The Economics of Patent Litigation, Part 1

By Samson Vermont'

Seventy-six percent of patent suits settle,” but not before each side incurs more than $1
million in direct legal fees and indirect expenses.® And usually what we could have settled for at the
outset is no better or worse than the deal we accept down the road.* So the question arises: if most
of us are going to settle anyway, why not do so before incurring the costs?

This appears to be easier to say than to do because in the last five years 11,000 patent suits

were filed in the US® and more than half remained unresolved after the first 12 months? The
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difficulty in settling early stems from divergence between the parties in information and
expectation.” Theory and evidence suggest that parties tend to litigate when at least one side is overly
optimistic about its case; ° they tend to settle when their information and expectation converge, i.e.,
when they both become realistic. When approached conventionally, this convergence comes slowly
since each side must first gradually develop a feel for, or a judge’s ruling must indicate, which way
the case might go at trial.’

Again, one reason for this delay is sheer optimism and bias.”® For example, IP damage
experts say that patent owners often dramatically overestimate the recoverable damages and
defendants typically underestimate them." And litigants are not always disabused of these false
hopes early in the process. Although 85 percent of patent attorneys claim to start valuation of the

case before filing, damage experts are hired before filing only about 19 percent of the time. (All

1.12 years. Lanjouw and Lerner find an average case pendency of about 1.4 years. Jean O.
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litigation, Table 3, NBER Working Paper No. 5689 (NBER 1996).
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patent litigators agree that a damage expert must be hired prior to the close of discovery. In fact,
one-third generally hire more than one damage expert.")

Another reason the feel for case value is tardy is that the human mind is bad at manipulating
large numbers of interrelated and uncertain variables.” Indeed, the average person cannot hold,
much less manipulate, more than seven things in his mind at once, which is one reason that phone
numbers have seven digits.”®

Ben Franklin articulated these cognitive limitations in 1772:

When those difficult cases occur, they are difficult, chiefly because while we have
them under consideration, all the reasons pro and con are not present to the mind at
the same time; but sometimes some set present themselves, and at other times
another, the first being out of sight. Hence the various purposes or inclinations that

alternately prevail, and the uncertainty that perplexes us."

These obstacles have given rise to a science of decision making, a subdivision of the field of
operations research called decision analysis. This chapter introduces a subdivision of that
subdivision¥a quantitative decision tree analysis. Decision tree analysis helps us determine whether
we should settle or litigate and if the former for what amount. If the latter, it helps us focus and
strategize.

More specifically, decision tree analysis enables us to (1) decompose a problem into parts

simple enough for our minds to wrap around, (2) weigh the relative significance of those parts, (3)
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systematically assign probabilities to them, (4) recompile all of our judgments, and (5) boil the whole
problem down to a few numbers, for example, the dollar value of settling versus the dollar value of
litigating."®

ThelLast Barrier
Patents are more important than they used to be®® because the confluence of the Internet,

global venture capital and cultural changes have eroded other traditional barriers to entry.
Eroding barriers include:

Capital Formation. It used to be that the biggest bank account would often win because the
competition simply couldn’t gather the funds to build factories, finance startup operations, etc.
Capital formation is easier now.

Recruiting and Retention of Key Employees. Never have employees been so mobile and
quick to jump ship for adlightly better offer.

Proprietary Distribution Systems. Even when competitors devel oped better products at a
better price, they often lacked access to customers, i.e., they lacked the requisite bricks and
mortar facilities to physically put the product in front of the buyer.

Proprietary Supplier Relationships. Big companies, or companies established in a niche, used
to incur relatively low supply costs because they could buy in bulk and/or enjoyed close

18 See generally Marc B. Victor, How Much is a Case Worth? 20 Trial 48 (July 1984); —
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Counseling and Litigation (Matthew Bender 1988); — Evaluating Legal Risks and Costs with
Decision Tree Anaysis, ch.12 in Successful Partnering Between Inside and Outside Counsel
(West Group/American Corporate Counsel Association 2000) (Victor's best article on the
subject); Alexander 1. Poltorak and Paul J. Lerner, Litigation Risk Analysis in Patent
Infringement Lawsuits, Managing Intellectual Property (May 2001); Bruce L. Beron, Litigation
Strategies & Risk Management Primer (LRMI 1996); Stephen C. Glazier, Patent Strategies for
Business, 3" ed., p.83-97 (LBI Institute 2000).
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may be greater than the rate of increase of licensing revenue.



relationships with vendors. Now, via aggregation through the Internet and other means, new

entrants can also buy at a discount.?°

So companies are wringing more out of intellectual property.?* Accordingly, while about
108,000 U.S. patent applications were filed in 1980, about 289,000 were filed in 1999.2? And the
rate of increase is increasing. From 1990 to 1994, afive-year period, filings increased 17 percent
(meaning that the number of patents filed in 1994 was 17 percent higher thanthe number filed in
1990). From 1997 to 1999, athree-year period, filings increased 25 percent, and issuances
increased 61 percent.?® Aside from an economic downturn, there is no reason to expect this to
stop. Nor is the phenomenon limited to the U.S., athough filings in most other countries have
risen less dramatically. For example, filings in the European Patent Office increased 40 percent
from 1990 to 1999.%

Licensing revenues have risen even faster than patent filings. From 1980 to 1999, U.S. patent
licensing revenues increased about 4,000 percent.? Patent suits are also giving chase. The

number of patent suits is growing more than three times faster than the number of non-patent
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civil suits.?® For example, in 1991 just over 1178 patent suits were filed.?” Throughout the 1990s,
patent suits increased about eight percent each year?® such that, in the year 2000, 2486 were
filed.?

Awards are also up. The total amount awarded in the 1990s was double the total amount
awarded in the 1980s°, which well exceeds the cumulative inflation from the 1980s to the 1990s
of about 30 percent. Also, the cumulative average of al awards from 1996 to 1999 was 55

percent higher than the cumulative average of all awards from 1992 to 1995.3*
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Next month, we will evaluate the general costs and benefits of patents and patent litigation.
These evaluations will serve as vehicles for the presentation of little known patent facts and
statistics, some of which we will later plug into decision trees. In following months, we will look at
litigation costs, review the basics of decision analysis, set up a hypothetical patent suit and climb into
the decision trees. The object of this multi-part series is to learn the relevant patent numbers while

learning how to manipulate them.
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