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2 Economists’ Take On I4i V. Microsoft 

Law360, New York (November 23, 2009) -- On Sept. 23, 2009, the U.S. Court of 
Appeals for the Federal Circuit heard oral arguments in Microsoft’s appeal of the jury 
verdict in the i4i v. Microsoft case in the Eastern District of Texas (i4i Limited 
Partnership and Infrastructures For Information Inc. v. Microsoft Corporation). 

In its questioning, the court (Judges Schall, Moore and Prost) took up several important 
issues on the appropriate standard for estimating damages. When issued, the Federal 
Circuit’s decision is likely to further clarify the standards required to prove damages in 
patent cases. 

The questions raised by the court are issues that are likely to be relevant in other patent 
infringement cases, and attorneys preparing for trial in patent infringement cases should 
consider these issues carefully. 

The patent at issue is owned by i4i and describes a method to edit Extensible Markup 
Language (XML) files. XML provides indicators (or tags) that are embedded in a 
document to denote how text is to be displayed. 

The technology in i4i’s patent may facilitate the editing of documents created in XML, 
and is one of the hundreds of features and capabilities in an XML editor. 

In 2003, Microsoft incorporated XML capabilities into versions of Word without charging 
a separate price for them. The jury found that Microsoft’s version of XML infringed the 
claims of i4i’s patent. 

I4i’s Damage Analysis at Trial 

I4i’s damages expert started his analysis by identifying a “benchmark” product, which he 
asserted was a competitive alternative to the full XML capability in Word. He identified 
the least expensive software package which provided XML capability: “XMetaL Author,” 
which had a list price of $499. 
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Applying an estimate of Microsoft’s profit margin (around 80 percent) to the XML list 
price, he determined that a company selling this benchmark software package would 
have earned $400 in gross profit on each unit sold. 

He then applied the so-called “25 percent rule,” according to which, he testified, “when 
an inventor allows someone else to use [his] invention, [he’ll] keep 25 percent of the 
profits from the [licensee’s] sale of that infringing product” (i.e., the inventor would 
receive a royalty equal to 25 percent of the profit on the infringing product). 

According to i4i’s damages expert, taking 25 percent of the estimated profit margin 
results in a reasonable royalty of approximately $100 per unit of any XML editor that 
utilized i4i’s technology. 

In summary, i4i’s equation for estimating damages is approximately: 

Reasonable Royalty = List Price of XMetaL x Microsoft’s Percentage Profit Margin x 25 
percent 

Reasonable Royalty = $499 x 80 percent x 25 percent = $100 

An additional adjustment reduced the reasonable royalty to $98. 

Plaintiff i4i also presented a survey expert at trial to address the extent of infringing 
usage of Word users, since not all uses of Word used the infringing XML capabilities. 
He estimated that about 2 percent (or two million) Word users used its XML capability. 

Total damages were estimated as $98 times the two million Word users who were 
estimated to have made use of the XML capability. 

During oral argument on the appeal, the plaintiff’s expert’s reliance on the benchmark 
product came under vigorously pointed questioning from the court, as did his use of the 
25 percent rule. 

The Price of the Benchmark 

During argument, the court seemed concerned by the assumption that just as many 
people would buy the XML capability at $500 as used it when it was a free feature in 
Word. 

Judge Moore, for instance, asked: 

"But you think a $500 software package for XML, which is only a tiny portion of the huge 
functionality offered by Microsoft Word, is a reasonable one-to-one substitute? You 
think that every person that bought and used Microsoft Word for an infringing use would 
have alternatively bought the $500 XML XMetaL product as an alternative, if Word did 
not offer that functionality? I mean, that’s totally irrational." 
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She later made the point: 

"I don’t disagree that some people are willing to pay $500. The problem is that your 
expert assumed that everyone who bought Word was willing to alternatively buy the 
$500 product. And we both know that not all those people are." 

Judge Moore expressed a reasonable concern. There did not appear to be evidence 
that the highly valued attributes of the software that allowed XMetaL Author to charge 
$500 per copy are due to its assumed embodiment of the inventions of i4i’s patent. 

Microsoft was probably addressing a different segment of potential customers of XML: 
customers who would not value XML enough to buy it as a separate product and did not 
need enhanced features. These customers would be attracted to Microsoft’s XML 
capability, but only at a low price. 

The court may have been more comfortable with a damage calculation based on, or 
closely related to, the actual price of Word rather than on the price for a product that 
appeared to be in a different market. 

As Judge Moore asked “Why didn’t [the damages expert] start with the cost of Word and 
then figure out how much of the value of Word is attributable to the XML patented 
technology?” 

Indeed, rigorous and widely used techniques may have been available to undertake 
such an analysis, notwithstanding i4i’s statement that the court’s suggestion would have 
been impractical. 

Other Damages-Related Issues Raised in the Hearing 

The judges raised several additional methodological issues as possible bases for 
excluding i4i’s damages testimony under Daubert (Daubert v. Merrell Dow Pharm. Inc.). 

As Judge Moore put it: 

"I think we are looking at it under Daubert. Should [i4i’s damages expert] have been 
allowed to offer this testimony or is his methodology flawed because he didn’t use the 
right equation and missed entire variables that should have been in there? Is that 
methodology so flawed to render it unreliable and therefore inadmissible under 
Daubert?" 

Several important economic issues, that have general applicability in the application of 
Daubert in patent cases, are relevant in the i4i case. 

The first of these is Microsoft’s contention that i4i did not “tie anything to the facts of the 
case,” pointing to such issues as the differences between the properties of the patented 
feature by itself and the nature and properties of the XMetaL product. 
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Microsoft claimed that these differences rendered the benchmark useless. 

Demonstrating that the Patented Technology Added Value 

Another interesting discussion during the oral argument had to do with the evidence that 
indicated that there was value to the patented feature. I4i’s brief cited some examples in 
which Microsoft touted the importance of incorporating XML capability into Word. 

In its oral arguments to the CAFC, i4i read several additional quotations from Microsoft 
documents such as: 

“Microsoft has truly embraced XML as a key component of our company-wide strategy 
going forward;” “Word 2003 will lead the way in delivering the benefits of XML to the 
desktop productivity customer,” and “we’re betting the farm on the XML revolution.” 

Such quotations are regularly used in reasonable royalty presentations in patent trials to 
persuade the jury of the importance of the patented technology at issue. 

Microsoft responded by asserting that these quotations describe the importance of all of 
the XML capabilities incorporated into Word, not merely the feature attributable to the 
far narrower invention in the patent. 

More importantly, however, at least one judge of the court has indicated, in a previous 
case (in the context of the entire market value rule), that much more substantive 
evidence may be needed to show that there is value in the patent (see Cornell 
University, and Cornell Research Foundation Inc., v. Hewlett-Packard Company. Judge 
Randall Rader, sitting by designation, holding that plaintiffs needed to provide “market-
wide evidence” of demand sensitivities and rejecting “generic” consumer demand 
information). 

Similar issues were raised in the CAFC’s discussion during oral arguments in the i4i 
case. Judge Prost noted that a survey could have been used to determine the demand 
for the patented feature and wondered whether the failure to ask such questions was a 
flaw in i4i’s methodology. 

Indeed, surveys are often used by companies developing marketing and pricing 
strategies for new products and in determining the value of various attributes of 
products. They could be applied to patent damages analysis, as suggested by the 
court’s question. 

The Use of the 25 Percent Rule 

The $98 royalty proposed by i4i is the result of both the high price of the “benchmark” 
and the use of the 25 percent rule. 
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The use of the 25 percent rule came up repeatedly in the discussions during arguments 
related to the admissibility of i4i’s damages testimony under Daubert. 

While the court may take this opportunity to finally declare the 25 percent rule as 
unreliable under Daubert, its ruling on the issue in this case is likely to be narrower. 

Microsoft argued that the rule was “improper” as the basis for an award. It went on to 
say that, even if the rule were proper, i4i’s use of the rule without taking into account the 
relative contribution of the inventions in i4i’s patent to the XML product was improper. 

I4i’s damages expert’s definition of the 25 percent rule, quoted above, demonstrates its 
fundamental problem: The definition does not make any reference to the value of the 
specific patented technology in establishing a royalty. 

This renders the so-called rule economically irrational, contrary to the claim of the 
attorneys for i4i. No rational business person would agree to license-in a technology for 
25 percent of the profits on its product if the technology only increased profits by 5 
percent. 

Similarly, a rational owner of that patent would not insist on a royalty equal to 25 percent 
of the profits from the sale of a product that may include its technology. 

A rational patent owner would recognize that the potential licensee would be better off 
without using the patented technology at a royalty rate higher than 5 percent of the 
profit. 

Of course, the converse is also true: if a patent is enabling and arguably brings more 
value to the licensee, then the licensee might be willing to pay more than 25 percent of 
its profit in licenses. 

The simplest manner to describe the irrationality of the rule is to consider the 
manufacturer whose product incorporates several patents owned by more than four 
different owners. 

If each owner, consistent with the “rule” and without regard to the value of the patented 
technology demanded 25 percent of the manufacturer’s profits on the product, 100 
percent of the profits would be allocated to patent owners. 

This is obviously an irrational result. While a negotiated royalty can be 25 percent (or 
more) of a manufacturers profits, such a determination must be made with respect to 
the specific value of the patented invention. 

The lack of a rational or theoretical basis for the rule means that it cannot be tested. If it 
cannot be tested then the testimony should fail to satisfy the requirement of Daubert 
that “it can be (and has been) tested.” 
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Conclusion 

The CAFC has been dealing vigorously with concerns about the quality evidence that is 
presented by damages experts. 

In recent cases it has addressed the appropriateness of licenses for “comparable 
patents,” the availability of the entire market value rule, and the interpretation of the 
Panduit test (Panduit Corp. v. Stahlin Bros. Fibre Works Inc.). 

The court may be reacting, in part, to concerns that damages in patent cases are 
unpredictable, that awards are not consistent with the value of the patented inventions, 
and that expert testimony is inadequately scrutinized by district courts before being 
presented to juries. 

The decision in the i4i case may address issues of suitable comparables, the use of 
unreliable techniques, and the need to bring more discipline and realism to damages 
testimony. 

A transcript of the damages-related portion of the hearing is available at 
www.nera.com/upload/Transcribed_all_WK_final.pdf. 

--By Dr. Alan Cox (pictured) and Dr. Mario Lopez, National Economic Research 
Associates Inc. 

Alan Cox (pictured) is a senior vice president and Mario Lopez is a consultant at NERA 
Economic Consulting, both in the firm's San Francisco, Calif., office. 
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