PATENT LITIGATION SETTLEMENTS:

PAYMENTS BY THE PATENT HOLDER ARE ANTICOMPETITIVE
AND SHOULD BE PER SE ILLEGAL.

Keith Leffler and Cris Leffler

A fundamental principle of antitrust is that it is per se unlawful under the Sherman Act for a manufacturer to agree with actual or potential competitor not to compete.  However, it is not clear that such agreements by a patent holder to induce an alleged infringer to refrain from competing are per se illegal in the resolution of patent litigation.  Many authors have noted that there are public benefits from the settlement of litigation, and particularly in the settlement of complex litigation such as those involving patents.
  Hence, there appears to be a tradeoff of the benefits of settlement versus the potential consumer welfare loss of continued monopoly.  This tradeoff appears particularly vexing since the foundation of patents is exactly to provide the possibility of monopoly profits.  

We here provide economic analysis showing that it is almost always anticompetitive for a patent holder to settle a patent dispute by a lump sum payment to the alleged infringer in return for a stipulation as to validity of the patent.  We also show that there are little or no offsetting competitive benefits from such settlements.  Therefore, we conclude that such agreements should be treated just like any naked agreement to pay a potential competitor not to compete – they should be judged per se illegal.
  

In first section of this paper, we derive the basic economic propositions that guide our subsequent analysis.  Most importantly, we find that a lump sum payment by a patent holder to an alleged infringer to recognize patent validity is dominated on an efficiency basis by a settlement that licenses or otherwise allows the alleged infringer to enter the market. We therefore conclude that such lump sum payments are anticompetitive and should be per se illegal.  While our focus is on the extreme form of such settlements in which the challenger does not enter as a consequence of the settlement, we also find that per se illegality should apply to settlements that are a mix of cash payments and licensing.
  We reach this conclusion after showing that lump sum payments of any kind reduce economic welfare compared to licenses except in the rarest of circumstances.  Since there is no practical way to identify the rare case in which the lump sum payment might be efficient, and since allowing lump sum payments will likely perpetuate a monopoly, we conclude a general per se rule is appropriate.

In the second section, we consider possible increases in dynamic efficiency from allowing lump sum payments which can increase the return to a patent holder as compared to a licensing settlement.  We suggest that Congress and the courts have implicitly solved the inherent ambiguity of the static efficiency losses versus the dynamic efficiency gains from increased monopoly profits to patent holders through a set of procedures and rules; and that agreements not to compete, with lump sum payments to alleged infringers, are of the type of agreements that extend the monopoly profit from patents beyond those of the patent grant.  We begin by first reviewing the basic economic nature of patents.  We believe a proper understanding of the longer run competitive impact of the settlement of patent disputes has been hindered by an inadequate understanding of the economic nature of a patent.  We argue that it such misunderstanding of the nature of a patent right that lies behind prior analysis favoring a rule of reason approach to lump sum settlement payments by the patent holder.  We illustrate by considering some of the specific arguments offered against a per se rule, focusing on the possibility of “institutional failure” in which the courts or the parties make “incorrect” decisions concerning patent validity.  

I.  The Economic Analysis of Lump Sum Settlement Payments by a Patent Holder.
Proper analysis of the potential anticompetitive effect of patent settlements requires an understanding of the efficiencies or inefficiencies of the litigation and patent settlements themselves.  When litigation involves parties that do not compete with each other, there is a long standing presumption that settlement is efficient.
  Patents can present a different case.  Frequently, and this is the case we are concerned with here, parties in dispute over a patent are potential competitors absent the settlement.
  Since the limitation of competition creates profit, the settlement of a patent dispute between competitors can create private wealth at the expense of social and consumer surplus.  However, litigation is costly and it uses up valuable economic resources.  Hence, there appears to be a tradeoff between the costs of litigation and the costs of continued monopoly.  In order to analyze the apparent tradeoff, a few basic principles concerning patent settlements will be useful.

Proposition 1:  Settling patent litigation can be efficient.  

This proposition is innocuous and easily seen.  The simplest case to consider is one in which the costs of the litigation exceed the social gains from the increased competition.  In that case, any settlement will be efficient since it is efficient to have no litigation, independent of any change in consumer welfare.  While the proposition needs no clarification, we demonstrate the proposition with a simple illustration subsequently carried forth in more complex situations below.  

Consider the case presented in Table 1 in which there is a linear demand for a patented good given by Q=K - P.  The value of K is of no consequence except as it relates to the cost of litigation.  To avoid extraneous symbols, we shall deal with the case of K=4 and the demand is  Q = 4 – P.  Assume no marginal costs of production and only one relevant period of production.
 The monopolist patent holder maximizes profit by setting an output Qm and a price Pm equal to 2 (=1/2 K), earning profit, πm, of 4 (=1/4 K2).  Assume a potential entrant has discovered how to 
	                                       TABLE 1
	

	         Patent Settlement Variables and Example Values
	

	
	
	

	Variables
	General
	Specific

	Demand
	Q=K-P
	Q=4-P

	Cost of Litigation
	CL
	0.5

	Probability of Invalidity
	PROB
	0.5

	 
	 
	 

	Monopolist Price Pm
	1/2 K
	2

	Monopolist Quantity Qm
	1/2 K
	2

	Monopolist Profit πm
	1/4 K^2
	4

	Monopoly Surplus Sm
	1/4K^2 + 1/8K^2
	6

	 
	=3/16 K^2
	 

	 
	 
	 

	Price with Entry Pe
	1/4 K
	1

	Quantity with Entry Qe
	3/4 K
	3

	Profit with Entry πe
	3/16 K^2
	3

	Surplus with Entry Se
	3/16K^2 + 9/32K^2
	7.5

	 
	=15/32 K^2
	 

	 
	 
	 

	Expected Profit with Litigation
	 
	 

	 Monopolist 
	 
	 

	    (1-PROB)*πm + PROB*1/2*πe - CL  
	(1-PROB)*1/4K^2+PROB*1/2*3/16K^2-CL
	2.25

	 
	=1/4*K^2 - 5/32*PROB*K^2 - CL
	 

	 Entrant
	 
	 

	   PROB*1/2*πe - CL
	PROB*1/2*3/16*K^2-CL
	0.25

	 
	=3/32*PROB*K^2 - CL
	 

	Expected Surplus with Litigation
	 
	 

	 (1-PROB)*Sm + PROB*Se - 2*CL
	(1-PROB)*3/16*K^2+PROB*15/32*K^2-2*CL
	5.75

	 
	 
	 

	Minimum License Fee for Monopolist to Settle  Lmin 
	see appendix
	0.406

	  
	 
	 

	Maximum License Fee for Entrant
	see appendix
	1.55

	  to Settle   Lmax
	 
	 

	Surplus at Lmax
	see appendix
	6.42

	 
	 
	 

	
	
	


make the patented good in a way that may or may not infringe on what may or may not be a valid patent.  Assume also that if the second firm enters the market, the resulting duopoly pricing solution, Pe, will be at a price one half between the monopoly price and the entrant’s cost.
  Presuming the entrant also has no marginal costs, with entry the price will fall to 1 (=1/2 * 1/2 *  K) and output, Qe, will increase to 3.  The patent holder and the entrant will each earn profit with entry of 1.5.
  The additional social surplus from the entry, Se, is equal to 1.5 in this case.

The patent holder can attempt to block the entry by enlisting the powers of the court.  Alternatively, the potential entrant can challenge the patent.   Each party will have some subjective belief as to the probability the patent is not valid.  We begin with the case in which the parties have the same belief, given by PROB, some value between 0 and 1.
  The entrant will challenge the patent (or defend the entry attempt) as long as its share of the expected gain from entering, ½ πe, exceeds the cost of litigation, which we label CL, and assume is equal for each party; that is, the patent will be challenged if PROB * ½ πe > CL.  The patent holder will litigate to defend the patent as long as its expected gains from the litigation (the probability of winning times the increased profits from winning) exceed the costs of litigation; that is, (1- PROB) * (πm-1/2πe) > CL.

There is an infinite set of pairs of probabilities of invalidity and litigation costs for which the parties have the individual incentives to litigate even though the costs of litigation exceed the expected social gains from litigation.  As a specific example, consider a case in which the parties believe it is equally likely that the patent is valid or invalid (PROB = .5), and in which the costs of litigation for each party equals .5.  The expected surplus from litigation is the probability that the patent will be declared invalid multiplied by the additional surplus if invalid, less the costs of the litigation.  In the example, as expanded on in Table 1, the surplus gain from litigation is (.5 * 1.5) – (2 * .5), or -.25.

The entrant would pursue litigation if the expected profit is positive, which it is in this case.
  The patent holder would also litigate if the expected profit from litigation exceeds that from allowing entry, and this condition also is satisfied in the example.
  Therefore, this is a case in which both parties would be willing to litigate even though the total cost of litigation, 1, exceeds the expected increase in surplus of .75 resulting from litigation.
  Since society is better off under the monopoly outcome than if litigation occurs, any settlement that avoids the litigation must be efficient.

Proposition 2:  With equal expectations as to patent validity, the profit maximizing strategy is always to settle.


When the parties agree as to the probability the patent is invalid, the combined expected profits are (1-PROB) * Pm * Qm + PROB * Pe * Qe – 2 * CL.
  This total expected profit is necessarily less than the potential profit from settling the case, Pm * Qm.
  In the example from Table 1, the monopoly profits are 4 and combined expected profits from litigation are 2.5. Therefore, there must be some bargain that makes both parties better off.  In particular, the reduction in the monopolist’s expected profit from litigation will exceed the entrant’s expected profit from litigation.
   Hence, the monopolist would be willing to offer a lump sum settlement sufficient to “purchase” the litigation rights from the entrant.  In the example, the monopolist loses 1.75 if he litigates, but has to offer only .25 or greater to get the entrant to settle.
Proposition 2A:  The profit maximizing settlement will have a lump sum payment from the monopolist to the entrant to maintain the monopoly outcome.  
This proposition is obvious since the monopoly price is the profit maximizing price and a settlement which simply divides up the maximum available profits will create the greatest possible gains to the settling parties.  Any licensing fee arrangement will result in a reduction in the equilibrium price below the monopoly profit maximizing level and thereby reduce the parties’ combined profits.
 
Proposition 3:  With equal expectations s to patent validity, the welfare maximizing settlement is to license the entrant.

It is obvious that a combined lump sum-licensing fee arrangement increases efficiency compared to a pure lump sum payment.  Such an efficiency-increasing settlement will always exist since part of the increased profits from settling can be converted to greater consumer surplus gain via the lower prices that will result from licensing.  More importantly, there will always exist a pure licensing fee settlement that the parties will prefer to litigation, and such a settlement will provide greater social surplus than that expected from litigation.

Consider a license fee of L.  Given the assumed duopoly equilibrium, the resulting price and quantity will be between the monopoly and entry solutions with the price given by ½ * (Pm+ L).  We can also define a minimum licensing fee, Lmin, which is the lowest fee the monopolist would accept rather than litigate.  In addition, there is a maximum licensing fee, Lmax, which is the highest fee the entrant would accept rather than litigate.  These fees are shown for the example in Table 1.  In the appendix, section A1, we show that Lmax is greater than Lmin.  Therefore, there will be range of licensing fees between Lmin and Lmax that would result in settlement.  Of course, a licensing fee equal to Lmin would maximize efficiency.  
A licensing fee settlement will always be preferred to litigation on a welfare basis as long as the resulting social surplus exceeds that expected from litigation.  The lowest social surplus will occur at the highest licensing fee that will still result in both parties preferring settlement.  This licensing fee is Lmax.  In the appendix, section A2, we show that the surplus available at Lmax exceeds the expected surplus with litigation.  In essence, we show that the price with a licensing fee of Lmax is below the expected price under litigation ([1-PROB]*Pm + PROB*Pe).  Therefore, a licensing fee settlement is efficient compared to either a lump-sum settlement or litigation.  
Finally, a pure licensing fee settlement dominates a combined licensing fee-lump sum payment from the monopolist to the entrant.  For any fee-payment settlement at a fee above Lmin (the lowest fee that results in the patent holder’s profit being equal to or higher than expected from litigation), the patent holder can achieve the same profit at a lower fee with no payment, and the lower fee increases welfare.
  
The Impact of Different Expectations as to the Patent Validity.

The above cases all assume the patent holder and the challenger have the same expectations as to the validity of the patent.  This assures that a licensing settlement is always feasible and efficient, and that lump sum payments are inefficient.  However, when, as likely, parties have different expectations concerning the validity of the patent, various possibilities arise.  Table 2 lists the possible outcomes that can occur when the parties have different beliefs about the validity of the patent.  Two of the cases, Case 2, No Settlement Possible, and Case 3b, Settlement Possible Only With Lump Sum Payment, are unique to the situation of the parties having different expectations.
	
	
	        TABLE 2
	

	
	POSSIBLE PATENT DISPUTE OUTCOMES
	

	
	
	
	

	
	CASE
	  OUTCOME
	

	
	1
	Litigation Not Expected
	

	
	   1.a
	   Expected Entry Profit Negative 
	

	
	   1.b
	   Entry Profit > Monopolist's Litigation Profit
	

	
	 
	 
	

	
	2
	No Settlement Possible
	

	
	 
	 
	

	
	3
	Settlement Expected
	

	
	     3.a
	  Fee Settlement Possible
	

	
	     3.b
	  Only Lump Sum Settlement Possible
	

	
	       3.ba
	      Positive Surplus from Settlement
	

	
	       3.bb
	      Negative Surplus from Settlement
	

	
	
	
	


The “litigation not expected” outcomes occur if either the expected profit from litigation to the entrant is negative in which case the entry is not expected  (case 1.a) or if the patent holder’s expected profit with entry exceeds that expected from litigation in which the patent holder is expected to concede entry  (case 1.b).  The “no settlement possible” outcome arises if the combined expected profits of the parties from litigation exceed the monopoly profit.  This can occur when the patent holder has a strong belief that the patent is valid, while the entrant has a strong belief that the patent is invalid. For example, assume the patent holder believes there is only a .1 probability the patent is invalid but the challenger believes that probability is .9.  With litigation costs of .5 each, the expected value of litigation will be 3.25 for the patent holder and .85 for the challenger.
  A settlement must provide at least these amounts to each party.  However, the maximum profit available is the monopoly profit of 4, which is less than the combined amounts necessary for settlement.  No settlement is therefore possible.

The more interesting case occurs when a settlement is possible but there is no pure licensing fee that can accomplish the settlement.  If we take the above example and lower the disparity between the probability beliefs, this case can arise.  For example, if the patent holder believes that there is a .2 probability of invalidity and the challenger a .8 probability of invalidity, the expected profits from litigation are 3.0 and .7 respectively.  Since the combined expected profits are less than the monopoly profit, settlement is possible.  However, there is no pure licensing settlement available.
  Nonetheless, a settlement will necessarily be possible since the joint expected profits are below the monopoly level.  For example, a lump sum payment of .85 from the monopolist to the entrant will increase the expected profit of both as compared to litigation.
  

The possibility that a settlement may require a lump sum payment would appear to negate a per se rule applicable to lump sum payments by the patent holder to the challenger.  We suggest, however, that the per se illegality of such lump sum payments remains appropriate.  The incentive of settling firms is not to maximize efficiency but rather to maximize their profits. If settling firms are allowed to combine licensing fees and lump sum payments, the firms are expected to maximize their joint profits subject to a minimum licensing fee.  The expected fee will be as close to the monopoly fee as transactions’ cost and the courts allow.  The opportunity to fashion a license fee plus a lump sum settlement will therefore be sufficient for the outcome to approach the monopoly solution. 

More importantly, when lump sum payments are required to accomplish settlement it is likely that settlement is not welfare enhancing.  Table 3 clarifies efficient and inefficient 
	
	
	        TABLE 3
	
	
	

	INEFFICIENT AND EFFICIENT LUMP SUM SETTLEMENTS

	         Cases where license fee settlement not possible 
	

	
	
	
	
	
	
	

	Variable
	 
	 
	Value
	 
	

	 
	
	 
	Both Cases
	Efficient
	Inefficient 
	

	 
	
	 
	 
	Settlement
	Settlement
	

	Demand Intercept
	 
	4
	 
	 
	

	Cost of Litigation
	 
	0.5
	 
	 
	

	Monopolist's Probability Invalidity
	0.2
	 
	 
	

	Entrant's Probability Invalidity
	0.8
	 
	 
	

	Actual Probability Invalidity
	 
	0.6
	0.7
	

	Monopolist Expected Profit Litigation
	3
	 
	 
	

	Entrant's Expected Profit Litigation
	0.7
	 
	 
	

	Surplus with Settlement
	6
	 
	 
	

	Surplus with Litigation
	 
	5.9
	6.05
	

	Settlement Lump Sum Payment
	0.85
	 
	 
	

	Monopolist Expected Profit Settle
	3.15
	 
	 
	

	Entrant's Expected Profit Settle
	0.85
	 
	 
	

	Surplus with Settlement
	6
	 
	 
	


settlements for a case in which lump sum payments are required for settlement.  A lump sum settlement is expected to result in consumer surplus equal to the monopoly surplus of 6.  Settlement will be efficient only in the case where expected surplus with litigation is less than with monopoly.  Since the patent holder and the alleged infringer have different expectations as to the patent validity, calculation of the surplus with litigation requires specification of some “actual” probability that the patent is invalid.  For a case with an actual probability of invalidity equal to .6, the surplus from litigation will be 5.9 which is less than the surplus with continued monopoly and hence the settlement to perpetuate the monopoly will be efficient.  If, however, the actual probability of invalidity is increased, the surplus from litigation will rise, as entry post litigation will be more likely.  In the example, an increase in the probability to .7 will increase the expected surplus post litigation to 6.05, which exceeds that from monopoly.  Therefore, for this example, litigation is preferable on a welfare basis to settlement.  Hence the lump sum settlement will, in this case, be inefficient. 

Cases in which an efficient settlement would not occur absent lump sum payments are expected to be exceedingly rare.  In order to evaluate that likelihood, we investigate a matrix of alternative expectations as to patent invalidity.  We begin by assuming a distribution of intrinsic, actual probabilities of invalidity.  We assume this distribution is uniformly distributed between .1 and .9.
  We then assume quasi-normal, independent distributions of the parties’ beliefs about patent invalidity around the actual probability.
  We also consider cases in which the costs of litigation range uniformly from 1.25 percent to 12.5 percent of the monopoly profit.
    
Table 4 summarizes the overall likelihood of the various cases listed in Table 2 for the specified parameters.  Appendix section A3 gives the details of the various alternatives.  7,290 cases in total are considered.  As shown in Table 4, the expectation is about 19 percent that no litigation will occur either because the expected gain to the entrant is less than the cost of litigation or the monopolist maximizes expected profit by allowing entry.  There is an additional 2 ½ percent expectation that no settlement can occur because the parties’ subjective beliefs about the patent invalidity are such that their combined expected profits from litigation exceed that available in any settlement.  Of the remaining possibilities, about 93 percent of the time a case is expected to settle if only licensing settlements are allowed.  And in all these cases consumer welfare will increase from the licensing settlements.  However, for those cases in which litigation is expected and a settlement is possible, 7 percent of those cases can settle only if lump sum payments are allowed.  Yet for nearly all such cases (92% of the 7%), the lump sum settlement is not efficient.  Overall, of the cases that would be expected to be litigated, the expectation is less than one half of one percent that an efficient settlement will occur because lump sum payments are allowed.  In addition, for those cases that settle only because lump sum payments are allowed

	
	                              TABLE 4
	
	

	
	Probability of Various Settlement Possibilities* 

	
	
	
	
	

	
	
	Expectation of Result
	Probability for Settling Cases
	Expected Surplus Gain

	RESULT
	Number of Cases Considered = 7,290
	 
	 
	 

	1
	Litigation Not Expected
	19.03%
	 
	 

	   1.a
	   Expected Entry Profit Negative 
	12.87%
	
	 

	   1.b
	   Conceding Entry Profit > Litigation
	6.12%
	
	 

	    1.c
	   Both 1.a and 1.b
	0.04%
	
	 

	 
	 
	 
	 
	 

	2
	No Settlement Expected
	2.46%
	 
	 

	 
	 
	 
	 
	 

	3
	Settlement Expected
	84.09%
	 
	 

	     3.a
	  Fee Settlement Possible
	72.93%
	92.89%
	0.51023

	     3.b
	  Only Lump Sum Settlement Possible
	5.58%
	 
	 

	       3.ba
	      Positive Surplus from Settlement
	0.47%
	0.59%
	0.00120

	       4.ba
	      Negative Surplus from Settlement
	5.11%
	6.51%
	-0.03449

	
	
	
	
	

	
	
	
	
	

	
	*The cases are probability weighted for the likelihood of the 
	

	
	    beliefs as to invalidity.
	
	
	

	
	 Settlement of licensing fee at midpoint of Lmin and Lmax.
	


the surplus loss from the inefficient lump sum settlements is nearly thirty times the surplus gain from those efficient settlements that otherwise would not occur.
  Finally, in contrast to the surplus calculations derived in Table 4, if lump sum fees are allowed, absent court scrutiny, all settlements are expected to approach the monopoly result, vitiating the large consumer benefits that would arise from the vast majority of cases that will settle when only licensing settlements are allowed.  
The existence of the rare situation in which a lump sum payment is necessary for the efficient settlement of a patent dispute, therefore, does not provide justification for a Rule of Reason approach to these settlements.  Under a rule of reason approach, the goal of the courts would be to identify the unusual cases of payment/licensing combinations that increase welfare compared to litigation.  Such identification, however, requires complex, hard-to-gather economic evidence on demand conditions and likely post entry pricing and subjective estimations of the parties’ expectations of patent validity.  Any “answer” from such evidence is not likely to be reliable.  Hence, we conclude that the potential welfare losses from the extremely unlikely error of preventing an efficient settlement will be far outweighed by the gains from preventing inefficient settlements that perpetuate monopoly.  We therefore conclude that a universal per se rule against patent settlements that include a lump sum payment from the patent holder to the challenger is appropriate.  
II.  The Economic Nature of a Patent

Patents can allow a patent holder to obtain monopoly profits.  Hence, patents likely result in static welfare losses.  Of course, these static losses are the price society pays to motivate innovation and dynamic efficiency.  The inherent tradeoff between static inefficiency and dynamic efficiency certainly allows for the possibility that increasing the expected profitability of patents can lead to a net welfare increase.  The per se rule we support does, of course, reduce the profit that a patent holder could otherwise achieve, and our welfare analysis supporting the per se rule is static in nature.  However, in designing the patent system, Congress and the courts have implicitly solved the tradeoff between dynamic and static efficiency.   We argue that a private resolution of a patent dispute by a lump sum payment from the patent holder to an alleged infringer violates the efficiency tradeoff decisions already made by Congress and the courts.   
In this section we explain that the economic rights granted by Congress to a patent holder are consistent with the proposed per se treatment of payments from the patent holder to a challenger.  We also consider the arguments made by other commentators who have resisted a per se rule towards payments to an alleged patent infringer.
  We find that such resistance results from a misunderstanding of the economic nature of patent rights and the role of Congress and the courts in defining those rights.  
What Rights Do Patents Confer?

The constitution directed Congress to reward inventors by “securing for limited Times to … Inventors the exclusive Right to their respective … Discoveries.”
  Thus, if the inventor is successful in deriving economic value from his patent, that value will necessarily be accompanied by a reduction in competition.  Patents inherently present an efficiency tradeoff -- the encouragement of innovation comes at the expense of competition in the sale of existing goods.  

An economic evaluation of the efficient dimensions of patents is elusive.  A market system with free entry likely provides too little incentive for innovation.
  This occurs, most importantly, because competitors can frequently copy others’ innovations, thereby appropriating some of the value.
  Also, absent perfect price discrimination, consumers, rather than the innovators, will typically reap some of the social gains from innovation.  

Granting an exclusive right to the use of an innovation will generally increase the return from the innovation and thereby increase the incentive to innovate.  However, determination of the optimal levels of, for example, patent length, allowed licensing constraints, and the enforcement rules and procedures is very complex and no universal answer exists as to the most efficient patent system.
  The decision as to how to optimally resolve the complexities of securing “… the exclusive right” to a patent holder is expressly granted to Congress by the Constitution.  Congress, by specifying patent laws, rules, and procedures, implicitly balances the efficiency gains from increased innovation (dynamic efficiency) and the efficiency loss from reduced competition (static efficiency) through its determination of the economic rights given to inventors.  

A proper economic analysis of patent rights recognizes that “patent” is simply a short-handed reference to the total bundle of substantive and procedural rights granted by Congress.
  Fundamentally, the “right” granted by Congress to a patent holder is the right to ask a federal court to exclude competitors from “making, using, or selling” the patented invention under the procedures dictated by Congress.
  It is the details of the substantive and procedural rules dictated by Congress that determine the economic value of the inventor’s reward.

In granting procedural rights to a patent holder, it is significant that Congress did not provide, as it might have, that a patent once issued is conclusively presumed to be valid.
  This vulnerability of a patent to challenge creates an incentive for potential competitors to litigate validity or infringement whenever the potential profit from selling the product in competition with the patent holder, discounted by the probability of losing the lawsuit, exceeds the expected costs of the litigation.  The important point for our analysis is that the patent rules provide an economic incentive for alleged infringers to seek a judicial finding of invalidity or non-infringement.  This incentive is part of the very process by which a patent holder can seek to obtain a right to exclude from a court.

With these principles in mind, the task of antitrust law with respect to the settlement of patent disputes becomes clear -- to distinguish between those settlements in which exclusion of the competitor results from the bundle of substantive and procedural rights granted to the patent holder by Congress as a reward for innovation, and those in which the exclusion does not result from those rights.  

Consider a case in which patent litigation has commenced and the challenger decides, based upon his review of the strength of the patent claim and the procedural vagaries encountered along the way -- perhaps the challenger drew a pro-patent judge and a key witness has died -- to settle the case.
  Assuming that the challenger’s decision to settle was based only on these factors, i.e., that the patent holder has not offered cash or other extraneous valuable inducements for the settlement, then the exclusion of the challenger results only from the rights granted by Congress which include the procedural enforcement rules.  Permitting the challenger to confess validity and infringement is essential to the goal of avoiding inefficient litigation costs.  By obtaining consensual, non-judicial resolution of the patent dispute, the patent holder exercises the substantive and procedural rights expressly granted by Congress to patent holders.

Consider a slight variant of this hypothetical in which the challenger had already entered the market before the lawsuit was brought.  Assume the patent holder has produced an expert report demonstrating damages from pre-litigation infringing sales of $200 million.  Settling the litigation by waiving all accrued damages in exchange for the challenger’s agreement to exit the market is also a straightforward exercise of the procedural rights granted the patent holder by Congress.  The fact that the patent holder has sharpened the previous general threat does not alter the analysis.  Congress has granted patent holders the right to seek damages for allegedly infringing sales.  In threatening the challenger with the imposition of such damages, and in waiving them in exchange for an agreement to exit the market, the patent holder uses only the exclusionary power granted to him by Congress. 

Procuring a challenger’s exit through a cash payment is fundamentally different from convincing the infringer that his expected profit from litigation is negative.  Congress has granted the patent holder certain substantive and procedural rights, and it is presumptively pro-competitive (because it advances dynamic efficiency) to permit the patent holder to procure the challenger’s exit through the threat of the effective use of those rights.  In contrast, a patent holder’s payment to the challenger presumes that the challenger’s expected profit from litigation is positive.  Paying the challenger for this expectation has as its very purpose the creation of a market exclusion that otherwise would not occur.  Such exclusion is no different than any other type of illegal market exclusion.
  

The patent litigation system holds out the promise of immediate consumer benefits.  Because the presumption of patent validity is rebuttable rather than conclusive, there is some probability that the patent will be invalidated.  Consumers will benefit from that probability if in litigation the patent is invalidated, or if the litigation is settled by granting a license to the challenger.  The self interest of the challenger, therefore, motivates it to take actions benefiting consumers.  Permitting the patent holder to pay the challenger to drop the challenge eliminates the congressionally created incentive to challenge the patent and thus eliminates the expectation of consumer benefit.

Institutional Failure
Nonetheless, some commentators have argued that a payment by the patent holder to the challenger should not be per se illegal because such a settlement may be necessary in order to avoid an “institutional failure” in the patent litigation.
  These commentators suggest that an “institutional failure” occurs when the court hearing the patent litigation incorrectly concludes that the patent is invalid.
  By paying the challenger to exit the market, the patent holder insures against such institutional failure.  The fundamental (but usually unspoken) premise of this argument is that the patent is “really” valid despite what the court hearing the patent litigation may conclude.  


In evaluating this argument, it is necessary to keep in mind that Congress designated the federal courts, through a defined process of patent litigation, as the entities responsible for determining the validity of patents.  For purposes of antitrust analysis, there are and can be no “wrong” decisions reached by courts in patent litigation.
  The substantive rights granted by Congress to patent holders are those rights -- no more and no less -- which a federal court determines, through the congressionally prescribed process, that the patent holder possesses.  Because there are no “wrong” results generated by the patent litigation process, the patent holder improperly enlarges the innovation reward granted to him by Congress when he buys “insurance” -- in the form of exclusion of a competitor -- against a “wrong” result in the patent litigation. 

To conclude that it is proper to insure against a wrong result before it is rendered, implies that it would be proper to pay for a correct result after the wrong decision has been rendered by the patent court.  But after a patent court has reached a final decision that the patent is invalid, it clearly would be per se unlawful for the patent holder to pay the successful challenger to recognize validity and stay out of the market.  The analysis does not change merely because the patent holder pays to avoid the “wrong” decision in advance.

Patents may or may not ultimately be found valid.  Congress has established the rules and procedures courts use in making that determination.  A patent challenger can get permission to enter a market that may be protected by a patent from either the government or the patent holder.  The risk that the government will grant permission to enter royalty-free gives the challenger leverage to obtain from the patent holder a license to enter at a royalty rate that reflects that risk.  The patent rules result in consumer benefits flowing directly from the risk that a patent will be found invalid.  These benefits exist irrespective of whether, if the patent litigation continued, the patent would in fact be found invalid.  Payments to stipulate as to patent validity usurp these consumer benefits granted by Congress through its specification of the rules and procedures governing the rights of a patent holder.

“Interim” Settlements
Interim settlements describe the case where the patent holder pays the challenger not to market the competing product pending resolution of ongoing patent litigation.  The only interesting case concerning such payments is when the challenger otherwise would have entered. In this situation, the challenger expects that the profits from entry (including litigation cost) will exceed the damages if the patent is found valid.  The results are no different from those reached earlier.  In particular, lump sum payments are anticompetitive in virtually all cases. 

By purchasing exclusion of the challenger pending resolution of the patent litigation, the patent holder is obtaining pre-trial exclusion without meeting the preliminary injunction criteria of the Federal Rules.
  The payment permits the patent holder to increase the value of his patent rights -- through the exclusion of competitors -- beyond the substantive and procedural rights granted to him by Congress.  Such agreements to exchange cash for additional exclusion are, therefore, anticompetitive and satisfy the conditions for per se illegality.

Commentators rejecting the per se approach based on “institutional failure” point to Congress’ rules regarding preliminary injunctions as a prime example of such failure.
  Under those procedural rules, a patent holder may not satisfy the criteria to obtain a preliminary injunction but may ultimately prevail in the litigation.  Thus, the challenger will have been permitted to make infringing sales during the pendency of the patent litigation despite the fact that the patent is ultimately held to be valid and infringed.  

Some commentators consider this a clear example of an institutional breakdown that the patent holder can “remedy” by paying the challenger not to market the product pending the resolution of the patent litigation.  A procedural rule granting patent holders a right to pre-trial exclusion without meeting the standard preliminary injunction rules would, however, provide a greater reward to patent holders than Congress in fact granted.  The reward granted to innovators by Congress may or may not be optimal in certain cases.  It is, however, the reward that the patent holders are entitled to.

Recognizing that payment by the patent holder to the alleged infringer in connection with an “interim settlement” is anticompetitive, some litigants have attempted to convince the enforcement agencies and courts that the cash transferred to the challenger was not a “payment,” but merely analogous to a bond that secured the parties’ stipulated preliminary injunction.  For antitrust purposes, however, there is all the difference in the world between a payment by the patent holder to the challenger and the mere posting of a bond to secure a preliminary injunction.  The latter does not supersede the challenger’s unilateral calculus as to whether to enter the market; the former clearly does.

Conclusion

As specifically designated by the Constitution, Congress is the appropriate entity to determine the optimal balance between dynamic and static efficiency as it relates to the reward to be given to inventors.  The patent system, as set up by Congress, frequently requires the courts to rule on whether an issued patent is in fact valid or in fact infringed.  This process of litigation and use of the courts is, of course, expensive.  Therefore, the development of the procedural and substantive rights held by a patent holder has come to include certain rights to settle patent litigation.  In particular, the courts will judge patent licensing agreements under a rule of reason, balancing the pro and the anticompetitive effects that result.

We have demonstrated that a payment from the patent holder to a challenger to withdraw a patent challenge is inherently different that settling a patent dispute by a licensing agreement.  A legitimate licensing agreement provides some immediate consumer benefit since, with entry, the price of the patented product (or products using the patented technology) is expected to fall.  The courts are experienced in balancing those expected consumer benefits and the savings in litigation costs against the possibly greater or lesser consumer welfare gains that may have resulted had the patent been declared invalid or not infringed.  In contrast, settlement via lump sum payment to withdraw the challenge simply reallocates the monopoly profits among the disputants with no potential for consumer gains.  We have also shown that any expected savings in the cost of litigation because settlement requires such lump sum settlements are minimal and are dominated by the welfare losses of continued monopoly.  Therefore, we have concluded that it should be per se unlawful for the patent holder to pay the challenger to drop his challenge to the patent and confess validity and infringement.  
Congress has designed the patent litigation system in such a way that consumers will benefit from the probability that the patent is invalid if either the litigation continues and the patent is invalidated; or the risk of invalidity induces the patent holder to grant to the challenger a license reflecting that probability.  Allowing the patent holder to eliminate that probability (and the attendant consumer benefits) by paying the challenger to recognize validity is to allow private purchase of additional protections to patent holders not granted by Congress.  Allowing such agreements can only be based on the proposition that Congress should have given a greater reward to inventors -- that Congress got the balance between dynamic and static efficiency wrong.  There is, however, no theory, data, or analysis supporting this proposition; and, even if such theory, data or analysis were forthcoming, Congress, rather than the courts or enforcement agencies, has the institutional authority to strike the optimal balance.


Our analysis takes as a given the efficiency balancing that Congress has in fact struck.  

Under the patent litigation system created by Congress, a patent enjoys only a rebuttable, not a conclusive, presumption of validity.  This probability of invalidity has an economic value.  Under the system as created by Congress, the challenger has an incentive to capture that value and that incentive creates consumers benefit.  Through an agreement not to compete, the patent holder changes the congressionally mandated rebuttable presumption of validity into a conclusive presumption.  When a patent holder thus enlarges the reward granted to him by Congress, in the form of paying a potential rival to confess validity, he and his co-conspirator reduce efficiency and consumer welfare and therefore commit a per se violation of the antitrust act. 
  

� Keith Leffler is associate professor in the Department of Economics at the University of Washington specializing in antitrust economics.  Cris Leffler is an associate at Townsend and Townsend and Crew, LLP, specializing in antitrust and patent litigation.  The views expressed herein are the views of the authors and do not necessarily reflect the views of their employers.


� See, e.g., Aro Corp. v. Allied Witan Co., 531 F.2d 1368, 1372 (6th Cir. 1976) (“Public policy strongly favors settlement of disputes without litigation.  Settlement is of particular value in patent litigation.”); Joy Manufacturing  Co. v. National Mine Service Co, Inc., 810 F.2d 1127, 1131 (Fed. Cir 1987) (Newman, J. concurring.)


� Some courts and commentators have concluded that a patent settlement in which the patent holder pays the infringer to stay off the market is per se illegal.  See, for example, In re Terazosin Hydrochloride Antitrust Litigation, 164 F. Supp. 2d 1340 (S.D. Fla. 2000); Eon Labs Manufacturing, Inc. v. Watson Pharmaceuticals, Inc., 164 F. Supp. 2d 350 (S.D.N.Y. 2001).  Others appear to favor that conclusion but do not state it expressly.  See, e.g., Andrx Pharmaceuticals, Inc. v. Biovail Corp., 256 F. 3d 799 (D.C. Cir. 2001); Remarks of FTC Commissioner Sheila F. Anthony, “Riddles and Lessons from the Prescription Drug Wars: Antitrust Implications of Certain Types of Agreements Involving Intellectual Property” at p. 4 (June 1, 2000), available at <� GOTOBUTTON BM_1_ www.ftc.gov/speeches/anthony/stip000601.htm>;� Balto, “Pharmaceutical Patent Settlements: The Antitrust Risks,” 55 Food Drug L.J. 321, 334 (2000).  Other commentators urge application of the rule of reason.  See, e.g., Thomas B. Leary, “Antitrust Issues in Settlement of Pharmaceutical Patent Disputes,” 14 Healthcare Chronicle 2; Richard J. Gilbert and Willard K. Tom, “Is Innovation King at the Antitrust Agencies?” Committee Materials, Vol. 1, ABA March 2001, at p. 33; Samanth Addanki, “Using Economics to Analyze the Competitive Implications of IP Strategies: An Illustrative Example,” Committee Materials Vol. 1, ABA May 2001, at p. 53; Yee W. Chin and Thomas G. Krattenmaker, “Antitrust Update,” Mergers & Acquisitions, Vol. 2, No. 8 at p. 38 (Dec. 2001); Kevin McDonald, “Patent Settlements and Payments That Flow the 'Wrong' Way: The Early History of a Bad Idea,” 15 Healthcare Chronicle No. 4, at p. 2.


� While we use the phrase “cash payments,” we include all lump sum payments; that is, all payments or benefits from the patent holder to the challenger that do not vary depending on the output of the disputed patented good.  There may be circumstances in which it is not clear from the parties’ written agreement whether the payment was in exchange for the challenger’s exit from the market or, rather, was in exchange for the transfer of some legitimate goods or services.  For example, in the K-Dur matter before the FTC and in private litigation, K-Dur Antitrust Litigation, MDL 1419 (D.N.J.) (private cases), the brand-name and generic manufacturers assert, and the ALJ held, that the payments were not in exchange for an agreement not to enter, but in exchange for intellectual property rights transferred by the generic manufacturers to the brand-name manufacturer.  Such factual disputes do not alter the economic and legal analysis presented here.  There is simply a preliminary factual dispute, as there is in many (most) antitrust cases, as to what the true terms of the agreement are.  If the fact finder in such a case concludes that the payment was made in exchange for the challenger’s exit from the market, the agreement should be per se unlawful.  If, however, the payments are found to be unrelated to the agreement not to enter, as was the decision by the ALJ in the K-Dur matter, then our analysis is not applicable.  


� In this case the costs and benefits of the litigation are borne by the parties.  Their decisions as to their own welfare should be dispositive.  It is possible that others not part of the lawsuit have an interest in establishing (or preventing) a precedent.  However, such external beneficiaries can attempt to influence the settlement decisions, by, for example, bearing some of the costs of litigation. 


� Patents disputes can arise from complementary or product extension patents.  In these cases, private and social wealth is created by use of the patent.  Settlements are presumably efficient since the litigants do not affect competition between themselves by their litigation versus settlement decision. 


� More complex demand, costs and intertemporal conditions do not add to the points illustrated herein.


� The exact duopoly solution is not important to the analysis or propositions, though the results do depend upon there being some competition between the incumbent and the entrant; that is, that the resulting price be less than the monopoly price.


�  The industry output will be 3 (Q=4 -1); and each firms’ output equal to 1.5, which, with a price of 1, yields profit of 1.5.  More generally, the total duopoly profit is given by Pe * Qe = (½ * Pm) * (K – ½ Pm) = (¼ * K) *  (K – ¼ * K) = 3/16 * K2.  


� The social gain is given by consumer value of the increased output which equals the increased the area under the demand curve.  (We assume technical conditions are satisfied to make such a calculation independent of income.)  Hence the social gain equals the change in output, ΔQ = [Qe-Qm] (= [{K – ¼ * K} - {1/2 *  K} = ¼ * K),  times the average price, (Pe+Pm)/2 (= [1/4 * K + ½ * K]/2 = 3/8 * k).  In the case considered of K=4, this equals (3-2) * (2+1)/2 = 1.5.


�  We consider below the case where the parties have different expectations about the likelihood the patent is invalid.  


� The expected profit from litigation is given by the probability of invalidity times the entrant’s profit if invalid less the cost of litigation.  In this case this [PROB * ½ * πe – CL] equals .25 [.5 * 1.5 - .5].  


� The expected profit from litigation is (1-PROB) * (Pm * Qm ) + PROB *  ½ * Pe * Qe -CL.  Allowing entry gives a profit of ½ * Pe * Qe.  Therefore litigation has positive expected profit if (1-PROB) * (Pm * Qm – ½ * Pe * Qe) – CL > 0.  For the case considered, this equals (1-.5) * (2 * 2 – ½ * 1 * 3) -.5 = .75.  


� The increase in surplus from entry, calculated above, is 1.5.  Since there is a 50 percent chance of patent invalidity and entry, the expected increase in surplus is 50% of the increase if entry occurs.


� The monopolist’s expected profits are (1-PROB) * (Pm * Qm ) + PROB *  ½ * Pe * Qe –CL.  The entrant’s expected profits are PROB * ½ * Pe * Qe - CL.  Summing gives the expression in the text.


�  This is true since Pe*Qe is less than Pm*Qm and CL is positive.


� The expected loss in profit to the monopolist from litigation is given by PM * QM – [{1-PROB} *  PM * Qm + PROB * ½ * Pe * Qe –CL]  This simplifies to PROB * Pm * Qm – PROB * ½ * Pe * Qe +CL.   The entrant’s expected profitability is PROB * ½ * Pe * Qe –CL.  Subtracting the entrant’s expected profit from the monopolist’s loss from litigation gives (PROB) * (Pm * Qm – Pe * Qe + 2 * CL.  This is greater than zero since Pm * Qm is greater than Pe * Qe. 


�  For all licensing fees below the monopoly price, the combined profits of the parties will fall since at such a fee the entrant will compete and price will fall below the monopoly level .  The case of a licensing fee equal to the monopoly price is uninteresting.  Henceforth in referring to a licensing fee we mean cases in which the entrant has an incentive to produce positive levels of output. 


� A licensing fee lower than Lmin cannot occur with a payment from the monopolist to the entrant.  A more efficient fee below Lmin, with a payment from the entrant to the monopolist, is mathematically possible but of no economic relevance since such a fee reduces the combined profits of the entities below that available at Lmin; that is, the contracting parties have no incentive to reach such a deal.  


� Using the same formulas as above, the patent holder’s expected profit from litigation is [1-PROB] * Pm * Qm + PROB * Pe * Qe or, for the example case, [1-PROB]* [1/2 * K] * [K - 1/2 * K] + PROB * [¼ * K] * [K – ¼ * K] – CL, which for K=4 and CL = .5 equals  = 3.25.  The entrant’s expected profit from litigation is PROB * Pe * Qe -CL = PROB *  [¼ * K] * [K – ¼ * K] –CL which for K=4 and CL=.5 equals .85.


� The minimum fee that would yield a profit of 3.0 to the patent holder is .90284.  The maximum fee that would yield profit of .7 to the challenger is .90161.


� In this situation, we can solve for an efficiency maximizing settlement which finds the lowest possible licensing fee which in combination with a lump sum payment can lead to settlement.  For the example this occurs at a license fee of .90456 with a lump sum payment of .002284.  


�  We know of no research that evaluates the validity or invalidity of all patents.  While a large percentage of litigated patents are found invalid, those cases that go to litigation are not likely representative of all patents.  This uncertainly as to the appropriate distribution of invalidity is, however, of no consequence to our conclusions.  We have simulated a host of other distributions of invalidity.  In the appendix section A4, we report an extreme case of patent validity in which the mean actual validity is 90 percent with a quasi normal distribution (as explained below) around that mean.  In this extreme case, about 86% percent of the cases where settlement is possible, can be settled with a license fee.  Of those cases requiring a lump sum payment to settle, less than a quarter of such settlements are efficient, and the surplus losses from inefficient lump sum settlements are over seven times any gains of efficient settlements.  Perhaps more importantly, the surplus gains from license fee settlements, which would be expected to be lost with lump sum settlements allowed, are over one hundred times larger than the gains from efficient settlements that can occur only with lump sum payments.  


� The distributions used assume a density function such that one standard deviation from the mean occurs ¼ of the distance from the actual probability to 0 or 1 to the left or the right of the mean respectively.  We also “pack” the distribution at the tails so that the total probability for 0 to 1 equals 1.  Finally, we evaluate the various cases at one tenth probability intervals.


� The monopoly profit is given by .25 * K^2.  Hence we consider the cases CL= (.003125 to .03125)  * K^2.  The median total cost of patent litigation has been estimated to be $2.225 million in cases with monopoly profit estimated to range from $10 to $100 million.  See Anthony Miele, Patent Strategy: The Manager’s Guide to Profiting from Patent Portfolios, 2000.  This implies a median litigation cost of about 4 percent of the monopoly profit.   


� If the appropriate welfare standard were consumer surplus rather than the sum of consumer surplus and profit, the inefficiency of allowing lump sum settlements is even stronger.  Considering only consumer welfare, efficient settlements require lump sum payments in less than 1/3 of one percent of the cases, and the surplus loss from inefficient settlements made because lump sum settlements are allowed is over 100 times the surplus gain from efficient settlements that would not occur absent lump sum settlements. 


� See Fn. 3, supra.  


� U.S. Const. art. I, § 8, cl. 8.


� See, Jones and Williams, “Measuring the Social Return to R&D,” Quarterly Journal of Economics, v113, 1998.  


� Carlton and Perloff observe that “(t)oo little effort is put into R&D because information externalities prevent inventors from capturing the values of their discoveries in the absence of property rights.”  Modern Industrial Organization, 1999, pp. 540-41.


� See, Tirole, The Theory of Industrial Organization,” 1988 (“The welfare analysis (of patents) is relatively complex, and more work is necessary before clear and applicable conclusions will be within reach,” and “[t]he current theories are much too rudimentary to be realistic.”  Page 399)


� “(R)ules governing settlements affect what is truly meant by the patent grant itself.  In fact, in many fast-moving industries, the rules governing patent litigation and settlements are arguably far more important to patentees than the single variable on which economists have traditionally focused, namely patent length.”  Carl Shapiro, Antitrust Limits to Patent Settlements, working paper, 5/1/01.


� As stated by the Supreme Court, “[t]he heart of [the patent owner’s] legal monopoly is the right to invoke the State’s power to prevent others from utilizing his discovery without his consent.”  Zenith Radio Corp. v. Hazeltine Research, Inc., 395 U.S. 100, 135 (1969).


� See, 35 U.S.C. § 282 ("A patent is presumed valid."); Magnivision, Inc. v. Bonneau Co., 115 F.3d 956, 960 (Fed. Cir. 1997) ("The validity of a patent is always subject to plenary challenge on its merits.  A court may invalidate a patent on any substantive ground, whether or not that ground was considered by the patent examiner."); Roper Corp. v. Litton Systems, Inc., 737 F.2d 1266, 1270 (Fed. Cir. 1985) ("A patent is born valid.  It remains valid until a challenger proves it was stillborn or has birth defects, or it is no longer viable as an enforceable right."); Bowser, Inc. v. United States, 388 F.2d 346, 349 (Ct. Cl. 1967) ("The strength of the presumption varies with the substance of the assertion, e.g., if the asserting party relies on prior art that previously has been considered wither by the Patent Office or by another court then the presumption of validity is strong, or if the asserting party cites prior art that is more pertinent than that considered by the Patent Office or another court then the presumption of validity is considerably weakened.").


� The challenger's agreement to recognize the validity and infringement of the patent may be integral to the settlement -- without it the patent holder may be unwilling to dismiss the lawsuit.


� A patent holder’s payment to a challenger to stay out of the market is akin to other types of market allocation that are universally recognized as anticompetitive and per se illegal.  See, e.g.,  XII Hovenkamp, Antitrust Law ¶ 2043, at p. 237 (an “agree[ment] not to engage in a certain type of research and development should ordinarily be regarded as a naked output restriction in the market for new innovations, and thus should be illegal per se”); Von Kalinowski, Antitrust Laws & Trade Regulation (2d ed.) § 73.02 (“Per se liability will flow from a horizontal agreement among competitors to suppress the use of patents for purposes of restraining trade”); Engine Specialties, Inc. v. Bombardier Ltd., 605 F.2d 1, 11 (1st Cir. 1979) (agreement not to market product  in development is per se unlawful); Discovision v. Disc Mfg., Inc., 1997 U.S. Dist. LEXIS 7507 at *37-39 (D. Del. Apr. 3, 1997) (agreement that “essentially eliminated the horizontal competitors' incentive to innovate and design around [defendant's] patents” is per se unlawful). 


� See Addanki, at 5 (“In effect, there has been an institutional breakdown and a portion of the value of the patentee's intellectual property has been appropriated”); Chin and Krattenmaker, at 36 (a payment to the challenger to stay out of the market pending a determination of validity “might not have any anticompetitive effect beyond that contemplated by the patent law”); Gilbert and Tom, at 31 (disallowing such payments by the patent holder “would force society to bear the risk that the patent would be ruled invalid when it is actually valid, and this can have disincentives for innovation”).  Gilbert and Tom also argue that it is theoretically possible that the potential savings to consumers from a finding of invalidity, discounted by the probability of success of the lawsuit, are less than the litigation costs, and therefore, payment by the patent holder to the challenger avoids social waste.  Gilbert and Tom, at 32.  As we have shown, however, the instances in which such a theoretical possibility actually occurs are trivial.  Per se rules expressly take such theoretical possibilities into account and conclude that the benefits of permitting litigants to advance such possibilities are outweighed by the costs.  See Bork, The Antitrust Paradox (Free Press 1993), at p. 268-69.  For example, we do not permit the dominant retailer in New York to pay a would-be entrant to stay out of the state even if it could be established that the potential consumer benefits from entry, discounted by the likelihood of a successful entry, were less than the cost of entry efforts.


� See, e.g., McDonald, at p. 12.  McDonald argues that a payment from the patent holder to the challenger should be unlawful only if the antitrust plaintiff first proves that the patent is invalid.  The rationale for this proposed rule appears to be the assertion that such a payment causes no harm to consumers if the patent is valid, and therefore the payment should be deemed lawful unless the antitrust plaintiffs first demonstrate that the patent is invalid.  Id.  This argument rests on two fundamental fallacies.  First, the argument assumes away the real-world setting in which the patent holder makes the payment to the challenger.  The McDonald argument rests on a false, Manichaean worldview in which patents are either valid or invalid.  The reality is that patents exist in a third category -- patents whose validity is subject to challenge -- and it is precisely that category with which the antitrust analysis is concerned.  Asserting that payments to recognize the validity of valid patents are not anticompetitive tells us nothing about whether payments to recognize the validity of patents as to which there is some probability of invalidity are anticompetitive.  At one point, the McDonald article itself seems to acknowledge this, asserting that “how to evaluate competitive effects when you are not sure, or cannot know, whether the patent is valid” is “a worthy topic for another day.”  McDonald, at p. 13.  Second, this argument overlooks the economic relevance of the ability of the patent holder to grant permission to the challenger to enter the market.  The patent challenger is not in the position of an ordinary potential market entrant who needs governmental approval to enter.  Even if the patent challenger were in that position, one could make a compelling argument that it is per se unlawful for the incumbent manufacturer to pay the challenger to withdraw his request for government approval.


� In the famous dictum of Justice Jackson, “We are not final because we are infallible, but we are infallible only because we are final.”  Brown v. Allen, 344 U.S. 443, 540 (1953) (Jackson, J., concurring).


� Variations on this erroneous “institutional failure” argument abound.  For example, McDonald notes that the Hatch-Waxman Amendments permit a generic drug manufacturer to challenge a pharmaceutical patent without first actually entering the market and thereby becoming potentially liable to the patent holder for damages.  McDonald, at p. 8.  Thus, for the generic manufacturer, the only risk in the patent litigation “is further legal expense,” while for the patent holder “the downside risk is enormous -- the loss of its patent.”  Id.at 9.  The implicit argument is that these “errors” in the current system fail to provide adequate protection to the patent holder -- Congress “should have” created a greater incentive to innovate.  More precisely, the argument is that the private patent litigants should be permitted to remedy that Congressional error by means of a payment in exchange for market exclusion.


� See Fed. R. Civ. P. 65.


� See, e.g., Addanki, at page 51 (failure of a patent holder to obtain a preliminary injunction to prevent pre-trial infringing sales represents “an institutional breakdown and a case where the value of the patentee’s intellectual property has been expropriated”); Gilbert and Tom at 31 (failure of a patent holder to obtain a preliminary injunction to prevent pre-trial infringing sales could “expose the patentee to the risk of enormous losses that might not be compensated in damages from a thinly capitalized generic firm.”)  The implicit argument offered by Gilbert and Tom is that the patent holder should be permitted to remedy this “defect” in the patent system by paying the challenger not to enter pre-trial.  Id. at 33.


� Absent the payment by the patent holder to the challenger, the parties to patent litigation should be permitted to settle a threatened motion for preliminary injunction to the extent and for the reasons that they should be permitted to settle the entire case.  Under the preliminary injunction procedures, consumers have some protection since the court is required to find that the injunction is in the public interest.  See Aoude v. Mobil Oil Corp., 862 F.2d 890, 892 (1st Cir. 1988) ("The criteria for preliminary injunctive relief…can be summarized as follows:  (1) The likelihood of merits' success; (2) The potentiality for irreparable injury; (3) A balancing of the relevant equities (most importantly, the hardship to the nonmovant if the restrainer issues as contrasted with the hardship to the nonmovant if the interim relief is withheld); and (4) The effect on the public interest of a grant or denial of the restrainer.")


� Payments from the patent holder to a challenger not to enter the market are particularly anticompetitive in the pharmaceutical industry.  Not only does the patent holder begin with a 30 month protection against invalidity as mandated by the Hatch-Waxman Amendments, but an agreement with the first entrant can preclude entry by other challengers.  See Federal Food, Drug, and Cosmetic Act, 21 U.S.C. § 301 et seq. (1994); In re Ciprofloxacin Hydrochloride Antitrust Litigation, 166 F.Supp.2d 740 (E.D.N.Y. 2001); In re Cardizem CD Antitrust Litigation, 105 F.Supp.2d 682, 685 (E.D. Mich. 2000); In re Terazosin Hydrochloride Antitrust Litigation, 164 F.Supp.2d 1340 (MDL 2000); Engelberg, “Special Patent Provisions for Pharmaceuticals:  Have They Outlived Their Usefulness?,” 39 IDEA 389, 403-406.
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