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|. Introduction

In patent infringement litigation, it is common practice for the defendant to assert
antitrust counterclaims against the plaintiff. But must such claims be raised as
compulsory counterclaims, or may they be asserted subsequently, in separate litigation?

When the Supreme Court recently denied certiorari in Insultherm, Inc. v. Tank
Insulation International, Inc., nlto acase arising out of the Fifth Circuit, n2 it left open
this increasingly nagging question: whether and to what extent antitrust counterclamsin
patent infringement litigation are to be deemed compulsory for the purposes of Rule
13(a) of the Federal Rules of Civil Procedure ("FRCP"). n3 Two recent Federal Circuit
cases noted but did not decide the issue. n4 In another recent district court



[*226] case, Longwood Manufacturing Corp. v. Wheelabrator Clean Water Systems,
Inc., n5the Maine federa district court was sufficiently puzzled by the counterclam
issue to certify an interlocutory appeal to the First Circuit. n6é However, the case settled
before the matter could be addressed. Finally, the Ninth Circuit also struggled with the
issue in the recent case of Hydranautics v. FilmTec Corp. n7 Given the growing clamor
arising in the aftermath of Tank Insulation, Longwood, Hydranautics, and other related
cases, n8itisonly amatter of time before the Supreme Court is forced to craft a
resolution.

This article examines the origin of this developing controversy - an obscure 1944
Supreme Court decision, Mercoid Corp. v. Mid-Continent Investment Co. n9 - in an
attempt to add clarity to an issue that is of importance to litigators practicing at the
intersection of law and high technology, where intellectual property is a paramount
concern. As will be seen, Mercoid's cryptic holding has been cited as setting out an
exception to Rule 13(a) for antitrust counterclaims in patent infringement suits. n10 |
argue, however, that in actuality such counterclaims are subject to the standard "logical
relationship” test that has been developed to determine whether a given counterclaim is
compulsory or permissive. On the other hand, Mercoid does represent an early
recognition of the fact that patent infringement claims are substantially different from
antitrust claims, so much so that related patent and antitrust claims are



[*227] routinely severed and tried separately on order of the court. n1l Accordingly,
though there may seem on the surface to be an obvious logical relationship between
related patent and antitrust claims, such that an antitrust counterclaim would be
considered compulsory under Rule 13(a), alogical relationship isin fact often lacking.
Thus, Mercoid should serve as a warning beacon for courts and litigants alike: antitrust
counterclaims in patent infringement litigation frequently fall into the "permissive"
category of Rule 13(b) and thus may be tried separately if and when strategic
considerations warrant.

I1. The Practical Setting

In patent infringement litigation, it is common practice for the alleged infringer to
assert antitrust counterclaims n12 based on patent misuse, n13 fraudulent patent
procurement, n14 the maintenance of bad faith n15 or sham nl16 patent enforcement
litigation, or other antitrust theories. Ordinarily, these counterclaims will be made
promptly and vigorously, nl17 as such counterclaims are often considered compulsory; a
defendant's failure to assert the claims would risk these claims being barred in the current
and future litigation. n18 In addition, an alleged infringer will want to take the
opportunity, if possible, to cast a dark shadow over the plaintiff's own activities. n19
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Y et, in some sSituations, a defendant may inadvertently fail to raise an antitrust
counterclaim. In other circumstances, though a defendant may wish to file an antitrust
counterclaim, that party may have difficulty uncovering the necessary evidence through
discovery. n20 Walker Process claims, n21 for instance, are grounded on a showing of
fraudulent patent procurement. A defendant in a patent infringement action - particularly
one battling an unprincipled plaintiff who has engaged in fraud - may not be able to
discover facts showing that a patent was obtained fraudulently. n22 Meanwhile, Rule 11
of the FRCP looms in the background, threatening those who consider filing their
counterclaims without proper evidentiary support. n23

Moreover, due to tactical considerations, a defendant may wish to reserve an antitrust
claim for separate litigation in order to have that claim tried in a more hospitable or
convenient jurisdiction. n24 Additionally, if the patent infringement case will be a bench
trial, asis often the case, a defendant may prefer to have an antitrust claim tried before a
jury - in a separate courtroom where the infringement allegations will be out of the jury's
earshot. N25 A defendant may also wish to avoid the eviden



[*229] tiary difficulties sometimes encountered when patent and antitrust claims are
tried together. For example, an antitrust counterclaimant attempting to prove market
power would seek to show dominance by the patent holder; yet, such a showing would
indicate alack of noninfringing substitutes, a factor that would weigh strongly in favor
of the patent holder when attempting to establish lost profits at the close of the
infringement suit. N26 Finally, from amore cynica standpoint, a financially secure
defendant may perceive that separate trials would be disadvantageous to its weaker
counterpart. n27

In all of these situations, Mercoid, Tank Insulation, and other similar cases assume
paramount importance. If a claimant is successful in characterizing an antitrust claim as
permissive for the purposes of Rule 13, the claimant will be able to file in a separate
action, notwithstanding the failure to raise the antitrust claim as a counterclaim in prior
litigation. n28

[11. Compulsory Counterclaims Under Rule 13(A)

A. Text, History, and Purpose

Counterclaims in federal civil actions are governed by Rule 13 of the Federal Rules of
Civil Procedure, which reads in pertinent part:

(a) Compulsory Counterclaims. A pleading shall state as a counterclaim any claim
which at the time of serving the pleading the pleader has against any opposing party, if it
arises out of the transaction or occurrence that is the subject matter of the opposing
party'sclam.... n29
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Adopted in 1937 as part of the new scheme of federa rules, Rule 13(a) was intended
to extend former Equity Rule 30 to proceedings at law. n30

Under the common law, pleading requirements were relatively strict; a plaintiff was
not permitted to join multiple claimsin one action. n31 Correspondingly, the application
of the principle of res judicata was relatively permissive, and a party that had the
opportunity to litigate a claim was not necessarily barred from later bringing a second
action, even if based on the same operative facts. n32

The modern FRCP, however, inverted the common law scheme, significantly
liberalizing the pleading process and allowing parties great latitude in the joinder of
claims and persons. n33 Although the FRCP provide increased freedom with regard to
initial pleadings, they are a'so more vigorous in restricting the opportunities for
relitigation. n34 Asawhole, the pleading provisions of the FRCP reflect an overarching
desire to achieve findity in litigation while fostering judicial economy. n35 Rule 13(a) is
one key example of this modern emphasis.

Moreover, it is critical to distinguish common law principles of res judicata and
estoppel from the compulsory counterclaim provision of Rule 13(@). In the past, n36 and
certainly at the time of the Supreme Court's 1944 Mercoid decision, the term "res
judicata’ was used generally to mean both n37 claim precluson n38 and issue
preclusion (or collateral estoppel). n39 Together, claim preclusion and issue preclusion
ensure that



[*231] claims and issues which were previoudly litigated, or which might have been
litigated, are not relitigated in repetitious suits, wasting judicial resources and destroying
adjudicative finality. n40 The compulsory counterclaim requirement of Rule 13(a) is
comparable to claim preclusion.

However, because the FRCP expressly supersede any conflicting laws, n4l Rule
13(a) must be understood to override any common law res judicata principles which
might conflict with the provision. n42 Or, put another way, Rule 13(a) and other related
provisions are the fundamental guidelines giving shape and form to general resjudicata
principles in the modern age. n43 Accordingly, while common law res judicata
principles are still used in state courts and as gap fillers in the federal system, n44 the
scheme and structure of the Federal Rules, including Rule 13(a), largely determine the
nature of res judicata in federa courts today.

Finally, it must be emphasized that compulsory counterclaims are just that -
compulsory - and the failure to plead such counterclaims operates as a bar to future
litigation of any unpleaded claim. n45

B. "Arising Out of the Same Transaction or Occurrence”

The compulsory counterclaims of Rule 13(a) and the merely permissive
counterclaims designated in Rule 13(b) are differentiated using a deceptively simple test:
acounterclaim will be compulsory "if it arises



[*232] out of the transaction or occurrence that is the subject matter of the opposing
party'sclam...." nd6

In Moore v. New York Cotton Exchange, n47 a 1926 Supreme Court ruling
concerning the former Equity Rule 30 from which Rule 13(a) is derived, the Court
attempted to explain the "transaction or occurrence” test:

"Transaction" is aword of flexible meaning. It may comprehend a series of many
occurrences, depending not so much upon the immediateness of their connection as upon
their logical relationship . . . . [The basis for the plaintiff's claim] is an important part of
the transaction constituting the subject- matter of the counterclaim. It is the one
circumstance without which neither party would have found it necessary to seek relief.
Essential facts aleged by [the plaintiff] enter into and constitute in part the cause of
action set forth in the counterclaim. n48

By identifying a number of factors it had used for guidance, the Court indicated that a
flexible approach should be used. n49 Indeed, a mgjority of subsequent courts have
liberally construed the transaction requirement, drawing principally upon the language in
Moore in holding that a counterclaim is compulsory if it bears a"logica relationship” to
the opposing party's claim. n50

In the end, however, amorphous phrases such as "transaction or occurrence" and
"logical relationship” have most often given way to a policy-oriented analysis such as
that described by the Third Circuit in Great Lakes Rubber Corp. v. Herbert Cooper Co.:
n51

The phrase "logical relationship” is given meaning by the purpose of the rule which it
was designed to implement. Thus, a counterclaim is logically related to the opposing
party's claim where separate trials on each of their respective claims would involve a
substantial duplication of effort and time by the parties and the courts. n52
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In consequence, Mercoid and its progeny must be evaluated with an eye toward such
broad policy considerations.

IV. Origins of the Confusion: The Mercoid Case

A. History and Posture

At issue in Mercoid, among other things, was the question whether Mercoid's failure
to raise its antitrust counterclaim in prior proceedings barred its counterclaim. n53 Thus,
to fully understand the Mercoid outcome, it is necessary first to review the factual and
legal history leading up to the Supreme Court's decision.

1. Prior Proceedings

In 1930, U.S. patent number 1,758,146 (the "'146 patent") was issued to Walter Cross
for adomestic heating system, including a furnace and a separate thermostatic control.
n54 After securing the rights to the '146 patent in 1932, the Mid- Continent Investment
Company ("Mid-Continent") filed suit against one E.O. Smith in 1935, alleging that
Smith had infringed the '146 patent by installing in his home a furnace utilizing a similar
thermostatic control. n55 Mercoid, the manufacturer of the thermostatic control device
used by Smith in his home, assumed responsibility for Smith's defense, though it never
became aformal party. n56 At trial, the district court for the Western District of Missouri
found the



[*234] '146 patent to be valid and infringed. n57 The decision was affirmed on appeal
by the Eighth Circuit. n58

Following its victory in Smith, Mid-Continent wrote to Mercoid in 1939 requesting
that Mercoid engage in settlement negotiations for having installed its thermostatic
controls in other homes over the years - installations which were alegedly infringements,
asin Smith. n59 Mid-Continent also submitted a license agreement to Mercoid, which
would have required Mercoid to pay Mid-Continent a license fee for each sale of
Mercoid's thermostatic controls. n60 After Mercoid refused to cooperate, Mid-Continent
filed suit in the Northern District of Illinois. n61

2. The Digtrict Court Proceedings

In the Northern District of Illinois, Mercoid responded to Mid-Continent's patent
infringement suit with an antitrust counterclam. n62 While the court acknowledged that
the 146 patent was valid under Smith, it emphasized that the patent covered a heating
system and on that basis, held that the patent was not infringed by Mercoid's thermostatic
control device. n63

In addition, the court found that Mid-Continent's efforts to license Mercoid
constituted an illegal effort to extend its monopoly beyond the scope of the 146 patent,
and that such patent misuse would preclude relief. n64 Finally, the court held that Mid-
Continent's efforts to restrain trade in the market for thermostatic control devices
constituted a violation of sections 1 and 2 of the Sherman Act. n65 However, while not
expressly stating so in its opinion, the district court apparently declined to award Mercoid
damages based on its counterclaim. n66
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3. Before the Seventh Circuit

On appeal, the Seventh Circuit reversed. n67 It held that, because the Mercoid device
could not be used for any purpose other than as an element of the heating system covered
by the '146 patent, Mercoid was guilty of contributory infringement. n68 The court
further held that Mid-Continent's licensing efforts did not constitute misuse because the
proposed license would have applied only to the sale of Mercoid devices to be used in
connection with the system underlying the '146 patent. Nn69 With regard to Mercoid's
antitrust counterclaim, the Seventh Circuit held that since Mercoid had defended in Smith
and had failed to raise the counterclaim, the Smith decision was res judicata on the issue
and the counterclaim must be dismissed. n70

B. The Case Before the Supreme Court

1. Arguments of the Parties

Inits brief before the Supreme Court, Mercoid argued that the district court had been
correct, that it was not a contributory infringer, and that in any event, patent misuse
precluded Mid-Continent from bringing an infringement suit. n71 Moreover, Mercoid
cited Cromwell v. County of Sac n72 for the proposition that "[a] prior judgment is res
judicata in a second suit upon a different cause of action only as to issues actually tried
and determined in the prior suit, and not as to issues which might have, but which were
not, tried.” n73 Accordingly, Mercoid argued, its antitrust counterclaim was not barred.

Mid-Continent, in its brief, responded that Mercoid was a contributory infringer. n74
Asto Mercoid's counterclaim, Mid-Continent



[*236] contended that "[t]he doctrine of res judicata applies where a party other than the
defendant of record defends and controls the litigation and applies not only asto al
issues which were actually litigated, but also asto al issues which could . . . have been
raised,” and thus that the Seventh Circuit had been correct in rgjecting Mercoid's antitrust
counterclaim. n75

2. Douglas for the Majority

Justice Douglas, writing for a 5-4 majority, agreed with the district court that the '146
patent was a combination patent, with a scope limited to the heating system and not
extending to any of the individual elements of the system. n76 In turn, the Court held
that the sale of an unpatented part of a combination patent could not constitute
contributory infringement. n77 Similarly, the Court ruled that Mid-Continent's attempts
to extend its monopoly into unpatented wares congtituted patent misuse n78 and an
antitrust violation. n79

The Court next addressed whether Smith was res judicata as to the patent misuse
claim and whether the antitrust counterclaim was precluded under Rule 13 of the FRCP.
n80 After assuming as true Mid-Continent's contention that Mercoid had provided the
representation in Smith and that, as a result, Mercoid's patent misuse defense would
ordinarily be barred by resjudicata, n81 the Court noted that an infringement suit isa
suit in equity, and that courts of equity have the power to "withhold aid from a patentee . .
. where the patent was being misused.” n82 Thus, apparently using an "unclean hands’
rationale, the Court refused to apply the res judicata doctrine to the patent misuse
defense.

Having circumvented the arguments surrounding the application of res judicatato
Mercoid's patent misuse defense, the Court then turned to the counterclaim issue:

What we have just said does not, of course, dispose of Mercoid's counter-claim for
damages. . . . Though Mercoid were barred in the present case from asserting any defense
which might have been interposed in the earlier litigation,



[*237] it would not follow that its counterclaim for damages would likewise be barred.
That claim for damages is more than a defense; itis a separate statutory cause of action.
The fact that it might have been asserted as a counterclaim in the prior suit by reason of
Rule 13(b) . . . does not mean that the failure to do so renders the prior judgment res
judicata as respectsit. n83

The Court then remanded the antitrust counterclaim for atrial on damages, without
explaining precisely why Mercoid's counterclaim fell under the rubric of Rule 13(b), as
opposed to 13(a).

3. The Dissents

Three separate dissents were filed in Mercoid by Justices Roberts (joined by Justice
Reed), Frankfurter, and Jackson. n84 None of these dissents seems to contest the Court's
conclusion that Mercoid had not been a contributory infringer. n85 Nevertheless, all the
dissenters thought that the Seventh Circuit should have been affirmed on res judicata
grounds. In particular, Justice Roberts was baffled:

We are now told that a misconstruction of the patent law by alicensor is so violent
and flagrant a flouting of the public interest that a court of equity must hold its hand for
the benefit of adefendant . . . though he has failed to make the defense in an earlier
litigation . . . .

... | cannot see why the principle should not apply to every suit or action based upon,
or arising out of statutory provisions, and to every defense bottomed on public policy . . .
. n86

Justice Roberts puzzlement presaged the confusion experienced by later courts.

V. Possible Explanations for the Mercoid Holding

In the wake of the mysterious Mercoid holding, courts have strained to create a
plausible rationale for the decison. A number of explanations have been offered, which
are set out below.
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A. The Issue of Whether the Counterclaim Was Permissive or Compulsory Was Not
Before the Court, and the Court Merely Assumed That the Counterclaim Was Permissive

In Borden Co. v. Sylk, n87 an action for recovery upon a series of promissory notes,
athird party filed a cross-claim against the plaintiff for antitrust violations. The plaintiff
countered that the third-party defendants may only assert cross-claims arising out of the
same transaction or occurrence, n88 and that Mercoid mandated - by analogy - that the
antitrust cross-claim be deemed not within the same transaction or occurrence. n89 The
District Court for the Eastern District of Pennsylvania held that Mercoid was not
controlling because the Mercoid Court had not formally addressed the issue:

There is no indication that the applicability of F.R.Civ.P. 13(a) or 13(b) was argued
before, or considered by, the District Court or the Court of Appeals. .. An examination
of the briefs filed in the Supreme Court . . . does not disclose that any reference was made
by any counsel to the applicability of any part of F.R.Civ.P. 13 to the controversy as
submitted to the Supreme Court. n90

While it is true, technically, that Rule 13 is mentioned only once in any of the
Mercoid decisions, n91 it seems equally clear from the Court's opinion that - at a
minimum - the Court was addressing the issue sua sponte. Counsel for Mid- Continent
argued that the counterclaim was barred by res judicata. n92 Moreover, the Federal
Rules of Civil Procedure, which had been in operation since 1937, governed the
application of res judicata issues in the context of counterclaims. n93 Thus, even if not
specifically raised by counsel, the Cout would have been remiss in not considering the
ramifications of Rule 13. And indeed it did raise the issue explicitly, implying that the
counterclaim fell into the category of Rule 13(b). n94

As the Fifth Circuit recently confirmed in Tank Insulation, the Court almost certainly
confronted the Rule 13 issue. n95 The question,



[*239] then, seems to be not whether the Court had occasion to formally address the
matter, but whether the Court formulated any articulable and rational legal rule.

B. The Supreme Court Simply Misread the Law

At least one lower court has intimated that Mercoid was decided wrongly, noting
gingerly that a "consideration of the nature of a compulsory counterclaim would appear
to indicate certain inherent weaknesses in the rationale of the Mercoid decision.” n96
Nevertheless, while the district court complained that Mercoid's reference to Rule 13
"appears amost too casually interjected,” it declared itself bound by the decision. n97
That the Court made a careless error has also been suggested by the authors of the
Restatement (Second) of Judgments, among others. n98

A strong case can be made that the Supreme Court simply misread the law. For
example, in support of its conclusion that Mercoid's counterclaim was not barred by its
failure to raise the claim in the Smith case, the Court cited section 58 of the Restatement
(First) of Judgments, n99 which reads. "Where the defendant does not interpose a
counterclaim although he is entitled to do so, he is not precluded thereby from
subsequently maintaining an action against the plaintiff on the cause of action which
could have been set up as a counterclaim.” n100

However, the first Restatement was drafted only four years after the FRCP were
enacted and, as the drafters of the second Restatement later noted, the first Restatement
was actually based on case law predating



[*240] the Federa Rules. n101 Indeed, one of the revisions made in the second
Restatement was to correct former section 58, bringing it in line with Rule 13(a) and
other compulsory counterclaim statutes. n102 Thus, by the time Mercoid was decided in
1944, the FRCP had superseded common law pleading rules, and section 58 of the first
Restatement had been rendered obsolete; the Court's citation thus seems to have been in
error.

In the same vein, the Court excerpted along passage from Cromwell v. County of
Sac, n103 an 1876 case, for authority on the counterclaim issue. Nn104 Cromwell held
that a prior judgment on a different claim was only res judicata as to issues actually
litigated, not as to issues that might have been raised but were not actually litigated. n105
Having antedated the 1937 Federal Rules by over sixty years, and having been firmly
rooted in common law res judicata jurisprudence, Cromwell was clearly undermined by
Rule 13(a) and was not valid authority on the counterclaim issue. n106

For these reasons, it may well be that the Court was simply mistaken and - like the
drafters of the Restatement (First) of Judgments - did not fully comprehend the scope of
the then-recently-drafted FRCP. If so, the Supreme Court would not have been aone; the
drafters of the second Restatement observed that, despite the enactment of the Federal
Rules, courts continued for many years to abide by "anachronistic” common law res
judicata principles and case law. n107

Nevertheless, this answer seems unsatisfactory. Other commentators have suggested
that the Court purposefully and strategically swept past the procedural issue in order to
further a strong antitrust policy. n108

Justice Douglas, of course, was instrumental in developing the per se rule



[*241] in antitrust law during the 1940s; n109 perhaps he viewed Mercoid as an ideal
opportunity to expand the patent misuse doctrine and brushed aside Rule 13(a) in order to
pursue his quarry. n110 If thisis the case, it is incumbent upon the Supreme Court to
clarify the issue. Until then, it is more appropriate to search for other answers.

C. Mercoid Was Not a Party to the Prior Litigation and Therefore Was Not Bound by
the Prior Decision

In other attempts to explain the Mercoid decision, severa courts have distinguished
Mercoid on the ground that Mercoid's holding was limited to instances in which the
counterclaimant had not been a party to the earlier action. n111 In Lewis Manufacturing
Co. v. Chisholm-Ryder Co., n112 for instance, the district court for the Western District
of Pennsylvania opined that "Mercoid, providing only a defense for athird party, could
not be required to plead an antitrust counterclaim which belonged only to the third party.”
n113 At least one prominent legal commentator shares this position. n114

In this regard, a practical consideration suggested in Bros, Inc. v. W.E. Grace
Manufacturing Co. n115 and bearing directly on the facts of Mercoid is that patent
holders often choose to sue dedlers, retailers, and



[*242] distributors for patent infringement, rather than the manufacturer. n116

This is because such plaintiffs often have strategic litigation considerations in mind -
which, prior to recent statutory amendments, were often related to choice of venue. n1l7
As the manufacturer of the allegedly infringing product would obviously be
disadvantaged if infringement were found, it is often forced to provide a defense even
though not a named, served party under the in personam jurisdiction of the court. It may
be that forcing a manufacturer in such a position to file any and all compulsory
counterclaims would be unfair.

The Supreme Court may have indirectly lent some support to this proposition in
Zenith Radio Corp. v. Hazeltine Research, Inc. n118 In Hazeltine, Hazeltine Research,
Inc. ("HRI"), asubsidiary of Hazeltine Corporation ("Hazeltine"), sued Zenith for patent
infringement, and Zenith alleged patent misuse and counterclaimed for treble damages
under the Sherman Act. n119 After Zenith was successful on its counterclaim at trial, the
trial court entered judgment against both HRI and Hazeltine. The Supreme Court
affirmed the appellate court's reversal of the judgment against Hazeltine for lack of
personal jurisdiction because HRI, not Hazeltine, had been the named party in the action.
n120 The Court did so despite the fact that the parties had stipulated at trial that HRI and
Hazeltine would be considered one and the same company for the purposes of the
litigation. n121

Even so, the Court in Hazeltine went on to suggest that if Hazeltine were shown to
have controlled the litigation for HRI, and if personal jurisdiction over Hazeltine was
established, then the judgment against HRI might be res judicata against Hazeltine. n122
Other courts have reached similar conclusions, focusing on whether the non-party con



[*243] trolled the litigation. n123 For example, in Bros, a patent holder filed an
infringement suit against Grace. The plaintiff then moved for summary judgment on the
basis of afavorable holding in a previous infringement suit filed against Grace's
distributor, in which Grace had controlled and directed the distributor's defense. n124
The Fifth Circuit affirmed the district court's grant of summary judgment, writing that:

[where] the non-party actively and avowedly conducts the defense, manages and
directs the progress of the trial at its expense and under its supervision, the outcome,
which if favorable would have redounded to his benefit, if adverse becomes sauce for
goose and gander alike, and binding under principles of resjudicata. n125

Such cases, however, have not specifically addressed the preclusive effect of a non
party's failure to assert compulsory counterclaims.

In any event, the Supreme Court in Mercoid explicitly referenced Mid-Continent's
argument that Mercoid was bound due to its having provided the defense in Smith. n126
After assuming as true Mid-Continent's factual claims, n127 it brushed aside the
contention, stating that "[even if] Mercoid were barred in the present case from asserting
any defense which might have been interposed in the earlier litigation, it would not
follow that its counterclaim for damages would likewise be barred.” n128 Rather, for the
Court, the key factor seemed to be that the counterclaim fell under Rule 13(b) and thus
was not precluded. n129 The question it left open, however, was how it had determined
that 13(b), rather than 13(a), was applicable.
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D. All Statutory Counterclaims Are Permissive

In Canned Foods, Inc. v. United States, n130 the Court of Claims held that the
government's counterclaim, based on the False Claims Act, was not a compul sory
counterclaim under Mercoid. n131 The court, quoting Mercoid, reasoned that a
counterclaim is merely permissive if based upon a "separate statutory cause of action.”
n132 However, it is difficult to believe that the Court in Mercoid exempted all causes of
action based on federal statute from the compulsory counterclaim provision of Rule
13(a). Such an interpretation would amost single- handedly obliterate the underlying
policy of 13(a): to foster judicia economy through the consolidation of lawsuits. The
exception would swallow the rule. Even under a substantially more limited interpretation,
Mercoid has been severely criticized for undercutting 13(a); n133 the broad
interpretation given in Canned Foods cannot be taken serioudly.

E. All Antitrust Counterclaims Are Permissive

For the same reasons, any interpretation which broadens Mercoid such that al
antitrust counterclaims are construed as permissive is untenable. Y et, in Reagan v.
Commonwealth Theatres of Puerto Rico, n134 one court did reach that conclusion. n135
Reagan, like Canned Foods, must be discarded as an aberration.

F. Antitrust Counterclaims Based on the Unlawful Use of Patent Infringement
Litigation Are Permissive

Hydranautics and Tank Insulation elaborated a more defensible explanation of
Mercoid: that a counterclaim challenging the patent infringement litigation itself is
merely a permissive counterclaim and may be brought in a separate, subsequent action.

After Hydranautics was successful in fending off a patent infringement claim brought
by FilmTec, it filed aseparate antitrust suit



[*245] against FilmTec alleging "predatory patent litigation." nl136 The district court
granted FilmTec's motion to dismiss on the grounds that the antitrust claim should have
been raised in the prior litigation, but the Ninth Circuit reversed. n137 Citing Mercoid
for authority, the Ninth Circuit concluded that "[a] claim that patent infringement
litigation violated an antitrust statute is a permissive, not a mandatory, counterclaim in a
patent infringement case." n138 In doing so, the court compared such an antitrust claim
to acivil claim for malicious prosecution, n139 noting that a malicious prosecution claim
does not mature until after the conclusion of the original suit. n140

Shortly thereafter, the Fifth Circuit in Tank Insulation adopted the Hydranautics
approach. In Tank Insulation, plaintiffs alleged that the defendants had violated the
antitrust laws by bringing a patent infringement action with regard to an alegedly invalid
patent. n141 After alengthy analysis of Mercoid, the Fifth Circuit ruled that, under
Mercoid, the antitrust claim was merely permissive and therefore could be brought

Separately:

The counterclaim that Mercoid was asserting against Mid-Continent, which had been
also available in the earlier suit, was based upon the contention that Mid-Continent was
using the litigation process to extend the scope of its patent to unpatented devicesand . . .
thereby . . . violating the antitrust laws. . . .

Thus, . . . in the context of the full litigation in Mercoid, the Court indeed created an
exception to rule 13(a) for antitrust counterclaims in which the



[*246] gravamen is the patent infringement lawsuit initiated by the counterclaim
defendant. n142

A closer analysis of Mercoid, however, shows that the emphasis in Hydranautics and
Tank Insulation is misplaced. Mercoid was not meant to address predatory patent
litigation per se, but rather to prevent Mid-Continent's broad course of conduct. In
particular, the Court placed great emphasis on Mid-Continent's licensing practices,
stating "[t]he controversy centers around the license agreement between Mid-Continent
and Minneapolis-Honeywell." n143 That the Court was primarily concerned with
licensing is reinforced by its repeated reliance upon Carbice n144 and Morton Salt n145
for authority, as both involved licensing provisions that conditioned the granting of a
license upon the exclusive purchase of non-patented products, n146 in neither case was
the patent infringement litigation itself at issue.

For all of these reasons, while a given Handgards claim may be found to be
permissive, it would be inappropriate to fashion a uniform exception to Rule 13 based on
bad faith or sham litigation. Rather, the Mercoid decision must be understood to be based
on broader policy considerations related to patent misuse, and its holding that Mid-
Continent's counterclaim was permissive must fit within this wider framework.

G. Antitrust Counterclaims Alleging Patent Misuse, But Not Involving Patent
Validity, Are Permissive

A fina line of cases, taking into account the considerations outlined above, has
developed the most plausible reading of the Mercoid holding: that antitrust counterclaims
in patent infringement suits are permissive, provided that they involve patent misuse, and
provided that patent validity is not involved and thus that judicial economy is not



[*247] impeded. n147 In Longwood, the district court described the rationale for this
interpretation:

It is hard to identify any logical support for the Mercoid pronouncement . . . . [Sjome
courts have attempted to limit Mercoid to a particular category of antitrust/patent claims .
... Specifically, these courts distinguish antitrust claims that challenge patent validity
because of fraudulent procurement . . . from those that claim patent misuse. . . . The
argument goes that in the latter category the patent itself may be valid while itsuse is
improper and that the counterclaim therefore can be treated as permissive in such cases. .
.. When the validity of the patent itself isin dispute, the argument continues, the
counterclaim must be compulsory. n148

Under this reasoning, Mercoid would treat as permissive antitrust counterclaims
which are based on patent misuse and which do not challenge patent validity.

In Rohm & Haas Co. v. Brotech Corp., n149 for example, Rohm and Haas Co.
("R&H") brought a patent infringement suit in Delaware against Brotech. n150 One year
later, Brotech brought a separate suit in Pennsylvania against R&H aleging antitrust
violations arising out of the alleged fraudulent procurement and enforcement of patents,
four of which were at issue in the R&H infringement action. n151 R&H thereafter
moved the Delaware court to order Brotech to dismiss the Pennsylvania action on the
grounds that its antitrust claims were compulsory counterclaims in the Delaware action.
n152 Brotech's opposition cited Mercoid for the proposition that such counterclaims were
only permissive and therefore could be brought separately in Pennsylvania. n153 The
Delaware district court distinguished Mercoid, observing that, unlike patent misuse
claims, fraudulent procurement claims directly implicate patent law and validity issues,
and thus are intertwined with patent infringement claims. n154 In turn, the underlying
policy of Rule 13(a) - the promotion of judicial



[*248] economy - would be furthered by treating such fraud claims as compul sory
counterclaims. n155

Other courts have noted the substantial dichotomy between patent validity issues ard
patent misuse actions not challenging validity.

The point is perhaps best understood if the Mercoid scenario is flipped on its head
and transformed into a case where a patent infringement counterclaim isfiled in an
antitrust action. Such were the circumstances in Xerox Corp. v. SCM Corp. nl156 In
Xerox, while SCM's antitrust action was pending in Connecticut, Xerox filed a separate
action for patent infringement against SCM in New Jersey. nl157 SCM filed a motion to
dismiss, arguing that the claim should have been raised as a compulsory counterclaim in
Connecticut. n158 The court disagreed, holding that the patent and antitrust claims did
not arise out of the same transaction or occurrence because: 1) SCM's antitrust claims
were similar to patent misuse and did not concern patent validity; nl59 2) separate
litigation would not "substantially duplicate the time and effort spent;" n160 and 3) the
factual proof of validity and infringement is dramatically different from proof of an
antitrust violation or patent misuse. n161

The Ninth Circuit in Hydranautics elaborated on this rationale:

In many cases even if the antitrust counterclaim were asserted by counterclaim [sic],
the court would sever the issues and resolve the infringement issue first. The evidence for
patent infringement and antitrust damages may differ considerably, depending on the
particulars of the case. n162

The Ninth Circuit also added that patent appeals are now sent to the Federal Circuit,
while antitrust appeals go to the regular circuit courts, suggesting that Congressis
cognizant of the dichotomy between patent and antitrust law. n163



[*249]

Asthe Ninth Circuit suggested, patent claims and antitrust claims based on patent
misuse are often bifurcated under Rule 42(b) of the FRCP, n164 which presents afina
consideration. In In re Innotron Diagnostics, n165 the Federal Circuit denied a petition
for writ of mandamus in which the petitioner asserted that patent infringement claims
should not have been severed from its misuse-oriented antitrust counterclaims.

In so doing, the Federal Circuit set forth four reasons why it is the "now- standard
practice” nl66 to sever such clams: 1) affirmative defenses such as misuse are
determined at the infringement trial, thus eliminating the need to retry them during the
antitrust trial; nl167 2) it is more convenient to try the less complex patent issues first;
n168 3) consolidating the two actions would entail excessive delay, as the lengthy
antitrust discovery process would stall litigation on the infringement issues for many
months; n169 and 4) consolidation would generate confusion and prejudice by
intermixing conceptually-divisible issues, proof, and witnesses. n170

If patent infringement claims are frequently bifurcated from antitrust counterclaims
and tried separately under Rule 42(b), it would seem that the same underlying logic
would apply equally to Rule 13(a). In other words, if judicial economy is promoted by
severing two claims and trying them separately, it would seem inappropriate and illogical
to regard either claim as a compulsory counterclaim to the other and require
consolidation. The task, then, is to determine whether consolidation of the two claims
would promote the basic purposes of Rule 13(a).

Antitrust counterclaims related to patent validity - such as Walker Process and
Handgards claims - would seem to fail this test more often than not, as the determination
of validity bears directly on the issue of infringement, thus suggesting that the two claims
should be litigated in tandem. n171 On the other hand, counterclaims related to misuse



[*250] and other more economically oriented antitrust counterclaims would seem
generally to be distinct in nature and substance from patent validity and infringement
issues. These types of antitrust counterclaims should be tried separately as a general rule
and, accordingly, should usually be deemed permissive under Rule 13(b), subject of
course to the court's discretion.

V1. Conclusion

In sum, Mercoid appears to present no bright line exception with regard to antitrust
counterclaims in patent infringement litigation.

Rather, such counterclaims, like any other counterclaims, must be considered in light
of the underlying policy of Rule 13: judicial economy. In this sense, Mercoid does not
represent any great departure from existing law. However, Mercoid does operate as a
reminder to courts to not interpret the logical relationship test in an excessively literal
fashion and to refrain from consolidating patent and antitrust clams that are, in reality,
very different in terms of the underlying facts, law, and proof, as well as the amount of
time and resources required.

Accordingly, antitrust counterclaims alleging claims akin to patent misuse, which do
not involve fraudulent procurement or patent validity, and which would not otherwise
harm judicial economy if tried separately, should generally be considered permissive
under Rule 13 because they lack a sufficient logical relationship. This, and nothing more,
seems to be the appropriate lesson to be drawn from Mercoid and its progeny.
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