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MORNI NG SESSI ON
(9:30 a.m)

HEW TT PATE: Good norning. |'m
Hewi tt Pate, one of the deputies at the Antitrust
Division. 1'd like to welcone everyone today to
our hearing. Thank you all for coning.

It looks |like we've got a good group
here to hear what | think is going to be a
terrific panel on refusals to license. The title
of the programis Strategic Uses of Licensing:

I s There Cause for Concern About Refusals to
Li cense?

Before | introduce the program
somewhat, | want to especially thank Frances
Marshal | and Susan DeSanti fromthe FTC for al
their work in putting these hearings together
and personally thank Pam Col e, Sue Mjewski,
and Howard Bl unmenthal for helping with the
preparati ons today.

We're here to talk about as it's
nost usual |y described whether there is a tension

between antitrust and intellectual property, a
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tension that seens nostly to be discussed in the
context of the Ninth Circuit's Kodak case and the
CSU case fromthe Federal Circuit.

Those foll owed the Suprenme Court's
1991 decision in Kodak establishing contrary
to the am cus subnission of the Antitrust
Di vision that there could be market power in
an after-market for service of equipnment as to
whi ch the upstream sal es market was conpetitive.

That has led to what m ght be
described as a cottage industry of |SO
litigation. And that's produced a numnber of
opi ni ons.

The Kodak case fromthe Ninth Circuit,
about which you'll hear a | ot today, stands
generally for the proposition that a refusal to
license IP is presunptively okay, but that if a
plaintiff is able to show that the business
justification offered in support of the refusa
to license was a pretext, then antitrust
liability may attach

The Federal Circuit took a very
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di fferent view of whether antitrust liability
mght lie for a refusal to license, at |east an
uncondi tional refusal to license in the CSU case,
and went on to say in sonme dictumthat has been
t he subject of much discussion that antitrust
liability for a refusal to |icense could not
exi st except in the context of tying, fraud on
the Patent Ofice, or shamlitigation

We're going to talk today primarily
about unconditional refusals to deal. O her
sessions have dealt with licensing terns and
conditioning that are of interest in these
heari ngs.

I think as one of the papers for this
panel said, my own concern in listening to this
is not whether there is sone abstract concern
about licensing practices, but whether there are
really situations in which it would be
appropriate for Courts to impose antitrust
[iability.

| have some views on that. But from

the Division and the FTC s perspective, we're
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here today to listen to a terrific panel

Among the questions | think that will be very
interesting to have discussed is this underlying
question of whether there is a difference between
| P and other forms of property for purposes of
applying the antitrust |aws.

Certainly as it's described in
litigation you often see argunents made that of
course IP is different because it's nentioned in
the Constitution, whatever that would nean, or
because it is a right to exclude as though that
necessarily inplies that IP is different from
ot her forns of property.

There are other ways in which it
m ght be though. Certainly the statutory scope
of a patent right deserves exanmi nation. And if
Congress defines the scope of a patent right in
a way that differentiates it from other property,
that's sonething that obviously deserves
consi derati on.

Secondly, | think we have sone wel

qualified panelists who will discuss whether



10

11

12

13

14

15

16

17

18

19

20

21

22

there is an econonic difference between the
two forms of property, whether the ease of
reproduction of intellectual property, at

| east intellectual property of sone forns,
is a differentiating factor

Anot her question is whether there
are situations or what situations there are where
t he owner of any type of property whether [P or
otherwi se really does have a duty to refrain
from unconditional refusals to deal

Aspen Skiing is a case that's nuch
di scussed. But of course there was a prior
course of conduct. And | think it will be
interesting to hear fromthe panel as to what
situations there are where a bl anket and
uncondi ti onal refusal to deal should raise
antitrust concerns.

What about other forns of intellectua
property, trade secrets and copyrights, for
exanple? |'Il put aside trademark which | think
of as a type of IPthat's really for a different

pur pose than the ones we're concerned with.
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The two main cases deal with patents,
and those seemto be the predonmi nant formof |IP
that's discussed. But is there a reason that
trade secrets or copyrights should be subject to
a different form of analysis?

| think it would seemodd to
nost people to inmagine a Court requiring the
di scl osure of trade secrets. |1s that because
there really is a difference between trade
secrets and patents as it relates to antitrust
| aw?

O if it is odd to think of a Court
conpel ling that, does that call into question the
extent to which a required license is needed in
t he patent context?

And how are Courts to admi nister
di scl osure of trade secrets, for example, if
that -- if the principles of a required duty to
deal obtain there? Even in the patent context
sometines the use of a patent requires underlying
know how and trade secrets, trade secret

di scl osure perhaps.

10
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Woul d under the Kodak anal ysis, for
exanpl e, there ever be a claimthat the service
personnel of an | SO have an antitrust entitlenment
to training fromthe equi pnent manufacturer?

And finally I'Il end with this. |
wonder how big a problem or how fundanental a
problemis this? The question gets posed as one
of a fundanental tension between antitrust and
I P.

Is it that, or are these cases really
just an outgrowth of the Suprene Court's Kodak
deci sion and the Supreme Court giving a green
light potentially to the establishnent of
antitrust liability in a situation where that
hadn't been thought very |ikely before?

Maybe another way to ask that is
whet her the Division was right in 1991. So with
that let me turn the program over to Pam Col e who
wi | | handl e some housekeepi ng i ssues and then
i ntroduce our panelists.

PAM COLE: Good nmorning. Yes. | get

to handl e sonme housekeeping issues. | hire
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sonmebody at hone to do that, but I'mgoing to do
it here. Let me just talk alittle bit about
just sone basic nuts and bolts issues.

We're in the Geat Hall of the Justice
Department, as |'msure you are all aware, which
means that in order to | eave this roomyou need
to be escorted. W do have paralegals in the
back of the room wearing green nanme tags, and
they will escort you wherever you need to go.

If you need to make a phone call, you
should go up to the seventh floor. | guess cel
phones don't work here. And they will escort you
up to the seventh fl oor

The timng of this is such that we
are going to end the norning session at noon,
have about an hour and a half break for |unch
reconvene at 1:30, and then end the session at
4: 00.

For the sake of the panelists in terns
of the microphone, if you can talk right into the
m crophone -- and it nmay not conme on until a few

seconds after you pull it close to you. So it

12
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will be working. You just need to wait a little
bit of tine.

Let me just nmeke sone introductions
of the panelists. M nanme is PamCole. [|'m an
attorney with our San Francisco office of the
Justice Departnent, and it's great to be here in
Washington, D.C. 1've been here since |ast week
at the spring neeting, so |'m eager to get hone.

To my right is Ed Polk. He's with the
U.S. Patent and Trademark Office. And to Hugh's
left is Sue Majewski. She is an econonist with
our econonmics group here at the Antitrust
Di vi si on.

And to her left is Gail Levine with
the Federal Trade Conmi ssion. These are the
representatives fromthe government. [|'m now
going to go through and nake introductions of our
panelists. |'mgoing to make introductions in
the order of their presentations. W drew straws
and Jonathan G eklen gets to go first.

Jonathan is -- first of all let nme say

that when | introduce the panelists, | certainly
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cannot do their biographies justice in terms of
t he extensiveness of their qualifications. But
for the sake of tine |'mjust going to nake sone
short introductions.

| also want to say personally that
after are viewing all of the panelists'
presentations | really appreciate the amunt of
wor k and thought that all of you have put into
these presentations. And | sincerely nean that.

| never thought that refusals to
license could be as interesting as all of you
have made it in your presentations. And | think
this is really going to be a fun panel

So Jonathan deklen is a
partner at Arnold & Porter in Washington, D.C
Jonat han served as counsel to Xerox in the In
Re: I ndependent Service Organi zations antitrust
litigation case. That's nore comonly known as
the CSU case. And obviously that case is going
to be subject to extensive discussion in today's
sessi on.

Next up will be Chris Sprigman. Chris
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served as -- Chris is currently counsel at King &
Spaul di ng in Washington, D.C. Prior to joining
the firm Chris served as appellate counsel to the
Antitrust Division of the Departnment of Justice.
In both capacities Chris has focused on the
intersection of antitrust law, intellectua
property, and conpetition policy.

Following Chris will be Ben Klein.

Ben is a professor of economics at UCLA. He is
an internationally recogni zed expert in antitrust
economics, intellectual property, contractua
arrangenents, and industrial organization

Presenting with Ben will be John
Wl ey. John is a professor of |aw at UCLA where
anong ot her things he teaches antitrust |aw and
intellectual property. He is published widely in
both of these areas.

Next up will be Ashish Arora. He is
an associ ate professor of economcs and public
policy at Carnegie-Mellon University. His
research centers around the areas of econonics of

t echnol ogi cal change, managenent of technol ogy,

15
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intellectual property rights, and technol ogy
i censing.

Fol l owi ng Ashish will be Paul Kirsch
Paul Kirsch is a nei ghbor of mne and also a
partner at Townsend and Townsend and Crew in
San Francisco. Paul's practice includes both
intellectual property and antitrust. And he
extensively represents the antitrust plaintiffs.
Paul is one of the attorneys who represented
Intergraph in the Intergraph versus Inte
antitrust and intellectual property litigation.

Carl Shapiro will be next. Carl, for
t hose of you who don't know him which |I'm sure
many of you do, is the Transamerica Professor of
Busi ness Strategy at the Haas School of Business
at the University of California at Berkeley.

He is also is director of the
Institute of Business and Econom ¢ Research
and professor of economics in the econonics
departnment at UC- Berkel ey. Professor Shapiro
al so served as deputy assistant attorney genera

for economics in the Antitrust Division of the
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U S. Department of Justice during 1995 to 1996.

Following Carl will be Jeffrey
MacKi e- Mason. Jeffrey is the Arthur W Burks
Prof essor of Information and Conputer Science and
prof essor of econom cs and public policy at the
Uni versity of M chigan

He has testified as an expert
econom st in numerous antitrust cases and was the
expert for the plaintiffs in both the Kodak and
I ntergraph refusal to deal cases.

Following is Mark Whitener. Most
inmportantly it is Mark's birthday today. Mark is
antitrust counsel for Ceneral Electric. Before
joining GE Mark served as deputy director of
FTC s Bureau of Conpetition where he supervised
the FTC s non-nerger enforcement in matters
i nvolving intellectual property and other issues.

Mark al so supervised ne when | was at
the FTC, so | get to ask him sonme hard questions
today. Mark also worked on the intellectua
property guidelines while he was at the FTC

Final ly Doug Mel anmed who is not here

17
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yet -- hopefully he will be arriving later. But
I want to talk a little bit about Doug. Doug is
a partner in the Washington, D.C. office of

Wl nmer, Cutler & Pickering and co-chair of the
firms antitrust and conpetition policies group

Prior to joining the firmhe worked
for the Antitrust Division of the U S. Departnent
of Justice for four-and-a-half years including
his nost recent position as acting assistant
attorney general

And anot her inportant housekeepi ng
matter. Please make sure to save nme one
chocol ate croi ssant back there. O herw se you
can help yourselves to any food and drink that
you woul d |ike.

The way that this is going to go
today is that we're going to have Power Poi nt
presentations, various types of presentations.
We're going to have discussion about the
presentations, questions and answers.

We' re hoping that the panelists

because they are really so inpressive wll

18
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nostly gui de the di scussion.

And what |'d like the panelists to do
is after a particular presentation if you have
a comment or question about the presentation, if
you could just turn your nane tags on their side
like this. And we will call on you for your
qguestions or comments which will hopefully
facilitate discussion.

And | think that is about it. So why
don't we start with Jonathan. And, panelists,
you're free to go up to the -- if you're doing
a Power Poi nt especially, you should go up to the
podi um or whatever you want to do.

JONATHAN GLEKLEN: I'd like to thank
t he Departnment of Justice and the FTC for having
these hearings. |It's an inportant topic, and
it's one that |'ve basically built nmy entire
career on. |I'mJon deklen. 1'ma partner
at Arnold & Porter.

And |1've been working on the Xerox | SO
litigation since the sunmer of 1992 when | was a

sunmer associ ate. So the first disclainer is
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I don't stand here representi ng anybody's vi ews
ot her than nmy own, not Arnold & Porter's, not its
clients, not even Xerox's.

Pam asked ne to start out by tal king
alittle bit about the Xerox case and the facts
and the decision and what to nmake of it, just
to clarify what the case is and isn't about,
sonething that | admit is hard to do by reading
the Federal Circuit's decision

|'ve done this in nore detail in an
article that's available in the back, and it wll
be up on the website. But the short facts are
Xerox mekes, sells, services copiers and
printers.

And CSU, Copier Services Unlimted,
was an | SO, an independent service organization
that serviced those copiers and printers.
Starting in 1984 Xerox unilaterally decided that
it was no |onger going to sell parts to |SGCs.

It later decided not to sell software
as software becanme nore a conponent of the

copiers and printers it was selling. Xerox
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didn't agree with anybody. It was a conpletely
uni |l ateral decision. Xerox unlike Kodak didn't
agree with its custoners that the custonmers would
not supply parts or software to |SGCs.

Customers were free to and in fact
did buy parts from Xerox and sell themto | SGCs.
Xerox sinply unilaterally decided we're not going
to sell parts to | SOs except to the extent that
they are also end users. There was a cl ass
action litigation. Xerox settled it in 1994 by
agreeing to sell parts to I1SGCs, directly to |SOs.

And everybody ended up getting the
same prices and the sane quantity discounts, with
a single exception which was the U S. Navy which
had a cooperative service agreenent w th Xerox
where Xerox serviced the copiers while they were
in port and the Navy serviced them when they were
out at sea

CSU opted out of the settlenent of the
class action and filed their own |awsuit. CSU
chal l enged a couple of things. They chall enged

Xerox's past, pre-'94 refusal to sell parts and

21
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license software and Xerox's current '94 and
thereafter pricing, saying that those were al so
excl usi onary.

And CSU s theory was basically the
Kodak theory. Xerox has a parts and software
nmonopoly, and it is leveraging that nonopoly to
obtain or maintain a nonopoly in a market for
the service of Xerox's copiers and printers.

Like |I said, their only conduct at
i ssue was unilateral. The only clains were
section Il clainms, no section 1 clains, no
tying, no concerted refusal to deal. Xerox
counterclai med patent/copyright infringenment plus
some trademark and state | aw cl ai nms.

And Xerox's argunment was that CSU
had used infringing parts, these third-party
parts vendors had sprung up, they nade parts that
i nfringed Xerox's patents, CSU bought and used
t hose,;

And that CSU had essentially stolen
di sks cont ai ni ng di agnostic software and upgraded

di agnostic software, had reproduced that software
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by installing it on copiers and printers, and
then infringed the copyrights again by using the
sof tware whi ch was unlicensed.

The nice thing about the Xerox case
is that it's a pure |law school case. There are
essentially no disputed issues of fact at the
end of the day. CSU conceded that all of their
injury was attributable to Xerox's refusal to
sell or license patented and copyri ghted
mat eri al s.

Basically they said there's no
but-for causation; if we can't get the patented
phot oreceptors and the patented and copyri ghted
di agnostic software, we're out of business; so
the only thing that matters is the patented
stuff. CSU conceded the infringement of the
patents and copyrights.

And their only defense was a nisuse
defense. So the remmi ning issues, as | said,
were pure questions of law. And there are
basically three of them

Can a pure unilateral refusal to sell
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and |icense software or parts covered by patents
and copyrights violate section I17?

Can, quote, unquote, high prices,
what ever that means, violate section Il because
it's anticonpetitive conduct? And can this past
refusal to sell or the ongoing high prices be
m suse?

The District Court -- if you go on
Westlaw, you'll see that there are literally a
hal f dozen District Court decisions on sumary
judgment and various notions for reconsideration
But after you parse the various District Court
deci sions, you basically get to four key
hol di ngs.

One is that unilateral refusals to
deal are neither anticonpetitive under section |
nor inequitable conduct or whatever the

standard would be for mi suse. High prices for

intellectual property are neither anticonpetitive

nor m suse.

The nunber of markets, antitrust

relevant markets affected by a refusal to |license

24
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is irrelevant. And the IP holder's intent
underlying its refusal to license is irrelevant.
Ni ce, clearcut.

The Federal Circuit, well, they
affirmed, and that we can understand. And the
rest of their decisionis -- you know, it's a
mess. It's confusing. Nobody can really
understand what it neans.

I'"d like to say that the right way to
read the Federal Circuit's decision is that they
affirnmed the District Court and to ignore their
| anguage which just doesn't make any sense. ||
concede that.

The decision -- you know, they don't
cite the hel pful precedent. Believe ne, we cited
nore cases on point than the Federal Circuit
managed to find.

The Federal Circuit's decision focuses
on whether I P was used to obtain nonopoly power
outside the statutory grant without actually
saying, well, what is the statutory grant.

And then it comes up with sone
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exceptions to the right to unilaterally refuse

to license which don't make any sense so -- as
Hugh Pate said, tying, fraud on the PTO and sham
litigation. Well, tying is not a unilatera
refusal to deal. So tying is not an exception

to your right unilaterally to refuse to deal

Fraud on the PTO, well, that doesn't
meke any sense because if you committed fraud on
the PTO you don't have valid IP. So there is no
valid IP that you have refused to |license. And
then the | ast exception is also wong | think,
sham litigation. This just doesn't make any
sense to ne.

You coul d engage in shamlitigation
and the shamlitigation itself m ght be unlawful,
but that doesn't -- it's not clear to ny why the
underlying refusal to deal should be unlawful.
Think of the hypo of a plaintiff -- |I'msorry.

An | P owner wants to make sure
they get Federal Circuit jurisdiction because,
God knows, they don't want to be in the Ninth

Circuit. So they say we're going to file
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a patent infringenent claimthat we know
is meritless because we know they are not
infringing. And you get antitrust counterclains
based on your past refusal to deal

If you satisfy all of the elenents,
that shamlitigation mght in fact be an
antitrust violation. But | don't see why that
shoul d make the underlying unilateral refusal to
deal unlawful. And that's inportant because the
measur e of danmages nmmy be very different.

Your antitrust injury fromthe sham
litigation, your danages are basically your cost

of defending the suit. Your injury fromthe past

refusal to deal could be mllions or, according
to CSU s econoni sts, hundreds of mllions of
dol | ars.

So | think it is an inportant
di stinction, and the Federal Circuit's decision
just doesn't nmke any sense. So, as |'ve said,
think the right way to read the Federal Circuit's
decision is that it's limted

I'"ve witten this article basically
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addr essing Chairman Pitofsky's or former Chairman
Pit of sky's concerns that he expressed in | guess

two speeches and in an article. One concern is,

you know, the Xerox decision could -- or people
call it the CSU decision. | call it the Xerox
deci si on.

It could be read to say that selective
licensing is always lawful, and that depends on
what you nmean by selective licensing. |If it's
tying, that's not a unilateral refusal to deal
But if you pick your licensee, that | think is
a unilateral refusal to deal

And the Federal Circuit is not the
first Court to decide that in the Xerox case.

O her peopl e have chal |l enged sel ective licensing.
You gave my conpetitor a license. You didn't
give ne one. And Courts have said that that's

I awf ul .

Condi tioned |icenses, again tying
or exclusive dealing, that's not a unilatera
refusal to deal. | don't think the Xerox case

touches it. Price fixing, the exanple Chairmnman

28
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Pitof sky gave is, you know, there's essentially
a price fixing or a vertical price fixing
conspiracy with a licensor and its |icensees.

And you term nate sonmebody who breaks
with the price fixing conspiracy. The underlying
price fixing conspiracy is unlawful.

The termination may -- it seens to ne
irrel evant whether the term nation of the guy
because he breached -- he didn't go along with
the price fixing conspiracy, whether that's
l awful or not doesn't nmeke a difference.

And fraud on a standard setting
organi zation just seenms to nme |ike the sham
litigation. |It's the underlying fraud that's
the anticonpetitive conduct. The subsequent
unil ateral refusal to deal, whether or not that's
unl awful really doesn't make a difference.

Let me talk briefly about why | think
the Federal Circuit got it right in Xerox though,
as | say, you wouldn't know why from reading the
opinion. | think it is conpelled by Suprene

Court precedent. And it is in fact consistent



10

11

12

13

14

15

16

17

18

19

20

21

22

30

with every lower Court's decision except for the
Ninth Circuit's.

I think the result is conpelled by the
| anguage in the legislative history of the patent
act. And finally I don't think there are any
good alternatives to the rule that the Federa
Circuit came up with.

The Suprene Court has been consi stent

that a patent or copyright conveys a right to

refuse to deal. Leave aside the issue of whether
that can be antitrust -- cause antitrust
liability.

I've put the cases up on the
Power Poi nt from cases from Conti nental Paper Bag
t hat exclusion of conpetitors is the very essence
of the right conferred by the patent, to Dawson,
to Stewart which is a copyright case.

You know, the copyright owner has the
capacity arbitrarily to refuse to |icense one who
seeks to exploit the work. So I think we have
common agreenment that the IP |laws thensel ves

convey this right. So the question is: Wat
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And | think the Suprene Court
precedent though not specifically addressing
the unilateral refusal to deal point is pretty
consi stent that if conduct is authorized by the
IP laws it doesn't violate the antitrust |aws.

So there's the fampus Sinpson dicta,
the patent laws in pari materia with the
antitrust laws and nodify them pro tanto.

To translate that into English, the
patent laws and the IP law -- and the antitrust
| aws address the same subject. And the patent
laws nodify the antitrust |laws as far as they,
that is the patent laws, go. And | think the
Suprenme Court was clearly saying patents are
different.

In Sinpson they were distinguishing
U.S. versus General Electric. They said there
we said -- you know, everybody nmay agree the
decision is wong now. But they say in U S.
versus Ceneral Electric we said resale price

mai nt enance is lawful. But that was a patent
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case. And patents are different.

So | think Sinmpson clearly stands for
the proposition that the Supreme Court recognizes
that there are differences where the IP | aws give
you rights.

Preci sion I nstrunment Manufacturing,

Uni ted Shoe, you know, a patentee's exercise

of its right to exclude others fromuse of the
invention is not an offense against the antitrust
act. Admittedly none of these cases were
directly addressing a unilateral refusal to

deal

But there are | ower court cases that
do. And those are with the exception of the
Ninth Circuit pretty consistent. SCM versus
Xerox, this is really the same thing as an | SO
case now.

Xerox had patents on parts that it was
refusing to license to an equi pment conpetitor
not a service conpetitor. SCM was an equi pnent
conpetitor, exactly the sane issue.

The Court says Xerox's refusal to
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license the xerography patents was pernissible
under the patent |aws and therefore does not
give rise to antitrust liability. You' ve got the
Mller case. |If you lawfully acquire your IP you
don't violate section Il by maintaining that
nmonopoly by refusing to |icense.

And there are other |SO cases: Data
Ceneral in the First Circuit, Service & Training
in the Fourth Circuit. Like | said, |I think it's
not just the case law. It really is the patent
act. 217(d)(4) in the 1988 anendnents to the
patent act | think is the nost directly on point:

No patent owner otherwi se entitled
torelief for infringenent or contributory
i nfringement shall be denied relief or deened
guilty of misuse or illegal extension of the
pat ent by reason of having done one or nore of
the following, and then listing refuse to license
or use any rights to the patent.

Now, all of that |anguage other than
refuse to license or use any rights to the patent

was there in 1951. So the relevant |egislative
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history is the 1951 | egislative history. And the
Antitrust Division opposed that original 1951 |aw
saying it would carve out an area in which the
antitrust |aw does not operate.

And then it's not on the Power Point,
but if you look at the legislative history WI bur
Fugate who testified for the Antitrust Division
said, quote: The proponents of the bill indicate
that such a result is contenplated in the
| anguage of 217(d). So that's the legislative
hi story of the original act.

You' ve got the 1980 amendment which is
just add one nore type of conduct onto the |ong
list that already existed of things that were not
m suse. The sponsor, Representative Kastenneyer,
says what we're doing is we've got SCM that's
good law;, basically we want to codify that |aw
Look at the | anguage.

The | anguage is repetitive if
antitrust clainms are covered. Msuse or illega
ext ensi on, unless that nmeans misuse or -- misuse

which is not usually the way we interpret
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statutes, the | egal extension has to nean
somet hi ng el se

And finally, you know, barring nisuse
is pointless if the sane conduct violates the
antitrust |aws.

I f Congress intended to say you can
do this and still have your patent enforceable,
if the sane conduct violates the antitrust |aws,
plaintiff is entitled to an injunction saying you
can't do this anynmore. So it would be pointless.

Let me then turn to basically what's
the alternative. Well, you have the |everaging
t heory which conmes out of footnote 29 in Kodak.
What are the problens with this? First of all,
it is not clear to ne that anybody who espouses
this has really been serious about this one
mar ket, two market thing.

Even CSU basically said, you know,
you can refuse to |license Kodak in the equipnent
mar ket, but you can't refuse to |license us. And
I don't think there's any principle there other

than there is a special rule for 1SGCs, and the
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antitrust laws don't create special rules for
| SCs.

The other problemis it reads the
right to use out of the patent act. [P is always
used in a market other than the market for the
IP. We nay sell software in the -- sel
di agnostic software, |license diagnostic software
in the software market.

But the diagnostic software is used
in the market to service the copier. Oher
probl ems, every refusal to deal case becones a
mar ket definition exercise. How do you properly
define the markets, which means outside the
Second Circuit you can never win on a notion
to di sm ss?

And it's real hard to win a market
definition point on summary judgnent which neans
that all of these cases go to trial. And finally
I don't think there is any case |aw support for
it. Footnote 29 which is -- in Kodak which is
the precedent that everybody cites for this, it

is a footnote about tying.
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tying. And it was in a case that doesn't involve

intellectual property although IP was |ater an
i ssue in the Kodak case. The record before the
Suprene Court is crystal clear. It's in the
brief that Kodak did not raise its IP rights.
And the plaintiffs actually said, you
know, we asked Kodak do you have any IP rights,
and they said no. Another alternative: Well
let's just treat patents |like any other kind of
property, no special rule for IP. So we can
apply the sanme rules that we use for regular
property.
So there's the intent test from
Col gate and Lorain Journal. And pretext is |ike

the intent test, and that's the Ninth Circuit's

test. The intent test conmes fromthe fanous |ine

from Col gate which starts out: |In the absence of
any purpose or effect to create a nonopoly, you
have a right to refuse to deal

The problem here is that intent is

nmeani ngl ess. The purpose of IP is to exclude.

37



10

11

12

13

14

15

16

17

18

19

20

21

22

38

It kind of doesn't make any sense to say you
refuse to license your IP with the intent to
excl ude peopl e because that's the right that
Congress gave you. Look at professional rea
estate investors.

This is what the precedent says. To
condition a copyright upon a denonstrated | ack
of anticonpetitive intent would upset the notion
of copyright as a limted grant of nonopoly
privileges. Continental Paper Bag, you may
refuse |license without question of notive. Again
we have the high cost of enforcing IP rights.

Remenber that every infringenent case
is implicitly a refusal to license case. |If you
had licensed in the first place, you know, you
woul dn't have an infringenent case. You can't
win a notion to disniss. You have sone bad
docunents; it shows bad intent.

You | ose summary judgnment or you don't
get past sunmmary judgment. Essential facilities,
you know, to quote Francis Ford Coppola or Joseph

Conrad, you can take your pick: The horror, the
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Why anybody woul d want to extend the
essential facilities doctrine beyond the very
narrow range of cases hopefully in the distant
past to which it's going to apply is beyond ne.
| recogni ze that the precedent is anbi guous,
reject it as a matter of law in SCM where the
plaintiff cited OGter Tail

Some District Courts have rejected
it. Oher Courts seemto have assuned that the
essential facilities doctrine could apply but
just chose not to apply it. 1It's got the sanme
practical problens as the intent test.

You have the Federal Circuit's rare
cases, quote, unquote, where you won't frustrate
the objectives of the copyright act. They give
the exanmple of unlawfully acquired IP. | don't
know why you should have antitrust liability for
refusal to deal there as opposed to antitrust
liability for the unlawful acquisition.

And it's hard to think of any

ot her exanpl es ot her than unlawful acquisition.
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Renmenber, if unlawful refusals -- if refusals to
deal are unlawful, so are high prices. | put up
this nice quote from CSU s chairman because it is
so entertaining:

We're prepared to give Xerox 200 to
300 percent mark-up. W would ask the Court to
say that a 200 percent to 300 percent mark-up
over an objective standard with respect to cost
is a sufficient margin for anybody, including
| adi es' dresses.

| don't think we want the Courts
treating IP the same as | adies' dresses. How do
you figure out what's an unlawfully high price?
It's perfectly rational for the IP owner to
charge his indifferent price; | would have nmade
this nmuch profit if | had refused to |icense

It's theoretically rational for the
licensee or the putative |licensee to pay
anything -- any fee up to 100 percent of its
econonmic profits. How do you show that that's
exclusionary or bad intent? | don't think

there's a workable way of doing it.
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And again if high prices are | awful,
what benefit do we really get from barring
refusals to license? |f you can choose any price
and we're not going to have the Courts inquire
into the price, howis the world a better place,
bottom | i ne?

The deci sion theoretic approach
it"s in a recent Antitrust Law Journal article
that analyzed tying. Basically how many fal se
positives, how nmany fal se negatives? This
to me suggests a rule of per se legality.

If we agree that there are at nost
very limted and at the at |east no circunstances
under which a unilateral refusal to license
shoul d violate the antitrust laws -- and there
are real costs to false positives in terms of
| ost incentive to |icense.

And there are even costs for true
negatives of defending the case. There are rea
costs here. And | don't see any significant
benefits, nodest benefits at best unless we're

goi ng to have the Courts governi ng what you
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I close by saying, |ook, the antitrust
laws are a blunt instrument; you have treble
damages; you've got the cost of litigation. |
recogni ze that there are areas where we may al
agree that refusals to license are a rea
probl em

What |'d suggest is the remedy is
not trebl e danages and attorneys' fees and
turning the plaintiffs' bar loose. But if it's a
probl em have Congress enact statutory conpul sory
licensing as they have done in certain
ci rcunst ances under the copyright act.

Then you don't face trebl e damages.
Everybody knows what the rules are. Everybody
can follow the rules. Thanks.

(Appl ause.)

CHRI S SPRIGVAN: Hi. Jon G eklen and
| begin in agreenent which is that the only clear
part of the Fed. Circuit's decision in Xerox was
that the Fed. Circuit affirned a District Court

hol ding that allowed a unilateral refusal to dea
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and basically declared it i mune fromantitrust
[iability.

VWhat interests a |lot of antitrust
| awers and what alarnms sonme of themis not that
bit of clarity. |It's the relative sea of nurk.
And | wanted to spend a little bit of tine
expl oring sonme of the nurk.

First of all, the question arises
whet her the Xerox holding is linmted to
unilateral refusals to deal or whether it applies
nore broadly to other kinds of refusals to deal
refusals that are the result of agreement.

And the reason this concern arises in
| arge part is because one of the exceptions to
the holding that the Federal Circuit noted was
tying. Tying agreenments conme outside of the
Xerox rule of per se legality. Well, tying isn't
usual ly unilateral or usually thought of as
uni | at er al

And so that raises the question, well
if they noted one condition that cones outside of

the rule, what about all the other kinds of
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conditions that appear in |licenses, the kinds of
conditions that we see analyzed in the agency's
| P guidelines, for exanple, exclusive dealing
provisions that tie out conpeting products from
di stri bution;

O non-conpensat ory di scount
structures of the type that Professor Ordover
analyzed in an article that have no conpensatory
points along their curve and therefore are seen
as non-profit maxim zing at any point and a
sinmpl e foreclosure device;

O grant backs, especially broad and
excl usive grantbacks that have potential effects
on innovation incentives and create antitrust
concern for that reason.

Now, these are provisions in |licenses
that you see fromtinme to tinme. They are
generally subject to rule of reason anal ysis.
Are these provisions |left out of the exceptions
to the Xerox rule? Probably not. | don't think
that's the right readi ng of Xerox.

The Solicitor General filed a brief
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when the Supreme Court asked for his views saying
that they don't think that's the right reading of
the case. But it's not so clear that it isn't.

And there's a District Court of
Northern California in March of 2000, an
opinion in the case Townsend versus Rockwel
International that basically used a |esser
included rights rationale to say in effect that
if in fact you as a patent hol der have the right
to refuse to license, you have the right to
pretty nmuch do anything else short of that.

You have the right to put conditions
into licenses without fear of liability. The
District Court didn't nmention the right to fix
prices, but one would question whether in fact
that is a lesser included right within the right
to refuse to license. | don't know if the
District Court would go even that far.

The case essentially involved patents
relating to 56K nodem t echnol ogy, and there was
an infringenent suit and a counterclaimin that

i nfringement suit that alleged that there in fact
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had been an agreenent to |license only on the
basis of licenses that included conditions of
cross-licensing and other fornms of reciproca
deal i ng.

The Court essentially ignored the fact
that there was the allegation of an agreenent and
said, well, the licensor can do what it wants as
a |lesser included right. [I'mnot so sure that
Townsend can be bl amed on Xerox. But there it
is nonetheless. It shows that a readi ng of Xerox
that is quite broad is out there in the world.

It's available to other Courts.
Interestingly enough the Solicitor General's
brief which cane after the Townsend opi nion
didn't nmention the Townsend opinion. | don't
know what that suggests. But it's sonething
that's worth noting.

This raises the question | think of if
we assune for a nonent that unilateral refusals
to deal are really the territory of the Xerox
case -- if the territory is broader than that we

have real problens. But assunme for the noment
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that unilateral refusals to deal is the territory
of the Xerox case.

Is that narrower rule of nore or |ess
per se legality for a refusal to license right?
Wel |, Jon deklen said and ot hers have said that
it kind of has to be definitionally because the
patent is a right to exclude, and a refusal to
license is nerely an exercise of the right to
excl ude.

That mekes sense in a kind of
tautol ogical way. But think for a nonent about
what the right to exclude actually is. [If you
| ook at other forns of property, the right to
exclude is an essential part of what we think of
as property generally, your house, your store,
your factory.

Much of your ability to enjoy and to
make noney from that asset stens from your right
to excl ude.

And general ly although refusal to dea
laws are in the area of sone doctrinal confusion

and concern, especially with respect to the
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essential facilities leg of it, we generally
think that your right to refuse to deal in
tangi ble forns of property runs out where your
refusal to deal liability begins.

The Xerox rule essentially says that
IPis special in sone sense. Now, this is a view
that | think contains some assunptions that are
interesting and I want to tal k about just for a
monment. The agency's | P guidelines don't say
anyt hing definitively, but they do have sone
portents.

It's been noted many tines that the
| P guidelines essentially say that intellectua
property is property. Well, property, the right
to exclude incident to other fornms of property
doesn't give you per se imunity froma refusa
to deal liability. WeIlIl, why mght the right to
exclude for IP be different?

Well, there's a couple of argunents.
First of all, it's the only right. Your right
granted in the patent act is the right to

exclude. There are other rights incident I
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suppose, the right to transfer that patent to
your heir or to an assign. But the right to
exclude is really the key right.

As well the right to exclude is said
to be the basis for the incentive to innovation
That is what Congress was really getting at in
the patent act. [|'Il talk alittle bit nore
about that in a mnute.

It's worth noting though that in
terms of the idea that the right to exclude is
the only right incident to IP, well, the question
| suppose is even if it is the only right how far
does that right go? Does it include the right
essentially to exclude up to and past a point
that antitrust liability would normally begin?

Jon d ekl en nentioned the Suprene
Court opinion in Sinpson versus Union Gl. This
is interesting. | did an English translation too
of what they said.

And | think when | did the English
translation | concluded that the best thing that

one could learn fromthis opinionis that a rule

49



10

11

12

13

14

15

16

17

18

19

20

21

22

shoul d be inposed on judges that if you are going
to say something in Latin, don't say it, because
what's been said here doesn't say anything about
the extent to which the patent |aws nodify the
antitrust laws in this particular area.

To the extent that the patent |aws
and the antitrust laws relate to the same subject
matter, the Suprenme Court says the patent |aws
nodi fy the antitrust laws to that extent or as
far as they go. Wll, how far do they go? How
far does the right to exclude go?

The Supreme Court has nerely raised
the question and hasn't given any kind of an
answer. One way of looking at this is |aws
in pari materia, as the Suprenme Court said
general ly, shoul d be harnoni zed.

There's a canon of construction that
says they should be harnonized. And that would
suggest -- although mldly because canons of
construction point both ways. They point al
ways.

But it would suggest mildly that to
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the extent we're worried about the scope of the
right to exclude it should basically extend only
so far as the right to exclude extends for other
forms of property. And that antitrust liability
for refusals to deal is quite narrow and, as
we' |l discuss later, should be retained.

Jon also talked a bit about the 1988
patent act amendnents, the Patent M suse Reform
Act. And this piece of legislation basically
renoves frommsuse liability refusals to deal

The question is whether the additiona
| anguage m suse or "illegal extension of the
patent right" also neans that antitrust liability
for refusal to deal is renmoved. Well, a few
thi ngs can be said about that. One, the
Solicitor Ceneral's brief pointed out that
it's the Patent M suse Reform Act.

It doesn't apply on its face to
antitrust. The Solicitor General's brief also
poi nted out that antitrust exenptions are
disfavored. And if this is an exenption or an

attenpted exenption, it wouldn't be an explicit
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one. It would be an inplicit one.

I think nore pertinently and focused
on the | anguage, illegal extension of the patent
ri ght sounds |ike msuse. There are a nunber of
cases in the Federal Circuit and el sewhere where
m suse is defined as broadeni ng the physical or
tenporal scope of the patent grant with
anticonpetitive effect.

The focus is on the use of narket
power that stens froma patent to gain |everage
a nonopoly or sonething |ess than that, in sone
ot her market or in some other product that's
outside the scope of the grant, whatever that
m ght be in an individual case.

So the | anguage basically to ne sounds
i ke Congress is saying sonething once and then
saying it again which is not all that unusual
Now, if the right to exclude in the patent act
doesn't extend, isn't conplete, and doesn't rule
out liability for refusal to deal, what is the
test?

The essential facilities doctrine, not
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too prom sing as Jon pointed out. There are not
too many recent cases. It's been -- the doctrine
itself has been picked apart pretty thoroughly.

But there is refusal to deal liability
unrel ated to essential facilities that focuses on
t he conduct at issue and asks whether, first of
all, alicensor or a property owner generally has
nmonopol y power and whet her the conduct that's
bei ng examni ned invol ves sone sacrifice of profit
that woul d otherwi se be available to a | awf ul
nonopol i st or to a nonopolist, period, through
exerci se of ordinary nmonopoly pricing.

The idea essentially is that a
nonopolist is free to charge nonopoly rents,
that a nonopolist is free to do the thing that
nmonopol i sts usually do which is to constrain
output and raise prices, but that a nonopolist is
not free to sacrifice profit in order to further
constrain output and raise price potentially for
t he purpose of foreclosing conpetition down the
l'ine.

And the Ordover/WI1lig articul ation of
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this test focuses on as one prong the promnm se of
recoupment |ater. But that elenent of recoupnent
is not always articulated in the test. The test
is profit sacrifice explainable only really
through its effect on conpetition

A couple of things to say about this
test. First of all, it's narrow. The plaintiff
has to show that the defendant has nonopoly power
in sonme relevant narket. And the plaintiff has
to prove profit sacrifice in the particular way
that the test articulates which is a fairly
difficult thing to do.

It was done in the Mcrosoft case, but
it won't be done | don't think that often. This
rai ses the issue now of renedies. |If you're
going to have refusal to deal liability based on
this narrow test if you find a refusal to dea
violates the test, what do you do about it?

That's a difficult question because
there is no prescription in the antitrust |aw
agai nst charging a nonopoly rent. But a renedy

woul d ordinarily involve a compul sory |icense of
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some kind in order to license. And that gets a
District Court or some other Court into the
busi ness of regulating the price of a license.

Wel |, one possibility is that if there
is a course of licensing with other |icensees who
seemfairly simlar to the would be |icensee, you
could essentially inpose a license on sinmlar
terns and a simlar price.

But | think as we are going to hear a
bit later, that creates a problem by preventing
some efficient price discrimnation. This is a
tough issue. | think we'll talk a bit nore about
this.

But there's one possible approach
which is to allow -- to delay renmedies and to try
to get parties to bargain, as has been put in the
shadow of the liability finding. That nay be one
way to try to set a price, not a perfect way, but
per haps worth di scussion

| want to come back to innovation for
a nonent. One of the reasons that the right to

exclude is often said to be conplete, to rule out
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antitrust liability, is that if it weren't we'd
have hel pful effects on innovation and the
incentive to innovate which is the thing that
the patent laws are trying to provoke.

The sinple rule that nore exclusion
equal s nore innovation | think is probably
sonmething we can get rid of pretty quickly. And
there's been a lot witten on this, and there are
several reasons to think that there is no sinple
equi val ence between excl usion and innovation

A nore exclusionary patent regi ne of
course does potentially raise the incentive for a
pi oneer. But follow on technol ogi es which may be
very inportant for the comercial useful ness of a
product may be disincentivized if the power of
t he pioneer to exclude is set too high

That's a relatively narrow concern. A
br oader concern is whether innovation incentives
are sufficiently sensitive at the kinds of
mar gi ns we're tal king about of narrow refusal to
deal liability that we can reliably say across

i ndustries that there is going to be any
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There's an interesting article that |
recommend to you by lan Ayres and Kl enperer in
the M chigan Law Review in '99 that hel ps to make
t he point about why we m ght want to consider
refusal to deal liability as being potentially
hel pful and good policy.

Ayres and Kl enperer coin a termthe
stationarity intuition which they apply to an
i dea that small restrictions on the scope of the
right to exclude may in fact be good policy
because they reduce sonewhat the patent holder's
profit but reduce deadwei ght | oss by a | ot nore.

And al t hough they don't nention
refusal to deal liability as a candidate for
carrying their nodel into effect, | wonder
whet her it m ght be.

Just a bit to close on what the
stationarity intuition is. Under Ayres and
Kl enperer's nodel they imagine a small narrow ng
of the scope of the right to exclude such that

the price goes fromP-Mto P-prine.
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The right to exclude is sonmewhat
narrowed. And the quantity goes up fromQMto

Qprine as a result because the nonopolist has

| ess power over the price. The profit loss from

this small narrowing of the right to exclude is

the area B minus the area A. The nonopoli st

| oses revenues by a lower price on current sales.

The nonopol i st then gains revenues
on additional output. And conpare that to the
relief fromdeadweight | oss fromthe sanme nove
which is the area described in B plus C which
is larger under a lot of different assunptions
than -- by a lot than the profit |oss.

The point that Ayres and Kl enperer
meke is that, over relatively small adjustnents
to the scope of the right to exclude, socia
wel fare may often go up. The incentive to
i nnovate may be unaffected or it nmay change a
little bit. It's hard to say. But this is a
trade-of f that we should desire.

So to sumup, the argunent -- the IP

argunent that the right to exclude is conplete is
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an interesting argunment, but it's based on sone
assunptions that may not be correct.

And refusal to deal liability in a
regi me where the right to exclude is not conplete
but is in fact linmted by a narrow antitrust
refusal to deal test may in fact increase socia
wel fare markedly. Renedies is a continuing
concern. | think we'll talk nore about that.
Thanks.

HEW TT PATE: |f there are panelists
who have questions, as Pam nentioned, go ahead
and put up your nane tag, and I'll |ook forward
to getting to those. Let nme start with one which
| indicated in my opening remarks. | have a
sense that a lot of this litigation takes place
in the | SO context.

And that's not surprising since in the
Suprene Court Kodak case there seens to be an
approval of the notion of liability for extending
a patented parts nmonopoly into the service
mar ket. And not surprisingly where there's

Suprenme Court precedent like that litigation is
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likely to foll ow.

For Jonathan or for others, do you see
in your practices or in litigation a nove toward
a nore general assertion of the notion that there
is aunilateral obligation to deal on certain
terms? The Townsend case has a little bit
different fact pattern. But what experiences
have people had with this?

JONATHAN GLEKLEN: The reality is |
have built an entire career on defending either
the Xerox case or cases that | think are -- you
know, you can draw anal ogies to the Xerox case.

| mean |'ve done what | think is
really the sane issue for Intel and for Genera
El ectric, literally the sanme issue in an | SO
case for Ceneral Electric.

And | think Intergraph as Paul will
talk about is at some | evel a question about your
right to refuse to deal. So I think it's out
there. And it's -- you know, it's a big target.

As | tell people when |I'm

counseling clients, even if you think you have



10

11

12

13

14

15

16

17

18

19

20

21

22

61

a 90 percent chance of winning, if you're facing

a 10 percent chance of $200 mllion in liability

and you can settle the case for $10 nmillion, you
shoul d settle the case for $10 mllion. | think
the plaintiffs' bar recognizes that as well. So

it's out there.

HEW TT PATE: O her comments? |[|f not,
Pr of essor Kl ei n?

BENJAM N KLEIN: | think you' re right
that these cases have to do with 1SOs. But the
question | would like to ask -- and |I' m obvi ously
maki ng a comment by asking this question -- is
let's assunme that we have the sane fact pattern
except there were no | SOCs.

Let's assume that a manufacturer of
equi pnent had a warranty which included al
service when they started. So as an econom ¢
matter, we really have the sanme situation, that
consumers cannot buy service from anybody ot her
than the equi pnent manufacturer

I'"d like to ask the panel or anybody

in the audi ence whether they would think -- ny
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reading of the law is that there basically would
be no antitrust problemw th that.

GREG WERDEN: That's probably a
mnority view. Mst antitrust |awers say
it's atie. 1've asked themthe question

BENJAM N KLEIN: Ckay. Let me hear
a case that has to do with that where a firm
clearly doesn't have market power in the
precontract market |ike Kodak or Xerox or anybody
el se. To show an illegal tie obviously you need
mar ket power in the tying good market.

| maintain that you woul d never go
down the road that we've gone down in this case,
not just because we don't have people to bring
the case that have been alleged to be hurt, the

| SOs, but because it would not fit into the

category -- in the usual category of an illega
tie.

And it certainly -- | think what is
basically involved in these cases is -- at |east

initially in terns of the Suprenme Court case is

a hol dup, that you need a change in the policy
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where |1 SOs are put out of business.

HEW TT PATE: Carl?

CARL SHAPI RO |'ve been invol ved
mysel f in a nunber of these | SO cases: Kodak
Si emens, Verian Equipment. And | think there is
a common fact pattern that is very attractive to
private plaintiffs. The 1SOs are smaller. They
tend to be appealing to the Jury as opposed to a
| ar ge corporate defendant.

There is this notion of these separate
mar ket s, which they probably are separate
mar kets, a various parts market versus a service
mar ket. The patent -- the IPis all in the parts
ar ea.

And a nunber of these conpanies
have for whatever reason adopted policies or
strategi es where they are taking a nunber of
their profits through the | abor mark-up rather
than just the parts. So it makes it attractive
for service people to leave, to try to set up
their own business, and then they need the parts.

So there's kind of a conpl ex of
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situations here, and of course all follow ng
the Supreme Court's '91 decision which opens up
|l ook, this is an area that | ooks like tying is
a real possibility here.

It looks like after-market power could
be real. And of course the Jury can understand.
Hey, | want to get ny car serviced and | don't
want to pay the dealers the high prices for the
parts. So there are a | ot of conponents here.

But | think, you know, a |ot of that
has been driven by notions of tying and | everage
which is sonewhat distinct fromthe core issue
before us today which is sinply unilatera
refusal to deal

And one of the interesting things
about the Kodak case is after it was remanded
as a tying case it transforned into a tota
unilateral refusal to deal case once the tying
clainms were dropped. But still of course the
plaintiffs prevailed there.

HEW TT PATE: Well, in CSU itself

the reservation is made of the question of a
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unil ateral refusal to deal that goes beyond
the statutory grant.

| wonder if in the unilatera
bl anket refusal context any of the panelists
have comrents on what it neans to go beyond the
statutory grant. That seens to be a key question
here.

CHRIS SPRIGVAN: Well, there are
a couple of possibilities. The beyond the
statutory grant |anguage suggests | think what
the Xerox opinion |ater makes clear, that the
Xerox Court feels that the right to exclude is
conpl ete.

And so it only makes sense to have
antitrust liability for refusals to deal that
have sone effect outside the statutory grant.

Now, | think for antitrust purposes
that would nmean in sonme other rel evant market or
a refusal to deal that has innovation effects
that woul d prevent conpetition at some tine when
the relevant | P has expired.

I think that's another possibility.
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And that sounds a lot like, for example, what
you see in sonme of the m suse cases that concern
grantbacks. But very little was articulated to
speci fy what the Court neant. So that's by way
of a guess.

JONATHAN GLEKLEN: | actually -- |
have a different view | think what the Federa
Circuit nmeans by the statutory grant is the right
to make, use, or sell an itemthat is within the
clainms of the patent.

So if you've done nothing nore
than refuse to allow others to nake, use, sell
i mport, offer for sale something that is within
the clains of the patent, you are not beyond the
statutory grant.

There is actually a case. It's an old
Tenth Circuit case which says you have the right
to prevent others from making, using, selling.
But what you can't do is make a contract that
goes beyond that or that conditions that.

So really tying is outside the

statutory grant because you are doi ng somet hi ng
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nore than exercising the rights granted by the
patent. Price fixing is beyond the statutory
grant.

But if you just say you can't neke,
use, or sell sonething that infringes the clains,
| think you're within the statutory grant though
I will concede that the Federal Circuit doesn't
say that. | just think that's what they nust
have neant.

DOUGLAS MELAMED: This is anticipating
what 'l be saying later. A lot of the
di scussion we have heard and will hear has to
do with the |likelihood that a unilateral refusa
to deal m ght be anticonpetitive.

That in large part raises the issue
of the so-called one monopoly profit problem
and a variety of other problens.

I"'min the canp of those who think
that a unilateral refusal to deal is rarely
anticonpetitive in an antitrust sense, although
| think it's clear fromthe literature and

think it's clear fromcases that there are
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situations in which a unilateral refusal to
deal can indeed be anticonpetitive.

The question is not whether
unilateral refusals to deal are likely or
unlikely to be anticonpetitive; it seems to ne
whet her intellectual property should be treated
differently fromother things that one m ght
refuse to deal

I think this issue of within the
statutory grant denonstrates the difficulty of
goi ng down the formalistic path of trying to draw
these kinds of lines. | don't know what that
nmeans.

Surely it wouldn't strike ne as
sensible to say that if you are in a |l everaging
situation you can state a claimthat is not
i Mmune fromthe antitrust |aws.

But if, for exanple, you are in a
M crosoft situation and Mcrosoft had chosen to
do in Netscape sinmply by not disclosing its APIs
to themclaimng they were copyrighted, that

t hat woul d somehow be i mune from antitrust
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assault because after all that was within the
intellectual property, namely protecting their
nonopoly in operating systens.

I think what that | anguage neans
however is an intuition that | believe to be very
central to intellectual property law and | know
with a greater confidence to be central to
antitrust |aw

And it is an intuition that says
you can exploit whatever power you have if
it's lawfully obtai ned whether it's through
intellectual property or simply skilled foresight
in industry.

You can charge nonopoly profits. You
can probably, as Ben Klein will say |ater today,
price discrimnate to maxim ze your profits.

But what you m ght -- nust -- what you
may not do through a tie-in, for exanple, which
is not permtted under the IP |laws or some
ci rcunst ances under the antitrust |aws, what you
may not do is sacrifice profits for the strategic

obj ective of gaining power beyond that which you
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i ndustry, in antitrust parlance, or by the
intellectual property that you owned in
intellectual property parl ance.

And | think that nust be the intuition
behi nd that kind of |anguage whi ch doesn't
ot herwi se make nmuch sense if you try to translate
it into the formalistic question of what is the
scope of the patent and what market does the
patent give you rights in and those kinds of
guesti ons.

HEW TT PATE: If that's the test, is
there inplicit a requirenment of recoupnent, do
you think, a requirenent that the plaintiff show
recoupnent as likely?

DOUGLAS MELAMED: Yes, in theory.

Now, whether there is an appropriate area in the
law to presunme recoupnent w thout having to prove
it is a second order question. But in theory,
absol utely.

HEW TT PATE: Jeff, do you have a

conment ?
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JEFF MACKI E- MASON:  Yeah. This is
probably nostly a question to Jonathan. It's
really a puzzle |'ve had that cones fromthe
i ssue about things being within the statutory
grant. As an economi st |'ve been trying for sone
years to figure out what that nmeans, and | know
I'"m not there yet.

I wanted to raise a couple of
hypot heti cal s, one of which -- well, both of
whi ch probably sound a bit farfetched but as far
as | can tell are not ruled out by at |east
Jonat han's and many people's interpretation of
the Fed. Circuit in Xerox.

And that is it sort of -- it starts
with Kodak because one of the things the Ninth
Circuit had to deal with in Kodak, which was a
puzzling situation for it |I think and it's one of
the reasons that Kodak is different in sone ways
fromthe other cases, is that very few of the
parts that were involved in Kodak actually had
pat ents.

There are argunents about that. But
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sonmething |ike 65 to 100 out of 10,000 parts had
patents. And there was never any allegation that
those -- well, | shouldn't say that, and Carl
will argue with ne.

But the case did not revol ve around
the criticality of those parts the way it did in
Xerox where the parties basically admtted that
those parts were the crucial parts. So, you
know, a question arises: Is it really the
intellectual property that's being used or
protected?

I nean after all the ISCs weren't
maki ng parts in conpetition. They were really
just acting as agents for the custonmers and
installing parts on behalf of custoners.

So the hypothetical | want to raise
and just hear reaction from Jonathan or anybody
else is what if Xerox patented the design on
a washer, Xerox or anybody, and attached that
washer to all of its other parts, just glued it
on, had no functional use, but they attached it?

Does that now nean that all of their
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parts are protected by patent and they don't have
to sell any of them because of that? O, and
even perhaps nore extreme -- |'mnot sure
actually if it is close to the Fed. Circuit
decision. But a nore extrenme exanpl e:

Suppose they had sonme copyri ghted
text on the packaging in which the parts were
di stributed? Does that copyrighted text and the
right to protect their copyrighted text nean that
they don't have to sell the parts because there
is copyrighted text on the packagi ng?

I nean these are a little extrene,
but there is really a question: Wat is being
protected in these cases?

JONATHAN GLEKLEN: It's a clever
hypot hetical, and | think it raises an inportant
issue. | think the law has given us a way to
deal with that though which is the law of tying
and the related | aw of predatory innovation

I want to buy the part w thout the
pat ented washer. You refuse to sell it to ne.

You have no good reason to refuse to sell it
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to me. O sonebody did the hypo, you know,
| inscribe a short, original poemon each of
ny parts.

Your refusal to sell -- you have
no good reason for linking the stupid patented
washer to the valuable yet unpatented part,
though 1'd al so wonder whether you could
really have market power in that part that's
of significance to the antitrust |aw because
sonmebody el se could design the part without
the stupid patented washer

HEW TT PATE: | suppose by using the
washer you nmeant to nmeke it a stupid washer. |'m
not sure if that's true.

But if it is true, | guess the Baird
case | believe it is fromthe Federal Circuit
suggests that, you know, a change in design that
really doesn't have any function may not be quite
the same thing as a really val uabl e washer that
got added to a | ot of other parts that were, you
know, not patented.

JEFF MACKI E- MASON:  Yeah. | did nean
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it to be a stupid washer. And obviously there's
possi bly sone answer although |I shudder at the

t hought of trying to litigate and deterni ne

whet her particul ar design decisions -- | nmean it
actually isn't that stupid a hypothetical in the
sense that in many of these cases it wasn't the
whol e device or unit that was patented.

It was sone piece of design or process
wi thin the device. And whether or not that was
essential is unclear. And | think actually,
Jonat han, to have the narket power despite the
stupi d washer probably is there. Kodak did in
its parts, and nost of those had no patents
i nvol ved.

And for that matter mpst of Xerox's
parts didn't either, and they probably had market
power in those parts even though those weren't
the ones that were critical to the technicians.

HEW TT PATE: O her comrents on the
hypot heti cal ?

BENJAM N KLEIN: The part, the stupid

washer may serve no technol ogi cal function. But
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it my serve a legitimte econom c function that
it permits the IP holder to efficiently collect
for the value of the IP which is sonething that
coul d expl ain what happened in Baird.

| mean it might be very difficult for
an | P holder, for exanple, sonebody that has --
| forgot what that case was, sone kind of biopsy
gun or somet hi ng.

And they were clearly using the
needl es as a way of netering the demand for the
gun. And people were com ng in and arbitraging
the situation and putting their own needl es on
t here.

And it's not clear to me that it's not
proconpetitive and efficient to allow the firm
to prevent sonebody from doing this because it's
not permtting the IP holder to actually coll ect
for the use of the IP and -- although this is
obvi ously not what the Court said.

And there's obviously a whole
conti nuum of cases here. But | would maintain if

the firm doesn't have market power in the biopsy
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gun that they should be allowed to try to collect
for the IP in any way that they find economcally
efficient.

And if you prevent it, they're just
going to have to move to a less efficient way of
doing it including raising the price of the
bi opsy gun, and then doctors that use very little
of this are not going to be able to buy it,
et cetera, et cetera.

So | think we have to | ook at it when
we say that the innovation doesn't serve any
function. W should not just be looking at it in
the technol ogical way that it's not serving any
function. It might be permtting the |IP hol der
to collect efficiently for their property.

HEW TT PATE: Okay. Well, that may be
a good place to stop. | know netering is going
to be an issue we're going to discuss |ater
today. We're scheduled for a fifteen-mnute
break. So let's go ahead and take that and
reconvene right around 11: 00 hopefully.

(Recess.)
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HEW TT PATE: We're going to resune
the norning session now with a presentation by
Prof essors Klein and W ey.

JOHN WLEY: Good norning. |'m John
Wley. Wth ne is Ben Klein. W' re from UCLA,
and we're very pleased to be here. W're here
to tal k about this conflict that Hugh Pate
i ntroduced and that the speakers and di scussants
have covered in quite a bit of detail so far

This pair of cases is conventionally
t hought of as an antitrust/intellectual property
conflict, the conflict between the Kodak case
whi ch was obviously a plaintiffs' judgnent for
some numnber of dozens of nillions of dollars.

It wasn't a col ossal case, but a few
dozen mllion here, a few dozen nillion there,
pretty soon we're tal king about real noney.
There was an intellectual property defense
attenpted by Kodak, the defendant, and it
flopped. The Ninth Circuit said it was pretext.

So in contrast to that case is the

Xerox decision. And of course that was a
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striking defense judgnent. There the defendant
tried to deploy an intellectual property defense
and did so to great success. It worked like a
charm So it seems |i ke we have a conflict here.

And i ndeed we do for intellectua
property and antitrust |awers. The cases are a
puzzle for antitrust cops |like the Federal Trade
Commi ssi on and the Departnment of Justice. The
cases present a puzzle: what to do about this
pair of cases.

They are particularly enbarrassing
I think not only because of the rather direct
conflict. The facts aren't identical, but they
are pretty darn close. So there's a striking
conflict, we submt. And, noreover, the |osing
party in this pair of cases was that well known
phot ocopi er nonopol i st Kodak.

Excuse ne. |'ve got to go Kodak this
docunent. Would you pl ease Kodak that for ne?
Well, so the one who ended up losing is not the
firmthat's traditionally thought of as the

mar ket | eader in photocopiers. So the conflict
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is all the nore intense.

Now, our position is that to consider
these cases as an intellectual property antitrust
conflict is to m sperceive the key issue. It
is indeed true that nost people tal k about the
antitrust intellectual property conflict in these
cases. But we think these two cases are actually
about sonething else entirely.

To enphasi ze the intellectual property
angle we say is the wong perspective. Rather
we say that in fact the two cases are in a
prof ound way about antitrust treatnent of price
di scrimnation. Now, you can't learn that from
| ooking at the cases. The cases never tal k about
price discrimnation.

And there's a reason for that. The
| awyers in the case never tal ked about price
di scrimnation, and there's a reason for that.
The reason for that is mstaken antitrust
hostility to price discrimnation

Antitrust cases in the past have

damed price discrinmnation as a legitimte
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busi ness justification in dicta, and it is those
cases we say that are to blane for the confusion
in this area.

So our basic position is that the rea
problemin this area is not one of intellectua
property policy. It is this old antitrust dicta
about price discrimnation. And that's what
really needs to be fixed.

Price discrimnation or nmetering,
as it's been called this norning, is often a
reasonabl e and entirely proconpetitive way to
collect for the use of val uable property, any
ki nd of property, not just intellectual property.

So really these cases we think are
about sonet hing other than what the doctrine says
they are about. So we would like to turn to the
basi ¢ econom cs of what's going on in these cases
to understand the real conflict.

And for this I'"mgoing to ask Ben
Klein to tal k about the economics of price
di scrimnation and the practices in these cases.

BENJAM N KLEIN: | guess you've heard
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my story already about how refusals to dea
enable a firmto price discrimnate. And price
di scrimnation is used here as an economni st uses
price discrimnation.

This is not in the Robinson Patnman
sense, but in the econom c sense just that there
are different custonmers or custoner groups.

And you can earn different economi c margins by
charging differential prices relative to the
costs of servicing those two groups.

And t he usual econom c anal ysis
is that the people that use a product nore
i ntensively, the higher service users, probably
have a greater willingness to pay. They have
a greater all or nothing value that they are
willing to place on the package. So you want to
charge the nore intensive users a higher price.

And one way to separate out the users
and charge the nore intensive users a higher
price is to collect it on an after-market product
like the service

So this is just, you know, the razor
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bl ade strategy. And the interesting econonic
question is if you want to neter after-market
demand why don't you just put it on the parts.

Put an up-charge on the parts and
therefore, the people that use the equi pment nore
i ntensively and need nore repl acenment parts are
the ones that will end up paying a higher price.
And | guess there's nothing nore on that slide.

But the reason that it nay not be
profitable to put it on the parts, put the
up-charge on the parts as an efficient nmetering
device, is that the firmmy want to price
di scrim nate across consuners in a numnber of
ot her ways, like by the type of service they
purchase, whether they want, you know, repair
service within 3 hours or whether they are
willing to wait 24 or 48 hours.

You al so may not to charge |arge
users that service their machi nes thensel ves very
| ow prices because those are probably the npst
know edgeabl e custoners and probably have the

nost elastic demands. And it seens |like there's
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evidence in these cases that in fact the
self-service prices were relatively | ow

And t herefore you don't want
to collect it as an up-charge on the parts
pri ce because then you woul d be charging the
sel f-service custoners too high a package
price. And in addition there's sone variable
proportions. | hope |I don't use too nuch jargon
her e.

But there is a trade-off between parts
and service that if you jack up the price of the
parts people may just service the nmachine nore
intensively and not need to repair it and replace
the parts as frequently.

So for all these reasons it may be
econonmically efficient to collect it in the
after-market for the service. Now, the problem
John and | say, is that this is okay except in
the case law -- and it's not really that
important in the case law. There are a few
di ct a.

But it's nore a nmgjor part of
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antitrust scholarship that price discrimnation
has a bad rap. And in particular there are two
characteristics of price discrimnation that are
considered bad: One -- and this is by far the
nost important that nmesses things up -- that
price discrimnation is evidence of market power.

And t he best quote we can find for
that was in Fortner Il where the statement is
something like price discrimnation inplies the
exi stence of power that would not exist in a free
market. And the second bad rap is that price
di scrimnation has bad econonic effects.

And this one, it's nore difficult to
find in the case record, but we found sonething
in Jefferson Parish that's in our paper that
tal ks about the social costs of permtting a
nonopol i st.

It assunmes the first thing, and
then it says if you let a nonopolist price
di scrim nate you increase the social cost
associated with that. So let's go through

these things one at a tine.
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The first bad rap, that price
discrimnation is evidence of market power,
it's pretty obvious to an econonist that price
di scrimnation is not evidence of market power.
It's only if you think of conpetition as the
perfectly conpetitive benchmark.

But once you have differentiated
products, just about every firmcan price
discrimnate. And every firmhas a negatively
sl oped denmand curve, and they can therefore
possibly increase their profits by price
discrimnating. And | always -- | never
know what exanple to give ny cl asses.

| nmean this -- price discrimnation is
all pervasive, and really just about every firm
does it. | usually talk about manufacturers of
products in a grocery store where they have very
smal | market share. Sone of these people are
gi ving out coupons and giving discounts to sone
peopl e and not di scounts to others.

But clearly people are not price

takers like in the textbook econoni c npdel of,
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you know, the wheat farmer. But probably the
best example is -- | decided is -- John and |

that we have negatively sloped demand curves, and
we can price discrimnate. |In fact some people
m ght say we're doing that today.

But | don't have to worry about if
| increase ny price a dollar for ny consulting
servi ces that ny demand goes to zero. And if
I want to, | do have the ability to price
di scrim nate.

And the key thing here, the key
anal ytical point is that the ability to affect
your own price, that is the ability to have
i ndividual firmpricing discretion over what
you're going to charge, does not inply the
ability to affect the market price.

Even though | could figure out
what consulting rate I'"'mgoing to charge for
my services and if | want to | can price
di scrimnate, | obviously have no ability to
i mpact the market for consulting services. |

have a trivial market share. And anything I do
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wi || have absolutely no effect in that market.

So maybe | should -- | thought there
was sonething else on that slide. Let nme just
say before | go on to bad rap two that this is
the problemthat causes nost of the difficulty,
just being able to assune that if you see price
discrimnation it's evidence of market power.

And it's not only why firms can't use
a netering defense as an efficiency rationale for
how to collect for their intellectual property
and other property, but it actually is perverse.
It goes the other way.

And when the Kodak case went back on
remand to trial, actually there was no | onger
this assunption that the Supreme Court had that
there was no precontract market power. And there
was a whole -- Jeff can talk about it because he
was there if he remenbers the facts.

But there was a whol e debate about
when Kodak had market power. And the plaintiff
| SCs actually used the fact that Kodak was price

di scrim nating as evidence that they had nmarket
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Court was concerned about, but actual precontract
mar ket power because they were chargi ng custoners
different prices.

And the defense had a very difficult
time. The exanple that they finally used to show
that market -- that price discrimnation is not
evi dence of market power is they used novie
ticket pricing. |'mnot sure that was the best
exanple. But that was the exanple they used.

They said, | ook, there's senior
di scounts. There's children's prices. There's
all this other stuff. But it's -- you're going
up -- you're clearly going uphill if you want to
say that price discrimnation is part of a norma
conpetitive process even though we think it is.

The second probl em about price
discrimnation is that price discrimnation
i mplies econonmic cost. And price discrimnation
clearly does not necessarily have social costs.
Price discrimnation in fact can often be good

for consuners. There's this casual notion that
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price discrimnation is good for the firm

It increases its profitability.
But it's not good for the public. And that is
generally not true as a general proposition. And
there are plenty of circunmstances where the tota
quantity goes up or doesn't change. And in
particular in many circunstances there can
be an increase in the user base.

This is a way -- without price
di scrimnation sone markets and some consumers
may not be served at all. By lowering the
equi pment price low intensity users who woul d not
purchase the package if the equi pment were priced
hi gher get the opportunity to use it.

So it increases the user base. And
t he usual effect because it increases the firms
profitability is it increases the incentive for
the firmto innovate.

So the general proposition that
there's this trade-off between the short
run or static inefficiencies when you have

price discrimnation against these |ong run
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efficiencies increasing the incentives to
i nvest are not necessarily there. And | guess
| should -- how many nore slides do we have?

Let nme just say one nore thing.
There are sone exanples where a refusal to dea
is not just an efficient way to collect for
your intellectual property, and it nay have
anticonpetitive effects.

| personally believe that those
cases are extrenely rare, the cases where the
firmis using it to create a barrier to entry, to
mai ntai n the nonopoly, or to leverage it into a
mar ket where there are very | arge econom es of
scale like in the Wnston nodel .

But they certainly -- those nodels
certainly don't apply to these I SO cases. And
think it's easy to screen out those cases by just
havi ng sone ki nd of market share screen for the
firms.

Then it becones a question about how
do you define a rel evant nmarket and do you want

to say that Kodak has a nonopoly on the sale
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of Kodak copiers, or do you want to define a
reasonabl e market. John, do you want to finish?

JOHN W LEY: So the key question here
today is really: \What should the government do?
VWhat should the FTC, what should the Antitrust
Di vi sion do about this conflict in the case | aw?

And we say the follow ng: First of
all, let's be clear about what's going on in
these two inportant cases.

They are cases that are really about
price discrimnation where Kodak, where Xerox are
selling machines at a relatively |ow price and
then collecting additional fees based on service
and parts so that high intensity users pay nore,
low intensity users pay less. The cases are
about price discrimnation.

And the antitrust policy that is
hostile to price discrimnation forced Kodak to
submerge the true explanation for its conduct
and never to be candid about what it was really
doing. To be candid that, oh, yes, we're just

price discrimnating would be to invite virtually

92



10

11

12

13

14

15

16

17

18

19

20

21

22

93

a stipulation of liability.

So we proceed i mediately to the
question of, okay, now that you have told us what
you are doing, the only issue is how many dozens
of millions of dollars will you have to pay for
it. That's mistaken antitrust policy.

So the correct antitrust policy would
recogni ze that price discrimnation is okay, that
it's a valid business justification for a refusa
to deal. Now, if we acknow edge that's part of
the normal conpetitive process that you as
| awyers are price discrimnating, you don't
have a single rack rate necessarily.

Well, nmaybe you do in your firm But
you know of other firns where the sane | awer my
be billing one client at $400 an hour and anot her
client at $200 an hour. That doesn't mean that
that | awer is a nonopolist.

That's a common busi ness practice.

And it's not a bad business practice. That
justification should be valid whether or not the

case involves intellectual property. So Courts
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And it would be appropriate for the
hi gh prestige federal antitrust cops to intervene
appropriately, to look for cases that come up
like this in the future, and to intervene as
t he Federal Governnent often does to try to
eventual ly get the Suprenme Court to change these
Fortner and Jefferson Parish dicta that drive the
true explanation for these cases into hiding. W
woul d all be the better. Thank you very much.

(Appl ause.)

HEW TT PATE: We're going to continue
with Professor Arora's presentation. ['Ill throw
somet hi ng out not for discussion but naybe to
thi nk about after he concludes, which is whether
t he probl em John and Benj am n have di scussed
doesn't go beyond antitrust.

It seens to me that as a matter of
patent law -- | think of the Salt case -- there
may be problens with using netering froma m suse
per specti ve.

O even over tinme one formof price
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di scrimnation mght be to allow those who don't
have enough noney to pay the royalty sought by
the patent holder up front, but they could do so
over a long period of tinme that extended beyond
the patent term

The Suprenme Court nmkes clear that as
a matter of patent policy you can't do that. So
I don't know if that elicits any comment | ater
on. Maybe that's sonething we can address. But
Prof essor Arora's ready to go. Let's nove to
hi m

ASHI SH ARORA: Thank you very mnuch
I'"mvery pleased and honored to be here. |[|'ve
listened with great interest to the presentations
and read many of the submi ssions with a | ot of
interest in |large nmeasure because |I'm nostly
i gnorant about nmany of the detailed matters that
the fol ks who have presented before ne have
tal ked about .

My interests are primarily in
voluntary licensing. That's what nost of ny

research is in in economcs, in technology as
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an econom c commodity, and specifically as an
econom cal ly tradeable comodity.

So I'minterested in when
technol ogi es get traded, when they get bought
and sold, when and under what conditions and with
what consequences. And so I'Il tell you a little
bit about just a very brief coment on that.

That | eads to sort of the second part
which is frommy perspective it's natural to
think of intellectual property as any other type
of property. And | couldn't agree with Chris
nor e when he says, | ook, the right to exclude
is inmplicit in all property.

There's nothing particularly different
about intellectual property. However, froma
transaction perspective, so if you think about
doi ng sonet hing about a refusal to license, there
are sone interesting differences. And Hewitt
Pate nentioned sone of those. And I'lIl talk a
little bit about that.

So there's sonme good news, bad news

fromthe second bullet. The third bullet | guess
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you should put down to ny naivete which is sort
of fools rushing in where angels fear to tread
which is |'"mactually going to propose sonething
that works or m ght work and see whether -- how
many of you think this is a sensible proposal

As | said, | guess |I've got nothing to
| ose because | have no particular stake here. So
| believe it was Jonathan who said that IP is not
used in that market. And that's sort of partly
true. And nmany people sort of nmake clains of
this kind, that there's no market for technol ogy
or no market for innovation.

That's sort of true. But it's not
really in the follow ng sense. Based on whatever
data we could find, Mark Whitener and | have been
trying to estimate, get some sense of how big is
in fact the market for technol ogy.

So if you put together all the
di fferent deals where technology is changing
hands for money and you try to put dollar val ues
on that, it turns out it's not an insubstantia

nunmber. Qur best guess is it's sonewhere between
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30 and 50 billion dollars per year

And our data, | should point out, are
roughly 1990 to 1996 or '97. And obviously you
can qui bbl e about how one does it. But as order
of magnitude these numbers | think are pretty
sensible. And so fromny perspective, | think of
these trades as socially beneficial. They avoid
duplicate R & D

They pronote diffusion of technol ogy.
They pronote specialization and enhance the rate
of innovation. And so in that sense | have a
pro-1P bias, | think, of crisp IP. ['ve witten
a strong -- and | don't want to be held to that.

But certainly crisp, well defined
intellectual property is good. I|I'ma firm
believer in that. And a flip side, a sort of
benefit of market for technology is that sone of
the practical problens of pricing get easier when
there is a market for this stuff.

So as | said, | think of IP as any
ot her type of property right. And in passing

I should nention that if you have markets for
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technol ogy, then you can have market power in
those markets. And sonetines it's taken as
axi omati c that because you have a patent you're
goi ng to have a nonopoly.

I think that's highly overstated.
The typical case is you have substitutes. So
Prof essor Klein tal ked about differentiated
products, and | think that's a good way to think
about the market for technol ogy.

And | think the federal agencies have
been properly watchful about accunul ation of
mar ket power. And | think they are to be
conmended for that.

So this perspective then says |I'm
m scharacterizing the I P agai nst antitrust
chal l enge or sort of carving out separate things,
separate ways of looking at IP | find actually
di st ur bi ng.

And | find it particularly disturbing

because we're going to soon live in a world where

there's going to be IP sitting in lots of places.

There's going to be enbedded software in al
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And to carve out separately that goods
are going to be treated one way and IP is going
to be treated a different way is just going to
make | think a nmess.

Now, that said, | think IPis
different partly because it's not clear what the
scope of the property is and because it often has
to be bundled with other stuff. And this is -- |
guess ny take -- well, let nme back up

There are two outstandi ng exanpl es of
compul sory licensing in U S. history. They both
happened after wars, and they both dealt with
German patents and a variety of German industria
property.

And essentially German patents were
taken over and made available to U S. firns.
There is a lot to be |learned fromthat, and
that's not been sufficiently studied.

But one interesting thing was U. S.
firms found it extraordinarily hard to nake use

of the patents. It was very, very difficult.
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Partly this had to do with Gernman patenting
practices. But part of it was you need a | ot of
know- how and this know how had to be gotten in
vari ous ways.

And there are lots of exanples of how
U.S. firms went about trying to get know how.

And nmaybe at a different tine | can tell you sone
interesting stories about the use of sonething
that | ooked |i ke Super 301 except in reverse, the
U.S. trying to get intellectual property by
threatening trade sanctions.

Anyway, so what does this mean? Well
what this neans is conpul sory licensing is going
to be tough. How do you ensure that the know how
is being transferred? That's going to be a hard
probl em

Second, | think policy has to be --
has to allow flexibility in contracts. If we
want efficient transfer of technol ogy, the
know- how has to come along with the intellectua
property. And |I've done sone research on this

and ot hers have too.
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But basically bundling is one way, not
the only way, but it's one way in which you can
acconplish the successful transfer of know how
which is not patented and subject to sort of --
there's a greater danger of opportunistic
behavi or or of the buyer sort of not behaving
properly and so on.

So | guess in that sense this would
say, well, we should use conpul sory licensing or
sonmet hing that |ooks like that, you know, with a
great deal of caution because it's going to be
har d.

There are possibly related issues
where if you conpel people to license and this is
antici pated they may hold nore of the property
which is not patented in the form of know how on
the chance that you have a greater |ikelihood of
protecting that.

So let ne nove to the |last part which
is | suppose both -- well, this is a part that |
have nost fun doing because it's conpletely new,

And this is a part that nmay | suspect prove to
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be -- well, I'Il leave you to decide whether it's
useful or not.

So I'"'mgoing to just nmake sone
prem ses. There are cases in which refusal to
deal may reduce social welfare. There is not
going to be any special imunity just because a
thing is patented.

Incidentally, as | read the evidence
there seemto be sort of separate treatnents of
copyrights and patents which on one ground can be
defended that a patent is sort of a hard right.
You have a greater threshold to cross.

But since M. Polk is here from
the PTO, it's worth pointing out that at |east
according to sonme estinmates the probability
that a patent will be granted is in excess of
90 percent. And if those statenents are correct,
we' re approaching sonmething that | ooks like a
regi stration systemfor a patent.

And | confess the Patent Office's
greater drive to be nore custonmer friendly

worries me even nore because |I'm not sure they
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have correctly identified their customer. It is
not the guys applying for the patent al one.

Anyway, that's a -- | couldn't resist
since M. Polk is here. So |I'mnot even going to
try to give this -- ground this in any kind of
| egal doctrine or principle, and | ess forgivably
not even in a well worked out theory of
economi cs.

Basically | guess the idea is if --
what we are worried about with this refusal to
license is, look, if we inpose this there is
going to be reduced incentive to innovate versus
some sort of benefit.

One way of thinking about this is we
should try to have sone sort of comrensurability
or proportionality between -- we should have sone
sort of proportionality. And | guess one way to
begin is by saying, so why is the |icense needed.

My perspective suggests that there
are always substitutes. Maybe not the best ones;
maybe they are not perfect substitutes. But they

are usually pretty good substitutes.
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Unl ess we have sonething that's --
wel |, even take the strongest patents you can
think of, which is a conposition of nmatter patent
in chemcals. So DuPont had nylon. Well
| G Farben figured out a slightly different
version which is perlon, perfectly valid patent.

So that then leads to the question, so
why is the guy asking for a license in the first
pl ace; why doesn't he just try to invent around?
There could be two reasons for this, or at |east
two reasons.

One says, |l ook, the technology is
really superior. The alternatives are really
inferior. And so in that sense | think there's
no question. |If a technology is really superior
you probably don't want to conpel a license. The
patent hol der has truly sort of discovered
sonet hi ng usef ul

And 1'Il try to explain that a little
bit nore. The second reason could be that what
the patent holder is trying to do is |everage or

gain market power in a related market by
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exploiting some sort of standard.

And here |I"msort of building on a
very interesting article by Robert Merges. |It's
call ed Who Oms the Charles River Bridge, and you
can get it off his website at the UC- Berkeley |aw
school .

So this part, at |east the idea
of leveraging |I've learned fromreading that
article. And the principle | want to try to
i mpl ement is that the social benefit of the
i nnovati on should be comrensurate with the
private benefit.

So we want to |let the patent hol der
get rents fromthis market. But you should not
be allowed to | everage, quote, a very snal
property right into a very | arge market.

And let ne quickly tell you how to do
it and | can tell you the problens with it as
well. So the basic idea is what you think about
doing is you take the IP and you spin it off.

So you take the IP that's been refused

license, take it out as a separate firm and ask
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yoursel f what woul d be the value of the spinoff.
And |'m going to propose that that's at |east a
first reasonabl e order approxi mati on of what the
soci al value of this innovation is.

And if there is a big difference
between the estimated val ue of the spin-off and
the market that's being sought to be | everaged or
where this license is being refused, then you
say, well, why is this? |Is there a genera
conpl enmentarity, or is there sonething el se
goi ng on?

And if you can not find -- so this is
sort of |like the stupid washer exanple. |If there
is no sort of real reason for the washer to be
there, you might sort of | ook deeper. [|'m not
claimng that this is the conplete test. This is
one possible way of inplenmenting this.

I["'mrunning out of tine. So let ne
qui ckly just tell you what are the objections to
this because | believe the best defense is to
admt up front what the problens are. Yes, it

does -- it will inpair incentives to innovate.
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Yes, it is in conflict with the
doctrine that patents contenplate the right to
exclude. And, yes, it does run into the valid
objection that this nethod ignores legitinmate
conpl ementarities.

And, yes, there is the probl em of
the difference between the patent scope and the
mar ket scope. And, yes, it's not going to be
easy to do.

But this brings nme back to ny starting
point. When markets for technology -- if they
continue to grow, it won't be as difficult as it
m ght otherwi se be. Thank you very nuch.

(Appl ause.)

HEW TT PATE: Conments or questions on
these presentations? | guess personal privilege
for M. Polk here.

EDWARD POLK: | thought | may go
unscat hed here since we were tal king about
licensing. But just to make sure we are clear
the approval rate for the Patent Ofice is about

60 percent which is pretty nmuch in line with
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ot her countries.

I know an earlier speaker had
suggested 90 percent, but if | could draw
from M. Bush there with his fuzzy nmath, the
90 percent there.

Anot her point that M. Arora raised
which | think is a good point there is it seens
as far as the patent, the difference between the
patented property and the other property, it
seens that it nay be better antitrust policy or
even the whole conpetition that we're | ooking at.

It seems that a |lot of folks are
sayi ng that there should be somehow an al |l ow ng
of others to piggyback off of the patented
property. And if we're interested in
conpetition, shouldn't we be nore interested in
al | owi ng conpani es to design around, or if they
think the patent is invalid -- | don't know.

Maybe you can answer this. In the
Xerox case | didn't see any challenges to the
validity of the patent which, you know, that's

a way of getting around soneone refusing to
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license; invalidate their patent or go out and
make your own product.

And if there are any comments you
woul d maybe know the facts of Xerox that would
answer it.

ASHI SH ARORA: Could | just get the --
on the nunbers, this is an article by Qillan and

Webster. And the difference is in how you treat

continuations. Anyway, | have no particul ar
expertise. |If this is true, the 90 percent is
di st ur bi ng.

JONATHAN GLEKLEN:  Just so people
know, on the facts of Xerox there is no chall enge
to the validity of the patents. CSU conceded
invalidity and infringenment.

CHRI'S SPRIGVAN. On the issue of
pi ggybacki ng on others' patents, | take that to
be -- to relate to comments | nade about the
scope of the right to collude and comments t hat
Prof essor Arora al so made

I think it's inportant to state again

what's at stake here between a conplete right to

110



10

11

12

13

14

15

16

17

18

19

20

21

22

111

exclude and a right to exclude that extends only
so far as antitrust liability for refusal to dea
begins. This is not a huge difference. | think
though it's an inportant difference.

The question is what right to exclude
does the statute grant. Well, it's clearly
not -- it's not clearly one or the other. And
there are good | think reasons to think for
efficiency that the right to exclude should be
limted at the margin by refusal to dea
liability.

| think there's al so sonething el se
that's worth saying. 1've heard at a lot of IP
conferences anong the IP community the right to
exclude is tal ked about in this kind of totemc
fashion. What else could it be but the right to
exclude? Exclusion is the right.

Wel |, the Founders didn't see it that
way. |'mpitching ny own articles. But | wote
an article about the Copyright Term Extension Act
that you can find on find | aw.com sone weeks ago.

And there is a hyperlink to sone
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letters, sone correspondence between Jefferson
and Madi son when Madi son was trying to convince
Jefferson to tenper his hostilities to nonopolies
alittle bit and allow the Congress -- allow sone
authority for the Congress to grant limted
peri ods of exclusive rights for the purpose of
i ncenting innovation.

The Founders viewed IP with a
jaundi ced eye. And what's interesting about the
effort or the kind of assunption that the right
to exclude in IP is sonehow di fferent from
property is it turns the founding conception
about the purpose and scope of the |IP clause
in the Constitution really on its head.

HEW TT PATE: Doug?

DOUGLAS MELAMED: | just wanted
to pick up alittle bit on the notion of
di sproportionate | everaging from| guess
Pr of essor Merges, as translated by
Pr of essor Arora.

On the face of it | nust say |'mvery

skeptical both of the notion that there is sonme
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normative significance to the idea of |everaging
sonmething small into something big. |'mnot sure
what that neans.

It might be a very tiny thing that
actual ly has enormous val ue in enornous markets.
And the enpirical exercise of trying to spin off
the IP and then value it, | don't know how one
does that.

| don't know how one does it wi thout
| osing the potential for synergies if you
abstract it fromthe vertical integration and
so forth. But it seems to ne that with a very
slight tweak there is a potential in that idea.

And that is this: |If you inagine as a
m nd experinment that the intellectual property
has been abstracted from sone institutiona
setting and is now held by IP Co. for a licensing
or exploitation, its highest and best use, you
can then ask the question: What would IP Co. do
with that?

And you can conpare it to what

def endant has done with it. And that may
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illumnate the question, is defendant using it
strategically, not to maxim ze its val ue but
rather to achieve sone anticonpetitive or what
you woul d call some recoupnment payoff.

And that mght help identify those
i nstances in which the IP is being exploited in
an anticonpetitive way.

ASHI SH ARORA: | agree. That's sort
of what | had hoped to do in nmy slide ten, but
never got to it.

HEW TT PATE: One of the questions
that's been raised is whether the right to
excl ude ends where the duty to deal under
antitrust |law begins. |s there anybody who is
interested in taking a stab at the genera
guestion of when the duty to deal ought to begi n?

It was suggested to nme yesterday in
anot her context that if you | ook at the cases,
essential facility and otherw se, you don't
really find liability except where a firm was
dealing with others or was allowi ng others to use

the facility and then discrimnatorily declined
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to allow the plaintiff to do so.

And perhaps in those situations it was
clear that a profit maxim zing opportunity was
being et go in order to recoup profits after
elimnating a conpetitor later. Under what
ci rcumst ances woul d a bl anket refusal to dea
fromthe outset give rise to a duty to deal?
Doug?

DOUGLAS MELAMED: | think as a matter
of theory or principle whether there was -- had
been a prior practice of dealing that was
term nated or whether that was dealing and then
some discrimnatory or differentiated non-dealing
shoul dn't be necessary.

I mean | think in the AT&T case
don't know what the history there was. But it
woul dn't seemto ne that liability would have
depended on prior dealing by AT&T and M

On the other hand -- and therefore,
by the way, | think | disagree wi th Chairman
Pi t of sky who seens to believe that as a matter of

principle if you never deal you are in a safe
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On the other hand, you clearly have to
have a benchmark. You have to have sone way of
saying what are the terns on which one m ght have
expected this party to deal; what basis do we
have for thinking that dealing mght have been
profitable and mi ght have been practical and
m ght have been efficient?

And so in the absence of sone
benchmark in the experience of this defendant
dealing with sonmebody, if not the plaintiff,
sonebody, it probably would be a very unusua
case, maybe one like Oter Tail were AT&T
required regul atory oversight for the Courts to
feel that they had a sufficient benchmark. But
that to ne is a matter of prudence and
expedi ency, not one of principle.

MARK WHI TENER: Can | reply to that?
That's an interesting point because one of the
t hi ngs that happens | think when you acknow edge
that to have a neani ngful remedy you need sone

sort of benchmark is you start affecting behavior
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sinply by stating that rule.

So, for exanple, if an I P owner
is making the decision initially whether to
integrate vertically or to exploit their IPin a
particul ar area, they are now going to have to
take into account the fact that once they are
occupyi ng that space under sone statenents of the
|l egal rule they have taken on greater exposure
because now by occupying that space, by naking
what let's just assune for the nonment is an
efficient decision to exploit their IPin a
particul ar sphere, or let's say to |license sone
one, pure, non-comnpeting custoner, now they have
created a benchmark.

And so now you have gone froma
situation where you m ght not have had a
meani ngful renedy to one in which, well, you
have created now a standard agai nst which you are
going to be held and you are going to be required
to license

I just add that my general observation

about probably this whol e day and picking up on
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the last two presentations is | think that it's
going to be very interesting to hear as the day
unfol ds who can articul ate, you know, a

meani ngful standard for liability if in some
cases there is liability for a unilateral refusa
to deal .

And a standard that doesn't sinply
restate the boilerplate of exclusionary conduct
but that sets out at |east sone realistic
description of necessary or sufficient
conditions, to apply that standard to a refusal
I think it's a very difficult thing to do.

| think various people have taken a
stab at it. |'mnot sure anybody has succeeded.
And especially I'mnot sure anybody has succeeded
Wi t hout essentially requiring an after the fact
assessnment of, well, what m ght have been the
profit maxi m zi ng behavior for this | P owner
when they made the initial decision whether to
license, whether to exploit, and how to exploit.

JONATHAN GLEKLEN: Two points, both of

which are following up on Mark. And | think what
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he said is exactly right. The first is -- and
this came up -- | think it was an FTC

i nvestigation of a transaction that Mnsanto
was doi ng, basically reacquiring IP that it had
formerly |icensed.

And Denni s Yao concurred and then
wote an article about it. And what he said
is you have to be very careful that we don't
penal i ze people for making bad |icensing choices
and then trying to change their mnd, because if
you do that it creates huge incentives never to
i cense.

If I know that once | license | either
can't termnate the |icense or can't reacquire
the licensed IP or that that is going to be a
benchmark for what a reasonabl e person woul d have
done under an Aspen type test, a |lot of people
are going to just say forget it; |'mnot going
to do it.

Rel ated to the second point that Mark
said, I"'mwlling to agree in the abstract that

we can construct a nodel either, you know,
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spinoff to IP Co. or are we trading off
short-termprofits for long-term nonopoly profits
with a recoupnent test.

But | just don't know how that works
in practice without turning every refusal to
license case into a case that goes to the Jury
because you don't win those cases on a notion to
di sm ss.

And | don't even think you win them on
the nmotion for sumuary judgnment because you can
always find an econom st, with all due respect
to the folks on this panel, who is willing to
testify that, you know, you don't pass the test.

Except in extrene cases |like Mcrosoft
where you are giving the stuff away for free,
just don't know how you prove on a sumary
judgment record that | was going to recoup or not
recoup, which neans every case goes to the Jury.

And if we read that very, very few
cases should result in liability for a refusal to
license, it just seens to inpose huge costs for

very margi nal benefits.
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HEW TT PATE: Let me go to Chris and
t hen back to Mark.

CHRI S SPRI GVAN: Take a quick stab
at M. Whitener's challenge and al so at sone
coments that John just had. First of all, every
case does not go to a Jury. The DQJ just |lost a
case on market definition on a PI

And it's market definition and market
power, in fact nonopoly power here is sonething
that is a substantial screen as that experience
shows. Plaintiffs are going to have to walk in,
and they are going to have to prove up why this
| P hol der has sufficient power that they should
get to a Jury.

We're rem nded agai n and again and
again that the fornmer assunption that a piece of
| P gives you market power in sone rel evant narket
is a ridiculous assunption.

And because it is, it is the fact that
the market power, nonopoly power screen has sone
effect. Once you get past that screen, the

question is whether the defendant has forgone
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monopoly profits which it's entitled to reap in
return for exclusion which it hopes to exploit in
the future and recoup and put itself in a better
posi tion.

That's a difficult set of issues. But
it's worth renenbering that that difficult set of
i ssues is not relevant only in the |IP context.
It's relevant to any refusal to deal case in
any context.

And it may be the fact that our
squean shness with refusal to deal law in the
I P context is reflective of our genera
squeamni shness with respect to refusal to dea
[aw. But, you know, again it's worth
consi deri ng.

If refusal to deal liability is
sufficiently narrow, and if a sufficiently narrow
constraint on a nonopolist's right to exclude is
i rposed, we mmy benefit fromuncertainty. An
i mperfect machine may be in our interest.

And so the entire conversation may

have sonewhat of an Alice in Wwnderland quality
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about it in that in the end if we think the test
is hard and we think it's going to lead to
uncertainty and caution, that may be good.

HEW TT PATE: Mark?

MARK WHI TENER: Well, we can agree on
one thing, which is that it's probably hard to
really resolve the issues we're tal king about
today wi thout at some point taking on
non-intellectual property.

I think it's enough for the agencies
in this exercise to address the disputes and the
uncertainty in the IP area. And as I'll say this
afternoon, | urge the agencies to do that.

But there is sone electric tension
once you start tal king about non-1P. And | think
the basic principles that I will talk about this
afternoon would apply in large part to non-IP
as wel | .

But | think it's not enough for those
proponents of a duty to deal in sone cases to say
that it's rare. |It's not enough to say that

plaintiffs lose cases. And it's not enough to
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say that there is some theory of exclusion that
we apply every day.

You know, we've got to get to the
hard questions. What is the conduct that's
exclusionary? 1s it the non-sharing of the
property right? Yes or no? Wat are the
justifications in a rule of reason analysis which
surely it mnmust be that are taken into account?

Is it the desire to achieve a ful
return on the initial investment in the IP? And
then you get to renedy. And | think that issue
al one probably is enough to really bog us down
for a whol e other day.

HEW TT PATE: Let ne throw out a
couple of questions. It seens obvious to | ook
at refusal to deal |aw where the question was
whet her the refusal to sell a part was -- where
the question is whether that was |legitinmate.

Would it have made a difference do
people think if the context had arisen in a nore
pure patent context, say, that the |1 SO wi shed to

manuf acture a patented part in its own plant and
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maybe coul d have done so nmore cheaply and a
refusal to license prevented them from doi ng that
even if there were no question of a refusal to
sell a product?

Li kewi se, does it nake a difference,
as has been suggested, whether know how or trade
secrets would be required to be conveyed in order

to make use of the property? Does that make any

di fference in how the antitrust |aw ought to view

these situations? Well, | got Mark to turn his
sign down with that question. Al right. Carl?
CARL SHAPIRO: I'Ill just briefly say
it seems to nme the know how point is a very good
one. |In sonme contexts, as Professor Arora
poi nted out, the patent may not -- a license to
t he patent may not be worth much without sone
hand- hol di ng and ot her experti se.
That just | think reminds ne at |east
how I P is not that nuch different than other

areas where there may be sonme costs associ ated

with the holder of the rights if there's going to

be mandatory -- if these duties exist.
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As | will say after lunch, | think it
is areason to treat IP like other types and not
have these duties in either area.

But it's good that -- it's not sort of
the pure case of, you know, you just send over a
pi ece of paper that says, fine, you can use this
patent; go to the Patent Ofice and | ook up the
patent and you'll be fine; goodbye. There's nore
i nvol ved, which is what would be true for other
types of property often.

HEW TT PATE: Other comments? Gail?
Ot her questions that people want to throw out?

If not, 1'll try to avoid violating the cardina
rul e of noderating, which is never nake people
late for lunch and if possible |let them have
lunch a little bit early.

That means that we'll pick up with
M. Kirsch's presentation as the first thing
after lunch. "Il unfortunately be absent for a
whil e and turn the panel over to Gail and Sue and
Pam and hope to rejoin you later. So we will

reconvene at 1:30. Thanks.
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PAM COLE: And | just want to say we
have a lot of interesting speakers after |unch
So pl ease conme back and we'll take some breaks so
you can take a wal k and wake up after |unch

(Lunch recess.)
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AFTERNOON SESSI ON

(1:00 p.m)

PAM COLE: | think we're going to get

started. | had an interesting lunch with severa
of the panelists. | hope that | didn't burn them

out fromtal king about these issues.

| hope they are as engaging this
afternoon as they were at lunch. There were sone
punches thrown, but | broke it up. So we're
going to start off with Paul Kirsch from Townsend
and Townsend and Crew

PAUL KI RSCH: Good afternoon. | am
a lawer in private practice in San Francisco,
and | nostly counsel and work in litigation
with plaintiffs who have been the victins of
anticonpetitive unilateral refusals to deal or
their equival ents.

Believe it or not there are sone
i nstances or we believe there are sone instances
of this conduct out there. And I'mgoing to talk
about today given the state of the | aw that was

di scussed this norni ng how we counsel the private
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plaintiff and what sone of their options are
t oday.

They are sonmewhat linmted as you m ght
guess based on what you heard this norning. So
just to start off, | can tell you that in the
| ast few nonths we have in ny firm and
personal |y have conme in contact with severa
victinms of unilateral refusals to dea
intellectual property rights.

"Il just give you a few exanples.
There's a biotech client of ours who is a snmall
pl ayer in the market for producing chenica
conmpounds which are used in researching
phar maceuti cal s.

And they were told by the market
pl ayer who has 85 percent of the market that they
woul d not even consider negotiating |licenses on
the patents which are arguably bl ocki ng patents
in the market.

In the electronics industry, the
t el ecomruni cations el ectronics industry, we had

another client who was told that -- by a patent
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hol der that they could receive a license if they
pai d 150 percent of their profits to them

Qur client not surprisingly refused
that offer. And now they are a defendant in a
patent infringenent |awsuit.

In the Napster case, the digital nusic
i ndustry case pending in San Franci sco before
Judge Patel, one of the argunments that prevailed
in opening up the antitrust counterclains to
di scovery a few nmonths ago was that the recording
conpani es were refusing to deal their copyrighted
materials to not just Napster but many ot her
digital conpanies in Napster's position.

And t hen anot her case that just cane
up yesterday in the agricultural machinery
market, there is a claimthat | just learned is
pendi ng where a conpetitor has alleged that a
pat ent hol der has refused to license its patent
to anybody in the industry and then has gone out
into the market and told all the custoners that
they are infringing.

And one of the conpetitors of the
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pat ent hol ders has sued under the Lanham Act
basically saying that those allegati ons were nade
in bad faith -- there were allegations of fraud
on the Patent Office -- and that it was

i nappropriate for themto refuse to deal this

i cense.

And it's inappropriate for them of
course to go into the marketpl ace and nake these
statenments. And then the recent cases that we
tal ked about this norning, Intel, I|ntergraph,
Kodak, Xerox, and the Mcrosoft case, al
concerned variations of refusals to deal

And 1'Il grant -- | think Carl Shapiro
was speaking about this earlier -- that nopst of
t hese cases, especially the 1SO cases were nore
i nvol ving | everagi ng and tying and after-markets.
And so whether or not there is a pure unilateral
refusal to deal that could be anticonpetitive |
think is a good question.

In some sense if a patent hol der
sinmply acquires patents and refuses to |icense

themto anybody, it doesn't create a problem
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unl ess there's marketplace conduct. You know,
sonmebody has decided to get into the hobby of
col l ecting patents. Nobody woul d care.

So that type of pure refusal to
license doesn't create antitrust concerns. But
it's when people start going into the nmarket and
saying we're going to start to enforce our patent
rights that issues start to cone up.

And so fortunately for plaintiff
| awyers, unfortunately for the plaintiffs,
there's often a |l ot of predatory conduct
associated with refusals to license IP including
fraud on the Patent O fice and tying and tie-out,
coercive reciprocity where patent holders are
requiring all TP rights in return froma
potential infringer

There's market pl ace accusati ons of
patent infringenent, as | said before, and
interference with custoners, and the array of
conduct is unlimted. So when | am presented
with a telephone call by a frantic potentia

plaintiff in a case like this, they ask ne what's
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the | aw

And | try to give themlegal advice
and | tell them well, in the Federal Circuit if
your case gets to the Federal Circuit, the lawis
clear. The intellectual property hol der can do
what ever it wants to do. And |ook at the CSU
case and I ntergraph.

I think it's plain the distinctions
about what the fine | anguage neans about whet her
the statutory grants |language in that -- in the
CSU decision | think is for -- is potentially
down the road m ght be an issue. But it is very
expensive to litigate.

And if the clains are going to go
to the Federal Circuit, | tell the potentia
plaintiffs that they are probably going to |ose.
So | also tell them of course about Kodak in the
Ninth Circuit, that there is a different rule,
that you | ook at antitrust intent.

And there is a rebuttable presunption
that refusing to license the patent was valid, a

val id business justification. But that
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presunption can be rebutted if there's evidence
of anticonpetitive intent.

And then that's al so supported of
course by the U S. v. Mcrosoft case and the
contents of copyright |aw where the D.C. Circuit
said the use of lawfully acquired property can
give rise to tort liability. And that was the
fanous exanpl e of the baseball bat.

They described Mcrosoft's copyri ght
defenses as frivolous and basically said that if
a plaintiff acquires property |ike a baseball bat
and uses it inproperly, it can lead to tort
liability. Wy shouldn't the sane be true about
intellectual property? | also tell themthat |
thi nk personally Kodak is the better rule.

It's the better rule | think for a
nunber of reasons because it tries to balance two
i mportant schenes and policies. W've heard sone
di scussi on today about it.

There's the intellectual property
hol der's interest in innovating and in obtaining

a return on that innovation plus there are the
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policies of conpetition and creating conpetition
for consuners. | also think that the Kodak
conports with the DQJ/ FTC guidelines in that it
does not immunize IP fromantitrust liability.

It focuses on the commercial realities
that | think in all antitrust cases Courts have
been instructed by the Suprene Court in the Kodak
one case to talk about. And then | don't see
that Kodak is going to weak havoc. | think
section Il clains are very difficult to prove

As Chris was discussing earlier today,
it's very difficult to prove nmonopoly power and
very difficult to prove antitrust intent. In
fact after Matsushita and Cel otex and those
i nes of cases you al nbst have to prove that the
anticonpetitive intent of the defendant was the
only intent they had.

It's not that you can just find one
docunent in their file. Federal Judges are very,
very inclined to consider granting summary
judgment in nonopolization cases. And then

anot her point that | don't think anyone has
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menti oned here today, intellectual property
rights are not absolute.

In the context of patent infringenent
cases, sonebody's intellectual property rights
can be lost if they are accused and it's proven
that they committed equitable estoppel or |atches
or uncl ean hands.

And I"mof the opinion that if the
pat ent hol der is severely harm ng consumers,
engaged in anticonpetitive conduct which severely
harnms consuners and that can be proven, that that
shoul d al so defeat an intellectual property
hol der's right to use its patent as it could
ot herw se.

A refusal to license | think
especially concerning cases involving industry
standards and network access, and those are the
essential facility cases, and then sonething
t hi nk Prof essor MacKi e-Mason will discuss |ater,
I don't think there is any evidence that the
Kodak rule actually inhibits innovation.

I f Kodak created sonme uncertainty in
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the aw that you could |look to the party's intent
and potentially down the road subject a patent
hol der to antitrust liability and because that
rule was there you -- people stopped trying to
get patents and trying to put R & D into patents,
I don't think they can prove that.

| don't think that's true. In fact
there's no enpirical evidence that | know of
that after Kodak cane down innovation patent
applications slowed down at all. So do | think
Kodak is perfect, by the way?

I don't; in fact | would argue that
not only should a Court have to look into the
antitrust intents of the defendant, they should
al so take a look at -- rule of reason | ook at
what actually is happened in the industry, which
Kodak arguably did not do.

My concl usi on though again to the
potential plaintiff is that Xerox is the rule and
t hat because if you are -- if you follow an
antitrust case and sonmebody cross conpl ains or

counterclainms right now for a patent infringenment
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counterclaim you're going to go to the Federa
Crcuit.

And if you have been sued like that
one circunmstance | nentioned earlier, sonebody
asked for 150 percent of profits, then the
potential plaintiff says |I don't want to pay
that; | want to continue to stay alive. They are
sued. You're in Federal Court. There is a
patent infringenent |awsuit.

You counterclaimw th antitrust
violation. You're also going to the Federa
Circuit. So it's very difficult to get around
the Xerox rule. There is a case pending in the
U.S. Suprenme Court that mght change that for
antitrust counterclains.

And the issue is whether or not the
Federal Circuit still has jurisdiction when
antitrust clainms only arise in the context of
counterclaims. But right now the debate about
which is correct, Xerox or Kodak, is largely
acadenm c in Federal Court.

So often we talk to plaintiffs about
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what their other options are. And their nost

i rportant other option | didn't put up on the
board here. That's do nothing. And often that's
what they choose.

Most often plaintiffs say I'll risk
the possibility that someone will sue nme for
patent infringenent and that | can litigate the
case, find sonme prior art, and try to settle on
favorable terns because it's difficult. It's
expensive to litigate these clains.

So as | said before, there is a Lanham
Act claimpending. What | tell themis they
can't pursue other unfair conpetition clains |ike
Lanham Act clains if they have the narketpl ace
m sconduct, the bad faith accusations of
i nfringement.

There are also possibilities of state
| aw causes of action in states |ike Mnnesota and
Texas that have Sherman Il equival ents, they can
pursue an antitrust nonopolization claimand
argue that Kodak is the better rule.

And then there are cases, the I M

139



10

11

12

13

14

15

16

17

18

19

20

21

22

health case and Magill out of the EC in which the
EC seems nuch nore inclined to consider

conmpul sory licensing and inclined to review

unil ateral refusals to deal IP as causes
antitrust concerns.

And then the other thing of course
they can do is convince the DOJ and the FTC to
prosecute clainms and try to change the rule
because the government of course cannot be -- can
sue any way they want. They can prosecute in the
Ninth Circuit if they chose, and they can try to
change the law if they believe it is appropriate.

Qui ckly, the Zenith versus Exzec case
is an interesting case because it -- the Federa
Circuit did |l eave the door open a crack in saying
that we will look at intent, simlar in some ways
to the intent that the Kodak decision | ooked
about -- | ooked at when we are | ooking at
mar ket pl ace mi sstatenments of infringement.

So parties do state a valid Lanham Act
claim a valid federal unfair conpetition claim

not a section Il claim but a Lanham Act cl aim
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if you can allege that you -- that the patent

hol der went out into the market and said in bad
faith that you were -- that the patent infringer
was violating the patent. And that's one option
to try to get around Xerox.

The Exxon case al so says that tortious
interference clains are not pre-enpted. And the
Li ngo versus Mcrosoft case in California
Superior Court in which we're involved in also
says that the copyright pre-enption clainms of
M crosoft did not pre-enpt the Cartwight Act and
Unfair Practices Act clains, the California State
clainms of the class action plaintiffs.

So the bottomline here is the outl ook
for plaintiffs in private courts is very bl eak.
And we're counseling plaintiffs. W're preparing
two conplaints right nowin State Court to try to
get around the Xerox rule. And | think that
other firms, other plaintiffs' firnms are doing
t he sane thing.

Until the |aw changes | think the DQJ

and the FTC will have to pursue anticonpetitive



10

11

12

13

14

15

16

17

18

19

20

21

22

142

refusals to deal to try to limt the Xerox rule.

O herwise as in the U S. v. Mcrosoft
case the national and international conpetition
| aw and policy may continue to be devel oped by
State Court judges and State attorneys genera
which | don't necessarily think is a good idea.
Thank you.

PAM COLE: We're going to have Car
Shapiro and Jeff MacKi e- Mason nake their
presentations. And then we're going to have sone
di scussion. So panelists, hold your thoughts
about Paul's statenments.

CARL SHAPI RO. Good afternoon. |'m
Carl Shapiro, University of California Berkeley.
Well, today's topic is one that's close to ny
heart since | feel like it's about ten years ago
that some of the real discussions in the Kodak
case were triggered by the Suprene Court
deci si on.

And |'ve had the occasion as |
mentioned earlier to work on a nunber of these

| SO cases over the years including Kodak, and in
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fact some of the other cases that have been
menti oned promi nently today |'ve been involved in
i ncluding Xerox, Intel, and M crosoft.

And it's a good -- | think it's a
good -- these issues have been around for if not
50 years, 100 years. So it's good every ten
years or so to just rem nd ourselves of the
i ssues and put themin current parlance, see if
we have anything new to add. Maybe a little bit.
W'l see.

I'"m | acki ng a Power Poi nt presentation.
I will rmake several points. | have five points
to make. You can pseudo- PowerPoint. Just wite
down the five points and then we'll go from
t here.

First point, treating IP the sane as
other forns of property, | would say certainly on
the econonics side there's no reason to treat IP
differently just because it is -- has a different
maybe | egal basis. That's not too conpelling to
me as an economi st.

I guess what | nean by that is al
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forms of property, probably are forns, all forns

I can think of right now involve sone investnent
to create or protect the property -- at least |'m
tal ki ng about comercial property here -- with

t he hope of sone financial return that has to be
based in sone significant part on ability to
exclude others fromsinply nmaking use of it even
t hough they did not invest init.

So in that sense patents or copyrights
seemno different than real estate or plant and
equi pnment investnents. So it's interesting to ne
a nunber of people seemto be saying, well, it's
established perhaps that there is a duty to dea
for other forns of property. So we should have
it for IP as well

I would actually flip that on its head
alittle bit and say it's not clear there should
be such duties -- |I'Il give nobre nuances on that
as | go -- generally and either for IP or for
other forns of property. But generally we should
t hi nk about treating themthe sane.

Now, of course peopl e have gone on
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about how they are not quite the same. The main
thing of course that's noted by everybody about
intellectual property that's different is that
it can be shared wi thout taking away fromthe
ori gi nal owner.

O put differently, there are no
capacity constraints associated with its use as a
general principle. Actually if you take that
seriously that mght give you nore reason to want
to share intellectual property than other
property.

I nean if | have a production line and
| have to let you use ten percent of it, maybe
can't produce as much of nmy own stuff because of
the capacity constraints. That is typically not
an issue for intellectual property.

So to the extent there are these
fundamental differences it mght lead you to
thi nk you should be nore aggressive or nore
inclined to inpose duties on intellectua
property. But | think that would in fact be the

wrong way to go for reasons |I'l| describe nore in
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a noment.

The only thing that nuddies that up a
bit | think is we had a di scussion earlier about
how sinply giving a patent |icense may not be
sufficient for sonebody to use the property fully
if they need trade secrets or know how or other
i nputs such as engineering help or that which
woul d i nvol ve physical capacity constraints or at
| east margi nal costs associated with the transfer
of the information.

So that's nmy first point. The notion
that 1P deserves sone special treatnent seens
doubt ful on econom ¢ grounds.

Now, you may tell ne that because of
the way the patent statutes work to | awers, you
know, it clearly should be treated differently.
But | think the econonmics is simlar, and
recogni zing the fact that IP can be replicated or
shared pretty easily, that's ny first point.

Second poi nt, mandatory |icensing
requires price regulation. Wen you really get

into this, | think the practitioners all point
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out -- well, particularly those who are nore
hostile to duty to deal. It's, well, if you are
going to force sonmebody to deal what are going to
be the terns and conditions of the dealing?

And | think -- that | think is quite a
power ful argunent because | think pretty much
everybody says, well, we don't want to turn the
Courts into a bunch of regulatory bodi es saying a
200 percent mark-up is okay here or a 500 percent
there or we cal cul ated sonebody's rate of return
and it was adequate or excessive.

So I think to the econom st the
refusal to deal is setting an incident price.

So another way to think about it is what are the
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ternms on which the person is willing to deal
There's probably sonme terns if pushed and they
are not acceptable to the other party.

So of course one way to view this
whol e area is that, you know, plaintiffs here
don't like the terns that were offered and they
want to get better terns, negotiate better terns,

and use antitrust lawsuits or at |east the
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prospect of them as part of those negotiations.
Well, you are into terns and
conditions and that has | think inevitably a
regulatory flavor and it's just | think you have
to be realistic about that if you're going to go
inthis direction. |It's one reason | think to be
extrenely wary.
Now, we've heard and | think you'l
hear from Professor MacKi e-Mason, well, the IP
| aws are kind of crude and there is a bal anci ng
that needs to be done and so forth; why tilt so
far on one side and just give these patent
hol ders such discretion. | agree that the IP
| aws are sort of a crude instrunent.
The fact is we're not | think ever
going to be able to say, you know, the patent
I ength or breadth is optimal or should be a
little bigger or less. And I'ma big believer in
the need for sonme reform of the patent system
The hearings, the portion of these
heari ngs that were held in Berkel ey, you know, we

spent a ot of tinmes actually on problens with
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t he patent system

But | want to come out quite strongly
inthe viewthat if we think that patents are too
broad or being -- or that bad patents are being
i ssued or anything along those lines, | think
that we should reformthe patent system rather
than gear up a whol e regul atory apparatus through
antitrust |aw inposing duties.

And again in part that's because of
the lack of attractiveness of having the Courts
determ ne what terns and conditions are
acceptabl e or which are not.

Alittle story fromthe Kodak case on
that: Kodak had set these prices for its parts
that largely were used as an internal transfer
price to sell fromthe parts division to the
service division. And those were the prices that
the plaintiffs wanted to buy the parts at.

O course Kodak said, well, those
weren't prices that were ever set to sell in
| arge quantities to third parties, and we would

want to set higher prices.
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And the plaintiffs of course -- and
they will always say this, say we of course
understand you get to have a reasonable price and
a reasonable return; all we want is a reasonable
price. And then you get into, well, what does
t hat nean.

Of course when it cane to cal cul ating
damages the plaintiffs in the Kodak case said,
wel |, we should have been able to buy the parts
at exactly the prices Kodak was selling them
internally. And that was what was put forward
for the Jury.

So there's always going to be what's
reasonabl e, what's not reasonable in terns of
these prices. The best you could hope to do
think is to ook for circunstances where there is
a dealing that's going on and there's sone
discrimnation. So one group is being sold parts
or refused a |icense.

A plaintiff comes forward, | want a
license on the sane terns as the other guy, which

is the advantage of at |east the Court does not
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have to conpletely construct the ternms and
condi tions.

They can say, well, we see sone terns
and conditions; maybe we would require those to
be offered to the plaintiff or some other class
of licensees that are not -- that the conpany has
not voluntarily offered themto. But then you
start to think about that and you realize wait a
nonment .

The whol e economi ¢ conditions nmay be
different. Mybe | offered a license to you to
use my patent in a field that I'm not
particularly interested in pursuing.

But there is an area where | am
interested in and | amtrying to reserve for
nmyself, and | think we understand field of use
restrictions, typically legitimate. And | don't
want to offer a license on the same terns to a
direct conpetitor in a geographic area or a field
of use where | have chosen | want to pursue it.

So nondi scrimnation there may be an

easy out for a Court or a Jury, but it doesn't
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really have a very good economc basis in terns
of kind of getting legitimate returns | would say
to the patent and the investnent.

Third point, this whole question of
| ooking at intent as a way to deci de these cases
seens to nme, you know, fundamentally flawed. The
Kodak rule has been | think widely and | think
rightly criticized, saying, well, it's okay. |If
you refuse to |icense because you are protecting
your patent rights, that's okay.

If you refuse to |license because
you want to protect a return on your R & D
i nvestments, not sure that that's considered
okay. If you refuse to |icense because you want
to exclude the other guy so you can make nore
nmoney with your own product, then that's not
okay, or sonething along these lines.

This just doesn't nmke econoni c sense.
So the whole notion that we need this inquiry to
deternmine the intent and the purpose of the
refusal | think is wong. | think it's not a

useful direction of inquiry.
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I nmean |'m prepared to assune that
typically when there is a refusal it is because
there it is in the comercial interests of the
patent holder not to license, at |east on the
terms that the other party would find acceptable.

That will typically be part of the
earning a return on the R & D and the investnents
that are reflected in the patent. And it may
very well lead to exclusion or |ead to higher
prices in the short run. W can sort of presune
all those things in conparison with a nore
attractive license that's being sought.

So | don't know that we need an
inquiry into all that. That's going to be the
typical fact pattern. And | don't see why that
woul d justify inposing this duty. And it's not

clear what the limting principle really should

be.

I nean one of the arguments Kodak made
actually was, well, if we have to sell these
patented parts against our will to | SOs, do we

have to license the patents that go into the
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phot oreceptor belt, one of the key parts in the
machi ne, to Canon. They are a conpetitor.

They may think, hey, this is a coo
way of making copiers that they hadn't quite
t hought of. They want a license too. And
t hi nk nost peopl e even though synpathetic to the
| SOs would say that's not right. [It's all these
| SOs sonmehow deserve or need the parts or
somet hi ng.

But Canon, they should | ook out for
t hensel ves. They should make their own damm

copier. But what's the linmting principle once

you start in this direction? And intent can't be

it.

Fourth point, nore nethodol ogi cal
I"mjust concerned about the use of some of the
terms here. Unilateral refusals, |I'mbig on
using the termconditional or unconditiona
refusals.

The | awyers have been struggling for
long tine with what does unil ateral nean versus

agreenents, particularly in vertical contexts
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where it doesn't really hold up as well as it
does in a horizontal setting. | guess |I take --
| understood the topic today to be unconditiona
refusals to deal

I"mjust not going to license to you.
And |I'm conming out pretty strongly that that's
generally within the rights of the property
hol der, intellectual property or otherw se.

Once you get into conditional refusals
to deal, well, | won't sell to you unless you
take my other product; | won't sell to you if you
buy fromny conpetitor; | won't sell to you if
you do this or unless you do that, well, now
we're into a whole set of basically restrictions
associated with |icenses.

And those seemto me very much
suitable for the subject of possible antitrust
scrutiny and limts. Oherwise all of a sudden
tying and exclusive dealing and all manner of
things can get -- sort of tucks in under
intellectual property. And that can't be right.

That does seemto ne the danger in the
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Xerox decision, that it sort of hints at this
sort of -- this broader perm ssions for
conditional refusals to deal

Now, sone people argue, oh, well, if
you can unconditionally refuse to deal then you
shoul d certainly be able to conditionally refuse
to deal because it's nmore accommopdating. That's
just not right. You can create incentives
t hrough conditional refusals that you can't
create through unconditional refusals.

An excl usive dealing arrangenent woul d
be sort of an obvious exanple. So that's where
think we want to kind of rightly focus our
attention on these restrictions and conditiona
refusals although I understand that's not the
core topic today.

Selective licensing is exactly the
sanme analysis. 1'monly going to choose to
license to people who don't deal with ny
conpetitors. Well, that's very nuch akin to
excl usive dealing.

It's just who am1l willing to offer ny
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license to even if it is not an expressed

provi sion that you deal exclusively with me. So
sel ective |icensing and conditional refusals seem
to nme fair gane.

And | wish that the Suprene Court had
granted cert. in Xerox so they could have cleared
that up and taken a good whack at the Kodak
decision in the Ninth Circuit at the sanme tine.

Last point, and |I'mrunni ng out of
time, what to do about historical course of
dealing. And | don't have a particularly good
answer here. This is of course is part of Kodak
interms of if you' ve been dealing with people
for a while can you stop. All of us think of
Aspen Skiing obviously as well.

| think -- let nme just list the
argunents as | see themw thout really putting
forward a strong view one way or another, much
| ess an answer. It seens to me there are three
reasons you mght think why you would want to
i mpose a duty on let's say a patent hol der who's

been dealing to keep dealing.
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And then |I'm going to put the counters
to each of these. So the first reason would be
deal i ng has proven to be feasible, okay, and it
appears to be perfectly consistent with the
i nvestment and creation of the property in the
first place. They've been dealing with people,
so why not -- we can see that this works in
practice. That's one.

Second one, you can use the
pre-existing terns and conditions as a tenplate.
So at least if you're going to have to engage in
regul ating the ternms and conditions, it's a
little easier. You say, well, do what you did
| ast year.

And then the third thing would be
maybe peopl e have relied on an expectation that
there woul d be such dealing. And so the ending
of the dealing could be seen as a form of
opportunism So | think those are legitimte
argunments. Each one has a counter.

The first one the counter would be,

| ook, conditions change. | was dealing with
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people for a while, but now | want to create the
new generation of my product and | want to do it
differently and maybe | have nore quality contro
or sone other set of commercial interests.

So | don't want to be stuck forever
just because | chose to do sonmething ten years
ago. We need flexibility. Really the second

poi nt has the sane counter

Well, 1've been charging certain
prices. | want to change the prices. | want to
change the ternms. What, | can't change thenf
It's still a formof regulation even if you are

tying ne to yesterday's prices.

And the third, the reliance issue,
I think it is a serious question. Shouldn't
private parties if they are going to make
reliance investnents seek their own assurances
that a standard will be open or sonething will be
licensed on an ongoi ng basis, rather than sone
sort of broad antitrust reginme that would require
ongoi ng deal i ng?

So you could at least ask is it really
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a market failure that needs to be fixed which is

one of the issues that has come up with Kodak and
opportunismgenerally. So with that I'Il turn it
over to Professor MacKi e-Mason. Thank you.

JEFF MACKI E- MASON:  Thank you all for
bei ng here and having nme. It's a pleasure to be
here.

Li ke Carl | have been involved in nost
of the cases we have tal ked about today, in
Kodak, Intergraph, Xerox, a slightly different
one, CCS v. Xerox which was the same case as CSU
essentially but got the rug pulled out from under
it by the Fed. Circuit when it made the CSU
deci sion. And M crosoft.

|'"ve been however on the opposite side
fromcCarl in all of those except Mcrosoft. But
despite that | may di sappoi nt you and perhaps our
organi zers today by not disagreeing with Carl
very much. |'mnot sure if we were hired as the
entertai nment for the day.

But 1'mnot actually going to argue

with himvery much about anything. In particular
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like Carl to a large extent I"'mnot really

i nterested today -- mny understandi ng about the
purpose today was not really to argue the facts
of specific cases, but to think about the
principles that are raised by the issues in these
cases.

And I'"mgoing to try to stick al nobst
entirely to an econom c perspective about those.
Many of the issues | think are clearly legal, but
I want to talk about some of the econonic
principles invol ved.

The sunmmary of the points | want to
make, first, | think the IP/antitrust conflict
properly defined is inevitable, and I'll explain
what | nean by that.

I"mgoing to claimthat both economc
theory and enpirical evidence really offer
di sappointingly little to guide us on where to
draw the |lines and how to devise an opti nal
I P policy or an optimal antitrust policy
particularly where they conflict. There are sone

clear situations where | think there is guidance.
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And that's useful. Whatever the |ega
rules are, even if we don't have the policy
right, there are things that econom sts can
certainly analyze. There are things that we can
do to help inplenent or apply the rules. It
woul d certainly help if the rules were clear
which they aren't at the nonent in this area.

And it would help even nore for the
econom sts at least if they were grounded on
econonmic principles. And that's sonmething | do
want to argue. | think there is a reason why
t hey should be. And again |I think some of the
key rules today really aren't economcally
coherent. They are not necessarily incoherent.

Since we don't know exactly what they
are it's alittle hard to say what they are. But
they certainly aren't econom cally coherent.
First | really think there is not nuch argunent
that refusals to |icense can harm conpetition

In fact at sone level it's within the
noti on of not selling something so sonebody el se

can resell it or conpete with you. O course
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that's the case

But there are sonme specific cases that
nost of the speakers today have noted where
there's reason to be concerned potentially about
how refusal s can harm conpetition. You can use a
refusal so inplenment tying. You can use a
refusal to foreclose or |leverage into a second
mar ket .

You can use it potentially to protect
a monopoly in a current market. That was one of
the argunents in the Intel cases, that its
refusal to -- its withdrawal of its previous use
of -- allowing people to use its intellectua
property was a way of trying to protect its
current nonopoly.

It may or may not have gone beyond its
rights. So at |east anobng econom sts | don't
really think there's nuch dispute that there is
potential harmto conpetition. And what that
leads to is a reduction in aggregate consuner
surplus, what we call static welfare harm

Prices may be higher.
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Quality may be | ower or suboptimal.
The variety of products available may be less. |
really don't think there is nuch dispute about
those possibilities, and there are plenty of
cases where it is clear that that's happening.
On the other hand refusals can benefit
i nnovation. The option to refuse is a strategy.

It's a potential conpetitive strategy,
not letting sonmebody use your property electric
or otherwise. | agree with Carl that the
distinction | don't think makes much sense at
| east from an econom c point of view

And in particular the option to refuse
at | east potentially increases the expected
return that sonmebody could get fromtheir
property. |It's essentially another arrow in the
quiver. It's one nore thing, one nore strategy
you can i npl enment.

And there are certain circunstances in
whi ch being able to refuse to deal with your
property will allow you to increase your profits.

And of course with a reduction in the
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incentives -- sorry.

Wth a reduction in profits you don't
have as much -- or expected profits, you don't
have as much incentive to invest in innovation in
the first place.

I do want to note that sonething that
isn't actually tal ked much about in this
literature in the recent years but it's also true
and has been around for a long tine in the
econom cs literature is the fact that it isn't
the case that an increased nonopoly return always
| eads to nore overall invention in society.

Static nonopoly distortion sonetines
reduces aggregate innovative effort. Geater
expected returns to the firmwe generally expect
to increase the innovative effort by that firm
But it may di scourage innovative effort by other
firms. And there are exanples of that.

And in fact | think the Mcrosoft case
isrife with exanples of that at |east allegedly.
The proof of the harmto innovation was perhaps a

little scanty. But M crosoft arguably | everaged

165



10

11

12

13

14

15

16

17

18

19

20

21

22

its desktop operating system nmonopoly into a | ot
of other products.

And it's clear | think to certainly
any casual observer and to nost of the people who
invest in this industry that it's di scouraged
other firns frominvesting in innovation in these
ot her products because they don't want to go up
agai nst Mcrosoft. They know they'l| | ose.

Vet her on net that's led to nore or
| ess innovation we don't know. It may be that by
restricting Mcrosoft's nmonopoly returns
M crosoft will invest less. But by allow ng
M crosoft less trammeled rights or |ess
restricted rights to exercise its market power,
that will discourage innovation by others.

So in thinking about how to bal ance
the returns to innovation and allowi ng options to
do things like refusing to deal as we are
focusing on today to innovators which increases
their expected returns potentially with the
benefit of increased innovation, how do we

bal ance that agai nst the other harns from market
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power that can be obtained -- sorry -- caused by
conduct that the innovator undertakes with its
property.

Even if we know that the option to
refuse on net is a benefit to innovation -- and
we don't actually know that as a genera
principle about all innovation. As | said,
there's been a | ongstanding theoretical enpirica
debat e.

And it's anbi guous whether or not the
protection of intellectual property on net
i ncreases innovation, certainly not all the tine.
Even if we assune that there is a net benefit, we
still have the trade-off of the static harm

And there are going to be tinmes when
the static harns will exceed the dynam c benefits
or the nonopoly distortion will exceed the
i nnovati on benefits. So where should policy draw
the Iine? [I'mnot tal king now about how should
we interpret the given law. But what should the
law be? This conflict is there.

Should we pernmit all refusals to deal ?
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Shoul d we permit none of then? Should we permt
some of them and define rul es under which we say
whi ch ones are pernmitted and which ones aren't?
We, econonists, don't have an answer for you on
that. We don't have a theoretical answer | claim
and we don't have an enpirical answer.

We don't knowhow to really neasure
and we haven't really successfully neasured the
net benefits fromintell ectual property
protection. And we don't know how to neasure the
expected harmto consuners overall from all ow ng
refusals to deal. We can |look at it case by
case.

Even there we can't really get a
cal cul ati on because slightly restrict -- or
somewhat restricting the returns to a particul ar
firmex post, after they have al ready innovated.
They have sone property. |If we say they can't
refuse to license in sone case, we |ower their
returns.

But the social policy issue is how

much effect does that have on future innovative
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i nvestment by other firns. We really can't tel
you that. So | say the conflict is inevitable.
But if we step back for a nonent, we should be
careful about what we nean by conflict here.

Bot h nonopolization | aw and
intellectual property protection |law are actually
trying to advance the sane objective | would
argue, consunmer welfare. Now, that's standard
anong econoni sts to say that that's really the
purpose of these laws. Ohers will argue there
are other purposes.

But for our discussion today | don't
think we need to argue about other purposes
because certainly nobody has rai sed any of the
ot her issues that there mght be. They are both
concerned with consuner welfare. But there are
two different instrunments.

One is concerned with nore or |ess
static or fixed market conditions, and the other
is more concerned with dynam c i ssues and
i nnovation. At tinmes they are going to run into

conflict. They are two different instrunents
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ways.

And that's not always going to lead to
a clear answer about which one should trunp the
ot her or how we shoul d decide. Fortunately the
Courts don't ask us on a case-by-case basis to do
t hat .

Even under rul e of reason anal ysis,
we're not asked to do a gl obal cal culation of the
total social benefits net of the benefits of
i nnovation froma particular restriction versus
the harmto consuner welfare. But they are going
to come into conflict. There is no way to get
around that. Should IP trunp antitrust?

Is that the right resolution of this
conflict? | say surely not, at least not in
general. |'mspeaking a little bit nore
generally than just refusals to deal here.
actually ampretty sympathetic to those who think
that any restrictions on refusals to deal should
be very limted.

| do not think that refusals to dea
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generally are a problem But let me talk nore
generally for a moment. The IP wins view seens
to be the notto du jour. It seens to be a
generous interpretation, but nonetheless a common
interpretation of the Fed. Circuit's Xerox
opi ni on.

But does that make sense as a matter
of policy? Does it make sense to have unlinted
incentives for innovation, that there should be
no restriction on the returns that a person can
get fromtheir intellectual property?

Generally there's no reason to think
t hat because there are offsetting harns caused by
the exercise of nonopoly power. And this isn't
really a deep point. The Constitution grants
Congress the right to give for alimted tine
t hese nonopoly rights. And indeed patent rights
are limted in tine.

If we thought that there should be
unlimted benefits -- | thought | had anot her
line here. |f we thought there should be

unlimted benefits, then we might as well just
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say the patents should run forever. There should
be no tine linmt on them

Clearly we intend for their to be sone
limts on the returns to intellectual property.
And the question is where should they be in this
intersection with antitrust. Well, what can we
offer if we can't tell you where that boundary
shoul d be exactly? There's sonme clear case where
is advice is reasonably unambi guous | think

And | also think that we have
reasonably robust tools for anal yzing situations
if the rule is clear. But unfortunately | think
the rules right now aren't very clear. Sone
cl ear cases: Mbst economists now | think
probably agree that it doesn't nake sense to
intervene if a firmdoesn't have market power in
the first place.

The nere refusal to |icense sonething
when the firm doesn't have nmarket power in the
ancillary market or wherever it is that the
conplaint is arising doesn't make much sense. |

say this is a nore robust version of the Chicago
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school dictum

The Chi cago school theory sonme years
ago was that you couldn't get two nonopoly rents.
There was no gain fromtying or |everaging
because you could extract all the nonopoly rent
in the first market.

In fact that's not true. There have
been a nunber of denonstrations both theoretical
and enpirical situations in which there are gains
fromtying or |everaging. But a variant on the
Chi cago theoremis that generally you can't
| ever age mar ket power out of nothing.

If you don't have market power, then
refusing to deal isn't going to give it to you.
And |'m absolutely fine with that. There are
some ot her clear cases.

| don't want to go into themnow in
part because | think they are very linmted in
applicability where we can unanbi guously say
antitrust should trunp or IP should trunp in this
particul ar instance.

I do want to warn that | think sinple
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theori es sometimes can be too sinmple and are
taken too quickly as an opportunity to try to
resolve things in the |aw

For exanpl e, before Kodak sone
econom sts and then Justice Scalia in his dissent
seenmed to believe that as a matter of theory, as
a matter of natural lawif you will it would be
i npossi ble to exert anticonpetitive power in an
after market if you had a conpetitive foremarket.

That turns out not to be true, that
you can cause nonopoly distortion. You can have
monopoly harm  There are debates about how
significant it is. Carl and | have debated this.
It may not be very inportant enpirically.

But the fact is that the theory was
just wong, that you can cause distortion in
an after-market even if the foremarket is
conpetitive. It was too sinple. It ignored
some things that go on in reality.

In post Kodak -- there are so many
di fferent Kodak cases or opinions you have to be

cl ear which we nmean. Post Kodak '92 theory, as



10

11

12

13

14

15

16

17

18

19

20

21

22

175

some have noted originally Kodak was not an
intellectual property case either in the |law or
in the facts.

The intellectual property issues
weren't raised really until trial and then in the
appeal to the Ninth Circuit. One of the
argunents made by the defense experts and in a
recent paper by Carlton and Wal dman is that the
manuf acturers could have inplenented exactly the
same econom c results by charging very high
prices for parts.

And that would be legal, that it's
perfectly legal for a nmonopolist to charge high
prices for their patented goods. And if they
rai sed the prices sufficiently, 1SGCs woul dn't
have been able to conpete and they woul d have
gotten the same effect or they woul d have been
able to conpete only a little bit around the
fringes.

But that's also | think too sinple.
In fact Klein and Wley in their paper today note

and others have noted as well that because parts
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and service | abor are substitutable that that
itself would cause a distortion. The effects
woul dn't be equival ent.

It may be that they could keep out
conmpetition, but they would have other effects on
the market. So to say they could do the policy
equivalently by raising parts prices was just too
sinple. It doesn't solve the problemthere.

Today Ben Klein and John W1l ey suggest
that -- and | nmay be m scharacterizing because
I"'mnot really clear that they were really
suggesting this. But they seenmed to be
suggesting that refusals to |license are sinply
price discrimnation.

Now, |I'"mnot sure if they nmeant just
in these cases in Kodak and Xerox. But they
seened to be saying that what was really going on
was price discrimnation, and we shoul d eval uate
the case as a price discrimnation case and not
think of it as a refusal to |license. But we know
that's not always true.

There are several other non-price
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di scrimnation notivations for refusals to
license. So a theory that is based on price
discrimnation isn't sufficient to answer the
probl em either. So what can we do?

The second poi nt about what econom sts
can do, given that we have sone rules, given that
we do have sone case | aw, we have sone statutes,
what can we add in trying to inplenent those or
i nterpret those?

Well, to ny reading as a non-lawer it
seens clear that antitrust does inpose sone
l[imts on the use of intellectual property. The
Suprene Court in Kodak -- its Kodak decision and
the D.C. Circuit in its Mcrosoft decision cited
it and went on to say sone things of their own.

We have held many times that power
gai ned t hrough some natural advantage such as a
patent can give rise to liability if the seller
exploits his dom nant position in one market to
expand his enpire into the next. Now, is that
just tying as sone peopl e have suggested because

the context of that quote was about tying?
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Maybe, maybe not.

But in many cases there are clearly
some limts. Mch of the case |law seens to focus
on those limts being defined by power extended
beyond the statutory scope of the patent. W
tal ked about that some this norning, or the
copyright grant.

Wel |, the problemfor an econonmist is
that we don't know, as | said earlier, really
what patent scope neans. Suppose it neans, as
sonmet hi ng suggested this norning, the rel evant
antitrust market defined as we normally define
antitrust markets for that patented good or
process.

Well, if that were the case then we
could apply standard market definition analysis
whi ch we're reasonably good at to deternine
whet her sone exclusionary act is i mune from
antitrust prosecution. |If it's not an act that's
af fecting conpetition outside the relevant market
for the patent, then it's immune.

That m ght be the rule and we coul d
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hel p answer that question. Unfortunately as far
as | can tell there is no really good reason to
believe the patent scope is the sane as the
relevant antitrust market. And | don't actually
think it probably should be.

There are a nunber of reasons to think
that the market for a particular innovation has
little to do defined in the usual antitrust sense
with the scope of that innovation, what that
i nnovati on was designed for or what it could be
used for.

And it woul d probably be way too nuch
of a restriction on the returns to inventors to
say that it can't do anything outside of the
narromy defined market for its innovation. So
we have little guidance on what scope neans
except that we know that it's inportant.

It shows up in many of the nmjor
cases including the Supreme Court decisions.
Unfortunately to figure out what scope should
mean in sonme optinal policy sense we have to

solve the original problemthat | posed which is
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that we'd have to figure out where we want to
draw t he boundari es.

How rmuch return should firns be able
to get on their intellectual property and where
shoul d we draw the restriction? And we
econoni sts again claimwe can't give nmuch
gui dance on what scope should be. But | know
that as long as scope isn't defined clearly we
also can't do rmuch to help you inplenent it.

So absent the right answer we need a
cl ear answer. Wthout that we waste resources in
l[itigation and we probably discourage firms from
i nvesting and i nnovating. As Paul Kirsch said,
right now the rule of the |land seens to be Fed.
Circuit Xerox and perhaps even a broader version
of Xer ox.

Sonme people seemto think Xerox is
broader than maybe the Fed. Circuit intended
because of sone of the dicta in the case. If we
have confusion, that's going to affect people's
i nnovation and investnent decisions. | think we

need these rules to be econom cally sound.
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If we accept the purpose of IP | aw and
antitrust lawis economic, it is to maximze
consuner welfare, then there is a justification
for witing the rules to inplenent themin terns
t hat make economic sense. |'mjust going to
really repeat sonething here that Carl said so
"Il do it very briefly.

Kodak, the Ninth Circuit inits
decision on the trial appeal ruled that | ooking
at intent was rel evant for deciding whether or
not this was a reasonabl e business justification
["mactually with Carl on that. | don't agree.

I don't think that nmakes sense for exactly the
same reasons he said.

All TP lawis designed to allow firnms
some right, sone limted right, but some right to
excl ude. Another way of thinking about it is
froma policy point of viewit's designed to give
firms profits, returns to their investnents to
encour age i nnovati on.

So anything a profit maxim zing firm

does with its intellectual property in sone sense
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if they are intelligently profit maximzing is
notivated by exactly the thing that the | aw
stands for, which is to get returns to the
profit.

So any intent that you have to use
your property to make profits falls within the
noti on of what the intent is of the intellectual
property law. So | don't think asking that
intent solves anything. | do think in the facts
of this case that Kodak was not about
intellectual property.

It was about other things. But that's
a debate about that case and |I'm not interested
in that right now.

So ny conclusion is if the primary
pur pose of these laws is economic and if it's
really the sane purpose, to pronpte consumner
wel fare, then we need to work towards rul es that
are sensible in econonmic terns for deciding which
| aw t akes pl ace when and whi ch hol ds.

When we have second best rul es,

we can do sonething about inplenmenting them
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interpreting them But it would sure help if the
Courts could be convinced to try to | ay down case
| aw t hat nmakes sense in economic terns. And
that's a plea to those who wite am cus briefs
and such to the Courts or maybe to Congress.

This is sonething that has been
| argely worked out in market definition. Thirty
years ago market definition was pretty nuch
econom cal ly incoherent. Now days | think
everybody is pretty confortable with the basis
for market definition and how we do it

Factually it still can be a norass.

But we all understand and we basically all agree

on howto do it. | think the same possibility is
there for this boundary between IP and antitrust

I aw.

W may not get it exactly right, but
we can at | east hopefully develop it in a way
that's economically coherent so that we then give
certainties to the conpanies that are investing.
They know what they are up agai nst, and they can

meke rational decisions. Thank you.
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(Appl ause.)

PAM COLE: Before the governnent
people or the feds or the cops, as John Wl ey
calls us, junp in with questions, do any of the
ot her panelists have questions about -- or
comments about sonme of the presentations that
were made? Chris?

CHRI S SPRI GVAN:  Prof essor Shapiro
tal ked about nmandatory |icensing essentially
being an activity that requires price regulation
which | think is right. But 1'd be interested to
hear your view on the follow ng observation

Infringenent liability requires
mandatory |icensing because an award of danmages
for infringenent is essentially equal to -- it's
a proxy for a license that isn't there. And that
requires price regulation because we don't allow
the infringer to say, you know, | want X and the
Court just awards X

We have Courts maki ng damages awar ds.
Now, the incentive to innovate for that

prevailing plaintiff is going to be affected
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going forward by what the prevailing plaintiff
got. It doesn't seemto trouble us that we have
Courts setting those awards.

So why is it any nore troubling than
mandatory licensing in the refusal to dea
context? |In fact maybe it's nmuch nore troubling
because it's nuch nore comon.

CARL SHAPIRGC: Well, | think
there's -- obviously it's quite a big project
every tinme one needs to cal cul ate reasonabl e
royalties or danages in an infringenent case, and
it tends to be fairly idiosyncratic to the case.

I guess | would say that's an
i nevitabl e by-product of an intellectual property
rights regime where infringenment is sonmetines
found therefore to be suitable awards to the
pat ent hol der.

I''m not keen on expandi ng the universe
of situations in which we have to do those
calculations to involve all manner of situations
where parties could not voluntarily conme to

terms.
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And so now an antitrust plaintiff says
you have to deal and we'll have to go through
presumably experts and other calculations to
determne the terns. It won't be any easier
But there will be nore of that necessary.

And that's what |'m concerned about as
bei ng i nefficient and without a good basis, a
broader policy basis for wanting to go in that
direction.

PAM COLE: Doug?

DOUGLAS MELAMED: | have a slightly
different take on this. Clearly there are the
ki nds of transaction costs that Carl was
referring to.

One of the ways to put those in
context though is to understand that the reward
for those costs is not only the obtaining of
a renedy in that particular case but the
rei nforcenent, the deterrent val ue of the
antitrust law and the prevention of what may be
a much wi der spread pattern of anticonpetitive

conduct, and if you are not willing to incur them
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in those instances when the matter comes to
[itigation.

Specifically on the question of how
do you set the ternms, | nean renmenber if you're
| ooking at it fromthe standpoint of remedy we're
not tal ki ng about taking away anybody's property.
We're tal king about what in sonme parlance woul d
be called converting a property right into a --
a property rule into a liability rule.

And then at the renmedy stage frankly
it doesn't strike nme as terribly inportant
whet her -- how precise you are. |f you charge
a royalty of two percent and it ought to be
1.8 percent, | nean or 2.2 percent, | nean big
deal. It isn't that huge a matter.

To me the greater difficulty though,
or greet difficulties are twofold. One, to the
extent that the renedy entails not price terns
i ke the know how i ssues Professor Arora referred
to earlier or sonme of the issues that, for
exanple, we get into in Mcrosoft, then you are

really into an intractable problem where you
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can't sinply nove along a continuum of price and
say, oh, we're a few cents off; who cares.

And secondly and nobst inportantly, to
me the hard question is determ ning when did the
def endant cross a |ine when he said I'll |icense
to you for X percent and no | ess.

At what point is that a pretext, is
that anticonpetitive because he was not behavi ng
in sonme anticonpetitive way, versus when is it
refusal to deal not anticonpetitive. | guess
what |'mtrying to say is the price issue it
seems to ne is a nuch tougher one at the
liability stage than at the renedy stage.

PAM COLE: Jonat han?

JONATHAN GLEKLEN: Yeah. | guess |I'd
al so just disagree with the rel evance of Chris'
inquiry. In a patent infringenent case you get
two things. You get an injunction. You al npst
al ways get an injunction against the infringer
And then we just need a systemto conpensate you
for your past harm

And whet her reasonable royalty is
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the right thing as opposed to an unreasonabl e
royalty, that's a decision that Congress made,
and it nmay or may not be the right one to create
the right incentives. But | think the key

i ssue -- the key point for our discussion here
is what they get as the injunction.

PAM COLE: Mark?

MARK WHI TENER: Just to kind of chine
inon this, the question -- and |I'm agreeing with
John essentially. You're trying to figure out
what the plaintiff |ost because the defendant
used their property in the past.

In a refusal case we're really
struggling with what woul d be the standard
agai nst which you're trying to calculate the
royalty. And what that goes to is the -- you
know, is the benchmark a nmarket price? 1Is it the
price that fully conpensates the innovator for
their investnent?

And that could be a | ot bigger sw ng
than one or two or five percent. It could be

50 percent. It could be a lot higher. And add



10

11

12

13

14

15

16

17

18

19

20

21

22

190

to that the fact that for a case to lie in this
area you assune anong ot her things by npst
st andards mar ket power.

And so you have the consequence that
the nore valuable the intellectual property is
the nore likely there is a violation. WlI, that
woul d suggest that the higher the reasonabl e
royalty would likely be.

DOUGLAS MELAMED: Yes. This is
just a suggestion. |It's easier to answer. But
conceptually I think the question, the benchmark,
is what is the profit maxim zing price. He's
entitled that one. But he's not entitled to give
up profits for strategic reasons.

MARK VWHI TENER: And if we properly
define what profit mexim zing is, we m ght get
to agreenent. But |'mnot sure you are going
to come to the sane figure that | amwhen |'m
| ooking at the entire flow of profits that stem
fromm innovation and nmy ability to exclude
others from having access to it.

CARL SHAPIRGC: And I'm | ooking
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forward to your next paper, Doug, describing --
enunerating these strategic reasons that are not
considered legitimate versus the other profit
mexi m zi ng reasons that are okay.

DOUGLAS MELAMED: Hal f an hour. 1'1]
try it.

PAM COLE: John, did you have a
comment ?

JOHN WLEY: Yes. | wanted to speak
to Jeffrey MacKi e-Mason's question to us. Wre
we tal king about all refusals to deal when we
said price discrimnation was an expl anation for
some of them And the answer is no. W are not
tal king about all refusals to deal

Sone refusals to deal are sinply --
there are a mllion different reasons why people
refuse to do business. One of themthough is to
effectuate in essence price discrimnation.

And we think when we are tal ki ng about
refusals to deal in the antitrust/IP context
that's a significant explanati on because we think

it's the explanation for both cases that have
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created the conflict.

Now, 1'd be interested in getting
Prof essor MacKi e- Mason's view on whet her he
thinks that it's a legitimate expl anation for
busi ness to say we refuse to deal because we're
trying to price discrimnate.

Woul d he be synpathetic to that
explanation? O would he regard that nore as an
expl anati on that would condemm the refusal to
deal as a matter of antitrust |aw?

JEFF MACKI E- MASON:  Thanks for asking.
| thought of commenting on that this norning when
you spoke. But the discussion noved el sewhere,
so | held back. | certainly agree with you that
price discrimnation is not always a bad thing
for welfare

In fact one of ny earliest papers was
an exanple of when price discrimnation could be
improving. So I'mon record on that. And
was a bit confused about another thing you were
argui ng when you said that price discrimnation

doesn't indicate market power, that it's a comon
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practi ce.

I guess | would say that differently.
I think it is an indicator of market power. It's
not sufficient by itself. But the fact that
firms can charge different prices to different
consumers is | believe a reasonabl e indicator
that they have sone ability to potentially charge
prices different fromthe conpetitive |evel.

And if there are barriers to entry,
for instance, then they nmay be able to exercise.
So | say that because | was a little confused hy
whet her you were saying it shouldn't be used as
an indicator of market power or whether it
shoul dn't be viewed as anticonpetitive conduct.

And your question now by business
justification seenms to be that. | definitely
don't think that price discrimnation should be
certainly per se illegal as anticonpetitive
conduct. | actually didn't think anybody really
did anynore.

| thought the -- | thought you had to

reach a little bit far to find case | aw that nade
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price discrimnation seemlike such a bad thing.
| didn't think the Courts were as critical of

price discrimnation as you were. What | think
about it, is it a valid business justification?

To my m nd the notion of valid
busi ness justification has al ways been -- the
| anguage is a little strange. Does valid
busi ness justification nmean that the firmhas a
profit maxim zing reason to do it? WelIl, then
that's not saying anything at all because
nonopol i sts are trying to maxim ze profits.

| always take valid business
justification to be a question about whether
there is a proconpetitive justification
whet her the firmis doing that and it will have
proconpetitive effects. And the answer for price
discrimnation is sonetines yes, sonetinmes no.

So | wouldn't give it a blanket pass
the way | think you' re suggesting, that we should
give it a presunptive proconpetitive business
justification standing. But | also wouldn't give

it a blanket negative. | would say that
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unfortunately with price discrimnation it's
anbi guous.

And if you really think that's what's
going on in a case, you may have to look into it
on a rule of reason basis. But | wouldn't say
that that's a presunptive proconpetitive business
justification.

JOHN W LEY: | understand what you are
sayi ng about the anmbiguity in welfare terns of
price discrimnation. But I'mworried that first
of all it's beyond any practical judicial ability
to untangle, you know, to do a reliable welfare
anal ysis of price discrimnation in any given
case.

I guess I'mnore convinced that price
di scrimnation is commnly acconplished by people
with absolutely no market power than you are.
suppose it's unfair to put you on the spot and
ask you if you price discrimnate. But would you
be willing to allow that, you know, of economc
consul tants who do?

And to return to my exanple of the
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norning, law firms that price discrimnate. |If
we think of everyday busi nesses that are charging
different custonmers different prices, | think it
snaps into focus imediately that this is a
practice that's extrenmely w despread throughout
the economy and is absolutely no sign at all of
appreci abl e market power.

So if that's the case -- nmaybe |
shoul d just stop there. [|'ve gone on |ong enough
with nmy question

My concern is for any case-by-case
adj udi cation as to whether price discrimnation
in this particular situation is welfare enhancing
or welfare dimnishing, to ask a Federal District
Judge to do that is really to consign ourselves
to decades of litigation.

JEFF MACKI E- MASON: | agree with that.
| guess | haven't actually seen that many cases
where price discrimnation was really alleged as
bei ng anticonpetitive conduct except, you know,

i n Robi nson Patnman type cases. And all | was

saying is | don't think that it should be a
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presunptive business justification
We shouldn't presunme that it's
proconpetitive and say that if they are doing it

for price discrimnation reasons then that's a

valid business justification. | think if that

is going to be raised -- which as you said it
wasn't -- in either Kodak or Xerox -- and

was -- as an aside, I'msort of interested init.

It's certainly not that Kodak
was enbarrassed to talk about its price
discrimnation. | discovered they were doing
it because of Carl's excellent testinony in the
cl ass action case where he praised them and
bragged about how nuch price discrimnation they
had and that's why they shouldn't certify a
cl ass.

| said, wow, they're doing a | ot of
price discrimnation. That's an aside. |

just don't think it should be a presunptive

proconpetitive business justification. As far as

mar ket power, | think if you see substantia

price discrimnation, nore than sort of
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Then it's a sign of at |east sone
| ocal market power. | think that was part of the
problemwi th the novie theater exanple. There
you had intellectual property, novies, and you
had al so geographic markets. So there was sone
| ocal price discrimnation. |Is it enough to
raise it to the level of antitrust concern?

O course it often isn't. That's why
| say you have to nmeet other conditions there as
well. There have to be barriers to entry. It
has to effect a significant amount of commerce.

So | think that it's potentially an
i ndicator, especially if there is a | arge anmount
of price discrimnation and they are able to
prevent arbitrage. But by itself it's not enough
to judge that they have market power.

PAM COLE: | wanted to turn the
di scussion a little bit to this subjective intent
versus sonme type of objective analysis debate.
I've been trying to keep a Gallup poll here in

ternms of where people stand on certain issues.
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And if my poll is correct, Paul Kirsch
is really the only one who has stated that he
thinks the subjective intent test is at tinmes an
appropriate test. And maybe this is a question
for Paul and then comments.

But, Paul, | think you also said that
you did not think the Kodak case was perfect
because it didn't take a rule of reason anal ysis.
It didn't do any type of rule of reason analysis,
whi ch, you know, seens to be sonewhat in conflict
with the subjective intent test.

So are you proposing some type of
m ddl e ground here in ternms of performing -- the
Courts performng sone type of rule of reason

anal ysis coupled with the subjective intent?

PAUL KIRSCH: | think that's exactly
right, Pam Excuse nme. | wouldn't want to be
the only one on this panel that was -- an eni nent

econom st who was supporting antitrust intent as
the only way to suggest there could be section |
liability in a refusal to deal case involving

intellectual property.
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I think Kodak isn't perfect, as |
said. And | think there should be a rule of
reason anal ysis together with an analysis -- a
detail ed anal ysis of what the market is, what's
going on in the market. And how you define the
mar ket again is critical

It's not just the technol ogy market or
the market that's covered by the patent at issue.
It might be in related markets, submarkets, or
adj acent markets. And it's not just the conduct
of the patent holder with regard to the patent,
refusing to deal on the patent. [It's how they
deal with other conpetitors.

It's the effect of their other conduct
on consuners. And in sonme ways | think we m ght
return to an essential facilities doctrine
analysis if necessary if it's, for instance, an
i mportant patent affecting public health.

Then maybe patent hol ders do have a
duty to deal if sonebody has an anthrax patent
that will -- could create an anthrax vacci ne.

| don't think that the antitrust | aws shoul d be
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just wi ped aside and say that you can't get into
sonmebody's intent plus a detail ed market
analysis. And | hope | wasn't the only one.

I think Chris earlier may have
suggested that he agreed in some |limted
ci rcunst ances you can | ook at the patent holder's
intent in refusing to deal. So, Chris, | hope
you back ne up here.

CHRIS SPRIGVAN:  |I'mnot sure | said
t hat .

PAM COLE: Nice try, Paul

CHRIS SPRIGVAN: | think this Kodak
opi nion has becone radioactive and it's a little
unfair. Wen the Court was tal king about intent,
it was tal king about an instruction to the Jury
and whether an instruction to the Jury that was

i nsufficient was nonet hel ess harnl ess because

Kodak's late in the gane trundling forward in one

par agraph of the closing argument of an IP --
protecting investnent in IP justification was
not basically credible.

It was a pretext. 1'd like to be
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charitable to this opinion and say it can be
reconciled with a better approach which is

not subjective intent so nmuch as intent as

obj ectively probative of a strategy that had no
justification but for its exclusionary effect,
no profit meximzing justification but for

excl usion, by which again | nean to say that

al t hough the intellectual property holder is
entitled to exclude and thereby collect a
monopoly rent -- and | think the Kodak Court did
say that -- that this reliance on its investnent
in intellectual property as a justification was
in fact too feeble to rebut the possibility or
the likelihood that this strategy was in fact
sonet hing nore than profit maxim zing for a
nmonopol i st .

It was in fact exclusionary past the
poi nt where that was. So this reading of Xerox
requires a lot of interpretation and charity.
But | think it's available and it's somewhat
unfortunate | anguage in the sanme way that the

Kodak | anguage about the three exceptions to its

202



10

11

12

13

14

15

16

17

18

19

20

21

22

203

rule of per se immunity is unfortunate.

PAM COLE: Another Gallup poll
that 1've been trying to take during the
presentations -- and | realize that Mark and Doug
still have sonme presentations to nmake -- is the
sentiment of the panel in ternms of whether or not
there should be restrictions on refusals to deal
antitrust restrictions.

And it seenms to ne that the sentinent
of the panelists is either that there should be
no restrictions whatsoever or if there should be
restrictions those restrictions should be very
limted. | think that's pretty nuch what
Pr of essor MacKi e- Mason st ated when he presented.

And for those panelists who believe
that there should be some restrictions on a
unil ateral refusal to deal albeit Iimted
restrictions, could you coment or discuss what
are sone necessary predicate conditions, if you
will, in terms of when those Iimted restrictions
shoul d apply.

I mean obviously a finding of nmarket
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power seens to be one that we would all agree on
Are there any others that come into mnd in termns
of when those linmited restrictions on a refusa
to deal should apply? 1 don't know.

Pr of essor MacKi e- Mason, have you had
any ideas in terms of what you were thinking when
you said there should be |inmts? | assune from
that there should be instances in which you think
there should be restrictions.

JEFF MACKI E- MASON: | do al though it
starts to ask ne to be a lawer to try to draw
t hese distinctions because |I'mnot sure we could
really make the argunment clearly on economc
grounds. But | think it's nore just a gut
instinct. Carl nmade the distinction between
condi tional and unconditional refusals to deal

That's a distinction | think is
important. But it also worries ne a bit because
it'"s not -- even that there is still semantic
debat e about what is conditional and what is
uncondi tional. You know, the refusal to dea

parts to 1SOCs is conditional on them being | SGCs,
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There is a question of as long as they
don't use those parts to sell to another consumner
who could buy them as a several servicer, then is
t hat what we mean by conditional, unconditional?
I think sone obvious things that are conditiona
shoul d be restricted. Tying is an exanple.
Ability to inplenment price fixing is an exanple.

"' m not convinced, but I think it is
a debate that would be good to have and wasn't
reached really in the Intel cases.

Whet her or not course of reciprocity
shoul d be restricted, you know, in that case
Intel withdrewits intellectual property arguably
allegedly to coerce firns to give away their
intellectual property for free, to grant Inte
zero price royalties.

So there we had a case of one firm
using the fact that it had market power plus sone
intellectual property to coerce firnms dependent
on intellectual property to give us essentially

their property rights, or at |east that's what
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t he argunment was.

It didn't really get a decision
because the Federal Circuit ruled the Intergraph
case on other grounds and the FTC case settl ed.
But | think course of reciprocity is another
case.

So these nostly are things that appear
to be conditional, but it's not entirely clear to
me what's conditional and what is unconditional
| think that's a semantic issue. And from an
econonmic point of view|l'mnot sure the
distinction is that clear.

PAM COLE: Chris?

CHRI S SPRIGVAN: | think one other
limting factor is that I would want to -- and
Prof essor Ordover tal ks about this as the third
prong of his but-for test. | would want to
understand early what the mechanismis for
recoupment.

If there's no obvious nmechani sm for
recoupnment, then query whether you should even

| ook further into the question of profit
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sacrifice because the question of what is the
nmonopoly maxim zing price is nore | think
enpirical, tough, intractable.

The other thing is inmagine an instance
where a patented conponent for a machine is
being sold to licensees, being licensed to
licensees. And you had a situation where the use
of that conponent involved a |ot of transfer of
know- how over time.

And t he patent owner decides, well
I"'mgoing to identify the five or six conpanies
who are nost likely to be able to take that
know- how and design around and limt the |length
of ny patent nonopoly.

Now, that's probably unilatera
al though I know there are a I ot of theoretica
i ssues about what is unilateral and what isn't,
and | think we have to draw sone lines. | think
I'd call that unilateral. But the effect of that
m ght be to suppress innovation that would
ot herwi se cone al ong.

And the recoupnment nmechani smthere
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is quite clear. And maybe there is a profit
sacrifice in the process. So there is the kind
of case where, you know, if you could imagine the
facts you mght get a relatively clear answer.

PAM COLE: Yes. Go ahead, Mark

MARK WHI TENER: But | guess then that
rai ses a couple of questions. |Is it recoupnent
if I make nore noney in servicing equipnment
because | didn't sell ny patented parts to | SCs?

Maybe a little bit harder question but
one that | think actually cones out the same way,
is it recoupment if by not selling those parts
the 1SOs don't get educated on how to be better
servicers of ny equi pment because they gain
experience by using the parts?

And even though that experience is
sort of you could say sonething they've gained on
their own, they wouldn't have been able to do it
if they didn't have access to ny parts in the
first place.

So we tal k about recoupnment, but we

still have to come back to what we really nean
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by that in the context of where the conduct is
essentially I"mnot going to give up the patented
property.

PAM COLE: We're going to take a
ten-m nute break in just a fewnmnutes. | did
have one other question. But for the sake of
time | want to nmake sure that ny fellow
gover nment people did not have questions that
they wanted to ask. Gail or Sue?

GAIL LEVINE: | had a question for
Prof essor Wley and Professor Klein about their
thesis. | understand that your basic point was
that many of these unilateral cases, unilatera
refusal to deal cases, in fact even the |eading
ones can be described as netering cases.

But | gather from your recent
i nterchange with Professor MacKi e- Mason t hat
doesn't go for all of them

Can we use the insights of your thesis
about price discrimnation in sonme way to help us
deci de how to resolve the cases that aren't --

that don't boil down to netering cases?
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JOHN WLEY: W didn't speak to that.
Let nme give ny co-author a crack at it. CQur
thesis this norning dealt very specifically with
one particular justification for refusals to
deal

And it really has a recomendati on
explicitly for the FTC and the DQJ and for
private counsel representing people who nay have
an antitrust problemthat could be expl ai ned by
a price discrimnation rationale.

I"'mless confident than Professor
MacKi e- Mason that the case law is so distant.
| think it's rather threatening in this area.

And | urge the governnent deci sion

mekers here sel f-consciously to do what

government deci si on makers have done historically

in antitrust law, which is actively try to

i nfluence the content of antitrust policy that's
generated by our Appellate Courts, particularly
the Solicitor General's office and the Suprene
Court, that are trenmendously significant policy

deci si on makers here.
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Now, how are these governnent deci sion
makers going to find the right case involving
price discrimnation? Counsel can bring themto
t hem and say, you know, renenber that guy Klein
and that guy Wley; we've got that case.

We could really use sone authoritative
help com ng in and saying price discrimnation is
an explanation that ought not to condem this
refusal to deal

Now, about other refusals to deal that
aren't explicable on those grounds, let nme turn
it over to Ben Klein. But this is action itens
both for the governnent and for private counse
with cases that fit this description.

HEW TT PATE: My | ask just a
foll owup then?

JOHN W LEY: Sure.

HEW TT PATE: Do you think we should
be | ooking for opportunities to ask the Suprene
Court to overrule Brulotte and the Mrton Salt
case which seemto me to be very readily

descri babl e as nmetering cases? This is what |
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was tal ki ng about when Ashi sh was going to the
podi um earlier.

JOHN WLEY: | think that's an
extrenmely | ogical question. It shows that you
totally get our presentation that you' re thinking
about those other cases. |I'mgoing to give you
the classic appellate | awer's response which is
that case isn't before us right now.

Al 1'"masking for is on the refusa
to deal point accept price discrimnation as a
legitimate justification. It may well be that
there's inplications that extend further.

But you could deal only with the case
on the issue presented today and still do sone
real good. 1'd be synpathetic to further
extensions. But that's not necessary for right
now.

GAIL LEVINE: Wiy is that a good pl ace
to start as a -- as a sort of matter of advocacy?
Why is this particular area of price
di scrimnation case |law the place to press first?

JOHN W LEY: Because we have a very
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sharp conflict that sonebody's got to fix sooner
or later. The Suprene Court and the Solicitor
General may have been convinced in the |ast go
around that the conflict wasn't sharp enough.

| think you've heard today
overwhel mi ng response that, golly, there's a | ot
of the private sector out there | ooking for
gui dance on this point. The way to cure these --
this conflict we say is to understand the
under | ying economics and to allow people to talk
about it without fear of automatic liability.

BENJAM N KLEIN:  To answer your
question, | nmean we -- | don't want to overturn
all tying law and all of that on this basis. So
I guess this is where we disagree. W're talking
about unilateral or unconditional refusals to
deal

I think the inmportant point in trying
to distinguish the netering cases fromthe
non- met ering cases, you have to do a fact based
analysis. And there's other reasons, as Jeff

said, for refusals to deal other than price
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di scrim nation.

But they are -- in the cases that
we' ve | ooked at, they are generally very, very
limted, these alternative nodels that have
very limted applicability and where you're
foreclosing a crucial input to protect your
nonopoly or to create a nmonopoly, in the Wnston
case about | everaging into another market.

You need these conditions about |arge
econonies of scale in the tied goods market where
somehow using this refusal to deal is going to
make it difficult for a new copi er manufacturer
to come in and get personnel that could service
t hei r machi nes.

And so -- and | think Jeff agreed
that these nodels have very, very limted
applicability.

What | think happens is it cones down
to the question of the relevant product market,
which is -- although Jeff says that's sonething
we all agree on, | think that really beconmes the

enpirical question on all these cases.
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The question is: 1Is it useful to
define a market for the service of an individua
firms products even if they have a very snal
mar ket share and abstracting from any kind of
opportuni sm or hol dup problem which is what is
done in all these cases?

And | guess what | would say first of
all in ternms of these section 2 clainms is price
discrimnation, if you think that it is a
met eri ng expl anation, price discrimnation should
be sufficient because it doesn't -- you don't
have the Ordover/WI1lig standard anynore. No
profit is being forgone.

In fact they are getting extra short
run profit. So there's not this problem of
recouping it in the future. And this question of
recoupnment | agree is an inportant question

To an economi st it's always recoupnent
because you're not doing anything as a business
firmif you' re not maxim zing, you know, the
di scount ed val ue of your profit stream and

therefore you're getting sone future wealth.
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That standard only works if you're tal ki ng about
recouping it in future nonopoly profit.

And that only works if you define an
arbitrary nonopoly service market. So that's
what really this whole thing cones down to. Can
you define such a market? It's an enpirica
questi on.

But | would say that in nost of these
cases if you find out that it's nmetering you
shoul d be hone free in ternms of tal king about the
conpetitive process and predatory behavior. And
we shouldn't be out there -- and that's what |
didn't |ike about the debate that was goi ng on
bet ween you two.

Whet her quantity goes up or goes down
fromthe discrimnation of the netering | don't
think is inportant because the antitrust
authorities should be regulating the conpetitive
process.

We shouldn't be going into a
restaurant and saying, |ook, they are over

charging for the desserts and under charging for
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the entrees and there's distortions and maybe the
gquantity goes up and maybe the quantity goes
down, just as long as it's not predatory behavi or
and the conduct is just part of a norma
conpetitive process, that should be the end of

t he gane.

JOHN W LEY: And, Ben, you and
conpletely agree with that. W have sone
conti nui ng di sagreenment on the snappi est response
to the MacKi e-Mason point. But we're reading off
the sane sheet of paper.

PAM COLE: Okay. Let's take a quick
ten-mi nute break which means we shoul d be back at
3:15. And then we're going to have Mark Wi tener
and Doug Mel aned.

(Recess.)

PAM COLE: Paul Kirsch has to | eave
in about 15 minutes because he's flying out of
Baltimore. | don't understand why, but that's
what he's doi ng.

So Jonat han wanted to foll ow up on

sonet hing that Paul said. And then, Mark, if you
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can -- | see you are well positioned to -- okay.
Al right. So go ahead, Jonathan.

JONATHAN GLEKLEN: | thought to be
honest the npbst stunning thing that Paul said
is that if you have the patent on the cure for
anthrax and you refuse to license it and you do
it out of bad intent and you have a nonopoly in
some rel evant market for anthrax cures, that
that's an antitrust violation

| can't tell you that innovation would
be reduced if we told -- you know. Pick a
val uabl e drug patent and said you know you have
to create generic conpetition, one tine deal
special circunstances. So to do the rule of
reason analysis | can't prove to you that the
result is proconpetitive.

But | guess | would inquire whether
there is anyone el se on the panel who thinks that
that's the right result. And I'd also say |
think there's case | aw out there that would
support that.

I mean if you are going to treat
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patents |like other IP, | think broad reading, you
know, of Colgate, you had an intent to maintain
your nonopoly. You refused to |icense.

But | guess | would be surprised if
ot her people think that's the right result under
the antitrust |aws, as opposed to sonme public
heal th regul ati on that Congress may pass if there
is a national energency.

PAM COLE: Well, Paul is in the back
of the room Does anybody el se want to comment
on Jonat han's questions or comments? Go ahead,
Doug.

DOUGLAS MELAMED: | can't resist.
Clearly it's not an antitrust violation. But it
does seemto ne there are tort principles that
woul d say that you cannot suddenly raise your
price to hold up the victinms of the disaster,
that you have to sell it at what otherw se would
have been the market price. But | agree it's not
an antitrust principle.

ASHI SH ARORA: Just a little

hi storical anecdote. At the end of Wrld War 11
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chenmi cal conpanies -- one prom nent exanple
is ICl -- were conpelled to license their
pol yet hyl ene conpositional matter patent. |It's

hard to figure out what woul d have happened if
t hey had not.

But it is true that innovation
proceeded very vigorously despite that. Now,
speci al circunmstances and all that kind of stuff.
I find it troubling that people state as a matter
of principle that conpul sory licensing wll
result in bad things.

HEW TT PATE: My | ask a quick
question? If it's true that Colgate stands
for the general purpose proposition that the
refusal -- that the right to refuse to deal is
condi ti oned on the absence of bad intent, does
that mean either that the Ninth Circuit nust be
right in Kodak or that the only way to say that
it"s wong is to say that intellectual property
is treated differently?

JEFF MACKI E- MASON:  You're referring

to the | anguage i n Kodak that said absent a
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purpose to nonopolize a trader is free to choose
wi th whom he nust do business?

HEW TT PATE: Right. | started by
saying if it stands for that.

JEFF MACKI E-MASON: |'m not sure that
pur pose meant subjective notive.

JONATHAN GLEKLEN: | don't know t hat
the only inquiry there is intent, but I think it
affects the relevance. | think Col gate says if
you're not -- if you don't have a nonopoly and
you' re not keeping a nonopoly you can refuse to
deal

But if you do have a nonopoly and
you' re keeping the nonopoly as a result, you
don't have a right to refuse to deal. Maybe
Colgate is just wong. Mybe Colgate is bad | aw

PAM COLE: Ckay, Mark. You've been
very patient.

MARK WHI TENER: | al ways t hought
Col gate was nost often cited for the proposition
that you can decide unilaterally what to do with

what you own. And | read that |anguage as sort
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of a Court saying we never say never.

| nean there is a tenptation in this
area of antitrust to sort of carve out exceptions
or to give yourself a little wiggle roomwhich is
in my mnd part of the problem

Okay. |'m Mark Whitener. |I'm
antitrust counsel at GE. And ny perspective is
as one who has been in antitrust enforcement. |
actual ly supported sonme cases that sone of the
dai s opposed. And some of theminvol ved
intellectual property.

So | think there is an inportant role,
a very critical role that antitrust plays in the
econony generally and in intellectual property in
particul ar.

But | do have sone thoughts on this
unilateral or | think it's fair to assune for
pur poses of nmy remarks unconditional refusals
to deal or refusals to license. And | should
probably make it clear that these views are nine
and not necessarily those of GE. | don't have a

Power Poi nt presentation either. But.
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I have two very sinmple bullets if you
want to visualize themon the screen. What's
wrong with the state of the |aw today, and what |
think the agencies can do about it partly as a
process of having these hearings and giving sone
greater policy guidance going forward. Now, |et
me address the state of the law briefly.

And it's been discussed at |ength
today so | won't go into a lot of detail. But
there are really two issues | think, two aspects
of the Kodak decision that cause great confusion.

And in particular my perspective is
that of a counselor to one conpany in particular
that has | ong been an innovator and an owner of
intell ectual property.

And those two aspects of the decisions
or fundanmental flaws you might say are first this
artificial subdivision of IPrights into nmultiple
mar ket s for purposes of applying the | aw of
unl awf ul extension of IP rights from one market
to anot her.

And the other is this analysis,
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enphasi s on subjective intent and actual versus
pretextual notivations for refusal to |icense

Now, on the first point, the Ninth
Circuit basically said that a unilateral refusa
to deal can be unlawful sinply because the patent
rights at issue can be subdivided into multiple
antitrust markets, which is often going to be
not hi ng nore than saying as | think sonmeone
poi nted out this norning, there is a market for
the intellectual property itself.

And there is -- there are one or nore
end uses for that intellectual property. There
may be many.

And as |'Il come back to in a nonent,
how many markets a particular innovation can
affect or in how many end uses it can be
exploited is sonething that's probably going to
be unknown and unknowabl e to the innovator at the
time they are making the initial investnent.

So under this approach virtually any
time that the subject matter of the patent, the

clains, the technol ogy, the innovation that's
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clained by the patent has nore than one end use
or can be categorized as falling into nore than
one antitrust market, then you have at |east nuch
of the predicate for an unl awful extension of a
monopoly from one market to another.

And obviously to find that there is
mar ket power, nonopoly power in at |east one
mar ket -- and even if we sweep aside the old
erroneous equation of intellectual property
rights with nmarket power, it quite often will be
the case that particular set of IP rights wll
create market power, or at least that's a fact
i ssue that gets to a Jury.

Now, you know, this is a very
difficult question for counselors and for IP
owners because, as | said, it seenms to ne pretty
clear that the question of how many notes there
are Mozart wote in the synphony or how many
mar kets you can divide the IP into ought to be
irrelevant to deternining whether there is an
antitrust violation.

But the other critical point is you
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are not going to be able to know often when
you' re innovating, when you are making the

i nvestment or trying to decide how nmuch to

i nvest, how you will ultinmately exploit, what
busi ness plan you will use to go to narket with
t he technol ogy, whether you're going to be
dealing with one, two, three, or nopre antitrust
mar ket s.

And the other thing | want to say
about this and the other Ninth Circuit Kodak
issue that I'"'mgoing to talk about is what we're
dealing with here fundamentally is uncertainty.
It's of course a problemif liability is inposed
based on these theories.

As Doug and ot hers have pointed out,
not a |l ot of cases actually end up with damage
awards. Sone do. But nore inportantly the
specter of liability and the fact that liability
turns on these very difficult if not unknowabl e
questions creates a chilling effect.

It creates uncertainty which in turn

underm nes the rationale for and the degree of
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i nvestment in innovation. Now, you know, how
nmuch does it do that?

And Pam gave nme perm ssion sort of to
breach the lunchtinme privilege by describing a
conversation we had at |unch today in which she
tal ked about a very interesting case she handl ed
when she was a young | awer and was working in
Col orado and went out and successfully prohibited
springtinme hunting of female bears who had cubs.
Is that basically right? Close enough

PAM COLE: That's right.

MARK WHI TENER: And one of the
argunments she faced fromthe Court was, well
do you have any enpirical evidence of how nmany
bears, you know, how many fewer bears if any we
have because of this -- because of this policy or
how many bear cubs are being killed because their
not hers are hunted?

And she basically said, well, you
know, we may not have a whole | ot of evidence,
but if you are saying that there is no |oss,

tell that to the dead bear, the point being we
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shoul dn't place the burden on the IP owners or

on the innovators to prove the degree to which

i nnovation is chilled when there is essentially a
forced diffusion of the technology by virtue of
the antitrust |aws.

So | think that directionally it seens
to me clear that innovation is reduced when the
ability to reap a return on the investnent is
di mi ni shed and when uncertainty is introduced
into the process as to whether you're going to be
able to reap that return.

Now, the second problemwi th the Ninth
Circuit Kodak decision just fromthe standpoint
of practical sort of counseling and deci sion
meki ng for IP owners and their |lawers is this
i dea that the patent hol der has to dempnstrate a
legitimate business justification for exercising
its patent rights to exclude others.

And then the Court conpounded this
probl em by not only putting that sort of intent
into play but saying that you can have a

purported justification, but it can be
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pr et ext ual

Now, | suppose that that's in a way a
logical thing to say. Once you have concl uded
that intent is relevant, | guess you want to
figure out what the intent really was.

But problemwas that the distinction
the Court drew was essentially neaningless, that,
for exanple, the evidence -- nmin piece of
evi dence | believe the Court pointed to for
finding pretext was the fact that the Kodak parts
manager had said that patents did not cross his
m nd when Kodak began its policy of selling parts
only to end users and not to | SOCs.

This is obviously a distinction
wi thout a difference. On the one hand between
the desire to protect intellectual property
rights which was the defense that had been
asserted and the Court found woul d have been
legitimate, versus a desire to elimnate
conpetition, or as the Court said a hostility
to conpetition.

Those both describe the sane busi ness
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objective. And legally and analytically the

di stinction is neaningless. Froma counseling
standpoint, try to explain to a business person
the difference between those two things.

VWhat you explain is of course that
it's always a good idea to create docunents that
enphasi ze the positive and that don't tal k about
harm ng conpetition and cutting off air supply
and destroying the bad guys. That's just common
sense.

But it shouldn't be the ultimte or
a critical issue in determ ning whether there's
antitrust liability. And then once that fact --
and clearly that is a fact, what was the intent,
what was the real intent, what was -- or was it a
pretext.

Once that beconmes an issue, an el enent
of the offense, then it is a question for the
Jury. And as John said, you know, if you are
before a Jury you face the prospect, sone
probability, even if it's low, of liability,

potentially quite | arge damages if you | ook at
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the array of argunments that might be nade.

It creates a settlenment value and it
creates very real effects even if very few cases
actually get to the point of substantial damage
awards. The other thing I'd point out is that
the magni tude of the risk increases as the val ue
of the intellectual property itself increases.

That is to say all else being equal a
nore val uable, a nore inportant innovation is
nore likely | think to be susceptible to the
ki nds of argunments that at | east under Kodak can
create liability, all else being equal. Mre
likely I would say to be found to create or
confer market power.

More likely to be sonmething that a
conpetitor will say that they need in order to
conpete with you. So this is precisely the
situation where the innovation is the nost
val uable to society, where liability is -- where
the risk of liability is the highest.

Now, Xerox, the Xerox Court, Federa

Circuit, addressed Kodak. That anal ysis has not
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been net with universal approval. It's fair to
say | suppose even by the successful litigants.
So I"'m not going to defend Xerox's anal ysis.

I do want to though respond briefly to
what | see as a couple of the canps into which
criticismof Xerox falls. One is that it got it
wrong, that Kodak is either right in the result
or in the analysis. | don't agree with that.

Anot her is that the Xerox Court
in this dictuminaccurately or inconpletely
descri bed the so-called exceptions to the genera
right to refuse to deal. That dictum can be
criticized as confusing, inaccurate, or
inconplete. | agree with that.

But the criticisml want to respond to
and | want to spend the nobst time on now for a
couple mnutes is the idea that -- and this was
expressed in the SGs brief in the case opposing
cert. -- is that, look, as a general matter we
shoul d refrain fromcreating categorical sort of
exceptions to the antitrust |aws or categorica

rules of legality or immunity.
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Those are di sfavored. We should | ook
at cases on a case-by-case basis. W should | ook
to see whether particular conduct runs afoul of
sone theory of conpetitive harm Now, this
sounds like a very flexible approach, and so
therefore it mght be seen to be a reasonable
approach at first blush.

But | think when applied to unilatera
or unconditional refusals to deal that it's wong
for several reasons. First of all, just the fact
that section 217(d) of the patent act does appear
to give -- to be a Congressional expression of
treating at |east patents differently than other
fornms of property.

But, second, you know, | think
you have to | ook at the fact when critics of
categorical legality point to situations where
they think liability should be inposed, often
I think you can if you look carefully at those
argunment s you concl ude that they involve sone
form of conduct other than a pure or

uncondi tional or unilateral refusal to deal
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That m ght well be anal yzed under existing and
much nore wi dely accepted antitrust theories.

The other problemwith this criticism
of Xerox, that it inproperly creates sort of
immunity for a certain category of conduct, is
that the critics don't -- | think still have not
successfully articulated a theory of violation
that fits within the bounds of antitrust analysis
as we sort of commnly look at it today at | east
in this country.

And as | said earlier, | don't think
it is enough to say, well, apply the genera
section 2 framework.

Look for exclusionary conduct which
you know, harnms conpetition w thout sufficient
efficiency justifications or under the sort
of expanded idea of predatory conduct that
sacrifices, you know, short run profit for sone
long run anticonpetitive gain.

Each -- in the interest of time |
won't sort of take each of those el enents

specifically.
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But each one it seems to ne at | east
so far as what |'ve heard from proponents of sone
duty to deal in IPrights really fails in going
el ement by el enent and sayi ng, okay, what is it
about the pure, unconditional refusal that is the
excl usi onary conduct.

How do we nmeasure this predatory or
anticonpetitive effect, and what do we take into
account on the proconpetitive side? |Is the
desire to extract every last dinme of return from
the intellectual property right a legitinmte
justification?

O is that itself if characterized the
wrong way sonehow vi ewed as exclusionary? And
that's all before you get to the question of
remedy. And when you get to the question of
remedy | think as Carl and others have said, |'m
not sure we really want to ask the agencies and
the Courts to be regulators of price.

And even if we're tal king about a
sinmpl e nondi scrinm nation order it's really not

so sinple.
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So what | think we really need to do
is focus on antitrust as an enforcenent, a |l aw
enforcenent regine in which we only prohibit
conduct or require a renedy when we have a
clear theory of harmthat has -- you know, it's
econoni cally sound, that can be expressed and
under st ood by busi nesses up front.

I don't think the question ought to
be posed as to whether there is sone generalized
concern by those who are denied the rights to
intellectual property that others have devel oped.
And | think the way for the agencies to deal with
this is in essence through the I P guidelines.

My sense is the | P guidelines have
been enornmously successful. They nmake it fairly
clear it seems to ne that the guidelines do not
view unil ateral refusal to deal in IP as a
violation. |If that's not sufficiently clear
I think it should be made cl ear

| would have thought that that's the
policy that was expressed in '95. The Solicitor

Ceneral filed a brief in the intervening years
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that took a sonewhat different view

So it may be appropriate for the
agencies as an outgrow h of these hearings to go
back and resolve this question in a way that
everybody can agree is clear and that everybody
can understand. Thanks.

(Appl ause.)

PAM COLE: Ckay, Doug. And, Mark,
happy 35th birthday.

DOUGLAS MELAMED: |'m going to focus
on one question, but there will be inplications
for others.

The question |I'mgoing to focus on is:
Is there sonething about intellectual property
that should cause it to be treated differently
for purposes of refusal to deal violations under
the antitrust |aws from other kinds of property?

Now, the first thing that | did when

began to think about this question was to | ook at

it as a legal question. Wat's the law? The |aw

is quite clear. Imunities fromthe antitrust

| aws are disfavored.
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One shoul d | ook either for clear
express Congressional intent to inmmunize conduct
or for repugnancy between sone ot her body of |aw
and antitrust. And wi thout that the antitrust
| aws ought to prevail because of their enornous
i portance to our econony.

And if you go through that |ega
exerci se which I think few of the cases for
under st andabl e reasons have not gone through, you
find that there is no legal basis for an imunity
for intellectual property law. The IP statutes
do not provide for antitrust inmunities.

While it is true that they gave what
appear to be unqualified grants of authority to
license and exploit and use the property and so
forth, the |l anguage and the | egislative history
I think nakes clear that that is intended to
do nore than to ensure that the owner of
intell ectual property rights will have rights
that are not inferior to those that we normally
associate with the owner of tangible property.

The |l egislative history of the 1998
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amendments which refer to the use of refusal to
deal as a defense | think denonstrates the sane
t hi ng.

Simlarly I think if one | ooks at the
Suprene Court cases, some of the old cases that
used broad | anguage about the rights of
intellectual property holders, one finds that
they were using either the | anguage that was
cont enporaneously used to describe the rights
of the hol ders of tangible property or that
in context they quite clearly neant that
intell ectual property rights should not be
inferior to those of the rights of other --
rights of owners of other kinds of property.

So | think using traditional |ega
tools while argunents can be made on both sides
' m persuaded that by far the stronger argunent
is that there really is not a good |egal basis
consistent with the general proposition that
immunities are disfavored for finding an
i mmunity.

But I"'mwilling to grant that because



10

11

12

13

14

15

16

17

18

19

20

21

22

no one seems to care about that -- and by no one
I nean the cases, Suprene Court and | ower Court
cases -- that maybe |i ke those cases we shoul d
junmp imedi ately to the policy analysis sort of
tied to what was said and ask the question of
whet her it makes good sense to have a specia

i mmunity.

I don't think you can get there by
| ooking at the policies of the intellectua
property laws. To be sure they are intended to
create rewards to innovation by giving rights of
ownership to the innovator. But those rewards
are not intended to be infinite. They are not
i ntended to be naxin zed.

We know that fromthe face of the
intellectual property laws. They are linited in
duration. They contain within them doctrines of
patent m suse and copyright fair use. They
prohibit tie-ins and other things nore broadly
than do the antitrust |aws.

So it is clearly not a principle of

intellectual property |aw that the owner of
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intell ectual property is entitled to maxim ze his
returns, to use his property in whatever way
maxi m zes his profits.

And so one | don't think can assune
that there is an inconpatibility between an
antitrust reginme that m ght prevent the |IP hol der
from doi ng what he wants to do and the val ues and
obj ectives of the intellectual property |aws.

The real issue | believe is a question
of whether antitrust analysis is up to the job
of protecting the legitimte interests of
intellectual property while at the same tine
serving its own interests in pronpoting
conpetition.

Now, we're dealing when we talk about
refusals to deal with that branch of antitrust
which are the of fenses of exclusion by which
one refers to offenses in which one or nore
def endants seeks to weaken or exclude a firmthat
woul d otherwi se be its rival and thereby getting
mar ket power to the detrinment ultimtely of

consuners or suppliers.
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And al t hough there are wongly decided
cased and old cases and inconsistent cases, |
think there is an energi ng consensus that the
principle -- the basic antitrust principle
applicable in all cases involving exclusion is
sonmething very simlar to the Ordover/WIllig
predati on principle.

It's expressed differently in
different cases. But | think it conmes down to
something |ike this.

Did the defendant engage in conduct
that didn't nmake business sense for it or that
was not profitable for it, but for the tendency
of the conduct to weaken or exclude rivals and
t hereby enabl e the defendant to gain additiona
mar ket power that it would otherw se not have,
and to recoup its investnent by exercising that
mar ket power and earni ng superconpetitive profits
it would not otherwi se be able to earn

| think that is -- that principle
expl ains frankly both the section 1 and the

section 2 violations that have exclusion as their
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attribute. Tying would be an exanple of that.

The conduct in which M crosoft
engaged, predatory pricing, all of that kind of
conduct | think can be subsuned at sone |evel of
abstracti on under that principle.

Now, that's a very conservative
principle. It is a conservative principle
because it neans that in order for a firmto
violate the antitrust |laws in an of fense of
exclusion it has to engage in conduct which in
a static sense is not efficient at the margin.

In a static sense the costs of the
conduct are greater than the benefits of the
conduct, and it's welfare reduci ng wi thout regard
to the welfare costs of recoupnent.

And it's a conservative test because
one can surely imgine situations in which a firm
m ght for exanple invent a new process, patent,
| ower its production costs by 5 percent bel ow
t hose avail able el sewhere in the industry, drive
its rivals out of business, raise its prices by

50 percent, make huge profits.
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No one will enter because they know if
they ever did, because this guy owns the process
patent he'll undersell them And |ong run
wel fare is dimnished. And yet in our country,
in the United States, perhaps not in Europe, |
think we say that's okay.

W want to have a very conservative
| aw to guard agai nst fal se positives, to guard
agai nst too rmuch government intervention into the
econony. And the defendant wi ns because his
process patent was skilled foresight in industry.
It was not -- it didn't violate the predatory
rule.

It wasn't inefficient conduct in the
static sense. And we're not going to get into
the long run, short run welfare trade-off.

Notwi t hstandi ng the fact that this is
| believe the prevailing principle and it is a
conservative principle, | think the rea
controversies in antitrust today tend to cone
nore fromthe right than fromthe left.

They come froma variety of argunents
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by defendants who argue for what | will call
formalistic rules to guard agai nst fal se
positives in the enforcenent of the antitrust
laws. The M crosoft case was a wonderful exanple
of this for depending on how you count them ei ght
or ten such argunents.

M crosoft argued that product design
shoul d be safe harbor because even though we can
all imagine a situation in which product design
m ght be anticonpetitive in the sense that |'ve
used that word M crosoft said Courts are too
likely to get it wong. There are too likely to
be fal se positives. There should be safe harbor

M crosoft argued that in high-tech
dynami c industries there should be different ways
of neasuring market power to guard agai nst false
positives. They argued that there should be
mechani cal neasures for exclusive dealing.

And the government argued in that case
that there should be -- by the way, this is a
little different -- formalistic rules that could

condem tying without actually proving that you
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satisfied the predation test.

The Court of appeals in Mcrosoft
and | think in an exquisite expression of the
energi ng consensus in antitrust |aw rejected
every single formalistic argument, plaintiff
tying argunent and padded M crosoft defense
argunents and said, no, we're going to | ook at
every all egation of exclusionary conduct fromthe
bottom up | ooking at the facts and asking the
gquestion, is this conduct was conduct that nmade
no busi ness sense or served no |legitimte purpose
or wasn't profitable but for its tendency to
exclude a rival, generate additional market
power, and pernmit anticonpetitive recoupnent to
the detrinment of trading partners.

| believe that was the correct
analysis. And the question is whether there's
any reason why that analysis shouldn't be used in
a refusal to deal case, and if there isn't why
there is any reason why it should be used in nost
refusal to deal cases but not in refusal to dea

cases involving intellectual property.
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| believe that the law is sufficiently
tractable, and the tools and investigation
notw thstanding the fact it won't be perfect are
sufficiently suitable that we can use that
predation test in a refusal to deal case so that
if Mcrosoft, for exanple, had sinply refused to
give its APlIs to Netscape and had used that
particul ar device to do in Netscape we woul d have
been able to say | don't care if it has the | abe
refusal to deal

That sounds to ne |ike anticonpetitive
conduct. And we could have analyzed it the way
the Court analyzed the other conduct that was
al l eged and found to be anticonpetitive in the
M crosoft case. So the question then is what
about IP. Should that lead to a different
resul t?

Well, it seens to ne the answer there
is no because there's nothing about IP that
makes the refusal to deal test any nore or |ess
intractable. And there's nothing about I|IP that

requi res any greater protection for the rewards
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to skillful foresight in industry. Consider the
AT&T case

Woul d that have been a -- and assune
for the nonent that Professor Baxter was correct,
that that was a great antitrust case. Should the
result in that case have been any different if
AT&T's interfaces had been patented? And Ml
coul d not have plugged into the AT&T system
Wi t hout getting a patent |icense.

Wuld it make any sense to say that's
a different case because there's intellectua
property there? Wuld it make any difference to
say in the Mcrosoft case that Mcrosoft has to
disclose its APls except if they are copyrighted
and then it doesn't have to disclose its APIs?

So the problemw th an exception for
intellectual property, one of themis you are
going to have fal se negatives. You're going to
have those occasional serious refusal to dea
probl ems uncorrected because you happen to have
intellectual property.

A second effect of a formalistic
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exception that says we're going to have safe
harbors here is that you are going to argue about
the formalism What happens when the plaintiff
goes into Court and says this really isn't an
uncondi ti onal refusal to deal?

I know why he didn't |icense conpanies
A, B, and C. It's because A, B, and C were doing
busi ness with its conpetitors. They didn't say
that. They didn't wite it into the contract.

But it wasn't unconditional in fact. Mybe it's
the kind of Lorain Journal story.

Then we're going to have a | ot of
argunments not about the economic nerits, not
about the conpetitive effects of the conduct, but
about whether or not the refusal to deal is truly
anal ogous to the safe harbor refusal to deal or
not anal ogous to it, in which case it's not --
doesn't deserve to be in the safe harbor

And we're going to have the same
norass here that we have in all the RPM and
resale restriction cases where peopl e argue about

was there an agreenent or was there sinply a
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subtle threat that was so effective that
everybody conplied with the wi shes of the
manuf act urer.

And the third effect it seens to ne
of having a safe harbor for intellectual property
in the refusal to deal area is that it wll
directly, explicitly, and foreseeably underm ne
the purposes of the intellectual property |aws.
It will do that by creating incentives to distort
the innovati on process.

| magi ne you are a lawer in a world in
which CSU i s unquestionably the aw. And the
AT&T of the future -- maybe it's ACL, who
knows -- cones to you and says, | don't want to
have to plug sonme conpeting | SP or sone conpeting
news service into ny network

But I'mafraid the governnent is
poki ng around and sonmeday they will bring an AT&T
agai nst nme. And the answer your |awyer says is
this. | have a great idea. Go to your engineers
and tell themto develop interfaces such that the

only way they can plug into your systemis by



10

11

12

13

14

15

16

17

18

19

20

21

22

251

getting a patent |icense.

We'll litigate the question was that a
sham We'll litigate the argunent that Professor
Lem ey has made that it's not really the IP. It
is the network they are trying to get access to.
But chances are you're going to pull that off, or
if not it's certainly worth the ganbl e.

And, sure, | know you didn't design
your systemw th patented interfaces before
because it nmade no technol ogi cal sense, but isn't
that a small price to pay to avoid antitrust
l[iability, of being busted up |ike AT&T?

So your client is going to say thanks
for the advice. He's going to order his
engi neers to devel op new networks with patented
and copyrighted interfaces.

And the innovation process will be
distorted all in the name of a safe harbor
i ntended to protect the intellectual property
process fromthe unfortunate incursions of
antitrust. | don't have that |ack of confidence

in antitrust that | think sone people in the
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intellectual property comunity have.

I don't think we're going to have many
plaintiffs winning refusal to deal cases. |
think once they learn that the strike suits wll
di ssipate as they have in other areas of
antitrust.

But | don't think we should throw out
of the arsenal of antitrust the opportunity to
bring a refusal to deal case, to bring an
excl usionary case agai nst argunents that this is
a refusal to deal as opposed to sone other kind
of excl usion.

This is intellectual property as
opposed to sonme other kind of property. Let's
get rid of the formalism Let's let antitrust in
this area as nost other areas treat exclusionary
practices froma fact based, ground up
perspective without formalistic rules and
saf e harbors.

(Appl ause.)

HEW TT PATE: Thanks, Doug. | expect

that will pronpt a few questions. Maybe I']I
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start with one which is about the statute, the
271(d)(4) point. | take your point with respect
to the general thrust of the 1998 anendnents
being to put intellectual property on the sane

f oot i ng.

But the anendnents have a provision
that relate to conditional |icensing and would
seemto immunize it fromchall enge unless a
plaintiff can show market power. And so in that
context | think it's clearly bringing IP on to
the sane footing away froma | ess favorabl e one.

But yet that part of the statute
exi sts side by side with 271(d)(4) which seens
to give a nmuch nore uncategorical approval to
exclusive -- well, to blanket unconditiona
unil ateral refusals to |icense.

Wiy isn't it a better reading to say
the statute to refute this is greater, includes
the | esser argument that, say, in the Townsend
case people are trying to run to defend
conditional licensing practices, but that really

there is a difference where the refusal is a
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bl anket refusal, an unconditional refusal

DOUGLAS MELAMED: That is the toughest
question for my position. | agree. |'d just
say two things about it. One, it doesn't say
antitrust immunity. So on its face however
broadly you read it, it does appear to be linmted
to | P defenses and the |ike.

Secondly, | think there is sone
reason fromthe legislative history to reach the
conclusion that | reached. But rather than try
to bluff you into thinking | renmenber what those
argunents are, let me just refer you to the paper
that was handed out here.

HEW TT PATE: Other coments?
Questions? Responses?

CHRI'S SPRIGVAN: | guess |'d ask Doug
why he thinks that Aspen and Otter Tail can be
read as incorporating the WIllig/ O dover test?

If in fact they did, I mght be nore confortable
saying the sanme rules apply. But, you know,
Aspen says excludi ng sonebody on the basis of an

efficiency.
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And you don't have an efficiency
defense for a refusal to |icense generally.
Generally it's, hey, they are ny conpetitors. |
don't want to do business with them because if |
license I'"mgoing to be able to sell ny drug for
four dollars, not forty dollars.

DOUGLAS MELAMED: Aspen may be a nutty
case on the facts. But Aspen did think that the
test it was applying was the sacrifice of profits
for strategic payoff. It tal ks about the
sacrifice of short-termprofits. Whether it got
t he econonmics right or wong I'm not sure.

But | do think it thought it was being
consistent with Ordover/WIllig. | don't know
which came first. But the | anguage, the
nmet hodol ogy of the case | think purported to be
consistent with this predation principle.

JONATHAN GLEKLEN: | think that point
woul d apply especially with respect to the
refusal to sell tickets for independent
combi nation with the tickets of other ski areas.

That has been noted in, for exanple,
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the Areeda Hovenkanp treatise as being a
perfectly -- well, a pretty straightforward
justification of the entire analysis, rather than
t he change in behavior which is as | think has
been di scussed here somewhat nore problematic how
you treat that.

HEW TT PATE: Doug, your proposa
woul dn't seemto endorse a subjective or a
pretext analysis. |Is there anybody on the pane
who thinks the Ninth Circuit was correct in
maki ng subj ective intent or pretext a part of the
analysis in this context? There was, but no
longer. Al right. Nobody else?

MARK WHI TENER: Hugh, can | just neke
a couple of points in response to Doug? And
think you did the best job |I've heard yet of
defending the overall view that there is
sonmething to be said for a duty deal or license
in some circunstances. But three quick points.

One, | think that we would be in a
much better place if the debate were now confined

to whether a refusal is really conditiona



10

11

12

13

14

15

16

17

18

19

20

21

22

257

or not.

I think we can all agree that there
are sone kinds of practices that would in fact
i nplicate exclusive dealing or tying or some
ot her conduct that could be exanm ned under the
antitrust | aws.

Second, you said | think that the
ideas -- the principles underlying the IP | aws
are sonmehow t hensel ves subverted if you have sort
of broad based protection for a refusal to deal

M. Polk this norning | think nmade a
point that | think goes the opposite direction,
which is that the principles of the antitrust
laws are to sone extent subverted if you find
or |leave open the possibility of liability for
a refusal to deal because what happens in the
absence of a right to demand access to
intellectual property is people find other ways
to skin a cat.

They innovate. They develop -- they
i nvent around or they come up with an entirely

new approach
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And then finally in terms of sort of
the anal ytical standard that you descri bed,
still have troubl e understanding in what case,
under what facts a refusal to share intellectua
property standi ng al one could be a problem

| can see how it mght be described
as a probl em under your short run -- well, under
your sacrifice of profits for anticonpetitive
gains. But |'mnot sure how that applies
in fact.

If I"'msacrificing profits in sone
sense now by refusing to sell parts to | SGCs
because it mght be as a matter of fact that
if there were nore people out there providing
service ny equi pment revenues m ght go up
Sonmebody coul d argue that.

But what | really don't want to do is
have the SO take ny parts, have that facilitate
their service, and have them|earn how to be a
better service conpetitor. And I don't want that
to happen. Am| justified in preventing it?

Ashi sh?
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of Mark's points, and it's sonmething |'ve been
trying to puzzle over. There seens to be -- and
maybe Jeff MacKi e-Mason said this earlier. There
are two ends of the table. Fromthat end | hear
conditional refusals are bad or could be bad.
Fromthis side | hear price discrimnation.

And I'"'mtrying to figure out whether
these two statenments -- that price discrinmnation
is if not good, at least legitimate. |1'm
wondering if these two are in conflict or not.

So it is as nuch a question for the two ends of

the table as a kind of coment.

BENJAM N KLEIN: | think they are two
separate concepts. | don't think they are in
conflict. | mean you can unilaterally set up a

met ering arrangenent that's not conditional on
anyt hi ng.

ASHI SH AROCRA: Price discrimnation
nmeans you are charging different prices to
di fferent people.

BENJAM N KLEI'N:  Yes.

259
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ASHI SH ARORA: Conceivably that's
condi tioned on sonmething. How are your
differentiating those people? And so |I'm not
sure. Anyway, this is as much for my education
as anyt hi ng.

BENJAM N KLEIN:  Probably the | awers
shoul d answer it because this whol e thing about
what is conditional and what an agreenent
consists of | always find sonewhat fuzzy. But
| don't see any conflict.

CARL SHAPIRO: I'mat this end of the
table, but I"'mnot a lawer. But | did bring
up -- enphasize the conditional. It seens to ne
that price discrimnation is basically a nethod

of you're trying to maxi mi ze the val ue of your

property.

Thi s whol e i ssue of conditional -- and

I and Mark had nmentioned tie-in and excl usive
dealing or selective licensing. | think of that.
And you are trying to set up incentives, let's
say, that will exclude conpetitors, that wll

meke -- by having conditions.
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not to deal with a conpetitor. WelIl, that's
anot her barrier to the conpetitor. That's
conpl etely separate than price discrimnnation
which is here is how | choose to price my stuff.
Deal with whoever you want but these are ny
prices. |It's just orthogonal

JONATHAN GLEKLEN: | think the problem
in determining what's a conditional refusal to
deal with what's a unilateral refusal to dea
could arise in the follow ng exanple.

A licensor goes out and grants a whol e
bunch of conpanies short-termlicenses and then
at the end of the termit refuses to relicense
those who deal with its conpetitors. And that's
pretty transparent. Everybody knows what it is.

And they make it known that, you know,
cone talk to us again. Any tine you want to go
talk to us again about re-upping. |Is that
unilateral or is that conditional? And when Doug
says we're going to get into fights about those

issues, | think we will.
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CARL SHAPIRO If | may, | won't use
these terns unil ateral versus agreenent. |t
seens to nme that is conditional. | nmean you just
sai d everybody knows it's conditioned. Hey, the
reason I'mnot granting you a |license is because
you're dealing with this other guy who is ny
conpetitor.

Now, we m ght have factual disputes
about whether that's what's going on. | think
that's unavoi dabl e because the guy m ght say you
didn't give very good -- there nmay be sone other
set of reasons and that may or may not be a snoke
screen for in fact you're dealing with ny
conpetitor.

But in your hypothetical where
everybody knows what's going on, that's basically
equi val ent economically to an exclusive |icensing
regime. It's not in the agreenent that you have
to be exclusive. But everybody understands if
you are not |I'mnot going to re-up you. So |
think that's straightforward.

That's conditional. That could wel



10

11

12

13

14

15

16

17

18

19

20

21

22

263

be a problem And of course the remedy for that
is not to get into regulating the prices but to
say, no, that's not a legitimate -- may not be a
legitimate basis for refusing to deal

BENJAM N KLEIN: | mean de facto it is
conditional the way | understand your exanple, or
| guess your exanple. But we know that it
doesn't neet the Monsanto criteria. And in the
real world people know a | ot of things.

And | don't think we want to infer

agreenents by figuring out what is in people's

m nds. | think we need sone objective criteria
about what it is -- | sound too nuch like a
lawyer. | should stop

DOUGLAS MELAMED: You're a good | awer
t hough.

CHRI'S SPRI GVAN: Let me just respond
to that though. |It's pretty clear that the
patent gives you a right to give field of use
licenses. And | think you undercut that if you
say | can't unilaterally refuse to |icense people

who are going to practice it in the field of use
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that | prefer to maintain for nyself.

So Xerox's photoreceptors in the
clains they note that the -- I'msorry, the fuser
rolls, note that the patented coating can al so be
useful in the field of cookware.

So Xerox says |'mgoing to license ny
patents to people who make cookware and |' m not
going to license ny patents to people who want to
make parts or to people who want to use the parts
to conpete with ne. That's a selective
I i censing.

Are you saying that -- you know, if
t he cookware manufacturer gets into the fuser
roll business and | term nate his |license or |
don't renew it that that's anticonpetitive?

CARL SHAPIRO: No. At least -- if
you're looking at nme the answer is certainly not.
I"'mnot in any way trying to attack field of use
restrictions. |It's a question again about
whet her other conpetitors are excluded through
arrangenents with third parties that may | ock

t hem up.
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HEW TT PATE: Yeah. | don't think --
well, is there anyone on the panel who has
under stood the discussion today to indicate that
all conditional refusals are unlawful? Because
t hi nk what we have been saying is that -- or what
|'ve been hearing is that perhaps unconditiona
refusals are on a different footing.

But in that discussion | haven't heard
anybody indicate that conditional refusals are
bad necessarily because they are conditional

Ot her coments? Questions?

CARL SHAPIRO | just want to throw in
one nore thing. Doug, | just don't get how your
whol e approach is really workable. It seens to

me you want to do some inquiry about whether
these effects were anticonpetitive and whet her
there was sacrifice.

And | just don't know what that --
what | think of as a standard case where |'m not
licensing to you because if | do you're going to
be a stronger conpetitor and that's going to

| ower prices and that's going to reduce ny return
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to happen right away.

It's going to happen over tine. So
what are you going to do with that case? You are
going to do what? You are going to do sone |ong
run, short run trade-off? You're going to --
what are you going to do?

DOUGLAS MELAMED: Well, wait a mnute.
As you stated, those words woul d have been
M crosoft's defense to a refusal to | et Netscape
use its APIs.

And yet, Carl, | have a hunch that you
would find a violation if Mcrosoft had refused
to |l et Netscape use its APls because you woul d
have sai d what conceivable efficiency purpose,
what benefit to consuners, what profit
enhancenent other than driving a conpetitor out
of business and raising entry barriers or
i ncreasi ng mar ket power is going on here.

HEW TT PATE: |'mnot sure if Carl's
nanme tag is really still up or not.

CARL SHAPI RO.  You shoul d be careful
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about your hunches for one thing. But maybe
you're saying then if there was an ongoi ng

hi storical pattern of disclosing the APIs then
they mi ght want to continue it.

That seens to ne different than saying
just because sonebody has interfaces and they are
val uabl e that they should be disclosed. So now
you have retreated it seenms to nme into the
category of ongoing patterns of dealing rather
than a broader principle of inposing duties when
there i s not ongoing.

DOUGLAS MELAMED: | didn't nean to say
as a matter of principle. |'msaying plaintiff
has an evidentiary burden. He has to prove that
this doesn't make any sense. And obviously if
there were an ongoing patent it would help him
But I wouldn't get there as a matter of
principle.

MARK WHI TENER:  Well, | have no priors
on Mcrosoft. So it doesn't make any sense.

What does that nean? What you just descri bed

sounded to ne like a pure sinple refusal to share
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intell ectual property which I think as an
actionable offense falls flat.

And | thought Carl made the -- in his
point, counterpoint with hinmself on some of the
i ssues -- the side that won out seenms to nme was
the side that said you ought to be able to
re- exam ne your deci sion making.

That is to say, the fact that you
m ght have | et sonething out of the bag before
and licensed it or shared it shouldn't prevent
you fromlater re-evaluating that decision. It
may have sone consequences in the market that
peopl e desi gn around, |ock in, whatever.

I"'mnot saying it's irrelevant. But
it seens to me that for the nost part you ought
to be able to re-exam ne that question and make a
new deci sion | ater based on the facts before you.

CHRI S SPRI GVAN: Doug, was your
M crosoft hypothetical dependent on | everagi ng
and that the operating system was going to be
different fromwhatever narket it is they were

not disclosing the APIs?
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Because if not, | don't know howit's
any different fromrefusing to license ny patent
to Viagra. | could get nmoney for licensing ny
patent to Viagra. And it's profitable for ne not
to license that patent only because | get to keep
nmonopoly profits for the termof the patent.

DOUGLAS MELAMED: Let nme just say |I'm
starting fromthe basic proposition that -- which
| thought everybody at |east all the econom sts
here agreed on.

And that is that unilateral
uncondi tional refusals to deal can under some
ci rcunstances be anticonpetitive. | believe
those circunmstances all entail a sacrifice of
profits. | could be wong about that being ny
under st andi ng.

So all I"'mreally saying is not that
I'"'mthe econom st who can tell you the netes and
bounds of all of the -- when does anticonpetitive
refusal to deal apply and when doesn't it, but
sinmply that we shouldn't be having a bunch of

Il egal rules that rule those off the table.
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i magi ning the very same violation that every
Judge has | ooked at found. A very conservative
Court of Appeals found unani nously, and that is
M crosoft sought to do in a conpetitor because
the conpetitor threatened to |lower barriers to
entry to conpete with its desktop nonopoly.

And all 1'm suggesting is if they had
chosen instead of the variety of illegal things
t hey chose an otherw se economcally irrationa
decision not to let this particular conpetitor
have access to its APIs.

And the fact finder could conclude
as the fact finder did with all the things that
M crosoft actually did that that refusal also
served no |legitimte purpose and was intended
solely to insulate its desktop operating system
fromconpetition, that that should state a claim
under the antitrust laws. That's all |'m saying.

BENJAM N KLEIN: | think that what you
are saying is that the once the market power gets

to a significant level there is a different
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burden. | mean you're really noving to an
essential facility doctrine here. | know we hate
that term But sonehow the APIs are an essentia
facility.

That is the only way you can nmake
sense of the argunment because it does seemlike
legitimate business justification. Wy should
license a conpetitor? | nean it has nothing to
do with Ordover/WIlig. You just don't want to
license a conpetitor and create conpetition

So | think you really are talking
about an essential facility. And once you
beconme a nonopolist you m ght have additiona
obligations under the antitrust laws. | nean

that's it. But | don't think it fits your

framewor k.

HEW TT PATE: Okay.

CARL SHAPIRO:  Well, we've cleared
t hat up.

HEW TT PATE: Now that we're cleared
that up, | guess we're drawing to the end of our

time. I'mnot sure I'min a position to sum up
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accurately, particularly having gone AWOL for an
hour or so.

But we have heard a | ot of things,
broad agreenent that the CSU dicta is too broad
and doesn't necessarily accurately reflect the
state of the law at least as it relates to
condi tional refusals.

I think broad agreenment with one
exception that the pretext or subjective analysis
doesn't really add anything to this. Sone
di sagreenment on whether IPis in sone ways on a
di fferent footing than other property.

A consensus that unilateral refusals
to deal are subject only to very narrow antitrust
liability all around the table, but naybe a rea
di sagreement about how narrow i s narrow when you
get down to it, and sone objections to whether
there should be liability at all chiefly because
adm nistrability and incentive reasons, perhaps
because of the uncertainty created by private
litigation.

We' ve heard about other possible
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approaches revol ving around price discrimnation
and otherwise. And I'msure this is food for
further thought and debate.

But I'd like to thank the organi zers
agai n and especially thank the panel nenbers for

what | think was a great presentation and invite

all of you to be back tonorrow for settlenments in

the next installnment of the hearings. Thanks
very nuch.

(Concl usion.)
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