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 For the current contours of the debate, see Mark Lemley, Property, Intellectual Property,1

and Free Riding, 83 Tex. L. Rev. 1031  (2005); John Duffy, Intellectual Property Isolationism
and the Average Cost Thesis, 83 Tex. L. Rev. 1077  (2005).   For a good overview of the debate
and a resolution, see Michael Carrier,  Cabining Intellectual Property Through a Property
Paradigm, 54 Duke Law Journal 1 (2004). For a discussion of the conflict between ontology and
teleology, in the case of trademark law, see Graeme Dinwoodie, The Death of Ontology: A
Teleological Approach to Trademark Law, 84 Iowa L. Rev. 611 (1999). 

  For a discussion of intellectual property as regulation, see Thomas Nachbar, Intellectual2

Property and Constitutional Norms, 104 Colum. L. Rev. 272 (2004).   The regulatory theory of
property has been developed in Shubha Ghosh,  Patents and the Regulatory State: Rethinking the
Patent Bargain Metaphor After Eldred,  19 BERKELEY TECHNOLOGY LAW JOURNAL 1315-1388
(2005).
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I.   The Metaphor of Regulation and Property  in Intellectual Property Law

Much ink has been spilled, both literally and metaphorically, over the debate of
intellectual property’s status as property.   This focus on ontology, what intellectual property is,
comes at the expense of teleology, what goals intellectual property serves, both actually and
normatively.    This Article takes a novel, nonobvious, distinctive, and original tack to1

constructing a theoretically coherent and practical framework for understanding intellectual
property as a regulatory system.   To conceptualize  intellectual property as regulation is to2

identify parallels between the current debate over intellectual property reform and a concurrent
debate over deregulation.   As I demonstrate in this Article, the debate over deregulation can
inform three important aspects in the intellectual property debate: the role of the consumer, the
importance of potential competition, and the place of the administrative state in the formulation
of intellectual property.  Hence, the title of this Article: the argument presented both decodes
intellectual property as regulation and recodes it with the language of deregulation.

Despite all that has been written about the nature of intellectual property, the answer to
the riddle of what is intellectual property is relatively simple.  Intellectual property consists of
statutes (federal patent, copyright, and trademark laws; state trademark, trade secret, and right of



Electronic copy of this paper is available at: http://ssrn.com/abstract=935145

Ghosh–Natural Monopoly & IP       Page 2 of 62

    

 For an overview of the doctrine, see John Schechter & John Thomas, Intellectual3

Property (2004).

 The conception of the activities regulated by intellectual property law is more fully4

developed in Shubha Ghosh,  The Fable of the Commons: Exclusivity and the Construction of
Intellectual Property Markets, U.C. DAVIS LAW REVIEW (forthcoming 2006); Shubha Ghosh, 
How to Build a Commons: Is Intellectual Property Constrictive, Facilitating, or Irrelevant?, in
INFORMATION COMMONS (Elinor Ostrom and Charlotte Hess, eds.) (MIT Press, forthcoming).  
For an economic analysis that tries to fit both personal and property rights under the broader
umbrella of freedom and starts from the assumption of activities rather than rights, see Thomas
Gale Moore, An Economic Analysis of the Concept of Freedom, 77 Journal of Political Economy
532 (1969). 

 See George Lakoff & Mark Johnson, Metaphors We Live By 244-245 (2003).5

publicity laws) and common law decisions providing a gloss on  these statutes.    This body of3

law serves to regulate the activities associated with marketing, creating, and inventing new
products and services.    Once intellectual property is properly understood as regulation, a whole4

host of institutional and policy issues become unlocked.  For example, a regulatory view of
intellectual property allows the reconciliation of the exclusive rights of various forms of
intellectual property with the public benefit that is meted out through such doctrines as fair use,
experimental use, first sale, reverse engineering, and the legal standards for injunctive relief.  
Neither purely proprietary nor purely public, neither purely a means  for commercial
aggrandizement nor a set of cultural signifiers, intellectual property conceptually combine
various legal and equitable tools for regulating creative and inventive activities.

 This article will develop the idea of intellectual property as regulation by appeal to an
important scholarly literature on the economics of regulation, the theory of natural monopoly. 
Applying the theory of natural monopoly and its criticisms to intellectual property incorporates
issues of consumer demand, administrative agencies, and market institutions into intellectual
property policy.  

The application of natural monopoly theory to intellectual property enriches the rhetoric
of intellectual property law and policy, providing an alternative metaphor to that of property,
which is commonly used to understand intellectual property.   The rhetorical device of metaphor,
however,  is potentially misleading for understanding patents, copyrights, trademarks and related
fields.   To say X is like Y can very easily lead to saying X and Y are the same, a move that
unfortunately has affected the debate over intellectual property.   But as Professors George
Lakoff and Mark Johnson warn, a common misconception is that metaphor is based on
similarity.   This misconception consistently arises in intellectual property as patents, copyrights,5

and trademarks are reflexively understood in terms of real and personal property.   But, as 
Lakoff and Johnson teach, the use of metaphor acknowledges two domains with multiple
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 See Richard A Posner, Natural Monopoly and Its Regulation (1999).  For an example of7

natural monopoly in the case law, see Munn v. Illinois, 94 U.S. 113 (1876). Even though the
opinion does not use the phrase “natural monopoly,” its discussion of property and regulation
parallels the analysis of this Article with its focus on intellectual property as a regulatory system. 
For the earliest usage of the phrase “natural monopoly,” see Richard T. Ely, Social Studies: The
Future of the Corporation, 75 Harper’s New Monthly Magazine 258, 261 (July 1887).  For an
early discussion of monopoly privileges, which has echoes of contemporary analyses of natural
monopolies, see T.H. Farber, The State in its Relation to Trade 78-79 (1883).

mappings from one domain to the other.   To say that property is the metaphor for patents,6

copyright, and trademarks implicitly acknowledges that the domain of property and the domain
of what is collectively referred to as intellectual property are distinct.  One domain may map onto
the other, but they are separate and the analogy is an interpretative device to understand the law
of  patents, copyrights, and trademarks.  Where the analogy is not instructive, it fails and other
interpretative devices need to be found.  

The theory of natural monopoly provides another metaphorical device, with all the limits
of any metaphor, including that of property.  Natural monopoly, in law and in economics,
describes a market in which only one firm can survive through competition because of the cost
and demand structure in the marketplace.     The theory of natural monopoly explains why
regulation is needed in such markets and, more importantly, what shape the regulation should
take.   Intellectual property is often understood as a type of natural monopoly.   Although no one
argues that intellectual property results in what would be a monopoly under antitrust law, a
market with one firm that has power to affect price, the exclusivity associated with intellectual
property can be understood in the same terms as the exclusivity enjoyed by a natural monopolist.  
 Intellectual property scholarship and doctrine implicitly or explicitly justifies the grant of
exclusivity by appealing to the high fixed costs of producing and the negligible marginal cost of
distributing the subject matter of patents, copyrights, and trademarks.    This cost structure also
justifies natural monopolies and their regulation.    Hence, the metaphor of natural monopoly
serves to map the domain of regulation onto several doctrinal elements of patent, copyright, and
trademark law.

To the extent that natural monopoly serves as a competing metaphor for intellectual
property,  the criticisms of natural monopoly need to be acknowledged in structuring intellectual
property through the lens of natural monopoly theory.   Judge Richard Posner, who explicitly
distinguishes intellectual property and other legal privileges from natural monopoly, presented a
compelling case for reforming natural monopoly regulation in the 1970's.   His work provides a7

model for privatizing natural monopolies, such as public utilities and telecommunications.  
Intellectual property can similarly be reformed and recast through the criticisms of natural
monopoly, documented by Judge Posner.   This rhetorical move, however, has implications that
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contrast with reforms of public utilities and communications.  While deregulation of traditional
natural monopolies leads to the strengthening of private property rights, reforming intellectual
property leads to the limiting of private rights and the recognition of public interest and public
values in intellectual property.    Criticisms of natural monopoly when applied to intellectual
property challenge the exclusivity of patents, copyrights, and trademarks and permit the
development of  intellectual property law more oriented towards the public interest.

The parallel between criticisms of natural monopoly that promote privatization and the
those that limit the exclusivity of intellectual property share a common appeal to freedom.  For
conservatives who criticize public utility regulation, the goal is freedom from government
bureaucracy that hampers consumer choice and the technological developments of the
marketplace.  For liberals who criticize strong intellectual property rights, the goal is freedom
from the stranglehold of rights owners on users that hampers inventive, creative, and expressive
processes.  More subtly, however, the parallel reflects that the deregulatory move, whether
involving utilities or intellectual property, is actually a “re-regulatory” one, entailing the
transformation of regulatory structures rather than their extinction.

The parallel also illustrates the use and limits of metaphor and analogy in legal analysis. 
By exploring the metaphor of natural monopoly, I intend to create a counternarrative to the
current pervasive stories being told about intellectual property.  This counternarrative provides
substance to my proposed view of intellectual property as a system of regulation, consistent with
its statutory and common law foundations.   Furthermore, developing the regulatory approach
through an examination of how natural monopoly theory and its critiques informs intellectual
property has three implications.   First, a deeper consideration of the demand side of intellectual
property allows for a more integrated consideration of the user in intellectual property systems.  
Second, the new economics of regulation refocuses attention on the role of administrative
agencies in intellectual property systems. Third, moving beyond old fashioned natural monopoly
thinking allows consideration of the political economy of intellectual property and a recognition
that intellectual property systems entail both a set of markets for producing and distributing the
subject of intellectual property and a set of legal and social rules for how these markets are
structured and regulated.  This last point has implications for intellectual property and antitrust as
well as intellectual property and economic development. 

 I structure my argument into three parts.  The first part, presented in Section Two,
documents the pervasiveness of the natural monopoly metaphor in intellectual property
scholarship and case law.  In this section, I examine current scholarship on intellectual property
and the metaphor of property, the use of the term natural monopoly in intellectual property case
law, and most importantly, the use of reasoning that parallels natural monopoly theory in
intellectual property doctrine.  The second part of my argument, presented in Section Three,
presents the developments of natural monopoly theory and its criticisms in the economics and
public policy literature.  This second step decodes the natural monopoly metaphor and provides
the basis for the third part of my argument, presented in Section Four, which presents a recoding
of natural monopoly metaphor in intellectual property law.   My recoding of the natural
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 See, e.g., Figueroa v. United States, 66 Fed. Cl. 139 (Fed. Cl. 2005)(discussing patent as8

a system of reward).

 See Eldred v. Ashcroft, 537 U.S. 186 (2003)(justifying retroactive intellectual property9

protection as an incentive to disseminate works). 

 See, e.g., Bleistein v. Donaldson Lithographing Co., 188 U.S. 239 (1903)(granting10

protection to even “low works” of creation, such as an advertising poster).

monopoly metaphor provides the basis for more critical consideration of consumer values,
administrative agencies, and distributional and development issues in intellectual property law. 
Section Five summarizes and concludes.  

II. Denaturalizing Natural Monopoly Thinking: An Exercise in Creating Metaphor

This section demonstrates the use explicit and implicit use of the metaphor of natural
monopoly in intellectual property scholarship and doctrine.   Outlining the contours of this
metaphor initially requires surveying the foundations of intellectual property in the familiar
argument about incentives.

The language of incentives pervades intellectual property law.  Some courts and
commentators describe the intellectual property grant as a reward for publicizing the fruits of
one’s creative efforts.    Others characterize intellectual property as a quid pro quo whereby8

exclusivity is granted in exchange for disclosure and dissemination to the public of valuable new
technologies and expressive works, both informative and entertaining.   Even proponents of9

intellectual property that start from a natural rights perspective, grounding the grant in the rights
of authors and inventors in the personality of the creator, emphasize the need for legal protection
to channel energies towards creative activities.    Given how pervasive the incentive rationale is,10

one would conclude that the foundations of intellectual property are settled, and the big debates
are over the application to controversies raised by new technologies and economic and social
changes.

But there are big problems with the justification of intellectual property through a story
about incentives.  The most obvious, that invention and creation occurs absent the grant of
intellectual property, is perhaps the least interesting.  The problem with the incentives story is
that it predicts very little about the structure of intellectual property rights, except for the
implication that intellectual property rights need to be strong as possible in order to maximize the
incentives.  While there may be some limits on rights in order to protect cumulative innovation
and improvements, consistent with the incentives story, these limits are, in practice, introduced
as an afterthought and as ad hoc exceptions to the assumption that intellectual property rights
need to be as strong as possible.  
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  One illustration of the relationship between average costs and incentives is seen in the11

debate over the free riding rationale in intellectual property.  See Lemley, supra note 1 at 1059
(suggesting the intellectual property protection should be set  “to the extent necessary to enable
[creators and inventors] to cover their average fixed costs”); Duffy, supra note 1 at 1093
(explicitly adopting approach to intellectual property based on natural monopoly theory).  For a
discussion of the crosscurrents of intellectual property and natural monopoly, see Douglas G.
Baird, The Story of INS v. AP: Property, Natural Monopoly, and the Uneasy Legacy of a
Concocted Controversy (Unfair Competition), in Jane C. Ginsburg & Rochelle Cooper Dreyfuss,
eds., Intellectual Property Stories 9-35 (2006).   Many of the ideas in Professor Duffy’s paper
builds on John F. Duffy, The Marginal Cost Controversy in Intellectual Property, 71 U. Chi. L.
Rev. 37 (2004). 

 The relationship between innovation and market structure is a rich subject for research. 12

For an overview of these arguments, see Arnold Plant, The Economic Aspects of Copyright in
Books, __ Economica 167 (1934)(book publishing); Fritz Machlup, An Economic Review of the
Patent System, Study of the Subcommittee on Patents, Trademarks, and Copyrights of the
Committee on the Judiciary, United States Senate, 85  Congress, Second Sessionth

(1958)(surveying existing literature on innovation and questioning need for patent system);
Partha Dasgupta & Joseph Stiglitz, Industrial Structure and the Nature of Innovative Activity, 90
The Economic Journal 266-293 (1980); Edwin Mansfield, Patents and Innovation: An Empirical
Study, 32 Management Science 173 (1986); Wesley M. Cohen & Richard C. Levin, Empirical
Studies of Innovation and Market Structure, in Handbook of Industrial Organization Vol. II ( R.
Schmalensee & R.D. Willig, eds.) 1060 (1989); Naomi R. Lamoreaux & Kenneth L. Solokoff,
Long-Term Change in the Organization of Inventive Activity, 93 Proceedings of the National
Academy of Sciences of the United States of America 12686 (1996).   

This article focuses on one of the errors in the incentive story.  The error is that
intellectual property protection is needed in order to correct the market failures arising from the
combination of the high fixed costs of creating and the low marginal costs of distributing the new
products that are the subject of intellectual property.    My argument is that this error appears in11

many critical intellectual property cases and academic commentary.   When strong intellectual
property rights are justified in terms of the prevention of  free riding, a version of this error is
made.   The error is also made when intellectual property is limited in order to give the owner
enough of an incentive to create the work initially.   In both instances, intellectual property rights
are being determined by the costs of creating and distributing the work.  I am not denying that
industries in which intellectual property rights are common (e.g. pharmaceuticals, entertainment,
software) have unusual cost structures that make competition difficult to implement and hence
intellectual property necessary.   My point is that cost structure by itself tells us very little about12

the details of how to structure intellectual property systems and implement policies.  An
emphasis on cost structure alone ignores the broader market and institutional arrangements which
intellectual property helps to shape.  Basing intellectual property law on a consideration of cost
overemphasizes the importance of cost and trivializes the role of distribution and consumption.
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 See supra note 1. 13

 See, e.g., Richard Epstein, Cybertrespass, 70 U. Chi. L. Rev. 73 (2003); William14

Landes & Richard Posner, The Economics of Intellectual Property (2003).

 See, e.g., Dan L. Burk & Mark A. Lemley, Is Patent Law Technology Specific?, 1715

Berk. Tech. L. J. 1155 (2002).  

 For a discussion of these expansions, see Pamela Samuelson, Enriching Discourse on16

Public Domains, 55 Duke L. J. 583 (2006). See also Kevin Outterson, The Vanishing Public
Domain: Antibiotic Resistance, Pharmaceutical Innovation and Intellectual Property Law, 67
Univ. Pitt. L. Rev. 67 (2005).  

  See FTC, To Promote Innovation: The Proper Balance of Competition and Patent Law17

and Policy, ch. 3, pp. 38-39 (Oct.2003), available at http://www.ftc.gov/os/2003/
10/innovationrpt.pdf (discussion of injunctive relief and potential abuses).

The metaphor of natural monopoly appears explicitly and implicitly in legal scholarship
and case law.    I look at each in turn, focusing first on legal scholarship, turning next to explicit
use of the phrase “natural monopoly” in case law, and concluding with an analysis of how natural
monopoly concepts inform the adjudication of patent, copyright, trademark, and antitrust cases
that implicate intellectual property.

A.  Legal scholarship

The debate over whether intellectual property is property rages through the law reviews
and intellectual property conferences.    Academic focus on this debate is sparked by the13

tendency to understand intellectual property infringement in the language of trespass with the
implications of strong legal protection.    Industry groups jump on the language of property to14

espouse expansions of intellectual property rights through extending the duration of copyrights,
lowering of the standards for nonobviousness,  expanding the domain of patents and15

trademarks,  endorsing strong injunctive relief,   narrowing traditional defenses such as fair16 17
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 See, e.g., Julie Cohen, Copyright, Commodification and Culture: Locating the Public18

Domain, in The Future of the Public Domain (L. Guibault & P.B. Hugenholz, eds.) 121-166
(2006).  

 See Katherine Strandburg, What Does The Public Get?: Experimental Use and the19

Patent Bargain, 2004 Wis. L. Rev. 81 (2004); Elizabeth A. Rowe, The Experimental Use
Exception to Patent Infringement: Do Universities Deserve Special Treatment?, 57 Hastings L. J.
921 (2006).  

 Se, e.g., Brett Frischmann & Dan Moylan, The Evolving Common Law Doctrine of20

Copyright Misuse: A Unified Theory and Its Application to Software, 15 Berkeley Tech. L. J.
865 (2000).  

 For an analysis of this shift, see Shubha Ghosh, Exclusivity–The Roadblock to21

Democacy?, 50 Saint Louis L. J. 799, 804 (2006).  

 See, e.g., Carrier, supra note 1. 22

 See Justin Hughes, Copyright and Incomplete Historiographies: of Piracy,23

Propertization, and Thomas Jefferson, 79 S. Cal. L. Rev. 993, 1073 (2006)(urging the use of the
category property with transparency).

 See Brett Frischmann & Mark Lemley, Spillovers, Columbia L. Rev. (forthcoming).24

use,  experimental use,  and misuse,  and generally shifting the focus of intellectual property18 19 20

from competition and the regulation of inventive and creative activities to  innovation, high
technology, and industrial concentration as spurs to economic growth and development.   21

Perhaps, more disturbingly, advocates for intellectual property users that challenge the efforts of
intellectual property owners also adopt the language of property.   Framing the debate in terms22

of the language of the commons or by reference to common law doctrines such as easements and
necessity implicitly endorse the notion of intellectual property as a form of property, ignoring the
broader regulatory and legislative background to intellectual property.

Despite forces to the contrary, academic debate on the status of intellectual property as
property generally points in the right direction.  To ask whether intellectual property is property
is to ask how property rights are to be defined over the products of creative and inventive
activities.    The need for property rights comes from the presence of external benefits that arise23

from creation.   If I invent a new drug or produce  a new movie, anyone who accesses the drug24

or movie for whatever purpose benefits.  The question is should the creator appropriate a portion
or all of these resulting benefits.   Markets can standardize traditional goods and services so that
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 For an analysis of the function of the market system, particularly its role in25

standardizing products and services, see Charles E. Lindbloom, The Market System: What It Is,
How It Works, and What To Make of It (2001); John McMillan, Reinventing the Bazaar: A
Natural History of Markets (2002).  For an analysis of how markets can be formed for public
goods, like the subject matter of intellectual property, through mechanisms of partial or complete
exclusion, see William Oakland, Public Goods, Perfect Competition, and Underproduction, ___
J. Pol. Econ. 927-939 (1974).

 See Ghosh, supra note 21 at 824-825. 26

 See supra note 1.27

 See Lemley, supra note 1 at 1031.28

 Id. at 1032.29

 See Duffy, supra note 1 at 1078.30

the benefits can be contained and appropriated by the seller.   Intellectual property law provides25

some degree of standardization and this standardization permits exclusion by the owner.   But the
standardization and resulting exclusion means that many of the benefits may be lost.   For
example, when a cure for a disease is embodied in a pill that no one can experiment with or
replicate without violating patent law, then the inventor of the cure can capture the benefits but at
the expense of some potential uses, unless the inventor chooses to license these uses.  The same
argument holds for the expression that is captured in a song, movie, photograph, sculpture,
computer program, brand name, logo, product packaging, or other subject matter of intellectual
property.    In short, the academic debate over intellectual property as property is a debate over
how strong the property rights of intellectual property should be.26

When understood this way, the metaphor of property becomes more understandable.  The
metaphor serves as a stencil against which to form intellectual property rights.    Recasting the
debate over property as one over the scope of property rights also demonstrates how the
metaphor of natural monopoly enters into the debate.   The recent debate between Mark Lemley
and John Duffy is an excellent example of how the property metaphor shifts into the natural
monopoly metaphor.    Professor Lemley accurately states that intellectual property law has27

always been and should continue to be about establishing the proper incentives for creating and
inventing as exceptions to the norm of competition.     He concludes “that there is no economic28

justification for granting inventors and creators the right to control positive externalities flowing
from their creations, except to the extent necessary to enable them to cover their average fixed
costs.”     Professor Duffy also accurately states that there is a need for a unified theory of29

property that can explain all the varied items that have some characteristic of property, land,
patents, copyrights, and ordinary goods.    Interestingly, for the purposes of this article, he cites30

as one hint of a possible unified theory, his “own work has shown the similarities between
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 Id. at 1093.31

 See Duffy, supra note 11.32

 See Ghosh, supra note 2.33

 Lemley, supra note 1 at 1058.34

 For an overview of this literature, see Ronald R. Braeutigam, Optimal Policies for35

Natural Monopolies, in Handbook of Industrial Organization Vol. II (Richard Schmalensee &
R.D. Willig) 1291-1299 (1989). 

 Duffy, supra note 1 at 1079. 36

intellectual property and a particular form of physical property--properties having natural
monopoly characteristics.”  31

What is remarkable about this exchange is how readily the metaphor of property gives
way to that of regulation.  Explicitly, Professor Duffy appeals to natural monopoly theory to
show a family resemblance between the debate over marginal cost pricing and the treatment of
intellectual property.   I discuss this resemblance, particularly criticisms of natural monopoly32

theory, in the next section.  My point here is that Professor Duffy’s call for a unified theory of
property may actually be found in a theory of regulation, which explains how different types of
property rights serve to regulate different types of conduct whether involving the development of
land, the sale of goods, or the appropriation of benefits from creative and inventive activities.  
To the extent that intellectual property law is analogous to the law of natural monopoly, then the
question is what justifies the respective bodies of law.    Furthermore, the criticisms of natural33

monopoly regulation would apply, a fortiori, to intellectual property law.   The metaphor invites
both the bitter and the sweet, and to the extent that natural monopoly regulation has given way to
the political and economic preference for freedom and competition, then so should intellectual
property.

While the reminder that intellectual property is about incentives to create in a competitive
environment does not seem to implicate natural monopoly, Professor Lemley’s conclusion  that
rights should create enough exclusion to allow the creator “to cover their average fixed costs”34

sounds like classic natural monopoly regulation.     Professor Duffy questions the proposal35

because in a competitive market, with functioning capital markets, creators should be able to
recover their fixed costs.   The scope of intellectual property rights would therefore determine36

only what types of works are created and marketed in a competitive market.   But if the subject of
intellectual property is like natural monopoly, the real issue is whether markets would be
functioning as competitively as Professor Duffy suggests.   When markets are not competitive,
then intellectual property law can serve to determine both what types of works are created and
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 The point about imperfect competition is made partly in Mark A, Lemley, What’s37

Different About Intellectual Property?, 83 Tex. L. Rev. 1097 , 1102-1103 (2005).

 See Yochai Barzel, Economic Analysis of Property Rights (1997).  38

 See Braeutigam, supra note 35 at 1292.  39

 Id. at 1293.40

marketed and what the market looks like for these works.    Professor Duffy is assuming that the37

case for intellectual property rights is the same as the case for property rights in competitive
markets, an argument usually associated made by libertarians for governments limited to
enforcing property and contract rights.     Professor Lemley’s  proposal for defining rights to38

cover average fixed costs recognizes that the market for works protected by intellectual property
may not be competitive.   Furthermore, the proposal sounds quite a bit like rate regulation for39

natural monopolies, which attempts to set rates for public utilities in order to cover the average
cost of production.   Rate regulation is designed to mimic the perfectly competitive outcome that
is unattainable because of the presence of average costs that are declining relative to the demand
in the marketplace.   Professor Lemley’s argument about fixed costs and intellectual property,40

unintentionally, parallels this argument.

In this section, I have shown that the metaphor for property in intellectual property shifts
to a metaphor for natural monopoly, inviting thinking of intellectual property law as a form of
regulation.  In the next two subsections, I show how the metaphor of natural monopoly explicitly
and implicitly appears in the case law.

B.  Explict References to Natural Monopoly in the Intellectual Property Caselaw

A search of the ALLCASES database in Westlaw uncovers inconsistent use of the term
“natural monopoly” in cases involving intellectual property.  The concept of fixed costs arises
quite consistently in intellectual property remedies cases where the fixed costs of the alleged
infringer are an issue for calculating profits that are recoverable as damages.    But there is no
discussion of the fixed costs of intellectual property owners although, as I explain in the next
section, there is discussion of the effort of creating a work as a factor in determining intellectual
property protection.  Despite the infrequent reference to “natural monopoly” in the cases, the few
references are worthy of comment.

Some cases imply a close proximity between intellectual property and natural monopoly.  
In Roberts v. Sears, Roebuck & Co., a 1983 patent infringement case from the Seventh Circuit,
Judge Posner cautiously rejects the treatment of a patent right as a monopoly, but does cite in a
footnote a speech by the Judge Markey, then Chief Judge of the United States Court of Appeals
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 723 F.2d 1324 (7  Cir. 1983).41 th

 527 F. Supp. 758 (D.Del. 1981).42

 76 N.E. 424 (Ind. App. 1905).43

 Id. at 42844

 Id. at 430.45

for the Federal Circuit, that “the inventor has a ‘natural monopoly’ at the moment the invention is
conceived..”   But the Chief Judge is quoted as going on to say that “[t]he genius of the patent41

system is that disclosure of the invention is encouraged; the inventor cedes his natural monopoly
in exchange for a short-term property right.”  While this statement distinguishes natural
monopoly from the patent grant, it recognizes that the act of inventing creates a natural monopoly
that is superceded by the patent.   A similar style of thinking can be seen in Broadcast Music, Inc.
v. Moor-Law, Inc., a 1982 district court case involving copyright infringement, where the court
states that the parties 

are in basic agreement about many features of the market, including the applicability
of the economic concepts of natural monopoly and public goods.

Both parties' experts agreed that this market has natural monopoly characteristics.
Because there are thousands of individual copyright “sellers” seeking to deal with
thousands of GLA buyers, the potential transaction costs are very high. Economies
of scale exist as sellers band together to spread transaction costs of identical
transactions over a larger group. Thus, some pooling of copyrights by individual
copyright holders is a necessity in order to take advantage of the natural monopoly
characteristics of the market.42

The court relied on this characterization of market failures to rule that BMI was not in violation
of the antitrust laws.   Finally, the most striking case  which suggests the similarity between
natural monopoly and intellectual property is Monaghan v. City of Indianapolis, a 1905 Indiana
appellate decision involving a successful challenge to a city’s competitive bidding for the right to
pave the streets with a patented paving material.   The majority found that the competitive43

bidding was defective because the presence of the patent kept the bidding process from being
competitive.   The dissent stated unequivocally that “there can be no difference between a patent44

and a natural monopoly” and argued that the competitive bidding process for the paving with a
patented material was no different from competitive bidding for a public utility franchise.  45

These three cases indicate the often inconsistent use of the term “natural monopoly” in
the case law.   The phrase “natural monopoly” appears also in a sentence that appears originally
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 437 F. 2d 1336 (9  Cir.  1970).46 th

 Ajir v. Exxon Corp., 1995 WL 429234 (N.C. Dal. 1995); Sadler v. Rexair, 612 F. Supp.47

491 (D. Mont. 1985); Dimidowich v. Bell & Hoewll, 590 F. Supp. 45 (E.D. Cal. 1984); Island
Tobacco Co. v.  R;J. Reynolds, 513 F. Supp. 726 (D. Hawaii 1981).

 Disenos Artisticos v. Work, 676 F. Supp. 1254 (E.D.N.Y 1987); Sweeney v. Texaco,48

Inc., 478 F. Supp. 243 (E.D.Pa. 1979); Neugebauer v. Abell Co., 474 F. Supp. 1053 (D. Md.
1979); Wales Home Remodelling Co., Inc. v.  Alside Aluminum, Corp., 443 F. Supp. 908 (E.D.
Wis. 1978); Gelardi Corp. v. Miller Brewing Co., 421 F. Supp. 237 (D.N.J. 1976); Cicone v.
Schmidt, 403 F. Supp. 643 (E.D. Pa. 1975).

 Trixler Brokerage Co. v.  Ralston Purina Co., 505 F.2d 1045 (9  Cir. 1974); Bushie v.49 th

Stenocard Corp., 460 F. 2d 116 ((th Cir. 1972).

  Stearns v. Genrad, Inc., 752 F. 2d 942 (4  Cir. 1984); Spectrofuge Corp. v. Beckman50 th

Instruments Inc., 575 F. 2d 256 (5  Cir. 1978). th

 351 U.S. 377 (1956).51

 218 U.S. 180 (1910).52

in a Industrial Bldg. Materials v. Interchemical Corp., a 1970 Ninth Circuit case: “[A]
manufacturer has a natural monopoly over his own products, especially when the products are
sold under trademarks.”   Variations of this phrase appear in fourteen cases following Industrial46

Bldg. from 1970 to 1999.   All of them are antitrust cases involving market definition, four are
from district courts in the Ninth Circuit,  six from district courts in other circuits (Second,47

Fourth, and Third),  two from the Ninth Circuit,  and two from other appellate circuits (Fourth48 49

and Fifth).   50

Two things are interesting are about this phrase.  The first is the connection being made
between trademarks and natural monopolies.  The suggestion is that each manufacturer has some
exclusivity in his own product, arguably created from locational or other advantages, and that
trademark law serves to strengthen this exclusivity. Of course, courts have correctly recognized
that the type of exclusivity described in this sentence does not rise to market power for antitrust
purposes.  The second, and more troubling, aspect of this statement is its origin.  The Ninth
Circuit in Industrial Bldg. attributes this sentence to the Supreme Court’s antitrust decision in
United States v. DuPont,  a 1956 case dealing with market definition in the market for51

cellophane.  The problem is that this phrase does not appear in the case literally.  The Court does
not use the term “natural monopoly” in that case although the Court has used that term in twenty-
two cases, starting with City of Omaha v. Omaha Water Co.  and most recently in Kelo v. City52
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 125 S. Ct. 2655 (2005).53

 807 F.2d 520(7th Cir. 1986).  54

 752 F.2d 261 (7  Cir.  1984). 55 th

 807 F.2d at 538.  56

 126 S. Ct. 1281 (2006).  57

of London.     The Court in DuPont does suggest that a manufacturer might have some53

advantages in the marketplace, but it does not expressly connect this to trademarks or other
intellectual property.  The introduction of the term of natural monopoly and its association with
intellectual property, specifically trademarks, has uncertain origins and reflects, in general, the
undeveloped use of the term in the legal lexicon.

Finally, one case expressly rejects equating a patent with a natural monopoly.  In Fishman
v. Estate of Wirtz, a 1986 antitrust case involving a professional basketball franchise, the
Seventh Circuit stated in a footnote that “[a] patent is not a natural monopoly in the same sense
as is a franchise for the provision of electric power.”   The court’s reference to patents arose in54

its discussion of its precedent in Brunswick Corp. v. Riegel, an antitrust case involving a dispute
over the patenting of a process for making anti-static yarn  obtained through a confidential
relationship.     The Fishman court cited Riegel for the proposition that mere improper55

acquisition of a patent does not state an antitrust violation since the claim entails harm to a
competitor rather than to the competitive process.  As the Fischman court noted, “[t]he market
could accommodate two or more producers of antistatic yarn but-to advance policies wholly
divorced from those informing the antitrust laws-an administrative decision is made to confer a
temporary monopoly on one producer.”   This analysis reflects the current view of patent and56

monopoly and is effectively endorsed by the Supreme Court’s 2006 decision in Independent Ink
v. Illinois Tool, holding that the ownership of a patent did not create the presumption of market
power. In an antitrust tying claim.  57

While the term “natural monopoly” has infrequent and inconsistent usage in the case law,
the concept of natural monopoly has had influence in how courts have shaped intellectual
property doctrine.  I turn to this point in the next subsection.

C.  The Concept of Natural Monopoly

I have tried to show the usage of the term “natural monopoly” in the scholarly literature
and caselaw.  I now turn to what this phrase means as developed in the economics literature on
regulation.
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  For standard references on the topic of natural monopoly and its regulation, see58

Sanford V. Berg & John Tschirhart, Natural Monopoly Regulation: Principles and Practice 21-24
(1988); Daniel F. Spulber, Regulation and Markets 513-514 (1989).   I am adopting a very simple
notion of declining average cost in the text for exposition purposes.  The technical legal
requirement for natural monopoly is subadditivity of cost functions, which intuitively means that
it is relatively cheaper to produce in one big plant than in several small plants.   The definition of
subadditivity is related to the concept of increasing returns to scale, which states that increasing
all inputs proportionately more than proportionately increases production of the output.   In the
vernacular, both concepts capture the notion that the whole is bigger than the sum of the parts,
either from the perspective of costs or from output.  The concepts of declining average cost and
increasing returns to scale are distinct, however.  Increasing returns to scale implies the declining
average cost but not vice versa.   As the text indicates, average costs might be declining because
of the presence of large fixed costs, that result from the presence of large capital costs in
infrastructure.  For an excellent summary of these issues and the puzzles they pose for economic
theory, written for the lay audience, see David Warsh, Knowledge and the Wealth of Nations: A
Study of Economic Discovery (2006).  

 See Berg, supra note 58 at 23.  In the context of intellectual property, it is worth59

separating the costs of production and distribution.  In many instances, creating the work may
require a large expenditure of costs, such as developing labs and investing in research and
development.   But some works may not require much expenditure at all, such producing music
or writing a poem.  However, in all instances, once the work is produced, copying and
distributing the work may be minimal.  Therefore, it is safe to say that the subject of intellectual
property may demonstrate declining average cost of production but very likely will demonstrate
decline average cost of distribution.   This distinction will have implications for how the market
for intellectual property protected works should ideally be structured.  More to the point of this
section, natural monopoly type regulation may be appropriate as a model for the distributional
issues affecting intellectual property, but not necessarily the production issues.

 See the discussion in note 59, supra.   Fora discussion of these issues of production and60

distribution in an economic model of monopolistic competition, see Christopher Yoo, Copyright
and Product Differentiation, 79 N.Y.U. L. Rev. 212 (2004) 

A natural monopoly arises when the average costs of producing a product or service
declines as more of the product or service is supplied to the market.    Because of declining58

average costs, it is more efficient from the perspective of lowering the average cost of production
to have one firm service the market rather than duplicate expenditures.   Average costs are59

falling either because there are huge fixed costs to production or because the costs of producing
an additional unit of the product or service is negligible.   I explore the economics of natural60

monopoly more thoroughly in Section Three.  I present the standard definition here to highlight
the elements that are critical for the existence of a natural monopoly, the presence of high fixed
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 See 35 USC § 103(a).63

 See, e.g., Arkie Lures v. Gene Larew Tackle, Inc., 119 F.3d 953 (Fed. Cir.64

1997)(illustrating use of secondary considerations such as commercial success in nonobviousness
analysis).

costs or the negligible marginal costs.   In considering the intellectual property case law, I
considered many instances where the high cost  of producing the work was a critical factor in
shaping intellectual property rights.  I examine these cases and suggest that to the extent that a
court has emphasized costs as a factor in creating a work, it implicitly adopts a natural monopoly
metaphor for intellectual property.    What this metaphor means is something I explore in
Sections Three and Four.  But for the purposes of this section, I document these cases to show
that the metaphor arguably has influence in the doctrine.

I break the cases down into three categories: 1. Patent and copyright cases; 2. Trademark
cases; and 3.  Antitrust cases that implicate intellectual property.

1.  Patents and copyright

The metaphor of natural monopoly appears in patent and copyright whenever protection
is accorded to a work based on how much expense and labor is used to protect it.   Patent and
copyright have moved in divergent directions on this point.  With the rejection of the sweat of the
brow doctrine in the Feist decision,  copyright protection rests more firmly on a personality61

theory of expression rather than an incentive theory.  Consequently, expense and labor have, in
theory, very little to do with copyright protection.  Patent law, by contrast, contained what could
be called a personality theory of inventorship in its pre-1952 version of the doctrine of
nonobviousness.    Wholly a common law doctrine, nonobviousness was determined through
findings of flashes of genius or ingenuity in inventing a novel work that was a significant step
beyond the prior art.    The judicial analysis was not far from how some courts approach the62

originality inquiry in copyright after Feist.    With the enactment of the 1952 Patent Act,
Congress codified the nonobviousness doctrine in an attempt to create a more objective approach
to determining nonobviousness that did not rest on the manner in which the invention occurred.  63

Ironically, current nonobviousness doctrine sometimes seems to focus even more on expense and
labor in a way that echoes the pre-Feist copyright cases, particularly those in the Nineteenth
Century.   Despite this divergence, the case can be made that both patent and copyright cases64

still appeal to factual determinations of the cost and effort of creation in concluding whether a
work is protected.
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  Brenner v. Manson, 383 US 519, 531 (1966).65

The role of cost and effort in patent law can be seen in the treatment of pharmaceuticals
in particular and in the doctrines of utility and nonobviousness.   The debate over pharmaceutical
patents focuses not only on the high price of pharmaceutical products to the consumer but also on
the high cost of creating the products.   These high costs are often used to justify protection both
in the developed and even more in the developing world.   The arguments for controlling pricing
or imposing other limits on the exclusivity provided by patent echo many aspects of natural
monopoly.   Absent exclusivity, it is argued that firms would engage in duplicative expenditures
and destructive competition that would undermine the industry.  Furthermore, given the
negligible cost of producing an additional unit of the product, the case is made that the price of
the product would be driven to zero in the face of competition.  As a result, the exclusivity of
patent law is justified in the same way as the exclusivity for a public utility.  This analogy will be
explored in more detail in Section Three.

While the parallels between pharmaceuticals and natural monopoly are well documented, 
the prevalence of the natural monopoly metaphor in the utility and nonobviousness doctrines has 
not been recognized.  Patent’s utility doctrine requires that the applicant show some general and
sometimes specific application for the invention before the patent can be granted.  As the
Supreme Court famously stated in Brenner v. Manson, its last decision to address the utility
doctrine, “ A patent is not a hunting license.”    What this statement means on its face is that the65

patent is not a license to determine what the practical application of an invention is.  Rather, as
the Court completed its metaphor, a patent is a reward for a successful hunt.    The applicant
must have nailed the invention down, giving it substance and working out its usefulness.   More
importantly the applicant must have expended effort to show how the invention can be used.  
Given two inventors, both of whom may have invented a chemical process (to take the facts of
the Manson case), the inventor who has worked through the uses of that process gets the patent
while the inventor who has not done so fails.    The implication of the Court saying that the hunt
must have occurred before the patent is granted is that the inventor must have expended some
effort in order win patent rights.

Courts and the USPTO have grappled with the question of how much teeth to give to the
utility requirement as new technologies have developed.  With biotechnology, the question
became quite important as many companies moved towards sequencing the genomes of humans
and other animals, but without necessarily working out all the therapeutic and diagnostic
applications of the sequences.  The lowering of the utility requirement, particularly in light of the
bar set by the Court in Manson, shows how the standard is adjusted to grant rights when effort
becomes expended and needs to be rewarded.  In the case of genetic sequencing, the object of the
hunt was the particular sequences themselves, and the applications, while certainly important,
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 See, e.g., In re Brana, 51 F.3d 1560 (Fed. Cir. 1995).  But see In re Fisher, 421 F.3d66

1365 (Fed. Cir. 2005)(holding that applicant had not established specific and substantial utility
for express sequence tags). 

   See, e.g., In re Bell, 991 F.2d 781 (Fed. Cir. 1993)67

 See discussion in Arkie Lures, supra note 64.68

 Id.69

 CONTU stands for “National Commission on New Technological Uses of Copyrighted70

Works” and was established by Congress in 1975 to prepare a report on how copyright law
should adapt to the challenges from developments in software and the computer industry.  The
Commission issued its final report in 1978, and the report is available online at
http://digital-law-online.info/CONTU/PDF/index.html.

could be developed and patented later.     66

The goal of rewarding effort also can be found in the nonobviousness doctrine.     In
biotechnology, the nonobviousness doctrine permits the patenting of arguably obvious
homologues of known sequences in order to reward those who have identified new sequences
although they may be obvious variants of known sequences.  The Federal Circuit has recognized
the effort needed to sort through millions of possible codons and genetic mappings and therefore
has relaxed the standard in order to both promote and protect the expense associated with such
ventures.   The nonbviousness doctrine demonstrates this choice outside of biotechnology as67

well.  The controversial teach, suggest, motivate (TSM) approach to nonobviousness requires the
patent examiner, or other challenger to a patent, to establish how the prior art taught, suggested,
or motivated a particular invention to justify a finding of obviousness.  While this test was
created primarily to deal with the problem of subjectivity and hindsight bias in a nonobviousness
determination, one of the implications of the TSM approach is to reward patents based on effort
and expense.    Under the approach, one indication that an invention is nonobvious is that the68

prior art taught away from the inventive direction that the inventor adopted.  In other words,
inventors that took more difficult or less lighted paths in pursuing an invention are more likely to
establish the nonobviousness requirement.69

Copyright law also shows a tendency to reward labor and effort despite the express
rejection of the sweat of the brow doctrine in Feist.      In Apple v. Franklin, the Third Circuit
decision that set the precedent for the copyright protection of object code, the court cited the
findings of the CONTU  report that “[t]he cost of developing computer programs is far greater70

than the cost of their duplication” to conclude that “the jeopardy to Apple's investment and
competitive position caused by Franklin's wholesale copying of many of its key operating
programs would satisfy the requirement of irreparable harm needed to support a preliminary
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 See e.g., CDN, Inc. v. Kapes, 197 F. 3d 1256 (9  Cir. 1999) and case cites therein.  But72 th

see Southco, Inc. v. Kanebridge Corp., 390 F.3d 276 (3  Cir. 2004). rd

 See note 61 supra.73

injunction.”   Many preliminary injunction cases in copyright and patent also rely on these71

losses to the time and effort of the copyright owner to impose a preliminary injunction.  The cost
structure of the industry, as reported by CONTU, not surprisingly mirrors that of what one would
find in a natural monopoly.  

Post-Feist cases also illustrate the continuing sway  of sweat of the brow in determining
originality.  This influence  appears whenever a court interprets Feist to impose a low threshold
for originality.   In several cases, courts have extended copyright protection to price data or
compilation of statistics largely on the basis of the costs and effort taken to select, arrange, and
coordinate information.    While some courts have denied copyright protection because the72

creation was the result of slavish copying, other courts have found copyright protection based on
the market value created by the work, reflecting in part the costs of producing the work.  

The influence of the natural monopoly metaphor in copyright can also be seen in the
treatment of databases.  On this point, the United States seems to diverge from the natural
monopoly framework while Europe has seemed to succumb.  In the United States, copyright
protection of databases was determined by the Supreme Court in its 1992 decision Feist v. Rural
Telephone Service.   The decision affirmed two propositions.   The first is that copyright does73

not protect facts. The second is that copyright does protect the selection, coordination, and
arrangement of facts into databases, but does not protect mere "sweat of the brow," or the effort
expended in constructing the database.  These two propositions have been interpreted to mean
that copyright gets thin copyright protection in the United States.  A creator of the database
cannot use copyright law to protect raw data, but can use copyright law to protect creative
choices on how the data was selected, coordinated, and arranged in the database.   Cases
following Feist have  tested how thin copyright protection actually is, with the general conclusion
is that protection might extend to data when the data itself reflects the choices and judgement of
the creator.  Firms in database industries have pushed for greater protection through amendments
to the Copyright Act and to the enactment of sui generis legislation.  Neither of these initiatives
have been successful.

By contrast, the European Union Database Directive was enacted in 1996 in order to
make up for limited protection under the copyright laws of the member states.   The twin goals
were uniform and harmonized protection for databases and for greater protection than provided
under copyright law.    The European Court of Justice interpreted the Directive in British
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 [2002] E.C.D.R. 41.74

Horseracing Board v.  William Hill,   in which Hill was accused by the Board of violating its sui74

generis rights by using its gathered data on running horses as part of an Internet based betting
service.   The Court held in favor of Hill, finding that the Board's database was not protected
because it consisted of data that was created rather than gathered and that was of an official
nature.   The distinction made between created data and gathered data derived from the need for
sui generis protection to secure the effort and investment made in constructing the database.

The contrasting approaches to database protection on either side of the Atlantic provide a
helpful example of my discussion of natural monopoly theory and intellectual property.   The
European perspective almost wholly follows a natural monopoly rationale, grounding sui generis
protection for databases in the high fixed costs of producing a database.   In the British
Horseracing  Board opinion, reference is made to the millions of pounds spent by the Board in
making the database, a point that worked in the Board's favor at the lower court level.     The
United States approach would ignore this cost issue as an example of "sweat of the brow," an
approach rejected in Feist.    Criticisms of natural monopoly theory imply that we should be
skeptical of these claims of high cost because any incentive mechanism that bases economic
reward on self-reported costs alone will be biased.   If self-reported costs are used as a basis for
legal protection, then the costs need to be audited very closely and should never be the sole basis
for determining the scope of protection.   By rejecting "sweat of the brow," however, the United
States takes an approach that distances database protection from a natural monopoly rationale.  
Mere effort is not enough to warrant intellectual property protection, whether in the form of
copyright or sui generis legislation.  Instead, there must be a spark of creativity as demonstrated
in selection, arrangement, or coordination justify protection.

The emphasis on creativity in U.S. jurisprudence might be interpreted as an appeal to a
nonutilitarian, or author's rights, basis for protection, one founded in a theory of personality
rather than utility.    I think this is mistaken.  Instead, the Feist decision is a utilitarian decision
that is consistent with a rejection of natural monopoly rationales based on incentives and costs.  
Although the critique of natural monopoly did not inform the arguments leading up to the
decision explicitly,  the final decision is consistent with the identified criticisms of natural
monopoly theory.  First, the rejection of sweat of the brow is consistent with the skepticism of
cost based justifications for protection.  Sweat of the brow is subject to distortions and problems
of information, especially since the creator will always have better and often unverifiable
information about how much effort it took to make the database.   Second, the reluctance in the
U.S. to adopt sui generis protection for databases is often supported by the ability of competitive
forces to ensure that database manufactures do not exploit a monopoly position and to generate
rents for the production and distribution of databases.   Database creators profit not from strong
exclusivity, but from producing a better database that meets the demands of consumers.  They
also compete through better interfaces and services in maintaining and accessing databases.  
Third, this reliance on alternative forms of competition also reflects the interests of consumers
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Hunting Goodwill: A History of the Concept of Goodwill in Trademark Law, ____ Boston
University Law Review (forthcoming).

and institutions subsidiary to the market in the development and distribution of databases.    In
short, the U.S. approach to databases shows an alternative to strong intellectual property
protection that is consistent with the critique of natural monopoly theory that has developed in
the scholarly and policy literature over the past fifty years.

To the extent that costs of creating a work determine either patent or copyright protection
for the work, the metaphor of natural monopoly is having an influence on intellectual property.  
This part has explored that influence on patent and copyright.  Even though the two areas of law
have arguably diverged on the role of effort and costs in determining protection, the continuing
prevalence of efforts and costs as factors of consideration suggest that the metaphor of natural
monopoly has some sway over both areas of law.

2.  Trademarks

As the quotation of dubious origin discussed in the previous section shows, there is a
connection between trademark and natural monopoly.    Much like with copyright and patent,75

trademark protection is justified as protecting that high fixed costs that must be incurred when a
firm creates the subject matter of trademark which make the firm analogous to a natural
monopoly.  There are three ways in which the metaphor of natural monopoly operates in
trademark law: 1. trademark protection of goodwill; 2.  trade dress protection; and 3.  famous
marks.

Protection of goodwill is often cited as a reason for enforcing trademark rights.  A
trademark infringer is often deemed to have free ridden on the goodwill of the trademark holder
in order to steal customers and sales.   Black’s Law Dictionary defines goodwill as “[p]roperty of
an intangible nature, commonly defined as the expectation of continued public patronage,”76

citing In re Marriage of Lukens,  a case about the division of assets upon divorce as the source.  77

The relationship between trademark and goodwill is not completely clear.  In some cases, a
trademark might be an embodiment of goodwill, capturing the continued patronage in a valuable
symbol.  In other cases, trademark law creates a set of rights that protects goodwill from being
misappropriated.   In other instances, still, goodwill is an attribute of the trademark itself with its
ability to attract customers and create consumer recognition.   78
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Another definition of goodwill provided by Black’s is “[t]he ability of a business to
generate income in excess of a normal rate on assets, due to superior managerial skills, market
position, new product technology,...[or] due to establishment of favorable community reputation
and consumer identification of the business,”  citing Community Hospital v. Harris,  a case79 80

about Medicare reimbursement by a hospital as the source.  Although the definition does not
mention trademark, relationship between goodwill and “reputation and consumer identification
of the business” implicates trademarks.    What is interesting about this definition is the parallel
with one definition of a natural monopoly that sometimes occurs in the economics literature.   
To the extent that trademark law creates consumer identification, and this consumer
identification creates goodwill which results in the ability to generate income in excess of a
normal rate, this definition of goodwill establishes a relationship, albeit tenuous, between
trademarks and natural monopoly.

But the relationship among goodwill, natural monopoly, and trademark might be more
straightforward than the definitions in Black’s Dictionary reveal.  Goodwill is the product of
business investment to create identification by consumers of the source of a product.  These
investments often will entail high cost ventures such as advertising and marketing campaigns to
promote consumer loyalty and to generate continuing business.  To the extent trademark law is
protecting goodwill, trademark law is also protecting the extensive costs to create goodwill.  In
this way, there is a connection between trademarks and natural monopoly at a metaphorical level. 
Goodwill results from the presence of fixed costs and trademarks serve to protect these
investments much in the same way that natural monopoly regulation serves to protect firms that
operate under a particular cost structure.  

The argument for grounding trademark law in the costs for creating goodwill is quite
pronounced in the case law on trade dress.  In Two Pesos v. Taco Cabana, the Supreme Court
ruled that secondary meaning was not necessary to establish trademark protection for restaurant
decor.   A business could obtain trademark protection for its decor by establishing that it is81

inherently distinctive.  In reaching this decision, the Court relied extensively on the high costs of
creating restaurant decor and trade dress more broadly and the need to protect business
establishments, especially small ones, that had expended effort and money into developing the
decor.    In subsequent cases, the Court backed away from this holding, ruling in Qualitex  that82

color, an element of trade dress, could be protected only upon a showing of secondary meaning,
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and in Samara Brothers,  that product design, another element of trade dress, also required83

secondary meaning to receive trade dress protection.    In the second of the last two cases, the
Court distinguished Two Pesos by stating that trade dress involving product configuration
required secondary meaning while that involving product packaging did not.   84

With its distinction between product configuration and product packaging, the Court
moves away somewhat from the cost justifications that informed its Two Pesos decision.  The
distinction, first of all, recognizes the effect of trade dress protection on competition.  In terms of
the thesis of this paper, framing trademark law too tightly within the metaphor of natural
monopoly may introduce anti-competitive forces in an otherwise competitive market.  Therefore,
the Court is reluctant to allow trademark protection unless some other interest, like consumer 
reliance on trade dress as determined through the existence of secondary meaning, is affected. 
Second of all, the distinction acknowledges the different roles that trade dress plays in marketing
products and services.   Product packaging serves only a branding function allowing consumers
to distinguish among products and services.   Product configuration, on the other hand, may serve
many purposes beyond branding.  The coke bottle, to take the Court’s example, may serve to
brand the product, but it also serves to contain and distribute the product.    If trademark too85

readily protects the bottle, it may be used to exclude two functions rather than one, which can
result in harms to competition.     Therefore, for cases of product configuration, the trade dress
owner must establish secondary meaning to show that the branding function would be lost if
trademark protection is denied.    In short, the Court’s trade dress jurisprudence demonstrates not
only the application of natural monopoly thinking, but also its limitations, a point I will return to
in Section Four on recoding natural monopoly theory for intellectual property.

Finally, the case of famous mark shows the dominance of the metaphor of natural
monopoly in trademark law.   The rationale for the special protection for famous marks under the
federal anti-dilution statute can be traced to Frank Schechter’s article on dilution in which h
stated “that the preservation of the uniqueness of a trademark should constitute the only rational
basis for its protection.”   The preservation of uniqueness sounds like the strong type of86

exclusivity that has been used to justify institutions like the post office or the telephone system. 
The interesting question is the source of the uniqueness.   Advocates of protection for famous
marks from dilution often point to the costs expended to develop and maintain the marks.   Given
these costs, protection should extend beyond mere potentially confusing uses of the mark to
include   uses the blur or tarnish the mark.   The relevance of costs to these arguments in defense
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of anti-dilution are a third example within trademark law of the influence of the natural
monopoly metaphor.

3.  Antitrust

The concept of natural monopoly is, not surprisingly,  pervasive in antitrust law, serving
as a limitation on illegitimate market power and as a dividing line between antitrust actions
against concentrated industries and direct statutory regulation.   Natural monopoly, among a
minority of scholars, serves as a bridge between antitrust and intellectual property, the concept
allowing the use of antitrust to limit the exclusivity of intellectual property through such
doctrines as the essential facility doctrine.  While this strategy is in most instances misguided, the
concept of natural monopoly does provide some common ground between antitrust and
intellectual property, illustrating how some shared misconceptions inform each field and   how,
more generally, the metaphor of natural monopoly, incompletely understood can be problematic.  

The most prominent appearance of natural monopoly in antitrust is in the essential facility
doctrine, which states that a firm has a duty to cooperate with competitors and even allow access
to its business property when the firm has an essential facility.    Courts, following academic87

commentators, have defined an essential facility as one of the following: 1. natural monopolies;
2.  facilities whose duplication is forbidden by law; 3. Publicly subsidized facilities that cannot
practically be built privately; or 4. the sole facility in a relevant geographical area.     Under88

United States law, very few facilities have been found to be essential, and while the case that
intellectual property creates an essential facility (arguably under the second definition) has been
made, no court has followed the suggestion.      European competition law has been more89

forthcoming to deeming intellectual property based assets, such as databases in at least two cases,
to have characteristics of an essential facility mandating close scrutiny under competition law.   90

This difference may have to do with different vie ws about competition law and the desirability
of intellectual property.  The difference may reflect that the European Union is more protective
of intellectual property than the United States, the difference in treatment of databases discussed
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above as one example.    What is interesting for the purpose of this paper is that a natural91

monopoly may create an essential facility.  To the extent that intellectual property shares some
characteristics with natural monopoly, what implications do these shared characteristics have for
the controversial relationship between antitrust and intellectual property?

The argument that treating intellectual property like a natural monopoly leads to greater
antitrust scrutiny of intellectual property fails.   While commentators have suggested that a
natural monopoly creates an essential facility, no court has actually found an essential facility in 
the context of a natural monopoly.  The Otter Tail case is an essential facility case that implicated
a natural monopoly, but the application of the essential facility doctrine in that case rose out of
the interaction of geographic restrictions and government regulations.     At issue in the case was92

the practice of a electric utility company in denying access to retransmission lines to other
companies outside the utility’s territory.  The Supreme Court upheld the antitrust action brought
by the United States because the regulatory protection the utility enjoyed combined with the
geographic advantages gave the company the market power needed to act anti-competitively. One
way to limit this power was to require access to power lines, an essential facility.    What Otter
Tail teaches is not that natural monopoly will create an essential facility, but that close scrutiny of
a regulated industry is needed to discover potential anti-competitive effects.   To the extent that
intellectual property is a system of regulation, as I am arguing, the lesson from the essential
facility doctrine is not that intellectual property is an essential facility, but that the particular
regulatory structure needs to be more carefully understood in order to determine the application
of antitrust scrutiny.

In fact, one recent, and controversial,  development in the essential facility doctrine is
consistent with this regulated industry view of antitrust law.   In Verizon v.  Trinko,  the93

Supreme Court retreated from acknowledging the essential facility doctrine, stating flatly that the
Court had never recognized the doctrine.  The Otter Tail case was catalogued as a regulated
industry case, involving a different industry and set of regulations than those of Trinko.  The
Supreme Court in Trinko held that a telecommunications company could not bring an antitrust
suit when denied access to telecommunications infrastructure when Congressional regulation did
not permit such a suit.   In short, the Court deferred to the regulatory scheme established by
Congress, and since the scheme did not allow for an antitrust suit and, furthermore, would have
been upset by such a suit, the antitrust claim was dismissed.  



Ghosh–Natural Monopoly & IP       Page 26 of 62

    

 537 US 186 (2003).94

  447 US 303 (1980).95

 See supra note 61.96

 535 U.S. 1013 (2002).97

 540 U.S. 806 (2003).98

 364 F.3d 1288 (11  Cir. 2004).99 th

 235 F. Supp. 2d. 1269 (M.D. Fla. 2002).100

Such a result would follow from conceptualizing intellectual property as a natural
monopoly.   The Court has already shown a strong deference to Congress in its intellectual
property jurisprudence.  The decision in Eldred v. Ashcroft  is perhaps the strongest and most94

recent indication of its deference, but it is apparent in a string of cases going back at least to
Graham v. Deere, and continuing on through Diamond v. Chakrabarty,  Feist v. Rural Telephone95

Service,  J.E.M. v. Pioneer Hybrid,  and Dastar v. Twentieth Century Fox.    If the Court were96 97 98

asked to determine the proper relationship between intellectual property and antitrust as framed
by natural monopoly theory, the most likely outcome is the one observed in Trinko.  The Court
will defer to the regulatory scheme of intellectual property established by Congress, which has
developed to be very protectionist, and conclude that intellectual property is exempt from
antitrust scrutiny.    The Court will back even further away from countenancing the essential
facility doctrine that received nominal endorsement in Otter Tail.

My point here is that there are strong reasons for being skeptical of treating intellectual
property as a form of natural monopoly.  But as I discuss below in my decoding of natural
monopoly theory, lessons from criticisms of natural monopoly theory may be useful in critiquing
intellectual property law and its particular relationship with antitrust implied by Trinko.    The
lesson is that if one accepts the natural monopoly metaphor in intellectual property, one must
accept the bitter and the sweet, the implications of the criticisms of natural monopoly as well as
the implications of the theory itself.

The importance of recognizing the criticisms of natural monopoly theory becomes even
more crucial as one observes the perverse ways in which antitrust law does incorporate concepts
from natural monopoly to support results that are arguably anti-competitive.  A striking example
of this tendency is the Eleventh Circuit’s decision in Morris v. Professional Golf Association, a
2004 decision dismissing an antitrust claim of exclusionary conduct brought by a news
organization against the PGA.   The Golf Association had, according to the findings of fact99

accepted by the district court, spend $ 26 million to create the Real Time Scoring System,100

which allowed the Association to collect golf scores and transmit them to the Internet in time
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with the progress of the game.    Morris was a news agency in contract with PGA to report on the
games and was given access to RTSS to transmit real time scores from the PGA web site to that
of newspapers.   However, because of some improprieties, Morris was denied access to the
system and sued, raising antitrust claims, including denial of an essential facility.  The court ruled
that PGA could deny Morris access if it had a valid business justification.  The valid business
justification accepted by the court was the need to protect PGA’s extensive investment in
creating the scoring system.   The court characterized Morris as a free rider, and PGA as a
defender of its property.

The result of the case is understandable, but the reasoning is flawed.    In a previous
article,  I have criticized the court’s use of free riding as an antitrust business justification as101

conflating the boundaries of antitrust and intellectual property.  For my purposes in this article,
the court’s reasoning illustrates how natural monopoly thinking, particularly the reliance on high
fixed costs as a need to protect a firm and grant it a right of exclusivity can pervade antitrust as
well as intellectual property.  It is perhaps not surprising that the emphasis on fixed costs and free
riding makes an appearance in Morris given the resonance of intellectual property in the facts.  
As a contemporary incarnation of International News Service v.  Associated Press,  the facts of102

Morris raise important parallels.  In International News Service, the Supreme Court recognized a
quasi-property right that allowed a company to sue a competitor for free riding by stealing the
fruits of its efforts.  In PGA, the Eleventh Circuit allows this quasi-property interest to serve as a
business justification for exclusionary conduct in an antitrust action.   The presence of an
intellectual property interest serves to limit the reach of antitrust.  

What is even more compelling about the parallel between the two cases is that the INS
decision has been described by one commentator as a case that is really about the regulation of a
natural monopoly.    Consistent with the Supreme Court’s decision in Trinko, which is cited in103

Morris, the Eleventh Circuit permits a natural monopoly to escape antitrust scrutiny implicitly
because it is regulated elsewhere.     The metaphor of natural monopoly is not bounded by the
doctrines of intellectual property law.  To the extent that intellectual property and antitrust
overlap in its domain, it should be no surprise that the metaphor appears within antitrust doctrine
as well.

D.  Summary
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The point of this section has been to show that there is a metaphor of natural monopoly in
intellectual property law, and that it sometimes seeps beyond intellectual property into related
areas like antitrust.   Having identified the elephant in the room, the next section will attempt to
coax it from the shadows so as to better understand it.  The subsequent section will attempt to
tame.  I describe these two moves respectively as decoding and recoding natural monopoly theory
for the purposes of intellectual property law.

III.  Decoding

The previous section documents the appeal to the concept of natural monopoly in
intellectual property theory and practice.  As metaphor, natural monopoly makes central the role
of cost in shaping intellectual property law.   But, what is a natural monopoly?  What is wrong
with the concept?  What does any of this have to do with intellectual property?  These three
questions are answered in this section in order to correct the misguided use of natural monopoly
theory.

A.  When Only One Supplier Can Fit in the Market104

A monopoly is a market with one supplier and many demanders of a product or service.  
Very few markets are actual monopolies since economies are so linked geographically and
technologically.  Nonetheless, the concept of monopoly is a useful construct to analyze
tendencies in markets as firms become more concentrated through mergers, acquisitions, and
other forces.    A natural monopoly is a construct used to identify certain market conditions that
support only one supplier in order to promote efficiency.  This construct is used to recognize that
in some situations, the norm of competition may not lead to the most socially desirable result
from the perspective of efficiency.  In the case of natural monopoly, market competition may
even be destructive to social goals.  As a result, some corrective is needed to protect society from
the consequences of unchecked natural monopoly.

When understood this way, the construct of natural monopoly is very similar to that of
externality, another condition that leads to the failure of market competition.   An externality105

occurs when individual buying or selling decisions creates benefits and costs that fall on third
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parties whose interests are not reflected in the buying or selling transaction.   The existence of106

an externality can result in too little or too much of the activity that produces the externality. 
This situation can be cured by either taxing or subsidizing the transaction or by incorporating the
interests of the third party into the transaction in order to “internalize the externality.”  The
concept of natural monopoly also guides the regulation of market transactions and justifications
for various policy interventions.  However, the concept of natural monopoly is as problematic as
that of externality.  The heart of this paper is the exploration of problems with the natural
monopoly construct, especially as the construct arises with intellectual property.   Before
addressing the problem, let me present the basic structure of the natural monopoly argument.

The natural monopoly argument begins with a particular understanding of firm behavior
and competition.    Firms, first of all, are assumed to maximize profits, which is defined as the107

difference between total revenue and total costs.   The analysis is formulated in terms of profits
per unit sold.  Since total revenue is the price multiplied by the units sold, profits per unit sold
can be measured by comparing the market price with the average total cost of producing those
units sold.   If firms operate in an environment of competition, the market price will tend to be
pushed down to the marginal cost of producing the last unit sold in the marketplace.   If
competitive conditions are at work, then prices should also be driven down to the average total
cost of producing the last unit sold in the marketplace.  This last statement is crucial to the
argument in favor of competition.  If the market price were above average total cost, firms would
have the incentive to supply more goods to the market, driving the market price down until it
equaled average total cost.   Competition leads to a long run equilibrium in which the market
price equals both the marginal cost and the average total cost of production.  In this long run
equilibrium, firms have no incentive to either enter or leave the market, and market demand is
satisfied.

The natural monopoly situation arises when average total cost declines as a firm produces
more output relative to demand in the marketplace.   In such a situation, the relationship108

between market price for the good, the marginal cost of production, and the average total cost are
not in the necessary alignment for the long run equilibrium required for competition.  When
average total cost is declining, several elements work against the forces of competition.   First, a
single firm can expand production while average total costs are falling and meet more of the
market demand.   As average costs fall, the single firm can afford to lower the price it charges
and take demand away from other firms.  Second, if firms try to compete in this way by
expanding output and lowering price, the market price will be forced down until it becomes
unprofitable for firms to continue in the marketplace.  This downward pressure on price arises
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from the increased supply of product in the marketplace and the tendency of competition to force
price down to marginal cost. These forces together result in, what has been labeled, destructive
competition.  Because of the destructive tendencies of competition, the argument goes, only one
firm can profitably survive in the marketplace.  In  markets where average total costs are
declining dramatically, the preferred structure is having a single firm that is regulated in a way
that meets the demand of consumers.

There is a superficial similarity between the natural monopoly story and the stories often
told about intellectual property.   This similarity is explored, in more detail, below.  But at the
outset, one common element is that a natural monopoly entails granting strong exclusivity to the
firm that operates in the marketplace.   This exclusivity is established with legal regulations that109

make it impossible for competitors to enter into the marketplace.    Given the implication of110

strong exclusivity that arises from the natural monopoly story, it should not surprising that
scholars who champion strong rights turn to the natural monopoly story for support.   The
rhetorical device of natural monopoly, however, has seeds of its own destruction.  For the past
forty years, the construct of natural monopoly has been under attack, and the criticism of natural
monopoly, appropriately serves to challenge and rethink strong intellectual property rights.  111

The next subsection describes the challenge to natural monopoly theory which will be used in the
rest of the paper to buttress the case for rethinking strong intellectual property rights.

B.   Not So Natural A Monopoly

Criticisms of natural monopoly fall into three types.  The first type addresses implicit
assumptions about information and cost.   The second type raises the possibility that potential112

competition may lessen the need for government regulation.   The third type focuses on113

political reform and the recognition of consumer interests in the politics and economics of
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regulation.   Each of these types of criticism  has implications for the shape of intellectual114

property.

Natural monopoly arguments often lead to the establishment of rate regulation for the
monopolized entity.   Utilities such as electricity and telephone traditionally are restricted in115

their ability to set the price for their services and must report their costs to regulatory bodies that
use the information to set rates that the utility can charge its customers.    The earliest criticism116

of natural monopoly pointed out that traditional rate regulation created incentives on the part of
the firm to overstate its costs in order to be able to charge more rates.    Since rates were usually117

set based on reported estimates of costs, the firm could raise its rates and receive a larger margin
by engaging in  behavior that raised costs.  The claim of gold plating was a typical one against
the regulated entity and was the basis for much reform of rate regulation in the Seventies and
Eighties.  Critiques of rate regulation also expanded how theorists looked at the natural
monopoly problem more broadly.  Specifically, government regulation was understood to entail
problems of information and manipulation that created the need for new models of competition
to deal with the problem of declining average total cost.  Natural monopoly was not deemed to be
truly natural, or inevitable,  but one set of political choices that could be replaced with
alternatives.

One alternative was offered through the idea of potential competition, an idea that is the
basis for the second set of criticisms of natural monopoly.    Direct government regulation118

designed to control price and improve service of a monopolized firm would not be necessary if
the natural monopolist recognized that his position was temporary and could be deposed and
replaced with another firm.  The deposing could occur as another firm attracts existing 
customers by offering better terms of service, or it could be implemented institutionally by
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creating the natural monopoly by franchise that would be awarded through several possible
mechanisms, such as a direct grant by the government, auction, or state licensing.  The system of
franchise is, of course, remarkably similar to patent or trademark protection, under which
exclusive rights are granted to an inventor or user of mark either for a limited duration (as with
patents) or under strict conditions such as use and capacity to distinguish (as with trademarks). 

What is worth emphasizing here is the type of institutional assumptions that inform the
critique of natural monopoly based on potential competition.   The most critical assumption is
that of the low costs of entry and negotiating contracts that must be true for potential competition
to be effective.  If customers are reluctant to switch suppliers, or if the granting of the franchise is
entrenched for some reason, then the disciplining effect of potential competition is reduced.   119

But the heroic assumption of costless competition is common to many economic arguments.   If
transaction costs are high, reforms can be implemented to cure them to ensure that the monopoly
position is temporary in fact, and not just in theory.  What is more compelling is how this critique
asks us to rethink the form and nature of competition.  Instead of operating solely through price
signals that seemingly neutrally matches supply and demand, competition is psychological,
operating to check opportunistic behavior through the threat of being deposed.   Competition is a
question of strategy among players in the marketplace as opposed to a matter of pricing and
outputs.  This conception of competition  opens up the possibility of considering alternative ways
to structure  the market and related institutions.

The third strand of criticism of the natural monopoly construct can be described as a
political one with implications for the governance  of the marketplace.    Understood narrowly,120

this criticism seeks to expand the focus of economic models on profit maximization and private
contracting to include consideration of political constraints and institutions on markets.  One
strand of this approach, deriving from public choice theory, takes the position that natural
monopoly regulation is suspect because it will be captured by private interests that will not seek
to benefit consumers.   A different strand attempts to understand the process of regulation in
terms of the a contract between the regulated entity and the regulator using principal-agent
theory.  While public choice theory reduces natural monopoly regulation to the pursuit of profit
through politics, reducing political action to economic ones, principal-agent theory concentrates
on politics as a problem of information asymmetry and control.   Both of these literatures
broaden the study of natural monopoly regulation beyond an emphasis solely on economics to
include political bargaining and institutions, albeit through the lens of economic decision
making.
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Casting the research net more widely shows that the third stand of criticism goes beyond
the discipline of economics.  The literature on privatization of regulated monopolies challenges
the purely economic theory of natural monopoly by identifying the democratic virtues that can be
promoted and pursued by replacing government controlled monopolies with a combination of
private sector initiatives and more transparent and accountable regulation.    Grounded in the121

political science literature, this approach complements both public choice and principal-agent
perspectives by considering institutions in addition to competitive markets and bureaucracies.  A
deeper cultural critique of natural monopoly theory can also be gleaned from this work.  The
cultural critique identifies the construction of consumerist values and the place of institutions
such as cooperatives and lobbying groups whose interests counter those of regulators and
concentrated firms.   I call this a cultural critique because the argument shifts the natural
monopoly problem from an issue of production (as captured by costs) to one of consumer values
and the relationship among individuals within the structures of market and government
bureaucracy.

In summary, the reactions to natural monopoly theory can be distilled into three points. 
First,  incompleteness and asymmetry of information destabilizes the relationship between the
regulator and regulated.  Second, alternative forms of competition and structures of regulation
can address the problems of information and include broader interests in the construction of
market and government.  Third, the inclusion of other interests and restructuring of markets and
bureaucracies requires a rethinking of politics and the role of the consumer.   To the extent that
intellectual property is understood through the lens of natural monopoly, each of these critiques
has implications for how to revitalized our understanding of intellectual property policy.

C.   Natural Monopoly and Intellectual Property

There are two prongs to my argument.  First, the intellectual property incentive is justified
on the same terms as a natural monopoly.  Second, since natural monopoly theory has come
under close scrutiny, the terms of this scrutiny should apply to intellectual property.  In this
section, I explicate both of these points, by showing how the intellectual property incentive
parallels the  justification for natural monopoly and by illustrating what the critiques of natural
monopoly teach for intellectual property.

The case for intellectual property rests on grounds very similar to those for natural
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and sunk costs.  Fixed costs are the costs that must be paid if a firm undertakes a certain project
independent of how much the firm produces.  Think of fixed costs as the costs of infrastructure
and legacy costs that must be paid even if the firm ceases to produce and sell any goods or
services.   Sunk costs are costs that have been incurred when undertaking a particular activity. 
Lat year’s payments  are an example of sunk costs.  Economic theory has long held that sunk
costs are irrelevant to present decision making.  In some situations, however, sunk costs might be
relevant as a signal of how aggressively a firm intends to litigate.  For example, the payment of
legal fees is argued in some instances to signal to an adversary a willingness to litigate and
therefore serve as means to extract settlement from the other side.  Even though the payment of
legal costs  is a sunk cost, its expense may still be relevant from a strategic perspective.  
However, from an accounting perspective,  it is generally held that sunk costs are irrelevant.  For
a discussion of sunk costs, see Ivan Png, Managerial Economics, Second Edition 240-246 (2002). 
 For a discussion of the strategic use of sunk costs, see Eric Rasmussen, Games and Information:
An Introduction to Game Theory 101 (1989).  

An early reader of this Article suggested that most costs in intellectual property are sunk
and not fixed and therefore the natural monopoly argument is irrelevant.  Other readers of this
Article may have been thinking a similar point.  Whether the costs of creating a work is sunk or
fixed depends upon when one looks at the problem.  I think the early reader was considering the
situation when the work was already created and produced, in which case the costs of investment
are sunk and irrelevant, except for the special situation of strategic behavior.  However, before
the decision to create is made, the costs of creation should be considered fixed costs and
therefore relevant to the analysis.  The early reader was assuming that the sole problem for the
design of intellectual property is that of distribution.  My argument here is that both production
and distribution are relevant. 

monopoly.   Creating and inventing are each costly ventures.  Artists and research scientists122

often must  spend many hours and use much capital intensive resources to experiment with
various techniques and produce multiple first drafts and prototypes before reaching the final
product.   In the language of economics, there are high fixed costs to creation and invention.   123

More vexing, once a new work is made and publicized, it is relatively costless to copy the
innovation.  The combination of high fixed costs and low cost of copying often is used to justify
the exclusivity of intellectual property.   This justification is similar to that for the exclusivity of
a natural monopoly. High fixed costs and relative ease of costlessness, or so the argument goes,
would result in destructive competition as the entry of new firms would drive the market price
down to zero, resulting in losses and the exit of firms until the market becomes concentrated. 
More analytically, the combination of high fixed costs and low costs of copying result in
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declining average total cost, a cost structure very similar to what is observed for natural
monopolies.  Because of this cost structure, exclusivity is needed to create artificial scarcity in
the marketplace that can result in above marginal cost pricing that would avoid the
destructiveness of competition.   Intellectual property, like natural monopoly, is a necessary
exception to the norm of competition, an island of exclusivity and restricted necessity needed to
realized the benefits of innovation, as natural monopoly is needed to recognize the benefits of
scale.

While the link between natural monopoly style thinking and strong intellectual property
rights is clear, even more troubling is natural monopoly style thinking that arises in arguments
limiting intellectual property.  A common claim is that the exclusivity of intellectual property
should be enough to provide incentives to produce the work.  Operationally, this claim can mean
many things.  This statement most often makes a normative admonition against making
intellectual property rights too strong.   However, if one starts from the proposition that
intellectual property is needed because of high fixed costs and low costs of copying, the
statement has a parallel in rate regulation of natural monopolies.  According to natural monopoly
theory, the regulator would set rates according to the firm’s average cost in order to allow the
firm to cover its cost of production and earn a fair rate of return on its investment.   Although the
claim of making intellectual property exclusive large enough to create incentives to make the
work lacks the mathematical exactness of traditional rate regulation, the parallel is nonetheless
striking.   Furthermore, other reforms of intellectual property, such as the use of auctions or
rewards, also parallel proposals in the natural monopoly literature to deregulate utilities by
creating alternative incentive mechanisms to direct regulation, such as through the setting of
rates.

To identify a parallel between natural monopoly style arguments and some common
arguments in intellectual property may ignore some other very common justifications for
intellectual property protection.  For example, intellectual property would extend to spontaneous
creations, works that may have been created by accident or in general without the high fixed
costs that I have claimed to be a common feature of intellectual property justifications.  
Copyright applies to works that are fixed and original.   As the cost of copying has fallen,
arguably so has the cost of fixing an original work.  Furthermore, as artistic styles have moved
from representational to abstract, making creative works that are deemed original has also
become cheaper.   Therefore, the fixed cost rationale may not exist for many works that are
granted copyright protection.   In addition, section 103 of the Patent Act states that
nonobviousness should be determined without regard to the manner in which an invention is
made, implying that even inventions made with low fixed costs can meet the standards for
patentability.   Taking away the high fixed cost assumption would seemingly loosen the parallel
between intellectual property protection and exclusivity.   Furthermore, intellectual property
protection also extends to situations where the costs of copying may actually be quite high.  For
example, architectural works and sculptures are both protected by copyright.    Complex
chemical and industrial processes are protected by patent are not cheap to copy.   In these cases,
where fixed costs are not high and the costs of copying are not low, arguments for intellectual
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property protection seem not to parallel natural monopoly arguments at all.  Instead, the rationale
lies more likely in natural rights or authors rights.124

There are two responses to this point.  The first is that the counterexamples do not
address the most salient cases for intellectual property.  Natural monopoly-like justifications for
intellectual property are most prevalent in the controversial areas of database protection,
computer software, and biotechnology.   Therefore, addressing the high fixed cost-low copying
cost rationale is critical even if there are alternative rationales for intellectual property.  Second,
even if natural rights or authors rights rationales do arise in intellectual property, the predominant
paradigm for intellectual property is a utilitarian one supporting the need to create incentives
through intellectual property protection.  A utilitarian rationale would apply just as easily to the
low fixed cost/high copying cost situation.  Exclusivity is deemed necessary, regardless of cost
structure, in order to create incentives for creating and inventing.   It is the broader incentives-
based justification that is the target of my argument.    Even if the case I make here works solely
against natural monopoly-like arguments in intellectual property, I will have made an important
step in helping to understand intellectual property as more than just a mechanism to create
incentives.

The second prong of my argument is to draw implications from criticisms of natural
monopoly theory for intellectual property.   Natural monopoly theory has been criticized on three
grounds: problems of incomplete and asymmetric information, the need for alternative
institutional structures that permit competition, and the role of politics and the consumer.  To the
extent that intellectual property theory parallels natural monopoly theory, the criticisms are
equally fitting.   If intellectual property rights are to be constructed in order to provide just
enough incentive to create the work, there is an insurmountable problem in determining what the
right amount of incentive is.  Absent some way to determine what this amount is, even with a
heuristic rather than through mathematical exactness, the tendency will be to make intellectual
property rights as strong as possible.   The problem is equivalent to the gold plating and cost
containment problems that affected traditional cost based rate regulation.  One response to this
problem is to allow for some degree of competition as a cure to the problem of exclusivity,
recognizing that the existence of potential competition may cure the dangers of destructive
competition.    In the case of intellectual property, the influence of potential competition can be
introduced through doctrines such as fair use, the first sale doctrine, and experimental use that
place fuzzy limits on exclusivity.  Finally, the role of institutions other than markets and the
place of competition aid in recognizing that intellectual property is not simply about the creation
of new works, but about their use.   By unleashing the interests of the consumer, intellectual
property can temper the exclusivity of intellectual property owners and create institutions that
promote innovation and its distribution.  Once again, this last critique justifies the need for
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intellectual property doctrines that place some limits on strong rights of exclusion.

IV.  Recoding

Decoding the rhetoric of natural monopoly in intellectual property has two implications. 
First, the language of natural monopoly aids in characterizing intellectual property as a system of
regulation as opposed to a system of property.   Needless to say, regulation and property are not
binary opposites, with private property rights serving as a well-studied tool for regulation.    But
recognizing intellectual property as regulatory aids in developing an understanding of intellectual
property law as public law.  The move from private law to public law is one that can be easily
misunderstood and misapplied.   Those suspicious of government will be, or should be,
concerned that the hand of the state finds its way into control over expressive and inventive
activity.  Regulation may be deemed as inherently anti-democratic and contrary to freedom of all
sorts, economic, political, expressive, and associative.   But those suspicious of governmental
power should equally be suspicious of private power.  Of course, the two are not equivalent, but
each is likely to be pernicious and troublesome to the exercise of freedom.    Identifying a public
interest strain to intellectual property can counter the exercise of private power by ensuring that
the freedoms and rights protected by intellectual property are distributed in a just and efficient
manner.

Those suspicious of characterizing intellectual property as regulation might find
consolation in the second implication from decoding natural monopoly theory in intellectual
property, the application of critiques of natural monopoly regulation to intellectual property
reform.  On this point, the political implications run in many directions.  Criticisms of natural
monopoly theory have supported a movement towards deregulation and privatization, and such a
move for intellectual property may placate those who advocate for stronger rights.   But125

deregulating intellectual property does not simply mean the removal of state intervention and the
expansion of private rights.  Rather, deregulating intellectual property in a way analogous to the
deregulating natural monopolies mandates the loosening of exclusionary rights.   Reflecting the
complex interplay of the private and public realms that is represented by the state grant of private
rights, deregulating intellectual property requires a movement away from strong property rights
to a regime that recognizes limits on exclusion.   The criticisms of natural monopoly theory can
facilitate the identification of these limits.

Recoding natural monopoly extends the three criticisms of natural monopoly regulation to
intellectual property reform.  The three criticisms are (1) the problem of information asymmetry
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between the regulator and the regulated entity; (2) the problem of potential competition; and (3)
the problem of politics in shaping regulation.  Each of these criticisms maps onto an important
strand of intellectual property reform, as advocated by both the right and the left.  First,
information asymmetry leads to more openness in the process of intellectual property
administration and application.  For reasons that I will make clear below, this openness calls for a
recognition of the interests of users in intellectual property law.    Second, potential competition
maps onto the problem of market structure in intellectual property law.   And, finally, the
problem of politics maps onto more careful consideration of administration and agencies in
intellectual property law.  I will examine each of these in turn.

A.  Rate Regulation, Information Asymmetry  and the Place of the User

One aspect of natural monopoly regulation was the setting of rates.    Economic theory126

predicts that in order for a firm to survive in the marketplace, it must be able to charge a price
that allows it to recover its average total cost of producing and distributing the good or service.   
If price systematically stays below the average total cost, the firm will not be able to survive.   
More technically, average total cost consists of average fixed cost and average variable cost.  
The fixed component of cost constitutes what is more commonly known as overhead costs, costs
the firm must incur whether it operates or not.  The variable component of cost constitutes the
operating costs.   Since the firm must pay its fixed costs whether it operates or not, sometimes it
is said that a firm can survive in the marketplace as long as the price it charges is above its
average fixed cost.    The formulation becomes more complicated as one varies the time frame
within which firms operate, and the typical distinction is between short run and long run costs. 
Economic theory distinguishes between the long run and the short run based on the ability of a
firm to vary its operations.  Since in the long run, a firm can vary its operations, all costs are
considered variable and the fixed and variable distinction no longer exists.    Therefore,
sometimes it is stated that in the long run price must be above the average total costs for a firm to
survive.127

The point of this explanation is to illustrate the difficult task of rate regulation.   In
practice, the regulatory body would have to set rates so as to cover the regulated firm’s average
costs, and therefore rate regulation entailed obtaining detailed accounting information about costs
from the regulated firm in order to set rates.   Rate regulation is largely a practice of the past as128

many utilities have become deregulated and privatized.    But surprisingly we see some vestiges129
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of rate regulation in compulsory licensing schemes that exist, for example, in copyright for
broadcast licenses or for digital audio transmission rights.    These licensing schemes are130

negotiated regimes overseen by the Copyright Royalty Board, and therefore quite a bit different
from classic rate regulation.    But the critique of rate regulation is equally applicable to131

contemporary, negotiated license regimes, and more importantly, the critique is relevant to
understanding the structure of intellectual property law from the perspective of natural monopoly
theory.

The critique of rate regulation is a basic one of moral hazard.   Since the regulator132

depends upon the information supplied by the regulated body to set rates, the regulated body has
the incentive to inflate the cost data in order to have the benefit of rates set as high as possible.  
This inflation may occur through fraud, but auditing and oversight can detect such abuses.  More
pernicious is the inflation that occurs from the lack of incentive to curtail cost.    Economists
Averch and Johnson first reported on the incentive of the regulated entity to goldplate its
facilities by not producing the good or service in as efficient a manner as possible.    Economic133

theory can take care of this information problem by setting the incentives to curtail costs either
by setting parameters for production or by establishing rate setting formulas that the regulated
entity can internalize in its decision making.    But the presence of moral hazard promotes the134

need for alternatives to rate regulation as a mechanism for distributing and pricing services and
products provided by regulated entities.135

Evidence of gold plating can be found in the intellectual property area.  Reports in the
case law of the costs of creating a database in the English racing cases or the real time scoring
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system in the Morris case more than hint at the problem.   The rejection of the sweat of the136

brow doctrine in copyright and the debate over innovation in patent law are consistent with the
concern of moral hazard when intellectual property rights are tailored to the costs of producing a
work.    Furthermore, the absence of government involvement in price setting for intellectual
property would seem to imply that the moral hazard issues would be minimal.  Private
negotiation between willing parties set the rate at which intellectual property protected works are
distributed to the public, and this rate would, it is argued, reflect the costs of creating and the
private value of using the work.  

But the licensing model as a means of measuring value in the marketplace is also riddled
with information problems.    Potential licensors might hold out on licensing valuable projects
for idiosyncratic or arbitrary reasons, which would tend to inflate the costs of licensing
intellectual property.    The literature on the inefficiencies of licensing are well-documented,137

and the problems are well known.    The usual response to these problems is that licensing,138

while not the best alternative, is better than other means of distributing intellectual property, such
as through government procurement or variations that reflect different forms of rate regulation.  139

 The choice, however, is not between voluntary licensing and involuntary licensing, but among
different sets of rights structures against which licensing occurs.   These rights include not only
the rights held by the intellectual property owner, but also the options that the user has to
licensing the work.   Typically,  these options are limited to creating or inventing around the
world.   But interpretations of the fair use doctrine and other user protective doctrines can
structure the background rights in a way that can resolve many of the information problems
associated with licensing.

A well-known critique of fair use is that the methodology tends to be circular when lost
licensing revenues are considered as a harm to the intellectual property owner’s market that
militates against fair use.    Undoubtedly,  this reasoning is circular and turns fair use into a140
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nullity.  But the reasoning reflects the often confused intersection between fair use and licensing.  
What is more troubling about the reasoning is not that it is circular, but that it is backwards.  
Loss of licensing revenue is not a strike against fair use, but failure to license is arguably a factor
that weighs in favor of finding fair use.    When failure to license reflects a hold out by the
intellectual property owner that would inflate the value of licensing the work, fair use should be
used as a check to ensure that the work can be used.    While this argument resonates with the
well-known rationale that fair use serves to mimic the licensing market when transaction costs
are high, the argument is quite a bit different.     When a copyright owner refuses to license a141

work after a user has made an effort to license the work, the licensing failure does not result from
transaction costs.   Rather, bargaining failure may have resulted because the copyright owner has
inflated the value of licensing.     The other fair use factors serve, in this circumstance, to aid in
determining the value of the use and as proxies to determine if the copyright owner is in fact
inflating the value of the licensing.    Fair use would be triggered by an unexplained failure to
license, but the finding of fair use would rest on a careful consideration of the other factors.

The analysis of fair use suggests a broader point of the importance of the user in the
licensing model of intellectual property.  The usual conception is that the intellectual property
owner determines how the work will be licensed and on what terms by retaining a firm right to
exclude with some narrow exceptions.   The problem with this model is that it assumes either
that the owner has a fairly good knowledge of the demand for the work and therefore can set
rates based on market demand in order to maximize its revenue or that it is only the preferences
of the licensor that matters for the licensing decision.    Note that either can potentially lead to142

an efficient outcome. In the first instance, if the owner can perfectly price discriminate, then
market demand will be satisfied with each user obtaining a license priced at his willingness to
pay.     In the second instance, if a potential user cannot license a work, but can invent or create143

around it, then each user becomes a potential licensor of a new work.   The ability of either form
of the licensing model to work rests effectively on the judgment of the licensor.  The user is
effectively a passive participant in the marketplace, rather than an active creator that may
generate value for the intellectual property protected work.   Just as traditional rate regulation144

relies upon the information provided by the regulated entity, so the traditional licensing model
relies upon the licensor to create the marketplace, ignoring the user.
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Deregulating intellectual property along the lines of deregulating natural monopolies
requires recognizing the role of the user in creating value for the work.   By liberating the user,
through intellectual property doctrines that give more scope for potentially unlicensed uses of
protected works, the tendency of the intellectual property owner to inflate value will be
mitigated.   Furthermore, the marketplace for the work will more fully  reflect the value of the
users in pricing and defining the scope of licenses.  In this way, the information asymmetries of
the licensing marketplace will be partially cured.

Three brief examples, which can be analyzed more richly within the framework
developed in this section, illustrate the importance of recognizing the user in intellectual property
reform: (1) nominative fair use in trademark law; (2) the treatment of improvements in patent
and copyright law; and (3) the open source movement.   Nominative fair use recognizes that
symbols can be used as signifiers outside the domain of commercial branding but in way that
implicates trademark usage.   This overlap may create the likelihood of confusion, as145

understood within trademark law, but also spur other usages of words.  For example, if a news
reporter refers to the turmoils of Enron, the name of a company and a trademark, context and
consumer understanding can clarify the meaning.   More importantly, the trademark usage should
not supersede the consumer understanding of the word.  The situation becomes more complicated
when the overlapping usages are commercial.  For example, if an automobile mechanic states,
truthfully, that her company “fixes Jaguars,” several possible meanings come into conflict.  One
is the implication that the company is an authorized agent. Another is that Jaguar owners endorse
this company.  Yet another is a simple factual statement of the type of cars the company has
serviced.   Which meaning is implicated requires a contextual understanding of how consumers
see the use of the trademarked word, and a pure trademark interpretation suggesting free-riding
and the creation of confusion should not be presumed.146

When a user copies, adapts, distributes, or publicly performs a copyrighted work or
makes, uses, or sells a patented invention, an infringement action may foreclose the
developments of improvements of the protected work.  The foreclosure may result in consumer
harm without a corresponding gain the intellectual property owner.  A traditional view of
intellectual property would recommend that if the use were valuable, the property owner would
license it.  But, as discussed above, the owner may tend to overvalue the work for licensing
purposes and consequently fail to enter into a potentially valuable license.   To avoid this
situation, courts need to be alerted not only to the potential failure of licensing, but also to the
value of users in the potential marketplace for the work.  Courts should also be aware that use of
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a protected work can have many meanings and purposes, rather than as a substitute for a licensed
transaction or misappropriation of investment by the intellectual property owner.   On this last
point, the theory of the user advanced in this section dovetails with the current trend among
theorists and practitioners to consider open source models for creation and innovation.   Such a147

conceptual move requires a rethinking of natural monopoly theory and the problems of
information asymmetry that can be resolved by giving greater voice to the interests of users and
consumers in intellectual property law.

B.    Potential Competition and Intellectual Property Markets

An important impetus for the deregulation of natural monopolies was the recognition
among policymakers steeped in economic theory that potential competition could discipline a
dominant firm in its pricing and distribution decisions.    Deregulation in the airline industry148

was driven by the theory of contestable markets which supported the conclusion that pricing in
high fixed costs markets could be close to marginal cost if a market was open to entry.   149

Although the assumptions underlying the theory of contestable markets are controversial the
concept had strong appeal and forced regulators and theorists to rethink the assumptions of
natural monopoly theory that lead to the conclusion of strong exclusivity and control through rate
regulation for airlines, utilities, and other services.    150

In this section, I make the case that potential competition can also inform intellectual
property reform.  Challenges to the exclusivity of intellectual property rights can be framed as
invitations to competitors and the recognition of competitive norms to the processes of creation
and invention.   However, such an argument has to be approached with caution.  Many of the
arguments in favor of potential competition have been questioned, and critics of deregulation in
the banking, electricity, and airline industries have questioned how genuine the forces of
competition are in these deregulated markets.   What comes out of this set of criticisms is the151

idea of regulated competition, which I conclude is an important alternative paradigm for
intellectual property.
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The argument flows as follows.  First, I explain briefly what the theory of contestable
market says.  Second, I show the applicability of this theory to intellectual property based
markets.  Third, I develop the implications of this theory for the intellectual property doctrines of
first sale, fair use, experimental use, confusion and dilution in trademark, and the concept of a
derivative work in copyright.  The argument concludes with recognizing the limits of what one
critic has called “contrived competition.”

B.1.  A Primer on the Theory of Contestable Markets and Potential
Competition

In the 1970's, the theory of contestable markets posed an important challenge to
traditional regulation based on the theory of natural monopoly.    The theory of contestable
markets is attributed to William Baumol, John Panzar and Robert Willig.    For the purposes of152

my argument, it is interesting to note that Baumol mentions in his book on contestable markets
that he  was inspired in developing the theory after a working on a consulting project involving
the publishing industry.    153

In its simplest form, the theory of contestable market states that a natural monopolist can
distribute goods and services to the market in a socially efficient manner without direct
government regulation as long as the firm is threatened by potential competition from new
entrants in the marketplace.   The intuition for this conclusion is that the natural monopolist154

will respond to potential competition by lowering price and expanding service in order to avoid
losing market share to the entrant.   Contestable markets, however, are not laissez-faire markets.  
The prediction is that a natural monopolist will take steps  to keep entry barriers high and prevent
potential competition.    These steps could include lobbying for excessive regulation, such as
expensive licensing requirements.    Alternatively, the natural monopolist  might develop155

technological barriers such as product design or the creation of distribution mechanisms  that
make it difficult for new firms to enter.     Regulation of contestable markets requires that the156

regulator ensure that entry barriers are kept low by limiting technologically or legally imposed
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barriers in an industry.    Except for these regulations designed to promote the threat of entry, a157

firm in a contestable market is free to make pricing and output decisions without the interference
of a government agency.

The airline industry was the first one to which the theory of contestable markets was
applied in the 1970's  in order remove a regulatory structure that had been in place since the
1930's and replace it with a regulatory system designed largely to police entry.    That the158

market for point to point air travel was contestable in theory became the basis for regulating it as
a contestable market in practice.    Given the high cost of establishing the infrastructure for air
travel and the costs to an individual firm of building the necessary plant and equipment, the
airlines industry was presumed to have the structure of a natural monopoly.   But once a firm was
capitalized enough to acquire the plant and equipment and obtain access to the infrastructure
(namely the runways, air traffic control systems, and compliance with safety and maintenance
requirements), entry into a point to point market would be relatively simple.   This logic was
applied to, among other aspects of airline deregulation, flight schedules among airlines.  While
under regulation, the Civil Aeronautics Board would set rates and schedules for the regulated
airlines, deregulation allowed individual airlines to set their own schedules and fares.   Under159

the theory of contestable markets, when Airline X set its fares from New York to Los Angeles, it
did so knowing that Airline Y could potentially enter the market and undercut the fare and
improve service.   The threat of potential competition would, in theory, maintain a competitive
level of prices and quality.

Thirty years of experience with airline deregulation in the United States will make
apparent to any reader some of the gaps in the analysis of contestable market theory as applied to
the airline industry.   In the economics journals, many of the criticisms were technical in nature,
pointing out how heroic were the assumptions required for contestable markets to work as
predicted.    Models and criticisms of models are, of course, only approximations of reality, and160

even if airline deregulation has not resulted in efficient results for consumers of airline travel, the
evolution of the industry post-deregulation is revealing about behavior in contestable markets.  
One of the reasons for the disparity between theory and reality is the development of the hub and
spoke system by airlines, designed to make more efficient the planning of routes across the
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country.    This system certainly has technical advantages for a particular airline in setting its161

routing and pricing, but for the industry, hubs and spokes have resulted in local monopolies as
dominant carriers seemingly monopolize many local markets, such as in Atlanta and the Dallas-
Ft. Worth metroplex.   In addition, many smaller cities have become under served and more
expensive to reach.   Instead of deregulation leading to more access and entry in the airline
industry, the case has been made that the industry has become more closed and exclusive with
the development of the hub and spoke system.  162

But the development of the hub and spoke system arguably proves, rather than disproves,
the theory of contestable markets.   At the heart of the theory is a view of competition as being
almost wholly about entry, and one of the predictions of the theory is that a natural monopolist
will engage in conduct that deters entry of new firms.  Ideally, this deterrence should occur
through pricing.    But an unconstrained firm will compete in whatever way is the most effective,
and if technological solutions, like a hub and spoke distribution network, can foreclose
competition, then one would predict firms to adopt that strategy.     Further evidence of the
importance of entry as a mechanism for competition is provided by the battle over gates in
several municipal airports.    The behavior of firms under deregulation is consistent with the163

theory of contestable markets even though that behavior does not lead to the predictions of
efficient price and service.  

The difficult question is how regulation should respond to entry deterrence that does not
benefit the consumers and the marketplace.    I argued above that the theory of contestable
markets is really a theory of how to regulate a natural monopoly rather than a theory of laissez-
faire.    As one scholar of industry regulation describes, the deregulation movement is about
neither the triumph of the public interest or private interests, but about the development of
managed competition.    The hard question is how to manage the new rules that we observe164

with deregulated industries, whether it is the airline industry of the previous example or the more
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notorious cases of electricity and transportation deregulation.   For example, if the hub and spoke
system or if the system for allocating gates create barriers to potential competition, what can we
do about it?    Simply banning the hub and spoke system, needless to say, throws away its
technical efficiencies and entangles the government in the business decisions of a company.   
Similarly, interfering with how local governments and airport boards allocate gate spaces creates
tensions between national and regional concerns and potentially complicates allocational and
decisional mechanisms within the government.  A system of managed competition has to be a
pragmatic one, as is reflected in the shift over the past several decades in antitrust law from per
se rules to a contextualized rule of reason.   

Critics of deregulation view many of these moves both at the philosophical and policy
levels as “contrived competition.”     Potential competition, in other words, is just a phantom165

that justifies vast redistribution of resources and legal protection to previously regulated entities
in a way that does not benefit consumers.   This characterization, however, is a bit too harsh and
ignores the many criticisms of traditional natural monopoly regulation that have been rehearsed
in Section Two.   Furthermore, if it is true that deregulation is based on contrived competition
and one accepts the criticisms of traditional regulation, the problem is to design effective
alternatives.  The question of design is essentially one of how to realize managed competition in
industries that were previously the subject of extensive governmental regulation.    As I explain
in the next section, the analytical discussion of contestable markets and managed competition is a
workable and incisive framework for understanding intellectual property.

B.2.  The Implication for Intellectual Property 

In this subsection, I develop the following argument.  The exclusivity created by
intellectual property rights is often justified metaphorically on grounds similar to arguments for
natural monopolies.    But just as the theory of contestable markets has challenged the strong
exclusivity provided by natural monopoly regulation, so contestability, with its emphasis on
potential competition, can serve as a basis for challenging strong exclusivity for intellectual
property rights. 

The first part of this argument is to recognize how intellectual property law serves to
regulate entry into certain markets that are based on intellectual property.    This point should166

not be controversial.  When a copyright owner enjoins someone who is making unauthorized
copies of a work and prevents the distribution of the copies, he is preventing the entry of copies
that would compete with the authorized version of the work.    A similar case can be made for
patent and trade secret law.  Trademark law does not directly affect the entry of a new product or



Ghosh–Natural Monopoly & IP       Page 48 of 62

    

 See Stephen Carter, The Trouble with Trademark, 99 Yale L. J. 759-800 (1990);167

Vincent N. Palladino, The Real Trouble with Trademarks, 81 The Trademark Reporter 150-168
(1991).  

 See Neil Weinstock Netanel, Impose a Noncommercial Use Levy to Allow Free168

Peer-to-peer File Sharing, 17 Harv. J. L. & Tech. 1 (2003).

 See James Thuo Gathii,  Construing Intellectual Property Rights and Competition169

Policy Consistently with Facilitating Access to Affordable Aids Drugs to Low-end Consumers,
53 Fla. L. Rev. 727 (2001). 

 See Yoo, supra note 60.170

service into the marketplace, but does so indirectly by allowing the trademark owner to control
the marketing and distribution of the product or service geographically.     Furthermore, the167

case can be made that copyright law and patent law also affect  distribution channels for
information based products and services.   Both bodies of law allow the owner of the right to
prevent unauthorized distribution and selling of the protected work.   Two examples illustrate the
use of copyright and patent to shape entry into the marketplace.   The series of file sharing cases,
starting with Napster and culminating with Grokster, dealt with how the owner of the copyright
in music can affect the development of an alternative delivery system for musical works that
competed directly with the compact disc medium and with established retail outlets.     Under168

patent law, the exclusive right to sell and import patented pharmaceuticals serves to prevent the
entry of gray market pharmaceuticals that can compete directly in the patent owner’s territorial
market.   169

If the right to exclude given by intellectual property  shapes market entry, the next
question is what implication that role has for intellectual property law.   The justification often
made  for the right to exclude entrants into a market is that the control over the distribution of a
new work, whether protected under copyright, patent, trademark, trade secret, or right of
publicity, allows the owner of the intellectual property right to recoup the investment in creating
the protected work.   As pointed out in Section Two, this justification parallels natural monopoly
arguments.  But as also suggested above, this parallel is in part rhetorical.  The owner of
intellectual property does not necessarily have market power, and the owner may not engage in
classic economic behavior for firms with some degree of market power.    But the control over
entry allows the intellectual property to shape the market to a certain degree, depending upon
how many other competing intellectual property owners exist in the marketplace.170

The problem with the justification, however, is that it does not provide any limits on the
scope of intellectual property rights.   If the purpose of exclusivity is to give the intellectual
property owner room to market her product in order to recoup development costs, the logic is that
more exclusivity would be better.  In fact, the movements to extend copyright term statutorily 
and the scope of trademark and patent rights through developments of new causes of action for



Ghosh–Natural Monopoly & IP       Page 49 of 62

    

 See, e.g., F. Scott Kieff, IP Transactions: on the Theory & Practice of171

Commercializing Innovation, 42 Hous. L. Rev. 727 (2005).

 See Nachbar, supra note 2. 172

 Id.173

trademark infringement and for narrowing traditional limits on patent rights reflect this
expansiveness logic.   As long as competitors are free to develop their own intellectual property
that might provide substitutes, strong intellectual property rights, it is argued, is consistent with
development of competition.     Under the logic of expansive rights, strong rights to exclude171

serve to counterbalance each other and promote innovation and dissemination of new products
and technologies in the marketplace.

While strong rights follows from a natural monopoly type argument based on recovery of
fixed costs, criticisms of natural monopoly theory would support limiting rights in order to
permit entry.   The role of potential competition serves to check potential anti-competitive abuses
by the holder of strong exclusive rights.   Furthermore, the principle of potential competition
provides a framework for understanding the proper scope of rights and developing limits.  But
this final move requires a shift in conceptualizing the focus of intellectual property rights.   The
natural monopoly rationale conceptualizes intellectual property rights as an instrument for the
recovery of development costs.    As a form of entry regulation, however, intellectual property
rights can shape the markets for producing and disseminating new products and technologies. 
The conceptual focus shifts from incentivizing individual investments to regulating the shape of
market competition.   This shift is arguably more consistent with the constitutional foundations
of copyright, patent, and trademarks.  Trademark’s  roots in the Commerce Clause and in the
goals of commercialization of producer identifying brands is more consistent with
conceptualizing the goal of the law in regulating markets than in individual incentives.  172

Furthermore, the constitutional mandate that copyright and patent laws should be designed to
“promote progress” is also more consistent with a market regulatory basis for copyright and
patent rights.   The challenges to natural monopolies from the theory of potential competition173

can serve as a model for designing limits on intellectual property rights.  I discuss the doctrinal
implications of potential competition in the next subsection.
 

B.3.  Specific Doctrinal Implications

In this section, I will present specific examples of intellectual property doctrine that can
be informed by a recognition of potential competition as shaping the scope of intellectual
property rights.  I will focus on four doctrines: experimental use in patent law and fair use in
copyright.

Experimental use in patent law.    In the abstract, experimental use is a defense to
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patent infringement in which the alleged infringer shows that his unauthorized use or
manufacture was motivated by learning how the patented invention works in order to improve it
or innovate. Patent doctrine recognizes some form of experimental use in two ways.   The first is
statutory under 35 USC  § 271(e)(1) for the development of clinical data for FDA approval of
generic versions of patented pharmaceuticals.   The Supreme Court expanded the scope of this
exception to include unauthorized uses of patented materials at the pre-clinical phase of drug
development in Merck v. Integra.    The second way in which experimental use is recognized is174

through the common law defense of experimental use.    The common law defense applies to175

alleged infringement of patents that are undertaken for philosophical speculation or amusement,
without any commercial motivation or exploitation.   In Madey v. Duke University,  the Federal176

Circuit adopted an arguably narrow interpretation of experimental use that has caused
commentators to wonder whether the common law defense still exists.   The Federal Circuit in its
decision in Merck v. Integra found that pre-clinical uses of patented pharmaceuticals were not
statutorily protected,  and Judge Newman, in her dissent, argued that pre-clinical uses would be177

protected as common law experimental use.    The Supreme Court, however, read the statute178

expansively and did not address the issue of experimental use under federal common law.

The theory of potential competition offers a useful framework for  understanding both
statutory and common law experimental use.   Experimental use can serve to lower barriers to
entry and provide a threat of entry for the incumbent patent owner.  The problem is how much
the barriers should be lowered.  The Supreme Court’s decision in Merck v. Integra was informed
by the need to promote competition in the market for pharmaceutical products.   The Court also179

recognized that as a practical matter, drug development does not fall neatly into pre-clinical and
clinical phases.    Information acquired in pre-clinical development may be useful for the180

clinical phase.  The decision has been criticized for too liberally construing the statute and
allowing potential infringers to more readily invent around the patented drug by creating an
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alternative.    But in light of the market enhancing role of potential competition, the decision181

was a correct one in enhancing market entry into the concentrated pharmaceutical market.

The case for common law experimental use is more complicated.   On the one hand,
common law experimental use, much like statutory experimental use, provides a basis for
promoting competition through entry.   However, the biggest opposition to experimental use has
come from the developers of research tools who are concerned that the exception will undermine
their market for equipment and samples that serve both private and public research labs.     The182

concern is that the key purchasers of the tools could make unlicensed use of the tools under a
liberal construction of the common law defense.   Here, the difficult question is balancing the
entry effects of common law experimental use with the potential harmful effects in undermining
the market for the patented product.   One way to establish that balance is to adopt a proposal
made by some scholars to excuse experiments on a patented invention, but experiments with the
patented invention.     The former arguably permits a potential competitor to invent around a183

patent to create a competing product or technology.  The latter, on the other hand, may create
potential competition, but also allows users to undermine the market for the patent.  The model
of potential competition provides a way to distinguish between the two types of common law
experimental use.

Fair Use in Copyright.    A defense to copyright infringement is fair use, determined
through a statutorily defined, multi-factor test.  The factors include: (1) the purpose and character
of the use; (2) the nature of the work; (3) the amount and substantiality of the copyrighted
material used; and (4) the effect of the use on the potential market for the copyrighted work.   184

The potential competition argument has the greatest implications for the fourth factor.   Since its
inception in Folsom v Marsh,  the nineteenth century case which is seen as the origin of the fair185

use defense,   the fourth factor is designed to protect the copyright owner from the creation and
marketing of a work that substitutes for her work.    If the alleged infringer makes a movie or a186

book that would be an alternative to the copyright owner’s work, and thereby diminish the
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owner’s market value, the alleged infringer cannot be engaging in fair use.   

This rationale seems in conflict with the potential competition justification for limiting
the rights of the copyright owner.   But once the nature of competition in copyright markets is
more fully understood, the role of the theory of potential competition in informing the fair use
analysis becomes clearer.   One implication of potential competition is not in the market for the
work itself, but in the information that is embodied in the work.    That information can be
transmitted through a verbatim copying of the work, but such verbatim copying can, in many
instances, undermine the market for the work itself.   Furthermore, such verbatim copying may
not add any informational content that is not already in the original work.   Fair use, however, is
meant to protect critical commentary and other interpretative slants on a work.   The relevant
market is  the marketplace of ideas, as articulated in First Amendment law, but perhaps more
accurately described as the marketplace for the expression of ideas.   Fair use disciplines the
copyright owner from too tightly controlling the flow of knowledge into the marketplace by
creating potential competition through the entry of new works that offer  a particular hermeneutic
slant on existing works.  

Potential competition can also help in understanding the development and dissemination
of new technologies that facilitate copying.     The copyright owner’s ability to enjoin new187

copying technologies is largely a matter of secondary liability, which depends on the existence of
primary liability.  If the use of the technology of copying is deemed fair, then there is no
secondary liability.   Potential competition can aid in understanding when new copying
technologies lower barriers to entry that discipline the copyright owner.   The difficult question is
limiting overreaching by the copyright owner to prevent the development of new technologies
that promote opportunities for the creation and transmission of new cultural and information
forms.   The Sony case is the canonical example of fair use as limiting the copyright owner’s
ability to control threatening technologies.  If the videocassette recorder had been enjoined, the
shape of the market for that technology would be quite different.     Similarly, if the file sharing188

technologies, Napster, Aimster, and Grokster, had not been enjoined, the market for music
downloads would also have taken a different shape.    The respective findings of fair use for the189

videocassette recorder and file sharing technologies rested on different roles for potential
competition in disciplining the copyright owner’s place in the market.

B.4.  Competition as Contrivance?
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Just as the theory of potential competition challenged natural monopoly regulation, so
arguments that the creation of potential competition is contrived competition informs challenges
to deregulation.  The electricity industry provides one example of how the government attempted
to impose competition in an inefficient and inequitable way that permitted manipulation of the
market and an increase in costs to consumers.    Telecommunications deregulation also has lead190

to the creation of markets that have impeded the development of new technologies and access to
new information and media platforms.    Finally, airline deregulation has proven to be a mixed191

blessing as the development of the hub and spoke system and market concentration has affected
growth and access in some markets.    In each of these examples, however,   the move from a192

regime of regulation was justified and correct.  The problem is that natural monopoly style
regulation has been replaced by problematic new forms of regulation that are now often justified
on grounds of competition.

Contrived competition can also arise through the creation of limits on intellectual
property.  Allowing fair use, for example, may permit new entrants in the short run, as I argued in
the previous section, but the existence of competition might be short lived.   For example, Sony
as manufacturer of the videocassette recorder was the beneficiary of fair use in 1984, and this
victory permitted the development of a new technology and new markets for the dissemination of
movies.   But nearly two decades later, Sony has grown to be a forceful player in the content
market and the plaintiff in an unsuccessful copyright suit against an alleged infringer.  In the
2000 suit, fair use was central in Sony’s defeat.   Ironically, fair use allowed Sony to enter into193

a nascent market and grow, and fair use also served to limit Sony’s reach.   Similarly with patent
law, experimental use may serve to facilitate entry, but the entry may be of fairly sizeable firms
that dominate an industry, as is the case of Merck who was the beneficiary of the expansion in
statutory experimental use in the 2005 Supreme Court decision.    While limits on intellectual194

property rights can be understood in terms of potential competition, it would be facile to
conclude that these limits necessarily lead to increased competition.   The problem is that  the
limits benefit all firms equally, assuming that creativity and invention is occurring throughout the
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marketplace.   Therefore, there is nothing in existing limitations that would differentiate between
a start-up creator and a well-established firm  using protected materials owned by an incumbent
competitor.

One argument is that as long as these limitations create the threat of competition, they
serve the purpose of disciplining the incumbent intellectual property owner and benefitting the
marketplace.   I just want to end this section with a cautionary note.  As purely economic
arguments, potential competition arguments rest on specific assumptions about the cost structure
of a firm and the dynamics of competition.    Rhetorically, however, potential competition195

appeals to market based limits on intellectual property that reinforce both efficiency based and
pro-consumer justifications for intellectual property rights.   But the danger is thinking that if
some competition is good, then even more competition is better.    That mistake reflects a196

misunderstanding of how intellectual property rights, themselves, can promote competition.  Too
weak intellectual property rights can be as anti-competitive as too strong rights.

The example of derivative work rights illustrates the problem of intellectual property
rights that are too weak.   A copyright owner has the exclusive right to make adaptations of a
protected work, such as a translation, or abridgement, or a transformation of the work in a new
medium.    The problem arises as to what constitutes a derivative work.   If any reuse or197

metamorphosis of a work constitutes a derivative, then all variations like placing a new cover on
a book, or signing a song in a new style, or adapting the plot of a movie to fit a new historical
period, potentially infringe copyright.   Courts are split on how to distinguish among these
variations.   For example, the Seventh Circuit requires that an adaptation be original in order to198

be considered a derivative work while the Ninth Circuit does not require originality, but does
require fixation.     This distinction reflects the specific facts that were before the two courts as199

well as differences in philosophies of the scope of the creator’s rights.  

 Starting from the theory of potential competition, an intellectual property reformer might
find the following rule attractive:  a copyright owner cannot enjoin a derivative if it provides 

competition with the copyright owner’s work.  This seemingly attractive rule demonstrates a
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difficulty with the theory of potential competition.  The problem with this rule is that it would
allow the copyright owner to enjoin  trivial variations, like underlining a book, as a derivative
work, while exculpating major transformations, like writing a sequel,   from the category of
infringing derivatives.   Unlike fair use, where potential competition can be a helpful idea in
formulating limits on rights, the case of derivative works covers a whole range of uses of the
copyrighted work.  The purpose of the derivative work right is to allow the copyright owner to
develop creative materials in various media and through diverse transformations.    The right is
needed because the concept of what is a work is fuzzy.  For example, are a prequel and a sequel,
two works or one?   Even in a multimedia context, one may also ask whether a novel and a
movie version of the movie constitute two separate works or one work that captures the full
vision of the creator.   In the creation of derivatives, the author is in some sense competing with
herself as the potential future work serves to sharpen the creative efforts that are applied to the
current work in progress.    

Where potential competition fails in helping to understand the derivative work right is in
fully capturing the nature of competition that is presented by the transformative process.  The
examples given above all involve the introduction of new works or new technologies, and the
need for limits on intellectual property rights to prevent the suppression of progress.   With
derivatives, however, the competition is not in the propagation of works or technologies, but in
the process of creating expressive works that provide a range and diverse set of viewpoints on a
particular idea.   By forcing the second creator to develop original content, rather than recycle200

the content of the first creator in a new form, the second creator introduces her own creative fire
into the marketplace.   The derivative work right becomes too strong, however, when it places a
limitation on the creativity of the second comer and stifles the ability to develop their own
visions, even through transformations of existing works.    The concept of potential competition201

fails to capture the broader form of competition that underlies the creative process.

The analysis of potential competition, with its limits, forces us to rethink the meaning of
competition in intellectual property law.    As the Supreme Court stated in its Bonito Boats
decision, intellectual property rights are understood against “the backdrop of free competition in
the exploitation of unpatented designs and innovation.”    The question is what form this202

competition takes both in terms of the rules and the object of competition.  Potential competition
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arguments work best to make the case for limiting intellectual property rights when the entry of
new works and technologies are at stake.  However, when the scope of the work is uncertain and
competition is in the process of creativity, potential competition arguments are less helpful and
may lead to excessive entry.   Future research needs to focus on the meaning of competition in
intellectual property and the role intellectual property rights serve in defining the norms and
structure of competition.

C.  Regulatory Politics and Administration in Intellectual Property

A nascent, but significant, strand of scholarship that has developed from the criticism of
traditional natural monopoly is that of political economy.  This perspective takes many forms,
each of which is unified by attention to the role of political institutions and rules in shaping
regulation.   The most familiar, and controversial, example of this approach is provided by the
public choice literature, that sees all legislation as the product of private interests and bargaining
in the lawmaking and regulatory processes.   A typical conclusion from proponents of this203

school is that of capture of the regulatory agency or the legislature by industry.  While public
choice theory has deservedly been the butt of much criticism, more sophisticated theories attempt
to address the complicated dynamics of the regulatory process by examining the role of
procedural rules and information failures in the development of effective regulation.    In204

jurisprudence, public choice theory has been the basis for more aggressive judicial scrutiny of
legislation and a revival of constitutional protection for economic and property rights.  The more
sophisticated political economy literature has considered harder questions of legislative and
electoral reform as well as changes in substantive rules and methods of judicial review to correct
regulatory failures.

Intellectual property reform has been informed by some of the political economy
literature.  Public choice theory, in part, has informed copyright reform and the expansions of
copyright law in the digital medium.  Professor Jessica Litman has done wonderful work
documenting how copyright owners and key copyright industries have shaped copyright law over
the course of the Twentieth Century.   Professor Lawrence Lessig’s crusade against copyright205

term extension was guided by the legislature capture that admittedly occurred in the enactment of
the Sonny Bono Copyright Term Extension Act, which unilaterally extended copyright terms for
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all works by twenty years.   This extension occurred at the behest of dominant copyright206

owners, many of whom were about to face expiration of copyright in valuable songs and movies.  
Many other authors have followed suit in demonstrating capture and advocating more aggressive
judicial scrutiny of intellectual property legislation.   

Not surprisingly, this body of scholarship has been subject to the same criticism as that
directed to the public choice literature a decade ago.  Professors Treanor and Schwartz have
accused this group of scholars of neo-Lochnerism in their advocacy of using courts to strike
down economic and property legislation that it deems undesirable.    I have argued elsewhere207

that Professors Treanor and Schwartz overstate the case that contemporary intellectual property
scholars are repeated the mistakes of the Lochner era.    First of all, modern intellectual208

property scholars are not basing their arguments on some abstract and ungrounded notion of
freedom of contract or economic liberty.  Instead, the tack has been to enforce the constitutional
mandate that intellectual property legislation “promote progress in science and the useful arts.”  209

Second, the error of Lochner was to assert that redistribution of resources is not within the police
power of the State.   The Lochner decision was protecting an abstract realm of private decision
making in the marketplace from interference by the state.   Modern intellectual property210

reformers, on the other hand, are seeking to preserve the public interest by imposing limits on
private rights.    Professor Treanor and Schwartz make too broad a comparison between the211

modern intellectual property reformers and the failed experiment with protection for economic
rights in the early part of the Twentieth Century.

Nonetheless, there is some substance to their criticism.  Some contemporary intellectual
property reformers have focused on a simplistic public choice theory in formulating their
criticism of intellectual property law.  The observation that private industry has played an overly
aggressive role in drafting intellectual property legislation cannot be denied.   It should be
qualified by the disclaimer that capture seems to have occurred with particular industries and on
particular legal issues.  Reliance on the courts and constitutional doctrine to correct capture
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ignores two points.  First,  the broad areas of intellectual property that have not been the product
of capture and reflect genuine debates over the normative foundations of intellectual property
have largely been ignored.   While the expansions of copyright subject matter through digital
rights illustrate the influence of industry, the use of licensing in copyright law for the distribution
of music and the current debate over orphaned works illustrate forces on the side of users.  212

Similarly, in trademark law, the expansions through anti-dilution and anti-cybersquatting need to
be tempered by the developments in the doctrine of nominative fair use and the recognition of
First Amendment interests to moderate trademark infringement claims.    Finally, patent law213

has expanded in its subject matter and contractions in the doctrine of experimental use at the
same time as challenges to the uncertainties of nonobviousness have taken central stage.    My214

point is that the story of how intellectual property legislation becomes formulated is more
complicated than public choice theory implies.

The more sophisticated political economy literature that has arisen from the criticisms of
natural monopoly theory provide guidance away from the narrow focus and implications of
public choice theory.   This more sophisticated literature has as its aim the design of
administrative and judicial institutions for the formulation and implementation of regulation.  215

Although a full assessment of the implications of this literature for intellectual property reform is
beyond the scope of this Article, two lessons from this line of scholarship are worth emphasizing. 

The first is the role of nonverifiable information in institutional design.   This point has216

served implicitly as the basis for explaining the role of the USPTO in mediating between
inventors and potential licensees and other users of an invention.     Since the inventor and217

potential licensee have asymmetric information about the value of an invention, and neither side
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has the ability to provide a trustworthy signal about the invention’s quality, the USPTO serves as
an independent third party to verify and certify the information provided by the inventor for the
benefit of potential users.   One implication of this role for the USPTO is for the function of the
Federal Circuit.   An argument can be made that the Federal Circuit should take a highly
deferential role towards the USPTO’s findings so as not to muddy the USPTO’s role as verifier
of information.    Another tack is to conclude that the Federal Circuit should be guided in its218

review of the USPTO’s findings by a standard that supplements the information needs of the
licensee.    This second tack would suggest that the Federal Circuit should scrutinize claim219

construction closely to ensure that the claims are not being construed in a way that would create
uncertainty for potential licensees.   These various implications are in need of further study
particularly in light of the literature on the political economy of regulation.   Another completely
overlooked area is the growing administrative role of the Copyright Office, whose purpose can be
and should be better understood from the perspective of political economy.220

The second lesson is the role of political constraints in the formulation of policy .  This221

lesson has proven to be the most controversial and requires a movement away from a purely
economic understanding of intellectual property to one that integrates the economic analysis with
a political one.   This approach has been fruitful in developing analyses of how actual222
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94 Geo. L. J. 1065 (2006).  

  See, e.g., Southco, Inc. v. Kanebridge Corp., 390 F.3d 276 (3  Cir. 2004).  228 rd

regulatory systems fail because of political compromises.   Two examples of where this223

approach can shed some light on intellectual property reform are the nonobviousness doctrine
and copyrightable subject matter.   

The current debate over the nonobviousness doctrine has been the subject of debate
between the biotechnology industry and the software industry.  The biotechnology industry has
pushed the doctrine in a high protectionist direction while the software industry has made pushes
in the opposite direction.    Given these realities, wherever the Supreme Court takes the224

doctrine in its upcoming decision in KSR v. Teleflex,  there is likely to be some Congressional225

response in the other direction.   Given these reactions, the Court needs to adopt a flexible
standard that allows the USPTO and the Federal Circuit latitude in assessing the prior art within
the standards of a particular industry.   One way to do this is to emphasize the role of the
PHOSITA standard in assessing nonobviousness, particularly in the flexible, industry by industry
approach that was suggested in its Graham decision.226

Copyrightable subject matter is another area where political pressures, both domestic and
international, have lead to expansions.   This has occurred through the inclusion of new works,
such as architectural works, and to strategies by specific industries, like the database industry, in
expanding protections.    Given these political pressures, the courts need to counter these227

political influences on expansion not necessarily by striking down legislation, but by using
existing doctrine such as fair use or the idea-expression dichotomy to limit these expansions.  228

Such a judicial move would not be Lochnerism.   Instead, by recognizing political constraints
that shape legislation, the court turns to limiting doctrines within copyright to counter the
expansionist trend.   These limiting doctrines are not industry specific and were designed to apply
across various areas of activity.  Therefore, they are less subject to the political constraints that
have expanded copyright law.
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  See Steven E. Rhoads, The Economist’s View of the World: Government, Markets,229

and Public Policy 61-75 (1985) (describing class relation between government and markets);
Daniel Yergin & Joseph Stanislaw, The Commanding Heights: The Battle for the World
Economy 338-378 (2002)(describing politics and economics of deregulation movement in the
United States).

The literature on deregulation has perhaps its most profound influence on intellectual
property law through the incorporation of the literature on political economy.   With its focus on
institutional design, this literature can inform how key institutions and rules can be shaped to
reach the reform goals.  This perspective provides an effective substitute for the simplistic
tendencies of public choice theory with its descriptive reduction of all legislation and regulation
to matter of capture by private interests.   Even more promising is the synthesis of the political
economy literature with the teachings on the role of the consumer and competition in the design
of regulation, discussed in the previous two sections.  This synthesis will permit a design of
intellectual property institutions with the twin goals of consumer interest and competition in
mind.   A current project I am starting will take many of the ideas in this section and use them to
analyze the role of norms of competition in intellectual property law.  I hope that this perspective
from the theory of deregulation will help in intellectual property reform and the redesign of the
regulatory system understood as the metaphor of intellectual property.

V.  Conclusion

Regulation has become the longest four letter word in the  debate over the role of
government in the marketplace.    The word rankles conservatives in the same way that property229

disturbs those leaning to the left.    But regulation has another meaning beyond its connotation of
limiting freedom and curtailing activity.   To regulate is to standardize and make regular.   The
debates over the nature of intellectual property center on the ability of law to standardize creative
and inventive activity and their outputs.   In many ways, the question of what is intellectual
property is about the nature of modernity and the standardization of knowledge, information, and
culture.  This point is especially true for the developing world, but can also help understand the
furor in the developed world over the role of copyright and patents in shaping the dissemination
of new technologies, such as peer to peer, and of new cultural forms, such as multimedia.

The case for intellectual property as regulation has been made by decoding and recoding
the rhetoric of natural monopoly as it arises in intellectual property doctrine and policy.   The
metaphor of natural monopoly parallels that of property, but also provides an alternative
framework for understanding intellectual property.    The decoding of the natural monopoly
metaphor also requires a recoding that brings to bear the criticisms of natural monopoly to
intellectual property.  This recoding allows us to consider a wealth of issues that have only
simmered in the field: the role of consumer, the role of market structure, and the role of
administrative agencies.   Understanding intellectual property as regulation frames intellectual
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property reform in the debate of deregulation or, to use a more recent turn of phrase, re-
regulation.   My recasting the problem of intellectual property as yet another chapter in the bigger
debate over the role of government regulation will, I hope, revitalize what has become a sterile
discussion, ossified in the terms and language of property.  The move will advance many causes,
but more importantly push intellectual property discussion from a nineteenth century discussion
of private rights to a more contemporary discussion of politics, economics, and social
organization.  


