Intellectual Property Rights
and the Uruguay Round

By Keith E. Maskus

ecent international trade negotiations have
R;::ntered on completing abroad new agree-
ent on trade rules in the Uruguay Round
of the General Agreement on Tariffs and Trade
(GATT). Conservative estimates show that if the
pending agreement is implemented, it will stimu-
late world economic growth by adding over $200
billion annually to global output (Nguyen, Perroni,
and Wigle).

A principal objective of the Uruguay Round is
to update global rules covering traditional trade
policies, such as tariffs, quotas, and export subsi-
dies. More important, the pending agreement will
also bring under multilateral GATT disciplines for
the first time broad areas of commercial regula-
tions that influence trade. Such areas as restrictions
on services trade, foreign direct investment, and
intellectual property rights are playing an increas-
ingly important role in world trade. Moreover,
unless suitable agreements on these emerging
trade issues are reached in the GATT, they are
likely to become the principal cause of future
trade disputes.

Of these important new trade issues, intellec-
tual property rights, or IPRs, play a critical role in
economic growth and development. Intellectual

Keith E. Maskus is an associate professor of economics at the
University of Colorado-Boulder and a visiting scholar at the
Federal Reserve Bank of Kansas City.

property rights are patents, trademarks, and copy-
rights that grant exclusive rights to sell new prod-
ucts and thereby give incentives to undertake
innovative research and creative activity. Cur-
rently, IPRs offer levels of protection that differ
sharply across countries. In general, IPRs are
strongest in developed countries and weakest in
developing countries. As a group, developed
countries are concerned that unequal protection of
intellectual property results in a significant loss of
revenue through unauthorized imitation and copy-
ing in various countries. In contrast, many devel-
oping countries feel that stronger IPRs would
increase the costs of acquiring new technology and
thus significantly raise the price of consumer prod-
ucts. This conflict underlies efforts to develop an
international agreement on IPRs as part of the
Uruguay Round.

This article examines the growing promi-
nence of intellectual property rights in trade policy
and discusses the likely outcome of an IPR agree-
ment in the Uruguay Round. The first section of
the article provides an overview of IPRs and pre-
sents evidence of their importance in international
trade. The second section describes international
differences in IPR policies and examines both the
costs of these differences and the potential results
of increased harmonization. The third section
describes the likely form of an agreement on IPRs
resulting from a successful completion of the Uru-
guay Round.
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AN OVERVIEW OF INTELLECTUAL
PROPERTY RIGHTS

Intellectual property rights are policies that
assign and protect the rights to earn income from
innovative and creative activity. IPRs provide
legal authority to control the dissemination and
commercialization of new information and ideas
and to enforce sanctions against their unautho-
rized use. IPRs play a critical role in economic
growth and development because they affect the
profitability of industrial research and the rewards
to creative activity. At the same time, IPRs are
controversial because stronger protection of prop-
erty rights may come at the expense of higher
prices and reduced availability of products. With
the growth of world trade and increased foreign
direct investment in the 1980s, IPRs have become
a central issue in trade policy.

DBypes of intellectual property rights

There are two general types of intellectual
property. Industrial property refers to inventions
of value to industry and commerce. Artistic prop-
erty relates to artistic and literary works, such as
books, pieces of art, filmed works, and recorded
music. While most goods and services are easily
classified into one of these two categories, certain
new technological innovations fall between these
traditional categories and do not yet have a stan-
dardized classification.

Industrial property. Protection of industrial
property takes several forms. A patent grants a
- temporary exclusive right to make, use, sell, and
import a new product, or to adopt a new process
and control production and use of items made from
the new process. To receive a patent, an invention
must be previously unknown, contain a nonobvi-
ous step, and be industrially useful.! While many
industries rely on patents to earn returns on their
research and development (R&D) programs, pat-
ents are especially important in pharmaceuticals,
chemicals, and machinery.

Industrial property may also be protected
through the registration of distinctive marks for
products and firms, including trademarks, service
marks, and trade names. A trademark or service
mark is a distinctive symbol that identifies the
producer of a good or service. It may be a pictorial
emblem, a single letter or numeral, a phrase or
sentence, or any combination. Trade names iden-
tify a full enterprise rather than specific goods or
services. Generally, registration of marks is
required to earn protection from infringement,
such as duplication of marks or the use of confus-
ingly similar marks. A few countries, such as the
United States, also recognize the commercial use
of a new and distinctive mark as sufficient to
warrant protection without prior registration. Vir-
tually all goods and services are marketed under
trademark protection.

Similar protections extend to industrial designs
and indications of source. Industrial designs are
the distinctive and aesthetic aspects of product
style and packaging. Indications of source signify
a geographical region of origin and identify prod-
uct characteristics specific to that region. Most
often, these identify the geographical origins of
wines and spirits.

Industrial property is further protected in
many countries by domestic laws against unfair
business competition. The definition of “unfair
competition” varies across countries but may
cover a large number of business practices, includ-
ing industrial espionage, dumping, bribery, and
disclosure of technical information. The most sig-
nificant protection is provided to trade secrets,
which are unpatented proprietary technical knowl-
edge, such as a chemical formula. Many firms
consider trade secrets an important form of strate-
gic competition, and thus legal protection from
unauthorized disclosure is seen as crucial.

Artistic property. Artistic property is protected
by copyrights and related mechanisms. Copyrights
give an exclusive right to exploit the expression—
such as a book, recording, or film—of an idea
rather than the idea itself. Thus, with limited excep-
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tions, artistic expressions cannot be copied with-
out authorization. The creator’s protection, how-
ever, does not extend to the idea of writing a
biography or painting a particular scene. To be
copyrighted, the expression must be an original
creation of the artist or author, regardless of the
quality of the work. Further, the expression must
be placed in tangible form, such as a book or
recording, before it can be protected.

Copyrights may extend to “moral rights,”
which give the creator the right to prevent later
distortions to his work after its rights have been
sold. A growing number of countries also grant
“neighboring rights,” which protect performers
and broadcasters from unauthorized reproduction
and communication of their work.

New issues. Questions have emerged in recent
years about the ability of traditional IPRs to pro-
tect certain kinds of technological innovation. For
example, many countries protect computer soft-
ware with copyrights, since programs are tangible
expressions of creative ideas. However, programs
may be easily imitated without necessarily violat-
ing traditional copyright laws by rearranging lines
in the programming code. For this reason, the
United States and the European Community have
moved toward providing stronger protection
based on patent principles.?

Similar issues are involved in the design of
computer chips and databases. Because the
designs of computer chips are easily copied, most
developed countries have established a unique
form of protection that combines copyright and
patent principles. For information databases, on
the other hand, copyrights may simply protect the
order of the data, which is easily changed without
violating the law. The loose protection for data-
bases may call for stronger protection.

Significant questions also arise over the pat-
entability of biotechnological innovations, such as
new microbiological plants and animals with
industrial value. Some observers have argued that
itis unethical to provide exclusive rights to exploit
living organisms, even if they were developed by

creativity. Among industrialized nations, how-
ever, a consensus has emerged that such organisms
are patentable, which has helped spur the develop-
ment of the biotechnology industry.?

THE ECONOMICS OF INTELLECTUAL
PROPERTY RIGHTS

Because technological advance is a major
determinant of the growth of economic activity
and living standards, countries have an interest in
promoting creative work. In doing so, however,
policymakers face difficult tradeoffs between the
need to promote innovation and the need to ensure
wide dissemination of new information. IPRs pro-
vide a reasonably balanced, but decidedly imper-
fect, solution to these problems.

The act of innovation incurs development
costs and runs risks that the outcomes will not
succeed. Without compensation for these costs
and risks, incentives for such work are absent.
Private markets frequently cannot provide this
compensation. If an innovation has economic
value but is also easily imitated, competing firms
would copy and sell it, earning a share of the
potential profits. In perfectly competitive markets,
enough duplication would emerge to eliminate all
profits.* Expecting this outcome, innovative firms
would not undertake the research and develop-
ment in the first place. Societies would lose the
benefits of new technology development, product
variety, and cultural enrichment. Over time, eco-
nomic growth would be dampened.

Intellectual property rights attempt to correct
this problem by providing an exclusive right, or
monopoly, to the innovative firm to sell or use the
product or technology.’ Patents, trademarks, copy-
rights, and other IPRs limit market access to the
innovation and raise its price. In principle, they are
designed to enable the inventor or creative artist
to cover development costs plus eam a normal
profit.

Atthe same time, IPRs impose costs to society
that must be balanced against these gains. The
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higher prices resulting from IPR protection may
reduce the availability and affordability of prod-
ucts incorporating new technology. For example,
the high prices of some patented drugs may limit
their availability. Thus, by providing a monopoly,
IPRs substitute the current market failure of
restricted supply in order to overcome the future
market failure of inadequate innovation. The cur-
rent welfare losses from protecting intellectual
property may be viewed as society’s investment in
promoting creative activities.

The existence of this tradeoff complicates the
choice of appropriate levels of IPR protection. If
protection is too weak, innovation and creative
activity may be discouraged. If protection is too
strong, excessive market power through restricted
supply may be created.

The choice of appropriate protection levels is
further complicated by measurement problems. In
principle, IPRs should be set so that monopoly
profits exactly compensate firms for R&D costs,
including some provision for risk. To determine
the best protection level for each potential innova-
tion, policymakers would need to know a variety
of technical and market parameters, such as how
easy unauthorized duplication might be, how com-
petitive the industry is, how important a new tech-
nology will be in lowering costs in other
industries, and how responsive demand is to price
changes. But in practice, information this detailed
is impossible to obtain.

Existing IPRs reflect a balancing of these dif-
ficulties. Because of measurement problems, IPR
protection is standardized by property type rather
than tailored to specific products. These standards,
in turn, reflect a compromise between the need to
invent new products and the need to use them.

The U.S. systems of patent and trademark
protection provide good examples of these trade-
offs. American patents generally last for 17 years
from the date of application.® For many products
and technologies this period is longer than that
needed to pay back R&D costs, suggesting that
excessive market power is created. Furthermore,

a patent may prove socially damaging if the firm
owning it chooses not to license a key technology
or product very widely. At the same time, however,
U.S. patents are relatively narrow in specifying the
precise characteristics of an invention that are
protected from imitation. Patent applications must
include detailed descriptions of the new technol-
ogy embodied in a product or process. These
descriptions are published in order to promote the
diffusion of the technologies to firms hoping to
improve on them without violating the terms of the
patent protection. The narrow scope of patent
applications encourages widespread use of new
technical information. But, by providing weak
protection, the narrow scope may also limit incen-
tives for innovation. Thus, the balancing of length
and breadth of patent protection represents a com-
promise between the need to invent new products
and the need to use them.’

Trademark protection reflects a similar com-
promise. Trademarks benefit society by
encouraging the development of new products and
increasing product quality. If consumers consider
a trademark to be a dependable indicator of high
quality, they will be willing to pay a premium price
for the goods it designates because they are saved
the expense of searching for quality. To sustain this
premium, firms must work to maintain a constant
or improving degree of quality and to introduce
new products under the trademark. Thus, trade-
marks protect the reputations of firms and induce
greater variety in product development. If compet-
ing firms were allowed to use the same, or confus-
ingly similar, marks in selling their products, the
original firm’s market reputation would suffer and
the rate of introduction of new goods could be
diminished.

Atthe same time, trademarks impose costs by
protecting monopoly profits in certain brands.
Examples include consumer items, such as cos-
metics, athletic shoes, watches, and over-the-
counter drugs. For these goods, prices are typically
much higher than current production costs, mak-
ing them vulnerable to imitation. Furthermore, the
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existence of trademarks may encourage excessive
spending on advertising and differentiation of
products. Critics argue that these problems make
trademarks less desirable than other forms of
IPRs, especially in low-income nations.

The terms of trademark protection also bal-
ance the length and breadth of protection.?
Because firms are expected to live indefinitely,
trademarks can be reregistered without limit. This
permits a permanent monopoly on the use of a
particular emblematic designation but does not
prevent other firms from designing distinctive
marks for their competing goods. Because the
potential supply of such marks is limitless, perma-
nent registration is unlikely to restrain trade seriously.

The importance of IPRs in international
business

The 1980s saw an enormous expansion in
world trade that elevated IPRs to new prominence
in trade policy. Innovative firms turned increas-
ingly to foreign markets to earn economic returns
on their intellectual property assets. Thus, trade
increased considerably in products and services
protected by patents, trademarks, or copyrights. In
addition, many firms chose to invest directly in
overseas production facilities and service markets
through local sales of products produced with a
protected technology.® Other firms sold or rented
licensing rights to produce goods under their
trademark or copyright to both affiliates and unre-
lated firms in foreign countries."

It is difficult to measure directly the impor-
tance of IPRs in world trade. Rough estimates can
be made, however, by examining the value of
goods and services that contain a strong IPR com-
ponent and by looking at international flows of
royalties and license fees. These data show that
IPR-related trade is very important to both devel-
oped and developing countries. At the same time,
because countries differ in comparative trade
advantages and in their stage of economic devel-
opment, they may be led to support very different

types and levels of IPR protection.

IPRs are particularly important for industrial-
ized countries, such as the United States and
Japan. In 1989, the United States exported some
$58.8 billion and imported some $87.9 billion in a
limited set of products that embody a prominent
component of IPRs (Table 1)." In comparison,
U.S. trade in all agricultural products in 1989
amounted to $35.2 billion in exports and $24.9
billion in imports.”? Furthermore, these products
are important components of aggregate trade.
Exports and imports of the goods in Table 1 were
16.1 percent and 17.8 percent of total U.S. mer-
chandise exports and imports, respectively. Simi-
larly, Japanese imports and exports contain a high
proportion of these goods."

IPRs are also a significant factor in the trade
of developing countries. For example, while Bra-
zil’s trade in IPR-intensive goods was substan-
tially smaller in absolute terms than in the United
States and Japan, its imports of these goods still
amounted to 13.1 percent of its total imports
(Table 1).

Another rough measure of trade in intellectual
property is the flow of receipts and payments on
technology trade. These are defined as royalties
and license fees for the use of technological
information, such as patented processes and new
products under patents and trademarks. By this
measure, the United States remains the over-
whelming net world supplier of technology, with
a significant inflow of payments (Table 2). In
contrast, both highly industrialized Japan and less-
industrialized Spain make net payments for licens-
ing foreign technologies.

The data also suggest that because countries
differ in the relative presence of IPRs in their
imports and exports, they might prefer different
international IPR regimes to protect their interests.
Indeed, countries with a strong net export position
in a specific sector generally support strong IPR
protection in export markets to prevent unautho-
rized copying and imitation. In contrast, countries
thatrely heavily on imported technology typically
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Table 1
Exports and Imports for Selected Countries in Certain Goods Sensitive to IPRs, 1989
(Millions of dollars)
IPR type United States Japan Brazil
Exports Imports Exports Imports Exports Imports
Patent goods 26,784 22,305 23,607 7,055 1,081 1,547
Copyright goods 13,989 13,663 10,613 2,911 51 268
Trademark goods 18,022 51,095 13,005 11,658 833 589
Total 58.8 87.9 472 21.7 2.0 24
(billions of dollars)
Percent of total 16.1 17.8 17.1 10.2 58 13.1

Note: Patent goods include pharmaceuticals, plastics, special machinery, machine tools, automatic data processing
equipment, electrical medical equipment, and measuring instruments. Copyright goods include semiconductors,
books and magazines, and sound recordings and blank tapes. Trademark goods include alcoholic beverages,

cosmetics, auto parts, furniture, luggage, clothing, and watches.

Source: United Nations, Yearbook of International Trade Statistics.

prefer weaker protection to increase the afford-
ability and availability of products. Also, protec-
tion levels tend to be low in the poorest countries
and tend to rise with the state of economic
development.®

Highly industrialized countries like the United
States and Japan have similar interests in strong
IPR protection. For example, the United States has
a strong comparative advantage in producing
many patent goods, such as pharmaceuticals, plas-
tic products, automatic data processing machin-
ery, and measuring instruments, as well as in some
copyright goods, such as printed matter and sound
recordings. The main intellectual-property interest
of U.S. firms in these sectors lies in strengthened
foreign measures to prevent local copying and
imports of infringing goods from elsewhere. Japan
also has comparative advantages in most of the
patent-intensive goods and, in addition, is a strong

net exporter of copyright goods (especially semi-
conductors).'® As a result, Japan has a relatively
strong interest in foreign laws preventing the unap-
proved duplication of computer chips and recordings.

With a comparative disadvantage in many
trademark goods, such as alcoholic beverages,
furniture, luggage, and clothing, the United States
might be expected to be less concerned with IPR
protection in these areas. Production-location deci-
sions in these goods depend largely on such factors
as the abundance of grape-growing land and avail-
ability of unskilled labor. Thus, the United States
tends to import them. Nevertheless, as suggested
in Table 2, ownership of the trademark may well
reside in countries that do not produce the prod-
ucts. Thus, American firms owning trademarks in
these sectors would favor foreign laws to prevent
production and export of goods imitating those
trademarks as well as U.S. border measures to
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Payments Balance
2,054 8,804
2,480 -424
1,416 -1,229

Table 2
Receipts and Payments and Balance on Technology Trade, 1988
(Millions of dollars)

m Receipts

United States 10,858

Japan 1,956

Spain 187

Source: Organization for Economic Cooperation and Development, Basic Science and Technology Statistics.

deter such imports,

Less-industrialized countries such as Brazil
may have different interests. Brazil’s trade pattern
demonstrates the typical situation for a developing
country. In most patent-intensive goods, Brazil has
clear disadvantages because of a limited techno-
logical base relative to the industrial nations. But
in some goods subject to trademark protection,
such as furniture, luggage, and clothing, it has
net-export positions. Brazilian firms currently may
perceive some advantage in having laws that weakly
protect the intellectual property of foreign com-
petitors, allowing local firms to imitate foreign
goods and technologies. Over time, as Brazil’s
technological sophistication and per capita incomes
grow, the country could see greater advantages to
establishing stronger laws.

INTELLECTUAL PROPERTY RIGHTS AS
A TRADE ISSUE

As suggested by the data on trade and income
flows, protection of intellectual property rights
varies widely across countries.!” These differences
may be costly both to the international trading
system and to individual firms. Attempts to har-
monize IPR policies, however, must reflect differ-

ing weights attached to the tradeoff between
growth and product availability.

Differences in international policy regimes

The widespread support of IPRs in industrial
countries reflects the belief that IPRs provide future
benefits that will outweigh current monopolization
problems. The use of patents, copyrights, and trade-
marks, for example, can enhance economic growth
and more closely match consumer preferences by
increasing product variety and quality.

Rapidly industrializing nations, such as Mex-
ico, Korea, and Turkey, also have compelling
interests in upgrading their protection of property
rights. These countries are building technological
capabilities and labor skills. Stronger IPR protec-
tion would assist their economic development by
ensuring access to foreign technologies and pro-
moting expanding domestic innovation. Indeed,
many industrializing nations have enacted
stronger IPR legislation since 1986, in part
because of this recognition.

The least-developed nations remain wary of
providing strong IPRs. Because these countries
have little domestic capacity for technological
innovation and product development, they rely on
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imports of these items for growth. They fear that
providing stronger patents to foreign firms and
enforcing laws against domestic imitation
would raise prices for key inputs and consumption
goods while simply transferring profits outside
the country. At least for some time, few long-
run benefits would emerge to offset these short-
run costs.'®

Differences in IPR policies have led to signifi-
cant trade disputes in at least four areas. First, it
has been common in numerous countries to allow
domestic firms to engage in counterfeiting, or
“piracy.” For example, bootleg copies of copy-
righted movies and tapes are sold without permis-
sion, and consumer goods are marketed with the
unauthorized use of prominent foreign trade-
marks. The temptation to do this is great, given the
large gap between the price of, say, a legitimate
perfume or luxury watch and its actual cost of
production. The counterfeit goods are typically
cheaper and of lower quality, which provides some
benefits to lower income consumers so long as the
products do not endanger public safety.” How-
ever, firms owning the trademark suffer lost sales
and a diminution in their reputation for quality to
the extent that consumers are confused about the
actual origin of the goods.

Second, most developing countries and sev-
eral industrial nations restrict the patentability of
pharmaceutical drugs. Because drugs can be cop-
ied so easily, pharmaceutical firms depend criti-
cally on patents in major markets to recover their
substantial R&D costs. Such patents, however,
often result in high prices for some medicines,
reducing their affordability. As a matter of social
policy, many countries see little sense in allowing
foreign drug firms to charge similarly high prices
in their markets. This is especially true in devel-
oping countries where purchasing power is low,
government budgets are constrained, and local
firms have limited ability to invent around drug
patents legitimately. To keep drugs affordable,
these governments frequently adopt policies that
combine limited or no patentability for drugs,

compulsory licenses, and price controls.”® Most
countries allow firms to patent their pharmaceuti-
cal processes, as opposed to products, but this is
of limited value to foreign firms because they find
it hard to prove infringement of a chemical process.

Third, countries differ in their protection of
computer software, The United States and the
European Community have begun to grant patents
for key industrial applications, which is such a
strong standard that it invites concern over monop-
olization of information technologies. Most other
industrial and middle-income nations agree on the
need for copyright protection, which, as noted
earlier, may not be strong enough in some in-
stances. Few poor nations have provided such
protection yet, which explains the prevalence of
program piracy in certain markets. Again, the rea-
son is simply that it is cheaper to disseminate software
through copying, even at the risk of encouraging
low-quality imitation programs and viruses.

Fourth, patent procedures differ greatly, even
among industrial nations. Only the United States
awards patents to the entity that can prove it was
the first to invent a technology or product. This
policy is supposed to encourage early disclosure
and professional scrutiny of new discoveries in the
technical literature without fear by inventors that
publication will allow someone else to procure the
patent. All other developed countries, however,
award patents to the entities that are first to file for
them. This avoids disputes over who actually
developed the innovation but tends to encourage
excessive filing for patents to cover an entire range
of potential discoveries. This practice is perhaps
most noticeable in Japan, where firms apply for
many more patents per capita than in other mar-
kets.” These differences in policies can be critical
to firms in choosing their strategies for patenting
and disclosing technical information.”

Costs of differing levels of IPR protection

Differences in the protection of property rights
impose potentially significant costs on the interna-
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tional trading system and on private businesses.
Unfortunately, reliable information on the magni-
tude of these costs is not yet available. The social
costs are inherently difficult to measure, while
industry and academic estimates of private costs
are quite different.

Social costs. Differing levels of protection for
IPRs can impose costs on the international trading
system in at least three ways. First, different re-
gimes covering the specification and enforcement
of patents, trademarks, and copyrights may distort
decisions about whether to trade with specific
markets and to invest in specific countries or to
transfer technology to them.” The aggregate costs
from such distortions could be significant.

Second, in a long-run sense, different IPR
policies may cause decisions regarding technol-
ogy and product development to be made on the
basis of available protection, rather than expected
demand in different markets. This would represent
an inefficiency in the international allocation of
R&D and marketing resources. Indeed, there may
be an underinvestment in projects to develop prod-
ucts for consumer needs in developing countries
with limited protection. The prototypical example
is the relative scarcity of drugs to combat tropical
diseases. Enhanced patent protection in those
countries could induce foreign pharmaceutical
firms to undertake more efforts in that direction.

Third, differences in IPR protection may be
the source of trade disputes. To the extent that
these disputes are unresolved and lead to compen-
sating tariffs and other trade barriers, they may
resultin higher costs for goods and services world-
wide.

Private costs. Differences in IPR policies may
also impose costs on specific businesses and
industries. For example, in recent years, U.S. and
European firms have become increasingly con-
cerned that these differences were eroding their
potential sales and profits from innovation. One
problem is that it is costly to apply for, and keep
in force, patents and trademarks in many countries
with differing procedures. Thus, the variability in

IPRs acts as an additional cost to firms.

Of greater concern is infringement activity.
Perhaps most obvious is foreign counterfeiting,
where firms in other countries produce, sell, and
export products that falsely display prominent
trademarks and copyrights. Equally worrisome is
the loss associated with weak foreign patent pro-
tection in areas such as pharmaceuticals and food
products. :

Adding to the importance of this issue are new
areas in which IPRs have become prevalent. Com-
puter software, semiconductors, and biotech-
nological products all require substantial creative
effort that calls for protection. The potential for
sales and income growth over the next decade is
tremendous, lending urgency to the IPR problem.

There is little reliable information on how
extensive economic damages from foreign infringe-
ment of IPRs might be. The most systematic evi-
dence comes from a 1988 study by the U. S.
International Trade Commission. This survey
asked several hundred American firms to estimate
their lost sales, royalty fees, and the like from
foreign IPRs infringement in 1986. In total, firms
reported losses of $24 billion.

Unfortunately, such reports are not very cred-
ible. Firms may be expected to overestimate their
losses because they are likely to believe that, given
better foreign protection, their sales would fully
replace infringing sales. This would not be the
case, however, if greater IPR protection resulted
in significantly higher prices charged by the
rights-holding firms.

In contrast to industry estimates, recent aca-
demic studies report lower costs.** For example,
Feinberg and Rousslang report that U.S. firms
suffer infringing sales ranging from 2.8 to 14.3
percent of worldwide sales, depending on the indus-
try. Summing across industries, they found that
infringing sales amounted to $9.5 billion in 1986.

Perhaps more important than lost sales are
foregone profits. Under a variety of assumptions
about R&D and production costs and about com-
petition between firms that own intellectual prop-
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erty and firms that imitate without authorization,
lost profits to innovative firms are estimated to
range from $1.3 billion to $2.6 billion (Maskus
1990a). In a study of the impacts of pharmaceuti-
cal patent infringement in Mexico, Argentina, Bra-
zil, and India, it was estimated that pharmaceutical
firms worldwide have lost perhaps $167 million to
$1.5 billion annually in profits due to sales of
imitated drugs in those countries (Maskus and
Eby-Konan).

Thus, it appears that damages to innovative
firms from foreign infringement of IPRs may be
substantially less than the firms themselves report.
Nevertheless, public concern over such infringe-
ment is understandable in light of two facts. First,
these losses are unevenly distributed across firms.
The greatest damages are expected in the pharma-
ceutical, chemical, software, luxury-goods, and
entertainment industries, because these products
are easily imitated or copied. Indeed, firms in these
industries have been at the forefront in lobbying
for changes in foreign protective regimes. Second,
the social costs from IPRs infringement may be
large. Current losses in profits in the pharmaceu-
ticals industry, for example, may reduce the scale
of firms’ R&D programs, thereby delaying or
deterring the introduction of new drugs.

Harmonization of intellectual property
rights?

The international differences in property right
protection have led the United States and other
industrialized nations to push for greater uniform-
ity of treatment. Unfortunately, there is no guaran-
tee that full harmonization would be globally
optimal. Indeed, resolving differences in IPR pro-
tection is likely to involve a compromise between
the interests of developing and developed coun-
tries.

The United States is the strongest advocate of
a globally harmonized set of IPRs in all coun-
tries.” These standards would provide strong pro-
tection for innovative firms from any country,

without discrimination, and would serve to elimi-
nate the bulk of international infringement. The
ability of countries to limit the value of IPRs for
domestic purposes, by issuing compulsory licenses
without full monetary compensation, for example,
would be severely curtailed. Such policy changes
could result in global economic benefits.?

The case for full harmonization is difficult to
make, however. Standardizing regulations at
strongly protective levels would bring about both
benefits and costs that would be shared unevenly
by trading partners. Stronger international protec-
tion may benefit firms in industrial and rapidly
growing economies but cause problems in devel-
oping nations, at least for a lengthy period of time.
Thus, there is no general expectation that all nations
will necessarily gain or lose from harmonization.

In this way, harmonization of IPRs differs
greatly from liberalizing traditional trade barriers,
such as tariffs and quotas. Trade barriers are them-
selves market distortions that interfere with the
efficient functioning of markets. While there are
winners and losers within each country, econo-
mists generally agree that trade barriers harm both
the country that imposes them and its trading
partners. Removing them raises global income by
improving economic efficiency. All countries may
be expected to share in the resultant gains from
greater trade (Nguyen, Perroni, and Wigle).

In contrast, intellectual property rights attempt
to address the inherent failure of markets to reward
innovation, but do so by imposing the additional
distortion of a monopoly on the flow of new
information. Each country’s interests in such poli-
cies depend on a host of national characteristics,
including its innovative capacity, its ability to absorb
foreign technology, and its preference for quality
in consumption. Within each country innovative
firms would gain from harmonization, while users
of products would suffer higher costs. Overall,
highly innovative countries would gain, while
poorer countries would experience net losses
(Maskus 1990b).

Even recognizing this tradeoff, however, the
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possibility remains that global income and growth
could rise after partial harmonization. As discussed
above, the existence of different IPRs across coun-
tries may impose damages on the international
trading system. Reducing these differences could
lower these costs. Moreover, to the extent that the
world currently allocates too few resources to inno-
vation, a global expansion of investment in research
and development could raise world income.”

Nevertheless, countries that mainly import
their technologies and new products would expe-
rience losses from such a change, at least for some
period of time. These losses would result from
higher monopoly prices, the loss of profits shifted
from domestic firms to foreign firms, the absence
of local innovation, and perhaps less access to
foreign technologies.

It follows that for any prospective agreement
on IPRs to gain widespread participation, it must
represent a compromise between the current inef-
fective and discriminatory regime on the one hand,
and full harmonization with rigorous levels of
protection on the other hand. Furthermore, if there
are overall global gains from strengthening and
reducing differences in policies, a case can be
made for winners to compensate losers to secure
their participation. An ideal forum for this frame-
work to emerge is through the multilateral negotia-
tions underway in the Uruguay Round of the GATT.

ACHIEVING A MULTILATERAL
AGREEMENT ON IPRS

Negotiations on intellectual property rights in
the Uruguay Round suggest that a compromise
may be reached that is fair to different national
interests and provides a more effective framework
for enforcement. Moreover, there are substantial
risks to the world trading system if the Uruguay
Round fails to reach an agreement, leaving the
existing policy regime in place.

Existing institutional arrangements do not

provide an effective forum for settling IPR dis-
putes, nor do they provide means of enforcement.

Prior to the Uruguay Round, the international
body responsible for handling IPRs was the World
Intellectual Property Organization (WIPO), an arm
of the United Nations. A number of international
conventions and treaties exist covering industrial
property, artistic creations, and special issues,
such as biotechnology and semiconductors.?
While these conventions provide some basic
requirements and allow some international coop-
eration, the WIPO structure suffers three funda-
mental shortcomings. First, not all countries are
members of the conventions. Second, the prevail-
ing policy principle in WIPO is national treatment,
which requires countries not to discriminate
between domestic and foreign firms in its IPRs.
However, this principle does not prevent the level
of protection from being weak if a particular coun-
try so desires. Third, even if a country violates this
nondiscrimination principle, WIPO has no effec-
tive means of resolving resulting disputes among
countries. Thus, WIPO exercises little control over
the practices of different nations, which encourages
varying IPRs and discriminatory enforcement.

The Uruguay Round negotiations on intellec-
tual property have resulted in a prospective agree-
ment that overcomes many of these problems. It
would abandon the existing international structure
by placing IPRs within the purview of GATT
obligations. This implies that countries would be
expected to enforce their policies without dis-
crimination and that disputes could be settled in an
accepted international forum.

The prospective agreement reflects a spirit of
compromise between the interests of developed
and developing countries. Nearly all countries
would agree to eliminate counterfeiting over some
period, consistent with the view that unauthorized
use of a published trademark or copyright is ille-
gitimate. At the same time, widespread agreement
has been reached on the need to establish a
stronger set of minimum standards in patents that
provide some flexibility to countries at different
levels of development. In addition, poorer coun-
tries would be allowed to bring their IPRs up to
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international standards gradually, as their circum-
stances warrant. Technical and financial assis-
tance would be provided by developed nations to
help such countries expand and enforce their sys-
tems over time. Domestic competition policies
would be upgraded to discipline any potential
undesirable monopoly practices by firms owning
IPRs. In return, countries would agree to minimize
the use of compulsory licenses and agree to pay
market-based compensation when they are used.

The likelihood of an agreement on IPRs in the
Uruguay Round is enhanced by the comprehen-
sive nature of the overall negotiations. The wide
scope of the Uruguay Round promises greater
market access in developed countries for the prod-
ucts of developing countries that are being asked
to strengthen their IPRs. Such products would
include textiles, apparel, and agricultural goods.
Moreover, if agreement is reached in the Uruguay
Round to set and enforce stronger mechanisms for
settling trade disputes, developing countries would
feel more confident their future grievances against
the wealthier nations would receive a fair hearing.

The importance of developing an IPR agree-
ment in the Gatt talks is reinforced by considering
the risks to the world trading system if the Uru-
guay Round fails to reach an agreement, leaving
the existing policy regime in place. For example,
as firms take an increasingly global outlook to
their strategic business decisions, the effects of
national regulations covering competitive condi-
tions around the world will become more signifi-
cant. Governments may choose to use differential
policies to engage in “regulatory competition” for
business, risking the artificial fragmentation of
world commerce. Multilateral disciplines to
restrict this competition are important.

More important, many countries, such as the
United States, view foreign infringement of their
national IPRs as unfair trade actions. Accordingly,
unilateral actions against countries with weak
[PRs will continue to proliferate. Indeed, in the
1988 Omnibus Trade Act the United States ele-
vated intellectual property laws to a special status

for attention in its efforts to discipline foreign
practices. Under this “Special 301" provision, the
U.S. trade representative is empowered to identify
countries with policies that seem especially dam-
aging to American business interests and to impose
retaliatory trade restrictions if bilateral negotia-
tions fail to remove them. There is some justifica-
tion in this procedure if it succeeds in modifying
unjustifiable foreign practices and results in greater
and nondiscriminatory marketaccess. However, such
unilateral actions ultimately threaten the integrity
of the international trading system by substituting
bilateral deals for multilateral disciplines.?

SUMMARY

The current Uruguay Round negotiations rep-
resent a watershed in international trade policy.
While successful completion of the Uruguay
Round will include progress in resolving tradi-
tional issues such as tariffs and quotas, newer trade
issues such as intellectual property rights will be
addressed for the first time.

With the growth in world trade in the 1980s,
intermational differences in protection of IPRs have
caused an increasing number of trade disputes.
From a policy standpoint, IPRs are fundamentally
different from traditional trade barriers, such as
tariffs. Whereas reducing global levels of tariffs
would provide welfare gains for all countries con-
cerned, strengthening and harmonizing IPRs would
generate benefits and costs that are likely to vary
across countries. Thus, an appropriate agreement
will involve a compromise between the current
situation of markedly different protective regimes
and a fully standardized set of international policies.

Successful completion of the Uruguay Round
will go a long way toward settling IPR disputes.
The prospective agreement on IPRs includes con-
siderable compromise between the interests of
developed and developing countries. In addition,
by placing future negotiations in the multilateral
framework provided by the GATT, potentially dam-
aging bilateral disputes may be avoided.
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ENDNOTES

1 The last criterion prevents the patenting of basic sci-
entific discoveries deriving from fundamental laws of nature.
Under most legal systems, there is an unclear demarcation
between “fundamental” and “applied” discoveries that is
becoming controversial in patent policy. For example, the
United States has indicated its willingness to provide patents
for discoveries emanating from the mapping of genes in the
DNA molecule. This policy concerns observers who believe
such information should be widely disseminated in order to
spur development of practical applications.

2 This trend has raised concerns about potential monop-
olization of key software, limiting the development of com-
patible applications programs.

3 For additional details on intellectual property rights,
see World Intellectual Property Organization (1988).

4 A new technology, for example, is information about
a better means of production. Information is a type of good
for which consumption by one firm does not limit the ability
of other firms to use it. In economic terms, once the technol-
ogy has been introduced, it makes the most sense to provide
it to all potential users at the cost of replicating another copy
of a blueprint or computer program. This cost may be near
zero. In this sense, an efficient market would allow innova-
tions to be distributed and used competitively, without con-
sideration of the initial R&D costs.

5 Two exceptions exist to the provisions providing ex-
clusive rights. First, a government may choose to develop and
disseminate an invention itself on grounds of public interest.
Second, a government may require that a patent owner allow
use by another firm to expand domestic availability of the
invented product or process. Such “compulsory licenses”
usually provide a fixed payment to the patent owner.

6 Among industrial countries the term of patent protec-
tion lasts from 15 to 20 years. This standard was established
centuries ago in Europe, based on the length of time it
required to train two apprentices. It should be noted that
effective patent lengths can vary across industries because it
may take patent authorities different periods of time to ap-
prove the applications. Thus, until recent legislative changes
a U.S. pharmaceutical patent typically provided only ten
years of protection due to the lengthy approval period.

7 Most observers consider this basic framework to be the
best choice for a technology-development policy. One alter-
native, for example, would be for the government to subsidize
applied and commercial R&D directly. The difficulty here is
that the government is ill-qualified to determine which pro-
jects are likely to succeed and advance the national techno-
logical base. Further, such policies risk problems of awarding
contracts based on political favoritism and foreign retaliatory

subsidization. The patent system has the advantage of allow-
ing market competition for protected future profits to allocate
R&D resources among firms. A proper allocation of laborand
capital into technologically dynamic uses is critical for pro-
moting economic growth, as discussed by Grossman and
Helpman (1991).

8 Similar comments pertain to copyrights, which allow
authors, musicians, and artists to earn (sometimes spectacu-
lar) returns on their creative efforts by controlling the dupli-
cation and sale of books, tapes, and the like. Without these
potential returns there would be slower creation of cultural
products and technical manuscripts. However, concerns arise
that strict copyright protection may excessively restrict the
diffusion of knowledge gained from literary and artistic work.
An example would be the difficulty students might experi-
ence in affording expensive technical publications that carry
significant research results. Copyrights are typically awarded
for a time period extending SO years beyond the author’s
death, which again is a compromise among these conflicting
interests.

9 Maskus (1990b) provides evidence on the growth of
foreign direct investment.

10 Horstmann and Markusen (1987) analyze the strate-
gic choices among these alternatives.

11 Many goods and services that rely on IPRs are ex-
cluded from Table 1 due to data limitations. For example,
there is substantial international trade in computer software
and banking services.

12 Indeed, some portion of agricultural trade is related
to intellectual-property inputs. For example, U.S. export
strength in farm goods depends in part on the use of advanced
chemical and mechanical inputs, which are likely to be pro-
tected by patents. Further, food products carry trademarks and
are often patented as well. These examples provide a flavor
both for why IPRs are pervasive in trade and why itis virtually
impossible to measure accurately their contribution to trade.

13 It should be noted that trade in most IPR-sensitive
goods has risen rapidly in recent years. For example, between
1985 and 1989 U.S. nominal exports of patent-intensive
goods rose by 82 percent, and of imports by 75 percent, in
comparison with growth in overall merchandise exports of 66
percent and in imports of 36 percent. Japan’s imports of all
three types of IPRs-sensitive goods rose by more than 100
percent over that period, while that country’s total imports
rose by 63 percent.

14 Clearly, only some unknown portion of the income
flows noted in Table 2 reflects returns to innovative activity.
This portion would depend on numerous market and policy
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variables, including the intemational strength of IPRs. None-
theless, it is evident that foreign direct investment and licens-
ing are significant forms of international business and that
intellectual property plays a key role in global competition.

15 This varies among patents, trademarks, and copy-
rights. See Rapp and Rozek.

16 In fact, in developed countries semiconductors re-
ceive a hybrid protection combining patents and copyrights.

17 World Intellectual Property Organization provides a
compilation of practices in most countries. Gadbaw and
Richards comprehensively review policies. However,
because many countries have changed IPRs recently, their
review is somewhat dated.

18 Maskus (1990b) provides some tentative estimates of
these potential static costs.

19 There is a thriving market in some countries for
counterfeit medicines (drugs sold falsely under trademark),
some of which might be produced without proper quality
controls.

20 Many products besides pharmaceuticals may not be
patentable in various countries. Primary examples include
biotechnological inventions and food products. See WIPO
(1988) and Butler (1990) for more details.

21 Some observers claim that the Japanese patent system
is discriminatory and acts to reward Japanese inventors to the
exclusion of foreign inventors. Reasons for this include
requirements for translation into Japanese and an under-
staffed patent office that delays processing of applications. At
the same time, however, the United States has been accused
of using its statutory authority to exclude IPR-infringing
products fromits market to discriminate against foreign firms.

22 Beyond the patent stage, countries differ in how they
regulate business practices by patentees. The USS. judicial
system has been relatively rigorous in insisting that patent
owners do not operate to restrain trade and technology diffu-
sion, though this policy stance has softened recently. Such
competition policy in the European Community and Japan
has been more lenient toward firms owning IPRs.

23 While this statement is presumably true, it must be
noted that a business could react in a variety of ways to
differential IPRs, depending on market power and strategy.

In principle, the effect on total trade and investment would be
unclear, though there would be distortions in the distribution
of those flows.

24 Studies that attempt to account for the competitive
structure of markets for IPR-sensitive products include Fein-
berg and Rousslang (1990), Maskus (1990b), and Maskus and
Eby-Konan {(1993).

25 1t would be more accurate to suggest that the U.S.
preference is for such standards to exist in all but the least-
developed countries, where infringement is insignificant in
economic terms.

26 Uniform international IPRs would allow their owners
to charge different prices in various markets (to “price dis-
criminate” in economic terms), depending on demand elas-
ticities. This outcome would increase the returns to
innovation and, presumably, induce more R&D and growth.
In general, if harmonized standards were to represent a net
strengthening of world IPRs, as envisioned by the United
States, profits to creative activity would rise and more inno-
vation would take place.

27 There is some evidence that in that in developed
countries the social returns to innovation (counting consumer
benefits from new products and technologies, including tech-
nological spillovers to other industries) exceed the private
retumns, Organization for Economic Cooperation and Devel-
opment.

28 An example is the Patent Cooperation Treaty, which
allows firms to apply to a centralized body, the decisions of
which are recognized as valid in all signatory countries. Such
protocols are limited, however, and, in any event, the protec-
tion provided in various nations may still differ.

29 That this process is likely is clear from a recent report
that intellectual-property interests in the United States have
tired of the lengthy delay in reaching a Uruguay Round
accord. Petitions for investigation of, and eventual retaliation
against, practices in several countries may be filed by the
Pharmaceutical Manufacturers Association and the Motion
Picture Association of America. It must be recognized that,
in the long run, a full multilateral agreement would be a
significantly better approach to meeting their concerns and
improving world welfare and growth.
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