sale of the patented
product, and therefore separate royalties to be charged, whichis the
result the antitrust enforcers would reach through the price
di scrim nation route. The courts reach the same result in
this |imted context.

If you' re outside that context, you may have to worry
about the courts. Maybe you can get the agencies to file an am cus
brief on your behalf.

Ti e- out s: It's really exclusive dealing, licensing or
selling on the condition that the Iicensee or purchaser not deal in
t he products or services of another. Typically, as | say, it's
excl usi ve dealing. Exanple of where exclusive dealing can raise a

problem the first Mcrosoft case was |like this.
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The allegation was that M crosoft licensed to
conput er manufacturers conpanies, |ike Conpag and Dell and
Gat eway and so on, on the condition that they pay royalties
for every box sold, regardl ess of whether Mcrosoft's operating
system was in that conputer or not.

At the tinme there were conpeting operating systens,
i ke DR-DOS, which Novella, OS-2 which |IBM owned, and the
fear of the Justice Departnent was the effect of the licensing
agreenment was a kind of exclusive dealing. The manufacturers
had to have M crosoft's product because it was so w dely
accepted, and there were network kinds of things there, so
some of their product had to have a M crosoft operating
system The license terns in effect required these conputer
manuf acturers to use Mcrosoft for all of its conmputers
because they would have to pay Mcrosoft one way or another.

The effect was to exclude the conpeting operating
systens, the DR-DOS and OS-2, again back to the thene of
hori zontal versus vertical. These are vertical restraints
bet ween M crosoft and Conpaqg and M crosoft and Dell, but the
conpetition that the antitrust people are worri ed about was
hori zontal conpetition between M crosoft on one hand and the
DR- DOS and OS-2 on the other.

You see the same thing in Mcrosoft 11, and we w ||
get into that after the break, so I won't dwell on that.

A licensee veto power. Well, what the heck is that?
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This is really -- you're really tal king about exclusively
licensing in a way. The only difference is that -- | don't
know if there is a difference. | guess the only difference
is rather than the licensee up-front saying, | want an
exclusive license, the licensee is saying, Well, you can
i cense other people, but I want to approve it first.

As we know, exclusive licensing is extremely conmon.
Antitrust |awers don't generally have a | ot of problens with
it, except in rare cases where applying a nerger analysis to
the exclusive licenses will get you a nerger that would be
condemmed by the merger persons, and we'll talk about nergers
after the break

Mandat ory package licensing, this is really just a
formof tying arrangenent. You can have licenses to patents
A, B and Conly if you take a license to patent D, E and F as
well, and as | alluded to, there are a |lot of requirenents
bef ore you condemm a licensing arrangenent.

Among them separate products, coercion, market
power, and an effect on comerce, and if there are questions
later or if anyone wants ne to go into themnow, |'IIl be
happy to, but suffice it to say that a | ot of packaged
licensing is not particularly problematic.

Royalty not reasonably related to sales, here we're
t al ki ng about netering again. You can have situations in which the

royalties are based on all products sol d, whet her or not that product
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practices the |icensed patent. Now, there are cases where that
causes problens as inthe M crosoft case, but i n many ot her cases, it
woul d be nothing other than if one would neter.

The courts have had sone trouble with this one
because again it seens to violate the principle of staying
within the scope of the patent nopnopoly, and you have the

Zenith versus Hazelton case and the Suprene Court saying that

royal ties that are based on products that don't use the
teaching of the patent are problematic, except in those cases
where they are mutually agreed to for the conveni ence of the
parties, but if a patentee inposes this requirenment on a

i censee, that's bad, again because it seens to extract a
royalty on sonmething that's not patented.

And in the case of Brulotte, the Suprene Court also
condemmed post-expiration royalties and royalties based on
sal es of the product after the patent expires.

From ny vantage point at least, it's hard to see why
this is particularly a problem and whatever power the patent
confers at the tinme of the license is being entered into,
which is of course a tinme when patent is still valid, is
essentially a fixed ampunt, and whether you extract them
t oday or you postpone themuntil tonorrow shoul dn't

particularly make a difference to antitrust authorities, but
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this particular rule I think is going to be with us for sone
time to conme, whether | happen to think it's a good idea or
not, and so you've got to counsel your clients accordingly,
but there it is.

Ckay. Mcrosoft |, we already tal ked about. There
is a case in which it did cause a problem

Al'l right. Sales of unpatented products made by a
patented process. To nodernize, we ought to | ook at, again,
what, if any, conpetition is being restrained. Are we really
doing with horizontal restraint here? The exception again
the guideline paper has this, it's there.

In the case of resale price maintenance, you still
have problenms if you try to restrict, for exanple, set the
price of a product made by a patented process, and we'll see
that in the final note when we get to resale price
mai nt enance, which is in fact where we are.

Resal e price maintenance, this is a sonewhat odd one
and is probably caused by the fact that resale price
mai nt enance is a somewhat odd per se rule in the first
pl ace.

In the United States versus General Electric in 1926,

the court held that it is perfectly okay for a patentee, in
licensing to a manufacturer, that they will then take that
product and comrercialize it, to set the price at which that

manuf acturer can sell
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So a patent exception to the antitrust rul e against
resale price maintenance, and since -- if |I've made anythi ng
clear, it's probably that | think that patent exceptions to
the antitrust |laws aren't necessary. You can guess that |'m
not terribly happy with this state of affairs, but because of
the per se rule against resale price maintenance, maybe this
one i s necessary.

So that's a rule. | think the agencies are generally
synpathetic to General Electric. If you read the "95 IP
gui delines, the nessage of the agencies was essentially,

Look, this is a new body of | aw governed by sone case | aw.
The Suprene Court has made it a fairly arcane and techni cal
body of case |law, and we're just not going to touch it,
peri od.

So General Electric is fine, and the exceptions that
the courts have engrafted on to General Electric and that
al nost entirely swall ow up General Electric are also fine,
and here they are: Miltiple |icenses with parallel price
restrictions, okay?

If I, as the |licensor, say, |I'mgoing to have 12
manuf acturers all practicing in this patent, not exclusively,
they're going to conpete with each other, | think conpetition
is good for ne as a licensor, and I'll collect licenses from
all of them but | don't want themto sell below a certain

price.
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The court says, Can't do that. Unpatented products

of patent processes, as | said before, can't do that one

ei t her.

Resal e prices, it's fine for the licensor to set the
price at which the licensee will sell. Once those products
have passed into the stream of commerce, those -- the prices

of those products can no | onger be set by the |licensor. The
resal e prices are not sonething that General Electric
handl es.

Agreements with other |icensees or patentees, so
there's other |icensees agreeing with each other. The
i censor agreeing with other patentees, those are there, so a
fairly intact |egal body, and of the statute but there we
are.

Probably the |l ast of the Nine No-Nos to survive as a
real reason for rule is you just got to follow them kind of
t hr ough.

MS. NANCY LINCK: WII, it |ooks |ike you turn an
awful ot on what form your patent claims in. |Is that true?
| mean, what if | throw in a product nade by the process,
whereas the process is really -- we don't talk about heart of
intervention anymore. We don't tal k about heart of invention
anynore, so oftentines you can take sonething that go
patents, a unit, and then you'll also patent sonething that

the unit is in, and then nmaybe sonething even bigger than the
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unit is in.

How do the courts deal with that or don't deal with
t hat ?

MR TOM In the resale price arena?

MS. NANCY LINCK: In determ ning whether you're
trying to get a royalty on an unpatented product?

MR TOM Well, this is probably why I find so nmuch
of that old case |l aw unsatisfactory. \What the antitrust
enf orcenments woul d say today is whatever the clainms are, each
of those clains is a piece of property, and there's a right to
excl ude associated fromthat piece of property, and we take
the property rights as different.

What we condemm are situations where you're
restraining conpetition that would exist, notw thstanding
that right to exclude, so if sonebody el se has another
product that doesn't infringe any of those clainms and you
reach an agreenent that restrains conpetition between you,
that's bad, but the whole argunent over what's within the
patent scope and what falls w thout the patent scope is
just -- it gets al nost netaphysical.

It's not connected to any econom ¢ principles or
antitrust principles, and generally speaking |I think the
antitrust enforcers will try to stay as far away fromthat as
possi bl e and sinply accept the clains as given, with maybe a

little bit of an exception that 1'll talk about in the patent
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settl enment context, playing off of the issue of the
boundaries or validity of patents.

How did courts deal with it in the areas where they
still apply this notion of where there is this is a sale
and a resale and is it the product of patent processes or is
it a patent product and all of those kinds of things?

It's not entirely clear fromthe case |aw, but |
guess if | were a patent holder, | would take confort from
the fact that nost of those cases are now going to end up in
the Federal Circuit, which is becom ng one of the nation's
| eading antitrust courts for better or worse, and when in
doubt, the patent holder will get the benefit of the doubt.

So in antitrust issues, | think if you | ook at the
record of the Federal Circuit in patent issues, there's a |ot
of stuff that's of value, but sonetinmes the patent bar isn't
terribly happy at what the court is doing, but in the
antitrust area, very, very broad berth is being given to the
patentees in some respects unfortunately so in terns of Kkind
of | anguage and analysis they're using, we'll get to that

|ater. Okay. Patent settlenents.

MS. GREENE: WIIl, would this be a good tinme to take a
break?

MR. TOM That probably would be a good idea. Wy
don't we take a break, and we'll cone back and do this.
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MS. GREENE: Ten m nutes.
(Wher eupon, a brief recess was

t aken.)

75

MR. TOM We've only got alittle nore to go on agreenents

and what the restraint of trade wl| do, a segnent on nonopoli zation,

t he Sherman Act which Bill will do and a very brief, maybe ten
m nute session, on nergers at the end.

We'll try to get you close to the schedul ed finishing

time. 1've been asked to ask people to hold questions until
the end so that -- I"'mwilling to stay as |long as we need to
answer questions, but that way we'll get through the whole

thing for people who do have to | eave.

Al right. Patent settlenments. The issues here are
really simlar to pooling and cross-licensing. That is,
we're tal king here about either explicitly actual horizontal
restraints or restraints that appear like horizonta
restraints and that the courts can easily m stake for
hori zontal restraints.

And |I'm just going to take the pharmaceutical patent
settlenments as an exanpl e because there have been a bunch of
t hose cases, including a trial that may be going on in this

very building today, but I"mnot trying to single out the

pharmaceuti cal industry here or anything. Settlenents oftentakethe

form of pooling and cross licensing and nergers so it's not

surprising that they share issues in conmmon.
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Here's the pharnmaceutical situation. You start out with the

guy up there | abel ed patentee. This is a pioneer drug conpany whi ch

i nvests hundreds of millions of dollars in order to produce new

products. They make new br eakt hr oughs t hat hel p cure or aneliorate
human di sease.

It may make those hundreds of mllions of dollars of
i nvestnents and end up with, quoting another industry, cal
it a dry hole. Maybe about one in ten products ever make it
to commercialization, and nost of the R&D efforts are being
essentially down the drain.

But if you do hit it, if you come up with that
bl ockbuster drug that really nakes an advance in aneliorating
suffering, you get pretty handsonely rewarded for it. The
mar gi ns on the successful bl ockbuster drugs are enornous.

You often hear sonmewhat |oose talk, particularly in
political settings, about the cost of producing this drug as
only ten cents a tablet, and why is the manufacturer charging
$25 a tablet for it, and the answer of course is this is all
the reward that incentivises the investment in R&D in the
first place.

So as a result for this very successful drug where |

have drawn a very fat arrow with a dollar sign in it
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representing not necessarily patients, the payers are paying
to the patentee for that drug, and whether it's hospitals or
i nsurance conpani es, nmanaged care organi zati ons or whatever,
or individual patients. They're paying a |ot of noney to the
pi oneer drug conpany while the patent is in force.

Now, eventually, this is part of the bargain in our
patent system eventually that patent expires. And even in the
pharmaceuti cal i ndustry, the equati on of one product and one pat ent
is a vast oversinplification, and it may be that the patent on the
chem cal entity expires, but then the main patents on particul ar
dosage firnms, nmethods of delivery and so on and so forth.

So there can be argunments over exactly when the
rel evant patents expire, and there is conpetition in the
mar ket pl ace from generic drug conpanies, but let's assune
that all the relevant patents expire and a generic conpany
cones into the market.

What happens to the size of that dollar sign arrow?
Well, even nore so than in nmost industries, in the
pharmaceuti cal industry, it shrinks dramatically because
you' ve got state substitution |aws and nmanaged care
organi zati ons and so on that are really forcing the nove to
t he generic product.

So what happens when the generic conpany cones on?

The arrow gets really skinny. Wat m ght one do with the
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di fference between the fat arrow and the skinny arrow?

well, we're tal king hundreds and mlIlions of dollars
here that the pioneer conpany is |osing when the generic
conpany cones on to the market. Forestalling that
eventuality by a year, a nonth, a week, even a day can be
significant, and notice sonething else, the size of the arrow
going to the generic conpany is also very skinny because the
generic conpany, while it may take tremendous volunme fromthe
pi oneer conpany, is charging a nmuch |ower price than that
generic conpany was charging. So if you sumred the size of
those arrows up, it would be only a fraction of the big fat
arrow that the patentee was getting in the first slide.

Wel |, what does that suggest? Well, one thing it
m ght suggest to a sufficiently inventive couple of conpanies
is if you could increase the flow of nmoney of the generic
conpany fromthe patentee itself. You can restore for the
patentee the pre-expiration situation and get back the rents
that you're otherwi se getting, and this is particularly so
because for the first 180 days under the Hatch Waxman Act,
there's only one generic that can come out.

So this is the diabolical view of what can happen in
t hese cases, and | amsorry to say that in the two district
court cases that have been rendered so far in private suits,
that's pretty nmuch where the analysis ends. What is this in

the view of the Eastern District of Maryland and the Southern
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District of Florida, this is nothing but a per se unl awful
mar ket division in which two conpani es are getting together
and agreeing that in exchange for a paynent, one of themis
going to stay off the nmarket.

So far I don't think the FTC has ever gotten that
far. |If you've |ooked at sone of their public statenents,
speeches of Comm ssioners, the statenment that was released in
connection with the Price Standards Consent Order, they
recogni ze sone of the conplications that are present in this
ar ea.

Why are those conplications? Well, | talked earlier
about the fact that intellectual property is different from
tangi bl e property in sonme respects and that when the
gui delines say that for antitrust purposes, they will be
treated the sane as tangi ble properties, that only means that
antitrust principles are sufficiently flexible to deal with
the differences.

And what's the key difference in this area? Well, it
is that the property rights are not as clear-cut, and they're
not as certain. They nmay have to go through a litigation
bef ore you determ ne whether there's a property right there
or not.

And in a particul ar pharmaceutical patent situation,
these disputes arise out of the litigation in which the

patentee is saying, | still have valid patents in this area
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t hat bl ock out any generics when a generic conpany is saying,
No, | certified to the FDA that ny product is not -- either
my product does not infringe any of the patents that the

pi oneer conpany clains covers this area, or that those
patents are invalid, and you've got a litigation, and the
arrangenent between the two conpani es cones about as a result
of the litigation.

So the question which is being litigated or continues
to litigated, we're going to see interesting variations on
the subject, are how do you deal with uncertainty. Does the
FTC have to conduct a patent trial in order to determ ne
whet her there woul d have been conpetition absent the |icense,
or is there sone other way to resolve it?

s there some kind of truncated rule of reason? Can
we say that this agreenment has anti-conpetitive effects
wi t hout offsetting appropriate benefits, w thout saying that
t hese are marketing issues.

But one thing that should be clear is that you ought
not stop the anal ysis of whether this is a horizontal market
di vi si on because as long as there's uncertainty on the
subject, the analysis is not all that sinple.

And on Wednesday you saw Professor Gl bert put up a
formul a that suggests dealing with this in terms of

probabilities and expected values and so on, and | think that

may be hel pful where there are a | arge nunber of patents, the
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validity of which is independent of each other.

You can fairly quickly, as he showed say, Well, this
is not of antitrust concern because the chances of this
becom ng an issue in this area were nil to start with. \Were
you're dealing with a relatively small nunber of patents or
if validity of all of them stands or falls on the sane issue,
then that is fairly far, and you're still left with the
guestion, How do you determ ne whether there's horizontal
conpetition in here that's being restrained here in the
presence of uncertainty.

And to revert to ny Judge Rader node for a nonent,
you can study those 1995 guidelines in great detail and the
gui delines are wonderful, and they state very sensible, very
enlightened principles that are all true, let's say in the
spirit of hyperbole, but they don't say anything about
uncertainty.

I f you knew there woul d have been conpetition absent
the license, the guidelines give you the answer. |f you knew
t here woul d have been no conpetition absent the |icense, the
gui delines give you the answer. |In the real world, which is
90 percent of the cases where you don't know, the guidelines
are only a bare starting point, and | think all we have to
say on that subject this norning has been said.

Bill?

MR. KOVACI C: | want to turn to the set of doctrines
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t hat applied when the principal actor is what nm ght be called
or m ght be accused of being the dom nant firm and here
we're going to ook in relatively quick order at a set of
doctrines that govern what antitrust specialists cal
monopol i zation or attenpted nonopolization.

And by way of taking this tour, | want to again
acquaint you with the statutory framework that governs clains
in this area, a couple of quick words about historical trends
and the application of the relevant antitrust statutes, and
then to | ook at three principal operative concepts that
determ ne the inplenmentation of this schene, the definition
of relevant markets and the measurenent of market power, the
i ngredi ent of inproper conduct, and just a little bit of the
formul ati on of renedies.

The statutory framework basically is grounded in
Section 2 of the Sherman Act, and Section 2 of the Sherman
Act enconpasses three offenses, but two of themthat are
principally inportant for us today, the offenses of
nonopol i zati on and attenpted nonopolization.

The nonopolization offense requires a show ng of
monopol y power defined in various ways in both the |egal and
economc literature. For antitrust purposes, what we're
mai nl y concerned about is the ability of the producer of a
product to raise prices substantially above the hypot hesized

conpetitive level w thout suffering an i nmedi ate, substanti al
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| oss of sales. That's how antitrust econom sts and | awyers
t oday defi ne nonopoly power.

But a vital concern in the antitrust systemis that
the antitrust |aws do not attack the nmere status of nonopoly
power, that as you could imgine a conpetition policy system
that stopped the inquiry after point one and took specific
measures to di ssolve existing aggregati ons of nonopoly
power .

By its own terns, the U S. antitrust system doesn't
do that, and you can imagi ne why, for the same reason that
the system of intellectual property |aws encourages innovation
and in many ways hold out a significant prize for innovation,
a prize in the formof the possibility of gaining super-
conpetitive returns.

Why el se do many inventors get up early in the
nor ni ng, except to achieve that possibility? So too does the
conpetition policy systemrealize that if you attacked the
status of nmonopoly power, however lawfully attained, you
woul d di mi nish incentives to innovate.

The second ingredient is what's called the conduct
requirenment. The plaintiff must show that the nmonopoly power
in question was either obtained inproperly or mintained
i nproperly, and as you m ght imgine, great disputes focus on
both of those requirenents, does in fact the defendant have

nmonopoly power and what is the definition of inproper
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excl usi on.

The second offense, the attenpted nonopolization
of fense, basically attenpts to create a zone of concern or
scrutiny before that acconplishnment of actual nonopoly power,
and here there are three requirenments. There has to be a
specific intent to nonopolize, inproper conduct once again
and the inproper intent can be inferred from denonstrably bad
conduct, and |l ast there has to be a showi ng that the
def endant has achi eved a dangerous probability of attaining
monopoly power, and it is these two offenses that really
provide the core of controls on dom nant firm behavior in the
United States.

You can break the U.S. experience in dealing with
Section 2 clains, especially governnent enforcenent of them
into four periods. To go back to the first period, 1890 to
1914, that features the formative well-known cases that | ead
to the break up of the Standard G| Conpany, American Tobacco
and a nunber of other early leading figures in Anerican
enterprise.

The second maj or period ones from 1938 to 1956,
beginning with a case called Alcoa that we'll talk a bit
about nore, and the devel opnent from Al coa of a
reinvigoration of Section 2 enforcenent. | choose 1956
because that's the year in which the government achieves

settlement of a nonopolization claimw th AT&T, a settl enent
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that is revisited in 1982, and ultimately becones the
foundation for the so-called nodified final judgment by which
AT&T' s restructured in 1984.

1969 to '82 is a period of unparalleled governnent
enforcenent effort, including well-known cases involving | BM
AT&T, the petroleumindustry, the cereal industry in the
United States, the Xerox case that WII nentioned before, for
the nost part a spectacul ar dedi cation of resources wth
relatively few successes. Again | put the AT&T case in the
success basket as nost observers woul d.

The ot her cases raise fundanmental questions about
whet her the doctrines governing intervention were sensible
and rai sed perhaps even nore fundanentally questions about
the capacity of governnent enforcenment agencies and courts to
do that.

IBMis often held out as the nobst striking exanple
begun in the | ast days of President Johnson's presidency in
1969 and concluded in January of 1982, 13-year-long case.

VWhat Bob Morkin referred to as the antitrust division's

Vi etnam a netaphor chosen both to reflect the anpunt of
effort devoted to the undertaking as well as the failure at
the end to acconplish success.

IBM | think fortunately for the FTC, overshadows sone
of the FTC s own experience, nost notably In Re: Exxon, which

was the effort to restructure the eight |eading petrol eum
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refiners in the United States. Case began in 1973 and was
ended in 1981. There were ei ght years of pretrial discovery, costing
tens of mllions of dollars, both certainly to the private parties
and to the FTC. Case never went to trial.

This story isn't picked up again until the md 90s
with the renewed interest in Section 2 governnent
enf orcenment, which includes the Intel case that WII

mentioned as well as U.S. versus M crosoft and a nunber of

ot her cases, perhaps commanding a bit |less attention but al so
renewing the government's interest in enforcenment in this
field.

Talk a bit about the first requirenment, the market
power requirenent, and |I'musing the terns market power and
nmonopol y power interchangeably here. The antitrust system
relies upon and entertains essentially two approaches to
provi ng market power. One mght called direct evidence, the
ot her circunstanti al .

The direct evidence nmethods of neasurenent would
include first and forenpst directly measured demand
elasticities to directly nmeasure the intensity of user
preferences and to use that direct nmeasurenent as a way of
identifying the extent to which consunmers react or perhaps
nmore accurately do not react in the face of a relative

increase in prices.
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| deal |y, technically that's how econom sts would go
about doing this, and today, with better and better
econonetric nmodels, with better data in some areas and with
better applied techniques inputting the two together, it is
possible in sonme instances to creep up on relatively good
answers sinply using these kinds of fairly high tech, fancy
econom ¢ nodels to directly measure market power, and the two
enf orcenent agenci es use these nethodol ogies to an increasing
degree in fornulating divisions to prosecute nerger cases.

O her forms of direct evidence include proof of
actual price effects or actual exclusion, and the last item
that | put there with two question marks just by way of
enphasis to underscore sonething we've been saying today, Do
you infer or presunme nmarket power fromthe hol ding of
intellectual property rights?

Certainly the resoundi ng answer from antitrust
comrentators and observers is, no. The answer that
intellectual property guidelines give in 1995 is no. Do you
still see a stray comment in the occasional antitrust opinion
t hat says, Yes, there may be the proxy of that patent
monopol i es as being nonopolies in the technical antitrust
sense. Yes, you can find them here and there, but such
references are increasingly rare.

The other nmethod, and in a sense the nore traditional

met hod, is what | call circumstantial evidence, and that is
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to define a relative market for the products in question and
to measure the market shares of the defendant in that
rel evant market.

Why is this circunstantial evidence? WIlIl, it's a
proxy and the intuition behind the proxy is this: If a firm
acqui res and maintains an inordinately high market share of
activity in a given market over a |ong enough period of tine,
protected by barriers to entry into the market, you can infer
that they have power over price or power to exclude rivals.
| f you show that, then you can infer that you' ve actually
observed the operation of a nonopoly over tine.

O her forms of circunmstantial proof the courts have
| ooked at include profitability data or price cost ratios.

To take an exanple of these concepts in work in the U S. v
the M crosoft case, the district court used and the court of
appeal s entirely endorsed the use of both nmethodol ogi es.

That is Judge Jackson's opinion fromthe district court with
t he subsequent approval of the court of appeals, cane at the
mar ket power problens both directions, |ooked at direct

evi dence.

And in particular the court of appeals fastened upon
M crosoft's suggestion at trial that Mcrosoft set its price
for software without regard to its conpetitors. 1In the D.C
Circuit opinion, the Procarian (phonetic) opinion issued |ast

summer, said, Firnms in conpetitive markets don't set prices
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like that. They don't sinply say, W don't care what
conpetitors are charging, here's our price, we don't think
about it. The court said, That's a form of direct evidence.

Circunmstantial evidence, the court said, Let's |ook
at the market shares and concl uded that | ooking at the market
characteristics as a whole, the market shares were a reliable
proxy for market power as well.

Court of appeals, in other words, canme at this
problem as did the district court, fromboth directions and
found that the results were the same in each instance.

To performthe market definition, market power
anal ysis, one has to define what we call a relevant narket.
This is the arena of comrercial activity in which conpetitive
effects are nmeasured, and it has two dinensions. One is to
| ook at the product in question.

The principal basis for evaluating what the rel evant
product market is is to focus on what consumers regard as
adequate substitutes for the product. To take the M crosoft
exanpl e again, froma demand si de prospective, for persona
conput er operating systenms, the district court and the court
of appeals asked, Well, what else is there, and yes, it
consi dered each of Mcrosoft's argunents about alternatives,
and said, Well, maybe the PCis in the markets, it's a small,
decentralized, hand held devices, and said, Well, maybe it's

not just the Wndows operating system naybe it's Al coa.
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Maybe it's any nunber of other nascent conpetitive
possibilities in these areas.

But the court relied very heavily on the cross
exam nation of Mcrosoft's expert, a distinguished econom st
in the field, who said, Mcrosoft faces constraints from all
of these directions, small hand-hel d devices, other operating
systens, and that |arge nmarket share that M crosoft has,
that's an illusion because if it stops running for so nmuch of
a second, the rest of the world sinply is going to blow by it
so Mcrosoft, despite a high market share, has to run for its
life.

On cross exam nation, the governnment's expert, and I
focus on this just because it highlighted a point, was asked,
How soon are those other things going to overtake the
conpany? Well, not yet. Wen? A couple years, two, three,
four, five? Sonmewhere over the horizon. Thank you very
much.

And in this instance, the court concluded that while
there were other possibilities froma demand side
perspective, they weren't com ng al ong qui ckly enough to
constrain Mcrosoft.

The ot her approach is to | ook at the possible
responses of suppliers; that is, how quickly can suppliers
reconfigure their production operations to produce the

product that the defendant, the hypothetical defendant,
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produces? And if they can make adjustnments rel atively
quickly at relatively low cost, that's a powerful constraint
upon the operations of the defendant, and indeed it m ght be
t hat productive capability itself that tells you what the
real boundaries of the product market ought to be.

The geographi ¢ di nension sinply asks where can
consuners | ook to purchase the product, how broad a
geographi c round can they turn to, and increasingly in many
intellectual property or high technol ogy markets, those
mar kets are gl obal or at |east based on | arge regi ons of the
worl d rather than sinply | ocal markets, especially of the
ki nd that we woul d characterize, say service markets for the
pavi ng of roads.

City of Los Angeles isn't going to ask road pavers
| ocated in Virginia to come on out usually and pave the
roads. |If you're buying mcroprocessors, though, your scope of
activity mght be truly global instead.

Let me quickly nmention a couple places that are very
t roubl esone for the antitrust system |If this were a
sporting event and we were tal king about match ups, |'m going
to describe the problemthat matches up badly agai nst the
antitrust system And it's the problem of defining rel evant
mar ket s where you have a | ot of technol ogi cal dynam sm where
you have an ol d technol ogy i ncunbent technol ogy being

t endered by a new technol ogy.
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And I'Il quickly mention two cases. One is a case
call ed Standard O | of Indiana which did involve patents. It
i nvol ved a patent pool for the then new technology, mracle
technol ogy for cracking gasoline as part of the refining
process. |I'mgoing to offend all of you chem cal engineers
here today, but what's a petroleumrefinery? |It's basically
a big tea kettle. The old technology is a big tea kettle.
You heat crude oil, and the light fractions that boil off are
t he nost val uable fractions, gasoline, kerosene in this
peri od.

The heavier stuff that's |left can be burned in
i ndustrial boilers, in ship boilers, used to nake asphalt or
to produce much of the coffee that | drink regularly. That's
the | ast residual use of the last bit of the barrel that
can't otherw se be boiled off.

Cbviously it's the higher valued fractions that are
t he nost useful, and the mracle of cracking was that by
reformul ati ng the nol ecul es thenmsel ves, you could extract a
| arger percentage of gasoline and kerosene froma single
barrel of crude oil.

The problemin evaluating the pool, one problemfor
the court was to define the relevant market because the
def endant's col |l ective market share of activity swung w dely
between the md 20s and the | ow 50s, dependi ng upon whet her

you define the relevant market as being all refining
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technol ogy, that is distillation plus cracking or cracking
only.

And the Suprenme Court said it's all fungible
capacity, so it's all refining technol ogy, so the defendant's
mar ket share for this pooling arrangenent is in the |ow 20s,
not in the 50s. That wasn't the only variable for the court
but it had a lot to do with identifying what it thought to be
the conpetitive significance of the arrangenent.

Basically what the court did was to discount the
extent to which the new technol ogy was really going to sinply
sail past the old technol ogy and displace it, and indeed that
happens to a | arge extent over tine.

But notice the dilemm for the court. How nuch
wei ght do you give? Wat fornula do you use? Do you give
sone weight to the old technol ogy but have a heavily wei ghted
vari abl e that gives nore enphasis to the new technol ogy? How
rapidly is the new technol ogy going to gain acceptance and
how do you predict that?

The court basically said, Too hard for us to sort it
out, and instead arguably they underesti mated the defendant's
mar ket power by focusing on the full range of refining
t echnol ogi es, which tended to bury or understate the
significance of the cracking technol ogy.

DuPont Cel | ophane is another four m nute exanple of a

court finding westling with a problem arguably westling
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badly with it. Dupont Cell ophane was the Departnment of
Justice nonopolization |awsuit agai nst DuPont, one of
antitrust's fanous custoners over tinme, and in this instance

t he governnent's claimwas DuPont had illegally nonopolized a

rel evant market consisting of cellophane as a flexible wapping

mat eri al .

DuPont said, Oh, no, relevant market isn't just
cel l ophane, it's all flexible wapping materials, including
such wonderfully quaint nanmes as Cl assene, Plyofilmas well
as ot her things known better as wax paper or alum numfoil.

DuPont said, In the all-flexible-wapping-mterials
mar ket, we have a market share that's conpetitively
insignificant given traditional cases |laying out market share
t hreshol ds for nonopolization.

The governnment said, But if you | ook at cell ophane,
your market share is well over 70 percent, and in part it's
because you are the exclusive U S. patent hol der of the
rel evant process, there are inports, but your nmarket share is
70 percent plus.

So the court has to decide, Do you count all of the
other stuff in, or do you count only cell ophane? |In DuPont's
mai n argunment, which the court accepted was, You can tell
t hat we don't have market power based sinply on cell ophane
because you know what happens if we try to raise the price

for cellophane. Users mgrate to these other w apping
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mat erials, QED, no market power.

| f we had nmarket power, we could sinply keep punpi ng
t hat monopoly price higher and hi gher and hi gher, and we
woul dn't face substitution, but we do face substitution, and
t he Suprene Court said, Makes senses to us. There's a high
cross elasticity of demand that DuPont faces, and here's the
mar ket evi dence that shows that the price is going up.

Again to use the WII Tom di al ogue techni que, Can
you guess what's the problemthere? A problemthat becones
known over tinme as the cellophane trap into which the
Suprene Court fell. What's the problemw th the argunent?
When the price goes up we face substitutes.

MR. WLLIAM MOORE: When you keep your price down,

t hose substitutes go away.

MR. KOVACIC:. What mght it tell you about the price.

UNI DENTI FI ED SPEAKER: The price that they're at is
al ready the nonopoly price?

MR. KOVACIC. You're' already charging the nonopoly
price because, yes, at sonme point there's substitutes for
everything. I'mwlling to bet you that if the price of
gasol i nes or autonobiles got high enough we would all be
riding bicycles to work. We would do it. In fact, many of
woul d start walking if we had to.

For many products you see substitution. The question

is, At what price. Tough problemfor the antitrust systemto
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wrestle with, dealing with the old and new.
The results you get in trying to nmeasure narket
shares are very sensitive to assunptions you nake about what
you shoul d count or not.

In Alcoa, U.S. v. Alcoa is a fanmus case that deci ded

in 1945 by the Second Circuit acting as the court of |ast
resort under a special congressional statute that accounted
for the fact that the Supreme Court did not have a quorum

Al coa involved a challenge to the conmpany for
nonopol i zing a rel evant market consisting of virgin alum num
ingot. Alcoa for a long time had been the |argest U S.
producer of alum num The governnent said, That's the
rel evant market, if you look at virgin alum numingot, you
have a market share of 90 percent plus nonopoly power.

Al coa said, No, you have to count in used alum num as
well, recycled. W nmake alum num recyclers recycle it.

They sell ingot based on used al um num scrap. That cones
back and conpetes against us all the tinme. |If you put in the
recycled alum num you push their share i mediately down into
t he 60s, past the 90s.

The Second Circuit decision said, W're not going to
count it at all. Now, it's clear that sone users insisted on
virgin alumnum The aircraft industry did, for exanple, but
a nunber of others would use it and used a lot of it. Judge

Hand ruled it out conpletely.
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Anot her category of activity involved internal
consunption. Alcoa not only nmade al um numingot, but it
fabricated al um num parts and then sold the parts, so do you
count in their market share the stuff that they used
internally or do you exclude that?

Judge Hand said, That counts, we're going to include
that, probably a reasonable choice here. The last choice was
i nports. How nmuch do you count inports, and Judge Hand
think correctly said it, It depends a | ot on the trade
regime. |If inports cone easily in to the country, you count
them but you only count themto the extent that trade
barriers or other hurdles in fact allow foreign suppliers to
ship into the country.

By results, what do | have in mnd here? If you
contradi ct Judge Hand's decision on the recycled goods and
i nternal consunption, Alcoa's share goes down to 33. If you
| eave in recycled alumnumat 64 -- if you | eave out recycled
al um num as he did and you include internal consunption, you
get a market share of 90. Just to show you that the results
you get and the inferences you draw in defining markets
depend a | ot on the assunptions you nmake about what is to be
count ed.

The last area in which neasurenent questions have
becone relatively tricky involve aftermarkets, and a case

call ed I mage Technical Services versus Eastmn Kodak, Suprene
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Court decision in 1992, highlights this. Kodak made
copi ers. They made about 20 percent of all copiers. That
was their nmarket share at the tine, but they also provided
parts and services for their own copiers.

And over time there grew up to be non-Kodak conpanies
t hat woul d al so service Kodak copiers but needed Kodak parts
in order to service Kodak copiers.

Kodak said we have a conplete defense to
nmonopol i zati on here, our market share is 20 percent. |nmage
Techni cal Services, the plaintiff, said, No, you have over 90
percent of the share of service on your own machi ne. Kodak
said, That's not the relevant arena to focus on, the relevant
arena is to focus on parts and services for all copiers, not
j ust Kodak copiers.

They said, Wiy is that? Wth a 20 percent nmarket
share we have to go out every day of the week and sell new
copiers, and if we achieve a reputation for gougi ng our
copi er custoners in the aftermarket, we don't nake new
sales. Why? They look at life cycle costs. That's what
t hey're taking account of.

The plaintiff said, Oh, no, life cycles costs are
hard to calculate, and there is a collection of purchasers
that we mght sinmply call as a shorthand suckers or nore
accurate suckers and dumm es, and the Suprenme Court said,

Yes, there are suckers and dunm es.
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Who are the biggest dunm es? They said government
pur chasi ng agents. Those are the dumm es, and they can't
figure this out, and the Kodaks of the world can exploit this
because the existing purchasers of their machi nes are | ocked
in. They're not going to sell their copiers and go sone
pl ace el se, and because of information inbalances that it's
hard to calculate life cycle costs, those suckers and dunmm es
are vul nerable, so that the relevant focus of concern m ght
be the aftermarket for one's own product.

Coupl e of concludi ng thoughts about conduct. As you
m ght imgine, it's not enough again just to have nonopoly
power. |It's not enough to be big. You have to be big and
bad. What does it mean to be bad in this area? What's
i nproper excl usion?

For a long tinme the antitrust |aws answered this
guestion by saying, Every time you twitch, if you have a
particularly | arge market share, that could be bad, that you
don't have to actually take a swing at soneone, just | ooking
at someone in an inpolite way could be bad.

In Alcoa, for exanple, what was the bad act that the
Second Circuit focused on? |In Alcoa, the government's
recol |l ection was that Al coa had inproperly excluded
conpetitors by identifying likely increases in demand and
addi ng new capacity to satisfy that demand, and by doi ng

addi ng new capacity to satisfy that demand, that forestalled

For The Record, Inc.
wal dorf, Maryl and
(301)870-8025



© 00 N o o b~ w N

NN NN R R R R R R R R R
g A W N P O © O N o 00 M W N B O

entry by conpanies that m ght have serviced the sanme demand.

Now, many observers have | ooked at that and said, In
ef fect what would you expect themto do otherwi se? That is,
what was the avoi dabl e behavi or, ought Alcoa to have stood
back and said, People want nore al um num but we're not going
to produce it, we're not going to expand our facilities to
produce nore.

Again if you |look at the period in which Al coa was
maki ng these decisions, the 1930s, you can ask, Wuld it have
been a better thing for the country if they had nmade | ess
al um num added | ess capacity in the run up to the
mobi lization for World War 117

There is a theory called strategic entry deterrents
where capacity additions, capacity announcenents m ght be
i nproperly exclusionary, but Alcoa underscored a basic
normati ve concept about antitrust which is the rules ought to
be able to give businesspeopl e clear guidance about what
they can and can't do and ought to forbid clearly what it
| acks.

A narrower perspective that cones fromthe 1980s, a
case naned Matsushita involving predatory pricing, is
representative of what | would call a nodern trend which is a
trend that gives dom nant incunbent firnms nuch greater
freedomto chose product devel opnment, pricing and pronotional

strategies of their own |iking, not uninhibited, but the
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general trend has been in |ooking at the conduct requirenent
to give firms broader freedomto act as they which but not
uni nhi bited freedom

The nodern fornula for identifying what's bad is
suggested by the Mcrosoft decision where the court says
Let's go through a four step inquiry. First
requi renent has to be nonopoly power. Second, Has the
plaintiff offered a hypothesis that shows there will be
anti-conpetitive effects, and again, as WII| said before,
does not sinply nean harmto the plaintiff, harmto the
conpetitive process.

Anti-conpetitive effects that will provide in a
soci al society-wi de basis, an econony-wi de an increase in
prices or a reduction in innovation, reduction in output;
harms to conpetitors is not equated with harmto conpetition in
this formula, but the plaintiff has to step forward and
provi de a hypothesi s about those effects.

Then t he defendant has an opportunity to justify the
behavi or by showing, as WII was suggesting before, for
exanple, that it's trying to prevent free-riding, that it's
engaged in reasonable efforts to ensure that it can
appropriate the gains to its innovative activity, and last if
there is a mx of those justifications and anti-conpetitive
effects, the last steps is that the court will decide which

predom nates gains or harns.
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And in Mcrosoft, again to | ook back at the court of
appeal s decision, again this was given the difficulties and
demand of the case in my own viewis this is a considerable
vindi cation for the Departnent of Justice and the position it
took in the case. The court focused on the use of exclusive
contracts which WIl was referring to before and focused on
t he use of bundling of certain forns.

It focused on the deliberate effort to suppress the
enmergence of new technol ogy on the part of one of its
custoners, Intel, and in these and other key respects found
t hat the conpany's behavi or was inproperly exclusionary.

Conduct clains sonetimes are put into a collection of
different conpartnments: Predatory pricing, refusals to deal
product design and devel opnment, abuse of the adm nistrative
process.

| want to go sinply for the monment to the second and
fourth of these, and | ooking at refusals to deal, sinple
guestion, is a firmconpelled to license its technol ogy,
required to |license? Short general answer is no, no nore
t han one would ordinarily be required to share any other form
of property right with a conpetitor or with a firm upstream
or downstream

There is a doctrine, however, that has raised
questions about that, and that's called the essenti al

facilities doctrine. The doctrine is principally emerged
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where the asset in question involves sone physical bottleneck
rather than say an intellectual bottleneck or a bottleneck
defined by an intell ectual property right.

And |I'1l sinply say that in a limted nunber of
circunmstances, courts have said that where the asset in fact
does confer nonopoly power on its owner and is not feasibly
replicated by a conpetitor, and there is no good business
justification for denying or restricting use, a court can
intervene to mandate on reasonable terns.

If you apply all four of those conditions ruthlessly,
you have a tiny set of arguable matters in which access
wi ||l be mandated, but | suppose a continuing question for
hol ders of intellectual property rights is whether or not the
right they hold in some sense m ght be characterized as
falling within that category.

The Federal Circuit's opinion in the Intergraph
case, which was the private counterpart to the FTC s Inte
case, answered that question with a decisive no. 1In |ooking
at sonme of the conduct, a variant of the conduct that WII
was describing, this time in a claimpursued by a
manuf acturer work stations Intergraph in private litigation
with Intel.

The last I'Il mention is the abuse of the
adm ni strative process. What happens in a sonewhat clunsy

way you need to enlist the government or use the process of
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governnment as a way of achieving your ains? Suppose you lie
to the Patent and Trademark Office? Suppose you clog an
adm nistrative tribunal with suits that you know to be
basel ess? Suppose you otherw se m suse the nmachi nery of
governnent in some sense to achieve a conpetitive advantage?

Under certain limted circunstances that kind of
behavi or can be illegal, although courts tend to
draw di stinctions about whether you' re betokening a
| egi sl ature, where you have al nost uninhibited freedom |
woul d say, as opposed to approaching a judicial tribunal or
ot her adm nistrative body that exercises judicial functions,
the protections, the petitioning protections under the First
Amendnment tend to be reduced.

Finally on renedies, basically three varieties:
controls on behavior, that is orders that limt certain forms
of conpetitive behavior; structural relief, and structural
relief usually enconpasses conpul sory |icensing and
di vestiture, and courts have said decisively that both are
available to a prevailing plaintiff and nost often nade them
avail abl e when the governnent is the plaintiff; and civil
recovery, mainly through trebl e-damges acti ons.

The D.C. Circuit in one interesting paragraph in
passage in the Mcrosoft case when asked, Is antitrust up to
handl i ng the new econony, what happens if the district court

ultimately has lots of trouble designing a remedy?
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Part of the D.C. Circuit's answer is, Maybe it's the
governnment's job ultimately to bring cases that hel p define
what the legal rules are, what the liability rules are.

Maybe the allocation of labor in that instance is for private
claimants to step forward and obtain trebl e danages.

And arguably in the class action suits and perhaps in

the AOL versus M crosoft suit, one m ght describe those

devel opnents as being part of the division of |abor that the
D.C. Circuit had in m nd here.

The | ast point | have about institutional capability:
there have been a nunber of observers who sinply said,
special challenge in technologically dynam c sectors is where
the section noves quickly, do the enforcenment and judici al
processes nove qui ckly enough to adapt to, to absorb that
information and to account for the speed of change?

And | think the Mcrosoft case was a good exanmpl e of
how you can hold a trial in atime well short of a lifetine,
and you can certainly overcone the notion that the litigation
of a major Section 2 case in the high tech area is going to
take a decade at a m ni mum

"1l turn back to WIIl to do nergers.

MR. TOM Thank you, Bill. | will try to do nergers
well short of a lifetime nyself. | think we can probably do
this in about ten m nutes.

A few mnutes to bear in m nd about mergers, just to
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put this all in perspective. About 99 percent of nergers go
t hrough unchal | enged so we're tal king about a very snal |
group of chall enges here. Many of the others can be
restructured to solve the conpetitive problem that is a
particular line of business spun off, a product |icensed or
what have you, so generally speaking the efficiency enhancing
aspects of nergers can be captured.

And nost of the problenms that we tal k about cone
about when one firmacquires a direct horizontal conpetitor
in a concentrated market.

Let me start with the sinplest case, an acquisition
of a direct horizontal conpetitor. The key question we're
| ooki ng at here is how nuch other conpetition is there, and
you heard talk earlier in these hearings about the kinds of
mergers that the agencies | ook at these days are typically
five to four, not even that, four to three, three to two, two
to one kinds of mergers.

If entry is easy, you' re not going to have nerger
chal | enges. Someone can have 100 percent of the market, but
if he tries to exploit that position by raising price, other
sellers will quickly |Ieap out, and he's not going to be able
to exercise market power.

And finally nmore and nore of the agencies are | ooking
at efficiencies, and they need to be efficiencies that can

only be achieved through the nerger, but where there are
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significant efficiencies, those will allow nmergers to go
t hr ough.

Bringing nore into the intellectual property context
here, a key issue is when -- let nme skip this. This is
obvi ous.

The acquisition of a firmor its key assets and the
acqui sition of patents can be equivalent in the sense that
t he patent can essentially confer a position in a particular
mar ket, and so if, for exanple, there are only two products
that conpete with each other and they're both patented, the
acquisition by one firmof the other firm s patents can
elimnate conpetition just as surely as acquisition of the
entire firm

But simlarly, and here's where we get into sone of
the nore conplicated i ssues where you have exclusive |icenses
of patents, those can be analyzed as nmergers. Substantively
t hey can be | ooked at as nergers, and al so procedurally, the
exclusive license of a patent can be reportabl e under the
Hart - Scott-Rodi no Act, which inposes pre merger notification
requirenents, if they neet various threshol ds.

And the trick here is how do you val ue an excl usive
license of a patent at a stage where the product may not have
conme into being yet. The valuating issues can be very tricky
here. The threshold for HSR reportability is $50 mIlion.

The initial license fee may be | ess than that, but
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when you started adding up m | estone paynents and royalties
that conme in over the years down the road, how do you factor
that in. The general rule seens to be when you can di scount
for the probability of occurrence, so if paynents down the
road are highly uncertain, the board or its designee can nake
a good faith evaluation discounting for probability. For
sonme reason net present val ue concept cal culations don't seem
to be allowed, and so that's one of the quirks of Hart-Scott
practice there.

Subst antively sonme of the tricky issues cones in
where the acquisitions involve products that have not yet
been commercialized. Back in the 1970s, we had a Second

Circuit decision in SCMv. Xerox that essentially said, If the

acqui sitions take place at a point where there's no
mar ket abl e product, it sinply doesn't inplicate antitrust
| aws.

| think I can understand the reasons why the court
came to that conclusion. It was an era where antitrust was
not fully rational in the way that it was dealing with some
of the issues in that case, and reaching for this kind of
bright line rule was an easy way of avoidi ng what seened to
be sonme absurd results.

| f anyone is interested, | have a whole article about
the FTC and the private case back in the 1970s, but | would

suggest that the rule of thunmb that that court suggested
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doesn't really work very well, and the proof of that is
particularly in the case of some of the pharnaceuti cal
nmergers where you' ve got, for exanple, either -- you' ve got
one product in the market and that firmis acquiring another
firmthat has a product very far along in the FDA pipeline,
no ot her close substitutes.

Do you have a conpetitive problem even though the
second firm has not yet commercialized its product? | would
suggest you do because of the fact that if, particularly with
t he FDA pipeline, you' ve got a pretty clear indication that
there is going to be any conpetition for the existing product
in the near term it's only going to cone fromthe product of
t he conpany that's being acquired.

And it makes sense to require that product, that
pi peline product to be divested as a condition for the nerger
goi ng through, and there have been a nunmber of cases that the
FTC has dealt with reaching exactly that result.

We al so have seen sone | would say probably sonewhat
esoteric situations where the horizontal parity is not
entirely obvious on the face of the nmerger, and here |
generally use the gene therapy aspects of the Ci ba Sandoz
merger as an exanple, and playing off sone of the diagrans
you saw in the |icensing presentation.

Here we had a situation where in order to produce a

commerci al gene therapy product. You needed a | ot of
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conplenentary inputs. Sone of the inputs that were needed
woul d be the patents on the genetic material itself, the
i solation of the gene responsible for a particular disease
entity, and those are represented by the circles up there at
the top of the diagram

But sinply identifying the gene responsible for a
form of brain cancer or henophilia or something of that
nature doesn't give you a commercial product. In order to
have a comerci al product you need |ots of other things,
including the vectors that enable you to get the genetic
material into the cell, you need the manufacturing facilities
t hat have been certified by FDA as we do in manufacturing
processes and the |ike.

And the FTC s investigation to oversinplify a little
bit identified Ciba and Sandoz as the only possessors of the
conpl enments necessary to comrercialize the vast majority of
t hese products.

And how is conpetition affected? Well, if Ciba and
Sandoz are allowed to nerge with no divestitures, then what
wi || happen to the dozens of research entities up there at
the top of the diagram who may have a very good and
interesting patent on genetic material relating to particular
di sease states, but no way thenselves to commercialize the
product ?

When they got into the business they had two entities

For The Record, Inc.
wal dorf, Maryl and
(301)870-8025



© 00 N o o b~ w N

NN NN R R R R R R R R R
g A W N P O © O N o 00 M W N B O

111
that they expected to partner with, joint venture where you
sell out to. Wen you do all your research and get your
patents, then you approach Ciba and Sandoz and you say, Let's
do a venture or if you want, if the price is right, just buy
my conpany all together.

If the two conpani es nmerge and you had only one such
entity to deal with, who would take nost of the rents? Well,
t he monopolist of the bottleneck would take enough of the
represents that a |lot of these research ops were actually
gi ving serious consideration to shutting down abandoni ng
their research and so on, so the FTC stepped in and nmade a
solution for that problema condition of the nerger.

| nnovati on markets, |I'mnot going to talk about very
much at all because it's been taught to death. It really
doesn't matter in the vast majority of cases.

Rich Glbert in an article that he and | coaut hored
in the | ast year or so exam ned the Agency's nerger
chal l enges in the period before the guidelines and after the
gui delines, and | think we concluded that there were only
three of those nergers in which innovation markets really
made a difference as to whether the nmerger would be
chal l enged or restructured or not.

And | even have sonme doubts about those three, but we
had to tal k about sonet hing.

Alimting feature on use of innovation markets in
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antitrust challenge that | think really pairs this down to a
very small set of circunstances is the specialized assets or
characteristics to do innovation in this area need to be
scarce, and so if you're not a business in which any inventor
in his garage m ght cone fromleft field in disrupting kind
of market, this is probably not a good candi date for

i nnovati on market anal ysis.

And the only other subject | want to touch on briefly
is intellectual property as a defense in nergers of tangible
assets, and this has conme up in a nunber of cases nostly at
t he Departnment of Justice.

There was one, the Boston Scientific case, at the FTC
many years ago, one in which it was raised as a defense but
di sposed of by the FTC, and a challenge did take place, but
here the question is when are conpetitors that appear to be
hori zontal conpetitors really non-horizontal conpetitors, and
the answer is where the patents, one of them are broad enough
in scope to really cover the activities of the other.

So that going back to what's your definition of
hori zontal, if there is no legitimte conpetition absent a
license, then at least it could be argued that there is no
real horizontal conpetition here, and a nerger ought to be
al | owed.

In the MIler case, this defense was exam ned and

rejected | believe. There are press accounts that a simlar

For The Record, Inc.
wal dorf, Maryl and
(301)870-8025

112



© 00 N o o b~ w N

N NN NN R R R R R R R R R R
A W N P O © O N o OO M W N B O

113
i ssue was at stake in the acquisition of TV Guide by Genttar,
and that case did not result in a challenge, and therefore
there are no real official materials that we can go by to
really judge what the facts were in that case.

But the nature of the defense at | east seenmed to be
that GenfStar's patents were broad enough that no rea
conpetition would be elimnated by the acquisition, and with
that | think we're done. | would be happy to stay and answer
any questions.

MR. POTTER: Are there questions, and if not we're
over our tinme, but I would Iike to thank both Bill and WII
who did a wonderful job this norning.

| know Bill in particular has been getting over a
cold, so he's had two hours of worth of throat problens.

| just wanted to say that once we got by this
fundanent al session, future sessions | think we'll have mnuch
nor e debate and di scussi on anong panelists, so you can | ook
forward to that as we go forward. And thank you very nuch.

(Wher eupon, at 12:41 p.m, the hearing was

concl uded.)
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