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Preface

We have a very simple goal with this book: to help inventors, entrepreneurs, executives, technology acquirers, technology managers, lawyers, judges, and anyone else who is part of the patenting process to make better patent decisions. Most readers of a book titled Patent Valuation are likely to appreciate that patented inventions are important. So, we are going to skip over the typical introduction to an intellectual property book that tells readers about the importance of intellectual property—in particular, patents—in a knowledge-based world. We assume that readers already know that patented inventions provide the foundation for modern economies and for many of the world's most successful companies.

What many readers may not fully appreciate, however, is a more subtle but equally important reality that stems from two related concepts. First, making informed decisions about the creation, management, and defense of patented inventions can distinguish competitive success (and significant wealth creation) from competitive failure (and economic waste). For patents to achieve their value-generating potential, numerous actors performing a variety of functions need to make multiple decisions. For example, inventors need to decide which research projects to pursue and how much to invest in the research project. If a patentable invention results from the research project, the inventor needs to decide whether to patent the invention and, if the answer is to patent, how much to invest in prosecuting the patent. Decisions then need to be made about patent management. Should the patent holder use the invention, transfer it to a third party, or do both? If the patent holder seeks to transfer some, or all, of its patent rights, how should the transfer be structured and at what price? Overlaying all these decisions are equally important litigation decisions. Should the patent holder sue a potential infringer (and how much should it spend on the litigation)? At what price should the patent holder settle? When should an alleged infringer settle a potential lawsuit, and when should it defend? As the societal importance of patents continues to increase, so, too, does the importance of wisely making each of these various patent decisions (and thousands more related decisions).

The second concept is that patent decisions can be significantly improved by recognizing that they can be quantified, compared, and evaluated. In short, patents and their related decisions can be valued and are implicitly valued even if that valuation frequently goes unnoticed. Through an attentive and disciplined thought process, valuation allows a decision maker to determine the course of action that provides the most advantageous outcome. Despite its acceptance in other business settings, valuation has been slow to develop as a wide-ranging decision-making tool for patents. One reason (and probably the most powerful reason) for this failure to systematically employ valuation analysis to guide patent decisions is the common misperception that patent valuation is too difficult. Because most patent decision makers believe that valuing patents is an inherently difficult exercise, they often believe that it is foolhardy to invest much energy into valuation unless it is absolutely required, such as when licensing a set of patent rights. Such thinking could not be more misguided. On the one hand, it fails to appreciate the extent to which valuing patents can improve patent decisions. Moreover, the idea that patents are overly difficult to value is simply wrong. One of the most fundamental premises of this book is that intelligent valuation skills are accessible to, and should be used by, each of the various decision makers in the patent process. This book provides narrative descriptions of the various topics, illustrative cases, step-by-step valuation techniques, user-friendly procedures and checklists, and an abundance of examples that help to make patent valuation an understandable decision-making tool that can be deployed throughout an organization.

Outline of the Book

This book is organized into three parts. Part One examines the foundations for patent valuation and decision making. Chapter 1, “Valuation Basics,” presents an overview of valuation and its role in decision-making processes. Chapter 2, “Patent Basics,” provides a review of patent law basics. Because patent rights—separate from the underlying use of a patented invention—are central to an invention's ability to generate value, it is critical to understand those rights when valuing a patent. Chapter 3, “Valuation Analysis to Improve Patent Decision Making,” provides an overview of the wide range of patent decisions that can benefit from valuation analysis and examines decision-making strategies that help to guide how much valuation analysis to conduct in a particular situation. With real-world applications in mind, this chapter also explains how valuation techniques can help to inform decision making without becoming tedious, overly burdensome endeavors. Chapter 4, “Disassembly,” explains how the basic task of disassembling a valuation problem into its component parts can often be the most crucial step for generating a useful valuation. Disassembly helps the valuator to identify the individual factors that collectively generate the overall value of the item being valued, generate a better understanding of those individual factors and how they interact to generate value, organize the information so that it can be dealt with in a manageable way, and identify and eliminate extraneous information that is not important to the valuation process. This chapter also demonstrates how to incorporate disassembly techniques into patent valuation analyses.

Part Two provides the fundamental tools needed to value patents. Chapter 5, “Preparing for the Valuation,” details the preparatory work that should be done before launching into a thorough valuation exercise. Chapter 6, “Income Methods: Discounted Future Economic Benefits Analysis,” describes the basic discounted future economic benefits (DFEB) model for valuing patents. Chapter 7, “Advanced Income Methods: Incorporating the Value of Future Decision Opportunities,” seeks to expand on the basic DFEB model to incorporate the value of future decision opportunities. The basic DFEB model does not fully capture future flexibility and choices that are embedded in patents, but more advanced techniques (such as real options theory and decision trees) do. Chapter 7 explores the theoretical and practical applicability of these advanced techniques. Chapter 8, “Market Methods,” analyzes a number of the market methods that are used to value patents. This chapter also explains the strengths and weaknesses of these methods and how they can be effectively employed. Chapter 9, “Cost Methods,” explains the core cost methods for valuing patents and demonstrates how to make practical use of them.

Part Three presents specific, practical scenarios that benefit from patent valuation. Chapter 10, “Pricing Patent Licenses,” examines how to structure and price patent licenses. One of the most critical times for valuing a set of patent rights is when patent rights are being transferred voluntarily, and licenses are the most common method for such transfers. Chapter 11, “Patent Infringement Damages,” provides an overview of U.S. law for calculating damages in patent infringement cases. The consequences of infringement litigation can be very material to a party, which makes understanding how patent damage awards are computed important to intelligent decision making in numerous litigation and nonlitigation patent settings. The potential net returns from bringing a lawsuit as well as the potential net costs from being sued for infringement should factor into a multitude of patent decisions. Chapter 12, “Unlocking the Potential Value within Patents,” considers the latent, capital-generation potential that exists within patents. Unlocking the potential value of patent assets to access investment capital is critical to the creation and growth of entrepreneurial firms. This chapter describes a number of emerging methods for extracting this potential value from patents and explains the intersection between traditional valuation analysis and these emerging practices. Chapter 13, “Valuation in Patent-Based Tax-Planning Strategies,” explores patent-based tax-reduction strategies and explains the role of valuation in these strategies.
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Part One

Foundations for Patent Valuation and Decision Making





Chapter 1

Valuation Basics

One cannot make an informed decision without valuation. By definition, decisions require choosing between alternative courses of action. Putting aside for a moment what value actually means, a reasonable decision maker will seek the alternative that provides the best value. If a firm is considering whether to buy an asset, it will want to determine the asset's value to the firm and compare it with the acquisition cost. If a firm is choosing between business strategies or financing strategies, it will want to pursue the strategy that provides the most value to the firm. The realization that informed decisions require valuation is well understood in many business settings. You would be hard pressed to find a competent corporate finance manager who does not rely on valuation as the primary decision making tool.

Despite its acceptance in other business settings, valuation has been slow to develop as a wide-ranging decision-making tool for patents. In the patent context, valuation analyses tend to be conducted only when absolutely required. If a company is about to license its patent rights to a third party, for example, or needs a damages estimate for an infringement lawsuit, a value obviously must be placed on the patent rights. Consciously valuing the potential patent rights at other times is much less common. In effect, thoughtful valuation efforts are limited to when money is about to change hands on the patent rights or when an asset value needs to be placed on the books for tax planning or accounting purposes. Using valuation to make patent decisions in other circumstances, however, remains the exception rather than the rule. Twenty or thirty years ago, when patents tended to be less critical to firms’ success, it may have been permissible for companies to take a cavalier approach to valuing patents and making patent decisions. That is no longer the case. Today's successful manager, scientist, attorney, or governmental official involved with patents is constantly asked to make decisions, and that decision-making process can be significantly improved by understanding and using valuation analyses. Consider just a few of the common patent-related decisions that firms face on a daily basis:


[image: img] Which R&D project should the firm pursue?

[image: img] Should the firm obtain a patent?

[image: img] In which countries should the firm obtain a patent?

[image: img] How broadly should the firm's lawyers draft the patent's claims?

[image: img] How should the firm manage its patent portfolio?

[image: img] Should the firm sue a possible infringer?

[image: img] How should the firm respond to a threat of an infringement suit?

[image: img] How should the firm monetize a patent?



For those decision makers who purposefully or inadvertently try to avoid valuation analyses, their avoidance efforts will not be successful. Every decision involves a value judgment (the option chosen is better than the options not chosen), whether the decision maker appreciates it or not. When a company decides to prioritize one research and development (R&D) project over another, for example, the company has valued the winning R&D project higher than the other. When a company decides to settle a patent infringement suit, the company has valued the settlement alternative higher than the litigation alternative. Therefore, the choice is not whether to conduct a valuation analysis. Rather, the choice is whether to employ an intelligent valuation analysis that helps to inform the decision or to employ a sloppy process that ignores such valuable information.

Valuation has traditionally had a limited role in the patent context because it is perceived to be so complex and uncertain that the effort is not worth the information it generates. We could not disagree more with that line of thinking. This book is based on two foundational principles that we hope to prove throughout the text: (1) Reasonable valuation estimates can be generated for patents that significantly improve all aspects of patent decision making, and (2) conducting useful patent valuations is not that difficult. In fact, patent valuation skills can be made generally accessible to most actors in the patent industry and thereby improve decision making throughout the entire patent process.

In this chapter, we


[image: img] Explain what is meant by value.

[image: img] Provide a general overview of the valuation process and what it can accomplish.

[image: img] Explain the importance of identifying exactly what is being valued: the invention, the patent rights, or both?

[image: img] Examine some common misconceptions about valuation that obscure the ultimate benefits of the exercise.

[image: img] Provide an overview of the three fundamental valuation approaches (income, market, and cost).

[image: img] Consider limitations on rationality in valuation and decision-making exercises.



What Is Value?

A valuation analysis seeks to determine an asset's value. Most of us have an intuitive appreciation of what is meant by value: It refers to the benefits that come from the asset. The unifying benefit patents provide is the cash flow that patent rights help to generate. Why do firms buy, sell, or otherwise make decisions about patent rights? There are many specific reasons, but the overarching rationale that links each patent decision is the firm's desire to generate economic benefits. By their nature, most firms are profit-driven entities. Whether or not mandated by law (e.g., in the case of corporations1), the fundamental purpose for most business firms is to generate profits. A firm's decisions to accumulate, use, transfer, enforce, or defend patent rights are therefore driven by the ability for that decision to generate “net” economic benefits—economic benefits that exceed related costs—that enhance the firm's economic position. Thus, a patent valuation analysis is an attempt to measure the net economic benefits that come from a firm's patent-related decisions.

How do patent rights help the rights holder to generate the net economic benefits that are the source of value? That is a topic we will cover throughout this book. For now, note that there are two choices: Economic benefits can be either direct or indirect.

 
1. Direct economic benefits: Patent rights can create a direct cash flow stream for the rights holder that could not be earned without those rights. For example, holding the patent rights may allow the rights holder to generate extra profits that stem from excluding competitors.

2. Indirect economic benefits: Patent rights can also generate indirect economic returns for the rights holder. Namely, the patent rights can (1) save money for the rights holder by reducing or eliminating certain negative costs and (2) indirectly help the rights holder to generate cash flow streams (e.g., a patent can signal R&D strength that helps the patent holder to raise investment capital and build other business lines).



On occasion, patents can also generate noneconomic benefits (see Box 1.1).






Box 1.1: Instrumental versus Intrinsic Value

In this book, we will generally focus on instrumental value. Patents have value as instruments of commerce that provide rights holders with certain economic benefits (both direct and indirect). Because patents are typically held by companies and other commercial actors, the instrumental value of patents is the dominant focus for most rights holders.

It should not be forgotten, however, that patents may also have intrinsic value for some rights holders. Many inventors are driven to patent by the possibility of financial gain, but some pursue patents for their intrinsic value. Intrinsic value includes noneconomic rewards such as the prestige, personal achievement, or feeling of accomplishment that comes from having a patent. For such an inventor, a patent can be a symbol of inventiveness or achievement, even if it does not create any real value in commerce. This intrinsic value of patents may help to explain why so many patents are pursued each year that generate no economic returns to the inventor.







Finally, value is a relative concept. The exact same asset will generate very different future economic benefits—and therefore very different values—depending on who possesses it and how it is deployed. Assume that a small start-up company develops a patented pharmaceutical drug that affects blood-flow circulation. This drug can be used as an effective treatment for two different health conditions: (1) It can help to treat pulmonary arterial hypertension (PAH), and (2) it can help to treat male erectile dysfunction (ED). The start-up company has strong research capabilities, but weak marketing and distribution capabilities. If the start-up keeps the patent and tries to market and distribute the drug itself, profits (and therefore the patent's value) would likely be low. If the start-up decides to license the drug's patent rights to a large pharmaceutical company to market and distribute the drug, profits (and therefore the patent's value) would likely be much higher. The same patent rights would have two very different values depending on who holds them. The same can be said for how the patent rights are deployed. Assume that the start-up licenses the drug's patent rights to the large pharmaceutical company, which is deciding how to market the drug. It could market the drug primarily as a PAH treatment or primarily as an ED treatment. To complete the hypothetical example, it turns out that the ED market is much larger than the PAH market and would generate more profits. Again, the same patent rights would have two different values, but this time deployment (rather than who holds the rights) would be the variable that changes value.

It is this relative nature of value that allows markets to develop. That different parties value an item differently is what encourages the exchanges that are the driving principle of markets. See Chapter 8 for a discussion of markets and their effect on patent valuation.

The Valuation Process

How should value be determined? There are an almost infinite variety of possibilities; some are logical and reasonable, some not. No matter what method is used to measure value, however, the foundation of each valuation assessment is a translation exercise (see Figure 1.1). The valuation process takes a complex, ever-changing, and messy reality and translates it into a simplified, numerical measurement (see Box 1.2) or value result. In the case of patents, the value result will usually be expressed in terms of money because patent valuation analyses attempt to measure the net economic benefits (direct and indirect) that come from patents.


Figure 1.1 The Foundation of Valuation Assessments Is a Translation Exercise
[image: img]







Box 1.2: Using Numbers in Valuation Analyses

Using numbers is one of the most important, but also one of the most inexact, parts of any valuation exercise. Numbers are themselves the result of a translation exercise. They are a simplified representation of some complex reality that a valuator hopes to capture (such as the profits that will flow from the patent next year). This translation of complex reality into a number (or a range of numbers) is a simplification process. Although some information is lost in any simplification process, the objective is to employ simplification methods that retain as much critical information as possible without the burden of superfluous or distracting information. When all the available simplification methods risk significant information loss, the valuator needs to be aware of and consider the risk of lost information when interpreting the results of any valuation analysis.







Conducting a valuation analysis is a function of three basic variables (see Figure 1.2): (1) the information inputs (measurements of the complex and messy reality), (2) the valuation methodology that translates these inputs into a value result, and (3) the interpretation of the ensuing value result. This combination of variables is why most valuation commentators describe valuation as a combination of both art and science. The science part of valuation is the logical and consistent application of reasonable valuation methodologies. The art side, however, tends to be just about everything else. The gathering of information variables and the interpretation of the value result require significant subjective judgments. What information will be collected and what ignored? How will missing information be addressed? How will uncertainty, probable future outcomes, and new information learned in the future be incorporated into the analysis? Finally, what does the value result really mean?


Figure 1.2 Valuation Analysis Is a Function of Three Basic Variables: (1) Information Inputs, (2) Valuation Methodologies, and (3) Interpretation of the Value Result
[image: img]


By their very nature, patents can pose particular information input challenges for valuators. Uncertainties about the legal strength of the patent or the underlying technical and commercial viability of the invention make information gathering even more subjective for patents than for many asset classes. These challenges are compounded by the unique nature of patents and the lack of robust patent trading markets. As a result, patent valuation can be more weighted toward the art, rather than the science, side of the spectrum.

Identifying the Subject Matter of the Valuation

One of the first steps in any valuation exercise is to identify clearly the item to be valued. For a patent valuation, the valuator must clarify what the term patent means in the context of that specific exercise. The problem stems from the multiple meanings that are commonly ascribed to the term, be it for the invention use, the patent rights, or both.

Invention Use, Patent Rights, or Both?

Sometimes the term patent is used to describe the economic use of the patented invention (see Box 1.3). At other times it is used to describe some of or all the intellectual property rights that come with a patent (e.g., it could be used to describe a single claim or embodiment or could focus on the totality of rights associated with the patent). And sometimes it is used to describe both the invention use and the patent rights collectively.






Box 1.3: Use of the Patented Invention: Patented Article versus Patented Process

When considering the commercial use of a patented invention, there are two possibilities:


1. A product in the marketplace that results from the patented invention.

2. The use of the patented invention to do something.



Sometimes the product is the subject of the patent (in the words of the U.S. Patent Code, a patented article) so that both possibilities are combined. Sometimes, however, the patent is for a process (a patented process), and the use of that process may result in an unpatented product. For example, suppose that a company has discovered a new way to manufacture chopsticks that lowers its production costs by 30 percent. The ultimate product is not directly patentable because chopsticks were invented thousands of years ago. Instead, the company would be obtaining a patent on its new process to make chopsticks. Although a patent notice marking is not required on nonpatented articles that result from a patented process,2 the chopsticks produced from the patented process could be labeled with a notice of the patented process. For a patented article, a patent notice marking is required so as to give constructive notice of the patent to avert innocent infringement and preserve certain remedies should infringement occur.







Although the underlying invention use and the patent rights are two distinct value-generating assets, there are times when accurately separating them can be difficult and not worth the bother. In those instances, the valuator may choose to conduct a combined invention use plus patent rights valuation. Venture capitalists (VCs) provide a classic example of this combined approach. When evaluating the investment potential for a start-up company, VCs tend not to separate the value of the individual patent rights from the commercial application of the patented invention; rather, they are much more likely to value the profit-generation capacity of the company as a whole. A one-, two-, or three-patent-product start-up will be valued in the aggregate on its ability to generate future profits, and the VC is unlikely to conduct separate valuations for each of the patent-right/invention-use assets that make up the company. The VC combined approach is not unreasonable, but it is not always ideal. Even in the context of a VC investment, failing to distinguish the invention use's value from the patent rights’ value can result in both the VC and the start-up missing important information about the start-up's overall value. Consider the following two possibilities:


1. What if the patent is declared invalid or its scope is narrowed?

2. What if the patent rights remain in force, but use of the invention is no longer commercially viable?



Neither of these possibilities is all that uncommon, which means that both the VC and the start-up could benefit from incorporating such possibilities into their decision-making processes. Let us take a look at them one at a time.

Possibility 1: Invention Use May Have Commercial Value Even If the Patent Rights Do Not

What happens to the value of the VC's investment in the start-up if the patent is declared invalid or its scope is narrowed (such as when one of the patent's claims is invalidated)? It does not mean that the value of the invention covered by such patent rights will be completely eliminated. The invention use may remain valuable and continue to generate profits. Use of an invention does not require a patent to generate value. Unpatented inventions can be commercialized and generate profits through a variety of traditional commercialization practices and techniques that do not depend upon patent rights. Losing the patent rights will almost certainly decrease the profits, but that does not mean that the profits will decline to zero.

Understanding the stand-alone value for the use of the invention can help to inform both the VC and the start-up. If the stand-alone value for the invention use is substantial, the risk associated with the investment should be lower and could also suggest that the technology company should incorporate a nonexclusive patent licensing strategy into its business plan. If the stand-alone value of the invention use is minimal, the importance of the patent rights is highlighted and allows the parties to concentrate their due diligence on the strength of those rights.

Possibility 2: Patent Rights May Have Commercial Value Even If the Invention Use Does Not

It is also possible that the invention use will lose its commercial value during the life of the patent. For example, one of the start-up's competitors may develop an improvement that reduces the commercial viability of the original invention. In that setting, the start-up may lose interest in the prior commercial use of the invention itself. The patent rights in the original invention could remain valuable, however, because to make and sell its improvement the competitor may need to license the start-up's patent.

Decoupling the Value of the Invention Use from the Value of the Patent Rights

There is no single method for decoupling the commercial value of the invention use from the value of the associated patent rights. How to decouple will depend on a host of factors, including the valuation technique employed and the track record of the invention and the patent rights. Even if the valuator does not formally decouple the invention's value from the patent rights’ value, she should still keep in mind that the value of the patent rights is separate from the value of the invention use. That insight alone can sharpen the valuation effort. Take, for example, the typical VC combined valuation approach discussed above. Box 1.4 demonstrates how simply recognizing the separateness of the invention use's value from the patent rights’ value can, with little additional work, help the VC to generate a more useful valuation analysis.






Box 1.4: Improving VC's Combined Approach by Recognizing Separateness of Invention Use's Value from Patent Rights’ Value

Let us assume that a VC is considering investing in a start-up company that sells one primary product. That product is covered by three patents, each of which is held by the start-up. The VC conducts a valuation analysis for the start-up company as a whole and comes up with a valuation range for the company between $75 million and $150 million. Some of the positive observations and assumptions that drove the valuation range include:


[image: img] A strong track record of the start-up's management team.

[image: img] The start-up's strong sales and distribution channels that provide a competitive advantage vis-à-vis competitors.

[image: img] The growth of the market for the start-up's product.

[image: img] The ability to charge a premium price for the next few years because the market is currently underserved.



On the negative side, the claims for the three patents were drafted broadly and bear significant risk of being invalidated if challenged.

Understanding the separate value for the invention use and the patent rights can help to inform the VC's valuation of the start-up as follows:


[image: img] The use of the invention is what is driving the start-up's value, not the value of the patent rights. The ability of the start-up to generate future cash flows is primarily a function of the growing market, the lack of current competitors, and the start-up's ability to beat future competitors through sound business practices.

[image: img] Therefore, the weak nature of the patent rights should not detract too much from the start-up's value.









Valuation Misconceptions

There is a danger in any book on valuation that the early introduction and discussion of mathematical concepts and techniques can obscure the subjective nature of valuation analysis. As a consequence, it is probably useful at the beginning to dispel a number of misconceptions that can interfere with valuation analysis and its ability to improve decision making.3

Misconception 1: Valuation Analysis Can Only Be Conducted by Experts

Although an expert valuation appraisal is beneficial or even indispensable at times, total abdication of the exercise to an outside expert is unwise. Expert assistance can be critical to a robust valuation analysis, but overreliance on experts diminishes the merit of the exercise. Valuation exercises are highly dependent on the quality of the inputs that feed the particular valuation methodology. More often than not, these inputs do not come from the expert valuator, but instead come from the actor who needs the valuation to guide a particular decision. A user who understands the limits and implications of the inputs used to feed her chosen valuation method will be better suited than others to interpret and employ the resulting valuation effectively.

The reason this particular valuation misconception persists stems from a misunderstanding of the valuation process, a failure to appreciate the benefits of hands-on involvement in the exercise, and reluctance by many to operate in areas where they are afraid they do not have sufficient training or expertise. One objective of this book is to demystify the valuation process. As the reader will see, most techniques are within the understanding of anyone with a willingness to learn and an open mind. Perhaps it is the unsettling realization that the valuation process is not an exact science that drives many to the authority of an expert who provides a feeling of reassurance in the face of this uncertainty. Rather than fear the uncertainty, it is more sensible to participate in the art of the process and develop an understanding of the strengths and weaknesses of the resulting value. Likewise, an understanding of the science part of valuation—such as which valuation models work best in which situations or what is required to apply a certain model to the available inputs correctly—gives the ultimate user a greater appreciation of the limits of the value result and a healthy skepticism regarding its relationship to some definitive truth.

Misconception 2: The Output from the Valuation Analysis—the Value Result—Is More Important Than the Valuation Process

The valuation process involves using valuation methods to translate the complex and messy reality surrounding the item to be valued into a usable and comparable value result. When most people think of valuation, they think of the number that comes out of the translation process; they think of the value result. That is unfortunate because it both overstates the power of the translation process and underappreciates the insightful knowledge that comes from performing the translation process. The translation process does not generate a perfect representation of the item being valued. The quality of that translation process will be dependent on the wisdom of the valuation method chosen, the quality of the input data, and the ability of the translator to interpret the results of the valuation exercise. In short, the quality of the value result is entirely dependent on the quality of the process that generated the result.

It is also important to remember that valuation is a uniquely context-sensitive undertaking, and a valuation calculated in one set of circumstances and at a certain point in time is unlikely to be appropriate for a different set of circumstances at another point in time. Without an appreciation for both the process and the context of that particular valuation, the value result is likely to be misunderstood.

Misconception 3: The More Quantitative and Mathematical the Approach, the More Accurate the Value Result

Quantitative models and consistent application of mathematics provide powerful valuation tools. When considering how to improve valuation analysis, the focus is frequently on increasing the sophistication of the valuation methodology with more quantitative and mathematical approaches. Increasing that sophistication can be beneficial, but the benefits will be lost if the inputs feeding the methodology are overly inaccurate. Some of the common information inputs can be measured and definitively obtained from the real world, but most of the inputs—particularly for the income methods (see Chapters 6 and 7)—come from the art side of the ledger and involve considerable subjective interpretation. What will the market be for the patented product in 10 years? How much pricing power will the patent provide to its holder? How easy (or how difficult) will it be for competitors to invent around the patent? This type of information—which is critical to running an income-based valuation analysis—has a subjective element that frequently overwhelms the ability to develop a precise numerical representation. Unless the accuracy of the inputs is also addressed, increasing the sophistication of the methodology to translate those inputs into a value result will not substantially improve the fidelity of that result. One can think of it as an example of the garbage in, garbage out principle. The quality of the value result is no greater than the quality of the inputs, no matter how sophisticated the quantitative manipulation.

Misconception 4: A Valuation Analysis Must Generate a Precise Result to Be Beneficial

The misconception that a valuation analysis must generate a precise result to be beneficial is one of the more difficult misconceptions to overcome because it seems so counterintuitive. The reality is that consumers of valuation analysis can easily become overly fixated on the precision of the valuation analysis. Valuation, however, is an inherently inexact undertaking. First, valuation analysis is by nature a relative exercise that does not lead to a single, absolutely correct determination of an asset's value. The value of an asset is not a fixed inherent property, but instead is dependent on the circumstances surrounding the asset. Who owns the asset and what usage that owner intends for the asset, for example, will significantly affect the asset's value. Second, the very function of valuation analysis will always involve a high level of imprecision. Valuation analysis is fundamentally about predicting the future. In other words, the value of a commercial asset, including a patent, stems from its ability to generate positive economic benefits (e.g., profits) in the future. Valuing commercial assets therefore requires predicting the extent of those future economic benefits, and predicting the future will always entail a substantial amount of error.

The inherent imprecision of valuation analysis does not mean the exercise is useless, but it does mean that decision makers need to learn how to use and interpret valuation analysis thoughtfully. In Chapters 3 and 4, we discuss in detail the decision-making improvements that can come from imprecise, but still useful, valuation analysis.

Misconception 5: There Is a Magic Bullet Method for Determining the Value of a Patent

Consumers of valuation services may be led to believe that there is a single, best method for determining the value of a patent. Perhaps this misconception is an expected consequence when there are so many valuation consultants who have a specific valuation methodology to sell. Perhaps it is the product of an overemphasis on the science side of valuation, with its mathematical formulas and calculations, and an underappreciation of the art side of valuation, where future projections, risk assessments, and substantial uncertainty exist. One thing that will be abundantly clear to readers of this book, however, is that there are a variety of methods for valuing a patent. Each method has its advantages and limitations, and there is no single, magic bullet valuation method.

The Three Basic Valuation Methodologies

The three basic valuation methodologies are income methods, market methods, and cost methods. Sometimes different names are used or some new valuation methodology is claimed, but all valuation methodologies can be traced back to these three fundamental approaches to valuation analysis. What differentiates the three methodologies is the source of information inputs each uses to generate a valuation result (see Figure 1.3). Income methods seek to measure directly the future economic benefits that will flow from a given asset. Income methods are forward-looking exercises in that the valuator looks ahead and uses projections of future benefits as the data for the model. Market methods seek to determine the value of an asset by reference to how other buyers and sellers have valued the same or similar assets. With a market method, the valuator looks around and uses contemporaneous market transactions as the data for the model. Finally, cost methods seek to determine value by using some measurable cost for the asset as a proxy for value. Cost methods are backward-looking exercises in that the valuator looks behind and uses historical costs as the data for the model.


Figure 1.3 The Three Valuation Methods Use Three Different Types of Information Inputs
[image: img]


The following brief overview of the basic methods (see Table 1.1) is meant to provide readers with a cursory understanding of the economic foundation for each approach. Each method is also the subject of a later chapter (or in the case of the income methods, chapters) that will provide a detailed explanation of the method, its strengths and weaknesses, and how to use the method to value a patent.

Table 1.1 Overview of the Three Methods.

Source: This table was inspired by a figure on the traditional valuation methods produced by Heinz Goddar and Ulrich Moser, “Traditional Valuation Methods: Cost, Market and Income Approach” in The Economic Valuation of Patents: Methods and Applications, eds. Federico Munari and Raffaele Oriani (2011), 111.

[image: img]

Income Methods

Income methods attempt to measure the net economic benefits that will come from the asset being valued. The most common form of income method involves projecting the asset's future net economic benefits—which will usually be expressed in terms of free cash flow or net profits—and then adding up the various benefits. Because these benefits will be received over time, a discount needs to be applied to take into account, among other things, the time value of money and the risk that actual benefits will be less than anticipated. The most common form of income method is referred to as a discounted cash flow (DCF) analysis, a term used because the analysis focuses on the future free cash flow that is projected for the valued asset. In this book, however, we do not use the DCF nomenclature, but instead refer to the standard discount method as a discounted future economic benefits (DFEB) analysis. We believe that DFEB analysis is more descriptive of the overall valuation approach that a valuator should take because free cash flow is not the only relevant measurement of future net economic benefits. Whether one uses the term DFEB or DCF, this income method tries to determine how much a firm should pay today for net economic benefits it may receive in the future. The DFEB method is the subject of Chapter 6.

One limitation of traditional net present value calculations using the DFEB method is their failure to capture future flexibility and choices. Patents provide their holders with the option to make informed choices in the future. Having those options can be extremely valuable and can also be difficult to incorporate into a standard, linear DFEB analysis. There have been a few attempts to incorporate the value of future flexibility into patent valuation analysis. The approach that has garnered the most attention has been the real options approach, but it is not the only viable one. Incorporating the value of future decision opportunities into a patent valuation analysis will be the subject of Chapter 7.

Market Methods

As a valuation tool, market methods seek to determine the value of an asset by using the wisdom and experience of self-interested buyers and sellers. The self-interested buyers and sellers can employ any number of valuation techniques to determine the value of a given transaction. The market then helps to aggregate the findings of these individual determinations. There are two core market methods for valuing assets:

 
1. Competitive exchange: The market of potential buyers is identified and encouraged to compete for the purchase of the asset, which helps to identify who ascribes the highest value to the asset. In effect, the seller polls the market to determine what buyers are currently willing to pay for the asset being valued.

2. Comparable transactions: The value of an asset is determined by looking at the range of prices paid in past or current transactions for similar assets. The value stems from the premise that a reasonable buyer “would not pay more for property than it would cost to purchase a comparable substitute.”4 Furthermore, if the comparable transaction took place in the past, it is assumed that the information derived from that past transaction remains relevant for the transaction under review.



In addition to these two core methods a number of derivative market techniques for valuing assets can be employed. Market methods are the subject of Chapter 8.

Cost Methods

Cost methods can be boiled down to this simple statement: The cost of an asset tells you something useful about its value. Despite their simplicity (or more likely because of their simplicity), cost methods tend to be the most widely criticized of the three types of valuation methods. Cost methods do not appear to make any effort to measure an asset's future net economic benefits, which makes them an easy target for criticism. When used for valuing patent rights, there are two primary cost methods:

 
1. Cost of development: A patent should be worth at least the amount it cost to develop the patented technology and obtain (and maintain) the patent rights.

2. Cost of reasonable alternatives: An economically rational technology acquirer will not pay more for a patent than the cost of a reasonable alternative technology.



There is a tendency to lump both of these cost methods together and criticize their validity as useful valuation tools. Such criticisms, however, are overbroad and can be misguided. The cost of reasonable alternatives method, for example, can be a surprisingly useful valuation tool. Cost methods are the subject of Chapter 9.

Interrelationship of the Three Basic Methods

Although the three basic methods are typically discussed as three wholly distinct valuation approaches, they are not, in fact, completely independent of one another. Business valuation experts Shannon Pratt, Robert Reilly, and Robert Schweihs provide the following explanation of the interrelationship of the three basic methods in the context of valuing a business:



The income approach requires some kind of a rate of return at which to discount or capitalize the income. The forces of the market drive these rates. All comparative valuation approaches relate some market value observation to either some measure of a property's ability to produce income or to some measure of the condition of its assets. The [cost] approach uses depreciation and obsolescence factors that are based, to a certain extent, on some measure of market values of assets.5



The same interrelationship applies when using the three basic methods to value patents.

Limitations on Rationality in Valuation and Decision-Making Exercises

One more concept needs to be taken into account when considering valuation basics. In the past few decades, a revolution in cognitive science has changed our perceptions of how people act in economic circumstances. Described under various titles such as behavioral economics, neuroeconomics, or cognitive economics, the new research on the human thought process recognizes that people are often not the rational, utility-maximizing economic decision makers that classic economics once postulated.6

Most of the models discussed in this book assume a rational decision maker, and that rationality becomes part of the model. Recent research into real-world decision makers and the human mind reveals that humans are often not rational, but are subject to a variety of biases that arise from perception or context.7 One of the best known biases that effects valuation decisions is risk aversion.8 Risk aversion is a well-recognized trait in humans that demonstrates a systematic preference to avoid the uncertainty of a potentially larger reward in favor of a more certain one. When asked whether they would prefer $1 million guaranteed or a 75 percent chance to win $1.4 million, most people prefer the former choice even though the probability weighted value of the latter is greater (it is worth $1,050,000). Fortunately, there are a number of techniques for incorporating a person's degree of risk aversion into the valuation analysis, and we will cover one of those techniques, decision trees, in Chapter 4.

Another human bias that has been shown to affect patent decisions is the endowment effect, the name given to the observed phenomenon that individuals tend to value an item that they possess more than a comparable item that they do not possess, but wish to acquire. The endowment effect was first observed by researchers through a series of “willingness to accept” versus “willingness to pay” experiments.9 In those experiments, subjects were demanding much more to give up something they already owned in comparison to how much they would pay to acquire the same item. This effect can cause distortions when a market price is being negotiated between the patent owner and a potential patent licensee or buyer.

As our understanding of human bias and irrationality increases so has our ability to incorporate these rationality deviations into our decision-making models.
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Chapter 2

Patent Basics

Since the dawn of history, inventive societies have proven to be more successful than other societies. Inventive capacity, not physical might or natural resource advantages, is the biggest factor in determining which societies will flourish and which will decline. In today's knowledge-based world, inventions have become more important than ever. The creation and commercialization of new technologies is the driving force behind sustainable economic growth and social prosperity. New technologies create new products, new markets, new processes for doing business, and even entirely new industries. Economic success—whether at the company level or the country level—requires a continuous stream of inventions and the conversion of these new ideas into usable products and services.

Patents play a unique and increasingly important role in the invention process and the effect of inventions in society. Commercially useful inventions tend to be the result of a complex, multifactor process involving many actors (see Figure 2.1 for one example of an inventive process). A typical inventive process usually involves the following actors and activities:


Figure 2.1 A Simplified Example of a University-Centric Inventive Process
[image: img]



[image: img] Inventors conduct early-stage research to develop a useful concept.

[image: img] Developers take the useful concept and (a) create working prototypes that prove the commercial usefulness of the concept and (b) complete product development.

[image: img] Production and distribution capacity for the new product or service is developed.

[image: img] If the new product or service proves successful, the production and distribution capacity is expanded.

[image: img] Each step requires funding.



By providing enforceable and transferable property rights in an invention, patents drive each step of the invention process. The ability to obtain a patent motivates the researcher to conduct the early-stage research and to seek various sources of capital (such as venture capitalists or companies) to help fund the effort. Patents also encourage the development effort needed to transform the inventive concept into a commercially useful product or service, and once again the funding of that effort. Building production and distribution capacity and selling the technology to third parties are also encouraged and facilitated by patents.

The increasing economic importance of patents can be shown through a number of metrics. Figure 2.2 shows the increase in worldwide patent applications filed from 1991 to 2008, and Figure 2.3 shows the increase in patent applications filed in the United States over that same period. Finally, Figure 2.4 shows the number of patent cases filed each year in U.S. district courts since 2000. During that period, the average number of patent cases filed each year has been just under 2,600.


Figure 2.2 Rise in Worldwide Patent Applications Filed, 1991–2008

Source: WIPO Statistics Database, June 2010.
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Figure 2.3 Rise in Patent Applications Filed in the United States, 1991–2009

Source: WIPO Statistics Database, June 2010.
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Figure 2.4 Patent Cases Filed in U.S. District Court, 2000–2010

Source: Intellectual Property Litigation Clearinghouse.
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Because patent rights—separate from the underlying use of the invention (see Chapter 1)—are central to an invention's ability to generate value, it is critical to understand those rights when valuing a patent. The grant, utility, and enforceability of a patent, for example, are all driven by the legal rules of the relevant patent system. Those legal rules are a primary determinant of the patent's economic value. This section will focus on the bundle of legal rights that come with a patent. Patent law is very complex and requires an understanding of a vast array of laws, regulations, and court decisions. To make things more complicated, patent protection is provided on a country-by-country basis, which means that country-specific variations in patent law need to be understood and addressed.

In this chapter, we


[image: img] Provide a plain-English review of patent law basics.

[image: img] Focus on U.S. patent law and briefly explain how a U.S. patent holder interacts with the broader international community.



What Is a Patent?

The United States Constitution gives Congress the power to “promote the progress of science in the useful arts by securing for limited times to authors and inventors the exclusive right to their respective writings and discoveries.”1 In 1790, Congress exercised this power by enacting the United States’ first federal patent statute. This statute, and subsequent laws, authorizes what are commonly called utility patents. Utility patents protect useful inventions that are new and unobvious, such as machines, devices, chemical compositions, and manufacturing processes. A utility patent gives its holder the right to exclude others from making, using, or selling the patented invention in the United States for a term of 20 years from the date of the patent application. A patent owner may file a civil lawsuit for infringement against anyone who, without authority, makes, uses, or sells the patented invention.

Utility patents are what most people think of when the subject of patents comes to mind, but there are three other types of patents. One other type of patent, a provisional patent, can be used as a stepping-stone to a utility patent. A provisional patent requires much less formality than a utility patent, and as a result, it can be filed more quickly and cheaply than a utility patent. A provisional patent acts as a placeholder for a utility patent. If a utility patent application is filed within one year of the filing of a provisional patent application, the utility patent application dates back to the date of the provisional patent application.

The last two types of patents are design patents and plant patents. They cover subject matter that is not covered by a utility patent. A design patent may be used for a design that is ornamental and primarily nonfunctional. A plant patent may be used to protect only an asexually reproduced, distinct, and new plant variety, such as a flowering plant or fruit tree.

Rights Granted by Patents: The Right to Exclude

A patent grants its holder certain rights for a 20-year term starting from the date of the patent application. The most basic right that comes with a patent is the right to exclude others from “making, using, offering for sale, or selling the invention throughout the United States and if the invention is a process...the right to exclude others from...importing into the United States, products made by that process.”2 Patent rights fundamentally involve a negative rather than a positive right:


[image: img] A negative right entitles the right holder to stop someone else from doing something.

[image: img] A positive right entitles the right holder to do something.



A patent holder has the right to exclude others from performing certain acts with respect to the patented invention. A patent does not confer on its holder any positive rights to make, use, or sell the patented invention. This distinction between positive and negative rights is best explained by an example. A first inventor invents and obtains a patent on a three-legged stool, as illustrated in Figure 2.5. (We realize that a stool is not a patentable invention, but for purposes of illustrating the difference between positive and negative rights, a simple object like a stool provides a convenient example.) After using the stool and developing a backache, a second inventor invents and obtains a patent on an improvement, a three-legged stool with a back, as illustrated in Figure 2.6. The second inventor may exclude others from making, using, or selling the improved stool, but she may not make, use, or sell the improved stool herself. If the second inventor were to make, use, or sell the improved stool, she would infringe the patent of the first inventor. In short, an inventor has no right to infringe another's patent simply because she has a patent covering an improved product or process.



Figure 2.5 Three-Legged Stool
[image: img]



Figure 2.6 Improvement on the Three-Legged Stool
[image: img]


As previously stated, patent rights are provided on a country-by-country basis, which means that the rights are limited to boundaries of the granting country. For a U.S. patent, the patent rights apply only in the United States.

Subject Matter of Patents

Section 101 of the U.S. Patent Act specifies subject matter eligibility for a patent as follows:



Whoever invents or discovers any new and useful process, machine, manufacture, or composition of matter, or any new and useful improvement thereof, may obtain a patent therefor. . . .3



The inclusion of improvements means that patents are not just for momentous, historic discoveries. Typically, a company will not only patent new products, but also improvements on existing products to fence in its product line.

In addition to improvements, section 101 lists four more categories of patentable subject matter. The first category is a process, which consists of a method or a procedure, typically a method for making something or a method for using something. A process includes a new use of a known process, machine, manufacture, or composition of matter. The other three categories of patentable subject matter—machine, manufacture, or composition of matter—are generally things. Courts have held that these categories, when taken together, can cover “anything under the sun that is made by man.”4

Despite the broad construction of the patentable subject matter concept, courts have created three exclusions to patentable subject matter: laws of nature, natural phenomena, and abstract ideas. It would be contrary to the purpose for patents—to promote scientific progress—if one could patent laws of nature and prohibit others from using them. The same can be said about the natural phenomenon exclusion, the application of which is the subject of much debate. For example, courts have reached different conclusions on whether a human gene isolated outside of the human body is a natural phenomenon or whether it has been changed enough by its isolation so that it is no longer a natural phenomenon.

There is even more debate on the question of when a process is just an abstract idea. The upsurge in the number of business-method patent applications raised the question of whether most of them were just descriptions of abstract ideas. The United States Supreme Court's Bilski v. Kappos5 decision rejected the notion that the machine-or-transformation test is the sole test of patentability for a process claim. The machine-or-transformation test allows an inventor to demonstrate that a process claim is patentable by showing that the claim is tied to a particular machine or by showing that the claim transforms an article. If the machine-or-transformation test were the sole test of patentability for a process claim, the field of process claims would have been greatly narrowed.

Procedure to Obtain a Patent

To obtain a patent, the inventor (or inventors if more than one) must file a timely patent application with the United States Patent and Trademark Office (PTO). The patent application must describe and precisely claim the invention, as will be discussed in more detail below. The PTO assigns each application to an examiner with experience and expertise in the relevant area of technology. The examiner determines whether the invention described in the application complies with the legal requirements for patentability: utility, novelty, nonobviousness, and certain other formalities. If the examiner makes an unfavorable decision, she issues an office action rejecting all or some of the claims in the application. The inventor then has an opportunity to amend the application to remove the grounds for rejection or to argue that the grounds for rejection are inappropriate. If the examiner reaches a favorable decision, she allows the claims in the application, and, in due course, the PTO issues a patent. See Figure 2.7 for a diagram of the typical patenting process.


Figure 2.7 Diagram of the Typical Patenting Process
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Inventors

It is important to identify correctly the inventors described in a patent application. If someone is named as an inventor who is not an inventor or if an inventor is omitted, and if the mistake is not corrected, any resulting patent can be invalidated. If one thinks of the invention as a solution to a problem, which solution is described in the claims (see discussion of claims further on), the question of inventorship boils down to who contributed to the solution of the problem as described in the claims.

The contributions of multiple inventors need not be equal. On the other hand, the contribution of an inventor must be more than suggesting a desired result (rather than a means to accomplish the result) or following instructions from someone else (rather than contributing to the concept of the invention).

Bars to Patents

Section 102 of the U.S. Patent Act sets forth certain bars to an inventor obtaining a patent. In general, the bars are meant to ensure that, if there are multiple patent applications describing the same invention, the inventor who is the first to invent is the one who obtains the patent. For the most part, the bars address actions by others that would prevent an inventor from obtaining a patent.

Section 102(b) also addresses certain actions by an inventor that will prohibit her from obtaining a patent on her own invention.



The invention was patented or described in a printed publication in this or a foreign country or in public use or on sale in this country more than one year prior to the date of the application for patent in the United States.6



An inventor may destroy her own chances of obtaining a patent if she makes a public disclosure of the invention or she offers it for sale for more than the 1-year grace period before filing a patent application.

The United States has been the only country in the world to grant a patent to the first-to-invent inventor. Every other country grants a patent to the first-to-file inventor, the first inventor to file a patent application on the subject invention. As of March 16, 2013, however, the United States will become a first-to-file country as a result of the America Invents Act. Section 102 still maintains a one-year grace period wherein the first inventor to disclose the invention publicly has one year to file a patent application.

Anatomy of a Patent

When the PTO issues a patent, it takes the patent application filed by the inventor, with amendments made during the prosecution of the application, retypes it in the PTO's format, and issues it as a patent. The patent application and the subsequent patent are divided into three main sections: specification, drawings, and claims.

Specification

The specification is a plain-English description of the invention. It is generally divided into four parts:


1. Here is the problem that existed.


2. Here are the attempts to solve the problem that were inadequate.

3. Here is how my invention solves the problem.

4. Here is a detailed description of how my invention works.



Drawings

All patents include some type of drawings to assist a reader in understanding the invention described in the patent. If the patent is for a machine, it is generally a schematic drawing of the machine with the parts labeled with numbers that are also used in the text of the specification. If the invention is a process, the drawing is often a flowchart with steps labeled with numbers that are also used in the specification.

Claims

The section at the end of a patent contains the claims. The legal definition of the invention is set forth in the claims. The claims are, in effect, similar to a deed for real estate in that they set the legal boundaries of the invention. An independent claim, one that stands alone, may, for example, describe an apparatus as having a housing. A subsequent dependent claim, one that adds to an independent claim and is dependent on that independent claim, could refer to the housing as being plastic.

Each of the numbered claims is a separate definition of the invention. As an example, an independent claim for the three-legged stool described earlier might read as follows:



I claim a stool comprising a seat and three legs.



The specific features described are called limitations. A patent is infringed when another invention has all the limitations in one of the claims of the patent. That the other invention may have additional features, such as another leg for a total of four legs, is not relevant to whether the invention infringes the patent.

Inventors typically ask that claims describe their inventions very specifically. For example, an inventor might draft an independent claim for the three-legged stool to read as follows:



I claim a stool comprising a plastic seat and three metal legs.



A stool made entirely of wood, for example, would not infringe these claims because it has neither a plastic seat nor metal legs.7 The more specific the claim, the easier it is not to infringe. Therefore, an experienced patent drafter will try to draft at least some of the claims as broadly as possible. If claims are too broad, however, they may include other inventions already patented by others. For example, an independent claim that might be too broad (because it would cover any preexisting patented chair, stool, or sling) for the three-legged stool might read as follows:



I claim a support with one or more legs on which to sit.



The inventor and the patent drafter therefore try to strike a proper balance between drafting claims that are too narrow and claims that are too broad. Claims drafting has a major effect on the value of the patent rights. If the claims are too narrow, substantial value will be left on the table as other parties will be able to invent around the patent more easily. If too broad, however, the claim may be invalidated in a subsequent proceeding.

Criteria for a Patent

To qualify for a patent, an invention needs three characteristics. It must be useful, novel, and nonobvious.

Utility

Section 101 of the U.S. Patent Act requires that the invention be “useful” to be patentable. This requirement is easy to meet. The invention does not need to be superior to existing technology; it need only be operable and capable of providing some benefit to humanity. To illustrate the low threshold for utility typically required by the PTO, Janice Meuller in her patent treatise An Introduction to Patent Law cites the example of U.S. Patent No. 5,457,821 (see Box 2.1), which is a patent for a hat in the shape of a fried egg.8 To support the utility of the invention, the inventor's description explained that the hat “finds utility, for example, as an attention-getting item in connection with promotional activities at trade shows, conventions, and the like.”9 The PTO examiner found that the hat invention complied with the utility requirement, and the patent was issued on October 17, 1995.






Box 2.1: U.S. Patent No. 5,457,821


Figure 2.8 A Patent for a Hat in the Shape of a Fried Egg

Source: United States Patent and Trademark Office.
[image: img]








The inventions that tend not to meet the utility requirement are inoperable inventions. Classic examples of such inoperable, and therefore useless, inventions include perpetual motion machines,10 time machines, and the like.

Novelty

Section 101 also requires an invention to be “new.” This “new,” or “novelty,” requirement means that the invention must not have been described previously in a single source. An invention fails to meet the novelty test only if all the elements of the invention are present in another invention described in a single prior art reference. This rule precludes combining multiple references to describe an invention in full.

Nonobviousness

Related to the novelty requirement is the requirement that the invention be nonobvious. Section 103(a) provides that a patent may not be obtained



if the differences between the subject matter sought to be patented and the prior art are such that the subject matter as a whole would have been obvious at the time the invention was made to a person having ordinary skill in the art to which said subject matter pertains.11



Courts have had great difficulty in defining the line between what is obvious and what is not. In essence, the rule is meant to stop someone from patenting small improvements that would be obvious to anyone working in the field. Many countries have similar criteria. For example, Japan and many European countries require an inventive step.

A patent examiner may combine prior art references to show that someone skilled in the art would have known these references and used common sense to combine them for an obvious improvement. The problem here is that many things are, in hindsight, obvious even though they were not at the time the invention was made. In addition to technical considerations, an inventor may use nontechnical considerations—such as commercial success and satisfaction of long-felt need—to show that an invention was not obvious at the time it was made.

Transferring Patent Rights

Once an inventor has obtained a patent, the next question is how to commercialize the invention. The inventor may retain the patent and proceed to commercialize the invention herself. This process, however, requires the inventor to invest the capital to produce and distribute the new product and to have the time and expertise for commercialization. It also requires the inventor to assume the risk of the invention not being a commercial success. Many inventors are unable, or unwilling, to make these investments or take these risks. In such situations, the inventor may look to transfer all or part of her interest in the patent to another party.

Assignments

The simplest method for transferring a patent is for the patent holder to assign it. An assignment is simply patent parlance for the sale of the patent. The assignor (seller) transfers all rights in the patent to the assignee (buyer). It is possible to assign an existing patent, a pending patent application, or even the rights to a future invention that an inventor may later develop. It is common practice, for example, for employers in R&D-centric industries to require employees to enter into invention assignment agreements that pre-assign their patent rights to future work-related inventions.

A rights holder can also mortgage her patent rights in connection with borrowing money, which involves a specific type of assignment. Mortgaging a patent involves a patent holder borrowing money and conditionally assigning the patent rights to the creditor until the debt has been repaid. Once the debt is repaid, ownership of the patent rights reverts to the original patent holder. See Chapter 12 for a detailed discussion of patents as collateral.

Licenses

A middle ground for a rights holder, between retaining and assigning all rights to a patent, is to license the patent. Unlike assignments, patent licenses do not transfer patent ownership to another. Whereas an assignment (with the exception of a conditional assignment in connection with a mortgage) serves as an irrevocable sale of patent rights, a license serves as a lease. A patent license is a contractual agreement whereby a licensor grants permission to use a set of patent rights to a licensee during a specified period in exchange for a specified payment.

Exclusive versus Nonexclusive Licenses

Because licenses are contractual agreements, the specific terms of a license can be structured in just about any manner that the licensor and licensee can imagine. One issue that all licenses must address, however, is the nonrival nature of patent rights. Goods can be purely rival, purely nonrival, or lie somewhere in between. A purely rival good is one whose use (or consumption) by one person prevents others from using it at the same time. A hammer is often used as an example of a rival good. If one person is using the hammer, nobody else can simultaneously use that hammer. A purely nonrival good is one that can be used by one person and that use does not prevent others from using that same good at the same time.

Patents are nonrival. The use of the knowledge contained within the patent by one person does not prevent others from simultaneously using that knowledge. The nonrival nature of patents means that the patent holder needs to decide how to license the patent rights. Does the patent holder want to license the rights to a single party or take advantage of the nonrivalry and license the rights to multiple parties? Licenses are grouped into two broad categories, depending on how that question is answered:

 
1. Exclusive licenses: The patent owner promises to provide one or more patent rights to one party and nobody else. The exclusive license can cover the entire patent, or it can be limited to cover a specific geographic region, field of use, or both.

2. Nonexclusive licenses: The patent owner promises to provide one or more patent rights to multiple parties and does not promise any exclusivity to any single licensee.



Reduced to the most basic level, exclusive licenses are used when the licensor wants to provide patent rights to a single party, and nonexclusive licenses are used when the licensor wants to provide patent rights to multiple parties.

Tailoring the License

A patent license, whether exclusive or nonexclusive, can cover the entire patent or be limited in any number of ways. Typical limitations include the following:


[image: img] Manner of use limitations: The license can grant permission to use the patent rights for certain usages (e.g., using the patented technology to run tests), but not others (e.g., selling the patented technology).

[image: img] Geographic limitations: The license can limit permission to use the patent rights to a specific geographic area (e.g., the license grants permission to practice the patent in California only).

[image: img] Field of use limitations: The license can limit permission to use the patent rights to a specific field of use (e.g., the license grants permission to the licensee to manufacture and use patented parts in home appliances, but not for use in commercial applications).

[image: img] Transfer limitations: The license can restrict, or prohibit, the licensee from transferring the patent rights to another.



Deciding Whether to License or Assign

Licenses are far more common than assignments. The popularity of licenses is almost certainly due to the specific features of licenses and the greater flexibility they provide compared to an assignment. Table 2.1 provides a comparison of licenses and assignments along a number of their more critical features. If the rights holder wants to take advantage of the nonrival nature of patent rights and simultaneously transfer them to multiple transferees, the license option provides the obvious solution.

Table 2.1 Comparison of Licenses and Assignments along Select Features.




	
	Licenses
	Assignments





	Ability to take advantage of nonrival nature of patent rights
	Nonexclusive licenses have unlimited ability

Exclusive licenses have limited ability based on the rights granted in the license
	Not available



	Nature of transfer
	Title remains with rights holder

Transfer is revocable
	Title passes to transferee

Transfer is irrevocable



	Formal requirements
	None
	Must be in writing to be enforceable



	Standing to sue
	Nonexclusive licensees have no standing to sue for patent infringement

Exclusive licensees have standing to sue for patent infringement, but may be required to join the patent holder to the lawsuit
	Assignee has standing to sue for patent infringement




When a patent holder wishes to sell the patent, that sale will typically be structured as an exclusive license rather than an assignment. The flexibility of a license, and the fact that a licensor retains some control over the patent, makes licensing more appealing than outright assignments to patent holders.

Payment Methods for Patent-Right Transfers

There are no restrictions on the payment methods that can be used to assign or license a set of patent rights. Such payment methods can be as creative as the parties wish them to be. Common payment methods for patent-right transfers include the following:


[image: img] A recurring royalty payment that is based on the economic benefits the transferee generates from the patent rights.

[image: img] A one-time payment at the time of transfer.

[image: img] A partial up-front payment at the time of transfer coupled with a recurring royalty payment.

[image: img] An equity interest in the transferee.

[image: img] The employer's agreement to hire the employee (in the case of an employee invention assignment agreement).



See Chapter 10 for a detailed discussion of payment methods for patent licenses and their valuation.

Nationality of a Patent

It is important to remember that patent protection is done on a country-by-country basis. An invention is not protected in any given country unless a patent is issued by the patenting authority in that country. Treaties among most countries, however, facilitate patent applications in the various countries.

Paris Treaty

As discussed previously, in the United States, an inventor must file a patent application within one year of publicly disclosing her invention or be barred from obtaining a patent. In most other countries, a patent application must be filed prior to public disclosure; if not, the inventor is barred from obtaining a patent. The Paris Treaty mitigates this requirement. It provides that if an inventor files a patent application in any country that is a signatory to the Paris Treaty, she has one year to file an application in any other country that is a signatory, and the second application will date back to the date of the first application. For example, if an inventor files an application in the United States and then publicly discloses her invention, she may still file applications in other countries that are signatories to the Paris Treaty. If she files within one year of the U.S. application, the applications in the other countries will date back to the U.S. application and thus predate the public disclosure.

Patent Cooperation Treaty

The Patent Cooperation Treaty (PCT) is essentially a way to defer for 30 months the major costs of obtaining patent protection in other countries. To comply with the PCT, a PCT application must be filed within one year of filing a U.S. application. The inventor then has 30 months from the date of the U.S. application to file with the other countries in which she would like patent protection. During the 30 months, the inventor may have an indication of how successful her invention will be and obtain royalty payments to help with the costs of entering the other countries.
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Notes

1. U.S. Constitution, article I, section 8, clause 8.

2. 35 U.S.C. sec. 154.

3. 35 U.S.C. sec. 101.

4. Diamond v. Chakrabarty, 447 U.S. 303, 309 (1980), quoting S.Rep. No. 1979, 82d Cong., 2d Sess., 5 (1952); H.R.Rep. No. 1923, 82d Cong., 2d Sess., 6 (1952). Footnote 6 of Diamond v. Chakrabarty decision further explains that the “anything under the sun” language was used by P. J. Federico, who was a principal drafter of the 1952 recodification of the Patent Act of 1952. In testimony about the 1952 act, Federico explained that “Under section 101 a person may have invented a machine or a manufacture, which may include anything under the sun that is made by man....” Hearings on H.R. 3760 before Subcommittee No. 3 of the House Committee on the Judiciary, 82d Cong., 1st Sess., 37 (1951).

5. 130 S.Ct. 3218 (2010)

6. 35 U.S.C. sec. 102(b).

7. The doctrine of equivalents, which is beyond the scope of this discussion, may mitigate this result in certain limited circumstances.

8. Janice Meuller, An Introduction to Patent Law, 2nd ed. (2006) 196–198.

9. Ibid., 196.

10. For a recent example of a perpetual motion machine that was denied a patent under section 101, see Newman v. Quigg, 877 F.2d 1575 (1989).

11. 35 U.S.C. sec. 103(a).
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