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The Federal Circuit’s recent decision in Douglas Dynamics, LLC, v. Buyers Products Co. (Fed. Cir. May 21, 2013) is very important given the widespread, albeit mistaken, belief today that the Supreme Court’s decision in eBay v. MercExchange (2005) established that damages and not injunctions are the presumptive remedy for patent infringement.  For those in the know, the four-factor “eBay test” for awarding an injunction now governs whether a plaintiff who has proven patent infringement will receive as a remedy either an injunction or a court-determined “reasonable royalty.”
In Douglas Dynamics, the Federal Circuit reversed a district court’s denial of an injunction under the eBay test and thus reaffirmed the basic legal principle that violations of property rights are generally best remedied with injunctions (which then permits the parties to negotiate for licenses, as the infringer should have done in the first place).  The district court had rejected Douglas Dynamics’ request for an injunction, and instead awarded it a compulsory license via Judge William Conley’s determination of an “ongoing reasonable royalty rate.”
On appeal, Chief Judge Randall Rader resoundingly disagreed with Judge Conley’s belief that the “public interest” is always better served by the introduction of a new competitor who is selling cheaper products.  This is what happened in this case, as Douglas Dynamics and Buyers Products Company are competitors in the sale of snowplow blades.  Instead, Chief Judge Rader recognized that its act of infringement as such is what gave Buyers Products Company its market advantage in undercutting Douglas Dynamics’ prices.  Because it did not have to incur Douglas Dynamics’ ex ante expenses in engaging in innovative research and development, Buyers Products Company’s infringement permitted it the economic advantage of being able to undercut Douglas Dynamics prices’ and thus enter the allegedly “untapped market segment” of cheaper snowplow blades. It was precisely this expansion of a consumer market that the district court relied on in its denial of Douglas Dynamics’ requested injunction. In sum, the district court used an infringement-created expansion of the market to justify denying an injunction and awarding a compulsory license to the patent-owner, which effectively rewarded Buyer Products Company for its act of infringement.
In reversing the district court’s award of a reasonable royalty, Chief Judge Rader explained the basic economic principle of dynamic efficiency that animates the Patent Act in securing property rights to inventors in their patented innovation:
While the general public certainly enjoys lower prices, cheap copies of patented inventions have the effect of inhibiting innovation and incentive. This detrimental effect, coupled with the public’s general interest in the judicial protection of property rights in inventive technology, outweighs any interest the public has in purchasing cheaper infringing products.   In sum, the public has a greater interest in acquiring new technology through the protection provided by the Patent Act than it has in buying “cheaper knock-offs.”
Even more important, Chief Judge Rader explicitly rebuffed Judge Conley’s conclusion that the Douglas Dynamics failed to make a threshold showing of “irreparable harm” simply because it continued to profit from its own sales during the period of Buyer Products Company’s infringement.  Chief Judge Rader rightly pointed out that “irreparable injury” comprises many different types of losses that are often difficult to quantify, such as the patent-owner’s lost sales, erosion in its reputation, and loss of its brand distinction.  Due to Buyer Products Company’s infringement, Douglas Dynamics faced the very real risk of losing its distinctiveness and market lure because consumers would not know that Buyer Products Company’s knock-offs were entirely a result of patent infringement.
Further identifying the non-quantitative forms of “irreparable injury,” Chief Judge Rader also pointed out that Buyer Products Company’s infringement would erode Douglas Dynamics’ reputation as an innovator.  This reputational loss may occur even absent consumer confusion, as there may still be harm to a company’s reputation among other market actors, such as business customers, dealers, and distributors.  Chief Judge Rader noted that a company’s reputation would be damaged if its dealers and distributors — commercial entities with whom a patent-owner licenses and engages in other necessary commercial transaction costs in converting inventions into real-world innovation used by consumers — come to believe that the patent-owner does not enforce its intellectual property rights.
In summing up the essential purpose of patent rights, Chief Judge Rader succinctly stated that “exclusivity is closely related to the fundamental nature of patents as property rights.  It is an intangible asset that is part of the company’s reputation” (emphasis added).
Chief Judge Rader’s opinion is an important reminder of the dangers inherent in a court’s all-too-eager embrace of an expansive interpretation of the “public interest” factor of the eBay test. Such expansive interpretations of the “public interest” threaten to eviscerate the very nature and justification for why patents have been secured as property rights since the early years of the American Republic. In fact, this danger was warned against by no less than Chief Justice John Roberts in his concurring opinion in eBay itself.  As Chief Justice Roberts explained (joined by Justices Ginsburg and Scalia):
From at least the early 19th century, courts have granted injunctive relief upon a finding of infringement in the vast majority of patent cases. This “long tradition of equity practice” is not surprising, given the difficulty of protecting a right to exclude through monetary remedies that allow an infringer to use an invention against the patentee’s wishes — a difficulty that often implicates the first two factors of the traditional four-factor test.
Luckily, since eBay was decided in 2005, most courts have followed the Supreme Court’s injunction not to eviscerate the nature and function of property rights in patented innovation.  In applying the eBay test from 2006 to 2011, courts awarded injunctions in an overwhelming majority of patent infringement cases: they issued injunctions in 75% of patent cases that reached the remedy stage following a finding of infringement (injunctions issued in 131 cases and damages were awarded in 43 cases).
Of course, injunctions are not automatic — they are no more automatic for property rights in innovation as they are for property rights in other assets.  But it should not be forgotten, as it was by the district court in Douglas Dynamics, that injunctions are an essential mechanism serving “the public’s general interest in the judicial protection of property rights in inventive technology” (to quote Chief Judge Rader).
The role of patents in facilitating the commercialization of invention can be illustrated with a simple example: Imagine a world where one firm has invented a next-generation widget (i.e., it has discovered all the information necessary to conceive it). Imagine further that the firm that invented the widget has no manufacturing capacity, but that one or more manufacturers would be willing to implement the technology. For the widget to be brought to market, one of the following needs to occur:
The inventor vertically integrates, either by acquiring a manufacturer or developing the necessary capacity in-house;
The manufacturers vertically integrate by acquiring the inventor, discovering alternative means for accomplishing the desired effect of the invention, or even committing outright misappropriation of the invention;
The inventor and manufacturers sign a series of mutually beneficial contracts whereby the necessary information to enable each to adequately practice and distribute the invention is exchanged for monetary compensation.
While the existence of intellectual property rights may facilitate each of these solutions (IP rights can be used as securities to finance vertical integration, for example),[14] the third solution would be significantly more costly—or even impossible—in their absence. In other words, the ability to patent innovations tremendously reduces the cost of bringing those innovations to market by enabling inventors to specialize in the production of ideas and to transfer rights in their inventions, through enforceable agreements (i.e., contracts), to parties that have the requisite specialized resources to develop and market them.
By clearly defining the boundaries of each party’s rights, patent law creates one of the necessary conditions for mutually advantageous exchanges to take place. In the words of Ronald Coase, “[w]ithout the establishment of this initial delimitation of rights there can be no market transactions to transfer and recombine them.”[15]
Another key aspect of patent law is that it enables inventors to exclude third parties from making, using or selling their inventions.[16] These rights—and the legal tools that allow them to be enforced (e.g., injunctions and damages)—are essential to spur mutually advantageous exchanges. They ensure that potential licensees cannot free-ride on each other, hoping to reverse engineer an invention once it has been placed on the market by one of them (or by the inventor).
Injunctions, in particular, play a critical role in cementing these rights.[17] Perhaps more than any other tool, they guarantee that the unlawful use of inventions can quickly be terminated by the rightsholder. In so doing, they bring potential licensees to the negotiating table. And, by the same token, weakening patent rights may result in patent holdout, whereby firms strategically decide to infringe others’ patents or delay license negotiations.[18] Even if one ignores the reduced incentives to innovate that this may entail (i.e., it damages the inventor’s ability to recoup costs and threatens the viability of commercialization opportunities),[19] this type of behavior has other highly deleterious effects as well. For example, patent holders may respond by resorting to expanded reliance upon trade secret protection and otherwise inefficient vertical integration.[20] This may reduce the number of commercialized inventions either overall or that ultimately fall into the public domain twenty years later (after a patent would have expired). Similarly, the inability to enforce their rights may discourage rightsholders from taking part in collaborative efforts to develop new technologies (e.g., through standardization efforts), similarly constraining the extent of valuable innovation. In short, on the margins, reducing the incentives provided by the patent system will tend to lower the relative openness of technology- and science-driven industries.
Particularly in highly dynamic industries characterized by fast-paced change and cross-pollination of ideas through fluid employment and rapid development cycles, weakening IP protection can have a dramatic effect. Firms in dynamic markets need some ability to appropriate and protect the fruits of their labor.[21] Reducing the protection afforded by patents will urge them to turn toward inferior (costlier, slower, etc.) alternatives to achieve this protection. In other words, injunctions and related doctrines provide property holders with the ability to operate quickly and in the open with the knowledge that they can continue to adequately commercialize their inventions.
The technology standardization space perfectly illustrates the importance of these issues. Many of the most high-profile modern technologies are the fruit of large-scale collaboration coordinated though standards developing organizations (SDOs). These include technologies such as Wi-Fi, 3G, 4G, 5G, Blu-Ray, USB-C, and Thunderbolt 3.[22] This type of collaboration would surely be far more costly without well-delineated property rights and the legal means to enforce them. The reasonable assurances of protection through patent rights provides innovators the security they need to share the information necessary to enable the creation of these organizations. The patent system enables modern firms of all sizes in a dynamic economy to coordinate their behavior to produce modern marvels like the smartphone. The coordination necessary for this sort of feat is hard to imagine without some form of enforceable property right in inventions.
This is not to say that some of these features could not be replicated by private ordering or internalized by mergers. Theoretically Samsung or Apple could invent and produce all of the technologies necessary to produce their devices, but the cost for such devices would likely be astronomical and the development time would be measured in years, not months. Absent compelling evidence that these alternative institutions or hierarchies would emerge, policymakers should proceed with caution, or risk killing the goose that lays the golden eggs.
At the very least, the fact that many of the most dynamic industries in the world—notably the smartphone and computer hardware industries—develop technologies collaboratively within SDOs is evidence that the benefits of patent protection go well beyond incentives to innovate.
II. The Misguided Shift Away From Injunctive Relief
Historically, one of the most important features of property rights in general, and patents in particular, is that they provide owners with almost absolute power to exclude use by third parties. As leading law and economics scholar Richard Epstein notes, “Property rights are, in this sense, made absolute because the ownership of some asset confers sole and exclusive power on a given individual to determine whether to retain or part with an asset on whatever terms he sees fit.”[23] In the case of physical property, such exclusion is achieved through laws against trespass (the use of real property without permission), nuisance (imposition of adverse effects on property such as noise and pollution), and conversion (the taking of chattels without permission).[24] In the case of IP, exclusion is achieved through rights established by statute.[25] For example, the owner of a patent is granted the exclusive right to determine who may use the product or process specified in the patent, usually for 20 years after filing.
These laws would be meaningless, however, without the ability to enforce them and remedy breaches. And one of the most important remedies is the injunction. In its most general sense, an injunction is a court order either requiring or prohibiting certain acts.[26] In the context of IP rights, injunctions are usually applied by courts as a means of prohibiting the unauthorized or unlicensed use of a patented technology.
The period of exclusivity established by a patent works in tandem with the injunctive power to both create an incentive to invest and—perhaps more critically—to facilitate the licensing of inventions.[27] There are many reasons that someone may invent a new product or process, but if they are to be optimally encouraged to distribute that product—and thus generate the associated social welfare—the ability to engage supply chains to fully commercialize the invention is crucial.[28] If a patent holder believes that the path to commercialization and remuneration is hindered by infringers, she will have less incentive to invest fully in the commercialization process (or in the innovation in the first place). Because infringement affects both the initial incentive to innovate as well as the complex process of commercialization, courts have historically granted injunctions against those who have used a patent without proper authorization.
A. Damages Alone Are Often Insufficient
Injunctions are almost certainly the most powerful means of enforcing property rights and remedying breaches. Nonetheless, courts may sometimes award damages either in addition to or as an alternative to the award of an injunction.[29] But it is often difficult to establish the appropriate size of an award of damages when intangible property—such as invention and innovation in the case of patents—is the core property being protected.
Consider the example of a chattel that has been taken without the owner’s consent. If that chattel is a family heirloom of distinctive quality—a vase that has been handed down through the generations, for example—the value of the item to the legitimate owner may be greater than the value that could be obtained through a market transaction. The appropriate remedy in such cases is the return of the item. By contrast, if the item can readily be replaced—a current-model television for example—monetary damages would likely be adequate. The difference between these two items relates to the degree to which their value to the owner is idiosyncratic; the more idiosyncratic, the more difficult it is accurately to adjudge monetary value and thereby ensure that the rightful owner of the property is adequately restituted. Thus, the more idiosyncratic the property, the more appropriate it is to use an injunction—to require the return of the object—to remedy its misappropriation.
Patents are certainly idiosyncratic, but they are also highly valuable and tradeable in commercial markets. The key feature of patents in this latter respect is that their value is uncertain ex ante. The value of a particular invention or discovery cannot be known until it is either integrated into the end-product that will be distributed to consumers or actually used by consumers. This uncertainty creates a need for patent holders to carefully structure their risk and reward calculus such that the commercialization of the invention can reasonably be expected to generate a profit (which in turn goes back to the initial incentives to even proceed with the expensive R&D process to create the invention in the first place).
Particularly with highly complex innovations—such as in pharmaceuticals and technology—the degree of risk taking and the required investment of capital is large, and the foregone opportunities can be massive. As such, it will often be difficult or impossible to adequately calculate appropriate monetary damages for the unauthorized use of a patent, even if the ex post value of the patent is knowable. So while it will be necessary to establish damages for violations after the fact, it will nearly always be appropriate to award injunctions to deter ongoing violations and to allow the property owner to do their own value calculations based on their investments, sunk costs, and—critically—lost opportunities that were foregone in order to realize the particular invention.
And there are several other reasons why courts have historically seen fit to supplement damages for violations of property rights with injunctions. In the context of physical property rights, consider a situation in which A’s actions have caused harm to B’s property. If B is able to demonstrate that the harm was caused by A (even if unintentionally), the courts will typically require A to pay compensation to B such that he is returned, so far as possible, to his initial state. Unfortunately, it is often difficult to evaluate the actual harm done in such cases, especially if that harm has a subjective element. It is also plausible that the appropriate damages exceed the infringer’s ability to pay—in which case damages would insufficiently compensate the property right holder. Moreover, there can also be situations when B fears that A might be about to cause irreparable harm to its property. Or instances where A’s actions continue to cause harm to B despite an initial damages award. In all of these cases, injunctive relief may be necessary to ensure the effective enforcement of property rights. The application of injunctive relief thus acts to demarcate clearly the property rights of the two parties.
In the context of intellectual property, the potential inadequacy of monetary damages has been repeatedly acknowledged by courts.[30] Indeed, one prong of the four-factor test for injunctions specifically questions whether other remedies (including damages) may provide a property holder with adequate relief.[31] As noted above, if innovators expect to be under-rewarded for their investments, they will have less incentive to innovate in the first place.
Unfortunately, this risk is often overlooked by critics who argue that courts should limit the award of injunctions to reduce the problem of patent holdup, which happens when patent holders opportunistically extract royalties from implementers, particularly in the context of SEPs.[32] According to these critics, the problem of patent holdup is compounded by the availability of injunctions that strengthen the bargaining position of rightsholders.
But while popular accounts often focus on alleged holdup problems, undermining property rights may lead to the opposite harm: patent holdout.[33] Patent holdout occurs when a potential licensee opts to infringe, rather than license, a patent because the potential costs from licensing outweigh the costs associated with litigation if the patent holder enforces the patent.[34] When legal doctrine is altered to make it relatively harder for patent holders to enforce their property rights, the threat of holdout—and a concomitant destruction of the incentive to create and commercialize patentable material—increases.
Indeed, one important feature of injunctions is that they do not impose a suboptimal deal on either party. A prevailing patent holder does not receive a windfall as a result of an injunction, but is merely able to guarantee that private bargaining over a license will take place (or else there will be no license). This makes injunctions inherently less worrisome because they do not entail substituting the judgment of a generalist court for that of the commercial expertise of the would-be bargaining parties. The injunction threat might change the potential range of bargaining (by frustrating the ability of potential infringers to attempt to implement at no or low cost initially, for instance). But the interests of the patentee are almost always to license the patent; the patent is worthless to them otherwise.
Removing the injunction option, however, not only changes the bargaining range (and makes infringement a valid business option), but, by extension, it lowers the expected returns of investing in the creation and commercialization of patents, in the first place.[35] Further, lack of an effective injunction remedy perversely incentivizes more litigation activity relative to the baseline. With a no-injunction presumption, a potential licensee has a diminished incentive to negotiate with a patent holder. Instead, it can refuse to license, infringe the patent, try its hand in court, avoid royalties entirely until litigation is finished, and in the end never be forced to pay a higher royalty in damages than it would have if it had negotiated at the outset. As long as the expected cost of litigation is less than the expected gain from infringing without paying any royalties, potential licensees will always have an incentive to pursue this strategy. The net result is a shift in bargaining power so that, even when license agreements are struck, royalty rates are lower than they would otherwise be, as well as an increased likelihood of infringement. It also establishes this lower royalty rate as the “customary” rate, which ensures that subsequent royalty negotiations, particularly in the standard-setting context, are artificially constrained.
This effect is multiplied in the SEP context in which the nominal fair, reasonable, and non-discriminatory (“FRAND”) royalty rate is said to be determined with reference to the ex ante bargaining position—that is, before the true value of the patent is known once it has been implemented and commercialized. As a result, the inability to seek an injunction against an infringer further ensures that patent holders operate with reduced incentives to invest in technology and to enter into standards because they are precluded from benefiting from any subsequent increase in the value of their patents once they do so. As Richard Epstein, Scott Kieff, and Dan Spulber write:
The simple reality is that before a standard is set, it just is not clear whether a patent might become more or less valuable. Some upward pressure on value may be created later to the extent that the patent is important to a standard that is important to the market. In addition, some downward pressure may be caused by a later RAND commitment or some other factor, such as repeat play. The FTC seems to want to give manufacturers all of the benefits of both of these dynamic effects by in effect giving the manufacturer the free option of picking different focal points for elements of the damages calculations. The patentee is forced to surrender all of the benefit of the upward pressure while the manufacturer is allowed to get all of the benefit of the downward pressure.[36]
The importance of injunctions in the SEP context, and their effect on licensing rates, has been well-recognized by policymakers. For instance, in a report published in 2011, the FTC argued that:
The threat of an injunction can lead an infringer to pay higher royalties than the patentee could have obtained in a competitive technology market.
The patentee can use the threat of an injunction to obtain royalties covering not only the market value of the patented invention, but also a portion of the costs that the infringer would incur if it were enjoined and had to switch.[37]
In other words, the FTC endorses the idea that injunctions affect bargaining range during infringement proceedings, which in turn affects their ex ante bargaining range. The FTC thus concludes that courts award damages that exclude the value derived from the threat of injunctions.[38]
But while the premise is correct, the normative conclusion that the FTC draws does not follow. The higher licensing fees obtained by the threat of injunctions are a feature, not a bug, of the system. They reward licensees that have concluded ex ante license agreements (and who have not, therefore, wasted judicial resources when private bargaining was available), relative to those that have declined to do so. This is precisely the return on risk and innovation that patents are intended to secure.
Compounding this miscalculation, opponents of injunctions overestimate the extent of the threat of patent holdup by employing an inappropriate estimation of the proper willingness of potential licensees to negotiate. It is, of course, not optimal to set remedies such that patent holders are over-incentivized to withhold licenses by threatening litigation in order to increase their royalties over the efficient level. But determining whether a potential licensee is really willing to license at a reasonable rate, or is instead holding up negotiation to gain its own litigation-driven bargaining power, is not straightforward. And the measure of willingness commonly employed by commentators—including the FTC—is mistaken.
The crux of the problem is the identification of a willing licensee as one who would license at a hypothetical, ex ante rate absent the threat of an injunction and with a different risk profile than an after-the-fact infringer. The FTC’s definition of a willing licensee assumes a willingness to license only at a rate determined when an injunction is not available, and under the unrealistic assumption that the true value of a SEP can be known ex ante. Not surprisingly, then, the Commission finds it easy to declare an injunction invalid when a patentee demands a higher royalty rate in an actual negotiation, with actual knowledge of a patent’s value and under threat of an injunction.
This definition of willing licensee ignores a crucial difference between the two situations. One should expect that a patent will be worth more when its value is clear from its use in the market, it has been determined to be valid, and there is a threat of injunction. “[A]verage ‘reasonable royalty’ damage awards set rates more than double estimated average negotiated patent royalties. This difference is at least in part attributable to the uncertainty surrounding the strength and value of untested patents.”[39] As Epstein, Kieff, and Spulber discuss in critiquing the FTC’s 2011 Report:
In short, there is no economic basis to equate a manufacturer that is willing to commit to license terms before the adoption and launch of a standard, with one that instead expropriates patent rights at a later time through infringement. The two bear different risks and the late infringer should not pay the same low royalty as a party that sat down at the bargaining table and may actually have contributed to the value of the patent through its early activities. There is no economically meaningful sense in which any royalty set higher than that which a “willing licensee would have paid” at the pre-standardization moment somehow “overcompensates patentees by awarding more than the economic value of the patent . . . .
Even with a RAND commitment, the patent owner retains the valuable right to exclude (not merely receive later compensation from) manufacturers who are unwilling to accept reasonable license terms. Indeed, the right to exclude influences how those terms should be calculated, because it is quite likely that prior licensees in at least some areas will pay less if larger numbers of parties are allowed to use the same technology. Those interactive effects are ignored in the FTC calculations.[40]
Then-FTC Commissioner Maureen Ohlhausen articulated some of this problem in her dissent from the FTC’s proposed settlement in Google/Motorola:
[T]he majority says little about what “appropriate circumstances” may trigger an FTC lawsuit other than to say that a fair, reasonable, and non-discriminatory (“FRAND”) commitment generally prohibits seeking an injunction. By articulating only narrow circumstances when the Commission deems a licensee unwilling (limitations added since Bosch), and not addressing the ambiguity in the market about what constitutes a FRAND commitment, the Commission will leave patent owners to guess in most circumstances whether they can safely seek an injunction on a SEP.[41]
The critical question over the ambiguity (or simple wrongheadedness) of what constitutes a “reasonable” royalty, and thus whether a potential licensee is “willing” or not, is regularly ignored on an implicit and flawed assumption that reasonableness is readily determined by a party’s willingness to accept only estimated, ex ante royalty rates. But this means that any effort by a patent holder to capture any of the ex post value of its patents met with a refusal is likely to be deemed an act of patent holdup (by the patentee) rather than holdout (by the potential licensee), when it is at least as likely to be the latter.
This is not to say that the theoretical fear of patent holdup (or “royalty-stacking” or “patent thickets”) and the costs they may impose should be dismissed out of hand: there are trade-offs, to be sure. But there is no basis for the one-sided presumption that patentees, not implementers, always have the upper hand. For one thing, the empirical literature on the topic is inconclusive, at best.[42] Moreover, throughout history, patent thickets have often been solved through private ordering solutions.[43] And while some commentators make it sound as if injunctions threaten to cripple complex innovations like smartphones by preventing device makers from licensing essential technology on viable terms,[44] companies in this space have been perfectly capable of orchestrating large-scale patent licensing campaigns. The relevant policy question is whether the legal rules and remedies are set in such a way that they facilitate efficient negotiation and minimize the risk and cost of such imperfect solutions when negotiation fails. It is by no means clear that strong restrictions on the availability of injunctions for patent holders is conducive to that end.
B. eBay v. MercExchange
The Supreme Court’s 2006 ruling in eBay Inc. v. MercExchange, LLC significantly limited patent holders’ ability to obtain permanent injunctions.[45] Injunctions have long been a mainstay of copyright and patent laws in the U.S. For instance, the Patent Act clearly states that, “The several courts having jurisdiction of cases under this title may grant injunctions in accordance with the principles of equity to prevent the violation of any right secured by patent, on such terms as the court deems reasonable.”[46] Likewise, the U.S. Copyright Act provides that “Any court having jurisdiction of a civil action arising under this title may, subject to the provisions of section 1498 of title 28, grant temporary and final injunctions on such terms as it may deem reasonable to prevent or restrain infringement of a copyright.”[47]
At first sight, these statutes seem to have at least two important implications. On the one hand, their drafters undoubtedly saw injunctions as a central piece of both patent and copyright laws in the U.S. On the other hand, the right to obtain an injunction is not absolute. Instead, the drafters submitted injunctions to a reasonableness standard. As explained below, the Supreme Court said this much in its eBay ruling.[48] This raises the question: when is it reasonable for courts to grant such injunctions?
Outside of patent law, courts had long applied a four-factor test in order to decide whether injunctions were appropriate.[49] The Supreme Court summarized the contours of this test in its eBay ruling:
According to well-established principles of equity, a plaintiff seeking a permanent injunction must satisfy a four-factor test before a court may grant such relief. A plaintiff must demonstrate: (1) that it has suffered an irreparable injury; (2) that remedies available at law, such as monetary damages, are inadequate to compensate for that injury; (3) that, considering the balance of hardships between the plaintiff and defendant, a remedy in equity is warranted; and (4) that the public interest would not be disserved by a permanent injunction.[50]
However, in the realm of permanent patent injunctions, there were significant uncertainties as to how (and whether) this test should be administered. In its eBay ruling, the Supreme Court attempted to stake out a middle ground between two antagonistic approaches to permanent patent injunctions, one defended by the district court and the other by the court of appeals: “[While] the District Court denied MercExchange’s motion for permanent injunctive relief . . ., [t]he [] Federal Circuit reversed, applying its ‘general rule that courts will issue permanent injunctions against patent infringement absent exceptional circumstances.’”[51]
The Supreme Court concluded that the traditional four-factor test (applied by courts in equity to determine whether a permanent injunction should be granted) was equally applicable to permanent patent injunctions. But the Court provided little detail as to how the test should be applied in practice. Its main conclusion was simply that “The decision whether to grant or deny injunctive relief rests within the equitable discretion of the district courts, and that such discretion must be exercised consistent with traditional principles of equity, in patent disputes no less than in other cases governed by such standards.”[52] That said, while the Court failed to describe how the four-factor test should be applied to patent injunctions, it did offer examples of approaches that were not appropriate. In doing so, the Court explicitly excluded what had previously been the Federal Circuit’s standard practice when assessing permanent patent injunctions. For decades, the Federal Circuit—which handles appeals in patent lawsuits—had awarded injunctions when claimants established that their patent was valid and infringed.[53] Under the new eBay ruling, this approach was no longer tenable:
In reversing the District Court, the Court of Appeals departed in the opposite direction from the four-factor test. The court articulated a “general rule,” unique to patent disputes, “that a permanent injunction will issue once infringement and validity have been adjudged. . . .”
Just as the District Court erred in its categorical denial of injunctive relief, the Court of Appeals erred in its categorical grant of such relief.[54]
As a result, the ruling significantly narrowed the circumstances under which patent holders could obtain permanent injunctions.
Such a development is hard to square with guiding principles of IP law. Indeed, as numerous authors have observed, injunctions are a distinguishing feature of IP protection.[55] And this is true in the Patent Act, which explicitly gives inventors the right to exclude third parties from using their inventions.[56] The wording of the statute would be meaningless if third parties could routinely force exchanges simply by paying damages to the inventor.[57] This is not to say that the right to obtain injunctions is absolute, of course. But, reflecting the centrality of the right to exclude, the Federal Circuit developed its automatic injunction rule in intentional contrast to the traditional four-factor test for injunctions in other contexts.[58] In doing so, it also adopted a rule in consonance with the long-established approach of courts of equity to the awarding of patent remedies: “In due course, however, the realization emerged that, in situations where an infringement did in fact exist (and was continuing), denying the holder an injunction was tantamount to rendering the patent’s grant of exclusivity meaningless.”[59]
C. Post-eBay
Predictably, the eBay ruling led lower courts to grant fewer permanent injunctions in patent litigation suits, and numerous empirical studies have shown that the eBay ruling made permanent injunctions harder to obtain in patent litigation. For instance, one study found that, in the two years following the eBay ruling, twenty-four district court decisions granted injunctions, and ten denied them.[60] This is echoed by another study which concluded that courts granted injunctions at a rate of roughly two-to-one.[61] Finally, an extensive study by Kirti Gupta and Jay Kesan concluded that permanent injunctions were 44.1% less likely to be granted after the eBay ruling (and 33% less likely for preliminary injunctions).[62] The authors also show that the reduction in injunctions was stronger for PAEs.[63]
Critics of injunctions had hoped that reducing the availability of injunctions would have a positive effect on innovation—notably by reducing patent holdup.[64] But empirical research by Alexander Galetovic, Stephen Haber, and Ross Levine suggests that this was not the case: Overall, the eBay decision does not appear to have significantly affected innovation levels in patent-intensive industries.[65] Other authors have reached a similar conclusion.[66] However, the fact that the eBay ruling has not yet reduced innovation is no guarantee that it will not do so in the future. Likewise, as this paper makes abundantly clear, the eBay ruling is but one of many policy developments that have weakened the legal protections afforded to patent holders (or that threaten to do so). While each of these developments might not individually have a statistically significant effect on innovation (which is what the Galetovic, et al. paper looks at in relation to the eBay ruling), the cumulative effect of these changes could be much larger. In other words, available evidence suggests that the threat of injunctions is unlikely to cause patent holdup and reduce innovation. However, this does not suggest that systematically weakening the patent system would have no effect on technological progress.
One of the important features of injunctions that critics miss is that they are not solely a tool for simple exclusion from property, but a tool that promotes efficient bargaining.[67] If a property holder ultimately has the right to exclude infringers, there is relatively more weight placed on the importance of initial bargaining for licenses. Post-eBay, “efficient infringement” becomes a viable choice for firms seeking to maximize profits. Thus, implementing firms seeking to pay as little as possible for the use of an invention have incentives to disregard the bargaining process with a patent holder altogether. The relative decline in the importance of injunctions narrows the bargaining range, and the narrower range of prices an implementing firm will offer means agreement is less likely even if it does bargain. Where rightsholders can be reasonably expected to enforce their patent rights, by contrast, the bargaining range is expanded and agreement more likely because the cost of negotiating for a license in the first place is relatively smaller than always (or more often) opting for “efficient infringement”; that is, infringement becomes less efficient.
The ultimate tension is not between seeking damages or an injunction, but between whether a firm opts to commercially negotiate or legally litigate and face the risk of some combination of damages and injunction on the back end. This reality is particularly important in the context of SDOs where implementers and innovators are in a constant dance both to maximize their own profits as well as to facilitate the product of a joint agreement that binds each party. Permitting one party through weakened legal doctrine to circumvent or artificially constrain the bargaining process inappropriately imbalances the careful commercial relationships that should otherwise exist.
In the SEP context, furthermore, it is rarely mentioned that “an implementer’s decision to reject a certifiably FRAND license and continue to infringe is contrary to the spirit of the FRAND framework as well.”[68] In such situations, the threat of an injunction is plainly important. But it is worth noting what it is important for.
It is not typically the case that a negotiation process ends with an injunction and a refusal to license, as critics sometimes allege. Rather, the threat of an injunction is important in hastening an infringing implementer to the table and ensuring that protracted litigation to determine the appropriate royalty (which is how such disputes do usually end) is costly not only to the patentee, but also to the infringer. As James Ratliff and Daniel Rubinfeld note:
[T]he existence of that threat does not lead to holdup as feared by those who propose that a RAND pledge implies (or should embody) a waiver of seeking injunctive relief. If RAND terms are reached by negotiation, the negotiation is not conducted in the shadow of an injunctive threat but rather in the shadow of knowledge that the court will impose a set of terms if the parties do not reach agreement themselves. The crucial element of this model that substantially diminishes the likelihood that the injunctive threat will have real bite against an implementer willing to license on RAND terms is the assumption that an SEP owner maintains its obligation to offer a RAND license even if its initial offer is challenged by the implementer and, further, even if the court agrees with the SEP owner that its initial offer was indeed RAND. Thus any implementer that is willing to license on court-certified RAND terms can avoid an injunction by accepting those RAND terms without eschewing any of its challenges to the RAND-ness of the SEP owner’s earlier offers.[69]
Concerns about the holdup threat of injunctions are overstated because the implementer can always accept a royalty rate that is either offered by the patent holder or certified by a court without waiving its right to contest whether such a rate is FRAND. If it will not do either, then it is an “unwilling licensee,” appropriately enjoined from implementing the patent. The alternative view—that the failure to reach agreement over royalties presumptively means that the patent holder is offering supra-FRAND terms—is unwarranted. Coupled with the unavailability of injunctive relief, such an approach puts a heavy thumb on the bargaining scales. Of course, licensees will often prefer to pay less than they are able to negotiate, but this is not a reality that supports interfering in the bargaining process. The purpose of patents is to facilitate the creation of incentives to generate the overall production of social welfare desired: it is not to guarantee that a particular party to a negotiation achieves its preferred terms.
III. Other Changes Have Reduced the Value of Patents
Injunctive relief is not the only area of patent litigation that has become more hostile to inventors. Several other changes to the rules relating to patent law enforcement have contributed to a broader weakening of legal certainty around patent licensing. This includes calls for courts to curtail the amount of damages awarded to owners of SEPs. Changes to the rules regarding fee-shifting and the establishment of inter partes review by the U.S. Patent and Trademark Office are also of concern. Last but not least, there has also been significant pressure for SDOs to restrict the terms under which standard essential technologies can be licensed.
A. Damages Awards Have Also Faced Downward Pressure
Injunctive relief is not the only area of patent litigation that has become more hostile to patentees. The same policymakers and scholars who have been calling for courts to curb injunctions have also complained that patent holders—especially those that operate in the SEP space—routinely obtain exorbitant damages awards from courts and juries.
Some critics, for example, have argued that courts routinely award “unreasonable” damages to patent holders.[70] This is purportedly the case in some instances where courts ignore “apportionment” rules and award damages that are based on an end-device’s “Entire Market Value” (“EMV”) rather than the so-called “Smallest Saleable Patent Practicing Unit” (“SSPPU”). As Brian Love put it:
The entire market value rule allows for recovery of patent infringement damages based on the value of an entire product or device containing an infringing component, rather than on the value of the infringing component alone.
Until courts abandon current doctrine and apply the entire market value rule only when the patented component of the accused devices truly accounts for the entire market demand for the infringed device, patentees will continue to be unjustly rewarded.[71]
Likewise, Mark Lemley and Carl Shapiro have argued that “[t]he way reasonable royalties are calculated, particularly for component inventions, has made them into a tool for patentees to capture more than their fair share of a defendant’s profit margins.”[72]
These critiques seem to have gained some traction with some courts and SDOs. Indeed,
the principal focus of Lemley and Shapiro’s work has been to discourage the availability of injunctions in the context of products that practice multiple patents, such as mobile handsets that practice numerous SEPs. Lemley and Shapiro advise courts to deny injunctions “when the product that would be enjoined contains multiple components, of which only one is the subject of the patent in suit”—a factual description that applies to nearly every product in the modern marketplace, including many pharmaceutical products.[73]
In a very high-profile move, the Institute of Electrical and Electronics Engineers (“IEEE”) (one of the leading SDOs) changed its internal rules in 2015 in order to, effectively, impose component level pricing for standard essential patents.[74] Contributors of essential patents must routinely make so-called FRAND pledges, whereby they guarantee that their technology will be licensed at fair, reasonable, and non-discriminatory rates. Under IEEE’s modified internal rules, firms that base license fees on the EMV would no longer meet the FRAND benchmark.[75] In turn, this may limit the damages that these inventors can claim if their patents are infringed.
Similarly, courts have often based their calculations of patent infringement damages on the smallest saleable component into which the underlying patent is incorporated.[76] Although this may seem like a small detail, it is of the highest importance for innovators. At first sight, it might seem like the choice of a small royalty base could be compensated by applying a higher percentage when royalties are calculated. But the problem is more fundamental.
Take the example of a 5G chipset. This piece of technology is far more valuable when combined with a high-end smartphone that can make full use of its capabilities, of course, but the smartphone and every innovation it contains is also made more valuable by the combination with the cellular chipset. In fact, virtually all of the value of a smartphone would be lost if the modem were removed (and reduced if limited to a slower, lower-quality chipset). In other words, the value of the smartphone and virtually every component in it depends in significant part upon the modem technology with which it is combined.
By basing their damages calculations on the value of the smallest saleable component, however, courts effectively prevent innovators from benefiting from these synergies, even if the parties would, in the absence of the court’s calculation method, voluntarily agree to a very different allocation of royalties. In the shadow of that prospect, it becomes extremely difficult for a patentee to negotiate a royalty for the true, synergistic value of its technology. And given that innovation is almost systematically based on combining existing elements to new effects, a rule that prevents innovators from benefitting from such synergies can be expected to impede innovation in the first place and limit the extent of efforts to combine technologies in innovative ways.
And this is not just a problem for damages calculations. Some antitrust authorities and courts have gone even further, arguing that SEP license fees calculated on the EMV may infringe antitrust law. This was the case for Judge Lucy Koh’s ruling in the recent FTC v. Qualcomm case, now on appeal to the Ninth Circuit.[77] The ruling cited the Federal Circuit’s Quanta case to support its assertion that Qualcomm’s pricing method was not FRAND because its royalties were not based on the value of the SSPPU.[78] But that case is inapposite, as is the underlying logic of assessing the FRAND-ness of a royalty rate by comparing it to the royalty a court would arrive at by applying its standard method of apportioning damages for infringement in the absence of any licensing agreement. While the rule of apportionment may be relevant (if not sensible) for determination of royalties by a court after a finding of infringement, there is no reason to assume that that assessment should be in any way instructive of the boundaries of a reasonable FRAND royalty rate negotiated by private parties in an arms-length licensing agreement.[79] Indeed, such an approach drives a wedge between judicial royalty determinations and actual practice:
[U]sing the price of the smallest salable patent-practicing component as a royalty base deviates from real-world practice . . ., [where] the patent holder and the licensee often use the value of the downstream product as a royalty base, even when no evidence indicates that the patented feature drives the demand for the downstream product.[80]
Where common practice throughout an industry is to determine royalties based on the entire product, it can hardly also be in any way indicative of the exercise of market power.
B. Fee-Shifting Standards Increase the Likelihood of Litigation Over Negotiation
In the U.S., in general each party is responsible for its own litigation costs associated with prosecuting or defending a patent. However, the Patent Act permits that the court, “in exceptional cases may award reasonable attorney fees to the prevailing party.”[81] This exception has been interpreted with varying degrees of liberality by the courts. In the 2005 case Brooks Furniture v. Dutailier, the Federal Circuit narrowed the interpretation of “exceptional cases” such that it would apply only:
[W]hen there has been some material inappropriate conduct related to the matter in litigation, such as willful infringement, fraud or inequitable conduct in procuring the patent, misconduct during litigation, vexatious or unjustified litigation. . . . Absent misconduct in conduct of the litigation or in securing the patent, sanctions may be imposed against the patentee only if both (1) the litigation is brought in subjective bad faith, and (2) the litigation is objectively baseless.[82]
The problem with this approach, however, is that, in conjunction with the Patent Act’s presumption of validity,[83] it results in an asymmetrical assignment of burdens and access to attorneys’ fees between a patentee and an accused infringer:
Under the present system, the high costs of junk patents are directly tied to the legal presumption of validity that is applied to all issued patents, under which the litigant challenging validity bears the burden of proving invalidity under a higher standard of proof than that which usually applies in civil cases.[84]
This means that, while a patentee may be able to obtain sanctions for an accused infringer’s willful infringement, it is substantially more difficult for an accused infringer to obtain sanctions for a patentee’s bad faith assertion of the validity of its patent. While on its face this might seem to offer additional protection for patentees by putting a thumb on the scale in their favor in litigation, it is mainly beneficial for PAEs that rely on the threat of judicial remedies (rather than a patent’s true market value) to extract payment; it is less helpful for parties with valid patents and valid claims acting in good faith.
In 2014, the Supreme Court ruled in Octane Fitness v. ICON Health that the Brooks Furniture court’s interpretation was too narrow and should be rejected and replaced with a more discretionary framework:
An “exceptional” case, then, is simply one that stands out from others with respect to the substantive strength of a party’s litigating position (considering both the governing law and the facts of the case) or the unreasonable manner in which the case was litigated. District courts may determine whether a case is “exceptional” in the case-by-case exercise of their discretion, considering the totality of the circumstances.[85]
There are good arguments for permitting fee-shifting in some patent cases. Indeed, the primary concern when contemplating fee-shifting relates to improper attempts by PAEs to extract rents from implementers. Most frequently, this occurs when PAEs engage in one or more of the acts specifically described as “exceptional” in Brooks Furniture, such as vexatious or unjustified litigation, or bringing litigation either in bad faith or without any solid basis.[86] Early evidence also suggests that courts have rightly continued to permit fee-shifting in cases of willful infringement since Octane.[87]
The precise implications of Octane and a liberalized fee-shifting regime are not yet clear, but there is research demonstrating that fee-shifting can work to deter meretricious suits.[88] Further, in the wake of Octane, there is some evidence that courts are shifting fees more often.[89] One shortcoming of the available literature is the difficulty in determining exactly what the post-Octane shifts may signal. In an ideal world, all meretricious suits would be subject to sanction or dismissal, and all meritorious suits would proceed on the merits. We do not live in such a world.
Liberalizing fee-shifting will have mixed effects. First, courts have evidently been applying the standard set out in Octane somewhat unevenly.[90] But more to the point, the Octane change permits courts to essentially second-guess even meritorious litigants pursuing patent protection in good faith. Hindsight is 20/20, and judges who have been witness to an extended legal process and production of evidence could come to see an otherwise good faith plaintiff who loses as having brought a frivolous claim.
While the fee-shifting regime laid out in Octane might not be perfect, it is not intentionally biased against the interests of patent holders. Much will depend on how the courts use their discretion. But one thing Octane does not clearly do (except perhaps accidentally) is to overcome the problem of asymmetry brought about by the operation of the heightened burden of proof under the presumption of validity. And to the extent it does, it does not clearly differentiate between good and bad faith assertions of validity that map onto the distinction between abusive PAE litigation and valid infringement litigation. Indeed, it is plausible under Octane that even a valid effort by a SEP holder to enforce its patent by means of an injunction could be deemed an “unreasonable manner” of litigation.
Meanwhile, many voices have called for the introduction of more widely applied fee-shifting mechanisms in US patent disputes, including some who have proposed a blanket shift towards loser-pays (also known as the English Rule).[91] One key goal of this proposed policy is to dull patentees’ incentives to litigate. As Megan la Belle summarizes:
Congress passed the America Invents Act, the most significant overhaul to the U.S. patent system in over half a century, in 2011. Yet, less than two years later, calls for further reform began. More than a dozen bills were introduced in Congress between 2013 and 2015, many of which included fee shifting provisions. The fee provisions in these bills varied. Some were one-way, awarding fees only to the accused infringer, while others were two-way, allowing either prevailing party to recover. Certain of these bills targeted PAEs, while others drew no distinctions based on the identity of the parties.[92]
These initiatives essentially boil down to a “patent troll tax” that deters PAEs from, allegedly, seeking “nuisance settlements,” knowing defendants will seek to avoid litigation costs.[93] Unfortunately, as under Octane, good faith enforcement efforts may also be deterred.
More problematically, these proposals wrongly assume that inventors are systematically the ones who have the upper hand in licensing negotiations. But this does not have to be the case. In a world where courts have become increasingly reluctant to grant injunctions, and where there has been increasing pressure to reduce damages awards, the cost of patent infringement has almost certainly decreased. In turn, this improves the bargaining position of licensees and makes patent holdout behavior more attractive. As a result, to the extent that a general regime of fee-shifting is justified,[94] there is little reason to design one that is deliberately tilted against the interests of inventors, any more than there is to maintain one that is deliberately tilted in their favor.[95]
C. Inter Partes Review Undermines the Certainty of Patent Rights
Critics of the current patent system have turned to administrative process in an attempt to address the problem of junk patents.[96] The 2011 America Invents Act established an expansive inter partes review process (IPR) which allows anyone (other than the patent owner) to challenge the validity of a patent through an administrative post-grant review by the U.S. Patent and Trademark Office (PTO).[97] Under IPR, the threshold for challenging a patent is much lower than it had been under re-examination (the only administrative option for third parties to challenge patents prior to the introduction of IPR).[98]
There are several important differences between IPR and adjudication in an Article III court. Most notably, the Patent Trial and Appeal Board (PTAB) applies lower standards of proof when conducting the IPR, and challengers are not required to have standing. Regarding the lower standards of proof, Professor Joanna Shepherd has noted:
In federal court, patents are presumed valid and challengers must prove each patent claim invalid by “clear and convincing evidence.” In IPR proceedings, no such presumption of validity applies and challengers must only prove patent claims invalid by the “preponderance of the evidence.” In addition to the lower burden, it is also easier for challengers to meet the standard of proof in IPR proceedings. In federal court, patent claims are construed according to their “ordinary and customary meaning” to a person of ordinary skill in the art. In contrast, the PTAB uses the more lenient “broadest reasonable interpretation” standard; this more lenient standard can result in the PTAB interpreting patent claims as “claiming too much” (using their broader standard), resulting in the invalidation of more patents.[99]
Of course, the invalidation of more patents is considered by its proponents to be the very goal of IPR.[100] And to the extent that IPR results in the less costly invalidation of a larger number of patents that would not have withstood more rigorous legal challenges in federal court without also erroneously invalidating good patents, this is a positive outcome. But it is not clear that achieving this positive outcome is optimal, if it is done in by administrative agency action, removed from the full set of protections and responsibilities of the Federal Rules of Civil Procedure that apply to all civil litigation. As Scott Kieff has noted:
While desirable in the abstract, these goals [establishing a mechanism for deciding validity that is faster or less expensive than court] are dangerous when taken out of the context of their conflicting counterparts among the set of goals associated with civil litigation generally (such as accuracy and finality). That is, before simply trying to change some characteristics of this highly complex and interconnected system, we should at least consider the full range of concerns explored earlier in the discussion of intellectual approach.[101]
Kieff’s approach employs the tools of New Institutional Economics (including the economic analysis of law)
to highlight the ways that property rights in intangible assets can be structured so as to improve economic development, innovation, and competition by encouraging private actors to interact and strike deals with each other rather than with legislators, regulators, judges, and the powerful political constituents who influence these government actors.[102]
For IPR, the most obvious problems are the use of attenuated procedures to adjudicate constitutionally protected property rights, and the relative lack of finality and determinateness that the process imposes on such property rights. As Justice Neil Gorsuch noted in dissenting from the Supreme Court’s decision upholding IPR, “[a]llowing the Executive to withdraw a patent . . . ‘would be to deprive the applicant of his property without due process of law, and would be in fact an invasion of the judicial branch of the government by the executive.’”[103] Once a patent examination has been made and a patent issued, even if not all degrees of heightened protection are warranted, surely lessened protection is not appropriate either. As Professor Epstein notes:
The initial review process should give rise to some confidence that the patent has been rightly issued so that the odds that a post-issue review will correct some previously unknown error are lower than they would have been if the patent had initially been issued without any review at all. This argument renders problematic all iterations of post-issuance IPR.[104]
Moreover, it is not clear that the IPR approach actually does much to improve the quality of issued patents. As Professor Gregory Dolin notes:
Congress has adopted an overly simplistic approach that can be described as “one set of eyes is good, two is better, three is better still, etc.” But as it turns out, the relationship between patent quality (however deﬁned), certainty of patent rights, and the number of levels of review is not linear. Importantly, more opportunities to challenge issued patents also means more opportunities to engage in abusive practices to undermine legitimate patent rights.[105]
Thus, for example, as Professor Shepherd notes, the lack of any standing requirement in IPR has perversely resulted in “reverse patent trolling,”
in which entities that are not litigation targets, or even participants in the same industry, threaten to file an IPR petition challenging the validity of a patent unless the patent holder agrees to specific pre-filing settlement demands. The lack of a standing requirement has also led to the exploitation of the IPR process by entities that would never be granted standing in traditional patent litigation—hedge funds betting against a company by filing an IPR challenge in hopes of crashing the stock and profiting from the bet.[106]
In addition, there is evidence that the PTAB has been politicized, as has been documented by Professor Saurabh Vishnubhakat.[107] Consider, for example, the following exchange, which occurred during oral arguments in the Yissum case:
Judge Taranto: And, anytime there has been a seeming other outlier, you’ve engaged the power to reconfigure the panel so as to get the result you want?
Patent Office: Yes, your Honor.
Judge Taranto: And, you don’t see a problem with that?
Patent Office: Your Honor, the Director is trying to ensure that her policy position is being enforced by the panels.[108]
Vishnubhakat offers numerous other examples of the apparent abuse of administrative discretion by the PTAB and observes:
The sum of these illustrations of Patent Office panel-stacking is that the ostensibly neutral and independent adjudicatory process that the AIA put in place has been overlaid with a system of adjustments and distortions that are much more outcome-driven in nature and much more beholden to the agency’s political hierarchy than a narrative of impartial technocracy might suggest.[109]
The IPR process is embraced by critics of patents generally, and it is rooted in a valid concern with the over-issuance of junk patents. But it has not substantially added value to the system and has further undermined the incentives necessary for the production of innovative and expensive-to-produce technologies and pharmaceuticals.
D. Private Institutions Have Also Weakened Some Key Elements of Patent Protection
The same critics who have been calling for policymakers and courts to weaken the protections available to inventors have also urged private institutions to adopt similar changes. These calls for reform have mostly focused upon the internal rules of SDOs.[110]
Innovation through SDOs is a pivotal part of the digital economy. Standardized technologies enable a vast ecosystem of complex digital devices to interact seamlessly. In turn, this allows firms to specialize, boosting innovation and providing consumers with cheaper goods.[111] Despite these groundbreaking advances, however, the inner workings of SDOs have been subject to important criticism.[112] The gist of this pushback is that SDOs have not been doing everything in their power to avert patent holdup and royalty stacking—even though reliable empirical evidence of these harms is lacking.[113]
SDOs make numerous critical decisions that can affect the development and commercialization of technological standards. Chief among these are the terms under which successful technologies can be licensed.[114] Participants in the standardization process routinely select pieces of technology that then become “essential” to a subsequent standard, and this may increase the market power of inventors.[115] In extreme cases, inventors may even attempt to capture the economic rents of implementers that develop products incorporating their technology.[116]
Traditionally, SDOs have sought to address these market power issues by requiring that SEP holders license their patents under FRAND terms. But critics have argued that this is insufficient. Instead, they urge SDOs to adopt internal rules that limit the ability of SEP holders to seek injunctions, and that determine the method according to which royalties should be calculated.[117]
These calls have not fallen upon deaf ears. Several high-profile SDOs have altered their internal rules along the lines suggested by critics. This has resulted in a further weakening of the protections afforded to patent holders.
Most notably, the IEEE made sweeping reforms to its IP policy. Under new rules adopted in 2015, IEEE prohibits SEP holders from seeking injunctions against so-called “willing licensees.”[118] The IP policy also mandates that royalties for SEP licenses be based on the value of the smallest saleable component that practices the essential patent, and that these royalties should not include any of the added value created by the patent’s inclusion in a standard.[119] In short, by greatly reducing the availability of injunctions, these rules tilt the bargaining range against SEP holders. And they further depress royalty rates by limiting the terms that inventors can include in their license agreements.
IEEE is not the only SDO to have contemplated policies of this sort. For instance, the European Telecommunications Standards Institute (ETSI) seriously considered plans to bar SEP holders from seeking injunctions against “willing licensees,” though the proposed reforms were ultimately shelved.[120]
The problem with the weakening of patent protections in the context of technology standards is that it may undermine the R&D investment leading to the development of SEPs in the first place, as well as the participation of potential SEP holders in the standardization process. In a recent speech, Assistant Attorney General Makan Delrahim aptly summarized the potentially nefarious consequences of the developments in SDO rules:
Any discussion regarding injunctive relief should include the recognition that in addition to patent holders being able to engage in patent “hold up,” patent implementers are also able to engage in “hold out” once the innovators have already sunk their investment into developing a valuable technology. Additionally, a balanced discussion should recognize that some standard-setting organizations may make it too easy for patent implementers to bargain collectively and achieve sub-optimal concessions from patent holders that undermine the incentive to innovate.[121]
FRAND obligations are themselves a constraint on the ability of patentees to recoup their investments, and firms may refrain from participation in SDOs simply because they impose a FRAND obligation.[122] Unsurprisingly, there is empirical evidence that further limitations on patent enforcement and protection imposed by SDOs can exacerbate this dynamic:
The positive eﬀect of patent protection on the strategic complementarity between a ﬁrm’s R&D spending and its participation in the development of open standards has important policy implications. We particularly predict that a policy change resulting in an increased proﬁtability of patents would be associated with increased participation of R&D-intensive ﬁrms in standards development. We conﬁrm this prediction. . . .[123
Participation in SDOs is also a function of the extent of patent protection. “[C]ompared with other commonly used means of appropriation, such as secrecy, complexity, and lead time, patents oﬀer a higher level of compatibility with the processes adopted by open standards organizations.”[124]
In short, the current antagonism towards patent holders extends beyond government institutions. The actions of private parties, most notably IEEE’s revised IPR policy, also threaten to weaken the protection afforded to inventors. While it is difficult to pinpoint the exact cause of this shift, it seems almost certain that pressure from regulatory authorities and lobbying by interested parties both played a part.[125] If left unchecked, however, this trend could ultimately stifle investments in one of the most dynamic areas of the economy.
IV. Conclusion
Patent law is consistently evolving. This is usually a good thing. Laws created over a century ago will not always be a perfect fit for today’s circumstances. However, it is often difficult to know how the seemingly small changes brought to a field of law will play out in the future.
The developments discussed in this article might seem like small details, but they are part of a wider trend whereby U.S. patent law is becoming increasingly inhospitable for inventors. This is particularly true when it comes to the enforcement of SEPs by means of injunction.
Critics of the traditional patent system overlook the crucial role that injunctions play in cementing IP rights and facilitating transactions around them. More than any other tool, injunctions (and the threat thereof) bring would-be licensees to the negotiating table because they enable rightsholders to prevent unauthorized uses of their inventions by third parties. Owners can thus take part in negotiations without bargaining distortions skewing in favor of one party or the other. Contrary to critics’ claims, this is a critical part of the patent system. Not only do injunctions prevent courts from acting as price regulators, but by enabling inventors and complementary resource owners to earn a return on their investments, they create economic conditions that encourage innovation in the first place.
This backdrop—and the arguable overcorrection by courts and legislatures in recent years—likely explains why some legislators have recently put forward bills that seek to reinforce the U.S. patent system. A bipartisan bill put forward in 2017, for instance, would replace eBay’s injunction analysis with the courts’ previous presumption that injunctions should be granted when patents are valid and infringed.[126] In 2019, the Inventor Rights Act was introduced, and it seeks to create a rebuttable presumption in favor of injunctions and abolish the IPR process.[127] There have also been efforts to come up with legislation that would make more inventions eligible for patent protection (though such efforts are still far from coming to fruition).[128]
These bills have come up because, since eBay and the IPR changes wrought by the AIA, the relative predictability of investing in the development of patentable technologies has declined. The findings of the Inventor Rights Act frame the problem well:
Recent changes to patent laws and procedures and Supreme Court decisions have adversely affected inventors such that the promise of . . . “securing for limited times to inventors the exclusive right to their discoveries” is no longer attainable . . . Inventors are denied the fundamental right to “exclude others” by the Supreme Court’s 2006 decision in eBay Inc. v. MercExchange, LLC . . . .[129]
The increasing enmity of courts and private institutions towards robust patent enforcement also spurred the USPTO, National Institute of Standards and Technology, and the DOJ to issue a strongly worded statement that urges policymakers to continue applying appropriate remedies—including injunctions—in SEP disputes.[130] In the meantime, while the macroeconomic effects of the shift towards weaker patent protection are still uncertain, its consequences can already be observed at a more granular level.
The antitrust case brought by the FTC against Qualcomm—currently pending before the Ninth Circuit—perfectly encapsulates this trend.[131] For instance, one of the case’s key claims is that the royalties agreed upon by Qualcomm and its licensees were calculated as a percentage of the price of end-devices.[132] Both the FTC and the district court saw this as evidence of monopolization by Qualcomm.[133] However, as various commentators have observed, this type of pricing may simply be guided by efficiency considerations.[134] In a nutshell, basing license fees on the price of an end-device might simply be a cost-efficient way of allocating risk between inventors and implementers.[135] The FTC and the district court overlooked this important counterargument.
Furthermore, the theory of the case, while necessarily couched in quite narrow legal terms, is fundamentally an indictment of Qualcomm’s vertically integrated business model whereby it uses its SEP licensing business to finance massive amounts of R&D. As we discuss above, the indictment of such a model is rooted in faulty assumptions that patent holders like Qualcomm deploy excessive bargaining power derived from patents to extract supracompetitive royalties. But such a conclusion fails to properly account for the role of strong patents in facilitating Qualcomm’s complex business model and innovation and commercialization strategies. This threatens to lead to suboptimal levels of investment and innovation.[136]
Further, the weakening of patent protection may also embolden holdout behavior by implementers. The evidence is still tentative, but survey data suggests that implementers have become increasingly reluctant to conclude license agreements with innovators.[137] The consequences of this shift are still unfolding, but left unchecked it could ultimately reduce the production of innovations.
Finally, the push to curtail patent protection has also filtered into the internal rules of SDOs. As explained above, IEEE moved to implement SSPPU for holders of essential technologies.[138] Likewise, ETSI started discussions aimed at contractually limiting the availability of injunctions for rightsholders (though these discussions do not yet appear to have led to meaningful reforms). These are bad developments from the perspective of encouraging the necessary innovations that the patent system was developed to foster and protect.
At this point it is unclear whether the decision to use the SSPPU standard or consensually limit injunctive remedies is appropriate in an ideal world in which private parties are free to negotiate as they will. We do not live in such an ideal world, however, and it is impossible to divorce such a decision from the current regulatory and legal overlays on the system. Private organizations should be expected to adopt these measures in the shadow of court decisions and regulatory biases that artificially favor such terms, but the optimality of such rules cannot be inferred from the fact of their adoption in such a context.
But outside the pressure imposed by cases like Qualcomm and eBay, it is dubious that such policies would necessarily be uniformly adopted by all licensing parties. Indeed, economic theory suggests that a value-added per component approach to licensing may yield inferior results.[139] As Greg Sidak observes:
Using the retail price of the downstream product as the royalty base enables the patent holder to capture the complementarity and network effects generated by its technology. When complementarity effects are strong, the full social value of a patent implemented in a complex product is captured in the end user’s demand for the downstream product. In the case of a patented technology implemented in a smartphone, the demand for the handset approximates the value generated by the sum of all individual patented technologies when used in combination with one another. That combined value is greater than the sum of the parts, and it is at least as great as the amount that consumers willingly pay for the downstream product. Consequently, the retail price of the downstream product is an appropriate royalty base.[140]
Indeed, real-world voluntarily negotiated licenses tend to reflect a norm of using the entire market value for calculating an SEP’s royalty base.[141] One need look no further, for example, than the Qualcomm case itself to see that viable licensing schemes not based on SSPPU are the norm—the post-licensing complaints of implementers notwithstanding.
Of course, this is not to say that all changes have gone in the direction of weaker or less certain patent protection. The Supreme Court’s Halo decision overruled the so-called Seagate test for willful patent infringement, ultimately making it easier for rightsholders to obtain treble damages.[142] Similarly, in the UK and the EU, respectively, the Unwired Planet and Huawei v. ZTE rulings both attempted to find a middle ground between the rights of inventors and implementers.[143] Nevertheless, the fact remains that there is today a strong undercurrent pushing for weaker or less certain patent protection that threatens to undermine the utility of patents in facilitating the efficient allocation of resources for innovation and its commercialization.[144] Policymakers should pay careful attention to the changes this trend may bring about and move swiftly to recalibrate the patent system where needed in order to better protect the property rights of inventors and yield more innovation overall.
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