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I. INTRODUCTION

1. This adversary proceeding is a breach of contractual warranty case. Plaintiff,
Randall Lambert, is the appointed litigation trustee for the bankruptcy estate (“Estate”) of
Paragon Trade Brands, Inc. (“Paragon”). Plaintiff filed this action on behalf of Paragon’s
Estate to recover damages for the alleged breach by Weyerhaeuser Company
(“Weyerhaeuser”) of four warranties in two contracts: an Asset Transfer Agreement
(“ATA”) and an Intellectual Property Agreement (“IPA”), by which Weyerhaeuser
transferred its private-label baby diaper business to its newly-created, wholly-owned
subsidiary, Paragon. The transfer was part of Weyerhaeuser’s concurrent sale of 100% of
Paragon’s stock to the public in an initial public offering (“IPO”). The IPO closed February
2, 1993. After the IPO, Paragon was a company independent from Weyerhaeuser.
Weyerhaeuser received $214.1 million net cash from the IPO.

2. On December 30, 1997, the United States District Court for the district of
Delaware (“Delaware Court™) issued its judgment, entered January 6, 1998, against Paragon,'
permanently enjoining it from selling its primary product, a private-label baby diaper,
because it utilized a key “inner leg gather” (“ILG”) feature that the Delaware Court held
infringed Procter & Gamble’s (“PG”) patents (the “Delaware Judgment”). The Delaware
Judgment prompted Paragon to file a Chapter 11 proceeding January 6, 1998. To further its
bankruptcy reorganization, in 1999, Paragon entered into settlement and license agreements
with both PG and Kimberly-Clark Corporation (“KC”) to obtain licenses to utilize the ILG

feature, which Weyerhaeuser had begun using in March 1991, and which Paragon continued

" The damages judgment for $178 million was entered post petition May 28, 1998, after relief from
the automatic stay was granted.
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to use after the IPO. This court approved those agreements August 6, 1999, after contested,
intensive and lengthy hearings. Paragon’s Chapter 11 plan was confirmed January 13, 2000
(the “Plan”) and implemented on the effective date of the Plan January 28, 2000. In
accordance with the Plan, Plaintiff was appointed as litigation trustee to pursue certain claims
of the Estate, including the claims that form the basis of this adversary proceeding.

3. After completing discovery in this adversary proceeding, Plaintiff and
Weyerhaeuser submitted cross motions for summary judgment. Plaintiff sought partial
summary judgment that Weyerhaeuser was liable for damages as a result of its breach of the
warranties in the ATA and IPA. Weyerhaeuser sought complete summary judgment in its
favor. On October 30, 2002, an order was entered granting Plaintiff’s motion and denying
Weyerhaeuser’s motion (“Summary Judgment Order” or “SJO”): Weyerhaeuser had
breached the four warranties at issue, and Plaintiff was entitled to damages. Weyerhaeuser
filed a motion for reconsideration, which was denied after briefing and oral argument by
order entered June 24, 2003.

4. Trial was held on the remaining issue: the amount of damages Plaintiff is
entitled to recover from Defendant. Additionally, during the trial, Weyerhaeuser presented
testimony and argument in support of a counterclaim for indemnity it contends survived the
SJO. The evidence presented at trial was considered and accorded its proper weight in
accordance with the Federal Rules of Evidence.

II. FINDINGS OF FACT

A. Background of the Private-Label Baby Diaper Business Weyerhaeuser
Transferred to Paragon in the IPO

5. Weyerhaeuser commenced a baby diaper business in 1972. This business
consisted largely of selling a private-label diaper to large retail establishments that placed

2
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their store names on the package and sold the diaper on their shelves at lower prices than the
branded diapers sold by PG, which sold the “Pampers” and “Luvs” brands, and KC, which
sold the “Huggies” brand. The diaper was the primary product in Weyerhaeuser’s Personal
Care Products (“PCP”) Division.

6. In the late 1980s, Weyerhaeuser embarked on a plan to refocus on its core
businesses. Because the baby diaper business was not considered one of its core businesses,
the diaper business was targeted for divestment. Weyerhaeuser informed the investment
community about its refocusing and proceeded to move as quickly as possible to dispose of
its baby diaper business (the “Business”).

7. The Business had performed well in the early 1980s, earning pre-tax profits for
.Weyerhaeuser in 1983 and 1984 of $31 to $39 million. A key to Weyerhaeuser’s success
during these years was a “brand matching” practice, which included utilizing an elastic leg
gather feature’ patented under PG’s Bucll ‘003 patent. This strategy gave Weyerhaeuser’s
private-label diaper an advantage over its competitors’ private-label diapers.

8. In 1981, PG sued Weyerhaeuser for infringing the Buell patent, seeking an
injunction against use of the patented feature, damages for a reasonable royalty, and
enhanced damages for willful infringement. Weyerhaeuser asserted various invalidity
defenses to PG’s Buell patent, and elected to take the case to trial instead of removing the
feature or re-designing its diaper to avoid the infringement claim. The jury found that
Weyerhaeuser willfully infringed PG’s Buell patent, and that a reasonable royalty would have

been 1% of sales. The trial court rejected Weyerhaeuser’s invalidity defenses. On

* Now recognized as the outer, or visible, leg gather in today’s baby diaper.

3
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July 2, 1985, the trial court entered judgment against Weyerhaeuser, permanently enjoining it
from making its private-label diaper as it was then designed, and awarding PG reasonable
royalty damages of $2.3 million, plus prejudgment interest and attorneys’ fees.’?

9. In the year after it was enjoined from selling its main product (1986), the
Business’s sales volume decreased significantly from 12 million cases to approximately 8.4
million cases, causing it to lose substantial market share. Its profits fell from over
$31 million in 1984 to $3 million in 1986. The Buell injunction was a significant factor in
this downturn in the Business.

10.  In 1987 and 1988, Weyerhaeuser was able to recapture some of its lost market
share, but by 1989, Weyerhaeuser was again losing market share to its competitors, its market
share going to 11% in 1987, 12% in 1988, then down to 11% in 1989. During 1987 and
1988, the Business either lost money or earned very low profits, recording a $2.2 million loss
in 1987, a $9.4 million profit in 1988, and a $2.0 million profit in 1989.

11.  As of mid-1990, the Business was expected to lose $5 to 7 million, its sales
were declining, and the quality of Weyerhaeuser’s private-label diaper product lagged behind
the brands’ and even private-label competitors’ products. In mid-1990, the Business had just
abandoned “Project Epcot,” a three-year effort to develop a branded diaper, and
Weyerhaeuser suffered a $100 million write-off on the project. At that point in 1990, the
Business was considered a financially sick business and it was described as being in a “fight
for survival.” Confronting the “sick” Business were: a macro United States market for baby
diapers that was expected to be flat-to-declining in future years because of lower birth rates

and an improved product yielding fewer daily diaper changes; new private-label competitors

? Procter & Gamble Co. v. Weyerhaeuser Co., 227 U.S.P.Q. 786 (N.D.I1l. 1985).

4
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emerging to challenge Weyerhaeuser for its private-label market share; serious excess diaper
manufacturing capacity, which was leading to lower prices and, hence, lower revenues; and
the brand manufacturers, PG and KC, engaging in what was described as “fierce battles” for
market share, with tactics of (1) accelerating the pace of diaper innovations, (ii) lowering
prices, and (iii) aggressively pursuing each other and private-label competitors on claims of
infringing their patented innovations. In summary, the competitive environment facing the
Business, which was already considered “sick,” was intense, and was expected to intensify.
For the Business to survive in this intensely competitive market, Weyerhaeuser had to
mmprove the quality of its private-label diaper product.

12.  The primary means for improvement was the addition of a newer feature
known as the inner leg gather, or “ILG.” An ILG, in layman’s terms, is a second elasticized
inner barrier cuff in the diaper that contains or channels effluent, and thus reduces leakage.*
Because leakage prevention is the primary purpose of a diaper, the ILG was the most
important new feature for diapers ever incorporated in disposable diapers. Weyerhaeuser
internally concluded that failure to add the ILG would negatively impact its sales volume by
one million cases (1% of market share, or 1/12 its sales) in the first year and another 500,000
cases in the second through fourth years. Weyerhacuser personnel believed that having the
ILG on its Ultra diaper was essential for it to compete in the private-label diaper market.
KC’s ILG was marketed nationally in early 1990, and PG was expected to do so in
September, 1990.

13.  In June 1990, Weyerhaeuser invested S7 million to install equipment to add the

ILG feature to the Ultra diaper. In November 1990, at the annual Private Label

* One must open a diaper to see the ILG, as it is not visible when worn.

5
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Manufacturers’ Association meeting, the Business’s retail customers were demanding that
Weyerhaeuser deliver them a diaper with the ILG as soon as possible. In March 1991,
Weyerhaeuser launched its new Ultra private-label diaper with the ILG feature. This new
diaper was a huge success for the Business. As anticipated, it reduced leakage in
Weyerhaeuser’s private-label diaper by up to 40%. Weyerhaeuser’s net diaper sales
increased strongly from $275 million in 1990 to approximately $396 million in 1991, and
then to $484 million in 1992, while operating profits increased from $2 million in 1990 to
$33.4 and $34.8 million in 1991 and 1992, respectively. The ILG, while not the sole
contributor, was extremely important to the Business’s turnaround because it substantially
improved leakage containment, the key quality feature of the diaper. The Business’s
customers were very satisfied with the new ILG Ultra diaper.

14. PG and KC, however, each had patent claims encompassing the ILG feature,
under PG’s “Lawson” patent and KC’s “Enloe” patent. PG’s Lawson patent described an
ILG that was fluid impermeable or hydrophobic, and KC’s Enloe patent described an ILG
that was fluid pervious. For each day after March 1991 that Weyerhaeuser earned sales and
profits using the ILG technology, its potential liability for patent infringement grew.

15.  Weyerhaeuser’s increased sales after the ILG diaper launch were largely
achieved by taking market share from PG’s “Luvs” brand. PG was known as a tenacious
competitor that aggressively enforced its patents, as Weyerhaeuser well knew from its prior
experience in the Buell lawsuit. Weyerhaeuser knew its ILG, made of a substantially
hydrophobic, or impermeable material, fell within the claims made by PG’s Lawson ILG

patent. Weyerhaeuser also knew its ILG Ultra diaper infringed PG’s Dragoo patent, which
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issued in 1991, after Weyerhaeuser launched its ILG diaper. Weyerhaeuser’s only defense to
an action by PG for an injunction and damages for infringement was to argue that the Lawson
and Dragoo patents were invalid, as it had argued unsuccessfully in the Buell lawsuit.

16.  In pursuit of that invalidity defense, Weyerhaeuser obtained patent opinions
from outside counsel that the Lawson, Dragoo and Enloe patents were invalid based on
certain cited prior art. Weyerhaeuser had received a similar invalidity opinion regarding
Buell that was proven wrong at trial. These opinions did not guarantee success 1n litigation,
but would help protect Weyerhaeuser against a willful infringement finding, which carried
the threat of enhanced or treble damages. Weyerhaeuser knew that issued patents, such as
Lawson, Dragoo and Enloe, are presumed valid, and that a party attacking validity has the
burden of overcoming this presumption by clear and convincing evidence. The patent
opinions Weyerhaeuser obtained did not assess the probability or likelihood that a court
would find invalid the presumptively valid ILG patents of PG and KC, and Pat Coogan,
Weyerhaeuser’s in-house patent counsel with oversight responsibilities for the PCP Division,
testified he did not request such an assessment from outside counsel. In what appears to have
been a lengthy meeting held September 5, 1991, Mr. Coogan advised Weyerhaeuser’s
General Counsel, Bob Lane, that Weyerhaeuser’s chance to succeed on an invalidity defense
to PG’s Lawson or KC’s Enloe patent infringement claims was no better than “50/50.”

17.  In the year before launching its ILG diaper in March, 1991, Weyerhaeuser
negotiated with PG to obtain a license to use its [L.G feature, offering on many occasions to
pay royalties or to trade licenses to various Weyerhaeuser patents for the right to use the ILG

feature. These negotiations failed in May 1991 because PG demanded a 3% royalty to
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license the ILG feature, an amount Weyerhaeuser stated it could not afford to pay and remain
competitive in the diaper market.

18.  Alsoin 1991, PG and KC were litigating with each other in federal district
court in Seattle, Washington (the “Seattle litigation” or “Seattle trial”’) over whose ILG
invention was reduced to practice first and which had priority of invention. As issued on
September 22, 1987, PG’s Lawson patent made claims to both the generic ILG invention and
ILGs made of impermeable materials. KC’s Enloe patent, issued November 3, 1987, made
claims to ILGs made of “fluid pervious™ materials (referred to later as “Enloe I”’). KC sought
to establish Enloe’s priority of invention to invalidate Lawson’s claims and to establish a
right to have Lawson’s ILG claims transferred to an amended Enloe application filed with the
Patent And Trademark Office (“PTO”).

19.  Weyerhaeuser expected that the Seattle litigation was of sufficient scope for
the winner between PG and KC to be found to have a “likelihood of success” in a later action
to enjoin Weyerhaeuser from making and selling its private-label ILG Ultra diaper, and from
using the ILG on any other product. In June 1991, trial of the Seattle litigation was
conducted. Weyerhaeuser’s in-house patent counsel Pat Coogan attended most of the trial.

20.  In March 1991, a few months before the Seattle trial started, Weyerhaeuser’s
Investment Evaluation Department (“IED”) commenced efforts to value the Business and
determine how to sell it to obtain the best value. Weyerhaeuser also hired the investment
banking firm of Morgan Stanley to advise on the Business’s likely market value and likely
buyers. In a report issued August 28, 1991, Weyerhaeuser’s IED concluded that the

Business’s value was $90 million. Morgan Stanley’s base case valuation of the Business was
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