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By Samson Vermont

Last month, we concluded that, despite the dramatic rise in patent filings and license
income, patents are not always good investments. We also estimated the average dollar value of
patents, yet acknowledged that our number was somewhat meaningless since a miniscule coterie
of patents accounts for the brunt of overall patent value and therefore deceptively skews up the
average of the “average patent.” We then reviewed numbers showing that patents in certain
technology areas are much more valuable than patents in others.

This month we touch on the costs of patent litigation (to be discussed in much greater
detail in future installments). We also acquaint ourselves with the main focus of this column--

analyzing suits with decision trees.

Patent Litigation Costs

Only 1.1 percent of all U.S. patents are ever litigated,' but when they are it’s notoriously
expensive.” For instance, by the time they’re all disposed of, the patent suits filed in 2000 will
alone generate roughly $4.2 billion in legal fees.’

Patent litigation is expensive for three main reasons. First, patent law is one of the most
ever-changing and vexing areas of the law, and patent litigation entails legal and technical issues
that are subtle to the point of evanescence. ts complexity is reflected in the length of patent
trials. Patent cases make up about one-half of one percent (.57%) of all civil cases in the federal
courts, but they make up over 9.4 percent that require a trial of 20 days or more.’

Second, the stakes are often so high that the legal fees do not seem high in comparison;
so companies put the legal pedal to the metal. This modus operandi is justified insofar as the
additional legal costs generate commensurate litigation advantages. (This is not a given since an
attorney’s effort often exhibits diminishing returns and, like anything, the pareto principle

applies—20 percent of the work generates 80 percent of the results.®) This approach is
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unjustified, however, insofar as it reflects the “framing effect”—a cognitive bias by which



people become less price sensitive with regard to relatively small purchases when making
relatively large purchases. For example, people are less resistant to buying a fancy car stereo
when buying a car because the stereo purchase seems small in comparison to the car purchase.
They are more price sensitive when buying only a stereo even though, all other things equal, they
have more disposable income (because they did not also buy a car).” Accordingly, when a
plaintiff is trying to “buy” a $20 million verdict and the defendant is trying to “buy” the opposite,
monthly legal bills of $100K don’t seem so bad.

Third, attorneys often divorce litigation from their clients’ business goals.® This afflicts
every type of litigation, and may be a matter of professional evolution. In other words, firms that
facilitate early settlement make less money and, all other things equal, may eventually be
selected out of the financially competitive world of law.” Another reason is that lawyers
sometimes ignore the cost-benefit analysis. Long ago lawyers created for themselves a crowning
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but ultimately self-serving virtue—"“a lawyer should represent a client zealously.
words, there shall be no such thing as purposefully mediocre legal representation. No lawyer
may sell sub-compact representation; every client must receive luxury car representation (or
none at all'"). This demand for quality, which has been the battle cry of guilds throughout
history,'? encourages some lawyers to adopt an aggressive, absolutist, cost-be-damned approach.
For them, every fact must be checked, re-checked and checked again. Every possible argument,
legal theory and cause of action must be pressed, and the fact that some have but a slight chance
of success is almost irrelevant as long as they have some chance.

Alas, the median legal fees for litigating a patent case through trial are, including indirect

costs, at least $2 million per side.”> We will revisit these costs in more detail in the next

installment.

Decision Analysis Primer

Only 6.9 percent of patent suits were tried in the last 20 years and only about 4 percent or
so will be tried in the coming years'*. But 100 percent of those that settle are settled in light of
what would likely happen at trial. All bargaining takes place in the shadow of the law. Therefore,
determining possible judgments and the chances of obtaining or avoiding them is the best
indicator of settlement value. Each party must estimate the outcome and its chances, and value

the former in light of the latter. Just as a gambler should understand that a one in four chance of



winning $100 is worth $25, a litigant should understand that a 25 percent chance of winning a
$100 million dollar judgment has an “expected value” (i.e., probability-weighted average value)
of $25 million—assuming no transaction costs, no discounting (e.g., for the time value of
money) and no other possible benefits or costs.

Decision analysis helps determine expected value in complex situations and can account
for discounting, less conspicuous benefits and costs, and risk aversion. The essence of decision
analysis is to divide and conquer, in order to clarify uncertainties, evaluate risks, grapple with
tough tradeoffs and make a series of linked decisions in the right sequence.'

As shown in the figure titled “Baby Tree,” the numbers in which will be fully explained
in the next installment, time flows from left to right in a decision tree. At the root of the tree is a
“decision node” (usually square), from which emanates option branches such as “litigate” or
“settle.” These option branches are typically followed by a series of circular “chance nodes” that
signify uncertainties, and from which emanate “event branches” such as “win” versus “lose.”
Each path through the tree eventually ends with a triangular “terminal node” representing a final
outcome or payoff, like a $14 million judgment.

Probabilities are assigned to branches emanating from chance nodes, and are placed below
the branch line of the event they represent. The probabilities must sum to 100 percent. They
should be assessed as “conditional” probabilities. That is, probabilities should be assigned to
particular branches under the assumption that the events and decisions to the left of the branch in
question have already occurred.

To calculate or “roll back™ a decision tree, one works backward, from right to left. The value
of each node is determined as follows:

e The value of a terminal node is equal to the value of its payoff.

e The value of a chance node is equal to its expected value, which is found by (a) taking the
value of the node located immediately to the right of each event branch emanating from the
chance node, (b) multiplying each node value by its event branch’s probability and then (c)
adding the products together. (With respect to the figure, $12 million multiplied by a 0.58
probability equals $6.96 million, and $2.0 million multiplied by a 0.42 probability equals

$0.84 million. The sum of these products, $6.1 million, equals the value of the chance node.)



e The value of a decision node is equal to the value of its best option. Thus, if a plaintiff’s two
options are “litigate” and “settle,” and if the expected value of litigating is $14 million and
the value of settling is $0.50 million, then the value of the decision node is $14 million."'

In sum, the first goal is to build a tree that visually depicts (1) the major choices, (2) the
events that could follow, (3) the probabilities of those events occurring, and (4) the consequences
if they do.

Of course, these are the bare bones of basic free analysis. A full exploration of the field of
decision analysis is far beyond the scope of this series. However, the next installment will
comprise a sampler of common decision analysis issues, tools and techniques. Then we will pose

a hypothetical suit and climb into the decision trees.
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