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PROCEEDTINGS

MS. MICHEL: If you'll take your seats we'll get
started.

All right. Thank you. We are going to start the
last panel of the last day of this series of hearings for
the FTC's Project on the Evolving IP Marketplace. We'll be
talking about remedies, including damages and reasonable-
royalty calculations, so we're hoping to go out with a bang.
I think this will be an interesting panel. We have a lot of
ground to cover.

So, my name is Suzanne Michel, I'm Assistant
Director for Policy at the FTC, and I will turn it over to
Bill to introduce our panelists.

MR. ADKINSON: Hi. My name is Bill Adkinson. I'm
an attorney in the Office of Policy in the Office of General
Counsel at the FTC.

This panel is going to discuss damage awards, the
current standards governing patent damages, and their impact
on patent value and innovation. We'll look at damage
calculations and the evidence used in calculating damages,
particularly in the context of reasonable-royalty
determinations. We'll also look at permanent injunctions
after the eBay case and the doctrine of willful
infringement.

We've got a really great panel for today's last
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panel, and I tried to figure out a way to do them justice
and keep this short enough, and failed. So I'm just going
to give you a name, rank, and serial number.

Yar Chaikovsky is a partner at Sonnenschein Nath
and Rosenthal;

Mary Doyle is a Senior Vice President and General
Counsel at Palm;

Rich Gilbert is Professor of Economics here at
Berkeley;

Mark Lemley is William H. Neukom Professor of Law
at Stanford Law School;

Vince O'Brien is Managing Partner at OSKR, here in
the Berkeley area;

Bill Rooklidge i1s a partner at Howrey;

John Schlicher is an attorney in Lafayette,
California;

And Marty Simpson is Managing Counsel, Business
and Land Use, Office of General Counsel, at the University
of California.

MS. MICHEL: All right. I'd like to start out
with a broad general question that would give the panelists
to give a little background on their perspective on these
issues by asking you: Why 1is it important that we get the
legal rules governing damages right. Why were you -- and
this probably goes to also: Why does it matter? Why were
yvou willing to take time out of your busy schedules and come

here today?
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If panelists would like to respond throughout the
day, you can turn up your table tents, and we'll call on
yvou, and we'll move our way around the table.

Rich.

DR. GILBERT: Well, Suzanne, it's really not an
easy question because you have to ask what is -- what's
right first and then you have to ask, well, do we want to
get i1t right.

In terms of what's right, ideally or at least
theoretically you would like to choose a reward that
provides incentives for the right amount of investment in
research and development. So you would like to align the
rewards to call forth the right amount of R and D. That
could imply more than the incremental value of the patent or
less than the incremental value of the patent. And it
depends on the opportunities and technology for research and
development, so it's likely to differ from industry to
industry.

So getting patent rewards exactly right is very
complicated, very industry-specific. I'm not sure it's
really the objective that we want to shoot for in patent
policy.

And other issue which is -- well, a couple of
issues of course is that reward to one innovation can be a
cost to a second innovation, to the extent that innovations
build on each other.

And another issue that we don't think about much
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but I think we should think about is how do rewards affect
incentives for conduct that we might think is pro
competitive, like licensing and like forming and holding
together patent pools, which can be very much affected by
the type of rewards to individual patent suits.

MS. MICHEL: Thank you.

Mary.

MS. DOYLE: My perspective is very much born,
Suzanne, of the work that I do as a general counsel at Palm.
And so I am focused more on what's wrong than what's right.
And I think these statistics might illustrate best my
experience and what I likely think about the subject of
damages in patent cases.

Currently Palm has 17 cases pending against it and
all but two of those cases have been brought by
nonpracticing entities. The vast majority of those cases
have been brought in 2008 and 2009, with a few hangers on
from earlier vyears.

And those 17 cases compare quite unfavorably, from
my point of view, to the 30 that I understand Chip Lutton
described as the patent caseload pending against Apple, we
have more than half that number, obviously, and we are 1/32
of their size.

The other statistic I would like to share with you
i1s our total expense on patent litigation over the last --
since 2000. We do have a case that was filed against us in

1997 by Xerox -- 1it's widely reported -- which we settled
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after 2000 for 22.5 million. That particular case skews the
results. So if you want to add the data in for your own
purposes, certainly do. That was settled for 22.5 million,
and the fees involved in that case over the course of seven
yvears of litigation, three trips to the appellate courts and
no trial, was $7 million.

Without counting that case, of the cases filed
against Palm, there are 21 since 2000, the total fees
expended other than I said Xerox, in the Xerox case, were
$21.6 million and the total settlements were $6.8 million.
So we spent more than three times as much, as you can see,
on defending cases, which now you understand why I'd say
they're worthless, the median settlement: $250,000. And by
that I mean there were about ten cases settled for less than
that and ten for more.

But the highest number in that list and the only
one in the millions range is a $2.9 million figure that was
paid with respect to a case many years ago, before we got
smart about these things.

So what's wrong in my view is that Palm, which is
a little company, barely a billion dollars in revenue at the
present time, has over the last five or six years, spent $21
million on defending this litigation. It's relatively
unmeritworthy. In every case we spent, with one exception,
we spent less to settle than we spent litigating. And we
have nothing to show for it other than licenses to patents

that we don't think were implicated by our products in the
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first place.

So you can imagine what my perspective would be
then on the damages issue.

MS. MICHEL: So your concern then is that if the
legal rules over reward or grant damage awards that are too
high, it just encourages litigation?

MS. DOYLE: It encourages what I would consider
opportunistic litigation that has little relation to the
value of a patent, its patentworthiness, its validity, let
alone whether or not it's infringed.

MS. MICHEL: All right. John.

MR. SCHLICHER: I want to repeat something Rich
said which I think is very important: Remedies for patent
infringement depend on what you're trying to accomplish. My
view, I think I share with Rich, is that the purpose of
granting patents is to encourage companies to do R and D
projects that they would likely not undertake if they did
not have patent rights.

The purpose is not to induce people to disclose
inventions that they would have made with or without
patents. The incentives that the rights will create
obviously depend on the remedies. In my view an injunction
is and always has been and should be the preferred remedy.
The reason is that an injunction, unlike a damage remedy,
forces people who know the most about the technology and the
business to attach a price to an invention based on economic

reality. It also prevents activities, namely infringement,
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that distort the activities of patent owners and the
licensees while they're exploiting inventions. Distortions
that will have longlasting effect that damages will never
remedy.

The third main point I think for me at least is
that the patent system works only i1f people make agreements
regarding these rights. It doesn't work to the extent that
the courts have to make decisions about these rights or
decide who uses what invention at what time and how much
they pay for it.

To the extent that the system relies on
agreements, patent owners and potential users of invention
can make agreements only if they know how the courts are
going to behave if they don't make an agreement. And that
means patent owners have to know the likelihood that if they
win they will get an injunction and the approximate amount
of damages they'll get if they win. Potential patent
infringers and potential licensees have to know the same
thing.

If the law is such that you cannot -- that those
groups of people can't predict in advance what will happen
to them if they go to court, then the law on remedies 1is
defeating the very agreements on which the whole system
relies. And my view is that current damage rules and rules
on granting injunctions in patent cases fail that test
fairly miserably.

MS. MICHEL: Thank you.
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Marty.

MR. SIMPSON: The University of California is an
inventing, nonpracticing. As an outgrow of research we have
inventions. One of the things we're doing in our mission of
teaching research and public service is trying to get this
technology out so the public can get the benefit of the
research.

To do that you have a patent as a tool. If the
patent is not an effective tool, then you inhibit that
ability to get it out and used. You come back to
predictability. That was mentioned earlier. And you come
back to Professor Gilbert's statement earlier.

Two-thirds of our cases are licensed to small
business in a given five-year period. Those small
businesses need to be able to get funding. There has to be
predictability in the system so that they can go get that
funding in order to take the risk to try the new technology.
If there's not enough predictability in what a patent means,
whether it's damages or injunction, then what happens is
that they don't get funded and that technology doesn't get a
chance. That's where our concerns are.

MS. MICHEL: Okay. Thank vyou.

Mark, and also if anyone would like to address the
problems of both over compensation and under compensation,
that would be interesting.

MR. LEMLEY: Sure. Yeah, look, I mean I think the

important thing to keep in mind is patents are government
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interventions in the marketplace. All right, they are
government changes to what would otherwise have happened.
They are government interventions in a good -- for a good
purpose and I think they are desirable, right. But what
that means is that, like any other government intervention
in the marketplace, it's going to distort what would
otherwise be a free and competitive market. And if you get
the numbers wrong, if you grant patents to the wrong people
or don't grant patents to the right people, or if you grant
remedies for infringement of patents that are too high or
too low, you end up distorting economic behavior, all right.

Right. So I mean one of the concerns, clearly as
Rich and Marty say, is predictability of outcomes, and I
agree with that. But we could have predictability of
damages outcomes quite easily, right. We could say
everybody gets a million dollars, but that's absurd, right?
Nobody would even contemplate such a system. The reason we
don't contemplate such a system is that it does actually
matter that we calibrate the patent damages rules to a
normative baseline that's designed to achieve the goals Rich
is talking about, right, to try to improve research and
development incentives.

I mean it seems to me that we currently don't --
we seem even now to argue about what that normative baseline
is or ought to be. I mean it seems to me that the logical
starting point is what is the value that the patent

contributes to the world that we didn't have before, right,
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and what's the incremental value of the -- of the world with
the invention versus the world without the invention, that
even that has turned out to be extraordinarily controversial
in congressional efforts to reform patent damages. But
we've got to have, I think, some measure of what it is we're
trying to achieve in order to figure out compensation,
because if we do over compensate, if we do under compensate,
we're distorting the free market.

MS. MICHEL: Okay. Vine.

MR. O'BRIEN: Yes. I mean in the broadest sense
what you're really trying to do is minimize enforcement
costs while maximizing the preferred behavior. And I'm
talking about compensation damages. There's also deterrents
that go into that equation as well. And compensation really
goes to what people would often call fairness. You know:
I've been harmed, I deserve to be compensated for that.

But if you get it wrong, if you get damages too
high you have excess of litigation and you have licensing at
excessive rates. And you probably have less innovation,
especially improvements on patented items. Because if you
get close to a patent you're likely to be sued and get
bitten, so you'll stay away from those.

On the other hand, if you're under compensated you
get investment in nonproductive activities. You probably
would get more emphasis on trade secrets, onerous contracts
with employees. At the extreme you get the mafia to help

yvou enforce your intellectual property rights. It sounds
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funny, but that's what's happening in countries like Russia.
These people serve an economic function. And if you get it
wrong, this is what happens.

And I come at it from the standpoint, well, when
it comes to compensation in patents your goal really ought
to be able to mimic the marketplace. To measure what would
be the incremental value in the marketplace of this
technology. And it's interesting, because as Mark points
out that's controversial. And the fact is you often get a
debate going on for hours where that's not even mentioned
and it's quite shocking. But, anyway, that to me is why you
need to get this right.

MS. MICHEL: Okay. Oh, yeah, Rich.

DR. GILBERT: Can we circle around a little bit on

this. I think what Vince said is something I would agree
with, although not because it's the right answer. I think
what --

(Laughter.)

DR. GILBERT: Mark said that what we want to do is
have a patent system that compares the world with the patent
to the world without the patent and moves us in the right
direction. And that's not necessarily the same as giving a
reward equal to the incremental value of the patent. I mean
yvou could have a patent where everybody knows it's worth a
million dollars. There's just no -- there aren't many that
are that clear, but you could have one, let's just suppose,

everyone agrees it's worth a million dollars. But it might
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be for a technology that's going to get invented no matter
what, that doesn't need a million dollars to promote
research and development. And you could ask the gquestion
why are we then rewarding it with a million dollars if it's
not going to actually produce any research and development.

I, for one, think that a reasonable starting point
is to say: Let's figure out what the incremental value of
the invention is and try to steer patent rewards in that
direction. 1It's a good starting point. It's not
necessarily the right answer, but it's I think better than
where we are now, where you often get rewards that are
unrelated to the incremental value of the patent.

MS. MICHEL: Well, let's lay down this groundwork.
Mark talked about the measure of what we're trying to
achieve. I want to start with the words of the statute, at
least as it's currently formulated. And, in fact, how I
think it's even in some of the proposed changes, which is
the damages should be adequate to compensate the patentee.
And that has sometimes been discussed in the framework of
putting the patentee in a position he would have been but
for the infringement.

Is that a starting basis that makes sense?

Mark.

MR. LEMLEY: So, yes, and in the vast majority of
cases 1it's also going to be the ending basis that makes
sense. So I mean the alternative -- patent law, unlike

other areas of intellectual property law, doesn't involve
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disgorgement of defendant's profits, it doesn't involve
measures with the exception of willful infringement designed
to punish defendants. And there's a good reason for that.

The reason for that is that patent law, unlike
other areas of intellectual property, doesn't punish people
who steal things, or at least it doesn't only punish people
who steal things. In fact, Chris Cotropia and I have
studied the question of whether the defendants in actual
litigated patent cases are accused of actually copying the
technology from the patent or the patent owner, or whether
they were in fact independent inventors. And what we find
is that while there are major industry-specific differences,
the actual incidences of even allegations of copying is very
small, it's under ten percent, and that in the industries
that seem to spark the most damages concerns, the IT
industries, it's on the order of two or three percent.

So it doesn't make sense, I think, to talk of
punishing people who turn out in almost every case to be
independently developing technology on their own or having
made the mistake of independently developing the technology
that someone else patented.

Now I think there are cases in which there really
is theft of an idea. In those cases probably punishment is
an appropriate because we are -- we don't want, I think John
said earlier, right, to just displace the contract and
licensing system with a court system, right. We prefer

people who know that they are taking someone else's
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technology to go and do a deal firsthand. But it's
important to keep in mind that that's a pretty rare part, a
pretty small part of modern patent litigation.

MS. MICHEL: Okay. John.

MR. SCHLICHER: Just to respond quickly to what I
understood Rich to say, Rich is proposing -- well, let me
back up.

I think we have had a hard enough time creating a
set of rules under which judges and juries award damages
that approximate the economic value of the invention in the
particular case. If we ask them in addition to make a
judgment about the extent to which that award would create
proper R and D incentives in that industry given the
research opportunities that will exist in the future and the
costs of risk in undertaking them, we're asking them to do
something that they are simply incapable of doing. And,
while I admire the test, --

DR. GILBERT: That wasn't my proposal.

MR. SCHLICHER: Okay. Then I misunderstood it.

The short answer is: The patent in the case you
posited should be invalid. If the invention would have been
made anyway, that there should have been -- there should be
no patent.

To the more general point, the question -- the
words "Put the patent owner in the financial position it
would have been but for the infringement" come out of the RO

case. That's a Supreme Court case in the 1960s. It wasn't
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a damage decision, so you can't tell what they meant, if
they meant anything.

My answer is that damages never put a patent owner
in a position it would have been but for the infringement.
Only injunctions do that. During the period of
infringement, the price at which products are sold are
distorted. The people that sell them are distorted. The
investments that are made by patent owners and licensees to
enhance the values of the inventions are distorted. Damages
paid by an infringer to a patent owner can never undo that
damage.

To the extent that you're talking merely about the
monetary effects on those two people, the answer of course
depends on how it's applied, and that's the $64 guestion.

If you ask the question: What is the amount of money the
patent owner would have made if the infringer didn't
infringe and vanished from the face of the Earth, you get
one number: But for this person doing this activity, how
much would the patent owner have made.

For most inventions, in my mind, that's way, way
too much, because the question's too simplistic. The
gquestion ought to be: How much money would the patent owner
have made if it used the invention or something it had
available to it that was better and other people used the
next best thing available to them, including the infringer,
and the amount of money the patent owner would have made if

everybody infringed. It seems to me that that is the
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difference, that is a test which will allow you to put in
the hands -- or the pockets of the patent owner in an amount
of money that approximates the economic value of the
infringement.

MS. MICHEL: So Rich, and then Bill.

DR. GILBERT: Well, the question is should patent
rewards make the patentee whole for infringement.

MS. MICHEL: That's right.

DR. GILBERT: Well, at one level, of course yes.
And then we have to worry about deterrents and all of that.

MS. MICHEL: Right.

DR. GILBERT: But particularly for reasonable
royalties, there's a fundamental problem with this analysis
in that it's all circular. If I ask what is a reasonable
royalty, well, what's a reasonable royalty is a value such
that if I turn it down and go to court, the court will say
that's what I owe you. Well, what is the court going to say
I owe you, it's going to be the reasonable royalty that you
calculated in the marketplace. So I mean this can wind up
anywhere.

You can have a situation where a high damages
result in high royalties, which then reinforce high damages.
Or you can have a situation where a low royalty or low
damages result in low royalties which then reflect low
damages in court.

The only way you can get around this is to

actually look at the underlying value of the patent and
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that's a more complicated question.

MS. MICHEL: All right. We will go into that
complicated question in just a couple of minutes.

And, Bill, any comments on -- what's our
touchstone here, what are we trying to achieve with damages-?

MR. ROOKLIDGE: Well, that's the flipside of the
gquestion that Mary started this whole session with, 1is
what's wrong. And from her perspective what was wrong 1is
that her company is spending too much money defending what
she described as opportunistic litigation.

I agree that that is wrong, but I don't agree that
that is the problem. I believe that that is a symptom. And
I think everyone here has expressed a different perspective,
as if we were the seven visually-challenged individuals and
the elephant. I tend to look at it from where from my
perspective the rubber the meets the road. Mary's
perspective is the rubber meets the road on her budget. My
perspective is the rubber meets the road in litigation, the
results of which are what are causing this behavior.

So when I ask what's wrong, I recently sat down
with my partner, Martha Gooding, and we undertook to study a
couple of things. One, we undertook to study review mock
jury trials in patent damages cases. And we watched a lot
of them.

And then we undertook to sit down and read the
Federal Circuit decisions in this area and we found some

really surprising things. And one of the things that we

For The Record, Inc.
(301) 870-8025 - www.ftrinc.net - (800) 921-5555



10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

27

UNEDITED DRAFT TRANSCRIPT - SUBJECT TO REVISION 20
found was it's not really the law that has a problem, that
very often what we're seeing in these jury deliberations 1is
the jurors going off the rails for reasons that are wholly
unrelated to the law.

And the answer there is for trial lawyers to
understand how jurors are likely to run off the rails in
patent infringement cases and to use their skills to bring
them back and to keep them on track. So I see the problem
from a very different perspective.

Now John looked at this and said the current
rules, he said, are failing miserably. I don't believe,
frankly, that that is necessarily the case, at least I
haven't seen that demonstrated from my reading of all the
Federal Circuilit cases. We've got to take a look at the
trends. And when you sit down and look at the trends, the
early Federal Circuilt cases were very problematic on
damages. The court was very loose on that kind of thing,
but it's gotten a lot better. And Judge Rader 1is leading
the charge to make it a lot better.

There is a common perception that was expressed in
the House Report on the 2007 Patent Reform Act that damage
awards are seldom overturned on appeal. That is just not
the case. If you read the reported decisions, if you read
the nonprecedential decisions, you'll see that the Federal
Circuit has shown a lot of willingness to overturn damage
awards, even damage awards that result from jury verdicts.

The --
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MS. MICHEL: Bill, in your reading of those cases
do you see the court striving to fulfill this concept of
reasonable compensation to the patentee and defining that as
putting the patentee in the position he would have been but
for the infringement or are they trying to do more, create
deterrent, something else?

MR. ROOKLIDGE: I don't think they're trying to
create deterrents. I think the Federal Circuit has hewed
very closely to the line that deterrence is what enhance
damages and attorney fees are all about. And what I've been
focusing on are simply compensatory damages.

And the Federal Circuit seems to have been very
clear to the extent that the arguments of the lawyers, the
arguments of the parties in the case before it, allow the
court to do that. I think the court's been very good about
that. And what it's been trying to do is make sure that
there is a basis in the record before the trial court to
award those compensatory damages.

MS. MICHEL: Certainly calculated compensatory
damages is an extremely difficult concept, and I want to,
after laying this groundwork, dive into the nitty gritty of
how to do that.

Yar.

MR. CHAIKOVSKY: So I guess my comment was going
to be Bill's point, i1s he exactly pointed out that it takes
the Federal Circuit to get it right with respect to

compensatory damages. And so we have a system where whether
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yvou follow the Georgia-Pacific factors or what-have-you, how
is a jury supposed to get it right? I mean we don't have
juries getting it right. They have factors laid out in
front of them that, quite frankly, they don't follow or they
don't pay attention to. And they may make their
determination based on some other aspect of the case. And I
don't think they get enough guidance, quite frankly, from
the lawyers.

And so right now we have a system that if you go
to trial, you don't know what the result will be. And,
going to Mary's point earlier, even prior to that, how do we
know how to wvalue this invention? I mean what value do we
know to provide? And I don't think currently we have that
guidance. And, quite frankly, even what's in the patent
reform, I don't think that alone gets us that guidance.

Now do I have a perfect mathematical formula to
get us there? I don't. I don't have that solution. And
I'd love it. I'd love to have it. I mean I'd love to have
it, but we don't have that mathematical solution. And the
realities are that, you know, anything we come up with,
whether it's what we have today or whether it's what we have
in the reform that exists, we're going to be litigating it
no matter what. And it's going to be obtuse and the
problems that Mary has are going to continue.

MS. MICHEL: Uh-oh. Well, let's hope not. So I'm
hearing pretty broad consensus then that the point of

damages is to be compensatory, not punitive. No
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disagreements there.

Vince.

MR. O'BRIEN: Well, the only comment I had is, you
know, I liked the Arrow wording.

MS. MICHEL: Okay.

MR. O'BRIEN: The only trouble is is these cases
where the judge or the jury or even the CFC is way off base,
start out quoting Arrow, so it isn't helpful to us. I mean
it's what we ought to be doing, but clearly it isn't giving
guidance to any of the decisionmakers.

The other thing is I would agree with the prior
commentators. There seems to be a cultural bias toward high
damage awards in infringement cases. I think the average
juror -- it's been my -- you know, from testifying and
seeing the outcome, the average juror I think thinks that
yvou have a patent, you get rich, and that infringers are
very nasty people. When, in fact, as we know there's a lot
of what I would call innocent infringement going on.

So when I'm working on the defendant's side of a
case and the defendant likely infringed, I know I have a
tough road to hoe. And I just pray that the plaintiff's
expert gets greedy, so I can destroy his or her credibility,
because it's hard to get the jury away from a big number
once they decide infringement.

MS. MICHEL: Okay. Mary, and then we'll dive into
reasonable-royalty nitty-gritties.

MS. DOYLE: Well, I suspect that I was going to go
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there anyway. The issue for me, and I find a lot of the
remarks made actually consistent in many ways, I think we
agree on one other thing which is that presently the rules
do not provide any kind of certainty. It would provide it
with injunctions. I would say to you that that would
distort the marketplace much, much more than anything that's
happening today and, in fact, before eBay it did, in my --
again, 1n my experience.

But for me the problem is looking at a given
patent and in the real world convincing the holder of that
patent that at least in the case of my products, which have
been referred to as complex products, that as everyone here
knows, a Palm incorporates many, many different components,
800 or 1,000, and certainly implicates in the view of patent
holders, hundreds if not thousands of patents, most of which
would be very hard for us to identify from the start.

But to ascribe to each patent holder who would
claim that their patent implicates our product or to arrive
at an agreement with that person about what they are
entitled to, each and every one of them thinks that they're
entitled to two to five percent of the entire value of this
product. We have in that set of circumstances an impossible
mathematical problem. Certainly there will be no investment
in this product or in the innovation that led to it if that
kind of math is going to rule the day.

MS. MICHEL: All right. So we have some agreement

then that our goal here is compensation, but that it's
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difficult to figure out how to do that. So we wanted to
start out by talking about reasonable royalties and how
that's done.

Any thoughts on whether the hypothetical
negotiation is the right framework to be thinking about what
a reasonable-royalty award ought to be? Rich.

DR. GILBERT: Well, I think Mary gave a very good
example which says that a hypothetical negotiation is not
generally going to get you to the right place.

MS. MICHEL: Is that because there's a problem in
the fundamental concept or is the problem the way that it's
working out in court?

DR. GILBERT: There is a fundamental problem about
the way the market works for complementary innovations, at
least. The complex product that Mary was talking about. To
give you an example, suppose you have two licensors --
suppose there's a product that requires a hundred patents.
And there's one licensor who has 99 patents and another
licensor has one patent. And they both negotiate over how
much they should get.

Well, under a plain theory of bargaining, if all
of those patents are essential the person with one patent
has as much of a claim as the person with 99 patents. It
really makes no sense. But that is what the market is going
to do. And that also creates a centrifical, centripical,
whatever the right force is to get people to, in effect,

disburse their patents and have more people negotiating more
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patent rights, as is what happened with the Alcatel-Lucent
case, where they spun off a separate negotiator for three
patents and then brought a case with an argument that their
three mp3 patents should get a very large share, a very
significant share of the value of a computer.

So we cannot really rely on market negotiations to
set the standard for what is the right determination of
value, at least for complex products.

MS. DOYLE: May I ask a question about that?

MS. MICHEL: Sure.

MS. DOYLE: Why is that true, when a device like
this that has hundreds of components and is the result of
literally hundreds of negotiations to get the right price
assigned to each and every component, all of which are
necessary to the product?

MS. MICHEL: Mark and then Yar.

MR. LEMLEY: Let me start by just a brief answer
to Mary's question. I think the dynamic that Rich is
identifying works because of the threat of injunctive
relief, right. So if the owner of any one of those patents
can shut down the whole thing, right, then they do have just

as much power and, therefore, in some abstract that's right

DR. GILBERT: Yes, exactly. That's a necessary --
MR. LEMLEY: And so that's part of the reason why
injunctions in these cases are so problematic, so --

MS. DOYLE: But not why negotiations shouldn't
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work.

MR. LEMLEY: Well, no, but -- right, well, though
the problem is -- right now we're back to Rich's circularity
point, right. So what are people willing to accept in

negotiations? They're willing to accept in negotiations
something that's a function of what they could get in court
if they didn't get it at the table, right. So if we gave
them in court the power to shut down the whole product, then
they can get a pretty substantial amount of money in
negotiations.

MS. DOYLE: That's true, but if you assign the
value to the actual component in gquestion, you may then get
a much more reasonable result --

MR. LEMLEY: Well, and I think that's right, but I
think -- right. And now I think we're moving -- and I think
that's a move away from a hypothetical negotiation, at least
as it's conceived right now. So the problems I have I think
Rich has identified the theoretical problems with the
hypothetical negotiations.

I just wanted to add a couple of practical
problems, right, which are you're -- to talk about a
negotiation between parties who by hypothesis not only
didn't come to terms but just spent $5 million a side in
legal fees to take the case all the way to trial, rather
than come to terms, right. There's probably a reason for
that, right.

There may well be a case -- maybe the reason is,
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yvou know, idiosyncrasy, right, particular rationality by a
plaintiff or a defendant. But it may also be the case not
all deals would get made in a world without the lawsuit as a
backstop, right. I mean some patentees wouldn't license
their patents for anything that a patent licensee is willing
to pay. Those deals --

MS. MICHEL: Well, yeah, but why? I mean we got

assume economically-rational actors in this hypothetical.

MR. LEMLEY: Oh, well, so here's -- I mean so the
short example -- answer to why is: If I'm in the
marketplace -- let's say I'm a pharmaceutical company. I

will make more money by selling the product at a monopoly
price than I will make by licensing it to a generic
competitor.

MS. MICHEL: So I should get lost profits, then we
shouldn't be having a reasonable-royalty calculation, right?
MR. LEMLEY: I agree. I -- I -- yeah, --

MS. MICHEL: Okay.

MR. LEMLEY: All right. So that -- so I don't
think it works in that circumstance.

The other problem is I think we need -- because we
need to assume that the patent is valid and infringed, which
is something that no one in fact does assume in any ex ante
licensing negotiation, we've introduced an artificiality to
the negotiation that's really hard to mimic.

MS. MICHEL: All right. Yeah, well, Yar, and

we'll come back to that.
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MR. CHAIKOVSKY: I think the only thing I'd add to
that and it's consistent with what Mark just added: I mean
how do you get to this hypothetical negotiation when you
could take the Alcatel-Lucent Microsoft case when Alcatel-
Lucent is nowhere in the business of what Microsoft's in, so
how is Microsoft supposed to sit there, irrespective of what
factors you use, and take a look at them and go: What
should I reasonably pay them in a negotiation and what's
reasonable. You know, yes, they could look at the previous
frown off licenses and go: Well, maybe that was reasonable.
But, sure, that wasn't reasonable to Alcatel-Lucent. And I
can tell you there are other similar instances.

I was doing a negotiation this morning where we
were trying to avoid litigation, where it's not the core
line of business of the patentee that's asserting the
patents. And how do I value those patents when they say
they've got patents in another line of business. They're
not in the line of business of, let's say Palm, for example,
they're in some other line of business. It's not a
nonpracticing entity. It's a going concern. And all of a
sudden they reach out and they say: Well, by the way, you
know what, we do have patents on your product.

How do I know how to value that? I don't know how
to value that because all I know how to value that is the
cost of litigation. You know, and I want to avoid
litigation, and that's going to be a significant driver.

If I look at those numbers that Mary cited, I mean
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21.6 million in legal fees and $6.8 million to settle cases,
I mean that has nothing to do -- I mean she's driving --
it's all legal fees. I mean the cost of her for the
settlements here are kind of ridiculous, I mean.

MS. MICHEL: Okay. But if we place the
hypothetical negotiation at some other point in time, you're
talking about a time when the parties are facing litigation
and have sunk cost, right. If we place the hypothetical
negotiation at a point during the design stage for the
production and why -- would it be the case in that sense
where the accused infringer then is only willing to pay in
relationship to the cost of an alternative? Can we deal
with the problem you're talking about by placing the
hypothetical negotiation at an appropriate place in time