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THE JOURNAL

The Texas Intellectual Property Law Journal is published in cooperation with the Stale
Bar of Texas three times per year at the University of Texas School of Law. The Jouwrnal is
the official journal of the Statc Bar of Texas Intellectual Property Law Section.

Materials published in the Journal do not nceessarily represent the views or actions of
the State Bar of Texas, or of its Intellectual Property Law Section, unless approved by the
Statc Bar of Texas or by the Section, respeclively. They also do not necessartly represent
the views of the University of Texas, its School of Law, or the Jouwrnal and its members.

VISION STATEMENT

The Jowrnal’s vision is to be the leading mteliectual properly law journal al the
premicre [P law univergity, We want o be the forum of choice for intellectual property law
practitioners, professors, and students around the globe. Our primary focus will center on
providing significant and innovative contributions to U.S5. intellectual property law.

Wo recognize that our long-term success is tied Lo the excellence of the intellectual
property law program ai the University of Texas School of Law. We will work with the
university, 1P practitioners, and the I section of the state bar for the betierment of that
program.

MISSION STATEMENT

The Journal's primary mission is the timely publication of an intellectual property law
journat that is respected as a high qualily I law publication. In order to achieve our
mission, we will:

+  Maintain impeccable academic integrity throughout each issuc;

s In conjunction with our stakcholders, continue to improve our processes to chsurc
we maintain our qualily and timeliness; and

s Strive to present articles that are on the forefront of IP issucs and/or offer thought
provoking insighis inlo intetleciual property law.

We will continue to provide forums for presenting TP issues through the Jowrnal, our
annual IP symposium, and other opportunitics as they may arise.

And finally, we will promote, within the Jowrnag! and the universily, an environment
where law students inlerested in intellectual property law can learn, lead, and have [un
while engaging in one of the most important areas of law developing in the global economy.
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Foreword:

Channeling Patent Damages

John M. Golden'

The assessment of monetary relief in patent-infringement lawsuits presents
many of the most pressing issues in patent law today.' These issucs appear along
multiple fronts: problems of valuation and the specification of relevant factors in
compensatory damages, questions of when to award enhanced damages or attorney
fees, and overarching institutional challenges of providing proper guidance to
relevant decigsionmakers while also according them an appropriate amount of
discretion. In part, these different fronts reflect the different channcls that the
United Statcs Patent Aet cstablishes for monetary relief: (1) compensatory
damages,” (2) discretionary enhancement of damages “up to three times the amount
found or assessed,” (3) “reasonable attorney fees,™ and (4) special design-patent
remedics of disgorgement of the infringer’s “total profit” or statutory damages of
$250.° Within each of these channels, courts are generally to follow the guidance
provided by the Act or prior judicial decisions. But both the Act and judicial
precedent leave significant room for play. This rcom for play provides
opportunitics for experimentation and leaming, but can also contribute to
unpredictability and even error. '

A gift to the University of Texas School of Law from the Intel Corporation
supported exploration of the room for play in patent damages in a series of two
conferences in 2016 and 2017. With funds from the gift, the law school provided

Profesgor, The Universily of Texas School of Law. The writing of this foreword and the articles
for the symposium were supported by honoraria from the Universily of Texas School of Law.
These honoraria were made possible by a gift to the law school from Tntel Corporation to support
confarences on palent damages.

Sedona Conlerence, The Sedona Conference Commentary on Paten! Damages & Remedies, 15
Sepona Conr. I 53, 55 (2014) (“[Platent damages law remains one of the most complex,
unpredictable, and rapidly evolving arcas of the law.”).

35 US.C. § 284 ("Upon finding for the claimant the court shall award the claimant damages
adequale to compensate for the infrmgement . . . ™).

b Id § 284,

4 Id §285.

5 1d §289.
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authors of conference papers with honoraria. The gift from Intc] was specifically to
support conferences on patent damages, but the law school otherwise had full
discretion in deveioping the confercnee agenda and selecting speakers,  Authors
prepared conference papers for publication in either The Review of Litigation or the
Texas Intellectual Property Law Journal.

This Foreword introduces the (welve articles associated with the sccond
conference on patent damages (“PatDam2™), which the law school hosted on
February 17 and 18, 2017. The content of the twelve articles spans the channels for
patent damages listed above. Some articles cxplore when and how substantially
compensalory damages, and especially reasonable royalty damages, should be
awarded.® Other articles consider the potential punitive purposcs of monetary relief,
such as enhanced damages.” An article by this Foreword’s author cxamines the
phenomenon of decisionmaking discretion across different statutory channels.® The
remainder of this Foreword describes these articles in more detail.

In Tax Solutions to Patent Damages,’ Jennifer Blouin and Melissa Wasscrman
argue that in asscssing rcagonable royalties, courts can make greater use of tax-
related transfer prices that allocale patent-related income across multinational
enterprises.'®  Blouin and Wasserman acknowledge the contention “that the tax
minimization incentives associated with moving intellectual property from the
United States to a “tax haven’ jurisdiction remove almost the entire economic reality
of fransfer prices.”' Nonetheless, they suggest that significant limits on the
dubiousness of such prices result from potential tax penalties and the general
requirement that transter prices represent plausible valuations for an arm’s-length
transaction between a willing seller and a willing, unrelated buyer.'* Further, the
arm’s-length standard for the nature of such valuations is on its face a good match
for the hypothetical negotiation standard commeonly invoked for reasonable royalty
damages.™ In situations in which opposing parties to a patent suit would otherwise
submit estimates for reasonable royalfies that differ by a factor of 100 or more,**
onc might well imagine that even transfer prices that merit skepticism can
sometimes indicate useful upper or lower bounds for rcasonable royalty estimates.'”

See infia text accompanying notes 9-54,

See ingfra lex] accompanying notes 5588,

See infra text accompanying nofes 39-95,

Jennifer L. Blouin & Melissa F. Wasserman, Tax Sofutions to Patenf Damages, 26 Tux. INTELL.
Prop. L.J. 1 {2018).

Id. at 4 (contending that, generally speaking, transfer prices “reflect the cconomic value of the
patent, at least within some bargaining range™).

11 fd

21,

i, {“The standard [or defernuining a reasonabie royalty under patent law and tax law’s requirement
for valid transfer price are uncannily similar.™).

See John M. Golden, Reasonable Certainty in Contract and Pafent Damages, 30 Harv. J.L. &
Tecu, Special Symposium, at 257, 265 (2017) (noting that experts can “gencrate asscssments for
reasonable reyalties that differ by more than a factor of ten and sometimes even more than a factor
of hundred™).

Blouin & Wasserman, supra nole 9, al 25 {concluding thal “iransfer pricing should certainly
provide some guidance as to the appropriate bounds {or relative range) o the value of fiims’
intangibles™).

L -
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Three additional articles on compensatory damages primarily consider how to
make better use of forms of evidence already in common use. In The Pafent
Damages Gap: An Economist’s Review of US. Patent Damages Apportionment
Rules,'® Anne Layne-Farrar argues that current U.S. law tends to improperly bind
courts to a binary choice between two potential base values from which reasonable
royalty damages are to be derived: (1) the entire value of a product or process
accused of infringement; or (2) the value of the so-called “smallest salable patent-
practicing unit” (SSPPU), which a district court has defined as * ‘the smallest
salable infringing unit with close relation to the claimed invention.” ”'” Under the
entire market value rule (EMVR), a court may use the entire value of the product or
process as a basc for deriving the rcasonable royally when “the patent-related
feature is the basis for consumer demand.”® Otherwise, the Federal Circuit has
indicated that, to the extent a court calculates the reasonable royaliy as a fraction of
a base value,” the court is to use the SSPPU value as the base.” Layne-Farrar
argues that this dichotomy is problematic because, just as use of the entire market
valuc as a royalty basc can lead to excessively inflated awards, use of the SSPPU
value as the basc can lead to “artificially deflat[cd]” awards because the value of a
patented technology can. greatly exceed an infringing SSPPU’s market price.”’ To
help avoid having fact-finders anchor on overly high or low base numbers for a
reasonable royalty calculation, Layne-Farrar suggests that, in situations where the
EMVR conditions arc not met but where an SSPPU base also scems inadequate, the
damages calculus could begin with “the end product price as the rovalty base, on a
per unit basis.”*

In Breaking the Georgia-Pacific Huabit: A4 Practical Proposal to Bring
Simplicity and Structure to Reasonable Royalty Damages Determinations,”
William Lee, Douglas Melamed, and Arthur Gajarsa also address concems with
reasonable royalty damages but take a notably different tack from Layne-Farrar.
They concentrate on calling for courts to end frequent reliance on a laundry list of
fificen so-called Georgia-Pacific factors®® whose usc the Federal Circuit has
repeatedly endorsed.” Lee, Melamed, and Gajarsa argue that the Georgia-Pacific

Anne Layne-Farrar, The Patent Damages Gap: Ar Economist’s Review of U.S. Patent Damages
Apporiionment Rules, 26 Tex. InmiaL, Proe. L.J. 31 (2018).

Id. at 35 (quoting Cornel! Univ. v. Hewlett-Packard Co., 609 F. Supp. 2d 279, 288 (ND.N.Y.
2009Y).

Lucent Techs., Inc. v. Gateway, Inc., 580 F3d 1301, 1336 {Fed. Cir, 2009) (internal quotation
marks omitted).

See Laync-Farrar, supra note 16, al 47 (noting that “the courts have allowed some non-S8PPU,
non-EMVR methodologies™).

LaserDynamics, Inc. v. Quanta Computer, Inc., 694 F.3d 51, 67 (Fed. Cir. 2012) (describing the
entire market value rule as “a narrow cxccption ta [the] general rule” thal “royalties be based not
on the entire preduct, but on the ‘smallest salable patent-practicing unit’” ™),

Layne-Farrar, supra note 16, at 41.

2 Id. at49.

B William F. Lee, A. Douglas Melamed & Arthur J. Gajarsa, Breaking the Georgia-Pacific Habit: A
Practical Proposal to Bring Simplicity and Structure to Reasonable Rovalty Damages
Peterminations, 26 Tex, INTLLL. PrOP. L., 51 (2018).

Id. at 52 (“The time has come to break the Georgia-Pacific habit.™).

See DonaLp 8. CHIsuM, CHISUM ON PATENTS § 20.07[2] (“Use of the Georgia-Pacific factors hag
been approved by numerous Federal Circuit decisions.™),

Vil

M

11

24
25
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factors do not properly instruct juries to assess reasonable royalties at amounts fo
which parties “would have agreed had they ncgotiated at arm’s length for patent
clcarance before the infringer had committed to using the patented technology.”
The authors contend that, as a result, reasonable royalty awards are likely to be
inflated by “ ‘lock-in" costs” that do not reflect the pertinent value of the patented
technology but instead spring from difficulties in switching to an alternative after
committing to an initial technological approach.”’ Tee, Melamed, and Gajarsa point
out various concerns with the content or wording of individual Georgia-Pacific
factors, and they proffer puidelines and examples for jury instructions to better
ensure focus “on determining the incremental valuc” of the relevant patented
invention.™

In Beyond Circularity: Licensing for Inovation,” Oskar Liivak focuses more
narrowly on the use of pre-existing licenses in assessing reasonable royalty
damages.”® Tn particular, Liivak addresscs arguments that, because privatc parties
agree on licensing rates that reflect their expectations of the damages courts will
award for infringement, use of such licenses in determining court awards creates a
circularity problem that threatens either to excessively inflate or to excessively
deflate patent value.”! Liivak suggests that circularity fears might not be as fatal as
feared by arguing, first, that courts have recognized and grappled with such
concerns since at least the nineteenth century® and, second, that certain licenscs are
relatively or wholly untainted by circularity because they primarily serve to enable
the transfer of technology or fechnological knowhow itself, rather than a mere
transfer of legal rights whose import is subject to ex post clarification by tho
courts.” Liivak leaves for further work the substantially empirical questions of how
cxtensive such untainted licensing is and in which technology sectors reliance on
such licensing is most promising.

A next sct of three articles considers a more radical change to compensatory
damages for patent infringement—mnamely, adoption of a much more cost-based
approach that focuses on technology-related expenses of the patentee, rather than
the patentee’s lost profits, the patentee’s lost licensing opportunitics, or benefits
derived by an infringer. In Cost-Plus Patent Damages,” Michael Abramowicz
points out that, in principle, greater rcliance on “cost-plus damages™ that
compensate for risk as well as out-of-pocket expense could have the social benefit
of “reducing unnecessary compensation for inventions” by more strictly focusing on
giving just enough return to induce patentable invention but no more™ But

K

* Lec, Melamed & Gajarsa, supra note 23, at 53,

7 1d. at 54.

% Id. at64.

#®  Oskar Liivak, Beyond Circularity: Licensing for fanovation, 26 Tix. INTELL. Prop, LI 113
(2018,

™ Id at114,

" Id at 11520,

2 Jd at 124 (discussing Rude v. Westcott, 130 1.8, 152 (1889)).

See id at 129 (describing a liconsing stivation du which the licensee does not “particularly carce

aboul fhe validity of the patent” and is instead “paying for” the relevant lechnology).

Michael Abramowicz, Cost-Plus Patent Damages, 26 TEX. INTELL. Pror. LI (forthcoming 2018).

B otd
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Abramowicz alse obscrves that calculating a cost-plus damages award would be
difficult, and, because of phenomena such as hindsight bias, court decisions could
be “systematically biased” toward unduly low awards.® Moreover, there is a
countervailing possibility of systcmatic overcompensation to the extent that
innovators  “goldplate™  patent-related investments in  anticipation of
reimbursement.”’  Abramowicz notes that the problem of goldplating can be
checked by the abilify of patent-knowledgeable users to choose pot to use a
patented invention, rather than pay a cost-plus-based price.™ Nonetheless,
inadvertent infringers could dilute or effectively eliminate this check because of
their inability to make the relevant price-based choice.” After studying potential
advantages and disadvantages of a cost-plus damages regime through a series of
stylized simulations,” Abramowicz concludes that potential problems caution
against jumping abruptly to an cntircly cost-plus damages patent regime,” but that
potential benetfits support exploring this pelicy option, perhaps by first “allowing
cost-plus damages to be a small factor” in patent damages assessment,

In. Adjusting Patent Damages for Nonpatent Incentives,” Lisa Larrimore
Quellette enriches proposals for cost-based patent damages by suggesting that
courts might decrease damages in light of nonpatent incentives, such as government
grants or tax relief, that effectively reduce private costs of innovation.* OQuellette
acknowledges concerns with administrability® and the proper distribution of
burdens among infringers,” but she points to a countervailing concern—namely,
that fatlure to account for nonpatent incentives can promote overcompensation of
patentees relative to what is necessary to induce desired innovation.”” Ouellette
notes that there are potential alternative or supplementary approaches to accounting
for nonpatent incentives: these include (1) restricting patentability for innovation
spurred by “significant nonpatent incentives,” (2) conditioning the award of
nonpatent incentives on the limitation of patent rights, and (3) “a requirement to
repay nonpatent rewards out of patent revenue.”™ Ouellette contends that the
Patent Act’s provisions for reasonable royalty damages and for reasonable

.

I,

fd. (noting that users “can simply decide not to use the patented invention™).

{d. (noting that inadvertent infringers can “expericace negative utility” from “pay[ing] damages in
exgess of the valuation of the products” under a cost-plus damages regime).

Td. (using simulations to explore privale and soctal welfare effects of different legul regimes).

Id. (“We cannot get to this patent system without at least some much more modest experimentation
with cost-plus damages."}.

2 I

¥ Lisa Larrimore Ouellette, Adjusting Patent Damages for Nownpatent Incentives, 26 TEX. INTELL.
Prop, LI (forthcoming 2018).

I al __ (proposing that courts “reducle] patent damages to account for the nonpatent rewards that
an invention has received, including the ex anie reduction of risk™).

Id. (veporting doubts that cost-based damages “are practically feasible for courts to implement™).
Jd. (noling concern (hat payment for pafented technology “should ideally be shared across all
nsers . . . and net just the lirst party (0 be sued™).

Id. (“[A]llowing a firm to claim these nonpatent rewards in addition Lo 1u!l patent rents might lead

to returns far in excess of what was needed to efficiently incentivize development.™).
48
I,

40
4]

44

45
46

47
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compensation for infringement by the United Statos provide opportunitics for
implementing nonpatent-incentive adjustments under cxisting law.*

In Dzatmgmshmg Damages Paid from Compensation Received: A Thought
Experiment,”” Peter Lee completes the trilogy of articles focusing on” cost-based
approaches by exploring the possibility of combining cost-based damages with a
decoupling of two functions of patent damages: (1) directly rewarding patent
holders and (2) deterring infringement.”’ Courts could effect this decoupling by
making awards to patentees that are capped at some amount of patentee costs plus
reasonable proﬁt and thus could be less than payments required of adjudged
infringers.”” Lee adds an important qualilication, however: “if calculating and
apportioning inducement costs becomes more trouble than it's worth, a court
clould] always simply allocatc the full measure of make[-|whole, price-bascd
damages to the patentee.”” Lee further suggests that, when infringers’ court-
ordered payments exceed patentees’ court-ordered awards, the resulting surplus
could be used to fuod further “research and development, thus advancing the
overarching aims of the patent system.”™

Additional proposals for altering current approaches fo patent remedics come
from Ronen Avraham and Mark Janis. In Stetutory Damages as a Remedy for
Design Patent Infringement,” Janis surveys existing provisions for damages for the
infringement of patents for ornamental designs™ and considers the possibility of a
more robust role for statutory damages.”” In Samsung Electronics Co. v. Apple
Inc.,” the United States Supreme Court indicated that the “total profits” recoverable
for design-patent infringement could be limiled to the profits derived from “an
article of manufacfure” that constitutes only a portion of an infringing product.”™
Janis suggests that, at least “in the short term,” a “simple or predictable test” for the
nature of the relevant article of manufacture is likely o be clusive and that design
patent owners will therefore consider alternative remedies.® In his view, however,

*¥  Id. (discussing scholarship on the potential use of cost in determining damages under existing law);

id. (noting that, “in the § 1498 context, courts have already considersd nonpatent incentives in
patent damages calculations” (emplasis omitted)).

Peter Lee, Distinguishing Damages Paid from Compensation Rec ewed A Thought Experiment, 26
Tex. INTELL. PrOP. L.J. {[orthcoming 2018).

Id. (proposing to “separat[c] the amouni of compensation that patentees receive from the amount
ol damages that infringers pay”).

I, (deseribing the proposal for decoupling). To avoid overcompensating a patentee relative to the
inducement measure while also maintaining deterrence ol infringement, Lee suggests rctaining
traditional measures for the standurd damages to be paid by an infringer while at the sume time
awarding to a patentee only the {faction of the standard damages that the patentee bas shown to be
necessary to cover “inducement costs based on [] actual and projected expenditures as well as
opportunity costs of capital” associaled wilh relevant innovation cfforts. fd at

I

*

# Mark D. Janis, Statutory Damages as a Remedy for Design Patent Infringement, 36 Ruv, LiTIG.
{forthcoming 2018).

Id. (discussing remedics for design-patent infringement).

1d. (considering how a more meaningful stalulory remedies regime mipght be structured).

¥ 1378, Ct, 429 (2016).

I at434.

" Janis, supre note 59,

5l

H

51

56
57
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the current statutory damages provision for design patents “is a virtual dead letter™
because of its restriction of awards to $250.°' Janis further contends that, for
patented designs, lost-profit damages will often be especially difficult to prove
because of the likely existence of substantial non-infringing alternatives.” Finally,
Janis casts doubt on the notion that reasonably royalty damages “would be a good
fit for design patent infringement,” in part because “(alnecdotal evidence suggests
that, unlike many areas of ufility patenting, there is no active licensing market for
design patents.”™ Janis thus cntertains the possibility of amending the Patent Act to
allow for much more substantial statutory damages for design patent infringement,*
albeit perhaps only in cases of “design patent counterfeiting™ and with appropriate
safe harbors for retailers or other “innocent infringers.”®

In Should Courts Award Pain and Suffering Damages in Patent Infringement
Cases?,” Ronen Avraham considers an arguably more radical proposal: permitting
monetary relief for so-called non-economic hanms inflicted by patent infringement
such as the pain and suffering of an individual inventor,”® Avraham argues that,
“from an cconomic perspective . . . , non-economic harm should be compensated in
order to incentivize would-be infringers to internalize the full social harm of their
conduct.”  Avraham compares the pain and suffering that infringement inflicts on
individual inventors to the emotional distress for which certain victims of breach of
contract or property rights violations have been able to obtain recoveries.”” Tn
considering potential avenues for implementation of his proposal under existing
law, Avraham explores the extent to which pain and suffering damages may be
awarded as cnhanced damages as opposed to standard compensatory damages.”!
Avraham contends that, even if restricted fo situations' involving individual
inventors, the proposal to allow non-ecoromic damages could be significant
becausc solo inventors still bring about 5% of patent-infringement suits.™

Other authors focus even more substantially on deterrence or punishment of
infringers as opposed 1o compensation of patentees. Tn Punifive Patent Liabilitv: A
Comparative Examination,” Dan Burk considers the cxtent to which damages

I

& pd (“[A] design patent owner’s efforts to delend against [unctionality by showing the existence of
non-infringing alternative designs for carrying out the samc function may well underming ifs

o efforts to establish entitlement to lost profits.™).

© I

#  See id. (concluding that, with “suitable safeguards for retailers and consumers,” s revised regime

N of stattory damages could provide “a viable remedy lor design patent inftingement™),

T Ronen Aviaham, Showld Courts Award Pain and Suffering Dumages in Patent Infringement

Cases?, 26 TEX. INTELL. PRoP. L.J. (forthcoming 2018).

fd. (" arguc that there is room for cognizable non-ecounomic harm in patent-infringcment

cascs. . ..M.

® i

™ fd {comparing harm (o solo inventors to the distress from “defective construction of [a] dream

home™ and from “wronglul denial of [insurance] coverage™).

See id. (discussing the Patent Act’s provision for enhunced dumages).

7d, (“[A] large portion (5%) of cases are stitl brought by solo inveniors ... ™).

Dan L. Butk, Punitive Patent Liability: 4 Comparative Examination, 36 ReY, Ling. ({orthcoming

2018).

L2
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remedies can substitute for injunctions as deterrents to “opportunistic or strategic
patent infringement™™ while also maintaining protiction against strategic behavior
by patentees.”” Burk specifically examines the policy calculus for patent remedies
in relation to “the global serics of disputes surrounding ‘standard essential patents’
(SEPs) in handheld telecommunications devices, a set ol disputes sometimes
dubbed the ‘smartphone wars.’ 7™ SEPs can create or reinforce technological
bottlenecks, giving their owners great leverage over market participants.”  To
facilitate navigation of these bottlenecks, standard sctting organizations commonly
have owners of SEPs commit to licensing their technology on * “fair, reasonable
and nondiscriminatory” (FRAND) terms to all adopters.””® But when licensing
breaks down, courts confront questions of how to enfarce SEPs. Burk suggests that,
for patents subject to FRAND commitments, courts might helpfully follow the law
of restitution in providing “a spectrum of penalties, largely tied to the degree of
scienter attached to the act of unjust cnrichment,” and culminating in “full
disgorgement of the wrongdocr’s profit.””” Burk adds that German courts have all
the doctrinal tools needed for this approach and that such action would comport
with “remedial flexibilities within the [Europcan Union] Intellectual Property
Rights Enforcement Dircetive.”™

In Punishing the Malicious Pirate in Patent Law," Karen Sandrik cxamines a
reeent opinion of the United Siates Supreme Court on enhanced damages and
argues that the Court’s exclusive emphasis on “deliberatc wrongdoeing’ as the basis
for enhancement™ deviates from a history in which deterrence and compensation
also featured as justifications.® Sandrik notes that the Supreme Court’s apparent
focus on infringement as a form of private wrong contrasts with recent scholarship
characterizing patent law as a form of public-purposc-oricnted market regulation.
In light of the facial private-rights orientalion of the Court’s opinion, Sandrik
considers how traditional arcas of private law have balanced concerns with gencral
welfarc and individual rights.” Specifically, she obscrves that the tort of bad-faith
breach of contract arosc from concern that insurers might rcject “reasonable
scttlement offers™ in hopes that a claimant might lack the motivation or resources to

* ol

" See id. (suggesting existence of “a path to deter strategic behavior by polential licensees, while
sefting remedial defaults thut deter the more serious problem of strategic behavior by {standard
csscntial patent] holders™).

™ rd

7 Id. (describing the importance of standards for inferoperability, resulting network effects, and the
phenomenen of “lock in,” which can give a “standard owner enormous market leverage™).

s

o

L 4

% Karen Sandvik, Punishing the Malicious Pirate in Patent Law, 36 REV. LITiG, {(fortheomning 2018),

' alo Elecs., Inc. v. Pulse Elces,, Inc., 136 S. CL, 1923, 1932 (2016).

# SBandrik, supra note 81 (“[M]any ol those early cases understood enhanced damages as serving a

deterring and/or compensating role.”).

fd. (“Patent law scholars have argned that tori law, or more generally, private law remedies, are a

poor it in light of patent doctrine and/or patent policy.”). '

fd. {exploring “the tort action of bad-faith breach of contract” as a potentially “usclul analog to

enhanced damages in patent law aller Halo™).
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challenge the insurer’s behavior.® Sandrik analogizes this concern with insurer

behavior to concern that a user of patented technology will knowingly neglect to
obtain a license and engage in infringing use because the user belicves that the
patent holder will likely fail to detect infringement or decline to undertake the costs
of suing for patent infringement.”” Sandrik concludes that, although the analogy is
imperfect, judicial experience with the tort of bad-faith breach of contract suggests
how courts might develop a wrongfulness-based approach to enhanced damages
that is workable and at least incidentally serves—or avoids disserving—patent law’s
public aims.*

Finally, in Discretion in Patent Dw":fzages,g9 the author of this Foreword, Joha
Golden, examines institutional allocations of discretion in awarding patent damages
and cbserves that recent Supreme Court decisions have enforced a strong delegation
to district courts of discretionary power over monetary relief.”” On the other hand,
the Court has not yet rejected efforts by the U.S. Cowrt of Appeals for the Federal
Circuit “to limit trial court discretion in awarding reasonable royalty damages.™
Golden suggests that this apparent toleration of discrction-limiting actions might
refleet the incremental or case-by-case approach that the Federal Circuit has taken
in relation to reasonable royalty damages.” Golden suggests that the Supreme
Court appears to have embraced a view under which trial judges are to have
substantial “authoritative discretion” over patent remedies,” but appellate courts
still have important roles to play in ensuring a reasonable degree of uniformity in
approaches to damages assessment, partly through providing guidance in the nature
of informing “principles and illustrative markers.”™ In Golden’s view, this general
approach to allocating institutiona!l responsibilitics can be an cffective way to
respond to problems of individuality, contingency, and uncertainty regarding the
content of optimal legal doctrine or practice.”

The twelve symposium articles on patent damages thus advance debate across
multiple fronts and do so through a variety of distinct approaches. The articles’
pluralism in targets and methods seems a healthy way to engage fundamental

B Jd (“Originally this action arose in tesponse to third-party liability insurers that rcjected

reasenable settlement offers within the policy Timits.™),
¥ Cf id. (contending that the imposition of “a mandatory minimum of treble damages” in the Patent
Act of 1793 suggested Congress’ belief that court awards would otherwise be under-compensatory
for a prevailing patenfee or “that detection and enforcement of patent infringement would be
dilTicult™),
id. (suggesting that thc Supreme Cour(’s epinion in Halo oeed not “open the floodgates of
enhanced damages claims and embolden nonpracticing entilies™).
John M. Golden, Discretion in Patent Damages, 36 REV. LITiG. {forthcoming 2018).
I, (“[T]he Supreme Court has recently obliterated legal rules developed by the Federal Circuit that
. significantly limited trial court discretion.™).
id. .
2 Jd (noling the Supreme Court's apparent support for “evolulionary resirictions on frial-level
discretion™).
¥ td.
o
% Jd {noting “concerns of uncertainty, contingency, and context specificity”™ in relation to patent
damages, and observing that “opportunitics for trial-level experimentation can enable better and
ultimately best practiccs to cmerge™).
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problems in assessing monctary relief for patent infringement.” With luck, these
ctforts can help law and lcgal practice advance to a point at which the awarding of
palent damages is no longer said “to involve more the talents of a conjurer than
thosc of 4 judge.””’

% f John M. Golden, Robert P. Merges & Pamela Samuelson, The Path of [P Studies: Growth,
Diversification, and Hepe, 92 Tex. L. Rrv. 1757, 1766-67 (2014} (discussing benefits of
“methodological diversity™).

7 Res(Net.com, Tnc. v, Lansa, Inc., 554 F.3d 860, 869 (Fed. Cir. 2010} {internal guotation marks
omitted).
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The calculation of patent damages lies at the epicenter of patent policy, yet it
remains one of the most contentious issues in all of intellectual property law. The
dominant legal framework equates a reasonable royalty, the most prevalent patent
damage award, to a hypothetical negotiation between the parties at the time in-
fringement began. Commentators and courts generally agree that existing compa-
rable patent licenses, which represent arm’s-length transaction between two unre-
lated private parties that places a monetary value on the patent, are highly
probative in determining a reasonable royalty. The lack of publicly available licens-
ing data, however, limits the ability of courts to identity appropriate comparable
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licenses. In this paper, we argue that there is a large untapped trove of information
on existing patent licensing agreements, many of which are likely more probative to
reasonable royalty calculation than currently existing licensing data offered by pa-
tent damage experts. This novel source of data is tax-related “transfer prices,"

I. Imtroduction

The calculation of patent damages lies at the cpicenter of patent policy, yet it
remains one of the most contentious issues in all of intellectual property law.'!
Scholars debate whether the damage rules result in systematic overcompensation of
patentees.” The press routinely reports eye-popping, ten-figure damage awards.” Af-
ter a decade of trying to pass major patent reform, Congress succeeded only after
the divisive patent damages provisions were expunged from the bill.*

The Patent Act provides that “[u]pon [inding for the claimant the court shall
award the claimant damagcs adcquate to compensate for the infringement, but in no
event less than a reasonable royalty.” There is gencral agreement that part of the
discontent with patent damages stems from this “reasonable royalty” calculation,
which is the most prevalent patent damage award.” The dominant legal framework
cquales the reasonable royalty to that of a hypothetical negotiation between the par-
ties af the time infringement began, wherein courts are instructed to consider fifleen
Georgia-Pacific factors in reconstructing this negotiation.” This laundry list of fac-

The SEDONA CONFIRENCE WORKING GRP., COMMENTARY ON PATENT DAMAGES AND REMEDIHS 23
{2014), hitps://thesedonaconference.org/download-pub/3827; US. FEp. TRADE CoMM™, Thk
EvOLVING IP MARKEIFILACE: ALIGNING PATENT NOTICE AND REMEDES WITIT COMPEITION (2011);
NAT'L ROSEARCH COUNCH,, NAT'L ACADS. OF SCL, A PATENT SYSTEM TOR TIT: 21% ChNTuRY
{STEPHEN A, MERRILL, RICHARD C. LEVIN & MARK B. MYERS ©ns,, 2004); U.S. FED. TRADE
COMM®™N, TO PROMOTE INNOVATION: THE PROPER BALANCE OF COMPLTTIION AND PATENT LAW AND
Popricy {2003). )
See, e.g., Thomas E. Cotter, Patent Holdup, Patent Remedies, and Antitrust Responses, 34 1. CORp.
L. 1151, 1152 53 (2009); Einer Elhange, Do Patent Holdup and Royalty Stacking Lead to System-
atically Fxcessive Rayalties?, 4. J. COMPETITION L. & Eoon. 535, 535-36 (2008); John Golden,
“Patent Trolls” and Palent Remedies, 85 Tex, L. Rev, 2111, 2112 (2007); Mark A. Lemley &
Carl Shaprio, Patent Holdup and Royalty Stacking, 85 T L, REv, 1991, 1994 (2007). )
See, e.g., Jonathan D. Rockoff, Gilead Sciences Ordered to Pay 32,5 Billion in Damages (o Merck
& Co.,, WALL ST. I (Dec. 15, 2016, 6:10 PM), hutp://www.wsj.com/articlcs/gilcad-scicnces-
ordered-to-pay-2-5-billion-in-damages-to-merck-co-1481843183 (reporting the original verdict in
Idenix Pharm. LLC v. Gilead Scis., Inc.,, No. CV 13-1987-1.PS, 2016 WL 6802481 (D. Del.
2016)); Sinead Carew, Microsoft Hit with $1.52 Billion Pateni Damage Verdict, VC NEWS
NETWORK (Feb. 22, 2007, 7:07 PM), bttp://www.rcuters.com/article/idUSWEN465120070223
(repotiing original jury verdict in Lucent Techs., Inc. v. Gateway, Inc., 580 F. Supp. 2d 1016, 1028
(5.D. Cal. 2008}, rev'd 580 E.3d 1301, 1308 (Fed. Cir. 2009)).

* America Invents Act, Public Law 112-29 (2011).

5 35118.C. § 284 (2019),

PRICEWATERHOUSECOOPERS, 2014 PATENT LITIGATION STUDY: AS CASE VOLUME LEAPS, DAMAGES
CoNTNUE - GENERAL. DECLINE, 9 (2014), available  aof hitps:/fwww pwe.com/us/en/forensic-
services/publications/assets/201 4-patent-litigation-study. pdf.

T Georgia-Pac. Corp, v, U.S, Plywood Corp., 318 F. Supp. 1116 (S.D.N.Y. 197), mod. and aff d, 446
E.2d 295 (2d Cir. 1971), cert. dewied, 404 U.S. 870 (1971).
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tors has been subject to intense criticism for failing, among other things, to provide
the courts with sufficient guidance in determining patent damages.”

One way courts have responded to the subjectivity in determining reasonable
royalties is to place more weight on the one objective, measurable Georgia-Pacific
factor—existing comparable patent licenses. An existing patent license represents
an arm’s-length transaction betwcen two unrclated private partics that places a
monetary value on the patent. The use of existing comparable licenses may enable
courts to utilize private valuations to gauge patent damages. For these reasons,
comparablc licenscs might well constitute the best available evidence for recon-
structing a hypothetical royalty negotiation. In fact, despite the controversy sur-
rounding patent damages, there is general agreement that existing comparable pa-
tent licenses are highly probative in determining a rcasonable royalty.’

While existing comparable patent licenses are arguably the preferred approach
of courts and commentators, the lack of publicly availablc licensing data limits the
ability of courts to identify appropriate comparable licenses. In this paper, we argue
that there is a large untapped trove of information on cxisting patent licensing
agreements, many of which are likely more probative to reasonable royalty calcula-
tion than currently existing licensing data offered by patent damage experts. This
novel source of data is tax-related “transfer prices.”

8 See, e.g., Daralyn I. Durie & Mark A. Lemley, A Structured Approack to Calculating Reasonable

Royalties, 14 Lewis & CLARK L. REv, 627, 632 (2010} (stating that “[w]ith at lcast fiftccn factors, a
complex interaction between them, and little limit on expert testimony on damages, there is likely
to be evidence somewhere in the case that could be construed to support virtually any number the
Jury might settle on”). Relatedly, the nebulous nature of the factors, along with the lack of guid-
anee on how to weigh the factors, limits the ability of 4 court to review whether a jury’s award is
supported by substantial evidence, Christopher B. Seaman, Reconsidering the Georgia-Pacific
Standard for Reasonable Royalty Patent Damages, 2010 BYU L. Rev. 1661, 1688 (2010).

See, e.g., Lucent Techs., Inc. v. Gateway, Inc., 580 E.3d 1301, 1323-39 (Fed. Cir. 2009); Apple,
Ine. v. Samsung Elecs. Co., No. 12-CV-00630-LHK, 2014 WL 6687122 (N.D. Cal. Nov. 25, 2014)
{setting ongoing royalty payments); Apple, Inc. v. S8amsung Elecs. Co., No. 11-CV-01846-LHEK,
2014 WL 549324 (N.D. Cal, Feb. 7, 2014} (denying Apple’s request for additur following a second
trial on damages); In re Innovatio [P Ventures, LLC Patent Litig., No. 11 C 9308, 2013 WL
3593609 (N.D. IIl. Oct. 3, 2013); Apple, Inc. v. Motorola, Inc., 868 E. Supp. 2d 901 (N.D. Il
2012) (Posner, 1), aff’d in part, rev'd in part, vacated in part, 757 F.3d 1286 (Fed. Cir. 2014);
Siephen J. Conroy et al., The Case for Admitting Settlement License Agreements in a Reasonable
Royalty Anafysis, 46 Los NOUVELLES 291 (2011); Merriti J. Hasbrouck, Profecting the Gates of
Reasonable Royalty: A Damages Framework for Patent Infringement Cases, 11 J, MARSHALL REv,
INTELL. PrOP. L. 192, 215 (2011); Johr C. Jarosz & Michacl J. Chapman, The Hypothetical Nego-
tiation and Reasonable Rovalty Damages: The Tail Wagging the Dog, 16 STAN. TECH, L. REv. 769
(2013); Layne 3. Keele, Res ") "ing Patent Infringement Damages Afier ResQNet: The Dangers of
Litigation Licenses uy Evidence of a Reasonable Royalty, 20 TEX. INTELL. Prop, 1.J. 181, 205
(2012); David O. Taylor, Using Reasonable Rovaities to Value Patented Technology, 49 Ga. L.
Rev. 79 (2014); Jaimeson Fedell, Note, 4 Step in the Right Direction: Patent Damages and the
Elimination of the Entire Murket Value Rule, 98 MiNN. L. REv. 1143, 1146-50 (2014), But see,
William F. Lee & A. Douglas Melamed, Breaking the Vicious Cycle of Patent Damages, 101
CorNELL L, Rev, 3835 (2016); Erik Hovenkamp & Jonathan Masur, How Patent Damages Skew Li-
censing Markets, 36 Rev. LTic. 379 (2017).
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As part of their multinational opcrations, corporations routincly transfer rights
to use their patents to their subsidiaries located in different jurisdictions.' The
amount paid by one related company to another for the economic rights to the pa-
tent is the patent’s transfer price. Because the sourcing of income and expenses af-
feets the amount of taxable income reportable in a jurisdiction, countries are often at
odds regarding the appropriatc value to be placed on the usc of intellectual property
developed in onc jurisdiction but used by a business in another. Multinationals that
are attempting to minimize their taxes have strong incentives to shift earnings to
low-tax jurisdictions. Hence, countrics have developed an cxtensive and detailed set
of rules and regulations guiding transfer pricing. Laws require, among other things,
that transfer prices reflect an arm’s-length transaction between unrelated partics,
that multinationals hire appraisers to prepare rigorous documentation justifying their
transfer prices, and that multinationals attest to the prices’ accuracy under severc
penalties,”’ Moreover, the Internal Revenue Service (“LR.S.”) has thc ability to re-
Ject any transfer price that they contend does not fall within an arm’s-length transac-
tion between the unrclated parties. Given the similarity between the arm’s-length
tax standard and the Georgia-Pacific factor of cxisting “comparable patent licens-
es,” we contend that the tax-rclated transfer prices, at least within certain circum-
stances, arc highly relevant data in determining the rcasonable royalty patent dam-
age award.

The relationship between tax-rclated transfer pricing and patent litigation has
largely gone unnoticed, with one notable exception.'* Andrew Blair-Stanek has pre-
viously argued that the tax minimization incentives associated with moving intellec-
tual property from the United States (U.S.) to a “tax-haven” jurisdiction removcs
almost the entirc cconomic reality of transfer prices.” Hence, by requiring courts to
rcly on transfer prices in setting damages, he contends that the courls can mitigate
multinational corporations’ tax avoidance. Qur analysis differs from Blair-Stanck in
two critical ways. First, while we agree that tax incentives certainly influcnce trans-
fer prices, we do not believe that tax incentives render transfer prices completely
meaningless. That is, we contend that {ransfer prices reflect the economic value of
the patent, at least within seme bargaining range. Second, our analysis differs from
Blair-Stanek in that we consider transfer pricing on a global scalc—i.c., not just
moving intellectual property out of the U.S. and into a lower-tax jurisdiction. In do-
ing so, we arguc that, depending upon the tax rate of the jurisdiction, royalty pay-
ments/license fees within the multinational corporation can be simultancously up-
wardly and downwardly influenced by tax incentives. As a result, we contend that

Often, the transfer is effectuated through a ticensing agreement.

See infra ParL 11.

There is a nascent literature at the infersection of micllectual property law and tax law. See, eg.,
Jeffrey A, Maine & Xuan-Thao Nguyon, The Unegual Tax Treatment of Intellectual Properiy, 130
Tax NOTES 931 (2011); Xuan-Thao Nguyen & Jeftrey A. Maine, Equity and Efficiency in Intellec-
tual Property Taxation, 76 BROOK. L. REv. 1 (2010).

Andrew Blair-Stanek, fntellectual Property Law Solutions to Tax Avoidance, 62 UCLA L. REv. 2
{2015).
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tax-related transfer prices may be used to provide both an upper and lower bound to
the multinational corporation’s valuation of its patents,'

This Article proceeds in four parts. Part 11 details patent law damages, high-
lighting the growing dominance of existing patent licenses in the calculation of pa-
tent damages, and noting that the dearth of comparable existing licenses limits the
effectiveness of this approach. Part 11l introduces transfer prices and the host of
U.S. regulations that ensure transfer prices reflcct an arm’s-length value. By taking
a global perspective, Part [V cxamincs when transfer prices are likely to represent
the upper or lower bounds of a bargaining range based upon tax structures. Finally,
Part V explores when transfer prices are the most informative to calculating reason-
able royalty damage awards in patent cases and how transfer prices are devoid of
some of the distortions that plague existing patent licenses. between unrelated par-
ties,

11. Patent Damages

Patents help to nudge society towards thc optimal level of innovation by giving
inventors @ mechanism to recoup their research and development expenses.” Pa-
tents have value because they enable the owner to recoup these expenscs—i.c., in-
crease their profits—either by excluding others from the market in which they sell
products or by receiving royalties by licensing the patent.

Once a patent is found to be valid and infringed, its owner is entitled to in-
fringement damages. The governing statute provides for “damages adequatc to
compensate for the infringement, but in no event lcss than a reasonable royalty.”*®
Courts have interpreted this language to conclude that patent damages come in two
primary mcasurcs: lost profits and reasonable royalties. Lost profits provide the pa-
tentee with a damage award of the profits the patentcc would have made but for the
infringing sales.”” Thus, only patentees that participate in a market in competition
with the infringer, such as by selling its own product that practices the patent, will
be eligible for lost profits damage awards.'®

i4 J(d

See WILLIAM D). NORDHAUS, INVENTION, GROWTH, AND WELFARE; A THEORETICAL TREATMENT OF
TRCHNOLOGICAL CHANGE 76 (1969) (explaining the need for finding the optimal patent length, be-
cause the longer a patent lasts, the greater the social cost of that patent due to inefficiencies causcd
by monopaly of information).

6 35 U.8.C. § 284 (2015).

7 Mars, Inc. v. Coin Acceptors, Inc., 527 F.3d 1359, 1366 (Fed. Cir. 2008) (“[Platentees tend to try
to fit their damages cases into the ‘lost profits” framework, or else fall back on the statutory grant
of a reasonable royalily,™),

BIC Leisure Prods., Inc. v. Windsurfing Int’l, Inc,, T F.3d 1214, 1219 (Fed. Cir. 1993) (reversing
the award of lost profits becausc the patentee and infringer did not compete in the same market),
The classic example of lost profits is diverted sales—that is, profits the patentee would have made
from sales it lost to the infringing product. See, e.g., Micro Chem., Inc. v. Lextron, lnc., 318 F.3d
1119, 1124 (Fed. Cir. 2003); State Indus., Inc. v. Mor-Flo Tndus., Inc., 883 F.2d 1573, 1578 (Fed.
Cir. 1989). Lost profits may also arisc from price erosion, wherc competition from the infringer re-
sults in the patentee lowering its prices and hence earning lower profits on the goods it sells. Lany,

12
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Proving lost profits, however, is not an easy endcavor.”® The prevailing patent-
ee must prove (1} the extent of demand for the patented product, (2) the absence of
non-infringing substitutes for that product, (3) the patentee’s ability to meet the ad-
ditional demand by expanding manufacturing capacity, and (4} the extent of profits
the patentce would have made.” Case law also requires an inquiry into how the pa-
tentee would divide sales with other companies in the market selling non-infringing
or licensed goods.”* The difficultics associated with proving lost profits are partly
responsible for why lost profits have been declining as a basis for recovery for pa-
tent infringement. In recent years, lost profits have constituted less than 37% of all
patent damage awards.”

In contrast, reasonable royalties, which scrve as the floor to patent damages,
have become the dominant damage award determination. Today, over 80% of all
patent damagc awards are reasonable royalties.” Reasonable royalties are awarded
by the courts in two different scenarios. First, when a patentce who manufactured
the patent product fails to mect the standards of proof associated with proving lost
profits.** Second, when the patentee does not sell the patented invention herself and
may, or may not, license the patent in question to others who sell the patented in-
vention.” The principal legal framework in patent law for the rcasonable royalty
damage sets the royalty to the amount that would be agreed upon in a hypothetical
ncgotiation between the parties at the time infringement began.*® This hypothetical

Ine. v. Johns-Manville Corp., 718 F.2d 1056, 1065 (Fed. Cir. 1983); Jorn M. SKuNyon,
CTIRISTOPIIER 8. MARCIIDSE & JOIIN LAND, PATENT DAMAGES Law AND PRACTICES § 2.4 (2009).
Historically, patentees have preferred an award of lost profits to a reasonable royalty, as the former
better tracks the monopoly value of the patent than the latter. Mark A, Lemley, Distinguishing Lost
Profits from Reasonable Rovalties, 51 W, & Magry L. Rev. 655, 660 61 (2009). However, more
recently some patentees are able fo pursuc greater recovery by secking reasonable royalty damages
instead of lost profits. See, eg., Monsanto Co. v. McFarling, 488 F.3d 973, 973-81 (Fed. Cir.
2007) (affirming a jury award of rcasonable rovalty damages of $40 per bag of soybean seed,
which was morc than six times greater than the plaintiffs lost profits).

¥ See, e.g., Panduit Corp. v. Stahlin Bros. Fibre Works, 575 F.2d 1152, 1156 (6th Cir. 1978). The
United State Court of Appeals for the Federal Circuit has adopted this framework as its primary,
but not exclusive, method to analyze lost profits. Gyromat Corp. v, Champion Spark Plug Co., 735
F.2d 549 (Fed. Cir. 1984).

See Mor-Flo Indus., 83 F.2d at 1578 (applying the market share rule to determine the amount of
sales the patentee would have made but for the infringing activity),

PRICEWATCRIIOUSCCOOPERS, supra nole 8, at 9, The rise of non-practicing entitics has also likcly
played an important role in lost profits becoming a declining basis for recovery for patent in-
fringement. /d.

Searnan, supra note 8, at 1688,

¥ 357.8.C. § 284 (2015),

®  Poly-America, L.P. v. GSE Lining Tech., Inc., 383 £3d 1301, 1311 (Fed. Cir. 2004) (holding that
reasonable royalties arc the only damages for a patent owner that sells a device whose sales are
negatively affected by the sale of the infringing product).

The Federal Circuit has blessed several other approaches, inciuding an “analytical method™ that.
beging with caleulating the defendant’s profit from utilizing an infringing product and subtracts
“the infringer’s usual or acceptable net profit from its anticipated net profit realized from sales of
infringing devices.,” Lucent Techs.,, Inc. v. Galeway, Inc, 583 F.3d 1301, 1324 (Fed. Cir. 2009)
{quoting TWM Mfy. Co. v. Dura Corp., 789 F.2d 895, 899 (Fed. Cir. 1986)); see Taylor, supra

pat
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negotiation standard assumes both that the parties are willing to negotiate and that it
was known to a certainty that the patent was valid and infringed at the time of the
negotiation.”’

Courts often rely upon a list of fifteen factors, known as the Georgia-Pacific
factors, to help in determining a reasonable royalty rate.”® These factors pose many

note 11, at 118, Nevertheless, the hypothetical negotiation remaing the dominant framework.

7 Georgia-Pac, Corp. v. U.8. Plywood Corp., 318 F, Supp. 1116 (S.D.N.Y, 197), mod. and aff’d, 446
F.2d 285 (2d Cir. 1971), cert. denied, 404 1.5, 870 (1971 As the Federal Circuit has explained:
“The hypothetical negotiation tries, as best as possible, to recreate the ex ante licensing negotiation
scenarto and to describe the resulting agreement, [n other words, if infringement had not occurred,
willing parties would have cxccuted a licensc agreement specitying a cortain royalty payment
scheme.” Lucent Techs., Inc., v. Gateway, [ne. 580 F.3d 1301, 1324 (Fed. Cir. 2809).

2 The factors are:

1.

2.
3

10,

11.
12,

14.
15.

Rovyalties patentce reccives for licensing the patent in suit, proving or fending to prove an cs-
tablished rovalty.

The rates paid by the licensee for the use of other patents comparable to the patent in suit.
The nature and scope of license, as exclusive or non-exclusive; or as restricted or non-
restricted in terms of territory or with respect to whom the manufactured product may be
sold,

The licensor’s established policy and marketing program to maintain patent monopoly by not
licensing others to use the invention or by granting licenses under special conditions de-
signed to preserve that monopoly.

The commercial relationship between licensor and licensee, such as, whether they arc com-
petilors in the same territory in the same line of business; or whether they are inventor and
promotet,

The effect of selling the patented specialty in promoting sales of other products of the licen-
see; the existing value of the invention to the licensor as a generator of sales of his non-
patented items; and the extent of such derivative or convoyed sales.

The duration of patent and term of licensc.

The established profitability of the products made under the patent; its commercial success;
and its current popularity.

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

The nature of the patented invention; the character of the commercial embodiment of it as
owned and produced by the licensor; and the benefit of those who have used the invention.
The extent to which the infringer has made usc of the invention and the value of such use.
The portion of profit or the selling price that may be customarily in the particular buginess or
in comparable businesses to ailow for the use of the invention or analogous inventions,

. The portion of realizable profit atiributable to the invention as distinguished from non-

patented elements, significant features / improvements added by the infringer, the manufac-
turing process or business risks,

Opinion testimony of qualificd cxperts.

The amount that a licensor {such as the patentee) and a licensee (such as the infringer) would
have agreed upon (at the time the infringement began) if both had been reasonably and vol-
untarily trying to reach an agreement; that is, the amount which a prudent licensee-who de-
sired, as a business proposition, to obtain a licensc to manufacture and sell a particular article
embodying the patented invention—would have been willing to pay as a royalty and et be
able to make a reasonable profit and which amount would have been acceptable by a prudent
patentee who was willing to grant a licensc.

(eorgia-Pac., 318 F. Supp. at 1119-20; Unigplay, S.A. v. Am. Elec. Sign Co., [nc., 69 F.3d 512,
517 n.7 {Fed. Cir. 1995},



8 TEXAS INTELLECTUAL PROPERTY LAW JOURNAL [Vol. 26:001

relevant questions—such as the royalty rates people have been willing to pay for the
invention in question or similar inventions in the industry—and, overall, represent a
broad spectrum of considerations relating to the patent holder’s and infringer’s po-
tential gains from the patented technology. The use of the Georgia-Pacific factors in
calculating reasonablc royalties, however, has been subject to intense criticism.?

Perhaps the most salient arc concerns that Georgia-Pacific gives courts and ju-
ries no meaningful guidance as to how the fifleen factors should be weighted or
comparcd.” Observers contend that the long list of Georgia-Pacific factors can
overload the trier of fact with factors that may be “irrelevant, overlapping, or even
contradictory.”" Relatedly, others contend that the long list of Georgia-Pacific fac-
tors are sufficiently vague as to provide decision-makers almost limitless discretion
in making a damage award determination.”® The result has been to leave courts
largely at the mercy of the partics” damages experts, which routinely differ by sev-
eral orders of magnitude in their vatuations. Given the wide disparity in the valua-
tions proffercd by the parties, the courts arc in desperate need of additional cvidence
to help narrow the range of a reasonable royalty patent damage award.

From a theoretical perspective, how should the courts attempt to reconstruct
the hypothetical negotiation? An application of ¢conomic theory suggests that the
trier of fact should be determining the lower and upper bounds of the bargaining
range.” The lower bound of the bargaining range is the minimum amount the licen-

Although the Georgia-Pacific factors still dominate the legal landscape, scveral recent Federal
Circuit cases have indicated a decline in the primacy of these [actors in caleulating reasonable roy-
allies. See, e.g., ResQNet.com, Inc. v. Lansa, Tnc., 594 ¥.3d 860, 869 (Fcd. Cir. 2010} (reaffirming
the hypothetical ex anse nogotiation as the legal standard for reasonable rovalty determination but
eriticizing Georgia-Pacific’s list of evidentiary factors for calculating the rovalty as “prioritized
and often overlapping™); Id. (quoting Riles v. Shell Expl, & Prod. Co., 298 F.3d 1302, 1312 (Fed.
Cir. 2002) (reuffirming that the Georgia-Pacific approach is not the cxclusive means for calculat-
ing teasonable royaltics)); Encrgy Transp. Grp., Inc. v. William Demant Holding A/S, 697 F.3d
1342, 1357 (Fed. Cir. 2012) (“Once again, this court does not endorse Georgia-Pacific as setting
forth a test for royalty calculations, but only as a list of admissible factors informing a reliable eco-
nomic analysis.”).

See, eg., Lee & Melamed, supra note 9; Jorge L. Contreras & Richard I. Gilbert, 4 Unified
Framework for RAND and Other Reasonable Royaliies, 30 BERKGLEY L. TrCH, 1451, 1479 82
(2015); Taylor, supra note 9; Jarosz & Chapman, supra note 9, at 823; Seaman, supra note 8, at
1704; Durie & Lemley, supra note 8, at 628-31; Mark Schankerman & Suzanne Scotchmer, Dam-
ages and Infunctions in Protecting Intellectual Property, 32 RanD 1. Econ. 199 (2001),

L. Gregory Sidak, Bargaining Power and Patent Damages, 19 STAN. TRCH L, Rev, 1, 3 (2015).
See, e.g., Durie & Lemley, supra note 8, at 631; John W. Schlicher, Patent Damages, the Patent
Reform Act and Better Alternatives for the Courts and Congress, 91 J. Par. & TRADEMARK OQFF.
Soc’y 19, 22 (2009), Seaman, supra notc 8, at 1704,

See, e.g., Durie & Lemlcy, supra note 8, at 632 (stating that “[w]ith at least fificen factors, 2 com-
plex interaction between them, and little limit on expert testimony on damages, there is likely fo be
evidence somewhere in the case that could be construed to support virtually any number the jury
might scttle on.™). Relatedly, the nebulous nature of the factors along with the lack of guidance on
how to weigh the factors limits the ability of a court to review whether a jury’s award is supported
by substantial cvidence. Seaman, supra note 8, at 1688,

In other words, the hypothetical voluntary transaction necessarily makes both parties better off- a

24

30
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sor is willing to accept,>® which is a function of its opportunity cost of licensing the
patent to the would-be infringer at the time of the hypothetical negotiation.>® The
upper bound of the bargaining range is the maximum amount the licensee is willing
to pay, which should equal the added incremental benefit the licensec would cxpect
to receive by licensing the patent-in-suit rather than using the next-best non-
infringing substitute.*® The ultimate outcome of the hypothetical negotiation—that
is, where within the bargaining range the reasonable rovalty is for a particular
case—should depend in part upon the relative bargaining power of the licensor and

34

35

b

negotiated rovalty must fall between the upper and lower bounds of the bargaining range. Im-
portantly, the value of technology covered by the licensor’s patent must be separated from the
technology’s other features that the patent in question does not cover. It is possible to deduce the
value of the patented feature to a product by observing the profits of the licensee is certain scenari-
os. For instance, if the would-be licensee sells both the patented technology and next-best non-
infringing substitute, then one could calculate the difference in expected profits between the two to
determine the incremental value of the patented technology to the infringing product.

The finder of fact must account for the existence of available and acceptable non-infringing
substitutes at the time of the hypothetical negotiation, See, e.g., Mars, Inc, v, Coin Acceptors, [nc.,
527 F.3d 1359, 137273 {Fed. Cir, 2008). If a non-infringing alternative was not on the market at
the time of the hypothetical negotiation, then it is assumed not to have existed. Siemens Med. Sols.
USA, Inc. v. Saint-Gobain Ceramics & Plastics, 637 F.3d 1269, 1288 (Fed. Cir. 2011}, see afso
Eschsler v, Macke Int’] Trade, Inc., 486 F.3d 1286, 1298 (Fed. Cir. 2007); Micro Chem,, Inc. v.
Lextron, Inc., 318 F.3d 1119, 1122 23 (Fed. Cir. 2003); Grain Processing Corp. v. Am. Maize-
Products Co., 185 F.3d 1341, 1351--54 (Fed. Cir. 1999). This assumption can be overcome by the
infringer by showing that a non-infringing alternative could have been readily commercialized. In
contrast, the mere possibility of design around is not cnough to establish availability. Mars, 527
F.3d at 1372-73.

One piece of empirical evidence that is probative of the costs associated with licensing a patent is
comparable licenses that the licensor has executed lor the patent in question. Not every comparable
license will provide the lower bound of the bargaining range—i.e., illuminate the licensor's mini-
mum wiliness to accept. To determine the lower bound of the bargaining range, onc must identify a
license where the licensor had little to no bargaining power or choge not to exercise her bargaining
power.

The patent holder is not willing to accept a royalty that is lower than her opportunity cost of licens-
ing the patent. Opportunity costs associated with licensing a patent include profits the patent holder
could have earned if she had not issued the license in question, These profits may arisc from lost
sales—that is, sales the patent holder would have made in the absence of issuing the license. These
profits may also arise from slternative licensing schemes that the patent holder forwent becausc the
license in question was issued.

In a rcal-life negotiation, an agreement below the lower bound of the bargaining range will never
comge to fiuition, as the patent holder would have never agreed to licensc the patent below the min-
imwm value she is willing to accept. Similarly, an agreement above the upper bound of the bargain-
ing range will not materialize because the licensee will not pay a rovalty above her maxinmm will-
ingness 1o pay. While thc stated goal of the reasonable royalty inquiry is to replicate the
negotiation thai might otherwise have occurred, it is important to recognize that the hypothetical
negotiation differs from real-life negotiation in several important ways, Perhaps most significantly
iy that parties did not agrec beforehand. The hypothetical negotiation construct presupposes this
condition when no such constraint holds in the real world. Thus, one of the inherent difficulties in
determining a reasonable royalty is how the trier of fact should proceed when it is clear that the
maximum amount the licensee is willing to pay is more than the minimum amount the licensor is
willing to accept.
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licensee in the negotiation.”” From a practical perspective, determining the bargain-
ing range of the hypothetical negotiation and the relative bargaining power of the
parties is likely as subjective and indeterminate as the application of the full list of
Georgia-Pacific factors. Thus, not too surprisingly, courts have shied away from
determining the bargaining range of the hypothetical negotiation.

One way courts have responded to the subjectivity in determining reasonablc
royalties is by placing more weight on the one objective, measurcable Georgia-
Pacific factor—comparable existing license agreements, such as those covering the
use of the claimed invention to similar technology.™ An existing comparable licensc
represents an arm’s-length transaction between two partics that place a monetary
value on the patent. Thus, existing comparable licenses may provide the best, meas-
urable evidencc in delineating the hypothetical negotiation. The use of comparablc
license agreements in determining reasonable royalty rates is a longstanding and
well-accepted practice in U.S. patent litigation.” For instance, the Federal Circuit
has stated that comparable licenses “clearly reflect the economic valuc of the patent

3T The Federal Circuit has acknowledged the import of bargaining power in determining a reasonable

royalty. Deere & Co. v, Int’l Harvester Co., 710 F.2d 1551, 1359 (Fed. Cir. 1983} (“[t]aking into
account . . . the respeetive bargaining positions of the parties engaged in the theorized licensing
negotigtions . . . [is] an cminently reasonable approach to the willing seller-willing buyer analy-
$i8.”); see afso Fujifilm Corp. v. Benun, 605 F.3d 1366, 1372 (Fud. Cir. 2010) (noting that the pa-
tent holder “would have cnjoyed a strong bargaining position™ in the hypothetical nogotiation); To-
tal Containment, Inc. v. Environ Prods., Inc., 106 F.3d 427 (1957). The two parties will strike a
bargain closer to the lower bound of the bargaining range  the licensor’s minimum willingness to
accept—when the licensee has relatively greater bargaining power. In contrast, the two parties will
reach an agreement closer to the upper bound of the bargaining range——the licensee’s maximum
willingness to pay—when the liconsor has relatively greater bargaining power. The relative bar-
gaining power of a parly will depend upon the party’s need to reach an agreement—thal is, how
much each party will gain from a successful agreement. The benefits that accrue to each party in a
successtul negotiation should be measured with respect to the next-best alternative. The strength of
the party’s alternatives will affect the strength of its bargaining power. For instance, a Heensor that
has received many offers Lo license the patent in qucstion has strong alternatives to any griven 13-
cense negotiation, Similarly, a licensce that has a mon-infringing alternative that is almost as good
as the patented technology also has 4 strong altcrmative. The stronger the alternative, the sironger
the party’s bargaining power. Ultimatcly determining the bargaining power of parties is a fact-
intensive question and will vary from casc to casc. Buf see, John Golden, “Patent Trolls " and Pa-
tent Remedies, 85 Tox. L. Rev. 2111, 2142 (noting that the Federal Circuit has also expressed con-
cern with such an approach and nofing that it would be inappropriate to “digtinguish the respect
duc the patent rights of impecunious individual inventors from that due the patent rights of well-
tunded, well-lawyered, large manufacturing comporations™ (citing Fromson v. W. Litho Plate &
Supply Co., 853 F.2d 1568 (Fed. Cir. 198%)).

Stuart Graham, Peter Menell, Carl Shapiro & Tim Simcoe, Final Report of the Berkeley Center jor
Law & Technology Patent Damages Workshop, 25 TEX. INTELL. PrOP. L.J. (forthcoming 2017}
{“In practice, U.S. courts usnally determine reasonable royaltics based on ‘comparable’ patent li-
censes with suitable adjustments made to these comparable licenses to determine reasonable royal-
ties for the patents-in-suit. Indeed, some might say that no other method of determining reasonable
royalties has found favor with the Federal Circuit,™),

See Jonathan S, Masur, The Use and Misuse of Patent Licenses, 110 Nw. L. REv. 115, 120 nn.21,
22 (citing cases and literature),
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technology in the marketplace,” and it is appropriate to rely upon them when

“there [is] a basis in fact to associate the royalty rates used in prior licenses to

the . . . negotiation at issue in the case.”” Courts, scholars, and commentators all

nearly unanimously bless the use of comparable existing licenses to calculate patent
damages.*

The difficulty with this preferred approach lics in finding a comparable exist-
ing license. Many patents that are litigated are not licensed, so comparable licenses
involving the patent-in-suit do not exist. Moreover, because most licenses are confi-
dential, even licenses involving similar patents or technology are typically not
available to the trier of fact.”® This Article contends that there is a large untapped
trove of existing patent licensing agreements, many of which are likely more proba-
tive to reasonable royalty calculation than currently existing licensing data offered
by patent damage cxperts. This untapped cvidence is tax-related patent transfer
prices.

III. Transfer Prices and the Tax Regime

This section introduces tax-related transfer prices, describes the various regula-
tions that seek to ensure transfer prices reflect the arm’s-length standard, and argues
that transfer prices rcasonably reflect the value of the patent—at least to the multi-
national corporation who owns it.

A. What are Tax-Related Transfer Prices?

Today, corporations’ operations routinely span geographic borders. As a result,
muitiple jurisdictions assert a night to tax the income of the multinational business.
Transfer-pricing rules guide the allocation of income and cosis among the affiliates
or “subsidiaries” of the multinational company, and thus the profits reported in each
jurisdiction.™ More specifically, transfer-pricing regimes provides rulcs for pricing

LaserDyncamics, Inc. v. Quanta Computs., Inc., 694 E.3d 51, 79 (Fed. Cir. 2012).

Uniloc USA, Inc. v. Microsoft Corp., 632 F.3d 1292, 1317 (Fed. Cir. 2011).

See, e.g., Lucent Techs., Inc. v. Gateway, Inc,, 580 F.3d 1301, 1323-3% (Fed. Cir. 2009}; Apple,
Ing. v. Samsung Elecs. Co., No. 12-CV-00630-LHK, 2014 WL 66387122 (N.D. Cal. Nov. 25, 2014)
(sctting ongoing royalty payments); Apple, Inc. v. Samsung Elecs. Co., No. 11-CV-01846-LHK,
2014 WL 549324 (N.D. Cal. Feb. 7, 2014} {denying Apple’s request for additur following a second
trial on damages); fn re Innovatio IP Ventures, LLC Patent Litig., No. 11 C 9308, 2013 W[,
5593609 (N.D. Ill. Oct. 3, 2013}; Apple, Inc. v, Motorola, Inc., 869 F. Supp. 2d 901 (N.D, 111,
2012} (Posncr, 1), aff’d in part, rev'd in part, vacated in pari, 757 F.3d 1286 (Fed, Cir. 2014);
Conroy et al,, rupra note 8; Hasbrouck, supra note 9, at 215; Jarosz & Chapman, supra note 9;
Keele, supra note 11, at 205; Taylor, supra note 9; Fedell, supra note 9, at 1146-50. But see, Ma-
sur, supra nole 39, at 123- 145,

Those “comparable” liccnses that are disclosed in litigation arc typically limited to only thosc
agreements put forth by the lifigating parties. Some commentators posit that the parties” may be
able to create a special category of “comparables™ to use in litigation that provide a skewed valua-
tion of the patent.

*  Transfer pricing does not alter the aggregate pre-tax profits of the organization.

4
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transactions between cnterprises under common ownership or control,” the hall-
mark of which requires prices to be sct al an arm’s tength standard.

For instance, a multinational corporation (MNC) may transfer cconomic own-
crship of a patent to a subsidiary that is located in a jurisdiction different from that
of the parent corporation. The amount of money a subsidiary pays to the parcnt cor-
poration for the economic rights to use the patent is its “transfer price.” Because
transfer prices are set at an arm’s-length standard, the price the MNC charges its
subsidiary for the cconomic right to use the patent should be set at the amount the
MNC would charge a third, unrclated party. Given that sixty percent of world trade
occurs inside multinational companies, transfer pricing has become ubiquitous.*

Because most foreign jurisdictions have corporate statutory tax ratcs below the
U.S. rate, U.S. MNCs, on average, can increasc their reported after-tax profits—i.c.,
lower their overall tax burden—by shifting more profits into low-tax jurisdictions
and more expenses into high-tax jurisdictions.”” As a result, U.S. transfer pricing
rules are critical in preventing the erosion of the U.S. tax base through the artificial
shifting of taxable income out of the U.S. and into foreign jurisdictions through re-
lated-party transactions, The statutory authority for these rules in the U.S. is found
in § 482 of the Internal Revenue Code (I.R.C.). Tt states:

In any case of two or more organizations, trades, or busincsses . . . owned or controlled di-
rectly or indirectly by the same interests, the Sccrctary may distribute, apportion, or allo-
cale gross income, deductions, credits, or allowances between or among such organtza-
tions, trades, or businesses, if he determincs that such distribution, apportionment, or
alfocation is ncecssary in order to prevent evasion of taxes or clearly to reflect the income
of any of such organizations, trades, or businesses, [n the case of any transfer {or license)
of intangible property . .. , the income with respect to such transfer or license shall be
commensurate with the income attributable to the intangible.

“ See the JOINT COMMITTEE ON TAXATION, PRESENT LAW AND BACKGROUND
RELATED TO POSSIBLE INCOME SHIFTING AND TRANSFER PRICING, JCX-37-10, July
20, 2010,
“ Robort Guy Matthews & Joanne Whalen, Glaxe to Setile Tax Dispute with IRS Over (1.5, Unit for
$3.4 Biflion, WALL St. I (Sept. 12, 2006),
hitps:/fwww.wsj.com/articles/SB115798715531459461.
The U.S. taxes its MNCs on a worldwide basis, meaning that il taxes all profits regardless of the
jurisdiction in which they are sourced. The U.S. does not double tax MNCs” foreign source income
as it grants a credit against the MNCs® U.S. tax obligation for any foreign taxes paid im the source
country. From a theoretical perspective, a worldwide tax system should make an MNC indifferent
to tax rates in foreign jurisdictions. Under the principle of capital export neutrality, if a MNC faccs
that samc tax rate on all of its income rcgardless of where it is earned, then it will invest in the ju-
risdictions that offer the highest pre-tax rate of return on investment. If a MNC faces the same tax
rate on all of its income regardless of where it is earning, then it should have no tax incentive to
use transfer pricing to shift income into low-tax jurisdictions. Unforlunately, the U.8."s worldwide
system 18 a not a “pure” residence-based system as any incremental U.S, tax payment is delayed
until the earnings are remitted or repatriated into the U.S. Hence, U.5. MNCs face a sfrong incen-
tive to reduce their giobal tax burdens by reporting more income in low-tax countries. See Jennifer
Blouin, Taxation of Mulfinational Corporations, 6 FOUND. & TRENDS AceT. 1 (20110,

47
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As noted above, the baseline by which a “distribution, apportionment, or allo-
cation” is determined to be reasonable is the amm’s-length standard.®® Thus, transfer
prices should reflect the open market value—that is, the value the corporation
would have received if it had transferred the item to an unrelated party.

B. Tax-Related Transfer Prices Reflect the Value of the Patent

In the mid-1990s, the United States began to undertake comprehensive reform
of its transfer pricing regulations in rcsponsc to growing concern that multinational
corporations were abusing transfer-pricing rules to avoid paying U.S. taxes.” Re-
form efforts to protect the U.S. tax base have continued over the past two decades,
with additional expansion or amendment of transfer pricing legislation that seeks to
prevent the crosion of the U.S. tax base. The result is that the U.S. now has the most
aggressive and detailed transfer pricing regime in the world. This subpart describes
the regulations m place to ensure transfer prices reflect an arm’s-length value, with
a special emphasis on intangible property, such as patents.

1. Aceceptable Methods for Calculating Transfer Prices

The LR.S. and Trcasury have promulgated numerous regulations that provide
substantial guidance on the various acceptable methods for calculating transfer pric-
es, which curb the discretion of taxpayers in determining transfer prices within an
arm’s-length standard.” These regulations outline three primary methods of assign-
ing values to inteliectual property: (1) the Comparable Uncontrolled Transaction
{(CUT) method, which assigns value based on comparable uncontrolled transac-
tions;”' (2) the Comparable Profits Method (CPM), which assigns value based on an
cstimate of the income or cost savings attributable to the specific intangiblc rights
transferred;™ and (3) the Residual Profit Split Mcthod (RPSM), which assigns value
based upon the residual profit not attributable to other identifiable transactions.™

¥ Treas. Reg. 1.482-1(b} (2017),

*  PRICEWATERHOUSBCOGPERS, INTERNATIONAL TRANSFER PRICING 2015/ 16, 1056, available at
http://www.pwe.com/gx/en/international -transfer-pricing/assets/itp-2015-2016-final pdf.

In 1988, the IRS and Treasury jointly issued a Notice titled “A Study on Intercompany Pricing
Under Section 4382 of the Code.” 1L.R.S. Noticc 88-123, 1988-2 C.B. 438; see Treas, Reg, 1,482-
4(a) (1994).

The CUT method is used to value intangibles when there is a transfer of an “exact” comparable
that is transferred in a similar trangaction as the uncontrolted comparable. See Treas. Reg. 1.482
(1994). Clearly, this methodology is the most direct and reliable measure of the arm’s-length result
for a related-party transaction, Prior to the Tax Reform Act of 1986, the taxpayer effcctively had a
safe-harbor option by relying on a comparable uncontrolled transaction, Post-1986, however, the
taxpayer now has to substantiate that even its comparable transactions meet a “commensurate with
income standard.” See infia text accompanying notes 58-60.

See Treas. Reg. 1.482-3 {1994). The CPM benchmarks fo the operating profit of uncontrolled tax-
payers invelved in similar activities and industrics as the taxpayer. For example, where a U.S. par-
ent company licenses an intangible to a foreign manufacturing subsidiary, the royalty payable by
the subsidiary to the parent is evaluated under this method by comparing the operating profit of the
subsidiary o the operating profits of comparable uncentrolled manufacturers. If the subsidiary’s
profit level differs meaningfully from the profit levels of the uncontrolled manufacturers, the royal-

S
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The LR.S. has also promulgated the Best Method Rule, which directs a taxpay-

er to use the method that results in the most reliable value.” If a taxpayer relies up-
on either the CUT or CPM methods, additional regulations strictly outline whether a
transaction will be deemed comparable.” The result is that these three methods in-

53

54

ty rate paid by the subsidiary is adjusted as necessary to bring the profit level within an acceptable
range of those levels. In cffect, this method limits the extent to which income from the intangible
can be retained by the licenste to the amount that an uncontrolled licensce would be permitted to
retain; the remainder of that income is required to be paid to the licensor through the rovaily,
Treas. Reg. 1.482-6(c)2)(1i)B) also provides for a Comparable Profit Split Method. However, the
provisions of this method have a significant overlap with those of the CPM, and CPSM is used is
only very limited circumstances. RPSM assigns the intangible value based on the residual profits
after taking inlo consideration some standard rate of return on the business’s routine activitics.
This issue was particularly salient to the Medtronic case, Medtronic, Inc. v. Comm’n, T.C. Memo
2016-112 (2016). In Medtronic, the taxpayer argued that the TRS's proposed increase to the license
payment to be madc between the taxpayer’s Puerto Rican subsidiary (low-tax) and U8, parent was
too high because it failed to allecale any value to the inherently complex manafacturing intangiblc
developed by the Puerlo Rican subsidiary. The Court agreed and rejected the [RS's proposcd ad-
justment. This method relies exclusively on external market data to allocate profits. The rolated-
parties then allocate the profits between the U.S. and foreign parties bascd on the allocation of
profits between uncontrolled taxpayers with similar transactions In a similar business.
Treas. Reg. 1.482-1(c)) (1994) (staling that:

[tihe arm’s-length result of a controlled transaction must be determined under the

method that, under the facts and circumstances, provides the most reliable measure

of an arm’s-length resuli. Thus, there is no strict priority of methods, and no meth-

od will invariably be considered to be more reliable than others. An anm’s-length

result may be determined under any method without establishing the inapplicabil-

ity of another method, but if another method subsequently 1y shown to produce a

more reliable measure of an arm’s-lenpth result, such other method must be used.

Similarly, if two or more applications of a single method provide inconsistent re-

suits, the arm’s-length result must be determined under the application that, under

the facts and circumstances, provides the most reliable measure of an arm’s-length

result.

Scc Treas. Rog. 1.482-8 for examples of how to apply the best method rule.

Treas. Reg. 1.482-1(d} (1994). The comparability of another transaction is cvaluated on the follow-
ing five factors: 1} functions performed; 2) confractual torms; 3} risks undertaken; 4) economic
conditions; and 5} property or services transferred. In addition to the five basic comparability fac-
tors, Treas. Reg. 1.482-4(c)2YiiiKB)2) also claborates on additional factors that would aid in the
determination of whether a particulur transaction is comparable:

(i) The terms of the transfer, including the cxploitation rights granted in the intan-

gible, the exclusive or nonexclusive character of any rights granted, any re-

strictions on use, or any limitations on the geographic area in which the rights may

be exploited, {ii) The stage of development of the intangible (including, where ap-

propriate, nocessary governmenial approvals, authorizations, or licenses) in the

market in which the intangible is to be used; (iii) Rights to receive updates, revi-

sions, or modifications of the intangible; (iv) The uniqueness of the property and

the period for which it remains unique, including the degree and duration of pro-

tection afforded to the property under the faws.of the relevant countries; (v) The

duration of the license, contract, or other agreement, and any termination or renc-

gotiation rights; {vi) Any economic and product liability risks to be assumed by the

transferse; (vit) The existence and extent of any collateral transactions or ongoing

business relationships between the fransferee and transferor; and (viii) The func-
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volve significant investment.on behalf of the taxpayer in both the identification of
any comparable transactions and the estimation of the future benefit potentially
generated by the intangible.

Intangiblcs, such as patents, are subject to an additional valuation requirement
known as the commensurate with income standard. The primary objective of this
provision is to ensure that the IRS has the right to audit the rcliability of the as-
sumptions used in setting the transfer price for an intangible asset, which can be no-
toriously difficult to vatue.”® Regulations implementing this standard enable the
LR.S. to adjust retroactively the transfer price of intangibles paid in earlier tax ycars
once the profits generated by the intangibles are obscrved.” Thus, if the economic
rights of a patent are transferred from a parcnt to a subsidiary for a period of more
than one year, the IRS will determine if the transfer price is commensuratc with the
income attributable to the patent, not only on the day of the transfer, but also five
years following the transfer. If, upon cxamination, the original value of the patent is
within 80% to 120% of the redetermined value five years out, the original valuation
stands. Tf, however, the redetermined valuc docs not fall within this range, the tax-

tions to be performed by the transferor and {ransferee, including any ancillary or
subsidiary services.

Treasury guidance also provides for two classes of comparable transactions, Treas, Reg, 1.482-
1(e)}2)(ii}(A) provides that a comparable meet the following three conditions: 1) the information
concemning the controlled transaction and the uncontrolled comparable is sufficicntly complete that
it is likcly that all material differences between the two have been identified; 2) each material dif-
ferenec between the controlled and uncontrolled transaction have a definite and reasonable ascer-
tainable cifect on price or profit; and 3) an adjustment is madc fo the comparable uncontrolled re-
sults to climinate the effect of each material difference. it is rarc that a comparable should meet all
three conditions. Hence, if there are no uncontrolled comparable transactions under Treas, Reg,
1.482-1(e)(2)(ii)(A), then Treas. Reg. 1.482-1(c)(2)(iiYB) provides that the arm’s-length range
should be adjusted to sclect all uncontrotled comparables that achicve a similar “next best” level of
comparability and wliability. Then the taxpayer selects the value from these “Class B” compara-
bles using an interquartilc range from the 25® to the 75" of the Class B comparables.

% Treas, Reg. 1.482-4(D(2)(1) (1994).

7 Treas. Reg. 1.482-4(f)(2) (1994). If a taxpayer is not required to make a commensurate with in-
come adjustment for five years, then the transfer price is deemed to be arm’s-length and the TRS
wilt make no addiiional adjustments. In other words, the commensurate with income standard pro-
vides the IRS with the oppertunity to move away from u strict interpretation of the arm’s-length
standard when there was no comparable good with which to compare the intemat transaction.
Treasury believes that the commensurate with income provisien is consistent- with the arm’s-length
standard. Trcasury Notice 88-123, 1988-2 (C.B. 458 states that “[{Jooking at the income related to
the intangible and splitting it according to relative economic contributions is consisient with what
unrelated parties do. The general goal of the commensurate-with-income standard is, therefore, to
cnsure that each party earns the income or return from the infangibic that an unrelated party would
carn in an arm’s-length transfer of the intangible.” Of coursc, there are those who arguc that it is
not. See, e.g., Reuven 8, Avi-Yonah, The Rise and Fall of Arm’s Length: A Study in the Evolution
of US. International Taxation, 15 VA. TAX REV. 89, 131 (1995). However, given the U.8.’s treaty
network, it is unlikely that the commensurate with income standard violates the arm’s-length
standard, as that would be problematic from U.S. trading partners” perspectives.
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payer is liable for the redetermination, intercst, and penalties, which accruc if there
was substantial understatement or substantial overstatement. ™

2. Other Limitations on Taxpayer Discretion and LR.S.
Enforcement of Transfer Pricing Regulations

Taxpayers are also subjcct to a slew of information reporting and record-
keeping requirements.” For instance, taxpayers arc subject to si gnificant contem-
poraneous documentation requirements that must provide, among other things, sub-
stantiation of the selection of the transfer method chosen and that the valuc assigned
to the transfer price reflects a third party, unrelated transaction. The 1.R.S. has the
ability to levy hefty penaltics—in addition to taxes owed—if taxpayers fail to com-
ply with the rules.”” Moreover, the burden of proof lies with the taxpayer, not the

% Ses Treas. Reg, 1.482-4(f)(2) (1994).

Susan Morse argues that much of the regulations discussed in this subscction are bypassed by
allowing cost sharing agreements, Susan Morsc, Seeking Comparable Transactions in Patent and
Tax 37 Ruv, Ling. Brier (forthcoming 2017). Cost sharing agreements (CSAs) are means by
which related partics within an MNC can share the costs of developing fulure intangibles, Under a
CSA, cach party pays the cost of all of an intangible’s development in proportion to the rcasonabil-
ity anticipated benefits it would receive from the exploitation of the intangible. However, buy-in
payments are required to be made for the transfer of any asset, tangible or intangible, that is rea-
sonably anticipated to contribute to the development of the shared infangibles. Yet importantly,
these buy-in payments for existing intangibles are subject to all of the transfer pricing regulations
described above.

The benelil of a CSA is that the partics using the newly developed intangibles pay for the in-
tangibles based on their costs of development rather than the valuc of the developed intangible. In
the case of a CSA between a U.S. party and a foreign entity located in a low-tax jurisdiction, so
long as the cost of developing the intangible is lower than the future profits generated by the intan-
gible, then MNC will reducc its global tax burden. To this extent, we agree with Susan Motse. Yet,
there are drawbacks to CSAs. First, the subsidiary and the parent are owners of the developed in-
tangibles, The intangibles no longer belong solely to the U.S. party. Second, the CSA requires con-
tinued payments by the forcign affiliate even if the profits of the foreign affiliate are lower than an-
ticipated. Although the IRS has the ability to use the commensurate with incomé standard to alter
transfers, the taxpayer does not have the ability to make retroactive adjustments. Third, the 2011
Treasury Regulations required that, in order for an MNC o garner CSA-related tax benefits, the
forcign party to the CSA must have valuable assets to contribute to the CSA. IF the foreign party 13
merely a “cash-box™ entity (i.e., an entity thal owns mostly cash and investments) then the appro-
priate buy-in payment shonld bhe equivalent Lo ils best realistic alternative to participating in the
CSA, which is Lypically a licensing agreement with its rclated U8, party. In this casc, there is little
economic difference between entering into a CSA and simply arranging a license agrecment as the
buy-in payment is the net present value of the anticipated royalty payments.

¥ 26 US.C. §§ 482, 6038A, 6038C, and 6503(k) (2017); ERNST & YOUNG, WORLDWIDE TRANSFER
PriCING REFERENCE GUIDE 2015-16, available af http/iwww.ey.com/Tublication/vwLUAssets/EY -
Worldwide-transfer-pricing-reforence-guide-2015-16/fFILE/CY Worldwide Trans-
for Pricing_Reference Guide 2015-16.pdf.

%26 U.S.C. § 6662 (2017) and Treas. Rog. § 1.6662-6 (1996) impose the accuracy-related penalty
for substantial valuation misstatement to related party transactions that fail the arm’s-length stand-
ard for pricing property and services. There are two components to the penalty regime—the transac-
tional penalty and the net adjustment penalty. The transactional penalty imposes a 20% substantial
valuation misstatcment penalty when a reported transfer price is 200% or more {or 50% or less)
than the arm’s-length price. A 40% gross valuation misstatement penalty is assessed when the re-
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LR.S., to demonstrate that their reported transfer pricc mccts the arm’s-length
standard.

Finally, the LR.S. is taking an aggressive, adversarial role in reviewing and ad-
justing transfer prices. Transfer pricing enforcement falls primarily with the LR.S.’s
Large and Mid-Size Business Division (LMSB), wherein international transfer pric-
ing specialists and a host of cconomists work to review and adjust transfer prices
reported by corporations.”’ The 1.R.S. has recently poured additional resources into
transfer price enforcement by creating a national team of transfer pricing experts,
expanding economist staffing in the arca, and establishing a transfer pricing coun-
cil.”* The LR.S.’s commitment to enforcing transfer prices is also apparent by how
frequently the IRS reviews and adjusts transfer prices submitted by taxpayers. For
mstance, in 2015, the LR.S. audited over 64% of corporations with assets over $20
billion.”” During thesc audits, transfer pricing represents 46% of the tax positions
(other cxample of tax positions would be research and experimentation credits, in-
ventory measurement, the domestic manufacturing deduction, etc.) reviewed for
these large businesses and 71% of the proposed adjustments.® Thesc audits atone
resulted in over $2.84 billion in adjustments with respect to transfer pricing.*

To better understand how transfer-pricing rules operate in practice, consider
the dispute between Glaxo Smith Kline and the LR.S., which resulted in the largest
settlement in the history of the LR.S.*® The Glaxo dispute centered on an afleged
underpayment of U.S. tax on U.S. sales of the anti-ulcer blockbluster, Zantac. More
specifically, the dispute was over the correct transfer price Glaxo U.S. paid to Glaxo
U.K. for the use of the UK. domiciled Zantac patent. Glaxo research and develop-
ment for Zantac was based in the UK and resulted in the Zantac patent held in the
U.K.* Glaxo maintained that its research and development program—i.e., the UK.

ported transfer price is 400% or more (or 25% less) than the arm’s-length price. In addition to the
transactional penalty, the net adjustment penalty imposes a 20% non-deductible substantial valua-
{lon misstatement penalty when the net § 482 adjustment for a tax year exceeds the lesser of $5
million or 10% of the taxpayer’s gross receipts, A 40% gross valuation misstatement penalty ap-
. plics when the net § 482 adjustment exceeds the lesser of $20 million or 20% of the taxpayer’s
gross reecipts. Taxpayers can aveid these penaliics only if they can show that they had rcasonable
bagis for their transfer prices supported by extensive confemporancous documentation justifying
the computation. See Treas. Reg. §§ 1.6662-6, 1,6662-4 (1996). Regulations result in the net ad-
Justment penalty being far more difficuli Lo avoid.
Gregory Ossi & Mike Shepherd, The IRS's Renewed Emphasis on Transfer Pricing, 38 1. CoRp.
TAXN 3, 3 (2010).
id. at 4-3, see also Kelly Phillips Brb, /RS Brings ‘4 Team' to Crush Transfer Pricing Abuse,
Forees (Mar. 27, 2012), https:/fwww.torbes.com/sites/kellyphillipscrb/2012/03/27/irs-brings-a-
team-to-crush-transfer-pricing-abuse/#1 8799186945,
INTERNAL REVENUE SERV., 2015 DaTA BOOK, at 23 (2016).
TREASURY INSPRCTOR GENERAL FOR TAX ADMINISTRATION, REF. No, 2016-30-090, BARRIZRS
s Ex187T 710 PROPERLY EVALUATING TRANSFER PRICING ISSUES, at 18 (2016).
. Id
David 8. Hilzenrath, Giaxo fo Pay IRS $3.4 Billion, WasH. POST (Sept. 12, 2006},
kttp:/fwww.washingtonpost.com/wp-dyn/content/article/2006/09/1 1/AR2006091 100429 - pfhml,
Jim Ulmer, Jack Ethridge & Treba Marsh, Transfer Pricing in a Global Economy, 9 1. o1 Bus.
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domiciled Zantac patent—was the primary driver of the drug sales in the U.S.*
Glaxo also argued that its U.S. domiciled Tagamet patent was a CUT-—comparable
uncontrofled transaction—for its U.K. domicilcd Zantac patent. Tagamet, like Zan-
tac, is a sclective inhibitor of gastric acid secretion, although Zantac is more effica-
cious and had fewer side effects.”” As a resuit, Glaxo U.S. paid high licensing fees
for usc of the Zantac patent to Glaxo U.K. The high licensing fees had the cffect of
shifting income out of the U.S. and into the UK., reducing U.S. taxes.” The LR.S.
disagreed with Glaxo and argued that Tagamet had heavily bencfited from being the
first drug of its class to market, a characteristic that Zantac did not sharc with Ta-
gamet. As a result, the LR.S. concluded that it was Glaxo’s aggressive marketing in

. CASE 87U, 359, 363 (2013), :
1d Several commentators have argued that the government is not well equipped to challenge tax-
payer’s transfer prices and that whon the government does challenge a taxpayer’s position in court,
its likclihood of winning the case in court is low. See Susan Morse, Seeking Comparable Transac-
tfions in Patent and Tax, 37 Rov. Lima. Brior {forthcoming 2017). Admittedly, the TRS, like many
other administrative agencies, s likely underfunded. Nevertheless, it is important to note that 1RS
has placed greater emphasis on the enforcement of transfer prices in the past decade, Moreover, we
arc cautious to draw any conclusions about the universe of tax filings from a sclect, fow cascs that
arc litigated to judgment. Given that the IRS has the abilify to levy a 40% fine if successful in liti-
gation, it is not too surprising that the cases that are litigated are much more likely to be cases in
which the IRS is taking an untenable position. That is, this asymmetric fine inevitably influences
the type of cases taxpayers are willing to litigate.

Moreover, when the IRS loses in transfer pricing litigation, it’s often because the Court deter-
mined that it failed 1o uphold the arm’s-length standard, For example, consider several recent cases
that focus on the role of equity compensation in establishing intangible development costs under a
cosl sharing arrangement. In both Affera and Xifinx, the TRS lost becaunse the Court determined that
the TRS’s proposed adjustments would never have been considered when establishing an arm’s-
length rovalty negotiation, See Altera v. Comm’n, 145 T.C, 91, 123 (2015); Xilinx, Inc. v,
Comm'n, 125 T.C. 37, 54 (2005), Veritas and Amazon were also lost by the TRS because the RS
proposed “arbitrary and capricious™ adjustments that violated § 482°s arm’s-length standard. In
both of these cascs, the IRS attcmpted to assert that the value ol the intangibles party to buy-in
payments had an unlimited life rather than a finite period as typically is the case in certain technol-
ogics. See Vernitas Software Corp., 133 T.C. 297, 327 (2009); Amazon.com, Inc. v, Comm’n, 148
T.C. No. 8 (2017). Thesc cascs arc all based on pre-2011 Treasury Regulations, In the 2011 Regu-
lations, the IRS now stipulatcs that the value of intellectual property transferred related to a CSA
will include the life of any intellectual property to which the transterred intellectual property con-
tributed. Said another way, the buy-in payment will have to include the value created by the newly
developed intellectual property. Finally, in Medtronic, the taxpayer prevailed because it was able
to show that the value of the patent-related intangibles should not include the value of the manu-
facturing fntangibles. Each of these cases highlights the adversarial role between the taxpayer and
the tax authority, See Medtronic Inc, v. Comm’n, TC. Memo No. 2016-112, 143 (2016). Given the
difficulty in valuing unique intangibles, the fact that the taxpayer often prevails seems to highlight
the notion that company-generated, internally-documented transfer prices are capfuring arm’s-
length economic values of intellectual property as required by tax law.

Mahendra R. Gujarathi, GlaxoSmithKiin PLe.: International Transfer Pricing and Taxation, 22
ISSUES IN ACCOUNTING Epucarion 749, 750 (2007). However, when Zantac launched, few market
analysists thought that Zantac’s sales would ever overtake those of Tagamet, which historically
had been the leading treatment of choice for uleers and heartburn.

Jim Ulmer, Jack Ethridge & ‘T'reba Marsh, Transfer Pricing in @ Global Economy, 9 1. OF Bus.
CASE STUD, 359, 363 (2013).
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the U.S.—not the U.K. domiciled Zantac patent—which had gencrated the sales and
value of Zantac.”' In other words, the LR.S.’s position was that Glaxo’s outbound
royalty payment for the Zantac patent failed to be commensurate with income. Ul-
timately, the LR.S. prevailed and recovered $3.4 billion in back taxes from Glaxo.™

IV. Taking a Global Perspective on Transfer Pricing

The above discussion focuscs solcly on the U.S8.’s transfer pricing regime.
Given that the majority of countries have statutory tax rates below the U.S.’s, U.S.
tax law focuses on stemming the stripping of eamings from the U.S. by setting arti-
ficially low transfer prices of outbound transfers of intangibles. However, multina-
tional corporations almost always includc foreign subsidiaries. Foreign countries are
also concerned about the erosion of their tax base. This scction outlines the Organi-
zation for Economic Co-operation and Devclopment (OECD) countries’ transfer
pricing regulations, which largely mimic those of the U.S, In particular, it argues
that the competing adversarial roles between the taxpayer and multiplc tax authori-
ties in establishing transfer prices can set both lower and upper bounds in reasona-
ble royalty calculations for patent damages.

A. The OECD Countries’ Transfer Pricing Regulations

The OECD provides “best practices™ for tax adnunistrations of its member na-
tions through the OECD Model Tax Convention on Income and on Capital (QECD
Model Tax Convention), which forms the basis for the network of bilateral income
tax treaties between OECD and non-OECD countrics.”

The OECD Model Tax Convention delves extensively into transfer pricing.
Like the U.S., the basic premise of the OECD’s guidance is that transfers between
related parties should be measured at an arm’s-length standard. Article 9 of the
OECD Model Tax Convention statcs:

[Where] condifions are made or imposed between the two [associated] enterprises in their

commercial or financial rclations which differ from those which would be made between
independent enterpriscs, then any profits which would, but for those conditions, have ac-

7t Id .

" Id at 359. There are a couple aspects of this seftlement that are noticeable. First, the TRS’s under-
standing of the pharmaceutical industry was nuanced encugh to realizc that the first drug of its
class to market enjoys an exclusivity that later comers do not, Sccond, the IRS recognized that
much of the U.S. sales revenue steromed from the U.S. marketing endcavor—not the UK, -based
science. This led to the creation of marketing intangibles owned by the U.S. business, exploited in
the U.S, and, therefore, subject to taxation in the U.S. Overall, this case illustrated that the TRS was
willing to invest in understanding the commercial and financial relations between the different
arms of the Glaxo business.

The OECD Model Tax Convention iacludes principles incorporated in the Model United Nations
Double Taxation Convention. See QECD, MoODEL Tax CONVENTION ON INCOME AND ON CAPITAL
{2014). Since multiple countries may asscrt a right to tax the income of one multinational corpora-
tion, the OECD guidelines also help reduce conflicts among jurisdictions that conld result in the
double-taxation of income. :

T3
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crued to one of the enterpriscs, but, by reason of those conditions, have not so accrued,
may be included in the profits of that enterprise and taxed accordingly. ™

Similar to U.S. rcgulations, the OECD includes guidance regarding the identi-
fication of comparable transactions (c.g., the U.S. has the Best Mcthod Rule and the
OECD has the “most appropriate method” standard). In terms of specific measurc-
ment mcthodologies, the OECD also mimics the U.S. For examplc, CUT is analo-
gous to the OECD’s comparable uncontrolled price method, CPM is similar to the
OECD’s transactional nct margin method, and RPSM is similar to the OECD’s
profit split method.”

B. Tax Incentives and Transfer Prices as Lowcr and Upper Bounds of
the Reasonable Royalty Calculation

How do tax incentives affect transfer prices? Under the assumption that a
MNC is seeking to minimizc ifs tax burden, a MNC has the incentive to maximize
the profits rcporfed in a low-tax jurisdiction and minimize the profits reported in a
high-tax jurisdiction. If the MNC’s subsidiary that owns the patent is in a high-tax
jurisdiction and the MNC’s subsidiary that licenscs the patent is in a low-tax juris-
diction, the result will be a transfer of money from a low-tax to a high-tax jurisdic-
tion. In this scenario, the MNC seeking to minimize its tax burden has the incentive
to set the licensing value on the lower bound of the bargaming range. By valuing
the royalty at the lowest amount the corporation can justify—and that the tax au-
thority will accept as within the arm’s-length range—the multinational corporation
will maximizc its profits in a low-tax jurisdiction and minimize the global taxes it
must pay. Because all of the U.S.’s major trading partners have statutory corporate
tax rates below that of the U.S., almost every transfer of cconomic ownership of a
patent from the MNC’s U.S. operations 1o a foreign subsidiary will likely be down-
wardly biascd or represent this lower range of arm’s-length transactions.

In contrast, if the MNC’s subsidiary that owns the patent is in a low-tax juris-
diction and the MNC’s subsidiary that licenses the patent is in a high-tax jurisdic-
tion, the license payment will result in profits moving into the low-tax jurisdiction
and out of the high-tax jurisdiction. In this scenario, the MNC seeking to minimize

G
75

Id atart. 9.

‘What the OECD guidelines lack is a commensurate with income standard that allows for periodic
adjustments to transfer prices based on profits, This leads fo potential conflicts betwoen jurisdic-
tions (U.S. and non-U.8.) if both agreed with the ex ante transfer prices but then the U.S. disputes -
that agreed upon transfer pricing ex post. Hence, the use of periodic adjustments could clearly be
deemed inconsistent with OECD guidelines. Yet, the OECD is clear that it grants tax authorities
the right o audit the accuracy of the assumptions on which transfer prices are based, and to make
adjustments 1f the assumptions underlying the transfer prices are mappropriate,

It appears that the OECD is considering formalizing a commensurate with income standard in
its transfer pricing gutdelines, The QECD Base Erosion Profit Shifting Action ltem 8 “[ard to
Value Intangibles” implies that ex post outcomes should be compared to ex ante profit projections
to evalnate the reasonableness of the transfer prices suggesting thal making periodic adjusiments to
transfer prices by tax authorities is an acceptable practice.
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its tax burden has the incentive to set the licensing value that is at the upper bound
of the arm’s-length transaction range. By valuing the royalty at the highest amount
the corporation can justify—and that the jurisdiction’s tax authority will accept as
within thc arm’s-length rangc—the MNC will sclect the largest rcasonable transfer
price payment from a high-tax to a low-tax jurisdiction and henee minimize its tax
burden.

Thus, depending upon the underlying tax incentives, the transfer prices report-
ed to and accepted by the tax authorities may help to delineate the upper or lower
boundary of thc reasonable royalty patent damage award. Notably, because statuto-
ry tax rates are widely known, the tax incentives should always be apparent. More-
over, because many patents will likely have transfer pricing that represent a license
from a high-tax to a low-tax jurisdiction and vice versa, it is likely that the court
may be able to use different transfer prices associated with one patent to delincate
both the upper and lower boundaries of the rcasonablc royalty.

The remainder of this subpart discusses two examples drawn from the Joint
Commuttee on Taxation’s Report on “Present Law and Background Related to Pos-
sible Income Shifting and Transfer Pricing” to illustrate patent-rclated income flows
and demonstrate, in a morc concrete manner, when transfer prices may represent the
upper or lower bounds of the value of the patent,”

1. Joint Committee Taxation Report Examples

Figure 1 is a simplified pictorial rcpresentation ol Case Study Foxtrot, drawn
from the Joint Committee on Taxation’s Report. Foxtrot is a U.S. MNC that manu-
factures goods overseas using a contract manufacturer, Foxtrot Hong Kong, Foxtrot
Nethertands licenses the U.S. patent from Foxtrot U.S. and then Foxtrot Hong Kong
makes goods to Foxtrot Netherlands® specifications.”” Foxtrot Netherlands sclls fin-
tshed goods either directly to non-U.S. customers or to Foxtrot U.S. (who then sells
to U.S.-bascd customers). The number | shows the payment that Foxtrot Bermuda
makes to the U.S. parent for the use of the U.S.-based patent. The U.S. has a higher
corporatc statutory tax rate than Bermuda. As a result, it behooves Foxtrot U.S. to
value the patent at the lower bound of the arm’s length transaction—i.e., mirnimize
the license fee—when it licenses the patent to Foxtrot Bermuda as the license fce
creates U.S.-sourced taxable income.

" In Section 111 of the JCT s report, there are six case studies based on the tax structures of six large,

multinational manufacturers, JOINT COMMITIEE ON TAXATION, JUX-37-10, PRESENT Law AND
BACKGROUND RELATED 10 POSSIBLE INCOME SHIFTING AND TRANSKER PRICING, at 51 (2010).

Both Foxtrot Netherlands and Foxtrot Hong Kong are disregarded entities for purposes of any 1.8,
tax filings. This means that Foxtrot Netherlands’ and Foxtrot Houg Kong's economic activity are
combined with Foxtrot Bermuda before reporting to the TRS. These disrcgarded entities facilitate
the reduction of Foxtrot's Subpart F income. A U.8. MNC’s Subpart F income is immediately tax-
ablc i the U.S.—i.e., it does not qualify for the deferral of any potential repatriation taxes, Subpart
F income is a component ol the U.8.’s controlied-foreign-curporation or CFC anii-abuse regime.

T
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Figure 1
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Number 2, however, shows that Foxtrot Nctherlands has a sublicense agree-
ment with Foxtrot Bermuda so that it may use the patent in the manufacturing pro-
cess. The Dutch have a higher corporate statutory tax ratc than Bermuda. As a re-
sult, it benefits Foxtrot Netherlands to valuc the patent at the upper bound ol the
arm’s-length transaction range—i.e., maximize its license fee—to Foxtrot Bermuda
as doing so will reduce Foxtrot’s current Dutch tax obligation.” That is, each dollar
of royalty paid by Foxtrot Netherlands to Foxtrot Bermuda reduccs Foxtrot’s cur-
rent lax obligation by the applicable Dutch statutory tax rate. Furthermore, the
transfer price set between the Netherlands and Bermuda will have been evaluated
by the Dutch tax authorities under applicable Dutch transfer pricing guidelines.”
So, the payment made by Foxirot Bermuda to the U.S. parent should represent the
lower bound ol the value of the patent, and the payment made between Foxtrot

- Netherlands and Foxtrot Bermuda should represent an upper bound.®

i
i

Foxtrot Notherlands has a sizcable income as it is reporting the majority of Foxtrot’s forcign salcs.
PRICEWATERHOUSECOOPERS, INTERNATIONAL TRANSFER PrICING 2015716, 620, available o
hitp:/www pwe.com/gx/enfinternational-trans fer-pricingfassels/itp-2015-2016-final.pdl.
Importantly, cost-sharing agreements do not render transfer pricing ineffective. As this example
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In Figure 2, we assumed that, instead of being primarily a manufacturer, Fox-
trot is a patent-intcnsive firm. The structure below represents the Double-Irish
transaction commonly used by U. S. MNCs to reduce their foreign tax obligations.*
Similar to the structure in Figure 1, the U.S. parent transfers the patent offshore. In
this case, Foxtrot U.S. establishes a cost-sharing agreement with Foxtrot Ircland/
Bermuda (a quasi-irish corporation) whereby Foxtrot Ireland/Bermuda makes pay-

Figure 2
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illustrates, even in the presence of a cost-sharing agrcement between the 1.8, operations and the
forcign entity, there will likely still be intra-firm license agreements between the MNC’s foreign

entitics that provide for upper and lower bounds of the value of the intangibles,
1 This cxample is based on Google’s structure,
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ments to purchase an outright interest in the U.S. patent, which will then be jointly
developed by the U.S, parent and the foreign subsidiary (see Number 1).%

Foxtrot Ircland/Bermuda then provides: a sublicensc of the intangible fo a
Dutch holding company (Number 2). The Dutch holding company, Foxtrot Nether-
lands, then sublicenses the patent to Foxtrot Ireland Ltd. (Number 3). Foxtrot Ire-
land Ltd. has significant employces and operations in Ireland. This entity collects all
non-U.S.-based Foxtrot revenue from customers. Foxtrot Ireland Limited then nego-
tiates a transfer price for the use of the sublicense with the Irish tax authorities. This
royalty payment serves to reduce the Ireland Limited’s taxable income. Foxtrot
Netherlands receives a sizable royalty payment from Foxiret lreland Limited. The
Dutch cntity then makes a sizeable license payment to Foxtrot Ircland/Bermuda.
The net cffect is that Foxtrot Netherlands has little current corporate tax. This royal-
ty payment docs not create any significant tax, as Bermuda does not tax royalty in-
come. As with Figure [, Number 1 (the transfer from Foxtrot Ireland to Foxirof
U.S.) represents a lowcer bound on the value of the intangible. On the other hand, the
payments between Foxtrot Treland/Bermuda, Foxtrot Netherlands, and Foxtrot Ire-
land Ltd. are all likely to be biascd upwards therefore representing estimates of the
upper bound.

2. State and Local Taxation Transfer Pricing Regulations

Finally, even within the domestic-only organizations/supply chains, there are
many opportunities to obscrve tax-related transfer prices, particularly if a corpora-
tion has an incenlive to source income (expenses) in low (high) tax states. Figure 3
illusirates the use of a Delaware intangible holding company structure. In this set-
" ting, the domestic parent, Foxtrot U.S., placcs its intangibles in a Delaware holding
company, then its subsidiaries in other staies make payments to the Delaware entity
for the use of its intangibles. As Delaware does not tax income from intangibles,
payments made by an affiliatc in another statc to thc Declawarce parcnt company
saves the corporation the states’ taxes on the royally payment.

2 Foxtrot Treland/Bermuda 1s a quast-Trish entily meaning that it is a registered frish company. But

since the company has all of its assets and business in Bermuda, Ireland does not assert its right to
tax the income,
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Figure 3
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The above discussion illustrates that the tax authorities and taxpayers often

have an adversarial relationship in the establishment of transfer pricing. The majori-
ty of the discussion focuses on the LR.S.’s combatting artificially low outbound
transfer prices (i.e., the transfers or license of U.S. based/created intangibles into
foreign jurisdiction). However, taxpayers may also have an incentive to value the
patent at the upper bounds of arm’s-length transactions (e.g., the Glaxo case). Be-
cause the U.S. is considered a high-tax jurisdiction, it is natural to presume that val-
ues found on U.S. tax retumns have a tendency to be too low. While this is true, one
can argue that there is a significant amount of time and effort required by a U.S.
MNC to support the appropriateness of its transfer pricing. Furthermore, U.S.
MNCs have transfers of intangibles between non-U.S. jurisdictions. These transfers
may be biased upward to take advantage of low-tax incentives. Many of these royal-
ty payments/license fees are subject to scrutiny under OECD transfer pricing guide-
lines suggesting that they face a level of scrutiny similar to U.S.-based transfer pric-
es. Given thc commensurate with income standard and existing penalties regimes,
transfer pricing should certainly provide somc guidance as to the appropriate
bounds (or relative range) to the value of firms’ intangibles. Nevertheless, given the
staggering sums of money at issue, it is inevitable that corporations will seek to set
their transfer prices within their discretion to minimize their tax liability. Although
our current system is far from perfect, we reject the notion that the tax incentives
effectively strip away all value and render transfer prices meaningless. Given that
dueling patcnt experts often diverge by scveral orders of magnitude on a reasonable
royalty damage award, transfer pricing could provide valuable evidence to help the
trier of fact narrow the range of a reasonable royalty patent damage determination,
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V. The Siteations in wh_ich Tax-Related Transfer Prices are the Most
Informative to Patent Damages

Although the underlying lcgal standards for defining the reasonable royalty in
the tax and patent context are nearly identical—that is, both require a hypothetical
arm’s-length negotiation between willing, uncontrolled parties—a number of factors
may render transfor prices more or less informative to the reasonable royalty calcu-
lation tn patent damages. This scction commences by delincating circumstances that
alter the saliency of transfer prices in determining patent damage awards and con-
cludes by arguing that transfer prices are dcvoid of some of the distortions that
plague prior pre-existing patent licenses between unrelated partics.

To begin, the patent’s transfer price will be most informative to the calculation
of a reasonable royalty damage award when the timeframes for the hypothetical ne-
gotiations overlap.® Under patent law, the hypothetical negotiation occurs at the
time the defendant started infringing the patent. The initial transfer of patent off-
shore typically occurs early in the technology’s existence.” Thus, the patent will
likely be subject to an intra-corporation transfer before patent infringement begins,
There is a concern, however, that the patent will be transferred so early in the tech-
nology’s lifespan that the royalty calculated for the tax purposes will drastically un-
dervalue the patent. If the patent is transferred to a subsidiary immediately upon its
issuance it ts possible that the incremental value the patent provides to the underly-
ing {cchnology will be uncertain, as the value of the technology itsclf wilt largely be
unknown. Importantly, our proposal does not advocate ulilizing the initial transfer
price of the patent. Instcad, we posit utilizing the royalty the licensee subsidiary
pays the licensor subsidiary. Unlike the initial transfer price, tax law requires the
royalty rate to be updated to reflect changes in the value of the underlying technolo-
gy, and henee the patent in question.*” Thus, even if the initial transfer price is arbi-
trarily low, the updating of the licensing strcam provides some confidence that in-
creases in the valuation of the technology will be reflected over time,

Second, the tax-related transfer pricc might need to be adjusted to reflect the
naturc of the parties in the patent infringement litigation. For instance, patent law
typically assumes the royalty rate is higher when it involves licensing a patent (o a
direct competitor rather than to another unrclated party, becausc the opportunity

¥ Tniegra Lifesciences I, Ltd. v. Merck KGaA, 331 F.3d 860, 870 72 (Fed. Cir. 2003) (holding that a
prior license consummated at a significantty different time “may have no bearing on the value of
the hypothetical . . . license™),

% Lee A. Sheppard, Reflections on the Death of Transfer Pricing, 120 Tax NoTes 1112, 1112 (2008)

(“Good ideas arc identified carly and transtorred carly.”).

Under the commensurate with income standard, transfer prices must be within 80% and 120% of

an ex post valuation of the intangible. Furthermore, if the intangible is “exploited” using a cost-

sharing arrangement, regulations requirced that the taxpayer rely on an “investor model,” effectively
placing a4 cap on the profit that the arrangement. can generate for the licensee. To the extent that the
licensee earns mote than 1.5 times its investment, an adjustment is made to allocate more income

back to the liconsor (typically a U.S.-based entity). See Treas, Reg. 1.482-7(1)(6) (2001},

a5
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costs to the patentee arc likely larger with the former than the latter.*® U.S. tax law
defines the “arm’s-length” price as the price that the corporation would have
charged if it had instead been dealing with an unrelated party (rather than its own
subsidiary) under the same circumstances.” The arm’s-length pricing in tax context
capturcs the appropriatec market premium associated with the value of the patent, re-
gardless of the specific nature of the relationship between the hypothetical liccnsee
and licensor. To the extent transfer prices do not explicitly account for the oppor-
tunity costs associated with licensing technology to a direct competitor, existing pa-
tent law doctrine suggests an upward adjustment may be ncccssary.

Third, the more similar the technology associated with the intra-corporation
patent transfer and the patent litigation in qucstion, the more informative the trans-
fer price will be to the calculation of the patent damage award. That is, the transfer
price represents an arm’s-length tramsaction wherein the parent company licenses
the patent to a subsidiary for usc in making some product. If a patented technolo-
gy’s value varies upon the product in which it is incorporated, the liccnsor may
price discriminate-—i.e., charge greater licensing rates when the patent provides
more valuc to the product.®™ Take for cxample, a patent on technology that mean-
ingfully elongates the battery charge for computer devices.” The value of the patent
technology will likely be targer for a laptop computer than a desktop computer.” As
a result, a manufacturer of the former may bc willing to pay more to license the
technology than a manufacturer of the latter. To the extent that the value of a pa-
tented technology varies upon its use, it may be necessary to adjust the transfer
price if the products subject to the intra-corporation transfer are significantly differ-
cnt than the one at issue in the patent litigation,

Finally, we notc that tax-rclated transfer prices are devoid of some of the dis-
tortions that plaguc prior patent licensing prices between unrelated partics. Com-
mentators have long noted the possibility of a feedback loop existing between prior
patent licenses and patent litigation damage awards.”’ Because many patent licenses

8 See Minks v. Polaris Indus., Inc., 546 F.3d 1364, 1373 {2008) (holding that the rcasonable royalty

determined by the district court may need to be adjusted upwards to account for the partics being
competitors); Mars, Inc. v. Coin Acceptors, Inc., 527 F.3d 1359, 1373-74 (Fed. Cir. 2008) {noting
that the reasonable royalty for licensing to a competitor is larger than the standard arm’s-length
rate).

¥ 26 CFR.§ 1.482-1(b)(1).

¥ Anne Layne-Farrar, The Patent Damages Gap: An Economist’s Review of U.S. Statutory Patent
Damages Apportionment Rules, 26 TEX. INTELL. PRoP. LI, (forthcoming 2017) (manuscript at 13)
(available at https://ssm.com/abstract=2911289) {noting that fechnology that elongates batlery life

w would provide more value to a laptop than a desktop computer).

80 j;j

"' Roger D. Blair & Thomas F. Cotter, INTELLECTUAL PROPERTY; ECONOMIC AND LEGAL DIMENSIONS
OF RIGHTS AND REMTDITS 230 (2005); Lemley & Shapiro, supra note 2, at 2021-22; Taylor, supra
notc 9, at 106-07; Lee & Melamed, supra note 9, at 418; Masur, supra note 39, at 133-38;
Hovenkamp & Masur, supra note 9. But see, Oskar Liivak, Beyond Circularity: Licensing for In-
novation, 26 TEX. INTELL. PROP. LI (forthcoming 2017) (arguing that not all patent licenses are
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are negotiated in the shadow of cxisting or threatened patent litigation, there is a
concern that distortions associated with the prior existing patent licenses may be in-
troduced to the reasonable damages calculation. For instance, while the hypothetical
negotiation for calculating a reasonable royalty for patent damages assumes the pa-
tent is valid and infringed, rcal-life licensing rates arc invariably negotiated in the
presence of uncertainty about patent validity and infringement.” As a result, com-
mentators often suggest that actual royalty rates found in “comparable” prior licens-
es between unrelated partics should be adjusted upwards to counteract this uncer-
tainty when being utilized as benchmarks for patent damages.”® The same
adjustment would not be necessary for tax-rclated transfer prices, as tax law as-
sumes the patent is valid and must be licensed—i.e., infringed.” That is, because
tax-related transfer prices are not ncgotiated in the shadow of litigation, there is no
danger that any uncertainty associated with success at trial would downward bias
their values.

Enforceability concerns, however, are not the only confounding feedback fac-
tor that is present in prior patent licenses but absent in tax-related transfor prices.
Scholars have also noted that real-life negotiations of licenses often oceur after the
licensee has already begun practicing the licensed patent.”” To the extent the in-
- fringer is locked into the patented technology, it is likely to agrec to a ratc much
higher than if it were free to change technology.” Thus, a prior patent license may
not accuratcly track the incremental value of the patent to the product but instcad be
inflatcd upwards.”” The concern that prior existing license agreements may reflect
lock-in costs is also absent in tax-related transfer prices. The transfer of patents by
related entitics simply does not involve the dynamic associated with hold-up costs.

VI. Conclusion

This Article argues that tax-related transfer prices could be uscful cvidence in
calculating reasonable royalty patent damages. Although transfer prices are un-
doubtedly influenced by the tax system, given that corporate statutory tax rates are
widely known, the lax incentives should always be apparent. Knowing whether a
reported fransfer price should represent a lower or upper bound of a rcasonable roy-
alty calculation will enable the trier of fact to utilize transfer prices {o help narrow
the range of an acceptable reasonable royalty patent damage award. Importantly,
our proposal will not solve every reasonable royalty calculation. That is, only a pa-

subject to this feedback loop and that these licenses “produce market-based evidence that can be
used rather directly to compute patent damages™).

Durie & Lemley, supra note 8, at 641 43,

®1d

* That is, appraisers hired by multinational corporations to calculate the royalty rate associated with
the fransfer of patents to a subsidiary do not discount the licensing price to affect uncertainty in pa-
tent validity and infringement.

Lee & Melamed, supra note 9, at 418; Lomley & Shapiro, supra note 2, at 2016.

Lee & Melamed, supra note 9.

Lemicy & Shapiro, supra note 2.

@2

43
o6
a7
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tentee that manufacturcs products and has transferred the economic right of the pa-
tent to a subsidiary will have reported tax-related transfer prices. Neverthcless, giv-
en the ubiquity of intra-company trading, it is likely that a significant number of 1it-
igated patents will mect this critcrion.
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I. Introduction

As an economist, I must admit that I find the current state of the law regarding
damages for patent infringement—most particularly that relating to apportion-
ment—trustrating at best and woefully incomplete at worst. Namely, damages case
law for utility patent infringement provides two very different, but insufficient,
guidance frameworks for calculating damages: the Entire Market Value Rule
(EMVR) versus the Smallest Salable Patent Practicing Unit (SSPPU) principle.

Apportionment is required for utility patent damages in litigation as a means of
restricting damages to the footprint of the asserted technology and avoiding value
from non-patented (or, as is often the case, “other-patented”) features. This re-
quirement dates back to the early 1880s, with the Garretson v. Clark decision.'
While that 1884 ruling was issued under a different damages regime (as explained
below),” it remains applicable today. Specifically, the Supreme Court wrote in Gar-
retson that;

The patentee . . . must in cvery case give evidence lending to separate or apportion the de-
fendant’s profits and the patentce’s damages between the patented featurc and the unpat-

T Anne Layne-Farrar is a Vice President at Charles River Associates and an Adjunct Professor at
Northwestern University School of Law. She thanks David Golden, John Jarosz, David Long, Ni-
colas Petit, Koren Wong-Ervin, and the participants of the University of Texas Patent Damages 2
conference for helpful comments and Angel Sun for assisiance in preparing the paper for publica-
tion. The opinions in this article are the author's mdependent academic views and arc not atiributa-
blc to her organizations or affiliates, Coraments should be sent to alayne-farrar(@crai.com.
Garretson v, Clark, 111 U8 120, 121 (1884).

Disgorgement was the comman rule in 1880s. Some authors argue that the rcasonable royallies
framework in place today works in a quasi-disgorgcment fashion. See John Golden & Karen San-
drik, A Restitution Perspective on Reasonable Royaliies, 36 Rev. LITiG, 335 (2017).

31
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ented featurcs, and such evidence must bo reliable and tangible, and not conjectural or
speculative; or he must show, by equally reliable and satisfactory evidence, that the profits
and damages are to be calculated on the whole machinc, for the reason that the entire value
of the whele machine, as a marketable article, is properly and legally attributable to the pa-
tented feature.”

Thus, the 1884 Garretson decision laid down the foundation for loday’s battle
between damages based on the “entire value of the whole machine” (now known as
the Entire Market Value Rule, or EMVR) and the Smallest Salable Patent Practicing
Unit (SSPPU) principle.’ Note that the language of Garretson provides for two mu-
tually exclusive but exhaustive options in calculating damages—the end-product
value or an apportionment of that value—and does not call for pulling individual
components out of end products.” Nevertheless, the apportionment rule in Garret-
son set the stage for the SSPPU approach that emerged in case law over a century
later. As T argue in this paper, the modern pair of EMVR and SSPPU options is far
narrower than the approaches afforded by Garretson. 1 present the economic case
for expanding the allowable damages frameworks beyond EMVR or SSPPU, to re-
turn to an apportionment regime more in line with Garretson.

In this paper, | explain the gap in reasonable damages calculations that [ per-
ceive the courts’ EMVR/SSPPU dichotomy has created. I first survey utility patent
damages under the EMVR approach in Section II. Then in Section 111, I review the
case law developing the SSPPU approach. Section IV compares and contrasts these
two approaches. I find that utility patent damages case law is incomplete in that
EMVR and SSPPU do not exhaust all reasonable valuation sccnarios in litigation,
and instead leave uncovered-a class of highly likely infringement scenarios that do
not fit either the EMVR or SSPPU confines. In Section V, I close out my analysis
with a proposal for how we might seal the problematic gap in damages case law and
issue a plea for the courts to step into the breach, providing guidance on how to ap-
ply reasonable and balanced apportionment principles in the circumstances that
warrant damages between SSPPU and EMVR,

II. EMVR: Protecting Jurics

The Federal Circuit has confirmed that the EMVR logic first expressed in Gar-
retson (a case concerning mop heads) remains particularly relevant for damages to-
day, when infringement suits can implicate producis with far more non-patented
features than those that were sold in the 1880s.° It is important to understand that in
the 1880s, patent damages did not include a “reasonable royaltics” option as is
available today. The reasonable royalties provision we are familiar with did not ap-

Y Garretson, 111 U.S. at 121 {quoting Garretson v. Clark, 1878 U.S. App. LEXIS 2023 *[, *14
(C.CN.D.N.Y. July 15, 1878}).

* See generally 1-20 CHISUM ON PATENTS § 20.07(2)(2)ii) (2017).

See generally 23 CHISUM ON PATENTS SCG-6213. Existing Licenses; Prevailing Industry Rates

(2017},

®  See Ericsson, Inc. v. D-Link Sys., 773 F.3d 1201, 1232 (Fed. Cir. 2014),
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pear until 1915, and was not codified in U.S. code until 1922.7 Instead, in the 1880s,
damages were limited to actual damages, such as lost profits or an established royal-
ty payment.® Thus, if patent holders were unable to prove that they had lost any
profits and had no established royalty (having chosen not to license their patent),
then disgorgement of the defendant’s profits attributable to the patented technology
was an allowable and common remedy in the 1880s, albeit one that was plagued
with its own apportionment difficulties.’

In its 1995 Rite-Hite decision, the Federal Circuit reviewed the early case law.
prior to Congress passing the 1946 revision to the Patent Act,'® which removed in-
fringer profit disgorgement for utility patents and replaced it with a narrower view
of patent damages.” The Federal Circuit found that in pre-1946 rulings, “{w]hile
patentees who commercialized the invention of the patent in suit might recover
some amount of profits, the entire amount of profits would not be awarded where
the invention was not of an entirely new device but amounted only to an improve-
ment, unless the invention was the basis for demand for the entire device.”'? The
last portion of this quote, “the basis for demand,” has since formed a central guiding
principle for allowing reliance onthe EMVR. In short, the patent holder must show
that its asserted techmology drives demand for the product as a whole or ¢lsc the en-
tire market value of that product cannot be used as the base for damages calcula-
tions.

The Federal Circuit has explained the rationale behind its EMVR interpretation
as being rooted in the potential for cognitive biases among jurors.” For example, in
its 2011 Uniloc decision, the court noted that “[t]he disclosure that a company has
made $19 billion dollars in revenue from an infringing product cannot help but
skew the damages horizon for the jury, regardless of the contribution of the patented
component to this revenue.”'* In other words, having seen a large number for total
accused product revenues, a jury might “anchor” on that number when assessing the
damages estimates presented by the two parties, even when the case evidence clear-
ly establishes that the patents read on only a small part of the accused product."

Caprice Roberts, The Case For Restitution And Unjust Envichment Remedies In Patent Law, 14
Lewis & CLARK L. REv. 653, 660 (2010) [hereinaftcr Roberts (2010)]; see also Michacl Risch,
fUnjReasonable Rovalties 14, (Vanderbilt University, Working Paper No. 2016-1036, 2016)
(available at hitps:/papers.ssm.com/sol3/papers.cfin?abstract_id=2884387),
Rude v. Westcott, 130 U.8. 152 (1889} (explaining that only established royalty payments were
acceptable: “In order to make the price received by a patentee from sales of licenses a measure of
darmages against infringers, the sales must be common—ihat is, of frequent ccourrence—so as to
establish such a market price for the article that it may be assumed 1o express, with reference to all
similar articles, their salable value at the place degignated.™.
See Roberts {2010), supra note 7, at 65661,
Rite-Hite Corp. v. Kelley Co., Inc., 56 F.3d 1538, 1565--66 (1995).
See Risch, suypra note 7, at 19,
'*" Rite-Hite, 56 F.3d at 1565.
y See Uniloc USA, Inc. v. Microsoft Corp., 632 F.3d 1292, 1320 (Fed. Cir. 2011).

Id
Y Id at 1321.
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Expanding on this logic in its 2012 LaserDynamics opinion, the Federal Circuit
wrote:
Admission of such overall revenucs, which have no demonstrated correlation to the value
of the patented feature alone, only serve to make a patentee’s proffered damages amount
appear modest by comparison, and to artificially inflate the jury’s damages calculation be-
yond that which is “adequate to compensate for the infringement.”'®

The Federal Circuit’s 2014 Ericsson v. D-Link ruling established a two-prong
explanation of EMVR: 1) the “substantive legal rule” that dictates patent damages
“must be based on the incremental value that the patented invention adds 1o the end
products” and 2) an “evidentiary principle” meant to aid juries in asscssing reasona-
ble royalty damages in litigation.'” Then, in its 2015 CSIRO v. Cisco decision, the
court expanded its explanation:

First, “[w]here small elements of multi-component products are accused of infringement,

calculating a royalty on the entire product carrics a considerable risk that the patentee will

be improperly compensated for noninfringing components of that product.” Second is the

“important evidentiary principle” that “care must be taken o avoid misleading the jury by

placing undue emphasis on. the value of the cntire product.”’®

As the quote above illustrates, a key feature of modern debates on apportion-
ment is the “multi-component product.” By their very nature, such products are un-
likely to have a single feature that forms the one and only basis of demand, or is the
sole driver of customer purchases. Hence, in the context of multi-component prod-
ucts, a successful argument for taking the EMVR approach is likely to be rare at
best, which brings us to the case law’s current alternative to EMVR: the SSPPU.

III. SSPPU: Protecting Infringers?

The SSPPU framework was first espoused in 2009 by Judge Rader in Cornell
University v. Hewlett-Packard Company."” That case involved a computer compo-
nent: “the claimed invention is a small part of the IRB [instruction recorder buffer],
which is a part of a processor, which is part of a CPU module, which is part of a
“brick,” which is itself only part of the larger server.””® During pre-trial proceedings,
Judge Rader warnced Cornell not to claim damages beyond the reach of ils asseried
invention.”’ Nevertheless, at trial Cornell’s damages expert attempted to testify on
damages based on Hewlett-Packard’s (HP’s) server and workstation revenues, but
without presenting any evidence that would link consumer demand for servers and

' LagerDynamics Inc., v. Quanta Computs., 694 F3d 51, 68 (Fod. Cir. 2012) (citing Uniloc USA,
Ine, v. Microsoft Corp., 632 F.3d 1292, 1319--20 (Fed. Cir. 2011)).

"7 CGricsson, Ing, v, D-Link Sys., 773 F.3d 1201, 1226 (Fed. Cir, 2014). For a discussion of the Foder-
al  Circuil’s  ruling in this  case, see  The  Tssenfigl Patent blog at
http:/fwww essentialpatentblog. com/20] 4/1 2/federal-circuit-gives-guidance-on-litigating-rand-
obligation-cricsson-v-d-tink/.

'®  Commonwealth Sci. and Indus. Research Org. v. Cisco Systems, Inc., 809 F.3d 1295, 1302 (2015)
(quoting LascrDynamics Inc. v. Quanta Computs., 694 F.3d 51, 67 (Fed. Cir. 2012)).

" Cornell Univ. v. Howlett-Packard Co., 609 F. Supp. 2d 279, 282 (N.D.N.Y. 2009},

0 Id. at283.
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workstations to the asserted patents.” The Judge interrupted the trial to prevent this
testimony, but gave Cornell a chance to return the following day with a damages es-
timate more closely tied to the patented technology.” Cornell’s damages expert
chose to base his round-two damages estimate on HP*s CPU “brick” revenues.* As
clearly articulated in his Judgment as a Matter of Law ruling, Judge Rader found
this approach equally problematic:

Notably, Cornell chose this hypothetical royalty base in favor of another alternative more

clearly relevant to the value of the patented invention — the revenue Hewlett-Packard

would have earned had it sold each infringing processor ag just that, a processor, without

any additional non-infringing components. Instead of linking itg base amount to the pro-

cessots (of which the infringing [RB is an important component), Cornell simply stepped

one rung down the Hewlett-Packard revenue ladder from servers and workstations to the

next most expensive processor incorporating product without oftoring any evidence to

show a connection between consumcr demand for that product and the patented inven-
tion. ™

Observing that at least some pricing data was available for the component in
which the asserted patents were a meaningful and contributing part, Judge Rader ar-
gued that “[t]he logical and readily available alternative was the smallest salable in-
fringing unit with close relation 1o the claimed invention — namely the processor it-
self.”* Thus, the principle of the smallest salable patent practicing unit (SSPPU)
was born.

Judge Rader’s expressed frustration with Comell’s damages calculations is un-
derstandable. He had repeatedly ruled that Cornell had failed to establish that the
asserted technology drove demand for anything beyond a processor, and as such,
was not cligible for the EMVR approach as applied to HP’s servers, workstations,
CPUs, or “bricks.””” Yet Comell continued to argue (without producing any new
evidence that its patented technology was important for the sale of HP’s end prod-
ucts} that it was owed damages on the entire server product and continued to calcu-
late damages based on relatively large elements of the server system that included .
numerous non-infringing features without presenting any rational apportionment of
those sales to narrow the product revenues to the relevant asserted features.”® How-
ever sensible the introduction of the SSPPU concept may have been in the Cornell
case, though, that concept has subsequently led to significant mischief in other cas-
es, with ditferent fact patterns.

As the SSPPU principle gained in popularity, courts began to treat it with pri-

macy, as if damages calculations must always use an SSPPU royalty base, unless
the available evidence established that the EMVR was appropriate. For example, in

2 i
B I at283-84.
*1d at 284,
= Cornell Univ. v. Hewlett-Packard Co., 609 F, Supp. 2d 279, 285 (N.D.N.Y. 2009},
26
Id. at 288,
T Id. at 283-84.
S}
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the In re Innovatio case,” Fudge Holderman concluded “that Innovatio’s patent
portfolio [of 23 standard essential patents, or SEPs] is of moderate to moderate-high
importance to the 802.11 [Wi-Fi] standard,”*® Despite this finding, Judge Iolder-
man reported that he felt compelled to follow the SSPPU approach because he
found that the patent holder had failed to introduce sufficient evidence in support of
an EMVR revenue base:

Beyond the court’s resolution of the parties’ disputc about the application of the “smallest

salable patent-practicing unit” test to Innovatio’s asscrted claims here, Innovatio’s applica-

tion of ity approach did not credibly apportion the value of the end-products down to the

patented foaturcs. In light of that failure of proof, the courl hag no choice based on the ree-

ord but to calculate a royalty bascd on the Wi-Fi chip.®!

Thus, Judge Holderman set the royalty base for damages as “a small silicon
device about the size of a dime that is inserted during manufacturing into an elec-
tronics device, such as a laptop computer or wireless access point, {o provide the
device with 802.11 wireless functionality.”” The chips were found to have an aver-
age price, over the relevant time period, of $3.99 per uni(, which was then further
reduced to reflect the chipmaker’s established profit margin.” In the end, the royal-
ty base employed in the Innovario case was below $2.00 per unit.* This is in con-
trast to the average price of Wi-Fi access points (around $60 per unit) or Wi-Fi ena-
bled laptops (around $785 per unit), which Innovatio argued shouid form the royalty
base (with apportionment they argued reflected the foolprinl of the asserted pa-
tents).™ Clearly, when the numbers differ by magnitudes of this size, decisions on
which royalty base to allow are likely have a profound effect on the resulting dam-
ages calculations.™ :

IV. The Patent Damages Disconnect

One of my primary concerns with the SSPPU approach as the de facto royalty
base when the EMVR criteria (at least as currently defined) cannot be met, is that it
is often at odds with the statutory requirement for damages calculations that damag-
es should be “in no event less than a reasonable royalty for the #se made of the in-

*® In re [nnovatio 1P Ventures, LLC Patent Litig., 2013 WL 5593609, at *1 (N.D. L1, Oct, 3, 2013).
M 1d. at ¥36.

VId at*14,

2 Id. at *12.

I, at #40-41,

#Jd. at %43,

¥ See In re Innovatio IP Ventures, LLC Patent Litig., 2013 WL 5593609, at *12 (N.ID. 111 Oct. 3,
2013). The average price per chip is reported in the opinion; the average prices of the end products
are backed out from other data reported in the opinion.

It is of course true that a $1 royalty can be reached either by applying a 1% royalty ratc on a $100
end product or by applying a 10% royalty rate on a $10 component. In my expericnee, however,
such close matching of rates and bases is difficult to achieve in practice, where each clement of a
royalty calculation needs to be supported with documents or other evidence. The most likely out-
come in a jury {rial is for the court to reduce the allowable base while holding the rate coustant or
adjusting it upward only modestly, such that calculated damages are meaningfully affected by the
reduction of the royalty base.
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vention by the infringer.”?’ As further evidence of its importance in damages calcu-
lations, the use a specific infringer makes of the asserted patented technology is
woven throughout the fifteen Georgia Pacific factors commonly referenced in pa-
tent infringement litigation.” Thus far, however, the choice of SSPPU is largely an
exercise of where the patented technology physically resides, without serious con-
sideration of its value footprint. For example, the SEP portfolio in the Innovatio
case included patents on wireless adapters for “controlling high level communica-
tion protocols” and a “radio frequency data communication system” involving nu-
merous pieces of base station equipment.”” Nonetheless, since the functionality of
these SEPs was technically implemented in so-called Wi-Fi chips, that component
was chosen for the royalty base.* '

I am not the first to recognize a potential disconnect between the SSPPU
standard and the value-of-use calculation. Judge Davis provided a nice analogy
highlighting this problem:

It is simply illogical fo attempt to value the contributions of the [CSIRO patent] based on

wireless chip prices that were artificially deflated because of pervasive infringement. Bas-

ing a royalty solely on chip price is like valuing a copyrighted book based only on the

costs of the binding, paper, and ink needed to actually produce the physical product. While

such a calculation captures the cost of the physical product, it provides no indication of its
actual value.*!

That the choice of an SSPPU may be divorced from the value the asserted pa-
tented technology brings to users leads directly to a problem with treating the dam-
ages framework as an erther/or choice between EMVR and SSPPU. That dichotomy
creates an incomplete set of economic options for damages experts. On the one
hand, when the patented technology drives or forms the basis for demand, the case
law establishes that revenues from the end product are the correct royalty base, with
appropriate apportionment applied to reflect non-infringing features.* On the other
hand, when the patented technology does not form the basis of demand for the
product as a whole, and instead contribules to a relatively small portion of the ac-
cused product, then revenues associated with the smallest salable component within
the end product that infringes the patented technology should be the royalty base.*
But there 1s a third possibility not captured by either of these damages estimation
frameworks: the patented technology is not the sole driver of demand, but is im-
portant enough to affect features and functionality—and hence user value—beyond

35 US.C. § 284 (2017) (emphasis added).
* Georgia-Pac. Corp. v. U.S. Plywood Corp., 318 F. Supp. 1116, 1119-20 (S.D.N.Y. 1970) {explicit-
ly relating Factor 11 fo the value conveyed by the infringer’s use and applying aspects of the val-
ue-in-usc concept in factors 6, 8, 9, 14, and 13).
o in re Innovatio [P Ventures, LLC Patent Litig,, 2013 WL 5593609, at ¥13 (N.D. [I1. Oct. 3, 2013).
Id at *14.
4 Commonwealth Sci. and Indus. Research Org. v, Cisco Systems, Inc., 2014 WL 3805817, at *11
(E.I), Tex. 2014).
- LaserDynamics Inc., v. Quanta Computs., 694 F.3d 51, 67-68 (Fed. Cir. 2012),
Id

kR
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its smallest salable component implementation.

To see the gap in the coverage of the SSPU and EMVR frameworks more
clearly, we return to the language in the Federal Circuit’s LaserDynamics decision,
where the court observed that:

We reaffinm that in any case invelving multi-component preducts, patentees may not cal-

culate damagces based on sales of the entire product, as opposed to the smallest salable pa-

tent-practicing unit, without showing that the demand for the cntire product is attributable

to the patented teature . . .. Admission of such overall revenues, which have no demon-

strafed correlation to the value of the patented feature alone, only serve to make a patent-

ee’s proffered damages amount appear modest by comparisen, and to artificially inflate

the jury’s damages calculation beyond that which is “adequate to compensate for the in-

fringement."**

The [irst sentence of the above quotc matches the language discussed above in
the context of the EMVR case law: “demand for the entire product” must be “at-
tributable to the patented features.” But the latter sentence of the quote uses differ-
ent langnage that is not equivalent to the “basis of demand” point. Specifically, the
court argues that when overall revenues “have no demonstrated correlation to the
value of the patented features” then reference to overall product revenues can “arti-
ficially inflate” a jury’s view of damages.”’ T agree, but “correlation” is a very dif-
ferent metric than “the basis of demand.” Patented technology may not be the sole
driver of customer demand, but may nonetheless affect the end product beyond its
physical implementation in a component, such that there can be a “demonstrated
correlation” between the value of the patented features and overall revenues.

If we place damages frameworks on a spectrum ranking the magnitude of pa-
tented conlributions to the value of their end products, where EMVR lies at the far
right (the patented technology is the key reason for the end-product value) and
SSPPU at the far lefl (the patented technology is just one of many reasons for end-
product value), this third option would occupy the middle of the specirum.*® For this
middle group, the relevant question then becomes how much “correlation” can be
“demonstrated,” with SSPPPU becoming less suitable as a damages approach as de-
monstrable correlation between the patented technology and end-product value in-
creases. The figure below presents three paradigms of demonstrated correlation,
The top line fits an SSPPU approach reasonably well, but the bottom two do not,
with the third line showing a meaningful disconnect between the SSPPU physical
implementation and the value contributed by the usc of the patented technology to
the overall product.

*d.

45 i

" That is, product valuc that “results as a natural, direct, uninterrupted consequence™ from use of the
patented technology, “without which the [value] wonld not have {been realized]” should be includ-
cd in the selection of a damages approach and should counsel for moving beyond SSPPU when
that valuc exceeds the limits of the smallest salable unit. This is an economic analog to the lepal
concept of proximate cause; see West's Encyclopedia of American Law (2nd ed., 2008), available
«f http://legal-dictionary.thefreedictionary.com/proximate+cause {defining “proximate cause”).
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Single Component End Product

Single Component End Product

Single Component End Product

Judge Davis’s printing analogy further illuminates how the value of intellectual
property can extend beyond the costs of its physical implementation.!” Suppose a
printer will publish two books, each 100-page-long hardcopies: one is a textbook by
a well-respected legal scholar, such as Herbert Hovenkamp; the other a case analy-
sis written by an unknown first-year law student. The cost of the paper, ink, and
printing will be the same for the two books, but the value to users of the IP embed-
ded in each book is likely to be vastly different. The Hovenkamp textbook will like-
ly have far higher value than the law student case analysis, with the former enjoying
greater distribution and a longer shelf life. Thus, even though both works are physi-
cally implemented in the same format, and have identical production costs, the val-
ue of the works to users will be very different. The same can be true for other forms
of IP with respect to their physical implementations.

Some examples may clarify the various points that are likely to exist along the
spectrum of damages between the endpoints of EMVR and SSPPU. First, think
about certain pivotal radio frequency (RT) technology within a smartphone: RF
functionality is physically implemented on a semiconductor chip within a
smartphone, but technically unrelated features within that phone can have enhanced
value because of innovations in radio-enabled connectivity, and radio-enabled con-
nectivity can enjoy enhanced value resulting from the presence of those features. As
Teece and Sherry (2016) explain:

[A]dding a camera to a cellphone increases the range of ways that the owner can make use

of the cellphone; the owner can now take photos and share them with others over cellular
connections in a way that the owner of a camera-less cellphone cannot. This increases the

4 Commonwealth Sci. and Indus. Research Org. v. Cisco Systems, Inc., 2014 WL 3805817, at *11

(E.D. Tex. 2014).
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value to the owner of having cellular connectivity. Similarly, the ability to share photos

with others over a cellular network enhances the value of the camera functionality, as

compared to the value of a stand-alone camera without cellular connectivity that is not ca-

pable of such sharing, In other words, even though the two features are technologically un-

related. adding the camera functionality enhances the value of cellular connectivity, and

vice versa, ¥

Putnam and Williams (2016) corroborate the prevalence of system-level tech-
nologies within the mobile telecom sector, which makes that sector ill-suited to an
SSPPU approach.”’ These authors conducted a case study of patents declared as po-
tentially essential for the 3G WCDMA standard, identifying the “practicing unit”
most relevant for the patented technology defined as the aspect of the product in
which the benefits of the technology were most clearly apparent. In many instances,
components, product features, and user equipment were specifically described in the
patent claims, along with how the technology affected functionality for those com-
ponents, features, and equipment. Among the practicing unit options of baseband
chip, network, or user equipment, the authors find that none of the 362 patents re-
viewed could be limited to baseband chip functionality alone.

As another example, Petit (2016) presents a case study on the Wireless Avion-
ics Intra-Communications (WAIC) standard.® This standard is “primarily about
safety-related applications: release of oxygen masks, trigger of oxygen flow, emer-
gency lighting, cabin pressure, etc.””' The WAIC standard is implemented via the
installation of RF equipment (antennae, transmitters, and receivers) on commercial
airplanes.’® This RF equipment represents identifiable, salable components of the
much larger end product—the plane.” While oxygen mask operations and other
safety features improved through the use of the WAIC standard are important, these
elements are not the sole basis for demand of a plane.** Thus, damages calculations
for infringement cases involving WAIC-related patents fall squarely within the cur-
rent SSPPU regime, with the RF component prices as the relevant royalty base, to
which further apportionment would be applied to reflect the particular footprint of
the patents in suit.”

David J. Teece & Edward F. Sherry, On the ‘Smallest Saleable Patent Practicing Unit’: An Eco-
nomic and Public Policy Analysis 17 (Tusher Center, Univ. of Cali. at Berkeley Working Paper,
January 2016), http:/innovation-archives berkeley.edu/businessimnovation/documents/Tusher-
Center-Working-Paper-11.pdf.

Jonathan Putnam & Tim Williams, The Smallest Salable Patent-Practicing Unit (SSPPU): Theory
and Evidence 35-45 (Sept. 6, 2016) {unpublished manuscript),
https://papers.ssrn.com/abstract=2835617.

See generally Nicolas Petit, The Smallest Saleable Patent Practicing Unit (“SSPPU") Experiment,
General Purpose Technologies, and the Coase Theorem (Feb. 20, 2016) (unpublished manuscript),
https://papers.ssm.com/abstract=2734245,
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Petit, however, calculates that adopting the WAIC standard can lead to signifi-
cant operational cost savings for commercial airlines.®® In particular, “a standard
Airbus A-380 embarks approximately 5700 kilograms of electrical wires. With
wireless technology, approximately 30% of the entire aircraft electrical wire (i.e.,
1710 kilograms) can be stripped.”>” In turn, that reduction in weight translates into
both jet fuel cost savings (the most significant operational cost that airlines face)
and reduced CO, emissions.*® Taking the fuel cost savings for a standard Airbus A-
380, Petit estimates a cost savings of $3.02 million per plane, far in excess of the
$1,000 price of a typical RF transmitter.” Even if the key patent holders in the ag-
gregate only sought half of the cost savings realized by users as compensation for
their patented technology, the necessary royalty rate would need to be 1510 times

. the SSPPU price—a figure an accused infringer would surely decry as “unreasona-
ble.”® Indeed, should the aggregate royalty for WAIC technology reach even a
fraction of 1500% of RF transmitter revenues, it is likely that the patents would be
held up as the poster children for “royalty stacking” abuse.®'

The WAIC example highlights yet another important point for damages appor-
tionment and the appropriate choice of a royalty base: a jury’s cognitive biases can
run in either dircction.®” Just as the Federal Circuit in LaserDynamics rightly wor-
ried about the disclosure of total revenues “artificially inflat[ing] the jury’s damages
calculation” when the patented technology contributes to no more than a small
component of the overall product, we also need to worry about an SSPPU revenue
(and even more so, an SSPPU profit margin) figure artificially deflating a jury’s
damages calculations when the patented technology is not the sole driver of demand
but nonetheless contributes more value to its users than is captured in the compo-
nent in which it 1s physically or technically implemented. Presenting a jury with the
$1,000 RF transmitter price tag as the royalty base would likely artificially deflate
the jury’s damages calculations in a WAIC patent infringement case, when the val-
ue contributed by the patents to users will measure some portion of $3.02 million.

Yet another example drawn from discussions with David Long further empha-
sizes the importance of basing valuation on a technology’s use, rather than its phys-
ical location in some component, Consider an innovative wireless technology that
reduces the power requirements for mobile devices, increasing the time a device
holds a charge by 30%. As is common for information and communications tech-
nology (ICT) inventions, this battery improvement technology is physically imple-

3 petit, supra note 50, at 3,

Y Id. at2.

S

¥ Id at3.

®

A

% See Aune Layne-Farrar, The Practicalities and Pitfalls of The Smallest Saleable Patent Practicing

Unit Docirine: 4 Review of Teece and Sherry, 51.4 Leg NOUVELLES 234, 235 (2016) {reviewing
Teece & Sherry, supra note 48),
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mented in a semiconductor chip. Suppose that the same chip can be deployed to
provide wireless capabilities in a mobile phone, a tablet, a laptop, or a desktop com-
puter. The last device is kept plugged into the wall socket whereas the other three
devices are mobile and hence only plugged in when a new charge is needed.

This patented power-saving invention will be more valuable to a mobile user
than to a desktop unser: longer battery life is one (though not the only) key feature on
which consumers choose mobile devices. Thus, using the patented technology
would either increase a mobile device maker’s quantity of sales, enable it to in-
crease its retail prices, or both. By contrast, desktop computer users will find less
value in patented technology that provides power savings, as desktop computers
must be plugged in to function. While the patented technology may improve the
desktop’s energy consumption, users are unlikely to consider this a key feature, and
hence is unlikely to translate into meaningfully higher market shares or revenues for
the desktop maker. With this fact patiern, is the chip a reasonable SSPPU for the pa-
tented technology? Does the answer depend on whether the chip is used in a mobile
device or a desktop? If a particular manufacturer used the same chips in both mobile
devices and desktops, how should damages for that muiti-product manufacturer be
calculated?

The disconnect between the physical implementation of the patented technolo-
gy and the value of the technology’s use is particularly problematic if the compo-
nent in which the technology is implemented reflects a component market that has
rarcly taken patent licenses at the component level of the production chain. Industry
practice in many ICT sectors is to license all IP at the end-production level: thus,
some component makers witl not have patent licenses, will not have paid for the us-
er value of the IP physically implemented in their components, and thus will have
component pricing structures that do not reflect the value of using the technically
implemented IP. Judge Davis referred to this problem in his CS/RO ruling, noting
that the wircless chip prices relevant in his case “were artificially deflated because
of pervasive infringement.”*

To alter such a market structure ex post, taking a component maker’s prices or
profit margins as the royalty base without considcring whether that component
maker has ever paid for the use of the technology implemented in its components,
ignores important market dynamics. Consider a hypothetical Product X, an end
product with three key features (A, B, and C} that together drive demand. Under in-
dustry norms, most manufacturers of Product X currently pay all IP royalties to the
patent holders, Suppose the product incorporates two smaller components, a battery
and a chip, both purchased from third-party suppliers and hence with observable
prices. Figure 1 illustrates this product, broken down into its components, reflecting
the status quo costs a manufacturer of Product X [aces (lhe bill of materials {or the
components and the license fees covering features A, B, and C).

8 Commonwealth Sci. and Indus. Research Org. v. Cisco Systems, Inc., 809 F.3d 1295, 1299 (Fed.
Cir, 2015).
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Figure 1: Licensing under industry norm
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Suppose that the patents asserted in litigation read on feature C, but are physi-
cally implemented in the chip. Feature C, alone, does not drive demand, so EMVR
cannot be used to determine damages. The chip also implements feature sets A and
B, so under an SSPPU approach, the defendant will argue that the chip implements
far more than feature set C and thus requires further apportionment. Assuming that
each of the three features are of equal value to users of Product X (and hence to its
seller), the defendant will argue for taking around 33% of the chip price (or even
more likely, 33% of the chip’s profit margin) as the royalty base, reflecting the
“cost” of the patented technology implemented on the chip to the maker of Product
X. The basis for this argument is that 1) the chip “captures™ all of the patented tech-
nology because this is where the asserted patents are technically implemented; 2)
the “value” of the IP on the chip must be some fraction of the chipmaker’s profits,
which reflect all of the chipmaker’s costs of producing the chip, so the chipmaker’s
profit margin is the relevant damages base; and 3) the chip’s price is set by the mar-
ket and cannot be raised without substantial loss of sales and/or profits, so the chip’s
profits must cap the royalty. While highly stylized, this is a realistic example of
SSPPU arguments in my experience. Figure 2 below represents this scenario graph-
ically, with the solid green box for the chip highlighted out of the rest of the product
components representing the royalty base for damages and the green shaded box for
feature C illustrating the value contributed to the product from the asserted patents.
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Figure 2: Licensing under narrow SSPPU approach
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SSPPU arguments under this set of circumstances offer an incomplete view of
the market, how the market values the use of the asserted patented technology, and
what the relevant royalty base should be for setting reasonable damages for the as-
serted patented technology. First, under industry norms, end-product makers are
currently paying both the price of the chip and the license fee for patents enabling
feature C that are implemented on that chip. As a result, the apportioned chip profits
do not reflect the full value of the asserted patented technology to users of the end
product or its seller. Second, the argument that the price of the chip cannot be in-
creased due to market pressures ignores the fact that the value of using the IP was
separate from the price of the chip to begin with. If Product X manufacturers were
willing to pay for both the chip and the IP license under the industry norm of end-
product makers licensing all IP, then the chip’s price should increase to reflect the
value of using the IP if that chip now captures the full value of using the IP. This
approach merely shifts payments across production levels, and as such does not in-
crease aggregate payments for the asserted technology at the overall product level.
Figure 3 below illustrates this point, with both the chip and feature C combined to
form the royalty base for damages, shifting the cost of using feature C from an end-
user license regime to a component license regime.
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Figure 3: SSPPU Licensing reflecting value, not location, of IP
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While modifying the SSPPU cost base to include the full value of using the pa-
tented technology enabling feature C might seem the most straightforward way to
fill in the damages gap, allowing for EMVR and SSPPU to define the full set of
damages framework options, [ am skeptical that this would work in practice (at least
without some serious transition pains for all of the companies involved). The prob-
lem with this sort of adjustment to SSPPU is that it too runs the risk of taxing juries’
evaluation skills during the industry shift to the new licensing regime and therefore
is likely to fall afoul of anchoring problems analogous to those that drove the crea-
tion of the SSPPU in the first place. In order to achieve an SSPPU with value-of-use
based damages when the value footprint of the patented technology exceeds its
physical implementation footprint, the royalty rate would need to exceed the current
price of the component until the industry adjusted to the new paradigm. With chips,
the current market structure for many ICT industries would need to be adjusted to
include the value of using IP to the end product, where it historically has been paid,
shifting it down to the component level, where heretofore it has generally not been
paid. Component prices would then increase to reflect the value of using the IP im-
plemented within the component, shifting costs from end-product makers down to
component makers. Through patent exhaustion and pass-through rights, component
makers would then indemnify their customers to justify their newly higher prices,
meaning end-product prices would be unaffected (except by any transaction costs
that affect rights pass through).

The Product X hypothetical is simply a generic illustration of the more specific
WAIC example from above, where an SSPPU approach reflecting the value of us-
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ing the patented technology would require a royalty rate over 1500 times the price
of the component in which the technology is implemented. Nevertheless, before
component prices adjust to such a new industry order, I suspect that juries will
struggle with the SSPPU-plus approach just as much, if not more, than they did with
$19 billion end-product revenue for a component of a processor. That is, juries see-
ing a royalty base that starts with a low-priced component and a royalty rate 10
times 100% are likely to be biased in the other direction, toward awarding damages
that are too low to compensate the patent holder for the value its patents contribute
to the product.

Understanding why a chip maker that has not paid for the use of IP embedded
on its chips before could indeed handle an initial 150,000% royalty rate (in a dy-
namic sense, before the industry adjusted) requires a fairly sophisticated under-
standing of path dependency and market pricing, as well as an understanding of
how market pricing would realign over time with chip makers taking on costs from
and providing indemnity to producers further downstream.** As Figure 3 makes
clear, increasing the royalty base to incorporate the value of using the patented
technology would reflect a rejiggering of where costs are incurred within the pro-
duction chain, but would not impact the final product price or the license fee that
the holder of Patent C received for the use of its patented technology. It would re-
quire component makers to raise prices to reflect the value of using the IP embed-
ded within the component and to begin offering indemnity to their customers.
Against this nuanced, though economically sound argument, we would likely have
defendants making simple, fairness-based responses during patent infringement liti-
gation: how can it be reasonable to charge many multiples of the total profit the li-
censee earns from sale of the component?®® In other words, the pain associated with
the necessary market changes to move IP licensing from the end-product level to the
component level make it highly unlikely that the move will ever occur.

Given the above issues, I conclude that the currently allowed damages ap-
proaches for utility patent infringement are incomplete. Patent holders with asserted
technology whose value exceeds the baseline valuation of “one feature out of
many” that fits the SSPPU principle, but which also falls short of the “sole basis of
demand for the end product” as required by the EMVR, face an exceedingly diffi-
cult task in presenting “reliable and tangible™ evidence on apportionment and in
calculating damages that still enables compensation that is “in no event less than a
reasonable royalty” and that thereby reflects the value of using the patented tech-
nology within the infringing product,®

% For such an understanding, see, for example, Anne Layne-Farrar, Gerard Llobet & Jorge Padilla,

Patent Licensing in Vertically Disaggregated Industries: The Royalty Allocation Neutrality Princi-
ple, 95 ComM. & STRATEGIES 61, 65-67 (2014).

Moreover, in jurisdictions with “excessive pricing” laws, like the European Union, defendants are
likely to raise antitrust arguments as well. Given the global nature of many patent portfolios, this
concern is a real one even for U.S.-based patent holders.

% 35U8.C. § 284 (2017).
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V. How to Fill the Gap

The choice between EMVR and SSPPU is not quite as stark as presented
above: the courts have allowed some non-SSPPU, non-EMVR damages methodolo-
gies. However, these options appear insufficient to unequivocally fill the gap identi-
fied here. For instance, in CSIRO v. Cisco, the Federal Circuit held that taking a
cents- or dollars-per-unit royalty approach does not fall under either EMVR or
SSPPU, which both require a revenue base as opposed to a units base for damages
calculations.”” The fee-per-unit option could work in cases like the WAIC example
above, where cost savings stemming from the patented technology are relatively
¢asy to estimate on a per-unit basis. But this approach 1s unlikely to be workable in
other instances, such as for the RF smartphone example given above, where the ad-
ditional value for technically unrelated features is not a simple cost reduction. In
many instances, it is quite difficult to translate technology value into per-unit cost
savings or per-unit price increases that can be cleanly isolated and attributed to spe-
cific asserted patented technology.

A second option that avoids the EMVR/SSPPU split relies on comparable li-
censes covering the same patents, Recognizing that idustry practice in many sec-
tors of the economy, particularly for multi-component ICT products, sets royalty
rates as a fraction of average selling prices for the end product, the Federal Circuit
explained in its CSIRO ruling that:

The rule Cisco advances—which would require all damages models to begin with the

smallest salable patent-practicing unit—is untenable. ... [Aldopting Cisco’s position

would necessitate exclusion of comparable licensc valuations that—at least in some cas-

cs—may be the most cffective method of estimating the asserted patent’s value. Such a

holding “would often make it impossible for a patentee to resort to license-based evi-
dence.”®

“License-based evidence” is typically one of the best indicators of an asserted
patent’s value, because arm’s-length licenses tend to reflect the fair market value of
using the patented technology within products and services.” When the case record
contains sufficiently comparable licenses that value the asserted patents, but do so
without resort to an SSPPU estimation exercise, the damages expert can rely on

¥ Commonwealth Sci. and Indus. Rescarch Org. v. Cisco Systems, Inc., 809 F.3d 1295, 1303 n.1
{(Fed. Cir. 2015) (“The choice of royalty basc—which is often the focus of the apportionment anal-
yais—ig irrelevant to the district court’s analysis. The particular rates relied on by the district court
were conternplated as cents per end unit sold by Cisco, but they could equally have represented
cents per wireless chip without affecting the damages calculation.™).

% Id at 1307.

% While secrecy is certainty a common issue, in my experience patent holders do not avoid license
deals on the “bottom segment” for fear of setting precedents, particularly when they can rely on
arguments that such deats are not comparable for other licensees. Buf see Erik Hovenkamp & Jona-
than Masur, How Patent Damages Skew Licensing Markets, 36 REv. LiTtG. 379, 381 (2017) (stat-
ing that patent holders are discouraged “from licensing at anything less than a high royalty rate—
cven if additional mutnally beneficial agreements could be reached at lower rates—due to the fear
that anything less would weaken its patent by limiting its future recovery.”),
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thosc licenses as establishing a reasonable royalty. These comparable licenses might
entail running royalties (percentages of revenues, percentages of selling prices, or
per-unit amounts), lump sums, or some combination thereof, But sufficiently com-
parable licenses will not always be available, especially for newer products or new-
ly licensed patent portfolios, and thus this alternative is also insufficient for tilling
the damages gap.

As a third alternative to the EMVR/SSPPU dichotomy, damages can take the
form of a lump-sum payment. This also avoids the need for an explicit revenue base
multiplied by a royalty rate, and thus avoids the need for an SSPPU, That being
said, in my experience, willing parties often arrive at lump-sum license payments
through negotiations over the basic math of a revenue base times a royalty rate. In
other words, in arm’s-length bargaining the parties frequently forecast revenues for
the covered products over the life of the license, apply somc mutually acceptable
royalty rale fo that amount, and then factor in appropriate discounts (for example, to
reflect the fact that the patent holder is receiving the entire license payment upfront
rather than over time) to arrive at the ultimate lump-sum amount to be paid by the
licensee. Recall from the quote above that Garretson requires evidence that is “reli-
able and tangible, and not conjectural or speculative,” so damages experts must ex-
plain how they reach their lump-sum amounts. As a resalt, this third option will
likely be limited to either truly comparable license agreements cstablishing an ap-
propriate lump sum that could translate without adjustment to the current litigation
or cases with clean evidence of cost savings or price increases (e.g., like the WAIC
example). Thus, this option is alse limited and insufficient for overcoming the pa-
tent damages gap.

We thereforc need to add a new option to the current choices of EMVR,
SSPPU, per-unit royalties, comparable licenses, and lump-sum payments. As dis-
cussed above in relation to Figure 3, one solution might be to expand the SSPPU
approach to allow for royally rates in excess of 100% of the chosen component roy-
alty base. This would trigger price increases for components that had not before
paid for IP licenses, with a shift of patent licensing from the end-product level to the
component level over time. ITowever, as a matter of economics, it is not clear that
moving to such an SSPPU-plus world would be more efficicnt or bestow greater so-
cietal welfare than the current regime where many arm’s-length, multi-component
ICT licenses are sct on the basis of end products.” This approach would require
significant changes (o industry practices, and thus would incur considerable fransi-
tion costs. Moreover, firms in thesc industries have voluntarily chosen to handle pa-
tent licensing at the end-product level, where market prices are easy to observe and
much harder to game than many component prices would be, It therefore seems far

" See Gerard Llobet & Jorge Padilla, The Optimal Scope of the Royalty Base in Patent Licensing, 59

LI.. & Econ. 45 (2016) {presenting theoretical analysis establishing that royalty percentages ap-
plied to EMVR or “ad valorem” royalties are generally welfare enhancing and preferable to
SSPPU prices).



2018] The Patent Damages Gap . 49

easier (and less disruptive to otherwise uninvolved industry members) to simply add
a new utility patent damages approach that covers the middle ground cases where
the value of using the asserted patent exceeds the price or profit of the component in
which it is physically located but does not rise to the level of being the sole driver of
demand for the entire end product.

I do not believe that introducing such an additional damages option would re-
quire much effort from the courts or the litigating parties. In fact, I think some in-
cremental changes to the current regime could be all that is required. To see this, re-
turn to the hypothetical Product X example. Again, consider that the asserted
patents cover feature C and the technologies are physically implemented in the
chips. Consumers choose Product X suppliers on the basis of all three features, A,
B, and C. In addition, assume that the chip makers are not licensed to use the assert-
ed patent. The situation falls short of the current requirements for EMVR, since fea-
ture C is not the sole basis of demand, but clearly exceeds the confines of the cur-
rent applications of SSPPU since the value of feature C to the end product exceeds
the price that the Product X maker pays for the chip implementing feature C. If the
chip were used as the royalty base, it would run the risk of biasing the jury towards
a too-low damages figure not reflective of the value footprint of using the asserted
technology.

In this sitnation, the damages expert could rely on the end-product price as the
royalty base, on a per-unit basis so as not to unfairly bias the jury with aggregate
revenue figures. To this royalty base, the damages expert could either apply an ap-
propriate apportionment percentage (say 33%, reflecting that feature C is one of
three features in the product driving consumer demand) in conjunction with an es-
tablished end-product royalty rate, or she could devise a smaller rovalty rate that
appropriately reflects the value of using the patented technology within the product
(and no more) to apply directly to the product price (that is, the rate itself would in-
corporate apportionment). In recognition of the issues driving the EMVR rule, the
jury could be shown either the apportioned revenue base only (33% of end-product
revenues in our hypothetical) or the per-unit product price but not any aggregate
‘revenues, which could solve both the upward and downward bias problems.

This additional damages approach proposal is consistent with recent case law
on injunctions for patent infringement. In particular, in its late 2015 review of the
irreparable harm prong of injunction evaluations under eBay™ for the dpple v. Sam-
sung case,” the Federal Circuit “issued an Order that withdrew their original opin-
ion and ssued a revised opinion that focuses on the patented feature being ‘one of
several [features] that cause consumers to make their purchasing decision,” rather
than the patented feature having to be ‘the exclusive or significant driver of custom-
er demand’ as prior decisions had intimated.”™ A similar softening of the sole driv-

I eBay Inc. v. MercExchange, L.L.C., 547 U.S. 388, 395-96 {2006},

* Apple Tnc. v, Samsung Electronics Co., Lid,, 786 F.3d 983, 1005 (Fed, Cir. 2015).
" David Long, Federal Circuil revived injunction decision to emphasize patented feature being one
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er of demand requirement for EMVR could be allowed for patent damages, as onc
means of filling in the current gap that appears when asserted patents add more val-
ue to an end product than is captured in the price or profits of the physical compo-
nent housing the patented technology.

The above proposal also appears to be consistent with the spirit of Garretson:
the patent holder would present “evidence tending to separate or apportion the de-
fendant’s profits and the patentee’s damages between the patented feature and the
unpatented features.”” That is, using the end product as the royalty base, but apply-
Ing a reasonable apportionment factor and limiting what is shown to the jury could
close the patent damages gap in a sensible fashion, balancing the needs of both pa-
tent holders and licensees and balancing the risks of both downward and upward b-
ases for juries.

The goal in relation to the litigation rules framing utility patent damages
should be the creation of rubrics that ensure compensation for patent holders that is
not “less than a reasonable royalty” and that reflects the value of using the asserted
patented technologies within the accused infringing products, without risking over-
compensation that could harm product manufacturers or follow-on inventors hoping
to move those products forward. The case law currently in place does not reach that
goal. While I believe the proposals above are worth considering, even those who
disagree with the proposals made here should be open to finding other means of fill-
ing out the damages approaches to avoid leaving entire calegories of cases without a
reasonable damages framework.

of several that drive purchasing decision (Apple v. Samsung), ESSENTIAL PATENT BLoG (Dec. 23,

2015), http:/fwww.essentialpatentblog.com/2015/12/federal-circuit-reviscd-injunction-decision-to-

cmphasize-patented-feature-being-one-of-several-that-drive-purchasing-decision-apple-v-samsung.
™ Garrotson v. Clark, 111 U.S. 120, 121 (1884),
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I. Introduction

In the mid-1990s, the Federal Circuit endorsed the fiftcen Georgia-Pacific fac-
tors as an appropriate and helpful framework for determining reasonable royalty
damages in patent cases. Courts subsequently have applied the Georgia-Pacific fac-
tors as the commonly accepted default framework for rcasonable royalty damages,
and courls often instruct juries to use the fiftcen Georgia-Pacific factors as the test
for determining reasonable royalty damages.

The time has come to break the Georgia-Pacific habit. Notwithstanding their
widespread use, the Georgia-Pacific factors have become outdated and tmpractical.
Indced, the Georgia-Pacific factors are not, and were never intended to be, a gener-
ally applicable framework for determining reasonable rovalty damages. In recent
years, the Federal Circuit has cautioned that the Georgia-Pacific factors are not a
“talisman” for reasonable royalty determinations and has held that it is reversible
error to instruct juries on Georgia-Pacific factors that are irrelevant or inconsistent
with the evidence of rccord. There is evidence that the Georgia-Pacific factors not
only complicatc the damages analysis but also lead to damages awards that system-
atically overcompensate patent holders. These problems have led to an increased
focus on whether the long list of Georgia-Pacific factors is in fact helpful to jurics,
as well as ncw proposals to provide a simpler and more coherent framewaork.

This article provides a proposal to bring simplicity and structure to rcasonable
royalty determinations through a new framework for damages jury instructions.
Courts should replace their reliance on the Georgia-Pacific factors with a more
concise and coherent sct of principles that will facilitate damages awards bascd on
the truc market value of the patent at the time of the hypothetical ncgotiation.
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II. Patent Damages Policy Objcctives

The notion that providing inventors with certain exclusive rights to their inven-
tions will encourage the development and dissemination of valuable innovations 13
the bedrock of patent law. This purpose is stated explicitly in the U.S. Constitution,
which empowers Congress “[t]o promote the Progress of Scicnce and uscful Arts,
by sccuring for limited Times to Authors and Inventors the exclusive Right to their
respective Writings and Discoverics.”'

As two of us discussed in Breaking the Vicious Cycle of Patent Damages,
“[t]here is little dispute that providing inadequate patent proteclion to inventors
would leave them without optimal incentives to invent.”? However, “[t]here is also
little dispute that the ultimate goal of fostering innovation would be undermined by
providing too great a degree of protection to patents and, in particular, that exces-
sive damages for patent infringement would reduce the overall incentive for firms to
develop commercial products and to innovate by building on earlier inventions.”
Thus, an accurate assessment of damages for patent infringement is essential to fos-
ter innovation and further the purposes of the patent laws.*

An accurate assessment of damages would award the patent holder the market
-value of a license to usc the patented tcchnology. That is the amount on which a
willing licensor and a willing licensee would have agreed in a market transaction in
which both had the option of walking away from the deal and pursuing their best
alternative instead. It is the amount to which they would have agreed had they nego-
tiated at arm’s length for patent clearance before the infringer had committed fo us-
ing the patented technology.” That amount will in no event be greater than the in-

' 1.8 ConsT. art. 1, § 8, cl. &,
William F. Lee & A. Douglas Melamed, Breaking the Vicious Cycle of Patent Damages, 101
CornoLr L. Rev. 385, 391 (2016) [hereinafier Breaking the Vicious Cycle); see also, e.g., FED.
TRADE COMM™N, THE EVOLVING P MARKKIPLACKE: ALIGNING PATENT NOTICE AND REMEDIES WITIT
CoMPETITION 40 {2011) {“[A] patent enables [the owner] to capture retums from R&D investment
by preventing others from appropriating the invention and driving down prices through infringing
competition.”); WILLIAM M. LaNDes & RICHARD A, POsNER, THE ECONOMIC STRUCTURL OF
INTELLECTUAL PROPERTY Law 13 (Harvard Univ. Pross, 2003) {*[A] firm is less likely to expend
resources on developing a new product if competing firms that have not borne the expense of de-
velopment can duplicate the product and produce it at the same marginal cost as the fnnovalor;
competition will drive price down to marginal cost and the sunk costs of invention will not be re-
couped.”).
Breaking the Vicious Cycle, supra nole 2, at 391; see also, e.g., Thomas F. Cotter, An Economic
Analysis of Enhanced Damages and Attorney s Fees for Willful Patent Infringement, 14 FEp. CIRC.
B.J. 291, 313 14 (2004) (“[SJupracompensatory awards could . . . induce firms to . . . avoid mar-
keting innovative products, or (in the antitrust context) from agreeing to unconventional, but so-
cially desirable, methods for joint production and distribution of goods.” {footnotes omitted));

- Mark A. Lemley & Carl Shapiro, Patent Holdup and Royaity Stacking, 85 TeX, L. REv. 1991, 1993
(2007} {excessive royalties “act as a tax on new products incorporating the patented tcchnology,
thereby impeding rather than promoting innovation™).
Breaking the Vicious Cyele, supra note 2, at 391-92,

 Id at392-393.
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cremental value of the patented technology for the intended use compared to the
value of the best alternative available at the time.

The Georgia-Pacific factors do not direct courts or juries to make that assess-
ment. One of the most significant problems with the Georgia-Pacific factors is that
they do not adcquately preclude consideration of the alleged infringer’s “lock-in”
costs—such as the investments already made in the allegedly infringing product and
the cost to switch to a non-infringing alternative——and thus ofien lead the factfinder-
to overestimate the value of the patented technology when determining damagcs
awards.” To better approximate the true economic value of a patent, and avoid in-
flating the value of the patent bascd on lock-in costs, a factfinder should focus on
how the parties would value a license to the patent ex ante, t.e., before the alleged
infringer invested in, or a standard setting organization committed to, the allegedly
infringing technology.® In this hypothetical ex ante ncgotiation, implementers would
get pre(;]earan.ce before infringing and before committing to use the patented tech-
nology.

Courts, however, have allowed ex post considerations, such as lock-in costs
and subsequent changes in circumstances, to pollute the hypothetical ex ante nego-
tiation," These ex post considerations sometimes resulf in an apparent valuc for the
patented technology that is less than its market value, but more often tend to inflate
the valuc of the patent for a would-be infringer."! For example, while seemingly

S 1d at 392,

Id. at 393, 409-10 (“[}]n the interval between the ex ante hypothetical negotiation date and the ex
post actual ncgotiation dato . . . , the infringer will nsually have made substantial asset-specific in-
vestments tied to the infringing technology . . .. We use the term ‘lock-in costs® to refer to how
much more it would cost the infringer to switch to an alternative technology ex post than it would
have cost to switch ex ante.”); SCA Hygiene Prods. Aktiebolag v. First Quality Baby Prods. LLC,
137 8. Ct. 954, 972 (Breyer, J., dissenting) (“[T]here is a ‘lock-in’ problem that is likely to be more
serious where patents arc at issue. Once a business chooses to rely on a particular technology, it
can become expensive to switch, even if it wonld have been cheap to do so earlier. As a result, a
patentes has considerable incentive to delay suit until the costs of switching—and accordingly the
settlement value of a claim—are high.” {citing Breaking the Vicious Cycle, supra note 2, at 409—
10)3.

Breaking the Vicious Cycle, supra note 2, at 392 (“There 15 a virtual conscensus among scholars that
the oplimum reasonable royalty remedy—in light of both incentives needed to invent and those
needed to develop commercial products and to innovaic further upon carlier inventions—is one
that most closely restores the parties to 'the position they would have been in had they been able to
negotiate a patent licensc before infringement (i.c., ox ante).™).

? Seeid at392 93.

014 at 413 (“The ‘book of wisdom’ doctrine provides that a royalty rate may be determined based in
part upon events after the hypothetical negotiation date.™); see also Fromson v. W, Litho Plate &
Supply Co., 853 F.2d 1368, 1575 76 (Fcd. Cir. 1988} (discussing the book of wisdom doctrine),
overruled in part on other grounds by Knom-Bremse Systeme Fuer Nutzfahrzeuge GmbH v, Dana
Corp., 383 F.3d 1337, 1343 (Fed. Cir. 2004). See generally John C. Jarosz & Michacl J. Chapman,
The Hypothetical Negotiation and Reasonable Rovalty Damages: The Tall Wagging the Dog, 16
STaN. TECR. L. REv. 769, 301-03 (2013) (discussing the application of the book of wisdom doe-
trinc fo permit consideration of ex pos? facts in setting a recasonable royalty).

Breaking the Vicious Cycle, supra note 2, at 412 (“The usc of ¢x post considerations allows the
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“comparable” licenses can be highly probative evidence, they are often the product
of ex post bargaining—bargaining affer the potential licensor has invested in the
relevant technology—and therefore may reflect ex post considerations, such as lock-
in costs or premiums to account for uncertainty related to potential litigation out-
comes, thereby inflating the royaltics agreed to in the license.' Using these licenses
to calculate a reasonable royalty can thus lead to a rate different from what the par-
ties would have agreed upon in ex anfe bargaining and thus different from the mar-
ket value of the patented technology."” Other Georgia-Pacific factors also ask juries
to weigh the total ex post value of the patent in the infringing product, instead of the
incremental benefit compared to the alleged infringer’s best ex ante alternative.'
This too results in an inflated royalty rate that fails to capture the value of the patent
accurately,” '

As discussed in Breaking the Vicious Cycle, allowing such ex post considera-
tions to factor into the hypothetical ex anfe negotiation systematically overcompen-
sates the patent holder.'® To accuratcly assess patent damages, patent damage law
must be refined to prevent ex post considerations from factoring into the hypothet-
ical ex ante negotiation.'”

We intend in this article to discuss how to implement the principles described
in Breaking the Vicious Cycle in the rcal-world context of jury instructions in dis-
trict court litigation.

1. The Georgia-Pacific Factors No Longer Provide Adequate Guidance
for Reasonable Royalty Damages Determinations

In this section, we review the history of the Georgia-Pacific factors and cx-
plain why this antiquated yct widespread method for damages caleulations lcads to
inconsistent and inaccurate jury verdicts.

A. Courts’ Use of the Georgia-Pacific Factors as the Commonly
Accepted Detault Framework for Reasonable Royalty Damages

In Rite-Hite Corp. v. Kelley Co., the Federal Circuit endorsed the Georgia-
Pacific factors as providing a “wide range of factors relevant to [the] hypothetical
negotiation,”* Until recently, the Federal Circuit repeatedly endorsed the Georgia-

patent holder to cxtract a premium—above the ex ante value of the invention—based on Factors
like lock-in costs.”); see also Lemley & Shapiro, supra note 3, at 2009.

. Breatking the Vicious Cyvcle, supra note 2, at 418-19.

cd

4 Id at 420-22.

BId at421-22,

I at411-38,

I at 46566,

Rite-Hite Cotp. v. Kelley Co., 56 F.3d 1538, 1555 (Fed. Cir. 1995) (citing Georgia-Pac. Corp. v.
U.5. Plywood Corp,, 318 F. Supp. 1116, 1119 (S.D.N.Y.1970Y); see also Unisplay, 5.A. v. Am.
Elec. Sign Co., 69 F.3d 512, 517 n.7 (Fed. Cir. 1955) (stating that “[a] comprehensive 1ist of rcle-
vant factors in determining » reasonable royalty is set out in [ Georgia-Pacific]™).
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Pacific factors as an acceptable framework for rcasonable royalty determinations,
emphasizing that consideration of the fifieen factors helps to “tie the rcasonable
royalty calculation to the facts of the hypothetical negotiation at issue.”"” Relying
on the Federal Circuit’s endorsement, district courts commonly cite to the Georgia-

Pacific factors as an acceptable framework for determining reasonable royalty dam-
20
ages.

But, in practice, courts apply the framework inconsistently. For example, some
courts include only a subset of the Georgia-Pacific factors in their jury instruc-
tions,” while others incorporate all fifteen factors.”” Some courts will cven list more

19 LaserDynamics, Tnc. v. Quanta Comp., Trre., 694 F.3d 51, 60 1.2 (Fed. Cir. 2012) (**This court has

sanctioned the usc of the Georgia-Pacific factors to frame the reasonable rovalty inquiry. Those
factors properly tic the reasonable royalty caleulation to the facts of the hypothetical negotiation at
issue.” (quoting Uniloc USA, Inc. v. Microsoft Corp., 632 F.3d 1292, 1317 (Fed. Cir. 201 1)Y); i
Ltd. Pship v. Microsoft Corp., 598 F3d %31, 854 (Fed. Cir. 2010), aff"d, 564 U.S, 91 (2011 {“We
have consistently upheld experts’ use of a hypotheftical nepotiation and Geeorgia-Pacific factors for
estimating a reasonable royalty.”); Lucent Techs., Inc. v. Gateway, Inc., 580 F.3d 1301, 1335 (Fed.
Cir. 2009} (“{The flexible analysis of all applicable Georgig-Pacific factors provides a useful and
legally-required framework for assessing the damages award in this case.”); Parental Guide of
Tex., Inc. v. Thomson, Inc., 446 F.3d 1265, 1270 (Fed. Cir. 2006) (“{Als both parties recognice, a
‘reasonalle rovalty” rate under scetion 284 is calculated with reference to the long list of factors
outlined in Georgia-Pacific .. . ), Dow Chem. Co. v. Mee Indus., Inc., 341 F.3d 1370, 1382 (Fed.
Cir. 2003) (" T|he district court should consider the so-called Georgia-Pacific factors in detail, and
award such reasonable royaltics as the record evidonee will support.” (internal citation omitted)).
See, e.g., Cmblaze Ltd. v. Apple Inc., 52 F. Supp. 3d 949, 955 (N.D, Cal. 2014) (“The Georgia-
Pacific factors arc used in the “hypothetical negotiation’ approach to delermining a reasonable roy-
alty.”); Magnetar Techs. Corp. v. 8ix Flags Theme Parks Inc., No. 07-¢cv-127, 2014 WI. 530241, at
*2 (D. Del. Feb. 7, 2014) {“The Georgia-Pacific factors are widely accepted {o caleulate a reason-
able royalty rate and have been affirmed by the Federal Circuit.™); Rembrandt Soc. Media, LP v.
Facebook, Inc., 22 F. Supp. 3d 585, 592 n 15 (E.D. Va. 2013) (*The fifticen Georgia-Pacific fac-
tors, which have been adopted by the Federal Circuit, are used by patentecs to raisc and lower the
royalfy rate, thereby allowing a patentee to arrive al the final figure that represents the amount a
willing licensee would pay to license the patent uf issue.™); Microsoft Corp. v. Motorola, Inc., No.
10-cv-1823, 2013 WL 2111217, at *15 {W.D. Wash. Apr. 25, 2013) (“Courts have long experience
in conducting hypothetical bilateral negotiations to frame the rcasonable royalty inquiry in patent
infringement cases under the Geprgia-Pacific framework.™); Pulsc Med. Instruments, Inc. v. Drug
Impairment Detection Servs., LLC, 858 F. Supp. 2d 505, 510 (D. Md. 2012) (“[Clourts in this cit-
cuit as well as others have consistently looked to cxperts to apply the Georgia-Pacific Tactors” in
determining patent damages); Carnegic Mellon Univ. v. Marvell Tech. Grp., Ltd., No. (9-cv-20{,
2012 WL 6562221, at *12 {W.D. Pa. Dec. 15, 2012) (“The Federal Circuil has routinely upheld an
expert’s use of the Georgia-Pacific factors as an appropriafe method for assessing damages in pa-
fent cases.”}.
See X-tra Light Mfg., Inc. v. Acuity Brands, Inc., No. 04-cv-1413, 2007 WL 835360 (8.D, Tex.
Feb. 16, 2007) {(at Instruction No. 17, listing eleven factors that closely track eleven of the Geor-
gia-Pacific factors); ADC Telecomm., Inc. v. Switch-craft, Inc., No, (4d-cv-1590, 2007 WL
420277 (D. Minn. Jan. 19, 2007} (at Instruction No. 28, same); Minemyer v. R-Boc Reps., No. 07-
cv-1763, 2012 WL 1418472 (N.D. Til. Feb, 16, 2012) (at Instruction No. 67, same}; Forgent Net-
© works, Inc. v. Echostar Tech. Corp., No. 6:06-¢cv-208, 2007 WL 1836442 (ED. Tex. May 21,
2007) (at Instruction No, 7.2, listing fourteen factors that paraphrase most of the Georgia-Pacific
factors); Koito Mfe. Co., Ltd. v. Turn-Key-Tech. LLC, 2003 WL 22297154 (8.D, Cal, Apnl 23,
2003} {listing twelve of the Georgia-Pacific [actors).

0
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factors in addition to the Georgia-Pacific factors.” Tn many jury instructions, the
jury is tasked with balancing many diffcrent factors, generally without any guidance
on the relative importance of the factors or how to balance them.”

Courts’ continued reliance on the Georgia-Pacific factors is grounded more in
habit and precedent than in careful analysis. Indeed, notwithstanding their wide-
spread use and acceptance, the Federal Circuit has never performed a detailed eval-
vation of the merits of sach Georgia-Pacific factor or identified which factors
should be most important to a reasonable royalty determination. Likewise, although
use of the Georgia-Pacific factors is not required by Federal Circuit precedent, dis-
trict courts commonly adopt the Georgia-Pacific factors with little or no discussion,
often simply noting that the factors have been approved by the Federal Circuit.®

As discussed below, there are many good reasons to break the Georgia-Pacific
habit and develop a more coherent set of reasonable royalty instructions.

B. The Georgia-Pacific Factors Are Out of Date

The Georgia-Pacific factors were first sct forth in 1970—ncarly fifty years
ago. Tt goes without saying that, since that time, we have experienced a technelogi-
cal revolution, with an explosion of growth in ever more complex technologies and
technology products. For example, Intel invented the first microprocessor in 1971,
the year after Georgia-Pacific was dccided. Intel’s first microprocessor had 2,300
transistors.” Tntel now makes processors that have billions of transistors and deliver
3,500 times the performance at 1/60,000th the cost. To put thosc figurces in perspec-

1z

See, e.g., Dig. Reg. of Tex., L.LC v. Adobe Sys, In¢,, No, 12-cv-1971, 2014 WL, 7795674 (N.D.
Cal. Sept. 4, 2014) (listing all fiftcen Georgia-Pacific factors in the jury instructions); Cardsoft,
Inc. v. Veritone Sys., Inc., No. 2:08-cv-98, 2012 WL 3176523 (E.D. Tex. June 8, 2812) {samc).
See Omega Pats., LLC v. Fortin Auto Radio, Inc., No. 6:05-cv-1113-Orl-22DAB, 2067 WL
843344 (M.D. Fla. Fcb. 12, 2007) (at Instruction No. A-34, listing all fificcn Georgia-Pacific fac-
tors, as well as *16. Any other cconomic factor that a normally prudent person would, under simi-
lar circumstances, take into consideration in negotiating the hypothetical liconse™}.

See, e.g., Dig. Reg. of Tex., 2014 WL 7795674 {providing no indication of how to balance the fac-
torg); Apple, Inc. v. Samsung Elee. Co., No. 11-CV-01846-LHK, 2012 WL 3568795 {N.D. Cal.
Aug. 21, 2012) (samc); see afso Jorge L. Contreras & Michael A. Eixenberger, Model Jury In-
structions for Reasonable Royvalty Patent Damages, 57 JURIMETRICS 1. 1, 8 (2016) (noting that “the
Georgia-Pacific framcwork docs not give courts or juries meaningful guidance concerning how the
fifteen factors should be weighted or comparcd™).

See, e.g., Emblaze Ltd., 52 F. Supp. 3d at 955 (“The Georgia-Pacific factors are used in the “hypo-
thetical negotiation” approach to detcrmining a rcasonable royalty.™); Magnetar Techs., 2014 WL
530241, at *2 (“The Georgia-Pacific factors are widely accepted to calculate a reasonable royalty
rale and have been alftrmed by the Federal Cirewit.™); Rembrandt Soc. Media, 22 F. Supp. 3d at
592 n 15 (“The fificen Georgia-Pacific factors, which have been adopted by the Federal Circut,
are used by patentees to raise and lower the royalty rate, thereby allowing a patentee to arrive at
the final figure that represents the amount a willing licensee would pay to license the patent at is-
sue.”), Pulse Med. Instruments, 858 F, Supp. 2d at 510 (“[Clourts in this circuit as well as others
have consistently looked to experts to apply the Georgia-Pacific factors.”™).

See The Siory of the Intel 4004, INTEL, hitps://www.intel. com/content/www/us/en/history/museinm-
story-of-intel-4004. html (last visited Qctober 1, 2017).
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tive: if a smartphone were built using its 1971 technology, the phone’s microproces-
sor alone would be the size of a parking space; if housing prices fell at the same rate
as the price of transistors in Intel microprocessors, you could purchase a home for
the price of a piece of candy.”’

Moreover, courts’ continued reliance on the Georgia-Pacific factors conflicts
with the fresh thinking that the Federal Circuit and district courts have brought to
bear in patent damages cases in recent years. In the last ten years, the Federal Cir-
cuit has issued a series of important damages decisions that have made significant
progress toward achieving fair and accurate patent damages awards.” Indced, the
Federal Circuit (along with several district courts) has cautioned that the Georgia-
Pacific factors are not—and were not intended to be—a generally applicabie test.”

7 See Celebrating 50 Years of Moore's Law: Whatever Has Been Done, Can Be Outdone, TNTEL,

http://downlead.intel.com/mewsroom/kits/ml50/pdfs/moores-law-50-years-infographic-entire. pdf
{last visited Jan 5, 2017}, '

See, ¢.g., Ericsson, Inc. v. D-Link Sys. Inc., 773 F.3d 1201, 1235 (Fed. Cir. 2014) (“We firther
hold that district courts must make clear to the jury that any royalty award must be based on the in-
cremental value of the invention ... .”); Vimetx, Inc. v. Cisco Sys., Inc., 767 F.3d 1308, 1327
(Fed. Cir. 2014) (“[TThe requirement that a patentec identify damages associated with the smallest
salable patent-practicing unit is simply a step toward meeting the requirement of apportionment.
Where the smallest salable unit is, in fact, a multi-component product containing several non-
infringing features with no relation fo the patented feature . . . the patentee must do more to esti-
mate what portion of the value of that product is attribulable to the patenicd technelogy.”); La-
serDynamics, Ine. v. Quanta Comput., Inc., 694 F.3d 51, 77 {(Fed. Cir. 2012) {cxplaining that “[t]he
propriely of using prior scitlement agreements to prove the amount of a rcasonable royalty is ques-
tionable” because settlement agreements “are tainted by the coercive environment of patent litiga-
tion [and] are unsuitable to prove a reasonable royalty . . . , the premisc of which assumes a volun-
tary agreement will be reached between a willing licensor and willing licensee, with validity and
infringement of the patent not being disputed™); Uniloc USA, Inc. v. Microsoft Corp., 632 K.3d
1292, 1317 (Fed. Cir. 2011) (“[There must be a basis in fact to associate the royalty rates used in
prior licenses fo the particular hypothetical negotiation at issuc in the case.”); ResQNet.com, Ine.
v. Lansa, Inc., 594 F.3d 860, 870 (Fed. Cir. 2010) {expert’s rcliance on licenses as evidence of a
reasonable royalty was improper where “none of thesc licenses even mentioned the patents in suit
or showed any other discernible link to the claimed technology™); Lucent Techs., Tnc. v. Gateway,
Inc., 580 F.3d 1301, 1329 (Fed. Cir. 2009) (" A] lump-sum damages award [based on a reasonable
royalty] cannot stand selely on evidence which amounts to little more than a recitation of royally
numbers, one of which is arguably in the ballpark of the jury’s award, particularly when it 1s
doubttul that the technology of those license agrecments is in any way similar to the technology
being litipated here.”}.

See Ericsson, Inc., 773 F.3d at 1230 (“[Wie have never described the Georgia-Pacific factors as a
talisman for royalty ratc calculations . . . .”); Energy Transp, Grp., Inc. v. William Demant Holding
AfS, 697 F.3d 1342, 1357 (Fed. Cir. 2012) (“Once again, this court does not cndorse Georgia-
Pacific as sctting forth a test for royalty caleulations, but only as a list of admissible factors -
forming a reliable cconomic analysis.”y; Whitserve, LLC v. Comp. Packages, nc., 694 F.3d 10, 31
(Fed, Cir. 2012) ("Wec do not require that witnesses use any or all of the Georgia-Pacific factors
when testifying about damages in patent cases.”); Asetek Danmark A/S v. CMI USA, Inc., No. 13-
ev-00457, 2015 WL 5568360, at *8 n.9 (N.D. Cal. Sept. 22, 2015) (“Not all Georgia-Pacific fac-
tors arc relevant to any particular hypothetical negotiation.™), aff*d in relevant part, 852 F.3d 1352
(Fed. Cir. 2017); Linear Grp. Servs,, LLC v. Adlica Automation, Tnc., No. 13-cv-10108, 2014 WL
4200871, at *4 n.1 (E.D. Mich. Aug. 23, 2014) (“There are fifleen Georgia-Pacific factors. Not all
may be applicable in a given case.”); Cequent Trailer Prods., Inc. v, Infradin (Shanghai) Mach.
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Despite these technological and legal developments, the Georgia-Pacific fac-
tors are still the default framework, and courts still instruct juries using the same fif-
tcen factors that have been used for decades. The time is ripe to reconsider and im-
prove how courts apply the Georgia-Pacific factors and, particularly, how they
instruct jurics regarding patent damages.

C. Conceptual Problems with the Georgia-Pacific Factors

Basmg reasonable royalty determinations on the Georgia-Pacific factors pre-
sents several conceptual diffienltics for a factfinder to navigate, and leads to incon-
sistent and inflated damages awards.

First, the Georgia-Pacific factors do not provide a coherent framework. In-
stcad, they are a laundry list of “unprioritized and overlapping” factors and do not
provide sufficient guidancc to the jury rcgarding how to apply or balance the factors
or determine their relative weight > Indeed, the Georgia-Pacific court itself recog-
nized the difficulty of applying the factors, noting that there is “no formula by
which these factors can be rated preciscly in the order of their relative importance or
by which their economic significance can be automatically transduced into their pe-
cuniary cquivalent.”' This lack of guidance makes it no easy task for a juror to syn-
thesize, harmonize, and balance the factors to arrive at a reasonable royalty.”

Co., No. 1:05-cv-2566, 2007 WL 438140, at *26 (N.I>. Ohio Fcb. 7, 2007) (“In this casc, a number
of the Georgia-Pacific factors do not apply to the instant facts.”); Avocent Huntsvilic Corp. v.
ClearCube Tech., Tnc., No. 03-¢cv-2875, 2006 WL 2109503, at *37 {N.D. Ala. July 28, 2006) (“The
fifteen Georgia-Pacific factors are not exclusive, however; other factors also may be relevant.™);
Procter & Gamble Co. v, Paragon Trade Brands, Inc., 989 F. Supp. 547, 607 (D. Del. 1997) (“In
" performing a hypothetical negotiation analysis, it is important to recognize that some of the Geor-
gia-Pacific factors may be of minimal or no relevance to a particular case and other factors may -
have to be molded by the Court to fit the facts of the case at hand.™); Wright v. United States, 53
Fed. Cl. 466, 475 (2002) (“While the Georgia-Pacific factors are often probative of a reasonable
royalty rate, the court i3 neither constrained by them nor required to consider each one where they
are inapposite or inconchisive.” (internal quotation omitted)). For example, many factors are inap-
propriate in cases involving Standard Essential Patents (“SEPs”). See Ericsson, Inc., 773 F.3d at
1230 (“In a case involving RAND-encnmbered patents, many of the Georgia-Pacific factors simp-
ly are not relevant; many are even contrary to RAND principles.”).
See, e.g., ResQNet.com, 594 F.3d at 869 (explaining that the Geargia-Pacific factors are “unpriori-
tized and ofien overlapping”™); Marine Polymer Techs., [nc. v. HemCon, Inc., No, 06-cv-100-3D,
2010 WL 3070201, at *3 {D.N.H. Aug. 3, 2010) (“The Georgia-Pacific factors, however, arc not
prioritized, often overlap in the context of a particular case, and do not all apply in every case.™).
Georgia-Pac, Corp. v. U5, Plywood Corp., 318 E. Supp. 1116, 1120 21 {(S.D.N.Y.1970), modified
sub nom. Georgia-Pac. Corp. v. US. Plywood-Champion Papers, Inc., 446 F.2d 295 (2d Cir.
1971),
Contreras & Eixenberper, supra note 24, at 8 {“From a practical standpoint, the Georgia-Pacific
framework does not give courts or juries meaningful guidance concerning how the fificen faciors
should be weighted or compared.”); Daralyn I. Durie & Mark A, Lemley, 4 Structured Approach
to Calenlating Reasonable Royalties, 14 Lewis & CrArk L, Ry, 627, 628 (2010) (“[Thhe fifteen-
factor test . .. overloads the jury with factors to consider that may be irrclevant, overlapping, or
even contradictory.”); Christopher B. Seaman, Reconsidering the Georgia-Pacific Standard for
Reasonable Royalty Patent Damages, 2010 BYU L, Ruv, 1661, 1703--04 (2010) {discussing how
“the Georgia-Pacific test provides juries with inadeguate instruction on how to determine a rea-
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Second, multiple Georgia-Pacific factors (Factors 6, 8, 10 and 11) are incon-
sistent with the apportionment principles (Factor 13) that have now become critical
components of damages determinations, particularly with respect to computer and
software rclated patents. To begin with, Factor 6 invites the jury to consider the
salcs of “non-patented items.”” Factor 6 conflicts with-—or at least undermines—
the Federal Circuit’s recent emphasis on damages apportionment, which requires
damages to be specifically based on the value of the patented features.™ Yet not on-
ly is Factor 6 still commonly included in damages instructions, it is listed before
Factor 13, which embodics the apportionment principle.* Similarly, Factor 8 in-
structs the jury to consider the commercial success of the accused product, without
also asking the jury to consider whether and to what extent the success of the ac-
cused product is related to non-patented featurcs or other circumstances.™ Likewise,
Factors 10 and 11 instruct the jury to consider the benefits and the extent of use of
“the invention™ as 4 whole without cautioning the jury to excludc the benefits of any
conventional elements of the invention or benefits that could be obtained using non-
infringing alternatives.”’

sonable royaity™). i

Factor 6 calls for consideration of “[t]he effect of selling the patented specialty in promoting salcs
of other products of the licensee; that existing value of the invenlion to the licensor as 4 gencrator
of sales of his non-patented items; and the extent of such derivative or convoved sales.” Georgia-
Pac., 318 F. Supp. at 1120.

See Luccnt Techs., Inc. v. Gateway, Inc., 580 F.3d 1301, 1337 (Fed. Cir. 2009} (“The patentee . . .
must in every case give evidence tending to separate or apportion the defendant’s profits and the
patentee’s damages between the patented featurc and the unpatented features.”); see alvo Samsung
Elecs. Co. v. Apple Inc, 137 8. Ct. 429, 434--36 (2016) (holding that the damages remedy for de-
sign patent infiingement in a multi-component product may be based either on the product sold to
a consumer or a component of that product, depending on the facts of the case); VimetX, Inc. v.
Cisco Sys., Inc., 767 F.3d 1308, 1327 (Fed. Cir. 2014) {*[TThe requirement that a patentee identify
damages associated with the smallest salable patent-practicing unit is simply a step (oward meeting
the requirement of apportionment. Where the smallest salable unit is, in fact, a multi-component
product containing several non-infringing features with no relation to the patented feature . . . the
patentee nust do more to estimate what portion of the value of that product is attributable tw the
patented technology.™); LaserDynamics, Inc. v. Quanta Comput., Inc., 694 ¥.3d 51, 67 {Fed. Cir,
2012y (“[1]t is generally required that royalties be based not on the entire product, but instead on
the smallest saluble patent-practicing unit.”).

Factor 13 calls for consideration of “[t]he portion of the realizable profit that should be credited to
the invention as distingnished from non-paiented elements, the manufacturing process, business
risks, or significant features or improvements added by the infringer.” Georgia-Pac., 318 F. Supp.
at 1120.

Factor 8 calls for consideration of “[t]he established profitability of the product made under the
patent; ifs commercial success; and its current popularity.” Georgia-Pac. Corp. v. U.S. Plywood
Corp., 318 F. Supp. 1116, 1120 (8. D.N.Y.1970), modified sub nom. Georgia-Pac. Corp. v, 1.8,
Plywood-Champion Papers, Inc,, 446 F.2d 295 (2d Cir. 1971)

Factor 10 calls for consideration of “[t]he naturc of the patented invention; the character of the
commercial embodiment of it as owned and produced by the licensor; and the bencfits to those
who have used the invention.” /d. Faclor 11 calls for consideration of *{t]he extent to which the in-
fringer has made use of the invention; and any evidence probative of the value of that usc.” Id.
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Third, and related to the second point, use of the Georgia-Pacific factors leads
to systematic overcompensation because they encourage the jury to include ex post
considerations.”® As discusscd in Breaking the Vicious Cycle, Factors 1 and 2,
which concern comparable licenses, encourage the jury to consider licenses that are
entered into after the infringer is locked in to the patented technology, and that are
thus likely to include an inflated royalty because of (among other things) switching
costs and concerns about litigation risks including the risk of an inj unction.*

The use of ex post information encompassed in other factors—particularly in
Factors 6, 8, 10, and 11—tends to overcompensate patent holders in part because
the commercial prospects of the products using the patented technology often seem
assured at the time of trial, when the parties valuing the technology ex ante would in
fact have been uncertain about its success and would have determined the value
based on a range of possible outcomes.” Consideration of such ex post information
presents two related problems. First, it increases the risk of “hindsight bias,” where-
by people naturally tend to overestimate the likelihood of a known outcome.’' In the
patent litigation context, consideration of ex post information may distort the jury’s
assessment of the infringing product’s ex anfe importance or value.” Second, it in-
creases the risk of “outcome bias,” whereby “cvidence of outcome is given too
much weight.”* In the patent litigation context, outcome bias mcans that the jury
might not be able to give appropriate weight to an ex post event and account for its
often limited relevance, i.¢., only as a potential indicator of what the parties’ ex ante
expectations would have been. ™ As stated in Breaking the Vicious Cycle, “[t]o
avoid or at least minimize thesc problems, these factors must be interpreted in light
of the best alternative available at the time of the hypothetical ex ante negotia-

# See, e.g., Commonwealth Sci. & Indus. Research Org. v. Cisco Sys., Inc., 809 F.3d 1295, 1305

{Fed. Cir, 2015), cert. denied, 136 8. Ct. 2530 (2016} (finding that the district court’s analysis of
the Georgia-Pacific factors overcompensated the patent holder because it “inereased the royalty
award” based on the patent being included in the 802.11 WiFi standard); Lemley & Shapiro, supra
note 3, at 2020 {explaining that “rovalty rates awarded in court under Georgia-Pacific property
should systematically exceed the rates that parties would ncgotiate out of court™); see also id at
2032-33 (“The average rovalty rate granted in all reasonable-rovalty cascs is 13.13% of the price
of the infringing product. This number will sirike many patent lawyers as surprisingly high; very
few patent licenses negotiated without litigation (or cven in settlement of it} result in royalty rates
anywhere near that high.™); H.R. REp. No. 110-314, at 26 (2008) (poting that “the Committee [on
the Judiciary] was presented with numerous studies showing that current litigation practiccs often
produce a royalty award substantially in excess of a reasonable royalty™).

Breaking the Vicious Cycle, supra note 2, at 418-20.

0 1d at420-22.

4 See Bernard Chao et al., Why Courts Fail to Protect Privacy: Race, Age, Bias, and Technology,
106 CaL. L. REv. {forthcoming 2018) {manuscript at 25.-26) (on filc with authors) (discussing
hindsight bias and stdies on the same).

See id at 26 {“[W]hen people know of a particular outcome, they tend to overestimate the likeli-
hood of that outcome.™).

* Id at26-27.

# See id. at 27-29 (describing stodies that demonstrate outcome bias in several contexts).
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tion.”* See Appendix B for a chart that summarizes the relevance of cach Georgia-

Pacific factor to the ex ante analysis.

Use of ex post commercial information wiil not always overcompensate patent
holders. If the actual commercial success of a product embodying the technology
turns out to be much less than had becn cxpected ex ante, a royalty determined with
ex post information might be less than one determined on the basis of only ex ante
information. This is especially likely if the partics would have agreed to a fixed fee
royalty ex ante*® and if the effect of lock-in factors like those reftected in ex post li-
cense agrcements on the determination of a royalty with ex post information is in-
substantial.

This possibility docs not, however, mcan that use of ex post information in
royalty detcrminations is prudent. First, use of ex post royalties will gencrally lead
to excessive royalties. Some ex post information, such as that reflecting lock-in and
litigation risk, systematically tends to overstate royalties. Sccond, while ex post
commercial information is not inherentty biascd in one direction or another, patent
holders will naturally assert more patcnts against commercially successful products
than against commercial failures because their anticipated recoveries arc larger
against successful products. Usc of ex post information will exaggerate the extent to
which royalties owed on successful products are excessive and will thus as a gencral
matter imply excessive royalties when patents are asserted, Third, usc of ex post in-
formation would allocate the total royalty cost inequitably among technology users,
requiring successful users to pay more than market valuc and vice versa. Using only
ex anfe information not only will ameliorate this inequity but also, ironically, will
increasc the rewards to asserting patents against relatively unsuccessful products,
and will therefore increase the likelihood that patent holders wilt be fully compen-
sated and will recover royalties from all infringers.*’

Fourth, since the jury is not instructed to document its findings on cach factor
or how it weighed the factors, use of the Georgia-Pacific framework results in un-
predictable, black box determinations that are difficult to review.* The difficulty of

43

Breaking the Vicious Cycle, supra note 2, at 421.
46

If the parties would have agreed to a percentage royalty ex ante—if, in other words, the parties
would have agreed to share the commercial risk—there is no reason to think that a rovalty rate de-
termined on the basis of ex ante information would be less than that determined with ex post in-
formation about the commercial success of the infringing preduct, cxcept to the extent thal it
would have included a discount for uncertainfy. That will usually also be the case if a per-unit roy-
alty would have been agreed to ex ante.

The arguments for using ex post information scem to rest largely on concerns that patent holders
will be undercompensated in aggrogate if royalties are determined only on the basis of ex ante in-
formation becanse patents will not be asscrted against unsuccessful infringers and those infringers
will be able to free-ride on the patented invention. As noted in the text, however, there should be
fewer free-riders if only ex amte information is used. Moreover, patent holders can often avoid
free-riding and any resulting under-compensation by licensing at the component level, and thus
covering both suceessful and unsuccessful products, rather than at the end product Ievel,

*® See Lucent Techs, tnc. v. Gateway, Inc., 509 F. Supp. 2d 912, 940 (S.D. Cal. 2007) (“[Albsent a
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reviewing reasonable royalty determinations is reflected by the fact that the over-
whelming majority of courts affirm juries’ reasonable royalty determinations.®

Fifth, various studies have found that jurors have trouble comprehending pat-
tern jury instructions, and can benefit from instructions that limit the legal vernacu-
lar and use simpler language more tailored to the facts of the case.”® Ambiguity in
Jjuror instructions or in the legal standard itself “may allow jurors to subvert justice
by relying on their biascs, prejodices, and whims.””' Moreover, research suggests
that jurors may be biased toward the “anchor” on which he or she is focused, which
in patent cases will generally be the patent(s)-in-suit and the patent holder’s often
inflated damages demand.” Compounding the potential for bias is the fact that ju-
rors will inevitably hear a greal deal about the bencfits of the patents-in-suit but
much less about the value of other essential components of the infringing product,
and might therefore overvalue the patent’s value and contribution to the infringing
product.”® These tendencies highlight the need for a simple and cohcrent sct of in-
structions that—unlike the fifteen Georgia-Pacific factors—can focus the jury on
how to evaluatc the asscrted patent’s truc ex anfe market value.

view into the ‘black-box” of the jury’s decision making process, the Court cannot say that the ju-
ry’s verdict was inconsistent or without the support of sufficient evidence.”); Durie & Lemley, su-
pranote 32, at 632-33; Seaman, supra note 32, at 1708-10 (discussing the ways in which “jury in-
structions that recite the potpourti of Georgia-Pacific factors tend to make effective post-trial
review of reasonable royalty awards more difficult™).

See Durie & Lemley, supra note 32, at 634 (finding that the Federal Circuit affirmance rate for
reasonable royalty determinations was 77% and that district courts almost never grant JMOL mo-
tions regarding reasonable royalties). '

E.g., Bdith Greene & Brian Bornstein, Precious Little Guidance: Jury Instructions on Damage
Awards, 6 PsyCHoL, Pus. PoL'y & L. 743, 748 (2000) (“[J]urors have considerable difficulty un-
derstanding pattern instructions adopted from statutory tanguage but that they have more success
comprehending, explaining, and using instructions that have been rewritten and simplified using
various principles of psycholinguistics.”™); Walter W, Steele, Jr. & Elizabeth G, Thomburg, Jury
Instructions: A Persistent Failure to Commumicate, 67 N.C, L, Rev, 77, 78 {1988); Robert P. Char-
row & Veda R. Charrow, Making Legal Language Understandable: A Psycholinguistic Study of
Jury Instructions, 79 CoLum. L, Riv, 1306, 1316 (1979); see also Joshua P. Davis, Shannon
Wheatman & Cristen Stephansky, Writing Better Jury Instructions: Antitrust as an Example, Uni-
versity of San Francisco Law Research Paper 2016-12 at 22 (Jan. 24, 2017}, available at
http:/fawards concurrences.com/IMG/pdffssm-1d2759634.pdf.

Greene & Bornstein, supra note 50, at 747,

Breaking the Vicious Cycle, supra note 2, at 427 28,

See Seaman, supra note 32, at 1697-98 {“As a practical matter, at frial, jurics hear extensive evi-
dence from the patent holder regarding the critical importance of the patented invention but often
receive litile or no information regarding “all the other things that contributc to the success’ of the
accused product . . .. As a result, juries often come away from a trial “with an inflated sense of the
relative value of [the patented] invention® and consequently award a disproportionately high roval-
ty.” (quoting DaN L. BURK & MARK A. TEMLEY, THE PATENT CRisis aND How Courts CAN SOLVE
[r 29-30 (Univ. of Chicago Press, 2009)); Mark A, Lemlcy & A. Douglas Melamed, Missing the
Forest for the Trolls, 113 CoLum. L. Rev. 2117, 2143 (2013).
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IV. General Principles to Improve Reasonable Royalty Damages
Instructions '

Given the conceptual difficulties and ex post considerations inherent in the
Georgia-Pacific factors, jury instructions that track the Georgia-Pacific framework
do not properly focus the jury on determining the incrementat value of the patent at -
issue. In this section, we propose guidelines for how both the form and the sub-
stance of the jury instructions can be improved and simplified. These guidelinés are
intended to inform instructions that will help factfinders determine more consistent
and accurate reasonable royalty rates.

A. The Form of the Instructions

The instructions should be simple and should clearly identify the relevant con-
siderations in a cohcsive framework. The instructions should also be flexible
enough to be applied in different cases and to accommodate additional instructions
tailored to the facts of each case.™

B. The Substance of the Instructions
The instructions should incorporate the following principles:

First, the instructions should focus the jury on the ultimate issue of determining
the market value of the patent before the alleged infringement.> In particular, the
instructions should exclude ex post considerations such as lock-in costs, and should
permit the jury to consider ex post information such as the actual commercial suc-
cess of the product only to the extent that such inlormation sheds light on what the
parties would have expected and agreed upon ex anfe, and only if consideration of
such information would not on balance be prejudicial or confusing,*

*  See Cricsson, Inc. v. D-Link Sys., Inc., 773 F.3d 1201, 1232 {(Fed. Cir. 2014) (" Although wc rec-
ognize the dosire for bright line rules and the need for district courts to start somewherce, courts
must consider the facts of record when instructing the jury and should avoid rote refercnce to any
particuiar damages formula.”). _
See Jorge L. Contreras & Richard ). Giftbert, 4 Unified Framework for RAND and Other Reasona-
ble Royalties, 30 BERKELEY Trch, 1.J. 1451, 1459--60 (2015) (“[Tlhe point at which royalties
should be computed is the time at which the infringer is able to choose between alternative infring-
ing and non-infringing implementations, rather than at the time of infringement.”).
In their article, Norman. V. Sicbrasse and Tomas F. Cotter propose a hybrid approach, which the
authors call the “contingent ¢x ante” framework. See Norman V. Siebrassc & Tomas F. Cotter, 4
New Framework for Determining Reasonable Royalties in Patent Litigation, 68 FLa L. Rov, 929,
936 (2016). Sicbrassc and Cotter argue that this framework, in which the court attempts to “recon-
struct{] the ex ante bargain the parties would have struck with the benefit of ex post information” is
supetior Lo the both the pure ex ante and pure ex post approaches, /. Sicbrassc and Cotter suggest
that a contingent ex anfe framework will reduce the incidence of windfalls in those instances in
which a purely ex ante approach would result in a lower royalty than that fo which the parties
would have agreed if they had known about the commercial success of the infringing product.
While there is some appeal to this approach, we think on balance if is inferior to the purely ex
ante approach. First, the hybrid approach would ask the jury not just to imagine a but-for world
that did not exist-—the ex anfe bargain, but to imagine one that could ncver have existed—an ex
ante bargain with ex post information. Second, the jury would naturally give great weight to the ex
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Second, the instructions should make ¢lear that the market value of a patent is
bascd on, and cannot be greater than, the incremental value of the patented technol-
ogy over availablc alternatives.” For this valuation, the idea of an ex ante negotia-
tion should be used only as a device to focus the jury on determining the amount to
which the parties (considering their commercial relationship) would have agreed at
a time beforc the alleged infringer was locked-in to the claimed technology and
was, in theory, free to walk away from the deal.

Third, the instructions should clearly exclude the value contributed by factors
other than the claimed invention that would not be reflected in the market valuc of
the patented technology. These factors encompass not only technical components
and features that are not part of the claimed invention but also the value added by
any other factor, such as the accused infringer’s manufacturing proccss, product
marketing, or brand recognition.

Fourth, the instructions should highlight the importance of an established li-
censing royalty for the asscrted patents, and should also explain that other suffi-
ciently comparable agreements may also help to inform the jury’s ultimate determi-
nation of rcasonable rovalty damages. But the instructions should also instruct

post information, which will appear more real to the jury; and critically important information,
such as the relative value of alternatives to the patented technology, which is not embodied in ob-
servable ex post events will undoubtedly be given short shrift. Third, by focusing on such ex post
events as the commercial succesy of the infringing product, the hybrid approach will exacerbute the
significance of the unavoidable fendency of juries to exaggerate the share of the valuc of the in-
fringing product that is properly atiributable to the patented technelogy. See Breaking the Vicious
Cycle, supranote 2, at 42 28,

Finally, the concern of Siebrasse and Cotter about windfall seems largely misplaced. For one

thing, the windfall concern is untikely fo be significant where the result of an ex anfe bargain is a
percentage rovalty, beecausc the actual rovalty would in that case reflect the extent of commercial
success; that is largely true also of a per-unit royalty, Moreover, while an implementer that enters
into an ex anie license at 2 fixed fee royalty will benefit if the infringing product enjoys unantici-
pated commercial success, that benefit is not a wind(all. The ex anfe bargain reflects what the par-
ties would have agreed to in the real world, including the agreed-upon allecation of market risk.
And any benefit to an implementer whose infringing product is unexpectedly successful will be
offset by harm to implementers (and benefit to patent holders) when the infringing product turns
out to be less successful than anticipated. The hybrid approach is thus not likely to increase refurns
to patent holders compared to those anticipated ex ante, and thus their incentives to innovate; but
by putting more risk on implementers, the hybrid approach might inhibit their commercialization
of patented technology and their investment in follow-on invention based on that technology.
See Contreras & Gilbert, supra note 55, at 1457 ("[A] patent[“s] . . . incremental contribution rela-
tive to the next-best altcrnative . . . is the appropriate metric to evaluate a reasonable royalty.”);
Seaman, supra note 32, at 1661 (proposing that “a rcasonable royalty for patent infringement
should not cxceed the accused infringer’s expected costs of adopting an acceptable noninfringing
substitute” because “a rational actor will not pay more for a particular good or service when a low-
er-cost replacement is available™y;, Thomas F, Cotter, Four Principles for Calculating Reasonable
Royalties in Patent Infringement Litigation, 27 SANTA CLARA CompuT, & TIGH TECH. L. 725, 743
{2011) (noting that while there are practical difficulties in determining the value of a next-best al-
ternative, “logic suggests that a patent’s cxpected contribution to profitability or cost reduction in
relation to the next-best alternative—its expected economic utility o the user, if you will- -should
be a key determinant of the user’s reservation price for the use of the invention™).
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jurors to consider whether any of the licenses were negotiated after the infringer
was committed to using the subject technology, and thus might refleet a price inflat-
ed by ex post tactors like lock-in costs or litigation risks.™

Finally, the instructions should emphasize the commercial context in which the
parties would have conducted the hypothetical negotiation.™

V. Evaluation of Recent Alternatives to the Georgia-Pacific Factors

Acknowledging that a verbatim recitation of the fifteen Georgia-Pacific factors
fails to instruct a jury adequately on how to determine a reasonable royalty rate, var-
ious bar associations, courts and working groups have drafted model jury instruc-
tions for patent cases.”” While most are an improvement upon the all-too-common
verbatim recitation of the Georgia-Pacific factors, we do not believe that these
models sufficiently provide judges and juries with a simple, flexible set of instruc-
tions that will help the jury dctermine a truly accurate and fair reasonable royalty
rate. The most prominent alternative model patent jury instructions—those of the
National Jury Instruction Project, the Northern District of California, the Federal
Circuit Bar Association, and the American Intellectual Property Law Associalion
(“AIPLA”)—are discussced below,

National Jury Instruction Project’s Model Patent Jury Instructions®' The
form and substance of the National Jury Instruction Project’s model instructions
suffer from many of the same deficiencies as the Georgia-Pacific framework. In-
deed, these instructions still ask a jury to weigh multiple complex factors and call
for consideration of ex post information that will tend to inflate the damages award.

First, the model instructions list ten factors with no guidance on how these fac-
tors should be weighted or applicd.* Similar to the Georgia-Pacific framework, ju-
rors likely will not understand how to balance these factors or determine their rela-
tive weight.

¥ The trial court should also exercise its gatckeeper role o keep from the jury license agreements

that arc so infected by ex post considerations or other non-comparable factors that their introduc-
tion into cvidence would be more prejudicial than helpful. See Breaking the Vicious Cycle, supra
note 2, at 420 & n.157.

Adjustments may be necessary to reflect differences in context. Particularly for SEPs, the date of
the hypothetical negotiation should be the date jusi before the patent became essenfial fo the rele-
vant standard, rather than the date of first infringement. See id. at 430-32; Apple, lnc. v. Motorola,
Tnc., 869 F. Supp. 2d 901, 913 (N.D. 1il. 2012) (“[(}|nce a patent becomes essential to a standard,
the patentee’s bargaining power surges because a prospective licensee has no allernative to licens-
ing the patent; he is at the patenfce’s mercy.™).

See Contreras & Eixenberger, supra note 24, at 46 (summarizing the various efforts and their de-

59

o)

velopments).
# See NAT'L JURY INSTRUCTION PROIECT, MoDEL PATENT JURY INSTRUCTIONS §§ 6.5-6.6 (2009),
availuble at

htip:/fwww nationaljuryinstructions.org/documents/ NatumdlPatentJuryImtructmns pdf.
? Id at§6.6.
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Second, the jury is instructed to assume that the hypothetical negotiation took
place “just before the time when the infringing sales first began.” But setting the
date of the negotiation based on the date of the first infringing sale—rather than just
before the alleged infringer elected to usc the allegedly infringing technology—
results in the hypothetical negotiation that includes lock-in costs because the alleged
infringer will have alrcady invested considerable resources to acquire needed com-
plements, build the product and get it to market.

Compounding this problem is the fact that several of the factors themselves,
like the Georgia-Pacific factors, incorporate considerations that post-date the first
sale:

e The first four factors appropriately focus on licensing evidence, includ-
ing licenses to the patent, comparable licenses, the licensing history of
the parties, and licensing practices in the relevant industry.”* However,
these factors do not expressly instruct jurors fo consider whether the li-
censes were ncgotiated after the subject technology had already been
incorporated into the accused product. In such situations, the price of
the license may be inflated by ex post considerations like lock-in costs
and the licensce’s concerns about litigation. Additionally, the instruc-
tions do not explain what the jury should consider to be a “compara-
bie” license agreement.

» The seventh factor tells the jury to consider “[t]he significance of the
patented technology in promoting sales of the alleged infringer’s prod-
ucts and carning it profit.”® This instruction is not limited to the par-
ties” expectations at the time of the hypothetical negotiation but in-
stead invites the jury to consider the invention’s effect on ex post sales
of non-patented items. This instruction allows pollution of the damag-
es award by ex post events, conflicts with apportionment principles,
and tends to inflate the damages award.

o The cighth factor calls for considcration of “[a]ltcrnatives to the pa-
tented technology and advantages provided by the patented technology
relative to the alternatives,”® without instructing that the jury should
consider the best alternative available at the time of the hypothetical
ncgotiation. Additionally, and as we noted in Breaking the Vicious Cy-
cle, the availability of alternatives should not be treated merely as one
factor “to be considered on equal footing with the others.”® Tnstead,
juries should be instructed that altcrnatives provide a fundamental con-
straint on the reasonable royalty. “Properly understood . . . the altcrna-

©

“ 14

© 14

5 1d :

7 Breaking the Vicious Cycle, supra note 2, at 422,
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tives pul a ceiling on the amount a willing licensee would pay ex ante,
because it would not pay more than the patent is worth compared to
the alternative of not taking a license.”®®

* Finally, the ninth factor asks the jury to consider “[t]he portion of the
alleged infringer’s profit that should be credited to the invention as dis-
tinguished from non-patented featurcs, improvements or contribu-
tions.”” This factor calls for consideration of actual profits, rather than
Just expected profits. To properly assess the incremental value of the
patented technology, this factor should be limited to the excess profit
from using the patented technology beyond what would have been ob-
tained uvsing the next-best alternative available on the hypothctical ne-
gotiation date.” And it should be limited to expectations about profits,
not actual ex post cxperience that would not have influenced the ex
anie bargain. '

Northern District of California’s Model Patent Jury Instructions.’ The
Northern District of California’s model instructions improve upon the Georgia-
Pacific framework in several ways.” First, rather than a verbatim listing of factors,
they discuss in a simpler and more cohesive manner the principles that the jury
should apply.” Second, they give helpful practical instructions on how to calculate
a reasonable royalty.” Third, they offer a separate instruction for Standard Essential
Patent (“SEP”) cascs on apportioniment and the licensee’s obligation to license the
patent on reasonable and nondiscriminatory terms.”

Howcver, the instructions lack many key components. First, the jury is in-
structed to assume that the hypothctical negotiation took place “at the time when the
infringing activity first began.”™ This is an improvement over setting the datc at the
time of first sale, but setting the date at the time the infringement first began (rather
than just before the alleged infringer clected (o use the allegedly infringing technol-
ogy) still results in the hypothetical negotiation including lock-in costs. At the time
infringement first began, the alleged infringer will have already invested to build the
product with the allegedly infringing technology.

Second, while the jury is instructed that the royalty “must reflect the value at-
tributable to the infringing featurcs of the product, and no more,””" the jury is not

[+ id

% NAT'L JURY [NSTRUCTION PROJECT, supra note 61, at § 6.6.

" Breaking the Vicious Cycle, supra note 2, at 422

' See N.D. CaL, MODEL PATENT JURY INSTRUCTIONS §§ 5.6-5.9 (2015), available at
hitps:/Aweb.archive.org/web/20161208163256/http:/cand. uscourls. gov/juryinstructions.
See Contreras & Cixenberger, supra note 24, at 12.

See N.D. CaL., MODZL PATENT JURY INSTRUCTIONS, supra note 71, at § 5.7.

™ Seeid.

75 Seeid at§ 5.9.

" Id oat§ 5.7,

7}
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told to award a royalty rate based only on the incremental value of the invention
over alternatives available to the allcged infringer at the time of the hypothetical ne-
gotiation. Without this explanation, the damages award may not rcflect the true
market value of the patented technology.

Third, while the instructious encourage the jury to consider comparablc licens-
es,” they fail to explain that jurors should consider whether ex post factors such as
lock-in costs might have inflated the price of those licenses. They also do not cx-
plain what the jury should consider to be a “comparable™ license agreement.

Fourth, the instructions do not prompt the jury to consider commercial consid-
erations that could show a patent holder’s willingness or reluctance to license the
patent-in-suit, including whether the partics arc competitors or whether the patent
holder had a policy not to license the patent. As we explain below, this evidence
could shed light on the parties’ relative bargaining positions and an appropriate
damages award.™

Federal Circuit Bar Association’s Model Patent Jury Instructions® The
Federal Circuit Bar Association’s model instructions are also an improvement over
the verbatim listing of the Georgia-Pacific factors.”’ First, these instructions set the
hypothetical negotiation date “al a time prior to when the infringement first be-
gan.”™ Second, the jury is instructed that “|e]vidence of things that happened after
the infringement first began can be considered in evaluating the reasonable royalty
only to the extent that the evidence aids in assessing what royalty would have re-
sulted from a hypothetical negotiation.”™ Third, the instructions include just three
simple factors.® Fourth, an additional instruction covers apportioning in cascs con-
cerning SEPs.”

Nevertheless, these instructions are still lacking in certain respects, First, while
the instructions include just three simple factors for the jury to consider, the factors
arc imprecise, and the instructions do not give the jury sufficient guidance on how
1o apply them. The instructions statc only that the jury should consider “[t]he value
that the claimed invention contributes to the accused product” and the “{tlhe value
that factors other than the claimed invention contribute to the accused product.”®

® I
™ See infra notes 117-121 and accompanying text.
¥ See FED. CIR. BAR Ass’N, MODEL PATENT JURY INSTRUCTIONS §§ 6.5-6.8 (2016), available at
hitp://fedeirbar.org/Resources/Other-Materials/Model-Patent-Tury-Ingtructions,
See Contreras & Eixenberger, supra notc 24, at 9--12 (discussing development and merits of the
mode] instructions).
o Frn, Cik, BAR ASS'N, MODEL PATENT JURY INSTRUCTIONS, supra note 80, at-§ 6.6.
id
8 See id at § 6.7; see also Contreras & Cixenberger, supra note 24, at 10 (noting that the threc fac-
tors “are clearly derived from, but do not strictly follow, the Georgia-Pacific factors™).
“ FED. CIR. BAR ASS™N, MODEL PATENT JURY INSTRUCTIONS, supva note 80, at § 6.7,
Id

81
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The jury will struggle to make those valuc determinations without a more robust
explanation,

Second, although the instructions set the hypothetical negotiation date before
the first infringement,” they give the jury no understanding of how long before that
first infringement to set that date. Indeed, the instruction is broad enough to capture
one minute before the alleged infringer first infringed. In thosc situations, the hypo-
thetical negotiation will still includc lock-in costs. The jury should be instructed ex-
pressly that hypothetical negotiation occurs just beforc the alleged infringer elected
to usc the allegedly infringing technology.

Third, the instructions ask the jury to consider “comparable license agree-
ments,”™ but they do not give the jury any guidance to determine what agrecments
are “comparable.”

Finaily, the instructions fail to instruct juries (1) to consider whether ex post
factors such as lock-in costs might have inflated the price of comparable licenses,
(2) to consider only the incremental value of the patented technology over non-
infringing alternatives available to the alleged infringer at the time of the hypothet-
ical negotiation, or (3) to account for commercial considerations that could show a
party’s willingness or rcluctance to license the patent-in-suit. Failing to instruct on
these issucs will likely result in a less rcliable and accurate award relative to the
mode! instructions proposed by the National Jury Instruction Project and Northern
District of California.

AIPLA’s Model Patent Jury Instructions.”’ The AIPLA model instructions
are also an improvement in many respects. First, the instructions are tailored to the
facts of the case and apply simple language that the jury will more readily under-
stand.”’ Second, the instructions give guidance on how o assess whether licensc
agreements are “comparable.” Third, the instructions appropriately state that “{t]he
reasonable royalty award must be based on the incremental valuc that the patented
invention adds to the end product” and that “measuring this value requires a deter-
mination of the value added by the patented featurcs™ to “the infringing featurcs of
the product, and no more.””

8 Id at§ 6.6.

¥ Id at§ 6.7

¥ AIPLA, Mookl Patent JURY INSTRUCTIONS §§ 11.13-11.25 (2016), availuble at
https:/fwww.aipla.org/committces/commitiee_pages/Patent-

Litiga-

tion/Committee®20Docunments/Forms/Alltems.aspx TRootFolder=%2fcommittees¥2 fcommittee
pageso2Patent-

Litiga- - .

tion%2 tCommittec%20Documents%s2 Model %20 ury%e2 G lnstructions& FolderCTID=0x0120002
FRCBATICES] ES14CATS08DB4EDT795056.

See generally id.

' 1d § 1123,

# Id § 1113,
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Neverthcless, the instructions do not give the jury cnough guidance on how to
determine the “incremental value™ added by the invention. First, the instructions tell
the jury to consider the fifteen Georgia-Pacific factors as well as a sixteenth
“catchall” factor that calls for consideration of any “economic factor” that a “nor-
mally prudent business person” would consider under similar circumstances.” But
the jury still is not told how to balance or apply these many factors.

Second, the instructions sct the date of the hypothetical negotiation “just before
the infringement began.”®* As discussed above, this time period will usually include
lock-in costs because the alleged infringer will already have invested to build the
allegedly infringing product. Compounding this problem is the fact that—as dis-
cussed above—many of the Georgia-Pacific factors incorporate considerations that
post-date first infringement.

Third, while the jury is instructed that the royalty “must be based on the incre-
mental value that the patented invention adds o the end product,”™” the jury is not
told that the “incremental value” reflects the value of the invention over available
non-infringing altcrnatives. '

VL. A New Practical Approach to Reasonable Royalty Instructions

In this section, we propose a new, more practical approach to jury instructions
regarding rcasonablc royalty damages. The guiding principle is for the jury to fash-
ion a remedy that reflects the actual market value of the patented technelogy at the
time prior to when the defendant invested in the allegedly infringing technology. As
such, the instructions should consistently focus the jury on restoring the parties to
the position they would have been in if they had willingly negotiated a license ex
ante. In addition, we propose a simplified list of four factors for the jury to consider
in determining rcasonable royalty. We further propose that the instructions should
be tailored to each case with guidance regarding the relevant disputed facts and the
parties’ proposed methodologies for calculating the damages award. We believe that
this approach will facilitate more accurate damages awards that are more easily re-
viewable by both district courts and the Federal Circuit. A sct of modcl instructions
is included in Appendix A.

A. Instructions Regarding Reasonable Rovaltics Generally

The instructions should begin by introducing the concept of rcasonable rovalty
damages and making clear that what is inlended is a determination of the market
value of the patented technology. The jury should be instructed that the market val-
ue is that to which the parties would have agreed in a ncgotiation occurring before
lock-in and when the parties were free to decline a license in favor of whatcver al-
ternatives were available. Patent lawyers and judges are familiar with the terma “hy-

83 Id §11.15,
914§ 11.14.
5 AIPLA, MODEL PATENT JURY INSIRUCTIONS, supra note 89, at § 11.13.
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pothetical negotiation”; but, as others have noted, that term might confuse the jury
as to what they are being asked to do and might suggest that they are being called
upon literally to construct the negotiation itsclf.*® The instructions should focus the
jury more directly on the task of determining the patent’s ex anfe market value and
that, when the jury refers to negotiations, it should use the term “pre-investment ne-
gotiation™ instcad of the less precise, unmoored term “hypothetical negotiation.”

The first step in the rcasonable royalty analysis is to determinc the appropriate
date for the partics’ pre-investment negotiation. To appropriately assess a patented
invention’s true market value, the ncgotiation date should be a date on which the
accuscd infringer is deciding between using the patented technology versus any al-
ternatives to the patented technology. A reasonable royalty should therefore be de-
fined for the jury as follows:

A reasonable royalty is the payment that the patent holder and the accused infringer would

have agreed to immediately before the accused infringer invested in using the allegedly in-
fringing tcchnology. 7

Setting the valuation or negotiation date immediately before the decision to use
the technology is preferable to using the date of first infringement because only the
earlier date excludes lock-in costs from the analysis. Excluding lock-in costs is im-
portant because they are not representative of the true economic value of the
claimed invention and including them in the determination overcompensates the pa-
tent holder.

Cases involving SEPs present somewhat different considerations. For these
cases, jurics should generally be instructed that the patent should be valued just be-
fore the technology purportedly covered by the patent was incorporated into the
standard.” The later date on which the individual implementer chose to use the pa-
tented technology is not the correct date because the implementer did not have the
option ai that time of choosing an alternative technology.” We thus recommend
calling the negotiation in SEP cascs the “pre-standard negotiation.”

% See, e.g., Contreras & Lixcnberger, supra note 24, at 7-8; Jarosz & Chapman, supra note 10, at

783; Seaman, supra note 32, at 1677-81. .
See Breaking the Vicious Cycle, supra note 2, at 426 (“The hypothetical negotiation datc should be
set al just prior to the time that the infringer became committed to ustng the infringing fechnology,

7

which in most cascs will be the lock-in date . ... [TThis provides the optimal framework for as-
sessing the incremental benefit conferred by the claimed technology as comparced to available al-
ternatives.”),

* Joscph Farrcll ct al., Standard Setting, Patents, and Hold-Up, 74 ANTITRUST L.J. 603, 637 n.134

(2007}, Mark A. Lemley & Carl Shapiro, 4 Simple Approach to Seiting Reasonable Rovaliies for
Standard-Essential Patents, 28 BERKLEY TrCIL L.J. 1135, 114748 (2013); Contreras & Gilbert,
supra note 35, at 1491-93; FTC, T EvOLviNG TP MARKETPLACE: ALIGNING PATENT NOTICE AND
REMEDIES WITH COMPETITION 23 (Mar. 2011} {“Courts should cap the royalty at the incremental
value of the patented technology over alternatives availablc af the time the standard was chosen.™).
See Breaking the Vicious Cycle, supra note 2, at 431- 32 (*The FRAND commitment means that
the patent holder no longer has a right, presumed in the paradigmatic story, to refuse to license its
patent; by the same token, the infringer is entitled to use the patented technology and does not need
to obtain the consent of a recalcitrant or mercenary patent holder in order to do s0.”}.

vy
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This adjustment is necessary because, as we noted in Breaking the Vicious Cy-
cle, lock-in often long precedes infringement of standardized technology and stand-
ardized technology is thus cspecially vulnerable to ex post contamination.'™ Once a
standard is adopted, the costs associated with modifying the standard to design
around SEPs are substantial, and the individual infringer no longer has the option of
using alternatives to the standardized technology. Unlike non-SEP cases, the lock-in
here i1s not a result of the infringer’s product development and implementation costs.
It is rather the result of the substantial group coordination and decision-making
costs that the standard setting organization (“SSO”) and its members have incurred
to develop and adopt the standard, and that would have to be incurred again to
change or replace it. These costs often include not only the costs of achieving con-
scnsus among a large and heterogencous group but also costs incurred for hundreds
or more complementary technologies and parts that would have to be changed to
switch to an alternative to the patents-in-suit. Instructing juries that the negotiation
took placc immediately prior to the patent’s incorporation into the standard will en-
sure ‘[I};;at the reasonably royalty rate is not artificially inflated by these lock-in
costs.

After explaining the valuation date, juries should be instructed on what they
should assume about the negotiation. Specifically, the jury should be instructed to
assume that both partics belicved the patent was valid and would be infringed, and
that both parties were willing to enter an agreement and would have acted reasona-
bly in their negotiations. The jury should furthcr be instructed to choose a royalty
that would have resulted from the negotiation, and not simply a royalty either party
would have preferred.

In some situations, as explained in Breaking the Vicious Cycle, the patent
holder would not willingly have licensed the patents to the infringer ex anfe but ra-
ther would have preferred to retain exclusive or nearly exclusive control over the
patented technology. That situation is most likety to arise in cases mvolving direct
compctitors or cases in which, as in the pharmaceutical industry, there are only one
or a few patents embodied in a commercial product. Although the jury must deter-
ming a reagonable royalty and thereforc cannot conclude that the parties would not
have agreed on a value for the patents, competitive and other commercial considera-
tions are often highly relevant to determining the relative bargaining power of the
parties and thus the amount of the royalty and should not be ignored by juries. In
Factor Four, below, we discuss how jury instructions should address this situation.

™ 14, at 429.

" Nevertheless, and as we also noted in Breaking the Vicious Cyele, it might be appropriate in some
circumstances to assess different reasonable royalties based on different hypothetical negotiation
dates for carly movers (whe may have assumed greater cxposure implementing the infringing
technology before the standard was adopted) and late adopters (who may have delayed implemen-
tation until the standard was adopted). See id at 426 0.200.
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B. Four Factors for Determining Reasonable Royalty Damages

The jury should be instructed regarding the considerations that arc relevant to
the rcasonable royalty determination. Instead of the lengthy and unwieldy list of fif-
teen Georgia-Pacific factors, we proposc just four. This streamlined set of factors
will facilitate morc accurate, predictable, reviewable, and consistent damages
awards. As discusscd below, the first factor instructs the jury 1o determine damages
based on the value of the claimed invention over alternatives available at the time—
1.¢., based on the added value of the invention. The sccond factor acts as a backstop
to the first factor, cautioning the jury against determining damages based on factors
or components unrelated to the ¢laimed invention—i.e., to exclude valuc added by
other factors or componcnts. The third factor instructs the jury that comparable li-
cense agreements might in appropriate circumstances scrve as an important guide to
determining what the parties would have agreed to in a hypothetical negotiation.
The fourth factor instructs the jury to consider the cconomic relationship of the par-
ties (e.g., whether the patentee would generally prefer exclusive usc of its invention
ot to license its invention broadly),

1. Factor One: The Incremental Value Contributed by the
Invention

The jury should be instructed that the patent holder is entitled to recover dam-
ages only for the incremental value that the claimed invention contributes to the ac-
cused product, determined by comparing the allegedly infringing technology to the
alleged infringer’s best ex ante altcrnative.”™

Juries should therefore consider the effect of commercially acceptable alterna-
tives to the claimed invention that do not infringe the patent holder’s patents and
that were available at the time of the parties’ negotiation. An accused infringer
would not agree to pay a royalty larger than the incremental value of the claimed
invention over this commercially acceptable non-infringing aiternative. For exam-
ple, if the patent is directed to an improved windshicld wiper for a car, the incre-
mental value would be detcrminced based on the benefits of the patented windshicld
wiper over other commercially available windshield wipers,'”

2 See, e.g.. Ericsson, Inc. v. D-Link Sys., Inc., 773 F.3d 1201, 1235 (Fed. Cir. 2014% (*Wc further

hold that district courts must make clear to the jury that any rovalty award must be based on the in-
cremental value of the invention.”); see also AstraZeneca AB v, Apotex Corp., 782 F.3d 1324,
1334-35 (Fed. Cir. 2015) ("When an infringer can easily design around a patent and replace its in-
fringing goods with non-infringing goods, the hypothetical royalty rate for the product is typically
low. .., By the same rcasoning, if avoiding the patent would be difficult, expensive and time-
consuming, the amount the infringer would be willing to pay for a license is likely to be greater.™).
The best alternatives should be detcrmined by taking into account both cost to the infringer and the
value to the infringer of the available altematives. IT the infringer would have to incur a cost to use
the best alternative, perhaps because it is covered by a third party’s patents, the maximum amount
the infringer would pay for the invention af issue in the hypothetical negotiation would be equal to
the sum of the cost of the best alternative and the incremental value of the invention at issue over
that altcrnative.

Lo3
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Further, when determining the incremental value contributed by the claimed
invention, juries should be instructed fo disregard “switching costs.” “Switching
costs” are the costs that the accused infringer would incur to switch from practicing
the claimed invention to an alternative method or product. These costs may include,
for cxample, the cost of redesigning products, retooling factorics, and climinating
inventory.'*

2. Factor Two: The Value Contributed by Factors Other Than the
Claimed Invention

The reasonable royalty may not be based on valuc added to the accused prod-
uct by any factor other than the claimed invention. For example, juries should be
instructed to exclude value added by the accuscd infringer’s manufacturing process,
product marketing, or brand recognition.' The jury should also cxclude value add-
cd by components, features, or technologies that are not part of the claimed inven-
tion, including technologics cmbodicd in other patents that are owned by the ac-
cused infringer or others. For example, if the patent is directed to an improved
windshield wiper for a car, the jury should exclude from the damages calculation
the value added by the car’s branding and its many other components, such as the
steering wheel, engine, or transmission.'"

Some have criticized this principle on the ground that it does not enable to pa-
tent holder to share in the synergies created by the combination of the patented
technology and the other product componcnts. This criticism is mistaken. The start-
ing point to understanding the mistake is to appreciatc that the reasonable royalty
determination calls for a determination of the market value of the patented technol-

19 See Breaking the Vicious Cycle, supra note 2, at 410 n.106.

1% On the other hand, if, for example, the patented invention allows the manufacturer to use a simpler
manufacturing process, then that benefit may be considered value attributable to the patented in-
vention for purposes of determining damages.

See, egrn, VimetX, Inc. v. Cisco Sys., Inc., 767 F.3d 1308, 1326 (Fed. Cir. 2014) (“[Wihen claims
are drawn to an individual component of a multi-component product, it is the exception, not the
rule, that damages may be based upon the value of the multi-component product.”); Uniloc USA,
Inc. v. Microsoft Corp., 632 F.3d 1292, 1318-19 (Fed. Cir. 2011) (explaining that a palentee may
not use all of the revenues that a defendant has made from selling accused products unless the pa-
tented feature is “the basis for customer demand” for the accused products); Lucent Techs., Inc, v,
Gateway, Inc., 580 F.3d 1301, 1337 (Fed. Cir. 2009) (“The patentee . . . must in every case give
evidence tending to separate or apportion the defendant’s profits and the patentee’s damages be-
tween the patented feature and the unpatented features.”); Georgia-Pac, Corp. v. U.8. Plywood
Corp., 318 F. Supp. 1116, 1120 (SD.N.Y.1970) (explaining that damages awards should be based
on “[tThe portion of the realizable profit that should be credited to the invention as distinguished
from non-patented elements, the manufacturing process, business risks, or significant features or
improvements added by the infringer.”); see gemerally Garretson v. Clark, 111 U8, 120, 121
(1884) (“The patentee . . . must in every case give evidence tending Lo separate or apportion the de-
fendant’s profits and the patentee’s damages between the patented feature and the unpatented fea-
tures . . . or he must show . . . that the profits and damages are 1o be calculated on the wholc ma-
ching, for the reason that the cntire value of the whole machine, as a marketable article, is properly
and legally atiribuiable to the patented feature.”).

106



76 TEXAS INTELLECTUAL PROPERTY LAW JOURNAL [Vol. 26:051

ogy-—of the royalty to which the partics would have agreed for the intended use, A
patented technotogy that makes a unique and significant contribution o a very valu-
able product will, all other things cqual, add more value to the finished product than
one that contributes to a product that has littic value; and the market value of the pa-
tented technology will reflect that incremental value. In that sense, the patent holder
is able to appropriate a portion of the syncrgies created by combining the products’
components. But if there are unpatented alternatives that could make an equally sig-
nificant contribution to the product, the market value of the patented technology
will be modest, even if the product is very valuable. (Tiffany& Co. does not pay
morc than the local gas station for printer paper.)

This point can be expressed with a bit more precision. The patented technology
competes with alternatives for use in the product. If it is the besi of the alternatives,
its use will create surplus value compared to the alternatives. All other things equal,
the more valuable the product, the larger the surplus. The infringer and the patent
holder, in effect, bargain over how to split the surplus—how, in other words, to
share the synergies created by the combination of the patented technology and the
other components in the product, The outcome of the bargain depends, among other
things, on their relative bargaining power and on the expensc and risk of bringing
the relevant product to market.'” But the patent holder in no casc should receive
more than its sharc of the synergies created by the combination of components in
the infringing product. Any greater share would give the patent holder morc than it
would have received had the parties in fact agreed on a royalty at the outset.

In furtherance of the objective of not including value contributed by other
componcenis, the Federal Circuit has held that, where the claimed invention covers
just one feature or technology in the accused product, damages generally must be
based on, at most, the “smallcst saleable patent-practicing unit” of the product.'”
The “smallest salable patent-practicing unit” is the smallest part or component with-
in the accused device that is offered for sale and that substantially embodics the
claimed invention.'” Even when considering the smallest saleable unit, however,
damages awards should not include the value of featurcs or technologies within the
smallest saleable unit that are unrclated to the claimed invention. The value of the
smallest saleable unit should thus be apportioned to isolate the value contributed by
the claimed invention.”’ For example, consider again a patent directed to an im-

"7 See Breaking the Vicious Cycle, supra note 2, at 392 n.10.

1% See, e.g., LaserDynamies, Fac. v. Quanta Comp., Inc., 694 F.3d 51, 67 (Fed. Cir. 2012) (explaining
that the royalty base for patent damages must be based on at most the “smallest saleablc patent-
practicing unit™).

W See id.

MY Tn a recent article, Anne Layne-Farrar ¢riticizes the use of the smallest saleable unit on the ground
that it does nol appropriately tic damages to the value the accused infringer receives from using the
patented lechnology. Aune Layne-Farrar, The Patent Dumages Gap: An Economist's Review of
U8 Statutory Patent Damages Apportionment Rules, 26 TEX. INTELL. Prop. L.J. (forthcoming
2017) {(manuscript at 7) {on file with authors). She argucs that the price of the component embody-
ing the patented technology might be suppressed because the infringer did not pay for the technol-
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proved windshield wiper for a car: if the allegedly inlringing car maker purchased
the windshield wiper from a third party, then the windshield wiper likely would be
the smallest salcablc unit. But the jury would still be required to scparate out the
value of the patented windshield improvement from the value of other aspects of the
wiper, such as a special material that is not part of the claimed invention but that is
used to make the wiper.'"

3. Factor Three: Comparable Agreements

The jury should be instructed to consider prior agreements by the patent holder
to license the pateni(s)-in-suit or other agreements if they were negotiated in cir-
cumstances, and concerned subjects, sufficiently comparable to those that would be
involved in the partics’ ncgotiation regarding the patent(s)-in-suit.'

ogy,and proposes doing away with the smallest saleable unit requirement where the patented tech-
neology is worth more than the price of the smallest saleable unil, even if the patented technology is
not the basis for customer demand of the end product and thus does not satisfy the cnfirc market
value rule, /4 at 18-19, In those cases, she proposcs that a patentee may rely on the end product
price of the entire product as the royalty base and apportion out any percentage of the price that is
not impacted by the patented fechnology. 7o at 19.

Prof. Layne-Farrar's proposal is problomatic and unnecessary. First, patent damages lawyers
will always prescnt patent damages to the jury in reference to some “anchor,” which will usually
be the infringing device or product. The smallcst saleable unit requirement is intended to establigh
the “anchor” that is closcst to the patented technology and is thus least likely to lead the jury
astray, toward overvaluing the patented technology by taking other components into account.
Moreover, Laync-Farrar does not shed any light on how to determine whether the value of the pa-
tent exceeds the price of the smallest saleable unit, except by reference to the prejudicial price of
the end product, nor does she explain how to determine the portion of the price of the end product
that is properly attributable to the patent. See id. at 14-17. Second, Prof, Layne-Farrar’s proposal
fails o recognize the real-world dynamic of a trial before a jury, Inevitably, the focus of the trial is
the claimed patented invention, and much less time and attention can be and is devoted to other
technologies, patenied inventions, and other components incorporated into a larger product. This
rcal-world dynamic requires an anchoring point or concepl to gude the factfinder. Bven if Layne-
Farrar were correet that the smallest saleable unit anchor would in some instances be too low, her
proposal would in almost cvery case result in an anchor even further from the correct value. Third,
Laynec-Farrar's concern applies only to a small subset of instunces in which the smallest saleable
unit is actually sold: thosc where the value of the patented technology is very large in relation to
the price of the component and the infringer nevertheless did not set the price expecting that it
would eventually have to pay for the technology. Fourth, while in exfreme cases infringement can
result in suppressed product prices, that can be a problem no matter what the size ol the anchor.
And, in any event, a jury may consider in its damages valuation any evidence that a component’s
matket price is mislcadingly low, so there is no need to use the higher end-product price as the an-
chor.

See, e.g., VirnetX, 767 F.3d at 1327 {*{TThe requircment that a patentee identify damagos associat-
ed with the smallest salable patent-practicing unit is simply a step toward meeting the requirement
of apportionment. Where the smallest salable unil ts, in fact, a multi-component product containing
several non-infringing featurcs with no relation to the patented feature . . . the patentee must do
more (o estimate what portion of the value of that product is attributable to the patented technolo-
7).

See, e.g., Lucent, 380 F.3d at 1325; dpple Inc. v. Motorola, Inc., 757 F.3d 1286, 1325 (Fed. Cir.
2014) (“[Ulsing sufficiently comparable licenses are a generally rclizble method of estimating the
value of a patent.”); Contreras & Cixenberger, supra note 24, at 11.

11
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P

Actual licenses for the patent(s)-in-suit from around the time that the accused
infringer first clected to use the allegedly infringing technology can be highly pro-
bative as to what constitutes a reasonablc royalty because such licenses reflect the
cconomic value of the patent(s)-in-suit in the marketplace at the relevant time.'"

To use licenses to other patents as evidence of rcasonable royalty damagcs, the
party offering the licenscs has the burden to show that the licenses are both techno-
logtcally and economically comparable to the license that the partics would have
agreed to in their negotiation. The jury should be instructed that, to make this show-
ing, the party offering the license must compare the technolegy, scope, context, and
value of that license with the technology, scope, context, and value of a pre-
investment licensc to the patent-in-suit. The licenses do not need to be identical, on-
ly comparable. But showing only a loose or vague comparability between the tech-
nological or cconomic aspects of the licenses fails to mect this burden.

When assessing economic comparabilitly, the jury should be cautioned that the
royalty stated in the agreement will not necessarily reflect the true market price of
the licensed patent if there is cvidence that the agreement was part of a broadcr rcla-
tionship between the parties. For example, if as part of the agrcement the patent
holder provided other types of consideration in addition to the patent license itself,
such as a cross license to other patents, the stated royaity might cxaggerate the real
consideration paid for the patent itsclf.'”

'3 See, e.g., LaserDynamics, 694 F.3d at 81 (finding that agreements licensing the patent-in-suit werc
not too old to be probative because the value of the patented technology was apparent at the time
they were entered into); see also Breaking the Vicious Cycle, supra note 2, at 417 -20 {discussing
how “the ‘comparable’ licenses to be considered are often the product of ex post bargaining and
therefore reflect ex post considerations such as lock-in costs, as well as premiums to account for
uncertainty related to potential liligation outcomes™),
See, e.g., VirnetX, 767 F.3d at 1330 (*When relying on licenses to prove a reasonable royalty, al-
leging a loose or vague comparability between different fechnologies or licenses does not suf-
fice.”™); Uniloc USA, Inc. v. Microsofi Corp., 632 F.3d 1292, 1317 {Fed. Cir. 2011) (“[T]here must
be a basis in fact to associate the royalty rates used in prior licenses to the particular hypothetical
negotiation at issue in the case.”); ResQNet.com, Inc. v. Lansa, Inc., 594 F.3d 860, 870 (Fed. Cir.
2010} (expert’s reliance on licenses as evidence of a reasonable royalty improper where “nane of
these licenses even mentioned the patents in suit or showed any oiher discemible link to the
claimed technology™); Lucent, 580 F.3d at 1329 (“[A] lump-sum damages award [based on a rea-
sonable royalty] cannot stand selely on evidence which amounts to little more than a recitation of
royalty numbers, one of which is arguably in the ballpark of the jury’s award, particularly when it
is doubtfi! that the technology of those license agreements 1s in any way similar to the technology
being litigaied here.”; Finjan, fuc. v. Secure Compur. Corp., 626 F3d 1197, [211-12 (Fed. CGir,
2010 (“We have recently reiterated that use of past patent licenses | to determine damages awards]
must account for differences in the technologies and economic circumstances ol the contracting
parties,”),
U5 Ag we discussed in Breaking the Vicious Cycle,

[I]t is often difficult to ascertain the actual terms of the entirc agreement between

the parties and to determine the royalties paid for the patents-in-suit. Patent hold-

ers, knowing that their licenses will influence royalty awards in future litigation,

have an incentive to struclure their agresments in ways that exaggerate the appar-

ent cost of the licenses to the licensees, For example, they can provide various

4
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If the allegedly comparable license was negotiated at a time after the licensee
had invested in the tecchnology (such as by building a factory), the jury should be
instructed that the stated royalty rate might have been inflated by the licensee’s
lock-in costs. As a general matter, when licenses are negotiated ex post, rather than
ex ante, their value fails to capture the true market value of the patent at the time of
the ex ante hypothetical negotiation date. By the time of the ex posr actual negotia-
tion date, the licensee might have already begun practicing the licensed patent, and
thus might havc entered the ex post negotiation already locked into the patented
technology and concerned about litigation risk. This differs. from a pre-investment
bargain because lock-in will likely encourage the licensee to pay a substantially
highcr royalty ratc ex post than the truc market value of the patent at the ex ante ne-
gotiation date.!'®

Litigation scttlement agrecements, for cxample, necessarily arc affected by ex
post considerations, since they are negotiated after the alleged infringement began
and are shaped by circumstances of the litigation that are unrelated to the actual
economic value of the patent. These litigation-induced settlement agreements
should be excluded; if they are admitted, juries should be instructed that such
agreem??ts are generally disfavored because they tend to overstate the value of the
patcnts. ! '

When the patent holder can prove that the royalty stated in the license included
a discount because of uncertainty as 1o whether the patents(s)-in-suit were valid and
infringed, the court should also instruct the jury to exclude that discount in the rca-
sonable royalty determination. '

types of consideration in addition o the patent license itself and allocate a dispro-

portionate share of the total amount paid by the liconsce for the package to the pa-

tent license.
Breaking the Vicious Cycle, supra note 2, at 418; see also Carl Shapiro, Injunctions, Hold-Up, and
Patent Royalties, 12 AM. L. & Econ, Ruv. 280, 30001 (2010).
See Breaking the Vicious Cycle, supra note 2, at 418-19 (noting that many licenses are negotiated
afier the licensee has already begun practicing the licensed patent and at a timc when the licensee
is locked into the technology and concerned about litigation); Jonathan S. Masur, The Use and
Misuse of Patent Licenses, 110 Nw. U, L, Rev, 115, [20- 21 {2015). '
See, e.g., LaserDynamics, 694 F.3d at 77 (cxplaining that “[t]he propriety of using prior settlemcnt
agreements to prove the amount of a reasonable royalty is (uestionable” because settlement
agreements “are tainted by the coercive environment of patent litigation [and] are unsuitable to
prove a reasonable royaliy ... , the premise of which assumes a voluntary agreement will be
reached between a willing licensor and willing licensee, with validity and infringement of the pa-
tent not being disputed™); see alse Rude v. Westcott, 130 U.S. 152, 164 (1889) (“[A] payment of
any sum in seftlement of a claim for an alleged infringcment cannot be taken as a standard to
measute the value of the improvements patented, in determining the damages sustained by the
owners of the patent in other cases of infringement.”),

11a
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4. Factor Four: Commercial Considerations Showing Either
Desire or Reluctance to License

The parties might not in fact have been willing to negotiate a license ex ante.
However, 1t is necessary to assume that the parties would have agreed to an ex ante
license in order to determine a reasonable royalty. Making that assumption does not
require us to ignorce the reality that some licensors might be more eager to license
than others. A licensor’s relative willingness to license can, in certain cascs, be rel-
evant to assessing the reasonable royalty.'™

To see how this relative unwillingness might affect the reasonable royalty, we
should first consider the patent holder that would have wanted to license its patents
to the infringer ex ante. In that situation, the parties would have agreed to a royalty
that would have rcflceted the relative bargaining power of the parties, up to a max-
imum equal to the incremental value of the patented technology compared to the in-
fringer’s best alternative. In effect, the partics would bargain over how to divide the
incremental valuc of the patented technology.''”

In other situations, commercial considerations might demonstrate that a party
would be “unwilling” or reluctant to icense. For example, if a patent holder had an
established policy and marketing program not to license the patent or had a policy
to licensc only under special conditions designed to preserve its patent exclusivity, a
jury could find that that party would be reluctant to license. Tn that situation, the ju-
ry can find that the parties to the hypothetical bargain would have agreed upon a
highcer royalty rate, up to a maximum equal to the incremental value of the patented
technology compared to the infringer’s best alternative. A patent holder that would
not have been willing to license its patent to the infringer ex anfe may be entitled to
damages equal to that maximum,'*

Note, however, that a party should not be considered an unwilling or reluctant
licensor if it was willing ex ante to license the patents but would not have enterced a
license ex ante for strategic reasons, in the expectation that it could strike a better
deal at a later time. “In other words, a patent holder cannot avoid being deemed a
willing licensor . . . if it intended all along to license the infringer but wanted to wait
until the infringer was locked-in in order to negotiate at that time a higher royal-

ty 13§21

Certain other commercial considerations might show that a party would have
been especially “willing” to license. For example, if the commercial relationship be-
tween the patent holder and the accused infringer would have been an inventor-
promoter relationship (rather than a competitive relationship), the evidence might

8 See Breaking the Vicious Cycle, supra note 2, at 445 n.280 (discussing when a licensor should be

considered an ex ante “willing” licensor rather than an “unwilling” licensor),
" See id at 392,
20 Id. at 44041 n 265,
21 [d. at 445 n.280.
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enable the jury to find that one party or the other would have had a stronger desire
to license the patent. If that party were the patent holder, the infringer might have -
been able to negotiate for a lower royalty rate, i.c., for a larger share of the incre-
mental value provided by the patentcd technology. That might be the case for a pa-
tent holder that was bound by-a commitment made to an SSO to license the patent
on {Fair,] Rcasonable, and Non-Discriminatory (“[FJRAND™) terms, and thereafter
was unable to enhance its bargaining position by threatening not to license the pa-
tent.!*

C. Damages Instructions in [FJRAND Cases

SEP cases require determination of a “reasonable” royalty, just as non-SEP
cases do. As with non-SEP cases, the “reasonable” royalty should be no greater
than the incremental value of the claimed invention over the next best alternative.'”

The damages framework we propose is thus conceptually applicable to SEP
cascs, including those involving [FIRAND royalties; but the criteria need to be ad-
justed to account for certain differences:

The date of hypothetical negetiation: As discussed above, juries should gen-
erally be instructed that the hypothetical negotiation date must be just beforc the pa-
tented technology was incorporated into the standard, s#of the date on which the in-
dividual implementer chose to usc the patented technology.'” We also recommend
calling it the “pre-standard negotiation.”

Factor One: When a patent js essential to a standard and subject to a
[FIRAND commitment, the parties in a pre-standard negotiation would agree to a
reasonable royalty based on the contribution of the patented technology to the capa-
bilities in the standard, and the contributions of thosc ¢apabilities in the standard to
the accused infringer’s products. Accordingly, the jury should be instructed to en-
sure that any reasonable royalty award reflects only the additional amount the al-
leged infringer would pay for the right to implement the standard including the pa-
tented technology rather than a standard that included the best alternative available
at the time of the hypothetical negotiation,'”

"2 Ericsson, Inc. v. D-Link Sys. ne., 773 F.3d 1201, 1230-31 (Fed. Cir. 2014) (holding that the patent
holder’s licensing policy and the commercial relationship between the patent holder and the ac-
cused infringer are not appropriatc considerations for determining RAND royalties), see alse
Georgia-Pac., 318 F. Supp. at 1120,

Jorge L. Contreras and Richard J. Gilbert present a thorough discussion of the similaritics between
SEP and nen-SEP cases, and persuasively argue that a unified framework is needed to assess rea-
sonable royaltics in both types of cases. See generally Contreras & Gilbert, supra note 55, The au-
thors particularly note that the patent’s “incremental contribution rclative to the next-best alterna-
tive. .. ig the appropriate metric 10 evaluate a reasonable royalty™ for both SEPs and non-SEPs
because both require appertionment and present concerns over hold-up. /4 at 1457; see also
Breaking the Vicious Cyvcle, supra note 2, at 447 n.288.

See supra notes 97--100 and accompanying text.

See, e.g., Ericsson, 773 F.3d at 1235 (“[Dlistrict courts must make clear to the jury that any royalty
award must be based on the incremental value of the invention, not the valuc of the standard as a
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Factor Two: Although the royalty should reflect the contribution of the pa-
tented technology to the standard, the jury should be instructed that the royalty
should not include valuc contributed by other patents or technologics incorporated
into the standard or the accused product or any other factor such as the accuscd in-
fringer’s product marketing or brand recognition.™® As explained above, this ap-
proach will enable the patent holder to obtain the market value of the patented tech-
nology, including a portion of the synergics crcated by the combination of
components in the standard.'’ :

Factor Three: Instead of asking the jury to consider comparable hcenses from
around the time that the accused infringer first elected to use the allegedly infring-
ing technology, the court should instruct the jury to consider licenses from around
the time the patent became esscntial to the standard.

Factor Four: When the patents are subject to a [FJRAND commitment, the
patent holder must be considered a willing licensor that cannot discriminate against
any particular party. Thus, instead of instructing the jury to consider commercial
considerations that might have affected the patent helder’s incentives to license the
patent, in cases involving [F]JRAND-encumbered patents, the cowt should instruct
the jury to consider the patentec’s obligation to licensce the patent-in-suit on reason-
ablc and non-discriminatory terms. The instructions should include the language
from the letter of assurance and or the SSO policy as appropriate. The instructions
should also note that the jury must take into account the {[FJRAND commitment in
determining a reasonably royalty.'**

D. The Jury Should Be Instructed Regarding Different Types of
Royalties

Because the outcome of a negotiation may take various forms, the jury should
be instructéd that there are different types of potential reasonable royally damages.

1. Lump Sum Royalties vs. Running Royalties

Depending on the circumstances of the case and the evidence presented, the ju-
ry should be instructed on the diffcrence between lump sum and running royaltics,

whole or any increased value the patented featurc gains from ifs inclusion in the standard.™).
"% See, e.g., Microsoft Corp. v. Motorola, Inc., No. 10-cv-1823, 2013 WL 2111217, at *12 (W.D.
Wash. Apr. 23, 2013) (“[A] RAND commitment shoutd be infcrpreted to limit a patent holder to a
reasonable royalty on the economic value of its patented technology itsclf, apart from the valuc as-
sociated with incorporation of the patented technology into the standard.™); id. at *18 (“[A] rcason-
able royalty would not fake into account the valuc to the liccnsce created by the cxistence of the
standard itself, but would instead consider the contribution of the patent to the technical capabili-
ties of the standard and also the contribution of those relevant technological capabilities {o the im-
plementer and the implementer’s products.™).
See supranotes 104-110 and accompanying text.
8 See, e.g., Ericssom, Inc. v. D-Link Sys. Inc., 773 F.3d 1201, 1230-31 (Fed. Cir. 2014) (*[Tlhe
commetcial relationship between the licensor and licensec’ - is irrclevant becausce Tricsson must
offer licenses at a non-discriminatory rate”’}.

21
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and that they must choose which structure is most appropriate based on the evidence
presented.

The jury should be instructed that a one-time lump sum payment is a singlc
payment that the accused infringer would have paid for a license covering all sales
of the licensed product. Depending on the circumstances, the cvidence might indi-
catc that the parties would prefer a lump sum royalty over a running royalty. A
lump sum royalty has the advantages of providing morc certainty as to the cost of
the license and avoiding monitoring and compliance issues.

On the other hand, a running royalty is a type of royalty where the accused in-
fringer would have paid the patent-holder either & percentage of the sales price or a
specific dollar amount every time the accused infringer sold a product incorporating
the patented technology. The jury should be instructed that determination of the
running royalty requircs identification of the appropriate royalty base (e.g., wherc
applicable, the smallest saleable unit or entire market value) and the appropriate
royalty ratc.

2. Post-Verdict Reasonable Rovalties

No enhancement of the reasonable royalty should be awarded for post-verdict
infringement.'”” The hypothetical ncgotiation already assumes that both parties con-
sidered the patent to be valid and infringed. Also, (except perhaps in very unusual
cases) the ex ante bargain would not be limited to the period prior to verdict, so de-
termination of the royalty agreed to in that bargain would encompass the rate to
which the partics would have agreed for the post-verdict period.”

'* The parties might, of course, agree fo change the post-verdict royalty if, for example, the court-
determined royalty is too high and deters sales of the infringing product that might benefit both the
patent holder and the infringer, Because rencgotiation resulting in a higher royalty would be likely
only in the most extreme cases (presumably involving repeat players and/or multifaceted commer-
ctal relationships}, it has been suggested that post-verdict rovalties might have a pro-infringer bias.
See Vincenzo Denicold et al., Revisiting Injunctive Relief: Interpreting eBay in High-Tech Indus-
tries with Non-Practicing Patent Holders, 4 J. COMPETITION L. & ECon, 5371, 579 (2008). This pos-
sibility does not, however, justify enhancing post-verdict royalties. In the first place, downward ad-
justment of royalties is likely only in the very unusual case in which the court sets a mmnning
rovalty that is large enough in rclation to the total cost of the infringing product to materizlly im-
pact the pricc and sales volume of the product. It is hard to see how efficiency overall wonld be
served by impesing excessive costs on technology users as a general matter in anticipation of an
occastonal market correction. Moreover, any post-verdict negotiation is itsclf likely in almost all
cases to result in an excessive royalty becausc it will partially reflect lock-in costs.

In the rare casc in which it is determined that the ex anfe license would have been for a more lim-
ited period, the jury should be instructed to determine a royalty for subscquent years using the cri-
teria deseribed zbove, but en the assumption that that royalty would have been determined by a
negotiation at or shortly prior to the expiration of the ex ante license agrecment.
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E. The Jury Should Be Instructed on the Manner of Performing the
Damages Calculation

In addstion to jury instructions that provide simple gualifative factors for dam-
ages determinations, the jury should also be given simple guantitative methods for
calculating a specific damages number.

The goal is not to force the jury to use any parlicular damages calculation
methodology, but rather to provide the jury with guidance and options that clarify
their choices and simplify their task. For cxample:

The parties might agree on the form of the calculation but disagree only on the
inputs to the calculation. In such cases, the parties can provide the formula to the
jury, and explain that the jury’s task is to determine the inputs to the calculation and
then complete the calculation.

The jury might also be asked to choose between the parties” competing damag-
es calculation methodologies, which can be recited in the instructions as competing
options for calculating the damages number.™

Alternatively, the jury can be invited to sct forth its own damages calculation
methodology bascd on its own evaluation of the evidence and damages methodolo-
gies presented by the parties.

The court should include the damages calcuiation methodologics on which the
jury is instructed as options on the verdict form. The verdict form should require the
Jury to show its work—i.e., to identify the specific method of calculation and the
inputs to the calculation based on the evidence presented. This will facilitate appel-
late revicw and climinate the “black box™ nature of many damages determinations,

F. The Jury Should Be Instructed How the Damages Determination
Relates to the Particular Facts of the Case

A verbatim recitation of the factors discussed above (or worse, the full list of
the Georgia-Pacific tactors) might be too abstract for juries to apply accuratcly to
the evidence presented at trial. As noted above, studics have indicaled that jurors’
comprehension of instructions ¢an be improved by reducing legal vernacular in fa-
vor of simplicity and clarity.'*

Accordingly, to ensure that juries understand the instructions well enough to
appropriatcly determine rcasonable royalty rates, judges should go beyond mercly
reciting factors or legal standards and instead clearly customize the instructions to
{it the facts of the case.

3L Tt would be the court’s responsibility, as gatekeeper, to keep from the jury any methodologies that
are not reasonably calculated to answer the correct legal question, i.e., the royalty the parties would
have agreed to in the hypothetical ex anfe negotiation in light of the best alternative available at
that time and exclusive of any ex post considerations, such as lock-in costs or litigation risks.

132 Sue Greene & Bornstein, supra note 50, at 748; see also Stecle & Thornburg, supra note 50, at 90 -
91.
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For example, with respect to non-infringing altcrnatives, a generic instruc-
tion—i.e., “consider whether the accused infringer had a commercially acceptable
pon-infringing altcrnative to the claimed invention available at the time of the hypo-
thetical negotiation”—is less helpful than a specific instruction ticd to the facts of
the case. The court should tell the jury what a non-infringing alternative is, what the
defendant allcges is a non-infringing alternative, and how that affects the royalty
calculation:

In this case, [the accused infringer] contends that [non-infringing alternative] was an alter-

native that was available to [the accused infringer] at the time of the [ron-SEF cases: “pre-

investment negotiation™; SEP cases: “pre-standard ncgotiation™] and that did not infringe

the [asscricd patent], i.e., it was a “non-infringing alternative.” If you find that [alleged

non-infringing alternative] was a non-infringing alternative to the claimed invention, then

[the accused infringer] would not have agreed to pay a royalty larger than the incrementat

value of the claimed invention over this commmercially acceptable non-infringing alterma-

tive, and any rovalty vou award must be based on this incremental value over the cost of
the alternative,

Making these adjustments to customize the instructions will go a long way to-

ward ensuring that the jury both understands the instructions and applics them ap-
propriately.

V1L.Conclusion

The fifteen Georgia-Pacific factors are no longer an appropriatc framework for
instructing juries on reasonable rovalty damages. They are out of date both techno-
logically and doctrinally. Simply put, the factors are unwieldy, confusing, and tend
to systematically inflate damages awards above the true market value of the patent-
ed technology. The time has come for a change.

We have proposcd a ncw, more practical framework to simplify reasonable
royalty jury instructions. The goal is to facilitatc more accurate, predictable, re-
vicwable, and consistent damages awards. The following are key takeaways that
should be incorporated into the reasonable royalty instruction:

First, unlike the ali-too-familiar verbatim recitation of the fifteen Georgia-
Pacific factors, jury instructions should be simple, practical, and tailored to the facts
of the case. The jury should be asked to consider fewer factors and should be given
a more robust and clear cxplanation of the importance of the factors, how they relate

_to the facts of the case, how they affect a reasonable royalty award, and how to cal-
culate the reasonable royalty award. This will improve the ability of the jury to un-
derstand the reasonable royalty instructions and apply them appropriatcly.

Second, jury instructions should consistently focus the jury on determining the
ex ante incremental value of the patented technology over the alleged infringer’s
best alternative. This is not adequately accomplished by the Georgia-Pacific fac-
tors, which call for the jury to consider numerous ex post considerations and which
treat the availability of a non-infringing alternative as just one factor among fiftcen.
Adopting a framework that excludes such ex post considerations from the assess-
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ment of a reasonable royalty—and placing proper focus on the relevance of a non-
infringing altcrnative—will help to avoid inappropriately awarding the patent holder
damages bascd on the value of extraneous factors, such as the alleged infringer’s
lock-in costs or concerns about litigation risk.

Thurd, jury instructions should clearly instruct jurors on apportionment princi-
ples and the value contributed by factors other than the claimed invention. In partic-
ular, the jury should be instructed expressly to consider the valuc added by other pa-
tented technologies embodied in the accused product as welt as factors such as the
accused miringer’s manufacturing process, product marketing, or brand recognition.
This will help diminish the jury’s natural tendency to overvalue the patent-in-suit
compared to other essential components of the infringing product, and will help
avoid inappropriately awarding the patent holder damages based on the value of
non-patented technology.

Finally, jury instructions should focus the jury on the probative value of prior
license agrecments and comimercial evidence that would indicate the licensor’s rela-
tive willingness ex anfe to cnter an agreement with the alleged infringer. This type
of evidence is often highly relevant to what the parties would have determined to be
the real-world, fair-market valuc of the patented invention. But the jury also should
be instructed to consider whether and how ex post factors such as lock-in costs
might have affected the price of those licenses or the parties’ willingness to negoti-
ate.
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I. Introduction

I will now instruct you on damages. If you find that {the accused infringer}
has infringed one or more valid claims of the patent-in-suit, you must determine the
amount of money damages to which {the patent holder?} is entitled. If you find that
{the accused infringer} has not infringed any valid c¢laim of the patent-in-suit, then
{the patent holder} is not entitled to any damages. By instructing you on damages,
I do not suggest that one or the other parly should prevail, These instructions are
merely provided to gutde you on the calculations of damages in the event you find
infringement of a valid patent claim and thus must address damages in your deliber-
ation,

{The patent holder} must prove each element of its damages claim, including
the amount of damages, by a “preponderance of the evidence.” This means that
{the patent holder} must persuade you, by the evidence, that something is more
likely to be true than not true. '

If so proven by {the patent holder}, the amount of damages must be adequate
to compensate {the patent holder} for {the accused infringer}’s infringement. In
other words, any damages award should put the {the patent holdcr} in approximate-
ly the same financial position it would have been in had the infringement not oc-
curred.

While {the patent holder} is not required to prove the amount of its damages
with mathematical precision, it must prove the amount of damages with reasonable
certainty. You may not award damages that are speculative, damages that are only
possible, or damages that are based on guesswork.

Damages also are not meant to punish an infringer but only to compensate a
patent holder. Therefore, you may not add anything to the amount of damages to
penalize an accused infringer or to set an example.

[Add if the patent holder is under a [FJRAND obligation: Because {the patent
holder} committed to license the patent(s)-in-suit on [Fair,] Reasonable and Non-
Discriminatory (“[FJRAND™) terms, you must ensure that any damages award is
consistent with and does not éxceed the amount permitted under {the patent hold-
er}’s [FIRAND obligations.]

Authorities

35 US.CA. § 284 (West 2016); NAT’L JURY INSTRUCTION PROJECT, MODEL
PATENT JURY INSTRUCTIONS, Final Instruction No. 6.1-6.2 (2009): FED. CIR. BAR
ASS’N, MODEL PATENT JURY INSTRUCTIONS, Instruction No. 6.1 (2016); Final Jury
[nstructions, Ericsson Inc., v. D-Link Corp., No. 6:10-cv-473 (E.D. Tex. June 12,
2013), Dkt. No. 504 at 22; Lucent Techs., Inc. v. Gateway, Inc., 580 F.3d 1301,
1324 (Fed. Cir. 2009) (“The burden of proving damages falls on the patentee.”);
Aro Mfg. Co. v. Convertible Top Replacement Co., 377 U.S. 476, 507 (1964)
(*“[The] question (is) primarily: had the infringer not infringed, what would Patent
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Holder-Licensee have made?” (internal quotation marks omitted)); Riles v. Shell
Exploration & Prod. Co., 298 [.3d 1302, 1312 (Fed. Cir. 2002) (“Compensatory
damages, by definition, make the patentee whole, as opposed to punishing the in-
fringer.”); Bricsson, Inc. v. D-Link Sys., Inc., 773 F.3d 1201, 1231 (Fed. Cir. 2014)
(“Trial cousts should also consider the patentee’s actnal RAND commitment in
crafting the jury instruction.”).
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II. REASONABLE ROYALTIES - GENERALLY

Uf the patent holder seeks lost profits: If you find that {the patent holder} has
established that {the accused infringer} infringed its patent but has not proved its
claim for lost profits, or has proved its claim for lost profits for only a portion of the
infringing sales, then you must award {the patent holder} a reasonable royaity for
all infringing sales for which it has not been awarded lost profits damages.]

LIf the patent holder seeks only a reasonable royalty: If you find that {the pa-
tent heolder} has established that {the accused infringer} infringed its patent, {the
patent holder} is entitled to a reasonable royalty to compensate it for that infringe-
ment. |

A royalty is a payment made to a patent holder in exchange for the right to use
the claimed invention. A reasonable royalty is the amount that {the patent holder)
and {the accused mfringer} would have agreed to immediately before [non-SEP
cases: {the accused infringer} invested in wsing the allegedly infringing technology]
[SEP cases: the technology allegedly covered by the patent was incorporated into
the standard]. As a short-hand, I will refer to this agreement as the result of a [ron-
SEP cases: “pre-investment negotiation”; SEP cases: “pre-standard negotiation™).
Although this [non-SEP cases: “pre-investment negotiation™; SEP cases: “pre-
standard negotiation”] never took place, your job is to make a judgment about what
the outcome would have been had it taken place.

[{n cases where the court sets the date of the regotiation: Tn this case, the [non-
SEP cases: “pre-investment negotiation”; SEP cases: “pre-standard negotiation”]
would have taken place on .| {/n cases where the parties contest the date of the
negotiation: In this case, you must decide the date of the [non-SEP cases: “pre-
mvestment negotiation”; SEP cases: “pre-standard negotiation™]. {The patent hold-
er} contends that the negotiation would have taken place on __ , and {the accused
infringer} contends that the negotiation would have taken place on___.]

In considering the [#on-SEP cases: “pre-investment negotiation”; SEP cases:
“pre-standard negotiation”], you should focus on what {the patent holder} and {the
accused infringer} would have known and expected immediately before [ron-SEP
cases: {the accused infringer} invested in using the allegedly infringing technology]
[SEP cases: the technology allegedly covered by the patent was incorporated into
the standard].

[Add in cases in which ex post evidence has been admitted: Evidence of things
that happened after the date of the [non-SEP cases: “pre-investment negotiation”;
SEP cases: “pre-standard negotiation”] can be considered in evaluating the reasona-
ble royalty only to the extent that such evidence aids in assessing what the parties
would have thought or expected on the earlier date of the [non-SEP cases: “pre-
mvestment negotiation”; SEP cases: “pre-standard negotiation”] itself, and thus
what royalty would have been agreed to by willing parties on that date. ]

In determining the reasonably royalty that would have resulted from the [non-
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SEP cases: “pre-investment negotiation”; SEP cases: “pre-standard negotiation”],
you must assume that the parties believed the patent was valid and would be in-
fringed, that the parties were willing to enter into an agreement, and that the parties
would have acted reasonably in their negotiations.

In determining the reasonable royalty, you must apply the following three
principles:

1. The reasonable royalty may not exceed the incremental value that the
claimed invention contributes lo [SEP cases: {the rclevant standard)
and fo] {the accused product} compared to the best available alterna-
tive to the claimed invention.

2. The reasonable royalty may not include the value that factors other
than the claimed invention contribute to [non-SEP cascs: {the accused
product}] [SEP cases {the standard}, including the overall value of the
standard itself].

3. Comparable license agreements, such as those covering the use of the
claimed invention or similar technology, often indicate the market val-
ue of the claimed invention.

In determining the reasenable royalty, you should also consider [Cuses with no
RAND obligation: thc commercial relationship between {the patent hoider} and
{the accused infringer}, including their relative bargaining power; Cases with a
RAND obligation: {The patent holder}’s obligation to license the patent-in-suit on
Reasonable and Non-Discriminatory (“RAND”) terms. ]

You may also consider any other factors which in your mind would have in-
creased or decreased (he royalty that the parties would have negotiated at the time
of the [ron-SEP cases: “pre-investment negotiation”; SEP cases: “pre-standard ne-
gofiation™].

Authorities

35 U.S.C.A. § 284 (West 2014); Apple Inc. v. Motorola, Inc., 757 F.3d 1286,
1325-26 (Fed. Cir. 2014), overruled on other grounds by Williamson v. Citrix
Online, LLC, 792 F.3d 1339, 1349 (Fed. Cir. 2015); Ericsson, Inc. v. D-Link Sys.,
Inc., 773 F.3d 1201, 1226, 1231 (Fed. Cir. 2014); VirnetX, Inc. v. Cisco Sys., Inc.,
767 E.3d 1308, 1326 (Fed. Cir. 2014); LaserDynamics, Inc. v. Quanta Comp., Inc.,
694 F.3d 51, 79 (Fed. Cir. 2012); Lucent Techs,, Inc, v. Gateway, Inc., 580 F.3d
1301, 1324, 1340 (Fed. Cir, 2009); Syntrix Biosys., Inc. v. Illumina, Inc., No. 3:10-
cv-05870 (W.D. Wash. Mar. 18, 2013), Dkt, 287 at 41; Apple, Inc. v. Motorola,
Inc., 869 F. Supp. 2d 901, 913 (N.D. Ili. 2012) (“The proper method of computing a
FRAND royalty starts with what the cost to the licensee would have been of obtain-
ing, just before the patented invention was declared essential to compliance with the
industry standard, a license for the function performed by the patent. Thatl cosi
would be a measure of the value of the patent qua patent. Buf once a patent be-
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comes esscntial to a standard, the patentee’s bargaining power surges because a pro-
spective licensee has no alternative to licensing the patent; he is at the patentec’s
mercy.”), aff'd in part, rev'd in part and remanded, 757 F.3d 1286 (Fed. Cir. 2014);
Georgia-Pac. Corp. v. U.S. Plywood Corp., 318 F. Supp. 1116, 1120 (S.D.N.Y.
1970); see also Commonwealth Sci. & Indus. Research Org. v. Cisco Sys. Inc., 809
F.3d 1295, 1305 (Fed. Cir. 2015) (*[R]easonable royalties for SEPs generally--and
not only those subject to a RAND commitment—must not include any value flow-
ing to the patent from the standard’s adoption.™); FED. Cik. BAR ASS'N, MODEL
PATENT JURY INSTRUCTIONS, Instruction Nos, 6.6, 6.7 (2016).
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III, FACTOR ONE - THE INCREMENTAL VALUE CONTRIBUTED
BY THE CLAIMED INVENTION

{The patent holder} is entitled to recover damages in an amount not greater
than the cost to the {the accused infringer} of its best alternative to the claimed in-
vention at the time of the [non-SEP cases: “pre-investment negotiation”; SEP cases:
“pre-standard negotiation”], plus the value of any additional benefit that the claimed
invention contributes to [SEP cases: {the relevant standard} and to] {the accused
product} over {the accused infringer’s} best alternative.

Determining the incremental value of the claimed invention requires a baseline
for comparison. During a negotiation the potential licensee would consider the
availability and cost of alternatives to the claimed invention. You should consider
whether {the accused infringer} had available at the time of the [ron-SEP cases:
“pre-investment negotiation”; SEP cases: “pre-standard negotiation™] 4 commercial-
ly acceptable alternative to the claimed invention that did not infringe {the patent
holder’s} patent(s). [4dd if the accused infringer contends that there was a non-
infringing alternative avaitable: In this case, {the accused infringer} contends that
{non-infringing alternative} was a commercially acceplable alternative that was
available to {the accused infringer} at the time of the [mon-SEP cases: “pre-
investment negotiation”; SEP cases: “pre-standard negotiation™] and that did not in-
fringe the {asserted patent(s)}, i.e., it was a “non-infringing alternative.” If you find
that {non-infringing alternative} was a non-infringing alternative to the claimed in-
veniion, then {the accused infringer} would not have agreed to pay a royalty larger
than the additional value of the claimed invention over this non-infringing alterna-
tive, and any royalty you award must be based on this incremental value over the
cost of the alternative.

Further, when determining the incremental value contributed by the claimed
invention, you may not include “switching costs.” “Switching costs™ arc the costs
that {the accused infringer} would incur to swiich from practicing the claimed in-
vention to an altermative method or product. These costs may include, for example,
the cost of redesigning products, retooling factorics, and climinating inventory.
These costs are not relevant to the reasonable royalty (hat the parlies would have
negotiated because the negotiation would have taken place at a time just before
[ron-SEP cases: {the accused infringer} elected to use the allegedly infringing
technology] [SEP cases: the technology allegedly covered by the patent was incor-
porated into the standard|, when the infringer would have had no switching costs.

[There is a separate instruction for cases involving an allegedly essential pa-
tent subject to a [FIRAND commitment below (Instruction 1X). For cases involving
an allegedly essential patent not subject to a {FJRAND commitment, add the follow-
ing: In this case, [if ugreed: the parties agree that the patent(s)-in-suit is essential to
practicing {the relevant standard}; thus) [if disputed: {the patent holder} conilends
that the patent-in-suit is essential to practicing {the relevant standard}, while {the
accused infringer} contends that it is not essential. If you find that the patent(s)-in-
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suit is essential to practicing the standard, then] in determining a reasonable royalty,
you should consider whether and how much more {the accused infringer} would
- have paid for the right to implement the standard using the patented technology ra-
ther than the best alternative available at the time of the [ron-SEP cases: “pre-
investment negotiation”; SEP cases: “pre-standard negotiation™].

Authorities

Garretson v, Clark, 111 U.S. 120, 121 (1884} (“The patentee . . . must in every
case give evidence tending to separate or apportion the defendant’s profits and the
patentee’s damages between the patented feature and the unpatented features . . . or
he must show . .. that the profits and damages are to be calculated on the whole
machine, for the reason that the entire value of the whole machine, as a marketable
article, is properly and legally attributable to the patented feature.”); id. (“[1]he pa-
tentee must show in what particulars his improvement has added to the usefulness
of the machine or contrivance.”); Minco, Inc. v. Combustion Eng’g, Inc., 95 F.3d
1109, 1120 (Fed. Cir. 1996) (uphoiding the district court’s award of a reasonable
royalty based, in part, on finding that “the market contained no non-infringing alter-
natives”); In re Innovatio IP Ventures, LLC Patent Litig., No. 11-cv-9308, 2013
WL 5593609, at *9 (N.D. IIl. Oct. 3, 2013) (“The court’s RAND rate therefore
must, to the extent possible, reflect only the value of the underlying technology and
not the hold-up value of standardization.”); Ericsson, Inc. v. D-Link Sys., Inc., 773
F.3d 1201, 1235 (Fed. Cir, 2014) (*We further hold that district courts must make
clear to the jury that any royalty award must be based on the incremental value of
the mvention, not the value of the standard as a whole or any increased value the pa-
tented feature gains from its inclusion in the standard.”); Microsoft Corp. v.
Motorola, Inc., No. 10-cv-1823, 2013 WL 2111217, at *18 (W.D. Wash. Apr. 25,
2013) (“{A] reasonable royalty would not take into account the value to the licensee
created by the existence of the standard itself, but would instead consider the con-
tribution of the patent to the technical capabilities of the standard and also the con-
trtbution of those relevant technological capabilities to the implementer and the im-
plementer’s products.”); Commonwealth Sci. & Indus. Research Org. v. Cisco Sys.
Inc., 809 F.3d 1295, 1304-05 (Fed. Cir. 2015) (finding error where district court
fatled to apportion based on the incremental value of the patent-in-suit separate
from the value accruing from the patent’s inclusion in a standard); AstraZeneca AB
v. Apotex Corp., 782 F.3d 1324, 1338 (Fed. Cir. 2015) (“When a patent covers the
infringing product as a whole, and the claims recite both conventional elements and
unconventional elements, the court must determine how to account for the relative
value of the patentee’s invention in comparison to the value of the conventional el-
erents recited in the claim, standing alone.”); id. at 1334-35 (“When an infringer
can easily design around a patent and replace its infringing goods with non-
infringing goods, the hypothetical royalty rate for the product is typically low . . ..
By the same reasoning, if avoiding the patent would be difficult, expensive and
time-consuming, the amount the infringer would be willing to pay for a license is
likely to be greater.™).
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IV. FACTOR TWO - THE VALUE CONTRIBUTED BY FACTORS
OTHER THAN THE CLAIMED INVENTION

The reasonable royalty should be based solely on the incremental value of the
patented invention when used in the accused product(s), compared to the value of
the next best alternative when used in that product. The reasonable royalty there-
fore should not include value added to {the accused product(s)} by factors other
than the claimed invention. For example, you must exclude value added by other
factors, such as {the accused infringer}’s [manufactiuring process, product market-
ing, or brand recognition.] You also must exclude value added by the inclusion of
components, features, or technologies that are not part of the patented invention, in-
cluding technologies embodied in other patents that are owned by {the accused in-
fringer} or others.

You must apportion whatever you determine to be the value of the infringing
product so that the reasonable royalty award reflects only the incremental value that
is contribuied by the patent(s)-in-suit to {the accused product(s)} and not the value
contributed by other components. To apportion means to divide and allocate.

Where the claimed invention covers just one feature or technology in the ac-
cused product(s), damages generally must be based on, at most, the “smallest salea-
ble unit.” That is the smallest part or component within {the accused product} that
substantially embodies the claimed invention. Tor example, if there were a patent
directed to an improved windshield wiper, the smallest saleable unit would be the
windshield wiper, as opposed to the car itself or other parts of the car, like the steer-
ing wheel, the tircs, or the transmission. [In this case, the smallest saleable unit is
{the smallest salable unit}.] The cost of the smallest saleable unit embodying the
claimed invention generally sets the upper limit on the damages base in any damag-
es calculation.

Further, you may not award damages for the value of features or technologies
added lo the smallest saleable unit other than the claimed invention, Thus, you may
need to further apportion the smallest saleable unit to isolate the value contributed
by the claimed invention.

Authorities

Georgia-Pac. Corp. v. U.S. Plywood Corp., 318 F. Supp. 1116, 1120 (S.D.N.Y.
1970} (“The portion of the realizable profit that should be credited to the invention
as distinguished from non-patented elements, the manufacturing process, business
risks, or significant features or improvements added by the infringer.”), modified
sub nom. Georgia-Pac. Corp. v. U.S. Plywood Champion Papers Inc., 446 F.2d 295
(2d Cir. 1971); In ve Innovatio IP Ventures, LLC Patent Litig., No. 11-cv-9308,
2013 WL 5593609, at *10 (N.D. i. Oct. 3, 2013) (“Nonetheless, the concern of
royalty stacking requircs that the court, to the extent possible, evaluate a proposed
RAND rafe in the light of the total royaltics an implementer would have to pay to
practice the standard.”); Riles v. Shell Exploration & Prod. Co., 298 F.3d 1302,
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1313 (Fed. Cir. 2002) (setting aside a jury damages award because the expert’s
“models did not reflect what royalty rate a hypothetical negotiation between Shell
and Riles would have yielded at the time the infringement began. Instead, the mod-
els reflected [the expert’s] assessment of the worth of Shell’s oil rig at the time of
the trial.”); Commonwealth Sci. & Indus. Research Org. v. Cisco Sys. Inc., 809
F.3d 1295, 1304-05 (Fed. Cir. 2015) (finding error where district court failed to ap-
portion based on the incremental value of the patent-in-suit separate from the value
accruing from the patent’s inclusion in a standard); AstraZeneca AB v, Apotex
Corp., 782 F.3d 1324, 1338 (Fed. Cir. 2015) (“When a patent covers the infringing
product as a whole, and the claims recite both conventional elements and unconven-
tional elements, the court must determine how to account for the relative value of
the patentee’s invention in comparison to the value of the conventional elements re-
cited in the claim, standing alone.”).
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V. THE ENTIRE MARKET VALUE RULE

[This instruction should be used only in cases in which a patent holder asserts
that it is entitled to a royalty based on the entire market value rule.]

As you have heard, damages must generally be based on the incremental value
of the patented technology over the best alternative available to {the accused in-
fringer}, and must be calculated with reference to the “smallest saleable unit” when
the claimed invention covers just one feature or technelogy in the accused prod-
uct. In this case, however, {the patent holder} contends that the “entire market val-
ue rule” applies. In certain cases, this rufe allows a patent owner to recover a rea-
sonable royalty bascd on the value of an entire product containing multiple features
and technologies, even though the asserted patent is directed to only one feature or
technology within that product.

The entire market value rule applies rarely and only in specific circumstances.
Specifically, if {the patent holder} proves that the claimed invention is the sole ba-
sis driving customer demand for the entire product, then yon may award a reasona-
ble royalty based on the value of the entire product [, which in this casc is {the en-
tire product}]. If {the patent holder} does not prove that the claimed invention is
the sole basis driving customer demand for the entire product, then you may not
award a reasonable royalty based on the value of the entire product but must instead
base the royalty on the smallesi saleable unit [,which in this case is {the smallest
saleable unit} |, '

[Note: If it is contended that the asserfion that the claimed invention drives
demand depends on non-novel elements of the claim (as opposed fo the novel ele-
ments), consider modifying the above paragraph as follows: Specifically, if {the
patent holder} proves that the novel elements embodied in the asserted ciaim are the
sole basis driving customer demand for the entire product, then you may award a
reasonable royalty based on the value of the entire product [, which in this case is
{the entire product}]. If {the patent holder} does not prove that the novel elements
embodied in the asserted claim are the sole basis driving customer demand for the
entire product, then you may not award a reasonable royally based on the value of
the entire product but must instead base the royalty on the smallest saleable unit,
which in this case is {the smallest saleable unit}.]

Authorities

VimetX, Inc. v. Cisco Sys, Inc, 767 F.3d 1308, 1326 (Fed. Cir. 2014)
(“[W1hen claims are drawn to an individual component of a muiti-compoenent prod-
uct, it is the exception, not the rule, that damages may be based upon the value of
the multi-component product.”); Uniloc USA, Inc. v. Microsoft Corp., 632 F.3d
1292, 1318 (Fed. Cir. 2011) (*A patentee may not use all of the revenues that a de-
fendant has made from selling accused products unless the patented feature is ‘the
basis for customer demand’ for the accused products.”); Lucent Techs., Inc. v. Mi-
crosoft Corp., No. 07-¢v-2000, 2011 WL 2728317, at *5 (S.D. Cal. July 13, 2011)
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(“Tf the patentee cannot meet this test, then the patentee must in every case give ev-
idence tending to separate or apportion the defendant’s profits and the patentee’s
damages between the patented features and the unpatented features.”).
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VI. FACTOR THREE - COMPARABLE AGREEMENTS

You may consider prior agreements by {the patent holder} 1o license the pa-
tent(s)-in-suit. You may also consider prior agreements by the {the patent holder},
{the accused infringer}, or third parties to license or acquire technology similar to
the patent-in-suil if those agreements arc technologically and economically compa-
rable to a license that the parties would have negotiated in the [non-SEP cases:
“pre-investment negotiation”; SEP cases: “pre-standard negotiation”]. '

In order to use prior agreements as cvidence of reasonable royalty damages,
the party offering the agreement as evidence has the burden to show that the prior
agreements are both technologically and economically comparable o the license
that the parties would have agreed to in the [#on-SEP cases: “pre-investment nego-
tiation”’; SEP cases: “pre-standard negotiation™]. To make this showing, the party
offering the agreement as evidence must compare the scope, context, and value of
the prior agreement to the scope, context, and value of a license to the patent-in-suit
at the time of the [non-SEP cases: “pre-investment negotiation™; SEP cases: “pre-
standard negotiation”]. The licenses do not need to be identical, only comparable.
But, showing only a loose or vaguc comparability between different technologies or
licenses fails to meet this burden,

Actual licenses for the patent{s)}-in-suit from: around the time that [non-SEP
cases: {the accused infringer} first clected to use the allegedly infringing technolo-
gy] [SEP cases: the technology allegedly covered by the patent was incorporated
into the standard] can be highly probative as to what constitutes a reasonable royalty
because such licenses reflect the economic value of the patent(s)-in-suit in the mar-
ketplace at the relevant lime. However, the use of litigation settlement agreements
as evidence in determining a reasonable royalty is disfavored because those agree-
ments often reflect litigation considerations unrelated to the incremental value of the
claimed invention compared io allernatives. Non-litigation license agreements are
generally more reliable indicators of what willing parties would have agreed fo in a
[non-SEP cases: “pre-investment negotiation”; SEP cases: “pre-standard negotia-
tien™].

In deciding whether a license agrcement is tcchnologically and economically
comparable, you may consider the foliowing factors:

1. Whether the negotiating circumstances were similar—for example,
whether the license agreement reflected an arms-length transaction be-
tween willing parties without the threat of litigation.

2. Whether the structure of the license was similar to the structure of the
license that would have resulted from the [noa-SEP cases: “pre-
investment negotiation”; SEP cases: “pre-standard negotiation™].

3. Whether the patent(s) covered by the license were similar to the pa-
tent(s) involved in the {non-SEP cases: “pre-investment negotiation™;
SEP cases: “pre-standard negotiation™].
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Whether the product(s) covered by the license were similar to the
product(s) involved in the [non-SEP cases: “pre-investment ncgotia-
tion”; SEP cases: “pre-standard negotiation™].

Whether other product features or technologies not covered by the pa-
tent(s)-in-suit affect the comparability of the two negotiations.

Whether other relationships between or consideration exchanged
among the parties, even if not covered by the agreement, affected the
terms of the agrecement.

Whether the relationship between the parties to the license was similar
lo the relationship between {the patent holder} and {the accused in-
fringer} at the time of the [ron-SEP cases: “pre-investment negotia-
tton”; SEP cases: “pre-standard negotiation™].

Whether the agreement was negotiated at a time [non-SEP cases: after
the party licensing the patented technology had first elected to use the
allegedly infringing technology} [SEP cases: after the technology al-
legedly covered by the patent was incorporated into the standard].
Such a situation will be different from the [ron-SEP cases: “pre-
investment negotiation™; SEP cases: “pre-standard negotiation™] in this
case, where the partics are assumed to have negotiated a royalty im-
mediately before [non-SEP cases: {the accused infringer} first elected
to use the allegedly infringing technology] [SEP cases: the technology
allegedly covered by the patent was incorporated into the standard|, Tf
the agreement was entered into after that time, you must take account
of the extent to which the royalty specified by the agreement might be
higher than a royalty that would have been agreed to [non-SEP cases:
before the technology was chosen] [SEP cases: before the technology
allegedly covered by the patent was incorporated into the standard] be-
cause {the accused infringer} had already invested or committed to the
technology or was concerned about the risk of litigation.

Whether the relevant market circumstances at the time the license was
entered into differs from the relevant market circumstances at the time
of the {non-SEP cases: “pre-investment negotiation”; SEP cases: “pre-
standard negotiation™].

[To be used if licenses bused on the value of an entire product with multiple
components are admitted or referenced in expert testimony: The Court has admit-
ted into evidence [or has allowed experts to reference] license agreements where the
royalty is calculated as some percentage of the value of an entire, multi-component
product. You should consider these licenses only if you find that they are techno-
logicalty and economically comparable to the license that the parties would have
agreed to in the [non-SEP cases: “pre-investment negotiation”; SEP cases: “pre-
standard negotiation™”]. You must also keep in mind that the royalty in these license
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agreements may reflect more than the value of the claimed invention. You must
apportion any reasonable royalty award in this case so that it reflects only the value
that the claimed invention contributes to {the accused product}. The royalty award
should not reflect the value contributed by any other factors, featurcs, components,
patents, and technologies.]

Authorities

Apple Inc. v. Motorola, Inc., 757 F.3d 1286, 1325 (Fed. Cir. 2014) (“[U]sing
sufficiently comparable licenses is a generally rcliable method of estimating the
value of a patent.”); Ericsson, Inc. v. D-Link Sys., Inc., 773 F.3d 1201, 1227-28
(Fed. Cir, 2014); LaserDynamics, Inc. v. Quanta Comp., Inc., 694 F.3d 51, 81 (Fed.
Cir. 2012); ResQNet.com, Iuc. v. Lansa, Inc., 594 F.3d 856, 870 (Fed. Cir. 2010)
(expert’s reliance on licenses as evidence of a reasonable royalty improper where
“none of these licenses even mentioned the patents in suit or showed any other dis-
cernible link to the claimed technology.™); Finjan, Inc. v. Secure Computing Corp.,
626 F.3d 1197, 1211-12 (Fed. Cir. 2010) (“We have recently reiterated that use of
past patent licenses under factors 1 and 2 must account for differences in the tech-
nologies and economic circumstances of the contracting parties . . . . Parr explained
that Finjan did not compete with Microsoft but does compete against Secure; that
Finjan rcceived significant intangible value from Microsoft’s endorsements of Fin-
Jan; and that the license involved a lump sum instead of a runming royalty. These
differences permitted the jury to properly discount the Microsoft license.” (internal
citations omitted)); Lucent Tech., Inc. v. Gateway, Inc., 580 F.3d 1301, 1329 (Fed.
Cir. 2009) (“[A] lump-sum damages award [based on a reasonable royalty| cannot
stand solely on evidence which amounts to little more than a recitation of royalty
numbers, one of which is arguably in the ballpark of the jury’s award, particularly
when it is doubtful that the technology of those license agreements is in any way
similar to the technology being litigated here.”); Wordtech Sys., Inc. v. Integrated
Networks Sols., Inc., 609 F.3d 1308, 1319-21 (Fed. Cir. 2010} (discussing running
royalty and lump sum license agreements); Hanson v. Alpine Valley Ski Area, Inc.,
718 F.2d 1075, 1078-79 (Fed. Cir. 1983) (finding “since the offers were made after
infringement had begun and litigation was threatencd or probable, their terms
‘should not be considered evidence of an “established royalty,” since ‘[I]license
fees negotiated in the face of a threat of high litigation costs “may be strongly influ-
enced by a desire to avoid tull Hitigation.” " (intcrnal citations omitted)); Commeon-
wealth Sci. & Indus. Research Org. v. Cisco Sys. Inc., 809 F.3d 1295, 1303 (Fed.
Cir, 2015) (“Where the licenses employed are sufficiently comparable, this method
is typically reliable because the parties are constrained by the market’s actnal valua-
tion of the patent.”); Summit 6, LLC v. Samsung Elecs. Co., Ltd., 802 F.3d 1283,
1300 (Fed. Cir. 2015).
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VILFACTOR FOUR - COMMERCIAL CONSIDERATIONS

[This instruction should not be used in cases involving [F]RAND-encumbered
patents because these commercial considerations are contrary to [F]RAND princi-
ples.]

In determining what portion of the incremental value of the patented technolo-
gy compared to the best alternative would have been included in a reasonable royal-
ty agreed to in the [non-SEP cases: “pre-investment negotiation”™; SEP cases: “pre-
standard negotiation”], you may also consider whether {the patent holder} would
have been relatively unwilling or relatively willing to license the patent(s)-in-suit to
{the accused infringer}. As a general matter, the less willing the patent holder
would have been to license the patents to the infringer, the greater is the portion of
the incremental valuc that should be included in the rovalty.

To make the determination of the willingness or unwillingness of the patent
holder to license its patents, you should consider commercial considerations such as
whether {the patent holder} commercially practices the asserted patent. For exam-
ple, a [non-SEP cases: “pre-investment negotiation”; SEP cases: “pre-standard ne-
gotiation”] may take into account the following factors:

1. Whether {the patent holder} had an established policy and marketing
program to not license others to use the patent or to license only under
special conditions designed to preserve its patent exclusivity.

2. The commercial relationship between {the patent holder} and {the ac-
cused infringer}, such as whether they were competitors in the same
geographic territory, in the same line of business, or whether they are
inventor and promoter.

A patent holder should be considered willing to license its patents if it would
have been willing to license them at a later date, even if it would not have been will-
ing to license them at the time of the [ror-SEP cases: “pre-investment negotiation™;
SEP cases: “pre-standard negotiation™].

Authorities

Georgia-Pac. Corp. v. U.S. Plywood Corp., 318 F. Supp. 1116, 1120 (S.D.N.Y.
1970); Ericsson, Inc. v. D-Link Sys., Inc., 773 F.3d 1201, 1230-31 (Fed. Cir. 2014)
{holding that the patent holder’s licensing policy and the commercial relationship
between the patent holder and the accused infringer are not appropriate considera-
tions for determining RAND royalties).
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VIIL[ALTERNATIVE]| FACTOR FOUR - THE PATENTEE’S
OBLIGATION TO LICENSE THE PATENT-IN-SUIT ON {FJRAND
TERMS

[Replace the above Factor Four with this alternative instruction in cases

where the patent holder is under a [F]RAND obligation.)

In this case, {the patent holder} is under an obligation to license the patent(s)-
in-suit on [Fair,] Reasonable And Non Discriminatory (“[F]JRAND™) terms.

Lf the patent holder undertook [FIRAND obligation. {The patent holder}
agreed to license the patent-in-suit {insert language from letter of assurance and/or
SSO policy as appropriate}. Therefore, you must take into account this [FJRAND
commitment in determining a reasonable royalty.]

[f a different entity undertook [FJRAND obligation: {Lintity that encumbered
patent with [FJRAND obligation} agreed to license the patent(s)-in-suit {insert lan-
guage from letter of assurance or SSO policy as appropriate}. By acquiring the pa-
tent(s)-in-suit, {the patent hotder} also agreed to license the patent(s)-in-suit on
these terms. Therefore, you must take into account this [FJRAND commitment in
determining a reasonable rovally.]

When a patent is essential to a standard and subject to a |F[RAND commit-
ment, the parties in a pre-standard negotiation would agree to a reasonable royalty
based on the contribution of the patented technology to the capabilities in the stand-
ard, and the contributions of those capabilities in the standard to the accused in-
fringer’s products. You must apportion any reasonable royalty award that you make
to ensure that it reflects no more than the incremental valuc that is contributed by
the patent(s}-in-suit to {the relevant standard}, and excludes any value contributed
by other patents or technologies incorporated into the standard. In addition, the
standard itself has inherent value apart from the individual technologies that make
up the standard, and any reasonable royalty that you award must be apportioned so
that 1t excludes the value attributable to the ability to practice the standard itself,

[Add in cases where the patent holder is under ¢ [F]RAND obligation for a pu-
tent declared essential to an IEEE standard on or after March 15, 2015: Pursuant
to the relevant 1KERE [FJRAND commitment, the parties in a pre-standard negotia-
tion would agree that a reasonable rovalty excludes any value resuliing from the in-
clusion of the patent-in-suit’s technology in the IEEE standard.

Further, that IEEE [FIRAND commitment expressly states that to determine
the reasonable royalty the parties would consider: (i) the contribution of the func-
tionality of the claimed invention or inventive fcature to the valuc of the relevant
functionality of the smallest saleable product (e.g., component, sub-assembly, or
end-product) that practices the claimed invention: (i1) the contribution of the
claimed invention to the value of the smallest salcable product that practices the
claimed invention, in light of the value contributed by all other patents essential to
the IEEE standard; and (iii) exisling licenses covering use of the patent-in-suit,
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where such licenses were not obtained under the explicit or implicit threat of a pro-
hibitive order (that is, an order that would prohibit making, using, or selling an al-
legedly infringing product), and where the circumstances and resulting licenses are
otherwise sufficiently comparable to the circumstances of the contemplated li-
cense.|

Authorities

Ericsson, Inc. v. D-Link Sys., Inc., 773 F.3d 1201, 1231 (Fed. Cir. 2014)
(*“Trial courts should also consider the patentee’s actual RAND commitment in
crafting the jury instruction,”™); id. at 1235 (“We further hold that district courts
- must make clear to the jury that any rovalty award must be based on the incremental
value of the mvention, not the value of the standard as a whole or any increased
value the patented feature gains from its inclusion in the standard.”); Microsoft
Corp. v. Motorola, Inc., 10-cv-1823, 2013 WL 2111217, at *12 (W.D. Wash. Apr.
25, 2013) (“[A] RAND commitment should be interpreted to limit a patent holder to
a reasonable royalty on the economic value of its patented technology itself, apart
from the value associated with incorporation of the patented technology into the
standard.”); id. at *18 (“With respect to Factors 6 and 8, a reasonable royalty would
not take into account the value to the licensee created by the existence of the stand-
ard itself, but would instead consider the contribution of the patent lo the technjcal
capabilities of the standard and also the contribution of those relevant technological
capabilities to the implementer and the implementer’s products.”); fn re Innovatio
IP Ventures, LL.C Patent Litig.,, No. 11-cv-9308, 2013 WL 5593609, at *10 (N.D.
L. Oct. 3, 2013) (“Nonetheless, the concern of royalty stacking requires that the
court, to the extent possible, evaluate a proposed RAND rate in the light of the total
royalties an implementer would have to pay to practice the standard.”); IEEE-SA
Standards Board Bylaws (available at http://standards.ieee.org/develop/policies/
bylaws/approved-changes.pdf).
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IX, ROYALTY STACKING

[ddd in cases where there is evidence of a preexisting or anticipated royalty
stack at the time of the hypothetical negotiation, whether for SEPs or otherwise.]

[SEP cases: In many circumstances, a particular standard may require users to
practice hundreds or even thousands of different patents. For example, the {rele-
vant standard} at issue in this case encompasses many patents that patent holders
have alleged may be essential to the standard. It companies were forced to pay roy-
alties to all holders of [FIRAND commitied patents, the rovalties would stack on
top of each other and could become cxcessive in the aggregate.

[SEP cases: In a “pre-standard negotiation,” both {the patent holder} and {the
accused infringer} would take into account the aggregate royalties required to prac-
tice {the relevant standard}. To avoid improper rovalty stacking, you must consider
the overall amount of royalties that {the accused infringer} would have to pay to li-
cense additional patents that are essential fo practice the slandard in defermining the
amount of royaltics that {thc accused infringer} would agrce to pay to licensc the
patent(s)-in-suit.]

[ron-SEP cases: In some circumstances, at the lime of the pre-investment ne-
gotiation the parties are aware of other patents that must be licensed in order to pro-
duce a prodnct like {the accused product}. In such cases, the parties would take in-
to account the aggregate royalties required to produce {ihe accused product} as a
factor in determining the amount of royalties that {the accused infringer} would
agree o pay to license the patent(s)-in-suit.]

Authorities

Ericsson, Inc. v. D-Link Sys., Inc., 773 F.3d 1201, 1209 (Fed. Cir. 2014); /u re
Innovatio IP Ventures, LLC Patent Litig., No. 11-cv-9308, 2013 WL 5593609, at
*10 (N.D. III. Oct. 3, 2013) {“Nonetheless, the concern of royalty slacking requires
that the court, to the extent possible, evaluate a proposed RAND rate in the light of
the total royalties an implementer would have to pay to practice the standard.”); Mi-
crosoft Corp. v. Motorola, Inc., 10-cv-1823, 2013 WL 2111217, at *12 (W.D.
Wash. Apr. 25, 2013).
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X. TYPE[S] OF REASONABLE ROYALTIES

[To be used if the parties dispute the appropriate type of royalty. If there is no
dispute, the instruction should be modified to state that the parties agree that only a
lump-sum royalty or only a running-rovalty is appropriate.|

Because the outcome of a [non-SEP cases: “pre-investment negotiation”; SEP
cases: “‘pre-standard negotiation™] may take various forms, reasonable rovalties can
be calculated in several different ways. {The accused infringer} contends that par-
ties would have agreed to what is called a “one-time lnmp sum payment.” {The pa-
tent holder} contends that parties would have agreed to what is called a “running
royalty.” It is for you to determine which way is the most appropriate based on the
evidence that you have heard.

A one-time lump sum payment is a single payment that {the accused infringer}
and {the patent holder} would have agreed to at the time of the [non-SEP cases:
“pre-investment negotiation”; SEP cases: “pre-standard negotiation”] for a license
covering all sales of the licensed product. {The accused infringer} contends that the
parties would have agreed to a lump sum payment and that the appropriate lump
sum payment would be an amount of ___. By contrast, {the patent holder} con-
tends that the parties would not have agreed on a lump sum payment. {The patent
holder} also disagrees with {the accused infringer’s} calculation of the lump sum
and contends that, if you find that the parties would have agreed on a lump sum
payment, the appropriate lump sum payment is ___ .

A running royalty is a type of royalty where {the accused infringer} and {the
patent holder} would have agreed at the time of the [mon-SEP cases: “pre-
Investment negotiation”; SEP cases: “pre-standard negotiation™] for {the accused
infringer} to pay {the patent-holder} {a percentage of the sales price / a dollar
amount} every time {the accused infringer} sells a product incorporating the pa-
tented technology. Tn this case, {insert party name} contends that the parties would
have agreed upon a running royalty. If you find that the parties would have agreed
to a running royalty, you must calculate total damages using the appropriate running
royalty rate.

To calculate running royalty damages, you must first identify the total sales
revenue of the smallest saleable component of the accused product that practices the
claimed invention.

Next, you must identify what portion of the total sales revenues for the small-
est saleable unit is attributable to the relevant component, sub-component, or por-
tion of the accused product that practices the claimed invention (“the apportioned
base”). In this case, {insert party name} contends that the apportioned base is $__ .
While {insert party name} contends that a lump sum is the appropriate form of roy-
alty, {insert party name} also disagrees with {insert party name’s} calculation of
the base and contends that, if you reject the lumap sum payment, the apportioned
baseis $__ .
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Next, you must delermine the royalty rate, expressed as {a perceniage of the
apportioned base}, that the parties would have agreed to in a [non-SEP cases: “pre-
investment negotiation”; SEP cases: “pre-standard negotiation™] for a license to the
claimed invention. In this case, {insert party name} contends that the royalty rate is
___%. Again, while {insert party name} contends that a lump sum payment is the
appropriate form of royalty, {insert party name} also disagrees with {insert party
name’s} calculation of the royalty rate and contends that, if you find that the parties
would have agreed to a running royalty, the appropriate royalty rate is ___ %,

Finally, to calculate the total running royalty damages, you must multiply the
value of the apportioned base by the royalty rate: Total Damages = {apportioned
base) x (royalty rate).

Authorities

VirnetX, Inc. v. Cisco Sys., Inc., 767 F.3d 1308, 1330 (Fed. Cir. 2014); L.ucent
Tech.,, Inc. v, Gateway, Inc., 580 F.3d 1301, 1325-26 (Fed. Cir. 2009); Summit 6 v.
Samsung Elecs. Co., Ltd,, 802 F.3d 1283, 1300-01 (Fed. Cir. 2015); Carnegie
Mellen Univ. v. Marvell Tech. Grp., Ltd., 807 F.3d 1283, 1304-05 (Fed. Cir. 2015);
Wordtech Sys., Inc. v. Inlegrated Networks Sols., Inc., 609 F.3d 1308, 1319-21
(Fed. Cir. 2010).
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APPENDIX B

The following chart summarizes how the Georgia-Pacific factors might be rel-

evant to the ex ante analysis:

ance to Alysi

Factor #1: The royalties received by the
patentee for the licensing of the patent-
in-suit, proving or tending to prove an
established royalty.

Potentially relevant for ex ante facts
about royalties.

Factor #2: The rates paid by the licensee
for the use of other patents comparable
to the patent-in-suit.

Potentially relevant for ex ante facts
about rates.

Factor #3: The nature and scope of the
license, as exclusive or non-exclusive;
or as restricted or not restricted in terms
of territory or with respect to whom the
manufactured product may be sold.

Potentially relevant for ex ante facts or
expectations about the nature and scope
of the license.

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

Potentially relevant for ex ante facts
about licensor’s  policy (e.g.,
determining whether the licensor is
entitled to an injunction).

Factor #5: The commercial relationship
between the licensor and the licensee,
such as, whether they are competitors in
the same territory in the same line of
business; or whether they are inventor
and promoter.

Potentially relevant for ex ante facts
about the  parties’ commercial
relationship.

Factor #6: The effect of selling the
patented specialty in promoting sales of
other products of the licensee; the
existing value of the invention to the
licensor as a generator of sales of its
non-patented items; and the extent of
such derivative or convoyed sales.

Potentially relevant for ex ante facts or
expectations  about  whether the
“patented specialty” would promote
sales of other products compared to the
best available alternative. Evidence of
actual promotion of sales is relevant
only insofar as it illuminates ex ante
expectations.

Factor #7: The duration of the patent
and the term of the license.

Relevant.
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Factor #8: The established ]jfbﬁtablllty
of the product made under the patent; its
commercial success; and its current

popularity.

ntially relevant only insofar as it
illuminates ex ante expectations.

Pote

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

Potentially relevant for ex ante facts or
expectations  about  utility  and
advantages compared to the best
available alternative. Evidence of actual
utility and advantages is relevant only

insofar as it illuminates ex anfe
expectations.
Factor #10: The nature of the patented | Potentially relevant for ex ante facts
invention; the character of the | about the nature of the patented

commercial embodiment of it as owned
and produced by the licensor; and the
benefits to those who have used the
invention.

invention (for example, revolutionary or
incremental), the commercial
embodiment, and the benefits of using
the invention compared to the best
available alternative.

Factor #11: The extent to which the
infringer has made use of the invention;
and any evidence probative of the value
of that use.

Potentially relevant only insofar as it
illuminates ex ante expectations.

Factor #12: The portion of the profit or
of the selling price that may be
customary in the particular business or
in comparable businesses to allow for
the use of the invention or analogous
inventions.

Potentially relevant for ex ante facts
about customary profit or selling price.

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

Potentially relevant only insofar as it
illuminates ex ante expectations.

Factor #14: The opinion testimony of
qualified experts.

Relevant for opinions based on ex ante
facts or expectations. The court in its
role as gatekeeper should keep from the
jury any methodologies that are not
reasonably calculated to assess the
royalty the parties would have agreed to
in the hypothetical ex anfe negotiation.
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Factor #15: The amount that a licensor
(such as the patentee) and a licensee
(such as the infringer) would have
agreed upon (at the time the
infringement began) if both had been
reasonably and voluntarily trying to
reach an agreement; that is, the amount
which a prudent licensee — who desired,
as a business proposition, to obtain a
license to manufacture and sell a
particular  article embodying the
patented invention — would have been
willing to pay as a royalty and yet be
able to make a reasonable profit and
which amount would have been
acceptable by a.prudent patentee who
was willing to grant a license.
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Relevant

for ex ante facts or
expectations. This is the material issue,
which the other factors help to
illuminate.
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I. Introduction

Of late, patent damages have become a very active area of scholarship. Of
course damage awards matter to litigants, but their importance gocs much deeper.
Tort damages are compensation for harm and as such they go directly to the core
nature and function of tort systems. What counts as damage tells us a lot about a tort
system and its underlying purpose.

In the modern telling of it, there are two types of patent damages: lost profits
and reasonable royalties.” Lost profits are generally reserved for manufacturers—
patent holders that are building and selling a patented product. If infringement
causes any lost sales then the patentee can recover the profits lost due to the
infringement.”

Many patent holders are not manufacturers and they are precluded from lost
profits. For them, or for anyonc clsc who cannot prove lost profits, reasonable
royalties are the Statutory fall back.’ Courts are to award “in no cvent léss than a

Professor of Law, Cornell Law School. © 2017 Oskar Liivak. | would like to thank Tom Cotter,
John Golden, and David Taylor for helpful comments and discussion. The article has benefitted
greatly from presentation at the Sccond Patent Damages Conference at the University of Texas
School of Law,

CRAIG NARD, TrHr LAW OF PATENTS 787 (15t ed. 2008).

See id. at 788 {describing the legal framework for determining lost profits as set forth by Panduit
Corp. v. Stahlin Bros, Fibre Works, 575 F.2d 1152, 1156 {6th Cir. 1978)).

See 35 US.C. § 284 (2012) (“Upon finding for the claimant the court shal! award the claimant

113



t14 TEXAS INTELLECTUAL PROPERTY LAW JOURNAL [Vol. 26:113

reasonable royalty.” And it is these awards that have been the focus of much

dcbate.” To compute a rcasonable royalty, the courts have come to rely on an
extensive list of factors. These factors were collected in the 1970 case of Georgia-
Pacific Corp. v. United States Plywood Corp.® Of these so-called Georgia-Pacific
factors, a number of them focus on the objective evidence of the patentee’s prior
negotiated licenses. The very first Georgia-Pacific factor looks to “the royaltics
received by the patentec for the licensing of the patent in suit, proving or tending to
prove an established royalty.”” Likewise, the second factor considers “the ratcs paid
by the licensee for the use of other patents comparable to the patent in suit.”® In
setting a reasonablc royalty, it seems to make perfect scnse to look to the rates that
the patentee had previously agreed to.” This objective evidence of previous licenses
saves the court from having to compute a reasonable royalty itself. Such markel-
bascd evidence for damages appears prominently in many areas of law and so
naturally it appears prominently in patent law too.'”

Despite its allure, a growing chorus of scholars has fundamentally questioned
the use of prior negotiated licenses for patent damages." Scholars have noted that
there is a troubling feedback Joop between the patent damages calculated by looking
to prior licenses and negotiated licenses themselves.'? Because patent licenses are

damages adequate lo compensate for the infringement, but in.no cvent less than a rcasonable
\ royalty for the use made of the invention by the infringer . .. ™).
Id.

See U.B. DerP’T OF JUSTICE & FED. TRADE CoMm’N, THE EVOLVING [P MARKETPLACE: ALIGNING
PATENT NOTICE AND REMEDIES WITH COMPETITION 160 {2011) fhereinafter 2011 FTC IP
MARKETPLACE REPORT], hitps:/fwww.ftc.gov/sites/defanlt/files/documents/reports/evolving-ip-
marketplace-aligning-patent-notice-and-remedies-competition-report-federal -
trade/110307patentreport.pdf (“Much of the controversy in the patent community conceming
damage awards has focused on whether the law governing reasonable royalty damapges
appropriately compensates patentees,”). Within this debate, there 1s, although, some consensus, A
reasonable royalty is generally understood as the economic value of the patented technology in
relation to its next best alternative. See id. at 186-87 (“Acadernics, praclitioners, econoniists, and
business representatives acknowledged the importance of the value of the patented technology over
alternatives to a reasonable rovalty damages analysis.”). But beyond that, deep disagreement
exists regarding the proper way to determine that incremental value. ’

: See Georgia-Pac. Corp. v. UK. Plywood Corp., 318 F. Supp. 1116, 1120 (S.D.N.Y. 1970).
1d

o

Jonathan S, Masur, The Use and Misuse of Patent Damages, 110 Nw. UL, Rrv. 115, 136 (2015)

[hereinafter Masur, Use and Misuse] (“Courts incvifably struggle to asscss rcasonabic royalty

damages, and it is only natural that they would tumn to market-bascd measures such as cxisting

licenses.™).

10 See 1 Dan B. DoBBs, LAW OF REMEDIES § 3.3(3), at 297 98 (2d cd. 1993) (providing cxamples of

market-measured damages in tort and contract law); see aise i § 3.5, at 328-30 (noting that

comparable sales and prior sales are potential measures for market damages).

See infra note 36.

12 See Mark A. Lemley & Scott Shapiro, Patent Holdup and Royalty Stacking, 85 TEX. L. REv. 1991,
2021 (2007 (“While an effort by courts to mimic the market scems uncxceptional, in fact reliance
on private license deals involves a degree of circularity because royalty rates in those deals are
themselves set as a function of what patentees could get if they went to court.™).
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negotiated in the shadow of threatened (if not actual, ongoing) litigation, the
licenses necessarily reflect in large part the expected patent damages that would
result if the patentee and the licensing target do not rcach an agreement.” In
particular, the cxpceted damages payout depends critically on the probability of
success for the patentee at trial. For patent litigation on average, this factor is much
less than one.' In other words, negotiating to avoid the threat of patent suit will
pivot about the cxpected payout from such a suit: the probability of success times
the expected damages award.

If the patentee does ultimately file suit, if and when patent damages are
actually being computed, then the patentee has already survived an invalidity attack
and has proved infringement. There is no probability of failurc—the patentee has
won. Prior licenses that had incorporated a discount factor for expected payout
should not be used as direct measures of a reasonable royalty. Where these
conditions hold, incautious use of this scemingly objective data will lead to
improperly set damages."”

In their contribution to the 2016 Conference on Patent Damages, Jonathan
Masur and Erik Hovenkamp (H&M) offer some of the latest scholarship in this
important area.'® Building off points made in an earlier Masur article,"” the duo
make two main arguments. They first reemphasize and reinforce the problems
stcmming from the circularity implicit in using prior licenses that are ncgotiated in
the shadow of litigation. On this point, this article agrees with them, Their work
joins and reinforces the concern that such licenses are not the clean, objective
evidence that they appear to be."® And as T will argue below, a hundred years ago
the Supreme Court warned against using cxactly such licenses for many of the same
reasons we are concerncd about them ioday. Yet despite that sage advice, the
Federal Circuit is moving in the opposite direction and is liberalizing the use of
licenses reached in seftlements rather than restricting them.

Despitc our agrecement on that point, this article though sharply disagrees with
H&M on a rclated matier. The pair goes beyond simply cautioning against using
settlement licenses as comparables. They conclude that aff patent licensing is
inherently fraught with these problems because there is no patent licensing that

B at2021-22,

See Stephen H. Kalos & Jonathan D. Putnam, On the Incomparability of ‘Comparables’: An
Economic Interpretation of “Infringer’s Rovalties’, 9 J. PROPRIETARY RTS. 1, 3 {1997) (asserting
that *“the potential licensee would be willing o pay up to the ‘expected valuc’ of the license, where
the expected value is the full cconomic value of the license discounted for the probability that the
patent is invalid and/or not infringed.™.

“Improperly set” here means improper relative to the reasonable royalty that is based on the
assumption that the patent is valid and infringed.

See generally Brik Hovenkamp & Jonathan Masur, How Patent Damages Skew Licensing Markets,
36 REv. LiTiG. 379 {2017y

See Masur, Use and Misuse, supra note 9, at 120 (setting forth thrce problems arising from “the
use of existing licenses to measure reasonable royalty damages™).

See infra notc 42.
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exists without the taint of these circularities."”” They suggest we simply stop using
prior negotiated licenses as evidence for calculating patent damages.”

Although agreeing descriptively that circularity is a problem for most of
today’s licensing, this article argucs that thcre are (and have been) licensing
programs that do not succumb to the circularity disease and that do producc market-
based evidence that can be uscd rather directly to compute patent damages. And
they should be emphasized not just because they arc good sources of data for
damages, but morc importantly, such licensing programs are normatively important
for justifying the patent system as an cnginc of innovation. Such licensors (along
with innovators that sell manufactures) form the core connection between invention
and innovation. Such licensing programs are programs of innovation and
technology transfer. Technological tools arc moving from thcir crcators to their
myriad users.

At a fundamental level, H&M have overlooked the distinction between ex ante
versus ex post licensing. They focus solely on the latter while ignoring the former.
In its 2011 rcport on the Evolving IP Marketplace, the Federal Trade Commission
devotes the first two chapters to distinguishing ex ante from ex post licensing.”' Ex
post licensing is about licensing patent rights that is negotiated late “affer the
[licensing targei] has invested in crealing, developing or commercializing the
technology” themselves.”> Transferring the patented technology is not the focus of
these transactions. Ofien the licensing target has already independently invented and
commercialized the tecchnology themscives. Independent invention is no defensc in
patent law’s world of strict liability and the transaction 1s simply trying to resolve
the overhanging patent liability. Such liccnses are negotiated decp in the shadow of
litigation and the licensing terms often bear litile relevance to the incremental valuc
of the patented technology. Lock-in costs, litigation costs, and litigation outcome
uncertainty can all play -outsized roles in thesc ncgotiations. As a result, such
licenses are not particularly helpful as comparables [or determining a rcasonable
royalty, As advised by H&M, and others before them, we should not use ex post
licensing for detcrmining a rcasonable royalty. This article agrees.

¥ See Hovenkamp & Masur, supra note 16, at 413 (“To avoid the problems created by the licensing-

based damages standard, we ofter a simple proposal: stop using it."); Masur, Use and Misuse,
supra note 9, at 121 (*[Tlhere is doubt as to whether existing licenses can provide reliable
evidence of reasonable royalty damages.”). Hovenkamp & Masur do ackvowledge limited
circumstances where a prior necgotiated liccnsc may avoid the problems they identify. See
Hovenkamp & Masur, supra note 16, at 416 (“[O]ne possible exception to our proposal is a patent
that has been widely licensed on common terms to many different licensees, as with patents subject
o a RAND commitment.”). But even this limited cxception is qualified. They follow-up noting
that those licenses will be “inapt” whercver “the established royalty was materiaily alfected by pre-
fitigation uncertainty.” fef.

20 Id at413.

2 See 2011 FTC IP MARKETPLACE REPORT, supra notc 5, at 31, 49 (devoting the first chapter to ex
ante licensing, and the second to ex post licensing).

2 Jd a8
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But not all patent licensing is trying to settie a potential or actual lawsuit. As
emphasized by the FTC, ex ante licensing involves patent transactions between a
patentee and a technology user that takes place “before the purchaser has obtained
the technology through other means.”> The purchaser wants to get technology that
it has not yet independently invented. And the focus of the transaction is the
technology ftransfer—moving technology from its creator to those that can
implement it. That ts innovation. It is one of the few uses of the patent system that
can be defended in strong terms.** And because the focus is on the technology and
not the patent rights, the bulk of the circularity problems just do not exist.”
Furthermore, if indeed the incremental value is the desired datum for reasonable
royalties, then the amount that a technological user is willing to pay above and
beyond the cxisting altcrnatives is certainly very relevant for calculating a
reasonable royalty. Such ex ante licenses are the market licenses that should form
the basis for comparable-based reasonable royalties. Yet such ex ante licensing is
just ignored by H&M.

This articic presents three main reasons why they are incorrect when they
argue that no licensing program can escape the circularity disease. As a first point,
their conclusion runs counter to patent hisiory. As explained below, already in 1889
thc Court warncd against reflexive use of some negotiated patent licenscs—in
modern parlance we would say that the problematic licenses arc ex post licenses, or
straight promises not to sue. Most of the circularity dynamics that worry today’s
damages scholars can be found in the court opinions of that era. But even as the
Court made those warnings about some negotiated licensing it was simultaneously
singing the praises of other licenses.

And to a large extent we overlook those programs today. Such programs create
what are known as established royaltics. Such a royalty program is not just suitable
for damages calculations but the Court considers these as the “best” evidence for
damages calculations.”® The Court was aware of the dangers that some negotiated
licenses pose, and it told lower courts to steer clear of them, but the Court also saw
the importance and value of other licensing programs that stood apart from the
problematic ones. Therc arc licensing programs that avoid the circularity.

As a second point, all licensing cannot be suspect because (if truc) that would
suggest all market-bascd damages are suspect. The broad problems about patent
licensing that H&M cmphasize would condenm not just all prior licenscs but it
would also condemn using market data for lost profits calculations. There is a deep,

2 1d at7-8.

See Oskar Liivak, Estublishing an fsland of Patent Sanity, 78 Broox. L. REv. 1335, 1357-65
(2013

See 2011 FTC TP MARKETPLACE REPORT, supra note 5, at 145 n.28 (noting that “circularity is
atienuated in an cx ante licensing negotiation by the licensee's ability to use an alternative
technology and his unwillingness to pay more than the incremental value the invention adds to the
infringing product, rcgardless of the size of any potential damage award.™).

Clark v. Wooster, 119 U.S. 322, 326 (1886). See also infra. notes 79-80 and accompanying text.
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closc kinship between the manufacturing business models used for lost profits and
the ex ante licensing used for established royalties. Product manufacturcrs can be
seen as engaged in a type of ex anfe licensing program, A product manufacturcr
sells the patented product aleng with an implied license to usc that patented product.
They are selling to users who do not yet have the technology. The profits from such
sales are the differcnce between revenue and the costs. And that profit can be seen
as the price the patentee has put on the implied license to use their patented product.
Sales that are lost duc to infringement are the harm that lost profits damages aims to
fix. And in making that calculation we rely heavily on the market prices established
for those products.”” Yet if H&M’s broad arguments are correct, then we should
stop using market priccs for lost profits too. If they arc right, then the revenue
figures for lost profits are invariably infected by discounts rclating to litigation
uncertainty about patent validity. Nobody, including H&M, is worried about lost
profits, but it seems their arguments necessarily implicate lost profits as well,

Lastly, and in a more normative and theoretical mode, if they are right and
there is no reliable market price on patented technology, then significant
foundations of the patent systcm arc implicatcd. And that is worrisome. If they are
right that no licensing program can produce reliable market values, then that
removes one. of the major rationales for a patent system. Tcchnological
advancement is a critical engine of economic growth.” That much is certain.-Which
institutions a society should use to foster technological growth is far less certain.
The mam advantage of a patent system over alternatives like grants or prizes, is that
a patent system leverages private decision making. Through their own calculus
people invest time and resources to create technological tools. Others that can
utilize those tools use their own calculus to decide if they want to buy that
technology. When these parties come together, we have technology moving from
creators to users and it i1s an economic activity that can be justified economically on
rather strong terms. Litigation plays a role but it should not be the main event.”

¥ As with established royalties, the market price is not reflexively always used as the price for

calculating lost revenue, If the patent holder market price was forced to be low in order to competc
with infringers, then courts are willing to adjust the lost profits calculus to account for such price
erosion. See Grain Processing Corp. v. Am. Maize-Prods. Co., 893 F. Supp. 1386, 1392 (N.D. Ind.
1995).

See PETER 8. MONELL, Infellectual Properfy: General Theories, 2 CIVIL LAW AND EcoNowiIcs, THE
ENCYCLOPEDIA OF LAWw AnND Economics 134 (Boudewijn Bouckaert & Gerrit De Geest eds., 2000)
(“Robert Solow demonstrated that technological advancement and increased human capital of the
labor force accounted for most (between 80 and 90 percent) of the annual produciivity increase in
the US economy between 1909 and 1949, with increases in the capital/labor ratio accounting for
the remainder. ... It 15 now widely recognized thal lechnological advancement and enhanced
human capital are the principal engines of economic growth tn the United States and other
industrialized countries,” (citation omitted)). .

® See Oskar Liivak, Private Law and the Future of Patents, 30 Harv. JL. & TecH. 33, 3841

{2017). :
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If patent-related transactions are all “ineluctably”’ tainted and there is no

rcliable market price for the value of the technology, then we lose a critically
important pillar for a functioning patent system.”' If the patent system neccssarily
requires the courts (rather than private parties) to habitually compute the
incremental value of technological inventions, then such a system will bankrupt
itself administratively.”> Morcover, if the government is to calculatc the value of
technological inventions analytically in every case (as wc must assume in their non-
market assessment), then rather than incurring the deadweight, dynamic, and
administrative costs of a patent system, why not just have a prize or grant sysiem
instead?

Relatedly, concluding that there are no licenses that focus on technology
transfer sits in considerable tension with onc of the main justification for patents.
Kenneth Arrow famously noted the particular difficulties attending a market for
technology.” Without some lcgal backing (like through a patent system), a
technology seller could not easily reveal her technology 1o potential buyers for fear
that the buyer would just take the information. And if the seller docs not reveal the
information, few buyers would be willing to blindly pay beforehand. This is
Arrow’s information paradox.”* Arrow saw property rights (like patents) as a way
out of the paradox by enabling a market in technology. Yet if ex post licensing is the
licenses that exist, then there is no beneficial technology transfer; the licensor has
usually alrcady independently invented the tcchnology. It is just a market to avoid
being sued. The terms of such licensing agreements bear little relation to the value
of the technology.

To some extent Masur himself wishes to find a way out too. Masur concludcs
his initial article lamenting that, “[i]t is in thc nature of legal scholarship to write
comedics rather than tragedies. Each legal problem should be accompanied by a
clever (and preferably plausible) solution. But it docs not seem that this story is
meant to end well.”** This article tries to offer a way out. Indeed, a patent system
that focuses only on ex post transactions has all the pathologics that (H&M)
identify. But a patent system need not and should not be undcrstood that narrowly.
If instcad the system focuses on ex amfe transactions with the goal of efficient
cxchange and dissemination of technology, then not only does the circularity
disease for patent remedies fade away, but the patent system can have a solid
defensible foundation.

3

See Masur, Use and Misuse, supra notc 9, at 115.
31

See Kenneth W, Dam, The Economic Underpinnings of Patent Law, 23 ). LEGAL STUD, 247, 247
48 (1994).

See Liivak, supra note 24, at 34,

See KENNITIT Y, ArROw, Economic Welfare and the Allocation of Resources for Invention, in THE
RATE AND DROCTION OF INVENTIVE ACTIVITY: ECONOMIC AND SOCIAL FACTORS, NATIONAL
BUREAU OF ECONOMIC RESEARCH 609, 614-19 (1962).

M Seeid,

¥ Masur, Use and Misuse, supra note 9, at 156,

32
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The following two sections further dctail these arguments. The first section
lays out the current scholarship, including H&M’s work, in the use of prior licenses
for patent damages. Much of that work questions the widcsprcad use of prior
negotiated licenses in damages calculations. That work finds that licenscs
negotiated in the shadow of litigation can be infected by factors that are improper
for a damages calculation. This article largely agrees with those conclusions and the
section further shows that these worries are also consistent with concerns already
identified by the Supreme Court in the 19® century. '

But H&M go beyond this, and argue that no licensing program exists that can
avoid this circularity. The second and last section takes on that argument. It shows
that historically the Supreme Court recognized established royalties as a licensing
program that was not tainted and that the Court considered such licenses to provide
the best evidence of patent damages. Such damages calculations using established
royalties are analogous to the largely uncontroversial damages via lost profits. This
section ends by arguing that such licensing programs of tcchnology transfer are
neccssary foundations of a healthy patent system and posits that the present
disagreement about damages might be driven by a very important high-level
disagreement about the purpose of the patent system. The view espoused here
focuses on patents as support for a market of ex ante exchange of inventions, while
H&M have limited their focus on the patent system as solely an ex post exchange of
patent righis.

I1. License Distortions in the Shadow: Policy and History

For the past two decades there has been a growing concern over the prevalent
use of prior negotiated licenses as evidence for calculating reasonable royalties.”
The worry is that there is an inherent feedback loop built into patent damages
calculations. The notion s that patent licenses are negotiated in the shadow of
litigation. Licensors and licensees base their negotiation on the expected outcome of
patent litigation. Licenses negotiated to avoid the overhang of threatened litigation
will necessarily contain a discount reflecting the chances that the plaintiff (due to
invalidity, noninfringement, or unenforceability) will never be awarded damages.

% See Kalos & Putnam, supra note 14, at 2 (“[A]rm’s length royaltics agreed fo in the course of

licensing negotiations are often insufficient to compensate for infringement.”); see ROGER D.
Brar & TuOMAS F. COTTER, INTELLECTUAL PROPERTY: ECONOMIC AND LEGAL DIMENSIONS OF
Ricnrs AnD REMEDIES 230 (2005) {describing double discounting of damage awards based on
ptior negotiated licenses); 2011 FTC IP MARKETPLACE REPORT, supra note 5, at 145 n.28; Thomas
F. Cotter, Patent Holdup, Patent Remedies, and Antitrust Responses, 34 1. Core. L. 1151, 1182-83
n.156 (2009}, Mark A. Lemley & Carl Shapiro, Patent Holdup and Royalily Stacking, 85 TEX. L.
REv. 1991, 2027 (2007) {(*The first problem comes from reliance on industry licensing rates.”);
David O. Taylor, Using Reasonable Royalties to Value Patented Technology, 49 Ga. L. REv. 79,
114-16 (2014);, William F. Lee & A. Douglas Melamed, Breaking the Vicious Cycle of Patent
Damages, 101 CorNeLe L. Rov. 385, 418-20 (2016);, Masur, Use and Misuse, supra notc 9, at
130 38.
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.

But those licensing amounts arc not directly relevant for measuring damages
because damages are only awarded after a patent is found valid and infringed.

A, Distortion Dynamics in the Shadow

The primary worry is that basing today’s patent damages on yesterday’s patent
licenses creates a dangerous circular loop.”” The feedback occurs becausc the
majority of patent licenses arc negotiated in the shadow of existing or threatened
patent litigation,

As with any negotiation, the ultimate agreement (or lack thereof) reflects the
position each party must confront if an agrcement is not reached.”® If the licensing
target refuses to take a license, the patent holder can sue. But to prevail, the patent
holder has to survive invalidity and perhaps unenforceability attacks, and then must
prove infringement. As a result, any negotiated license prior to {or during trial) will
refiect this discount for trial uncertainty.” But once courts reach the point where
damages need to be compuicd then validity and infringement have been
cstablished.” An obvious error is introduced if the court uscs the above-described
prior negotiated license as the measure of a reasonable royalty.*!

Although these issues have been noted for some time, recent scholarship has
emphasized that this does not just threaten the damages in a particular case. The
recent work has focused on the potential for this dynamic to lcad to systemic
problems in patent damages. If the initial negotiated licensc occurs in the shadow of
litigation and neccssarily incorporates the risk and unccrtainty for success at trial,
then so does any later negotiation. But those later negotiations refleet the probability
of success for thosc litigants coupled. to the potential damages recovery at trial
which will be computed based on the probability of success estimatcs of earlier
licensees.*”” This downward spiral threatens to upend reasonablc royalties. ™

¥ See Lemicy & Shapiro, supra note 36, at 2021 (“Whilc an effort by courts to mimic the markcet

seemms uncxceptional, in fact rcliance on private license deals fnvolves a degree of circularity
because the royalty rates in those deals are themselves sct as a function of what patentees could got
if they went to court.”).

See ROGER FISHER ET AL, GOTTING T0 YES: NEGOTIATING AGREEMINT WITHOUT GIVING IN (201 1).
See Kalos & Putnam, supra note 14, at 2 (“[R]oyaltics agreed to as the result of actual licensing
negotiations are generally discounted for uncertainty rogarding whether the patent is valid and
infringe . .. ."); Taylor, supra notc 36, at 115 (“Negotiated royalties thus include discounts based
on risk borne by the patent owner associated with proving Liability, relicf, and enforceability, and
they may also include discounts based on costs borne by the patent owner to bring infringement
litigation.™,

Georgia-Pacific explicitly instructs the hypothetical negotiation to take place under the assumption
that the patent is valid and infringed, See Georgia-Pac. Corp. v. U.S. Plywood Corp., 318 F. Supp.
[116,1121 (S.D.N.Y. 1970}

See Taylor, supra notc 36, at 115 (“Use of negotiated royalties as rcasonable royalties locks in
thesc discounts, creates incentives to infringe and litigate instead of settle and license, and,
moreover, creates a circularity problem.”).

In more formal tetms, the negotiated royalty for the nth licensor, NR,, is rclated to previous
licenses by NR,, = v, NR,; where v, is the probability for pateniee success at trial against the nth
licensing target. As v is generally less than one, this suggests that as this dynamic plays out,

3%
39
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Enforcement uncertainty is not the only factor argued to be causing damages
feedback. Related criticisms argue that there are feedback factors that inflate (rather
than progressively deflatc) patent damages.* In 2007, Lemley and Shapiro argued
that negotiated licenses can include the licensor’s hold-up costs and can far exceed
the incremental value of the patented technology.* A later licensor may have its
own hold-up costs to worry about in their licensing negotiations but because
damages rely on prior negotiated licenses, that later licensor must also negotiate in
the shadow of previous hold-out costs as well. For today’s infringement and
licensing landscape, this may well be quite prevalent: “many licenses—especiatly
those in fields with a ‘develop without full preclearance’ dynamic—are negotiated
after the licenscc has already begun practicing the licensed patent.™*

Furthermore once these dynamics are understood by patent holders, then there
is the worry that patent holders will strategically manipulate these fecdback loops.
As argued by Lee and Melamed, “[platent holders have an incentive to ncgotiate
first with parties least able to litigate or otherwise resist and thus most likely to
agree to inflated royalties, and then 1o use those agreements as benchmarks in later
litigation and negotiations. The feedback loop is complete.”"’

ncgotiated licenses and any reasonable royalties based on those licenses will monotonically
decrease. Yet depending on the details of the model, this may converge fo zero at different rates.
For cxample, the courts could use the average of afl previous negotiated royalties in setting the
reasonable royalties or they might rely on the most reeent negotiated license. The convergence to
zero of this dynamic depends on these more specitic assumptions. But the main point is clear.
Patent damages are not stable over time even if the valuc of the patented technology has not
changed and patent damages that are monotonically deercasing cannot be considered functioning
properly, : '

See Taylor, supra note 36, at 141 (“This circularity, left unchecked, may devalue rcasonable
royaltics given risk assbetated with liability, relief, and enforcement.”y; Masur, Use and Misuse,
supra note 9, at 121 {“Tudicial error with regard to the appropriate measurc of damages will
produce smaller royalty amounts outside of litigation, which will in furn lead to lower judicial
calculations of damages, which will then beget even smaller royalty payments outside of litigation,
and so forth.™),

See Lec & Melamed, supra note 36, at 439 (“The inflated premium extracted from one firm drives
a litigation outcome for the next firm, Knowing this, patent holders have an incentive to negotiaic
first with partics least able to litigate or otherwise resist and thus most likely to agree to intlated
rovalties, and then to usc those agreements as benchmarks in later litigation and negotiations. The
feedback loop is complete.™).

See Lemley & Shapiro, supra note 12, at 2022 (*The consequence of this circularity is that
reasonable rovalties are elevated above the benchmark level, and the problems of holdup identificd
earlier ‘infect’ the court-awarded level of reasonable royalties. Since negotiated royalties reflect a
premium based on holdup, so will the reasonable royalties awarded by the court. And this in tum
gives patent holders more negofiating power in a self-reinforcing manner, which ultimately
magnifies the effects of holdup on negotiated royalty rates.”).

Lee & Melamed, supra note 36, at 418; accord Tovenkamp & Masur, supra note 16, at 381 (“This
discourages patent holders from licensing at anything less than a high rovalty rate—even if
additional mutually-beneficial agreements could be reached al lower rates—due to the fear that
anything less would weaken its patent by limiting its lufure recovery.™).

T Lee & Melamed, supra note 36, at 439,
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B. Proposed Reforms

Having recognized the problems, scholars have proposed a number of reforms.
Rightfully rccognizing that an error source is the mismatch between success
probability at the time of negotiation and the certainty of success when damages are
being computed, some have argued for finding places where the spread between
these litigation expectations is minimized.” And accordingly as Kalos and Putnam
suggested, in 1997, that “where a license has been ncgotiated after litigation in
which a patent has been found to be valid, the agreed-to royalty will not have been
discounted for uncertainty over validity. In such cases, the use of an actual royalty
rate as a reasonable royalty rate is sufficicnt to compensate for infringement,”*
Although it avoids the litigation discount, this proposal ignores cntircly the hold-up
Costs.

Alternatively, if we can get a handle on the discount factors and how they
distortcd prior negotiations, then perhaps we could adjust those figures to correct for
the distortion, David Taylor has discussed adjustments to correcl negotiated
royalties.”® Coleen Chien and Eric Schulman advocate for allowing a broader
cvidentiary sweep for what they term ‘semi-comparable’ licenses.” They suggest
looking for licenses that contain “objective measures of the incremental value of the
technology” even if that means expanding the search area to licenses that we might
otherwise consider not “strictly comparable.” And although such licenses arc not
likely to offer up a clean valuation, they argue that it is a starting from which
“adjustments can then be made to arrive at a reasonable royalty.” These proposals
are a step forward. They recognize the dangers with incautious usc of ncgotiated
licenses and they all offer some future directions to optimize the needed
adjustments but unwinding the distortions is not trivial.>* In light of that complexity,
some scholars advocate not using a negotiated royalty for damages calculations.™

¥ Masur, Use and Misuse, supra note 9, at 131 (“The problem is cauged in large part beeause the

court, in reconstructing the hypothetical negotiation, must assume that the partics agreed the patent

was valid and infringed.”).

Kalos & Putnam, supra note 14, at 5 (“The foregoing analysis does not mean, however, that actual

royalties should never be used as reasonable royalties in estimation of damages.”); gccord Masur,

Use and Misuse, supra note 5, at 147 (avguing that a setflement rcached when the litigation

outcome becomes near certain should be a “guiding star” in valuation).

See Taylor, supra note 36, at 130 (“That is, negotiated rovalties (so called “comparable

agreements” or “comparables”) need 1o be adjusted to reflect these corrective assumptions before

they are used as reasonable royalties.™); see alse Masur, Use and Misuse, supra note 9, at 148

(“Another solution would be for the court assessing damages to apply a multiplier to an existing

license.”).

Colleen. Chicn & Eric Schulman, Pafent Semi-Comparables, 25 TEX. INTELL. Prop. LJ.

{(forthcoming 2017},

2o

>

3 See Masur, Use and Misue, supra note 9, at 148-56,

5 See Juhn Jarosz & Michael Chapman, The Hypothetical Negotiation and Reasonable Royalty
Damages: The Tail Wagging the Dog, 16 STAN. ThcH, 1. REv. 769, 811-12 (2013); see afso
Taylor, supra note 36, at 126 -32.
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As H&M write, “we offer a simple proposal: . . . in most cascs they should ignore
licenses entircly.”>*

C. SCOTUS: Avoid Licenses Formed in the Shadow

As noted in the previous section, a number of scholars have warned about the
problematic dynamics of using licenses negotiated in the shadow of litigation as
measures for damages. Despite the attraction of an objective “market” valuation,
some have gonc so far as to recommend curtailing the practice entirely. As a policy
matter, I agree. And as a doctrinal matter, this section will argue that the Supreme
Court agrees too.

In 1889, the Supreme Court decided Rude v. Westcott.” The Court reviewed an
award of patent damages.”® To prove the fact and amount of harm, the patentec
offered three prior licenses. The Court noted that

it would seem that fthe license] was made m part under a threat of suit, and in part as the
resuli of an arbitration after litigation on the subject had been commenced, and to avoid
future litigation. If is clear that a payment of any sum in settlement of a claim for an
allcged infringement cannot be taken as a standard to measure the value of the
improvements patented, in determining the damages sustained by the owners of the patent
in other cases of infringement. Many considerations other than the valuc of the
improvements patented may induce the payment in such cases. The avoidance of the risk
and expense of litigation will always be a potential motive for a settlement.**

Rude, although appcaring before the siatulory appearance of rcasonable royailies,
still represents good law.®® And indeed the case is regularly cited for its proposition
that litigation settlements arc not suitabic evidence for calculating patent damages.’
But Rude is relevant beyond just settlement of actual, initiated patent litigation,*

8 Hovenkamp & Masur, supra note 17, at 413,

 Rude v. Westeoit, 130 U.S. 152 (1889).

*1d at 162,

* 14 at 164,

#  See 1.8, Frumentum Co. v. Lauhoff, 216 F. 610, 618 (6th Cir. 1914)citing to Rude v. Westcoti
and its exclusion of licenscs relating to litigation scttloment); see afso DONALD CHISUM,
CHISUM ON PATENTS ¢ 20.02 (*Judge Denison’s scminal opinion in U.S. Frumentum Co. v.
Lauhoff (1914) gave the reasonable royalty concept a new life, a life which was subsequently
christened by the Supreme Court in 1915 and by Congress in 1922.7).; see also 4 WiLLiam C.
RoBmNsoN, THE Law OF PATENTS FOR USEFUL INVENTIONS § 1057, at 329 n.4 (1890) (*That
payments made in settlement of suits for infringement do not cstablish a license foe.™).

8 Panduit v. Stahlin Bros. Fibre Works, 575 F.2d 1152, 1164 n.11 {6th Cir. 1978}; Bascom Global

Internet Servs. v. AOL LLC, 2011 U.S. Dist. LEXIS 100609, *4 (E.D.N.Y. Sept. 8, 2011); Cornell

Univ. v. Hewlett-Packard Co., 2008 U.S. Dist. LEXIS 39343, #*6-7 (N.D.N.Y. May 14, 2008);

Hanson v. Alpine Valley Ski Area, Inc., 718 E.2d 1075, 107879 {Fed. Cir. 1983) (*{S]ince the

[settlement] offers were made after the infringement had begun and litigation was thrcatened or

probable, their terms should not be considered evidence of an ‘established royalty’ since “{1licensc

fees negotiated in the face of high litigation costs “may be strongly influenced by a desire to avoid
full litigation . .. ."").

See Oskar Uitvak, Whern Nominal is Reasonable: Damages for the Unpracticed Patent, 56 B.C. L.

Rizv. 1031, 1050 (2015) {“[Rude v. Wesico#f] deserves much more atfention than it currently

receives.”).
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Both its explicit holding and its articulated rationales impact all ex post licensing.®
Any licensing whose central purpose is money (or other consideration) in cxchange
for a “promise not to sue” is suspect and should not be used incautiously for
damages calculations.*

In short, contemporary patent scholarship has reached the conclusion that most
of today’s patent licenses improperly include factors that should be irrelevant to
patent damages. Most. importantly, most of the prior negotiatcd licenses include
factors beyond the incremental value of the patented technology, like litigation
expenses and litigation success probabilities. The general consensus is that those
licenses should be either ignored as evidence for reasonable royalties or should be at
least carefully handled and adjusted for these erroneous factors. This article argues
that a case like Rude v. Westcott makes clear that, for many of the same policy
rationales, the Supreme Court agrees that such licenses should be avoided altogether
if not handled with real care and scrutiny.

111. Out from the Shadow: Innovation via Technology Licensing

The previous scction concluded that most of today’s prior negotiated liccnses
cannot easily be used to determinc patent damages. That immediately brings up a
hard and sobcering question. 1f all ex post licensing should be excluded, what, if any,
licensing activity is left? On first blush, little scems to remain.”” And in part, as
discussed above, that descriptive fact has led many to suggest alternative routes to
computing reasonable royalties.

H&M not only agree that most licensing is problematic, but they go further,
arguing that all prior negotiated patent licenses are error prone and should not be
used.”® Masur contends flatly that “there is no egress from this circularity.”®’ Patent

8 Ex ante licensing focuses on technology tramsfer while ex post licensing focuses solcly on &

promise not to sue. See supra note 17 and accompanying text. Ex post licenses are predominantly
forced upon those that have independently invented the patent subject matter. See Liivak, supra
note 29, at 46,

Some question the modern relevance of Rude arguing that the holding of the case prohibits the use
of settlements as cvidence for established royalties. And for today’s rcasonable royalties, that
prohibition need not be followed. See ResQNet.com, Inc. v. Lansa, Inc., 594 F.3d 860, 869 71
(Fed. Cir. 2010); Prism Tcch. v. Sprint Spectrum, 849 F.3d 1360, 1368-70 {Fed. Cir. 2017). But
such a limiting view undcrestimates and misunderstands the case. Rude addresses the relevance of
ceriain evidence for proving the fact and amount of harm from patent infringement. The Court
conchaded that prior licenses negotiated under threatened or actual litigation should not be used to
prove the amount of damages in a case. This is still highly relevant to a reasonable royalties
calculation. Whether rcasonable rovaltics, or lost profits, or established rovalties, courts are
compensating for damage. If some licenses are error prone for calculating damages under
cstablished royalties then they are stll error prone for damages under reasonable royalties. After
all reasonable royalties are still a form of damages and are compensation for the harm of
infringcment. '

See Lee & Melamed, supra note 36, at 418 (“[V]irtually all licenses—even those that do not arise
directly out of litigation—are negotiated in ‘the shadow of the law’ and reflect the parties’
litigation expectations.”).

See Masur, Use and Misuse, supra note 9, at 1135; see also Hovenkamp & Masur, supra nole 16, at
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transactions arc all “ineluctably” tainted by the shadow of litigation.”® He explains
that o

[tlhe point is that patent licenses are inherently parasitic on litigation: without
the threat of litigation, there would be no licensing . . . . Whether the courts realize
it or not, there is no other context in which licenses might arise.*

As argued abovce in Section I, ex post palent licensing is indced problematic in
the way noted by H&M, previous scholars, and the Supreme Court. Ex post
licensing necessarily incorporates a probabilistic account of cxpected patent
damages and often can include significant lock-in costs. And indeed we should only
use such evidence very carefully, if at all.

But this article strongly disagrees with their broadcr theoretical claim that there
is no licensing outside the context of scitling litigation (whether thrcatcned or
actual). First, using negotiated liccnses as evidence for damages is not some new
judicial creation. It has a very long history in the United States.” And it is not as if
the courts have not been awarc of the dangers of some licensces. As explained below,
the Supreme Court has emphasized many of the same concerns as today but it did so
while still praising other licensing practices. The existence of thosc other practices
‘presents a puzzle for H&M. Did H&M overlook an important class of licensing or
has Congress and the Suprerse Court been improperly relying of them as damages
since 17937

Second, H&M’s critique, if corrcet, applies further than they acknowledge and
presumably further than they would like. Their criticisms, if taken seriously, should
not only bring into question all negotiated licenses bul should bring into question
lost profits as well. If there is no reason to license a patent other than to settle the
prospect of litigation (and thereby tainting that licensc), then there is no other
reason to pay a premium for a patented article as well. In short, lost profits should
be as tainted as all patent licensing, But that is not an argument that anyone is

413,

Masur, Use and Misuse, supra note 9, at 134 n.83.

% Id at115,

% Id.at135.

™ The Act of 1793 based damages solely on prior licensing agreements: “the infrin ger should forfeit
and pay to the patentec a sum equal to three times the price for which the patentee has usually sold
ot licensed to other persons the use of said invention.” Patent Act of 1793, ch. 11, I Stat. 318-23, §
3. That licensing-centric damages provision was replaced in 1800 with a provision that breadened
the focus to “actual damage.” See Act of Apr. 17, 1800, ch. 25, 2 Stat, 37, 38, § 3. But note that the
change in 1800 did not reflect a policy change that licensing based damages were inappropriate
rather it just rcflected that other modes like lost profits should be put on a similar footing for
proving compensable harm. See Seymour v. McCormick, 57 U.S. 480, 488 (1853) (cxplaining the
statutory change as reflecting the realization that “some inventions or discoveries had their chief
valuc in a monopoly of use by the inventor, and not in a sale of licenscs, [and as a result] the value
of licenses could not be made a universal mle, as a measure of damages.”). Conrra Masur, Use and
Misuse, supra notc 9, at 120 (suggesting courts have only recently “arrived at” the usc of cxisting
licenses and that “[clourts have relied upon existing licenses in calculating damages for decades™).
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making. Lost profits are generally considered immune (or at least correctable) from
litigation uncertainty.

Lastly, and morc normatively, if the patent system cannot gencrate reliable
market valuations for patented inventions then the system has far bigger problems
than this contained debate about comparable licenses used in computing reasonable
royalties. If the patent system cannot function to foster efficient technology transfer
and a robust market [or it, then the patent system loses a central pillar justifying its
existence.

A. Established Royalties: Untainted Licensing

As mentioned above, the Supreme Court’s 1889 opinion warns against the
incautious use of any licensing whosc purposc is solcly to relieve the licensee of
patent litigation (whether potential or actual litigation).”! But while offering that
warning, the Court also strongly suggests that other licensing is not problematic.
The Court reiterated the long standing rule that some negotiated licenses can be
used as a measure of damages: “[i]t is undoubtedly true that where there has been
such a number of sales by a patentee of licenses to make, use and sell his patents, as
to establish a regular price for a license, that price may be taken as a measure of
damages against infringers.”””

Having warned that litigation related liccnses are problematic, the Court
outlines that other categories are not tainted. Such licenses should be “[l]ike sales of
ordinary goods, they must be common, that is, of frequent occurrence, to establish
such a market price for the article that it may be assumed to express, with reference
to all similar articles, their salable value at the place designated.””

The Court expands on this and enumerates a set of critcria as a suitable
measure of damages via an established royalty:

1. *it must be paid or secured before the infringement complained of;”

2. “it must be paid by such a number of persons as to indicatc a general
acquiescence in its reasonableness by those who have occasion fo use
the invention;”

“it must be uniform at the places where the licenses are issued;”” and

4. it must not be paid under threat of suit or in settlement of litigation.”

T

Rude v. Westcott, 130 U.5. 152 (1889).

7 id. at 165.

™ Id Contra Hovenkamp & Masur, supra note 16, at 413 (“One fnherent problem with the licensing-
bascd damages standard is that it reflects a trivialized view of patent rights as commercial objcets.
It treats them like commaodities . . . that are always sold to everyonc at a common price.™,

Rude, 130 U.S. at 165.

" Id at 166,
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There is no doubt that such established royalties arc not often granted,”® but
their existence provides an important historical counterpoint to H&M’s suggestion
that no licensing programs can give accurate guidance. And as the Supreme Court is
explicitly excluding licenses formed “under threat of suit,” it is clear that ex post
licensing is being ruled out as an evidentiary source for established royalties.

And it is not just an cxistence of proof of some obscure exception to H&M’s
broad pronouncement. Such licensing programs that lead to established royalties
were considered excellent measures of damages. The Court has repeatedly stated
that “established royalt{ics] . . . [afford] a basis for measuring . . . damages™” and in
fact “it is a general rule in patent cases, that established license fees arc the best
measure of damages that can be uscd.l”?8 In modern times the Federal Circuit has
similarly recognized that “[wlhere an cstablished rovalty exists, it will ysually be
the best measure of what is a ‘reasonable’ royalty.””

At the very least, this long standing history and praise for established royalties
should present an inicresting puzzle for the modern debate over negotiated
licenses.” Why have courts continued to praise established royalties? At times we
might disregard old hoary cascs when their reasoning is outdated, but the cases of
the timc demonstrate that the courts worried about many of the same litigation risk
distortions that today’s scholarship is highlighting, Yet those cases still cmbraced a
specitic type of licensing as a measure of damages. This article suggests that those
cases were considering a style and rationale for licensing that H&M have failed to
consider, In large part, this article argues that the Supreme Court was cmbracing ex
anfe patent licensing.

* Michael ). Chapman, Using Setlement Licenses in Reasonable Rayalty Determinations, 49 IDEA

313, 323 (2009).

" Dowagiac Mfg. Co. v. Minn. Moline Plow Co., 235 U.S. 641, 648 (1914}; see afso Philp v. Nock,
84 U.5. 460, 462; Birdsall v. Coolidge, 93 U8, 64, 70 (1876); Clark v. Wooster, 119 U.8. 322, 326
(1886}; Tilghman v. Proctor, 125 11.8. 136, 143 (1888).

" Clark v. Wooster, 119 17.8. 322, 326 (1886).

¥ Nickson Indus., Inc. v. Rol Mfg. Co., 847 F,2d 795, 798 (Fed. Cir. 1988); Hanson v. Alpine Valley

Ski Area, Tnc., 718 F2d 1075, 1078 (Fed. Cir. 1983); see also LAWRENCE M. SUNG, PaTeNT

INTRINGEMINT REMEDIES 281 (2003) (noting that licenscs for the patent in suit have been called

“one of the strongest measures of a rcasonable royalty™). But even with an established royalty, the

courts have recognized scenarios where the cstablished royalty must be adjusted o properly

compensate the patentee. See, e.g., Nickson Indus., 847 F.2d at 798 (“[A] higher figure may be
awarded when the cvidence clearly shows that widespread infringement made the established

royalty artificially low.” (citing Trio Process Corp. v. L. Goldstein’s Sons, Inc,, 533 F.2d 126,

129-30 (3d Cir. 1976)).

Although David Taylor certainly argues that even established royalties are problomatic

(*Unadjusted established royalties, because they are negotiated royaliies, reflect valuation of patent

rights”}, he still notes the puzzle of the case law thal praises established rovaltics. Taylor, supra

note 36, at 132 {“But there is still law indicating that established royalties, when they ¢éxist, arc the

“best measure” of reasonable royalties.””). While T agree with Taylor’s focus on the value of the

patented technology rather than the value of the patent rights, 1 do not agree that established

royalties value the rights. To see it otherwise appears inconsistent with Rude,

&0
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In particular, if the harmful dynamics ol circularity appear wherever
negotiations are tainted by either litigation risk distortions or where the defendant
has sunk costs that can be leveraged, we should then look for technological
negotiations that occur without these two factors. There is broad consensus that the
proper measure of damages is the “incremental [ex anfe] value of the patented
[technotogy] over the next-best alternative.™" Or as Lee and Melamed described it,
we want “the invention’s market value” without the distorting “factors such as lock-
in costs and litigation risks.™

Such a clean transaction occurs when the patent holder licenses the technology
to a user who is (at the time of negotiation) able to deploy the next best alternative
(patented or not} as a substitute to using the patented technology. For this example,
the focus 1s on a simple user of the technology, not someone who wants to resell it.
How much would I pay for a non-exclusive license to usc that technology? For
concreteness, consider a cost-saving process that reduces the energy needs for
production of some valuable chemical.”’ T will pay up to the amount of the costs that
are saved.* I do not particularly carc about the validity of the patent. T do not have
the technology yet and that is what I am paying for, Such a negotiated licensc just
does not seem tainted by any issues about validity. I do not carc about validity—I
want to cut my energy needs and I need the technology to do that. If the technology
does not work, I would not pay. Now imagine that all potential users are offered a
similar license.” Evidence from such an extensive, non-exclusive licensing program
would qualify for established royalties because it provides an undistorted market
price for the patented invention.® Here, non-exclusive licensing to end-users can

! See 2011 FTC IP MARKETPLACE REPORT, supra note 5, at 189,

B ek Melamed, supra note 36, at 44041,

%3 See Liivak, supra note 24, at 1361 (exploring the economics of selling a cost-saving process to an
industry that wants to utilize it).

Hovenkamp and Masur make a lot out the “nafve” view of patents as commodities and that such a
view would foreclose the opportunity to price discriminate. Hovenkamp and Masur, supra note 16,
at 413. This article does not agree. Established royalties do not requirc the same dollar figure for
each license. It just needs to be “uniform.” And that requircment has generally allowed {lexibility
so that the license can meter the royalties to malch incremental valuc of the technology for varying
users. For example in the cost saving example, a licensc for a cost saving process can have uniform
licensing terms but it can be very tailored to the incremental value of users.

John Duffy has argued that courts have traditionally put a thumb on the scale to aid such
commercializing patentees. See John F, Duffy, Reviving the Paper Patent Doctrine, 98 CORNELL
L. REv. 1359 (2013). One un-appreciated benefit of such a doctrine is that commercializing
patentces (and those that transact with them) arc less worried about patent invalidity and non-
infringement because the probability of tinding the paient valid and infringed incrcases toward
uhity, In othcr words, such doctrines help further reduce circularity by reducing the litigation
uncertainty discount. '

Some might respond that this is unrealisiic and that in reality potential technology users will feign
disintercst but will surreptitiously use the technology anyways. If patent remedics are not properly
designed then indced this may happen. See Panduit Corp. v. Stahlin Bros. Fibre Warks, Inc. 575
F.2d 1152, 1163 (6th Cir. 1978). But it need not happen. For such cases of bad actors that copy and
pirate in the face ot a patentee Wwho is trying to actually innovate (by tech transfer), patent law
shouid unload the full panoply of the court’s power via injunctive relief and enhanced damages to

B35
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provide a fairly accurate guidc for patent damages.” Such licensing programs are
precisely thosc envisioned by the FTC in support of robust ex anfe transactions.

B. Lost Profits: Implied Licensing of a Technological Commodity

Established royalties, as described in the previous section, are not the only
place where patentecs arc engaged in licensing to end-uscrs. Established royalties
arc very closely related to lost profits. Until the development of reasonablc
royalties, they were the two avenues for establishing patent damages. Importantly,
lost profits are gencrally acknowledged fo be less susceptible to the circular

dynamics described above for negotiated licenses. But why?

After all, a manufacturer is seiling a patented object for a market price, but at
the same time the manufacturer is liccnsing as well. The license is just not explicit.
Manufacturer patentees arc selling their patented product for money. In the
transaction they get money in exchange for the patented product and an implicd
license to use the patented product. The profit on any component sales that are lost
due to infringement is the harm that lost profits damages aims to fix. And in making
that calculation, we rcly heavily on the market prices established for those products,
The lost profits are quite directly akin to thc harm from unlicensed use in an
cstablished royalty case. As suggested by David Taylor, established royalties could
pethaps be better described as “lost royalties.”™*

If as claimed by Masur, there is “simply no reason to liccnse a pateni other
than to alleviate the threat of suit,”™ then there is not going to be a reason to pay a
premium (above the marginal production costs) for a patented device. Every
component sale is a negotiation and the selling price should reflect some discount
for the expectation value of patent damages via lost profits. Lost profits would be as
hopelessly tainted as reasonablc royaltics via negotiated licenscs. But I do not think
H&M are willing to go that far. The circularity discussions from other scholars just
do not implicate lost profits either.”

prevent those actions. See id.

Exclusive licensing from a patentee to somcone like a regional distributor for the patented
technology could also provide an unencumbered estimate of the value of the patented {echnology
but need to be more careful. First, the negotiation for license to become the exclusive supplier of
the technology does hinge on validity concerns and that raises many of the problems that plague
negotiated ex post licenses. Second, the value of the technology requires business estimates as fo
end user demand for the technology. The first problem can be ameliorated perhaps by transactions
that resemble warranty deeds rather than quitclaim deeds. The licensor insures the licensee against
the chance of invalidity. And as to the second, that valuation is surely an estimate but it is not less
an estimate than any other business venture where ultimate consumer demand needs to be guessed,

Taylor, supra note 36, at 97 n.64.

Musur, Use and Misuse, supra note 9, at 134,

There are times (Just as with established royalties} when the “market” price during the period of
infringement 1s not adopted directly as the measure of lost profits. When price erosion can be
proven, then the patentee can argue that the selling price would have been greater but for the
infringement, See Grain Processing Comp. v. Am. Maize-Prods. Co., 893 F. Supp. 1386, 1390-92
{N.D. Ind. 1995). This is quite analogous to Leamed Hand’s concerns in Consol. Rubber Tire Co.

&
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And just as with the established royalties example, the easier lost profits cases
have patent holders sclling to end users. The end-user is not particularly motivated
by patent validity, nor are they locked-in to make the purchase. The profit premium
that the patent holder can reap is a market value for the incremental value of the
patented tool relative to the next-best alternatives. In short, such sales figures do
provide a reliable market price for the patented technology.

C. For Innovation We Need a Market in Inventions

The above shows that there are tmportant types of patent licensing (explicit or
implied) where the harmful impacts of circularity are muted. Those examples not
only provide good data” for patent damages, but they exemplify (in my opinion)
the basic fanction and nature of the patent system, By having patent damages keyed
to these types of activities, the patent system instructs patent holders what we
expect them to do with their patents (innovate) and morc importantly what duties
others have (avoid infringing and causing harm fo the innovators).” When an
inventor can support themselves financially with such a business model, I am
convinced that it represents socially beneficial, cconomically defensible behavior
that deserves strong court protection to prevent piracy and other harms,” Through
such a system, patent law can hope to create a vibrant market in technological
artifacts and, through it, society benefits as technology is crcated and dcploycd.g‘tl
An important part of that system is in fact treating inventions like commodities.”
That is how the technology can be widely deployed. And indeed such a patent
system might strike some as “naive and grossly over-simplificd.” But to me,
stmple is not a bug. In complex systems, simple often is the only thing that might
actually work.” '

H&M do not see patent damages or the overall patent system the same way. As
described in part above, they think that “[t]he prospccts for finding a true market
measure of patent valuc do not scem promising.”™® They lament that “courts will not
be able to draw upon markct indications of value” but they cannot see any
licensing activity that could take place outside the shadow of litigation. They focus

v. Diamond Rubber Co. of N.Y,, 226 F. 455, 459 (S.D.N.Y. 1913), affd, 232 F, 475 (2d Cir.
1916).

See Chien & Schulman, supra note 51 {focusing on secking data sources exclusively).

See Liivak, supra note 29, at 51.

See Liivak, supra note 24, at 1376,

in this sense, this market narralive focuses much more on actual innovation rather than just the act
of inveniion. See JoSTPH A, SCHUMPETER, THE THEORY OF ECONOMIC DEVELOPMENT 88-89 (1951)
(discussing the distinction between invention and mnovation}. Invention is what gets you in the
s ?;:m to get a patent but innovation {or gearing up to innovate) is what starts to accrue damages.

% Hovenkamp & Masur, supra note 16, at 413,

1 See Henry E. Smith, Property as Platform: Coordinating Standards for Technological Innovation,
9 1. Compenmon L. & Econ. 1057, 1090 (2013).

Masur, Use and Misuse, supra note 9, at 156.

¥ I at157.
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on the “patent licensing market.” For them, “[p]atent licenses arc best understood as
civil scttlements in anticipation of possible ftigation.”'™ Technology transfer is just
not a central part of their story.

With each worldview, I think wc are each being internally consistent. But they
are different views with diffcrent foci. [ am focused on the invention—the patented
technology—and its efficient distribution through market exchange. Focusing on
the actual technology is different than focusing on the patent rights.'”! H&M talk
about the “patent rights” as the main focus. They talk dbout the “efficient
dissemination of patent rights” and a “patent licensing market.” That is quite
different from a healthy invention licensing market. And though this current debate
is ostensibly about a detailed discussion of computing a reasonablc rovalty, it is also
directly connected to a much bigger debate over the purpose and function of the
patent system.

IV. Conclusion

Recent scholarly work has highlighted problematic circular dynamics in the
use negotiated licensing agreements for patent damages. Much of the criticism is
well deserved. Most prior licensing agreements arc not indicative of the valuc of the
patented technology but are rather just attempts fo settle potential or actual
litigation, These are all ex post licenses. But the problems with ex post licenses does
nol mean that there are no licenses that have probative value for measuring a market
value for a patented invention. Ex ante licensing is different in kind. Where the
patentee is an innovator and is selling the technology to thosc that do not yet have it,
thosc licenses produce the sought after market-based valuation of the patented
invention relative to the available alternatives., Such acts not only provide more
reliable data for computing patent damages but those acts arc also the very ones that
should be supported and encouraged as forming the backbone of a patent system
that protects innovation.

"% Id at 127.
00 See Taylor, supra note 36, at 91-97.









