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Last month, we reviewed numbers showing dramatic increases in patent filings, suits,
awards and licensing income. We concluded that patents are more important than they used to be
because the confluence of the Internet, global venture capital and cultural changes have eroded

other traditional barriersto entry.

Patent Disadvantages

Nevertheless, sometimes patents are still poor investments. They are often narrowed
substantially during prosecution through the Patent Office, often ending up much narrower than
people think. In some areas, such as software, the technology may be moving so fast that it
overtakes the prosecution process¥s the average time in prosecution for all patentsis 2.8 years,
the median is 2.2 years.! (For patents that end up being litigated, it's 3.6 years on average and 2.7
years at the median.?)

Other disadvantages of patents include: they expire; competitors can often design around
them in just afew years; to enforce them you must litigate or at least threaten to litigate; and
they’re often invalidated in litigation. Companies must, of course, recoup the expenses of R&D,
but studies indicate that more is recouped from the inherent lead time that R& D garners and by
the complementary sales and services it facilitates.® Plus, patents disclose a great deal of
proprietary information that may be better protected through secrecy, which lasts forever and can
provide broader protection than patents, i.e., for unoriginal subject matter.* Trade secret

misappropriation is also easier to prove in many cases.”

Patent Advantages

On the other hand, trade secrets must remain secret. Thus, they cannot be marketed or
directly enhance company valuation. They also provide no protection against independent
development. If someone else devel ops the same subject matter, only a patent can stop them

from using, selling or making it. Finally, maintaining secrecy can impose onerous procedures



and increase bureaLcracy, such that, the costs of trade secrets are very indirect and may therefore
be underestimated.

The legal fees for patents are more conspicuous, and surprisingly reasonable. Unlike
litigation, which must always be customized for the client, patent prosecution is something of a
commodity in that it entails well-defined, standard procedures that predictably result in specific
products (patents). In other words, market forces can fully work their magic because law firms
can tacitly or overtly bid against each other and because companies can meaningfully compare
those bids.



Accordingly, it iswell known that patent prosecution has lower margins than other legal
specidties. Indeed, when you think about it, it's moderately remarkable that a professional —
with degrees in both law and science, good writing skills and at |east two bar memberships — will
spend awhole week or two intensively drafting your patent and only charge you $3000-$12,000
for it.° (To prosecute the application to issuance generally costs about another $2000 to $7000 in
attorney fees’ and $2500 in Patent Office fees. The Patent Office maintenance fees on an issued
patent cost another $3000 for the first 11.5 years and $3000 for the remaining life of the patent’s
20-year term. But only about 37 percent of patents are maintained until the end of their term,®

and the Patent Office fees are cut in half for small entities having fewer than 500 employees.®)

It is aso true that the nation’s aggregate costs of patent prosecution are dwarfed by its
aggregate patent license revenues. Applicants spend about $4.5 billion every year obtaining U.S.
patents.’° In 2000, annual license revenues reached about $130 hillion.** At very first glance, this
implies a profit margin of 2900 percent (i.e., 130/4.5 = 29 * 100 percent). The real costs behind
patents, however, are not the legal fees but the R&D that creates the inventions on which those
patents are based. On average, spending on intellectual property isonly 2.5 percent of spending
on R&D.*? Arguably, the essential value of patents is only the difference between the value of
the technology if patented and the value if not patented, minus the cost of the patents.

At any given time, over 95 percent of patents are unlicensed and over 97 percent are
generating no royalties.'® This is often because the technology the patents protect is not useful,
feasible or marketable. Many are never licensed, however, because the companies that own them

secure more value by monopolizing the technology than by licensing it out.*

In other words, many people would argue that most of the value of patents comes not
from what you actually collect from licensing but from the market advantage they secure for the
patent owner or licensee. The real valueliesin al the things your competitors could not do, i.e.,
they could not move into market X, they could not offer feature Y. Indeed, most law and legal
instruments share this dynamic. For example, only about one percent of taxpayersis audited, and
the real value of audits is not the revenue collected directly therefrom but the revenue collected

from the rest of us who fear an audit.



At least one study suggests that, apart from effects due to licensing income, there is a
positive, albeit “marginal,” relationship between companies stock prices and the quality of their
patent portfolios.'® In fact, a patent for amethod of picking stocks based on patent quality
recently issued. The owner (CHI Research Inc.) claims its approach generated an average annual
gain of 38 percent over 10 years, compared to the S& P 500 Index average annual gain of 16
percent, and the NASDAQ 's 25 percent. 1

Another piece of evidence that patents are worth more than their licensing potential is the
fact that 37 percent of U.S. patents are renewed 11.5 years after they issuel’. Since far fewer than

37 percent of patents are licensed, licensing cannot be everything.

Average Patent’s Value
Some say that intangible assets now account for two-thirds of corporate value.'® Others

say it's more than 85 percent.'® Unfortunately, no one knows what portion of that two-thirds or
85 percent is attributable to patents as opposed to trade secrets, copyrights, trademarks, customer
lists, know- how, goodwill, etc. There is a crude way, however, to get arough idea of the value of
patents. On average, alarge company obtains one patent for every $4.26 million it spends on
R&D.?° (1P intensive companies spend $2.08 million in R&D for every patent.?!) Therefore, the
average patent cannot be worth more than $4.26 million.?* Actually, it must be worth much less
because most of the benefits of R& D are appropriated through other means, such as secrecy and
first mover advantage.?®

On the other hand, we also know that the average patent cannot be worth much less than
the average cost of filing and prosecution, which is about $20K (including everything) for the
80-84 percent of U.S. patentees who don’t file a corresponding application overseas®. If patents
were worth much less, people wouldn’t apply for them. As a starting point, therefore, we know
with some certainty that the average value of patents is somewhere between $20K and $4.26
million.

We can narrow this range. Since U.S. patents provide an “implicit subsidy” (areturn) on
R& D of about 15 percent,?® the average patent should be worth somewhere around $640K
($4.26M * .15).%° This figure of $640K is probably not too far off. There are 2.75 million patents
that issued less than 20 years ago and 1.3 million of them are active,?’ meaning their

maintenance fees have been paid. If patent licensing revenues are $130 billion per year, then the



average patent would seem to generate $100K per year from licensing alone ($130 billion / 1.3
million). Now consider that the average effectivelife of a patent—that is, the average time until
the product or feature it covers in the marketplace is replaced by a better product—is only about
five years from the date it issues. Assuming licensed patents are licensed for four of those five
years?® and discounting pro rata to present value at 10 percent from a date four years from today,
we obtain alifetime licensing value of $326K for an issued patent.?® If the market advantage of
patents generates as much value as patent licensing, then we're up to about $640K (2 * $326
=$652).

Created Unequal

It's a self-evident truth, however, that all patents are created unegqual. One study found
that the bottom 50 percent of patents accounts for only about 10 percent of aggregate patent
value, while the top 10 percent of patents accounts for at least 40 percent of it.*° (Thisis
probably too generous to the bottom 50 percent.®) In other words, to say the average patent is
worth around $640K is mideading because the vast mgjority are worth very little. High values
skew up the average. Recall your middle school math teacher: if you add together the income of
99 people who each make $30K per year and one other person who makes $100 million per year,
the average income for this group is over $1 million.

Thus, companies should avoid patent portfolio socialism. To the extent they can predict
which of their inventions will be important, they should spend a great deal more for patent
applications on those inventions¥ at least three times more. Applicants should perform prior art
searches before filing®?, and the applications should be detailed, containing around 50 claims or
s0.33 Asarule of thumb, if your attorneys are charging you less than $15,000 to draft each
important application, then the applications probably aren’t good enough.

The numbers in the last three sentences ought to be doubled for important biotech,
chemical and pharmaceutical applications because a number of studies show that patents in these
areas are almost twice as valuable as patents for electrical, mechanical and business method
inventions.®* One reason is that discovering, testing and obtaining approval for “the microscopic
inventions’ is extremely expensive, difficult and slow—on average it takes $500 million and 14

years to go from discovery to government approval of a new drug®—but making them is



relatively cheap, easy and fast. So for these inventions, the protection patents afford is more
valuable.

The greater value is a'so due to the fact that the microscopic inventions often stand alone
as buyable products, so if a patent covers the invention it covers the whole product that is sold. In
contrast, electronic devices often contain a multitude of parts from a multitude of manufacturers,
SO a patent on any one part cannot monopolize the device. Accordingly, applicants spend almost
twice as much for biotech, chemical and pharmaceutical patents;*® these patents are litigated
amost twice as ofter’ (except chemical); and they take almost twice as long to get through the
Patent Office.®®

Next month, we will examine the costs of patent litigation. We will also acquaint

ourselves with analyzing suits with decision trees -- the main focus of this column.

Samson Vermont (svermont@hunton.com) is a patent associate in the Washington DC office of
Hunton & Williams and the Editor-in-Chief of Patent Strategy & Management. A compiled version
of the Risk and Reward columns will be published in the form of a book chapter entitled ‘Business
Risk Analysis: The Economics of Patent Litigation,” which will appear in the anthology From Ideas to

Assets: Investing Wisely in Intellectual Property, ed. Bruce Berman (John Wiley & Sons Dec. 2001).
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