















































































































































detected or no action would be brought. In my view, if there are other circumstances from which
one may confidently conclude that these must have been the reasons the infringer decided to
proceed regardless of a known patent, an increase may also be useful and a court should have
discretion to increase damages. Where a potential infringer took no steps to evaluate potential
liability (that is simply ignored the patent and accepted whatever risks patent law imposed), it is
difficult to draw any conclusion other than it was selling on the assumption that it would not be
sued. Where a potential infringer evaluated potential liability (that is took the patent and the law
in account) and sold even though it believed that there was a virtual certainty or extraordinarily
high probability that it would lose an action, it is also be difficult to conclude anything other than
it proceeded because it believed it would never face a judgment. The law should permit the court
to increase damages in these two additional situations.

If this is the correct approach, damages should be increased when the actual probability
of infringement liability was extremely high and an infringer who knew of the patent (1) began
or continued its activities because it believed they would not be detected or remedied in court for
the reasons that the patent owner could not afford the litigation costs or that the damages from
litigation would not justify the owner’s litigation costs, or (2) simply disregarded any issues
bearing on patent liability (that is, made no effort to evaluate liability or avoid infringement), or
(3) believed that there was an extremely high probability that it would be found legal liable (that
is, made some effort to evaluate potential liability and decided to sell or continue to sell even
though infringement litigation would with virtually certainty result in an adverse judgment).

Since it is unclear to me whether that is the meaning or will be the effect of the Seagate
standards, is unclear to me that those standards are the best available.

The law does not say how much damages should be increased, when an increase is
appropriate. Where it is, damages should be increased to a level that would make up for the
amount that an infringer discounted the damage award based upon a less than certain probability
that it would be discovered or sued. Suppose that the infringer assumes there is a probability less
than 1, call it p, that damages in the amount D would be awarded for one of the reasons
mentioned earlier. If p is less than 1 for one of those reasons, the remedy D may fail to deter
infringement. In order to adjust for this effect, damages should be increased by the damage
amount D divided by the infringer’s estimate of the likelihood damages would by imposed, p,
that is, D/p. Other approaches to increased damages do not provide a sensible basis for the
amount for the increase.

C. Other Problems in the Law of Patent Damages

There are many other problems in the law of patent damages. I have described those
problems elsewhere.”® T have no reliable way of quantifying which of those problems are most
important, that is, are causing or permitting damage awards that diverge most widely from an
economically sensible amount. However, these are some of the current problems in no particular
order. I omit the problems discussed earlier. The amendment to section 284 I have described is

5 Patent Law §§ 13:133-13:165.
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designed to correct most of these problems sometimes by language and sometimes by the
explanation of what the language is intended to accomplish.

1. The Hypothetical Negotiation Approach to Reasonable Royalty
Damages

The lower federal courts often define reasonable royalty damages as the amount the
patent owner and the infringer would likely have agreed to in a hypothetical negotiation. This is
not what the current Patent Act says and not what Congress intended when it amended the Act in
1922 and again in 1946 and 1952 to add language permitting this measure of damages.
Measuring damages by the result of a hypothetical negotiation between the patent owner and the
infringer has some aspects that lead to damages less than the economic value of inventions and
other aspects that lead to damages greater than such value. The likely result of a hypothetical
negotiation between the patent owner and the infringer should not be the test of “reasonable
royalty” damages. It should be one consideration in those situations where it would have made
economic sense for both parties to enter a license on some agreed payment terms.

2. Reliance on Historical Prices, Quantities, and Profits

If reasonable royalty damages are to reflect the value of an invention when exploited in
the absence of infringement, damages should be awarded based on the prices, quantities,
revenue, and profit levels that would have prevailed had there been no infringement. If most
efficient use of the invention would require use by others than the patent owner, damages should
be awarded based on prices, quantities, revenue, and profit levels that would have prevailed if the
most efficient users of the invention were operating under licenses at a royalty-revenue
maximizing rate.

Today, reasonable royalty damages are determined without attempting to determine such
a royalty-maximizing rate and without applying that rate to the revenue or quantity of sales the
infringer would earned if operating under a license at that rate. The law makes adjustments such
as these in determining lost profits. The law ignores that the same problems exist in determining
reasonable royalty damages.

In the example described earlier, I eliminated this additional problem by specifying there
was only one infringer, who supplied the quantity (125 units) that could be sold at the profit-
maximizing price ($275) for a single supplier and earned net profits of $15,625. Assume instead
that there were five infringers selling the same product and each had the same costs per unit
($150), including $15 per unit of “profit” representing a normal return on investment.
Competition among them leads to the combined sales of 250 units and a price of $150 per unit.
Each sold 50 units. Each earned revenue of $7500. Each would earn net profits of zero,
ignoring the $15 per unit of “profit” representing a normal return on investment. To simplify the
situation, assume the infringers had no alternative.

In a hypothetical negotiation in the absence of infringement, the patent owner will seek a
royalty that would maximize licensing revenue. Licensing revenue will be maximized if the
patent owner licensed at a rate equal to the rate of profit a single supplier would make when
selling at the most profitable price and quantity. The profit maximizing royalty rate would be
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$125 per unit (or equivalently 45% of sales revenue), because at that royalty rate profits from
sales will be maximized. Given that royalty obligation, licensees would view their costs as $275
per unit, and would sell at $275 per unit. Total unit sales by all licensees would be lower than
the historical 250 units. Total sales would be 125 units, with each seller supplying 25 units.
Each seller would have revenue of $6875. Combined infringer revenue would have been
$34,375.

, If damages are based on the profit maximizing rate of $125 per unit and the infringers’
historical unit sales of 250 units, damages are $31,250. Damages are two times the economic
value of the invention. If that rate is applied to the quantity each infringer would have sold as a
licensee, 25 units, total damages a§ainst all infringers are $15,625, the true economic value of

the invention absent infringement.”®

If the reasonable royalty rate is based on each infringer’s historical net profit rate of zero,
damages are zero.

If the reasonable royalty rate is based on each infringer’s historical net profit rate of $15
per unit (actually a mere normal return on investment), and historical unit sales of 50 units, each
infringer is liable for $750 and total damages are $3,750 or about one fourth of the value of the
invention.

3. Reliance on Patent Owner and Infringer Expectations

One feature of the hypothetical negotiation approach is that the negotiation is said to be
based on the expectations of the parties at the time infringement began. A reasonable royalty
may be based on those expectations, even though history has shown that the expected prices,
quantities, and profits and the actual amounts were very different. This approach to determining
damages is unnecessary and misleading given the availability of historical facts that may permit
the necessary data to be obtained with greater accuracy.

4. Reliance only on the Patent Owner’s and Infringer’s Efficiency

Reasonable royalty damages are based upon the profits that a patent owner or a particular
infringer earned or expected to earn. The courts do not determine reasonable royalty damages
based on the profits that would have been earned by the most efficient potential licensee. If a
particular infringer is less efficient than the patent owner, Georgia-Pacific implies and other
decisions suggest that a reasonable royalty damages may be based upon the value of the

36 By chance, if damages are based on the profit maximizing rate of 45 percent of revenue and
the infringers’ historical sales revenue of $37,500, total damages are $16,875. Damages are only
a little over $1000 more than the value of the invention. This close approximation of a correct
award is the result of total revenue under profit-maximizing licenses being about the same as
total revenue with infringement. There is no reason that this will be true in all or even most
situations.
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invention when used by the patent owner. However, when the patent owner is not a seller, and
the hypothetical negotiation approach is applied, the law has no mechanism to call for reasonable
royalty damages based on the value the invention would have had if exploited most efficiently,
that is by the companies best suited to make the best products at the lowest cost. If a particular
infringer is less efficient than other actual or potential licensees, the infringer’s anticipated and
historical profits will undervalue the invention.

5. A Hypothetical Negotiation between the Patent Owner and One
Infringer

Where the patent owner is not a seller and competition among other potential suppliers
for licenses is ignored, the result of such a hypothetical initiation is likely to undervalue the
invention. If the patent owner is not a seller, the law does not specify whether the patent owner
is deemed to be able to negotiate a royalty for the full value of the invention or only for a part.
The hypothetical negotiation is often treated as one between the patent owner and one infringer.
Such a patent owner and the hypothetical licensee will likely negotiate a royalty somewhere
between zero and the full value of the invention when used by the licensee, depending on factors
having nothing to do with the inherent value of the invention such as each party’s ability to wait
through and finance a lengthy negotiation. In at least one decision, Grain Processing, the
implicit assumption of the award was that the patent owner receives the invention’s full value,
not merely the part that was likely to result from a two-party negotiation. However, this feature
of Grain Processing is commonly ignored.

6. A Hypothetical Negotiation at the Time Sales Began and after the
Infringer Has Sunk Costs in Assets Specific to Use with the Invention

An infringer may have invested in specialized assets (such as R&D, a plant,
manufacturing equipment, and marketing efforts that it may not use for other products) before
the date of its first sale. The lower courts say the hypothetical negotiation must be viewed as
taking place on the date infringement began. By the time of the infringer’s first sale and first
infringing act, the infringer may have invested in specialized assets that have no use other than
with the invention. The patent owner may now hold up the infringer. The price for the license
will be higher than it would have been if negotiated before those investments. The value of the
invention should not be higher, because the law picks the date for a hypothetical negotiation after
the infringer invested in these assets. Rather, the law should make clear the date of the
negotiation is a date before the infringer invested in such specialized assets or otherwise make
clear that the infringer’s investments prior to the date of negotiation may not be disregarded.

7. The Effect and Value of Patents Owned By Others

The value of a particular invention and patent may depend on or be enhanced by use of
other inventions covered by patents owned by others. Many products employ several patented
inventions. When the seller of such a products is found to have infringed one of those patents,
and the infringing product also embodies other patented inventions, it becomes necessary to
allocate damages among those patents. The report refers to this problem. The amendments say
nothing about it. This issue arises whether the measure of damages is lost profits or a reasonable

royalty.
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Where it would be technically and economically possible to employ an invention of one
patent owner without infringing a patent of another, the value of the independently useful
invention may theoretically be determined. The value of products employing such an invention
would be the value the products would have if no other patented inventions owned by others are
used. Those profits may, of course, be different and less than the profits the patent owner or
infringer actually earned, because the products they sold and costs of making them may be
different if only the one invention were used.

If the owner of the patent on the independently useful invention would not license, the
value of complementary inventions owned by others that require use of the invention of that
patent may be zero. If the owner of that patent would license, the profits available from use of
the complementary inventions is reduced by the cost of the license. It is important to recognize
that the value of those complementary inventions is not inevitably zero, because the owner of the
patent may enhance the value of its invention, and therefore the profits available from its use, by
enabling use of its invention with those complements.

Where it would not be technically or economically possible to employ an invention of
one patent owner without infringing some patent of another, and it is necessary to the employ the
inventions of two patent owners to generate any profits, then the analysis must be somewhat
different. In that situation, each patent owner is a potential licensee of the patent of the other.
The value of each patent to its owner is zero absent a license. However, the value of each patent
with licensing is positive, the combined value of the patents is measured at first approximation
by profits available from products embodying the inventions of both patents. However, the
division of profits between those two inventions is necessarily arbitrary and one can do no better
than allocate an equal share of the profits to each invention. Since neither patent owner may
profit without the cooperation of the other, one would expect that each owner would license the
other at a rate approximating 50 percent of each potential licensee’s value of licensing.

8. The Effect and Value of Patents Owned By the Infringer and Used in
Infringing Activities '

The law says a reasonable royalty requires consideration of the amount that should be
‘credited to the invention of the infringed patent compared to complementary inventions. In
determining reasonable royalty damages, as well as damages based on an infringer’s profits, the
courts have had a difficult time deciding whether an infringer should pay an amount equal to the
profits it could earn if it used the invention alone and without also using inventions that the
infringer made (and perhaps patented), or whether an infringer should pay an amount equal to the
profits the infringer earned using the invention with those improvements. An infringer’s
inventions may enhance the value of inventions made by other patent owners. Indeed, an
infringer may have made a basic invention to which the infringed patent is a mere improvement.

The law sometimes says a reasonable royalty may not include the part of profits from the
infringing activities that are attributable to “non-infringing” improvements made by an infringer
and employed in those activities. It is somewhat difficult to understand what constitutes a “non-
infringing” invention. Presumably it is an invention that could be used without also using that
the invention that is the subject of the action.
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For example, a “basic” invention that could be used alone presumably would be a non-
infringing invention. Where an infringer has made a basic invention, and another inventor makes
and patents an improvement, it would seem that the other inventor should recover only the value
of its improvement, and not the value created by using that improvement with an infringer’s
basic invention. In other words, if the basic invention may be used alone as a technical and
commercial matter, the value of the improvement invention is the addition to profits that the
improvement makes possible,

It is also possible for different inventors to make improvements to some product that may
be used separately of together. In that situation, the same logic would apply. If one inventor
makes and patents an improvement to some product and another person uses that invention with
a separate improvement made by that person, the owner of the patent should not necessarily
capture the additional value that infringer’s improvement made possible.

If the inventions of a patent owner and an infringer are technically or commercially
indispensable to making any profits, the division of value between them is necessarily arbitrary.

9. The Standard and Burden of Proof for Determining Reasonable
Royalty Damages

An important problem in reasonable royalty damages is what to do when there seems to
be too little information to make an accurate judgment. In the late 1800s, the courts had
difficulty deciding how to measure damages in actions where there was no established rate and
the patent owner had no lost profits and the infringer had no profits or gains or those amounts
had not been proved.”” In 1895, the Supreme Court said, if there was no established fee and “no
impairment of the ?laintiﬁ’s market,” there was no damage and the owner was entitled only to
nominal damages.”®

The theory of reasonable royalty damages was developed by the lower federal courts in
response to this problem. One influential lower court decision observed that there were
situations where “no market value existed and where no loss or impairment of sales can be
definitely proved.” In that situation, the decision said the law permitted the owner to show the
“actual value” of what has been taken by inquiring into facts pertinent to that value, including
expert opinions on the value of the property, and permitting an award of that amount as what
were called “general damages.” In 1915, the Supreme Court approved.” The Court said a
patent owner could prove the value of the invention and its damages by “by proving what would
have been a reasonable royalty, considering the nature of the invention, its utility and
advantages, and the extent of the use involved.” The Court noted that “such proof was more
difficult to produce, but it was quite as admissible as that of an established royalty.”

5T Patent Law §§ 9:61 - 9:63.
58 Coupe v. Royer, 155 U.S. 565, 583 (1895).

% Dowagiac Mfg. Co. v. Minnesota Moline Plow Co., 235 U.S. 641, 648 (1915).
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The Patent Act of 1922 incorporated the reasonable royalty concept by providing that,
where damages or profits could not be proved with “reasonable certainty”, the court could award
“a reasonable sum as profits or general damages for the infringement” and permit “opinion or
expert testimony” on the amount of either profits or general damages. The statutory language
was revised in 1946 and again in 1952. The underlying concept remained the same — make the
best possible estimate of the value of the invention based on the available information about the
nature of the invention, its utility and advantages, and the extent of the use involved.®

The problem then is whether there is any minimum amount of information and minimally
acceptable economic theory that must be presented and employed or whether any information
and theory is enough. The law today may be understood to mean that the only limits are that
damages may not be based only on speculation and guesses, grossly excessive, or based on a
clear factual error. In my view, if patent owners fail to prove the data and the theory by which
the economic value of an invention may be at least reasonably approximated, reasonable royalty
damages should be zero, unless the infringer has failed to keep normal business records that
would have permitted such proof, destroyed such records, or otherwise made it difficult or
impossible for the patent owner to prove damages in that way.

There is another option the address the difficulty of proving reasonable royalty damages.
I suggested it in 1992 and have not discussed it since then. The law could adjust the amount of
the award based on the degree of uncertainty about its correctness. If a patent owner presented
only evidence that met the minimum requirement for some award, and left the amount of the
award highly uncertain, the actual award could be reduced to reflect this uncertainty.®’ In the
early days of reasonable royalty damages, the lower courts often said damages measured in this
way should be “conservative,” meaning resolving all uncertainties in data and theory in a way
that reduced the amount of the award. This is somewhat different way of achieving the same
goal.

A related issue is which party has the burden of proving damages. Where proof is
difficult, the assignment of the burden is more likely to influence the outcome. Those familiar
with the history of the entire market value and apportionment problem know that the burden of
proof has been a major part of problem. The Supreme Court in 1912 set down the rules for who

0 In 1953, the Supreme Court in Sinclair Ref Co. v. Jenkins Petroleum Proc. Co., 289 U.S. 689,
697-98 (1953) said “... the absence of market value does not mean that the offender shall go quit
of liability altogether” and “[t]he law will make the best appraisal that it can, summoning to its
service whatever aids it can command.” The Court added, “At times the only evidence available
may be that supplied by testimony of experts as to the state of the art, the character of the
improvement, and the probable increase of efficiency or saving of expense.”

8! In other words, if it is not possible to identify some range within which the value of the
invention is highly likely to fall, damages should be zero. Ifit is possible to identify some range
within which the value of the invention is highly likely to fall and the range is very wide,
damages should be on the low side. If the range is fairly narrow, damages should be somewhere
near the middle.

52




must show what on at least apportionment.> The patent owner had the burden in the usual
situation and there were some situations where the infringer had the burden. In 1915, the Court
cast some doubt over this decision and seemed to say the patent owner always had the burden of
proof on apportionment, unless the infringement was intentional.*> The 1915 decision said the
patent owner had the burden of proving reasonable royalty damages, including the features of
that analysis that relate to the same problem.

I have read the views of some that the law today works the following way. The patent
owner has the burden to prove that the entire market value rule applies. If the patent owner
carries that burden, the apportionment issue is not considered. If the owner does not carry that
burden, the infringer has burden of proving that apportionment applies. If the infringer does not
carry that burden, damages are based on application of the entire market value rule. I have also
read that the patent owner usually carries its burden of showing the entire market value rule
applies.

If this is how the law works, this is cause for concern. Based on all the empirical and
case studies I have read about inventing and the commercial significance of individual inventions
(and the many patents I have seen), only a very small percentage of patents cover inventions that
created the entire economic value of some product. Therefore, damages should be based on a
patent owner’s or an infringer’s entire profits only in a very small percentage of cases. If for any
reason the entire market value rule governs damages in a large percentage of patent actions,
something may be going systematically wrong. If this is happening because it is difficult to
prove the facts that would reveal the true economic value of some invention and the assignment
of the burden of proof is leading in some way or another to this outcome, the way in which those
burdens are assigned should be reconsidered.

10. The Panduit Formula

Perhaps the dominant legal standard governing an award of lost profits over the last 20
years has been the Sixth Circuit’s dicta in Panduit, where the court announced a four-part test for
proving lost profits in the course of writing an opinion in an action in which damages were not
measured by lost profits. The Panduit formula is terse and does little to assist in identifying a
situation in which there is a reasonable probability that, but for the infringer’s infringement, a
patent owner would have made additional sales and additional profits. Nonetheless, the courts
for a time felt compelled to apply the Panduit formula. In my view, the efforts to apply that
formula have largely been unfruitful. The courts seem to have recognized the limits of Panduit
by making clear that that formula is not the only way to establish lost profits. Nonetheless, the
Panduit test continues to play a more important role in lost profits damages than it deserves.

52 Westinghouse Elec. & Mfg. Co. v. Wagner Elec. & Mfg. Co., 225 U.S. 604 (1912).
8 Dowagiac Mfg. Co. v. Minnesota Moline Plow Co., 235 U.S. 641 (1915).
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11.  Split Awards

Since the 1980’s, the courts have embraced the notion that a patent owner is entitled to
recover some amount of money on each unit that an infringer sold. There is nothing in the Patent
Act, or insofar as I am aware, in the prior damage decisions that requires the courts to do so. The
effect of this approach is, in many cases, to award damages so that a patent owner obtains more
from the profits on the sales it makes plus the damage award than it would have made had there
been no infringement.

In an extreme case, a patent owner might earn from the combination of profits it
succeeded in making and damage awards against infringers, an amount equal to twice the profits
it would have made in the absence of infringement. This occurs because infringement may have
the effect of lowering the price and increasing the quantity sold. For example, assume that
absent infringement, a patent owner would have sold 100 units at $250 per unit and earned
profits of $100 per unit (and total profits of $10,000). One company infringes, price falls to $200
per unit, and the combined sales of the patent owner and infringer increase to 180 units (the
patent owner and infringer each selling 90 units). The patent owner may recover lost profits
equal to $50 times 90 units (lost profits from price erosion), and $100 times 10 units (lost profits
from lost sales at pre-infringement prices). This amount places the patent owner in the same
profit position it would have been absent infringement. If the law goes further, and insists that
the patent owner recover something on the 80 units of sales by the infringer seemingly omitted
from the lost profits calculation, such as a royalty of $50 per unit times 80 units (and additional
$4000), the patent owner is much better off financially than it would have been in the absence of
infringement.

In order to avoid that result, damages based on split awards must be confined so that the
total quantity of infringing sales on which damages are awarded, plus the sales the patent owner
made, does not exceed the quantity of total sales absent infringement.

The courts have begun to apply general principles that may ultimately lead to the
elimination of this feature of split awards. When the courts say that damages should award to
patent owners the amount of the value of those inventions that patent owners would have
captured absent infringement by anyone, this principle would seem to preclude a patent owner
from receiving more. However, the courts have yet to apply that principle in that way or to
seriously question the appropriateness of split awards.

12.  The Grain Processing Approach to Identifying the Value of an
Invention

In determining lost profits, the courts have recognized that the value of a particular
invention is the difference between the profits made available from use of that invention in
making and selling products, and the profits available from use of the next best, publicly
available, non-infringing substitute invention.

Perhaps, the most important recent example is Grain Processing. In Grain Processing,
the Court of Appeals applied this concept to deny a patent owner any lost profits damages where
an infringer would have sold during the infringement period a perfect non-infringing substitute
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product and the sales would have caused the patent owner to lose the same amount of profits that
it lost from sale of the infringing product. Instead of lost profits, the patent owner received
damages equal to the entire difference between the infringer’s cost of producing the product
embodying the invention and the somewhat higher costs that would have been incurred to
produce a perfect non-infringing substitute. That difference is the value of the invention lost due
to infringement.

The Court of Appeals has also made clear that an infringer must have actually possessed
the design of a non-infringing product, and may not reduce damages by proving that it could
have developed a design of a non-infringing substitute invention during the damage period. This
decision is correct, because the value the law seeks to award a patent owner is the actual market
value of the invention during the damage period, and that value depends upon the substitutes that
were actually available to others, not those that theoretically might have been available to others
if they had invested more in trying to develop substitutes.

Three issues remain unclear. The first is whether an infringer seeking to rely on
substitute inventions must prove that it would have sold products embodying the alternative
invention during the damage period. While the Court of Appeals insist that the design of the
device be actually available, and that the infringer show that it had the capability to produce the
substitute product, the Court seems to have stopped short of insisting that the infringer prove that
it would have switched to that substitute had the patented invention not been available to it. If
there is an alternative design, but for some reason, it is not one that an infringer actually would
have sold as the second best alternative to an infringing product, it is difficult to understand why
that alternative should be regarded as limiting the value of the invention.

A second issue is whether Grain Processing establishes a principle to govern situations
wherein an infringer had an imperfect substitute, namely one that an infringer’s customer might
have regarded as different and perhaps less desirable in some way than the infringing product
and therefore might have purchased it only at a lower price. There should be no conceptual
reason why an imperfect substitute should not limit lost profits damages in the same manner as a
perfect substitute, as Judge Easterbrook indicated in one of his opinions. However, it remains
unclear whether the Grain Processing rule applies in those situations. At least one decision
suggests that perhaps that Grain Processing does not apply in this situation.**

84 See, American Seating Company, v. USSC Group, Inc., 514 F.3d 1262, 1270, 85
U.S.P.Q.2d 1683 (Fed. Cir. 2008)(“USSC argues that the jury’s award of lost profit damages for
sales of the non-infringing VPRo II after April 2002 was not supported by substantial evidence.
It also argues that Grain Processing created a bright-line rule that the presence of a non-
infringing replacement product precludes lost profit damages in all circumstances. However,
USSC overlooks that Grain Processing instructs that a non-infringing replacement product is not
considered a substitute unless it is "acceptable to all purchasers of the infringing product.” Id. at
1343. In other words, buyers must view the substitute as equivalent to the patented device. See
id. at 1347.”).
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Third, there is a conceptual issue about the true basis for the Grain Processing approach.
The Court of Appeals, like the District Court, felt compelled to try to fit the explanation for the
result into the Aro language and found that the infringement was not the “but for” cause of the
patent owner’s lost profits. This finding is understandable if you distinguish the effects of the
defendant selling any malto-dextrin product (for which the patent owner should not receive
compensation), and the effects of the defendant selling an infringing malto-dextrin product (for
which it should). Even though the defendant’s sales of the infringing product (the Aro
“infringement”) caused certain lost profits, it is possible to say the infringement was not the “but
for” cause of the loss where the defendant would have sold a noninfringing product and caused
the same loss if it had not sold the infringing one.

However, the Grain Processing result need not be premised on an assertion that the
infringing sales did not in fact cause the patent owner to lose profits. The reality is that an
infringer sold an infringing product, and those sales caused the patent owner to lose sales and
profits. However, the result is correct because an award of the owner’s entire lost profits would
be greater than the value derived from this invention that the patent owner lost due to infringing
use of that invention. In this situation, the invention provided only a small part of the total
profits being earned by the patent owner. If the infringer had not used this invention, it could
(and presumably would) have sold a non-infringing product that would have caused an identical
loss to the patent owner. The courts could have said that the patent owner should only recover
the part of the total loss that was attributable to the invention, because the entire market value
rule was not satisfied, and some apportionment was required.

The Grain Processing decisions did not say that they were applying the entire market
value and apportionment rules. However, the Grain Processing rule should be regarded as an
application of those rules and may be understood to say implicitly that a patented feature may be
found to account for a product’s entire market value (entitling the patent owner to recover its
entire profits from sales) only where the infringer could not have made any sales by selling a
product without that feature.®> The Court of Appeals cited the Westinghouse and Mowry
decisions in which the Supreme Court explained and applied the entire market value and the
apportionment rules to determine an infringer’s profits, and the Yale Lock decision that applied
those rules to determine a patent owner’s lost profits. The principles are the same in both
contexts. As the Court of Appeals noted, and the Supreme Court repeatedly said, these rules
require comparison of the profits available from use of the patented invention and the profits
available from use of the next best substitute.

13.  Use of an Established Royalty to Measure Damages

Until perhaps the 1970s and 1980s, damages were often measured by an established
royalty. Well into the 20th century, the Supreme Courts said that, where a patent owner had
granted a number of licenses for the same activities that the infringer engaged in, the established
royalty was the preferred measure of damages because the royalty showed the market value of

6 E.g.,Kori Corp. v Wilco Marsh Buggies & Draglines, Inc., 761 F.2d 649, 655-56, 225
U.S.P.Q. 985 (Fed. Cir. 1985).
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the invention. While there was some uncertainty about whether an established royalty was a
proper measure where some other would result in a larger award, an established royalty was
often employed to measure damages. While an established royalty remains an available measure
of damages in legal theory, it is rarely applied in practice, and properly so.

There are several reasons established royalties are unlikely to provide an appropriate
damage measure in any circumstances. Measuring damages by an established royalty would
almost invariably undervalue inventions. When the courts began measuring damages by an
established royalty, they did so by observing correctly that market transactions are the best
measure of the value of things. However, market transactions in patents will almost invariably
undervalue inventions. There are many reasons including the four that follow.

First, a license grants someone the authority to use an invention in the future without
being subject to infringement liability. The amount that a potential licensee will agree to pay for
the future use is an amount no greater than the lesser of the economic value it expects the
invention will have in the future, or the economic costs the potential licensee expects to incur as
a result of an infringement action if it proceeds without the license.’® The expected economic
value of an invention at the time a license is entered is likely to be less than the actual value the
invention proves to have, because predicting the future always involves uncertainty about future
economic conditions and technological changes.

Because the future involves risk, a potential licensee who will bear those risks under an
agreement is unlikely to be willing to agree to a payment that accurately measures the value an
invention proves to have in the future. For example, if the most rosy predictions about the future
would result in an invention contributing on average $30 per unit to profits, and other reasonable
predictions project that it would result in only an average of about $10 per unit in additional
profits, a potential licensee is unlikely to be willing to pay at the rate of $30 per unit. If it does
so0, and the rosy predictions do not prove accurate, the licensee may not profitably continue to
use the invention under the terms of the original agreement, and must cease doing so.

Second, royalties do not merely measure the economic value of the invention to a
licensor or licensee. A person contemplating using an invention has the option to obtain a
license or infringe, and a patent owner has the option to license or engage in infringement
litigation. A patent owner will grant a license only if royalties are likely to be greater than the
economic value of the invention to the owner in the absence of licensing and greater than the risk
discounted expected economic value of an infringement action. A potential licensee will accept
a license only if royalties are likely to be less than the economic value of the invention and less
than the risk-discounted, expected economic cost of an infringement action.

6 If injunctions were granted immediately, certainly, and at no cost after infringement began,

the value of licenses and the amount of payments for a license would be independent of how
damages are measured in litigation. Under certain other conditions, royalties would measure the
economic value of the invention to a licensor or, if greater, to a licensee. However, injunctions
are not issued with that perfection.
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The expected economic value and cost of a patent infringement action depend upon the
patent owner’s and infringer’s perceptions of the likely outcome of litigation. Just as future
market conditions are uncertain, the outcome of future patent litigation is uncertain. It is a very
rare patent that is 100 percent certain to be found valid in litigation, and a very rare situation in
which it is 100 percent certain that a particular activity constitutes infringement. Because the
outcome patent infringement litigation is uncertain, the expected economic value and costs of
infringement litigation are discounted by the parties’ perceptions of probabilities of winning and
losing. This means that, when royalties are agreed to in some amount slightly greater than the
patent owner’s expected value of litigation and slightly less than the infringer’s expected cost of
litigation, those royalties are highly likely to be less than the actual value of an invention.

For example, assume there is an invention that would permit a potential licensee to earn
an additional $30 per unit profits. If the potential licensee proceeds without a license and is sued
for infringement, there is a 50 percent chance that the patent owner will prevail. At first
approximation, potential licensee will pay no more than $15 per unit for a license (that is, $30
per unit times its probability of losing, 0.5). If a patent owner and potential licensees generally
believed that a particular patent owner had about a 50 percent chance of winning the
infringement actions, and we observe established royalties for licenses under that patent of $15
per unit, the value of the invention is more likely to have been around $30 per unit (that is, $15
per unit divided by 0.5).

Third, a royalty is deemed “established” only where licenses have been granted to a
number of companies, and the royalty provisions of those licenses are the same. If a patent
owner licenses a number of companies with the same royalty terms, those terms are likely to
underestimate the value of the invention unless it is one that contributes exactly the same amount
to the expected profits of the licensed companies that use it. However, if different licensees
value use of the invention in different amounts, a uniform royalty term for all of them will
understate the value of the invention to some of those licensees. This is so because the royalty
terms must be acceptable to the marginal licensee having the least value for the invention. Since
the profits different companies make as the result of using some invention are likely to differ, an
established royalty satisfying those two legal requirements is likely to understate the value of the
invention.

Fourth, once the law says that an established royalty is one measure damages, patent
owners and potential licensees (who are also potential defendants in infringement actions) will
take that into account in negotiating licenses. Royalties will not be negotiated based purely on
economic value. They will be negotiated based upon economic value and parties’ perceptions of
the impact of the royalty in setting damages in the future litigation. A patent owner and potential
licensee will recognize that the amount specified in a license is not only the amount to licensee
will pay under the license, but may also be amount the licensee may pay as damages if it
terminates the license and infringes. The patent owner will also recognize that an established
royalty may set the amount other infringers may pay as damages. The ultimate effect on
royalties is difficult to predict. The patent owner has incentives to make them artificially high,
and licensees have incentives to make them artificially low.

For this reason, there will be less licensing than there should have been. Under this rule,
a patent owner is likely to be less willing to grant licenses at rates discounted based upon the
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uncertainty of the likely outcome of litigation, and a potential licensee is likely to be less willing
to accept licenses at rates that are not discounted on that basis. This creates an unfortunate and
artificial barrier to licensing.

14.  The Time and Territorial Limits on Damages

Any definition of the types of injuries for which a patent owner should be compensated
should clearly address issues of time and territory. In other words, the law should be able to
precisely define the time period for which a patent owner may collect damages, and the
geographic area in which a patent owner suffered some loss for which an infringer must pay.
This is important regardless of the manner of measuring damages.

Damages should not be based on the value an invention contributed to the production and
sale of products prior to the date a patent issued, or after the date a patent expired. It is certainly
true that sales of products embodying some invention by someone other than a patent owner
prior to the date a patent issues may reduce the demand available for exploitation after the patent
issues, if that product is capable of continued use after the issue date. However, sales before the
term are not infringement, because the rights existed at that time. Therefore such sales should
not be a basis for damages, even though such sales may reduce the value of an invention to a
patent owner during the term.

It is also true that an infringer’s sales during the term of a patent may reduce the value of
an invention that a patent owner captures after the term ends, because the experience and
goodwill an infringer gained during the term may operate to its advantage relative to the patent
owner after the term. Again, sales by anyone after a patent expires do not violate patent rights.
Therefore, injuries to a patent owner’s profits after the term due to sales by someone else after
the term should not be a basis for damages even though that other person's ability to make those
sales was aided to some extent by its activities during the term. The demand for some invention
derived from the sale or use of products or processes after the term is available for capture by
anyone.

In addition, damages should not be based on the value an invention contributed to the
production and sale of products outside the United States. The demand for an invention that
United States patent law would properly seek to assure that owners of United States patents
capture is the demand for the invention that is derived from the sale of products to United States
buyers or users or from the reduction in costs of production by United States producers.
Therefore, to the extent that a patent covers some product, the value that United States patent law
should award to owners of United States patents is the value of those products to United States
buyers and consumers. The value of those products to buyers and consumers in foreign countries
is presumably the exclusive province of foreign patent law. This means that a United States
patent owner should not be awarded damages based on the value some invention had in foreign
countries in some situations where an infringer engages in some activity in United States that the
Patent Act prohibits, and that a patent owner may enjoin.

For example, where an infringer makes patented products in the United States, it
infringes. However, the infringing making of a product does not reduce the value of the
invention to United States buyers and consumers available for capture by the patent owner,
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unless an infringer supplies the resulting products to them. If an infringer makes in United States
and sells all the resulting products foreign buyers and consumers, a United States patent owner
should not be awarded damages based on those foreign sales. To do so permits a United States
patent owner to capture the value of an invention derived from foreign demand for products
embodying the invention. If United States patents are to permit their owners to capture only the
United States demand for some invention, the patent owner in that situation should not be
permitted to recover damages based on the value of foreign sales. Likewise, where United States
patent law says that it constitute infringement to supply to foreign customers from the United
States all the components of a patented product or to supply to foreign customers from the
United States some component useful only in making a patented product, the demand for the
patented product is the demand of foreign buyers and users. Therefore, while United States law
permits a patent owner to enjoin such activities, damages should not be based on the value of
sales to such foreign customers, because to do so permits the patent owner to capture the demand
for an invention by buyers and consumers outside the United States.

In both of those situations, United States patent law seeks to permit the owner of a United
States patent to capture the value of an invention that is derived from the ability to make that
invention, or to make all of the components of that invention in the United States, as opposed
outside the United States. In those situations, damages should at most be measured by the
difference between the cost of manufacturing the product in United States and any larger cost of
manufacturing the product outside the United States. That cost difference, if any, properly
measures the value of the exclusive right to make in the United States. That same measure
would apply to infringement under section 271(f) and damages measured by the difference
between the cost of supplying components from outside the United States and from inside the
United States.

15. Damages for Activities before a Patent Issues

Perhaps the most harmful provision on damages is section 154(d) of the Patent Act
providing the patent owner may obtain damages against any company that made, used or sold an
invention after the date an application for patent was published and before the patent issued.
That section makes companies liable for patent infringement for activities undertaken before the
Patent and Trademark Office decided whether to issue a patent and before any patent rights
existed. Under that provision, companies must review all published patent applications of which
they have actual notice to determine whether there are claims that, if issued, would be infringed,
and try to guess whether the patent office will allow those claims. This is an obligation that can
serve only to distort the technology companies employ in their products and deter companies
from using inventions claimed in patent applications. This absurd notion entered the Patent Act
in the confusion created by the change in the term of a patent in the 1980s.

Patent owners should not have the right to recover damages for activities that occurred
before a patent issued. The patent grants no rights until it issues and companies should not be
responsible for paying for activities before patent rights arose. Companies that produce products
and services should not have to make decisions about whether to produce and sell based on their
assessment of whether the Patent and Trademark Office will issue a particular patent and
whether the office will issue a particular claim in the form substantially identical to that found in
a published application. This section should be repealed.
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16.  The Inability to Measure Damages by an Infringer’s Profits

A major obstacle to sensible patent damages is the inability in recent years to use an
infringer’s profits attributable to an invention as the damage measure. Today, the courts say
there are two measures of damages - the profits the patent owners lost as a result of the
infringement and compensation not less than a reasonable royalty. A “reasonable royalty” may
be measured in a variety of ways, one of which is an established royalty. This has not always
been the case. Until the middle-1960s, there was an additional measure — the infringer’s profits
attributable to the infringement. This important change occurred in an odd manner.

In 1946, Congress changed the language of the Patent Act. The main impetus for the
amendment was to eliminate in patent actions the distinction between actions in law (or as they
were called “actions on the case”) and actions in equity. However, there were also complaints
during hearings on the change that accounting proceedings to determine an infringer’s profits in
equity actions took too long, were too expensive, and were resulting in awards that were far too
large. They were too large due to the difficulty of deciding apportionment and the Supreme
Court’s declaration in 1912 in Westinghouse that, after the patent owner prove the existence of
profits attributable to the invention and demonstrated that they where impossible of approximate
apportionment, the burden of separation fell on the infringer. However, the meaning of the
amended language was far from clear on the point.”’

After the 1946 amendment, the courts continued for about twenty years to award
damages measured by an infringer’s profits attributable to the infringement. In the middle
1960s, the Supreme Court in Aro said that the 1946 amendment meant that damages may not be
measured by an infringer’s profits. The Supreme Court’s decision did not involve a damage
award measured by an infringer’s profits, and the Court’s statement had nothing to do deciding
the case. Nonetheless, the lower courts followed. Most importantly, the United States District
Court for the Southern District of New York in Georgia Pacific concluded that Congress
intended to eliminate the accounting procedure, and the use of an infringer’s profits as a measure
of damages.

67 The Act of 1870 said that in an action on a “bill in equity,” the owner was entitled to

recover “in addition to the profits to be accounted for by the defendant, the damages the
complainant has sustained thereby”, and that in an “action on the case,” “damages for the
infringement of any patent may be recovered.” Act of 1870, §§ 55, 59. Section 67 of the 1946
Act provided that “damages for the infringement of any patent may be recovered” by an action
on the case and that the court could enter judgment for any sum above the amount found by the
verdict “as the actual damages sustained, according to the circumstances of the case, not
exceeding three times the amount of such verdict. . . .” Section 70 of the 1946 Act provided that
in any case of infringement . . . the complainant shall be entitled to recover general damages
which shall be due compensation for making, using or selling the invention, not less than a
reasonable royalty therefor. . . .” The Act of 1946 no longer said that the complainant shall
recover “. . . in addition to the profits to be accounted for by the infringer, the damages the
complainant has sustained thereby. . . .” However, it was far from clear that Congress intended
to eliminate an infringer’s profits as a measure of “general damages.”
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If the language of the Patent Act clearly required that damages not be measured by an
infringer’s profits, then the courts must follow the legislative command. However, where the
legislative command is unclear, it is appropriate for the courts to consider the policy of patent
damages in determining the meaning of the damage provision. If the courts had done so, there is
no apparent reason to preclude measuring damages by an infringer’s profits derived from use of
an invention. Proceedings to determine damages in that way are no longer, more expensive, or
less accurate than measuring damages by a patent owner’s lost profits or some other measure that
relies on evidence of an infringer’s profits. Moreover, eliminating an infringer’s profits as a
measure of damages had four harmful effects.

First, under an incentive theory, damages will sometimes be too low unless they are
measured by an infringer’s profits. As noted earlier, damages should award the value the
invention would have had, if there was no infringement by the defendant in a particular case or
anyone else, and the invention was used in the manner that would have been determined by
private decisions by patent owners, producers, and consumers operating in the absence of
violations.

Assume a particular patent infringer is the most efficient and well-placed user of an
invention in some use or some market, meaning that it is able to use the invention to produce and
sell goods or services so that the profits derived from the invention are greater than the profits
the invention would have generated if used by the patent owner or any other company. When
that occurs, the value of an invention captured by the infringer is greater than the value the patent
owner or some other user of the invention could have captured. Where the value an infringer
captured is greater than the value the patent owner lost, compensation implies that damages
should be based on the value that an infringer captured. In that situation, a rule which prohibits
measuring damages by the profits that infringer earned that were attributable to the invention
prevents a patent owner from receiving an award equal to the value the invention would have had
absent infringement.

Second, where a particular patent infringer is the most efficient and well-placed user of
an invention, an inability to measure damages by the profits that infringer derives from use of the
invention distorts incentives to license. This will occur because the amount that a potential
licensee will pay depends on how damages are measured. For the period prior to the earliest date
the patent owner could obtain an injunction, a potential licensee will pay only the lesser of the
commercial value of the invention to it, and the damages it avoids having to pay due to the
license. If the measure of damages is less than the actual commercial value of the invention to
the potential licensee, there is too little incentive for the patent owner to license, and the little
licensing. A patent owner may elect to use the invention itself, and recover its lost profits in the
event of infringement, even though use of the invention by the potential licensee is more efficient
and more profitable in used by the patent owner.

Third, the inability to measure damages by an infringer’s profits will distort ownership of
patents. Many patent owners are incapable of making and selling products. A company that
does not make and sell products may not recover its lost profits, since it has none. If the courts
do not evade the rule, such a patent owner’s damages under a reasonable royalty theory are likely
to be smaller than they would have been if measured by the infringer’s profits attributable to the
invention. In that situation, a patent owner may recognize that the value of its patent may be
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increased simply by transferring the patent to a company that does make and sell products. The
value of the patent will be increased merely because the patent owner will then be able to recover
lost profits, and lost profits are likely to be larger than reasonable royalty damages. If a patent
owner could recover an infringer’s profits, there would be less incentive to transfer patents to
companies that produce and sell simply to alter the amount of damages that may be recovered for
infringement.

Fourth, because an infringer’s profits was the measure of damages in most patent cases
prior to the mid-1960s, the conclusion that damages could no longer be measured in that fashion
called into question the continued applicability of the damage principles stated in the majority of
damage decisions. The courts had understandable difficulty in deciding whether the principles
that governed damages based on an infringer’s profits also governed damages based on the
patent owner’s lost profits or a reasonable royalty.

For example, the Supreme Court had developed fairly well understood principles to
decide whether damages would be measured by the entire profits an infringer made or only part
of those profits. The Supreme Court in Aro said that damages were to be measured by the
pecuniary condition of the patent owner but for the infringement. Where an infringer sold a
product that embodied a patented feature or improvement, but for the infringer’s sale of that
product, the patent owner would have made profits on its sales of a competing product. If a
patent owner is entitled to all the profits that it would have earned but for the infringement, it
would seem that a patent owner is entitled to recover its entire profits from the lost sales. While
the courts in the 1990°s have begun to address this problem by looking to legal principles
developed measure an infringer's profits, it should not have been necessary for them to do so.

These problems will occur to a lesser extent, if the courts sidestep the law, and in fact use
an infringer’s profits to measure damages, while explaining the award as an amount not less than
a reasonable royalty, as they sometimes seem to do. However, it should be unnecessary for the
courts to evade the law by a mere semantic device.

Because the courts have generally acquiesced in the notion that Congress eliminated an
infringer’s profits as a measure of damages, it would seem necessary for Congress to restore an
infringer’s profits attributable to infringement as a measure of damages. Changing the law to
permit patent damages to be measured by an infringer’s profits attributable to an invention would
bring patent damages into line with measures of damages applied in all other areas of intellectual
property law, and would avoid many difficulties that currently attend measuring damages by lost
profits and a reasonable royalty.

V. The Supreme Court

The notice mentions two recent decisions of the Supreme Court. I have described those
decisions and their effects on the economics of patents in earlier articles.®® Again, I will not

8 John W Schlicher, Patent Licensing, What to Do after Medimmune v. Genentech, 89 Journal
of the Patent and Trademark Office Society 341 (2007)(“What to do after Medimmune™), John
W Schlicher, The New Patent Exhaustion Doctrine of Quantav. LG - What It Means for Patent
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repeat here what I said in those articles. It is too early to know the ultimate effects of those
decisions, because it is difficult to know whether the courts will read those decisions as
controlling only the particular issues before the Court or whether those decisions sweep more
broadly. If those decisions are read to apply broadly, they will do considerable harm.

A. Medimmune v. Genentech

Since Lear v. Adkins in 1969, patent licensing has occurred under legal constraints on
how the validity or invalidity of a patent affects the rights of a patent owner and the obligations
of a licensee. For about fifteen years after 1969, the law was in a state of mild chaos.* The
legal situation then settled down and people generally adapted licensing practices to the law. In
2007, the Supreme Court stirred the pot again in Medimmune v. Genentech.”

A Medimmune problem arises when a patent owner grants a license that defines the
royalty obligation by reference to validity. In that situation, Medimmune means that, if a patent
owner says something that permits the licensee to allege that it believed the patent owner would
terminate the license and sue for infringement if the license failed to pay royalties, the licensee
may pay under protest, and bring an action for a declaratory judgment that the license means
royalties are payable only if the patent is valid and that the patent is invalid. If the licensee wins
on both issues, the royalty obligation ends at some time the Medimmune decision declined to
identify. If the licensee loses on the contract issue or invalidity, it loses nothing.

Medimmune says only that a court has jurisdiction to decide whether a license, as
properly interpreted, means that royalty payments are dependent on validity. The Court did not
say how the issue should be decided in that case. Therefore, the full implications of Medimmune
are unknown. If a patent owner wins on the contract issue, such as by showing that the reference
to validity applied only to judgments in actions between the patent owner and a third party, the
patent owner may avoid a decision on validity. If the owner loses, the licensee may try to prove
invalidity. Many patent licenses have been written in a way that will make it very difficult for
the patent owner to win on the contract issue.

Medimmune has the following effect. If patent owners define royalty obligations by
reference to validity, and the courts interpret those definitions to mean that royalties are payable
only if the patent is valid, patent owners must choose between having rights under the license

Owners, Licensees and Product Customers, 90 Journal of the Patent and Trademark Office
Society 758 (2008)(“The New Patent Exhaustion Doctrine”).

891 described these issues in two articles in the mid-1980s, and the patent law book. John W.
Schlicher, 4 Lear v. Adkins Allegory, 28 Journal of the Patent and Trademark Office Society 427
(1986); John W. Schlicher, Judicial Regulation of Patent Licensing, Litigation and Settlement
under Judicial Policies Created in Lear v. Adkins, American Intellectual Property Law
Association, Selected Legal Papers (1985); John W. Schlicher, Patent Law: Legal and
Economic Principles (West Group 1992, Second Edition 2003), chapter 12.

® Medimmune, Inc. v. Genentech, Inc., __U.S. _, 127 S.Ct. 764, 2007 WL 43797 (U.S.), 81
U.S.P.Q. 2d 1225 (2007).
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(royalties) or patent rights (damages and an injunction). Potential licensees need not choose.
They may have rights under the license (freedom from damages and an injunction), and the right
to litigate whether the patent is valid. If successful in litigating validity, the licensee eliminates
the patent owner’s rights under the license, the royalties. In sum, if licenses are written in that
way, patent owners must choose between having the benefits of licensing or infringement
litigation. Licensees may have the benefits of both licensing and validity litigation.

If a patent owner has defined royalties in that way, the owner’s main hope of avoiding a
Medimmune declaratory judgment action is that the licensee will conclude that its business
interests are not served by trying to kill the patent, or that the royalty savings do not justify the
investment in invalidity litigation. Patent owners will try to avoid Medimmune actions by not
saying anything to licensees that could be understood to indicate that the patent owner would
terminate and sue for infringement, if the licensee does not pay. However, if, as happened in
Medimmune, a patent owner creates a controversy by telling a licensee that it expects the licensee
to pay royalties on some product, careful language is unlikely to prevent declaratory judgment
actions.

Medimmune should not control licenses that define royalty obligations without reference
to validity. Patent owners should be able to avoid Medimmune declaratory judgment actions by
defining royalty obligations in that way, and dealing separately with the effect of invalidity
judgments in third party actions. I have recommended these approaches for years. Patent
owners who have defined the royalty obligation without referring to validity should be
unaffected.

However, many licensees will argue that Medimmune applies to all licenses. They will
commence declaratory judgment actions to have the patents declared invalid, and say Lear
requires that all licensees may defend an action for royalties by proving invalidity. They will say
Medimmune means the federal courts have jurisdiction to decide those actions, if the licensees
believe the patent owner would sue to require payment, if they stopped. If the lower courts
agree, Medimmune will apply regardless of how the patent owner defined the royalty obligation.
It is difficult to predict how the lower courts will deal with those actions.

I would expect Medimmune to cause patent owners to refocus on how they deal with Lear
and the possibility that Medimmune will be extended to all licenses. The simplest and most
direct response to Lear and an extension of Medimmune is to provide that the patent owner may
terminate the license, if the licensee alleges in any action that the licensed patent is invalid.
Patent owners should also consider a provision that the licensee will not assert in any action that
the licensed patent is invalid and will not commence or prosecute any action or claim seeking
judgment that the patent is invalid. The lower courts have said, I believe incorrectly, that Lear
makes such a provision unenforceable. If a patent owner does not believe these provisions are
sufficient to deter or prevent a licensee from stopping payments and defending a contract action
under Lear, or from paying and commencing a Medimmune action, there are a variety of other
approaches to termination rights, royalty obligations, and other terms to deal with Lear and
Medimmune actions.

Ultimately, if a patent owner believes that there is any chance that it will face a
Medimmune action in which royalties are found to be dependent on validity and the contract
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approaches are inadequate, the patent owner should license only at rates that are not discounted
based on the likelihood of a validity judgment, not discounted based on the risk of validity
litigation, and not reduced based on saving infringement litigation costs.”’ This will often
prevent licensing. When it does, those patent owners will be better off capturing the value of
their inventions through infringement litigation.

If all efforts to avoid Medimmune fail and royalties always ultimately depend on validity
judgments, the value of patents will decline for companies that license patents for royalty
revenue exceeding validity litigation costs by a margin that justifies licensee litigation. There
will be much less licensing and much more patent infringement litigation. Patent owners and
licensees have a mutual interest in legislation to solve this potential problem.

I suggested an amendment to the Patent Act in 1985.7* It was:

Any agreement between the parties to a patent license agreement
shall not be unenforceable to the extent that it prohibits or deters
the licensee from asserting invalidity, including provisions that

(1) the licensee shall not assert in any action or proceeding that the
licensed patent is invalid or shall not commence or prosecute any
action or claim seeking judgment that the patent is invalid, (2) the
licensor may terminate such license in the event licensee does so,
or (3) the licensee’s obligation to pay royalties shall continue
without respect to whether the licensee does so.

The purpose of that provision was to allow patent owners, patent infringers, and patent
licensees to work out issues related to the effect of validity issues. If a patent owner and a
potential licensee wished to agree that invalidity would not be a defense to an action for
royalties, the licensee would not file a declaratory judgment action seeking a judgment of
invalidity, and the license will be granted at lower royalty rates, they would be free do so. If they
wished to agree that invalidity would be a defense to an action for royalties, and agree that the
licensee could file a declaratory judgment action seeking a judgment of invalidity, they would
also be free to do so, and license at higher royalty rates. If they wished to agree that invalidity

! This means the patent owner should determine a rate that would be acceptable without these
problems, and calculate the rate at which it will license by (1) dividing that rate by the
probability the patent would be found valid if litigation (such as 0.5), (2) divide the resulting rate
by the percentage discount the patent owner would use, if infringement litigation risks were
avoided (such as 0.5), and (3) add to the rate an amount approximating validity litigation costs.
For the reasons, see Section IV. If the patent owner is willing to gamble that the licensee will
not use Lear and Medimmune, the patent owner could multiply the resulting rate by its estimate
of the probability that the licensee will not do so.

2 John W. Schlicher, Judicial Regulation of Patent Licensing, Litigation and Settlement under
Judicial Policies Created in Lear v. Adkins, American Intellectual Property Law Association,
Selected Legal Papers (1985).
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would be a defense to an action for royalties, and that the licensee would not file a declaratory
judgment action seeking a judgment of invalidity, they could do so, with royalties somewhere in
between. If they wished to agree that invalidity would be a defense to an action for royalties, and
agree that the licensee could file a declaratory judgment action seeking a judgment of invalidity,
and specify that the royalty obligation would continue until the date of a final judgment of
invalidity, they could do so. If they wished to deal in a myriad of other possible ways with the
effect of validity or invalidity judgments in third party actions, they could do so.

If the law wished to make clear that licensee estoppel is the default rule, if the parties do
not address the issue, the following additional language could be added:

In an action involving a claim for royalties under an agreement
authorizing a person to use any rights granted under a patent that
requires payment of such royalties based on activities involving a
product or process employing the invention of such patent, the
invalidity of such patent shall be a defense to the obligation to pay
such royalties accruing after entry of a final judgment of invalidity
by a court of competent jurisdiction, unless the agreement provides
otherwise. An agreement providing that royalties are payable
notwithstanding the validity or invalidity of a patent, or making
other provisions with respect to the effect of validity or invalidity
on the rights or obligations of a party to the agreement including
royalties payable, shall be enforceable.

B. Quantav. LG

The patent exhaustion doctrine has been a source of confusion and frustration for patent
owners, their licensees, and their customers for 160 years. In 2008, the Supreme Court in
Quanta v. LG changed the doctrine again. I discussed that decision in the paper mentioned
earlier.

The Court reached a result that is understandable given the language of the license that
created the issue. If the only effect of a Supreme Court decision is that other cases involving the
same essential facts must be decided in the same way, the Quanta decision should have little
effect on future licensing. Skilled lawyers should be able to work around it. The decision dooms
past licenses wntten in the same way. The Quanta decision is likely to have broader
implications.” The Quanta decision is 11kely to be read to sweep away important principles that
had little or nothing to do with the case.”* This is unfortunate, because the Quanta decision is
based on the Court’s misunderstanding of its prior decisions on exhaustion and the law on the

" The New Patent Exhaustion Doctrine § 1.

™ The New Patent Exhaustion Doctrine § V.
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ability of a patent owner to limit the rights a buyer receives, when the owner sells a product and
separately licenses the patent rights.”

The exhaustion and implied license doctrines influence how patented inventions are used
and the profits patent owners earn. Properly defined, those doctrines increase the value of
patented inventions and improve the efficiency of the patent system. Improperly defined, they
limit the value of patent rights, limit use of patented inventions, and impair the system. Patent
owners should be permitted to sell products and separately license their patent rights to
purchasers.”®

Briefly, this is what happened. LG Electronics (“LG”) owned many patent relating to
computer systems, computer components, and computer methods of operation. LG and Intel
entered a cross license agreement. LG licensed Intel under all its patents to make, use, and sell
any products. The license said no license was granted to third parties to make combination
products from licensed products and components acquired from someone other than LG or Intel
or to use or sell combination products. The license said nothing in the license altered the effect
of patent exhaustion on Intel’s sales. LG and Intel entered a separate agreement in which Intel
agreed to give a written notice to its customers about patents. The notice said that Intel had a
license ensuring that any Intel product was licensed by LG and did not infringe any patent held
by LG. The notice also said that a license did not extend, expressly or by implication, to an:
product that the customer made by combining an Intel product with any non-Intel product.’

Intel sold microprocessors and chip sets under the license to computer assemblers and
suppliers including Quanta Computer (“Quanta™). Quanta used those microprocessors and chip
sets to make computers. In those computers, the Intel microprocessors and chip sets
communicated with other components and memory devices over buses that carry data and
instructions. Quanta sold those computers. LG sued Quanta and other computer makers for
patent infringement under six patents. Only three of those patents were involved in the decision
reviewed by the Supreme Court. According to the Court, each of those patents contained claims
to computer systems and methods of using computers.

The issue was whether Quanta infringed L.G’s system and method claims when it sold
computers made with microprocessors and chip sets purchased from Intel. The Court said that
issue was governed by the exhaustion doctrine. The Court held that the exhaustion doctrine
applied to sales of unpatented products that substantially embodied the invention of a patented
system or method. The Court said an unpatented product substantially embodies the invention
when that product has no non-infringing use and embodies all inventive features of the patented

5 The New Patent Exhaustion Doctrine § V. The Court mistakenly read its decisions in
Bloomer, Mitchell, Adams, Univis Lens, Ethyl Gasoline, General Talking Pictures, and Keeler.

" The New Patent Exhaustion Doctrine § 1.

" The Court’s description of the notice suggests that the license said that no license was

granted expressly or by implication to third parties to make combination products or to use or
sell combination products using Intel products.
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invention. A product embodies all inventive features of a patented invention when use of that
product to make and use some larger product or carry out some method involves additional
components or steps that are common or standard for use in products or methods of the same
type as the patented product or method.

The Court found that the Intel products met those requirements and Intel’s the sale of
those products to Quanta exhausted LG’s rights under its system and method patents. The Court
also found that .G’s license to Intel authorized Intel to sell components to Quanta for any use,
including use to make computers. The Court found that the language in the license about the
rights of third parties and the notice Intel gave its customers did not prevent exhaustion.

The language of the Quanta decision has three and perhaps four important consequences.

First, prior to Quanta, the Court applied the exhaustion doctrine to preclude a claim of
infringement against a purchaser only where the patent owner or its licensee sold a patented
product, that is, a product that embodied all the parts and features specified by the claim of a
patent. Prior to Quanta, the Court applied the implied license doctrine to determine whether a
patent owner had a claim against a purchaser where the patent owner or its licensee sold an
unpatented component or material and the infringement claim was based on the making a
patented product containing that component or using the material to carry out a patented method.

While the Court referred to the implied license doctrine in Quanta, the Court said that the
implied license doctrine was irrelevant to the exhaustion doctrine and the exhaustion doctrine
governed the rights of the purchaser in that action. The effect is that the exhaustion doctrine
effectively replaces the implied license doctrine for many sales of unpatented products. When
the exhaustion doctrine applies, the implied license doctrine no longer matters.

After Quanta, in order to decide whether exhaustion applies to sales involving an
unpatented product, the parties to a proposed sale must understand the novel features of each
invention of each patent owned by the seller and must make judgments about whether all those
novel features are found in the product to be sold and whether there are alternative uses for the
product at the time of the sale.

Second, the Court said all post-sale restrictions are invalid. If post-sale restrictions
means all limitations in a patent license granted to a purchaser, Quanta eliminates the rule that a
patent owner may sell a product subject to conditions or restrictions on the scope of the
immunity to infringement liability that the purchaser obtains by buying the product. When the
exhaustion doctrine applies, patent owners may not sell a product and separately license the
patent rights to the buyer in a way the reserves any of the patent rights.

Third, the Court said exhaustion applies only to a licensee’s sales the license authorized
the licensee to make. The Court said the only issue in applying the exhaustion doctrine to a sale
by a licensee is the scope of the license granted to that licensee. The Court found that a licensee
granted a license to make, use, and sell any products under all of a patent owner’s patents had
authority to sell an unpatented product for use by a purchaser to make a patented system or carry
out a patented process.
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The Court found that the licensee’s authority to sell for those uses was not limited by
license provisions saying that nothing in the license limited the operation of the exhaustion
doctrine and a license was not granted to a purchaser to use a licensed product to make a larger
product or system by combining the licensed product with products obtained from others. The
Court said the language about a purchaser’s license related only to the existence of an implied
license.

The Court also found that the licensee’s authority to sell for those uses was not limited by
the licensee’s obligation under a separate agreement to give notice to purchasers that the
products purchased were licensed by the patent owner and the license from the patent owner to
the seller did not extend to any product the purchaser made by combining the seller’s product
with products of others.

Fourth, the Court said that a sale may be made subject to contracts with the purchaser at
the time of sale. The Court implied that such contracts could not function to reserve to the patent
owner any of the rights that would be exhausted by a sale. Taken literally, this also means that a
patent owner may not sell, grant a limited license, and enforce the patents against unauthorized
activities. However, it is far from clear the Court has precluded selling and licensing separately.

Quanta is understandable. However, it is also unfortunate. In this situation, an oddly
written agreement may have resulted in fundamental and sensible doctrines of patent law being
swept away for no good reasons.

Quanta is also out of step with current law. Quanta is based on the Court’s decisions in
the 1940s in Univis Lens and Ethyl Gasoline where the Court found that patent owners violated
antitrust law by controlling what the Court believed were effectively resale prices. In 1997, the
Court said an agreement by which a company set maximum prices for resale of its products
could have beneficial effects for consumers and was not per se unlawful under antitrust law.”® In
2007, the Court said the same was true of an agreement by which a company set minimum prices
for resale.” The Court said the rule against general restraints on alienation was irrelevant to '
determining the economic effects of restrictions a seller places on its distributors or retailers.*

Quanta seems to ignore that the Court would have decided Univis Lens and Ethyl
Gasoline by a very different method than the Court used in the 1940s and would have based
those decisions on economic effects and consumer benefits, and not on legal formulas about
exhaustion of legal rights. In my view, Univis Lens and Ethyl Gasoline would likely be decided
differently today. The Univis Corporation and the Ethyl Gasoline Corporation where trying to
license in ways that would increase their profits from commercial use of their inventions. Those

78 State Oil Co. v. Khan, 522 U.S. 3, 7, 18-19, 118 S.Ct. 275, 278 (1997).

” Leegin Creative Leather Products, Inc. v. PSKS, Inc., _U.S. __, 127 S.Ct. 2705, 2710
(2007).

80 I eegin Creative Leather Products, Inc. v. PSKS, Inc., 127 S.Ct. 2705, 2713 -2714 (2007).
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companies where not fixing prices merely to increase the profits earned by retail sellers of the
finished eyeglasses or retail gasoline sellers.

Quanta is also based on the Court’s decision in the 1940s in Motion Picture Patents
where the Court found that patent owners could not employ tying arrangements in any
circumstances and for any reasons. In 1952, Congress amended the Patent Act to overturn some
the Court’s decisions in the 1940s on the ability of patent owner’s to employ tying arrangements,
as the Court explained in 1980.8' In 1988, Congress again amended the Patent Act to limit the
way the patent misuse doctrine limited a patent owner’s ability to employ tying arrangements.**
This amendment overruled Motion Picture Patents. Again, the Court seemed unaware that the
law had moved on and rejected the Court’s views in the 1940s of the proper limits on the ways
patent owners could exploit their rights.

VL.  Uncertainty

Uncertainty regarding the validity and scope of patents has a significant effect on patent
transactions. Unnecessary uncertainty in the substantive law of patents undoubtedly reduces the
value of patented inventions and increases the number of products and services not introduced
the due to uncertainty about the validity or scope of patents. To the extent that the substantive
law could be change in a way that would reduce uncertainty without diminishing proper
incentives to make inventions, the substantive law should be changed.

The Patent Reform Act will not reduce overall uncertainty; it will increase uncertainty.
The principle claim of the patent reformers is that the Patent Reform Act will reduce uncertainty
by awarding a patent to the first inventor to file a patent application rather than the first inventor
to make an invention. Even if the claim is correct and the change has not other effects (and it
will), the Patent Reform Act creates new uncertainty by changing the definition of the activities
the constitute prior art, changing the scope of prior art activities from those that occur in the
United States to those that take place anywhere in the world, requiring that the nonobviusness of
an invention to an ordinarily skilled person be judged as of the time a patent application and not
at the earlier time when it was actually made (when the problem may have been more difficult
and the information and technological principles helpful in solving it less useful), broadening so-
called prior user rights, and making other changes.

The Patent Reform Act also ignores the issues on which legislation could helpfully
reduce uncertainty. I have described elsewhere particular ways to change patent law to reduce
uncertainty.®> These include redefining the public use and on sale doctrines so inventors trip

81 35 U.S.C. § 271(d); Dawson Chemical Co. v. Rohm & Haas Co., 448 U.S. 176 (1980).
82 35 U.S.C. § 271(d)(4)-(5).

8 John W. Schlicher, Patent Law: Legal and Economic Principles, West Group (1992, Second
Edition 2003), Chapter 13, §§ 13:27; 13:39; 13:43: 13:45; 13:64; 13:79; 13:94; 13:95: 13:180;
and 13:202 and chapter 8, § 8:30. Among others, I would change the law on novelty under
section 102(a), abandonment under section 102(c), the effect of prior invention under 102(g), the
rule against double patenting, eliminate section 102(e), modify what constitutes the prior art for
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over them with less frequency, eliminating means-plus-function claims, eliminating the doctrine
of equivalents or adopting a more well-defined doctrine of equivalents, eliminating the misuses
defense or at least making it co-extensive with the antitrust limits on exploiting patents,
redefining the law the court have developed after Lear and will develop after Medimmune so that
patent owners and licensees may provide royalties that sensibly reflect the value of an invention
in view of legal uncertainties and that eliminate the possibility of needless and expensive
litigation, and making many other desirable changes.

However given whatever substantive law exists at any point in time, patent owners and
potential licensees should be permitted to adjust the price and other terms on which they do
business to carry on in spite of that uncertainty. The price adjustment in any particular situation
will depend on the owner’s and licensee’s views of the probability a court would decide a certain
issue in a certain way and perhaps even more importantly on the owner’s and licensee’s aversion
to risk or, if it exists, preference for risk. If a patent has a 50 percent change of being found valid
in an infringement action, a patent owner and a licensee should be free to adjust the price to
reflect that uncertainty.* Whatever the outcome in a particular situation, the law should
encourage them to make those agreements by enforcing their terms. The law should not force
patent owners and potential licensees to resolve those uncertainties by seeking assistance from
the Patent and Trademark Office or the federal courts.

The law should not force patent owners and potential licensees to resolve the uncertainty
by seeking assistance from the Patent and Trademark Office or the federal courts.?’ Private
agreements between patent owners and potential licensees will reduce the costs of uncertainty
and facilitate the use of patented inventions in spite of that uncertainty far more efficiently and
quickly than proceedings in which the Patent and Trademark Office or the federal courts. For
that reason, I do not expect the various proposals in the Patent Reform Act for repeated Patent
and Trademark Office review of patentability to yield significant benefits and rather expect it
primarily to yield increased costs and delay. Our prior experience with various forms of
reexamination should have tanght us about the limited value of repeated administrative review.

purposes of section 103, change the conduct that constitutes public use or on sale under section
102(b), change how the scope of a patent is determined to eliminate the two step process of
deciding literal infringement and applying the doctrine of equivalents, eliminate means-plus-
function claims, modify the inequitable conduct defense, change the misuse defense, and
eliminate the prior user defense under section 273.

3 1 described how patent owner and licensees do this in 1985. See John W. Schlicher, Judicial
Regulation of Patent Licensing, Litigation and Settlement under Judicial Policies Created in
Lear v. Adkins, American Intellectual Property Law Association, Selected Legal Papers (1985),
section IV.

85 1 do not believe the law should constrain decisions patent owners and accused patent
infringers to litigate or settle actions in which a patent owner seeks to enforce a patent in the face
of uncertainty on issues of patent validity or scope.
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VII. Transparency

The notice asks about “transparency” in the market for intellectual property rights.
Transparency could mean several things.*® Since I am not sure what the FTC means by
transparency, I am not sure I have useful comments. Transactions between patent owners and
their licensees did not contribute to the current economic problems facing the United States that
has prompted talk about transparency. Transactions in intellectual property rights are private
contracts between patent owners and producers of goods and services. These citizens make
contracts regarding rights granted by the federal government. However, except for the recipients
of government research subsidies, the people owning those rights made the investments to create
the underlying inventions and will bear all the costs of operating under their agreements.

There is no legitimate government interest in forcing those individuals and companies to
disclose the existence or the terms of those agreements to others, including the federal
government, except to the extent that those disclosures are necessary for purposes of the
securities laws or legitimate inquiries in connection with antitrust, tax, or other similar matters.

The existence and terms of license agreements should not be disclosed to the public to
permit the government or people who are not parties to particular transactions to learn of their
terms. People and companies have a variety of reasons for keeping this information secret,
including the fact that the confidentiality of contract terms often enhances the ability of the
parties to reach an agreement on terms under which each party benefits.

A government requirement of public disclosure in the name of transparency is not a
neutral act. A disclosure requirement would change the terms on which people are willing the
deal and reduce the number of such contracts, because disclosure defeats the interests of a party
or parties served by confidentiality. In particular, if the government required public disclosure of
the price terms of licenses, the prices at which patent owner and potential licensees do business
will change, the number of licenses will decline, and the profitability of licensing will be

% 1t could mean requiring all people and companies who assign or license patents to publicly
disclose the existence of those agreements and their terms. It could mean requiring a patent
owner that has granted a license to disclose the existence and terms of that license to other
potential licensees. It could mean forbidding a patent owner and a licensee from agreeing to
keep the existence and terms of their agreement confidential. It could mean requiring a potential
licensee to disclose to a patent owner all prior agreements and licenses that might have some
bearing on its ability or incentives to perform under a license granted by that patent owner. It
could mean requiring a patent owner to disclose to a potential licensee all of the information it
possesses about the ownership, validity, scope or value of a patent. It could mean requiring a
potential licensee to disclose to a patent owner all information it possesses about the validity or
value of the patent and its capability and intentions regarding use of the invention.
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reduced. This disclosure requirement would not improve the wa7y the market for patent rights
functions; it would interfere with the way the market functions.®

If patent owners and their licensees find it in their interests to impose obligations of
confidentiality on each other regarding the terms on which they do business, that decision
adversely affects no one else and the law should respect that provision of their agreements the
same way the law presumably respects all other terms of their agreements. If the government
were to require disclosure of the financial terms of patent licenses and other patent transactions,
the price for which patents are licensed would increase and the number of license transactions
would decrease. The price would increase because patent owners who are now willing to give
what they regard as low terms to one licensee in hopes of obtaining a higher price from the later
licensees will no longer license for the low price. Transactions would decrease because of the
higher prices. Total transactions would also decrease because a licensee willing to agree to pay a
certain price if the transaction is kept secret will no longer agree to that price if the transaction is
made public. A licensee does not want others to know the price paid out of fear that this will
increase the price that others will demand from it. If there agreements will be made public, they
will agree to license only at lower prices and at the lower prices patent owners will be willing to
license in fewer situations. The result will be less licensing and more litigation.

Public disclosure of licenses would also result in changes in damage awards. Patent
owners capture only a small fraction of the economic value of patented inventions through
licensing and other ways of exploiting the patent rights. This is a result of the uncertainty about
the validity and scope of patents, uncertainty about the remedies available for infringement,
defective standards for determining damages, the cost of infringement litigation, the transaction
costs of licensing, legal rules that interfere with the enforcement of license agreements and other
methods of capturing the value of patented inventions, and the uncertainty about the future
economic value of patented inventions.

If the government required patent owners to disclose publicly the royalty provisions of
license agreements, patent owners would capture an even smaller part of the value of those
inventions. If the government required that disclosure, reasonable royalty damages based on the
hypothetical negotiation approach would go down because evidence of the results would show

87 Patent owners and the licensees have managed to agree on mutually beneficial prices and
terms for licenses under hundreds of thousands and perhaps even millions of patents for two
hundred years. Some people may think they will do it “better” if the law would require the terms
of those agreements to be made public. They may believe licensing would be “better,” because
there would be more public information about royalties and other terms. Those people are
wrong. The royalties and terms of any license between two specific companies at some specific
time on some specific patent related to some specific industry setting and some specific product
under some specific current and anticipated economic conditions given some anticipated
litigation costs and some perceived legal uncertainties and risks are almost useless as guides to
the royalties and terms of any other license. Even if that information had some value to others in
other situations, licensing would not become more efficient because requiring disclosure would
impair the functioning of markets for licenses in the ways mention above.
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how little patent owners capture through licensing. Reasonable royalty damages based on an
established royalty would go down because this method of determining damages would be
applied far more often and the low returns to licensing patents would lead to lower damages.
Reasonable royalty damages based on the Georgia-Pacific “consider the factors™ approach
would go down, because the result of actual licenses is a permissible factor and would likely
trump other considerations.

The result would be that damages for patent infringement would go down. Because
expected damages in the future would be lower, royalties in actual licenses would be lower. If a
permanent injunction against infringement became uncertain or unavailable in some situations,
royalties in actual licenses would be lower still. The result of lower license royalties would lead
to another round of lower damage awards. Where the situation would stabilize, if it ever did, is
anyone’s guess. However, the consequence of requiring disclosure of royalty provisions in the
name of transparency would significantly reduce the value of patented inventions in the future.
The future economic losses are difficult to estimate.

There are undoubtedly companies that would benefit if the government required other
companies to disclose publicly the terms of their agreements and who may be expected to
attempt to improve their private situations by calling for disclosure in the interest of the public.
The government should treat those requests in the same way it treats all requests by a company
or group of companies in some industry asking the government to interfere with the activities of
some other company or group of companies with whom they compete. Companies that view
themselves as net purchasers of licenses could prefer some public disclosure rule because they
believe it would reduce the value of the patent licenses they purchase. However that is not a
reason for the government to intervene. It is a reason for the government to leave the situation
alone.
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