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“INFORMATION WANTS TO BE FREE,” a phrase apparently first used in the late 1960s by the founder of the Whole Earth Catalog, is a mantra of opponents of tight legal protections for intellectual property (IP). The principal basis for that opinion is that patents, copyrights, and other restrictions on the use of new ideas, new technologies, and new production processes slow down the rates at which innovations diffuse throughout the economy and, hence, impede economic progress.

On the other hand, to paraphrase the late economist Joan Robinson, author of The Economics of Imperfect Competition, patents (and copyrights) slow down the diffusion of new ideas for a reason: to ensure there will be more new ideas to diffuse. The argument here is that if new ideas and new products can be copied easily, the economic returns to inventive or creative activities will decline and less effort will be invested both in research leading to the discovery of new knowledge and in the development of that knowledge into commercially viable uses of it.

Trolling for Dollars

Both points of view essentially treat intellectual property as what most economists would call a pure public good. Once a new idea has been discovered and “fixed” in a medium, such as a blueprint, a chemical formula, or a list of instructions to be executed by a computer, then anyone who is trained in the art or science to which the innovation applies can free ride on the inventor’s investment of time and money. Not only does free riding lower the returns to successful research and development (R&D) projects, it also chills incentives to engage in R&D more broadly because most scientific research, whether it takes place in someone’s garage or in the laboratory of a large commercial enterprise, fails to generate any worthwhile idea or product. Investments in R&D pay off only if the returns to the proverbial home run cover the costs of that project alone plus those of the myriad strikeouts.

Granting inventors a limited monopoly—that is, an exclusive right to commercialize their inventions on their own account or to license others to use them in return for a mutually agreeable royalty payment—has been, for the reasons just stated, an accepted public policy for centuries. Although the term of that monopoly was and is a matter of controversy, the idea is to provide the inventor with adequate time to recover the original investment in R&D plus the expenses of manufacturing and marketing the product to paying customers. If that is not so, the anticipated profitability of the entire sequence of events unravels and less potentially path-breaking research will be undertaken in the first place.

Given that governments want to encourage invention as a way of promoting economic progress, why are patents under attack nowadays?

First and foremost, patent policy in the United States and elsewhere in the developed world is “one size fits all.” If an application for a patent is granted, the patent holder’s exclusive right runs for twenty years from the date on which the patent is issued, which is not necessarily the same day that the innovation can start to be exploited commercially.

So, patents for a new chemical entity issued to a scientist working in the lab of a pharmaceutical company, to the writer of a new computer software program or the developer of a new user interface, to the discoverer of a genetically modified disease- or herbicide-resistant food plant, or to the inventor of a new electric or hybrid automobile engine all are granted exclusive rights to their innovations for the same twenty-year term. Technological progress proceeds at very different paces in different industries. The only reason that the terms of all patents are the same is the convenience of the U.S. Patent and Trademark Office’s (USPTO’s) bureaucrats.

Second, alternative means of protecting innovators’ intellectual property rights exist. Applications for patents must disclose all of the information needed for copiers to duplicate an invention once the patent expires and the new knowledge goes into the public domain for anyone to use. But an inventor can choose not to apply for a patent and then, in principle, preserve his or her “trade secret” forever.

“Lead time” over imitators also can protect the intellectual properties of the discoverers of new knowledge. It takes skill to reverse-engineer or to copy an innovative product or process. Moreover, some, perhaps much, manufacturing know-how is tacit and cannot easily be communicated to others in the form of a blueprint, formula, or design concept. A good head start therefore may be all the inventor needs profitably to exploit his or her idea. Imitators incur “first-copy costs.” Time, effort, and money must be invested before a knockoff of someone else’s idea can be commercialized. And, while the marginal costs of producing the second and subsequent copies usually will be very low, first-copy costs discourage imitators.

The means of capturing the returns to investments that yield new knowledge are not necessarily limited to selling or licensing the products that embody it. In the digital age, the artists, composers, and publishers of musical compositions may not earn much income directly from selling online downloads and physical recordings of their music. But a little piracy of copyrighted material can be a good thing: it generates publicity, name recognition, and, hence, revenue from selling tickets to live performances and from sales of T-shirts, hats, and other branded merchandise at concert venues. College professors who produce lectures for massive open online courses (MOOCs) likewise can benefit indirectly from their creative activities. The business model here seems incomplete because students neither pay fees nor receive academic credit for completing a course. But the instructor can earn income from students by selling textbooks he or she has written and commends as indispensible for fully understanding lecture material.

It should therefore come as no surprise that patents are thought to be the single most effective protector of intellectual property rights only by the pharmaceutical industry’s executives. New drugs, which cannot be marketed unless approved for sale by the U.S. Food and Drug Administration, following prolonged and expensive clinical trials that “prove” the drug’s safety and efficacy relative to a placebo, obviously can be reverse-engineered quickly by anyone who has taken a few chemistry courses. For every other industry, trade secrets and lead-time over imitators ranked higher in importance than patents.

Nevertheless, as documented by William Watkins, Jr., in Patent Trolls, the USPTO is overwhelmed nowadays by applications for new patents. And so, the default option for today’s patent examiners is to approve most applications and to shift the burden of resolving claims of infringement onto old and new patent holders.

Such litigation is arcane, time-consuming, and very expensive. Judges and juries, who usually are amateurs when it comes matters involving technological progress, are called upon to decide whether or not a new idea is, in fact, “novel” (i.e., differs significantly from the prior art of a field), “useful,” and “non-obvious” (i.e., is more than a mere tweak of an existing patent). Patent lawsuits consume scarce resources that otherwise could be invested in projects leading to new knowledge and new products and processes. Insofar as it merely transfers wealth between winners and losers, litigation ends up mainly benefiting patent lawyers and the economic experts they hire.

The policy paper you are about to read also identifies another, often hidden cost of today’s patent law enforcement regime, namely the activities of so-called patent trolls. The trolls buy patent rights solely with the aim of suing users of the ideas and technologies embodied in previously issued patents. The trolls, who do not exploit intellectual property rights by themselves—they are nonperforming entities (NPEs) in the current jargon—simply sit on the sidelines until a company with deep pockets can be sued for infringing those rights. And, as you will also see, the trolls have found a compliant federal judiciary in the Eastern District of Texas, where jurors reliably return verdicts in favor of plaintiffs and award them multimillion-dollar damage jackpots.

As reported by James Temple of the San Francisco Chronicle on August 31, 2013, a study published in 2011 by researchers at Boston University estimates that patent trolls impose $29 billion in direct costs on the private sector every year. In addition to the many concrete (and chilling!) examples Watkins ably summarizes, the Chronicle recounts the story of Aaron Bannert, president and CEO of Smart Ride, who developed an application (“app”) for smart phones allowing users to track in real time the schedules of San Francisco’s municipal busses. Earlier in the year, Mr. Bannert received a FedEx package from a law firm in South Florida threatening to sue Smart Ride for infringing patents on technologies for tracking vehicles and providing users with electronic updates. The law firm offered to withdraw its suit for an amount of money that turned out to be twice Smart Ride’s gross revenues in 2012.

Smart Ride likely will be forced out of business. Who knows how many other start-up companies never are launched because their owners fear drawing the attention of patent trolls?

Patent trolls undermine the purposes of the patent laws by adding another substantial cost to the discovery and implementation of new ideas. Those laws, to reiterate, were designed to provide incentives to inventors to invest in the highly uncertain search for the commercially viable products and processes that underpin economic progress. Given that the trolls often target companies in high-tech industries, wherein technological progress is rapid, a twenty-year-long patent right likely is worth much more to the troll than to the original innovator.

William Watkins is exceptionally qualified to write about the constitutional and legal issues at the heart of intellectual property rights and their role in promoting technological progress. An Assistant U.S. Attorney in Greenville, SC, where he prosecutes white-collar criminals, and the author of a 2004 book on the Kentucky and Virginia resolutions, Watkins sees the potential and actual abuses of the patent laws both from the trenches and from the commanding heights of economic and legal analysis.

Perhaps, as some have argued, patents should go the way of the dodo. More practically, patent terms of twenty years ought to be limited to pharmaceuticals and to other industries in which lengthy recovery-of-R&D-investment periods are justified by sound benefit-cost analyses. I have argued elsewhere that antitrust lawsuits by competitors of the targeted firm should be taken with grains of salt. Patent infringement claims by companies who own patent rights but do not use them to manufacture or market the underlying technologies should also be treated with judicial prejudice.

William F. Shughart II, Research Director and Senior Fellow of the Independent Institute, is J. Fish Smith Professor in Public Choice at Utah State University’s Jon M. Huntsman School of Business.
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THE EASTERN DISTRICT of Texas (U.S. District Court) is the American mecca of patent litigation. Plaintiffs with no connection to Texas head to Tyler, Marshall, or Texarkana to file suit. The rules are plaintiff friendly, the rocket dockets leave the plaintiffs’ targets scrambling to mount a defense, and the verdicts are Texas-sized. Many of the plaintiffs holding patents and filing suit are not in the business of producing products or services but rather exist solely to sue. These “patent trolls” purchase overbroad patents based on dated technology and demand tribute. If the target does not acquiesce to the troll’s demands, expensive litigation ensues.

Anyone who doubts that trolls stifle innovation need only look at the example of Brandon Shalton. In the late 1990s, Shalton and a group of nuns had developed technology that allowed clergymen to record messages that could be quickly digitized and posted on an Internet website. A number of churches expressed interest in the technology and participated in a testing program. On the verge of going live with their invention, Shalton and the nuns learned that a troll held a patent on the process of transferring audio and video content from a remote network server. Shalton developed his technology independent of the troll’s patent and questioned the validity of that patent, but he did not have the funds to take the matter to court. He and the nuns decided to close up shop rather than risk becoming the target of a rapacious troll. Shalton is but one example of an innovator whose dreams were crushed because of our patent litigation dynamic.

Of course, innovation is the reason that governments grant patent rights. Patents are issued in return for a full disclosure of the underlying technology so that the innovation can enter the public domain quickly and be duplicated when the protection of the patent ends. A patent rewards an inventor with a temporary monopoly on an invention that he or she otherwise might be tempted to keep secret. A definite patent term allows the inventor to fully exploit the market for his or her intellectual property. Without patent protection, inventors may justly fear that others will copy their idea and deprive them of any pecuniary benefit from their work. Society benefits from the new invention as well as the inspiration the invention gives to others to improve it, or to develop alternatives.
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