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INTELLECTUAL PROPERTY AND “CHEAP EXCLUSION”
BY JOHN T. DELACOURT*

The transition in the Federal Trade Commission’s lead-
ership from Chairman Timothy Muris to Chairman Deborah
Platt Majoras has, naturally, raised questions within the Bar
regarding the agency’s enforcement priorities.  One intrigu-
ing answer to such questions was recently unveiled at the
FTC’s 90th Anniversary Symposium.   During that program,
the Director of the Bureau of Competition – the agency’s
antitrust enforcement arm – indicated that Commission staff
would be taking a harder look at commercial and regulatory
environments that may lend themselves to “cheap exclusion”
strategies.1   In other words, rather than applying an identical
level of scrutiny to all potential competitive threats, the
agency would devote more of its investigatory resources to
those situations in which anticompetitive conduct is most
likely to occur.  Such “cheap exclusion” scenarios tend to
arise in environments in which firms can effectively exclude
rivals at low cost often, though not always, through manipu-
lation of governmental processes.2   This development is likely
to be of particular interest to intellectual property practitio-
ners as, to date, many of the Commission’s most high profile
“cheap exclusion” cases have focused on anticompetitive
efforts to extend the scope or duration of intellectual prop-
erty rights.

I.  “Cheap Exclusion” Defined
One way to define a term is by first identifying what it

is not.  “Cheap exclusion” is, logically, the opposite of “ex-
pensive exclusion” – an approach which is perhaps best ex-
emplified by the strategy of predatory pricing.  Under tradi-
tional predatory pricing theory, a firm sells at a price below
some measure of cost in order to drive its competitors out of
business.  Once its competitors have been driven from the
marketplace, the predatory pricer recoups its losses by sell-
ing at a monopoly price which, presumably, it can maintain
into the foreseeable future.3

Predatory pricing constitutes an “expensive collusion”
strategy for a number of reasons.  First, during the initial
phase, the predatory pricer must forego profits and actually
lose money on every sale.  Second, the firm may have to price
below cost for a substantial period of time before forcing its
rivals from the market.  Third, and most importantly, a preda-
tory pricer’s ability to recoup its losses is highly speculative.
Despite the substantial expense of pricing its products be-
low cost, it may not succeed in driving its rivals from the
market.  Furthermore, even if it does, new entrants may pre-
vent the firm from maintaining a monopoly price long enough
to recover its investment.

Rather than devoting a substantial portion of its scarce
enforcement resources to such unlikely, and economically
irrational, scenarios,4  the Bureau of Competition has indi-
cated that it will place greater emphasis on “cheap exclusion”
scenarios.  A “cheap exclusion” strategy is both more fea-
sible and more rational than a long term, high risk approach
like predatory pricing.  As a result, it is also likely to be a great
deal more common.

In practical terms, the Bureau’s focus on “cheap exclu-
sion” scenarios will entail devoting greater scrutiny to situa-
tions in which the alleged anticompetitive restraint, or prac-
tice, through which the exclusionary scheme is carried out
satisfies three criteria:

1. The restraint is cheap.  The restraint must be inexpensive
for the defendant to maintain, in the sense that the cost of
imposing or triggering the restraint is asymmetrical (i.e., it is
less expensive for the defendant to enact the restraint than it
is for competing firms to challenge or remove it).

2. The restraint is effective.  The restraint must successfully
serve its anticompetitive end, in that it confers, or is likely to
confer, durable market power on the defendant.5

3. The restraint is inefficient.  The restraint must clearly re-
sult in consumer harm, in the sense that it does not advance
any particular regulatory objective.  In contrast, govern-
mental restraints that impair competition, but in doing so
advance a bona fide regulatory objective, are not a proper
focus of antitrust enforcement, and are frequently shielded
by specific antitrust exemptions.6

II.  Common Cheap Exclusion Scenarios
Recent FTC experience suggests that “cheap exclu-

sion” strategies may be most common where firms discover a
weakness, or flaw, in an industry-wide regulatory scheme.
Whether the result of initial poor drafting, a clever legal or
business strategy, or unforeseen changes in the competitive
landscape, such regulatory loopholes may confer substan-
tial commercial advantage on firms willing to exploit them.
Manipulation, or “gaming,” of a regulatory scheme may en-
able a firm to achieve results it could not achieve through
competition on the merits, and at substantially lower cost.

The strategic use of public, or governmental, restraints
is superior to a purely private anticompetitive scheme in at
least two respects, both of which are likely to make public
restraints a more attractive alternative to firms intent on pur-
suing a “cheap exclusion” strategy.  First, the cost of enforc-
ing the restraint is borne by the government, rather than the
triggering firm.  This ensures that the exclusionary strategy
satisfies the first criteria: it is cheap.  Second, governmental
enforcement of the restraint is likely to be far more effective
than private enforcement.  For starters, a governmental re-
straint can be open and notorious.7   In contrast to private
restraints, which must be maintained in secret to avoid anti-
trust prosecution, governmental restraints are often shielded
by some applicable antitrust exemption, such as the Noerr-
Pennington doctrine.8   Furthermore, the government is likely
to have far greater enforcement resources.  As a result, the
government will have a greater ability to police and, where
necessary, discipline the type of cheating that frequently
undermines private restraints of trade, and ultimately pre-
vents them from delivering durable market power.9
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The temptation to “game” a specific governmental pro-
cess may be particularly strong where the process involves
the application or enforcement of intellectual property rights.
Although the U.S. antitrust enforcement agencies have ac-
knowledged that intellectual property rights are comparable
to other property rights,10  and that mere possession of IP
rights does not create a presumption of market power,11  it is
also clear that, in many instances, the possession of IP rights
confers a competitively significant right to exclude.  A patent,
for example, confers the right to prohibit rival firms from mak-
ing, using, or selling the claimed invention in the United States
for a period of twenty years.12   Thus, even while acknowl-
edging that most business conduct with respect to patents is
procompetitive, the federal courts have recognized that cer-
tain practices – such as extending royalty payments beyond
a patent’s expiration date13  and tying the purchase of pat-
ented product to the purchase of an unpatented product14  –
raise heightened antitrust concerns.  While thankfully shorter
than in days past, this list of “red flag” practices continues to
serve as a reminder that intellectual property is competitively
sensitive, and may have a greater impact on the marketplace
than other types of property.

In addition to the fact that “gaming” a governmental
process affecting IP rights may confer a particularly valuable
competitive advantage, the likelihood that a firm will pursue a
“cheap exclusion” strategy in this context is heightened by
the sheer number of opportunities.  For better or worse, the
process of obtaining, exploiting, and protecting IP rights is
suffused with government involvement at almost every level.
The process of obtaining a patent, for example, involves ex-
tensive interaction with the U.S. Patent and Trademark Of-
fice.  Not surprisingly, allegations that patent applicants have
attempted to subvert this process for anticompetitive ends –
whether through inequitable conduct15  or outright fraud16  –
have been a substantial source of litigation.  Those familiar
with patent prosecution proceedings, however, will recog-
nize that they are sufficiently time-consuming and costly that
efforts to manipulate this particularly process can hardly be
characterized as “cheap” exclusion.  Interestingly, the same
cannot be said for a growing number of peripheral govern-
mental processes bearing on the application and enforce-
ment of IP rights.  As recent FTC experience has shown,
these proceedings – which include both IP-centered regula-
tory approvals and government-sponsored standard setting
proceedings – may be among the most fertile terrain for “cheap
exclusion” strategies identified to date.

III.  Recent FTC Cases Involving IP and Cheap Exclusion
Two IP-related Commission enforcement matters are

particularly illustrative of this point.  The first is the
Commission’s case against Bristol Myers Squibb, which in-
volved allegations that the company had “gamed” the Food
and Drug Administration’s approval process for the market-
ing and sale of generic drugs.  Pursuant to the Hatch-Waxman
Act,17  and related FDA regulations,18  a pioneer drug com-
pany that files a New Drug Application (“NDA”) is obligated
to list any patent that claims the drug in an administrative
publication known as the Orange Book.  Listing a patent in
the Orange Book entitles the pioneer company to certain
procedural rights, the most competitively-sensitive of which

is the right to trigger an automatic 30-month stay of  FDA
approval of a potential generic competitor’s Abbreviated New
Drug Application (“ANDA”) by filing a lawsuit alleging that
the generic product that is the subject of the ANDA infringes
a listed patent.19   Without FDA approval of its ANDA, the
would-be generic competitor cannot enter the market, thereby
shielding the pioneer company from potentially significant
price competition.

The Commission’s complaint against Bristol Myers
asserted, among other allegations, that the company had
“gamed” the FDA’s process by listing patents in the Orange
Book that did not satisfy the statutory listing criteria.20   This
strategy was facilitated by the FDA’s express policy of re-
ceiving and processing Orange Book filings on a ministerial
basis, accepting the claims made therein at face value, rather
than conducting an independent determination of whether
the proferred patents did, in fact, claim the drug product de-
scribed in the NDA.21   As a result, by making a relatively
small investment in fraudulent Orange Book filings, as well
as the related infringement litigation necessary to trigger the
automatic stay of its competitor’s ANDA, Bristol Myers was
able to effectively block generic competition for a period of
two and a half years.  In order to resolve these allegations,
the Commission and Bristol Myers entered into a consent
order which, among other restrictions, bars the company from
seeking to obtain a 30-month stay when its conduct during
the Orange Book listing processes has involved certain ob-
jectionable practices.22

The second, and more recent, matter demonstrating
the intersection of intellectual property and “cheap exclu-
sion” is the Commission’s ongoing case against Unocal.
Unlike the Bristol Myers case, which involved IP-centered
regulatory approvals, the Unocal case involves allegations
that the company engaged in “gaming” of a government-
sponsored standard setting proceeding.  The object of the
proceeding in question, before the California Air Resources
Board (“CARB”), was to develop and adopt a common for-
mula for the production of cleaner-burning, low-emissions
“summer- time” gasoline.23   According to the Commission’s
complaint, all participants in the CARB proceeding under-
stood that the resulting regulations would require gasoline
producers to make substantial capital investments to
reconfigure their refineries.24   In other words, once a particu-
lar formula was adopted, and the resulting capital invest-
ments were made, the CARB fuel standard would likely be
locked-in for a substantial period of time.

The Commission’s complaint alleges that Unocal
“gamed” the CARB proceeding by making intentional mis-
representations regarding the nature of it patent rights.  Spe-
cifically, the complaint alleges that Unocal represented that
key results of its emissions research were non-proprietary or
in the public domain, and that incorporation of these results
into the CARB standard would be “cost effective” and “flex-
ible,” while failing to mention that these results were covered
by pending patent claims.25   However, once the CARB stan-
dard had been adopted, and industry-wide lock-in had taken
place, Unocal engaged in an aggressive campaign of patent
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enforcement, and sought to exact supra-competitive royal-
ties.26   As a result of this relatively low cost “patent ambush”
strategy, the complaint estimates that the company was able
to reap more than $500 million annually, almost ninety per-
cent of which would be passed on to consumers at the gas
pump.27   The Unocal trial was completed on January 28,
2005, and a decision from the Administrative Law Judge re-
mains pending.

IV.  Strategies for Combating “Cheap Exclusion”
In addition to bringing cases to address the “cheap

exclusion” strategies of specific firms in the intellectual prop-
erty context, the Commission has undertaken longer term,
more systematic efforts to address the root causes of the
problem.  The Commission’s recent experience suggests that
certain factors may make a particular commercial or regula-
tory environment more susceptible to “cheap exclusion” strat-
egies.  Having preliminarily identified at least a few of these
factors, the Commission is currently taking three principal
steps to minimize their impact.

First, the Commission has sought, through the work of
two task forces, to clarify the scope of antitrust exemptions.
The State Action Task Force, for example, is examining
whether overly broad interpretations of the state action ex-
emption, which weaken such key limitations on the doctrine
as whether the proponent of the exemption must demon-
strate conformity with a “clearly articulated” state policy and
“active supervision” by the state, may unwittingly shield
anticompetitive efforts to manipulate state regulatory pro-
cesses.  In late 2003, the task force issued a detailed report,28

including specific recommendations for clarifications of the
doctrine, which it has sought to implement through a series
of recent cases against the South Carolina State Board of
Dentistry,29  the Virginia Board of Funeral Directors and Em-
balmers,30  and the Kentucky Household Goods Carriers As-
sociation.31   Likewise, the Noerr-Pennington Task Force has
sought to address concerns that the exemption for “petition-
ing” conduct has been expanded in ways that would shield
anticompetitive schemes based on de minimis governmental
involvement, and even efforts to subvert governmental pro-
cesses through misrepresentations and omissions.  Although
the report of the Noerr Task Force is still a work in progress,
the task force has developed a set of preliminary recommen-
dations,32  which it has sought to implement through litiga-
tion.  It is notable, for example, that neither the Commission’s
case against Bristol Myers or Unocal could have proceeded
without first overcoming a Noerr defense.33

Second, the Commission has advocated reform of spe-
cific problematic governmental processes.  This approach
has necessarily been more incremental, as the sheer number
of governmental processes – at the federal, state, and local
level – as well as the number of ways in which they can
potentially be manipulated, is daunting.  The FTC’s ability to
effect substantial change through this approach is also, ap-
propriately, limited by jurisdictional constraints.  The Com-
mission has not sought to establish itself as the ultimate
reviewer of every regulatory scheme, but rather has endeav-
ored to offer limited recommendations, based on its competi-

tion policy expertise, as to how particular regulations might
be amended to discourage and frustrate “cheap exclusion”
strategies.34   Notable successes in this area in include the
Commission’s study on Generic Drug Entry Prior to Patent
Expiration,35  which advocated specific reforms of the FDA’s
process for the approval of generic drugs.  The FTC’s report
led to important, procompetitive amendments to both the
Hatch-Waxman Act and the FDA’s implementing regulations.
The Commission has also made a more broad based effort to
address so-called “legacy” laws, enacted in a pre-Internet
environment, that may be impeding the development of e-
commerce competition.36   For example, the Commission’s
opposition to state licensing regimes that inhibit Internet
sales of contact lenses37  was instrumental in spurring pas-
sage of the Fairness to Contact Lens Consumers Act,38  which
enhances consumers’ ability to fill contact lens prescriptions
from sources other than their prescribing optometrist.  The
Commission also issued a report on Internet wine sales, which
concluded that restrictions on interstate direct shipping in-
crease price and reduce consumer choice, while doing little
to promote temperance or reduce underage drinking.39   This
issue was recently taken up by the Supreme Court.40

Finally, and of greatest interest to the intellectual prop-
erty practitioner, the Commission has advocated reforms of
the patent system to improve patent quality.  As noted earlier,
while the U.S. antitrust agencies have long since abandoned
the hostility toward intellectual property that characterized
prior eras, patents and other IP may still have substantial
competitive significance in certain markets.  Consequently,
there has been growing concern in some sectors that the
increasing number of patents issued by the PTO,41  as well as
the expense and complexity involved in determining their
scope, may be facilitating “cheap exclusion” strategies.  In
order to address these concerns, the FTC, in conjunction
with the Antitrust Division of the Department of Justice, con-
ducted an extensive series of hearings on the interface be-
tween antitrust and intellectual property policy.  The result-
ing FTC report made a number of important recommenda-
tions, including advocating the creation of a new PTO proce-
dure that would enable firms to contest patent validity in a
less expensive and time-consuming manner than a federal
court challenge.42   The report also recommended enhancing
courts’ ability to weed out questionable patents by lowering
the burden of proof on issues of patent validity from “clear
and convincing” to “preponderance of the evidence.”43

While the impact of these recommendations remains to be
seen, the issue of patent quality continues to generate sig-
nificant interest, and has recently been taken up by other
leading public policy groups.44

V.  Conclusion
In many ways, the FTC’s focus on “cheap exclu-

sion” is not a new development.  The antitrust agencies have
always sought to identify and prevent anticompetitive prac-
tices, and cheap and effective anticompetitive practices have
always been among the most popular.  What is new, however,
is the FTC’s focus on the role of government as a sometimes
unwitting, and sometimes unwilling, accomplice in “cheap
exclusion” strategies.  As early as 1978, Robert Bork observed
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“an enormous proliferation of regulatory and licensing au-
thorities at every level of government,” and warned that the
“profusion of such governmental authorities offers almost
limitless possibilities for abuse.”45   These sentiments seemed
to be echoed by then FTC Chairman Timothy Muris in 2003,
when he observed that “[i]f you create a system in which
private price fixing results in a jail sentence, but accomplish-
ing the same objective through government regulation is al-
ways legal, you have not completely addressed the competi-
tive problem.  You have simply dictated the form that it will
take.”46   The FTC’s antitrust enforcement efforts have in-
creasingly begun to take this reality into account, and thereby
advance a more comprehensive and effective – if admittedly
still far from flawless – competition policy.  The Commission’s
focus on “cheap exclusion” strategies should thus be re-
garded not so much as an anti-government approach, as an
approach that prizes, and endeavors to foster, better and
more consumer-friendly government.

*  John T. Delacourt is Chief Antitrust Counsel in the FTC’s
Office of Policy Planning.  This article is based on remarks
delivered at the Federalist Society’s 2004 National Lawyers
Convention.  The views expressed herein are those of the
author and do not necessarily reflect the views of the Federal
Trade Commission or any individual Commissioner.
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