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““KNOWLEDGE ASSETS’’—research and development know-how and in-
tellectual property protected by patent, copyright, and trade secret—
have become increasingly important as a determinant of,1J:S. industrial
progress.' In 1995 seven knowledge- 1ntens‘w@0ﬁfaustrles (aerospace,
computers, communications e u‘;pmé?ﬁ) electrical machinery, elec-
tronic components, mgwm@ﬁts and drugs) accounted for 27 percent
of total mangt}aﬁemﬁang output in the United States, up from 21 percent
in 1982.% Royalties and fees collected by U.S. firms from international
trade in intellectual properties exceeded $20 billion in 1993, nearly
double the amount collected just five years earlier.? Licensing royalties
and fees, although considerable, greatly understate the value of intel-
lectual property to the U.S. economy. Technology licensing and related
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1. For convenience, in what follows we will often use the term ‘‘patent’’ to denote
intellectual property more generally, including copyright and trade secrets. Of course,
there are important differences in the statutory protection that is afforded to each regime.

2. U.S. Bureau of the Census (1996, table 1).

3. National Science Board (1996, table 6-2).
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partnerships are essential in today’s economy to remain globally com-
petitive and to market the products that knowledge assets help to
create.”

This paper examines the historical role of antitrust enforcement for
licensing and other arrangements involving the transfer of intellectual
property rights. We briefly review past statements by the U.S. Depart-
ment of Justice on licensing and discuss the new antitrust guidelines
for licensing intellectual property (IP) that the Justice Department and
Federal Trade Commission published in 1995. We focus on competitive
issues raised by exclusivity provisions in IP licensing and discuss sev-
eral recent cases that address exclusive licenses and other competition
issues related to the use of intellectual property.

The IP-Antitrust Conflict and the Nine No-No’s

A reasoned analysis of antitrust and 1ntellqgt\uéi property respects
both the role of the IP laws in creat\l\n\gﬁ%f(f protecting property rights
to encourage 1nvestment g@sm%a‘?ch and development and the role of
the antitrust l%yﬁmﬁfeprotectlng consumers from anticompetitive re-
straints of trade Until recently, the U.S. courts and antitrust authorities
shunned a direct evaluation of this trade-off and focused instead on
whether the practice in question extends a patentee’s economic power
beyond the legitimate scope of the patent grant.” In the 1970s the
Antitrust Division of the Department of Justice announced a ‘‘watch
list’” of nine specified licensing practices that the division viewed as
anticompetitive restraints of trade in licensing agreements. The list soon
came to be known as the ‘‘Nine No-No’s.”’® They consisted of the
following:

4. This very point was stressed recently in a Federal Trade Commission report
entitled ‘*Competition Policy in the New High-Tech, Global Marketplace.’’ See FTC
(1996).

5. Newburg and Tom (1997).

6. The list of nine potentially offending technology licensing practices was first
outlined by Bruce Wilson in ‘*Patent and Know-How License Arrangements: Field of
Use, Territorial, Price and Quantity Restrictions,”” a speech delivered on November 6,
1970, in Boston. Wilson gave two other speeches that recited the list of proscribed
licensing practices. See ‘‘Is The Past Prologue, or Where Do We Go From Here?,”’
delivered on September 21, 1972, in Detroit and reprinted in 5 Trade Reg. Rep. 50,
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1. Royalties not reasonably related to sales of the patented prod-
ucts;

2. Restraints on licensees’ commerce outside the scope of the
patent (tie-outs);

3. Requiring the licensee to purchase unpatented materials from
the licensor (tie-ins);

4. Mandatory package licensing;

5. Requiring the licensee to assign to the patentee patents that
may be issued to the licensee after the licensing arrangement is
executed (exclusive grantbacks);

6. Licensee veto power over grants of further licenses;

7. Restraints on sales of unpatented products made with a pat-
ented process;

8. Post-sale restraints on resale; and

9. Setting minimum prices on resale of the patent products.

Briefly, most of the Nine No-No’s involve attemptsipy)p»atent holders
to extend their patent monopolies to unpateng:\daseiﬁp ies, to gain control
over improvements of their mnov\@gloﬁ@ﬁgto determine prices for resale
of their patented pI’OdU&I‘&,&)V@?STO engage in market allocations.

We find 1\L\M@efﬁ’l to divide up the no-no’s into several groups. The
first three practices directly impose restraints on the licensee’s ability
to use products outside the scope of the patent, or impose ‘‘penalties’’
for such use. The fourth practice, package licensing, can have this
impact as well in some limited circumstances where it acts like a tie.
Our analysis of ‘‘penalty clauses’’ below is meant to inform antitrust
policy regarding these four practices. The fifth practice, grantbacks,
often serves pro-competitive purposes but can in theory stifle innova-
tion, especially if the grantbacks are exclusive. The sixth practice is
akin to granting the licensee an exclusive license.” The last three prac-
tices fit more in the area of vertical control (such as resale price main-
tenance) and receive little attention in this discussion.

The extent to which the Nine No-No’s reflected actual Department

146.; and ‘‘Law on Licensing Practices: Myth or Reality? or Straight Talk from ‘Alice
in Wonderland,” " delivered on January 21, 1975, to the American Patent Lawyers
Association in Washington, D.C.

7. The 1995 guidelines distinguish between exclusive licenses, which merely restrict
the right of the licensor to license others, and exclusive dealing, which may restrict the
licensee from selling or using competing technologies. See DOJ and FTC (1995, p. 20).
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of Justice antitrust policy is uncertain. Their author, Deputy Assistant
Attorney General Bruce Wilson, declared that they are restraints *°
which in virtually all cases are going to lead to antitrust trouble because
of their adverse effect upon competition.’’® In actuality, of the sixteen
cases filed by the division’s Intellectual Property Section between the
late 1960s and the late 1970s, only half specifically addressed any of
the nine practices. Moreover, almost all of these cases were litigated
under a rule of reason rather than per se illegality.

The IP Guidelines

In the early 1980s the Antitrust Division began to question the theory
underlying the Nine No-No’s, focusing on the principle that uncon-
strained patent licensing increases the value of patents and encourages
licensing and innovation. In 1988 the division formallzed its view of
the rights of patent holders in its ‘‘Antitrust Enfgwé*rﬁent Guidelines
for International Operations.”” The lg&Sa]ﬁYﬂlcy adopted a ‘‘rule-of-
reason’’ approach to patent Ll(r@n“é‘ing that allowed for a balancing of
the pro- competltlvgéaéfé%fs of licensing against possible anticompetitive
effects in ref4ted markets.

A fundamental principle of the 1988 guidelines was that the owner
of intellectual property rights is entitled to maximize the market value
of its intellectual property—that is, the rights holder is entitled to the
area under the derived demand curve for its intellectual property. Under
this view only licensing practices that leverage the demand for its prop-
erty (shift demand to the right) potentially run afoul of the antitrust
laws.® The 1988 guidelines did not explain, however, how a holder of
IP rights could ‘‘leverage’’ demand for its intellectual property or under
what circumstances such conduct would harm consumers or competi-
tion.

8. From his speech of January 21, 1975 (p. 9); see footnote 6. It is not clear whether
Wilson considered the restraints on this list to be per se violations of the antitrust laws,
although he noted that ““. . . the validity of licensing practices other than these nine is
to be tested under the rule of reason.’’ (p. 10).

9. Charles F. Rule, ‘‘The Antitrust Implications of International Licensing: After
the Nine No-No’s,”” a speech before the Legal Conference, Cincinnati, Ohio, October
21, 1986, p. 10.
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The Department of Justice and the Federal Trade Commission (FTC)
released new ‘‘Antitrust Guidelines for the Licensing of Intellectual
Property’’ (IP guidelines) on April 6, 1995. The new guidelines share
the core principles expressed in the section on technology licensing in
the 1988 guidelines. These include

® An explicit recognition of the generally pro-competitive nature of
licensing arrangements;

® A clear rejection of any presumption that intellectual property
necessarily creates market power in the antitrust context; and

® An endorsement of the validity of applying the same general an-
titrust approach to the analysis of conduct involving intellectual
property that the agencies apply to conduct involving other forms
of tangible or intangible property.

These three core principles provide a foundation for the policy state-
ments in the 1995 guidelines. Because licensing often hgas significant
efficiency benefits (for example, by fac111tat1n§>ghﬁ “ﬁﬁegratlon of the
licensed property with complementaryﬁ’ré@e?é?s of production), antitrust
concerns that may arise m egwn‘§?ng arrangements normally will be
evaluated under gh@@méfé‘ of reason. The absence of a presumption that
intellectual ﬁi“bperty necessarily creates market power implies that an
antitrust evaluation of licensing restraints such as tying arrangements
normally will require investigation of market circumstances to establish
anticompetitive effects. Although the special privileges and character-
istics of intellectual property could conceivably form the basis for a sui
generis competition policy, there is no theory that would clearly justify
different rules. Instead, the basic principle espoused in the 1995 IP
guidelines is that the antitrust laws are sufficiently flexible to take
important differences into account and should not impose greater or
lesser scrutiny for intellectual property than for other forms of property.

The new guidelines advance the principle that a licensing arrange-
ment may raise antitrust concerns if it harms competition that would
have occurred in the absence of the license. Licenses that have such an
effect do not necessarily lower overall economic welfare. The harm to
competition should be compared to other pro-competitive effects of the
arrangements. In applying this principle, it is useful to distinguish
licenses between actual or potential competitors, that is, ‘‘horizontal



288 Brookings Papers: Microeconomics 1997

l

licenses,’’ and all others, which can be called ‘‘vertical licenses.’”'®
Both horizontal and vertical licenses can harm competition that would
have occurred in the absence of the license.

Licensing arrangements between actual and potential competitors are
relatively easy to assess under the principle of ‘‘harm to competition
that would have occurred in the absence of the license.”” For example,
consider a situation in which two parties each possess patent rights that
can be used to make substitute products. Suppose each accuses the
other of infringing its patent, and they agree to a settlement to resolve
their disputes. Suppose further that the settlement consists of a cross-
licensing agreement that allocates exclusive territories to each of the
firms. Clearly, this licensing agreement can eliminate competition be-
tween the parties that would have occurred in the absence of the license.
The strength of the infringement claims is critical to assessing such a
settlement and the resulting cross-license. If the claims were weak, the
settlement is likely to be anticompetitive. If the claims were strong—
for example, if each firm held a patent blocking the Gther—then there
could be no competition, indeed noms_;ébl@s at'all, in the absence of the
cross-license, so the settle@g&i«@ﬁﬂ'not harm competition.

Most licensing arsarig€ments are vertical, however; they do not in-
volve licensé§ between actual or potential competitors. Nonetheless,
these arrangements may affect competition that would have occurred in
the absence of the license. An example is a licensing arrangement
between a licensor and a licensee that forecloses competition from new
entrants. Much of this paper focuses on vertical licenses.

In the spirit of the guidelines, we develop in the next section a model
of penalty clauses in vertical licensing contracts. By ‘‘penalty clause’’
we mean a provision in a license that imposes costs on the licensee if
the licensee uses alternative suppliers or technologies. We distinguish
between licensing terms that are favorable to the licensee, and thus
encourage the licensee to employ the licensed technology, and penalty
clauses, which also encourage the licensee to employ the licensed tech-
nology, but by penalizing the alternatives. By imposing a cost on the
licensee if the licensee does business with another firm, a penalty clause
may harm competition by reducing the demand available to rival firms,

10. Of course, in a trivial sense, all licenses are vertical, inasmuch as one firm is
selling technology to another, so the two are in a supplier-buyer relationship.
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by increasing rival firms’ costs of doing business, or by softening com-
petition among rivals. The extreme case of a penalty clause is exclusive
dealing, in which the licensee signs a license prohibiting the licensee
from using any substitute technologies. Note that several of the Nine
No-No’s involve some form of penalty clause.

A central question is not whether a specific provision in a licensing
contract can harm competition, but whether buyers and sellers would
voluntarily enter into contracts containing provisions that have such
effects. In developing the theoretical model below, we discuss various
circumstances in which contracts between buyers and sellers may harm
competition, yet be mutually advantageous to the parties to the contract.

A Model of Penalty Clauses

Obviously, the possible permutations, or ev(@mai’l t}le interesting
ones, that describe possible market envmﬂ‘fﬁents cannot be addressed
in a single model. We have _choselt to focus on an environment with a
single 1ncumbent lwﬁa\ﬁr Fseller) with a first-mover advantage, a single
licensee (bu‘ﬁ)‘ér) and a potential entrant. Thus, we do not formally
address coordination among licensees in dealing with the licensor, and
we quite consciously assume that would-be innovators are not at the
bargaining table when initial licenses are signed. Because innovation
confers natural first-mover advantages, it is reasonable to assume that
potential entrants are absent from the initial bargaining between the
licensor and the licensee.

We also assume that all three parties can engage in efficient ex post
negotiations and renegotiations: once investments have been made, in-
ventions achieved, and uncertainty resolved, the parties can bargain
efficiently and write sophisticated contracts. This assumption reflects
our view that many important licensing contracts take place between
sophisticated parties for whom the transactions costs of negotiating are
small relative to the magnitude of the payoffs involved (although we
recognize that bargaining can in reality be highly inefficient whether
the stakes are large or small). Finally, we assume that the parties make
noncontractible investments.

The framework for our model is very close to that of Segal and
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Whinston, on whom we rely heavily.'' In many respects the analysis
in Segal and Whinston is more general than ours, and we are happy to
acknowledge that several of the effects we highlight in this section are
identified in their paper as well. Our main departure from Segal and
Whinston is that we study explicit contracts between the buyer and
seller, while they compare an exclusive dealing contract with no con-
tract. They assume that the buyer and seller ‘‘cannot specify a positive
quantity, because the nature of the trade is hard to describe in ad-
vance.’’'? Our analysis applies to circumstances in which the buyer and
seller can specify terms on which they will trade with each other, as
well as penalties the buyer must pay to the seller if the buyer deals with
the entrant. Permitting a specific contract between the buyer and seller
alters the ex post bargaining game, because under our assumptions the
buyer has the right to purchase from the seller without the need to enter
into ex post negotiations with the seller. We are also able to study the
effects of varying the strength of the penalty clause.

Players, Contracts, and Timing 156082
\\\o

Our analysis mvolvg&ethfése partles a licensor or technology seller,
S, a llcense%aa\eteﬁﬁﬁnology buyer, B, and a (potential) entrant, £. We
are interested in circumstances in which the licensor, by virtue of early
innovation, has a natural first-mover advantage in signing a contract
with the buyer. We believe this structure is especially fitting for the
licensing of intellectual property: the first firm to obtain a patent has a
first-mover advantage, and, furthermore, future innovators often are
not present at the bargaining table prior to their own inventions and
thus their own entry.

We look at three distinct phases or periods. In the first phase the
buyer and the seller negotiate a contract that gives the buyer the right
to make purchases from the seller in the future according to specified
terms.'* More specifically, defining the buyer’s ultimate unit purchases

11. Segal and Whinston (1997). Our model is also similar in many respects to that
in Spier and Whinston (1995).

12. Segal and Whinston (1997, p. 4).

13. It is important to keep in mind that this contract ultimately will not govern the
dealings between B and S, because they can renegotiate it in the final phase. The contract
serves to define the threat points in subsequent bargaining among B, S, and E.
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from the seller by x and the buyer’s unit purchases from the entrant by
v, the contract gives the buyer the power to pick x and calls for payments
from B to S given by f(x,y,K), where the parameters K reflect the terms
of the contract.

We are especially interested in provisions that require the buyer to
make payments to the seller contingent on the buyer’s dealings with the
entrant, that is, the way in which y enters into f. We define a penalty
clause as a term K in the contract that calls for payments only if y > 0,
with these payments independent of x but rising with y, for at least
some values of y. In the differentiable case, this means that 9°f(x,y,K)/
dydK is nonnegative for all (x,y,K) and is strictly positive for least some
(x,y,K), and that 9*f(x,y,K)/dxdK = 0. An exclusive dealing contract
specifies a payment schedule f(x) and requires the buyer to purchase
exclusively from the seller. This is equivalent to an infinite penalty
payment if y > 0. A simple contract with per-unit penalties involves a
payment schedule f(x) + K + ky. This includes the 1mportant case in
which the buyer agrees to pay the seller for evc‘;@ytﬁﬁ% the buyer ac-
quires, whatever the source of that 1ngggt>55““¥ px + K + ky, where p
may equal k.'* 4. \0C- yo-t

Because the gq@&naéffpbetween B and § is the key object of our
analysis, we“ﬁause here to explain the restrictions we have imposed on
contracting between the buyer and the seller. Essentially, we assume
that the only contractible variables are the buyer’s ultimate purchases,
x and y. In particular, we assume that the parties’ investments, the
seller’s and entrant’s realized costs, and the buyer’s realized value or
demand are not contractible. We also confine ourselves to the institution
that gives the buyer the choice ex post of what to do: the buyer can
demand delivery of any quantity x (including none) and then must make
the specified payments to the seller based on his choice.'” We also

14. Other forms of exclusivity incentives arise in practice. An example is rewarding
buyers for obtaining a large share of their total purchases from the seller. Airlines have
used contracts of this form to induce travel agents to book a large share of customers’
flights on their airline. This does not formally fit our definition of a penalty clause
because the reward depends on x as well as y.

15. This is equivalent to imposing a very large penalty on the seller for failing to
deliver what the buyer requests. We do not believe our assumption that the buyer chooses
output ex post is critical to our analysis, but we have not yet explored this formally.
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assume that the contract f between the buyer and the seller can be
credibly revealed to the entrant by the buyer and seller.

In the second phase, the parties make investments, after which un-
certainty is resolved. We study investment decisions by all three parties.
The investment levels are denoted by I, I, and I, respectively; I
denotes the vector of investments. In the third stage, following these
investments, the realization of uncertainty is captured by the random
variable 0; the distribution from which 6 is drawn is common knowl-
edge. The *‘physical’’ state of the world ex post is given by z = (1,6).
The complete ex post state of the world is described by z and the
prevailing contract terms, K.

Given the investments and the realization of uncertainty, the ex post
benefits and costs are described by three functions: v(x,y,z), which
measures the buyer’s gross benefits from consuming quantities (x,y);

c4(x,z), which measures the seller’s cost of producing x units; and
c.(y,z), which measures the entrant’s cost of producing y units.'® These
are all true economic costs and thus do not mclude mﬁ\%ﬁnﬁ investments
made by each party. We assume that«g@ealﬁ‘éﬁles negotiate efficiently
and select (x,y) ex post to me@x‘imﬁ?e ‘their combined payoffs.

awe! ene®

Outcomes‘%nd Payoﬁ‘s

The ultimate outcome or allocation is characterized by the investment
levels I, the realization of uncertainty 6, the output levels (x,y), and
the payments made among the parties. Denote the (net) payments from
player i to player j by T, for each of the three pairs BS, BE, and SE.
With this notation, the final payoffs of the three firms are given by

Up = v(x,y,2) = Tps — Tpe — L,
Ug = Tps — Tg — c(x,z) — I, and
Ug = Tg + Ty — clyz) — 1

Total welfare is the sum of all three firms’ payoffs, or

Giving the seller the right to choose whether to deliver or not is akin to imposing a large
fine on the buyer for not dealing with the seller, a contract term that we explicitly study.

16. We are assuming that the production levels equal the usage levels, so the same
x and y appear in the benefit and cost functions. Production other than to order could be
modeled as an investment.



Richard Gilbert and Carl Shapiro 293
W = v(x,y,2) — ¢(x,2) = ¢ce(v,2) = 1y — Iy — 1.

In general, all of the firms’ payoffs depend upon 0; we assume the firms
are risk neutral, so they are interested ultimately in their expected
payoffs, taken over possible realizations of 8. We denote this by E,[]
or by using bars to denote expected values.

Contract Bias: General Analysis

We are interested in how the incentives of the buyer and seller,
together, to craft contract terms differ from overall incentives. Because
the only other party is the entrant, we are essentially asking how the
terms of the contract affect the entrant. One can think of the entrant in
our model as a proxy for other buyers whom we do not explicitly model.

Given the contract chosen by B and S, as characterized by K, the
players will make certain investments, I’*(K), leading ultimately to cer-
tain expected payoffs, U(K). In settmg a generic contr@ct term K, B
and S will maximize Uy(K) + Uy(K). Thus, %gan\y mterlor optimum

cn
for K, K*, we must have 1445600 %
0-
(-\Sgs,
\E(\*\e — —
o\e u.\\]\aNe dW dUE
war — | = —
K| dK

This equation reminds us that to determine whether the buyer and seller
have an incentive to elevate a given contractual parameter over the
socially optimal levels, we need only look at the impact of that param-
eter on the entrant’s (expected) payoff, U,. Looking more closely at
this term, we have

dU, U,  oU.dl.  3Udl, 93U, dl,

dK ~ oK | oI, dK = ol,dK = oI, dK

Because E chooses I optimally, the second term on the right-hand side
is zero. Thus, we have

" | _dl,  Ody, 9O, d,

dK | * oK = o, dK = ol dK
In words, equation | says that the external effect of contractual provi-
sions chosen by B and S can be broken into three parts, each of which
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must be evaluated on an ex ante basis. First is a direct effect: the clause
may have some ex post effect on the entrant’s payoff. Under the as-
sumption of efficient ex post bargaining, this is purely a rent transfer
term, because K has no direct ex post effect on welfare. Anticipation
of this rent transfer affects incentives, however, and thus gives rise to
the second and third effects, which, although indirect, are not mere
transfers. The second route for the contractual clause to affect the
entrant’s payoff is through the buyer’s investment. The third route is
analogous, through the seller’s investments.

We now must look more closely at the ex post negotiations to explore
how contractual provisions affect each of the parties’ payoffs and thus
their investments and overall efficiency.

Ex Post Negotiations

We assume for the analysis in this section that the parties engage in
efficient ex post negotiations. The assumption of ex qut?efﬁment bar-
gaining obviously precludes traditional deagwpgﬁ% loss issues, condi-
tional on the investments made aqg \m@%rtamty realized. This assump-
tion is in sharp contra%&aoﬁﬁhlon and Bolton, who assume that a low-
cost entrant wilk ndf's supply the buyer if a penalty clause in the contract
between buyer and seller eliminates the bilateral gains to trade for the
buyer-entrant pair.'’

The assumption of ex post efficiency is consistent with looking at
sophisticated parties for whom transaction costs are relatively unim-
portant. Furthermore, it does not negate all efficiency effects. Rather,
it focuses attention on the way in which the parties split any ex post
gains from trade, and this in turn has implications for investments that
the parties make. In the context of licensing of intellectual property,
this focus strikes us as especially appropriate: arguably, long-run wel-
fare hinges more on the incentives to innovate, rather than on pricing
issues per se, especially because sophisticated buyers and sellers are
able to structure contracts to reduce or eliminate ex post deadweight
losses associated with prices in excess of marginal costs.

We recognize that bargaining payoffs are generally sensitive to the
bargaining game one assumes. We seek results that are robust with
respect to different bargaining institutions and thus make relatively mild

17. Aghion and Bolton (1987).
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axiomatic assumptions about the bargaining institutions.'® Under these
assumptions each player’s bargaining payoff depends linearly on the
incremental value that player brings to other coalitions that might form;
Shapley value is a special case of this ‘‘linear bargaining.”” We shall
assume such ‘‘linear bargaining’’ in what follows.

GENERAL EXPRESSION FOR BARGAINING PAYOFFS. The building blocks
for this cooperative bargaining approach are the returns that various
coalitions could earn on their own. We denote by V, the total payoff
that can be independently achieved by coalition J, given the state of
nature (I, 8, K), which includes the prevailing contractual terms, K.'°

Under linear bargaining, the payoffs to the players can be written as:

Upg = Vp + 0 (Ve = Vg = Vi) + a3(Vs — Vg — Vp)

+ ag(VBE - - B)
Us = Vs + aff (Vg — Ve — Vo) + (Vs _20 - Vy
o
+ af(Vy — - s) @5%@@“66

U, =V, + OLE (Vﬁé@r\se Vizs - E) + aE(vBE - Vs = VE)

Ne\

\e}
(VsE - Vs - Vo — I
We also have restrictions on the nine o parameters:
of + aff + ofS = 1,05 + af = af
af + of = aff and of + of = o5f

These restrictions arise from various adding-up constraints. For exam-
ple, if V. rises by one unit, so must the sum of U, Us, and U,., due
to ex post efficiency.?

18. These assumptions follow Segal and Whinston (1997), who describe them nicely
and who cite Weber (1988).

19. We adopt the notational convention of omitting the investment cost terms from
the V, values, because the investment costs are sunk by the time the ex post bargaining
occurs.

20. There are nine parameters and four equations, leaving five degrees of freedom
to characterize the bargaining strengths of each party. These parameters are: each party
vs. the other two as a combined entity (two parameters in total, as these three measures
must sum to unity); and each party vs. the other one in a one-on-one negotiation (three
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COALITIONAL VALUES. The coalition of the whole achieves

(2) Vise = max[v(x,y,z) — ¢5x,2) — cx(y,2)].

XLy

Call these optimal output levels x**(z) and y**(z). The buyer-seller
coalition can achieve

3) Vips = max[v(x,0,z) — c4(x,2)].

Call this output level x*(z). Observe that neither of these coalition
values depends upon the contractual terms, K. Note that the entrant’s
ex post social contribution is equal to the value that E brings to the BS
coalition, namely,

4) A = Vege — Vi,

which also is independent of K.
The buyer on his own achieves

(5) Va = max{v(x.0,2) — m&mi"“

1150

2013

o, No-
This is the buyer’s mq@m‘f'ﬁ value from trading solely with the seller
under the original UOntract terms. Call this output level x8(z), which is
independent of K under our assumption that f,, = 0.
The buyer-entrant coalition achieves

(6) VBE = max[v(x,y,z) - f(x’y’K) - CE(y’Z)]'

Call these output levels £(z,K) and y(z,K).?' The entrant on his own
can earn nothing. Thus, the gains from trade between the buyer and the
entrant, if any, are given by

() Gge = [v(X,9,2) — f(£,9,K) — ci(9,2)]
— [v(x®,0,2) — f(x®,0,K)].

bilateral pairs to consider). Thus, in the end, we are interested in these five parameters:
b, ol and aj, af, and af. One easy way to derive and understand all of the restric-
tions on the parameters is to recognize that the sum of all players’ payoffs is invariant
with respect to all coalition values, V,, except for the coalition of the whole, Vg,
which increases the sum of all values one for one. Using this fact with the linear
expressions for each player’s value gives all the restrictions on the as. In the special
case of Shapley value, we have af* = af* = a3 = 1/3, and of = 1/6 for j # k.

. If the buyer and entrant have no gains from trade, then we have £(z,K) = x#(z).
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Using the envelope theorem and the fact that df(x®,0,K)/0K = 0, we
have

aGBE - _ af('fa_)/}’K)
oK oK '

This expression is negative for a penalty clause; stiffer penalties reduce
the gains from trade between the buyer and the entrant. Differentiating
with respect to /;, and using f,, = 0, we also have

PGy

® oKal,

9y
-y
for any firm j. This is useful later.

Next consider how well S does on her own. This is a bit tricky,
because the seller’s payoff depends upon the buyer’s choice of (x,y),
which in turn depends upon whether B is dealing with E. We assume
here that if S is on her own, B and E make their ogglmal choices

8
together. Thus, we have on
Bam‘ﬂ‘“ed

9) Vs = fIf(z, K)y@g,lo“kf — ¢ll#(z.K).2].

The buyer and §eelkea“fyp1cally have gains from trade, because the con-
\’\'\

tract is unllkely to be tailored to induce the buyer to pick x efficiently

ex post. These gains from trade are given by V,; — V, — Vg, which

we write as

(10) Ry = [v(x*,0,2) — c5(x*,2)] — [v(x5,0,2)

= f(x",0,K)] — [f(£,3,K) — ¢(%,2)],

where R, stands for renegotiation. For future use, note that

oR .
a_lgs = —f(£,9,K).

Using f,, = 0, this implies, in turn, that for any firm j,

R s

1
(b oKal,

9y
- fK'\‘alj .
Finally, consider V.. Because the entrant cannot produce and sell
any positive amount without the buyer’s involvement, the only way
that V. could differ from V would be for the entrant to agree not to
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deal with the buyer, despite mutual gains to trade between B and E, as
a way of inducing the buyer to buy more from the seller. We assume
that this type of agreement is illegal, so V. = Vg, as just calculated.
We also assume that the entrant cannot serve as a low-cost supplier for
the seller, because the entrant’s products are differentiated from the
seller’s and the buyer’s approval is needed to make this substitution.

BARGAINING PAYOFFs. We are now ready to express each firm’s bar-
gaining payoff in terms of the bargaining parameters (the as), the ex
post demand and cost conditions, z, and the contractual provisions, K.
We have

(12) U, = v(x8,0,2) — f(x®,0,K)
+ o3F(A + Ryg) + Ry + abGye — 1y,
(13) Uy = f(£,9,K) — ¢(%,2)
+ of5(A + Ry — Gygp) + %BBS I, and

on gu\\i
(14) U, = oA + a@gwcme? .
wo.- A

Armed with these @(@ﬁfsﬁlnctmns we can now analyze investment
incentives, study" the contractual terms that the buyer and seller will
adopt, and thus explore the effects of legal restrictions on the allowable
contracts. Our analysis is exploratory, in that we examine the marginal
incentives of the buyer and seller to utilize penalty clauses, but we do
not characterize the fully optimal contract that the buyer and seller
would sign, a prerequisite to conducting comparative-statics exercises
on that contract as legal rules change.

No Investments

We begin with the simple but illustrative case in which there are no
investment decisions. Without investments and with our standing as-
sumption of ex post efficiency, there are no welfare effects, only rent-
transfer effects, to explore. Using the expressions above, we have

du,

dG
K = E, o —LBE

£ dK

which can be written as
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@,

of(£,9,.K)
dK '

I

To illustrate, suppose that B must make a fixed payment K to S if and
only if y > 0. Then dU,./dK = — ofif B and E have gains from trade,
and zero otherwise.

In this case, there is nothing causing B and S to limit the penalty
payment. Holding aside the entrant’s investment incentives, the buyer
and seller collectively benefit from reducing the entrant’s gains from
trade with the buyer. A fully exclusive contract completely eliminates
such gains.

This result should be contrasted with that of Aghion and Bolton, who
find that a finite penalty payment is optimal for the buyer and seller in
the absence of renegotiation.?> The higher the penalty, the greater the
ex post inefficiency in their model, because uncertainty remains about
the entrant’s costs, as through our 6. With renegotiation, %he buyer and
seller in their model would have no reason to lm&gﬂth@“s%lz% of the penalty
payment. | ABE0 aren®

We are now ready to logelg at ‘E‘ﬁe impact of penalty clauses in the
presence of mvestmﬁt‘%“ sQo that these clauses can do more than merely
shuffle arouf‘fﬁ‘rents We look in turn at investments by the entrant, the
seller, and the buyer.? In all of these situations, it is important to keep
in mind that the effects we study operate entirely through the effect of
the penalty clause on the parties’ threat points, and thus the ex post
division of rents, and never through the actual ex post allocation, which
is assumed to be efficient, and thus independent of K. The ultimate
efficiency effects occur because the division of rents alters real invest-
ments and thus has real efficiency effects.

Investments by the Entrant

Suppose that the entrant makes investments, /., which either lower
the entrant’s marginal cost or raise the marginal value of the entrant’s
product to the buyer. Using our general results, we know that the

22. Aghion and Bolton (1987).

23. We have not formally studied situations in which multiple firms make invest-
ments. To do so requires working with the Nash equilibria of those investment decisions,
given K. Our analysis can be seen as studying the shifts in the reaction schedules in
investment space, and how these investments affect ultimate payoffs.
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presence of entrant investments does not alter our basic result from the
no-investment case: the buyer and seller will set excessive penalties,
because these penalties reduce the entrant’s payoff, that is, they extract
rent from the entrant. We can also show that under rather general
conditions, penalty clauses not only will harm the entrant, but will
specifically lead to a reduction in the entrant’s investment. The entrant’s
optimal investment level, I}(K), is the solution to

max Ey (a5 A + o8G,, — 1,).

II:

Using standard comparative statics methods, the sign of dI#(K)/dK is
the same as the sign of the expected value of 92U /3l 0K . Using equation
8, the sign of dIf(K)/dK equals the sign of the expected value of
— fx.(dY/dl,), where subscripts on f again denote partial derivatives.
We know that y rises with /., because the entrant’s investments raise
the marginal value of y to the buyer and thus make it optimal for the
buyer to substitute y for x. Under our definition of@peﬁ‘hi’ty provision,
we also have E,(fy,) > 0. Together algggb\mwﬁ%plles that dI}(K)/dK is
negative. c. o

The fact that hl‘%Q@@rEp‘é‘l‘ialtles reduce both the entrant’s payoffs and
investments d&s not imply that the buyer and seller will want to use
arbitrarily high penalty clauses or an exclusive dealing contract. At
least in some ranges of K, B and S will face a trade-off: a stricter penalty
clause extracts greater rents from E, but at the expense of reducing /,.,
which can easily harm B and S collectively. We know that B and S will
use excessive penalty clauses, but they may well want to permit some
gains from trade in some ex post states between the entrant and buyer
to bring forth greater investments by the entrant.

To the extent that they are able, the buyer and seller will design their
contract to reduce the gains from trade that the entrant offers to the
buyer without reducing the entrant’s investment incentives. In other
words, they would like to reduce the entrant’s average payoff without
reducing the entrant’s marginal return to investment. This is easier, the
less uncertainty is faced by the entrant regarding the terms of trade it
will likely offer the buyer. Per-unit penalties can help achieve this
objective in some settings.

Do the entrant’s investments in fact benefit the buyer and seller
collectively? Clearly /,. has a direct positive impact on the buyer and
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seller: greater investment by E increases the entrant’s social contribu-
tion, A, of which B and S capture a portion. There are two additional
channels by which I, affects B and S together. First, greater investments
increase the gains from trade between B and E, of which B captures a
portion. Second, and for precisely the same reason, greater investments
by E can reduce the stand-alone value of S.

As elsewhere, our results closely follow those of Segal and Whin-
ston.>* They compare two extremes, the null contract to the exclusive
contract, and find that exclusivity can lower overall welfare by reducing
the entrant’s investments. We study specific contractual provisions,
which in their limit are equivalent to full exclusivity, and find that a
systematic bias toward using these provisions exists in the case where
only the entrant makes investments.

Our results also are related to those found in Spier and Whinston.?®
They too find that the buyer and seller can use socially excessive lig-
uidated damage provisions. Our model differs from thelrs in that they
have unit demands, while we permit variable demqud\%\%e also consider
full ex post efficient bargaining, whll%gbﬁyc‘fécus on two-way renego-

tiations between the buyer a d\rthé°seller
y pnS &
\E ne
NEN

Investmerits bv the Seller
With seller investments, we must keep track of the term

oU.,dI,
ol dK

in the expression showing the impact of K on the entrant’s payoffs. We
break the analysis into two parts, depending upon the nature of the
seller’s investments. First we consider cost-reducing investments by the
seller; then we consider value-enhancing investments. These are fun-
damentally different, for three reasons. First, unless the buyer renego-
tiates with the seller, cost-reducing investments do not affect the buy-
er’s choice of how much to buy from the seller, because the buyer
operates under the terms of the original contract. This is not true of
value-enhancing investments. Second, and because of the first factor,
value-enhancing investments affect the buyer’s demand for the entrant’s

24. Segal and Whinston (1997).
25. Spier and Whinston (1995).
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products, and thus the gains from trade the entrant can offer. Third, the
seller enjoys direct cost savings from cost-reducing investments but
does not benefit from value-enhancing investments unless he renego-
tiates with the buyer.

COST-REDUCING INVESTMENTS BY THE SELLER. The presence of cost-
reducing investments by the seller provides an additional reason for the
buyer and the seller to overuse penalty provisions.?® Specifically, we
show that aU,/dl is negative and that dI/dK is positive, so that the
indirect impact on E of a penalty clause is negative, giving the buyer
and seller an extra reason to use penalty clauses.

Look first at 9U,/dl,. Referring back to the expression for U,, we
must look at the impact of /; on two terms, A and G,,.. Cost-reducing
investments by the seller reduce the entrant’s social contribution in any
ex post situation, under our standing assumption that x and y are sub-
stitutes. In addition, investments by the seller that lower the seller’s
costs have no impact on the buyer-entrant gains from trade because
the buyer and entrant take as given the terms én ghe“bﬁyer seller con-
tract, which is not contingent upon thg@eé‘l@% s costs, and thus his /5.
Finally, investments by the §§l\le1’“f’h«at raise the value the buyer places
on the seller’s gq@we\t%“reduce the entrant’s gains from trade. All of
these effects‘Work in the same direction, to lower the entrant’s payoff.

Look next at dl;/dK. This requires tracing through the impact of K
on investment returns to the seller, as reflected in the different terms
making up Uj, as shown in equation 13. Note first that in this case, G,
is independent of /. Consider next R,;. We noted above that the sign
of 9°R,;/0Kdl, is the opposite of the sign of dy/dl;. But we know that
dy/dl; = 0, because cost-reducing investments by the seller cannot alter
the buyer’s optimal choice of x and y in bilateral negotiations with the
entrant. We also know that K does not affect the entrant’s social con-
tribution, which is a second term in Ug. Thus, the only route for K to
affect Uy, and thus [, is through the seller’s stand-alone payoff,
J&.9,K) — c5(X,15).

With cost-reducing investments by the seller, £ and J are independent
of I;. In this case, the return on investment to the seller through her

26. In a model with ‘‘reliance’’ investments by the seller, with unit demand, and
without fully efficient ex post bargaining, Spier and Whinston (1995) show how the
buyer and seller may use privately stipulated damages, which we would call penalty
clauses, to capture rents from the entrant.
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stand-alone payoff is given by — dcg(£,/5)/dl;. Assuming that /i reduces
marginal costs, this return on investment increases with K, because a
higher K leads to a higher .

We find it interesting that in our model, the seller’s investment
depends positively upon the penalty, K, while one of the main results
in Segal and Whinston is that exclusivity does not affect the seller’s
optimal cost-reducing investments.?’ The difference arises because we
permit the buyer and seller to agree on specific terms of trade, while
Segal and Whinston do not. In our formulation, V, V., and V, depend
upon the contract f, and moreover V¢ depends upon / for cost-reducing
investments by the seller. In contrast, in Segal and Whinston, V, = V,
=V, = Vi = 0, so all of these coalition values are independent of
both K and /.

VALUE-ENHANCING INVESTMENTS BY THE SELLER. The analysis is more
complex for value-enhancing investments by the seller. Our finding still
holds that the entrant’s payoff is decreasing in the seller’ $ investment,
but it now seems possible, if unlikely, that the Squlﬁr\%ﬁ(n invest less if
the penalty is higher. With a small ngtaitayc “the seller might possibly
want to invest to keep the bléyﬁ:\lﬁ $'demand (assuming a marginal price
in excess of margm&he@%ﬁ?) With a large penalty, the seller may not be
in danger ofﬂ‘c‘)smg the buyer’s patronage and thus might invest less.
On this argument, the buyer and seller might pick a low penalty clause
as a way to induce more investment by the seller, to the entrant’s
detriment.

Having said this, we must note that the seller’s incentives to make
value-enhancing investments are quite muted in this model. The fact
is, it is all too easy for the buyer simply to appropriate the fruits of
those investments by buying under the terms of the original contract.
This is the usual problem for a seller improving quality under a fixed-
price contract. Worse yet, to the extent that quality is improved, the
entrant’s social contribution is reduced, and the seller at least stands to
gain a portion of that contribution. So, the seller may actually be pen-
alized for improving his own quality.

If the seller’s investments are not specific to the BS relationship, that
is, if the seller’s investments increase the value the buyer places on
dealing with the entrant as well, it is harder, or impossible, for the

27. Segal and Whinston (1997).
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seller to reduce the entrant’s gains from trade by investing. The seller’s
investments, however, can now add to the entrant’s social contribution,
a portion of which accrues to the seller.

Investments by the Buyer

First, consider investments the buyer makes that increase the buyer’s
value of dealing with the seller but that do not affect the buyer’s value
of dealing with the entrant.?® It is immediately clear that these invest-
ments reduce the entrant’s social contribution and the gains from trade
that the entrant has with the buyer. These are the two terms that give
rise to the entrant’s returns from investment. We can conclude that the
buyer and seller will have a strategic incentive to induce the buyer to
make more of these investments, beyond the point of social return.

The question, then, is whether increasing the penalty clause has such
an effect. This depends upon the sign of the cross-partial 92U ,/0l,0K .

We know that g, 201
— — . doﬂ‘w\\M .
oU 3G, o5 o™ 9R
_—8 _ ag_"f \:kb.(uﬂ?ﬁ'l' agE)_‘E;? .
oK > Ak oK

E(\*\eVQ(\S

el

Differentiati\ngo\Wifoarespect to I,;, and using our earlier expressions for
the cross-partials of G, and R, with respect to K and /;, the sign of
dI¥(K)/dK is the opposite of the sign of dy/dl,.

For investments specific to the seller, we must have dy/dl, < 0, and
thus dI¥(K)/dK > 0. The buyer has greater incentives to invest in the
presence of a larger penalty clause: the penalty will shift the buyer’s
demand toward x from y, making investments in enhancing the value
of x more attractive.

We find it interesting that one rationale sometimes given for exclu-
sive contracts, namely, the presence of relationship-specific invest-
ments, in fact is a source of their overuse. Penalty provisions and
exclusivity are more likely to be justified by the presence of nonspecific
investments, which can give rise to free-riding. Concerns about free-
riding have in fact been raised by defendants in exclusive dealing cases
(including the Nintendo case discussed later).

The analysis of general investments differs from that of specific ones
in that the entrant may well benefit from these investments, if the

28. Segal and Whinston (1997) call these *‘internal investments.”’
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‘‘general”’ component is large enough relative to the ‘‘specific’’ com-
ponent. This itself would reverse the buyer’s and seller’s strategic in-
centives in comparison with the case of specific investments: the buyer
and seller would have an incentive to reduce the buyer’s investments.

What about the effect of the penalty on the buyer’s investments? In
this case, a stronger penalty will decrease investment if and only if
decreased investments lead to a lower value of y. (This is the reverse
of the case for specific investments.) Using equation 8 and the analysis
just above, the impact of K on I, depends upon the sign of dy/dl,. With
investments specific to the seller, this term is negative. With general
investments, however, this term can easily be positive, in which case
higher penalties will discourage investment by the buyer.

All this suggests an interesting case that may be important in prac-
tice. Suppose that the entrant benefits from the buyer’s investments
because they have a significant general component. Suppose also that
a higher penalty leads to smaller investments because thge penalty re-
duces y and thus the returns on investment. Indtlgljs\»c\és% the buyer and
seller have a strategic incentive to mﬂa\ggothé‘ibenalty, in order to reduce
the buyer’s general 1nvestrggmts“?1nd thus harm the entrant. This is
distinct from the @gm\ﬁ“above where the larger penalty harmed the
entrant by n’t‘é‘?easmg the buyer’s specific investments.

Alternative Models and Assumptions

Actual trading environments are likely to differ from our stylized
model of penalty clauses. For example, our model assumed that all the
parties could costlessly engage in efficient ex post bargaining. Clearly,
contracts represent far less of a commitment in this world than in a
world with costly renegotiation. Thus penalty clauses can be used even
more effectively to deter entry if they are hard to renegotiate.?® Fur-
thermore, penalty clauses of this sort can cause ex post inefficiency.
Similar results are likely to obtain if parties cannot bargain to reach an
efficient outcome because, for example, they can only use linear
prices.*

We have assumed that the seller is in a position to sign a contract

29. This point was demonstrated by Aghion and Bolton (1987).
30. Matthewson and Winter (1987) provide an example of simple contracts that may
foreclose efficient entrants.
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with the buyer before the entrant appears on the scene. As noted above,
this is eminently reasonable if the entrant is truly not yet in the market,
for example, if the entrant is conducting research and development and
does not yet even know which set of customers it will be seeking out
or what it can offer them. In some circumstances, however, the entrant
may be active in the market when the seller seeks to sign a contract
with the buyer. If the seller and the entrant are equally well placed to
offer contracts to a single buyer at the same time, the entrant is in a
much better position to protect itself. The use of exclusive dealing
provisions to inefficiently exclude entrants can depend very much on
the presence or absence of a first-mover advantage.*' Thus, antitrust
policy should distinguish between a patent holder with a strong monop-
oly position signing contracts with buyers before any entry and a patent
holder engaged in active competition with substitute technologies and
products.

A key assumption in our analysis is that the seller deals with only a
single buyer. With many buyers, a single 1ncumqu\§eﬁer can adopt a
‘‘divide-and-conquer’’ strategy, usmg,gpeﬁ‘éfty clauses or exclusive
dealing provisions that can giﬁescﬁ?/ély exclude would-be entrants. In-
deed, with many, wge@%‘??jmated buyers, this strategy can be especially
profitable. 32y

The key point is that an exclusive dealing provision or a penalty
clause with one buyer can impose a negative externality on other buyers
by reducing either the probability or the magnitude of entry. If many
buyers have signed such contracts, each regards the probability of entry
as slim or nonexistent and is willing to agree to be exclusive to the
seller, or to pay a stiff penalty for turning to another supplier, in ex-
change for a modest sweetener. Individually, each buyer can easily be
induced to sign such an agreement. Collectively, they are worse off as
a result.** This divide-and-conquer strategy can be seen in several of
the cases reported below, including arguably the Microsoft case and
the Nintendo case.

31. This has been shown by Bernheim and Whinston (1996).

32. The strategic use of exclusive dealing contracts to deter entry in the presence of
multiple buyers was recognized clearly by Aghion and Bolton (1987), who cite Salop
(1986) on this point as well.

33. This point was further developed in Rasmusen, Ramseyer, and Wiley (1991)
and refined by Segal and Whinston (1996).
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In practice, we believe that penalty clauses are most worrisome in
the combined presence of multiple, uncoordinated buyers and substan-
tial scale economies. Similar reasoning indicates that the dangers as-
sociated with exclusive dealing provisions in the presence of multiple,
uncoordinated buyers are especially great in markets subject to strong
demand-side scale economies, that is, network externalities. In such
markets commitments by today’s buyers to patronize the incumbent
seller and agreements that raise their costs of switching to alternative
suppliers can be especially effective in deterring entry by incompatible
technologies.

Economic Theory and Antitrust Policy for
Licensing Arrangements

We are now ready to review several specific licensing %)ractlces that
have attracted scrutiny under the antitrust laws anjqwt@ discuss the eco-
nomic implications of these practlces ’l;g@%‘i‘ﬁclude several of the Nine
No-No’s of patent llcensmg gsnwél’l as several other practices that have
been challenged bMam@ﬁ?ﬁltrust authorities. We begin by focusing on
licenses that«®iitain exclusive dealing provisions, applying the general
theory described in the penalty section.

Exclusive Dealing

The clearest form of exclusive dealing arises when the license con-
tains an outright prohibition on the licensee engaging in commerce with
other technologies; this is de jure, or explicit, exclusivity. Other pro-
visions, such as minimum commitments by the licensee or penalty
payments imposed on the licensee if he uses alternative technologies,
may have the same economic effect. The IP guidelines note that ‘‘Such
restraints may anticompetitively foreclose access to, or increase com-
petitors’ costs of obtaining, important inputs, or facilitate coordination
to raise price or reduce output. . . .”” The guidelines also note, how-
ever, that such restraints may have pro-competitive effects.’* We now

34. DOJ and FTC (1995, p. 20). Both the Supreme Court, in Tampa Electric Co. v.
Nashville Coal Company, 365 U.S. 320 (1961), and the FTC, in the matter of Belrone

Electronics Corp., 100 F.T.C. 68 (1982), endorsed a full rule-of-reason inquiry into
exclusive dealing provisions.
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discuss some recent government and private antitrust cases involving
intellectual property and exclusive dealing.

U.S. v. MICROSOFT. In 1990 the FTC initiated an investigation of
competitive practices by the Microsoft Corporation. The impetus for
the investigation was an alleged agreement between Microsoft and IBM
over the development and marketing of their Windows and OS/2 oper-
ating systems. That agreement soon became moot as Microsoft and
IBM went their separate ways, but the FTC expanded its investigation
to consider other competitive conduct by Microsoft, including Micro-
soft’s use of its market power in personal computer (PC) operating
systems to gain an advantage in application programs and its licensing
practices with original equipment computer manufacturers (OEMs) and
computer distributors. In 1993 the FTC staff recommended that the
commission issue a complaint against Microsoft focusing on its licen-
sing arrangements with OEMs and distributors, which staff alleged
coerced Microsoft’s customers to purchase its products The commis-
sion, however, deadlocked in a 2-2 vote (w1th one ‘édmmissioner re-
cused), so no case was brought. 4456092

The Antitrust Division of the Départment of Justice took up where
the FTC had left O(farﬂ‘ﬁ% cflVlSlon s investigation was far-reaching, but
ultimately fd‘&lsed on Microsoft’s practices in the licensing of its MS-
DOS and MS-Windows operating system products.

On July 14, 1994, the division brought a complaint against Microsoft
alleging that the company unlawfully maintained its monopoly of PC
operating systems and unreasonably restrained trade by using exclu-
sionary license agreements with OEMs and by requiring developers of
independent applications to sign onerous nondisclosure agreements.
The division identified several aspects of the OEM licenses that were
objectionable. One was the use of ‘‘per-processor’’ contracts, which
required OEMs to pay Microsoft a fee for every computer system that
they sold, without regard to whether the system included a Microsoft
operating system. In addition, the division objected to Microsoft’s use
of long-term contracts with large minimum commitments by the OEMs.

Economic theory and specifically our analysis of penalty clauses
provide a basis for concern about the competitive consequences of
Microsoft’s licensing practices. A long-term contract is similar in some
respects to an exclusive dealing arrangement. Although the former does
not prevent the licensee from doing business with others, the commit-
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ment to deal with the licensor reduces the gains from trade with other
licensors. With the long-term contract in place, other licensors can
bargain only over the incremental benefit that they can offer to the
licensee. The deterrent effect of Microsoft’s long-term contracts was
compounded by the fragmented nature of the market for computer man-
ufacturing and distribution. The personal computer OEM market has
several buyers who, although influenced by common economic incen-
tives, make independent choices about how to configure the machines
that they manufacture. Thus, the market for sales of PC operating
systems to OEMs is susceptible to monopolization by a dominant sup-
plier.* Each long-term contract with the dominant supplier of operating
systems makes the entry of a new operating system more difficult. In
the presence of various scale economies and network externalities, entry
may be foreclosed when a large number of OEMs accept long-term
contracts, especially if these contracts are staggered.

Other factors reinforce the competitive concerns about Microsoft’s
licensing practices. Microsoft is clearly the domg@aﬁ)tzguppller of op-
erating systems for IBM- compatlble gesawnﬂ thus can exercise market
power in determining llcen31gg«cteﬁ‘?ns Moreover, Microsoft enjoyed a
significant first- mq,\\gem\&ﬁvantage in licensing operating systems. In the
time period éximined by the FTC and the Antitrust Division, Microsoft
faced actual competition from Digital Research’s text-based operating
system (DR-DOS) and potential competition from IBM’s OS/2, but
Microsoft was already firmly established as the supplier of operating
systems to OEMs. These facts are consistent with our stylized model
of penalty clauses, which assumes a single seller with a first-mover
advantage in negotiating a contract with its licensee. An additional
important factor in the Microsoft case that is not considered in our
model is the role of network externalities, which generally make it
difficult for entrants to establish new operating systems in the market
and may reinforce the exclusionary aspects of Microsoft’s contracts.

Of course there are pro-competitive reasons for the use of long-term
contracts with minimum commitments. Such contracts reduce the un-
certainty of demand and thus may promote investment by the licensor.
A long-term contract with a minimum commitment also reduces the

35. This monopolization is described by Rasmusen, Ramseyer, and Wiley (1991)
and Segal and Whinston (1996).
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incentive for the licensee to act opportunistically and to exploit the
value of the licensor’s investments through trade with other suppliers.
Moreover, even if Microsoft’s contracts had the effect of committing
existing OEMs to use only Microsoft’s products, this would not prevent
the entry of competing operating system products if the minimum effi-
cient scale of entry for a new OEM that specializes in an alternative
operating system (such as Apple) is sufficiently small.

The Antitrust Division and the FTC staff concluded that the potential
benefits from Microsoft’s long-term contracts did not outweigh the risk
of competitive harm. The argument that Microsoft needed long-term
contracts with large minimum commitments to prevent licensees from
free riding on Microsoft’s investments was not compelling. The growth
of large computer manufacturers and retailers such as Compaq, Packard
Bell, Hewlett-Packard, and Dell suggests that although the OEM in-
dustry is not highly concentrated, the efficient scale of entry also is not
small. A requirement that a vendor of a new operating system (such as
0S/2) enter the market by investing in a new OEM thit s specialized
to that operating system would ralse a\nggﬂPﬁcant barrier to entry with
little offsetting efficiency ga&n\no '

Microsoft’s usewgﬁetﬁ% &‘per -processor’’ contract raises less familiar
issues, but t‘f‘l‘ése issues can be addressed using the methodology we
discussed in the penalty section. The per-processor contract is a ‘‘take-
or-pay’’ contract of the following form. For each computer that it sells,
the OEM can choose to supply the computer with the Microsoft oper-
ating system for a price, p. If the OEM chooses not to use the Microsoft
operating system, it pays a ‘‘penalty price,”” K. Thus, the contract can
be described by f(x,y,K) = px + Ky, with K = p. This is a contract
in which the cost to the buyer of the seller’s product is an increasing
function of the amount that the buyer purchases from a different seller.

Let v be the per-unit value to the OEM from purchasing the Microsoft
operating system, and let w be the per-unit value of an alternative
operating system (derived from the retail prices that the OEM can
command for the correspondingly equipped machines). The use of the
alternative operating system is socially optimal if, and only, if

W — Cp >V — Cy,

where c,, and ¢, are the incremental costs of the Microsoft and alter-
native operating systems.
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Assuming sophisticated agents, bargaining should ensure that an
OEM will employ an alternative operating system if it indeed offers
greater potential surplus for consumers and thus can command higher
retail prices. Under the per-processor contract, the coalition consisting
of the OEM and the entrant have gains from trade, namely, the OEM
and entrant collectively would benefit from the OEM’s using the en-
trant’s operating system without renegotiating its contract with Micro-
soft, if and only if

w—oc.—K>v — p.

The analysis in the penalty section shows that Microsoft and each
OEM taken in isolation have a joint incentive to agree to a contract that
penalizes sales by alternative suppliers of operating systems. The term
K, which equals p in the per-processor contract actually employed by
Microsoft, reduces the gains from trade between the OEM and the
entrant and thus reduces the surplus that the entrant may approprlate

With efficient bargaining ex post, the welfarg mrﬁséquences of the
penalty act through its effect on 1nvestqg@1ata‘fﬁcent1ves The penalty will
reduce alternative suppliers. \in¥&stment incentives and reduce the
OEM’s incentive mﬁm%‘ésg to the extent that its investments would be
likely to berefit suppllers of alternative operating systems.*®

The Department of Justice complaint also alleged that Microsoft
interfered with competition by imposing excessive nondisclosure re-
quirements on independent developers of application software pro-
grams. The success of an operating system depends on the application
programs that will run under the control of that system. Both Microsoft
and independent software developers have an interest in cooperating
during the development (beta-test) stage of the operating system. Mi-
crosoft benefits by expanding the number of compatible application
programs, and independent software vendors benefit by having a head
start in the release of their products.

There is a legitimate role for nondisclosure agreements. Microsoft
cannot involve application writers in its beta test without disclosing
some confidential information about the structure and design of its
product. Microsoft’s nondisclosure agreements in connection with its

36. A defense of the per-processor contract is that it discourages OEMs from selling
machines with no operating system at discounted prices, which are then targets for
pirated software.
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Windows 95 beta test, however, prevented at least some independent
software developers from working with competitors of Microsoft for
more than one year, which can seem like an eternity in the fast-paced
computer industry. Microsoft’s nondisclosure agreements had the effect
of encouraging application developers to be exclusive to the Microsoft
operating system by imposing high costs on developers who would
choose to write programs for another system. The theory of penalty
clauses is applicable to Microsoft’s nondisclosure conditions. We dis-
cuss this application in more detail in the context of the Atari v. Nin-
tendo case.

ATARI V. NINTENDO. In the late 1980s Atari Corporation sued Nin-
tendo for monopolizing the market for video game systems. Each sys-
tem consists of hardware consoles and compatible game cartridges. At
the time of the suit, Nintendo was the dominant supplier of video
games, with approximately 80 percent of total console sales. The key
practice at issue in the suit was Nintendo’s use of exclus%ve contracts,
which required a game developer seeking to off@rwa *gazme for play on
the Nintendo system to agree not to qgad;a@‘%?‘versmn of that game for
any other video game systemesf@p zi“fwo -year period. Nintendo enforced
its exclusivity prow@ﬁ‘“ﬁy using a ‘‘lock-out chip,”” which prevented
unauthorlzed“‘games from playing on the Nintendo game console. Be-
cause of the lock-out chip, game developers required a license from
Nintendo to make games for the Nintendo system.

Nintendo’s exclusivity provision had a competitive effect on sup-
pliers of competing games similar to the effect of Microsoft’s nondis-
closure conditions. It raised the cost to independent game developers
of supplying games to Nintendo’s competitors, Atari and Sega: doing
so would require that they forsake the far larger Nintendo-installed base
of machines, at least for a two-year period during which most games
made the bulk of their sales, after first appearing in arcades.

In the framework of our stylized model, Nintendo is a licensor of
intellectual property (the codes necessary for games to play on Nintendo
machines) that game developers require to gain access to the Nintendo-
installed base of users. Nintendo licenses its intellectual property to
game developers, each of whom plays the role of the buyer or licensee
in our model. These licensees may deal subsequently with other tech-
nology licensors, such as Atari or Sega, but Nintendo enjoyed a first-
mover advantage in the revived video game market around 1985. Based
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initially on its first-mover advantage and later on strong network exter-
nalities and the presence of multiple, uncoordinated game developers,
Nintendo and each individual game developer, as in our model, had
mutual incentives to include penalty clauses in their contracts that re-
duce the gains between game developers and the other licensors, Atari
and Sega. As aresult, Nintendo’s exclusivity requirement had the effect
of reducing specific investments in games for the Atari and Sega sys-
tems. The key investments in this case were those necessary to convert
hit arcade games over to the Atari and Sega systems.3’

Atari argued that Nintendo’s exclusive licensing contracts with game
developers reduced competition from Nintendo’s rivals by making it
costly or impossible for them to offer the hit games on their own
systems. Nintendo argued that there was an ample supply of games,
that the exclusives were justified by investments Nintendo made to
promote the games, and that Atari’s difficulties in the market did not
stem from the exclusive contracts.?®

U.S. V. GENERAL ELECTRIC. In August 1996 the Q@pﬁﬁment of Justice
filed an antitrust complaint against Ggg@m‘l‘“ﬁfectrlc alleging that GE
violated the Sherman Act b; gmtceﬁ‘hg into restrictive licenses with hos-
pitals for its hlgh (;paah\\%ﬁedlcal imaging equipment. The licenses auth-
orized the h&é‘bltals to use advanced GE diagnostic software to service
their own GE medical imaging equipment and also required them not
to compete with GE in servicing any other facilities’ medical equip-
ment, including non-GE equipment. The government alleged that the
license restriction constituted a per se violation of the Sherman Act
by GE.

37. In our model the licensor must make a sufficiently attractive offer to induce the
licensee to accept the penalty provision in the contract. Nintendo did indeed share some
of the rents with developers of hit games, especially early on before Nintendo’s installed
base became dominant. This rent sharing led to a legal issue of whether game developers
were ‘‘victims’’ or ‘‘co-conspirators,”’ who were involved in a ‘‘conspiracy’” with
Nintendo to exclude rival systems from the market. As a general matter we presume that
any licensee who signs a license containing a penalty clause receives sufficient compen-
sation to accept the constraints imposed by the clause. Thus we are unsure how one
could make an economically meaningful distinction between a ‘‘victim’’ and a ‘‘co-
conspirator.”” We are more interested in whether those provisions are collectively harm-
ful to licensees or to entrants, and ultimately to final customers, in this case consumers
of video game systems, who are not themselves licensees.

38. Shapiro served as an expert witness for Atari. The jury hearing this case found
a lack of causation between Nintendo’s practices and Atari’s difficulties in the market.

LX)



314 Brookings Papers: Microeconomics 1997

The government argued that hospitals, which often have their own
internal service organization, are actual and potential competitors of
GE in the servicing of sophisticated medical imaging equipment. Ac-
cording to the Justice Department, GE’s license eliminates this source
of competition. GE’s license could also harm interbrand competition in
markets for systems of medical equipment and service by eliminating
an efficient servicer of non-GE equipment and thus raising the total cost
of ownership for non-GE brands of equipment.

The economic theory of this arrangement is complicated by the fact
that General Electric and its customers sell and consume complementary
services. General Electric sells medical imaging equipment and pro-
vides diagnostic services for this equipment. In addition, GE may ben-
efit, through enhanced demand for its equipment sales, from diagnostic
services provided by its customers. GE’s customers consume GE’s
equipment. They may also consume diagnostic services from GE and
may compete with GE as suppliers of diagnostic services for their own
machines and machines owned by third part1e§j andy for’GE-brand ma-
chines as well as other brands of m@ghm@é The general theory of
penalty clauses is appllcablgshﬁ;ré‘ "1“0 the extent that GE and its cus-
tomers bargam 1n@@p@ﬁ‘&eently of other equipment manufacturers, GE
has an incentiVe to impose a penalty that discourages its customers from
dealing with other manufacturers, and its customers have an incentive
to accept that penalty. The analysis is further complicated, however,
by the complex complementary relationships that exist in this market.

Territorial and Field-of-Use Restrictions

Territorial and field-of-use restricted licenses are generally accepta-
ble under the principle that the owner of intellectual property may grant
limited licenses or no license at all. Such restricted licenses can be used
to give the licensee exclusive rights to a geographic territory or field of
use. Exclusivity can protect the licensee from free-riding by other li-
censees or the licensor and thus may increase the licensee’s incentive
to invest in the licensed technology. Restricted licenses also may in-
crease the licensor’s incentive to license, for example, by protecting
the licensor from competition in a market that it prefers to keep to
itself.?* Note that an exclusive license does not necessarily prevent a

39. DOJ and FTC (1995).
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licensee from transacting with suppliers of other technologies and thus
need not raise the competitive concerns addressed in exclusive dealing
arrangements.

Territorial and field-of-use restrictions run afoul of the antitrust laws
if they are employed in a manner that creates or facilitates cartel activ-
ity. The Department of Justice has challenged several licensing arrange-
ments on this theory in the past.*® More recently it filed a complaint
against the Pilkington Company alleging that Pilkington’s licenses sus-
tained a worldwide cartel in the manufacture and sale of flat glass.*!

Pilkington developed the revolutionary float glass process in the
1950s, which uses a molten metal bath to produce large continuous
sheets of flat glass. The float glass process has since become the dom-
inant technology worldwide for the manufacture of flat glass. Pilkington
entered into patent and know-how licenses that restricted the use of its
float technology and the sale of some glass made with its technology to
specific territories. Pilkington’s know-how licenses remained in force
long after the patents expired. Jon 18,2012

The Department of Justice allegecﬂi_@g@ta}@\ﬁﬁlngton monopolized the
world market for the desi g\ﬁnHO'éonstruction of float glass plants
through licensing @mﬁ‘ﬁeé%ents that allocated and divided territories
for, and limitéd the use of, float glass technology worldwide.** In effect,
the government complained that Pilkington had acted as a ‘‘cartelmeis-
ter,”” using territorial and other restrictions to sustain a monopoly out-
come.

Under the government’s cartelmeister theory, Pilkington’s licensees
originally accepted restricted patent and trade secret licenses that pre-

40. See, for example, U.S. v. Sterling Drug Inc. (D.N.J., Civ. No. 175-68, filed
February 23, 1968) challenging restrictions on bulk sales of pharmaceutical products
(settled with consent decree). Another example is U.S. v. Ciba-Geigy Corp., 508
F.Supp. 1118 (D.N.J. 1976), in which the government alleged that Ciba-Geigy em-
ployed use-restricted licenses and postsale restrictions to prevent the sale of a patented
drug by generic manufacturers.

41. This case was settled by a consent decree. Gilbert was deputy assistant attorney
general when the Justice Department filed its complaint against Pilkington. Shapiro
served as an expert witness for Pilkington in an arbitration proceeding between Pilking-
ton and PPG over Pilkington’s licensing practices.

42. See U.S. v. Pilkington, Competitive Impact Statement, Civil Action No. 94-
345, May 25, 1994. The Department of Justice also alleged that Pilkington engaged in
various conduct that made it more difficult for firms to compete using technology that
Pilkington did not own.
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vented competition in the new float glass technology. By itself, this
does not violate the principles described in the IP guidelines, because
the licensees would not be actual or potential competitors in the new
technology in the absence of a license from Pilkington. Central to the
government’s theory, however, was the assertion that horizontal com-
petition among Pilkington’s licensees would have been stronger without
these licenses, once Pilkington’s patents expired.

To see how this theory works, suppose that no trade secrets remained
after the patents expired. Nothing would then prevent Pilkington’s var-
ious licensees from attacking each other’s (previously exclusive) terri-
tories. Were Pilkington, in this situation, to coordinate an agreement
among all of its licensees to refrain from such competition, such con-
duct would be nothing more than an anticompetitive horizontal cartel
employing territorial allocations. The Justice Department’s position
was that Pilkington was effectively doing just this, using its trade se-
crets as a cover for the cartel. With small numbers of llcensees each
could reason that it is more profitable to sustalré ngmogpﬁgly prices using
the restricted licenses than to risk marlgggomd% competition by challeng-
ing the validity of the trade gg@re‘t‘§ or attempting to use an alternative
technology. In th1§awa%??he licenses could eliminate competition that
would have ‘tdken place in the absence of the license, one of the key
tests enunciated in the IP guidelines.*?

Tying Arrangements

In the context of a licensing arrangement, a tie exists when a licensor
conditions the grant of a license upon the acquisition of some separate
article of commerce. Legal precedent holds that tie-ins of two separate
products or services are per se unlawful when the seller has sufficient
economic power in the tying product to restrain competition in the tied
product market and when a not insignificant amount of interstate com-
merce is affected.**

43. Pilkington vigorously disputed the government’s contentions, asserting that its
remaining trade secrets were considerable and that it had every right to enforce them
worldwide. In any event the cartelmeister theory enunciated in the Pilkington case by
the Justice Department could not support PPG’s private claim that Pilkington excluded
PPG from the market with worthless trade secrets. Under the cartel theory, a firm that
is not a member of the cartel would benefit from its formation.

44. Northern Pacific Railway Co. v. United States, 356 U.S. 1 (1958). This legal



Richard Gilbert and Carl Shapiro 317

A tie-in may be an explicit requirement to purchase the tied product
or may be achieved indirectly by financial inducements. For example,
a licensor may charge a nominal royalty for the tying product if licen-
sees also purchase unpatented supplies and a much higher royalty to
those who purchase the supplies elsewhere. The economic implications
of an explicit tie-in and an indirect price-induced tie-in are similar.
Case law also treats both types of tie-ins similarly.*

A package license is the granting of a license under one patent (or
copyright) conditional on the acceptance of another, different license.
Package licensing is formally similar to a tied sale, at least if the second
license generates separate royalty payments and if the second technol-
ogy is not used in fixed proportions with the first. A leading case is
Zenith Radio Corp. v. Hazeltine Research Inc., which prohibited Ha-
zeltine from *‘conditioning directly or indirectly the grant of a license

. under any domestic patent upon the taking of a license under any
other patent.’’#¢ Another key case is U.S. v. Loew’s Inc., in which the
Supreme Court held that block booking of copygght@dzgfeature motion
pictures for television exhibition was @ﬁb&‘?ﬁael tying agreement.*” The
complaint was that copyrl hgshﬁld%rs conditioned the license or sale of
one or more featu,\ge;e\ﬁi‘ms upon the acceptance by the station of a
package or B“F(‘)ck containing one or more unwanted or inferior films.
This ruling included a prohibition on offering a discount for a feature
film when sold or licensed with other films if the effect of this discount
was to condition the sale or license of the film on the purchase of others.
Very similar issues come up under ‘‘full line forcing,”” whereby a
manufacturer requires a distributor, say, to carry its full line in order
to get some individual products that are in high demand.

In practice, there are several defenses to allegations of illegal tying.
One is that the licensor does not possess market power in the tying

formulation has led to endless wrangling over whether two items, such as cars and car
radios, are separate products, in which case selling them together can constitute tying,
or merely two pieces of a single product, in which case there can be no tying.

45. Ansul Co. v. Uniroyal, Inc., 306 F.Supp. 541 (S.D.N.Y. 1969), 448 F.2d 872
(2d Cir. 1971).

46. Zenith Radio Corp. v. Hazeltine Research Inc., 395 U.S. 100 (1969), at 133—
34.

47. United States. v. Loew’s Inc., 371 U.S. 38 (1962). A similar case was United
States v. Paramount Pictures, Inc., 334 U.S. 131 (1948), which dealt with block
booking into movie theaters.
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product. Another is that the tying and tied products are not distinct
products or that there are compelling efficiency reasons for purchasing
them both from the licensor. Package licenses often raise additional
defenses. A package license is sometimes necessary if the package
includes patents whose use would be blocked if the licensee did not
have rights to practice other patents included in the package. Package
licensing is also convenient in circumstances in which the licensor and
the licensee find it difficult to agree on royalties for individual compo-
nents of the package and when usage of the individual components is
difficult to assess and monitor.

Tied sales raise no competitive issues in many circumstances and
often have efficiency justifications. A tied sale may be used to enhance
price discrimination by compelling the purchase of a staple product
(such as punchcards or paper) that the seller can use to meter a buyer’s
demand. Such a practice need not be harmful in a licensing context. To
the contrary, metering can increase the rent extracted by the licensor
and thus further reward innovation, with no mgr@m%ﬁ?al deadweight
loss. Practices that reward 1nnovators %ﬁdﬁfﬁ‘f causmg deadweight loss
ex post are a poor target fore@mqtf‘ﬁst prohibition.**

In other mrcumﬁadm%‘és a tie-in can adversely affect welfare. For
example, Wiiihston has shown that tying may lead to foreclosure in
imperfectly competitive markets.*® Tying affects the reaction function
of the firm that engages in the tied sale. This effect can commit the firm
to be a more aggressive competitor, thus leaving a smaller market share
available to a new entrant and ultimately deterring entry.

Formally, a tie can operate much like an exclusive dealing contract,
and our previous analysis of exclusive dealing arrangements can be
applied to license agreements involving tie-ins. A tied sale provides a
mechanism for the seller to structure an exclusive dealing arrangement:
the mechanism is a higher price for the tying product if the buyer
purchases the tied product from another seller, or equivalently a dis-
count for the tying product if the buyer agrees to purchase both products
from the seller. A tie-in also promotes an exclusive dealing arrangement
by giving a seller who has market power in the tying product a conve-
nient first-mover advantage to engage in an exclusive dealing contract

48. This point is emphasized by Kaplow (1984).
49. Whinston (1990).
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with the buyer with respect to purchase of the tied product. As with
exclusive dealing, the private incentive for the licensor and the licensee
to agree to a tie-in exceeds its social value in many circumstances; that
is, the licensor and the licensee have too great a mutual incentive to
agree to a tying arrangement that excludes competition.

The IP guidelines addressed concerns associated with tied sales in
the context of IP licensing. The guidelines state that *‘In the exercise
of their prosecutorial discretion, the Agencies will consider both the
anticompetitive effects and the efficiencies attributable to a tie-in. The
Agencies would be likely to challenge a tying arrangement if: (1) the
seller has market power in the tying product, (2) the arrangement has
an adverse effect on competition in the relevant market for the tied
product, and (3) efficiency justifications for the arrangement do not
outweigh the anticompetitive effects.””*°

This language represents a significant shift from legal precedent re-
garding tied sales. The courts requlred only that the sellgr have suffi-
cient market power to ‘‘restrain’’ competition in lgheﬂ%l%d product mar-
ket. The IP guidelines require a shoyvkgg)ahﬁf the arrangement actually
has an adverse impact in \tge\ncrél%vant market for the tied product.
Furthermore, thevg}{u&?i‘nes include an explicit weighing of efficiencies
and antlcom‘ﬁ‘étntlve effects. Thus, the guidelines evaluate tying ar-
rangements involving intellectual property under the rule of reason,
rather than submitting them to the per se rule (albeit a per se rule with
various defenses). This approach is consistent with economic theory,
which demonstrates that the competitive effects of tying arrangements
depend on their particular factual circumstances. The guidelines are not
statutory and are not binding on the courts, but relate only to Justice
Department and FTC policy with regard to the agencies’ prosecutorial
discretion. If the agencies choose to litigate an IP tying case, they are
likely to follow earlier legal precedent to establish their burden of proof.
Nonetheless, the prosecutorial policy described in the IP guidelines
sends an important message to the courts and private litigants regarding
the agencies’ view of the proper standard for evaluating licensing ar-
rangements with tie-ins.

50. DOJ and FTC (1995, pp. 26-27). Elsewhere, the IP guidelines state that *‘the
Agencies do not presume that intellectual property creates market power in the antitrust
context’’ (Section 2, p. 2).
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Broad Royalty Bases

A licensor may require that royalties be assessed on sales or pur-
chases of goods or services that are not covered by the licensor’s intel-
lectual property. The Microsoft per-processor license was a case in
point. The OEM was obligated to pay royalties based on the number of
computer systems that the OEM sold, rather than on the OEM’s use of
Microsoft’s licensed software. The courts have recognized that permit-
ting royalties to be assessed on sales other than sales of licensed prod-
ucts or technology sometimes facilitates economic efficiency. Sales of
patented products may be difficult to observe, yet may be closely cor-
related with observable sales of other products. Permitting royalties to
be based on the observable sales allows the royalty to vary with demand
for the licensed intellectual property, which promotes efficient licen-
sing. The Supreme Court has held that ‘‘If the convenience of the parties
rather than patent power dictates a percentage-of-total sales royalty
provision there is no misuse of the patents.”’*! g, 2013

Courts, however, have held that royaltg\q&dﬁbf related to sales of
patented products are a misuse of gk}ﬁ«pé?%nt grant when the arrangement
is forced upon the llce%@@“fﬁ %enzth Radio v. Hazeltine Research, the
Supreme Co&m&%ed that ‘‘patent misuse inheres in a patentee’s in-
sistence on a percentage-of-sales royalty, regardless of use, and in his
rejection of licensee proposals to pay only for actual use.”” The Court
cited approvingly the District Court’s statement that ‘*While parties in
an arm’s-length transaction are free to select any royalty base that may
suit their mutual convenience, a patentee has no right to demand or
force the payment of royalties on unpatented products.’” The Court thus
drew a sharp distinction between a situation where the licensor and the
licensee agree to use a broad royalty base and one where ‘the patentee
refuses to license on any other basis and leaves the licensee with the
choice between a license [with royalties on noninfringing products] and
no license at all.”’?2

Relying on a distinction between ‘‘voluntary’’ agreements and
“‘coercion’’ raises severe problems for coherent economic analysis. As
we have shown, buyers and sellers may voluntarily enter into licensing

3

51. Zenith Radio v. Hazeltine Research Inc., 395 U.S. 100 (1969) at 138.
52. Zenith Radio v. Hazeltine Research Inc., 395 U.S. 100 (1969) at 139, 134, 135.
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arrangements that have adverse consequences on competition and on
overall economic welfare.

The royalty base is of no consequence if the product whose sales are
the basis for royalty calculations is used in fixed proportions with the
patented product. The choice of the royalty base, however, can affect
profits and economic welfare with only modest departures from fixed
proportions. The Microsoft per-processor contract is an example. Op-
erating systems are used in fixed proportions with PC hardware systems,
but Microsoft operating systems are not necessarily used in fixed pro-
portions with hardware.

We have shown above that under some conditions, this type of roy-
alty contract can have adverse consequences for economic welfare.
Charging royalties based on a final product (such as a computer system)
allows the licensor to monitor the licensee’s intensity of demand without
charging a royalty that would distort the licensee’s mix between the
licensed product and other inputs. Although this ablllty is efficiency
enhancing, a contract that bases royalties on todtal salés” may harm eco-
nomic welfare by inefficiently reduc1@g>5m%:“ént1ves for investment in
substitute technologies. S oo

Ne\

Extenszori‘g‘f the Term of IP Protection

The law clearly holds that the owner of intellectual property cannot
charge royalties over a period that exceeds the legal term of protection
for that property. For example, in Brulotte v. Thys Co. the owner of
various patents for hop-picking sold patented machines and charged a
royalty per pound of dried hops harvested by the machine. The contracts
required royalty payments to continue after all the patents expired, and
the licensee refused to pay. The Supreme Court held that ‘‘whatever
the legal device employed a projection of the patent monopoly after the
patent expires is not enforceable.”” The Court further stated that *“The
contracts are, therefore, on their face a bald attempt to exact the same
terms and conditions for the period after the patents have expired as
they do for the patent period.’” The Court concluded that to collect such
royalties was to ‘‘enlarge the monopoly of the patent’” in a manner
analogous to a patent tying arrangement.** This doctrine has been re-
affirmed since by circuit courts, which have held that agreements in-

53. Brulotte v. Thys Co. 379 U.S. 29 (1964) at 32, 33.
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volving unchanged royalties after patent expiration are per se unlaw-
ful.>*

Economic theory reveals that this doctrine is flawed. Clearly, the
per-unit royalty that a licensee will accept is a function of the term over
which the royalty must be paid. Permitting royalties to be paid over a
longer term can, under reasonable conditions, reduce the deadweight
loss from a patent monopoly.> Thus, allocative efficiency considera-
tions should permit a licensor and licensee to agree to longer royalty
terms. Legal reasoning here, based on the notion that extending the
royalties in time is to ‘‘enlarge the monopoly of the patent,’” although
rhetorically appealing, does not seem to reflect commercial reality or
basic economics.

In many cases patent holders can structure their licenses to get around
this inefficient legal restriction. A common tactic is to use a combina-
tion of patent and know-how licenses to extend the effective term of
the license beyond the patent term, relying on the fact that trade secrets
have an indefinite lifetime. (They lose their protgqgwﬁ %N}len the infor-
mation is no longer secret, not at an\x@ﬁx‘éﬁ date. ) To see how this
strategy works, consider a P@tﬂnt“?hat is worth v, per unit and know-
how that has a vq;\gee\ 7" "When used in conjunction with the patent,
where v, <<V, Suppose the license includes a royalty of v, for the
duration of the patent and v, for the effective life of the know-how. The
high royalty of v, would incur the usual deadweight pricing loss. Sup-
pose instead that the license specified a constant royalty rate greater
than v, and less than v,, with the same present value. The usual con-
vexity assumptions would imply a lower deadweight loss with this
intermediate royalty charged over a longer period of time.® Thus, al-
though the license agreement may appear to extend the duration of the
patent license, its effect is to allow that licensor to recover the same
present value royalties, but with a lower social cost.

54. See, for example, Meehan v. PPG Industries, Inc. 802 F.2d 881 (7th Cir., 1986)
and Lasercomb America, Inc. v. Job Reynolds 15 U.S.P.Q. 2d 1846 (4th Cir., 1990)
(holding that requiring royalties to be paid after the seventy-five year copyright term
was copyright misuse). The Supreme Court did uphold a contingent contract, signed
when a patent application was on file but before the patent issued, calling for the licensee
to pay royalties even if the patent did not issue (but greater royalties if it did issue). See
Aronson v. Quick Point Pencil Co., 440 US 257 (1979).

55. Gilbert and Shapiro (1990).

56. Gilbert and Shapiro (1990).
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This tactic is not without its own limitations. On the legal side, a
constant royalty rate itself may be attacked as lacking a ‘‘step-down’’
provision upon the expiration of the patent. An alternative, perhaps
safer, approach would be to collect royalties in excess of v, after the
patent expires and somewhat higher royalties during the lifetime of the
patent. On the economic side, this licensing arrangement may pose a
risk for the licensee if it is not widely applied to its rivals. The risk is
that after the expiration of the patents, the licensee would be stuck
paying royalties for know-how that exceeds its value. This could make
the licensee uncompetitive unless its rivals have similar licensing agree-
ments. Therefore, the tactic may fail unless the patentee is able to sign
licenses with most or all industry participants and unless there are some
barriers to entry to prevent new firms not subject to the trade secret
licenses from taking over the market after the patent expires.

Grantbacks
g, 20"%

A grantback is a licensing provision th%;\@bi‘igates the licensee to
provide the licensor with rlghts t‘QOSOf‘lEl% of the licensee’s intellectual
property, usually pateggedé?feloped by the licensee that work in con-
junction w1tgﬁt¢w N‘@ensed technology (the base technology). A grant-
back provision provides a means for the licensor and licensee to share
risks in the development of new technology. The licensor is assured of
a share of the value created by new incremental enhancements to the
base technology. A grantback may be nonexclusive or exclusive, that
is, it may or may not permit the licensee to license its improvements to
others.

If the licensor cannot appropriate the value of the enhancements,
there may be insufficient incentives to invent technologies that provide
a base for valuable enhancements.®” A grantback provision ensures that
the licensor will obtain a share of the value of improvements to the base
technology. It also ensures that the licensor is not precluded from ef-
fectively competing because the licensor would infringe improvement
patents. Thus, grantbacks may promote both innovation and the licen-
sing of the results of innovation.

Grantbacks can raise antitrust concerns, particularly if they are ex-
clusive. A grantback provision that requires the licensee to assign to

57. Scotchmer (1991); Green and Scotchmer (1990).
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the licensor all intellectual property rights related to the technology (an
‘‘assign-back’’) may dampen licensee incentives to invent, although
these concerns clearly have to be weighed against the increased incen-
tive for innovation by the licensor in the first place. A grantback of an
exclusive, royalty-free license is similar to an assign-back, but it per-
mits the licensee to practice the technology.

A grantback provision is unlikely to harm competition unless it stifles
innovation. That would require the grantback to be applied in such a
manner that it affects a large fraction of the capacity to innovate in an
industry. Such concerns are likely to be magnified if the licensor is
currently the dominant source of future innovations and if the grantback
is likely to sustain that dominant position. In situations where the li-
censor and licensee are not actual or potential rivals in innovation
markets, however, antitrust concerns should be minimal: if they con-
duct complementary innovation, the licensor would have no incentive
to stifle innovation by the licensee.

The Supreme Court has approved the use of a Ag\réﬁﬁ%ack provision
in a license and endorsed a rule- of-rsgsgm‘%lbproach to evaluating the
effects of grantbacks.*® Smcg5 theil? the lower courts have developed a
sensible list of faq,{@:esEfb consider in evaluating the effects of grant-
backs, mcluéfi‘i"lg (l) whether the grantback is exclusive or nonexclusive;
(2) if exclusive, whether the licensee retains the right to use the im-
provements; (3) whether the grantback precludes, permits, or requires
the licensor to grant sublicenses; (4) whether the grantback is limited
to the scope of the licensed patents or covers inventions that would not
infringe the licensed patent; (5) the duration of the grantback; (6)
whether the grantback is royalty free; (7) the market power of the
parties; (8) whether the parties are competitors; and (9) the effect of the
grantback on the incentive for developmental research.”®

We draw a sharp distinction between retrospective grantbacks and
prospective grantbacks, which we have heard called ‘‘grantforwards.”’
Grantbacks that apply only to existing intellectual property are more
akin to royalty-free cross-licenses. We have trouble seeing how these
can harm competition or stifle innovation. They would typically appear
to reflect the relative strengths of the two parties’ patent portfolios.

58. Transparent-Wrap Machine Corp. v. Stokes & Smith Co., 329 U.S. 637 (1947).
59. This list is taken from Section of Antritust Law (1997).
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Clearly, competition is enhanced if A licenses its patents to B at a
royalty rate r and receives a royalty-free license to B’s existing patents
as part of the deal, rather than having A license to B at r + s and B
license its patents back to A at the rate s. Prospective grantbacks, in
contrast, by attenuating the licensee’s rights to its own future innova-
tions, can undermine incentives to innovate, and thus harm competi-
tion.

The Department of Justice investigated a grantback-type of condition
in Microsoft’s contracts with OEMs. The contracts required that
Microsoft’s licensees agree not to bring action against Microsoft or
other licensees of Microsoft’s software products for infringement of
patents owned by the licensee, when those patents are necessary for the
use and operation of Microsoft’s software. The case raised antitrust
concerns because the contract provisions applied to a large fraction of
the personal computer OEM market and because of Microsoft’s strong
position in selling operating systems for PCs. A plau31ble efficiencies
defense, however, is that the contract provision acted f{s an agreement
to promote cross-licensing of potentlalgobla(%kmg innovations and thus
increased the number of PCsegu«mi*ﬁé Windows and avoided potentially
costly or market- qg,@m\ﬁﬁng litigation.

\(\\’\’\‘0

Cross-Licensing and Patent Pools

Owners of intellectual property often enter into reciprocal licensing
agreements. Cross-licenses involving intellectual property for technol-
ogies that are complements or are in a blocking relationship serve a
pro-competitive purpose. They can help solve the complementary mo-
nopolists problem identified long ago by Cournot, and they can avoid
costly infringement disputes. Royalty-free cross-licenses promote the
dissemination of technology. In addition, parties that wish to exchange
intellectual property rights can use royalty-free cross-licenses as a
means to shortcut the complexities of valuing each item of intellectual
property.

Patent pools are agreements among firms to cross-license a category
of intellectual property. Patent pools may take the form of royalty-free
licenses for all technology owned by all of the pool members. Alter-
natively, the pool may impose a royalty structure, which may apply to
pool members, to licenses with parties who are not members of the
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pool, or to both. The pool may cover only existing technology or may
apply prospectively to include technology not yet discovered. The latter
may include cross-licensing agreements that are incidental to a research
joint venture.

The analysis of patent pools hinges in large part on the nature of the
patents put into the pool. The central question is whether the patents
going into the pool are substitutes or complements. If they are comple-
ments, any antitrust problems are typically more than offset by the
efficiencies of assembling complementary intellectual property to en-
hance its usage. Pools involving competing patents are far more sus-
pect, especially if the pool has the ability to set the royalty rate charged
to third parties for the patents in the pool.

A pool of substitute patents, in addition to reducing competition in
the licensing of those existing patents, can stifle future innovation if
the pool is ‘‘prospective’’ in the sense that the members agree to con-
tribute future patents to the pool.®® After all, the gains thag one member
of the pool captures from its innovative efforts arggré’a%fy muted if that
member has previously agreed to sha(gﬁoan‘j%“‘new patents equally with
all other members of the pool., {Fhi$ is especially so if the pool contains
many members. f’J Warve!

Agreemefﬂf‘sﬁ 'to cross-license future technologies are more likely to
raise antitrust concerns when the agreement extends to a large fraction
of potential innovators. A case in point is United States v. Automobile
Mfgrs. Association, in which the major U.S. automobile manufacturers
agreed to exchange cross-licenses as part of a research joint venture to
develop new motor vehicle pollution control equipment.®* The Depart-
ment of Justice alleged that the effect of the joint venture was to retard
rather than promote research and development. In particular, the de-
partment said, by agreeing to cross-license future technology to each
other, the joint venture undermined the incentive of each manufacturer

60. Such a commitment can have attractive efficiency properties when complemen-
tary patents are involved, by assuring each participant that the others will not hold them
up in their licensing of future complementary patents.

61. Of course, if the members also agree to consolidate their research operations
and thus share R&D costs as well as benefits, the analysis is quite different. This is the
case of a research joint venture, which is beyond the scope of this paper. See Grossman
and Shapiro (1986) and Katz (1986) for analyses of research joint ventures.

62. United States v. Automobile Mfgrs Association, 307 F.Supp 617 (C.D. Cal
1969).
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to gain an advantage in the development of new pollution control equip-
ment and instead created a structure in which each manufacturer had an
incentive to free-ride on the efforts of other members of the venture.

Patent pools and cross-licensing arrangements raise antitrust con-
cerns when the parties to the agreement are actual or potential compet-
itors either as owners of existing substitute IP or as innovators of future
IP. An example of a cross-licensing arrangement for existing IP is the
American Society of Composers, Artists, and Publishers, known as
ASCAP, an association that establishes royalties for the performance
of musical works. ASCAP licenses to bars, pubs, and taverns, to radio
stations, to television stations, and even to the Girl Scouts. Members
of ASCAP include composers and publishers who compete in the cre-
ation of musical scores. Yet the Supreme Court, in ASCAP-BMI, held
that the association was not an illegal cartel because it allowed com-
posers to license their works with substantial savings of transactions
costs.®* ASCAP remains something of an anomaly in antltrust law, and
the Antitrust Division of the Department of Jusgw;e%hzas recently an-
nounced its intent to revisit the Asg@d’a‘@hse ¢ A key question is
whether the terms and condlggcms St'ASCAP licenses have stifled com-
petition among A%@A\P“‘éa members.

Antitrust ¢dficerns arise regarding the membership rules for patent
pools as well as the terms and conditions on which the members deal
with each other and outsiders. In this respect, patent pools are similar
to other consortiums, such as ATM networks, credit card networks,
health care provider networks, and research joint ventures. Antitrust
policy has been torn on these issues. One view is that competition is
best served by a number of small networks or pools, which can then
compete with one another. In this view consortiums should be kept
small and should be free to limit their membership.®® Another view is

63. Broadcast Music, Inc., v. Columbia Broadcasting System, Inc., American So-
ciety of Composers, Authors, and Publishers v. Columbia Broadcasting System, Inc.
441 U.S. 1 (1979).

64. See ‘‘Cross-Licensing and Antitrust Law,’” an address by Joel 1. Klein, acting
assistant attorney general, to the American Intellectual Property Law Assn., San
Antonio, Texas, May 2, 1997.

65. For example, when Dean Witter, which sought to issue Visa cards and Discover
cards, sued Visa, Visa successfully argued that intersystem competition (Visa vs. Dis-
cover vs. American Express) would be harmed if Visa were required to offer a Visa

membership to the entity controlling the Discover card. See Mountain West Financial
Inc. v. Visa USA, Inc., 36 F.3d 958 (10th Cir., 1994).

’
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that firms excluded from a leading industry group are at a competitive
disadvantage, making membership in a consortium a kind of essential
facility. In this view consortiums should have open membership and
may include a large fraction of industry members. We see no reason
why the same structure of networks or patent pools is desirable across
industries and for industry groups serving different functions; in any
event, we will not resolve this debate here. We only point out that
larger patent pools are potentially more troubling if it is feared that the
pool serves to eliminate competition among its members.

Settlements of Infringement Litigation

Settlements of intellectual property disputes are fertile ground for
cross-licensing because settlement is an inexpensive way to resolve
costly litigation over interference claims. Patent pools are another set-
tlement device. When complementary blocking technology is involved,
these settlements are pro-competitive. Settlement§ Are. %%%entlally haz-
ardous to competition, however, if thgggamvﬁfve competing technolo-
gies. Despite this fact the cowsts‘ohave generally been deferential to
patent settlements, "Lb@\lelﬁ) gundelmes state that the agencies will con-
sider the com‘p‘éetltlve effect of settlements among competitors that in-
volve cross-licensing.

An example of a settlement giving rise to a patent pool is United
States v. Singer Manufacturing Co., in which the Supreme Court found
that the dominant purpose of a patent settlement was not to settle the
scope of each firm’s patents, but rather to exclude a mutual competitor
of the settling parties.® The antitrust concern is that two patent holders
will call a truce, knowing that their patents are weak or unenforceable,
as a device for continuing to assert these patents against third parties.
Of course, absent a smoking gun, it is difficult for the courts to assess
the strength of the patents as perceived by the parties and thus to
ascertain whether the settlement was a legitimate means of ending a
costly legal dispute or a conspiracy to extract licensing royalties from
others. A more recent example of a challenged settlement and patent
pool involves the technology for laser eye surgery, in which two patent
holders settled their infringement actions by putting their patents into a

66. United States v. Singer Manufacturing Co., 374 U.S. 174 (1963).
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common pool, which then charged licensing fees to each of them as
well as to third parties.¢’

Settlements giving rise to territorial or field-of-use restrictions can
likewise have anticompetitive effects. For example, a patentee facing
stiff competition may sue a competitor with the chief aim of extracting
a settlement in which the rival will agree to refrain from competing in
certain fields of use or in certain territories. It is not sufficient to say
that the extent of the restriction that the defendant in such a patent
action would agree to reflects the likely validity and scope of the patent,
because the two firms have an incentive to restrict competition via their
settlement, at the expense of consumers, and this incentive can be
powerful if there are few or no others in the market. In other words,
antitrust agencies must be on the alert for competitors using settlement
discussions as a cover for cartel activity.

Sometimes, settlements take the form of acquisitions. In these cases,
merger analysis must ask whether the two firms would have been in-
dependent rivals in the absence of the merger. If one ﬁrm was clearly
infringing on valid patents held by tt\lg:)ge)m%r a merger is a sensible
solution to the problem. If, gg(xwe‘%r the patents being asserted are of
questionable valld\;,\ta)&;a\é‘i} 1Qf the defendant in the patent action is likely
not mfrmgm‘g“ an acquisition as a means of settling the IP dispute can
be anticompetitive. Precisely these issues arose when Boston Scientific
acquired Cardiovascular Imaging Systems, in part to resolve patent
disputes between the two companies in the area of catheter imaging
technology. Asserting that this acquisition would have reduced com-
petition in the market for the intravascular ultrasound catheters used in
the diagnosis and treatment of heart disease, the FTC required that
Boston Scientific license to Hewlett Packard or another commission-
approved licensee.®®

Standard-Setting and Patents

A fascinating range of antitrust issues arise when patents are used in
the context of standard-setting. We address a few salient issues here.

67. See Pillar Point Partners, Summit Partner Inc., and VISX Partner, Inc. v. David
Dulanev, U.S. District Court, District of Arizona, CIV96-2051.

68. See the FTC Consent Decree with Boston Scientific Corp., Final Approval
granted May 3, 1995, FTC Docket No. C-3573.
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TRUCE IN A STANDARDS WAR. Consider the common circumstance in
which two or more firms or groups of firms are vying to establish the
standard for the next generation of a consumer electronics device. One
generic strategy is to fight it out in the market, a ‘‘standards war.”’
Another approach is to negotiate a peace in the form of an industry
standard. Even when an industry standard serves to enhance compati-
bility and overcome consumers’ fears of being stranded with an obsolete
technology, it can also soften competition between different formats.
A key issue is whether consumers are harmed by a loss of variety or
benefit from the enhanced compatibility.®’

An example is the pooling of technology related to digital video
disks to promote the next generation of compact disks. Pooling of
complementary assets and capabilities should be encouraged in devel-
oping market standards; however, it may be difficult to distinguish this
pro-competitive activity from other activity that may retard progress to
a new standard, promote a less efficient standard, or reduce variety.

As a general rule, one should expect that sufﬁg@m%czompetltlon will
exist to develop a new product or marlgggtmxiﬁcfard whenever more than
a few independent entities exgestnthﬁ? can compete to develop the product
or standard. This rule’6f ‘fhumb is consistent with case law and conclu-
sions in gu%ﬂ&‘imes published by the U.S. antitrust authorities. For
example, the IP guidelines conclude that mergers or other arrangements
among actual or potential competitors are unlikely to have an adverse
effect on competition in research and development if more than four
independent entities have the capability and incentive to engage in
similar R&D activity. We have no easy answer in the more interesting
case where the majority or the bulk of industry participants agree upon
a standard, effectively short-circuiting any format war. We note, how-
ever, that consumers commonly welcome such standards, especially if
the technology is truly ‘‘open’’ to all with little or no burden of licensing
fees. Evidently, consumers typically would rather pay a few percentage
points worth of royalties rather than lose significant compatibility ben-
efits and avoid the danger of being left with orphaned equipment.

MANIPULATION OF THE STANDARDS PROCESS. Recent antitrust initia-
tives have focused on maintaining transparency in public standard-

69. See Farrell and Saloner (1986) for a discussion of the trade-off between stand-
ardization and variety.
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setting organizations and on avoiding the manipulation of these pro-
cesses by dominant firms. In 1988 the Supreme Court found that a
defendant had violated the Sherman Act by, among other actions, pack-
ing public meetings of the National Fire Protection Association (a pri-
vate standard-setting organization) to force adoption of a biased safety
code to benefit its product and disfavor competing products.’ In 1982
the Court held an association itself liable for the anticompetitive acts
of its agents acting within the scope of their apparent authority where
the agents used the association’s safety standards against the plaintiff
at the behest of one of its competitors.”*

More recently, the FTC lodged a complaint against Dell Computer,
alleging that Dell had failed to inform a standard-setting association
that it owned a patent, along with Dell’s assertion that it was aware of
no such ‘‘essential’’ patent, until after the association adopted a stan-
dard that required the use of Dell’s patented technology. The FTC
alleged that Dell’s failure to provide this information harmed compe-
tition by creating uncertainty in the industry apguv%tlzle value of the
standard and by chilling the willin n;@sa@@‘“ﬁrms to participate in in-
dustry standard-setting effort@@o2 Th both the 1988 and the Dell cases,
the antitrust laws Mwﬂé“applled to police the internal governance of
standard- setlﬁﬁg bodies to promote more efficient industry outcomes.

Another interesting set of issues arises when participants in standard-
setting bodies agree to license their essential patents on *‘fair, reason-
able, and nondiscriminatory’” (FRND) terms, such as are required by
the International Telecommunications Union, the Telecommunications
Industry Association, and the American National Standards Institute as
a quid pro quo for official support of any standard. In several recent
cases, including one involving Motorola and Rockwell regarding the
technology embodied in the International Telecommunication Union’s
V.34 standard for 28.8k modems, disputes have arisen as to the mean-
ing of FRND terms.”® One sensible interpretation of the FRND duty
taken on by patent holders when seeking support in establishing a stan-

70. Allied Tube and Conduit Corp. v. Indian Head, Inc., 486 U.S. 492 (1988).

71. Amerian Society of Mechanical Engineers v. Hydrolevel Corp., 456 U.S. 556
(1982).

72. See the FTC Consent Decree with Dell Computer, Final Approval granted June
17, 1996, FTC Docket C-3658.

73. Motorola, Inc., v. Rockwell International Corp., Civil action 95-575-SLR (Del.
1995).
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dard is that the patentee be required to license on terms that reflect the
patentee’s ex ante superiority over alternative technologies, not the ex
post lock-in that later arises once the standard is picked and investments
have been made specific to that standard. This interpretation puts teeth
into the FRND duty, at the cost of requiring an assessment of the ex
ante market conditions, which is likely to be highly fact intensive.

INTERGENERATIONAL LEVERAGE. Leverage issues arise when a firm or
firms controlling one generation of technology use that control to gain
dominance over the next generation of technology or at least to gain an
ongoing royalty stream from the next generation of technology.

Traditional antitrust principles of patent extension, as discussed ear-
lier, tend to imply a harsh view of such ‘‘intertemporal leverage.’’
Consider, however, the situation in which the sole supplier of a patented
device refuses to license its patent to those seeking to make substitute
next-generation products that are compatible with the patentee’s de-
vice.” Alternatively, the patentee could require that next-generation
products conform to another technology in whlqm it Ras intellectual
property rights as a condition of llce«n%mgaﬁéients necessary for back-
ward compatibility. The fa%g is,if 'the installed base is large and if
compatibility is 1rq@aﬂ%‘ﬁet the patentee can have a significant compet-
itive advanta‘g‘é 1n selling next-generation products, so long as the initial
patent remains in force. It is certainly possible that the patentee could
parlay its initial patent rights into ongoing dominance, extending well
beyond the patent lifetime. For precisely this reason, it is important for
industry participants to secure meaningful and lasting licensing com-
mitments from those holding patents before the establishment of an
industry standard.

Conclusions

The purpose of this article is to review developments in competition
policy for the use and dissemination of intellectual property, with a
focus on the Antitrust Guidelines for the Licensing of Intellectual Prop-

74. This strategy may not be available if the patent holder already has made com-
mitments to license its patents on FRND terms. In that case, the breadth of the FRND
duty may be critical: Does the duty apply only to first-generation devices, or does it
extend to second-generation devices seeking backward compatibility?
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erty released in 1995 by the Department of Justice and the Federal
Trade Commission.

We have provided a brief history of antitrust enforcement in the
licensing of intellectual property, from the ‘‘Nine No-No’s’’ to the new
guidelines, and we have reviewed recent IP enforcement actions by the
Department of Justice and the FTC. Where appropriate, we have ana-
lyzed these actions using the theoretical apparatus we developed in the
penalty section. An example is Microsoft’s use of long-term contracts
and ‘‘per-processor’’ royalties with its original equipment computer
manufacturers. We also have linked our theoretical findings to the gen-
eral approach described in the IP guidelines, noting, for example, the
guidelines’ emphasis on licensing arrangements that affect competition
that would have occurred in the absence of the license.

A key issue that arises in many licensing contexts is the economic
effect of licensing provisions that require some form of a commitment
by the licensee to deal exclusively with the products of the licensor or
to pay a penalty for using a rival technology. dSug;h; vé’xzcluswny provi-
sions and penalty clauses can have cle@ggﬁﬁﬁ&ency benefits by promot-
ing investments in technolo&ge@ctﬁﬁt would otherwise be subject to free
riding and opportws@ﬁ“ “These exclusivity arrangements also can deter
entry, howe Ve, and lead to welfare losses.

The dangers of exclusive dealing provisions in licenses are most
pronounced when the following conditions are present: (1) the licensor
has a first-mover advantage, signing contracts before other potential
innovators are themselves in a position to negotiate with licensees, as
often occurs when one firm succeeds in innovating before its rivals; (2)
there are multiple licensees who find it difficult to coordinate, so that
each alone gives up little in agreeing to deal exclusively with the dom-
inant firm, but collectively the cost is large; (3) there are scale econ-
omies and the incumbent licensor employs long-term, staggered licen-
ses with exclusivity provisions; and (4) there are strong network effects
in the market. Our formal analysis only relies upon the first condition
holding.

We also pointed out some areas where the legal treatment of licensing
practices lacks a firm economic foundation. The most striking examples
are practices that both increase the rewards to innovators and reduce
the deadweight loss associated with patent grants, yet are disfavored
under the law. Whether one is concerned about long-run efficiency and
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rewards to innovation or short-run efficiency and traditional deadweight
loss, such practices should not be enjoined. Yet the Supreme Court has
decreed that licenses calling for royalties beyond the lifetime of the
patent are flatly unenforceable. And tying involving intellectual prop-
erty is treated quite harshly under antitrust law, even though such tying
can simultaneously increase the rewards to innovation and reduce dead-
weight loss by enabling more effective metering of the use of the pat-
ented technology.

Our coverage of intellectual property issues is necessarily incom-
plete. For example, we have barely touched the important issue of
refusals to license intellectual property and its treatment under the an-
titrust laws. Access to intellectual property and related compulsory
licensing issues have acquired renewed policy interest with develop-
ments in the application of copyright laws to documents transmitted
over data networks such as the Internet, and with the recent court of
appeals decision requiring Kodak to sell patented parts to firms that
compete in the service of its copier machines, N\N@ez also have not
addressed a range of antitrust questlopématGEre arlsmg with increasing
frequency in the area of techegorlog‘ﬁl standards such as selective cross-
licensing and poolmgetﬁ“‘patents among some members in the standard-
setting proce‘s‘s ‘or the manipulation of an interface by a dominant firm
to disadvantage competitors. We can say with confidence, however,
that these areas will continue to receive intense antitrust scrutiny as the
information age unfolds and intellectual property plays an ever more
important role in our economy.
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Comments

Comment by Louis Kaplow: It is difficult to overstate the importance
of intellectual property licensing or the complexity of the antitrust issues
that it raises. Accordingly, Richard Gilbert and Carl Shapiro’s paper is
a welcome contribution. Indeed, the reader is treated to two papers for
the price of one: first, an industrial organization paper that analyzes
contractual penalty clauses; and, second, a tour througlhgmany of the
antitrust policy problems involved with mtellg&t@a‘l“broperty licensing.
What ties these papers together \145 (haﬁ@f’hany antitrust concerns with
licensing are 1llummatgq byeati‘understanding of penalty clauses. But
that is not the %@ese%Y 'other antitrust questions, and penalty clauses are
significant 1r\;dependently of intellectual property licensing or, for that
matter, antitrust.

Contracts, Exclusivity, and Penalty Clauses

The authors’ analysis of contractual penalty clauses involves a sce-
nario with a single seller and a single buyer—perhaps a licensor and a
licensee of intellectual property—who enter into an initial contract
before the arrival of an entrant. As is typical in this setting, the buyer
and seller have an incentive to promote their own welfare at the expense
of the entrant. This can be accomplished by provisions that penalize
the buyer for subsequent dealing with the entrant.

In their model there is no ex post inefficiency, because if dealing
with the entrant is efficient, it is assumed that the original contract will
always be renegotiated to allow such dealing to take place in whatever
manner is optimal. The extraction of rent from the entrant is, however,
important for the efficiency of ex ante investments by each of the
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parties. For example (and perhaps of greatest relevance for antitrust
policy), a prospective entrant may invest less in preparing for entry if
it knows that some of the return on its investment—more than in the
absence of the penalty clause—will be captured by the incumbent seller
and the buyer.

My comments focus on the assumptions of this model.

ENTRANT NOT PRESENT. In the model it is assumed that the entrant is
not present at the time of the initial contract between the buyer and
seller. As the authors explain, this may often be true, particularly with
regard to intellectual property licensing. A prospective entrant may not,
at the outset of its research and development program, be in a position
to negotiate a contract for a final product with a prospective buyer.

Interestingly, however, in each of the relevant applications discussed
in the latter portion of the paper, the seller’s important competitors,
who may have been disadvantaged by penalty clauses, were present
when those contracts were written. Thus, it would be u@eful to further
develop the analysis for this case. With a single bgy@ﬂ%a% m the authors’
model, it would seem that extractloq%weli‘m no longer be possible,
which raises the next 1ssue\ o5, \00" no-!

SINGLE VS. Mgg@@kmE“BUYERs The model has a single buyer. The
authors comfiient briefly on the problem with multiple buyers that has
been analyzed in previous literature. In such cases, the seller is able to
take advantage of the free rider problem among the buyers. Thus, a
seller may be able to enter into contracts that are to the substantial
disadvantage of buyers in addition to prospective competitors of the
seller. The reason is that each buyer has little effect on the seller’s
market position in the subsequent time period, but when most buyers
sign contracts with penalty clauses, their collective opportunities in the
future will be reduced if, for example, entrants are thus deterred from
entering.

In fact, the problem presented by the existence of multiple buyers is
an important factor, perhaps the decisive factor, in the authors’ subse-
quent applications. Relatedly, the problems posed by network exter-
nalities will be important in precisely this context. The authors agree
that penalty clauses are most worrisome in the multiple-buyer context.
[ nevertheless emphasize this issue in these comments, lest the reader
overlook it amid the extensive elaboration of the model, which empha-
sizes many unrelated subtleties.
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EFFICIENT EX POST RENEGOTIATION. The authors follow the trend of
recent contracting literature by assuming that perfect renegotiation en-
sues upon the arrival of an entrant, thereby eliminating the possibility
of ex post inefficiency. But, as a practical matter, renegotiation is
unlikely to be costless. Indeed, when large numbers of buyers make
coordinated renegotiation necessary, the costs and potential problems
may be significant.

In addition, perfect renegotiation assumes that there is no asymmetric
information between the parties. In some settings this assumption may
be plausible, but in the case of intellectual property licensing, it is not.
In essence the model assumes that all parties know (and agree upon)
both the cost of using the technology and its value to ultimate consumers
before the technology has come into use. Yet it seems more plausible
that those who develop technologies, the seller and entrant in this
model, know more about production using the technology and some
aspects of potential demand, and the buyers, who may be engaged in
aspects of production or in distribution and marketgug Have proprietary
information of their own. With trade sgs Where disclosure of what
is being sold may tend to deggr@y s value the problem of asymmetric
information is party@wlalﬁ‘ly great.' The possibility of ex post inefficiency
should be taken serlously On one hand, this complication makes the
potential social costs of penalty clauses greater than suggested by the
authors’ model. On the other hand, such a prospect may tend to mod-
erate contracting parties’ attempts at rent extraction through penalty
clauses because some of the ex post surplus that is destroyed might
otherwise have been their own.?

REWARDS VS. PENALTIES. A final comment on the authors’ model
concerns a matter of interpretation. The analysis focuses on penalty
clauses, under which the buyer pays the seller a penalty that is an
increasing function of the extent to which the buyer purchases from the
entrant. The extreme case of an exclusive dealing contract involves a
prohibitive penalty for any positive purchases from the entrant.

1. Caves, Crookell, and Killing (1983) document the importance of imperfections
in the market for technology licensing, and these imperfections probably explain partic-
ular features of existing licensing arrangements (such as the grant of an exclusive license
with a royalty, which creates double marginalization, rather than a transfer of intellectual
property rights for a fixed sum).

2. Aghion and Bolton (1987).
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It is useful to compare these sorts of penalties to rewards for pur-
chasing from the seller, such as the offering of lower prices. Predatory
pricing or royalty-free licensing are extreme examples of such rewards.
The authors’ analysis identifies some subtle differences between these
two methods of inducing buyers to prefer dealing with the seller, but
clearly rewards for purchasing from the seller and penalties for pur-
chasing from others are similar. (In the limiting case in which final
demand is totally inelastic, rewards and penalties tend to be the same;
the difference in expected ex post transfers between the buyer and seller
can be offset by adjustments to the value of the fixed transfer between
the parties that is specified in the initial contract.) The main point is
that rewards may involve externalities in a manner analogous to pen-
alties, so antitrust analysis must be alert to the full range of mechanisms
that may be used to disadvantage competitors.

Antitrust Analysis of Intellectual Property Llcenszr%glmz
gu\\i

Why is the antitrust analysis of 1q‘ggdd@€fﬁadl property licensing so
challenging? In addition to gpexofl“élqhent importance of vexing factual
questions and mtrk%te%gal disputes (such as whether a party’s patent
is really valid)’an important conceptual conflict is particularly hard to
avoid in this context—namely, even if one could establish that a licen-
sing scheme involved static inefficiency, the scheme may nevertheless
be socially desirable if the ex ante incentive to innovate due to the
additional reward is sufficiently great. Antitrust policy must deal with
this difficulty.

Gilbert and Shapiro, drawing on the 1995 federal intellectual prop-
erty guidelines, offer some useful general insights into this matter. They
emphasize the flexibility of the antitrust laws and advance the principle
that the scrutiny for intellectual property should be no more (or less)
harsh than in other contexts. The real content of their approach comes
in the broad range of licensing issues that they analyze, often by ex-
amining prominent cases.

In the course of their survey of problems and solutions, much of the
emphasis is upon two factors: identifying ex post anticompetitive effects
(as suggested by their test that asks whether more competition would
have existed but for the license) and assessing whether there are likely
to be any offsetting efficiencies. The efficiencies that they consider,
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however, are usually ex post as well; they do not always examine the
ex ante inducement to innovation that is provided by various practices.
In most contexts in which they offer a clear bottom line, my suspicion
is that their answers are nevertheless appealing, but it is worth devel-
oping the analysis further to determine whether this is the case.?

CARTELS. Begin with the simplest of examples, which the authors
illustrate with the Pilkington case, in which a firm is accused of using
intellectual property licenses to organize a cartel in the industry. Econ-
omists generally believe that cartels are inefficient because of the dead-
weight loss that results from supracompetitive pricing. But does it fol-
low that a cartel based on valid intellectual property, which does
increase the reward to the innovator, is inefficient? After all, the central
purpose of granting protection to intellectual property is to reward
innovation by facilitating pricing in excess of marginal cost.

[t turns out that permitting cartel organization does tend to be inef-
ficient in this context. Suppose, for example, that a process innovation
reduces production costs by $1 a unit and that tlg@wr‘ﬁr?ovator licenses
the industry, nine other equal-sized prqgmﬁ chargmg aroyalty of $1
aunit and also, through llcengg\ﬁes‘fﬁctlons (a price minimum, exclusive
territories, or wha(\gav@\’é“‘ raising the price of the firms’ final product by
$10. First, ofie’ Should observe that in this scenario, 90 percent of the
cartel profit goes to the other nine firms, not to the innovator; hence,
society suffers the full deadweight loss, but only a small fraction of the
resulting profit might serve as a reward to the innovator. Second, the
profit attributable to cartelization, from the $10 price increase, is vastly
greater than the value of the innovation, so even if all of the profit went
to the innovator the resulting inducement to innovation would be so-
cially excessive. Thus, it is possible to distinguish the use of intellectual
property to organize a cartel from the ordinary case of an innovator
collecting a monopoly rent reflecting the value of its innovation.

PRICE DISCRIMINATION. A contrasting case, noted briefly by the au-

3. Most of the analysis that follows is drawn from Kaplow (1984), where I suggest
that the relative desirability of various restrictive practices should be assessed by ex-
amining the ratio of the reward each practice generates to the deadweight loss it pro-
duces. This is, in essence, cost-effectiveness analysis, in which the question of the
optimal level of reward is not addressed. With regard to the issue of reward, however,
it is suggested that when a practice provides a reward in excess of the social value of
the underlying intellectual property, the practice will be undesirable because such a
reward will induce socially excessive ex ante investment.
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thors, is where license provisions—perhaps tying, differential royal-
ties, or field-of-use restrictions—are used to facilitate price discrimi-
nation by the owner of intellectual property. In terms of static
efficiency, price discrimination is relatively benign: deadweight loss
may fall, be unaffected, or rise (but in an amount that is generally less
than that associated with ordinary supracompetitive pricing). Suppose,
for example, that in a particular case it is demonstrated that deadweight
loss rises slightly but profits rise substantially as a result of some licen-
sing practice. Here, a strong case could be made for allowing the
practice, for it rewards innovation in an amount reflecting the true value
of the innovation and in a manner that results in less static inefficiency
per unit reward than is ordinarily the case. Moreover, in contrast to the
cartel case, all of the incremental reward flows to the intellectual prop-
erty owner.

COMBINATIONS OF COMPETING INTELLECTUAL PROPTERY. Consider a
third case, in which holders of competing intellectual progerty rights—
for example, two patents that independently engl;xle\% ew product to
be produced—combine their claims. Aggthe‘%iht ors note, this may arise
directly, through acqulsmon ancm‘éréer or in the somewhat more com-
plex instance in W]@,wh\ﬁﬁ intellectual property lawsuit is settled through
some sort oﬁﬁoolmg of rights.

It is suggested, in accordance with conventional wisdom, that such
horizontal combinations should be prohibited. But the supporting anal-
ysis is wholly ex post: the concern is with the loss in competition
between the two technologies, taking as given that the competing tech-
nologies were developed in the first place. If, in the absence of a
combination, much of the reward to both innovators would be competed
away, making combinations of intellectual property rights illegal would
tend to reduce innovation.

Nevertheless, the view that horizontal combinations of intellectual
property are detrimental seems likely to be correct. After all, the only
social benefit from the second innovation arises if there would be com-
petition, so there would be no loss—and, in fact, an efficiency gain
from avoiding wasteful R&D expenditures—if the second innovation
were not developed. The second version will be socially valuable only
to the extent that it is better than the first, but to this extent the innovator
would be able to charge a higher royalty in a competitive interaction.
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Obviously, this problem admits of several variations, and the anal-
ysis depends upon the nature of the competitive interaction among the
innovators (are all rents dissipated, or only some?), whether innovation
is simultaneous or sequential, the extent of uncertainty involved in
R&D, and other factors. Accordingly, further research is appropriate
before reaching confident conclusions concerning the likely net social
consequences of permitting the combination of competing technologies.

STANDARD-SETTING. The authors’ analysis of standard-setting in in-
dustries subject to network externalities is worth exploring further.
Initially, consider why it might be undesirable for a standard to be
protected by an intellectual property monopoly, such as when a firm
has intellectual property that must be used by other firms seeking to
meet the industry standard. First, such a monopoly may produce sub-
stantial deadweight loss ex post even if the value of the innovation was
slight. (In the extreme case, the choice of the standard among a range
of alternatives, each cheaply developed, may be arbltlaryg) Second, the
prospect of such a monopoly may induce costl(?/ gmt‘fs%e\(mg behavior
in order to have one’s own proprleta@goem‘é‘ihod become the industry
standard. One might also beésoﬁn&%rned that the wrong (less efficient)
technique will beqmwé%e standard, as in the case in which a formal
standards- seﬂ‘i‘ng process is subverted or, perhaps, when a firm uses

contracts with penalty clauses to line up customers in sufficient quantity
to tip the market in favor of its technology.

This set of problems involves both antitrust law and intellectual
property law. With respect to the latter, one might ask whether intel-
lectual property protection should apply, say, to an arbitrary technique
that can be developed cheaply in instances in which it becomes an
industry standard. Of course, the problem with simply denying intel-
lectual property protection is that some techniques become standards
precisely because they are better, and the prospect of reward provides
incentives for developing superior methods. Accordingly, the authors
favor a regime under which a firm’s licensing of technology that is
required to meet a standard must be done on ‘‘fair, reasonable, and
nondiscriminatory’’ (FRND) terms. In particular, they emphasize that
the appropriate royalty should reflect the ex ante superiority of the
technique over competing methods, not the additional hold-up value
that arises once the industry is organized around a particular standard.
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The problem, of course, is that it will be difficult to determine what
royalty level would be appropriate, and ex post litigation of such an
issue would be expensive and of dubious accuracy.

As a solution, at least in settings in which some organization or
government body sets the standard, it might be possible to obtain ad-
vance agreement from the firm whose technology is to be chosen. In
particular, a firm could be asked not merely to agree to license on FRND
terms, but to agree on those particular terms in advance, for example,
licensing all comers for a royalty of x per unit. Before the standard is
chosen, firms proffering competing techniques will have an incentive
to bid against each other on royalties (and other terms), and those
determining the standard can consider both the value of the technology
and the attractiveness of its price. This possible solution also suggests
that there may be advantages in having standards explicitly chosen by
a formal process rather than allowing them to emerge in the market-
place. Yet there are obvious competing dangers: the boc\lg/ making the
choice might be subverted in some manner or Ogy@ngi?git behaves be-
nevolently, it may lack the informatig)«l_l\g@awf‘s“‘vlernplicitly brought to bear
in a decentralized market. _ . ™

€S,
e\ ene®
etV

Comment hj*‘“‘ﬁ&bert Gertner: Rich Gilbert and Carl Shapiro have
written an excellent paper that links modern economic theory to the
antitrust issues of intellectual property licensing. The paper should be
important reading for many who are not up on the theoretical literature
but who care about what the modern theory has to say about the prac-
tices and vice versa. The authors provide a useful framework for ana-
lyzing the welfare effects of intellectual property licensing practices
and demonstrate how to apply the framework to a series of antitrust
cases. It is a paper that will be not only widely cited, but also widely
read.

I find the model useful for thinking about the externalities associated
with restrictions in contracts between buyers and sellers. The model
does what it purports to do—provides a framework for thinking about
a wide variety of practices and shows how much of the existing litera-
ture fits in. The authors care about using the model, so they worry about
the robustness of the results. Nonetheless, I think further consideration
of the effects of costly renegotiation would be fruitful. Related to this,
the model puts no restrictions on renegotiation that includes both the
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entrant and the seller. These parties are horizontal competitors and some
forms of bargaining could violate antitrust laws.

Much of the value of the model comes from its useful framework for
thinking about ideas we have seen before—it is not news that we should
think about the foreclosure effects of Microsoft’s per-processor license,
but the model helps make the analysis clear and should help ground the
policy and legal debate in appropriate economics.

The most important theoretical insight deals with the importance of
whether the entrant is present at the time of the negotiation between the
buyer and the seller. The authors show that if the entrant is not present,
the scope for anticompetitive behavior is greatly enhanced. This strikes.
me as being of significant practical importance and probably often
overlooked. Other useful insights include clarifications of the role of
renegotiation and differences in contract restrictions on the ability to
use contracts to suppress competition.

The model applies to more than intellectual property llcensmg and
the authors realize that. It applies to any firm that cmt%a%tg downstream
and owns a scarce asset that gives %t ge@mé“‘market power. Exclusive
contracts for scarce physwalsmpﬁ‘f’s are little different from exclusive
contracts for mteUg@i\ﬁﬁ\f property. There is no intellectual property
licensing in‘Benetton’s arrangement with its retailers. Benetton sells
some inputs and the use of its brand name and takes a fraction of the
revenue. This is not very different form Microsoft’s per-processor li-
cense fee.

This raises the question whether there is any reason to treat vertical
practices associated with intellectual property differently from other
property. The paper does not, and all of the analysis seems to apply
equally to other forms of property. I think two important distinctions
could have implications for antitrust enforcement. First, explicit gov-
ernment policy specifies the extent of intellectual property protection.
Governments determine the length and scope of copyright and patent
protection. This opens the door to consideration of the trade-off between
the scope of intellectual property protection and antitrust enforcement.
The same expected payoff from innovative activity can be achieved by
increasing patent length and adopting more restrictive antitrust rules.
This trade-off presents policymakers with an additional tool that is not
typically an option for other forms of property. The second important
distinction is that intellectual property creates significant contracting
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problems not present with other forms of property. Because intellectual
property can be copied at a very low cost, a licensee has the ability to
both use and resell it. Contracts must protect against this type of piracy,
and therefore forms of licensing intellectual property should be different
from and more complex than licensing other types of property.

The second half of the paper is very informative about a wide range
of practices and antitrust cases involving these practices. [ find myself
agreeing with virtually every detail, which makes it impossible for me
to do what is common for a commentator of a good paper—quibble
about the details. Instead, I am forced to reverse course and talk about
some of the hard issues that the authors do not really take on. I like
doing this as a commentator because I am allowed to raise issues with-
out being expected to have anything insightful to say about resolving
them.

The authors state in their abstract [not printed in this volume] that
they ‘‘indicate those areas in which the law and the economics are in
harmony, and those arecas where the law is untetj@@né& %rom econom-
ics.”” They do not summarize the le ggga)afc‘harmony, but my reading
suggests that they feel it 1s gbldfté\“hlgh They are rule-of-reason fans:
given that all thesq,\gnaéﬁces may not be anticompetitive in some cases,
they do not 1iKe’ per se rules here. The modus operandi for the paper is
to discuss how a particular type of restriction fits into their model and
then look at a number of examples from antitrust cases or investigations.
They show how the contract may be anticompetitive and describe the
legal outcome. They rarely, however, get to the level of asking the
extent to which the standard applied in the case is in harmony with the
economic model. Rather, they look for something much weaker—
whether or not courts or enforcement authorities address the appropriate
economic issues in applying a rule of reason. My reading of the paper
is that the authors think that things in general are okay, even though
courts appear confused at times, for example, by seeing coercion in
some contracts and trying to make decisions based on that perception.

I now want to address the question of the appropriate standard for
antitrust enforcement for intellectual property licensing in these settings
This is a very difficult question, both in theory and in practice. Everyone
admits the difficulty of the latter, but few debate the appropriate stan-
dard in a world of costless enforcement and perfect evidence. I want to
do this first.
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Much of what I say derives from my experiences teaching strategic
management to MBA students. I will think about the problems from
the licensor’s perspective—the seller in the model. This is a firm that
owns a strategic asset—it could be intellectual property, a real asset, a
valued brand name, market share in the presence of switching costs, or
a unique organizational architecture. A path to economic profits, the
driving force of competition and capitalism, is through developing and
exploiting these strategic assets. Sometimes this exploitation involves
the exercise of monopoly power, but, I think, more often than not
companies are simply trying to maximize the scarcity rents associated
with the asset.

Let me give an example from my competitive strategy course—one
concerning the Walt Disney Company and feature animation. The com-
pany’s strategic assets include a strong reputation for quality products
in the minds of consumers, high-quality animators and writers, leading
technology, scale efficiencies, marketing advantages fr01%1 video sales
of old films, and many others. These assets allg\w“%ﬁlsney to make
economic profits and convey some ma\glg@taj%wer Disney has a legiti-
mate business goal of explmggngc tﬁege assets through strategies such as
promotional tie- 1n§\ﬁr@§§resswe distribution, long-term contracts with
animators, afid’| integration into theme parks, television networks, and
retail stores. Part of the effect of these strategies is to make entry less
attractive and to reduce an entrant’s investment. Discouraging compet-
itors from entering is part of the return from the adoption of these
strategies, and for all I know (I don’t), it may be part of the internal
calculation of the returns from these strategies. Yet the main reason for
taking these actions is not anticompetitive, nor is it really efficiency-
enhancing in the short run. The main reason is to increase rents from
is unique position in the market that results from its investments and
decisions over fifty years.

Do we want a regulatory framework that requires Disney manage-
ment and its lawyers to make welfare calculations to determine if any
of these decisions violates antitrust laws? A pure rule-of-reason analy-
sis, which Gilbert and Shapiro appear to favor, implies the answer is
yes. I think the answer is no. A pure rule-of-reason standard creates an
environment where any firm that has legitimate market power must act
as a social welfare maximizer with respect to many of its decisions.
The burden or discretion such a regime gives to the legal and regulatory
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communities and the effect on the long-run incentives for firms are
potentially very dangerous.

This raises the question of defining the limits of the scope of antitrust
inquiries and setting the standard for liability. Antitrust practice tends
to categorize business practices as anticompetitive or efficiency-en-
hancing, but long-run efficiency derives from the process of seeking
scarcity rents, which sometimes can be separated from the acquisition
of some market power.

There are many possible standards. The authors quote one suggested
by Charles Rule that would allow practices that exploit the area under
the demand curve but not practices that shift the demand curve. This
standard would make illegal virtually all practices designed to exploit
a strategic asset. Louis Kaplow’s proposed standard, which would
weigh gains from the practice against welfare losses, can serve as a
guiding principle, but it begs the question of the base for the comparison
of gains and losses. One possible base is no license at all This is a
very weak standard and would certainly not resultyirt 4 enforcement
action against Microsoft for its llCCnS«l{%g)EpEl‘ﬁY&ldCCS because the welfare
decline from no licensing og DOY” by Microsoft would be enormous.
Because Gilbert aggh&‘h‘ﬁplro appear to be sympathetic to an enforce-
ment actlon\“ﬁ‘ﬁamst Microsoft, they must have another standard in
mind. It would be nice to know what that standard is. Another possi-
bility is to ask how the licensor can best achieve its legitimate goals
without the anticompetitive effects and use this as a comparison. This
approach quickly becomes a form of a less-restrictive alternative test.
How clever do we insist firms must be in devising contracts that achieve
legitimate goals without anticompetitive effects? How do we define
‘“‘legitimate goals’’? Do we incorporate the effects of a practice on the
incentives to innovate, and do we consider the costs of entry in making
the assessment? I think these questions are difficult, deep, and funda-
mental. They are difficult without even considering the important ef-
fects of prosecutorial and agency discretion, the incentives for private
lawsuits, and treble damages.

These problems of defining the appropriate standard do not incor-
porate the very important uncertainty and costs inherent in determining
the effects of many of these practices. The complications are enormous.
An analogy to predation is useful. Our current theoretical understanding
of predation is that situations may exist where welfare declines and a
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firm can benefit from lowering prices, inducing exit, and subsequently
raising prices. Some believe that such situations are rare and costly to
find and the costs of mistakes are large, so the practice should be legal.
Others believe it is not so rare and needs to be deterred, so a rule-of-
reason approach should exist.

Nonetheless, courts and economists of all persuasions reject a full-
blown rule-of-reason approach in predation. Remember, price below
marginal cost (or average variable cost, or any other cost measure) is
not necessary for welfare-reducing predation. The challenge has been
to design a rule that can be understood and implemented effectively
that does a reasonable job of separating the good from the bad.

The large debate that has resulted from this predation question has
not yet been repeated with respect to intellectual property licensing, but
the problem is quite analogous. Once it is accepted that these practices
may be anticompetitive under an appropriate theoretical standard, yet
in many situations represent a fundamental way for ﬁrms to compete,
the goal is to come up with effective rules that limit the inquiry and
provide reasonable safe harbors. Gllbg@am@‘ﬁ%aplro s paper offers so
much insight into and knovséledgi‘-f of the economics and practice of
intellectual proper\gywhéé‘nsmg that I wish they had taken on these very
hard fundaniéfital problems. Because I have made little progress in
resolving them, [ would like to hear what they have to say.
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