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In too many instances, patent infringement litigants
do not consider damages until it is too late to present
or defend against a damage claim effectively. Damages
experts often are retained late in the game, and given
inadequate guidance or support from counsel or the
retaining party. Financial discovery is left to the end,
when counsel may be juggling numerous other mat-
ters, including last minute depositions, technical expert
reports, and discovery disputes.

Failure to pay attention to damages until the eve of trial
can create serious pitfalls, for example, the belated real-
ization that the best possible recovery will be less than
what has already been spent on legal fees, or that techni-
cal proofs necessary to an effective damages defense have
not been obtained. Counsel should consider potential
damages in depth early on in the litigation, perhaps even
before filing a complaint, as the valuation of the suit will
have a profound impact on a party’s strategic decisions.

This article provides tips for presenting and defending
damages cases, including when to seek lost profits, how
to manage the involvement of damages experts, and spe-
cial considerations for damages in cases involving non-
practicing patent holders (e.g, patent holding companies).

35 U.S.C. § 284 Requires Full
Compensation of Losses Due
to Infringement

Damages in patent infringement suits are awarded after
a finding of infringement under 35 U.S.C. § 284, which

provides: “Upon finding for the claimant the court shall
award the claimant damages adequate to compensate for
the infringement, but in no event less than a reasonable
royalty for the use made of the invention by the infringer,
together with interest and costs as fixed by the court.”!
Courts have read this clause broadly, requiring that “ade-
quate damages should approximate those damages that
will fully compensate the patentee for infringement.”?

Thus, Section 284 sets the statutory floor: Even
when a defendant successfully challenges a claim for
lost profits, the patent holder may still be entitled to
recover reasonable royalties. However, it should be
noted that the patent holder must affirmatively prove
damages: If there were no lost sales or price erosion
attributable to the infringement, the patent holder can-
not recover lost profits. Similarly, if there is no demand
for or economic advantage attributable to the patent,
the patent holder may be unable to recover reasonable
royalty damages.

When to Seek Lost Profits

To recover lost profits damages, the patent holder must
establish, by a preponderance of evidence, that “but for”
the infringement it would have made the profits that were
lost.? Most patent holders pursue lost profits damages, as
that theory typically allows for a larger recovery than the
reasonable royalty floor established in Section 284. Lost
profits generally only are available, however, when the
patent holder is practicing the patent and the patented
and accused products are interchangeable in the market-
place in terms of price, characteristics, and marketing
channels.*

Lost profits can be based on lost sales, price erosion,
accelerated market entry, or some combination of these
factors. Damages are generally calculated as the loss of
incremental profits on the lost sales, according to the for-
mula: lost profits = lost sales — manufacturing cost of lost
sales — variable operating costs relating to the lost sales.’
The higher the variable costs, the lower the lost profits,
virtually guaranteeing that a battle of the experts will
ensue over the nature and the amount of those costs.®

Panduit Corp. v. Stahlin Brothers Fibre Works, Inc.
established a non-exclusive test for proving lost profits.
Under Panduit, the patent holder must establish:

1. There is a demand for the patented product;
2. There are no acceptable non-infringing substitutes;
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3. The patent owner had the manufacturing and mar-
keting capacity to exploit the demand; and

4. The amount of profit the patent owner would have
made absent the infringing conduct.®

The demand referenced in the first Panduit prong is a
demand for the patented feature, not a demand for the
product, which can be assumed based on the infringe-
ment. To assess that demand, one should ask what ben-
efit the invention provides and how customers value that
benefit.’

The value of a patented product is dependent on the
availability and cost of non-infringing alternate tech-
nologies. The second Panduit factor requires analysis
of substitutes on both the demand and supply sides. If
a patented product has many substitutes in the market-
place, the invention will have limited value, and there
will be minimal lost profits resulting from infringement.
Similarly, the patent holder would suffer no lost profits if
there were alternative technologies available to would-be
infringers if the patent holder were to raise its license fee
or make its technology unavailable, because the patent
itself did not lead to additional sales. If non-infringing
alternatives exist but are not perfect substitutes, it
becomes a matter for experts to assess the degree of sub-
stitution and thus the degree of lost profits damages.!?

A claim of lost profits is most likely to succeed when
the patent holder can bring forward evidence on all four
of the Panduit factors, that is, (1) in circumstances where
there is limited competition, (2) the patent holder has a
significant market share,'! (3) there are no non-infringing
substitutes for the patented product, or (4) the product is
well established and data is available for the periods prior
to and during the infringing activity.

Availability of Lost Profits When
the Patent Holder Does Not Produce
or Sell a Patented Product

Companies that choose to exploit their patents through
licensing or litigation rather than commercializing an
invention may not be able to collect lost profits damages.!?
The Federal Circuit addressed this question of whether
a patent holder must produce the patented invention in
order to recover lost profits in Rite-Hite Corp. v. Kelley
Co..’ The Court first noted that “[w]hether a patentee
sells its patented invention is not crucial in determining
lost profits damages.” In the next sentence, however, the
Court went on to observe: “Normally, if the patentee is
not selling a product, by definition there can be no lost
profits.”'* The Court pointed to Rite-Hite’s sales of the
patented products as justification for affirming the lost
profits award.'s

In King Instruments Corp. v. Perego, the District
Court awarded lost profits even though the patent

holder did not make or sell the patented invention, as
another of the plaintiff’s products directly competed
with the defendant’s infringing device.!® The defendant
appealed, arguing that lost profits should be given only
to one who makes or sells the patented device.!” The
Federal Circuit disagreed, noting that patent rights
are negative rights that do not depend on the exercise
of rights the patentee already possesses, such as the
right to sell the invention.'® Requiring exploitation
would force patent owners to accept a reasonable roy-
alty even when such an award would be inadequate
compensation.!

The Federal Circuit has established, however, that a
patent holder must sell something in order to successfully
claim lost profits.?’ In Poly-America, L.P. v. GSE Lining
Technologies, Inc., the Federal Circuit held that while
the recovery of lost profits is not limited to the situa-
tion in which the patentee is selling the patented device,
“the patentee needs to have been selling some item, the
profits of which have been lost due to infringing sales,
in order to claim damages consisting of lost profits.”?!
Holding companies, by definition, do not commercialize
the patents they own, and therefore Rite-Hite and Poly-
America limit their recoverable damages to reasonable
royalties.

The Statutory Floor: Reasonable
Royalties

Georgia-Pacific Corp. v. United States Plywood Corp.?
established 15 factors to be considered in determining a
reasonable royalty:

1. The royalties received by the patentee for the licens-
ing of the infringed patent;

2. The rates paid by the licensee for the use of compa-

rable patents;

The nature and scope of the license;

4. The licensor’s established policy and marketing pro-
gram;

5. The commercial relationship between the licensor
and licensee;

6. The effect of selling the patented technology in pro-
moting sales of other products of the licensee;

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

8. The established profitability of the patented product,
its commercial success, and its current popularity;

9. The utility and advantages of the patented invention
over previous products;

10. The nature of the patented invention, character of
the commercial embodiment produced by the licen-
sor, and benefits to users;

11. The extent to which the infringer has used the inven-
tion and any evidence probative of the value of
such use;
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12. The portion of the profit or selling price customary
in the business to allow for the use of the invention
or analogous inventions;

13. The portion of the realizable profit that should be
credited to the invention as distinguished from other
factors (e.g, non-patented elements, the manufactur-
ing process, business risks, or significant features or
improvements added by the infringer);

14. The opinion testimony of qualified experts; and

15. The amount that a prudent licensor (such as the patent
holder) and a prudent licensee (such as the infringer)
would have agreed on at the time the infringement
began if both had been reasonably and willingly try-
ing to reach an agreement.

The essential elements in these factors relate to profits
and precedents.”* The presence of substitutes also influ-
ences the reasonable royalty analysis: Substitutes on the
demand side limit what consumers would pay for the pat-
ented feature and, thus, what manufacturers would pay
to license the patent; competing technologies available on
the supply side would limit the royalty a licensee would
be willing to pay to the incremental profits it would earn
over those profits it would earn using the next-best avail-
able technology.?

The Transnational Implications
of the Supreme Court’s Ruling

in Microsoft v. AT&T

In April 2007, the Supreme Court reaffirmed “the gen-
eral rule that our patent law does not apply extraterritori-
ally” in Microsoft v. AT&T.>> While technically speaking,
Microsoft concerned itself with liability for infringement
under 35 U.S.C. § 271(f), this case has an obvious impact
on damages.

In Microsoft, it was undisputed that AT&T’s patent
claims covered a computer installed with Microsoft
Windows. Microsoft, however, shipped a master disk
to a foreign manufacturer who then made copies of the
software from the master and installed that software on
computers that it sold outside of the United States.

AT&T claimed that Microsoft’s activities constituted
infringement under Section 271(f), which prohibits the
export of a component that is later combined outside the
United States in a way that, had the combination occurred
inside the United States, would have constituted an
infringement. This law was enacted to plug the loophole
previously enjoyed by a manufacturer who made all the
components of an infringing machine and then shipped
them outside the United States to be assembled and sold.

The district court held Microsoft liable for infringement
and the Federal Circuit affirmed.?® The Supreme Court
reversed.”” In effect, Microsoft makes it such that there is
no liability for copying a master disk outside the United

States and installing that software on a computer that is
sold outside the United States. Infringement is avoided
under these circumstances, notwithstanding the fact that
copying a master disk and installing it on a machine, if
done in the United States, would have been an infringe-
ment. While the spirit of Section 271(f) seems to be
violated by such a finding, the Supreme Court found
that the law simply does not cover this circumstance. The
Court held that the Windows software in the abstract
was not a component. To be a component, the software
had to be expressed as computer-readable copy. The
Court then noted that the copies of the software shipped
overseas (“golden masters”) were not the actual compo-
nents combined with the computers. Rather, it was copies
of the golden masters that were installed. Recognizing
the loophole created by this ruling, the Supreme Court
invited Congress to act.

Assuming that the patentee chooses not to (or cannot)
sue in the foreign jurisdiction, damages in such cases will
be limited to computers or software made, used, or sold
in the United States. This may, in some instances, sub-
stantially reduce the damages or even dispose with the
desire for a patent holder to initiate a lawsuit if the only
infringement occurs overseas under Microsoft v. AT&T.

Information That Should
Be Obtained to Support
a Damages Claim

Panduit and Georgia Pacific provide guidance on the
types of information necessary to establish a dam-
ages case. Documents may be available from numerous
sources, including the parties to the litigation; custom-
ers; the relevant industry; governmental and regulatory
agencies and filings; market, consumer, or product
reviews; consumer and industry surveys; related patents;
and previous litigation. During discovery, information
should be gathered relating to:

1.  Manufacturing capacity. Relevant information may
include current and/or past production levels; past
manufacturing expansions; plans for future growth;
and financing. Counsel also should consider other
market entry barriers, such as regulatory require-
ments or technologic hurdles.

2. Sales. Relevant information may include present
and past sales data and volumes; existing relation-
ships and contracts; geographic coverage; actual or
potential competitors; distribution channels; the size
and nature of the sales force; and plans regarding
product launch, marketing, and promotion. Counsel
should seek information necessary to calculate the
portion of the realizable profit that may be credited
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to the invention, as distinguished from non-patented
elements, marketing and promotion efforts, or fea-
tures or improvements added by the infringer. When
determinable, the effect of selling the patented device
in promoting sales of other products may be useful
in establishing derivative or collateral sales.

3. Financials. Relevant information may include work-
ing capital and financial capacity; audited and
unaudited financial statements, including product
line profit and loss (P/L) statements; pricing, includ-
ing price erosion, marketing information, the patent
owner’s actual and lost sales, and price elasticity;?®
costs, including incremental costs; market share;
profits, including incremental profits; the potential
to raise prices in the absence of infringement; and
derivative or collateral sales.?

4.  Product. Relevant information may include the nature,
characteristics, or advantages of the product; the
availability of non-infringing substitutes in the mar-
ket; comparable products; competing and potentially
competing products; demand for the product, includ-
ing whether the demand is linked to the patented
feature; consumer and industry reaction; profitability,
commercial success and current popularity of the pat-
ented product; and derivative and collateral products.

5. Non-infringing alternatives. Relevant information
may include marketing, price, and volume histories
of such alternatives; information indicating the
economic equivalence of the alternatives, including
consumer acceptance; or information necessary to
determine market shares.

6. Licensing. Relevant information may concern existing
licenses for the product and equivalents, such as royalty
rates; the duration, nature, and scope of the license;
or other unique licensing terms. The licensor’s estab-
lished licensing policy and marketing program also are
important; as is evidence of previous (failed) negotia-
tions between the parties. When available, information
regarding licenses and royalty rates for other products
in the same market also may be valuable.

The information listed above is necessary to establish
the Georgia Pacific and Panduit factors, and will facilitate
development of the damages expert’s report.

Involve Damages Experts
Early to Enhance the
Comprehensiveness of Proof
Available at Trial

Involving an economic expert early on in the timeline
of the case provides a litigator with numerous benefits,

including efficient and effective assistance with discov-
ery; more information on which to base strategic dam-
ages decisions; cost/benefit analysis at an earlier stage;
better defined work scope; a higher quality report (that
is filed in a timely manner); and enhanced efficiency.
Early involvement also benefits the expert, in terms of
the ability to plan for work, increased flexibility regard-
ing resources, improved quality of analyses and opinions,
and better defined work scope. Frequently, however, par-
ties do not engage the damages expert until nearly the
close of discovery, either because of the perception of
higher fees or a desire to avoid an unnecessary expense if
the case ultimately settles.

A damages expert may assist counsel during discovery
by locating and reviewing financial information, advising
counsel regarding discovery requests, supporting prepa-
ration for depositions and developing follow-up requests,
and identifying Section 30(b)(6) issues and exhibits. An
expert also may be uniquely suited to interview employ-
ees with financial or marketplace knowledge. Counsel
and expert should examine multiple theories, such as
varying royalty rates or a combination of lost profits
and reasonable royalties. If the expert employs a simple
equation in such determinations, counsel should con-
sider explaining that equation at trial, thereby providing
the fact finder with options other than simply choosing
between the parties’ damages calculations.

The expert also may be useful during trial preparation
in developing exhibits and demonstratives, identifying
documents, and assisting with the preparation of factual
and technical expert witnesses. Soliciting input from the
expert may be of particular importance in preparing for
cross-examination of opposing witnesses, as the expert
may help identify pertinent documents, develop ques-
tions, and provide advice for challenging the opposing
expert’s methods, opinions, and assumptions.

Warning. Because a testifying expert is not protected
by privilege, fact and opinion work product provided to
the expert is discoverable.’® However, the privilege does
protect the work product of nontestifying experts serving
in the limited capacity of consultants to an attorney.’!
There can be significant benefits derived from employ-
ing a nontestifying (or “Kovel”) witness, including fewer,
better prepared discovery requests; reduced intrusion on
the client for documents and information; expertise in
identifying and reviewing damages-related documents;
better case organization; more careful development of
facts and issues; cost efficiency; and increased control
over the testifying expert, as issues and potential problem
areas could be identified beforehand, resulting in a more
focused exchange of data, and better direction of the
testifying expert’s efforts.’? In addition, the nontestifying
expert can explore multiple theories or develop worst-
case scenarios without risk of waiving the privilege.

4 IP Litigator

MAY/JUNE 2009



Tips for Defending
a Damages Case

The most basic way to defend a damages case is
to challenge the opposing expert’s methods, assump-
tions, opinions, and/or results through “vigorous cross-
examination.”* Such challenges typically go to the
weight to be given to the evidence, however, not its
admissibility. Even so, courts have excluded opinions
under Rule 702 and Daubert where experts guessed,
failed to do any analysis or investigation of the facts and
data, had no industry knowledge of reasonable royalties,
relied on the untested opinion of other experts, or where
the analytical gap between the data and the opinion was
too great.’* As discussed above, cross-examination can
be particularly effective if counsel utilizes its experts in
preparing to challenge the patent holder’s theories and
assumptions. Factors to consider include the expert’s
methodology, the presence of analytical gaps between
the data and the expert’s opinion, comparable licenses,
peer review of an expert’s analytical models, published
analysis regarding the expert’s theories, lack of prior
patent infringement damages experience, and sufficiency
of the evidence.®

Specific Considerations for
Defending a Lost Profits Claim

Just as Panduit provides a guide to patent holders
seeking to prove lost profits, it also delineates potential
challenges to be made by the defendant, such as chal-
lenging the assumption that the patent holder would have
captured all of the infringer’s sales by showing there were
non-infringing alternatives. Similarly, if there was a non-
infringing alternative available at the time of the infringe-
ment, a defendant that unknowingly infringed the patent
may not be liable for lost profits damages as it could have
avoided liability by employing the alternative. Some defen-
dants have argued that customers would have bought their
product even if the infringing product had not contained
the patented feature due to the defendant’s name and
reputation; however, this defense has not been particularly
successful and should be employed with caution.

The Panduit Factors

Panduit suggests a number of ways to limit lost profit
damages, including showing that: (1) the demand was
not due to the patented feature, for example by surveying
the infringer’s customers; (2) the patent holder did not
have sufficient manufacturing and/or marketing capacity
to make all of the infringer’s sales; (3) the patent holder’s
costs are variable, and would increase with production
volumes; or (4) non-infringing substitutes are present in
the market and the patent holder would have captured a
more limited market share as a result.

Grain Processing and the Availability of
Non-Infringing Substitutes

The Federal Circuit recognized a more complete defense
based on the presence of non-infringing alternatives
in Grain Processing Corp. v. American Maize-Products
Co.* The defendant argued that it would have sold the
product without utilizing the patented technology, had it
been aware of the infringement. The Court recognized
that reconstructing the “but for” market requires consid-
eration of alternative actions the defendant foreseeably
would have undertaken had it not infringed.’’ In such
circumstances, the rational would-be infringer would be
likely to sell an acceptable noninfringing alternative, if
such was available, rather than leaving the market.

To provide a successful defense, the alternative must be:
(1) available or on the market at the time of infringement;
(2) acceptable; and (3) non-infringing.’® In addition, the
infringer must demonstrate its ability to overcome hur-
dles required in producing the product, be they technical,
regulatory, operational, distributional, or financial.

In Grain Processing the Federal Circuit held that an
undeveloped alternative process was “available,” based on
evidence that the sole reason the infringer had not used
the alternative process rather than the patented process
was economic.® In reaching this conclusion, the Court
noted that the materials for use in the alternative process
were readily obtainable, the effects of the materials used
in the new process were well-known, and the company
had the necessary equipment, know-how, and experience
to employ the alternative process had it known it would
otherwise be infringing the plaintiff’s patent.** Further,
the Federal Circuit affirmed the district court’s damages
award, finding that the difference in production cost
between the infringing and alternative processes effec-
tively capped the reasonable royalties award.*!

The Infringer’s Name and Reputation
as a Defense

In Datascope Corp. v. SMEC, Inc.,* the defendant
argued that customers would have purchased its device,
even if that product did not infringe the patent, due to
the defendant’s brand recognition. The Federal Circuit
rejected the argument because the patent represented a
significant advance in the technology and the medical
market inevitably would have preferred the improved
device.® The Court’s decision left open, however, the
question of whether the argument could succeed if the
patented improvement was not significant.*

A District Court considering the same question found
that Datascope required it to consider whether loyalty to
the defendant’s brand name could overcome the infer-
ence that consumers purchased the product because of
the patented features.* After evaluating why custom-
ers purchased the product from the defendant and the
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defendant’s marketing efforts, the court found that the
defendant’s entry into the market was not critical to most
of the plaintiff’s sales, and thus could not refute the pat-
ent holder’s lost profits claim.

Proving Entitlement
to Injunctive Relief

The recent decision of the US Supreme Court in eBay
Inc., et al. v. MercExchange, L.L.C.,* raises important
issues regarding injunctive relief that may impact the
way damages claims are presented. In eBay, the Supreme
Court held that a patent holder must prove entitlement
to injunctive relief,¥® thereby overturning the Federal
Circuit’s long-standing “general rule that courts will
issue permanent injunctions against patent infringements
absent exceptional circumstances.”® In particular, the
Supreme Court held that the following four factors must
be weighed in considering whether the patent holder has
proven entitlement to a permanent injunction: (1) irrepa-
rable injury suffered by the patent holder; (2) inadequacy
of legal remedies such as monetary damages to redress
the harm; (3) the balance of hardships as between the
parties; and (4) the public interest.>

As a policy matter, the eBay decision comes as a vic-
tory for some factions that claim injunctive relief has
been granted too liberally in patent cases. The most vocal
critics are large software companies such as Microsoft,
which argue that some intellectual property holding
companies, pejoratively referred to as “patent trolls,”!
are holding the industry hostage by threats of large dam-
ages awards and injunctions.

As a practical matter, the decision imposes obligations
of proof (and disproof) on litigants that likely will fall
on the shoulders of the damages experts. The issues of
irreparable harm and adequacy of monetary damages
will clearly dovetail with whatever theories and proof are

advanced in support of a damages award. Regardless of
whether the same expert or separate experts are address-
ing these issues, care must be taken to avoid inconsis-
tencies. In addition, as with damages theories, parties
should consider early in their cases how they will deal
with the injunction issue, so as to ensure that necessary
discovery is taken.

Conclusion

The suggestions in this article are intended to help par-
ties prepare a damages claim or defense. Relevant factors
for lost profits and reasonable royalty damages are set
forth in Panduit and Georgia Pacific, respectively. These
cases not only establish the necessary elements, but also
guide counsel in challenging a damages claim. Counsel
should utilize the damages expert in as many facets of
the litigation as are feasible, but in particular shaping
discovery requests and analysis of opposing experts’
assumptions, methodology, and opinions.

By involving a damages expert early, counsel will be
better prepared not only for the damages portion of trial,
but also to make sound strategic decisions throughout
the litigation. Use of a nontestifying witness provides
particular advantages, as doing so allows a party to
explore multiple theories and develop the best arguments
available without waiving privilege and work product
protections.

Finally, as with damages, litigants should give early
consideration to how they will prove or disprove the
patent holder’s right to permanent injunctive relief. Now
that the Supreme Court has clarified that patent hold-
ers must affirmatively prove entitlement to a permanent
injunction, counsel and the damages experts have addi-
tional issues to consider in taking discovery and present-
ing a coherent and consistent case.
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