EFFECT OF SHERMAN ACT ON FIXING PRICES OF
PATENTED GOODS BY AGENCY LICENSING AGREEMENTS

FREQUENTLY posed in current anti-trust actions is the question of the
scope of rights under letters patent.! Since the monopoly conferred Ly the
patent statutes is at loggerheads with the competitive ideal of the Sherman
Act? definition of the precise extent of the patent privilege is of the utmost
importance. The line of demarcation between these two laws has been
blurred by partial judicial acceptance of patent owners’ contentions that
restrictive patent license agreements are removed from the Sherman Act
by the patent monopoly. Contending that such an immunity is unwarranted
and that these restrictive agreements are in restraint of trade, the Govern-
ment is currently attacking many patent licensing arrangements.?

TaE GENERAL ELEcTRIC CASE

The question of the scope of patent rights arises where a manufacturer of
goods on which he holds patents designates his distributors as selling agents
under patent licenses to vend. These arrangements have the purpose of reserv-
ing to manufacturers control over conditions under which patented goods are
sold by distributors. Classic on the issue of validity of selling agencies under
patent licenses is the case of United States v. General Electric Company?
In 1926 General Electric owned three basic patents covering the manufac-
ture of electric light bulbs and did sixty-nine percent of the business in such
bulbs. In a suit under the Sherman Act instituted by the Government to
challenge a scheme designed for controlling prices on the patented bulbs,

1. See United States v. Ethyl Gasoline Corp., 309 U. S. 436 (1940) ; United States
v. Univis Lens Company, Inc, 10 U. S. L. Week 2216 (S. D. N. Y. 1941). A com-
plaint raising many of the issues passed on by the Court in United States v. General
Electric Co., 272 U. S. 476 (1926), has been filed by the Government against General
Electric Company and other corporate defendants. A grand jury in Chicago has returned
an indictment against the Wayne Pump Company and other corporate defendants charg-
ing misuse of patents in the manufacture and sale of computer pumps. 9 U. S. L. Weex
2454-55 (1941). Suits involving the scope of the patent privilege are likewise under
way against Bausch & Lomb Optical Company and the Hartford-Empire Comgpany. See
Havighurst, The Legal Status of Industrial Control by Patent (1941) 35 Iiv. L. Rev.
495, 496, n. 2.

2. Mr. Justice Peckham in Bement v. National Harrovw Co., 186 U. S. 70, 91 (1902),
stated: “The very object of these [patent] laws is monopoly, and the rule is, with few
exceptions, that any conditions which are not in their very nature illegal with regard
to this kind of property . . . will be upheld by the courts.”

“Tt was, of course, inevitable that there should be a clash between the patent statute
which employs ‘the language of complete monopoly' and the anti-trust laws, to which
monopoly is anathema.” Feuer, The Patent Monopoly and the Anti-Trust Laws (1933)
38 Cor. L. Rev. 1145, 1146.

3. Dep't of Justice, Public Release, Dec, 11, 1939, at 5.

4. 272 U. S. 476 (1926).
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the Court in the first aspect of the case considered the marketing plan adopted
by General Electric. After unsuccessful efforts to sell the bulbs through
independent retail outlets, General Electric designated some twenty-one
thousand drug, hardware and other wholesale and retail stores as del credere
selling agents under patent license agreements to vend.® In these agree-
ments General Electric set prices for sales to consumers. The Government
contended first, that the company could not use patent licenses as a device
for controlling resale prices of goods purchased by retailers and, secondly,
that the license agreements were contracts of sale instead of agency. The
Court found that validity of the patent licenses to vend depended on whether
the goods were sold or consigned. Implicitly relying on a well-accepted
line of cases holding that a patentee by sale exhausts his control over the
patented product,® the Court adopted a major premise that patentees selling
rather than consigning exceed their patent privilege by setting resale prices.
On the other hand, the Court accepted without question the further premise
that a principal may control the selling prices of its agents.

The Court then turned to what it considered the real issue in the first aspect
of the General Electric case — existence of a genuine agency relationship.
Examining various provisions of the agreements distributing elements of
ownership and control, it concluded that a preponderance of the indicia
attached to General Electric. Consequently, reasoned the Court, the rela-
tionship established was one of genuine agency, rather than one of sale
masked’ as agency. The bulbs belonged to General Electric, and the Cotn-
pany, of course, could set the prices of its own goods.” In sustaining the
agreements Chief Justice Taft thus regarded as irrelevant the fact that the
goods involved were patented.®

5. General Electric sold some of its bulbs through its own sales offices to large con-
sumers who could be readily reached. For more complexities of this comprehensive
marketing plan, see United States v. General Electric Co., 272 U. S. 476, 481 ¢t seq.
(1926) ; Brief for General Electric, p. 10 ¢t seq., United States v. General Electric Co.,
272 U. S. 476 (1926).

6. Bauer & Cie. v. O’Donnell, 229 U. S. 1 (1913); Straus v. Victor Talking Ma-
chine Co., 243 U. S. 490 (1917) ; Boston Store v. American Gramophone Co., 246 U. S.
8 (1918).

7. United States v. General Electric Co., 272 U. S. 476, 481 ¢t seq. (1926). Vittue
v. Creamery Package Manufacturing Co., 227 U. S. 8 (1913) ; FTC v. Curtis Publish-
ing Co., 260 U. S. 568 (1923); cf. Dr. Miles Medical Co. v. John D. Park & Sons Co,,
220 U. S. 373 (1911) ; Standard Fashion Co. v. Magrane-Houston Co,, 258 U, S. 346
(1922). See annotations to United States v. Colgate & Co., 250 U. S. 300, 7 A. L. R. 443,
449 (1919) and Doubleday, Doran & Co. v. R. H. Macy & Co., 269 N. Y, 272, 199 N. E.
409, 103 A.L.R. 1325, 1331 (1936).

8. In effect, Taft’s argument used the agency contracts to bring the retail outlets
within the scope of the business unit known as “General Electric.” Although the Chief
Justice stated that his sole reliance was on the genuineness of the agency, he resorted
to the "unlimited monopoly under the patent statutes to refute the Government's claim
that the very size of the scheme rendered it illegal.
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In the second aspect of the Gencral Electric case the Court determined
the validity of a patent license given by General Electric to Woestinghouse
and permitting manufacture and sale of electric light bulbs at prices set
by the patentee. Sustaining the plan despite the Government's contention
that General Electric could not use its power to license as a means of setting
a competitor’s prices, the Court held the terms of the patent license “normally
and reasonably adapted to secure pecuniary reward for the patentee’s mon-
opoly.”® In taking this position the Court recognized that the price at which
Westinghouse sold the bulbs it manufactured directly affected the income
General Electric received from its sales. The Court thus dismissed the suit
against General Electric. Both phases of the decision have become land-
marks in anti-trust law; each of them has been invoked as a defense to
the Government’s charge in a pending suit under the Sherman Act — United
States v. Masonite Corporation.t®

Tre MasoniTE CASE

Masonite Corporation owns process and product patents relating to hard-
board, a type of artificial board now vitally important in the building in-
dustry and elsewhere.’* Hardboard is made by disintegrating waste wood
chips or woody material and then converting the shredded mass into a hard,
grainless, durable board by applying heat and pressure and using no other
binding element than the natural lighins of the wood. Celotex Corporation
and numerous other companies, manufacturers of a softer, weaker board
used solely for insulation purposes, had preceded Masonite in the manu-
facture of artificial board. But after Masonite had begun to manufacture
hardboard under ifs patents, Celotex introduced in 1930 a hardboard similar
in many respects to Masonite’s. llasonite shortly instituted infringement
proceedings.

‘When Masonite Corporation’s patents were held valid and infringed in
1933, after prolonged litigation with Celotex,!® it faced the problem of enter-

9. 272 U. S. 476, 490 (1926).

10. 40 F. Supp. 852 (S. D. N. Y. 1941). Appeal docketed with United States Su-
preme Court, 10 U. S. L. Wrek 3152 (1941). See 43 Srar. 938 (1925), 28 U. S. C.
§345 (1934).

11. It is used in the defense program as a substitute for some metal parts. 18 News
WEEE, Sept. 15, 1941, at 41. Masonite is also licensed by the Insulite Company to uce
the latter’s patents on hardboard. This license is exclusive even aguinst the Insulite
Company itself. Record, pp. 484, 492, United States v. Masonite Corp., 40 F. Supp. 852
(S. D. N. Y. 1941) (hereinafter cited as Record).

12. Masonite Corp. v. Celotex Co., 66 F. (2d) 451 (C. C. A. 3d, 1933) ; Masonite Corp.
v. Celotex Co., 1 F. Supp. 494 (D. Dela. 1932). After the adverse decision by the Third
Circuit Court of Appeals, Celotex petitivned for certiorari. While the chances that such
a petition would be granted were, of course, slight, there was some possibility that either
then, or later, after a conflict of circuits had been developed by Celotex, the Supreme
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ing the building materials field and obtaining nation-wide distribution facil-
ities at a time of severe depression. In the building materials field, con-
servative, individual lumber retailers dominated the marketing process. Their
acceptance of any new product was thus essential to manufacturers seeking
extensive retail outlets.!® Celotex, then in receivership, had, however, the vast,
established dealer organization required, but found itself at a competitive
disadvantage as a result of the adverse decision. .Rather than ordering from
Celotex, dealers in the Celotex organization preferred to avail themsclves
of lower freight rates by ordering from a manufacturer who could give them
a completely rounded line of goods, including hardboard, in one, full, mixed
carlot shipment. Carlot rates were, of course, lower than those charged for
shipments in less-than-carlot quantities. Thus Celotex, unable to ship hard-
board in its mixed cars, faced the potential loss to Masonite of established
dealer outlets. Solution of this impasse was a patent license agreement desig-
nating Celotex as the del credere selling agent for Masonite’s hardboard.
Masonite later made similar contracts with other large manufacturers of build-
ing materials possessing established retailer outlets.}* The agreements enabled
Masonite to manufacture all hardboard in its plant and set the prices and
terms of resale in contracts between agent-distributors and dealers.

In suing to enjoin continuing violation of the Sherman Act by means of
these agency contracts, the Government raised questions fundamental to the
nature of patent grants and the right to set distributors’ prices by means
of the agency device. The complaint first advanced the orthodox contention
that the contractual agreements did not establish a bona fide agency rela-
tionship. The Government applied conventional agency criteria in its analysis
of this point — distribution of incidents of ownership, Masonite’s control over
actions of its agents, and authority of the agents to bind Masonite as their
principal.’® Judged by these tests, at least the first two of the three sets of
agreements, those of 1933 and 1936, having many of the characteristics of
sale rather than agency, might clearly have been differentiated on a factual

Court would have taken jurisdiction. That Court has displayed a greater tendency to
hold patents invalid than have the lower courts. Record, Appendix, p.7. But the day
before the Court passed on the petition for certiorari, the license agreement between Celos
tex and Masonite was consummated and the petition for certiorari was withdrawn., Rec-
ord, pp. 94, 253.

13. “. ., . the most conservative member of their conservative industry, the lumber
dealer.” (Feb. 1939) 19 Forrune, 80, 82. Typical of the marketing in the entire build-
ing materials field is the system of distribution by the manufacturers through their own
established retail outlets, usually small lumber dealers, numbering in some cases up to
the thousands. Ibid.

14. Certain-Teed Products Corporation, Johns-Manville Sales Corporation, Insulite
Company, Flintkote Company, National Gypsum Company, Wood Conversion Company,
Armstrong Cork Company, and Dant & Russell, Inc.

15. The use of the term “agent” carries no connotation that distributors necessarily
are bona fide agents in the legal sense.
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basis from those approved in the General Electric case.’® The District Court,
deciding in favor of defendants, recognized differences but nevertheless found
the agreements to be contracts of agency rather than of sale and invoked
the doctrine of the General Electric case as precedent for sustaining them.
Changes in the third set of agreements, made in 1941 after the Government
had instituted suit and admittedly impelled by the pending action, placed
more of the incidents of ownership on Masonite, thus bringing relationship
between manufacturer and distributor more in line with that of the General
Electric case?

AGENCY LICENSING AGREEMENTS
In determining the validity of consignment contracts against an attack
in the name of the public interest, it seems artificial to employ conventional
agency criteria shaped in reference to private law.® The Sherman Act bans

16. MMasonite’s original contracts were made in 1933, and medified in 1936 and again
in 1941. The court considered only the 1933 agreement since it presented the case mast
favorable to the Government.

General Electric in its agreements controlled the quantity and kind of stock to be
kept on hand by the agents; Aasonite made no such provision in its 1933 agreement.
Likewise General Electric could order return of stock at any time; Masonite cuuld only
recall stock from its agents in special circumstances. With respect to indicia of ownership,
Masonite’s distributors were to pay the freight on the consigned goods, carry insurance
on them, pay taxes in respect of sale, might not use Masonite's trademarls, and had to
pay for the geods consigned by advancing one-half of the price of the hardboard within
a limited time even though the goods had not yet been sold. The terms of payment were
altered in the 1936 agreement. General Electric, in contrast, paid freight, taxes, and in-
surance, put its own trade-mark on the goods, and required no payment until the goods
had been sold, but did require that the agent pay for any lost or broken stock. Finally,
the distributors in the Masonite case agreed to save Masonite harmless from any tor-
tious actions by third parties arising out of sale of hardboard. United States v. Masonite
Corp., 40 F. Supp. 852, 855 ¢t seq. (S. D. N. Y. 1941), Record, p. 493 ot seq.

17. Under the 1941 agreements, Masonite paid the cost of insurance and taxes, ad-
vanced the agent the freight on the consigned goods, and used its own trademark on all
hardboard sold by the agents. Payment was to be made by the agent enly after the
hardboard had been sold.

Counsel for the Government argued, quite independently of the details of the agree-
ments, that the distributors were essentially independent cuntractors with independent
callings, control of their own selling policies, advertising and salesmen. The District
Court denied that this constituted any basis for differentiation. Record, p. 499.

18. The question arises between private litigants when a dealer holding agency gouds
becomes bankrupt and the manufacturer, rather than be relegated to a general claim,
attempts fo obtain a return of the specific goods [Miller Rubber Co. v. Citizens’ Trust
and Savings Bank, 233 Fed. 488 (C. C. A. 9th, 1916)] and in determining a liability for
taxes on consigned gouds [Ferry & Co. v. Hall, 188 Ala. 178, ofy So. 104 (1914)]. See
STEFFEN, Cases ox Acexcy (1933) 65; Klaus, Sale, Ageney and Price Maintenance: 11
(1928) 28 Cor. L. Rev. 441, of seq. “Whether a producer of goods should be permitted
to fix . . . the price at which the purchaser may resell them , . . is an cconomic ques-
tion. To decide it wisely it is necessary to consider the relevant facts, industrial and
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dl contracts in restraint of trade and makes no exception for contracts of
agency.’® Introducing into this general axiom of public law an exception
based on permutations of incidents of ownership, control and responsibility,
which were shaped to adjudicate rights of private litigants,® allows a private
agreement to thwart public interest as expressed in the Sherman Act.
Theoretically, a principal and agent can achieve any adjustment of these
matters by simply providing a greater or less compensation for the agent
depending on the amount of responsibility and degree of risk he assumes.
Whether effect is given to the public’s interest in maintaining competition
is made to depend, therefore, on the irrelevant factor of the private decision
of two parties concerning the distribution of risk bearing and compensation
between them.22

Frequently, the manufacturer prefers consignment rather than sale since
it gives him some degree of control over goods after they have passed out
of his hands. And, generally speaking, the stronger the bargaining position
of the manufacturer, the greater the possibility that he can force an agree-
ment of agency on his dealers.2? When such competitive strength is com-
bined with the ability to fix prices in disregard of the spirit of the Sherman
Act, the hand of a competitor who already has a substantial advantage is
greatly strengthened.

Since Masonite did not own the marketing facilities from its factory to
the consumer, it perforce made use of regular channels of marketing to
reach the ultimate buyer. It was for the use of channels already established
by its agents that Masonite bargained in the contracts with its distributor-
agents. As soon, therefore, as Masonite had placed its goods in the market
by turning them over to the distributors who in turn passed them on to
dealers, the public acquired its usual interest in seeing that competition was
maintained in goods moving in regular channels of trade. Masonite should
not have been able to defeat this interest through an ability, by virtue of
competitive advantage, to appoint as agents business units constituting an
essential link in this marketing chain.

commercial, rather than established legal principles.” Brandeis, J., concurring in Bos-
ton Store v. American Gramophone Co., 246 U. S. 8, 27 (1918).

19. “Every contract, combination in the form of trust or otherwise, or comspiracy,
in restraint of trade or commerce among the several states, or with forcign nations, is
hereby declared to be illegal . . .” 26 SraTt. 209 (1890), 15 U. S. C. §1 (1934).

20. Some idea of the possible variations in distribution of the incidents of ownership
and control in sales and agency agreements may be gained from the annotation to Ferry
v. Hall, 1838 Ala. 178, 66 So. 104, 1917B L. R. A. 626 (1914). Sce also 1 MecueM, Tux
LAw oF SALE oF PersonaL Prorerry (1901) 38 et seq.

21, See Sturm v. Boker, 150 U. S. 312, 330 (1893).

22. See Klaus, Sale, Agency and Price Maintenance (1928) 28 Cou. L. Rev. 312
and 441; Comment (1927) 27 Cor. L. Rev. 567.

23. See Klaus, supra note 22, at 464.
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Thus it may well be held that a claim of agency is no defense to a charge
of price fixing in restraint of trade brought under the Sherman Act®* Nor
does this seem to be an unwarranted result.”® While it is desirable not to
interfere with the power to set sale prices in many types of agency agree-
ments, elimination of agency as a defense to a charge of price fixing will
not interfere with normal consignment transactions. In all such cases, the
question then becomes the usual query in anti-trust cases under Section One
of the Sherman Act: Is the contract or agreement a restraint of trade?
On this basis, most normal agency transactions may be sustained*® IHad
this procedure been adopted in the Afasonite case, though the price fixing
agreements there were undoubtedly a restraint of trade, there would still
remain, after the assumption of the bona fide character of the agency con-
tracts, the subsequently considered problem of determining the effect of the
patent license to vend.

An alternative to complete elimination of agency as a defense to a charge
of price fixing is possible even after recognition of defects in conventional
consignment criteria. This position the Government adopted in attempting
to distinguish the Alasonite case from United States w. Geueral Electric
Company. On this level of attack the Government, conceding for the moment
the existence of a bona fide agency relationship, contended that, nevertheless,
the Masonite setup was outside the scope of the Gencral Electric case because
the agreements there involved were wertical in the chain of distribution®
whereas the Masonite agreements were horisontal. In the earlier case there
was little or no possible area of competition between General Electric and
its distributors; General Electric sold only to large consumers while its
agents, chiefly small retail stores, generally sold to small buyers.”3 Masonite

24. With the exception of the patent license agreement fixing prices, and up until
the passage of the Miller-Tydings Act [50 Stat. (93 (1937), 15 U. S. C. §1 (Supp.
1939)7], the courts had invalidated almost every positive effort by the seller to fixz resale
prices, except the agency arrangement. 2 Prentice-Hall 1941 Fed. Trade and Industry
Serv. {96,051. See also, Comment (1940) 28 Cautr. L. Rev. 477; Legis. (1937) 51
Harv. L. Rev. 336, n. 4; McLaughlin, Fair Trade .dcts (1938) & U. oF Pa. L. Rev. 803.
SeL1GMAN axD Love, Price CutriNG axp Price Marxtenance (1932) 460 ef scq. The
latest authoritative statement expressly says that agreements to fix prices in interstate
commerce are unfawful per se under the Sherman Act. See United States v. Sacony-
Vacuum Qil Co., Inc., 310 U. S. 150, 218 (1940).

25. Especially since the Miller-Tydings Amendment sanctions a methed for accom-
plishing many of the results achieved by the agency arrangement. 50 Star. (93 (1937),
15 U. S. C. §1 (Supp. 1939).

26. An owner of a house who appoints an agent to sell it and sets the price of cale
would not be illegally restraining competition.

27. This refers to the agency agreement with the distributors, and not to the patent
license with Westinghouse, a horizontal agreement.

28. The larger agent-distributors in the General Electric case did male delivery
from their stocks to some big customers, but the contracts were signed between General
Electric and the customer and the terms were the same as in the other direct sales by
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and its agents, however, sold in the same field and admittedly competed®®
openly for each other’s dealers.3® Each company designated by Masonite
as an agent occupied relatively the same position in the chain of distribution
as did Masonite itself. Each was a manufacturer who needed hardboard to
supplement the line of building products it manufactured and distributed
to its dealers. Consequently, by way of contrast with the agreements in the
General Electric case, those made by Masonite effectually removed the most
important factor in competition between Masonite and its distributors, ..,
the element of price.

Although the District Court seemingly gave this argument little attention,
it might be accepted as basis for judgment. Prior to passage of state fair
trade acts® and the Miller-Tydings Amendment®® to the Sherman Act,
courts, generally speaking, had outlawed efforts of members of the com-
petitive market to fix prices of sale or resale.3® In the realm of interstate
commerce, activity of this kind fell afoul of the Sherman Act® except in
a few situations such as those involving patent licenses to manufacture and
sell. But as a result of the Miller-Tydings Amendment part of this general
interdiction against price fixing was lifted. The Amendment granted im-
munity from the Sherman Act to agreements made for resale price main-
tenance of branded goods where such price fixing had been legalized by
state legislation.®® It legalized setting of resale prices by a manufacturer for
his branded goods in the hands of a distributor. But it expressly withheld this

General Electric to large customers. Brief for General Electric, p. 10, United States v,
General Electric Co., 272 U. S. 476 (1926).

As indicated, Taft’s argument extended General Electric’s corporate boundaries to
include retail outlets. See note 8 supra. Since these agreements regulate the flow of
goods from manufacturer to consumer, they are admirably illustrative of vertical arrange-
ments.

29. The competition was largely in the form of offering to the dealer the services
of the distributors in helping him to resell his goods.

30. Record, p. 173.

31, See Old Dearborn Distributing Co. v. Seagram-Distillers Corp., 209 U. S. 183
(1936) ; The Pep Boys, Manny, Moe & Jack of Calif., Inc. v. Pyroil Sales Co., Inc., 299
U. S. 198 (1936) ; Legis. The Fair Trade Laws: State Validation of Resale Price Main=
tenance (1936) 36 Cor. L. Rev. 293; Comment, Resale Price Maintenance: The Fair
Trade Acts in Operation (1938) 52 Harv. L. Rev. 284.

32. 50 Srart. 693 (1937), 15 U. S. C. §1 (Supp. 1939).

33. See note 24 supra.

34. United States v. Trans-Missouri Freight Association, 166 U. S. 200 (1897);
Addyston Pipe & Steel Co. v. United States, 175 U, S. 211 (1899) ; Dr. Miles Medical
Co. v. John D. Park & Sons Co., 220 U. S. 373 (1911); Standard Sanitary Manuface
turing Co. v. United States, 226 U. S. 20 (1912) ; United States v. Trenton Potteries
Co., 273 U. S. 392 (1927); United States v. Socony-Vacuum Oil Co,, Inc, 310 U. S.
150 (1940). See Peppin, Price-Fixing Agreements Under the Sherman Anti-Trust Latw
(1940) 28 Cavir. L. Rev. 667, 693.

35. All but four of states have passed such legislation. Comment (1940) 28 Carr.
L. Rev. 477, 479.
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immunity from price fixing agreements between manufacturers, or between
wholesalers, or between retailers, 7.c., horizontal agreements.®® Thus, in set-
ting up a criterion for determining the validity of Masonite’s agreements
with its agents the distinction between horizontal and vertical price fixing
agreements already present in the Sherman Act and applicable to branded
goods offers by analogy a valid basis for testing a different form of agree-
ment but one whose general purpose is the same, namely, that of fixing
prices. The type of agreements in the Jfasonitc case among manufacturer-
distributors is regarded with more hostility by the law than the type in
the General Electric case between manufacturer and dealer,®® and the cases
might well be distinguished on this basis. Acceptance of the suggested dis-
tinction simply results in carrying over the horizontal-vertical criterion from
the field of resale price fixing in branded goods to the field of price fixing
by means of the agency device—also essentially a form of setting “resale”
prices.®8

As evidence of the significance of this difference, the Government pointed
out that General Electric in its agreements with agents stipulated no sale
price for electric light bulbs. Absence of competition between principal and
agent made price stipulations unnecessary. In the Masonite arrangement,
on the other hand, Masonite bound itself to maintain the same price it set
for its agents.3® It could change prices only after a certain period from the
date of giving notice of proposed price modifications. Thus, in effect, Masonite
established an open filing system of prices for the industry, providing an
effectual limitation on its own competitive power.i® Masonite’s limitation
of its own prices was necessary to prevent it from selling below the prices
fixed by contract for its agents. This particular provision thus evidenced
the fact that Masonite’s arrangement, in contrast with that of General Electric,

36. This proviso was inserted to cure the objections of the Administration to the
Bill. 81 Cone. Rec. 7496 (1937). See Pazen v. Silver Rod Stores, Inc., 10 U. S, L. Weex
2267 (N. J. Ct. Err. and App. 1941); Calvert Distillers Corp. v. Leland Wine and
Liquor Stores, Inc., 2 Prentice-Hall 1941 Fed. Trade and Industry Serv. 197,178, (X.
Y. Sup. Ct, Spec. Term, 1941); Rayess v. The Lane Drug Co., 2 Prentice-Hall 1941
Fed. Trade and Industry Serv. 97,179 (Qhio Sup. Ct. 1941).

37. It would seem that General Electric's agreements with its dealers were designed
to accomplish the purpose now sanctioned by the Miller-Tydings Amendment, i.c., the
prevention of price cutting by the dealers in the trade-marked clectric light bulbs. Sce
Klaus, supra note 22, at 312 f.

38. The adoption of this distinction, however, has an objection from a policy point
of view in that the Department of Justice has recommended to TNEC the repeal of the
Miller-Tydings Act. 9 U. S. L. Week 2436 (1941). The TNEC has embodied this
recommendation in its final report. SeN. Doc. No. 35, 77th Cong., 1st Sess. (1941).

39. In all the agreements it was necessary for Masonite to give notice before it
changed its prices. In the 1933 and 1936 agreements it was expressly stated that Maconite
would sell at the same prices which it fixed for its agents. Record, p. 437.

40. Thus, while Masonite might lower prices on hardbeard, it could do so enly after
giving notice. Prices for all the distributors, then, would move up and down uniformiy.
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eliminated an area of price competition between principal and agent. Had
this horizontal-vertical modification of the conventional agency doctrine been
adopted by the Court in the Masonite case, there would still remain the
question of the effect of the patent license to vend, just as that problem
must be considered after complete elimination of the agency defense.

PatEnT LicENSES TO VEND

The contracts appointing Masonite’s agents were labelled as patent license
agreements to sell. As found by the Supreme Court in considering the first
phase of the General Electric case, the existence of a patent added nothing
to the validity of the agreements under conventional treatment of the agency
problem.* Validity of both factors in General Electric’s contracts, agency
and patent license to vend, depended upon the same determination, namely,
whether the transaction was sale or consignment. But, if the Government
in the Masonite case grants the bona fide character of the agencies and then
seeks to avoid their hitherto validating effect on price fixing agreements by
one of the alternatives already mentioned, it becomes necessary to consider
the scope of rights under the patent licenses to vend. Prohibition against
resale price maintenance through patent license agreements?? is no longer
operative since, by the Government’s admission, no original sale to dis-
tributors occurs.

The patent statute grants to the patentee exclusive rights to make, vend
and use his patented invention for seventeen years%® and provides that every
patent or any interest therein shall be assignable by the patentee.t* Courts,
reasoning that the patentee has the larger rights of suppressing his inven-
tion or excluding others from using it, concluded that the patentee must
have the lesser right to license others to make, use or vend the patented
product on any conditions he saw fit to impose4® This logical approach if
applied in all cases would have extended the patentee's immunity to what-

41. United States v. General Electric Co., 272 U, S. 476, 488 (1926). But sce note
8 supra.

42. See cases cited note 6 supra.

43. Rev. Stat. §4884 (1875), 35 U. S. C. §40 (1934).

44. Rev. Star. §4898 (1875), 35 U. S. C. §47 (1934).

45. Henry v. A, B. Dick Co., 224 U. S. 1, 35 (1912). Cf. Motion Picture Patents
Co. v. Universal Film Manufacturing Co., 243 U. S. 502, 514, 518 (1917). The courts have
moved away from express adherence to this simple, logic-chopping conception. See Hav-
ighurst, The Legal Status of Industrial Control by Patents (1941) 35 Irr. L. Rev, 495,
502. But see Holmes, J., dissenting in Motion Picture Patents Co. v. Universal Film
Manufacturing Co., suprae at 520; Western Electric Co. v. General Talking Pictures
Corp., 305 U. S. 124; 304 U. S. 175 (1938). While the courts do not expressly follow
this notion, it would still seem to be inherent in decisions granting to the restrictive con-
ditions in patent licenses immunity from the Sherman Act possessed by the patent mo-
nopoly. And it finds expression in the use of infringement proceedings to enforce restric-
tive licenses. See Western Electric Co. v. General Talking Picturcs Corp., stpra,
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ever restrictive agreements he chose to include in his license. But where
the patentee sought to maintain resale prices or require use of an unpatented
product as a condition of granting a license under the patent, courts have
refused to follow the implications of this doctrine.’® Other restrictions, how-
ever, have been approved by the courts.t” To evaluate this method of
approach and determine the proper scope of rights granted under letters
patent, reference must be had to the basic function of the patent privilege.*®

Patents do not give patentees the rights to make, vend or use their inven-
tions. A patentee already has these rights as part of his property in the article.
The patent adds to these existing rights the privilege of making them exclu-
sive by resort to infringement proceedings.*® In this limited sense, the
patentee may be said to have a monopoly. The patentee may assign his
exclusive right to others and with it the right to institute infringement pro-
ceedings; or he may grant a mere license, that is, permission to make, vend
or use the patented good with a waiver of the right to sue. But the fact
that the patentee has the privilege of refusing to license does not necessarily
mean that he may restrict a licensee to limited use, as, for example, resale
at a fixed price. The patentee may exclude all others and maintain his
monopoly, but when he chooses by contract to license others to enter the
protected realm, his contract should be enforced like any other, by an action
on the contract, not by an infringement proceeding.t® And it should also
be subject to all limitations of general contract law.®! The remedy available
to a patentee against his licensee should not be the same as that available
against an infringer. When licenses are used to establish combinations in

46. See note 6 supra and Carbice Corp. of America v. American Patents Develup-
ment Corp., 283 U. S. 27 (1931).

47. Price restriction in license to make and vend: United States v. General Electric,
272 U. S. 476 (1926), Bement v. National Harrow Co., 186 U. 8. 70 (1902) ; restriction
to a certain market: General Talking Pictures Corp. v. Western Electric Co., 305 U. S,
124 (1938); restrictions of production of patented gouds by a licensce: Rubber Tire
Wheel Co. v. Milwaukee Rubber Works Co., 154 Fed. 358 (C. C. A. 7th, 1807). Re-
strictions can also be applied to patented machines and their use. See Havighurst, supra.
note 45, at 513. See also, McCormack, Resirictizve Patent Licenses and Restraint of
Trade, (1931) 31 Cor. L. Rev. 743; Comment (1938) 52 Harv. L. Rev. 308,

48. Concerning the patent, the Constitution states merely, “The Cangress shall have
power, to promote the progress of science and useful arts, by securing for limited times
to authors and inventors the exclusive right to their respective writings and discuveries;”
U. S. Coxst. Art. I, §8, cl. 8. See Vavcmax, Ecoxearcs or Qur Patext Svsten
(1925).

49. Motion Picture Patents Co. v. Universal Film Manufacturing Co,, 243 U, S.
502, 510 (1917).

50. Cf. Western Electric Co. v. Talking Pictures Curp.,, 305 U. S, 124 (143%).

51. Section three of the Clayton Act prohibits tying clauwses, requiring that & cem-
petitor’s goods shall not be used, in contracts of lease or sale where the effect of such
clause is substantially to lessen competition. The sectivn is made expressly applicable
to all goods whether patented or unpatented. 38 Star. 730 (1914), 15 U. S, U, §14
(1934).
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restraint of trade, they are not inherently justified by virtue of the patent
grant. Immunizing these agreements from the Sherman Act enlarges what
originally was the right to exclusive property in the article into an absolute
right to exemption even from competitive norms enunciated by Congress.®
Consequently, in the light of this analysis and the prior analysis of the defense
of agency, Masonite should not be able to advance its patent license to vend
as justification of its price fixing activities.

The Supreme Court, while it has on occasion recognized the validity of
this argument,’ has rarely, if ever, adhered to it. It has rather made use
of different formulae of legality depending upon the particular need to be
met.®® One criterion is that adopted by Chief Justice Taft in the Gencral
Electric case: the patentee who has granted a license to manufacture, use
and sell may attach restrictive conditions to his license if “the conditions
of sale are normally and reasonably addpted to secure a pecuniary reward
for the patentee’s monopoly.”%¢ That not all conditions in the license yielding
pecuniary reward to the patentee are “normal and reasonable” has alrcady
been demonstrated.®” Chief Justice Taft in laying down the rule applied it
strictly to the case of patentees who had granted licenses to manufacture,
use and sell. 'Whether it likewise applies where the license is merely one to
sell, as in the Masonite case, is open to question.’8 If it is applied, it becomes

52. The conflict between patent statute and Sherman Act resulted in holdings by
some courts that the Act was not intended to apply to agreements involving patented
goods. See Bement v. National Harrow Co.,, 186 U. S. 70, 92 (1902).

53. Another clause in the agreement reserved to Masonite the exclusive right to
sell hardboard in the industrial market. Restrictive conditions of this type wete validated
in Western Electric Co. v. General Talking Pictures Corp., 305 U. S. 124 (1938). In
addition, the Government questioned an exclusive patent licensing agreement giving
Masonite the right to use the patents of the Insulite Company relating to hardboard. In
Standard Oil Co. v. United States, 283 U. S. 163 (1931), it was held that such agree-
ments would be a violation of the Sherman Act if used to restrain trade. For a thorough
inquiry into cross-licensing and pooling of patents, see Hearings Before House Commits
tee on Patents on H. R. 4523, 74th Cong., 2d Sess. (1936).

54. Motion Picture Patents Co. v. Universal Film Manufacturing Co., 243 U. S.
502 (1917).

55. Thus the patentee may notextend the scope of his monopoly to include unpatented
goods. Carbice Corp. of America v. American Patents Development Corp.,, 283 U. S. 27
(1931). Or the patentee may grant a license to manufacture and sell conditioned on the
maintenance of a sale price since such a condition is reasonably adapted to secure the pat-
entee’s pecuniary reward. United States v. General Electric Co., 272 U. S. 476 (1926).
And the patentee may not extend his control over the patented goods in the hands of a
purchaser since he exhausts the patent monopoly by the sale. Ethyl Gasoline Corp, v.
United States, 309 U. S. 436 (1940).

56. Sece note 9 supra.

S7. See note 6 supra.

58. That “sell” is not interchangeable with “make, use and sell” can be scen from
the fact that the doctrine of Bauer & Cie. v. O’'Donnell, 229 U. S. 1 (1913), forbids the
setting of price in a license to sell where title to the patented good has passed to the
licensee. Agency is needed to validate price fixing by such a license by keeping title in
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necessary to determine the reasonableness of the particular license restric-
tions used. The ground for holding that restrictions in the General Electric
license to Westinghouse were reasonable was that the prices at which the
latter might sell directly affected prices which the former could command
for its product. Since General Electric had chosen to exploit its patents by
selling the patented article itself, therefore, reasoned the Court, this restric-
tion was necessary to secure to the patentee financial reward in the way he
had chosen to obtain it."® Under the Masonite agreements, however, the
Company derives its chief financial return in the non-industrial field from
money collected from del credere agents according to a fixed schedule of
prices for hardboard. As far as this pecuniary reward is concerned, not
only does the price restriction directly benefit the agent-distributors; it
also indirectly benefits Masonite by keeping distributors’ prices uniformly
high. Thus Masonite can ask correspondingly high prices from them. On the
other hand, Masonite obtains part of its pecuniary reward from sales directly
to dealers in competition with the agents, and this income is immediately
affected by Masonite’s inability to set the sale price for distributors. It thus
seems, under the reasoning of the Supreme Court in the General Eleclric
case relative to what constitutes a reasonable restriction, that Masonite’s
price fixing arrangement should be held to be reasonable.

More recently, in the case of United States v. Ethyl Gasoline Corporation
Mr. Justice, now Chief Justice, Stone stated that the patentee might grant
licenses on any conditions except those further extending his monopoly.5!
Just how this latest criterion of legality of patent license agreements bears
on the Masonite situation, however, is not yet clear.®®

Undoubtedly, a major policy consideration in partial validation by courts
of restrictive patent licensing agreements has been belief that these agree-
ments were necessary to secure to the patentee his pecuniary reward. Such
agreements, reasoned courts, implemented the statutory grant and further
insured attainment of the objective of the Constitution— “to promote the

the patentee. Thus application of the Gencral Electric patent doctrine leads to the result
that, having rejected the agency test of the legality of agreements setting prices, it would
st’ll be necessary to determine the existence of a bona fide agency with conventienal eri-
teria in order to test the legality of this particular type of price fixing agrcement. Thus
all the previous objections to this method recur.

59. But it might equally well be held on this basis that resale price fixing agree-
ments on patented goods are valid when the patentee is selling the goods in competition
with his jobber-licensees. Yet Bauer & Cie. v. O'Donnell, 229 U, S. 1 (1913), rules this
cut.

60. 309 U. S. 436 (1940). See also Interstate Circuit, Inc. v. United States, 3056 U.
S. 208 (1939) : General Electric Co. v. Willey’s Carbide Toul Co, 33 F. Supp. 959 (E,
D. Mich. 1940).

61. United States v. Ethyl Gasoline Corp., 309 U. S. 436, 456 (1940).

62. The delimitation of the extent of the patent munopoly was not advanced by the
Ethyl case. That decision merely applied already accepted doctrines. Havighurst, supra
note 45, at 510, n. 60.
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progress of science and useful arts . . .”% In the light of modern tech-
nological and economic conditions, however, it seems that striving after this
goal, courts have lost sight of the fact that the patent grant is but an excep-
tion, for a specific purpose, to the general norm of free, competitive enter-
prise embodied in American law. Grant of the patent monopoly was designed
to stimulate invention in order that the public might enjoy the fruits of
inventive genius.%* Restrictive patent conditions which raise prices, limit
output, and restrict particular marketing areas to certain competitors thwatt
the objective of allowing the public to share fully in these fruits of invention
and make the patent an instrument for escaping the competitive ideal in
business relations.

In striking a balance between these two apparently conflicting aims, it
must first be noted that modern invention is no longer primarily the result
of efforts of the lone tinkerer.%® Statutory protection of the patent no longer
furnishes the prime incentive to employees in large research laboratories;
it mainly offers to corporate holders of patents a method of securing com-
pensation for the long, expensive process of developing a new product.®
Sale of the patented good by the corporation in a protected market undoubt-
edly offers the greatest possibility of financial recoupment. But this method
lends itself to abuse in practice, and obstructs the public’s full enjoyment of
the patented article. Patent holders may secure moderate returns through
royalties, a method not containing such possibilities of abuse yet giving him
competitive advantage over licensees.” In addition, many concerns today un-
dertake research and development siniply as a matter of maintaining their com-
petitive positions.%® Technical progress from these sources does not depend

63. See note 48 supra. See also United States v. General Electric Co.,, 272 U. S,
476, 490; Bement v. National Harrow Co., 186 U.S. 70, 89 (1902).

64. See opinion of Douglas, J., in Cuno Engincering Corp. v. The Automatic Devices
Corp., 10 U. S. L. WEeek 4005, 4006 (U. S. 1941).

65. “I do not say that the day of the individual inventor is gone, Mr. Chairman, but
I think it is rapidly fading.” Conway P. Coe, Commissioner of Patents. Hearings Be«
fore House Committee on Patents on H. R. 4523, 74th Cong., 2d Sess. (1936) 1068,

66. Hearings before TNEC pursuant to P. R. 113, 75th Cong., 3d Sess. (1938) v. 1,
150-61.

67. Masonite could have licensed agents to sell with no price restriction and with
or without a fee. It could have licensed them to manufacture and sell on payment of
royalties and fees. While the latter alternative was offered by Masonite, the royalty
and fee were prohibitive. Profits derived from royalty payments are substantially less
than those resulting from manufacture and sale by the patentee and his licensees in a
protected market. See Havighurst, supra note 45, at 507 ff,, 511. Competitors may
welcome a licensing program by the patentee which offers prospects of inducing a
substantial part of the industry to accept price restrictions. See TNEC, op. cit. supre
note 38, at 36.

68. Hamiton, TNEC Rep., PATENTS AND FrEE EnTERPRISE, Monograph 31 (1941)
155. This is apparently characteristic of automobile manufacturing. Sece Hearings
Before TNEC Pursuant to P. R. 113, 75th Cong., 3d Sess. (1938) v. 1, 121-92. It
applies chiefly to large, well established firms. A small company launched to develop
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on the stimulus of the prospect of speculative profits possible in a protected
market.

Furthermore, the patent statute itself now permits large corporations to use
patents to establish non-competitive domains of their own.®® With the heavy
capital investment necessary in most industries, a patent in an unexplored
field gives the owner an immense advantage over all competitors. This he
may reinforce with patents on both improvements and alternative processes
until his permanent competitive advantage is virtually assured.”™ Established
in this protected position, a concern with sufficient resources tn support a
large research staff and provide necessary laboratory facilities can harness
technological advance to maintain its corporate empire. Even if they can
obtain capital requisite to launch their venture, small patent owners who later
enter the field must face the threat of expensive, prolonged patent litigation
often designed to harass and annoy.™ Increasing the privileges given dor-
porate patent holders by the patent statute itself by adding the further com-
petitive advantage of sales in markets protected by patent licenses excludes
the operation of competition from another large segment of economic life.’?
Nor may this extension of the non-competitive area be justified on the
ground that it serves to stimulate invention.

SUPPLEMENTAL ARGUMENTS FOR MASONITE

The most obvious defense available to Masonite Corporation hinges on
the General Electric case and others similar to it, for they have sustained
the general type of marketing arrangement that Masonite adopted. The
Corporation might with some justification contend that its agreements were

a new product requires more patent protecticn, in part, because of the necessity of
attracting capital with the prospect of speculative returns. Id. at 445, 461, But designing
the rule for this particular case opens the door to the above abuses.

69. Id. at c. VI and 158 ¢f seq. For an inquiry into the use of patents in the glass
container industry, see Hearings Before TNEC Pursuant to P. R. 113, 75th Cong., 3d
Sess. (1938) v. 1, 194. See also TNEC Repr., op. cit. supra note 38, at 36 ¢! scq. “In
1936, about fifty years after the first Edison patents were taken out, practically the same
interests still controlled approximately 93 per cent of the industry.” Hcarings Before
House Commitice on Patents on H. R. 4523, 74th Cong., 2d Sess, (1936) 567.

70. See Borkin, Patents and the New Trust Problem (1940) 7 Law axp Conrteue.
Pros. 74, 76. United Shoe Machinery Company holds more than (000 patents en the
processes in its industry. See HaAMILTON, op. cit. supra nute 68, at G0,

71. Id. at 77. This would suggest the wisdom of procedural changes which would
make litigation concerning patents more expeditious and less expensive. See HauiLzox,
op. cit. supra note 68, at 146, 150, 167 ot seq. TNEC Rer., op. cit. supra note 38, at 37
(suggesting a single court of patent appeals to replace the present jurisdiction of the
circuit courts of appeals).

72. The TNEC in its final report advocates Congressional adoption of a plan of
compulsory licensing at reasonable rates for all patents. This would climinate suppres-
sion of patents. In addition, licenses are to contain no restrictions as to amount, price
of sale, purpose or manner of use, or as to geographical area. Id. at 36,
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made in reliance on these previous judicial decisions and that the principle
of stare decisis demands that any present change, at least in definition of
the scope of the patent privilege, must be made by the legislature.”™ Masonite
also argues that the 1933 agreement is valid because it was made when
Celotex was in receivership in the federal district court. But any legalizing
effect stemming from the receiver’s approbation of the licensing contracts
would vanish when the companies continued the arrangements after Celotex
regained control of its affairs.” As a further defense, Masonite introduced
evidence of the reasonableness of its prices, but this would not seem to be
material in view of the recent pronouncement by the Supreme Court.”

Another argument developed by the defense emphasizes the competitive
necessity for the agreements adopted. It is pointed out that, when con-
fronted by the problem of entering the building materials field as well as
by ‘the fact that its plant was operating at a fraction of capacity, Masonite
took that course of action most feasible from an economic standpoint. By
making the licensing agreements as it did, the Corporation attained the
economies of mass production™ and, at the same time, achieved distribution
facilities for its product. Furthermore, the contracts had a stabilizing effect
on the industry because they removed the danger of cutthroat competition?
and diminished the incentive for distributors to infringe Masonite’s patents.™
Thus a decision in favor of the Government in the Masonite case might
place a premium on corporate size. Since they lack funds and established
connections, new concerns like Masonite experience greater difficulty in
forcing entrances into industrial markets and recouping heavy developmental
expenses than larger firms do. In addition, if the agency method of market
control is invalidated by the Court in the Masonite case, smaller corpora-
tions will be at a disadvantage ir adopting an alternative method of mar-
keting control — assimilation of the retail outlets within their own corporate
structures.

73. See note 72 supra.

74, United States v. Socony-Vacuum Qil Co., 310 U. S. 150, 227 (1940).

75. Id. at 218.

76. The economic necessity for mass production and its attendant savings were
stressed at the trial. See Record, pp. 225,226, 381. For the building materials field as a
whole, see FORTUNE, supra note 12, at 124. Lack of mass production methods in the build-
ing materials field tends toward high prices.

77. When Masonite made its 1933 agreement it had before it the experience of the
U. S. Gypsum Company, which had introduced sheet rock at $38 per thousand fect in
1915 and watched the price decline to $10 under cutthroat competition and in sixteen
years never spent less than $225,000 a year fighting patent suits. Plaintiff’s exhibit 16
for Identification, Record, Appendix, pp. 29, 30. See also Record, p. 397.

78. Masonite did not attempt to draw agreements which would prevent its agents from
developing an artificial board not infringing the hardboard patents. Several of the licensee
companies spent a great deal of time and money in attempts to perfect a process so that
they might take advantage of the cancellation clause in the agreements permitting themt
to do their own manufacturing. Record, p. 253 ff.



