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ABSTRACT 

  

 

Many of the problems associated with the ways courts value patent 

rights and determine reasonable royalty rates are derived from the courts’ 

failure to appreciate the effect their decisions have on parties’ negotiating 

positions, especially in the context of non-practicing patentees. Courts 

treat the hypothetical negotiation between a willing licensor and a willing 

licensee as separate from, or unaffected by, its previous decisions, and by 

doing so, the courts are ignoring the fact that the bargaining positions 

that would have been adopted by the hypothetical parties (even if they had 

both recognized the patent as completely valid and infringed) would have 

been a function of the court’s previous decisions. At the heart of this paper 

is a proposed new scheme for calculating reasonable royalties under 35 

U.S.C. § 284. Our proposed scheme attempts to embrace the role of the 

courts in valuing patent rights, and describe how the courts might fulfill 

that role in way that would incentivize negotiated agreements, thereby 

aiding the commercialization of patented inventions without significantly 

reducing inventors’ incentives.  
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INTRODUCTION 

 
―[T]he ‗reasonable royalty‘ device conjures a ‗willing‘ licensor and 

licensee, who like Ghosts of Christmas Past, are dimly seen as 

‗negotiating‘ a ‗license.‘ There is, of course, no actual willingness 

on either side, and no license to do anything.‖
3
 

 

When the tort of trespass to land has been committed but no harm has 

been suffered, the landowner is entitled to nominal damages,
4
 and whether 

or not an injunction is granted will be determined by an application of the 

traditional equitable principles.
5
 Land is the paradigmatic example of 

property,
6
 and yet landowners are not entitled to substantive damages in 

the absence of provable harm; nor are they automatically entitled to an 

injunction. 

Section 284 of Title 35 of the United States Code, by contrast, requires 

courts to substantively compensate patentees who have had their patent 

right infringed but who have suffered no (provable) harm.
7
 Furthermore, 

until recently there was a ―‗general rule,‘ unique to patent disputes, ‗that a 

permanent injunction will issue once infringement and validity have been 

adjudged.‖
8
 

To the extent that patent rights should be treated as property 

entitlements,
9
 they are surely less ―property-like‖ than real property itself, 

                                                 
3
 Panduit Corp. v. Stahlin Bros. Fibre Works, Inc., 575 F.2d 1152, 1159 (6th Cir. 1978). 

4
 RESTATEMENT (SECOND) OF TORTS §§ 902, 907 (1979) (―Nominal damages can be 

awarded in cases in which a person has sought to recover significant damages and has 

failed to prove significant harm.‖). Punitive damages may also be available, but only in 

very limited circumstances (e.g. where the tortious act was committed with ―malice, 

gross negligence, or oppression‖). Hefley v. Baker, 19 Kan. 9, 11 (Kan. 1877). 
5
 This language is used with reference to eBay Inc. v. MercExchange, L.L.C., 547 U.S. 

388, 393 (2006). See RESTATEMENT, supra note 2, § 941 (―An injunction should not be 

issued merely because of the existence of a technical tort.‖); id. § 937 (―[T]he general 

rule is that no significant distinction is drawn between property rights and personal rights 

for the purpose of determining the appropriateness of injunction against tort.‖). 
6
 See, e.g., WILLIAM M. LANDES & RICHARD A. POSNER, THE ECONOMIC STRUCTURE OF 

INTELLECTUAL PROPERTY LAW 11-20 (2003) (using real property as the paradigmatic 

example of property rights, and noting that ―Reducing transaction costs is the very raison 

d'être of property rights.‖). 
7
 35 U.S.C. § 284 (2009) (―the court shall award the claimant damages adequate to 

compensate for the infringement but in no event less than a reasonable royalty for the use 

made of the invention by the infringer‖). 
8
 eBay, 547 U.S. at 393-94 (quoting MercExchange, L.L.C. v. eBay, Inc., 401 F.3d 1323, 

1338 (Fed. Cir. 2005)). 
9
 Regarding the difference between ―property entitlements‖ and ―liability entitlements‖, 

see Guido Calabresi & A. Douglas Melamed, Property Rules, Liability Rules, and 

Inalienability: One View of the Cathedral, 85 HARV. L. REV. 1089, 1125 (1972). 

Regarding the argument in favor of patent rights as property entitlements, see Robert 

Merges, Intellectual Property Rights and Bargaining Breakdown: The Case of Blocking 

Patents, 62 TENN. L. REV. 75, 78 (1994) (arguing that the treatment of patent rights as 

property entitlements is justified because: there are only two parties to the transaction; the 

parties can easily identify each other; transaction costs are generally low; and it is 
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but this assumption does not appear to be reflected by the positive law.
10

 

The way to attack this analogy between trespass to land and patent 

infringement is to insist that there will never be a case in which a patentee 

suffers no harm as a result of the infringement of their patent right because 

the language of 35 U.S.C. § 284 entitles patentees to substantive damages 

whenever their patent rights are infringed. However, the circularity of this 

logic has not gone unnoticed,
11

 and one of its dangers is its ability to 

disguise what the courts are actually doing when they are calculating the 

value of the ―reasonable royalty‖ to which the patentee is entitled.
12

 

Specifically, the practice of reconstructing a hypothetical negotiation 

between a willing licensor and a willing licensee, which is the established 

method of calculating a reasonable royalty,
13

 enables courts to wrap their 

                                                                                                                         
difficult for courts to value IP rights); Roger D. Blair & Thomas F. Cotter, An Economic 

Analysis of Damages Rules in Intellectual Property Law, 39 WM. & MARY L. REV. 1585, 

1616-17 (1998) (suggesting that ―damages rules should be largely ancillary‖ to patent 

law‘s ―property-like entitlement structure‖). 
10

 See LANDES & POSNER, supra note 4, at 8 (pointing out that the transaction costs 

associated with intellectual property rights tend to be higher than those associated with 

physical property rights, and suggesting that this difference ―argues for a less extensive 

propertization of intellectual than of physical property‖).  
11

 See, e.g., Mark Schankerman & Suzanne Scotchmer, Damages and Injunctions in 

Protecting Intellectual Property, 32 RAND J. ECON. 199, 203-206 (2001) (―[The 

doctrine of reasonable royalty] involves a circularity, with the consequence that a whole 

range of damage measure may be logically consistent with it.‖); Liane M. Peterson, Grain 

Processing and Crystal Semiconductor: Use of Economic Methods in Damage 

Calculations Will Accurately Compensate for Patent Infringement, 13 FED. CIR. B.J. 41, 

70 (2003) (―[T]he Georgia-Pacific factors do not provide numerical evidence of what the 

parties would have actually agreed to had they decided to enter into a licensing agreement 

prior to the start of the infringement period.‖); Mark A. Lemley & Carl Shapiro, Patent 

Holdup and Royalty Stacking, 85 TEX. L. REV. 1991, 2021 (2007) (―[R]eliance on private 

license deals involves a degree of circularity because the royalty rates in those deals are 

themselves set as a function of what patentees could get if they went to court.‖); John M. 

Golden, Principles for Patent Remedies, 88 TEX. L. REV. 505, 508 (2010) (―In the 

absence of a strong presumption of injunctive relief, there is relatively little reason to 

trust that the market can produce an independently authoritative answer. … Consequently, 

under a pure damages regime, a judicial system that looks to the market to assess patent 

value might find itself looking in a mirror.‖). 
12

 35 U.S.C. § 284 (2009). 
13

 See Panduit Corp. v. Stahlin Bros. Fibre Works, Inc., 575 F.2d 1152, 1159-63 (6th Cir. 

1978). Cf. Uniloc USA, Inc. v. Microsoft Corp., Nos. 2010-1035, -1055, slip op. at 36 

(Fed. Cir. Jan 4, 2011) (―a reasonable royalty is often determined on the basis of a 

hypothetical negotiation‖ (emphasis added)). By suggesting that the hypothetical 

negotiation model is only one of the possible methods of calculating a reasonable royalty, 

the Uniloc court presumably had in mind the ―analytical‖ method of calculating 

reasonable royalties, according to which emphasis is placed on the profit that the accused 

infringer would have expected to derive from its use of the invention, see, e.g., Trans-

World Mfg. Corp. v. Al Nyman & Sons, Inc., 750 F.2d 1552, 1568 (Fed. Cir. 1984). 

However, the analytical method does not represent a departure from the hypothetical 

negotiation model: it merely asks the court to pay more attention to the attributes of the 

accused infringer when determining the running royalty to which the parties would have 
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treatment of patent rights as liability entitlements in property entitlement 

rhetoric. As Merges and Duffy have observed, patentees would only be 

able to exercise their patent rights qua property if market participants 

could be certain of the validity of the patent rights and if injunctions were 

mandatory.
14

 (Ayers and Klemperer describe such conditions as those of 

an ―idealized patent regime.‖)
15

 In the absence of such conditions, the 

courts‘ previous valuations of patent rights will determine the valuations 

adopted by the parties to patent licensing negotiations, which will, in turn, 

affect courts‘ future valuations. Lemley and Shapiro have demonstrated 

that this cycle can be expected to generate reasonable royalty awards that 

exceed the valuation that the parties would have adopted had they 

considered only the ―patent strength‖ and the value ―per unit of the 

patented feature to the [infringer,] in comparison with the next best 

alternative technology.‖
16

 Notwithstanding these effects, however, courts 

maintain that their valuations of patent rights are derived from the realities 

of the market and the characteristics of the relevant market participants. 

The premise of this paper is that many of the problems associated with 

the ways courts value patent rights and determine reasonable royalty rates 

are derived from the courts‘ failure to appreciate the effect their decisions 

have on parties‘ negotiating positions, especially in the context of non-

practicing patentees. Courts treat the hypothetical negotiation between a 

willing licensor and a willing licensee as separate from, or unaffected by,  

previous judicial decisions. By doing so, the courts are ignoring the fact 

that the bargaining positions that would have been adopted by the 

hypothetical parties (even if they had both recognized the patent as 

completely valid and infringed) would have been a function of the court‘s 

previous decisions. As Liane Peterson observes, ―the Georgia-Pacific 

factors do not provide numerical evidence of what the parties would have 

actually agreed to had they decided to enter into a licensing agreement 

prior to the start of the infringement period.‖
17

 In other words, the 

prevailing method of calculating reasonable royalties may suggest 

directions in which the awarded rate should be adjusted, but the choice of 

a starting point is, in some sense, arbitrary. 

The broader issue is that patent rights have different perceived values 

at different times, depending on what the relevant parties estimate the 

chance of validity and infringement to be (a variable that Lemley and 

                                                                                                                         
agreed. See Nancy J. Linck & Barry P. Golob, Patent Damages: The Basics, 34 IDEA 13, 

24. 
14

 See ROBERT PATRICK MERGES & JOHN FITZGERALD DUFFY, PATENT LAW AND  POLICY 

940 (4
th

 ed. 2007). 
15

 Ian Ayres & Paul Klemperer, Limiting Patentees' Market Power Without Reducing 

Innovation Incentives: The Perverse Benefits of Uncertainty and Non-Injunctive 

Remedies, 97 MICH. L. REV. 985, 987 (1999). 
16

 Mark A. Lemley & Carl Shapiro, Patent Holdup and Royalty Stacking, 85 TEX. L. REV. 

1991, 1996-99, 2022 (2007). 
17

 Peterson, supra  note 9. 
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Shapiro helpfully combine as ―patent strength,‖ or θ), and what amount of 

damages the parties believe a court would be likely to award in the case of 

a finding in the patentee‘s favor. Factors such as the prospective licensee‘s 

sunk costs and the relative cost advantage offered by the patented 

technology may further affect the running royalty rate that the prospective 

licensee would be willing to pay, but when the invention is not being 

legitimately worked by a party with an expectation of exclusivity (i.e. 

when the patentee is not working the invention and has not exclusively 

licensed the patent to a party who is working the invention), these factors 

should not limit the royalty rate that the patentee would be willing to 

accept. 

Of course, the fact that the perceived value of patent rights may vary is 

not inherently problematic. However, courts‘ attempt to ignore this fact 

when calculating reasonable royalty awards does affect parties‘ 

negotiating efforts in undesirable ways. Specifically, the current practice 

forces parties to estimate what they believe the court would suppose that 

they would hypothetically have done, had they known the patent rights 

were valid and infringed, and then discount this speculative reasonable 

royalty award by the perceived patent strength. In some cases at least, the 

uncertainty associated with this process is likely to inhibit negotiations 

between the parties and result in unnecessary litigation. 

At the heart of this paper is a proposed new scheme for calculating 

reasonable royalties under 35 U.S.C. § 284. Our proposed scheme 

attempts to embrace the role of the courts in valuing patent rights, and 

describe how the courts might fulfill that role in way that would 

incentivize negotiated agreements, thereby aiding the commercialization 

of patented inventions without significantly reducing inventors‘ incentives. 

We argue that our proposed scheme would bring the effects of patent law 

closer to those that the Constitutional framers intended it to have.
18

 

 

 

I. THE PROBLEM TO BE SOLVED 

  

The property rule/liability rule distinction arising out of Calabresi and 

Melamed‘s seminal article
19

 has shaped judicial and academic perceptions 

of patent infringement damages in unhelpful ways. It gave rise to debates 

about the extent to which patent rights should be treated as property 

entitlements, and left little room for nuance or creativity in the 

development of patent remedies. Most importantly, it hindered courts‘ 

ability to recognize and embrace the fact that, at least in the case of 

reasonable royalty awards for the infringement of patent rights covering 

inventions that are not being legitimately worked by a party with an 

expectation of exclusivity, patent infringement damages are, by necessity, 

                                                 
18

 U.S. CONST. art. I, § 8, cl. 8. 
19

 Calabresi & Melamed, supra note 7. 
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the product of a judicial valuation of patent rights. The status quo consists 

of courts valuing patent rights in a way that purports to reflect a respect for 

how those rights would be valued by the market. However, this enterprise 

ignores the relationship between the monopolistic nature of a right and the 

ability of market mechanisms to value that right.  

Once courts have recognized that valuing patent rights falls within 

their purview and cannot be delegated to the market, they must identify a 

method of calculating the value of those rights that is consistent with the 

statute, and with the common law legal framework within which they 

operate. What does the language of 35 USC § 283-85 tell us about patent 

infringement damages? First, it tells us that patent rights should have a 

value irrespective of whether the patent owner suffered a tortious loss as a 

result of the infringement. This can be understood as an endorsement of a 

―property rule‖ understanding of patent rights. Second, however, it tells us 

that restitutionary damages are not available, which constitutes an 

endorsement of a ―liability rule‖ understanding. Third, it tells us that 

injunctions may be granted when justified by the principles of equity. This 

is another pro-property-rule feature of the statute. But then, fourth, it 

expressly permits the court to receive expert testimony as to the question 

of damages, which looks like an endorsement of a liability-rule approach. 

From a practical (or legal realist) perspective, the fact that the statutory 

language of 35 USC § 283-5 does not map nicely onto Calabresi and 

Melamed‘s dichotomy is unsurprising. As demonstrated below, there are 

certain realities of patent rights that would undermine either a committed 

property-rule or liability-rule approach. Patent remedies must be evaluated 

in terms of their ability to achieve the goal of the patent system, i.e. to 

―promote the Progress of  [the] useful Arts,‖
20

 not in terms of their 

consistency with theoretical frameworks such as Calabresi and Melamed‘s. 

The ultimate value of property rights should supposedly be determined 

by market participants rather than courts. When both parties to a 

transaction understand that one of them has a confirmed right to exclude, 

they will reach a negotiated solution only when it is in both their interests 

to do so. When neither party has a clear right to exclude, on the other hand, 

the parties must rely on the courts to produce an outcome that is in both of 

their interests. This negotiation mechanism looks like an attractive way to 

increase efficiency and avoid relying on the courts to accurately estimate 

the value of capital-generating assets. However, this mechanism is rarely 

able to operate perfectly in the real world, and has a particularly low 

chance of doing so in the world of patent rights. 

The first element of uncertainty is introduced by the probabilistic 

nature of patent rights; specifically, the likelihood that the patent being 

asserted will be found both valid and infringed. In a two-party transaction, 

both parties are likely to reach different conclusions as to the probability 

of the asserted patent being valid and infringed, and are also likely to have 

                                                 
20

 U.S. CONST. art. I, § 8, cl. 8. 
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different beliefs as to how the other party perceives that probability. When 

combined with the indeterminacy of substantive law (e.g. patentable 

subject matter, the possible existence of previously-unidentified prior art), 

it is clear that there will already be significant uncertainty as to the nature 

of each party‘s best alternative to a negotiated agreement (BATNA). 

A second element of uncertainty is introduced by the law surrounding 

the grant of permanent injunctions. The Supreme Court‘s eBay decision 

dramatically reduced the likelihood that a patentee will be able to 

permanently enjoin the infringer, even if successful on the merits. In some 

fact scenarios, such as where the patentee is a non-practicing entity, it may 

even be clear to both parties that a permanent injunction would definitely 

not be granted by the court. 

A third element of uncertainty is introduced by the law governing the 

valuation of past (and possibly ongoing, in the event that a permanent 

injunction is not granted) infringement damages. The patentee‘s lost 

profits may be roughly evident to the parties, but the value of a reasonable 

royalty, as may be awarded by the court, is likely to be completely unclear. 

Under the current law, parties have very little guidance as to how the court 

might identify a ―reasonable‖ royalty. The breadth of the relevant 

economic factors, the involvement of a jury, and the information 

asymmetry of the transaction will contribute to this uncertainty. The 

parties will presumably attempt to rely on courts‘ previous decisions as 

well, but it is widely recognized that such decisions have not always been 

made on sound economic bases. 

These variables undermine any conception of patent licensing 

negotiations as ideal property-rule-type transactions. Rather, they 

highlight the effect that the courts have on the behavior of negotiating 

parties. 

We have designed a scheme that attempts to obviate some of these 

elements of uncertainty and encourage negotiated resolutions to patent 

licensing transactions. Our presumption is that the above-identified 

uncertainties distract parties from their natural tendency to negotiate on 

reasonable terms towards a mutually beneficial solution. 

 

 

II. OUR PROPOSAL 

 

Our proposed scheme focuses on incentivizing reasonable negotiations 

both before and during litigation by setting rules that modify the ultimate 

reasonable royalties award based upon each party‘s efforts to negotiate a 

license and/or settle the lawsuit. Our scheme would encourage potential 

infringers to search for patents and actively engage in licensing 

negotiations, whilst also encouraging both negotiating parties to behave 

reasonably. 

The crux of our scheme revolves around offering both parties clear 

financial incentives to make reasonable licensing/settlement offers all the 
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way up to the final judgment of the court. A related but distinct framework, 

which we refer to as the ―first offer doctrine,‖ extends the scheme to 

incentivize reasonable licensing/settlement offers prior to litigation. As 

part of this pre-litigation ―first offer doctrine‖ framework, we also propose 

modifying the extant rules around liability for willful infringement in 

order to further incentivize reasonable negotiations and efficient outcomes. 

It is perhaps necessary at this point to clarify that this scheme for 

calculating an appropriate reasonable royalty award has no effect on the 

patentee‘s entitlement to lost profits. To the extent that the patentee is able 

to evidence a quantum of lost profits, the patentee should be entitled to 

compensatory damages in accordance with the present statutory and 

jurisprudential scheme. 

 

A. The Patent Strength Multiplier (θ) 

 

A key limb of our proposed scheme addresses the first element of 

uncertainty identified above, namely the probabilistic nature of every  

patent‘s strength – that is, the likelihood of whether a patent will be found 

both valid and infringed. 

During settlement and licensing negotiations prior to and during 

litigation, parties will take into account their own estimates and opinions 

on the patent‘s strength when making offers. For courts calculating the 

reasonable royalty to be awarded following the successful assertion of a 

patent right, that patent right is no longer probabilistic; by the very nature 

of the court‘s decision, it can justifiably determine with 100% certainty 

that the patent is valid and has been infringed in that case.  

This discrepancy between reasonable royalty offers that incorporate a 

patent‘s strength and the court‘s ultimate determination of reasonable 

royalties cannot, though, be bridged by simply taking into account an 

infringer‘s perspective with respect to the likelihood that the patentee 

would succeed at trial. As Blair and Cotter have pointed out, this would 

―require the [patentee] to bear the risk of uncertainty twice: first, at the 

time of those negotiations, and second when deciding whether to proceed 

to trial.‖
21

 

Our solution to this discrepancy is to use the patentee‘s own 

perception of the strength of its patent, as reflected in the fraction obtained 

by dividing the patentee‘s claimed reasonable royalty rate
22

 by the 

                                                 
21

 Roger D. Blair & Thomas F. Cotter, Rethinking Patent Damages, 10 TEX. INTELL. 

PROP. L.J. 1, 41 (2001) (citing Stephen H. Kalos & Jonathan D. Putnam, On the 

Incomparability of ‘Comparable’: An Economic Interpretation of ‘Infringer’s Royalties’, 

9 No. 4 J. PROPRIETARY RTS. 2, 4-5 (1997)). 
22

 A patentee‘s claimed reasonable royalty rate must, under our scheme, be set out in the 

complaint. Prior to filing suit, if a patentee wishes to benefit from the ―first offer doctrine‖ 

(described in Part 2C below), it must state, in addition to any offer it makes to the 

infringer, the amount or rate it will be claiming for reasonable royalties should it 
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patentee‘s most reasonable licensing offer. This ratio is then used as a 

multiplier during the reasonable royalty calculation process described 

below. 

At any time during settlement and licensing negotiations, both the 

patentee and the accused infringer will be able to take account of this 

patent strength multiplier, as well as the reasonable negotiations 

framework as a whole, in order to determine what offers they should make. 

As demonstrated below, this framework acts to incentivize reasonable 

offers, to reduce the inflationary spiral of reasonable royalty awards, and 

to increase the likelihood of fair and rational settlement agreements. 

 

B. The Effect of Negotiations on Reasonable Royalty Calculations 

 

According to our proposed scheme, the court should begin by 

calculating a reasonable royalty according to the prevailing law. We 

recognize that a number of sensible suggestions regarding ways in which 

the current law should be modified have been made (particularly in the last 

3-4 years), however, and we see our scheme as complementing such 

proposals rather than replacing them. In any event, however the court 

applies the prevailing law, the result of that process will be a royalty rate 

that we denote the ―preliminary reasonable royalty rate‖ (hereinafter 

―PRRR‖). 

Each party should then have an opportunity to submit evidence as to 

what they believe were the most reasonable licensing/settlement offers 

they made prior to suit, with reasonableness to be assessed according to 

the formula set forth below.
 23

  

The evidence presented by the parties should then be used to generate 

the ―actual reasonable royalty rate,‖ i.e. the reasonable royalty award that 

is to be finally made by the court (hereinafter ―ARRR‖), according to the 

following procedure: 

 

1. The court should hear the relevant evidence and decide which of 

the licensing/settlement offers made by each party were the most 

reasonable. 

2. Once the court has heard the evidence, it should select a ―most 

reasonable offer‖ for each party. This decision should be made in 

relation to two points in time: (i) the most reasonable offer made 

by each party as at the determination of the PRRR (hereinafter 

                                                                                                                         
ultimately prevail in litigation (hereinafter the ―patentee‘s reasonable royalty claim‖, or 

―PRRC‖). 
23

 In some cases it may be necessary to take attributes of an offer other than the running 

royalty rate into account when determining reasonableness (for example where the other 

party was given only a very short time to accept, or where the offer included a fixed 

amount). However, in such cases the royalty rate that was offered should be adjusted to 

reflect the offer‘s additional attributes, in order for the adjusted rate to be assessed 

according to the usual formula. 



Restoring Sanity 11 

 

―MROD‖) and (ii) the most reasonable offer made by each party as 

at the filing of the lawsuit.
24

 

3. Finally, the court should determine the final reasonable royalty 

award—the ARRR—by adjusting the PRRR on the basis of the 

distance of each party‘s MROD (in the infringer‘s case, multiplied 

by the patent strength multiplier, described above) from the PRRR. 

A formula that reflects this adjustment is provided below with 

worked examples:
25

 

 

 

PMROD =  the patentee‘s most reasonable offer, as at the determination 

of the PRRR 

IMROD =  the infringer‘s most reasonable offer, as at the determination 

of the PRRR 

θ =  the patent strength multiplier = patentee‘s reasonable royalty 

claim (PRRC) divided by PMROD 

 

Example 1a 

 

- The patentee has claimed 20% as its PRRC, aits most reasonable 

offer is 16% (given that it considers it has an 80% chance of 

winning – corresponding to a θ value of 1.25). 

- The infringer‘s most reasonable offer was 5% (given that it would 

value the patent at only a 10% reasonable royalty rate and 

considers the patent is only 50% likely to be held valid and 

infringing). 

- If the court agrees with the patentee and determines PRRR at 20%: 

 

  ARRR  =  20 + (20 – 16) + (20 – 5 x 1.25) 

     =  37.75% 

 

i.e. because the patentee‘s reasonable royalty claim was absolutely 

correct and not greater than the court-determined PRRR, its 16% PMROD 

was far more reasonable than the infringer‘s MROD, so the patentee is 

rewarded by an increase in what would otherwise have been held to be a 

reasonable royalty. 

 

 

 

                                                 
24

 This second decision will be utilized according to the process explained below, in 

relation to the ‗first offer doctrine‘ and willful infringement. 
25

 These examples do not incorporate the effects of the ―first offer doctrine‖, which is 

discussed infra in Part 2B.   

ARRR  =  PRRR + (PRRR – PMROD) + (PRRR – IMROD x θ) 
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Example 1b 

 

In the same situation, but where the PRRR determined by the court is 

10% (i.e. the infringer‘s estimate): 

 

  ARRR  =  10 + (10 – 16) + (10 – 5 x 1.25) 

     =  7.75% 

 

i.e. because the patentee‘s reasonable royalty claim came out above the 

court-determined PRRR, all other things being equal, the infringer‘s 

MROD is now much more reasonable and the infringer is rewarded with a 

reduction in the reasonable royalty rate.  

 

 Continuing with this example, the following table illustrates the full 

range of outcomes each party would face if they did not amend their offers 

prior to PRRR determination. 

 
Table 1: The range of outcomes for the actual reasonable royalty rate under the scenario 

in Example 1 where the court determines a preliminary reasonable royalty rate of 

between 8% and 20%. 

P’s RR 

estimate 

(PRRC)  

I’s RR 

estimate 

P’s offer I’s offer PRRR ARRR  

20 10 16 5 8 1.75 

20 10 16 5 9 4.75 

20 10 16 5 10 7.75 

20 10 16 5 11 10.75 

20 10 16 5 12 13.75 

20 10 16 5 13 16.75 

20 10 16 5 14 19.75 

20 10 16 5 15 22.75 

20 10 16 5 16 25.75 

20 10 16 5 17 28.75 

20 10 16 5 18 31.75 

20 10 16 5 19 34.75 

20 10 16 5 20 37.75 

 

As can be seen, one effect of our proposed framework is to magnify 

the severity of the reasonable royalty award at either ends of the 

probability spectrum. Given both parties‘ uncertainty over the exact level 

of the court-determined PRRR, this pushes both parties towards the 

middle ground and generates a greater range of mutually rational and 

agreeable outcomes.  

 This incentivizing of reasonable negotiations is magnified, since the 

expected ARRR will move in a party‘s favor each time it makes a more 

reasonable offer, as demonstrated in the following example. 
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Example 1c 

 

Using the same scenario as above, but assuming that the parties are 

still engaged in negotiations prior to determination of the PRRR, the 

following table show the effect on the range of possible ARRR outcomes 

as each party improves its offer: 

 
Table 2: The range of outcomes for the actual reasonable royalty rate under the scenario 

in Example 1 showing how the outcome changes as the parties improve their offers. 

P‘s offer: 16   

I‘s offer: 5 

P improves offer: 12   

I‘s offer: 5 

P‘s offer: 12 

I improves offer: 8 

PRRR ARRR  PRRR ARRR  PRRR ARRR  

10 7.75 10 9.67 10 4.67 

11 10.75 11 12.67 11 7.67 

12 13.75 12 15.67 12 10.67 

13 16.75 13 18.67 13 13.67 

14 19.75 14 21.67 14 16.67 

15 22.75 15 24.67 15 19.67 

16 25.75 16 27.67 16 22.67 

17 28.75 17 30.67 17 25.67 

18 31.75 18 33.67 18 28.67 

19 34.75 19 36.67 19 31.67 

20 37.75 20 39.67 20 34.67 

   

 This table also shows how, in this scenario, the patentee improving its 

offer by 4% will increase the actual reasonable royalty awarded by just 

under 2%, all other things being equal; whilst the infringer improving its 

offer by 3% will reduce the actual reasonable royalty awarded by 5% in 

each case. This effect is a direct result of the patentee setting its PRRC at 

20%. The patentee is therefore incentivized to set as reasonable a PRRC as 

it can at the outset, in order to lessen this magnification effect. 

 

Example 1d 

 

In this example we compare the potential agreement range (measured 

by an overlap in both parties‘ expected values) with and without our 

proposed scheme. 

 The table below compares the expected value of each party in the 

event of different court-determined reasonable royalty rates under the 

example scenario with and without our proposed framework: 

Expected value (E[V]) is calculated by multiplying the court‘s 

determination of reasonable royalties against the party‘s expectation that 

the patent will be found valid and infringed. 
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Restating the example scenario:  

- P estimates the reasonable royalty value of the patent at 20%. 

- I estimates the reasonable royalty value of the patent at 10%. 

- P‘s offer stands at 16%, representing a patent strength estimate of 80%.  

- I‘s offer stands at 5%, representing a patent strength estimate of 50%. 

 
Table 3: The parties‘ expected values with and without our proposed scheme at different 

court-determined reasonable royalty rates, and the agreement ranges these expected 

values represent. 

 Without proposed scheme With proposed scheme 

PRRR ARRR  P’s E[V] I’s E[V]  ARRR P’s E[V] I’s E[V]  

10 10 8 5 7.75 6.2 3.875 

11 11 8.8 5.5 10.75 8.6 5.375 

12 12 9.6 6 13.75 11 6.875 

13 13 10.4 6.5 16.75 13.4 8.375 

14 14 11.2 7 19.75 15.8 9.875 

15 15 12 7.5 22.75 18.2 11.375 

16 16 12.8 8 25.75 20.6 12.875 

17 17 13.6 8.5 28.75 23 14.375 

18 18 14.4 9 31.75 25.4 15.875 

19 19 15.2 9.5 34.75 27.8 17.375 

20 20 16 10 37.75 30.2 18.875 

 

 In this scenario, without our proposed scheme, a patentee who values 

its patent at a reasonable royalty rate of 20%, with an 80% chance of 

prevailing in litigation, would be unlikely to amend its offer much below 

16%. Conversely, in the same scenario, an infringer who values the patent 

at 10%, with a 50% chance of being held valid and infringed, would be 

unlikely to raise its offer much over 5%. The parties will always consider, 

though, the probability that the court will award a reasonable royalty rate 

closer to the other party‘s estimate. 

 In the table above, the shaded cells represent the potential range of 

agreement between the two parties, comparing the expected returns of 

each party when they are considering the possibility of different court-

determined reasonable royalty rates. Both parties might consider the 

probabilities of the court awarding a reasonable royalty rate in the range 

between 10% and 20%, representing the lower and upper limits of the 

parties‘ expectations. 

 In the scenario without our proposed scheme, the overlap of expected 

values does not extend across the range of possible court awards: the 

patentee might be willing to go as low as 8%, if it considered it at all 

likely that the court might award a reasonable royalty rate of 10%; the 

infringer might be willing to go as high as 10%, if it considered it at all 

likely that the court might award a reasonably royalty rate of 20%. The 

potential agreement range between 8% and 10% would correspond, 

bearing in mind the expected value calculations, to court awards of 10% to 
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12% and 16% to 20%. However, if both parties were seriously considering 

that the court might award reasonable royalty rates between 13% and 15%, 

then the expected value calculations of each party would likely prevent 

agreement. 

 In the scenario with our proposed scheme, the overlap of expected 

values is far broader.
26

 Given the chance of a court award anywhere 

between 10% and 20%, the patentee might be willing to offer as low as 6.2% 

and the accused infringer might be willing to offer as high as 18.9%. 

Depending on the actual circumstances of the parties, particularly the 

ability of the accused infringer to pay, this might not in fact be possible, 

nevertheless, the range of possible agreement is much broader and covers 

the full range of potential court awards.  

 As we hope is clear from the above examples, our proposed scheme 

provides both parties with clear financial incentives to make reasonable 

licensing/settlement offers (or, more precisely, to make offers that are 

likely to be close, following adjustment via the patent strength multiplier, 

to the rate that the court would determine to be a reasonable royalty, where 

the court is applying the prevailing law). 

If the infringer did not make an offer, the procedure described above 

should be applied as if the infringer‘s offer was zero. However, if the 

patentee did not make an offer, the procedure described above should be 

applied as if the patentee‘s offer was infinitely large (such that ARRR will 

always equal 0%).
27

 This rule forces the patentee to make the infringer an 

offer if the patentee wishes to be entitled to reasonable royalty damages. 

Likewise, the infringer is forced to make an offer, or else risk facing a 

very high ARRR award should the patentee prevail on the merits. 

 

C. The First Offer Doctrine 

 

As part of our proposed scheme, the ―first offer doctrine‖ would be a 

rule that instructs the court to use its discretion to find with respect to 

willful infringement, and perhaps other issues,
28

 in favor of the party who 

made the very first settlement/licensing offer, provided that that party 

either: 

 

                                                 
26

 This is clear from the table, even at the levels at which the parties are currently holding 

their offers (16% and 5%). The overlap in agreement ranges would only increase as the 

parties‘ offers converged. 
27

 ARRR should never be less than zero. There would clearly be statutory and equitable 

problems with charging the patentee a reverse royalty in this situation. 
28

 Aside from willful infringement, our proposed scheme could also incorporate other 

incentives that the court has the discretion to deploy. For example, courts are authorized 

to award attorney‘s fees in exceptional cases (35 U.S.C. § 285 (2009)) including for: 

‗Inequitable conduct before the PTO; litigation misconduct; vexatious, unjustified, and 

otherwise bad faith litigation; a frivolous suit or willful infringement.‘ Wedgetail, Ltd. v. 

Huddleston Deluxe, Inc., 576 F.3d 1302, 1304 (Fed. Cir. 2009). 
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(i) did not file the lawsuit; or 

(ii) had made the ‗more reasonable reasonable royalty offer‘ as of 

the time the lawsuit was filed (hereinafter, ―MRRRO‖).
29

  

 

In order to determine which party made the MRRRO, as with the 

determination of the MROD of each party as discussed above in Part 2A, 

the court will, after determination of the PRRR, hear evidence and 

arguments from both parties and make a decision as to each party‘s most 

reasonable pre-suit offer (as at the time the lawsuit was filed, and 

following adjustment with the patent strength multiplier). Therefore: 

 

i) The accused infringer‘s ―adjusted pre-suit reasonable royalty 

offer‖ will be its most reasonable pre-suit offer multiplied by the 

―patentee‘s reasonable royalty claim‖ and divided by the patentee‘s 

most reasonable pre-suit offer. 

ii) The patentee‘s ―adjusted pre-suit reasonable royalty offer‖ will, 

in effect, be the patentee‘s reasonable royalty claim, the PRRC, as 

stated in its complaint. 

 

 The court can then measure the distance of each party‘s ―adjusted pre-

suit reasonable royalty offer‖ from the PRRR, with the closer offer 

deemed the MRRRO.
30

 

For example, a patentee who makes a first offer and files suit can only 

retain the benefit of the first offer doctrine if it has made the MRRRO. Or 

if the infringer makes the first offer but is not ultimately adjudged to have 

made the MRRRO and is also the party to file suit, it will not retain the 

benefit of the first offer doctrine.
31

 

Under our proposed framework, the major advantage that the court 

would confer on the party retaining the benefit of the first offer doctrine 

would be to allow or preclude exemplary damages consistent with that 

which is currently termed ―willful infringement.‖ As a result of this 

framework, the party receiving the benefit of the first offer doctrine would 

be able to claim, or be shielded from claims for, treble damages. 

 

D. When Should Willful Infringement be Found? 

 

Our proposed framework for determining when willful infringement 

should be found operates on top of the existing framework, and does not 

attempt to replace it. Under our scheme, however, willful infringement 

will be subject to the first offer doctrine (in addition to the requirements 

that patentees must currently satisfy), and enhanced damages will not be 

able to start accruing until the patentee has made a first reasonable royalty 

                                                 
29

 Supra note 23.  
30

 Id. 
31

 See flowchart diagrams in Part 2D below 
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offer (hereinafter a ―FRRO‖). In other words, increased damages for 

willful infringement will only be allowed: (i) if the patentee is entitled to 

the benefit of the first offer doctrine; and (ii) from the moment a valid 

FRRO has been made to the accused infringer prior to the commencement 

of litigation. Where the infringer has the benefit of the first offer doctrine, 

increased damages for willful infringement will not be available to the 

patentee.  

If the patentee prevails on the merits and the court must consider 

whether to increase the damage award to account for willful infringement, 

the court would determine if and when a FRRO was made by the patentee.  

What is or is not a valid FRRO turns on whether a patentee included a 

reasonable royalty claim along with its offer. 

Where the patentee discovers the infringer, our framework would not 

allow a warning letter to start the clock for willful infringement purposes 

unless the letter includes an offer and a reasonable royalty claim. Only an 

offer
32

 accompanied by a reasonable royalty claim (its PRRC) can be 

determined a FRRO for these purposes.
33

  

Where a putative infringer discovers a patent, the infringer has the 

opportunity to make a first offer to the patentee. If a patentee who wishes 

to set the willful damages clock running by having its counter-offer 

deemed a FRRO by the court, it must set out its PRRC in that counter-

offer. Furthermore, in order for the patentee to plead willful infringement 

during litigation, the putative infringer must have forfeited the benefit of 

the first offer doctrine (i.e. despite making the first offer, the infringer was 

the party filing suit and also did not make the MRRRO). 

By thus reframing the conditions for the award of willful infringement 

damages, the first offer doctrine encourages reasonable negotiations prior 

to litigation by incentivizing: (i) putative infringers to make first contact 

with patentees, thus deterring strategic infringement; and (ii) patentees to 

make an actual offer that can serve to start a negotiation process, rather 

than merely sending a warning letter or filing suit immediately. 

 

                                                 
32

 In particular, an offer that is framed in terms of an ongoing royalty bearing a relation to 

the infringing product or process, and not merely a flat one-off fee that bears no such 

relation. Cf. supra note 23. 
33

 Note that, under our proposed scheme, once a patentee has opted to set its PRRC, it 

cannot subsequently change this, even in its complaint when filing suit, or else the patent 

strength multiplier would be affected and the whole framework of pre- and intra-litigation 

reasonable offers and counter-offers would be undone each time the PRRC was changed. 

However, the patentee is free to argue during the court‘s determination of the damages 

award that the court should set a higher PRRR. The patentee can thus take advantage of 

new information gained through discovery and the process of litigation. 
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Flowchart diagram 1: Patentee makes first contact with accused infringer. 

 
 
Flowchart diagram 2: Infringer makes first contact with patentee. 
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CONCLUSION 

 

Since parties‘ licensing negotiation positions will always be 

determined by judicial valuations of patent rights (at least in the absence 

of an ―idealized patent regime‖),
34

 the notion of a ―reasonable royalty‖ (at 

least in the context of 35 U.S.C. § 284) is inherently circular. However, 

that is not to say that the method of calculating reasonable royalty rates 

could not be biased in favor of a negotiated outcome. Indeed, this is 

exactly the type of bias that our proposed scheme for calculating a 

reasonable royalty rate intends to introduce. By doing so, we hope that we 

might make patentees and potential infringers a little more willing to 

negotiate with each other, and may therefore go some way towards 

reincarnating the ―Ghosts of Christmas Past.‖
35

 

                                                 
34

 Supra note 13. 
35

 Panduit Corp. v. Stahlin Bros. Fibre Works, Inc., 575 F.2d 1152, 1159 (6th Cir. 1978). 


