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Does The Market Care About Changes in Patent Law?

Scott Baker John Conley” Arvind Malhotra ™
l. Introduction

There is a vast literature on the economic efficiency of patent law. Patent
scholars and economists tend to be highly critical of the pgretsn of the law,
condemning the proliferation of ObadO patents and calling for reform (Jaffe & Lerner
2004; Lemley & Lichtman 2007; Ayres & Parchomovsky 200 He proposals have
included changes in the substantive standards for patentability, enin@tiaescrutiny
of applications by the Patent and Trademark Office, limits on extortionate enforcement
by patent Otrolls,O and encouragement of inter partes review. Some of these proposals
have been embodied in various versions of the-fmemgding but $il -stalled patent
reform legislation, while the Supreme Court acted against trolls in its 2007 decision in
eBay v. MercExchangel'he premise of all this discussion, of course, is that the
substance of patent law and the specifics of patent proceduréhgide economic
effects: itis important to géte contour®f the patent systemght.

At the same time, patent law scholars and practitioners anxiously await decisions
from the Federal Circuit and, on rare occasions, from the Supreme Courtprbiidg
patent cases can be the subject of constant speculation while they are pending and endless
dissection after they are handed down. In 2003, for example, the Federal Reserve Bank

of Atlanta devoted its annual Financial Markets Conference to thedbgiBusiness
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Method Patents and Financial InnovationO in the wake &ft#te Streetlecision, which
the keynote speaker characterized as Orais[ing] the flag of surrenderO and Othe impetus for
what may be characterized as a new Opatent floodOO (2e08orj Two particularly
common themes in this discourse are that the Supreme Court is in way over hbpad
it meddesin patent law, while the Federal Circuit has trouble saying the same thing
twice in a row. Once again, the underlying assump$idghat the content of patent I&w
whether the standards for patentable subject matter, obviousness, and the like are broader
or narrower; whether or not injunctions are autorf\aticily matters to the reatorld
companies that the patent system serves.

But how do we know whether patent law decisiomstterto the markeé&t And if
they do, which ones matter mogrdm an a priori perspective, it seems equally
reasonable to assume that thenges in patent law embedded in court decisions have
little real eflect. Yes, it is irportant to have a patent system, this contrarian argument
says,but the exactcontoursof that system are inconsequential. In fde, patent
community might be surprisingly nimble, finding efficient solutigtisough licensing,
or sanetimes just ignoring the lavas Lemley (2008) has recently suggestedardless
of the ebb of flow of patent rights and responsibilities. Maybe those patent thickets that
worry academics (e.g., Heller and Eisenburg 1998) are really gafdenguestia is
whetherit is worth devotingsubstantial@sources to tweakingerulesof the patent
game.

This question is exceedingly difficult to answé&here are a number of elegant
models of the inefficiencies of the current system (Lemley & Shapiro Sb@&firo

2006, Bessen & Meurer 2006). But those who must live with that system are less sure, as
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evidenced by the conflicting responses of scientists to surveys about the impact of
biotechnology patents on their research (Demaine & Fellmeth 2002). troaddi
although one can compare economic outcomes across countries with different patent
systems, there is simply too much noise to be able tthaagp particular kind of patent
system is more or less efficient than other kinds.

In attempting to resolvthis dilemma, it occurred to us to that there is one
category of parties that have defined themselvésimg especiallynterested irthe
outcomes of patent cases: companies that file amicus.igfgy event study
methodology, we have polled the maitrkas it were, about whether patent decisions
matter to such seltlentified interested parties, examining movements in their stock price
during a narrow window after the announcement of the relevant decision. Since amicus
filers are not litigants thatiwbe directly affected by a money judgment or injunction,
any stock price effects associated with the decision will presumably be attributable to the
law that the court promulgates. By filing briefs in particular cases, the companies tell us
that thosecases are important to their business model. The event study methodology
enables to assess whether investors agree.

We collected and analyzed data on all patent cases in the Supreme Court and the
Federal Circuit (the court that hears all patgyealsguring the period 1972007in
which publicly-traded companies fileamicus briefs.Overall, we found no significant
association between case outcomes and the behavior of the stock prices of amicus filers.
This result is unsurprising, given the relatiweimall number of cases we had even after
considering the entire universe of cases with amicus filers. We did, however, find

significant results in three individual cases
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Thegroup ofamici backinghe eventual winner igbay v. Mercexhange
experiened significant and positive abnornraturns following the decision, as dite
amici backing thevinner inMarkman vWestview On the other sig¢he group of amici
backing the eventual loser @ottschalk v. Bensoexperienced significant and negative
abnormal returns.

As we will discus in more detail below, these three cases tell interesting stories
All three share a property that is relatively unique in patent law: the rulings are clear and
easy to explain to nepatent lawyersEach case involwka fundamental issubat
companies cannot readily ignore or bargain aroundalthestautomatic entitlement to
an injunction against an infringdgljay), whether the judge or the jury construes the
claims of the plaintiffOs pateMdrkmar), and the pantability of softwarebased
inventions Bensol). Before each decision, schdarffered competingeasonsvhy the
Courtshould go one way or the other, aedched a consenstimt the casevould have

major consequencesAnd in each instance the marlegfreed

[l. Event Studies

Finance and corporate law scholars have esedt studies to study Othe
movement of stock prices due to specific events (unexpected actions by managers or
policy makers that are expected to affect firm values)O (Bhagabamah® 2001/1:2).
Specifically, Oan event is said to have an impact on the financial performance of a firm
[that is, a publicly traded company] if it produces an abnormal movement in the price of

the stockQil§id.:3). The basic tenet of event study metblody is that markets are
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efficient (Fama et al. 1969). Investors in efficient markets value firms based on their
expectation of future positive returns due to actions that are significantly beneficial to the
firm. Likewise, investors in efficient marketievalue firms based on their expectation of
future negative returns when firms engage in activities or lack thereof that are
significantly detrimental to the future of the firm. When there is a consensus among a
large set of investors, the market creatpssitive or negative abnormal stock market

return for the firmsO stock around the date of announcement of the underlying
actions/events.

Event studies involve defining the relevant event and its announcement day or
period, estimating the expected perfarme of the stock during the announcement period
in the absence of the announcement, measuring the stockOs actual perfarrdance
calculating and assessing the significance of any difference. Defining OannouncementO
can be tricky, since news of many kirafevents leakbefore the official announcement
date. To account for leakage and other forms of anticipation, event studies have often
measured stock performance during a OwindowO extending a number of days before and
after the actual announcement date.

A small but growing number of studies have used event studies to assess judicial
decisions (see McCubbins & Lax 2005, Hel994; Huth and McDonald 1989), while
two recent studies have examined events related to patents.

First,Raghu et al. (2008) exaned the effects of patent infringement litigation on
plaintiffs and defendants. Asimore generatorporate litigation studigsee, e.g.,

Bhagat, Bizjak and Coles (1998bhey found thathe announcement of an infringement

suit had a significant nege¢ effect on defendantsO stock prices. They also discovered



NBER Conference Draft

that there was a similar negative effect at the date of settlement or other termination, and
that plaintiff firms enjoyed significant abnormal positive returns on both dates.
Aggregating abnorad returns for plaintiffs and defendants, litigation had an overall
negative wealth effect.

SecongBoscaljon et al. (2006) investigated the economic effects of business
method patents on the companies that pursue them. They found statistically significa
abnormal positive returns in the two days after a company anrbtiecapproval of a
business method patent. The effect has been particularly strong in tH&tgiesstreet

era.

[1l. Methods

The Constitutioncharge the patent systemuith fosteing innovation. Changes in
the system can be evaluated by reference to whether they enhance or detract from this
goal. Does the change in, say, the availability of injunctive relief ei@ay Inc v.
MercExchange, L.L.Geduce the power of patent trolisdathereby spur innovation?
Patent policy questiontowever are difficult to answer in the abstract. They can only
be imperfectly answered by reference to patent counts (Jaffe & Lerner 2004) or the
number of litigated patenfallison et. al 2004) ortte stock market valuation of a firmOs
patent portfolio (Hall et al. 2005).

Some firms may OwinO in an economic sense from a change in the law; others
may Olose.O A large number of firms may experience no impact one way or the other.

Given this reality studying the reactioacrosghe entire market or evetrossa subset
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of technology firms is unlikely to yield answers. There is too much noise to tease out
effects directly related to the specilggalchange Changes in the stock price of winning
firms may cancel out changes in the stock price of the losing firms, with the inclusion of
unaffected firms muddying the analysis further.

A more preciseption is to study the marketOs response to firms that are actually
involved in patent litigation (see.g., Raghu et al. 2008). An initial inquisywhether
the market rewards winning litigants and punishes losers. That inquiry tells us little
aboutthe impact opatent law itself, however. Appellate decision$ere nostof the
changes ipatent lanaremade-involve statements about law and a corresponding
judgment affirming, reversing, and/or remanding the case. An examination of stock price
movements for litigantsannot disentangle the OlawO effect from the OjudgmentO effect.

What to do?To assess the impact athanges itaw, we examined the stock price
reaction of companies filingmicus briefsn patentcass. Thesecompanies form a
useful basis for study for three reasons.

First, as noted earlier, unlike litigant@mpanies filing amiculriefsare not
directly boundoy the judgment rendered, only the lats nonrparties, they will not
receive or have to pay damages, nor will they be subject to any injunction that the court
issues. Accordinglywe can strip away any judgment effect anclBexclusively on the
relationship between the content of the kEnticulated by the couend stock price
performance.

Second, amicus firms (or, more precisely, thonse lawyesfor these firms)

caredenough about the casefile a brief. By goig to the trouble and expense of
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commissioning a brief, a public company was making a clear statement that it had an
economic interest in the outcome of the case.

Third, the amicus bridiling provides a basis for predicting h@axdecisiorwill
influencethe filing firmOwalue. Instead afpeculatingperhaps incorrectlythat a
specific patent decision is, say, good forthigch companies and bad for biotech
companies, we let the firms se#port their assessment of the @wikely impact. In our
sample, OwinningO amici are those that filed on behalf of a litigant that ultimately
prevailed; OlosingO amici supported losing litigants.

For each case, the event date of interest was the date the court handed down
decision’ We definedhe event windowes the five days following the decision date.
We grouped thamicusfilers in eachcase into OportfoliosO of winners and losers. For
example, 2 firms filed on behalf of the petitioner, eBay,aBay v. MercExchange,
LLC.? Ebay won. As a result, theserfs were classified as Owinners@Bayand
grouped together into a single portfolio to analyze returns; a second portfolio of OlosersO
was also created. Grouping or clustering is necessary when multiple firms expetience a
identical orsimilar shock orthe same day (MacKinlay 1997: 27)Consequently, the
overallanalysis was run on the total number of portfolios (which is twice the number of

cases) rather than the number of amicus filers.

! As a robustness check, we also examined stock price movements around the other two dates the market
could conceivably receive infomtion about the case: the date of argument and, for Supreme Court cases,
the date the court grantedrtiorari We found no significant overall effects.

2126 S. Ct. 1837 (2006).

% The portfolio approach is one of two approaches used when a numbersoéferaffected by the same

event on the same day. An alternative approach uses a GLS estimator. See McKinley (1997) and
McCubbins and Lax (2006).
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The market model is used to predict retirris. the estation window, ordinary
least squares estimates the following equation:

1) Rjp= j+ jRmt jt

In this equationRj; is the return on a security or group of securities j at date t;
Rmtis the rate of return onraarket index at date t;j; is an error term witiazero mean.

The assumption is that the error term is uncorrelated Rijtl. The predicted return

combine the estimated coefficients from (m), and éj , with the actual market return
during event window as follows:

redict _ A
(2 REE=06;+ORy

The difference between the actual return and the predicted return is the abnormal
return on a specific dat&Cumulative abnormal retns (CAR sumthe abnormal daily
returns over each day in the event window.

Our initial question is whether, consideriatl the cases togetheghe amici
groups on the winningr losingsideexperienced abnormal returisis statistical
analysisemploys the Patell(1976)residual test, whicktandardizes the evedate
prediction error for each stock by its standard deviation. The essence of the test is that
individual prediction errors are assumed to be esessionally independent and normally

distributed. Therefore, each standardized prediction error has a Student t distribution.

* Alternative estimation approaches that assume a theoretical structure, like the Capital Asset Priding Mode
or the Arbitrage Pricing Model, have not been shown to outperform the market model (MacKinlay
1997:19).
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The Patell test is considered more powerful than tests that do not assursectiossil
independence (Brown and Warner 1985).

Thesecond question, which we addressetad below; is whether the group of
amici filing on behalf of the winning or losing litigant in a specific case experienced
abnormal returnsin other words, does the analysis pluck certain cases from the universe
of cases with amici filers, suggestitiatthose cases have a significant effect on the
market value otheamici firms?
V. Sample, mmary StatisticsandOverallResults

A. Sample Selection

The construction of the sample of cases and companies filing amicus briefs
involved foursteps. Firsin WestlawOs Supreme Court database, we searched for all
opinions that reference OpatentabilityQ, Opatent validity,O or Opatent infringement.O For
each decision the search uncovered hanechecked whether any amicus briefs were
filed and by whom. If my publicly traded companies filed a brief in the case expressly
supporting one of the litigants, that case and those companies were placed in the dataset.
The case was not includédhe amicus filed a brief thaupported neithditigant®

Second, n the database containing all of the opinions of the Federal Circuit, we
did the same search, but added the term OamicusO in the attorieyltiisldearch

returned the federal circuit cases where anth@diled briefs Again, if acase involved

® In addition to the Patell test, we report the results of thepanametric generalized sign test for the entire
sample of cases. The generalizgghtest considers/hether the fraction of positive returns is statistically
different from the fraction of positive returns in the estimation perifius test also resulted in no overall
results.

® Filing a noncommittal amicus brief is common amongmpanies interested in patent law that want to

take a position on the law, but are uncomfortable arguing how that law should be applied in a specific case.
" In the Westlaw Supreme Court database, only amicus brief filers who actually argued beforet #re cou
included in the OattorneyO field. In the Federal Circuit database, the amicus filers, whether they argued or
not, are listed in the attorney field. That is why the two databases did not have identical searches.

10
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apublicly traded company or set of compangapressly supporting one of the litigants,
that case and those companigseplaced in the datasetThird, each case was coded
for OwinningO and OlosingO litigants and the corresponding OwinningO and Otsingd am
Finally, the Center for Research in Security Prices (CRSP) provided the database for
daily stock return$. These returns are adjusted for stock splits and dividend payments.
B. Sample Chameristics

Our sampleconsisted of 41 cases, with 23 8upe Court cases and fi®leral
circuit cases. The earliest case in the sample is Blormlegyue Labortories, Inc. v.
University of lllinois Foundation, deciddxy the Supreme Couirt 1971. The most
recent case was Integra Lifescience, Ltterck KGaK decidedoy the Federal i@cuit
in 2007 The leading patent law casebooks excerpt or discuss most of the cases in our
sample. Acrossall the cases, we had a total of 19@blic companies filing amicus briefs
expressly supporting a litigant here werel07 amicifilers that suppded aneventual
winner and 83hat supported an eventual loser

C. OverallResults

Table 1 reports the overall results for the winning and losing companies on the
decision date. Among the sample afmici, we fail to rejecthe null hypothesis that there
areno abnormal returns associated vitik date of decision. Omausible reason for
this isthatthe small sample siZé&n terms of number of cases)ade it hard to detect
anything. It is also possible, as we discuss ia @onclusion, that most patent decisions

are too complex to be factored into investment decisions.

8 Discarded from this sample are easvhere an amicus filed only to support or oppose a petition for
rehearing or rehearing en banc.

° On occasion, a parent company and its subsidiary jointly filed a brief in a case. In these situations, we
only included the stock of the parent comparew conducting the analysis.

11
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Thenext question isFor which cases did the group of amici filing briefs
experienceabnormal returnskPocusing on a single company or group of companies
following an eventhere a single court decisionds been done in several studies (see, for
example, Klick and Sitkoff (2007), McCubbins & Lax (2006), and Carow and Haron
(2002). There are theoretical difficulties associated with examining the retfiens
single stockseaction to an eveiféee Bhagat & Romano, 2002 |: )4 particular,any
observedabnormal retursmight just reflecthe underlying variance ihat stockOs price
rather than thenarketreaction to arevent. Herefor mostcourt decsiors, we focuson a
number of differenamici companystocks suject to thesameshock on the same day
which minimizes the concern that we are simply picking up noise rather tmespmnse
to the event of interest.

V. CaseSpeific Results

A. eBay v.MercExchange

Thiswas the case about which we had the strongest a priori expectations. The
issue was clear: will injunctions continue tovitually automatic upon a finding of
patent infringement, or will the court be required to conduct a 1stgltianalysis as in
other injunction cases? The case generated an equally clear market hypothesis:
eliminating automatic injunctions (the actual result) would be good for operating
companies that use patdrgavy technologies, because they would be lessnalilgeto
patent extortion bpatentportfolio companies, or Otrolls.O Such an outcome would be
worse, of course, for the same companies when they were enforcing their own patents,
but we suspected that the gains would outweigh any such loss. Operatanes

want to operate, and presumably are more interested in the efficient resolution of

12
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intellectual property disputes than the occasional opportunity to threaten an infringer with
extinction. Indeed, the prevailing wisdom has long been that makiegthickets less
dangerous would be good for the market as a whidie. issue had been dramatically
framed by the litigation over the Blackberry device, in which, shortly before the Supreme
Court decideaBay,the proprietor of Blackberry had paid $600lion to a patent
portfolio company to avoid a shdbwn injunction.

This prevailing wisdom is illustrated by one of two academic amicus briefs filed
in the case, by Stanford law professor Mark Lemley (2006) on behalf of O52 Intellectual
Property Professs.O Lemley argued that the automatic injunction rule promotes
OholdupsO wherein Opatentees can obtain revenue in excess of the value of their
technology by threatening to enjoin products that are predominantly noninfringing and in
which the defendant hadready made significant irreversible investmentsO (Lemley
2006:6). Washington University law professor F. Scott Kieff (2006) took an opposing
view on behalf of OVarious [9] Law & Economics Professors.O Kieff and his
collaborators, who included Chicagd®chard Epstein, argued that the holdup/troll
problem was vastly overrated, and was in any event more than outweighed by the
benefits of the simplicity and predictability of the automatic injunction rule.

Other accounts of the case argued that the atitompnction rule threatened
some kinds of operating companies but favored oflBsglkin, 2007) For example,
companies with computdrased technologies and novel online business models might be
especially vulnerable to obscure patBhéxactly what hppened ireBayitself.

Conversely, the automatic injunction rule was said to favor pharmaceutical and

13
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biotechnology companies, whose entire wealth can derive a small number of patented
products.

The pattern of amicus filings by publicly traded operatioigppanies gave partial
support to the latter story. Against the prevailing wisdom, publicly traded operating
companies came in on both sidbg;our count, 12 on eBayOs side (against the automatic
injunction rule), and eight on behalf of MercExchangeng®ient with the computer
versus biotechnology story, the eight supporters of MercExchange included the biotech
drug company Biogen, as well as five large companies with significant drug and/or
medical device product lines: Proctor and Gamble, Johnsamésdn, 3M, E.I. Dupont,
and GE. Equally consistent, those supporting eBay included thbaseld companies
Yahoo, Google, Amazon, and IAC Interactive, the multimedia conglomerate Time
Warner/AOL, and the computeelated equipment manufacturers Ciscopliqul
Materials, and Infineon Technologies.

Other filings are harder to explain. Qualcomm and Tessera, which filed in
support of MercExchange, have product lines that overlap with those of Cisco, Applied
Materials, and Infineon. Although MercExchangemrper GE is heavily involved in
medical devices, it also competes in other lines with Xerox, which filed on behalf of
eBay. Finally, it is hard to discern why the oil companies Chevron and Shell would have
supported eBayOs position.

The market validatethe conventional wisdomlnvestors rewarded those
companies that successfully opposed the automatic injunction rule. The group of 12
winning amici experienced a positive abnormal return of 2.43%, which is significant at

the .04 level. In dollar terms,partfolio of those 12 companies would hdnasla market

14
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capitalization of 44.7 billion dollarsn the decision daf8 A 2.43 percent increase on

this portfolio is a little over 1 billion dollars. The market did not punish the losing amici,
however; thos eight companies did not see a significant abnormal return in either
direction.

Interpreting these results, we conclude that the market agreed with those
companies that took a public stand against the automatic injunction rule. These
companies madestatement that their interests would be better served by a flexible
injunction rule that might limit the power of patent holdup artists. Voting with their
dollars, investors agreed, provoking a significant surge in the anmicevsO stock prices.
The cast of the winnersO filings was apparently money well spent. But on the other hand
-at least in the case of this small sample ofisiftified interested companféshere is
no evidence that investors bought the pharmaceutical/healthcare/biotechlstbey
had, they presumably would have devalued the amici that supported the automatic
injunction rule

Overall, the Supreme CourtOs attack on patent trolls nittbaseollective wealth
of the amicus companiding on the winning sidemeaning that i change in patent
law hadsignificant and positive wealth effedts those companies

B. Markman v. Westview Instruments

In its 1996 decision iMarkman,the Supreme Court upheld a 1995 Federal
Circuit decision that shifted the responsibility for npieting patent claims from the jury
to the judgeusually after a preliminaryMarkmanhearingO on the issu€laim

interpretation is a critical step in patent infringement litigation, as it determines the scope

9 The market capitalization of the portfolio of Owinning® amici is the sum of the market capitalization of
each company, weighted by its share in the portfolio (1/12).

15
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of the patent alleged to be infringedhfter finding that the constitutional right to a jury
trial did not apply to claim construction, the Court compared the putative expertise of
judges and jurors and concluded that O[t]he construction of written instruments is one of
those things that judgedten do and are likely to do better than jurors.O The Court also
predicted that claim construction by judges would promote uniformBypporters of the
CourtOs approach further suggested that the preliminary determination of the scope of the
claims wauld provide an impetus to settlement before the issue of infringement went to
the jury.

Patent lawyerdliffer about whether thesesssumptions about judicial expertise
uniformity, and efficiency have proved valid. One clear consequendaidiman
howeve, has been a spike in appellate reversals. If claim construction is treated as fact
finding by the jury, then the construction can be reversed on appeal tn$yciearly
erroneousandnot supported by substantial evidence. However, claim construmtithe
judge is reviewedle novomeaning that the appellate cduithe Federal Circuit in patent
caseBl can substitute its judgment for that of the district cevifiout giving it any
deference Reversal rates for claims constructions regularly raaitit 50%, creating a
huge element of unpredictability that might be assumed to be an impediment to
settlement.Moreover, appeals of claim constructions are generally not heard until after
final judgment, resulting in timeonsuming and expensive remadsl retrials.

In the Supreme Court, foyublic companies supported Westview, the ultimate
winner: Matsushita Electric (now called Panasonic); United States Surgicatlieal
instrument manufacturefjirtouch, a wireless provideand Honeywell, Inca

manufacturer of automotive and airline parts. All fbadmarket capitalizations of a

16
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few billion dollarsin 1996 The major player on thether side was Exxon, whose market
capitalization exceeded 100 billion dollars even in 1996.

In their briefs, thedur winning amici emphasized the predictability that the judge
would bring to claim construction, and, conversely, the danger of turning lay jurors loose
on complex technical questions. In MatsushitaOs words, Othere has been a widespread
realization thatlecisions in complex patent trials by juries have become arbitrary games
of chance in which the merits are circumvented.O Exxon, with commendable prescience,
emphasized the problem of de novo review, which, it argued, would Oundermine[] the
accurate andrpdictable adjudication of infringement actions.O

The position of the fowvinners is readily understandable. As moderately large
corporations, we would have expected them to have a general aversion to juries. But
ExxonOs position is puzzling in two rests. First, one would think that a company like
Exxon would want to avoid juries in any context. Second, why was Exxon so concerned
about de novo review? As Exxon anticipated, de novo review has led to more appeals
and retrials, which has presumablydagatent cases longer and more expensfet.
wouldnOthe prospect of expensive litigation deter small actors from filing infringement
actions and, hencbee beneficial tdExxon, thditigant with the deepest pockets in
corporate history?

In the wake othe decision, the market rewarded fibier winners; they
experienced an abnormal positive return of 4.30%, which was significant at the .02 level.
As a portfolig the winnersO market capitalization increased by $246 miliixxonOs
return did not chargysignificantly. The most plausible inference is that investors agreed

that substantial corporations would generally benefit from less exposure to juries. In

17
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ExxonQs case, the company may be just too large for a decisidialkmanto make
any differere. Finally, it is worth noting that two of the three cases with significant
resultd eBayandMarkmarN involved patent litigatioprocedurerather than

substantive patent law issues such as patentability and the nature of infringement.

C. Gottschalk v. Beson

A third case that produced borderline significant results@atschalk v.
Bensonan early (1972) Supreme Court trdoution to the evolving law athe
patentability of computer prograbased inventionsThe Court (in apinion by the
inveteratelypatenthostile William O. Douglas) sustained the rejection of a claim to Oa
method for converting binasgoded decimal numerals into pure binary numerals,O
intended to be implemented by computer. The Court held that patenting the invention as
claimed wold be tantamount to patenting an abstract idéee CourtOs 1981 decision in
Diamond v. Dieh(which distinguishe®enso and the Federal Circuit®398 decision
in State Street Bank & Trust Co. v. Signature Financial Group langely superseded
Bensm and tilted the law much more in favor of the patentability of softkased
inventions.

Three amici filed in support of Benson, the patent applicant: Mobil Oil, IBM, and
the computer and circuit board manufacturer Applied Data. The latter two had an
obvious interest in promoting software patgihv dominated the early days of
software patenting; see Soma and Smith 1,988)le MobilOs economic interest is less
clearcut. No amici filed on the other sid@he market agreed (albeit weakly) that

software patentability was important to the thie@ngamici: they suffered a negative

18
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abnormal return of 5.82%, which was significant at the .06 I€lieé losers lost a
staggering $936 million (in 1972 dollars) in aggregate market capitalization, amumbe
attributable in large part to IBMOs leviathan status.

It is not surprising that only three companies came in as amici, since few
companies were involved in software patenting in 1&i2en that, it is somewhat
surprising that the mark&tok an appardnnterest in software patents at that early date.
It is a bitmore surprising thainly one public companfiled amicus briefs iDiehr'*
nine years later, and it is absolutely astonishing that none filsthia Streeih 1998.
Whereas only 262 sof@ave patents were issued in the ten years-B37@6% of them to
IBM)(Soma & Smith 1989), about 4500 per year were being issued in th99as
(Blatt 1995). Yet not a single public company saw the significance of the case (which

also revolutionized busess method patents) and thought it worthwhile to file.

VI.: Possible Objections

There are a feyossibleobjectionsto this study.First, perhapthe market
anticipated the decision thecases lackingbnormal returns. Thé#, the decisions
themseles did not come as a surpris® new informatiorwas conveyed when they mee
rendeed and, as a resuthere wereno effects. While this theory of complete
anticipation is plausiblen the abstrac¢tthe scholarly discussion and the agitation the

patentbar that has followed many of these cases suggests otherwise. In addition, for this

" Notably, Diamond v. Diehr, 450 U.S. 175 (1981) is ofiawo cases that showed significant abnormal
returns in an unexpected direction. In Diehr, Chevron filed on behalf of the eventual winning litigant, the
patent applicant Diehr. Over the five day window, Chevron experienced a significant and negative
abnomal return. In re Zletz, 893 F.2d 319 (Fed Cir. 1989) is the second case that went counter to
expectation. There, a single company, Phillips Petroleum, filed on behalf of the eventual winner and yet
experienced a significant negative abnormal returndditian to being theoretically untenable, both Diehr
and Zletz involved a single company filing as amicus, making us less confident in these results.

19



NBER Conference Draft

theory to explain the results, not only mustrierketanticipate which party will win the
litigation, they also must anticipate the changes to patent doctrine thevdburt
ultimately makeba rather hefty and risky task.

A more specific version of the anticipation theory is that the relevant players learn
the likely doctrinal path after observing oral argument or seeing the grant of certiorari
(i.e., if the Court gras certiorariin this case, it will definitely reverse and issue a bright
line rule). We checked for abnormal returfmdlowing argument and certiorari witto
change in theverallresults.

Unlike event studies of legislative changes (Dam and Jar@8g)(1Carow &

Heron (2002)), which do show an anticipation effect, appellate court decisions are not
debated in the public arena at many different points in time. They do not involve
multiple hearings, conference sessions, and subcommittee meetingsf whath might

be OtheO event the market reactdtare to the point, Wile the briefing and argument of
a case are public, tlappellatedecision is made in secret. There is often public
speculation about the outcome of a case, particularly a Supremnec@se, but
consultation with Supreme Court and Federal Circuit litigators aiuteeks confirms

that neither the timing nor the content of such decisions is subject to leakage.

Secondjn assessing theesults,note thatorporate event study spdts have
been skeptical of the value of studying judicial decisions as events. According to Bhagat
and Romano (2001/11:12),

judicial decisions are not Oevents,O except for the litigants for whom a

decision effects a wealth transfer. Decisions ipa@te law cases are not

likely to effect firms other than the litigants because other firms and

investors are able to contract around the rule and recalibrate the costs and

benefits. They are therefore only of limited value as subjects for the event
study methodologil we can use the methodology to learn how a specific
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decision affects the parties, but it will not be valid for analyzing the

decisionOs impact on nonlitigants.
Further complicating event studies of judicial decisions is the

interaction betwaethe court and state legislature . . . A judicial decision

with a significant adverse impact on firms stands an excellent chance of

being overturned . . .

We believe, however, that the patent decisions discussed here are sufficiently
different to be poperly characterized as events. Decisions about patentability and
enforcement standards can clearly have effects that go far beyond the litigjames.

Street for example, was believed to have altered radically the entire legal landscape of
business nt@ods, whileeBayhas been seen as fundamentally upsetting the balance of
power between patent trolls and their potential targets. Perhaps recognizing this reality,
the nontlitigants that we studied stood up and expressly stated that they cared about the
outcome of the cases in which they filed.

Moreover, despite the importance of licensing, in patent cases it is not always true
that Oother firms and investors are able to contract around the rule and recalibrate the
costs and benefits.O The scope afmability, for example, is not negotiable between
private parties. Although trade secret protection can be powerful in some contexts (the
Coke formula, to take the classic example), there is no private substitute for a patent, no
contractual means to @& broad exclusionary rights that are enforceable against the
world under a strict liability standard. Ask venture capitalists, who generally will invest
only in patented technologie#. the amicuscompanies we studied could easily
circumvent any deaisn, why did they bother to file amicus brief in the first place®d

finally, a patent decision stands very little chance of being OoverturnedO by Congress. On

the contrary, asBayillustrates, OreformO is more likely to originate in the courts, while
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Congress has shown little taste for revisiting such fundamental and controversial

decisions a€hakrabartyandState Street.

VIl.  Conclusion

As measured by stogkice,the filing of amicus brief by public companies
appears not to make a differencehie iggregate. However, it has made a significant
differene in a few casésthree out of 41to be precise. And in those cases, the
difference has been practically as well as statistically significaréBay for example,
the abnormal returns for thamming amici added up to more than a billion dollars in
additional market capitalizatiorin Bensonthat number approached a billiaa72
dollars (admittedly attributable mostly to IBMOs vast bulk, aMhitkmanit
approximated a quartdillion 1996 ddlars.

An initial question is why we observed no aggregate effect. It could be an artifact
of sample size. Although we used all patent cases in which there were adversarial amicus
briefs, there were onll1 such cases. Perhaps if someone does a sstuldy 50 years
from now significant effects will emerge simply because there will be many more cases.

It may also be the case that patent cases tend to be impenetrably complex to
everyone but patent lawyerdn most patent cases, it would be extremetiadilt to
give an investor a succinct summary of the practical effect of the decision, let alone its
likely impact on profitability. It is a far messier assessment than when, say, a company
reports earnings lower than expected. At best, the hypothetresitor would have to

seek an interpretation from a patent lawyer, and even then the practicalities might get lost
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in the arcana of patent law. What, for example, would a patent lawyer say about the
practical effects oFestoon any class of companieday be the case that, when it
comes to factoring patent decisions into investment strategy, the transaction costs are
often high and sometimes insurmountable.

It is therefore striking that the two most significant cases in our stighyand
Markman,announced straightforward rule$ procedure rather than obscyaent
doctrines. Any literate lawyer advising an investor could sagBhy,OItOs going to be
harder for patent owne¥sespecially troll§l to threaten infringers with being shut down.
TherewonOt be any more Blackberry cé&sEsenBensondsasic rulél no patents for
inventions that amount to mathematical algoritNnssimple by the standards of patent
law.

A second question is whether it is worthwhile for public companies to invest in
the filing of amicus briefs. Our answer is a resounding Oyes.O The cost of writing or
commissioning a brief was relatively trivial for most of the public companies in our
sample. The outcome of the case did not usually matter to the stock price of the filers,
but when it did three times out of 41lit really mattered. One does not have to be a shill
for the patent bar to urge corporate counsel for public companies to take the plunge and
file if they believe that the outcome of the case could affect the wegydihbusiness.

Finally, and for the same reasons, our findings lend at least modest support to the
proposition that the appellate courtsO interpretation of patent law makes a difference in
the real world. While it may be true that only a patent lawyen tave patent litigation,

everyone in the business world should pay attention Witen a billion dollars of
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wealth can be created within five days of a decision about the standards for injunctive

relief, that is strong statement that patent law matters
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Table 1
Abnormal Returns Usg Market Model
N CAR p-value Positive:Negative z-statistic for generalized sign test
Decision Date
Winners 27 -1.3% .18 13:14 -.082
Losers 22 -12% .40 10:12 -.187

Companies were dropped from the anayfnot traded around the time of the event or in the estimation peridch
took place 46 days before the event.
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