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I've been asked today to providens®e perspectives on unilateral conduct
enforcement. I've spoken about this topicneany occasions — including, in fact, here in
Los Angeles earlier this week where | olrabout the extent to which the Commission
should use Section 5 to reach anticompetitingateral conduct that Section 2, with its
current common law baggage, might not reaRhather than revisit that topic (my
remarks will be posted on the Commissiow&bsite), I'd like to take a different
approach today and discuss gxent to which we at the enforcement agencies, as well

as federal judges, have a particularly hesasponsibility when it comes to hard cases

The views stated here are my own dnchot necessarily refl



(including those in the Sectioncdntext) to make sure that the rules we are applying in a
particular context actually make sense. Myaeks will proceed in tlee parts. First, Ill
discuss the deference that we, as public eaferof the antitrust V&s, should pay to the
patent laws in the Section 2 context. &et; I'll discuss what degree of deference the
existence of a patent should get in the ernhof our Section 2 édorcement. Third, Ill
discuss the application of the antitrust laasd specifically Section 2, to firms that make
huge upfront investments in developingeaploiting their intellectual property.

l.

The extent to which deference shouldplagd to firms that enjoy monopoly power
has been the subject of extensive debatdydmng comment by the Supreme Court. In
theTrinko case, for example, Justice Scalia sutggethat those who enforce the antitrust
laws ought to be deferential to firms wittonopoly power, which he characterized as
“an important element of a free market systémihe reason for that, he said, is that the
opportunity to acquire monopoly power andude monopoly prices is “what attracts
‘business acumen’ in the first place” andduces risk taking that produces innovation

and economic growth’”



in Alcoa,® have argued that monopoly power inceizés conduct that is inefficient and
thereby harms consumers and society as a thole.

Perhaps both sides have painted withldiamad a brush. I'd like to suggest today
that it may be the case that monopoliesraiéher presumptivelgood or bad but instead
that if we're going to defer to monopoly powendecreate rules that protect it), we need
to conclude that monopoly power does,antf in the industry dtand, drive innovation.

If the opportunity to charge monopoly profiss’t driving innovation, then arguably
protecting those monopolies makes no senseahaitpoint, not only are the aims of the
antitrust laws not being served, but on bagrihe aims of the patent laws are arguably

not being served either.

% United States v. Aluminum Co. of America (“Alcoa”), 148 F.2d 416, 427 (2d Cir. 1945)
(identifying three evd associated with monopoly power: (1) that a dominant firm has
excessive power over price; (2) that excesgirices reduce efficiencies and create
deadweight loss; and (3) that monopoliesddens initiative,” “dpress[] energy” and
eliminate[] rivalry”); see also Standard Oil Co. v. FTC, 340 U.S. 231, 252 (1980) (citing
the danger that a monopoly will “fix theipe,” impose a “limitation on production,” or
cause a “deterioration in the qualdfthe monopolized product”).

* To this end, it is not clear that greater concentration impedes optimal dynamic
performance.See Fed. Trade Comm’rf,0 Promote Innovation: The Proper Balance of
Competition and Patent Law and Policy Ch. 2 at 12-15 (20Q3hereinafter FTC
Innovation Report] (“Statistical cross-sectstudies examining multiple industries have
not identified any clear Fationship between conceation and innovation.”)see also
Federal Trade Commission and Department of Justice Hearings on Section 2 of the
Sherman Act: Single-Firm Conduct As Related to Competition, Sept. 26, 2006 Hr'g Tr.,
Empirical Perspectives at 13 (Scheravgilable at
http://www.ftc.gov/os/sectiontwohearings/ddcshscripts/sept26 EnmralPerspectivestr
ans.pdf(observing that reluctance to “cannibalibe rents that they are earning on the
products that they already have marketedy make monopolists “sluggish innovators”);
Statement of Chairman Timothy J. &) Genzyme Corporation / Novazyme
Pharmaceuticals, Inc., FTC File No. 021 0026 (Jan. 13, 2a@)able at
http://www.ftc.gov/0s/2004/01/murisgenzymmsipdf (“[N]either economic theory nor
empirical research supports an inferemegarding the merger’s likely effect on
innovation (and hence patient welfareyéad simply on observing how the merger
changed the number of indeient R&D programs. Ratheyne must examine whether
the merged firm was likely to have a reduasckntive to invesin R&D, and also
whether it was likely to have the ability conduct R&D more successfully.”).













That leads me to the second topic I'd like



market structure to occur or for the efficiegxto materialize. Otherwise, consumers are
likely to suffer an inordinate amount of injury while we dither. On the other hand, it's
equally clear that in some circumstances—+far example, when there is concrete
evidence that innovation is kky to occur in the fututébut not immediately—prudence
may dictate that a longer period of tifoe allowed. The 1992 Horizontal Merger
Guidelines imply that, at least in the merger context, two years is generally an appropriate
period to wait for new products to enter the matReBut | wonder whether that period is
sufficient, especially where, as in some irtdes, there are circustances that may make
the time to entry or innovation harder to pin down.

A second question we face in evalogtthe proper deference to innovation
claims is determining what evidence shogldde our analysis and how concrete that
evidence should be. It seemante that, at the very least, we need to closely examine the
empirical evidence regarding what's happenethepast. That evidence may take many
forms. It may, for example, consist ofi@ence of prior entry or innovation. Or, it may
consist of the stability (or lack thereof) mfarket shares over time. Or, it may consist of
the extent to which venture atgd is flowing to certain firms in the industry. In short,
there are numerous clues about whether aetiarktructure is really dynamic, and about
whether efficiencies are indeékiely to flow from a transaction or practice, and we

should examine them all (within a reasble period of time of course).

15 U.S. Dep't of Justice and Federal Trade Comm’n,



A third issue is whether certain practi¢egolving intellectuaproperty should be
characterized as per se legal. This subgegsually debated where a party with a patent
refuses to license intellectual property tcompetitor. Section 27d) of the Patent Act
declares that refusing to licenagoatent cannot be patent misuse, even when the refusal is
by a firm with monopoly powef. Likewise, a number of cotsrhave held that a refusal
to license intellectual property, standialgne, cannot be an antitrust violatidnindeed,
that was the context in which Just Scalia made the commentsTinnko that I've

already described. There Was observing that a rule thatposed a duty to license a

16 35 U.S.C. § 271(d) (“No patent ow



patent to rivals would reduce the incentifasinnovation both by the original inventor,
as well as by rivals seeking their own git&tives to the patents or the inverttor.

Although the lower courts that have adshed the issue of redal to deal have
generally found that, so long as their patevese lawfully acquired, patent owners have
no duty to deal with competitors, the federal appellate courts have divided on what
standard should apply tmalyze refusals to degl.In theKodak case, for example, the
Ninth Circuit held that a unilateral refusallicense intellectual piperty by a firm with
monopoly power could violate Section 2 oétS8herman Act, if the firm’s conduct was
not supported by a valiousiness justificatio® In what may have been the first time a
federal court imposed antitrust liability for the refusal to license a patent, the court found
that Kodak'’s reliance on the fact that itgetual property rights were involved as a
justification for refusing to license was largely pretextual.

Three years later, however, the Fed@iatuit rejected the Ninth Circuit’s
approach in the Xerox/ISO case, when it bkt a patent holder’s unilateral refusal to
license or sell patented goods was an alsaoight, subject to a few narrowly drawn

exceptions for illegal tying, fraud, or sham litigatfdn.

10



anticompetitive effect, so long as that aatnpetitive effect is not illegally extended
beyond the statutory patent graft.”In a 2006 decision, the Seventh Circuit joined the
Federal Circuit's rejection dhe Ninth Circuit's analysi&®

Nevertheless, a circuit split remainBrinko didn’t resolve this split because, as
I've already noted elsewheféthe one and only question before the Court in that case
was whether that defendant’s refusal to license constituted monopolization, given the
regulatory “safety net” that exted. To the extent that JustiScalia, joined by five other

members of the Court, chose to address tharaée issue of whethe
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benchmark for determining whether a pastgngaged in anticompetitive pricing, but
you have an industry (like pharmaceuticalskeventhe fixed costs are very high but the
variable costs are not, then a firm’s maneate will always exceed its average variable
cost. As a result, under such a rule, it wélver be the case that a firm will engage in
anticompetitive pricing because the firmihalways price “above cost.”

Second and relatedly, Judge Wilken olisdrthat “[m]ore fundamentally, using
average variable cost as a gauge of antictithfeepricing leads t@n exclusive concern
with promoting manufacturing efficiency® That concern, however, is beside the point
in cases where the concern is not with defendant excluding an equally efficient
manufactureof the same drug, but is instead with etuding manufacturers omew
equally efficient drugs that would compete with a patedtdrug. Put differently, in Judge
Wilken’s words, “an antitrust doctrine thegeks exclusively to promote the efficient
production of pills will not serve to praste the introduction of new medicines to
compete with a patented druf]."Instead, she concludedethppropriate rule “should
have the effect of prohibiting Abbott’s pricipgactices if a hypotheatal equally efficient
developer of an equally effective [patesthtirug] would not be able to profit if it
introduced that [patented drug] to the marletthe price of Abbott’'s patented drug.
Thus, because the average variable costdidl@ot accomplish that rule, she refused to
apply it. Unfortunately, although Judge Willgertified her decisioto the Ninth Circuit

for interlocutory appeal, subsequevents made the case moot.

39 4.
40 1d. at 1004.
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The flip side of Judge Wilkins’ analigssurfaced in the DOJ’s challenge to
Oracle’s attempt to acquire Peoplesoft in 2004 was on the Oracle trial team at the
time. In that case, the arguably centralésaas what the market structure would be if

the acquisition succeeded. The governnaegtied tissu
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incentives for other industries. In the cexttof innovation, it may mean that while a
guideline says we only look 2 years out fowrgroducts, we shoulabk at a shorter or
longer period of time if there’concrete evidence that inntiea in a particular industry

is quicker or slower than we would normadlypect. And in the context of predatory
pricing, it may mean that as Judge Wilken'sreotly discerned, before the courts or the
Commission simply assumes that existing preaédhould apply, we need to do the hard
work to make sure that the application gfaaticular rule in ay given case comports
more generally with that rule’s objectiv&uch careful decision making inevitably
requires some heavy analytical lifting byetbourts and the Comssion, but we're not
doing our job of protecting competition and comer choice if we don’t test whether a

particular rule or guideline’s underlyiragsumptions hold up before we apply it.
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