VOL,7 —NO.1 - LESNOUVELLES

to deprive the country of planting seed required for
the growing of needed food. The future peacetime
implementation of Sec. 44 by the Secretary of Agri-
culture is believed to be only a remote possibility.
[t is considered unlikely that any new variety would
be so superior that it would warrant being declared
‘necessary to insure an adequate food supply, or that
the previously existing varieties would be found in-
capable of meeting our country’s demand for food
during the foreseeable future. If, however, a plant
disease should make all other varieities of a given
crop non-growable, and a protected variety offers
disease resistance, then the Secretary of Agriculture
may be expected to act. The owner of the “certificate”
nevertheless is offered some consolation in the re-
muneration area, since Sec, 44 further provides: “In
the evert litigation is required to collect such remunera-
tion, a higher rate may be allowed by the court.”

It will be interesting to see the extent to which the
owners of “certificates” granted under the Plant
Variety Protection Act will look to the operation of
the patent system for guidance in the area of licensing
precedents and practice.

*About the Author: Benton S. Duffenr, Jr., is a
member of firm of Burns, Doane, Swecker & Mathis,
Washington, D.C.
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The past year has seen the development in the
United States of a very considerable controversy within
and between different groups -- Congressmen, members
of the Executive Branch, the patent and antitrust
bars, and even among businessmen — over the
question of the interrelationship of the United States
patent and antitrust laws. This controversy has focused
particularly on the issue of what is and what is not
allowable in the licensing of patents and other
technology.

The significance of patents to business, and to
the economy generally, seems to be growing. The
United States now issues about 70,000 patents a year,
and roughly one-third of all United States patents
ever issued are now in effect. It is in the not too distant
past that patents covering inventions of very con-
siderable significance have been issued. 1t was only
in 1951 that the transistor was patented, and, in 1953,
the color television tube, The 1950°s also saw patents
issued on the broad spectrum antibiotics.

It is estimated that the amount of commerce af-
fected by domestic and international patent and
technology licensing is in the thousands of millions
of dollars.
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I would like to lay out and discuss with you today
the views of the Justice Department on the appli-
cability of the antitrust laws to such licensing ar-
rangements.

I

For purposes of perspective, let us start with the
objectives and basic principles of the antitrust and
patent laws. The antitrust laws are designed to
protect and promote competition. They prohibit
agreements or collaboration among persons to
limit competition unreasonably. They prohibit
attempts to create — and the exercise of — illegal
monopoly power — the power to control market prices
or to exclude compeition.

The patent law seeks to spur technological progress.
It does so by giving inventors, in return for disclosing
their inventions, the right for seventeen years to ex-
clude others from making, using or selling the patented
invention.

The limits of the patent grant are defined by the
Patent Clause of the United States Constitution,
which grants to Congress the power “to promote the
Progress of Science and useful Arts” by securing to
inventors a limited “exclusive right” in their inven-
tion. As so defined by the Constitution, this grant to
Congress is “both a grant of power and a limitation.”
Our Supreme Court has held that the paramount con-
cern of the patent system is the public interest,
defined as the net benefit to the community or public
at large, and not the financial reward to any particular
inventor.

Because of this broad social purpose, a patent is
limited both in time and in subject matter. So as not
to unduly impede subsequent invention by others,
the invention must be disclosed in such form that others
can use the disclosed invention as a basis for further
development or improvement. And the right to
exclude others is limited in time so that the invention
itself will not be forever removed from the onward
growth of technology.

The effect of such limitations on the patent
monopoly are two-fold. First, patent pélicy requires
that all ideas in general circulation be dedicated to
the common good unless they are protected by a valid
patent. If the patent monopoly or patent-like powers
can be extended by other means, then the grant of
a patent iself would become a hollow exercise, for
greater protection could be obtained elsewhere.

Second, when the patent owner moves to exploit
his patented invention, his exploitation of the right
to exclude others is subject to all the general rules
of the marketplace. If his discovery be important,
his reward will be large; if it be unimportant, his
reward will reflect its value. But the patent owner
should not be permitted to expand his monopoly
artificially through contract — through a patent license
— s0 as to infringe the principles of the general law,
including the common law of restraint of trade, and,
since 1890, the federal antitrust laws.

il
Given these wvarious goals and policies of the
patent and antitrust systems, how do we reconcile
what may appear to be contradictory bodies of law?
Generally speaking, as a matter of freedom of
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contract, a patent holder has a wide range of terms
which he may include, in varying forms and combina-
tions, in his licensing agreement. Essentially, the
test is one of over-all reasonableness vis-a-vis the
public interest.

Only a few patent licensing practices have been
held by the cdurts to be per se unreasonable, and
therefore, illegal, And, although the law may not be
completely settled, there are very few others as to
which even an argument can be made that they are
illegal per se.

One example of such a per se practice, of course,
is requiring a licensee to purchase unpatented
materials from the licensor. As a matter of general
antitrust law, tying agreements which affect a not
insubstantial amount of commerce are unlawful if
the selling party enjoys a degree of power over the
tying product.! When the tying product is patented
— in the words of the Supreme Court —:

The requisite economic power is presumed . . . on
the theory that the existence of a valid patent on
the tying product, without more, establishes a
distinctiveness sufficient to conclude that any tying
arrangement involving the patented product would
have anticompetitive consequences.?

Similar reasoning leads to the conclusion that a
patentee may not restrict his licensee’s right to deal
in products or services not within the scope of the
patent. If he does so, he is attempting by means other
than that of free competition to extend the bounds of
his exclusive right to make, use and sell the patented
device.

The same principles are applicable to mandatory
package licensing and mandatory total-sales royalties.
In each of these cases, the licensor is using his power
over the patent to affect free competition in products
or services not covered by the patent under which a
license is desired. In the case of mandatory package
licensing, the licensee is compelled by the power
of the patent he wants to take a license under patents
he does not want. In the case of mandatory total-
sales royalties, the power of the patent he wants
compels him to pay royalties on subject matter which
is beyond the scope of the claims of that patent.

A common principle runs through the antitrust
treatment of each of these patent licensing practices.
That principle is that a patentee may not use the
power of his patent to restrict his licensee’s freedom
with respect to matters outside the scope of the patent
under which the licensee desires a license.

The argument could be made, of course — and not
infrequently is — that the licensee may be willing,
or even anxious, to agree to the restriction which his
licensor desires to impose. The way in which this
argument cuts across the licensing practices which 1
have discussed provides, I think, an interesting il-
lustration of a general antitrust principle.

1 think that antitrust rules, wherever feasible,
should rely on tests which are as objective as possible.
Objective tests increase the rationality and pre-
dictability, of enforcement actions and also make
antitrust counseling on the part of the private bar
more reliable.

Antitrust’s use of objective tests, wherever feasible,
can be seen in the practices to which I have referred.
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Two of the four -- tie-ins and agreements not to deal
in competing goods and services, are always illegal.
The other two — package licensing and total-sales
royalites — are illegal only if mandatory — that is,
imposed by the licensor rather than negotiated for
the convenience of the parties.

I believe there are good economic reasons for
this difference. In the case of a tie-in, if it is really
more convenient for the licensee to use his licensor’s
unpatented materials in connection with the subject
matter of the patent, he will do so even in the
absence of a contractual provision which requires him
to use those materials. This is the way a competitive
economy is supposed to work. Similarly, if competing
goods and services are really inferior to the goods or
services covered by a patent, a licensee will refrain
from dealing in them without the necessity of agree-
ing with his licensor that he will not do so. Again,
normal competitive forces are at work. In these two
cases the “convenience of the parties” argument is
really self-proving: If it is really economically con-
venient for the licensee to conduct his business as
his licensor desires, he will do so even in the absence
of a contractual commitment in that regard. There-
fore, in these cases, antitrust has adopted a truly
objective rule — or, if you will, one of per se il-
legality.

On the other hand, when we are dealing with
package licensing and total-sales royalties, the “con-
venience of the parties” is not so readily measurable
by objective reference to competitive forces. Here,
it may indeed be more convenient for the parties to
measure royalty payments — for example, in terms of
licensee’s total sales rather than merely his sales
of products explicitly covered by the claims of the
patent. These practices, therefore, are held to be
illegal only where they are coerced by the licensor.
Even in these cases, however, there exist certain
objective tests by which the more subjective “con-
venience of the parties” factor may be measured.
For example, were alternative licensing arrangements
offered or requested? In a package licensing situation,
were licenses available under individual patents or
groups of patents? In the total-sales royalty situation,
are there difficulties of measurement, or some other
Justification, which indicates that it was indeed the
convenience of the parties rather than the coercive
power of the licensor which dictated the total-sales
royalty arrangement?

Per se rules obviously are the most easily and ac-
curately applied — by the bar as well as the courts.
But, as | noted earlier, there are only a relatively
few licensing practices which are susceptible to
per se treatment. This is so because most licensing
practices may be perfectly reasonable in one respect
and clearly unreasonable in another. Patent pools
provide a good example. A non-exclusive exchange of
patent rights can be clearly beneficial to the economy
when employed to remedy a situation in which two or
more companies in an industry hold blocking patents.
On the other hand, if the practice were to be ex-
tended for an indefinite time to all future patents and
if, as a result, competition in research and develop-
ment in the affected industry were in fact retarded,
I think you would rather clearly have an antitrust
viclation.
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How are we to judge the legality of this vast
majority of licensing practices which may be lawful
in one context and unlawful in another? Some urge
that the answer to this question is so obscure that
counseling is impossible and that, therefore, we should
have legislative rules specifying the per se legality
of a range of practices which are not per se illegal,
The presently pending “Scott Amendments” to the
patent law revision are examples of the proposals
put forth by those who say that the present antitrust
rules in the patent area are so uncertain that legisia-
tion is necessary,

T do not believe that the rule of reason by which
this vast majority of licensing practices is judged is
so obscure or difficult of application. I have, on
several occasions, attempted to set it forth, In June
of 1969, | said

In considering whether to attack a particular
licensing provision or practice, we ask ourselves
two fundamental questions. First, is the particular
provision justifiable as necessary to the patentee’s
exploitation of his lawful monopoly? Second, are
less restrictive alternatives which are more likely to
foster competition available to the patentee? Where
the answer to the first question is no, and the
second yes, we will consider bringing a case chal-
lenging the restriction involved.

This has come to be known, especially in the
patent bar, as “the No-Yes Test.” It has also been
called “absurd.”

This summary formulation, however, was never
intended to be used to determine the legality of patent
licensing limitations, nor were we prepared to urge
this formula on the courts. Rather, this formulation
was intended to indicate some of the factors we take
into account in determining the kind of patent li-
censing restrictions we would “consider™ prosecuting.
Moreover, we necessarily consider other factors in
deciding whether to prosecute — such as available
manpower, other workload, budgetary factors
generally, as well as impact on competition and
amount of commerce affected. As ISAID ON January
29, 1970, “we will continue to scrutinize very care-
fully patent arrangemenis that appear to be unduly
restrictive, or to unduly expand the scope of the patent
grant.” That is still true. We will investigate them —
but will file suit only if, after such scrutiny, we find
the law to have been violated.

Since some did not recognize the close relationship
between the so-called “No-Yes” test and the ancient
rule of necessary and ancillary restraints, I will again
attempt to set forth what we regard as the proper
test of legality rather than our own standard for
investigation, That test is the rule of reason.

The rule of reason in this area embraces three
principal elements. First, the restriction or limitation
must be ancillary to the lawful main purpose of a
contract. Second, the scope and duration of the
limitation must not be substantially greater than
necessary to achieve that purpose. Third, the limita-
tion must be otherwise reasonable in the circumstances,

Iv.
These principles comprising the rule of reason
are applicable not only to patent licensing but also to
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restrictions in contracts for the transfer of knowledge
concerning secret processes and technology. 1 have
said before, with respect to such contracts, that, in
order to support any restrictions, the technology must
not be known to the public generally — that is, it
must not be in the public domain. Otherwise, it is a
naked agreement in restraint of trade. T think the reason
for this requirement is easily iliustrated in terms of
the rule of reason.

If technology is in fact in the public domain, the
licensee is entitled to use it without paying any fee
or other consideration to a licensor and without being
subjected in his use of it to any restrictions imposed by
his licensor. Accordingly, the contract for the transfer
of technology which is in fact known to the general
public can have no “lawful main purpose” under the
rule of reason.

On the other hand, if technology is secret in the
sense it is not known to the public, a contract for its
transfer does have such a lawful purpose. The purpose
generally will be to enable the licensee to take
advantage of something which he would not have
before — that is, the secret technology. And since
there does exist such a lawful primary purpose, then
reasonable ancillary restrictions on the use of the
technology may be imposed.

In this area , too, we attempt to judge the reason-
ableness of restrictions by objective tests. For ex-
ample, if a restriction is imposed which prevents
a licensee from competing with his licensor under a
know-how license with respect to a product sold on
the open market, it would seem to me to be relevant,
in considering the reasonableness of the duration of
such a restriction, to ask how long it would have
taken the licensee to buy the product and “reverse
engineer it.” And it would seem to me that the duration
of the restriction should reasonably relate to that
period of time,

When we are dealing with the application of the
American antitrust laws to international patent and
technology agreements one additional factor must be
quite clearly present. In order for our antitrust laws
to be applicable, ther: must be a substantial adverse
impact upon the foreign commerce of the United
States. For exapmple, if a British licensor imposes
restrictions on a French licensee selling in Britain,
I cannot see how such a restriction weould have any
effect upon the foreign commerce of the United States.
That would seem to me to be a matter for the United
Kingdom and France. On the other hand, if the French
licensee of an American.company were to be restricted
with respect to his sales in the United States, this
might very well have the required impact and the
nature and extent of the restriction would be judged
under the rules 1 have outlined.

VI

In conclusion, I want to stress that the formulation
of the rule of reason given here today is shorthand —
a generalized statement of a doctrine that has
developed over many years. As to any specific patent
licensing lirmitation, there is an extensive body of
particular case law. If a ‘patent or antitrust lawyer
needs guidance in advising clients, it is to these
particular cases he should turn — and to the refine-
ments and principles expressed in them. And if these
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cases do not yield sufficient guidance, the business
review and clearance procedures of the Justice De-
partment and the Federal Trade Commission are
always available,

1 am rerhinded by the claims of uncertainty now
being made in the patent area that similar arguments
have been made about the antitrust laws for many
vears. Sixty years ago, in fact, the man who was
later to become Mr. Justice Brandeis remarked as
follows:

I Have been asked many times in regard to
particular practices or agreements as to wheteher
they were legal or illegal under the Sherman law.
One gentleman said to me, ‘We do not know where
we can go. To which I replied, ‘I think your
lawyers or anyone else can tell you where a fairly
safe course lies. If you are walking along a
precipice ne human being can tell you how near
you can go to that precipice without falling over,
because you may stumble on a loose stone,
you may slip, and go over; but anyone can tell
you where you can walk perfectly safely within
convenient distance of that precipice.’ The dif-
ficulty which men have felt generally in regard
to the Sherman law has becen rather that they
have wanted to go the limit than that they have
wanted to go safely.?

I think this is probably equally as true today as
it was in 1911. The private bar — for which I have the
utmost respect — applying the rule of reason and
judging licensing practices in objective contexts,
can, I believe, render reliable advice concerning the
legality of particular restrictions. Any real difficulty,
I suspect, has been experienced by those who “have
wanted to go the limit” — and perhaps just a little
beyond.

*Abour the Speaker: The Honorable Richard W.
McLaren is the Assistant Artorney General, Antitrust
Division, Department of Justice. The talk was given
before the Antitrust Section, American Bar Associa-
tion — London Meeting.

'Fortner Enterprises, Inc. v. United States Steel Corp., 394 U.S,
495 (1969).

United States v. Loew’s, Inc., supra note 3, at 45-46.

3Senate Committee on Interstate Commerce, Hearings on Control
of Corporations, Persons and Firms Engaged in Interstate Com-
merce, 62d Cong., p. 1161,

ANTITRUST AND FOREIGN COMMERCE

*Reproduced with permission from TRADE REGU-
LATION REPORTS, published and copyrighted by
Commerce Clearing House, Inc., Chicago, Ilinois
60646.”

Exports and Antitrust
“Steps can be taken under existing law with
respect to any feared antitrust problems affecting
exports. In my view there would appear to be a
serious information gap about the impact of the anti-
trust laws on American firms doing business abroad.
Under these circumstances perhaps one of the im-
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portant needs is to clarify for the businessman and
the lawyer counselling him the nature and extent of
antitrust restrictions on export and other foreign
commercial activity.

“Toward this end, the Antitrust Division has pre-
pared a memorandum dealing with questions raised
by some who have stated their concern with antitrust
enforcement in this area.”

Business Review Procedure

“Additionally, I think it might be helpful to remind
businessmen and their counsel of the Justice Depart-
ment’s Business Review Procedure as a tool for clarify-
ing antitrust enforcement intentions in particular
cases. We recognize that some proposed courses of
action will remain in the grey area. This is particularly
true under a rule of reason which may require con-
sideration of all of the circumstances surrounding a
proposed course of action. In such cases businessmen
may ask for a business review letter from the Justice
Department and an advisory opinion from the FTC.
A business review letter, as a practical matter, pro-
vides protection from criminal prosectution and, to a
large extent, from civil suit as well by the Justice
Department. This process has been infrequently used
in foreign commerce but we have taken steps in
speeches and the like to publicize its availability.”
(From statement of Deputy Assistant Attorney General
Walker B. Comegys before the Senate Subcommittee
on Foreign Commerce and Tourism, on 5. 2754, the
“Export Expansion Act of 1971,” January 25, 1972.)
See §705, 4345,

Memorandum of the Department of Justice
Concerning Antitrust and Foreign Commerce

This memorandum will analyze the antitrust issues
underlying 12 cases thought by some to be examples
of how the antitrust laws may deter United States
exports,

Before considering the individual cases, several
general observations ought to be made. In order to
make out some sort of case for relaxing the antitrust
laws as they apply to foreign commerce, it is necessary
to show some general injury to an important United
States interest. The simple fact that the antitrust laws
prevent a firm from engaging in a course of conduct
which it considers advantageous is not a sufficient
basis for changing the law. One must further demon-
strate that preventing firms from operating in that way
is detrimental to U.S. exports {or some other public
interest). Moreover, in determining the impact of a
particular antitrust rule one must look beyond the
individual company to all U.S. firms which may be
affected. Thus, a tying contract with a foreign buyer
which might benefit one American firm to the detri-
ment of others could not be justified even though it
would expand the exports of the firm demanding the
tie,

Even if export trade as a whole is deterred, ap-
plication of the antitrust laws may still be justified
if some other important interest is served. For instance,
agreements with foreign licensees prohibiting them
from selling in the United States might seriously




