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I. INTRODUCTION

his paper describes the in-
I creasing importance of eco-
nomic and financial analysis
in determining the value of intel-
lectual property—and of patents
in particular—in the U.S. courts.
We observe that patent damage
awards by the courts are now com-
monly based on careful economic
and financial analysis. As a result,
patent owners today are better able
to satisfy the courts’ requirements
for demonstrating damages in a
non-speculative manner than in
the past. Patent owners have been
able, either by winning in court or
more commonly through favorable
settlement of litigation, to obtain
compensation from infringers and
protect the value of their patents.
This contrasts with previous eras
when patent owners were often
limited in claiming damages to
testimony based on anecdotal
evidence or questionable rules of
thumb. We discuss implications of
this trend, both in the courtroom and
in general perceptions of the value
of intellectual property.

Until the situation was changed
beginning in the 1980s, primarily as
aresult of the decisions of the Court
of Appeals for the Federal Circuit
(the “Federal Circuit”), successful
patent owners in U.S. Courts were
restricted in their ability to obtain
adequate damage awards for
losses suffered as a result of patent
infringement. Precedent limited the
range of admissible evidence about
damages, especially those resulting
from lost profits. However, during
the past two decades, a series of
court decisions changed the situa-
tion. Now, patent owners have the
ability to present well-supported
evidence about their losses when

les Nouwelles

damages are to be considered. Ac-
cused infringers too can and do use
reasoned analysis to protect them-
selves from excessive claims. Eco-
nomic and financial experts are now
used in almost all patent matters
by both sides. Evidence is offered
to (and sometimes solicited by) the
courts, on the structure of markets
in which the patented products are
used, the actual and expected prof-
itability of the parties and others in
the industry, and on related matters
of price elasticity, barriers to entry
and the derived demand for the
products involved.!

Itis commonly believed that these
developments favored patent own-
ers and that they led to an increase
in the size and number of patent
damage awards in the 1980s and
1990s. The often-cited example of
this trend is Polaroid’s $900 plus
million award in 1990 against Ko-
dak for patents related to instant
photography products.

Critics of this trend voiced fears
that this perceived pro-plaintiff
bias would have a chilling effect
on innovation in the economy, as
potential innovators would tend to
shy away from introduction of new
products and technology fearing
protracted and expensive litigation
that could wipe out the value of
such investments. However, since
1990 there have been no new awards
approaching the size of Polaroid’s
and the evidence presented in this
paper indicates that there has not
been a trend toward higher awards
for plaintiffs. This trend appears to
be explained by two factors. There
has been an increase in the already
extensive use of settlements rather
than litigating to the death as a
way of ending patent disputes. In
addition, with the permission and

support of the courts, defendants
have answered plaintiffs, by incor-
porating economic and financial
arguments into their defenses at
least in part, offsetting any tendency
toward excessive awards.

II. PATENT LITIGATION AND
DAMAGE AWARDS

Exhibit 1 lists the ten largest patent
damage awards received by patent-
owners in U.S. district courts since
1990. Prior to 1990 there had been
only one patent damage award in
history larger than $100 million.?
Since 1990 there have been nine. In
addition, several jury verdicts later
overturned by trial judges reached
triple digits. One such verdict broke
the billion dollar barrier—a $1.2 bil-
lion verdict in 1995 for Litton Indus-

1. Federal Circuit Judge Randall Rader
provided an indication of the importance
the Courts now place on proper economic
and financial analysis when he suggested
that district court judges should “...demand
from your experts...testimony as to the
sensitivity of quantity to price factors in
the market place.” He further suggested,
perhaps exaggerating, that district court
judges should “...exclude from your
damage trials any expert who tries to base his
damage calculation on anything other than a
downward sloping demand curve.” (Speech
to the Annual Meeting of the Licensing
Executives Society, Miami, 1998.)

2. Smith International, Inc. v. Hughes Tool Co.,

*Dr. Kerr is an economist and Managing
Director at PENTA Advisory Services,
a unit of Navigant Consulting, Inc. Dr.
Prakash-Canjels is an economist and Se-
nior Manager at the CapAnalysis Group.
Both are based in Washington, D.C. The
authors would like to thank Dr. Michael
Lee of PENTA for his analysis and assis-
tance in evaluating recent trends in patent
damage awards.
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Exhibit 1 — Reported Settlements Of Patent Litigation

(1993-2002)

Year Jury/Bench Plaintiff Defendant District Award Appeals

Becﬁull

1990 Bench Polaroid Corp. Eastman Kodak Co. $909,457,567 N/A

1994 Jury Alpex Computer Corp. Nintendo Company Ltd. $253,641,445 Reversed

1996 Bench Haworth, Inc. Steelcase Inc. $211,499,731 N/A

1997 Bench The Proctor &Gamble Co. Paragon Trade Brands, Inc. $178,429,536 N/A

1998 Bench Exxon Corp. & Mobil Oil Corp. & $171,000,000 N/A
Exxon Chemical Patents Inc. Mobil Chemical Co. Inc.

1999 Bench Hughes Aircraft Company The United States $153,775,000 (a)

1994 Jury Exxon Chemical Patents Inc. Lubrizol Corp. $128,400,000 Reversed

1994 Jury Stac Electronics Corp. Microsoft Corp. $120,000,000 N/A

1991 Bench Minnesota Mining & Johnson & Johnson $116,797,696 Affirmed
Manufacturing Co. Orthopaedics, Inc.

1996 Bench Dow Chemical Co. The United States $86,817,461 Remanded

(a) Hughes v. The United States was appealed to the Supreme Court. The Court of Appeals for the Federal Circuit af-

firmed the decision for a second time in 1998. The Court of Federal Claims reissued the award in 1999.

tries against Honeywell. In recent
years, the number of jury verdicts
overturned by district court judges
appears to be on the increase. In
2002, three such actions overturned
verdicts of $140 million, $271 million
and $324 million.?

A number of other patent owners
gained significant payments from
claimed infringers as a result of set-
tlements of patent litigation. Our
analysis of data from the Admin-
istrative Office of the U.S. Courts
showed that since 1993, 63% of
patent cases were disposed of by
settlement prior to a district court
decision.* By comparison, only 35%
of all civil cases were settled. Anum-
ber of the patent settlements have
reached amounts that would rank
with the largest damage awards.

229 USPQ 81 (C. D. California, 1986).
3.“Should You Settle After the Jury’s Done?”,
Riley, Michele M. and Jackson, Donald L., The
Patent Journal, November 2002.

4. The data created for Administrative Office
of the Courts is reported in Study #8429
produced by the Inter-University Consortium
for Political and Social Research (“ICPSR”).
It includes information on all cases filed and
terminated in federal district courts. Citations
herein to ICPSR represent data extracted from
Study #8429 and #3415 by the authors. The
most recent data available from the ICPSR
includes 2001 for cases filed and through 2000
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Since 1993, we found eleven settle-
ments of patent disputes in which
plaintiffs were reported to have
received at least $100 million.? (See
Exhibit 2.)

These large awards, verdicts and
settlements make headlines and,
perhaps because of them, there has
been a boom in patent litigation.
The number of patent cases filed an-
nually more than doubled between
1991 and 2001, rising from 1,178 to
2,520.° The number of patent cases
terminated in a given year has also
increased but at a lower rate. Thus,
the backlog or the number of patent
cases pending went up from 1,715 in
1991 to 2,923 in 2000.” (See Exhibits
3and 4.)

The number of patent cases pend-
ing has risen at a much faster pace

on cases terminated.

5. The data in Exhibit 2 is taken from a
database of patent damage awards and
settlements maintained by PENTA Advisory
Services. The reported amounts are taken
from public sources. Often the reported
amounts contain contingencies that could
result in final payments quite different from
those reported.

6. ICPSR Study #8429.

7. The data compiled by ICPSR also lists
patent cases that are pending each year.
Note that the number of cases pending (or

than the number of non-patent
cases pending. The number of pat-
ent cases pending grew by about
70% over the years 1991-2001. The
number of non-patent civil cases
pending grew by only 5% over the
same period (from 238,884 in 1991
to 250,012 in 2001).°

There have been many reasons
suggested for the increased size of
awards and the related growth in
patent litigation. Two in particular
are persuasive. On the legal side,
the creation in the early 1980s of
the Federal Circuit was thought by
many to have aided patent owners.
Formation of the Federal Circuit en-
sured that specialized judges, most
with technical training, would hear
all appeals in patent cases. Previ-
ously, patent cases were treated in
the federal courts the same as any
other type of litigation and appeals
were heard by circuit courts around
the country. Presumably the expert
jurists on the Federal Circuit would
not be as put off as many circuit
court judges were thought to be by
the inherent complexities of highly
technical patent matters, or by the
often daunting task of considering

terminated) in any year includes cases filed
in prior years.
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Exhibit 2 — Reported Settlements Of Patent Litigation

(1993-2002)

Parties
1993

Rhone-Poulenc Rorer Inc. v. Baxter International Inc.
Brooktree Corp. v. Advanced Micro Devices Inc.
Amgen v. Genetics Institute Inc.

UNR Industries Inc. v. Whittaker Corp.

Total 1993

1994

Kinetic Concepts Inc. v. Hillenbrand Industries Inc.
Stac Electronics v. Microsoft Corp.

Camino Laboratories Inc. v. Nellcor Inc.

InterDigital Communications Corp. v. Qualcomm Inc.
Elscint Ltd. of Haifa, Israel v. Adac Laboratories Inc.
Total 1994

1995

Intel Corp. v. Advanced Micro Devices Inc.
Jerome Lemelson v. Wang Laboratories Inc.
Total 1995

1996

Haworth Inc. v. Herman Miller Inc.

Starlight Telecast Inc. v. Scientific-Atlanta Inc.

Donnelly Corp. v. Gentex Corp.

Novamedix, Ltd. V. NDA Acquisition Corporation and Vesta Healthcare
Total 1996

1997

Applied Materials Inc. v. Novellus Inc.
Total 1997

1998
Pirelli SpA v. Ciena

Kollmorgen Corp. v. Fucan Ltd.
Johnstown America Industries Inc. v. Trinity Industries Inc.

Baxter International, Johns Hopkins Univ. and Becton Dickinson v. Cellpro

Total 1998

1999

University of Minnesota v. GlaxoSmithKline

University of California v. Genentech, Inc.

Proctor & Gamble Co. v. Paragon Trade Brands Inc.
Kimberly-Clark Corp. v. Paragon Trade Brands Inc.

Odetics Inc. v. Storage Technology Corp.

International Game Technology v. WMS Industries, Inc.
Mikohn Gaming Corporation v. Shuffle Master, Inc.

Integrated Device Technology, Inc. v. Intel Corporation
Undisclosed Inventors v. The First Years

Unitrode Corp. v. Samsung Electronics Co. and Fuji Electric Co.
Barr Laboratories Inc., Apotex Inc., and Novartis AG v. Eli Lilly
Cadence Design Systems, Inc. v. Mentor Graphics Corp.
Osteotech Inc. v. DePuy AcroMed, and GenSci Regeneration Sciences
Prima Facie v. Loronix Information Systems Inc.

American Dental v. Kreativ, Inc.

Total 1999

Settlement Amount

$105,000,000
26,800,000
14,000,000
3,500,000
$149,300,000

$84,400,000
82,900,000
15,000,000
5,500,000
2,000,000
$189,800,000

$58,000,000
1,000,000
$59,000,000

$44,000,000
15,000,000
6,200,000
47,500
$65,247,500

$80,000,000
$80,000,000

$30,000,000
27,200,000
16,750,000
16,000,000
$89,950,000

$300,000,000
200,000,000
163,500,000
115,000,000
100,000,000
28,700,000
27,500,000
20,500,000
14,500,000
7,000,000
4,000,000
3,000,000
3,000,000
900,000
300,000
$987,900,000

Mean

$37,325,000

$37,960,000

$29,500,000

$16,311,875

$80,000,000

$22,487,500

$65,860,000
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(Exhibit 2 Continued)

Parties Settlement Amount Mean
2000

Faroudja Inc. v. Dwin Electronics, Inc. $115,000,000
Chiron v. Hoffman-LaRoch 100,000,000
Viskase Cos. American National Can 54,750,000
SPX Corp. v. American Power Conversion Corp. 48,000,000
Barr Laboratories 45,000,000
PE Biosystems Group v. Visible Genetics Inc. 25,000,000
Lubrizol Corp. v. Imperial Oil Ltd. 25,000,000
Bausch & Lomb v. Alcon Laboratories 15,200,000
Trident Microsystems 10,200,000
ID Biomedical 10,000,000
Nycomed Amersham 10,000,000
Becton Dickinson & Co. v. Critikon Inc. 8,000,000
SanDisk 8,000,000
Bentley Pharmaceuticals/Bentley v. Maximed Inc. 7,680,000
GE Harris 7,000,000
Ezenia Inc. v. Accord Networks Inc. 6,500,000
Vital Signs Inc. v. Sims Portex Inc. 5,500,000
R.G. Barry 5,000,000
Xillix Technologies Corp. v. Olympus Optical Co. 4,900,000
Serta 4,250,000
Spectranetics Corp. v. Baxter International Inc. 4,000,000
United Technologies Corp. (Pratt & Whitney) v. Heico Corp. 3,000,000
Lexar 2,000,000
National Instruments Corp. v. PPT Vision Inc. 1,000,000
CoolSavings.com Inc. v. E-Centives 650,000
Toro Co. v. Textron Inc. 125,000
Milestone Scientific, Inc. and Ronald Spinello & Glenn Spinello 25,000
Total 2000 $525,780,000 $19,473,333
2001

Litton v. Honeywell International Inc. $440,000,000
Pitney Bowes v. Hewlett-Packard Company 400,000,000
SPX Corp. v. Snap-On 27,900,000
Varian Semiconductor Inc. v. Lam Research Corp. 20,000,000
Xilinx 20,000,000
Ricoh 15,800,000
Nowva Biomedical 10,000,000
Motorola 5,000,000
Total 2001 $938,700,000 $117,337,500
2002

Intergraph v. Intel $300,000,000
InterDigital 53,000,000
ADC Telecommunications 30,000,000
eSpeed v. Chicago MercExchange, Chicago Board of Trade 30,000,000
Honeywell 25,000,000
Business Objects SA v. Cognos, Inc. 24,000,000
Berlex v. Biogen 20,000,000
Varian Semiconductor v. Lam Research 20,000,000
Berlex Laboratories 20,000,000
Jupiter Media Matrix 15,000,000
Digimarc 2,000,000
Internet Pictures Corp. v. iMove Inc. 1,400,000
Total 2002 $540,400,000 $45,033,333
Total 1993-2002 $3,626,077,500 $44,220,457

*Notes: The settlements included in the table were found in public sources by PENTA. Because the figures provided in
contemporaneous sources are frequently based on estimates of future sales or business opportunities, it is very likely that that
amount actually received by many of the patent owners varied considerably from the figure shown. The list should not be
considered inclusive of all patent settlements. Many settlements are not disclosed publicly. And for many that are disclosed,

complete information is not available.
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damages in situations where the
but-for world, absent the infringer’s
actions, was far different than the
actual world. In addition, judges
with backgrounds in patent law
may have been less likely than other
jurists to see a contradiction between
the monopoly rights granted to an
owner of intellectual property and
the traditional legal abhorrence
of monopoly in the antitrust law
tradition.

Changes in the economy are also
likely to have contributed to the in-
creasing importance of patent rights.
The development in recent decades
of entirely new information-based
industries and the transformation of
older ones—biotechnology, pharma-
ceuticals, personal computers, the
Internet and wireless communic-
ations—has certainly increased the
importance of ideas relative to that
of physical assets. So, it should not
be surprising to see an increase in
the number of ownership disputes
and claims of trespassing on these
valuable property rights.

We analyzed data from the ICPSR
showing the trend in the number of
damage awards and the frequency
of large awards from 1990 through
2001.° The data shows that the num-
ber of patent cases with a damage
award has stayed relatively steady
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for the period 1990 through 2001.
However, in percentage terms it
has declined significantly. Over the
first three years (1990-92), 26.1% of
the decisions had monetary awards.
In the most recent three years the
percentage fell to 14.7%. Further,
the number and percentage of small
damage awards (defined as $1 mil-
lion or less) has increased over the
period. Awards of $1 million or less
were only 37% of all damage awards
in 1990, and only 43% of all awards
from 1990 through 1992. However,
since 1999, 56% of all awards were
for $1 million or less. (See Exhibit
5.)10

In the following sections, we dis-
cuss changes in the acceptance of
economic and financial theory and
analysis by the courts as evidence
when evaluating patent damages. In
the context of other changes in the
law and the economy, the increased
willingness of the courts to hear
such evidence, and not to reject it
out of hand as too speculative, has
played an important role in the
increase in the value of intellectual

8. ICPSR Study #8429 and #3415.
9. The data for 2001 is the most recent
available from ICPSR.

property to injured patent owners.
Such acceptance has, however,
also allowed accused infringers to
present reasonable defense against
extravagant damage claims.

III. INCREASING USE OF
ECONOMIC ANALYSIS AND
FINANCE IN CONSIDERING
PATENT DAMAGES

In litigation, patent owners gen-
erally seek monetary damages as
compensation for the economic
harm done by an infringer." The
Patent Act describes the basis of an
award for compensatory damages
as follows:

Upon finding for the claimant the
court shall award the claimant dam-
ages adequate to compensate for the
infringement, but in no event less than
a reasonable royalty for the use made of
the invention by the infringer, together
with interest and costs as fixed by the
court.”?

A. Lost Profits

10. ICPSR Study #8429 and #3415.

11. In many patent cases damages do not
become an issue. Instead, a patent owner
might be in a position to stop a potential
infringer before significant damage is done
by obtaining an injunction. Injunctions are
also commonly sought in cases involving
damages.

June 2003



2,500

2,000

1,500
1,000 pRES 1119

500

0

1990 1991

1992

1,721
1,490 [l 1531 [l 1,527

1993 1994 1995 1996

1997 1998
Note: Data for 1992 is for 15 months due to a change in the federal reporting year.

2,222 2,221

1999 2000

The most common type of dam-
ages claimed by patent owners who
are actively engaged in business
using the patent involve profits lost
when an infringer unfairly competes
with the patent owner causing lost
sales and price erosion. Despite the
explicit wording of the law, histori-
cally patent holders were limited
in their ability to obtain lost profit
damages. The courts applied very
restrictive rules to avoid what were
considered to be excessively specu-
lative claims that the patent owner
would have made the infringer’s
historical sales had the infringer not
been competing with an infringing
product. As a result, by far the most
common type of award was the de-
fault “reasonable royalty” specified
in the law."®

The classic statement of the fac-
tors considered by the courts in
deciding whether to allow lost
profits appeared in the Panduit de-

12. 35 USCAS 284.

13. Reasonable royalty awards are still more
common than lost profits awards. The PENTA
database shows that since 1990, 53.9% of all
district court patent damage awards were
reasonable royalties, 28.6% were based
entirely on lost profits and 17.5% combined
both elements of damages. In situations
where the owner and the infringer are not
competitors, lost profits claims are not usually
made.
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cision in 1978 (Panduit Corporation v.
Stahlin Brothers Fibre Works, 575 F.2d
1152, 197 USPQ 726, 6th Cir. 1978).
Courts still frequently consider the
four factors stated in Panduit when
determining the appropriateness of
a lost profits damage claim. Under
the four Panduit factors, proof of lost
profits involved demonstration of:

1) the existence of demand for the
patented technology;

2) the absence of non-infringing
substitutes;

3) the patent owner having ade-
quate production, marketing and
distribution capacity to make the
additional sales; and,

4) the claimant’s ability to es-
timate the amount of lost profits
in a reasonable or non-speculative
manner.

The second Panduit factor (ab-
sence of non-infringing substitute)
turned out to be the most limiting
factor in granting of lost profits. It
was frequently held that existence
of any non-infringing substitute for
a patented product was the basis
to dismiss the lost profits claim of
the patent-holder. That is, it was
considered that the existence of
a non-infringing substitute was
enough to prevent the patentee
from proving in a non-speculative
way the amount of any lost profits

caused by the infringement.

Such restrictions were clearly too
limiting. As a result, patent own-
ers were being denied adequate
recovery. In the early 1980s, with
the leadership of the new Federal
Circuit, the courts began to change
by incorporating economic analysis
in their deliberations.

TWM was an important early case.
It involved decisions on damages
by both the Federal Circuit and the
district court. In the end, the patent
owner received damages of both
types—reasonable royalties on a
portion of the infringer’s sales and
lost profits on others (TWM Myfg.
Co., Inc. v. Dura Corp., 231 USPQ
525 (D.C. E.D. Mich. 1985), and
TWM Mfg. Co., Inc. v. Dura Corp., 789
E. 2d 895, 229 USPQ 525 (Fed. Cir.
1986)). These decisions made use
of a number of important method-
ologies in estimating damages. No-
tably for the present discussion, the
decisions allowed plaintiff to receive
some lost profits even in the face of
claims that non-infringing substi-
tutes were present in the market.
The TWM Court noted evidence of
the existence of alternatives to the
patented product. However, the
Court allowed lost profit damages,
recognizing evidence that the alter-
natives were not perfect substitutes
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Exhibit 5— Outcome of Patent Cases Decided

(U.S. District Court)

District Court Cases 1990 1991 1992 1993 1994 1995 1996 1997 1998 1999 2000 2001
Cases With A Decision 168 164 235 207 223 216 253 233 284 313 304 325
No Monetary Award or Inj. 100 88 130 136 140 151 192 165 206 228 244 241

Percentage 60% 54% 55% 66% 63% 70% 76% 71% 73% 73% 80% 74%

Monetary Damages Awarded 35 43 70 43 55 40 26 41 39 51 37 49

Percentage 21% 26% 30% 21% 25% 19% 10% 18% 14% 16% 12% 15%
Injunction Only 13 10 13 10 8 8 10 9 13 10 9 16
Percentage 8% 6% 6% 5% 4% 4% 4% 4% 5% 3% 3% 5%
Others 20 23 22 18 20 17 25 18 26 24 14 19
Percentage 12% 14% 9% 9% 9% 8% 10% 8% 9% 8% 5% 6%

for the patented products. each. lost profit damages. Although,

The position of the patent owner
was improved again with the Mor-
Flo decision in 1989. In that case, a
method of analysis was explicitly ap-

Manufacturer 4 is the infringer
and sold 15,000 units.

The historical market shares are:

depending upon the market condi-
tions, (for example, the degrees of
substitution between patent owner’s
product, infringer’s product, and

proved to determine the amount of a Manufacturer 1: 35000 (35%) " other non-infr inging products), the
lost profits award even in the pres- ~ Manufacturer 2: 25,000 (25%)  patent owner can sometimes claim
ence of acceptable non-infringing ~ Manufacturer 3: 25,000 (25%)  more than the share based on Mor-
substitutes (State Industries, Inc. v.  Manufacturer 4: 15,000 (15%)  Flo analysis.

Mor-Flo Ind. Inc., 883 F. 2d 1573,  Total 100,000 (100%) However, defendants have

1577-78 (Fed. Cir. 1989)).

In this case, the Federal Circuit
allowed an award of lost profits
damages based on the market share
of the patentee, an approach that
explicitly recognized the presence
of non-infringing substitutes. The
following example illustrates how
the Mor-Flo market share analysis
is implemented, and how a patent
owner can be awarded lost profits
even in the presence of non-in-
fringing substitutes.

Illustration

The market in which the patented
invention is used is assumed to have
annual sales of 100,000 units.

In the damages period there were
four suppliers in the market.

Manufacturer 1 is the patent own-
er and sells 35,000 units annually.

Manufacturer 2 and Manufacturer
3 produce acceptable non-infringing
alternatives and sell 25,000 units
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The market shares in the “but for”
situation are:

35,000 (41.18%)
25,000 (29%)
25,000 (29%)

Manufacturer 1:
Manufacturer 2:
Manufacturer 3:

That is, based on Mor-Flo market
share analysis, the patent owner
would claim lost profits on ap-
proximately 41% of the sales of the
infringer. The patent owner would
generally be able to claim reasonable
royalties on the remaining 59% of
the infringer’s sales.

TWM and Mor-Flo established
the principle that a claim for lost
profits would not necessarily be
precluded by the presence of the
non-infringing alternatives. As a
result, patent owners today often
regard the market share based on
Mor-Flo as a floor in determining

responded successfully to such
claims by plaintiffs and are often
able to prevent damage awards
from being based on a mechanical
application of the Mor-Flo approach.
Defendants regularly use fact and
expert testimony to show that the
market shares put forward by plain-
tiff may not be indicative of what
sales plaintiffs would have had in
a but-for world. In many cases the
most important factor in determin-
ing the size of a prospective award
is the outcome of a complex analysis
of market conditions and the factors
affecting elasticity of demand for the
patented product.

B. Reasonable Royalty

In instances where lost profit
damages are not present or are
deemed not provable on some or
all of their infringing sales, the law
is explicit that the patent holder is, at
aminimum, entitled to a reasonable
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royalty when infringement is found.
Evenin today’s environment, which
is more permissive with respect to
lost profits claims than had been
the case previously, more than half
of all damage awards include only
reasonable royalties."

The most common method for es-
timating the amount of a reasonable
royalty is to assess the result of a hy-
pothetical negotiation between the
parties, prior to the infringement.
The hypothetical negotiation is ana-
lyzed based on the expectations and
knowledge that the parties would
likely have had at the time. This as-
sessment calls for the analysis of a
wide range of economic and finan-
cial conditions and market and cost
accounting data. In what has come
to be a widely cited check-list of fac-
tors that might be considered in de-
termining a reasonable royalty, the
district court in Georgia-Pacific listed
the following 15 factors.’

The Georgia-Pacific Factors:

1. The royalties received by the
patentee for the licensing of the

14. Data collected by PENTA on reported
patent damage awards from 1990 through
1999 show that 54.4% of all awards contained
only reasonable royalties.

15. Georgia-Pacific v. United States Plywood
Corp., 318 F. Supp. 1116. (I.5.D.N.Y. 1970).
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patents 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 patents in suit

3. The nature and scope of the li-
cense, as exclusive or non-exclusive;
or as restricted or non-restricted 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 its patent monopoly by not
licensing others to use the invention
or by granting licenses under special
conditions designed to preserve that
monopoly

5. The commercial relationship
with the licensor and the licensee,
such as, whether they are competi-
tors in the same territory or in the
same line of business, or whether
they are inventor and promoter

6. The effect of selling the patented
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 its non-pat-
ented items; and the extent of such
derivative or convoyed sales

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

8. The established profitability of
the product made under the patent;

its commercial success; and its cur-
rent 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
invention; the character of the com-
mercial embodiment of it as owned
and produced by the licensor; and
the benefits to those who have used
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 al-
low 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 man-
ufacturing process, business risks,
or significant features or improve-
ments added by the infringer

14. The opinion testimony of qual-
ified experts

15. The royalty thatalicensor (such
as the patentee) and a licensee (such
as the infringer) would have agreed
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upon at the time the infringement
began if both had been reasonably
and voluntarily trying to reach
an agreement; that is, the amount
which a prudent licensee—who
desired, as a business proposition,
to obtain a license to manufacture
and sell a particular article embody-
ing the patented invention—would
have been willing to pay and the
amount that would have been ac-
ceptable to a prudent patentee who
was willing to grant a license.

As the list indicates, the Court
invited an explicit analysis of eco-
nomic and financial evidence in
order to determine the amount of
the reasonable royalty. However,
for many years, in practice, estab-
lishment of a reasonable royalty
was based less on such analysis
than on war stories and rules of
thumb. In a typical case, each side
had an old industry hand or licens-
ing expert who would testify that,
based on personal experience, the
appropriate royalty would be a cer-
tain percentage of sales or profits.
Often, the testimony would refer
to general rules of thumb—such as
the well known “25% rule”—which
often appear to have no factual basis
other than the continued citations to
them. '

One prominent observer criticized
the practice of setting royalty rates
by listening to the unverifiable
testimony of old hand experts as
the being part of “...those good old
days of yesteryear when out of the
dust rode ‘expert opinions’ based
on illogical speculation and the hy-
pothetical negotiations degenerated
into conjuring up ‘Ghosts of Christ-
mas’ past.” The spectral reference
is to the appeals court decision in
Panduit. In that decision the court
adopted a version of what later came

16. Of course, after continued citations to
them such rules begin to have relevance
even if originally there was none.

17. Myers, Geoffrey R., “Damages” at B.35, in
Patent Infringement Remedies, Patent Resources
Group, Charlottesville, VA, 2000.

18. Panduit Corp. v. Stahlin Bros. Fibre Works,
575 F.2d 1152, USPQ 726 (6th Cir. 1978).

19. The courts have long directed that the
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to be referred to as the analytical
method for establishing a royalty
and referred to the, then common,
practice—the ‘Ghosts’ method—as
a ‘legal fiction.” '8

With the use of sound analytical
techniques, the courts began to rec-
ognize the need for more concrete
analysis of the factors that would
have influenced reasonable parties
when negotiating the hypothetical
license. There have been a number of
variants of the analytical approach
applied since Panduit and TWM.
However, the approaches have in
common an evaluation of the po-
sitions of the hypothetical licensor
and licensee. The analysis involves
calculating the prospective returns
to the patent owner/licensor from
allowing a licensee to use the patent,
and the comparison of those returns
with the owner’s other opportuni-
ties for exploiting the patent. For the
licensee/ infringer, determination
is made of the profits reasonably
anticipated from using the patent
compared with those available from
relevant alternatives.

An analytical approach allows
determination of a range of roy-
alties that would be acceptable to
a reasonable licensor and a reason-
able license. The range is typically
narrowed to a single amount by
adjusting the range to account for
factors specific to the case and the
parties. Adjustments might involve
an analysis of the relative bargain-
ing power of the parties, their past
experiences with licensing-in or
licensing-out, their financial and
technical capacities and the strate-
gic opportunities or challenges they
might face in the relevant market
and any markets that are related.
More generally, using a proper ap-
proach to estimating a reasonable

hypothetical negotiations for determining
a reasonable royalty should be deemed to
have taken place just prior to the date of first
infringement. Although, in some situations
when evaluating the royalty amounts the
parties may be permitted to use information
that would not have been known at the time
of the hypothetical negotiations. See, for
example Fromson v. Western Litho, 853 F. 2d
1568 (Fed. Cir. 1988).

royalty in the current environment
involves considering the condition
and expectations of the parties at the
time of infringement."

IV. CONCLUSION

Our analysis of the patent lawsuits
decided in the U.S. district courts
and by the Federal Circuit shows
that application of economic and fi-
nancial analysis in determining the
proper amount of damage awards in
patentlitigation has been increasing,
over the last two decades. We have
also observed a significant increase
in the amount of patent litigation,
although not necessarily in the num-
ber or size of damage awards. As
the trend toward increasing use of
analytical evidence has continued,
we believe that it has contributed to
creation of a better framework for
establishing the economic value of
patents. Patent owners have a more
reasonable chance of obtaining
adequate relief in the face of in-
fringement, while defendants have
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