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Introduction

Although Economists have advocated Free trade as good policy in the absence of a better one, there are certain problems that have to be dealt with on the way.

With the liberalisation of trade, it is becoming harder to protect your investments in research and development (R&D), especially in the pharmaceutics and biotechnology industries. Although economists in general are in favour of free trade and the abolishing of trade impeding tariffs, we have to maintain a method of sustaining and promoting investments in R&D.

Intellectual property rights have been a hot topic for discussion in most countries of the world. The richer countries have been in favour of this form of protectionism while the poorer countries that lack the financial potential for R&D have taken up a contrary position, mainly due to their concern for public health matters.

The aim with this paper is to examine the effects of IPRs on free trade with an emphasis on technological inventions and to try and find a way to maximise global welfare through free trade taking the various interest of both developed and developing countries into account whilst maintaining a sustainable development for all parties involved. 

Definitions

 Free Trade

According to Krugman&Obstfeld (International Economics 5th edition) there are three main arguments for free trade:

1. Conventionally measured costs of deviating from free trade are large.

2. There are other benefits from free trade that add to the costs of protectionist policies.

3. Any Attempt to pursue sophisticated deviations from free trade will be subverted by the political process.

In this paper I will refer to free trade as the policy to which we should strive in order to maximise welfare on a global perspective. 

Intellectual Property Rights.

“Intellectual property refers to creations of the mind: inventions, literary and artistic works, and symbols, names, images, and designs used in commerce.”

http://www.wipo.int/about-ip/en/
IPRs are used to protect the rights of inventors and to uphold incentives for creative work. Although the aim of IPR is mainly to protect investments in R&D, the exclusive rights are often subject to limitations in order to concede with other social objectives and the interests of both holders and users. http://www.wto.org/english/tratop_e/trips_e/intel1_e.htm 

Intellectual Property Rights can be divided in two main groups:

1. Copyrights and related rights 

2. Industrial property

The first group contains all sorts of recognition of mainly written work and music. Copyrights are used in order to protect the creator and secure the payment of royalties. They are usually valid until 50 years after the death of the holder of the copyright. There is no international authority for copyrights but most countries in the developed world have extensive national copyright legislation.

In this paper I will be focusing on the second group that consists of the following:

· Inventions(patents)

· Trademarks

· Industrial Designs

· Geographical Indications

Patents are given for new inventions and new methods to solve different problems and they are valid for twenty years. Trademarks and geographical indications are in principal valid forever, providing the products remain unique. Industrial designs have 

to “appeal to the eye” therefore they do not protect any technical aspects of the product.

Patents

There are three main criteria for patents:

1. It has to include a “novelty”, a new feature that cannot be deduced through everyday intellectual thinking. 

2. The invention must have a practical application. 

3. The invention must concur with “odre public”; it has to be ethically acceptable.

Outside of these criteria there are some additional criteria that have to be filled in order to receive a patent. One of them is that a colleague is supposed to be able to reproduce the invention on the basis of the patent application. This actually poses a problem since patent applications are made public one year after having been approved. The idea with the publication of patents is that other entities may use the patented inventions in their research, although no products may be sold without the permission of the patent holder.  Many companies and inventors therefore opt not to apply for a patent in order to keep their findings secret. The copying-related problems are also reflected in scientists’ tendencies to try and acquire as broad patents as possible. A describing example is the case of the “Onco” mouse, a genetically engineered mouse that develops cancer by itself. The Harvard University inventor applied for and was awarded a patent in Japan for, not only mice, but also all mammals with this ability 

http://www.ey.com/GLOBAL/gcr.nsf/Canada_Legal/IntellProp_Article7_OncomouseAppeal
Agreements amongst the member states of The World Trade Organisation (WTO) and The World Intellectual property Organisation (WIPO) control intellectual Property Rights.

How Protection of IPRs affects World Trade
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Monopolistic Pricing and Production Decisions

Protection of IPRs raises market prices like a monopoly, only the affect is much stronger. 

That is to say, that the difference between the monopoly price and the average cost is a lot larger when your dealing with IPRs because the average costs is substantially lower compared to the total price.

The innovative foreign company does not have to pay royalties for their own product while the domestic company has to do so making the product more expensive in the importing country.
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Effects of a Tariff

continued...

Protection of IPRs affect international trade like a tariff:

And the IPR “tariff” affects welfare in the following way:
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Net Welfare Effects of a Tariff


Agreement on Trade-Related Aspects of Intellectual Property Rights (TRIPS)

TRIPS was a result of the Uruguay Round 1986-94 of the GATT negotiations and the agreement aims at providing protection for holders of IPR as described above while taking into account the various needs of the less developed countries in order to maintain and increase the welfare of both holders and users of IPR. Contrary to a public misunderstanding, TRIPS does not create a universal patent system but it lays the ground rules for the protection that the national patent laws should provide.

Principles

The principles of “National Treatment” and “Most Favoured Nation” form the basics of the TRIPS agreement. 

The National Treatment Principle – means that the nations that have signed the agreement are to treat both imported and national products equally once they have entered the national market. The Most Favoured Nation Principle implies that the member countries have to treat each other equally. “Most Favoured” does not mean an exclusive club; it means that if nations within the WTO agree on more favourable conditions of trade they have to treat all other member states in the same way. 

The other principles of the TRIPS agreement define the different forms of IPR.

Enforcement

The idea is that the enforcement of IPR legislation according to the TRIPS agreement should be tough but fair meaning that the punishment for breaking them exceeds the possible economic gain.

http://www.wto.org/english/docs_e/legal_e/final_e.htm#TRIPs
Although the overall aim of the TRIPS agreement sounds good it has certain flaws. The agreement promotes predictability and equal treatment for all – but the non-members. Almost all WTO-members (125 of 144) have signed the agreement leaving some developing countries outside. 

The first basic principal of national treatment applies only to products that have already entered the market. This means that tariffs and taxes do not contradict the agreement as long as they are imposed on products that haven’t entered the national market.

An overall criticism has been addressed to the way in which the WTO defines intellectual property saying that it is based on a western way of thinking not taking into account the intellectual environment of many developing countries. The WTO has also been questioned for the extent to which a western firm may be given the rights to inventions that are based upon local knowledge or natural resources in developing countries. In many cases the WTO and the TRIPS agreement serves the 

industrialised countries in protecting their investments in R&D to insure a continued technological development at the cost of soaring drug prices.

Intellectual Property Rights – A Prisoner’s Dilemma

In their paper (Free Trade and Protection of Intellectual Property Rights: can we have one without the other?) Ai Ting Goh and Jacques Olivier conclude that the absence of an international agreement on protection of IPRs decreases the willingness of countries to liberalise trade further and that welfare gains can only be acquired if the protection of IPRs is combined with an international agreement on trade policy. An agreement on protection of IPRs doesn’t guarantee a welfare gain in it self because as 

long as there isn’t a simultaneous agreement on trade policy, any country will change the unaffected policy instrument to offset any gain coming from the other according to the theory of “The Prisoner’s Dilemma”. In a Prisoner’s Dilemma situation you can only make a good decision if you know what the other participant(s) is (are) up to and that is exactly what the WTO is trying to achieve through transparency, co-ordination of IPRs legislation co-ordinated trade policy on a global scale. A good decision in this case is a decision that gives all the participants the highest possible amount of welfare in the given situation.  

IPRs and World Trade

The co-director of the Centre for Economic and Policy Research (www.cepr.org), Mark Weisbrot says that: from an economic point of view the monopoly created by patents is virtually the same as the trade distortions created by import quotas and tariffs. The difference is that the patent monopolies raise the prices of the protected products far more than conventional tariffs and it is therefore natural for economists to be against such protectionism. 

http://www.zmag.org/weisbrotrich.htm
In 2001, Brazil became the first country to break an international patent when it began producing the generic drug “Nelfinavir” in order to address its huge AIDS problems. According to Brazilian law you can bypass a patent if the holder is abusing his position as a monopolist. The holder of the Nelfinavir patent, a Swiss pharmaceutical company named Roche, argued that they had conceded to give the Brazilian government a discount of 13% on the drug following extensive talks between the two parties. Brazil has the highest number of AIDS-patients in South-America and spent 

over $300m per year on Nelfinavir alone. By producing a similar drug domestically Brazil cut its spending by nearly 40%. Attempts to punish Brazil in the WTO negotiations where dropped the same year in June due to the public outrage over the case. In my opinion this was actually a good outcome for the parties involved, since the pharmaceutical company has a primary obligation to its shareholders to maximise their profits, the negative publicity served as a valid excuse for the management of the firm to cut their losses and save the reputation of the company. 

http://news.bbc.co.uk/hi/english/business/newsid_1505000/1505163.stm
Some argue that protection of IPRs can be good for poorer countries as well. It has, for example, become increasingly difficult for musicians in Mexico to get recording deals with record companies due to the fact that two thirds of all the cassettes and CDs sold in Mexico are counterfeit. India is another example, due to the country’s nearly non-existent IPRs legislation many pharmaceutical companies choose not sell their products there for fear of copycats. Seen from this point of view, protection of IPRs encourages the domestic industry, secures foreign investment and allows the use of 

new technology. The problem is that patent holders – the real winners are almost in every case foreigners.

The Intrinsic Time Inconcistency Problem With IPRs Protection

An other problem with the protection of IPRs is that the incentive for governments to keep up the protection is lower after innovation than before it. To encourage innovation a government will strenously protect IPRs but in the fields where local 

innovation fails it will be willing to lower the protection so as not to be forced to pay the higher prices of imports, which in turn would hurt the country´s current account.

The country´s firms know this of course and will invest accordingly in a very rational fashion. This leads to less funds being spent on R&D, fewer innovations and weaker protection of IPRs. The country´s trading partner will be hurt by the weaker protection and in total there will be a lower welfare gain. This is where the WTO comes in and solves the problem by forcing governments to commit to strong protection of IPRs.

http://www.imf.org/external/pubs/ft/wp/2001/wp0181.pdf
The IPRs Debate

The two different views explained in section 5. are accentuated by two new aspects. Many firms in the developed world have come to realise that knowledge is often more valuable than the firms tangible assets. This has given birth to “knowledge economy” thinking.  This has raised the will of firms to protect their ideas and also made it harder to distinguish the truly innovative ideas from the rest. 
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Biotechnology has also increased the ethical problems connected to IPRs. It has become increasingly difficult to say what you may and may not receive a patent for. Can you for instance get a patent for a new life form?

Globalisation is the second aspect. Protection of IPRs used to be a domestic problem but now with the WTO and other multinational organisations and agreements it has 

become a matter of international importance. Many poor countries feel that the developed world is demanding to much in pressing the developing countries to bring their legislation up to western standards at huge costs whilst being almost unable to access any of the promised benefits. http://www.economist.com/world/na/displayStory.cfm?Story_ID=664495
IPRs and Developing Countries

The protection of traditional resources and affordable drug prices are the two main concerns for third world countries. Mexican bean farmers were outraged when an 

American firm was awarded a patent on the beans that they had been cultivating for generations. This is possible, thanks to the American patent system not demanding strong enough evidence of novelty and in this case the American interest for protecting its agricultural industry. The American firm still uses the patent as a means to impede imports of the bean from Mexican producers. The Mexican government means to challenge the patent but has to pay the corresponding legal costs of approximately $1.5m. Legal costs in general limit the possibilities for developing 

countries to acquire patents since it costs about $20.000 to get for instance a plant patent in the United States alone. 

www.egfar.org/docs/english/4Lines-Docs/InnoPart/GRM/gfar0066.PDF
Brazil, as we saw in section 5, chose to break a patent in order to afford the drug needed for the treatment of their AIDS patients. Obviously there was no novelty in the Mexican bean and the financial loss of the pharmaceutical company Roche, was nothing compared to the gain in Brazilian health care. The developing countries only hope that the industrial countries would give them some slack, at least when it comes to health care and that the developed countries would strive towards true global welfare. 

Seeing to the IPRs Interests of Developing Countries

Although most developing countries lack the sufficient infrastructure and are so poor that they cannot afford drugs even at bargain prices, there is a group of countries like South Africa that can muster a big enough investment for bringing its judicial system up to speed in the protection of IPRs. For these countries the TRIPS agreement offers 

two helping hands, parallel importing and “compulsory licensing”. Parallel importing means that a developing country may import patented drugs from other countries without paying royalties to the holders of the patents while compulsory licensing gives developing countries the right to manufacture patented drugs without paying royalties in case of a national emergency. Even though no royalties are paid, the country in question must compensate the patent holder to an agreed extent.

There is also some light in the end of the legal tunnel for the developing countries in the form of customised projects like the ones in India and Venezuela. The Society for Research and Initiatives for Sustainable Technologies and Institutions (SRISTI) is managing a project called the HoneyBee Network in rural India. The society sends out 

volunteers to identify and collect local inventions into a database that by now has about 10,000 entries in seven different local languages complete with pictures to aid illiterate users. The network has eight patents pending and a small venture capital fund has helped a few inventions of the ground. In Venezuela, Otro Futuro, a local charity, and the Policy Sciences Centre of New Haven, Connecticut are helping a local tribe to 

register their folkloric lyrics and music together with their knowledge of medicinal plants in their region. 

The idea with similar projects is to acknowledge the special needs of developing countries in their quest to protect themselves from the “biopiracy” threat of the developed world. Countries like Brazil has urged that these special needs should be recognised in the TRIPS agreement to give the developing countries a chance but they have met fierce opponents like The United States who are unwilling to make any adjustments to the agreement.

http://www.economist.com/world/na/displayStory.cfm?Story_ID=664495
The Economics of IPRs Protection in the Global Economy

Edwin L.-C. Lai discusses the Economics of IPRs protection in his paper with the same title.

The North-South Issue

Lion portions of the world’s inventions are registered in the northern industrialised countries while most of the counterfeiting is done in the southern countries. According to a lawyer, Reichman 1995, the only reason why the TRIPS agreement is sustainable is because the north agrees to open up its traditional products market to the southern countries in exchange for the south tightening their protection of IPRs. As well as being costly, the southern countries reluctance to abide by the TRIPS agreement is partly because it would mean substantial unemployment for many developing countries. Many also argue that the TRIPS agreement forces the already existing standards of the northern countries on the southern countries that are not ready to meet up with the demands of the north. 

A North-South Model

Lai and Qiu constructed a model to try and find the answers to questions like: is the South doing too little to protect IPRs from a global point of view? Does the South protect too much if it adopts the IPRs standards of the North?

The model consists of two regions, North and South and they trade two types of products, new differentiated products and traditional products. Both regions have the ability to innovate and imitate but South can innovate to a lesser extent than North. The model also takes into account the following assumptions in connection with the new products sector:

· the South is not as capable as the North of creating new products

· counterfeiting is discouraged by stronger IPRs protection

· North and South had their own IPRs rules before TRIPS

· both regions are obliged to have the northern standards before TRIPS as a minimum

With the help of their model Lai and Qiu found that, as long as the southern market is not substantially smaller than the northern market there exists an incentive for the South to protect IPRs. The best level of IPRs protection in the South is, according to the model, not as high as in the North. This is because of the negative effects of a raise 

in the price level due to stronger protection. However, as the goal is to maximise global welfare, the model says that this can only be achieved if the South recognises the same standards in IPRs protection as the North because the gain in innovations caused by improved IPRs protection outweighs the costs of higher prices. The problem is that this benefits the North at the expense of the South if the South is not compensated by the lowering of tariffs on southern products in the North. Professor Qiu argues that the TRIPS agreement does not take this into account, thus giving the North the benefits of strengthened IPRs protection. This effect is leading to the current situation in which the north is refraining from opening their markets to the South due to the lack of incentives for the South to enforce IPRs protection. Lai and Qiu extend their comments to saying that the TRIPS agreement should oblige the South to tighten their IPRs protection but not as much as the north in order to achieve the desired 

effect. This would serve as a momentary solution until the gap between North and 

South in IPRs legislation is eventually closed and equal protection can be instated.

http://www.bm.ust.hk/newsletter/winter2000/winter00-12.html
Conclusions

In the course of my text I have described a wide variety of effects of the protectionism of IPRs on Free Trade. As Ai-Ting Goh and Jacques Olivierconclude in their paper, the North and South or the developed and the developing countries are effectively faced with a modified prisoner’s dilemma where the objective is not to get caught in order to maximise welfare. As always in human history, the actual goal of both parties is to maximise their own wealth, not actually caring about what happens to the other. Both have the choice of either conceding to strengthened IPRs protection or to impose tariffs and other restrictions on the imports from the other party, thus hurting free trade. If either one of the two “confesses” or falls to impose tariffs on its imports, it will hurt both parties with lower global welfare. Since the South is specialised in imitating, because it has not got the legislation nor the financial capability needed for R&D, South will be the one confessing. If both South and North would confess and restrict trade with tariffs and import quotas, we would continue as we have,  loosing a gain in welfare due to lower market effectiveness. Then again, if both keep silent and strengthen IPRs protection and recognise free trade, it will increase global welfare.  

I therefore conclude that the “jailer” or the WTO will have to alter the TRIPS agreement in order make it possible for both developed and developing countries to keep silent. That means that the North will have to make some concessions in compensating the South for the huge costs of getting their legislation up to speed in order to protect innovations of both parties. Furthermore the North will also have to agree to methods of identifying innovations that suit the southern intellectual atmosphere so that both have equal possibilities to gain from IPRs protection combined with free trade devoid of tariffs, thus maximising global welfare. In a hypothetical transition period all agreements on tariffs and protection of IPRs will have to be done simultaneously, otherwise there is an incentive for the countries involved to use one of the to offset the effect of the other (Goh, Olivier).

The North will gain due to a decrease in imitation because of tightened protection of IPRs in the South. Although South will then have to put up with higher prices they will gain 

because it will be safer for foreigners to invest in their market. If everybody then gets rid of their tariffs, the united market will be effective gaining both North and South. This will of course never happen because of the huge cultural, economic and judicial differences between the two. 
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Figure 8-10  Net Welfare Effects of a Tariff









Price, P

Imports
[ = efficiency loss (b + d)
7227 = terms of trade gain (€)

N\

Quantity, Q







_1802286374.ppt


Figure 6-1  Monopolistic Pricing and Production Decisions
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