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INTELLECTUAL PROPERTY AND THE
COSTS OF COMMERCIAL EXCHANGE:
A REVIEW ESSAY

Robert P. Merges*

THE CoMMERCIAL LAW OF INTELLECTUAL PROPERTY. By Peter A.
Alces and Harold F. See. Boston: Little, Brown & Co. 1994,
Pp. xxxii, 736. $145.

I. INTRODUCTION

Peter A. Alces! and Harold F. See? state in their highly useful
book that

As the relative proportion of traditional goods involved in com-
mercial transactions declines and the relative proportion of intellec-
tual property in such transactions increases, the important question is
whether Commercial Code principles designed with contemporary
commercial practices in mind and promulgated essentially uniformly
across the entire nation provide the better rules to foster economic
and technological growth, or whether, on the other hand, the common
law rules of contract forged in the early days of the industrial revolu-
tion, from which the commercial law sprang and diverged, provide the
better guidance. [pp. 346-47]

Although they tip their hand a bit in framing the question —
they clearly favor the extension of UCC rules and principles to
cover “contemporary commercial practices” — Alces and See have
no doubt hit on an important set of issues. They have identified a
new ingredient increasingly spicing the meat-and-potatoes practice
of the transaction-oriented business lawyer: intellectual property.

At the simplest level, their volume contains a compendium of,
and commentary on, a wide range of commercial bargains in which
intellectual property plays a role. By its own terms, their book is a
straightforward effort te collect these cases from the corners of the
commercial law reports and to impose some order on them. To do
this, the authors make clear, they must describe and define some
concepts that are familiar to intellectual property lawyers but not to
commercial lawyers, and vice versa. Thus, for the practitioner, the
book represents an effort to bridge the gap between two heretofore
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isolated fields. Although it is a smidgeon better at bringing com-
mercial law to the intellectual property specialist than the other way
around, overall it is a highly competent exemplar of the legal
bridgebuilder’s art.

Nevertheless, the bridge is an early model — a prototype,
almost. Although there is a crying need for a book that brings out
and ties together the multifaceted legal issues arising from intellec-
tual property transactions, this book falls somewhat short of the
deluxe, Golden-Gate-spanning variety the subject seems to call for.
Nevertheless, it establishes some solid footings on which future
scholars might build a more elaborate structure.

A. The Plan of Attack

In Part IT, I try to explain why intellectual property is cropping
up in more and more commercial transactions. I emphasize the role
that intellectual property plays in some newly emerging organiza-
tional arrangements in economic production — in particular, the
greater use of nonemployee consultants and contract-based “quasi
firms” such as joint ventures. These increasingly common organiza-
tional forms, which appear regularly in the cases that Alces and See
survey, have become more viable now that Congress and the courts
have joined together to create stronger intellectual property rights.

After this account of the origins of the growing intellectual
property component in commercial transactions, I turn in Part III
to some details of those transactions, as analyzed by Alces and See.
I first briefly describe the UCC-based approach the authors have
taken to their subject matter, and I argue that the authors have in-
cluded too many commercial transactions with only a nominal intel-
lectual property component. I also describe the high points of the
book and stop, now and again, to record a doctrinal quibble. The
substantive conclusion of this Part is that the authors would have
better served their intended audience by dissecting more thor-
oughly a smaller number of cases that expose basic incompatibili-
ties between policies central to the UCC and accepted intellectual
property doctrine.

In Part TV, I discuss why the book only partly bridges the ex-
isting gap in the intellectual property literature — why, as I like to
put it, we need a contract law of intellectual property, and not just a
commercial law. Here I argue for an integrated approach to the
entire body of rules and doctrines that Congress and the courts
have created to police intellectual property transactions. In the
course of this discussion, I attempt to show why legislatures, courts,
and scholars must consider the policing doctrines traditionally
thought of as “internal” to the federal intellectual property regimes
— especially the twin doctrines of copyright and patent “misuse,”
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and such other issues as federal preemption of state law affecting
intellectual property — together with U.C.C. issues if they are to
construct a coherent body of transactional rules. I present a lengthy
discussion of the “shrinkwrap” or “tear open” software license to
illustrate the need for such an integrated treatment.

In Part V, I argue that the forces behind the growing commerce
in intellectual property rights, which I review in Part II, will likely
intensify, making it all the more necessary to complete what Alces
and See have begun in this volume — the process of constructing a
truly integrated contract law governing intellectual property-based
transactions. I close by noting that books like this do more than
describe this trend; they add to it by disseminating transactional
“know-how” that enables lawyers and others to build more com-
plex transactions on the foundation of intellectual property rights.

II. INTELLECTUAL PROPERTY RIGHTS AND THE ORGANIZATION
oF PrODUCTION

Consider the quote from Alces and See in the introduction to
this review. The authors observe that the relative importance of
traditional goods involved in commercial transactions is declining
while the relative proportion of intellectual property in such trans-
actions is increasing. In this Part, I focus on what the authors see as
the motivation for this development, and I discuss its implications
and ramifications.

Let me state at the outset that, in the spirit of the authors’ un-
dertaking, I will take as a given that they are correct in asserting a
higher intellectual property content in the practice of commercial
lawyers. Amnecdotal evidence for this abounds; it is certainly also
relevant that two experienced commercial lawyers have bothered to
write a practitioner-oriented book on the subject. I will assume
their market research was accurate. The interesting question is:
What lies at the heart of this trend? Just why has intellectual prop-
erty become the subject of an increasing volume of transactions?

There are essentially three interrelated reasons for the growth in
intellectual property commercial transactions. First, there is more
intellectual property to include in transactions than there used to
be, and it is worth more because it is more readily enforced by the
courts. Congress, and to a lesser extent the state legislatures, are
creating more intellectual property each year; where the United
States leads in this area, other countries tend to follow.? Second,

3. Perhaps there is an interesting “race to the top,” or to the bottom, phenomenon going
on here. On the leadership of the United States in intellectual property protection, see STe-
PHEN A. BENT ET AL., INTELLECTUAL PROPERTY RIGHTS IN BIOTECHNOLOGY WORLDWIDE
(1987) (discussing U.S. leadership in biotechnology); Robert P. Merges, A Comparative Look
at Property Rights and the Software Industry, in THE INTERNATIONAL COMPUTER SOFTWARE
InpusTRY (forthcoming 1995) (discussing U.S. leadership in software).
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the growth in intellectual property has increased businesspeople’s
awareness of the intellectual property aspects of traditional transac-
tions. Consequently, there is often now an intellectual property di-
mension to transactions that were conducted in the past without
mention of these rights. Third, and most interesting to me, intellec-
tual property rights make more feasible various organizational
structures that firms and individuals are increasingly using to pro-
duce goods and services. Since these organizations are at least par-
tially based on contracts, they provide a growing source of
commercial transactions that necessarily include an intellectual
property component.

Intellectual property rights appear to enhance and, in some
cases, to enable these contract-based organizations — which run
the gamut from consulting arrangements to “out-sourcing” agree-
ments in which firms purchase components formerly manufactured
by themselves. In general, intellectual property rights make such
transactions less risky, and hence feasible in more instances, be-
cause they make it easier for the licensor — often the supplier of a
productive input — to police the activities of the licensee. The
strong policy favoring injunctions is one example of how licensors
can use intellectual property rights to police licensee activities;* an-
other example is courts’ strict adherence to the field-of-use limita-
tions that many licensing agreements contain.> In these and other
ways, intellectual property rights give the input supplier greater
control over the activities of the licensee, which makes the external
production of inputs and the concomitant transfer by contract more
feasible. To put it another way, intellectual property rights reduce

4. On the strong policy favoring injunctions, see Robert P. Merges, Of Property Rules,
Coase, and Intellectual Property, 94 CoLuM. L. REv. 2655 (1994); see also Burberrys (Whole-
sale) Ltd. v. After Six Inc., 471 N.Y.S.2d 235 (Sup. Ct. 1984) (illustrating how a licensor can
craft licensing agreements that provide for injunctions).

5. See, e.g., General Talking Pictures Corp. v. Western Elec. Co., 305 U.S. 124 (1938). See
generally Stephen J. Davidson, Selected Legal and Practical Considerations Concerning
‘Scope of Use’ Provisions, CoMPUTER Law., Oct. 1993, at 1. Davidson argues that

such restrictions [i.e., tight field-of-use limitations} (or the lack of express authorization
for a particular use) may be used by the licensor in an effort to extract excessive license
or renewal fees after the licensee has become reliant on the software in its business.
Claims of default and termination based on such restrictions or lack of express authori-
zation, or based on ambiguity over what uses are permitted, can threaten the licensee’s
very ability to continue in business. The courts are all over the place on these issues, and
the opinions in those cases that have been decided in the past few years suggest that the
decisions were based more on the courts’ gut level sense of justice than any uniform
rules of law.

The ability of software licensors to terminate or threaten termination of their licenses
or support agreements based upon alleged default by unauthorized use is a very real
threat to licensees who are reliant upon the software for continuation of their day-to-day
business operations.

Id atl,5.
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the licensee’s opportunistic possibilitiesé and thereby lower transac-
tion costs.

While it is important not to overstate the significance of intellec-
tual property rights in the emergence of these new organizational
forms, it is also important to point out some likely causal links, all
of which turn on the potential for tighter contractual control, at
lower cost, that comes with property rights. The most obvious illus-
tration of how property rights confer tight control is the example
alluded to above, the availability of quick injunctions in the event of
breach. Since injunctions are much more easily obtained in intel-
lectual property infringement cases than in run-of-the-mill commer-
cial contract disputes,” the inclusion of intellectual property in a
commercial arrangement gives the owner of that property right
much more leverage with which to police licensee behavior. It fol-
lows that, at the margin at least, the availability of intellectual prop-
erty will make a supplier more likely to rely on contract, as opposed
to integration or some other transactional form. In this way prop-
erty rights, including intellectual property rights, contribute to the
growth of contract-based exchange.

Note in this connection that it is difficult to argue that contract
terms can substitute fully for the enhanced control conferred by the
strong injunction policy of intellectual property law. It is well es-
tablished, for example, that courts do not necessarily enforce con-
tractual provisions stipulating to specific performance or other
injunctive remedies.® In addition, even if an enforceable contrac-
tual provision to this effect were assumed, such a clause would be
expensive to draft and negotiate,® and someone would have to es-
tablish its enforceability. As I have argued elsewhere, these are
precisely the sorts of costs that “off the rack™ intellectual property
rights serve to lower or eliminate.10

6. Of course, intellectual property rights also increase the bargaining leverage of the li-
censor, which is one reason the legal system must carefully consider the extension of these
rights into new product markets. See Robert P. Merges, Intellectual Property Rights and Bar-
gaining Breakdown: The Case of Improvement Inventions and Blocking Patents, 62 TENN. L.
REv. 75 (1994).

7. On injunctions in intellectual property cases, see Merges, supra note 4, On the availa-
bility of injunctions in commercial transaction cases, see Scott E. Masten, A Legal Basis for
the Firm, in THE NATURE OF THE Firm 195, 205 (Oliver E. Williamson & Sidney G. Winter
eds., 1993) (“[S]pecific performance is infrequently applied in commercial settings . . . ."”).

8. See Alan Schwartz, The Myth That Promisees Prefer Supracompensatory Remedies:
An Analysis of Contracting for Damage Measures, 100 YALE L.J. 369 (1990).

9. See Masten, supra note 7, at 207 (pointing out the advantages of relying on standard
common law principles in the area of employment law, as opposed to replicating them in
services contracts, which “would . . . require reviewing and repeating the entire case law in
each contract, obviously forfeiting a substantial economy”).

10. See Merges, supra note 4, at 2664-73.
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A. Intellectual Property Rights and the “Propertization of
Labor”: The Parable of the Fish

Portions of the Alces and See volume are consistent with the
notion that stronger rights are linked to diverse organizational
forms. For instance, some of the cases they discuss help illustrate
how the growth of an intellectual property component in commer-
cial transactions has enabled new organizational forms. For exam-
ple, in Real Estate Data, Inc. v. Sidwell Co.,*! an independent
mapmaker contracted with a firm to produce maps. A copyright
ownership dispute resulted from the relationship, but the relation-
ship itself shows how intellectual property rights have become im-
portant in structuring this kind of consulting agreement. Because
the consultant can control by contract the use and dissemination of
her work product, she has an incentive to enter into a consulting
agreement rather than an outright employment agreement.

A consultant generally can only sell a given unit of labor once,
and she can sell it only to a single firm. Intellectual property, how-
ever, in effect “propertizes” her labor, making it possible to sell the
same unit of output multiple times to multiple firms.*2 Of course,
for this to work, the consultant must produce something that intel-
lectual property law protects, and she must retain ownership of her
work product, typically by contract. Assuming ownership of a pro-
tected work, however, intellectual property rights allow her to
transform her efforts from a onetime service into a multiple-use
commodity. This conversion of services into an asset that the pro-
ducer can trade many times of course enhances the potential eco-
nomic returns from such work.

The old parable of the fish captures how reusable techniques
and information can pose a public goods problem and how intellec-
tual property law solves that problem. In the parable, a fisherman
is instructing a neophyte in the essence of his trade. “Catch fish for
people,” he says, “and you will make a fine living. But teach some-
one to fish, and you will starve.” Intellectual property introduces a
third possibility: teach multiple people to fish, but prohibit them
from retransferring the fishing techniques, and even limit the uses
of the techniques, via contract. Under this scenario, the fisherman

11. P. 373 (discussing Real Estate Data, Inc. v. Sidwell Co., 809 F.2d 366 (7th Cir. 1987)).

12. Commentators at least since Locke have asserted that everyone owns his or her labor;
in Locke’s case, this was an outgrowth of his starting point that everyone owns his or her own
body. Joun Lockg, Two TREATISES OF GOVERNMENT 328-29 (Peter Laslett ed., 1960)
(1690). But when these commentators refer to a property right in one’s labor, they are talk-
ing about the right to bargain for a wage before engaging in work — in essence, the right not
to be a slave. By contrast, I am referring to the conversion of labor into a tradeable asset or
property right. “Assetization” might be a more appropriate term for what I have in mind;
but since this sounds even worse than “propertization,” I will stick with the latter. On a
related phenomenon, see TAMAR FRANKEL, SECURITIZATION: STRUCTURED FINANCING, Fi-
NANCIAL ASSETS POOLS, AND AsSET-BACKED SECURITIES (1991).
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licensees may find that the termination provisions that seemed rea-
sonable at the contract formation stage take on an ominous aura at
the enforcement stage.

To their credit, Alces and See do mention wrongful termination
cases in their discussion of unconscionability (pp. 359-75). Follow-
ing the conventional approach, they discuss both procedural and
substantive unconscionability. Under the former heading they re-
view a number of cases in which courts rejected claims of proce-
dural unconscionability in the face of evidence that the aggrieved
parties were experienced businesspeople (pp. 361-63). Under the
latter heading, they review an interesting franchise termination case
that brings out some of the termination-related possibilities dis-
cussed above (pp. 363-65). This case, Zapatha v. Dairy Mart, Inc.,°
involved termination by a franchisor under an at-will termination
clause. The court determined that the termination provision was
not unconscionable, in part because the contract required the
franchisor, upon termination without cause, to repurchase the fran-
chisee’s existing inventory.? Consequently, the court concluded,
“[t]here was no potential for forfeiture or loss of investment.”?2
This conclusion, which mirrors the analysis earlier in this section, is
compelling enough that courts ought to embed it in doctrine. Ata
minimum, it ought to be the default rule, changeable by the parties
by express contractual agreement. In such cases, the law will put
the licensee on notice regarding the seriousness of the termination
right, and perhaps the licensee will have an opportunity to extract a
compensating concession somewhere else in the agreement.

Cases such as Burberrys and Marvel Entertainment suggest the
need for a more detailed consideration of contracts bargained for in
the shadow of a strong property rule.®> Courts must not allow a
licensor who has bargained into a private liability rule to reimpose
unilaterally the strong property rule by dint of an all-encompassing
termination right. Put another way, courts must be wary, in the
context of licensing disputes, of blithely lumping an allegedly termi-
nated licensee in with the class of all naked infringers.94 Courts
should not permit licensors to withdraw unilaterally the protective

90. 408 N.E.2d 1370 (Mass. 1980).

91. Zapatha, 408 N.E.2d at 1377.

92. Zapatha, 408 N.E.2d at 1377.

93. See Guido Calabresi & A. Douglas Melamed, Property Rules, Liability Rules, and
Inalienability: One View of the Cathedral, 85 Harv. L. Rev. 1089 (1972) (proposing a frame-
work to integrate analysis of legal relationships traditionally analyzed in separate subject
areas, such as property and torts).

94. Some courts have done just that when considering jurisdiction. See, e.g., Marshall v,
New Kids on the Block Partnership, 780 F. Supp. 1005, 1008 (S.D.N.Y. 1991) (stating that
parties make themselves “strangers” — and hence raise an everyday infringement scenario,
justifying federal jurisdiction — when the licensee exceeds scope of license).
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umbrella of the private liability rule, or permit them to threaten to
do so with impunity. In the spirit of UCC provisions on modifica-
tion, cure, and remedies, courts should seek to encourage parties to
operate within the framework of the contract or, failing that, to sal-
vage as much value as they can from the failed relationship. In the
extreme case, such as Burberrys, courts should be willing to imply a
temporary extension of the underlying license agreement, thereby
recognizing that the UCC’s remedial impetus requires them to treat
a terminated licensee differently from a naked infringer. I am argu-
ing, in other words, for the notion of a remedial implied license.9>
Courts must yoke these remedial considerations to the doctrine
governing the grant of preliminary injunctions in intellectual prop-
erty cases.

IV. INTEGRATING DOCTRINES TO POLICE INTELLECTUAL
PrOPERTY CONTRACTS

In Part HI I tried to show that some of the cases that Alces and
See consider that intertwine intellectual property and commercial
code issues, produce some knotty puzzles that call for deft modifi-
cation of conventional doctrine. In this Part, I extend the point.
Here I am concerned with integrating the commercial code doc-
trines that Alces and See outline with the contract policing doc-
trines that have grown up within the confines of intellectual
property law itself, primarily copyright and patent “misuse.”
Although Alces and See argue the distinctiveness of commercial
code issues, I argue that only when courts and practitioners con-
sider these “internal” policing doctrines coextensively with com-
mercial code-based contracting rules can they confidently view the
entire transactional landscape and coherently resolve transactional
disputes. In section IV.A, I make these arguments in a general
fashion; then, in section IV.B, I consider them in the context of the
contemporary debate about the enforceability of so-called shrink-
wrap software license agreements. Shrinkwrap licenses are a per-
fect illustration of the need to keep “internal” intellectual property

95. Another context in which this would prove a useful concept is the “electronic repos-
session” case. In these cases software vendors have used hidden “erase” commands embed-
ded in licensed software to expunge licensed software from computers owned and operated
by a licensee. This is a highly effective “self-help” remedy, but it is capable of such extreme
opportunistic leverage that if courts permit it, they must police it very carefully. See Ameri-
can Computer Trust Leasing v. Jack Farrell Implement Co., 763 F. Supp. 1473, 1496-97 (D.
Minn. 1991) (holding that erasure was permissible, without referring to Article 2 or to gen-
eral practice among licensing parties), affd. sub nom. American Computer Trust Leasing v.
Boerboom Intl., Inc., 967 F.2d 1208 (8th Cir.), cert. denied, 113 S. Ct. 414 (1992); cf. Raymond
T. Nimmer, Uniform Codification of Commercial Contract Law, 18 RUTGERS COMPUTER &
Tecu. L.J. 465, 470 (1992) (discussing how computers and computer software fit into the
commercial law).
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policies in mind in applying commercial code concepts to transac-
tions with a substantial intellectual property component.

A. Integrating “Commercial” and “Internal” Policing Rules

A number of doctrines affecting the content of intellectual prop-
erty contracts have grown out of intellectual property cases over the
years. These doctrines are what I term “internal” policing doc-
trines; they owe their origins — usually as defenses pled by accused
infringers — to courts deciding intellectual property disputes. They
are internal in the sense that they are contractual restrictions that
have grown out of the body of law that defines, interprets, and en-
forces intellectual property rights. The implicit contrast is with the
“external” limits that emerge directly from the law governing
transactions.

Under a variety of doctrines, courts have crafted limits on the
terms that an intellectual property holder may include in a licensing
agreement. Always, the rationale has remained the same: to pre-
vent rightholders from leveraging or extending their rights via con-
tract. These rules primarily run under the banner of “misuse.” As
applied to both copyright and patent, courts have invoked this
catch-all doctrine to nullify intellectual property licenses that con-
tain terms that effectively extend intellectual property rights by
contract.% For example, a significant body of case law prohibits

96. The issues that misuse cases raise are not unique to intellectual property. Real prop-
erty law, too, long ago prohibited certain restraints on alienation. Robert Ellickson has ex-
plained that such restraints may have beneficial effects, however, as responses to bilateral
contracts that impose negative externalities on a community of property holders: “Although
alienability generally enhances efficiency of land use, group-imposed restraints on alienation
are defensible when they bar a transfer that would harm others more than it benefits the
parties to the transaction.” Robert C. Ellickson, Property in Land, 102 YALE L.J. 1315, 1376
(1993). Ellickson gives the following example in the context of his general discussion of
norms and rules governing real property in close-knit communities:
For example, a preliterate group with abundant land might understandably restrict trans-
fer of village land. Because of internal kinship ties, most of a village’s current residents
would have in effect offered up their relatives as “hostages,” a fact that would help en-
sure that the residents would cooperate, say, in defending the village against enemies.
An outsider who acquired land in a village, by contrast, would be less likely to have kin
there and therefore would not be as reliably loyal. By prohibiting or regulating land
sales to strangers, a village can help ensure its future close-knittedness.

Id. (footnote omitted). Thus, courts should respect the restraint on alienation and refuse to

enforce the bilateral sales contract.

I would argue that the same essential logic drives the law of patent and copyright misuse.
Under these doctrines, courts refuse to enforce voluntary, bilateral contracts that presumably
benefit both parties. The rationale is that these contracts undercut the policies at the heart of
the federal intellectual property regimes that were the source of the contracted-for rights.
The only workable rationale for such a prohibition must be that the contracts, though mutu-
ally beneficial to the transacting parties, harm third parties.

For example, some have explained the law of patent misuse as applied to tie-ins as an
attempt to prevent a patentee from leveraging her monopoly into other markets. See, e.g.,
WARD S. BowMAN, JR., PATENT AND ANTITRUST Law (1973). For copyright misuse, see
Lasercomb Am., Inc. v. Reynolds, 911 F.2d 970 (4th Cir. 1990). See generally Thomas M.
Susman, Tying, Refusals to License, and Copyright Misuse: The Patent Misuse Model, 36 J.
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licensing agreements that condition access to a patented technology
on purchase of a nonpatented component.®” A similar doctrine ex-
ists for copyright licenses.® Although some academic commenta-
tors have argued that the reasoning of these cases is wrong,®® or
that these cases should be subsumed under general antitrust princi-
ples,1% such cases remain a durable staple of the intellectual prop-
erty landscape.101

CoryrigHT OFF. Socy. U.S. 300 (1989). The “anti-leverage” theories of commentators such
as Bowman fail to recognize that these doctrines are concerned not only with the short-term
competitive impact of tie-ins, but with the long-term, dynamic effects as well. To be specific,
a tie-in that allows a patentee easy entry into, and — admittedly temporary — supracompeti-
tive profits in a market related to the market for the patented good might drive other firms
from the market for the tied good or deter other market entrants. Especially when licensees
face high switching costs in moving from the tying-tied-product pair to the next best alterna-
tive, patentees might achieve just enough market power at just the right moment in the de-
velopment of the ancillary market (that is, the market for the tied product) to gain a
significant competitive advantage. A number of technologies appear to have had such criti-
cal moments at times in their histories, as theorists of “path dependent” industry develop-
ment have shown. See, e.g., CHANDLER, supra note 14, at 197-203. When these conditions
hold, permitting tie-ins might well harm third parties — in the form of producers and pur-
chasers of the tied good who would have offered the tied good in competition with the paten-
tee, but who do not, because the tie-in excluded them at a critical moment in the
development of the market. Thus under the rationale identified by Ellickson, misuse doc-
trines, properly applied, make sense. They effectively prevent the parties to the license from
imposing negative externalities on nonparties, namely consumers and competitors.

97. See, e.g., Brulotte v. Thys Co., 379 U.S. 29 (1964); Morton Salt Co. v. G.S. Suppiger
Co., 314 U.S. 488 (1942). A relatively recent article by one of the coauthors of the book
under review criticizes Brulotte. See Harold See & Frank M. Caprio, The Trouble with Bru-
lotte: The Patent Royalty Term and Patent Monopoly Extension, 1990 Utau L. Rev. 813.

98. See, e.g., Lasercomb, 911 F.2d at 970 (finding copyright misuse); M. Witmark & Sons
v. Jensen, 80 F. Supp. 843 (D. Minn. 1948), appeal dismissed sub nom. M. Witmark & Sons v.
Berger Amusement Co., 177 F.2d 515 (8th Cir. 1949) (finding that the practice of requiring
blanket licenses of movie theater owners for the use of musical composition copyrights con-
stituted copyright misuse); see also United States v. Loew’s, Inc., 371 U.S. 38 (1962) (holding
that the.block-booking of movies for television performance, in other words, licensing only a
large collection rather than individual films, violated the antitrust laws); United States v.
Paramount Pictures, Inc., 334 U.S. 131, 158 (1948) (holding that the block-booking of movies
for theater performance is an antitrust violation because “the result is to add to the monop-
oly of the copyright [on each movie] in violation of the principle of the patent cases involving
tying clauses™).

99. These authors argue that misuse tie-in cases mistakenly assume that a patentee can
increase profits by means of a tie-in. Seg, e.g., BOWMAN, supra note 96; Ward S. Bowman, Jr.,
Tying Arrangements and the Leverage Problem, 67 YALE L.J. 19 (1957). But see Louis
Kaplow, Extension of Monopoly Power Through Leverage, 85 CoLum. L. Rev. 515, 541 n.108
(1985) (critiquing Bowman’s view).

100. See, e.g., Byron A. Bilicki, Note, Standard Antitrust Analysis and the Doctrine of
Patent Misuse: A Unification Under the Rule of Reason, 46 U. PrtT. L. REV. 209 (1984); Mark
A, Lemley, Comment, The Economic Irrationality of the Patent Misuse Doctrine, 78 CaL. L.
Rev. 1599 (1990). But see Kenneth J. Burchfiel, Patent Misuse and Antitrust Reform:
“Blessed Be the Tie?,” 4 HARv. J.L. & TecH. 1 (1991) (defending patent misuse on the basis
that the antitrust standard is difficult and expensive); Robert P. Merges, Reflections on Cur-
rent Legislation Affecting Patent Misuse, 70 J. PAT. & TrRADEMARK OFF. Socy. 793 (1988)
(defending a separate doctrine of patent misuse). See generally Kaplow, supra note 49.

101. Seg, e.g., Senza-Gel Corp. v. Seiffhart, 803 F.2d 661, 665 & n.5 (Fed. Cir. 1986) (find-
ing patent misuse in a tie-in situation); cf. USM Corp. v. SPS Technologies, Inc., 694 F.2d 505,
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There are other contract-policing doctrines that have emerged
from intellectual property cases over the years. For instance, the
“first-sale” doctrine in copyright law prohibits the seller of a copy
of a copyrighted work from controlling the buyer’s use or resale of
the copy. Although the rule has been subject to amendment102 and
subtle interpretation®3 in recent years, courts continue to apply it
in a number of circumstances.'®* Patent law has traditionally es-
poused a corresponding doctrine. One recent case, however, if fol-
lowed, could significantly reduce the scope of the doctrine’s
operation; this case held that postsale restrictions on use were en-
forceable so long as the seller clearly gave notice of the restrictions
at the time of sale.105

Perhaps because they developed internally, alongside of doc-
trines concerning validity and infringement, many implicitly con-
sider these and other contract policing doctrines part of the state’s
endowment when it grants an intellectual property right. Thus
courts — again implicitly — deal with them separately from other
rules bearing on intellectual property contracts, such as the UCC
rules that are the subject of Alces and See’s volume. Although this
makes sense historically given that different groups of practitioners
have traditionally dealt with intellectual property and commercial
transactions, there is no denying that both sets of rules — the inter-
nal policing rules such as misuse and those contract rules bearing
particularly on commercial transactions involving intellectual prop-
erty — are of great importance to practitioners whose job it is to
draw up intellectual property transactions. If a practitioner wants
to know what contract terms this branch of law will tolerate, she is
as interested in knowing that she cannot tie the sale of a patented
product to an unpatented one as she is in knowing that under the
UCC cases in this area, she must carefully structure termination
provisions.1% It would be convenient if practitioners could find an
integrated treatment of both sets of rules. But they will have to

511 (7th Cir. 1982) (Posner, J.) (concluding that there is an increasing convergence of patent-
misuse analysis with standard antitrust analysis), cert. denied, 462 U.S. 1107 (1983).

102. Record Rental Amendment Act of 1984, Pub. L. No. 98-450, 98 Stat. 1727 (1984)
(prohibiting buyers of record albums from “renting” them); Computer Software Rental
Amendments Act of 1990, Pub. L. No. 101-650, 104 Stat. 5134 (1990). Congress designed
these laws to shut down the market for rental shops catering to home tapers.

103. Mirage Editions, Inc. v. Albequerque A.R.T. Co., 856 F.2d 1341 (9th Cir. 1988), cert.
denied, 489 U.S. 1018 (1989) (holding that the right to control creation of derivative works
“trumped” first-sale doctrine in case involving repackaging of purchased copyrighted works
and resale in different form).

104. See Intel Corp. v. ULSI Sys. Technology, Inc., 995 F.2d 1566, 1570 (Fed. Cir. 1993),
cert. denied, 114 S. Ct. 923 (1994); Lisle Corp. v. Edwards, 777 F.2d 693, 695 (Fed. Cir. 1985);
Cyrix Corp. v. Intel Corp., 879 F. Supp. 666, 671 (E.D. Tex. 1995).

105. Mallinckrodt, Inc. v. Medipart, Inc., 976 F.2d 700 (Fed. Cir. 1992).

106. See the cases discussed supra section II1.B.
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wait for the second edition of Alces and See’s book, or perhaps for
another book altogether.

B. More on the Need for Integrated Treatment: Of “Shrinkwrap”
Software Licenses and Intellectual Property Policy

One crucial area that calls for integrated treatment is the law of
prepackaged software licenses. These ubiquitous agreements im-
pose a series of restraints on “licensees” — who look, act, and feel
like buyers — that push the limits of intellectual property policy
and sometimes, as I argue below, exceed them. Especially now,
when the Article 2 Revisions Committee is in the midst of a major
restatement of the law in this area, it is essential to consider how
current practices, as well as the proposed new rules, square with the
central policies of intellectual property law, especially copyright.
Although Alces and See come closer here to the model of deep
integration I have discussed above, their discussion still falls a bit
short. But before critiquing their discussion of these cases and re-
lated matters, it is important to describe how software licensing de-
veloped, what activities these contracts typically try to control, and
how all this relates to intellectual property policy.

In the beginning, an authoritative recent article tells us, uncer-
tainty surrounded software licensing.19? Software was new; lawyers
did not know exactly which legal categories would cover it. So they
fell back on a basic, foundational principle that they hoped would
provide a safe haven: freedom of contract. To judge from the de-
velopment of the industry since then, this old chestnut has not dis-
appointed. Despite a few minor setbacks, the practice of explicitly
licensing software, against the backdrop of strong statutory protec-
tion, has served the industry well. It allows sellers of software to
market their products with some degree of comfort, despite the
changing landscape of copyright law. At the very least, it is appar-
ent that software licensing has not mortally harmed the industry; its
growth rate and current absolute size attest to that.108

In the custom programming segment of the market, in which
negotiated agreements are the norm, protecting rights by contract
makes sense. The custom nature of the good, together with the rel-
atively high price tag on the transaction, dictate custom-tailored
contracts. But the prepackaged software industry is different. The
adoption of the licensing model here, born of historical necessity,
has always seemed anomalous. After all, people usually purchase
books and videotapes outright, rather than subject to a license. If
not for the fact that buyers have always obtained software by a li-

107. Thomas M.S. Hemnes, Restraints on Alienation, Equitable Servitudes, and the Feudal
Nature of Computer Software Licensing, 71 DeEnv. U. L. Rev, 577, 577-79 (1994).

108. See Merges, supra note 3, at 2-3.
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cense, they would probably resist the imposition of a contract re-
gime by a single firm, say, or by the entire industry after long
acquiescence in the practice of outright purchase.

Innumerable commentators have catalogued the many concep-
tual and doctrinal problems that shrinkwrap licenses present for
traditional contract law.1%° In the context of this review, however, I
will limit my observations to the area of contract enforceability. As
mentioned in section IV.A, the law of intellectual property has al-
ways contained a distinctive set of policing mechanisms to deny the
enforceability of contract terms that in some way undermined pre- .
cious intellectual property policies. The UCC drafting committees
and the courts must bring such issues as misuse and statutory pre-
emption front and center in the current debate about the enforce-
ability of shrinkwrap license agreements. They must consider these
internal policing doctrines in parallel with questions of contract for-
mation, unconscionability, and the like.

One internal policing mechanism that has only recently surfaced
in software protection discussions is preemption of state law. This
statutory principle,1® which has been applied almost exclusively to
overturn state legislation, has in theory been available as a limit on
the terms that parties can include in a private contract;!'1 but no
court — so far as I can determine — actually has ever used this
principle to render unenforceable a particular licensing agreement.
In an excellent law review article,112 Professor David Rice has ar-
gued strenuously for its apphcatlon in the context of a partlcular
shrinkwrap license term — prohibitions on “reverse engineering”
— but so far no reported cases have adopted this approach.

Professor Rice asserts that federal courts should refuse to en-
force contracts containing restrictions on reverse engineering, to
the extent those restrictions conflict with the reverse engineering
privilege found to exist under the fair use provision of the federal
copyright statute. Courts ought to treat the right to fair use in this
context, in other words, as an immutable statutory endowment,
rather than as a default rule that the parties can change by mutual
agreement.!13 It is clear from this formulation of the issue that pre-
emption would serve the role traditionally reserved for doctrines

109. See, e.g., David A. Rice, Public Goods, Private Contract and Public Policy: Federal
Preemption of Software License Prohibitions Against Reverse Engineering, 53 U. PrrT. L.
REv. 543 (1992).

110. 17 U.S.C. § 301 (1988 & Supp. V 1993).

111. See, e.g., Fantastic Fakes, Inc. v. Pickwick Intl., Inc., 661 F.2d 479, 483 (5th Cir. 1981)
(“It is possible to hypothesize situations where application of particular state rules of con-
struction would so alter rights granted by the copyright statutes as to invade the scope of
copyright law or violate its policies.”).

112. Rice, supra note 109.

113. Id. at 605-16.
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such as patent misuse: the policing of voluntary, bilateral contracts.
As I have stressed elsewhere in this review, I believe that these doc-
trines are crucial not only from the perspective of intellectual prop-
erty policy but also from the point of view of a practitioner asked to
draft an agreement dealing with intellectual property. The implicit
critique of Alces and See’s book, of course, is once again that they
omit these matters from their otherwise careful treatment of shrink-
wrap licenses.

In general there is much merit at the heart of Professor Rice’s
proposal. There is something wrong with the wholesale undermin-
ing of a statutory right. I disagree, however, with the implicit prem-
ise that the right to reverse engineer is an immutable right, one that
a prospective licensee cannot surrender in a transaction. Instead, I
believe that preemption should occur only when the practice of
contracting away a statutory right has become pervasive and per-
petual in a particular industry setting. Once one accepts this gloss
on Rice’s proposal, however, it turns out to produce the same pol-
icy recommendation — the preemption of no-reverse-engineering
clauses — that Rice himself advocates.

1. Contracts as “Private Legislation”

_In Friedrich Kessler’s classic 1943 article on contracts of adhe-
sion,’'4 he argued that when an entire industry put forth nearly
identical contract terms under which consumers could purchase its
products, the industry was in effect exercising a form of “private
legislation.” In his words,

Freedom of contract enables enterprisers to legislate by contract and,

what is even more important, to legislate in a substantially authorita-

rian manner without using the appearance of authoritarian forms.

Standard contracts in particular could thus become effective instru-

ments in the hands of powerful industrial and commercial overlords

enabling them to impose a new feudal order of their own making
upon a vast host of vassals.115
Kessler saw standard form contracts as evidence of a regression to
the days when status predominated over contract.!16 Kessler be-
lieved that courts had not yet caught on to this and thus were ad-
ding to the problem. In his view, contract case law continued to
perpetuate the rhetoric of freedom of contract under the mistaken

114. Friedrich Kessler, Contracts of Adhesion — Some Thoughts About Freedom of Con-
tract, 43 CoruMm. L. REv. 629 (1943) (defining notion of “private legislation” in context of
adhesion contracts).

115. Id. at 640. Interestingly, an experienced copyright practitioner has argued recently
in print the similarity between software licensing and feudal landholding arrangements.
Hemnes, supra note 107, at 585 (“The system of software distribution under license is analo-
gous to the feudal system of land tenure.”).

116. Kessler, supra note 114, at 641.
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impression that contract law was all about decentralizing the “law-
making process.”117 The cases assumed the classic nineteenth-
century conception of contract as a quintessentially bilateral rela-
tionship. This assumption blinded them to what Kessler saw in the
changing economic landscape, in which large firms were gaining
more and more power — power that they employed to force uni-
form contracting terms and practices on consumers. Rather than
having the courts slavishly repeat outmoded doctrine, Kessler ar-
gued that courts should be willing to revise cherished principles of
contract formation and interpretation in recognition of the very dif-
ferent ramifications that the freedom-of-contract principle has in
markets in which sellers possess concentrated power.!18

In the next section, I argue that Kessler’s conception of the
unique status of uniform, standardized contracts holds the key to
the resolution of the shrinkwrap licensing debate.

2. Shrinkwrap Licensing as Private Legislation: Preemption of
Rules Made Immutable by Standard Form Contracts

As David Rice recognizes, the received law of federal preemp-
tion in the intellectual property area does not fit comfortably into
the role of a contract policing-mechanism.!1® Courts have almost
uniformly applied preemption doctrine to strike down state legisla-
tion,'20 not bilateral contracts.’2! Yet, anyone observing the erosion

117. Id.

118. As examples of difficulties courts have had with standardized contracts, Kessler cites
cases on insurance contracts dealing with warranties and offer and acceptance. Id. at 633-34.
Today, we might use a new vocabulary to describe this phenomenon. Under the rubric of
“default rule” analysis, scholars interested in contract have sharpened our understanding of
the source of contract terms. On default rules, see Ian Ayres & Robert Gertner, Filling Gaps
in Incomplete Contracts: An Economic Theory of Default Rules, 99 YALE L.J. 87 (1989).
Unlike Kessler, who asserts repeatedly that the parties to a contract make their own law,
contributors to the default rule literature conceptualize contract law as emanating from two
sources: (i) the parties, in the case of negotiated terms; and (ii) the state, in the case of non-
negotiated background terms, or default rules. This understanding of contract law thus
brings state lawmaking back in to the transaction. Yet it shares with Kessler the notion that
the parties are the dominant and, in most cases the ultimate, source of the legal rules that
govern their interaction. Default rule analysis divides state-supplied contract terms into two
classes. True default rules are rules that apply unless parties contract out of them. Immuta-
ble rules, conversely, apply notwithstanding the parties’ attempts to contract around them.

From the analytical perspective of the default rule literature, the shrinkwrap licensing
controversy turns on the enforceability of contract rules made effectively immutable by stan-
dard industry licensing practices. Likewise, the issue of federal preemption of individual con-
tract terms, discussed earlier, turns on which statutory rights are default rules and which are
immutable. I have argued this in my patent law casebook. See MERGES supra note 52, at
898-900.

119. Rice, supra note 109, at 604 (“Courts . . . tend to treat state contract law as not
generally preempted under Section 301(a).”).

120. Id. at 577-88.

121. Cf. Fantastic Fakes, Inc, v. Pickwick Intl., Inc., 661 F.2d 479, 483 (5th Cir, 1981)
(holding that federal copyright law did not preempt the application of a state law rule of
contract construction, which stated that an undertaking by a licensee to place a licensor’s
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of finely tuned federal intellectual property policy through the
mechanism of contract should be attracted to Professor Rice’s
proposal.

I propose to unite Rice’s impulse to preempt with Kessler’s in-
sight that uniform standardized contracts are a form of private leg-
islation. Standard form software licensing contracts, by virtue of
their very uniformity and the immutability — in other words, non-
negotiability — of their provisions, have the same generality of
scope as the state legislation that is often the target of federal pre-
emption. Furthermore, these contracts have the same effect as of-
fending state legislation: wholesale subversion of an important
federal policy. Under this analysis, I essentially second Professor
Rice’s proposal with one caveat. Only when a licensing provision in
contravention of the federal statute has become totally pervasive
will the statute preempt it.

This doctrine of contract preemption is in addition, of course, to
patent and copyright misuse law that has traditionally prohibited
certain licensing provisions, such as private patent or copyright
term extensions and tie-in agreements.’?> In effect, the proposed
contract preemption notion I am advancing would create a third
tier of intellectual property policing doctrines. In addition to the
general rule that intellectual property is generally freely alienable
and the traditional misuse exception that prohibits certain provi-
sions in all bilateral licensing agreements, I am proposing a new
policing concept: a prohibition against blanket imposition of a con-
tract term on essentially the entire licensee population.’> Unlike
the traditional misuse exception, which applies regardless of the
pervasiveness of the offending contract term, the new doctrine of
contract preemption would apply only when the contract term rises
to the level of private legislation.

name and a copyright notice on the products manufactured was a covenant and not a condi-
tion of the contract; the court recognized, however, that “[i]t is possible to hypothesize situa-
tions where application of particular state rules of [contract] construction would so alter
rights granted by the copyright statutes as to invade the scope of copyright law or violate its
policies.”); Brignoli v. Balch Hardy & Scheinman, Inc., 645 F. Supp. 1201, 1205 (S.D.N.Y.
1986) (holding that federal law preempted contract claims in a complaint to the extent that
they simply restated a copyright infringement cause of action, but that the law would not
preempt the addition of an agreement to pay royalties in exchange for the right to use copy-
righted software).

122, See discussion supra section IV.A. On patent misuse, see MERGES, supra note 52, at
750-59. On copyright misuse, see Lasercomb Am., Inc. v. Reynolds, 911 F.2d 970 (4th Cir.
1990).

123, Obviously, the policing mechanism must take effect somewhere short of absolute
unanimity; otherwise, a software copyright holder will simply license his best friend or his
mother without the restriction and avoid the effect of the rule. Perhaps we can dub this the
“Mrs. Gates”-keeper provision? Okay, perhaps not.
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V. ConcLUSION: THE DISSEMINATION OF TRANSACTIONAL
Know-How

In this review, I have tried to move beyond the detailed com-
mercial law issues central to the volume by Alces and See to con-
sider the reasons for, and implications of, the growth of commercial
transactions having an intellectual property component. Two simul-
taneous developments seem to be at work: the rapid emergence of
a robust market for intellectual property rights themselves, and the
insertion of an intellectual property component into traditional
commercial transactions. Inspired by the cases that Alces and See
discuss, I find that intellectual property rights are often layered on
top of transactions involving other assets, and sometimes they are
the primary subject matter of a wholly distinct class of transactions.
What emerges from this analysis is a sense of how policymakers can
use intellectual property rights to change the dynamics of buyer-
seller interactions that the UCC traditionally structures. I conclude
that in light of the changes in commerce ushered in by increasing
reliance on intellectual property, the law must become more sensi-
tive to the quiet insertion of an intellectual property element into
traditional commercial exchanges. For example, I argued that
courts must adjust intellectual property and UCC damages reme-
dies to insure that contracting parties in the midst of contract repu-
diation disputes cannot undercut the structure of rights accorded by
the UCC, at least not without gaining explicit contractual approval.

The forces behind the growing commerce in intellectual prop-
erty rights will likely intensify in the coming years. If they do, it will
be all the more necessary to complete what Alces and See have
begun in this volume: the process of constructing a truly integrated
contract law governing intellectual property-based transactions.
Their contribution, though only one step along the way, is thus
important.

To some extent, this book, and others like it, will go some way
toward fulfilling its own prophecy. Just as in newly emerging scien-
tificl2# and engineering!?5 disciplines, the dissemination of know-
how in a new legal field is a crucial step in advancing promising
techniques and establishing the field’s legitimacy. We know now
that lawyers — especially commercial lawyers — truly are “transac-

124, See, e.g., Joun W. SERvOS, PHYSICAL CHEMISTRY FROM OSTWALD TO PAULING:
THE MAKING OF A SCIENCE IN AMERICA 46-50 (1990) (describing the diffusion of the new
field of physical chemistry through publication of journals and textbooks).

125. See, e.g., Ralph Landau & Nathan Rosenberg, Innovation in the Chemical Processing
Industries, in NATHAN ROSENBERG, EXPLORING THE BLACKk Box: TecHNoLOGY, EcONOM-
1cs, AND HisTory 190, 202 (1994) (discussing the diffusion of knowledge in the chemical-
processing industry).
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tion cost engineers, 126 as Professor Ronald Gilson has described so
well. From this point of view, a book such as Alces and See’s helps
to disseminate the transactional know-how associated with the new
form of transaction. This will not only help identify and legitimize a
new subcommunity of practicing commercial lawyers; it will also
drive down the costs of transactions, which should make them even
more common in the future. .

126. Ronald J. Gilson, Value Creation by Business Lawyers: Legal Skills and Asset Pric-
ing, 94 YaLe LJ. 239, 243 (1984).



