Compulsory Licensing by FTC Decree

Unofficial government views toward
pros and cons of compulsory patent
licensing and FTC’s role

BY OWEN M. JOHNSON JR.*

My purpose is to offer insights into the whys and

wherefores of “Compulsory Patent Licensing by FTC
Decree.” First, let me emphasize that any views I express
S do not necessarily reflect the views of the
Federal Trade Commission, or of any in-
dividual commissioner,
The pros and cons of compulsory pat-
ent licensing have been debated since the
enactment of our first patent legislation
in this country in 1790. Established pur-
suant to Congress’ power “To promote
the Progress of Science and useful Arts,
by securing for limited Times to Authors
and Inventors the exclusive Right to their
respect Writings and Discoveries,”! the
Patent Office and the rights inherent in patent ownership
are painstakingty spelled out in Title 35 of the United
States Code. What may be somewhat less familiar, and
surely less understandable, to you is the purpose and func-
tion of the Federal Trade Commission, and how these
relate to patent licensing, Created in 1914 by act of Con-
gress, the commission was chartered to put an end to “un-
fair methods of competition ... 2 Today, the FTC serves
as an independent law enforcement agency with respon-
sibility for a wide range of statutory authority, including
certain antitrust laws, Specifically, the Bureau of Com-
petition not only guards against “unfair methods of com-
petition” under Section 5 of the Federal Trade Commis-
sion Act, but also shares jurisdiction with the Antitrust
Division of the Department of Justice for enforcement of
Sections 2, 3, 7, and 8 of the Clayton Act. Federal anti-
trust responsibility is somewhat further complicated by
the fact that, while only the Antitrust Division polices the
Sherman Act, courts have interpreted the broad proscrip-
tion of FTCA §5 to extend to every Sherman Act viola-
tion.3

0. Johnson

Infrequent Use,

In any e¢vent, the commission’s excursions into the
realm of compulsory patent licensing to date have been
entirely a result of its antitrust efforts. Lest I deceive you
at the outset, I should point out that the commission has
ordered compulsory patent licensing in only one adjudi-
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cated case and a handful of consent orders where such
relief was deemed “necessary to pry open to competition a
market that has been closed by illegal restraints.”
Despite its relatively infrequent use, compulsory patent
licensing remains a valued weapon in the commission’s
antitrust arsenal. A brief legal review of the government’s
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authority to impose compulsory licensing in antitrust con-
texts should lay the foundation for later analysis of the
commission’s use of this power.

The Supreme Court first approved the use of compulso-
ty patent licensing in its Hartford-Empire decision in
1945.5 There the court held that because of respondent’s
use of patents to preserve its monopoly over glassmaking
machines, mandatory licensing at reasonable royalty rates
constituted appropriate relief to correct past and prevent
future violations of the Sherman Act. While this opinion
endorsed court-ordered licensing at reasonable royalties,
it condemned the use of royalty-free patent license decrees
on the grounds that such relief would “in effect confiscate
considerable portions of the [patentee’s] property.”s
Inasmuch as “confiscation” of private property is gener-
ally considered to be punitive, rather than remedial, the
court impliedly rejected use of royalty-free patent licens-
ing as a remedy for civil antitrust abuses,

With the same single-minded resolution that leads a
spurned lover to hear “No! Don’t! Stop™ as “No, don’t
stop,” the Antitrust Division again sought to establish the
use of royalty-free licensing three years later in the Na-
tional Lead case.” Not to be outdone, or for that matter un-
done, the Supreme Court again refused to require royalty-
free licensing, but did so “without reaching the question of
whether royalty-free licensing or a perpetual injunction
against the enforcement of a patent is permissible as a
matter of law."8 This caveat represented a significant
retreat from the court’s implied proscription of royalty-
free licensing in its Hartford opinion.

Policy Debate

Today, only the policy debate over society’s costs of
royalty-free versus reasonable royalty licensing remains.
The government's legal authority to seek compulsory,
royalty-free licensing or patent dedication has been un-
deniably established.? It is in this context that the commis-
sion adopted compulsory patent licensing decrees to
remedy violations of Section 5 of the Federal Trade Com-
mission Act and Section 7 of the Clayton Act, Where the
key to unlocking competition in a particular industry is
the elimination of technological barriers to entry, the
commission has not hesitated to order compulsory patent
licensing.
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For example, the commission first used compulsory
licensing provisions in its settlement of The Vendo Com-
pany case in 195710 There the respondent had been
charged with violating Section 7 of the Clayton Act — the
antimerger statute!! — for acquiring a direct competitor
in the manufacture and sale of coin-operated vending ma-
chines, In light of evidence which indicated that the ac-
quired company’s success stemmed in part from its in-
fringement on Vendo's patents, the commission concluded
“that the only assets that respondent should be required to
divest are those relating to the production of non-infring-
ing machines by the [acquired company].”12 Conse-
quently, rather than order Vendo to divest itself of all the
stock and assets of the acquired company, the commission
fashioned a consent order which required Vendo to
“divest” only non-infringing patents obtained from the ac-
quired company. Under the terms of this settlement Ven-
do agreed to license all such patents, as well as the ac-
quired company’s trademark, on a nonexclusive, reason-
able-royalty basis, and not to use such patents (or trade-
mark) itseif after one year from the date of the order. The
settlement also included procedures for arbitrating the
reasonable royalty amount if the parties could not reach
an agreement via negotiations. Clearly, this consent order
was an attempt to incorporate a new form of relief (for the
commission) in terms of a traditional divestiture order.

Notwithstanding the limited precedential value of con-
sent orders, the Vendo casc furnished the commission a
conceptual “stepping stone” for its adjudication of
American Cyanamid' 3 six years later.

American Cyanamid presented the somewhat unusual
situation of two drug companies conspiring to
traudulently induce the Patent Office to grant patents on
an unpatentable drug-tetracycline. Once the applicant
(Pfizer) received its patent it executed a licensing arrange-
ment with its co-conspirator (American Cyanamid) which
simultaneously fixed prices for tetracycline. Upon a

review of these facts the commission concluded
*“... that under the applicable decisions and con-
sidering the nature of [respondents’] misconduct
before the Patent Office, this Commission has ade-

quate authority to require a royalty-free license
L. M4

Though the commission’s final decree required only that
Pfizer license its tetracycline patents along with manufac-
turing know-how and technical information to all appli-
cants at a royalty determined as a percentage of the
licensee’s net sales of tetracycline, the American Cyanamid
case lent judicial recognition to the commission’s
authority to require compulsory patent licensing.

Consent Orders

Since American Cyanamid the commission has entered
numerous consent orders which include compulsory pat-
ent licensing provisions.!S Typically, these settlements
were negotiated in connection with alleged vielations of
Section 7 of the Clayton Act where the primary negative
effects on competition were, at least in part, a result of ac-
cretions in technological market power resulting from the
acquisition of patents. Rather than seek a simple
divestiture, thereby returning competition to the status quo
ante, the commission undertook to affirmatively increase
competition by making the technology at issue available
to all actual or potential competitors via patent licensing.

One of the most recent, and controversial, examples of
the commission’s use of compulsory licensing involved the
Xerox Corporation.'s As alleged in the complaint there,
Xerox had engaged in acts and practices relating to pat-
ents which tended to perpetuate its monopoly 1n the sale
and leasing of office copiers generally and plain paper
copiers in particular, To open this market to the max-
imum extent possible, the commission framed a consent
order which required, among other things, that Xerox
grant to any and all applicants a nonexclusive license for
the full, unexpired terms of certain patents. Each license
applicant could designate up to three patents for royalty-
free licensing. Additional patents were to be licensed at a
fixed, nondiscriminatory percentage royalty basis. In ad-
dition, Xerox was to provide technical know-how to licen-
secs at reasonable charges, The Xerox consent order un-
doubtedly will serve as a model for future FTC degrees in
industries which evidence technological obstructions to
competition.

Recently, the Burcau of Competition has sought to ex-
tend its use of compulsory licensing to include trade-
marks. It was a major part of the relief which complaint
counsel requested in the Borden-Real.emon matter.17 As
the result of administrative hearings, the law judge con-
cluded that is was appropriate to require Borden to
license the “Real.emon” trade name and label design for
10 years to all applicants in order to remedy Borden’s
monopolization of the reconstituted lemon juice market.
The case is currently on appeal to the commission itself,

In Borden, in passing on the use of trademark licenses as
relief, the administrative law judge analogized to patent
decrees:

“A requirement for compulsory licensing of a

trademark, such as Realemon, is not essentially

different from a requirement of compuisory licens-

ing of a patent. Accordingly, it is clear that the

Commiission has such authority and . . . compulsory

licensing of the Real.emon trademark is not only

reasonably related to the violation here found, but

is indispensable to the restoration of competition in

the processed lemon juice industry.”1%
While there are undoubtedly substantial practical
differences between patents and trademarks, the Borden
decision strongly suggests that the bureau, like the Anti-
trust Division,!? does not consider these differences to
constitute legal impediments for the purpose of decreeing
compulsory licensing. In addition, both the Department
of Justice and the commission have indicated a willingness
to consider mandating the licensing of all technical know-
how associated with patents and trademarks necessary to.
accomplish the competitive end result,

Our review of the precedents to date clearly indicates
that the commission will not hesitate to order compulsory
patent licensing in instances where a prime stumbling
block to effective competition is restricted technology.
The Bureau of Competition believes the same should be
true of trademark licensing. In practical terms, trademark
licensing is certainly as feasible as patent licensing. It is,
indeed, the cornerstone of the franchise industry.

Society’s increasing dependence on technological in-
novation makes it imperative that the competitive benefits
resulting from patent “sharing” be balanced against the
risks of “uncentives for invention.” While the Bureau of
Competition views compulsory licensing, either at rea-

(Please turn to Page 245)




Should we worry more about price of a dramatic anti-
biotic, or about whether that antibiotic comes into being
at all? For without it no one can have it at any price.

“Voluntary” Licenses — In Terrorem of Compulsory
Licenses.

Perhaps the most insidious part of the compulsory
licensing concept, is that having a compulsory license
available by law at precedent-set rates forces the patent
owner to yield voluntary licenses in terrorem, often at
rates below the real investment value of R&D-oriented
endeavor.

Consider compulsory licensing as applied to two col-
lege professors who start their new high technology com-
pany on a shoestring and a prayer and borrowed money.
Under compulsory licensing law, when they are offered
the “privilege” of granting a license to a billion-dollar
corporation with muscle and money or a court fight, they
have received an offer which, in the words of Don Cor-
leone, the Godfather, is “an offer they cannot refuse.”
How can they say “no” if there is any form of compulsory
license right?

EPILOGUE

“There are more people to feed with fewer resources.
There is need for new things,” said the Littie Red Hen.

“Who will help me plow the ground?” asked the Little
Red Hen.

“Not 1,” said the pig.

“Who will help me plant the seed of needed new things
to come?” asked the Little Red Hen.

“Not 1,” said the pig.

“Who will help me weed the field, cull the crop, take
the remaining goodies to market, and teach the public to
use and enjoy what 1 have grown for them?”

“Not I,” said the pig.

“Who will give me a ‘reasonable’ royalty to use my pro-
duce, a royalty low enough to enable him still to profit on
what I risked when he would not?”

“I will!” shouted the pig.

A competitor who, but for his confidence (the Constitu-
tion and 35 U.S.C. § 154 notwithstanding) that there is no
“exclusive right,” would likely have planted his own seed
and raised his own crop to feed and serve the people.
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sonable royalties or royalty-free, as an effective remedy
for combating certain antitrust abuses, the bureau is also
keenly aware of the danger of “discarding the baby with
the bath water.” The commission’s sparing use of com-
pulsory licensing orders in adjudicated cases seems to
show its healthy respect for this extraordinary relief.

Notwithstanding these risks, the bureau also recognizes
that, from a competitive viewpoint, few remedies can offer
the potential affirmative impact that compulsory licensing
affords. In the future, therefore, the bureau will try to
achieve the perspective, technical expertise, and flex-
ibility necessary to weigh these competing considera-
tions.20
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building suit, to negotiate with Random U, you and they
will begin with two essential factors clearly established,
These are:

1. The University Licensor absolutely requires the
cooperation of some company to develop and market the
product or service.

2. The Licensee will be risking substantial time and
money on a relatively unproven invention.

The type and details of the license bridge that
ultimately rests on these principles will vary with the
other circumstances. You will want the technology to:

1. Be fairly priced. ‘

2. Be exclusive for as long as possible.

3. Be patented or patentable,

4. Have a high return on overall investment,

5. Have cost as little as possible in case at some future
point you change your mind.

The licensor will want the licensee:

1. Toinsure diligence in his development and market-
ing efforts.

2. Toreturn rights in the invention if the project is not
pursued.

3. To accept a limited term of exclusivity so that he
can expand the market if the licensee does not.

4. To pay a royalty which recognizes the licensor’s
willingness to wait for a return until sales can generate it,

At WARF, we believe that the licensee usually should:

1. Have the right to terminate the agreement on
notice.

2. Not be expected to make minimum royalty pay-
ments until sales begin, and then on a graduated scale.

3. Invest its capital in the development rather than in
large front-end payments.

We expect the licensce to prepare a development sched-
ule or PERT chart to be made a part of the agreement,
with periodic reporting by means of which his progress
can be monitored. We do not grant life-of-the-patent ex-
clusive licenses,

These are the key supporting girders. The rest of the
bridge will be built by carefully listening to the needs and
fears of each party and placing only sufficient structure to
handlie the problems.

There is one other major reason why licensing is
uniquely suited to the long-term relationship which must
be sustained if a new product is to get to market in this day

of intense governmental regulation. That reason is change.
No one¢ can foresee clearly the outcome of a four-to-eight-
year development effort. A license agreement based on a
mutual understanding of each party’s fundamental impor-
tance and desire to maintain the bridge can absorb change
and evolve with time to provide a workable relationship
between the parties.

SUMMARY

I would summarize the case for acquisition of university
research through licensing as follows:

1. By utilizing the university discovery that fits your
marketing and production skills, you have conserved your
R&D efforts for those more predictable, present product-
related goals. You have not had to support the uncertain,
long quest for a truly different product, i.e., your costs
have been reduced.

2. Through the licensing route, you delay payment for
the research until after you have established that the pro-
duct is both producible and marketable. Your royalty
payments will be fixed, known costs, and will be earned
for you by your customers.

3. Licensing helps both parties to the arrangement
avoid those differences in expectation which could stale-
mate other means of acquisition.

Remember, most universitics have established the
means to help you locate their technical advances. In
many cases, their experienced licensing officers will ai-
ready understand many of your concerns and questions.
You, as licensing executives, are trained in the use of one
of the most flexible and useful contract forms to help you
obtain that technology on a fair and equitabie basis.

When will you begin?

Interface With Technology

Transfer

{ Continued from Page 203)
and commercial deveiopment. He must convince corpo-
rate management of the viability and desirability of the
project and acquire the necessary internal financing to im-
plement the project.

The information system is monitored by management at
Searle through a bimonthly status report which is sent to
the executive committee and other interested parties. The
status report contains a list of those projects in develop-
ment, in advanced evaluation, in primary evaluation, and
termination. Of approximately every 100 projects entered
into the system, 90 are dropped after initial evaluation
and 10 are evaluated in greater depth. Of those 10, one
will make it into the development stage and be financed.
The experience at Searle has been very similar to that
shown to be the case in other companies, as far as number
surveyed versus number developed.

In conclusion, if one takes care in structuring a com-
pany interface group, the problems associated with
transfer of technology into the company from external
sources, such as universities, ar¢ minimized and the bene-
fits and efficiencies are maximized.
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