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Reasonable royalty damage award
should turn back clock to start of
infringement, model shows how

ing device into the market-

place disturbs the natural
order. The patentee’s pricing, struc-
tured to maximize revenue and,
hopefully, to provide an adequate re-
turn on the investment in research,
development and marketing of the
patented product, may crumble
under the weight of the unlawful
competition of an infringer. Because
infringers may often produce copy-
cat products with little or no invest-
ment in development, they are able
to manufacture their products at
costs below those of the patentee,
and so sell the products at a lower
price. The infringer can often charge
considerably less for its product and
still realize a healthy profit margin,
all while capturing significant mar-
ket share. The patentee is further
damaged when it has extensively
marketed its product, and then the
infringer free-rides into the market-
place on the patentee’s prior efforts
to establish market recognition for
the product.

Competition from a lower-priced
infringing product detrimentally af-
fects tﬁ?patentee’s profits in at F;ast
two ways. First, the patentee loses
the profit on sales it would have
made absent the infringer’s unlaw-
ful competition. Second, even the
sales the patentee actually does
make are often made at reduced
prices in order to meet the infring-
er's competition. The infringer
forces the patentee to choose be-
tween maintaining pre-infringement
pricing levels (and possibly losing
market share) or cutting prices to
meet the competition (and so realiz-
ing lower returns on its own sales).
The patentee suffers damages in the
form of reduced margins on its own

T he introduction of an infring-
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sales, commonly referred to as
“price erosion” damages, when
forced to cut prices or forego plan-
ned price increases.

Although price erosion damages
are often associated with lost prof-
its damage awards, they may also be
recovered as part of general dam-
ages under the reasonable royalty
rubric. Support for this approach
comes from the purpose of damage
awards in patent cases and the
evolution of price erosion within the
damages framework.

GENERAL PURPOSE OF PATENT
DAMAGES

“In patent law, the fact of infringe-
ment establishes the fact of damage
because the patentee’s right to ex-
clude has been violated "' The mea-
sure of recovery for patent infringe-
ment is governed by 35 U.S.C. § 284,
which provides in pertinent part:

Upon finding for the claimant
the court shall award the claimant

damages adequate to compensate
for the infringement, but in no

event less than a reasonable royal-

for the use made of the inven-
tion by the infringer, together
with interest and costs as fixed by
the court?

The predecessor statute to Section
284 had been substantially amend-
ed in 1946. Under the pre-1946 pa-
tent damages statute, the owner of
a patent could recover both his own
damages and the infringer’s profits3
Because the determination of the in-
fringer’s profits often required pro-
tracted litigation, including lengthy
accounting proceedings before
special masters, Section 284 was a-
mended in 1946 to exclude recovery
of the infringer’s profits as a specific
element of damages* “The purpose
of the change was precisely to elim-
inate the recovery of profits as such
and allow recovery of damages
only?

However, Congress’ definition of

“damages” was quite broad. The
legislative history to the 1946 act
shows that Congress intended “to
make the basis of recovery in
patent-infringement suits general
damages, that is, any damages the
complainant could prove, not less
than a reasonable royalty...”¢ and
“Congress sought to ensure that the
patent owner would in fact receive
full compensation for ‘any damages’
he suffered as a result of the in-
fringement.”” In short, Congress’
“overriding p se” was to “af-
ford[] patent owners complete com-
pensation.”®

In terms of Section 284,
“[d]amages is the amount of loss to
a patentee.”® In Aro, a leading case,
the Supreme Court held that patent
damages constitute “the difference
between [the patentee’s] pecuniary
condition after the infringement,
and what his condition would have
been if the infringement had not oc-
curred” The question to be asked in
determining damages is ““how
much had the Patent Holder... suf-
fered by the infringement. And that
g}:ﬁsﬁon [is] primarily: had the In-

inger not infringed, what would
Patent Holder... have made?”1° The
“adequate-to-compensate” require-
ment thus parallels and differs lit-
tle from the criterion long-appli-
cable to damage questions in other
fields of law:

The general rule is that when a
wrong has been done, and the
law gives a remedy, the compen-
sation shall be equal to the injury.
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The latter is the standard by
which the former is to be mea-
sured. The injured partgeis to be
placed, as near as may be, in the
situation he would have occupied
if the wrong had not been com-
mitted 1

For these reasons, in “patent
cases, as in other commercial torts,
damages are measured by inquir-
ing: had the tortfeasor not commit-
ted the wrong, what would have
been the financial position of the
person wronged?”1? Accordingly,
the Federal Circuit has emphasized
that the phrase “reasonable royalty”
is “handy shorthand for damages.
As [Section 284] provides, the royal-
ty is ‘for the use made of the inven-
tion by the infringer’ Thus, the
calculation is not a mere academic
exercise in setting some percentage
figure as a ‘royalty. The determina-
tion remains one of damages to the
injured party.?

THE RECOGNIZED APPROCACHES
OF DETERMINING DAMAGES
“ADEQUATE TO COMPENGATE”
FOR INFRINGEMENT

Courts have imposed damages
under Section 284 under four some-
what distinct theories: (a) lost prof-
its; (b) “reasonable royalty” dam-
ages either as (1) an established royal-
ty or (2) an imagined reasonable
royalty based on a “hypothetical
negotiation” and (c) the “analytical
method.” Regardless of which ap-
proach a patentee takes, the focus
remains adequate compensation for
the harm done.

Lost Profits

To recover lost profits, a patentee
must demonstrate causation by prov-
ing by a reasonable probability that,
“but for” the infringement, it would
have made the infringer’s salesl
While the amount of lost profits
cannot be speculative, “the patentee
does not need to negate all
possibilities that a purchaser might
have bought a different product or
might have foregone the purchase
altogether1?

Causation is most easily establish-
ed where only the patentee and the
infringer supply the relevant mar-
ket. Where there are many sup-
pliers, however, causation is signifi-
cantly more difficult to prove since
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third-party competitors, rather than
the patentee, could have made the
infringer's sales!® In a multi-sup-
plier situation, a litigant may be en-
titled to lost profits damages cal-
culated on a portion of an infringer’s
sales based on the patentee’s market
sharel”

Factual evidence supporting lost
profits calculations may include the
number of lost sales, price decreases
in the particular market, and in-
creased expenses® Additionally, to
show that infringement caused the
loss of profits, a patent owner may
present evidence satisfying either
one of two tests: (a) the four-part
Punduit test™ or (b} the two-supplier
market test 20 Evidence sufficient to
satisfy either test creates the infer-
ence that the infringement caused
the lost sales®

Under the Panduit approach, a pa-
tent owner must prove (1) a de-
mand for the patented product, (2)
the marketing and manufacturing
capability to exploit that demand,
(3) an absence of acceptable nonin-
fringing substitutes, and (4) the
amount of profit the patent owner
would have made? Under the sec-
ond test ({the two-supplier market
test), the patent owner must show
that the infringer was the only other
supplier of the patented product.
Where the product owner and the
infringer were the only suppliers of
the product, causation may be in-
terred 2

Reasonable Royalty

The patentee may opt — for
reasons of proof, trial strategy, or
otherwise — for damages in the
form of a reasonable royalty?* While
the determination of lost profits
focuses on actual damages suffered
by the patentee, the setting of a
reasonable royalty generally focuses
on compensating the patentee for
the use made of the invention by
the infringer?® However, any
reasonable royalty analysis should
not lose sight of the purpose of Sec-
tion 284 to provide full compensa-
tion to the patentee: the “royalty is
‘for the use made of the invention
by the infringer . . . / The deter-
mination remains one of damages to
the injured garty.”“

A reasonably royalty may be bas-
ed upon (1) an established royalty,

or (2) upon a “hypothetical royalty
resulting from arm’s length negotia-
tions between a willing licensor and
a willing licensee"?”

Established Royalty. Where an
established royalty exists, it can be
the best measure of what is rea-
sonable 2 However, it is difficult to
prove an established rate. “For a
royalty to be ‘established,’ it ‘must
be paid by such a number of per-
sons as to indicate a general ac-
quiescence in its reasonableness by
those who have occasion to use the
invention.’? Therefore, if a patent-
in-suit has been repeatedly licens-
ed, the patentee should recover at
least the established royalty.

However, and in accordance with
the overriding purpose of the patent
statute to provide adequate com-
pensation, a royalty may be “rea-
sonable”” and still exceed an estab-
lished royalty* “Though establish-
ed royalty rates are normally ap-
plicable, they do not necessarily
establish a ceiling for the royalty
that may be assessed after an in-
fringement trial 3! The Federal Cir-
cuit has implied that the reason is
the need “to distinguish between
royalties payable by infringers and
non-infringers” because absent an
increased rate indfringers could free-
ly disregard patent rights, even
those rights so strong that they have
been acknowledged by a number of
competitors 2

The Reasonable Royalty Floor. In
the absence of an established royal-
ty, a reasonably royalty must be
determined tc locate “the floor
below which a damage award may
not fall”*® The purpose of the rea-
sonable royalty “alternative is not to
provide a simple accounting
method, but to set a floor below
which the courts are not authoriz-
ed to go™

Most often, courts determine the
reasonable royalty through an im-
aginary “hypothetical negotiation,”
which is deemed to have occurred
at the time infringement began?3®
The hypothetical negotiation was
memorably described by Judge
Markey in Panduit:

Determination of a “reasonably

royalty” after infringement, like

many devices in the law, rests on

al ficion. Created in an effort

to “compensate” when profits are
not provable, the “reasonable roy-
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alty” device conjures a “willing”
licensor and licensee, who like
Ghosts of Christmas Past, are
dimly seen as “negotiating” a
“license.” There is, of course, no
actual willingness on either side,
and no license to do anything.. 3

A "reasonable royalty” has been
described as “an amount which a
person, desiring to manufacture
and sell a patented article, as a
business proposition, would be
willing to pay as a royalty and yet
be able to make . . . a reasonable
profit¥” However, “the setting of a
reasonable royalty after infringe-
ment cannot be treated . . . as the
equivalent of ordinary royalty
negotiations among truly ‘willing’
patent owners and licensees. That
view would constitute a pretense
that the infringement never hap-
pened,” and essentially impose a
“compulsory license” upon the in-
jured patentee?

Some factors courts have con-
sidered in determining a reasonable
royalty were listed in the oft-cited
district court opinion of Georgia-
Pacific®® as follows:

1. The royalties received by the
patentee for the licensing of the pa-
tent in suit, proving or tending to
prove an established royalty.

2. The rates paid by the licensee
for the use of other patents com-
parable to the patent in suit.

3. The nature and scope of the
license, as exclusive or nonexclus-
ive; or as restricted or nonrestricted
in terms of territory or with respect
to whom the manufactured product
may be sold.

4. The licensor’s established
policy and marketing program to
maintain his patent monopoly by
not licensing others to use the in-
vention or by granting licenses
under special conditions designed
to preserve that monopoly.

5. The commercial relationship
between the licensor and the licen-
see, such as, whether they are com-
petitors in the same territory in the
same line of business; or whether
they are inventor and promoter.

6. The effect of selling the pa-
tented specialty in promoting sales
of other products of the licensee;
the existing value of the invention
to the licensor as a generator of sales
of his non-patented items; and the
extent of such derivative or con-
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voyed sales.

7. The duration of the patent and
the term of the license.

8. The established profitability of
the product under the patent; its
commercial success; and its current
popularity.

9. The utility and advantages of
the patent property over the old
modes or devices, if any, that had
been used for working out similar
results.

10. The nature of the patented in-
vention; the character of the com-
mercial embodiment of it as owned
and produced by the licensor; and
the benefits to those who have us-
ed the invention.

11. The extent to which the in-
fringer has made use of the inven-
tion; and any evidence probative of
the value of that use.

12. The portion of the profit or of
the selling price that may be cus-
tomary in the particular business or
in comparable businesses to allow
for the use of the invention or
analogous inventions.

13. The portion of the realizable
profit that should be credited to the
invention as distinguished from
non-patented elements, the manu-
facturing process, business risks, or
significant features or improvements
added by the infringer.

14. The opinion testimony of
qualified experts.

15. The amount that a licensor
(such as the patentee) and a licensee
(such as an infringer) would have
agreed upon (at the time the in-
fringement began) if both had been
reasonably and voluntarily trying to
reach an agreement . . . .

Notably, the outcome of a
hypothetical negotiation (factor 15)
between a willing licensor and a
willing licensee is just one of the 15
factors to be considered. For exam-
ple, the Federal Circuit in Deere &
Co. adopted the following district
court rationale:

In determining a reasonable roy-
alty, such factors as increased
profitability, market share, cost
savings, and collateral benefits
from tghe sales of related products
are to be considered. In addition,
the reasonable royalty allowed
should take into consideration that
which would be accepted a
prudent licensee who wished to
obtain a license but was not so
compelled, and by a prudent pa-

tentee who wished to grant a
license but was not so compel-
led *

Analytical Approach

There is no way to determine a
“reasonable roya}iy.” Section 284
does not mandate how the district
court must compute a reasonable
royalty after infringement, only that
it adequately compensate for the in-
fringement ! There are as many
ways to determine a reasonable
royalty after infringement as logic
and the facts of a particular case
allow. Two approaches often used
to calculate a reasonable royalty in-
clude: (1) a percentage of the ec-
onomic advantage to the infringer
or (2) “analytically” Other ap-
proaches, or combinations or hy-
brids of these, have also been ap-
proved by the courts when the facts
warrant.

Under the percent of economic
advantage method, some portion or
all of the infringer’s profits or cost
savings are awarded to the pa-
tentee*? giving due consideration to
the Georgia-Pacific factors. Usually,
the infringer’s usual or acceptab{e
profit is subtracted from the profit
realized from sales of infringing
devices, and the difference is award-
ed to the patentee as a “reasonable
royalty.’+?

Thus, for example, if an infringer’s
profit from infringing sales average
30% and its usual profit averages
20%, under the percent of economic
advantage method, a patentee may
be awarded 50% to 100% of the in-
tringer’s profits, or 15% to 30% of
sales revenues. On the other hand,
using the analytical method, the
patentee may receive only 10% (30%
minus 20%) of the infringer’s re-
venues.

PRICE EROSION

Yale Lock

Price erosion damages were first
recognized by the Supreme Court
over 100 years ago. Yale Lock Mfg. Co.
v. Sargent* involved a reissue patent
for an improved lock for a safe or
vault door. After holding that Yale’s
lock infringed Sargent’s patent, the
court considered the master’s report
on damages and the defendant’s ex-
ceptions thereto:

The master reports that . . in con-
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sequence of the defendant’s offer-
ing and selling to the plaintiff’s
principal customers and to the
haderﬁiir;leqaﬂ)c locks containing
the i ging device at a less
price than the plaintiff was ob-

ining, a reduction of prices was en-
forced on the plaintiff, such reduc-
tionbeindg ....%loneach No.5
lock, and $2 on each No. 3 lock

The defendant excepted to the
master’s report, arguing that there
was no proof that any price reduc-
tion was caused by the defendant’s
infringement, and that there was no
method of computing such reduc-
tion, even if it actually existed. The
court stated that “{r]eduction of
prices, and consequent loss of prof-
its, enforced by infringing competi-
tion, is a proper ground for award-
ing damages. The only question is
as to the character and sufficiency
of the evidence in the particular
case/** The court then held that
plaintiff’s price reduction was
“directly and solely caused by the
defendant’s infringement” and that
the master had properly fixed dam-
ages at one-half the amount of the
reduction in prices#?

The price erosion damages
awarded in Yale Lock were actual
damages suffered by the patentee as
a result of the infringer’s unlawful
competition. Because the patentee
was forced to reduce its own prices
following the infringer's entry into
the market, it suffered reduced
profits on its own sales. The Yale
Lock case also introduced a second
type of price erosion damages: re-
duced profits on sales lost to the
infringer.

The master also reports

that . . . the plaintiff would have

made sales to many of the per-
sons who were induced to pur-
chase from the defendant at his
own established prices, had not the

defendant offered its locks at
lower prices’*#

Because the master did not award
any damages for sales lost to the in-
fringer, the question of whether
plaintiff's damages as a result of lost
sales should be calculated based on
an uneroded price was not before
the court. However, the court ex-
pressly held that price erosion dam-
ages in the form of reduced profits
on the patentee’s sales is proper:
That [plaintiff's lost profit] is a
proper item of damages, if prov-
ed, is clear. It is a pecuniary in-
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ju:g caused by the infringement,
and is the subject of an award of
damages, although the defendant
may have made no its and the
laintiff may have had no
established license fee. As the
laintiff, at the time of the in-
ingement, availed himself of his
exclusive right by keeping his pa-

tent a monopoly, and granting no
licenses, the ch);ference between

his pecuniary condition after the
inﬁ'mgemelg: and what his con-
dition would have been if the in-
fringement had not occurred, is to
be measured, so far as his own
sales . . . are concerned, by the
difference between the money he
would have realized from such
sales if the infringement had not
interfered with such monopoly,
and the money he did realize
from such sales. If such difference
can be ascertained by proper and
satisfactory evidence, it is a prop-
er measure of damages**
Interestingly, in 1564 the Supreme
Court relied upon and reaftirmed
Yale Lock in Aro Mfy. when it com-
prehensively addressed the issue of
damage standards in patent infringe-

ment cases.>®

Price Erosion as Recognized in Lost
Profit Cases

Over 90 years passed before the
courts had occasion to revisit the
price erosion concepts first raised in
Yale Lock. Then, in 1978, the district
court in W.L. Gore & Assocs., Inc. v
Carlisle Corp5' adopted a special
master’s finding®? that plaintiff suf-
fered $147,288 in price erosion dam-
ages on its own sales as a result of
price cuts necessary to meet the in-
fringing competition® Although
the court discussed the reasonable-
ness of the special master’s assump-
tions in arriving at the damages
figure, it cited no case law in sup-
port of the award.

Two years later, in Saf-Gard Prods.,
Inc. v. Service Parts, Inc., an Arizona
district court held that the patentee
was entitled to a lost profits award
from sales lost to the infringer based
on an uneroded selling price* The
court cited Yale Lock for the proposi-
tion that a patentee’s lost profits are
properly based on its average sell-
ing price before the infringer enters
the market, rather than any reduc-
ed selling price caused by the in-
fringer’s unlawful competition®

In 1983, the Federal Circuit join-
ed in the growing consensus that

price erosion is a proper component
of lost profits damages. In Lam, Inc.
v. Johns-Manuille Corp. * the Federal
Circuit, citing Yale Lock, affirmed an
award of damages including reduc-
ed profits on the patentee’s actual
sales. That holding was based on
the district court’s finding that the
market had only two suppliers and
that the patentee had reduced its
prices to meet the infringer’s com-
petition 37

Two years later, in King Instrument
Corp. v. Otari Corp.*® the court af-
firmed an award based on the other
type of price erosion damages. The
court held that the district court
properly used an uneroded selling
price to calculate the patent owner’s
profit margin on sales lost to the in-
fringer?’

In 1986, the Federal Circuit affirm-
ed an award of lost profits incor-
porating both types of price erosion
damages: reduced profits on the
patentee’s actual sales and reduced
profits on sales lost to the infringer.
In TWM Mfg. Co., Inc. v. Dum
Corp. % the court affirmed the spe-
cial master's damage calculation,
which included:

(2) $100 for each sale made by

L};atentee] at prices forced lower

the infringement . ..; (3)
special discounts by [patentee] on
some sales to compete with [in-
frin er’sgl ricing practices . . .;

and (4) for each sale by [in:
frin%er] . . . because [patentee]
would have made those sales at

a $100 higher price . . . #
Since its decision in TWM, the
Federal Circuit has reviewed man
lost profits damage awards whiclﬁ
include the effects of price erosion.
Such damage awards have general-
ly been affirmed where the patentee
successfully established causation
and the amount sought was not
based on mere speculation$? The
Federal Circuit has repeatedly held
that price erosion damages can be
a form of lost profits damages®

Apart from the Federal Circuit
cases, one noteworthy district court
decision deserves mention. In In re
Mahurkar Double Lumen Hemodialysis
Patent Litigation® the court discuss-
ed a patentee’s entitlement to com-
pensation for price erosion at
length. In a detailed and insightful
analysis, Judge Easterbrook held
that the patent owners were entitled
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“to damages measured by the prof-
it they lost as a result of the infringe-
ment, and that the lost profit has
two components: sales diverted to
[the infringer], and a reduction in
the price [the patent owner] realiz-
ed for the catheters it sold itself.”¢>
In determining the lost profit per
unit sold by the infringer, the court
concluded that damages should be
calculated as the difference between
actual costs of goods and the poten-
tial price — that is, the price the pa-
tent holders could have realized had
there been no competition from the
infringer®®

The defendant challenged the
court’s lost profits damage model as
resulting in “off-the-wall” numbers
because they exceeded what defen-
dant viewe?’as a “reasonable royal-
ty” In rejecting defendant’s argu-
ment, the court noted that during
the period of infringement, the ex-
clusive licensee had been paying
the patentee a “hefty royalty” of 9%
on its sales of all products contain-
ing the patented product and that
the invention was “a very valuable
piece of intellectual property in-
deed."®”

In addition to the decision in I re
Mahurkar, at least four district courts
have awarded lost profits damages
that compensate the patentee for
reduced profits on its own sales, as
well as reduced profits on lost sales
based on an uneroded sales price %
Thus, there is ample authority re-
cognizing that price erosion dam-
ages may be recovered as lost prof-
its in order to provide adequate
compensation for infringement.

Cases Recognizing Price Erosion in
Reasonable Royalty Cases

Although price erosion has been
most often treated as an element of
lost profits damages, it is also prop-
erly considered as a factor in setting
a reasonable royalty. As previously
discussed, Georgia-Pacific lists 15 fac-
tors to be considered in determin-
ing the reasonable royalty amount.
However, Georyia-Pacific is not an ex-
clusive list of such factors. The
Federal Circuit has stated that in
“determining an award ‘adequate to
compensate, 35 U.S.C. § 284, there
must be room to take into account
the totality of the circumstances.”®?
Moreover, the Federal Circuit has
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identified additional factors, not
specifically mentioned in Georgia-
Pacific, which are properly con-
sidered as part of a reasonable
royalty determination’® Although
the Federal Circuit has not vet af-
firmed an award of price erosion in
a reasonable royalty context, three
early cases and two modern deci-
sions lay the groundwork upon
which a future decision may rest.
The earliest case awarding dam-
ages for price erosion in a reason-
able royalty context was decided in
1927 The court in Motor Player Corp.
v. Puno Motors Corp.”' not only
recognized that price erosion is
properly considered in fixin E
reasonable royalty rate, it based its
reasonable royalty damage award
on the uneroded price of the inven-
tion. In that case, a master had set
the reasonable royalty at $3.77 per
infringing device (a motor for player
pianos) where the average sales
price of the infringing device was
$45.58. In reviewing the master’s
award, the court stated: “It is deem-
ed inferable, from the evidence in
this case, that the sales price per
[plaintiff’s piano motor] would not
have been less than $65, except for
the unlawful interference by the
defendant””? The court then in-
creased the royalty to $6 per infring-
ing device™
A year later, the Sixth Circuit in
Egry Register Co. v. Standard Register
Co74 recognized that the patentee’s
profits are relevant to the deter-
mination of what royalty a patentee
would have accepted in a hypotheti-
cal royalty negotiation:
[n fixing a reasonable royalty, the
prima inquiry, often com-
plicated by secondary ones, is
what the parties would have
agreed upon, if both were
reasonably trying to reach an
agreement. This must be
modified by the commercial situa-
tion, and when the result is to in-
terfere with a patent monopoly,
which the patentee was in posi-
tion to and desired to keep, by te-
taining the entire market Enmself,
his compensation for parting against
his will with that opportunity must
take due account of the loss to him of
anticipated profits on the business
which the licensees will thus get away
from him 7™
The Sixth Circuit did little more
than state the obvious. In a real
licensing negotiation, the patent

holder who anticipates competing
with a prospective licensee in the
marketplace would be foolish not to
consider the economic reality of
price competition. Anticipating ero-
sion of market prices upon entry of
the licensee into the marketplace,
the prudent patentee seeks a royal-
ty that will compensate him for
reduced profits due to anticipated
price cuts or inability to raise prices.
Five years after the Sixth Circuit’s
decision, the Second Circuit ex-
pressly held that reductions in price
caused by the infringer’s competi-
tion are properly considered in a
reasonable royalty context. In Over-
man Cushion Tire Co. v. Goodyear Tire
& Rubber Co.,’8 the court reviewed a
master’s reasonable royalty deter-
mination after holding that Good-
year infringed Overman’s automo-
bile tire patent. Overman has placed
its patented tire on the market in
1911 and licensed its patent to other
large manufacturers. Rather than
taking a license from Overman,
Goodyear hired a former sales man-
ager of Overman and began selling
infringing tires to many of Over-
man's customers at a lower price”
Overman was forced to give dis-
counts on its tires because of
Goodyear’s competition. The court
stated:
The master found, properly, that
[Goodyear, the mfglngp; }::ould
not take advantage of any reduc-
tion in pnce caused by its own or
any other infrin, Eer s wrongdoing,
and if there had been no in-
fringement, there probably would

have been a higher price ob-
tained 7®

The court affirmed the master’s
damage award of $5 per tire after
finding that it amounted to only
twenty percent of the plaintiff’s
profits at an uneroded sales price”™

At least two modern cases have
recognized the wisdom of taking in-
to account the effects of price ero-
sion in calculating a reasonable
royalty, although neither actually
awarded price erosion damages
along with reasonable royalty
amounts. Most important is a deci-
sion from the Sixth Circuit decision
authored by former Chief Judge
Markey, Panduit Corp. v. Stahlin Bros.
Fibre Works, Inc® In Panduit, the
patentee sought to reverse the dis-
trict court’s denial of price erosion
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caused by the infringement on the
patentee’s own actual sales®!
Writing for the Sixth Circuit, Chief
Judge Markey noted that “damages
adequate to compensate for the in-
fringement” raises primarily the
question: “[H]ad the Infringer not
infringed, what would Patent Hol-
der-Licensee have made?’8? Al-
though the court affirmed the denial
of price erosicn damages, it did so
only because of a failure of proof#

In the most recent case recogniz-
ing that price erosion is relevant to
the reasonable royalty analysis, the
court in Syntex, Inc. v. Paragon Op-
tical, Inc.® had to determine a
reasonable royalty on sales of in-
fringing contact lenses. The plain-
tiff's royalties expert, Mr. Dudley
Smith, convinced the court that a
50-50 split of the 38% profit was ap-
propriate. The court astutely recog-
nized that applying the royalty to an
eroded lens price was conservative,
given that the price had dropped $7
over the years because of the defen-
dants’ infringement: “Defendants
are thus gaining the benefit of their
own infringement by cutting down
the measure of the reasonable royal-
ty on the lens price”®® The court
therefore recognized that its award
was conservative, but it did not in-
crease its award to take into account
the price erosion

Although the Federal Circuit has
not explicitly considered the ques-
tion of whether price erosion can be
considered in a reasonable royalty
context, dicta in Sun Studs, Inc. v
ATA Equip. Leasing, Inc® hints at the
court’s future position. In Sun Studs,
damages were awarded by a jury in
the form of a reasonable royalty. On
appeal, the defendant argued that
the instructions on damages were
erroneous. The Pederal Circuit held
that the jury acted reasonably in
measuring damages and affirmed
the damage award (subject to re-
calculation, on remand, of damages
to include those incurred during the
period that had been excluded for
laches). In reviewing the jury in-
struction for error, the court stated:

We have recognized that compen-
sation for infringement can take

C(ﬁnizan ce of the actual commer-
cial consequences of the infringe-
ment, and that the hypothetical

negotiators need not act as if there
had been no infringement, no liti-
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gation, and no erosion of market
position or patent value®

These cases recognize the ob-
vious: there is nothing in the statute
which precludes an award of price
erosion damages under a reason-
able royalty analysis, so long as the
award is adequate to compensate
for the infringement. Price erosion
— if supported by the facts of a par-
ticular case — is a factor to consider
when determining reasonable royal-
ty damages. It is logical to do so
given the expectation that a licensor
would consider the effects of price
competition when negotiating a
royalty rate, and, moreover, it satis-
fies the overriding objective of Sec-
tion 284 that the patentee receive
adequate compensation for the in-
fringement 8

A REASONABLE ROYALTY
DAMAGE MODEL INCLUDING
MARKET EFFECTS

In seeking adequate compensa-
tion for infringement, a patentee
may want to prove up the full com-
mercial consequences of the
unlawful competition, including
price erosion. If a lost profits analy-
sis is complicated by a multi-sup-
plier market or an inability to meet
all four of the Panduit requirements,
the innovative patentee need not
despair. If the appropriate factual
support exists, a two-tiered reason-
able royalty damage model which
incorporates the effects of price ero-
sion in a competitive market may be
constructed as the sum of an “indif-
ference royalty” and a “market
value royalty”” The indifference
royalty, if paid by the infringer at the
time infringement began, would
have prevented price erosion from
occurring. Because the infringer did
not pay any royalty and competed
at reduced prices, the market price
of the patented product was erod-
ed. To adequately compensate the
patentee for the infringement, it
should be recompensed for the re-
duced profits it realized on its own
sales. Thus, calculation of a second
royalty component — a “market
value royalty” — is required.

The Indifference Royalty
The first tier of the damage model
could be called the indifference

royalty — the royalty rate which
would have made the infringer’s
customer indifferent as to whether
it was buying a royalty-burdened
(i.e. licensed) product or the next-

ighest priced, available and acc’en}zt-
able noninfringing substitute. The
calculation of the indifference royal-
ty focuses on the infringer’s choices
on the date infringement began.
The options available to the in-
fringer thus initially depend on
whether a noninfringing alternative
was available at the time of the
negotiation, or if not, what the cost
to develop and market a substitute
would have been?

This example also assumes a fact
situation where (a) the infringer
controls enough of the market or
has a lower cost structure so that it
has been a price leader, (b} the
market is such that price changes
are generally communicated, even
if indirectly, among competitors,
and (c) the infringer believes that
competitors will generally follow its
price lead. In short, the damage
model assumes a market in which
the infringer is the dominant player
in a slightly oligopolistic market
where tacit price coordination is at
least theoretically possible, if not
historically demonstrable’

Higher Cost Noninfringing Prod-
uct Available. If a more expensive
noninfringing alternative product is
available at the time infringement
began, the infringer had three
choices: (1) sell the nonintringing
product at a higher price than the
infringing price, (2) negotiate a
license and pay a royalty, and so sell
the infringing product at a higher
price, or (3) infringe the patent and
continue to sell infringing products
at prices unburdened by any royal-
ty, thus causing price erosion.

Although the infringer actually
chose the third option, to infringe
at unlicensed prices, the damage
calculation imagines that the in-
fringer did what it should have
done if it was going to do what it
in fact did: if it was going to sell in-
fringing products, it should have
taken a license. When the infringer
is a price leader in a concentrated
market, the indifference royalty
should be designed to make the in-
fringer’s customers indifferent as to
whether they buy infringing prod-
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ucts at a royalty-laden price as com-
pared to noninfringing, acceptable
substitutes.

Thus, the indifference royalty is
simply the price difference between
the sales price of {a) infringing
preducts and (b) noninfringing sub-
stitute products. Where the facts
support the conclusion that had
the infringer actually paid a roy-
alty throughout the “infringement
period,” it would have raised the
sales price of the licensed product
a sufficient amount to retain the
same gross margin, recovery of
price erosion damages may be in
order. This approach may be par-
ticularly applicable if the businesses
use gross margin as a percent of
revenue as an indicator of the suc-
cess of a particular product. Gross
margin targets are commonly set,
and sales prices are determined ac-
cordingly. For example, if it costs $50
to manufacture a product, and the
company desires a 50% gross
margin on sales of that product, it
will set the sales price at $100.

The indifference royalty is the dif-
ference between the sales price of
the noninfringing alternative and
the actual price of the infringing
preduct. Such a royalty makes the
infringer indifferent, from a gross
margin standpoint, as to whether it
sells the higher cost noninfringing
alternative or the lower cost patented
product burdened by a royalty??

No Noninfringing Product Avail-
able Within a Reasonable Time. If
there was no noninfringing product
available at the time infringement
began, the infringer’s choices were
limited to negotiating a license or in-
fringing the patent. Under these cir-
cumstances, there is no true indif-
ference royalty. However, a variant
of the indifference royalty may be
calculated as the difference between
the patentee’s preinfringement sales
price (or, if none existed, then the
expected sales price) and the actual
eroded sales price. The purpose of
this royalty is to discourage the
licensee from selling at a lower
price, thereby causing price erosion.

This calculation rests on the same
assumption underlying the indif-
ference royalty — that if the in-
fringer had paid a royalty through-
out the infringement period, it
would have raised prices to retain
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its targeted gross margin® Thus,
the purpose of the royalty is to allow
adequate prices during the patent
period so that the patentee gets the
full compensation for vioclation of
his patent monopoly.

The Market Value Royalty

The second tier of the damage
model is called the market value
royalty — representing a time-lag
adjustment designed to ensure that
the economic benefits to the patent
holder of the reasonable royalty
would operate as if the royalty had
been paid since the beginning of the
infringement, and thus be fully
compensating. The calculation of
the market value royalty is based on
the assumption that, on the date in-
fringement began, the infringer did
not take a license under the patent;
thus, the market was depressed by
the fact that the infringement occur-
red. Again, in this example, the
calculation assumes that, had the
infringer taken a royalty, it would
have raised its prices by the royalty
amount in order to retain the same
gross margin. Under this scenario,
the patentee would have been able
to sell its products at an uneroded
price.

The market value rovalty is the
difference between the (a) actual
sales price charged by the infringer
on infringing products and (b) the
price that would have been charg-
ed had the infringer taken a license
at the indifference royalty rate. On
the facts of the same example men-
tioned above, the market value
royalty is equal to the amount that
the infringer would have raised its
prices to retain its gross margin.
This royalty, however, is applied to
the number of units actually sold by
the patentee — not the infringer.
The market value royalty is mul-
tiplied by the number of units sold
by the patentee.

The Reasonable Royalty Including
Market Effects

The reasonable royalty adequate
to compensate for the infringement
is the sum of (a) the indifference
royalty and (b) the market value
royalty. Again, the indifference
royalty is equal to the indifference
royalty ($/unit) times the number of
infringing units sold by the infringer,

and the market value royalty is
equal to the market value royalty
($/unit) times the number of units sold
by the patentee. The sum of the indif-
ference royalty and the market
value royal'g: are the patentees
damages. is amount may be
sought outright or it may then be
divided by the infringer's gross
revenue during the infringement
period to determine a reasonable
royalty as a percent of the infringer’s
revenue.

This reasonable royalty model
assumes that the infringer and the
patentee would have held the same
market shares that they actually had
during the period of unlawful com-
petition. In reality, the patentee
would probably have increased its
market share, possibly at the ex-
pense of the infringer, had the in-
fringer chosen a legal option. In that
sense, the maodel is conservative.

CONCLUSION

We hope to have shown that price
erosion is properly considered as a
factor in determining a reasonable
royalty damage award. A two-tiered
reasonable royalty damage model
that includes an indifference royal-
ty and a market value royalty com-
pensates the patentee for the full
commercial impact of the infringe-
ment by turning back the clock to
the date the infringement began
and reshaping history. The model
assumes that, rather than infringing
the patent, the infringer negotiated
a license and increased its prices to
retain a constant gross margin, and
that the patentee followed suit by
increasing its prices. Had the
negotiation actually occurred, the
patentee would have received a
royalty on the sales of the licensed
products (an “indifference royalty”)
as well as increased margins on the
sales of its own products (a “market
value royalty”). This places the
patentee, as nearly as possible, in
the position he would have oc-
cupied had the infringer taken a
license — the fundamental tenant of
Section 284.
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original).
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(Fed. Cir. 1989), cert denied, 493 U.S. 1022

(]9‘90336: v
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718 F.2d at 1065.

22. Standard Havens, 953 F.2d at 1372-73.

23. Amstar Corp. v. Envirotech Corp., 823
F.2d 1538, 1543 (Fed. Cir. 1987); Lam, 718
F.2d at 1065.

24. See 35 U.5.C. §284; Amstar, 823F.2d at
1543.

25.35 U.S.C. § 284,

26. Fromson, 853 F.2d at 1574 (emphasis in
original),

. Hanson v. Alpine Valley Ski Aren, Inc., 718
F.2d 1075, 1078 (Fed. Cir. 1983).

28. Nickson Indus., Inc. v. Rol Mfg. Co., 847
F.2d 795, 798 (Fed. Cir. 1988).

29. Hanson, 718 F.2d at 1078 (licenses did
not show established rate) (quoting Rude v.
Westcott, 130 U.S. 152, 165 (1889)).

30. Nickson Indus., Inc. v. Rol Mfy. Co., Lid.,

847 F.2d 795, 798 (Fed. Cir. 1988), citing Bio-
Rad Labs., Inc. v. Nicolet Instrument ., 739
F.2d 604, 617 (Fed. Cir.), cert. denied, u.s.
1038 (1984).

31. Bio-Rad Labs., 739 F.2d at 617 {citations
omitted).

32. Fromson, 853 F.2d at 1575, citing Panduit
Corp., 575 F.2d at 1158 and Boit v. Four Star
ng‘, 229 USPQ 241, 24748 (E.D. Mich.
1985) (5% royal‘% though established in-
dustry rate was 3 gé;ff’d in part, rev'd in part
on other grounds, F.2d 1567 (Fed. Cir.
1986).

33. Fromson, 853 F.2d at 1574.

3. Del Mar Avionics, Inc. v. Quinton Instru-
ment Co., 836 F.2d 1320, 1327 (Fed. Cir. 1987),
citing Seattle Box Co. v. Industrial Crating &
Packing, Inc., 756 F.2d 1574, 1581 (Fed. Cir.
1985).

35. Wang Labs., Inc. v. Toshiba Corp., 993
F.2d 858, %70 ed. Cir. 1993).

36. Panduit Corp., 575 F.2d at 1159.

37. Panduit Corp., 575 F.2d at 1157-58,

38. I1d. at 1158,

39. Georgia-Pacific Corp, v. United States
Plywood &a .. 318 F.Supp. 1116, 1120
(S.DN.Y. T % mod., 446F.£i (2d Cir.), cert.
denied, 404 U.S. 870 (1971).

40. Deere & Co. v. Int’l Harvester Co., 710
F.2d 1551, 1554 (Fed. Cir. 1983} (emphasis
added). See Super Sack Mfg. Corp. v. Bulk-Pack,
Inc., 1992 WL 96863 * 11 (E.D. Tex. 1992}
(“’determination of a reasonable royalty after
infringement is not the equivalent of or-
dinary royalty negotiations among truly will-
ing patent owners and licensees. Thus, a
reasonable royalty for an infringer may be
greater than the roga.lty which a hypothetical

atent owner and willing licensee would

ave agreed upon on the date the infringe-
ment commenced.’’) (citations omitted).
Arguably, some cases lost sight of the fact
that the amount “‘agreed on’’ in the
“"hypothetical negotiation’” is just one of the
Georgia-Pacific factors. See, e.g., Wallace
Business Forms, Inc. v. UARCO Inc., 1988 WL
105381, *6 (N.D.IIL. Sept. 30, 1988) (*These
hypothetical negotiations are not merely one
factor among the fifteen various factors i
in Georgia-Pacific; rather, they are a conven-
ient method for incorporating and consider-
ing the other factors in arriving at a
reasonable rate,.’’), citing Studiengesellscha
Kohle m.b.H. v. Dart Indus., 666 Fgu 674,
680-81 (D.Del. 1987), off'd. 862 Fgg 1564
(Fed.Cir. 1988).

41. TWM Mfg. Co. v. Dum Corp., 789 F.2d
895, 899 (Fed. Cir.), cert denied, 2779 U.S. 852
(1986).

42, See, e.g., State Indus., Inc., B83 F.2d at
1580-81; Fromson, 853 F.2d at 1576-78; Han-
son, 718 F.2d at 1080-82; Deere & Co. v. Inter-
national Harvester Co., 710 F.2d 1551, 1558-59
(Fed. Cir. 1983).

43. See, e.g., TWM Mfg. Co., 789 F.2d at
899-900 (usual net profit of 6.56% to 12.5%

subtracted from projected averaging 37-47%
for a reasonable royalty of 3-0‘%%“.l

44. 117 U.5. 536 (1886).

45. Id. at 548 (emphasis added) (quoting
17 Blatchf. 244).

46. Id. at 551.

47. 1d. at 551-53,

48. Id. at 549 gemphasis added).

49. Id. at 552-53.

50. Aro Mfg., 377 U.S. at 507.

51. 198 U.5.P.Q. 353 (D. Del. 1978).

52. The parties did not challenge the
special master’s calculation of damages due
to price erosion. Id. at 358.

53. Id.

54. 491 F.Supp. 996 (D. Ariz. 1980).

55. Id. at 10(%}? )

56. 718 F.2d 1056 (Fed. Cir. 1983).

57. 1d. at 1067.

58. 767 F.2d 853 (Fed. Cir. 1985), cer.
denied, 475 U.S. 1016 {1986).

59, Id. at 864.

60. 789 F.2d 895 (Fed. Cir.), cert. denied, 479
U.S. 852 (1%8-9?,

61. Id. at .

62. See, ¢.g., Brooktree Corp. v. Advanced
Micro Devices, Inc., 977 F.2d 1555, 1578-81

(Fed. Cir. 1992) (affirming an award of lost
profits which included compensatien for
reduced profits on patentee’s sales due to
ice cuts under the Semiconductor Chip
ection Act); Minnesota Mining & Mfg. Co.
v. Johnson & Johnson Orthopaedics, Inc., 576
F.2d 1559, 1578-79 (Fed. Cir. 1992) (affirm-
ing an award of lost profits based on price
erosion where infringing competition
prevented patentee from implementing an-
nual price increases of 2%); Kalman v. The
Beggovn Corp., 914 F.2d 1473, 1485 (Fed. Cir.
1990) (affirming an award of an additional
15% over the actual sales price for
maintenance of depressed prices);, Amstar
ngg. v. Envirofech Corp., 823 F.2d 1538,
1542-44 (Fed. Cir. 1987) (affirming award of
lost profits for reduced profits on patentee’s
sales due to foregone price increases).

63. See, e.g., Brooktree Corp,, 977 F.2d at
1580-81; Minnesota Mining & Mfg. Co., 976
F.2d at 1578; Amstar Corp., 823 F.2d at 1543;
TWM Mfg. Co., 789 F.2d at 901-02; Lam, Inc.,
718 F.2d at 1065.

64. 831 F.Supp. 1354 (N.D. Ill. 1993).

65. Id. at 13&?

66. 1d. at 1386.

67. 1d. 1391-92.

68. Ser Ristvedi-Johnson, Inc. v. Brandt, Inc.,
805 F.Shl;l{pp‘ 557, 566-68 (N.D. NI. 1992);
Micro Motion, Inc. v. Exac Corp., 761
F.Supp. 1420, 1430-34 (N.D. Cal. 1991);
Ziggity Sys., Inc. v. Val Watmg';g Sys., 769 F.
Supp. 752, 823-24 (E.D. Pa. 1990}; Sun Prods.
Group, Inc. v. B&E Sales Co., 700 F. Supp. 366,
3&3-{4 (E.D. Mich. 1988).

69. TWM Mf‘% Co., 789 F.2d at 902.

70. See, e.g., State Indus., Inc. 883 F.2d at
1580 (court considered fact that infringer did
not consider using an alternative of in-
sulation and risked infringement with foam
insulation); TWM Mf,g. Co., 789 F.2d at 900
(court considered the invention’s immediate
commercial success, its satisfaction of a long-
felt need, and the absence of a competin
suspension possessing all its beneﬁcieﬁ
characteristics in affirming 30% royalty); CPG
Prods. Corg. v. Pegasus Lu . Inc., 776 F.2d
1007, 1010 (Fed. Cir. l%gugffﬁmﬂng royal-

where district court considered evidence
that patentee would not voluntarily grant a
license for less than a 20% royalty).

71. 19 F.2d 993 (D.N.J. 1927).

72. Id. at 997.

73. .

74. 23 F.2d 438 (6th Cir. 1928).

75. Id. at 443 (emphasis added).

76. 66 F.2d 361 (2d Cir.), cert. denied, 290

les Nouvelles



U.S. 681 (1933).

77. 1d. at 361-62.
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ter of fact, there are several licensed com-
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could not erode the price unless the

infringer had a lower cost structure than the

patentee and the other licensed co itors

or the royalty rate was sufficiently %0

as to create a price “'ceiling”’ for the i r

to undercut. This point is explained in In re

Mahurkar Double Lumen Hemodialysis Patent
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Litig., 831 F.Supp. at 1383-84.
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whether the infringer would have been
unable to immediately switch to acceptable,
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stated the First Circuit in an oPinjon
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without regard to the likely reactions

of its competitors?’’
Susan S. DeSanti & Ernest A Nagata, Com-
petitor Communications: Facilitating Practices or
Intitations to Collude? An Application of Theories
fo Pm_?cscd Horizontal Agreements Submitted for
Anti-Trust Review, 63 Antitrust L.]. 93, 95
(199431(qu0t1'ng Clamp-All Corp. v. Cast Iron
Soil Pipe Inst., 851 F.2d 478, 484 (1st Cir.
1988), cert. denied, 488 U.S. 1007 {1989) (em-
phasis omitted) (footnotes omitted)).

92. For example, assume that the nonin-

inging alternative costs $50 to manufacture
and the infringing product costs $40. At a
50% gross margin, the sales price of the
noninfringing product would be $100. In
order to make a 50% gross margin on the in-
fringi glfroduct, the infringer sets its price
at &1 the infringer instead paid a $20
royalty to license the patented product, it
could retain its $40 ﬁross margin by raising
the sales price of the licensed product to
$100. Thus, the indifference royalty in this
example is $20. The indifference royalty may
be':lp lied to the number of products actually
sol g the infringer.

93. For example, assume that, prior to the
infringer’s entry into the marketplace, the
sales price of the ggtented product was $100.
Thereafter, the infr ger introduced its prod-
uct at a price of $80 and received a 50%

m . If instead the infringer had licens-
ed the product for $20, it would have raised
its price to $100 in order to retain a 50%

margin.
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