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There Is a Role for Congress in Patent

Litigation Reform
By Ted Frank

Despite some in the media calling patent reform dead,! on January 24, 2008, the Senate placed S. 1145,
the Patent Reform Act of 2007, on the general calendar. The next few weeks will be critical to the legisla-
tion, which the House passed in September.2 Although much of the discussion has focused on the different
perspectives and concerns that the high tech and the biotech/pharma industries have about the legislation, the

fact remains that the patent litigation system is broken. Congress should make every effort to fix it by writing

into this legislation reasonable formulas for damage awards and venue rules that discourage forum-shopping.

Impetus for new patent legislation came in
response to the growing problem of “patent trolls”
—holders of weak patents, often purchased in the
open market and used solely for the purpose of
litigation against successful companies. The prob-
lem predates the neologism: the notorious Jerome
Lemelson made himself a billionaire through
“submarine patents.” Lemelson would file a vague
patent, which would remain secret “underwater”
while he navigated decades-long delays in the
patent office. Then, as new technology became
available, Lemelson would amend claims in the
pending patent, have the patent issued, and
“surface” to claim that his long-ago filed patent
“teaches” the newly invented technology. By
threatening suit against hundreds of companies
and offering to settle for a fraction of the cost of
litigation, Lemelson and his attorney Gerald
Hosier obtained over $1.5 billion in royalties?
before a defendant was willing to stand up and
spend the money on the legal expenses to invali-
date the patents—well after Lemelson had died.#
While subsequent congressional action closed
the specific loophole Lemelson used, others noticed
the litigation business model. According to the
Wall Street Journal, “lured by the potential returns,
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hedge funds and other institutional investors now
are bankrolling businesses that buy up patent port-
folios” and litigate them through contingent-fee
attorneys.? Affiliates of Erich Spangenberg’s Plutus
IP have sued 476 different defendants in 42 law-
suits. The vast majority of those lawsuits allege
infringements of patents that Plutus IP purchased
for $1,000.6 The use of invalid patents in litigation
is more than theoretical. Philip Jackson sued his
attorneys, Chicago plaintiffs firm Niro, Scavone,
Haller & Niro, for malpractice after his $12.1 mil-
lion jury verdict against Glenayre Electronics Inc.
was reduced to under $3 million; Niro challenged
the malpractice suit by claiming that the patent
Jackson had successfully enforced was invalid.? In
2006, approximately 6,000 defendants were sued in
2,800 patent cases; in 2007, the six thousand mark
was reached in early October, implying a 30 per-
cent increase in patent litigation in a single year.
Such litigation stifles substantial technological
innovation. Patent trolls claim to block entire
fields, and one cannot hope to innovate in these
areas without the financial capital to handle the
threat of patent litigation. IBM has 370 corporate
patent attorneys,8 not just to avoid the pitfalls of
infringement, but to create a patent portfolio that
can provide counterclaims (or cross-licensing
opportunities) if a commercial entity were to sue

202.862.5800

www.aei.org

J
ul
i

e ki



S

them for infringement. Since the late 1990s, patent litiga-
tion costs have outstripped patent profits.?

Why Punt When It’s Not Fourth Down?

My AEI colleagues Claude Barfield and John E. Calfee
have written an excellent book about intellectual property
law and its relationship to biotechnology.10 But I disagree
with their argument that the “danger of

assuming that the judicial branch and the U.S. Patent

and Trademark Office (PTO) are in a superior position to
solve the problems of the patent system, with little role for
Congress. The submarine patent problem was itself an
unintended consequence of the PTO changing its refiling
procedures in the 1940s.17 Sometimes the federal common
law of patents, as interpreted by the Federal Circuit, accu-
mulates encrusted barnacles that take a working law and
move it in the wrong direction. In such

unintended negative consequences” and
the “self-correcting mechanisms” in the
status quo necessarily militate against
“sweeping legislative changes.”!! The
problem of submarine patents was only
fixed when Congress intervened with a
sweeping change in 1995. And the prob-
lem of patent trolls is growing, notwith-
standing the Supreme Court’s tightening
of the injunction standard.

Barfield and Calfee express legitimate
concern that the legislative process can be
hijacked by special interests.!2 Indeed,
passage of the legislation has been delayed
by squabbling between the lobbies of
groups who expect to be licensors and
those who expect to be licensees. And leg-
islation can shift the balance of power
between the two groups, so there is risk of
special-interest favoritism—though one
concerned about that risk should not
neglect the special interest of attorneys in
a regime that generates billions of dollars
in legal fees. Milberg Weiss spinoff Lerach
Coughlin is diversifying from its practice of
holding up deep-pocket corporations in

Current debate on patent
reform is largely
nonpartisan, but this is in
large part because the
organized plaintiffs’ bar
does not currently have a
vested interest in the
status quo of patent
litigation. Should they
obtain such a vested
interest, future legislative
efforts will have a
partisan tinge that will
make constructive
changes more difficult.
The time for reform, if

ever, is now.

situations, the Supreme Court can certainly
choose to clear up problems accumulated
through years of accreted precedent. It did
so in KSR International Co. v. Teleflex
Inc.,18 when it loosened the Federal Cir-
cuit’s too-narrow “obviousness” test. But
the courts can just as easily make a mistake.
And the years of waiting for the Supreme
Court to act can also impose costs.

In the most infamous example,
BlackBerry manufacturer Research In
Motion Ltd. (RIM) agreed in March
2006 to pay $612.5 million to the patent-
holding company NTP Inc. to settle an
infringement ruling over questionable
patents to prevent an injunction that
would have shut down its business!9—
even as the PTO had decided to reject all
five patents involved in the dispute.2°

Just two months later, the Supreme
Court decided eBay v. MercExchange,?!
limiting the availability of injunctions,
which would likely have permitted RIM
to continue litigating the case to a success-
ful resolution. But RIM does not get their
$612.5 million back. Nor is it clear that

securities litigation!3 and is forming a practice that will
focus on patent litigation,!4 no doubt planning on employ-
ing the same strategy of using the hassle and expense of
litigation and the risk of gigantic damages to force prof-
itable settlements. Current debate on patent reform is
largely nonpartisan, but this is in large part because the
organized plaintiffs’ bar does not currently have a vested
interest in the status quo of patent litigation. Should they
obtain such a vested interest, future legislative efforts will
have a partisan tinge that will make constructive changes
more difficult.!> The time for reform, if ever, is now.
Barfield and Calfee argue that it is better to resolve
many of the problems in the status quo through “develop-
ing case law.”16 As a political matter, I think they err in

the eBay rule—creating discretion for a court to choose to
refuse to grant an injunction on the grounds that the
plaintiff is “only” a licensor of the intellectual property—
is the optimal rule for stopping patent trolls. Is the lesson
from the BlackBerry case one about the dangers of injunc-
tions at the back end of litigation or one about the dan-
gers of PTO mistakes at the front end in issuing patents
when the applications should have been rejected? Though
it occasionally acts to the contrary, the Supreme Court is
not a legislature, and it can only decide the case before it.
What existing statutes and precedents require may not be
what public policy requires.

In eBay, the Court’s rule does not distinguish
between the holder of a legitimate patent that has not
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yet succeeded in commercializing a patent and one mis-
using the legal system to enforce a questionable patent;
it simply shifts the legal balance from patent-holders to
patent-infringers. False positives like the BlackBerry

case will be reduced at the cost of increased false nega-
tives in other cases. But no one has answered the empiri-
cal question of whether the optimal balance has been
struck. If the answer is no, the Supreme Court will have
no judicial reason to correct itself.

Punting to the courts could have deleterious effects.
The Federal Circuit and the Supreme Court will be
hard-pressed to seek more sensible apportionment rules
for damages when Congress, given the opportunity,
refused to do so.22 Congressional inaction might as easily
lead to mistaken results as congressional action. A par-
ticular legislative reform may be wise or unwise, but
there is no reason to create a presumption for the latter
conclusion just because there is a lack of consensus.
With that in mind, let us evaluate two areas ripe for
reform: venue selection and damages calculation.

We Are Marshall

In 1990, the Federal Circuit held that the definition of
“reside” created in 1988 amendments to 28 U.S.C. §
1391, the venue statute for general civil cases, also
affected the meaning of the word “reside” in the earlier
28 U.S.C. § 1400(b).23 While before corporations
could only be sued where they had a regular place of
business, now corporations could be sued for patent
infringement in any district the plaintiff chose, so long
as the defendant was subject to personal jurisdiction.
Plaintiffs now had their choice of forum.

In 1990, the Eastern District of Texas had exactly one
patent suit filed. In 2006, the number had risen to 264
filed against 996 defendants. The first ten months of
2007 surpassed that number: 312 cases filed against 1,253
defendants. And 60 percent of these cases were filed in
the federal court in Marshall, Texas (population 25,000)—
about a tenth of the entire nationwide patent docket in
the improbable center of American patent litigation.

While it is an exaggeration to say that a defendant can
never get summary judgment in Marshall,24 the exaggera-
tion is only slight. Suits can be expected to go to trial, and
a trial can be expected to cost $2.5 million on top of the
millions of dollars in legal fees for pretrial proceedings.?>
The “rocket docket” gives defendants little opportunity to
engage in discovery that might invalidate weak patents.
Moreover, the expedited procedural schedule increases the

expense of complying with discovery, lest disproportionate
sanctions be issued for technical failures to comply.2
As one patent attorney argues,

Juries in East Texas, unlike those in Houston, Dallas
or Austin, are much less likely to have a member
with any technical training or education, which
exacerbates the problem from the defense perspec-
tive, but makes East Texas federal courts an attrac-
tive venue for would-be plaintiffs, who know that
the jury will, instead, gravitate toward softer or super-
ficial issues that are difficult to predict.27

Defense attorneys complain of the court’s idiosyn-
cratic jury instructions that make invalidating patents
unlikely. “[Platent plaintiffs whose cases go to trial in
Marshall win 88 percent of the time, according to
research firm Legalmetric, compared with 68 percent
nationwide.”?8 With all these factors, individual defen-
dants often find it economical to settle, especially if
faced with an offer less than the cost of trying a case.29

Venue reform is an area in which only Congress can
solve the problem. There is little chance the Supreme
Court will hear an appeal on the Federal Circuit’s inter-
pretation of the venue rules, and the Federal Circuit has
shown no inclination to revisit its earlier decision.

The Hail Mary Pass

The in terrorem effect of patent trolls would be limited if
they did not pose the plausible threat of outsized dam-
ages beyond economic reason. The existing statute pro-
vides that the floor for damages is a “reasonable royalty”
but gives no definition of the term.3 Rather, courts have
determined that jurors are supposed to evaluate a fifteen-
factor test to determine the outcome of a hypothetical
royalty negotiation. One problem with this is that such a
hypothetical negotiation acts as a ratchet on future
actual negotiations—to the extent a court overcompen-
sates, the background threat of such damages inflates
future negotiations over the patent and rationalizes out-
sized estimates from testifying experts.3!

Without firm rules for determining damages, damages
awards become swearing contests between for-hire
experts. For example, Plutus IP affiliate Orion IP won a
$34 million verdict in the Eastern District of Texas
against Hyundai over their website’s alleged use of a
minor patent that assists a salesperson in selecting
appropriate parts needed by customers.32 Alcatel won a
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$1.5 billion verdict against Microsoft because the royalty
for its minor MP3-compression technology was calcu-
lated against the value of every computer sold with a
Microsoft operating system.33 While the judge vacated
the award post-trial,34 the expert never should have
been permitted to put the larger number before the jury.
Such damages awards deter defendants with legitimate
defenses from defending themselves.

Many have complained that this tilts the field too far
against patent holders;> the provision appears to be the
biggest sticking point in causing biotechnology companies
to oppose the existing legislation.36 The concerns seem
overstated. Patent-holders who have commercialized or
have the potential to commercialize their invention—
like most pharmaceutical companies—will have access to
lost-profits damages and will not be affected by any
change to the reasonable-royalty standard.37

In any event, Section 4 (formerly Section 5) of the
Patent Reform Act has been substantially rewritten
following earlier criticism. The proposed 35 U.S.C. §
284 would now read:

(b) Determination of Damages; Evidence Consid-
ered; Procedure—The court may receive expert tes-
timony as an aid to the determination of damages or
of what royalty would be reasonable under the cir-
cumstances. The admissibility of such testimony
shall be governed by the rules of evidence governing
expert testimony. When the damages are not found
by a jury, the court shall assess them.

(c) Standard for Calculating Reasonable Royalty—

1) IN GENERAL.—The court shall determine, based
on the facts of the case and after adducing any
further evidence the court deems necessary, which
of the following methods shall be used by the court
or the jury in calculating a reasonable royalty pur-
suant to subsection (a). The court shall also identify
the factors that are relevant to the determination of
a reasonable royalty, and the court or jury, as the
case may be, shall consider only those factors in
making such determination.

(A) ENTIRE MARKET VALUE.—Upon a show-
ing to the satisfaction of the court that the claimed
invention’s specific contribution over the prior art

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

based upon the entire market value of that infring-
ing product or process.

(B) ESTABLISHED ROYALTY BASED ON
MARKETPLACE LICENSING.—Upon a show-
ing to the satisfaction of the court that the claimed
invention has been the subject of any nonexclu-
sive license for the use made of the invention by
the infringer, to a number of persons sufficient to
indicate a general marketplace recognition of the
reasonableness of the licensing terms, if the license
was secured prior to the filing of the case before
the court, and the court determines that the
infringer’s use is of substantially the same scope,
volume, and benefit of the rights granted under
such license, damages may be determined on the
basis of the terms of such license. Upon a showing
to the satisfaction of the court that the claimed
invention has sufficiently similar noninfringing
substitutes in the relevant market, which have
themselves been the subject of such nonexclusive
licenses, and the court determines that the
infringer’s use is of substantially the same scope,
volume, and benefit of the rights granted under
such licenses, damages may be determined on the
basis of the terms of such licenses.

(C) VALUATION CALCULATION.—Upon a
determination by the court that the showings
required under subparagraphs (A) and (B) have
not been made, the court shall conduct an analysis
to ensure that a reasonable royalty is applied only
to the portion of the economic value of the
infringing product or process properly attributable
to the claimed invention’s specific contribution
over the prior art. In the case of a combination
invention whose elements are present individually
in the prior art, the contribution over the prior art
may include the value of the additional function
resulting from the combination, as well as the
enhanced value, if any, of some or all of the prior
art elements as part of the combination, if the
patentee demonstrates that value.

(2) ADDITIONAL FACTORS.—Where the court
determines it to be appropriate in determining a
reasonable royalty under paragraph (1), the court
may also consider, or direct the jury to consider, any
other relevant factors under applicable law.
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(d) Inapplicability to Other Damages Analysis—
The methods for calculating a reasonable royalty
described in subsection (c) shall have no application
to the calculation of an award of damages that does
not necessitate the determination of a reasonable
royalty as a basis for monetary relief sought by
the claimant.

Federal Circuit chief judge Paul Michel worries about
the litigation that will take place over the term “specific

vague White House objections,*? legitimate patent
holders have nothing to fear from the newly amended
Section 4 reforming the reasonable-royalty standard.

Encouraging Good Claims

The worry of some patent-holders is that creating
additional protections for defendants will encourage
infringement. The availability of treble damages for
willful infringement®3 should be sufficient disincentive,

contribution,”8 but there is no reason
that that litigation would be any more
drawn out than existing litigation over
the fifteen-factor test. Reasonable royalty
disputes and battles of the experts
already account for substantial expenses
in discovery and trial; Michel does not
persuasively argue that a different stan-
dard would add costs at the margin, espe-
cially when such a standard would deter
much litigation over de minimis patents.
Robert Armitage, the general counsel
of Eli Lilly, has expressed concern that
the bill’s language will not be able to dis-
tinguish between the MP3 patents in the

The Patent Reform Act
merely makes explicit
the common sense idea
that the inventor of a
trivial improvement in
windshield wipers does
not get to recover a
reasonable royalty based
on the market value of

the automobile.

but there is a simple reform that can
provide additional protection for patent-
holders without rewarding patent trolls: a
“loser-pays” rule.

Current law only permits an award of
attorneys’ fees to a plaintiff in “excep-
tional cases”* and to a defendant only
upon a showing of bad-faith litigation.4>
A mandatory loser-pays rule has many
benefits: it would give increased incen-
tive for legitimate patent-holders to
vindicate their rights while at the same
time destroying the extortionate business
model of the patent troll. A defendant
confident in the invalidity of an asserted

Alcatel-Microsoft case and a “modest bit
of code . . . that turns out in the marketplace to be
essential for operating systems and there are no
unpatented alternatives for it.”3°

Certainly, if a patent is “blocking”—that is, if circum-
venting it “(1) is not commercially practicable, or (2)
will not produce a commercially viable product”—it
makes both economic and legal sense for patent-holders
to be permitted to recover a reasonable royalty based on
the total value of the infringing product. Section
284(c)(1)(A)’s “predominant basis for market demand
for an infringing product or process” test should ideally
be read in conjunction with Section 284(c)(1)(C)’s
“economic value of the infringing product or process
properly attributable to the claimed invention’s specific
contribution” to include a blocking patent. If there is
any dispute about that, it would be a simple enough
amendment to tweak the bill to account for the princi-
ple of the blocking patent. The Patent Reform Act
merely makes explicit the common sense idea that the
inventor of a trivial improvement in windshield wipers
does not get to recover a reasonable royalty based on the
market value of the automobile.4! Notwithstanding

patent would no longer be forced to
settle for less than the cost of defense; contingent-fee
representation might even come about. There would be
additional long-term benefits, as loser-pays rules in
patent litigation would demonstrate the advantages of
such a rule in other litigation.

Conclusion

Barfield and Calfee’s Biotechnology and the Patent System
is correct about the importance of the patent system to
American innovation. But patent litigation is broken,
and Congress is every bit as qualified as—and often more
qualified than—the courts to fix it. Patent reforms are
possible that discourage patent trolls while protecting
the rights of both legitimate patent-holders and defend-
ants and satisfying the “do no harm”4¢ principle of

Barfield and Calfee.
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