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Abstract

In intellectual property cases, there are two types of monetary remedy: damages and an 
accounting of profits. Damages represent the patentee’s loss and are the default remedy in 
the sense that a court is obliged to award damages on proof of infringement and consequent 
loss. This article reviews the law of damages in intellectual property cases. The focus is on 
patent cases, although the reasoning generally applies in trade-mark and copyright cases. It 
revises and updates an article published in 2001, particularly expanding the discussion of 
causation in light of recent Supreme Court jurisprudence. It is a companion to an article 
dealing with the accounting of profits remedy that appeared in issue 24(1) of this journal.

Résumé

Dans les litiges concernant la propriété intellectuelle, il existe deux types de recours 
pécuniaires : les dommages-intérêts et la comptabilisation des profits. Les dommages-intérêts 
représentent la perte subie par le breveté et le recours par défaut au sens où un tribunal a 
l’obligation d’accorder des dommages-intérêts sur présentation de preuves de la contrefaçon 
et de la perte conséquente. Le présent article passe en revue ce que prévoit la loi pour ce qui 
est de dommages-intérêts dans des causes concernant la propriété intellectuelle. L’accent y 
est mis sur des causes de brevets, mais le raisonnement s’applique généralement tout autant à 
des causes de marques de commerce et de droit d’auteur. Il s’agit d’une révision et d’une 
mise à jour d’un article publié en 2001. En particulier, la discussion sur le lien de causalité 
est élargie à la lumière de récente jurisprudence de la Cour suprême. Cet article accompagne 
un article traitant de la comptabilisation des profits, lequel a été publié dans le précédent 
numéro de ce bulletin.
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1.0	I ntroduction

In intellectual property cases, there are two types of monetary remedy: damages 
and an accounting of profits.1 Damages represent the patentee’s loss and are the 
default remedy in the sense that a court is obliged to award damages on proof of 
infringement and consequent loss.

This article focuses on damages in patent cases, although the reasoning generally 
applies in trade-mark and copyright cases. It revises an earlier article published in 
2001.2 A companion article deals with the accounting of profits remedy.3
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1.1	B asic Principles

Damage principles in intellectual property cases are generally consistent with a 
modern understanding of general tort principles. This was emphasized by the Eng-
lish Court of Appeal in Gerber Garment v. Lectra:

Infringement of a patent is a statutory tort; and in the ordinary way one would expect 
the damage recoverable to be governed by the same rules as with many or most other 
torts. We were referred to Halsbury’s Laws of England … to establish the elementary 
rules (1) that the overriding principle is that the victim should be restored to the posi-
tion he or she would have been in if no harm had been done, and (2) that the victim 
can recover loss which was (i) foreseeable, (ii) caused by the wrong, and (iii) not ex-
cluded from recovery by public or social policy. The requirement of causation is 
sometimes confused with foreseeability, which is remoteness.4

The plaintiff bears the burden of proving its loss, and damages are compensatory, 
not punitive.5

1.1.1	 Causation: The “But For” Test

The “but for” requirement, which establishes causation, is central in intellectual 
property damages. Only the harm caused by an infringement is compensable as 
damages. Damages are measured by the difference between the actual position of 
the plaintiff and the position of the plaintiff but for the infringement: the position 
of the plaintiff if the infringement had not occurred.6

The “but for” test requires an answer to the necessarily hypothetical question of 
what would have happened if the defendant had not infringed.7 Assessing what 
would have happened can be difficult to do because the market for products and 
services is dynamic, subject to the forces of competition and continuing innovation, 
and fluctuating in response to advertising, distribution, microeconomic factors in-
ternal to the business, and macro factors external to the business. The notion that 
the plaintiff would have continued in exactly the same manner as it was just prior to 
the infringement is rarely sound.

To investigate the “but for” position, it is necessary to determine how the plaintiff 
would have exploited the intellectual property. The answer is inferred from the op-
erating reality of the rights holder. Actual historical patterns are important evidence, 
of course, but business plans, strategic plans, budgets, mission and vision statements, 
and the like must also be considered. With long-established businesses, one can de-
termine the most likely exploitation plan by examining established strategy. With 
early-stage technology companies, one must rely much more on “what if” scenarios.

For these reasons, assessing damages in intellectual property cases requires a 
blend of judgment and principle. As Lord Shaw stated in Watson, Laidlaw & Co., 
“[t]he restoration by way of compensation is therefore accomplished to a large ex-
tent by the exercise of a sound imagination and the practice of the broad axe.”8
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1.1.2	O ther Limits on Recovery:  
Remoteness and Foreseeability

Causation is not the only limit on recovery. Losses that are in fact caused by an 
infringement may nonetheless be unrecoverable if they are too remote. As the quota
tion from Gerber v. Lectra indicates, in modern tort law “remoteness” is not a test 
but a label for the conclusion that losses that satisfy the causation requirement 
should nonetheless be excluded. A conclusion that a loss is too remote is always 
based on some reason of “public or social policy”; a simple assertion that a loss is 
“too remote” is not usually accepted as persuasive.9

The foreseeability requirement (a form of remoteness) is the best established 
limit on recovery in tort law apart from causation.10 Generally, however, it plays 
little role in intellectual property cases, because it is only the nature of the loss, and 
not its extent, that needs to be foreseeable.11 Because the nature of the typical loss 
in intellectual property cases—lost sales or licensing revenues—is always foresee-
able, the foreseeability requirement is usually easily satisfied.12

In Gerber v. Lectra, the Patent Court and the English Court of Appeal extensive-
ly discussed remoteness in patent cases, holding that while remoteness does operate 
in intellectual property cases separately from questions of causation or foreseeabili-
ty, it should not be based on an amorphous fear of “extending the monopoly of the 
patent”: so long as the damages are foreseeably caused by the infringement, “there 
is no question of setting up a monopoly at all—there is only an investigation into 
the effect of the invasion of one.”13

1.2	S ummary and Structure of Article

In summary, the plaintiff is presumptively entitled to all and only those losses in 
fact caused by the infringement. Loss of profits caused in fact by the infringement 
is the difference between the profit actually earned (“actual position”) and that 
which would have been earned but for the breach (the “but for” position).14 Specific 
losses caused by the infringement on this “but for” test may be excluded as being 
too remote. Foreseeability is a well-established limitation on remoteness, but it 
rarely comes into play in intellectual property cases. Other types of remoteness lim-
itations may in principle also come into play if some public or social policy so re-
quires, but actual examples of such limitations are rare. Furthermore, “extending 
the monopoly of the patent” is a dubious reason to refuse to award damages.

Thus, as a first step, a court hearing a damages reference must determine the 
plaintiff’s operating reality to find the basis for restoring the plaintiff to where it 
would have been but for the infringement. If the intellectual property was usually 
exploited through licensing, the award is based on a royalty award, as described in 
section 3.0 below. If the intellectual property was exploited through manufacturing 
and distribution, the referee can divide the infringer’s sales into those the rights 
holder would have captured absent the infringement, and those the rights holder 
would not have captured. For the sales the plaintiff would have captured, the court 
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will award lost profits, as described in section 2.0 below. For those sales the plaintiff 
would not have captured, the court will award the rights holder a reasonable royalty 
on the sales, also described in section 3.0. Finally, if the parties cannot establish 
either the lost profits or a standard licensing policy, the default remedy is the reason-
able royalty, again discussed in section 3.0. This scheme is diagrammed in figure 1. 
Section 4.0 discusses miscellaneous items, including taxes and transfer pricing.

2.0	L ost Profits

A plaintiff is entitled to recovery for its lost profits. If the plaintiff would usually 
have exploited the invention by selling the product itself, the plaintiff can claim 
damages for lost sales.15 A plaintiff can also recover lost profits for price reductions 
forced by the infringement, lost profits from higher production costs, sales of con-
voyed goods, loss of a springboard advantage, and, on appropriate facts, lost profits 
from subsidiary companies. Speaking broadly, lost profits are calculated as the full 
profit on the lost sales plus the lost profit on the plaintiff’s actual sales.

2.1	L ost Profits on Lost Sales

The burden is on the plaintiff to prove the number of sales that it would have cap-
tured but for the infringement. A plaintiff may be compensated for lost sales both 
inside and outside Canada.16 Usually, a plaintiff will prefer to receive an award of 
lost profits for lost sales rather than an award of a royalty for infringing sales, be-

Figure 1 S cheme for Damages

• � Goal:  to restore the person who has sustained injury and loss to the 
condition in which he or she would have been had he or she not so 
sustained it

• � Method:  determine the operating reality of the plaintiff as it would have 
been but for the breach

Operating reality

Use does not damage plaintiff	 ➝	 Reasonable royalty

Use damages plaintiff	

	 1.	 If plaintiff would have licensed	 ➝	 Apply royalty (effectively, the
 		  at a given rate		  reasonable royalty)

	 2.	 If plaintiff would have exploited	 ➝	 Lost profits
		  through manufacture and sales		

	 3.	 If operating reality of plaintiff is	 ➝	 Reasonable royalty
		  not definitive (parties cannot 

prove 1 or 2)
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cause a royalty typically splits the profit of the defendant between the plaintiff and 
the defendant.

The defendant is not an insurer against a general market crash, nor can the plain-
tiff complain of sales lost from legitimate competition. Changed external factors, 
such as an economic depression that reduces sales generally, or a rise in the price of 
raw materials that increases the plaintiff’s production costs, must be taken into 
account in determining what the plaintiff’s profits would have been but for the 
infringement. Conversely, if the market for the plaintiff’s product is generally ex-
panding, extrapolation of an increasing sales trend may be appropriate in determin-
ing what would have happened but for the infringement, subject to internal capacity 
and other similar internal factors.

As always, the fundamental question is, “What would in fact have happened but 
for the infringement?” This should be answered in a holistic fashion having regard 
to all relevant factors, both company-specific and external. These factors will offer 
opportunity for profit and present constraints and risk of loss. Where possible, the 
answer should be based on an economic model that captures the dynamic interplay 
of market forces as one might reasonably anticipate them to have played out over 
the relevant period with the benefit of hindsight.

Care is needed in using hindsight to reconstruct the “but for” model. Because the 
question is what the plaintiff would have done at the time of the decision, only the 
information available to the plaintiff at that time should be considered in determin-
ing what decision would have been made. The parties cannot argue for a course of 
action that hindsight shows would have been most advantageous, if all consider-
ations known at the time pointed in another direction.

Though the decisions that the plaintiff would have taken but for the infringement 
are assessed without the benefit of hindsight, the consequences of those decisions 
are assessed with the full benefit of hindsight. For example, if a licensing agreement 
would have been entered into but for the infringement, the royalty that would have 
been charged is based on a hypothetical negotiation carried out with the information 
available to the parties at that time, although the sales on which the royalties are 
payable are the actual sales—sales determined with the benefit of hindsight—during 
the period of infringement.17

These general principles imply that all factors that would have affected the 
plaintiff’s profit should be taken into account in determining what profits the plain-
tiff would have made but for the infringement. In AlliedSignal, Heald D.J. enumer-
ated a list of such factors that had been considered in prior Anglo-Canadian 
decisions:18

	 1.	 advantages of the patented products over competing products;19

	 2.	 the advantages of the infringing product over the patented product;20

	 3.	 the market position of the patentee;21
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	 4.	 the market position of the infringer;22

	 5.	 the market share of the patentee before and after the infringing product entered 
the market;23

	 6.	 the size of the market both before and after the infringing product entered the 
market;24 and

	 7.	 the capacity of the patentee to produce additional products.25

Heald D.J.’s opinion in AlliedSignal provides an illustration of how factors un
related to the infringement may affect damages. He found that the patented product 
had significant advantages over the non-infringing alternatives.26 However, the infring
ing product had superior quality control compared with the plaintiff’s product.27 
Heald D.J. found that for at least one important customer the quality problems with 
the plaintiff’s product were sufficiently serious that the evidence did not establish 
that but for the infringement, the plaintiff would have made the sales actually filled 
by the defendant. Consequently, the plaintiff was awarded a reasonable royalty 
rather than lost profits in respect of that customer.28

It is relatively straightforward to show that there was market demand for the in-
fringed products if the court has evidence of the infringing sales.29 However, other 
items require much more detailed and careful market analysis. For example, show-
ing that the plaintiff would have captured the defendant’s sales requires proving that 
the intellectual property has market power, or that it could influence the market and 
draw sales to the item. This argument depends heavily on the definition of the market
place, including consideration of possible substitutes, classes of customers, demand 
and supply elasticities, and divisions by geography.30 If the product in question is a 
widely distributed and purchased consumer product, it would generally be appropri-
ate to look to market research, surveys, and market share analysis. In contrast, if the 
infringing products are expensive, infrequently purchased items, it may be possible 
and appropriate to gather evidence on individual sales from specific customers.31 
The choice between these two methods of analysis depends on the case at bar.

The intellectual property owner must also demonstrate how it would satisfy mar-
ket demand to capture these sales.32 Alternatives include in-house production with 
existing or expanded capacity, outsourcing, joint venturing, and the like. The most 
appropriate basis will depend on the operating reality of the rights holder. The 
quantum of lost profits will be a function of the method by which demand is 
satisfied.

Having decided, numerically, on the lost sales and resulting revenues, the court 
needs to determine profits to assign to them, usually on a profit per item basis. In 
order to determine profit, cost needs to be determined. In the determination of cost 
there is a choice between costing methodologies, which arises similarly when dis-
gorged profits are determined in an accounting of profits. Those methodologies 
include both absorption and differential methods as well as certain opportunity or 
economic-related costs.33
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The time over which the profits would have been earned, the circumstances of 
the plaintiff, physical sales volumes, and capacity constraints—the operating reality 
of the plaintiff—will push one to a logical choice between absorption and differen-
tial accounting. They are not really alternatives in the computation of damages: 
there is an appropriate place for the application of each. In Domco, Collier J. held 
as much, saying that the appropriate methodology depended on each case’s “own 
particular facts and circumstances.”34

As a general principle, over a short term, the variable cost or differential costing 
method is appropriate. Where costs are truly fixed and would have been incurred by 
the plaintiff in any event, then it is likely inappropriate to deduct these costs a sec-
ond time from the damage award. Over a long term, the absorption method or full 
costing method would be appropriate. In fact, it would be equivalent to the differen-
tial method because over the long term many fixed costs become variable. Where 
fixed costs need to be incurred to generate profits, they are an appropriate deduc-
tion. The applicability of certain opportunity or economic-related costs will depend 
on the facts; there is no general rule.

If, owing to the infringement, the plaintiff put its assets to an alternative profit-
able use, then a strict interpretation of the principle of restoration suggests that 
these profits should also be deducted from the award to arrive at an amount that will 
restore the plaintiff to where it would be but for the infringement.35 Presumably, the 
basis for this argument would be proof that the plaintiff had in fact enjoyed this 
“opportunity benefit” which it would not otherwise have enjoyed. However, there is 
no example of this explicit argument in the surveyed intellectual property case law 
or literature.

It should be noted that the advantages of an invention are often reflected as much 
in increased sales as in increased price. Indeed, depending on the patentee’s busi-
ness strategy and operating reality, there may be no extra profit per unit sold at all, 
if the innovation is used to capture market share rather than increase the percentage 
of profit per unit.

One should not be confused by the use of subsidiary tests in U.S. law. The United 
States uses the same “but for” test as the fundamental principle in determining cau-
sation. However, the courts have also devised “subsidiary tests,” such as the Pan-
duit test, that state that given a particular set of facts, causation is inferred.36

2.1.1	R elevance of Defendant’s Non-Infringing Alternatives

It is not just the plaintiff’s alternatives and strategies that affect the “but for” scen-
ario; often, the defendant’s hypothesized behaviour but for the infringement will 
also affect the plaintiff’s “but for” profits. For example, if the defendant was an es-
tablished company with a good reputation and a sound product aggressively enter-
ing the market, it may be reasonable to infer that the defendant would have captured 
a portion of the market even without an infringing feature,37 while a new company 
without a reputation would have encountered more difficulty in making sales in the 
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absence of an infringing feature.38 As another important example, it will often be 
necessary to consider the non-infringing alternatives available to the defendant at 
the time of the infringement in determining what the defendant would most likely 
have done but for the infringement. A defendant with a very close non-infringing 
substitute available to it might well have captured a substantial part of the market 
with the non-infringing product that it in fact captured with the infringing product. 
On the other hand, if there is no close non-infringing substitute, the defendant might 
not have entered the market at all. The plaintiff’s “but for” profits will be quite dif-
ferent in the two cases.

The 1888 decision of the House of Lords in United Horse-Shoe & Nail v. John 
Stewart & Co.39 is often cited (for example, in Domco Industries40 and Jay-Lor41) for 
the principles that damages are computed on the assumption that the infringer had 
not entered the market at all,42 and that it is not relevant that the plaintiff would have 
been equally hurt by the defendant if the defendant had produced non-infringing 
products. On this point, however, United Horse-Shoe may be inconsistent with 
modern Canadian cases and perhaps should not be followed in Canadian law today. 
The difficulty with the decision is that the defendant’s non-infringing alternatives 
are clearly relevant in fact to what would most probably have happened but for the 
infringement. Ignoring this factor is inconsistent with the general principle that the 
plaintiff is to be put in the position it would have in fact been in but for the infringe-
ment, as best as this can be determined.

The United Horse-Shoe distinction conflicts with decisions in other cases. In 
Meters Ltd. v. Metropolitan Gas Meters Ltd., for example, the patented invention 
was a small but important part of a gas meter.43 The defendants had sold 19,500 in-
fringing meters and the plaintiff patentee claimed lost profits on the diverted sales. 
Eve J. noted that while the patented mechanism was an attractive feature that was 
important to many customers, the defendant had strong ties with some customers 
and its meters had their own attractive qualities apart from the infringing part.44 In 
the end, he found that 16,000 of the meters would have been sold by the defendant 
even had it not infringed, and 3,500 of the defendant’s sales would have gone to the 
plaintiff but for the infringement. Eve J., affirmed on this point by the Court of Ap-
peal, held that the lost profit on the whole meters should be awarded only in respect 
of the 3,500 diverted sales.45

More broadly, United Horse-Shoe seems to contradict the approach to causation 
taken by the Supreme Court of Canada in the context of accounting of profits and 
equitable compensation remedies for intellectual property. While these are not dam-
ages cases, the Supreme Court has recently stated that the same causation principle 
underpins all non-punitive remedies.46

In Cadbury Schweppes v. FBI Foods,47 the defendant had wrongfully used confi-
dential information in order to develop a competing product. The plaintiff sought an 
award of the full market value of the information in question.48 The Supreme Court 
held that the plaintiff was entitled to compensation reflecting the lost profit on sales 
made by the defendant that would otherwise have gone to the plaintiff. The nature 
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of the harm claimed was thus exactly the same as is claimed by a patentee claiming 
lost profits during a period of infringement.49

The trial judge had found that if the defendant had not misused the confidential 
information, the defendant would have independently developed a competing prod-
uct within 12 months. The Supreme Court affirmed, noting that

[m]oral indignation is not a factor that is to be used to inflate the calculation of a com-
pensatory award. The respondents’ entitlement is to no more than restoration of the 
full benefit of this lost but time-limited opportunity.50

It is important to note that the juice sold after the expiry of the 12-month period was 
in fact based on the confidential information; the defendant never actually under-
took to independently develop its own juice recipe. The basis for the 12-month lim-
itation was that the defendant would, hypothetically, have done so, but for the 
misuse of confidential information.

The Supreme Court also looked to the hypothetical actions of the defendant in 
Schmeiser, an accounting of profits case.51 In Schmeiser, the defendant grew 
herbicide-resistant canola that infringed the plaintiff’s patent.52 However, there was 
no evidence to show that the defendant took advantage of the herbicide resistance 
by spraying, and he sold the canola seeds for crushing rather than as seed, so the 
sale price of the infringing canola was no higher than that for unpatented seed.53 
The plaintiff argued that it was entitled to all of the defendant’s actual profits re-
gardless of whether the defendant gained material advantage from the infringement. 
However, the Supreme Court held that the plaintiff was entitled only to the differ-
ence between the profits the defendant actually made and those that he would have 
made but for the tort. On the facts, the defendant would have made identical profits 
if he had not infringed, and the plaintiff was awarded zero profits.

2.1.2	L ost Profits Resulting from Price Reductions

A successful plaintiff can also claim damages for price reductions forced by compe-
tition from the infringer.54 Such a price reduction may be considered to be caused 
by the infringement, notwithstanding that the direct cause of the price reduction 
was the plaintiff’s decision.55

There is case law to the effect that, for this head of damages to be sustained, the 
plaintiff’s price reduction must have been reasonable in the circumstances,56 must 
have been in response to the defendant’s lower price, and must not lower the plain-
tiff’s price below that of the defendant.57 However, these cases followed the “natur-
al and direct” remoteness test that has been supplanted in modern tort law. In the 
absence of more recent case law, detailed discussion of this point is difficult. It can 
be said that losses from price reductions are not generally too remote, though in 
particular instances they may be.58

It appears that there has never been a Commonwealth case where it was success-
fully alleged that the effect of the competition was only to prevent the plaintiff from 
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making price increases. This argument was accepted as a possible ground of dam-
age by both parties in the AlliedSignal reference, but Heald D.J. did not rule on the 
issue because there was insufficient evidence.59 Similarly, this head of damages was 
accepted as a possibility in the South African Court of Appeal, but again failed for a 
lack of evidence.60 However, American courts have awarded damages for such price 
effects where sufficient proof of the effect has been offered.61

As narrowly interpreted in the existing case law, this head of damages rests on 
evidence of the timing of the price reductions compared with the price in the mar-
ket. A court may reduce the award from what it otherwise would have been if it 
thinks that the plaintiff’s reduction in price led to an increase in the size of the mar-
ket,62 essentially taking into account the plaintiff’s mitigation efforts. Holding the 
market size constant, if the reduction was only partly due to the infringing acts of 
the defendant, an award may be made with respect to the part of the loss that results 
from such reduction.63 The profit from a justified higher price may be claimed for 
both the sales the plaintiff actually made and the sales it would have made but for 
the infringement.

2.2	I ncreased Costs

Lost profits on account of increased costs of the plaintiff caused by lower volumes 
resulting from the defendant’s infringement can also be a successful point of claim. 
These higher costs are often called a “loss of economies of scale.” Manufacturing 
economies of scale can include:

•	 lower bulk purchasing prices from suppliers;

•	 lower labour and material costs resulting from better utilization when manu-
facturing at higher batch sizes;

•	 costs of start-up and shut-down if the manufacturing facility is sometimes 
idled due to lower production volumes; and

•	 higher error ratios and therefore higher costs per run.

Other expenses may increase absolutely or relatively to meet competition from 
the infringer and can be included in a damage claim. These include heavier adver-
tising expenses, adding sales personnel, the increased use of discounts, or increased 
investment in a distribution system to improve service. Similarly, an award for in-
creased financing costs was made in the Domco case.64

2.3	L ost Profits from Lost Convoyed Sales

Convoyed sales are sales of goods that are typically or often sold with an infringing 
item, but the goods themselves are not caught by the intellectual property in ques-
tion. The issue is particularly important in industries where a patented product is 
sold at a modest price, with most of the profit being generated by a service contract 
or sale of supplies.65
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The issue of convoyed sales gained prominence in the English case of Gerber v. 
Lectra.66 Although it has been argued that convoyed sales are always too remote,67 
Jacob J. held that under the principles of modern tort law, all damages are compen-
sable if they were foreseeable and caused in fact by the infringement, and that dam-
ages for the loss of convoyed sales are no exception to this general principle.68 
Jacob J.’s reasoning was unanimously approved by the English Court of Appeal on 
this point.69 Lost profits from convoyed sales were also recently awarded in the 
Canadian Jay-Lor case.70

2.4	L ost Profits from Springboard Damages and 
Early-Adopter Advantages

A patentee or other intellectual property holder may enjoy residual advantages even 
after the formal term of protection is over. After expiry of a patent, competitors are 
entitled to enter the market, but it will take time for them to build up a customer 
base and start taking a share of the previously protected market. Infringement 
allows a competitor a head start in gaining market share; a competitor who in-
fringed prior to the expiry will have a larger market share on expiry than one who 
started competing only the day the patent expired. Conversely, the patentee will 
have a smaller market share in the period just subsequent to expiry than it would 
have had in the absence of infringement.

The quantum of this residual advantage to the infringer is a function of the market 
share wrongly taken, the duration of the advantage, the infringer’s profitability, the 
plaintiff’s market response, and other factors. The plaintiff’s loss is a function of the 
plaintiff’s unique responses to the infringer’s actions. The compensable damages 
are the result of dynamic factors—internal and external to the plaintiff. Damages of 
this nature are known by various descriptive terms: “springboard,” “head start,” 
“bridgehead,” or “accelerated entry” damages.

The issue was raised and springboard damages were awarded by Jacob J. in 
Gerber,71 and were unanimously and expressly approved by the Court of Appeal. 
They have been awarded for patent infringement in the United States,72 and have 
been accepted as a possible head of patent infringement damages—though not 
awarded—in Canada.73

Successful technology companies have demonstrated the importance of being an 
early entrant into a market and capturing market share. Convincing customers to be 
early adopters of their product often ensures continued customer loyalty. Once tech-
nology is embedded in a customer’s operations or product, it can be difficult and 
expensive to dislodge. Customers who have successfully integrated a particular 
software technology are generally, subsequent to adoption, a recurring source of 
service, upgrade, and consulting revenues. A plaintiff who is denied early market 
entry and customers’ early adoption of its technology will have lost the broad base 
of benefits thereof. The view that such losses, as with “springboard” losses, should 
be compensable in damages is consistent with the principle that the plaintiff is pre-
sumptively entitled to all losses caused in fact by the infringement.
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2.5	L osses of Subsidiary Companies

The English Court of Appeal in Gerber74 unanimously held that the parent of a sub-
sidiary can recover damages in respect of losses at a subsidiary company even if the 
subsidiary has no cause of action against the defendant on the general principle that 
the plaintiff may recover all losses caused by the infringement. The more difficult 
question is in respect of the standard of proof needed to support such a claim. While 
the point is not definitively established in Canada, the weight of authority is that the 
plaintiff must explicitly prove the quantum of damage to the subsidiary that would 
flow through to the parent company.

In Gerber itself, Staughton L.J. would have adopted a rebuttable presumption 
that a dollar lost by a wholly owned subsidiary is equal to a dollar lost by the par-
ent,75 but Hobhouse L.J. and Hutchison L.J. in the majority held that explicit proof 
was required. In Mars Inc. v. Coin Acceptors Inc., the U.S. Court of Appeals for the 
Federal Circuit also held that a patentee cannot claim profits lost by a subsidiary 
simply on the basis that such profits must “inherently” flow through to the parent 
company.76 The rationale for requiring explicit proof of losses is that because of the 
impact of taxes and corporate structure, one dollar lost to the subsidiary does not in 
fact necessarily represent one dollar lost to the parent. The problem is compounded 
when the subsidiary is less than 100 percent owned by the parent. The argument in 
favour of the presumption advocated by Staughton L.J. is that difficulties of proof 
might result in real losses being denied.

In the Canadian case of Domco v. Armstrong, Prothonotary Preston allowed 
Domco to claim $625,000 for damages suffered by the subsidiaries. Collier J. dis
allowed this award on appeal, stating:

The damages are only recoverable by the legal entities who incurred them. Further, the 
contention that Domco would have been paid increased dividends, or enlarged its 
equity, is too speculative, if not too remote. The subsidiaries could have applied the 
“lost” profits in many ways, purely for their own advancement or benefit.77

This does not appear to establish a per se bar against recovery of profits lost by 
subsidiaries. The principle relied on by Collier J., that “damages are only recover-
able by the legal entities who incurred them,” was also stressed by the majority in 
Gerber, as was the speculative nature of the quantum of the loss. As Collier J. also 
noted that there was nothing in the plaintiff”s pleading advancing this kind of loss, 
this decision is consistent with the view that such damages may be recoverable, but 
must be proven .

Thus it appears likely that losses suffered by a subsidiary, if properly pleaded 
and proven, would be accepted in Canada as a proper head of damages to a parent. 
However, that there is some suggestion in Domco, as well as in Mars Inc. v. Coin 
Acceptors Inc., that such losses could be too remote as a matter of law, though in 
neither case was it necessary to deal with this question because of the failure of 
proof. Gerber, of course, is good authority for the proposition that such losses are 
not too remote.
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2.6	L ost Post-Trial Profits—Future Profits

In principle, damages encompass a loss of future profits on sales that, but for the 
infringement, would have been made after the date of the trial. Where there are lost 
profits after a date of trial that are clearly attributable to an infringement, they are 
best computed by application of a discounted cash flow technique. Care needs to be 
taken in this exercise because the projection entails the interaction of many vari-
ables. The discount rate must be carefully chosen to reflect only the relevant execu-
tion and market risks. It should not be so large as to eliminate too much of the very 
profit being computed. The discount rate will very much depend on the quality of 
the financial inputs. Where there are clearly lost future profits but they cannot be 
specifically traced to identifiable sales, or specific assets, tangible or intangible, the 
lost future profits are often characterized or quantified under the nomenclature of 
“goodwill.” In principle, lost goodwill attributable to the infringement should also 
be compensable in the same manner as lost future profits from identifiable assets. 
However, it may be difficult to establish the value of the lost goodwill because of 
lack of specificity. Again, discounted cash flow techniques are usually the best tool 
for computing the value of lost goodwill.78

3.0	R oyalties

Royalty calculations are generally made in three contexts: (1) where the plaintiff 
typically exploits its intellectual property through licensing; (2) where the plaintiff 
exploits its intellectual property directly, but the defendant has made sales that 
would not have been captured by the plaintiff in any case (either because an indi-
vidual purchaser would not have purchased from the plaintiff, or because the de-
fendant has made sales into a market that was not or could not be accessed by the 
plaintiff); and (3) where the parties have failed to prove lost profits.

The method for determining reasonable royalties has been given a number of 
formulations in different cases. A recent method is the “hypothetical negotiation,” 
where a reasonable royalty rate is “that which the infringer would have had to pay 
if, instead of infringing the patent, [the infringer] had come to be licensed under the 
patent.”79 Or, as was said by Falconer J. in the reference in Catnic Components:

I have to consider “what would have been the price which … could have reasonably 
been charged” for the plaintiffs’ permission to use the patented invention as the 
defendants did. In his opinion in the General Tire case Lord Salmon thought that it 
followed from Fletcher Moulton L.J.’s judgment that in a case where there is no estab-
lished market rate the assessment must be on the basis of what royalty a willing licen
see would have been prepared to pay and a willing licensor to accept.80

It should be emphasized that the fundamental concept is that of a reasonable roy-
alty. The concept of a hypothetical negotiation is not a rule respecting damages, but 
is simply a technique for arriving at a reasonable royalty, albeit one that has wide 
application. In General Tire the concept was appropriate, because the patentee was 
clearly willing to licence, though there was no established market rate. But as the 
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U.S. Federal Circuit has emphasized, the hypothetical negotiation approach may be 
strained beyond usefulness when it is established on the facts that the patentee 
would not have granted a licence on any terms for the use made by the defendant.81 
In some cases, the price at which the rights holder acting reasonably would have li-
censed its intellectual property is higher than the maximum price that the particular 
infringer would have been willing, or perhaps able, to pay—for example, when the 
defendant cannot exploit the invention as effectively as the patentee.82 As discussed 
in section 3.7 below, the treatment of this situation depends on the remedial theory 
being applied; generally, however, the principle of compensation and the “but for” 
test implies that the court should act to restore the licensor to where it would have 
been absent the infringement, not to where the licensor would have been if it had li-
censed the infringer.

3.1	E stablished Licences

Strong evidence of the market rate for a licence exists if the plaintiff has an estab-
lished history of negotiating licences for products comparable to the one that has 
been infringed. The most straightforward application of historical licences occurs 
where the patentee routinely granted licences at a certain rate. As stated by Fletcher 
Moulton L.J. in Meters v. Metropolitan Gas Meters Ltd.:

There is one case in which I think the manner of assessing damages in the case of 
sales of infringing articles has become almost a rule of law, and that is where the pat-
entee grants permission to make the infringing article at a fixed price—in other words, 
where he grants licenses at a certain figure. Every one of the infringing articles might 
then have been rendered a non-infringing article by applying for and getting that per-
mission. The court then takes the number of infringing articles, and multiplies that by 
the sum that would have been paid in order to make the manufacture of that article 
lawful, and that is the measure of the damage that has been done by the infringement.83

However, it must be emphasized that there is no rule that whenever the rights 
holder has granted a licence in the past, it is limited to an award of reasonable roy-
alties. The question is whether the historical patterns of licensing establish that the 
plaintiff would have granted a licence to the defendant on the established terms if it 
had been approached at the time of the infringement. A pattern of granting licences 
is good evidence that the rights holder would have granted a licence if the defendant 
had approached it; an occasional grant of a licence in special circumstances is not.

Note also that a normal rate can only be taken as evidence of the rate the plain-
tiff would have agreed to if the defendant’s use fell within the normal terms of the 
licence. When the defendant’s use would have been a breach of standard licence 
terms, it is unreasonable to suppose that the plaintiff would have agreed to license 
such a use at the standard rate.84

Licences negotiated to settle litigation have been held by the House of Lords not 
to be indicative of the “going rate”85 because such rates are not embracing of all the 
dynamics that would have been at play at the time of the infringement. An example 
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of this occurred in the case of Consolboard v. MacMillan Bloedel.86 The court had 
evidence of three alternative, negotiated royalties. The first licence was negotiated 
with the former employer of the inventor, who had a strong claim to “shop rights” 
in the invention, while the third amount was negotiated partly to avoid litigation 
over the validity of the patents in question.87 In both cases, the negotiated rates 
would have reflected these particular circumstances, and the court rejected these 
royalties as not reflecting an agreement between a willing licensee and licensor bar-
gaining on equal terms. This was upheld by the Federal Court of Appeal, which 
adopted the statement of Lord Wilberforce in General Tire:

These are very useful guidelines, but the principle of them must not be misapplied. 
Before a going rate of royalty can be taken as the basis on which an infringer should 
be held liable, it must be shown that the circumstances in which the going rate was 
paid are the same or at least comparable with those in which the patentee and the in-
fringer are assumed to strike their bargain.88

3.2	T he Hypothetical Negotiated Licence

If the evidence does not establish a historical rate that would have applied, then 
damages will be based on the reasonable royalty. It is often appropriate to calculate 
a reasonable royalty as the rate that would have been agreed to by the parties if they 
had negotiated a licence at the time of the breach.89 This is also the approach taken 
in the United States.90 Extrapolating from the definition of fair market value, a fair 
market royalty might be defined as the highest royalty in an open unrestricted mar-
ket between informed and prudent parties acting at arm’s length under no compul-
sion to license, expressed in terms of money or money’s worth. The fair market 
royalty could be expressed as a rate as well, provided that the base against which it 
is applied is clear.

The notional date at which the royalty rate would be struck is the date of the first 
infringement. This can be very important in the licensing of risky technology, be-
cause the licensee will usually obtain favourable terms for bearing substantial risk.91

A “hypothetical negotiation” is not thought of as occurring between parties in 
isolation. Instead, it is presumed to take place in an open and unrestricted market 
where all prospective licensees will notionally participate. The presence of non-
infringing alternatives to the use of the intellectual property must be considered and 
will tend to put a ceiling on the amount that a licensee would be willing to pay for 
the intellectual property.92 Balancing the licensee’s ceiling is the licensor’s floor. 
That floor would notionally be established by considering all the avenues of exploi-
tation reasonably available to the licensor, having regard for the licensor’s then op-
erating realities.

Suppose, for example, that a licensor is faced with two potential licensees in the 
same market—one is a large, efficient corporation and the other is small and inef
ficient. Assume that the first licensee is thus able to generate larger excess profits 
through use of the intellectual property than the second potential licensee. If both 
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potential licensees are equally able to enter relevant markets, the more efficient firm 
will be a more attractive licensee than the less efficient firm, and the royalty negoti-
ated with the efficient licensee will likely be higher than that which would be nego-
tiated with the inefficient licensee in isolation. Although the less efficient firm may 
well be able to negotiate a licence fee from the rights holder, the royalty it ought to 
pay will be increased by the presence of the more efficient firm as an alternative in 
the licensing market.93 As Referee Duclos stated in J.R. Short Milling Co.:

It is true that royalty is a matter generally spoken of by the Court and text books as 
that proportion of profits which the market will stand.94

Similarly, Lord Wilberforce in General Tire overturned a royalty rate analysis that 
discounted the effect of the market. He stated:

My Lords, this passage is, in my opinion, unsupportable in law or in fact. In law it 
rests upon the hypothesis that what has to be considered, in measuring the loss a pat-
entee sustains through an infringement, is some bargain struck between some abstract 
licensor and some abstract licensee uncontaminated by the qualities of the actual 
actors. But this is not so. The “willing licensor” and “willing licensee” to which refer-
ence is often made (and I do not object so long as we do not import analogies from 
other fields) is always the actual licensor and the actual licensee who, one assumes, 
are each willing to negotiate with each other—they bargain as they are, with their 
strengths and weaknesses, in the market as it exists. It is one thing (and legitimate) to 
say of a particular bargain that it was not comparable or made in comparable circum-
stances with the bargain which the court is endeavouring to assume, so as, for ex-
ample, to reject as comparable a bargain made in settlement of litigation. It is quite 
another thing to reject matters (other than any doubt as to the validity of the patent it-
self) of which either side, or both sides, would necessarily and relevantly take into ac-
count when seeking agreement.95

There is no sharp distinction between this hypothetical negotiation approach to 
determining the lost royalty and the historical licence approach. The task is always 
for the court or referee to determine the bargain that would most likely have been 
agreed to and the difference is in the evidence relevant to establishing the royalty. 
When it can be established that the plaintiff habitually granted licences at a normal 
rate, then this normal rate is the best evidence of the rate that the plaintiff would 
have agreed to, and there is no need to inquire as to idiosyncratic aspects of the 
business position of the two parties. When a normal rate cannot be established, then 
more detailed evidence is required to establish the outcome of the negotiation that 
would have taken place but for the infringement. Licence terms historically agreed 
to by the plaintiff may be relevant even if the circumstances are sufficiently differ-
ent that they cannot be taken as establishing a normal royalty.96 The difference is 
simply in the weight attributable to historical licensing practices.

A list of general factors that may be considered in determining the hypothetically 
negotiated royalty was given by the court in the U.S. case of Georgia-Pacific Corp. 
v. United States Plywood Corp.:97
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	 1.	 The royalties received by the patentee for the licensing of the patent in suit, 
proving or tending to prove an established royalty.

	 2.	 The rates paid by the licensee for the use of other patents comparable to the 
patent in suit.

	 3.	 The nature and scope of the license, as exclusive or non-exclusive; or as re-
stricted or non-restricted in terms of territory or with respect to whom the 
manufactured product may be sold.

	 4.	 The licensor’s established policy and marketing program to maintain his patent 
monopoly by not licensing others to use the invention or by granting licenses 
under special conditions designed to preserve that monopoly.

	 5.	 The commercial relationship between the licensor and licensee, such as, 
whether they are competitors in the same territory in the same line of business; 
or whether they are inventor and promoter.

	 6.	 The effect of selling the patented specialty in promoting sales of other products 
of the licensee; the existing value of the invention to the licensor as a generator 
of sales of his non-patented items; and the extent of such derivative or con-
voyed sales.

	 7.	 The duration of the patent and the term of the license.

	 8.	 The established profitability of the product made under the patent; its commer-
cial success; and its current popularity.

	 9.	 The utility and advantages of the patent property over the old modes or devices, 
if any, that had been used for working out similar results.

	10.	 The nature of the patented invention; the character of the commercial embodi-
ment of it as owned and produced by the licensor; and the benefits to those 
who have used the invention.

11.	 The extent to which the infringer has made use of the invention; and any evi-
dence probative of the value of that use.

12.	 The portion of the profit or of the selling price that may be customary in the 
particular business or in comparable businesses to allow for the use of the in-
vention or analogous inventions.

13.	 The portion of the realizable profit that should be credited to the invention as 
distinguished from non-patented elements, the manufacturing process, busi-
ness risks, or significant features or improvements added by the infringer.

14.	 The opinion testimony of qualified experts.

15.	 The amount that a licensor (such as the patentee) and a licensee (such as the 
infringer) would have agreed upon (at the time the infringement began) if both 
had been reasonably and voluntarily trying to reach an agreement; that is, the 
amount which a prudent licensee- who desired, as a business proposition, to 
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obtain a license to manufacture and sell a particular article embodying the pat-
ented invention- would have been willing to pay as a royalty and yet be able to 
make a reasonable profit and which amount would have been acceptable by a 
prudent patentee who was willing to grant a license.

This list of general factors emphasizes a reliance on profits and precedent to set 
a royalty. Notably, the hypothetical negotiation between a licensor and licensee is 
identified as only one of many factors to consider. Some U.S. courts have placed 
less emphasis on comparable licences, and more emphasis on the expected profits 
from the licence and the marketplace as a whole.99

Lord Wilberforce in General Tire has provided a similar description of the rel-
evant evidence:

This evidence may consist of the practice, as regards royalty, in the relevant trade or in 
analogous trades; perhaps of expert opinion expressed in publications or in the witness 
box; possibly of the profitability of the invention; and any other factor on which the 
judge can decide the measure of loss. Since evidence of this kind is in its general na-
ture general and also probably hypothetical, it is unlikely to be of relevance, or if rele-
vant, of weight in the face of [evidence of normally granted licences]. But there is no 
rule of law which prevents the court, even when it has the evidence of licensing prac-
tice, from taking these more general considerations into account. The ultimate process 
is one of judicial estimation of the available indications. …

[Quotes Fletcher Moulton L.J. in Meters.100]

A proper application of this passage, taken in its entirety, requires the judge assess-
ing damages to take into account any licenses actually granted and the rates of royalty 
fixed by them, to estimate their relevance and comparability, to apply them so far as 
he can to the bargain hypothetically to be made between the patentee and the infringer, 
and to the extent to which they do not provide a figure on which the damage can be 
measured, to consider any other evidence, according to its relevance and weight upon 
which he can fix a rate of royalty which would have been agreed.101

3.3	R easonable Royalties on a Cost Basis

A common method for determining the value of assets is the cost, or replacement 
cost, approach, which values the asset by assessing how much it would cost to re-
produce the future benefits from the asset. For intellectual property, however, this 
approach is generally inappropriate for two main reasons. First, the direct and indi-
rect development costs expended to produce intellectual property are very difficult 
to define and equally difficult to track—for example, when a particular invention 
was preceded by a long and expensive string of failures. More fundamentally, the 
development cost of intellectual property is often unrelated to the value. The costs 
might be disproportionately large102 compared with the property’s future economic 
return, or disproportionately small: “The elephant may have labored long and 
brought forth a mouse—and it is only a mouse that is on the table.”103
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3.4	I ndustry-Standard Rates

An indication of reasonable royalties may be found by examining comparable 
licences within a given industry. Because it is unlikely that an exactly comparable 
licence can be found, this approach requires the evaluator to adjust for the exact 
context of the hypothetical licence. Adjustments include, but are not limited to,

•	 macroeconomic factors that underlie the negotiations, including investment 
marketplace, size and growth of the target marketplace for products incorpora-
ting the intellectual property, technology trends, and competitive factors;

•	 industry-specific complexities;

•	 industry-standard royalty rates on licences between arm’s-length parties (such 
rates reflect average conditions for an industry but may not be appropriate to 
the particular case; for example, industry standards would reflect rates applic-
able to both emerging and untested technologies as well as well-established 
ones; clearly, in litigation matters the average is a very crude measure of what 
would be appropriate to the specific facts at trial); and

•	 industry-standard royalty rates on licences between non-arm’s-length parties.

With regard to this last point, Goldscheider writes:

For example, it is a widely accepted practice in the agricultural chemical industry for 
important discoveries rarely to be licensed to third parties. Instead, they are kept with-
in the family, and are usually only handled by affiliated companies. The only technol
ogy in this industry which is licensed to third parties is that which is of lesser 
significance and commercial interest. Therefore, if negotiated royalties were to be tab-
ulated and averaged in the agricultural chemical business, the results would be unreal-
istically low. … It is believed that the same considerations hold true for many 
industries.104

The fundamental criticism of comparison to existing licences is that the ap-
proach ignores the actual profitability of the intellectual properties and companies 
in question. Nevertheless, industry-standard rates quite often are similar to royalty 
rates found through financially based methods, and can often form a valuable stan-
dard for review.105

3.5	T he Sharing of Future Profits

It is generally only possible to strike a reasonable royalty rate by estimating the 
profits that would be expected to be generated through the use of the intellectual 
property by the hypothetical licensee and, equally, with full knowledge of the eco-
nomic opportunity cost and strategic options available to the rights holder. How 
could a rate be determined as reasonable without knowing both of these vital fac-
tors? It is only possible to avoid such comprehensive analysis if the actual market for 
the licence is so deep as to produce a meaningful number of relevant comparables.
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There are numerous methods to decide how to divide the profit flow between li-
censee and licensor, and in this article we will examine three: the 25 percent royalty 
rule, a return-on-investment approach, and the analytical method.

3.5.1	T he 25 Percent Royalty Rule

A powerful, insightful, and commonly used framework for thinking about the split 
of estimated profits between the hypothetical licensee and licensor is the “25 per-
cent royalty rule.” This rule seeks to split the profits in a fair manner so that each 
party could expect to benefit from the relationship proportionately to its investment 
and level of risk. In a “normal” technology licensing relationship, the licensee bears 
the risks of investment in manufacturing and commercialization of the technology 
and the risks of competition from the marketplace, while the licensor provides a 
strong technology package. The 25 percent royalty rule recognizes as a benchmark 
that the licensor should be entitled to 25 percent of the predicted “profits.”106 How-
ever, this 25 percent rule is only a starting point: the profit split should then be ad-
justed up or down to reflect the exact circumstances of the licence, and it is not 
unreasonable for the ratio to be reversed.

The assumption that the licensee should be entitled to 75 percent of the pre-tax 
profits is based on the fact that the licensee is taking on a large risk element. The 
greater or lesser the risks undertaken by the licensee, the higher or lower the licens-
ee’s proportion of the pre-tax profit. In particular, if exploiting the licence requires 
an investment by the licensee in complementary assets (such as manufacturing and 
distribution capability), the risk to the licensee is correspondingly higher than it 
would be if the licensee is able to use pre-existing assets. Risk is also a function of 
the alternative opportunities available. If the licensee can deploy the necessary new 
investment to another opportunity with a greater certainty of return, then it may be 
unwilling to commit to the licence opportunity without receiving a more generous 
share of the profits. Some of these considerations are listed in figure 2.

The baseline allocation of 25 percent of profits to the licensor assumes that the 
licensor has a strong technology bundle to offer to the licensee. The following fac-
tors have been identified as contributing to a strong technology package:107

	 1.	 relevant, assumable, and enforceable patents;

	 2.	 trade secrets and know-how that are related to the subject technology;

	 3.	 ancillary trade secrets and know-how, including marketing insights and 
contacts;

	 4.	 one or more established product trade-marks, house marks, or logos that could 
promptly contribute credibility and goodwill to the licensee;

	 5.	 software programs, advertising support, and other expressions of creative work, 
whether or not protected by copyright;
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	 6.	 an active, well-financed, and historically productive R&D facility that could 
reinforce the licensed technology on a regular basis;

	 7.	 a pattern of successful licences between the licensor and similar or current 
licensees;

	 8.	 a reputation for diligence in pursuing infringers of its rights; and

	 9.	 a reputation for protecting its licensees from independent actions initiated by 
third parties.

Finally, the eventual split will be affected by the comparative strengths of the 
parties and their position in the marketplace as a whole. If the licensee already pos-
sesses established strengths in areas where the licensor is also strong, these 
strengths tend to offset each other and thus diminish the licensor’s bargaining 
strength. However, if the licensor has numerous strong alternatives for exploitation 
of the intellectual property, including the possibility of exploiting the technology 
in-house, the licensor’s bargaining position is correspondingly strengthened.

When presenting these factors as evidence in court, it may be persuasive to 
translate them into the 15 factors relevant for the determination of the reasonable 

Figure 2  Factors That Will Affect Licensee’s Desired Profit Share

•	 Emphasis:  the assumption of risk

Increase share

	 1.	 Unusually high or unusually risky investment in new assets by the 
licensee

	 2.	 The extent that the licensee’s strengths duplicate the licensor’s strengths

	 3.	 Alternative uses of the licensee’s assets offering a superior profit/risk 
combination

	 4.	 Weak technology package offered by the licensor

Decrease share

	 1.	 Alternative licensees offering the licensor a superior profit/risk 
combination

	 2.	 If the licensee will be utilizing otherwise unprofitable existing assets 
or assets with excess capacity

	 3.	 If the licensor will provide assets typically provided by the licensee—
that is,

•  manufacturing capabilities

•  marketing force
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royalty listed in the Georgia-Pacific case (in section 3.2 above). These factors are 
only guidelines for ensuring that all relevant business and legal considerations are 
taken into account.

This approach relies heavily on the qualitative ability of an expert to appropri-
ately adjust the return up or down to reflect the individual circumstances of the case 
at hand. As such, it leaves the judge in the position of relying on his or her assess-
ment of the credibility of conflicting expert witnesses. For example, in Allied Sig-
nal,108 Heald D.J. accepted and applied a variation of the 25 percent royalty rule as 
suggested by the defendant’s expert:

[The defendant’s expert] testified that in the technology industry generally, a reason-
able royalty for patented technology would be approximately 25 % to 33.3 % of profit 
before tax. [The expert] then detailed a number of factors that would affect the specif-
ic percentage in each case:

	 (i)	� Transfer of technology: There would have been no need to transfer technol
ogy, so the rate should be reduced.

	 (ii)	� Differences in the practice of the invention: The plaintiff and the defendant 
have two different processes to create their products. The defendant brings 
its own technology to the product development. This factor would reduce 
the royalty rate.

	 (iii)	� Non-exclusive licence: The defendant is not being given an exclusive li-
cense. It is not given total control over the market. This factor would tend to 
reduce the royalty rate.

	 (iv)	� Territorial limitations: The patent is limited to the manufacture of the prod-
uct within Canada. This factor would reduce the royalty rate.

	 (v)	 Term of the license: The license is only for six years of infringement, not for 
the entire term of the patent. This factor would reduce the royalty rate.

	 (vi)	� Competitive technology: The availability of competing technologies, such as 
polyethylene and coextruded film, would reduce the royalty rate.

	(vii)	� Competition between licensor and licensee: The fact that the plaintiff and 
the defendant would be competing against each other would increase the 
royalty rate.

	(viii)	 Demand for the product: Demand for nylon film was growing. This factor 
would increase the royalty rate.

	 (ix)	� Risk: The risk that the product would not sell is very low. This factor would 
tend to increase the royalty rate.

	 (x)	 Novelty of invention: The practice of using nylon films as a barrier to gas 
transmission has been commercially exploited for decades, and this inven-
tion is not the result of extensive laboratory studies. This would reduce the 
royalty rate.
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	 (xi)	 Compensation for research and development costs: Such costs for this prod-
uct are quite low. This factor would reduce the royalty rate.

	(xii)	 Displacement of business: A royalty rate will tend to be higher if it results in 
increased revenues to the licensee. [The expert] suggests that it would not 
increase revenues to the defendant, but would simply “maintain existing 
business.”

	(xiii)	 Capacity to meet market demand: The royalty rate will be reduced if the 
patentee does not have the capacity to produce enough of the product to sat-
isfy the market.

These 13 factors were also used in the Jay-Lor case.109

Applications of the 25 percent royalty rule have been criticized. The criticisms 
are more rightly levied against a strict application of a rule of 25 percent than 
against the paradigm or methodology described above. The criticisms include:

•	 the rule ignores precise profits generated by the intellectual property;

•	 the rule might ignore a variety of costs, including advertising, distribution,110 
and the costs of complementary assets;

•	 by its very name, a court or other user of the rule might become attached to 
the 25/75 split, and may not appreciate that it is only a starting point or a para-
digm for analysis;111 and

•	 the rule does not specifically analyze whether the 25 percent rate would pro-
vide an adequate return to the rights holder or leave the defendant with appro-
priate profits.

These criticisms raise bona fide issues that need to be explored. They lead to 
support for a more comprehensive analysis that analyzes the return on investment 
of both the rights holder and the licensee. The primary focus of such an approach is 
the determination of the maximum royalty rate that will leave the hypothetical li-
censor with the minimum acceptable investment rate of return on its overall com-
pany assets—perhaps the most pertinent factor that drives a reasonable royalty rate.

3.5.2	T he Analytical Approach

The analytical approach is premised on the proposition that in a negotiation be-
tween willing parties, a reasonable royalty will be such as to leave the hypothetical 
licencee/infringer with a profit. On this premise, the reasonable royalty can be esti-
mated by taking the profit earned by the infringer and subtracting a “normal” profit 
margin, which would likely have been realized by the infringer if it had sold similar 
products without infringing the intellectual property. The difference between the 
two is the “super-profit” attributed to the use of the infringing intellectual property 
and is awarded to the rights holder as a reasonable royalty.112
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This approach tries to split the profits between the plaintiff and the defendant 
while allowing the defendant to keep a normal level of profits. The practical problem 
is the determination of what a “normal” profit margin is. The approach must balance 
the margin that is normal to the plaintiff and that of the industry in question. It can 
be difficult to define precisely in what industry or market the infringement is taking 
place. Even within an industry, there is a wide discrepancy in profit margins, often 
by almost an order of magnitude. Furthermore, large companies with many product 
lines may well have large differences in profitability between individual products 
that relate only in the aggregate to the overall profitability of the company. The log-
ic of the analytical approach suggests that the court will need to apply the normal 
profitability of the individual product line, and not the profitability of the company. 
The degree of fixed costs to be absorbed is subject to all the usual arguments.

The reason the plaintiff’s normal profit margin is not determinative is that the 
analytical approach seeks a reasonable royalty rate in the eyes of the whole notional 
target (or “buyer”) industry—not just the rate that would be appropriate from the 
perspective of the plaintiff (or “seller”). This analytical approach has three potential 
pitfalls:

	 1.	 It ignores the cost or contribution of all other complementary assets unique to 
the business of the infringer.

	 2.	 It leads to erroneous results when the “normal” profits include the use of other 
intellectual properties. For example, suppose a company is found liable for in-
fringing the trade-mark of a well-known soft drink. Finding the “normal” level 
of profit by looking at the profits of Coca-Cola, Pepsi, and Cadbury Schweppes 
would be unfair to the plaintiff, because these companies all have established 
trade-marks themselves. If the profits of other intellectual properties are used to 
find a normal profit level, the calculation will in effect assume that the infring-
ing company, in the absence of the infringement, would have had legal access 
to a valuable trade-mark for its products.113

	 3.	 It ignores the alternative licensees available in the marketplace. The analytical 
approach takes as its baseline the profits made by the infringing company. 
However, if the licensing company had more lucrative options in the market-
place to exploit the intellectual property than hypothetically licensing the de-
fendant, the award should restore the plaintiff to that higher level. The analytical 
method thus has the added danger of undercompensating the rights holder. 
Commonwealth case law has a greater focus on the market than is implied by a 
narrow “hypothetical negotiation” test. All the opportunities for licensing to 
other companies should be evaluated in determining the reasonable royalty.

The analytical method is different from the investment return method (discussed 
below). It is less comprehensive and, because it focuses on historical costs, does not 
directly take into account market values. However, when comprehensively comput-
ed, a “normal profit margin” begins to look like economic profit and that, in turn, 
begins to move toward the result produced by investment return analysis.
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3.5.3	I nvestment Return Analysis: The Economic Return from 
Intellectual Property114

A final alternative approach to estimating a reasonable royalty is investment return 
analysis. This is conceptually similar to the analytic approach in that it determines a 
normal return to the defendant’s non-infringing assets and uses this to calculate an 
excess return that is attributed to the use of the infringing intellectual property. This 
excess return is available to pay the reasonable royalty. Investment return analysis 
is more sophisticated than the analytic method because instead of simply estimating 
a general “normal” profit, it focuses on the specific assets and financial structure of 
the infringer in order to determine what a likely return would have been for the par-
ticular defendant. Thus the investment return analysis is more sensitive to the de-
fendant’s specific context than is the analytic approach.

A commonly accepted standard for a company’s minimum return on assets in-
vested is the weighted average cost of capital (WACC). The WACC is the return 
needed to service the economic capital required by the firm. It is sufficient to ser-
vice the notional debt and provide a fair rate of return on invested equity. WACC is 
objectively determinable and is independent of the actual debt and equity of a par-
ticular firm, instead depending on the optimal capital structure of the particular 
firm. The optimal capital structure is a function of a broad diversity of market and 
industry factors as well as considerations unique to the firm such as culture, man-
agement, and other company-specific risks.

After determining the overall WACC and values of various categories assets in-
cluding the (infringing) intellectual property, acceptable rates of return are deter-
mined for each category of assets. By applying the known required rates of return on 
other classes of assets (such as working capital or fixed assets), the rate of return on 
the intellectual property required to achieve the overall WACC can be calculated. 
Once this return on the intellectual property is known, the company’s pre-debt net 
income after tax is used to determine the maximum amount the hypothetical licens-
ee could pay and still generate an investment return on the assets it gives to the 
hypothetical licensing relationship. This amount can then be translated into a royal-
ty, if desired.

In principle an investment return approach can produce a highly defensible as-
sessment of the range of royalties that would be acceptable to a hypothetical licens-
ee in a licensing negotiation, though to date it has not to our knowledge been 
applied in reported cases.115 The method is described at some length in the 2001 
version of this article and in the longer version of the present article available from 
the Cole and Partners website, and we refer the interested reader to those sources 
for more detail.

3.6	T he Royalty Base

A factor that has not received great attention in the Canadian case law is the defin-
ition of the royalty base, the amount on which the reasonable royalty is to be ap-
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plied. Generally, the base is sales. However, it may be difficult for the licensor to 
verify the actual level of use of the technology by the licensee, or the technology 
may also create irregular but significant convoyed sales. In such cases, the licensor 
may prefer that the royalty be at least partially based on verifiable sales of products 
that do not incorporate the licensed technology.

It is questionable whether a court would be willing to entertain such an argument 
if it would result in significant differences in the size of the damages award. How-
ever, there may be cases where the court has greater confidence in the proof offered 
of the size of one royalty base compared with another as a basis for the damages 
calculation.

3.7	R easonable Royalty as a Default

As noted above, there are some cases in which the defendant had clearly infringed 
the plaintiff’s right, and yet on the facts the plaintiff cannot prove either that it 
would have made the defendant’s infringing sales or that it would have negotiated a 
licence. Put loosely, the defendant’s use “has not hurt” the plaintiff.

In such cases the plaintiff is entitled to a reasonable royalty, ultimately for the 
pragmatic reason that, “[o]therwise, that property which consists in the monopoly 
of the patented articles granted to the patentee has been invaded, and indeed 
abstracted, and the law, when appealed to would be standing by and allowing the 
invader or abstractor to go free.”116

Although the rule is clear, there is some dispute as to whether this result is based 
on principles that are compensatory or restitutionary.117 The argument for the resti-
tutionary view is that the award cannot be compensatory because the plaintiff did 
not lose sales and would not have licensed. The counter-argument is that the plain-
tiff would have been entitled to demand that the defendant license the invention or 
face an injunction to stop its production, and therefore what it lost was “the oppor-
tunity to sell to the defendant the right to use the plaintiff’s property.”118

In any event, the issue is rarely raised and from a practical point of view unim-
portant, because a hypothetical royalty as discussed above will usually fall in a 
range satisfactory under either the compensatory or the restitutionary approach.

3.8	 (Non-)Confiscatory Royalties

An alternative to traditional damages and accounting of profits awards arose in Uni-
lever PLC v. Procter & Gamble, where Muldoon J. sought to reconcile an avoid-
ance of the difficulties of an accounting of profits with the reluctance of plaintiffs to 
reveal sensitive information to prove their damages by awarding damages “calcu-
lated upon a generous, but non-confiscatory, rate of royalty.”119

While an interesting point for discussion, this approach has not been followed in 
other cases. A detailed discussion on this topic is beyond the scope of this abridged 
paper.
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4.0	M iscellaneous Issues

4.1	I ncome Taxes

Generally, an award of damages in intellectual property will be taxable to the recipi-
ent as normal business income. However, it may happen that the nature of the award 
makes it a capital receipt and, hence, the amount will be subject to capital gains.

Typically, profits earned by the infringer have been taxed as normal business 
profits and payment of the damages award will be deductible. As a practical matter, 
we suspect punitive damages are also regularly deducted from and included in tax-
able income, respectively, by the defendant and the plaintiff. However, there is aca-
demic thinking to the contrary.120

Consequently, damages are generally computed on a “pre-tax” basis and are not 
reduced for income taxes. However, in the computation of “pre-tax” amounts, often 
income taxes must be considered. For example, in the computation of lost profit on 
profit or on surplus funds, income taxes reduce income forming the investment 
base. Only after-tax profits are available for reinvestment.

4.2	T ransfer Pricing

Transfer prices are the prices at which related parties trade goods and services, in-
cluding intellectual properties, across international borders. When related compan
ies transact, it is possible for them to manipulate the licences or prices they charge 
each other to shift profits to the company in the lower-tax jurisdiction. In response, 
the Canada Revenue Agency requires that:121

for tax purposes, the terms and conditions agreed to between non-arm’s length parties 
in their commercial or financial relations be those that one would have expected had 
the parties been dealing with each other at arm’s length.122

The “arm’s-length” principle for tax purposes is similar to the courts’ definition 
of the reasonable royalty, reflecting the terms and conditions of a hypothetical nego
tiation between arm’s-length parties. Many tax authorities, including the Canada 
Revenue Agency (CRA) and the Internal Revenue Service (IRS), require companies 
to submit and maintain documentation supporting their claimed royalties used in 
the tax treatment of intercompany transfers of intellectual property.

Although such evidence has not yet appeared in the Canadian case law, such 
documented assessments and reports could become crucial evidence in intellectual 
property litigation, particularly in cases involving Canadian subsidiaries of foreign 
corporations.

4.3	 Pre-Grant Damages

Under s. 55(2) of the Patent Act,123 a patentee is eligible for “reasonable compensa-
tion” for any damage sustained between the date the application is laid open and the 
date of the grant of the patent for any activities that would have infringed the patent 
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had it been in force. In Jay-Lor International v. Penta Farm Systems, Snider J. ruled 
that “reasonable compensation” is not full damages, and on the arguments before 
her was a reasonable royalty, the royalty being determined as in a normal damages 
assessment.124 Interestingly, Snider J. noted that there may be other methods to de-
termine reasonable compensation, although none was presented to her.

5.0	 Conclusion

The determination of damages in a patent case, or indeed any intellectual property 
case, can be difficult, particularly if the matter is hotly contested between two par-
ties willing to commit considerable resources to litigation. The assessment involves 
the argument of hypotheticals, and damages arguments can involve complex market 
and economic analysis not dissimilar to a competition law analysis.

Owing to the recent run of patent cases in which accountings of profits were 
awarded, the complete range of damages considerations has not been fully canvassed 
in modern Canadian intellectual property law. However, cases may well arise in the 
future that will raise a number of difficult points. It should be remembered that in 
assessing damages the courts are usually applying Lord Shaw’s “broad axe” in at-
tempting to reach a correct decision, but they are not necessarily concerned with 
perfection. In assisting the courts in this task, participants might be guided by the 
essential business economics underlying damages calculations, and the even older 
advice to “keep it simple.”
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