
Earlier this month, proposed legislation was introduced (as the Patent Reform Act of 2009) in the 

United States Senate and House of Representatives that, among other things, intends to enforce  

by statute the manner in which damages are to be calculated in patent infringement lawsuits.1  

On 3 March 2009, The Financial Services Roundtable, a trade group, issued a press release stating 

that the proposed legislation would “vastly improve the standard for calculating damages.”2  

On that issue, in our view the authors of the press release are wrong. 

In November 2007, we published a discussion on the damages provisions in the proposed patent 

reform legislation then being considered by Congress.3 The issues and concerns that we raised in 

2007 are still pertinent. In particular, we note:

•	 The	specific	language	relating	to	the	applicability	of	the	entire	market	value	rule—and,	 

for	that	matter,	much	of	the	public	debate	about	it—was,	and	remains,	misguided.	It	is	

inappropriate for a damages analyst first to determine a royalty rate and, in a separate, 

completely independent analysis, then determine the royalty base to which the royalty  

rate should be applied. Rather, the royalty rate and the royalty base should be determined  

through an analysis that recognizes their interdependence.

*  The authors are, respectively, Senior Vice President, Senior Vice President, Vice President, and Special Consultant at 

NERA Economic Consulting. The views expressed are solely those of the authors.

1 See S.515 and H.R.1260.

2 “The Roundtable Commends Chairman Leahy and Senator Hatch for Patent Reform Action,” Targeted News Service, 

3 March 2009.

3 “Assessing the Damages Provisions in the Patent Reform Act of 2007: A roundtable discussion with Phil Beutel,  

Alan Cox, and Bryan Ray, moderated by Marion Stewart,” NERA Working Paper, November 2007. A version of 

this paper has been published in Global Intellectual Property Asset Management Report, Volume 9, Number 12, 

December 2007. 
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4 We note that the proposed language for Sec. 284(c)(1)(C)—“Valuation Calculation”—is also misguided. Once 

one measures the “portion of the economic value of the infringing product or process properly attributable to the 

claimed invention’s specific contribution” over the infringer’s next-best available alternative, then one has measured 

the “value” of the invention. If measured properly, that value represents the most – as a lump-sum – that the 

infringer would pay for a license. It makes little economic sense to require that amount to be the royalty base, which 

apparently is what that proposed legislation intends. A royalty based upon the full value of the invention could be, 

for example, a percentage royalty rate calculated as that value divided by the volume of (expected) dollar sales. 

Alternatively it might be translated into a per-unit royalty by dividing the value of the invention by the expected 

number of unit sales. 

 Relative to the infringer’s next-best available alternative course of action, the use of a patented 

invention may permit it to earn additional profits by enabling a higher price, extra sales, reduced 

costs, or some combination thereof. That incremental value should be the basis for determining 

the entire	royalty	payment—e.g., as a lump-sum payment or for determining the royalty rate and 

the base to which the rate is applied.4

	 Furthermore,	the	framework	set	forth	in	the	proposed	legislation	(and,	for	that	matter,	in	

some	of	the	case	law	relating	to	the	entire	market	value	rule)	makes	little	economic	sense.	For	

instance, the proposed legislation stipulates that if: 

the claimed invention’s specific contribution over the prior art is the predominant 

basis	for	market	demand	for	an	infringing	product	or	process,	damages	may	be	

based	upon	the	entire	market	value	of	that	infringing	product	or	process.

 What does “the predominant basis” mean? In the real world, the contribution of a technology 

to	market	demand	is	seldom	a	“black-or-white”	or	“all-or-nothing”	matter.	Rather,	various	

technologies or product features may incrementally	contribute	to	demand—with	none	being	 

a “predominant” factor (however that is defined). Therefore, to ascertain the value of an 

invention requires that one ascertain this incremental contribution to demand (or its incremental 

cost-reducing effects). Indeed, several of the Georgia-Pacific	factors—e.g., factors 9, 10, 12,  

and	13—require	that	damages	experts	take	this	incremental	contribution	into	consideration.	 

In	our	view,	a	statute	that	may	be	interpreted	as	imposing	“black-or-white”	rules	will	likely	 

yield damages results that over-compensate some plaintiffs and under-compensate others,  

while	failing	to	adhere	to	the	economic	realities	of	the	marketplaces	in	which	those	 

companies compete.

 Similarly, the focus on the so-called “prior art” may be overly limiting. The infringer’s next-best 

available alternative course of action to the alleged infringement may not be to use the prior 

art—e.g., technology embodied in existing products or processes at the time the patent issued. 

Indeed, the earliest accused infringement may be much later than the date the patent was filed. 

Consequently, the infringer’s next-best alternative to using the patented invention may involve 

technologies that were available at the time of first infringement but not on the date that the 

patent was issued. It is not clear whether the proposed legislation’s sponsors intend to limit the 

available alternatives to the so-called “prior art” to restrict the alternatives that can be considered 

for purposes of the damages analysis. If so, for any particular case, this rule may be inconsistent 

with the economic realities that surround the assumed hypothetical negotiation that is the 

foundation of the determination of a reasonable royalty. As a result, such a rule may lead to a 

damage award far different from the true economic value of the patent at issue. 
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•	 The	proposed	legislation	is	silent	on	the	question	of	whether	the	royalty	should	be	determined	

on the basis of an assumed hypothetical negotiation between the parties. Furthermore, if that 

is	still	the	relevant	framework	for	determining	reasonable	royalties,	the	proposed	legislation	also	

is silent about the timing	of	that	negotiation—i.e., whether one should evaluate the economic 

alternatives available to the putative licensee at the time of first infringement or, perhaps, at 

some later date. As Alan Cox stated in our November 2007 discussion:

A	patent	is	often	issued	after	a	company	starts	making	a	product	that	incorporates	

a feature described in that patent. If the company’s alternatives are limited 

at the issue date due, for example, to high costs associated with switching 

technologies,	a	hypothetical	negotiation	framework	at	that	date	could	lead	to	a	

substantial damages claim, possibly in excess of any measure of the fundamental 

value of the patent. On the other hand, first infringement might occur at a 

much earlier stage of the product life cycle when switching costs may be much 

lower.	Speaking	generally,	incremental	value	over	prior	art	or	over	the	next	best	

alternative may change as a firm invests in learning how to put into practice the 

patented invention, in testing the patent’s efficacy, in determining the product’s 

attractiveness to consumers, and so forth. Without a clear indication as to the 

timing of the valuation in the current version of the patent reform bill, we have to 

guess how courts will deal with issues of timing. 

•	 Actual	arm’s-length	market-based	transactions	can	be	useful	indicators	of	a	reasonable	royalty	

for the use of a patented invention as contemplated in a damages analysis. However, effort must 

be	taken	to	ensure	that	an	actual	transaction	is	sufficiently	comparable	(or	adjusted	accordingly)	

to the one contemplated in the hypothetical negotiation pertinent to the damages analysis. To 

the extent the proposed legislation would serve to increase courts’ inquiries about proposed 

benchmark	transactions—i.e., to attempt to account for any relevant economic factor that might 

distinguish the circumstances surrounding those other transactions from the situation in the 

hypothetical	negotiation	between	the	parties	in	dispute—this	may	help	ensure	that	damages	

calculations are appropriately aligned with economic realities. However, we also believe that the 

current case law already imposes this burden on the damages expert.

In sum, the issues we raised in November 2007 remain the same. Existing case law already has 

evolved	to	encourage	economically	rational	damages	evaluations—calculations	designed	to	

measure the incremental contribution of the patented technology. It is not clear that the proposed 

legislation would pass even the most basic test of its desirability: to “do no harm” to the economic 

underpinnings	of	current	case	law.	We,	like	you,	will	stay	tuned	and	will	offer	further	commentary	

as appropriate. 
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