Available online at www.sciencedirect.com

® INFORMATION

: SCIENCE@DIRECT ECONOMICS

- AND POLICY
ELSEVIER Information Economics and Policy 16 (2004) 31-55

www.elsevier.com/locate/econbase

Intellectual property and price discrimination:
Do as you please in the name of innovation?

Alex Sundakov *, Anna McKinlay

Castalia, Level 2, 88 The Terrace, Wellington, New Zealand

Abstract

This paper considers policy towards the exercise of market power by holders of intellectual
property rights (IPRs). In particular, we ask whether intellectual property protection should
extend to price discrimination. To answer this question, we present a very simple model of
IPRs, designed to make clear the trade-offs that face government policy makers in designing
IPRs. We find that there are strong arguments for requiring price discrimination undertaken in
the context of enforcing IPRs, that results, or is likely to result, in a substantial lessening of
competition, to be subject to some form of public benefits test.
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1. Introduction

This paper considers policy towards the exercise of market power by holders of
intellectual property rights. In particular, we ask whether intellectual property right
protection should extend to price discrimination. Price discrimination is the sale of
the same product to different consumers at different prices, where the differences do
not reflect the cost of supply.

In general, price discrimination is not directly attacked by competition law in
Australia or New Zealand. However, the law in both countries prohibits agreements

* Corresponding author. Tel.: +64-4-9132800; fax: +64-4-9132808.
E-mail address: alex.sundakov@castalia.fr (A. Sundakov).

0167-6245/$ - see front matter © 2003 Elsevier B.V. All rights reserved.
doi:10.1016/j.infoecopol.2003.09.003


mail to: alex.sundakov@castalia.fr

32 A. Sundakov, A. McKinlay | Information Economics and Policy 16 (2004) 31-55

that have the purpose or effect of substantially lessening competition (unless there
are countervailing benefits) and prevents firms from taking advantage of their
market power for prohibited purposes: restricting the entry of others into the mar-
ket, preventing others from engaging in competitive conduct, and eliminating others
from the market. Hence, as a general policy, price discrimination which has the
purpose or the effect of reducing competition would not be permitted. However, on
both sides of the Tasman, the law exempts the above actions when they are carried
out for the purpose of enforcing a statutory intellectual property right. This appears
to grant to holders of intellectual property rights the ability to maintain exclusive,
geographically or otherwise delineated distribution arrangements or to tie in the sale
of other products in situations where such arrangements cannot necessarily be jus-
tified on the grounds of economic efficiency and without gaining authorisation.

In this paper, we ask whether such exemptions are good policy. Our discussion is
structured as follows. Firstly, we discuss price discrimination further and consider its
consequences from an economic efficiency point of view. We then go on to consider
the relationship between intellectual property protection and competition. Section 3
considers the welfare impact of intellectual property rights, with particular reference
to the impact of changes in the design of intellectual property rights, and presents a
simple model that identifies the trade-offs implicit in the design of intellectual
property rights. We finish with a discussion of the implications for policy with re-
spect to price discrimination in licences or contracts involving intellectual property
rights.

We conclude that licenses and contracts, arrangements or understandings in-
volving statutory intellectual property rights should be subject to a public benefits
test where they result, or are likely to result, in a substantial lessening of competition.
We therefore agree in principle with the approach recommended by the Australian
Intellectual Property and Competition Review Committee ' with respect to section
53(1) of the Trade Practices Act, to the extent that it has this effect.

2. Price discrimination

The key feature that is consistent across all forms of intellectual property right is
the granting of an exclusive right of some kind to the holder of the right. This may
confer market power on the right holder, depending on the scope of the right and the
availability of legitimate substitutes. The holders of intellectual property rights can
be expected to utilise this power in every possible way to earn economic rents from
their inventions. (From an economic point of view, enabling the owners of intel-
lectual property to earn rents in this way is, at least to some extent, a key objective of
intellectual property right protection. More on this later.)

Price discrimination is one of a range of strategies available to intellectual
property owners to maximise profits. Price discrimination can be defined as:

! Australian Intellectual Property and Competition Review Committee, 2000.
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