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I.

Two models for the IP holding company

When it comes to obtaining patent damages, intellectual property (IP) holding
companies face a unique set of problems. Almost by definition, an IP holding company
keeps its IP separate from any business operations, and this separation puts the IP holding
company in a class by itself.
In reality, there are two kinds of IP holding companies. One kind is little more
than a patent portfolio that has been incorporated or otherwise folded into a legal entity.
This kind of IP holding company typically exists for one main purpose—to make money
from its intellectual property, either by licensing or litigation. An IP holding company in
this category may hold the portfolio of a single inventor, such as the Lemelson Medical,
Education and Research Foundation, Limited Partnership, which holds approximately
185 patent properties of the late Jerome Lemelson.2 Alternatively, an IP holding company
in this category may be formed to acquire and hold a portfolio of patents from a variety
of sources.3
Another kind of IP holding company has affiliates engaged in an ongoing
business. An IP holding company in this category will typically be formed and used to
provide tax savings and centralized management of intellectual property associated with
the business. Tax savings is achieved, or at least attempted to be achieved, by basing the
IP holding company in a state (such as Delaware or Nevada) that does not tax royalty
income of an IP holding company. The sister companies, located in other states, make
royalty payments to the IP holding company, and deduct the royalty payments on their
state income tax returns. In this way the sister companies pay less income tax, while the
IP holding company does not pay any corresponding state income tax on the royalty
payments it receives. As a further trick, the IP holding company can lend money to its
sister companies, which deduct interest on their state income tax returns, while the IP
holding company gets the interest free of state taxes. Meanwhile, the IP holding company
and its sister companies are typically subsidiaries of a parent corporation which will have
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consolidated financial statements that do not reflect these details, except to show less
income tax at the state level.
That is the theory, in any event. In many instances, the tax benefits have been
challenged or eliminated.4
What both kinds of IP holding company have in common is a special set of
considerations potentially limiting recovery of damages in litigation brought to assert
infringement of one or more patents in the portfolio of the holding company. Below, we
touch briefly on general considerations underlying damages in patent infringement
litigation, and explore their special ramifications in the context when the patent owner is
an IP holding company. Finally, we discuss an alternative to the IP holding company that
avoids its limitations on recovering patent infringement damages.
II.

When an IP holding company may experience limits on recovery of a
reasonable royalty
The statutory standard for patent damages, in 35 U.S.C. § 284 provides:
Upon finding for the claimant the court shall award the claimant
damages adequate to compensate for the infringement but in no event less
than a reasonable royalty for the use made of the invention by the
infringer, together with interest and costs as fixed by the court.

Determining an appropriate “reasonable royalty” is left for the trier of fact. In
determining what is a reasonable royalty, a wide range of factors may be taken into
account. Georgia-Pacific Corp. v. United States Plywood Corp., 318 F. Supp. 1116, 1120
(S.D.N.Y. 1970), modified and aff'd, 446 F.2d 295 (2nd Cir. 1971), cert. denied, 404 U.S.
870 (1971), sets forth a non-exhaustive list of fifteen factors to be evaluated in
determining a reasonable royalty. (1) royalties received by the patentee for the licensing
of the patent in suit, proving or tending to prove an established royalty; (2) rates paid by
the licensee for the use of other patents comparable to the patent in suit; (3) nature and
scope of the license; (4) the licensor's licensing policy; (5) commercial relationship
between licensor and licensee; (6) convoyed sales; (7) duration of the patent and term of
the patent; (8) profitability of the product under license and its commercial success; (9)
utility and advantages of the patent over prior art; (10) the nature of patented invention
and benefits thereof; (11) the extent of the infringer's use and value thereof; (12) the
portion of profit or selling price to allow for use of the invention; (13) the portion of
realizable profit credited to the invention; (14) expert testimony; and (15) a hypothetical
arms-length negotiation.
If there is an established royalty—the first of the fifteen Georgia-Pacific
factors—it will typically trump the other factors in determining what royalty is
reasonable.5
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In the case where an IP holding company is a plaintiff in patent infringement
litigation, it is to be expected that license agreements with the IP holding company may
be evidence of an established royalty. If the IP holding company is in the first category
we discussed—simply an incorporated patent portfolio—and it has been successful in
licensing its technology, then its past licensing practices may be helpful and not harmful
to its case for damages.6
On the other hand, where the IP holding company is in the second category we
discussed—and it has sister companies that are paying it royalties—then the royalty
arrangement that has been established for purposes internal to the corporate structure may
pose serious problems to recovery in patent infringement litigation. Because the internal
royalty is established to address tax concerns, the motivation for determining the royalty
rate differs dramatically from the royalty rate one may rightfully demand from a
competitor in a patent case.
Even though these considerations differ, however, a court may very well allow the
intra-company royalty rate to be entered into evidence in a patent infringement action. It
could be argued by the defendant that the intra-company royalty, although established for
tax purposes, would still reflect an arm’s length negotiation (just like factor 15 of the
Georgia-Pacific factors) between licensor and licensee, and is therefore an appropriate
measure of what a reasonable royalty is.
The IP holding company would seek to downplay the relevance of the intracompany royalty rate or treat it as a floor when considering a reasonable royalty for a
competitor. Yet the IP holding company would be faced with the prospect of having the
parent company admit that it did not use a higher intra-company rate because the parent
company did not want an undue risk of being found to have committed tax fraud. In other
words, the defendant can argue that the IP holding company pegged the intra-company
royalty as high as it could reasonably be set without being challenged as artificially high
by the taxing authorities. These circumstances might well put downward pressure on a
determination of what royalty is reasonable in a patent infringement action by the IP
holding company.
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III.

When an IP holding company may lose out on lost profits damages

The patent statute provides that a reasonable royalty is not the only measure of
damages, but rather is a floor on recovery.7 A patentee who shows a reasonable
probability that, but for the infringement, it would have made the sales that were made by
the infringer, is entitled to an award of lost profits.8 However, as a matter of proof, the
seminal case in this area, Panduit Corp. v. Stahlin Bros. Fibre Works, Inc., permits an
award of lost profits on the establishment of four elements: “(1) demand for the patented
product, (2) absence of acceptable noninfringing substitutes, (3) manufacturing and
marketing capability to exploit the demand, and (4) the amount of the profit he would
have made.”9
Although it is often difficult for any patent holder to establish the existence of
these factors, the IP holding company as a plaintiff is especially vulnerable because it has
no manufacturing capability and probably no marketing capability. Sometimes the
requirement of manufacturing capability has been interpreted liberally in favor of the
patent holder. A patent holder with some manufacturing capability has been found to
have the requisite manufacturing capability in part by virtue of the prospect of
subcontracting manufacturing.10 Manufacturing cabability may also be found sufficient if
it can be shown that the patent holder could have expanded its facilities to meet
demand.11 On the other hand, the case law does not provide the patent holder with a basis
for obtaining lost profits when the patent holder has no manufacturing capacity, since the
patent holder cannot show that, but for the infringement, the patent holder would have
been able to sell to the infringer’s customers.12
Given the nature of the requirement for manufacturing capability, in the case of
the first kind of IP holding company that we have described— an incorporated patent
portfolio—it is difficult to imagine a basis for awarding lost profits, since there is simply
no manufacturing capability. However, in the second kind of IP holding company we
have described— one that has sister companies that are paying it royalties—there are
some arguments, albeit potentially weak, to be made for the availability of a lost profits
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award. In Kalman v. Berlyn Corp., 13 the plaintiff inventor and patentee owned 50% of a
company that was the sole manufacturer of the product. The district court denied a
motion of the plaintiff to join the company as co-plaintiff in order to recover lost profits.
The Federal Circuit reversed, explaining: “When the sole licensee has been shown to be
directly damaged by the infringer in a two supplier market, and when the nexus between
the sole licensee and the patentee is so clearly defined as here, the sole licensee must be
recognized as the real party in interest.”
The authority of the Kalman case suggests that an IP holding company and its
sister corporation that holds a license to the patent in suit and performs manufacturing for
the parent company may join as plaintiffs and establish a basis for a lost profits award.
However, this position is based only on theory, not on practice. In Schreiber Foods, Inc.
v. Beatrice Cheese, Inc.,14 an IP holding company was formed as a subsidiary of the
parent operating company. The patent in suit was assigned by the parent to the IP holding
company, and the parent received in return a non-exclusive license to the patent in suit.
The parent company was the plaintiff. Through trial, the IP holding company was not
made a party to the action, and the plaintiff did not disclose the fact that title to the patent
had been transferred to the IP holding company. Plaintiff’s counsel stated that it was
unaware of the transaction until well into the trial, and that it responded to the problem by
having title to the patent transferred back to the parent company and the license
agreement terminated. The trial court held that the plaintiff had no standing to sue,
because it held only a non-exclusive license to the patent, and that the problems created
by the absence of the patent holder as plaintiff could not be cured without prejudice to the
defendant, since the case had already been tried. The court held, among other things, that
“a corporate plaintiff in a patent-infringement case cannot have it both ways by arguing
in the infringement case that it holds title to the patent, while in the meantime, assigning
the patent to another corporation for tax purposes.”15
The Schreiber Foods case makes clear that it is critical for the patent owner, not
merely a non-exclusive licensee, to institute the litigation and to do so under
circumstances where the facts of patent ownership and licensing are not disguised. On the
other hand, it is not inconsistent, under Kalman, for the operating company to join with
the IP holding company as plaintiff in the action. It is an open question, however,
whether this tactic will permit the combination of IP holding company and operating
company to recover lost profits. The Schreiber Foods rationale could well be extended to
justify a finding that a company, having utilized distinct corporate forms to provide tax
advantages, cannot choose to ignore those same forms as a way of claiming entitlement
to lost profits in patent infringement litigation.
IV.

Advantages of holding property in the parent corporation

While it has become popular for tax and other reasons to hold property in an
intellectual property holding company, some of the largest U.S. companies opt for a
simpler approach. IBM, Microsoft Corp., Eli Lilly & Company, and 3M (Minnesota
13

Kalman v. Berlyn Corp., 914 F.2d 1473, 1482 (Fed. Cir. 1991).
Schreiber Foods, Inc. v. Beatrice Cheese, Inc., ___F. Supp. 2d ___, 2004 WL 371822 (E.D.Wis.
2/20/2004).
15
2004 WL 371822 at *9.
14

5

Mining & Manufacturing Co.) hold the vast majority of their intellectual property in the
name of the parent corporations. Microsoft Corporation, for example, a company that in
1990 held only 5 patents, now owns more than 3,000 U.S. patents in the name of the
parent corporation, according to the United States Patent and Trademark website. Eli
Lilly (with more than 3,300), 3M (more than 7,600) and IBM (more than 35,000) also
have vast numbers of U.S. patents held in the name of the parent corporation. Similarly,
these companies have the majority of their European patents held by the parent
corporations.
Although case law concerning standing to recover lost profits is unclear,
unsettled, and evolving, it appears that a parent company holding a patent has standing to
recover lost profits based on the manufacturing activities of its subsidiary.16 Certainly,
there is a better prospect for a parent IP owner to recover lost profits when a subsidiary
does its manufacturing than there is for an IP holding company to recover lost profits
when a sibling company does the manufacturing, at least in the cases where there are no
written license agreements. What makes life difficult for the IP holding company is that,
at bottom, the business context is the same for both tax purposes and patent purposes.
This context imposes limits on reasonable royalty damages and on lost profits recovery.
Given that patent litigation involving lost profits will likely involve “experts of
national repute … presented by both sides to render their opinions of what would have
happened in a world that never existed,”17 a plaintiff’s odds of getting into that world are
far better when the plaintiff is not an IP holding company.
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