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The Rule of Law Overrules the Rule of 
Thumb
Robert P. Schweihs

Economic Damages Insights

A popular rule of thumb formula often used by analysts to establish a baseline 
royalty rate for a patent has been discredited by the Federal Circuit in a recent patent 

infringement case. Individuals who previously relied on that rule of thumb should 
consider alternative methods to arrive at a reasonable royalty rate. This discussion 

describes the rule of thumb and the alternative methods to measure economic damages 
in a patent infringement case.

introduction
In certain types of patent infringement litigation, 
courts expect to hear evidence of what royalty rate 
would have been reached, hypothetically, if no 
infringement had occurred.

Courts want to know because a recognized rem-
edy that is available for patent infringement is an 
amount “in no event less than a reasonable royalty 
for use made of the invention by the infringer.”1 

Reasonable royalties have become the predominant 
measure of damages awarded in patent infringement 
cases.2

In the recent Uniloc decision,3 the court ruled 
that, as a matter of Federal Circuit law, the 25 per-
cent rule of thumb is a fundamentally flawed tool 
for determining a baseline royalty rate in such a 
hypothetical negotiation.

Analysts who value patents often are asked to 
analyze something similar to what the court wants 
to hear in certain patent infringement cases: the 
royalty rate that would have been reached between 
a hypothetical willing licensee and a hypothetical 
willing licensor.

Analysts are accustomed to rules of thumb. This 
discussion explains the 25 percent rule of thumb, 
methods available for measuring patent value, and 
alternative remedies available to measure economic 

damages from patent infringement when the 25 per-
cent rule of thumb is not allowed.

thE UniloC casE
Uniloc accused Microsoft of, among other things, 
infringing on its patent. Uniloc’s patent was allegedly 
used in Microsoft Office and Windows products to 
securely identify whether the user of the software 
had a valid license.

The patent’s technology was used in Microsoft’s 
“Product Key,” and the Product Key was valued 
by others to be worth anywhere between $10 and 
$10,000.

Uniloc’s expert accepted the low end of that 
value range, applied the 25 percent rule of thumb 
and concluded that the plaintiff was damaged in 
the amount of $2.50 for each of the 225,978,721 
licenses of Office and Windows that were sold (at an 
average price of $85 each).

Therefore, the total lost royalty amount was 
$564,946,803, according to Uniloc’s expert. At trial, 
the jury awarded to Uniloc damages in the amount 
of $388,000,000.

On appeal, the Federal Circuit ruled that the 25 
percent rule of thumb was arbitrary, unreliable, and 
irrelevant. The Federal Circuit stated that the 25 
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percent rule of thumb failed to pass muster under 
Daubert and tainted the jury’s damages calculation.

The appellate court threw out the jury’s award 
and ordered a new trial on the amount of the dam-
ages.

thE 25 pErcEnt rulE oF thuMb
The basic concept of this rule of thumb is that the 
hypothetical buyer (for purposes of this discussion, 
the “manufacturer”) and hypothetical seller (for 
purposes of this discussion, the “patent owner”) 
of the patent should share in the economic benefit 
generated by the product that incorporates the pat-
ent. The principle is that the parties agree to go into 
business together and to split the profits (in some 
percentage) that the business generates.

In some situations, the rule of thumb is also 
known as the “industry norm,” having evolved from 
actual transactions. Rules of thumb usually have as 
their foundation historical observations (which can 
no longer be specifically identified and analyzed) of 
the behavior of participants (i.e., a patent owner and 
a manufacturer) in actual transactions.

If the manufacturer offers to pay the patent 
owner 25 percent of the profits from the sale of the 
product that incorporates the patent (leaving 75 
percent of the profit for the manufacturer) and the 
patent owner agrees, then the parties have followed 
the 25 percent rule.

Of course, a profit split of 25 percent is not the 
same as a royalty rate of 25 percent.

While the parties may have agreed to the 25 
percent figure for the profit split percentage, royalty 
rates normally are not applied against an operat-
ing profit figure. They’re typically applied against a 
revenue figure.

If the projected revenue figure is $100 and the full 
absorption cost to produce the product is $80, then 
the operating profit would be $20.

If the 25 percent rule is applied to that measure of 
profit, then the royalty would be $5 (i.e., 25 percent 
“split” of the $20 profit), which is 5 percent of revenue. 
In this simple example, the 25 percent rule of thumb 
generates a reasonable royalty rate of 5 percent.

By agreeing to a 5 percent royalty rate based on 
revenue rather than 25 percent of profit, the patent 
owner does not have to be concerned about how 
the full absorption cost to produce the product is 
measured on an ongoing basis by the manufacturer.

When auditing the license agreement in the 
future, it is easier for the parties to agree on the 
amount of the revenue against which the agreed-
upon royalty is charged than it is to agree on the 
amount of the profit.

The economic benefit to which the 25 percent rule 
has usually been applied is the net operating profit 
generated by the product that incorporates the patent. 
The 25 percent rule can be applied in either (1) a lost 
profits context or (2) a cost-savings context.

In the previous example, the new revenue gener-
ated by the product incorporating the patent was 
$100 and the expected operating profit was $20. If 
the patent will reduce the cost to produce the prod-
uct by $20 and the product will generate revenue 
of $100, then the 25 percent rule suggests the same 
royalty rate of 5 percent of revenue.

The 25 percent rule is appealing because it 
appears to be a relatively simple arrangement.

A 25 percent rule of thumb, while simple in 
concept, may be hiding important details that differ-
entiate the circumstances of a particular 25 percent 
negotiated transaction from the circumstances of 
the case in litigation.

rulEs oF thuMb
In some situations, rules of thumb (or industry 
valuation formulas) are considered for purposes of 
arriving at the consideration to be paid to the pat-
ent owner when transferring or licensing ownership 
interests.

If a rule of thumb is widely disseminated and 
would commonly be referenced by market partici-
pants in a particular negotiation, then it probably 
should not be ignored by the analyst.

To the extent the 25 percent rule of thumb is rec-
ognized in a particular industry as compensation for 
patented technology, it is likely that prior to com-
mencing the negotiation both sides will have already 
privately applied this rate to make a preliminary 
calculation. If a widely recognized rule of thumb was 
ignored by the analyst, then the analyst’s knowledge 
of the industry and of market participants may be 
questioned.

When a rule of thumb is recognized in a particu-
lar industry, it becomes a self-fulfilling indicator of 
value because it becomes the source for the rates 
found in guideline transactions. Guideline transac-
tions are an important source of information to be 
considered by royalty rate analysts.

While rules of thumb offer ease of calculation, 
they obscure much important detail. They fail 
to differentiate either operating characteristics or 
assets from one company to another. They also fail 
to differentiate changes in conditions for companies 
operating from one time period to another.

When a valuation analysis includes a reference 
to a rule of thumb, the rule of thumb is usually 
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cited as supporting evidence rather than primary 
evidence.

patEnt valuation approachEs
The valuation of a patent is typically based on the 
three generally accepted valuation approaches: (1) 
the cost approach, (2) the market approach, and (3) 
the income approach.

The cost approach is based on the basic eco-
nomic principle that an investor will pay no more 
for a patent than the cost to construct a patent of 
equal utility.

The identification and analysis of equilibrium 
prices for guideline patents provide important evi-
dence when applying the market approach.

In the income approach, the value of the subject 
patent is the present value of the expected income 
to be earned from either the operation or the license 
of the patent.

When applying the income approach, there are 
a number of methods that the manufacturer and 
the patent owner may consider when measuring the 
value of the patent. These income approach meth-
ods include the following:

1. Methods that quantify incremental levels 
of economic income (i.e., the manufac-
turer will enjoy a greater level of economic 
income by using the patent as compared to 
using an alternative technology)

2. Methods that quantify decremental levels of 
economic costs (i.e., the manufacturer will 
incur a lower level of economic costs—such 
as capital costs or operating expenses—by 
using the patent as compared to using an 
alternative technology)

3. Methods that estimate a relief from a hypo-
thetical royalty or rental payment (i.e., the 
amount of a royalty or rental payment that 
a manufacturer would be willing to pay to a 
third party in order to obtain the use of—and 
the rights to—an alternative technology)

4. Methods that quantify the difference in the 
value of the overall business enterprise—or 
similar manufacturer business unit—as the 
result of using the patent (and using it in 
the business enterprise), as compared to 
not being able to use the patent (and not 
using it in the business enterprise)

5. Methods that estimate the value of the pat-
ent as a residual from the value of an overall 
business enterprise (or of a similar econom-
ic unit), or as a residual from the value of 
an overall estimation of the total intangible 

asset value of a business enterprise (or of a 
similar economic unit)

In the Uniloc decision, the Federal Circuit  
rejected the application of the 25 percent rule of 
thumb, which is a derivation of the profit split 
method (i.e., the first method described above). In 
that case, the Federal Circuit was more interested 
in an analysis of the royalty payment that would 
have resulted from a hypothetical negotiation (i.e., 
a derivation of the third method described above).

In the context of a patent infringement, it may 
be instructive to consider these patent valuation 
approaches and methods before selecting the appro-
priate method to measure the economic damages 
attributable to the patent infringement.

However, an award of economic damages attrib-
utable to the alleged patent infringement is only 
one available remedy for patent infringement. The 
analysis of economic damages attributable to the 
alleged patent infringement should be prepared 
based on the facts of (and claims alleged in) the 
litigation and may be different than the analysis of 
the patent’s value.

rEMEdiEs For patEnt 
inFrinGEMEnt

Many issues may be litigated between a patent 
owner and an alleged infringer before the issue of a 
reasonable royalty rate is considered.

First, the plaintiff has to establish that it has 
ownership rights to the technology. Second, the 
plaintiff has to prove that those ownership rights 
have been infringed upon by the defendant. Third, a 
remedy is required to cure the infringement.

Remedies should compensate for past infringe-
ment, prohibit future infringement, and deter 
infringement from occurring in the first place. There 
isn’t any one particular remedy that is appropriate 
for all patent infringement claims. In most patent 
infringement cases, several claims are asserted by 
the plaintiff and each claim may require a separate 
remedy and, perhaps, a separate measurement of 
economic damage.

In some situations, the alleged infringer may be 
able to remedy the situation by voluntarily ceas-
ing the alleged misbehavior. If that remedy is not 
acceptable to the patent owner, then the patent 
owner may file legal action requesting:

1. an injunction against further use by the 
defendant and/or

2. the payment of the amount of economic 
damages suffered by the plaintiff.
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The damages analyst should have an understand-
ing of (1) when the alleged infringement began and 
(2) when the alleged infringement began to result 
in damage to the patent owner. The economic dam-
ages analyst also should have an understanding of 
(1) when the alleged infringement ended (if it has 
already ended) and (2) when the alleged infringe-
ment no longer resulted in economic damage to the 
patent owner.

The period during which the alleged infringe-
ment took place (the “infringement period”) and 
the economic damages period may be two different 
time periods. The economic damages period extends 
between (1) the date the alleged infringement began 
to result in economic damage to the patent owner 
and (2) the date the alleged infringement no longer 
results in economic damage to the patent owner. In 
some cases, the economic damages period is expect-
ed to continue beyond the date of trial.

Often, the appropriate measure of economic 
damages is the amount that would be required to 
put the plaintiff in the same economic position it 
would have occupied had the alleged infringement 
not occurred. The financial position the plaintiff 
would have occupied had the alleged infringement 
not occurred is measured and compared to the 
financial position that the plaintiff otherwise occu-
pies.

Economic damages usually are compensato-
ry (and not exemplary or punitive) in nature. 
Exemplary damages usually are applicable in rare 
cases of willful misbehavior. Exemplary damages are 
meant to punish the infringer and so they award the 
patent owner more than the amount that would be 
required to put the plaintiff in the economic posi-
tion it would have otherwise occupied.

In some contexts, disgorgement of defendant’s 
profits might be the remedy that is sought. When 
the plaintiff alleges that its patent was infringed 
upon because the plaintiff was fraudulently induced 
into entering into an agreement, for instance, dis-
gorgement may be the appropriate remedy.

The general perspective taken by the economic 
damages expert is to assume that alleged infringe-
ment occurred and to assist the court in determin-
ing the appropriate amount of compensation for the 
plaintiff without undercompensating or overcom-
pensating the plaintiff. Both undercompensation 
and overcompensation lead to distortions that the 
court prefers to avoid.

Undercompensation
If the court undercompensates the patent owner, 
then the award is viewed as nothing more than a 
slap on the defendant’s wrist. Undercompensation 

encourages infringement and “free riding” on some-
one else’s efforts and investments.

Free riding by an infringer occurs when the pat-
ent owner is not compensated for the investments 
made by the patent owner. In addition to creating 
the idea and legally protecting it, in many situations 
the patent owner has made significant investments 
to establish demand and to increase demand for the 
product.

Those investments may give rise to benefits of 
a technical or marketing nature that accrue to the 
patent owner. Those investments may benefit future 
licensees who do not have to make the same invest-
ment but reward the patent owner with a higher 
royalty for having made those investments.

From a public policy perspective, undercom-
pensation reduces innovation, reduces the social 
benefit of publicly sharing ideas and, potentially, 
reduces small business job creation.

Overcompensation
On the other hand, damage awards that overcompen-
sate the patent owner discourage advancement by 
technology-dependent companies because it restricts 
the freedom those companies need to practice.

When patent owners are overcompensated by 
the courts, technology-dependent companies may 
invest more than the optimal amount (1) in inves-
tigating alternative technologies and (2) in design 
around technology. Overcompensation deters com-
petition and encourages litigation.

If the manufacturer has made significant invest-
ments to prove the product or process and is then 
accused of infringing on a patent that has benefited 
from those investments, this could lead to the “hold 
up” problem.

In this situation, the strength of the negotiating 
position of the patent owner has improved and the 
patent owner is in a position to expect a royalty in 
an amount that might be greater than it would have 
been without the manufacturer’s investments.

Finally, while both undercompensation and over-
compensation lead to distortions, the court’s rem-
edy should be in an amount “in no event less than 
a reasonable royalty for use made of the invention 
by the infringer.”

When the amount of the remedy is equal to or 
less than the amount that the patent owner and 
the infringer would have reached had there been 
no infringement, then the patent owner feels like it 
has been in a coin toss with the infringer where the 
infringer sets the odds: “heads I win, tails you lose.”

Nevertheless, the independent economic dam-
ages expert is charged with measuring the economic 
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damages associated with the infringement without 
undercompensation or overcompensation.

While there are a variety of factors to consider 
before selecting the appropriate approaches and 
methods to apply, economic damage is often mea-
sured based on either (1) lost profits or (2) a reason-
able royalty. The measurement method depends on 
whether the patent owner already offers a product 
that competes with the alleged infringer.

EconoMic daMaGEs basEd 
upon lost proFits

Patent holders who are in the marketplace and 
already sell a product that competes with the alleged 
infringer’s product typically will apply the lost prof-
its measure. In this case, the economic position of 
the plaintiff is measured based on profits lost as a 
result of the alleged infringement.

When the patent holder and the alleged infringer 
are competitors, the economic damages analysis 
usually will consider what have been called the 
“Panduit factors.”4

The four Panduit factors considered by the ana-
lyst are as follows:

1. The demand for the patented feature of the 
product

2. Acceptable noninfringing alternatives

3. The patent owner’s capacity to manufacture 
and market the infringing product

4. The reasonableness of achieving the “lost” 
profits

Inevitably, simplifying assumptions are neces-
sary to begin to identify relevant factors to consider 
when measuring economic damages based upon lost 
profits.

For instance, let’s assume that there are going to 
be only two competitors in the marketplace: (1) the 
patent owner and (2) the licensee (i.e., the infring-
er). Quantifying lost profits from lost sales may not 
be controversial if the following statements are true:

1. The patent owner’s “but for” price per unit 
to the infringer’s customers would have 
been the same as the price charged by the 
infringer.

2. The performance and features of the prod-
uct produced by the patent owner and the 
infringer are the same.

3. The patent owner’s per unit historical costs 
to produce and sell best represents the 
costs that the patent owner would have 
incurred to produce the “but for” units.

When these statements don’t hold true, the 
analysis becomes more complex. For example, using 
a higher (or lower) “but for” price per unit than 
the actual price charged may require an analysis 
of whether fewer (or more) units would have been 
sold.

If there are more than two competitors in the 
market at least one of whom is not infringing, then 
the presence of technologies that are available as an 
alternative to the patent may be difficult to ignore.

In this case of multiple competitors, the econom-
ic damages analyst may consider the market poten-
tial of the invention outside of the patent owner’s 
use of the patent and outside of the infringer’s use of 
the patent. The lost profits analysis should consider 
whether the alleged infringer could have been able 
to adapt an acceptable noninfringing alternative to 
compete with the patent owner rather than leave 
the market altogether.

For example, when there are multiple competi-
tors, the analyst may consider the following factors 
from the perspective of an alternative owner/user 
(e.g., hypothetical willing seller/buyer) of the patent:

1. A different market definition or market size 
for an alternative owner/user of the patent

2. Different alternative/competitive uses to an 
alternative owner/user of the patent

3. The patent’s ability to create inbound/out-
bound license opportunities to an alterna-
tive owner/user

If there are alternative technologies available 
that are a close substitute to the patent, then the 
infringer, in a hypothetical negotiation, would assign 
little or no value to the patent. At the other end of 
the range, if the patent owner insisted on too high 
a license fee for the technology because there was 
no close substitute, then the economic incentive 
for the infringer to produce the product may not be 
attractive and would not produce new revenue.

For the lost profits analysis, it may not be 
appropriate to assume that all of the sales actually 
generated by the allegedly infringing product (in 
hindsight) would have been enjoyed by the patent 
owner because of limitations of the patent owner’s 
marketing or manufacturing capacity.

The lost profits analysis also should take into 
consideration the possibility that infringing compe-
tition can reduce a patent owner’s profits in a num-
ber of ways. Infringing products may be diverting 
sales from the patent owner’s product, eroding the 
patent owner’s sales price, and causing the patent 
owner to lose profits from derivative or convoyed 
nonpatented products.
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The economic damages associated with a lost 
profits remedy is usually a lump-sum payment to 
the plaintiff for the infringement that took place 
prior to the trial plus either (1) an injunction pre-
venting future infringement or (2) a royalty for 
future use of the patent.

EconoMic daMaGEs basEd upon 
payMEnt oF a rEasonablE 
royalty

If the patent holder does not sell a competing prod-
uct, then the reasonable royalty remedy usually is 
applied. In this situation, the award provided to the 
plaintiff is the payment by the defendant of a royalty 
for past and future use of the patent.

In order to arrive at a reasonable royalty, the 
analysis will typically consider what have been 
called the “Georgia-Pacific factors.”

Over 40 years ago, the court in the Georgia-
Pacific5 decision described the factors that would 
be considered in a hypothetical negotiation between 
the parties. Those factors include the following:

1. Royalties received by the patent owner 
from licensing the patent to others

2. Royalties paid for the use of other guideline 
patents

3. The nature and scope of the hypothetical 
license (e.g., exclusive or restrictive)

4. The patent owner’s established policies 
regarding maintaining the patent monopoly

5. The commercial relationship between the 
patent owner and the hypothetical licensee

6. The extent of derivative or convoyed sales 
of nonpatented products by the patent 
owner and the hypothetical licensee

7. The expected remaining life of the patented 
technology and the hypothetical license

8. The established profitability of the infring-
ing product and its current popularity

9. The utility and advantages of the patented 
product over alternatives

10. The benefits to users of the product

11. The value of the infringed product to the 
infringer

12. The customary profit split or royalty for use 
of analogous inventions

13. The portion of the profit attributable to the 
invention as distinguished from significant 
features or improvements added by the 
infringer

14. Opinion testimony from qualified experts

15. The amount that the parties would have 
agreed upon in good faith such that the 
infringer would have been able to make a 
reasonable profit

It’s not necessary that each of these factors be 
addressed specifically by the analyst in every case. 
This is because it’s not clear how any one of these 
factors would justify an increase or decrease from 
a “base” royalty rate. Each new case has its own 
special facts and circumstances. Therefore, consid-
eration of each of these particular factors is not a 
universal requirement.

This is the general approach the courts have fol-
lowed when analyzing the amount of a reasonable 
royalty that would have resulted from a hypotheti-
cal negotiation between the patent owner and the 
alleged infringer. Generally, courts prefer an analy-
sis that is based on guideline license transactions.

When guideline transactions are cited as evi-
dence to support the conclusion of a reasonable 
royalty, the patent owner and the alleged infringer 
usually will challenge  the following:

1. The elements of comparison between the 
guideline licensing transaction(s) and the 
subject patent

2. The point in time during the production 
process that the hypothetical negotiation 
would have taken place

Elements of Comparison
There are ten basic elements of comparison that 
may be considered when selecting and analyzing 
“guideline” license transactions:

1. The legal rights of patent usage that were 
conveyed in the guideline transaction

2. The existence of any special financing 
terms or arrangements (e.g., between the 
licensee and the licensor)

3. The existence of arm’s-length license condi-
tions

4. The economic conditions that existed in the 
appropriate secondary market at the time of 
the license transaction

5. The industry in which the patent was—or 
will be—used

6. The physical characteristics of the guide-
line transaction patents—compared to the 
subject patent

7. The functional characteristics of the guide-
line transaction patents—compared to the 
subject patent
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8. The technological characteristics of the 
guideline transaction patents—compared to 
the subject patent

9. The economic characteristics of the guide-
line transaction patents—compared to the 
subject patent

10. The inclusion of other assets in the guide-
line license transaction; this may include 
the sale/license of a bundle—or a portfo-
lio—of assets that could include tangible 
personal property and/or real estate, as well 
as other intangible assets

In a negotiation, the patent owner and the manu-
facturer would probably consider these factors and 
many others. The parties would probably consider 
the opportunity costs of entering into the license 
agreement.

The patent owner who already sells a competi-
tive product may sell fewer units if the license were 
to be granted and prices per unit could decline in 
the future due to competition from the manufac-
turer. To avoid this kind of price erosion, the patent 
owner would charge a high enough royalty so that 
the manufacturer does not price the product lower 
than the optimum level.

Similarly, for the patent owner to avoid suffering 
losses due to loss of unit volume, the patent owner 
would set the royalty such that the license revenue 
equaled the incremental profits lost on the manufac-
ture and sale of the units by the competitor.

In a hypothetical negotiation, the manufacturer 
would agree to pay an amount no greater than the 
benefit the manufacturer expects to enjoy from 
using the patented technology over the next-best 
alternative technology (plus the cost of acquiring 
the next-best alternative).

In litigation, when the focus is on the results 
of a negotiation that hypothetically took place at a 
point in time much earlier than the date of the trial, 
both parties typically present different negotiation 
scenarios. They may not agree on the hypothetical 
negotiation’s most sensitive issues and, when they 
do agree on the most sensitive issues, they typically 
assign different emphasis to those issues.

When the patented technology becomes an 
integral part of the product as a result of successful 
negotiations that took place early in the product 
development process, there is no reason for the 
manufacturer to modify its development and pro-
duction plans because of any concern over the lack 
of clarity with respect to the right to use the patent. 

In many situations, when the infringement alle-
gations are made long after the product develop-

ment process has been completed, the alleged 
infringer will begin to modify its marketing plans 
and product development plans in ways that reduce 
the alleged infringer’s dependence on the specific 
technology that is covered by the patent.

If the patent owner and the manufacturer had 
agreed earlier to terms in a hypothetical negotia-
tion, then these kinds of behavioral changes by the 
alleged infringer may not have taken place.

As a result, applying a royalty rate that would 
have been the result of a hypothetical negotiation 
to the infringer’s actual revenue (after the manu-
facturer has modified its plans in response to the 
infringement allegation) may not properly compen-
sate the patent owner.

Hypothetical Negotiation
It is typical to expect that the patent owner will 
agree with the manufacturer that compensation to 
the patent owner is going to be a portion of the eco-
nomic advantage that the manufacturer will enjoy in 
the future as a direct result of the use of the patent.

The portion of the economic advantage enjoyed 
by the manufacturer that is acceptable to the patent 
owner in a good-faith negotiation may be structured 
as follows:

1. An exchange of technology instead of cash 
between the patent owner and the manufac-
turer

2. A periodic lump-sum cash payment for a 
certain number of periods

3. A percentage of some measurable financial 
statistic

In contrast, in a patent infringement litigation 
context, the parties have not already agreed on how 
the economic contribution of the patent is to be 
measured and the parties have not agreed on how 
to split the economic contribution of the patent. By 
the time the negotiation has been considered by the 
court in a patent infringement action, the negotia-
tion is hypothetical and the consideration is limited 
to a percentage of some measurable financial statis-
tic (the third structure described previously).

And, based on the Uniloc decision, the court is 
not interested in considering a split of 25 percent of 
profits generated prior to the trial if that percentage 
is based on nothing more than a rule of thumb.

Both parties should have a mutual understand-
ing of how and when the economic advantage will 
be measured.

To the extent that the expected use of the patent 
involves a product or process that has not yet been 
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sold or used commercially, the manufacturer may 
have information regarding the potential for com-
mercial success (e.g., market demand, market size, 
pricing, costs, alternative technology solutions) that 
is superior to the patent owner’s information. Of 
course, whether the manufacturer’s information is 
superior to the patent owner’s information is a mat-
ter of debate.

Questions about confidentiality of information 
should be settled, if there is going to be a transpar-
ent exchange of knowledge. An honest exchange of 
information between competitors is doubtful (in a 
case where the alleged infringer is a competitor).

The more advantageous the patented invention 
is compared to alternatives, the more consumers 
will prefer it, the greater its economic value, and 
the greater the market reward to the patent owner. 
For example, there have been rare cases where the 
patent protects a product that commands such a 
decisive cost or quality advantage that other prod-
ucts and competitors become obsolete.

In a good-faith negotiation, the competitor can 
(1) accept the patent owner’s offer of a license and 
enjoy the associated economic consequences, (2) 
not accept the patent owner’s offer of a license and 
not enjoy the economic consequences, or (3) use 
the invention without permission and litigate any 
infringement claim.

From this perspective, a successful license nego-
tiation before any infringement takes place is itself 
tantamount to a settlement of future potential litiga-
tion.

Actual license negotiations take place at a cer-
tain time in the product development process 
between patent owners and manufacturers. In a 
good-faith negotiation, the patent owner and the 
infringer have completed their negotiations over the 
reasonable royalty rate at the point in time prior to 
the commencement of any infringement.

Some negotiations are concluded early in the 
product development process before significant 
investment in the product has been made by the 
manufacturer.

If the hypothetical negotiation is presumed to 
take place later in the product development process 
after important information has been revealed that 
may not have been known earlier, then there is 
a risk that the patent owner may have a superior 
negotiation position (previously described as the 
“hold up” problem).

In other words, if the patent owner is negotiating 
after the manufacturer has made significant invest-
ments in developing the product and those invest-
ments would be worthless without the patent, then, 
by conducting the hypothetical negotiation later in 

the development process, the patent owner may be 
in a better position to achieve superior pricing and 
terms.

The patent owner may be depending on the 
manufacturer to make investments that will prove 
the patent’s integrity. In this case, the patent owner 
may be motivated to conduct the negotiation earlier 
in the development process but offer an exclusive 
license only for a limited period of time after which 
the terms of the license (e.g., exclusivity, royalty 
rate) would be subject to renegotiation.

In many circumstances, the manufacturer, 
because it has successfully negotiated the right to 
the patent to produce product A, generates a signifi-
cant amount of revenue by selling an extended fam-
ily of products that do not use the invention but that 
would not have been available to the manufacturer if 
not for the patent. The patent owner argues that the 
economic advantage derived from the entire family 
of products should be subject to the royalty (i.e., 
part of the remedy).

Conversely, the manufacturer argues that the 
economic advantage derived from the entire family 
of products was generated from the manufacturer’s 
business assets and acumen and not related to the 
invention and, furthermore, this knowledge would 
not have been known as of the date of the negotia-
tion.

The results of the hypothetical negotiation could 
be quite different if the analysis is based upon a 
selected measurement date, for example, that is 
before the following have occurred:

n The defendant has chosen to infringe on the 
patent

n Alternative technologies have been consid-
ered

n Significant investment has been incurred to 
prove the product or process

n Commercialization of the product has been 
established

n Scalability of the manufacturing process 
has been proven

n Demand has been stimulated

n Costs have been minimized

If the hypothetical negotiation is determined 
to have been completed before the manufacturer 
incurred start-up costs (such as development and 
packaging of the product that depended on the pat-
ent), then the economic damages would probably 
reflect no more than the value it presents over the 
next best alternative as of that date.
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If, on the other hand, the hypothetical nego-
tiation is determined to have been completed later, 
after more information is known about the use and 
benefit of the patent, then the economic damages 
would probably reflect some of the profits that the 
infringer actually enjoyed by exploiting the patent.

suMMary and conclusion
Rules of thumb have their place. They offer ease of 
communication and calculation. However, rules of 
thumb are often misinterpreted and misused.

The place for rules of thumb is probably not as 
primary evidence in a litigated matter. As a matter 
of Federal Circuit law, analysts who present rea-
sonable royalty testimony in patent infringement 
cases should expect any reference made to the 25 
percent rule of thumb to be discarded by the court. 
The 25 percent rule of thumb, like any other rule 
of thumb, should not be relied upon as primary 
evidence.

Valuation analysis often is a helpful compan-
ion to economic damages analysis. However, the 
analysis of the value of a patent is different from the 
analysis of the economic damages attributable to 
patent infringement.

There are a number of remedies available for 
patent infringement. There isn’t any one rem-
edy that is appropriate for all patent infringement 
claims. Courts can order remedies such as (1) an 
injunction against further use by the infringer, (2) 
disgorgement of the profits the infringer enjoyed 
from illegal use of the patent, and (3) payment by 
the infringer of the economic damages suffered by 
the patent owner.

Typically, economic damages are the amount 
that would be required to put the patent owner in 
the same economic position the patent owner would 
have occupied had there been no infringement on 
the patent.

Economic damages analysts assist the court in 
determining the appropriate amount that would 
compensate the plaintiff. Both undercompensating 
and overcompensating the plaintiff lead to distor-
tions that courts prefer to avoid.

In order to assist the court, the economic dam-
ages analyst usually has to assume that infringe-
ment did, in fact, occur. The economic damages 
analyst should have an understanding of the alleged 
infringement in order to (1) understand the eco-
nomic damages period and (2) measure the eco-
nomic consequences that are attributable to the 
alleged infringement.

When the patent owner competes in the market-
place with the alleged infringer, the economic dam-

ages remedy typically is based on some measure of 
the profits lost by the patent owner. If, as a result 
of the alleged infringement, the patent owner and 
the alleged infringer are the only two competitors, 
the controversial factors to be considered in the lost 
profits analysis may be easier to identify than when 
there are three or more competitors.

When there are three or more competitors, the 
lost profits economic damages remedy usually has 
to consider, as of the date the infringement began, 
the (1) technologies that are available as an alterna-
tive to the patented technology and (2) alternative 
market dynamics. The economic damages analysis 
usually takes into consideration technologies and 
market dynamics that have changed during the eco-
nomic damages period.

When the patent owner does not compete in 
the marketplace with the alleged infringer, the eco-
nomic damages remedy typically is based on some 
measure of a reasonable royalty that would have 
been paid to the patent owner as if a good-faith, 
hypothetical negotiation had taken place between 
the patent owner and the alleged infringer.

In a hypothetical negotiation, how and when the 
patent owner and the alleged infringer negotiate 
would affect the amount of the royalty to which they 
would reasonably agree.
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