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ARS T IRACT.

This study is concerned with the issue of international technology
transfer, particularly to developing countries through 1licensing. Given
the imperfect nature of technology market, multinational enterprises
(MNEs) wield considerable amount of bargaining power in the negotiation
of technology transfer arrangements witl;‘ both related and unrelated
parties. However, the intervention of host governements in the
negotiation processes increases the complexity of the bargaining power
issue. This aspect of transfer negotiation which is largely ignored in
the literature, stems from "perceived need" to increase the benefits
flowing from the c:peratio{ns of MNEs in the host country. Therefore the
relationship between foreign investors and host countries is one of
bilateral monopoly : the foreign investor bhas control over capital,
technology, management and marketing skills needed to launch a product
successfully; the host country has control over access before invesiment

i made and over conditions for operating afterwards.

Evidence from the literature show that bargaining power 1s a
dynamic concept which incorparates a wide variety of variables. Vith
developing countries, these variables are further complicated by the

knowledge that neither the goals nor the relative bargaining strengths

of the MNEs and host governments are static. They change over time.

Therefore this study assesses the bargaining power determinants in
a "controlled market* in which conditions are determined by the
political and economic aspirations of the host government rather than by

market forces of demand and supply. It also reviews the policy




implication$ of the findings on the licensor; the licensee; and the host

government.

The results of this  research revealed that in Nigeria, two
principal factors were decisive in the determination of bargaining
powers of both the multinational enterprises and the country, and these
were (1) technology and 1its perceived importance by the host country,

and (11) the host government control policies.
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1.1 . AU =) , - St aaaxr.,

This study concerns the issue of international technology transfer
through licensing and the evaluation of the relevance of the bargaining
power model to the negotiation of foreign technology licensing

arrangements 1in a “controlled economy". For the purpose of this study,

controlled econonmy is defined as an economy where.

"marketing Is strongly regulated by the government and operates on
an "allocative priority" basis rather than on a free market basis,
Marketing activities are therefore, severely restricted and often
have to be adjusted to be In line with goverament priorities rather
than market priorities®.

(Carter, 1088).

Nigeria, like most developing countries, strives toward exercising

greater control over the determination of its technology needs, and the
YN,
by,

desire to strike a balance betweeﬁ‘xgational objectives and the needs of
private businesses, especially as h}‘}aﬁects the acquisition of needed
technology. Technology transfer to déveloping countries is an issue
that generates great passion among the importing countries. It is
particularly so because of the inevitable involvement of multinational
enterpricses (MNEs), and the general perception by host countries vis-
a~vis their exploitative tendencies (see Biersteker, 1981), It is argued
that MNEs may provide to the host countries, technology (product,

process or managerial), capital, and through their foreign direct

investment activities, create much valued employment. However, MNEs



seldom determine the terms of access to their markets and subsequent

operating conditions. These are determined by the host government

In studies euch as Poynter (1982); Fagre and Wells (1082); UKCIC

Third Survey (1985), it has becn chown that possession of certain
advantages provide bargaining leverage for the possessor. It is argued

that in certain nations, the gcize and wealth of the morket can be
sufficient to provide a large amount of bargaining power to the host

country (see alsao Ndackson, 1987).

In Robock and Sinmonds' geobusiness model o0f international
business (1083), they argue that there are three major variables that
influence the decizion for international production namely (a)

conditioning variables (product-specific, country-specific and inter-

nation); (b) motivation variable (firm-specific and competitive); and
(c) control variables <(country-specific and inter-nation). lt ic also

argued that it is the interaction of these three sets of variables that

creates an incentive for business to cross national boundaries.

Of the three csets of variables, it is the control variablces that
indicate restricting or encouraging actions on the part of home and
host countries to influence international business decisionc., Even if
the necescary conditions exist and specific firme are motivated to make
a particular change in the location of production facilities, the change

may be negated or re-directed by the actions of an indlvidual country

or countries working in concert.



Robock and Simmonds explained that

"the potential match between a foreign enterprise and a local
business opportunity may be motivated to exploit this potential,

Yet the potential may not be reallsed because of national control

policles in either or both home and host countries, National

control varilables consist of laws and administrative actions of
both home and bhost governments I1ntended to achleve national
welfare goals, These control factors can act as Iincentives or
constraints; they keep changing over time as national goals keep
changing."”
Host country control programmes are more numerous and varied than home
policies as they affect international investments. They may proscribe
certain business areas of foreign investors, (as in Nigeria, under the
Nigerian Enterprises Promotion Decrees 1972 and 1977), restrict foreign

exchange remittances, affect technology transfer agreements, require

sharing of ownership with laocals and so on.

In the eclectic theory of international production, Dunning (1980)
argued that the possession: of ownership advantages determines which

firms will supply a particular foreign market, whereas the pattern of

location endowments explains whether the firm will supply the market
by exports (trade) or by 1local production <(non-trade)., MNoreover,
Dunning argue that 'the more the ownership-specific advantages

possessed by an enterprise, the greater the inducement to internalise

them; and the likelihood that an enterprise, given the incentive to do



€0, will engage in 1international production through foreign direct

investment (FDI).

Therefore the geobusiness model and the eclectic theory of
International production are {mportant in our wunderstanding of
ownership- and location-specific advantages. On the other hand, the
Poynter and Fagre & Vells studies are relevant in our appreciation of
bargalning power determinants particularly from developing countries’
standpoint. Although these studies emphasised that access to developing
countries’ markets features as a bargaining power determinant only when

the size of the market is sufficient to be desirable to MNEs.
Consequently, where private enterprises negotiate - with foreign
technology suppliers, they do so on the strength' of the market
potential and invariably the sales potential of the technology in the

host country market.

It 1s argued that 1inspite of the fact that developing countries
depend largely on MNEs for much needed technologies, they bhave
considered it necessary to regulate the activities of these MNEs in
their countries (De La Torre, 1981, and Stoever, -1985), Vhile licensing
is seen as one of the cheap options of acquiring technology, most
developing countries like Nigeria consider it necessary to assess the
desirability of certain technologies that MNEs praovide with restrictive

conditions (Okono, 1987). It is argued that the realisation of the gains

from the acquisition of technology depends upon the terms under which

the technology is transferred, and also upon the suitability of the

technology.



1.2 . "he - e - 1l -

This study 1s agreement-specific and covers the concept of
bargaining power in international technology licensing arrangements
iInvolving both unaffiliated or arm's length licensees as well as
agreements with affiliated firms. It assesses the significance of

majority equity interest of a licensor in a licensee company, during

licensing negotiations within a controlled economy, and considers the
applicablility or relevance of the theoretical bargaining power model, as
demonstrated in Root and Contractor study (1984), in a controlled
econony. However, it 1is noteworthy that the Root and Contractor study

was limited in scope in that the emphasis was primarily on the

negotiation of price of technology, excluding other important conditiaons

such as duration, termination, arbitration and other restrictive
provisions. In their study, they argue that the licensor's compensation

has to be allocated to three types of costs before determining pure

rent accruing to the licensor from the technology.

The licensor's transfer costs are all the variable costs incurred
in transferring technology to the licensee and all the on-going costs
of maintaining the agreement (technical services, legal services,
marketing assistance and other direct costs of executing the
agreement). In addition to these transfer costs, two other kinds of

cost are borne by the licensor namely (a) the R & D cost of the

licensed technology and (b)) opportunity costs arising from the
foreclosure of other sources of profit, such as exports or direct

investment in the licensee's territory or in other countries.



The economic rent of the licensing agreement is defined as the
licensee's total revenue from the sale (or use) of the licensed product
or process minus the sum of the licensee's production and marketing
costs and the licensor's transfer costs (Root and Contractor, 1984).

The agreement economic rent is divided into the 1licensor's share and

licensea's share.

-

In a straight bargaining process, each party seeks to negotiate a

price that 1increases its share of/ the agreement's economic rent. In a

/

controlled environment where the host government provides guidelines

for negotiation, the licensor's consideration for licensing in that kind
of environment goes beyond the immediate benefits derivable from the

economic rent, because in most cases, royalties from such licensing

arrangements do not Justify continued presence in such environments .
Other wider issues come 1into play such as the licensors long term
strategic plans for the bhost market, existing iInvestments, and
auxiliary businesses that will ensue from the licensing arrangements

such as the sale of raw materials, components and parts.

This study considers the wider issues involved in technology
transfer negotiation particularly with déveloping countries such as
government interference with market forces, and 1long term strategic
considerations of the firm. Studies such Poynter (1982) and Fagre and
Vell (1982) have considered eome of these factors individually and in
isolation. This study assesses the impact of each of these factors in
order to determine their significance in technology negotiation as well

as their influence on each other. The objectives of this study are well



yd
7
discussed under research problems and methodology in chapter six.

However, briefly, the objectives of the study are three-fold namely :

1., To determine the variables that- influence the- process of

negotiation of technology transfer between a foreign licensor

and a host country licensee 'in a controlled environment, on the

terms and conditions of transfer;

2. To assess the degree of importance of identified variables in

the negotiation process; and

3. To evaluate the policy implication of the findings on (1) the

licensor, (11) the licensee, and (iil) the host government.

This means that we have a wider coverage in scope of the variables

affecting negotiations than the previous studies, in one study.

1.3 Lreran =3 a ) o W o e . » 1A~z
This study consists of two parts -

(a) Literature review and

(b) Methodology, analysis of results and conclusion.
The literature review section comprises of four chapters (chapter two -
five)., This section of the study examines the theoretical and empirical

studies that have been undertaken in relation to international

technology transfer.



Chapter two of this study deals with the definition and explanation
of the term technology. It considers different types of technology, the
transferability of technology and the various methods of international
technology transfer. The chapter also evaluates the importance of
multinational enterprises in the technology transfer process, the nature
of technology vis-a-vis its role in a country's economic growth and
development. It concludes with the discussion of possible host country

constraints on the various modes of transfer.

Chapter three discusses licensing of technology as an alternative

approach to exporting and foreign direct investment. It evaluates the
extent of the use of licensing in industrialised countries as well as
its use in developing couniries by  multinational enterprises. The
chapter also reviews the factors influencing firm's decision to license;
looking at it from three levels-

(a) firm-level factors,

(b) industry/product—-level factors and

(c) country/market-level factors.
It concludes with a discussion on some general problems of licensing
such as the difficulties involved in determining the price of
technology; difficulties 1in policing an agreement to ensure that
propriatary know-how does not escape to unauthorised person(s)] and

the cost of managing a successful licensing relationship.

Chapter four reviews the concept of negotiation and bargaining

power. It considers the bargaining power determinants from both the

multinational enterprises and the host developing country's

perspectives. It also evaluates the impact and/or influence of the



determining wvariables in the negotiation of technology transfer
agreements. The chapter «concludes with a review of Root and
Contractor's (1984) normative configuration of licensing negotiation

because of the particular relevance of the model to the study.

Chapter five discusses the economic and social condition of
Nigeria, being the focus of the study. It makes sectoral analysis of
the economy and discusses Nigeria's technology policy and the role of

the government in technology acquisition. It then reviews the position

of licensing in Nigeria.

The second part of the study consists of five chapters (chapters

six - ten), and covers the methodology and field survey.
Chapter six is the methodology chapter and reviews the research
problems, objectives of the study and the research design. It discusses

the approaches adopted for field research and the analysis of <the

results. R

Chapter seven deals with the analysis of the findings on a

descriptive basis and it is divided into six sections, covering the

characteristics of the companies in the sample, details of licensing
agreements in the study, the bargaining process, bargaining power and

the independent variables as well as the impact of licensing on the

licensee.

Chapter eight of the study covers the second part of the research
findings and it is analytical, presenting an in-dept analyses of the

research findings. A comparison of the results 1s made against previous

10



research findings. The chapter concludes with an assessment of the

relevance of the bargaining power concept in a controlled economy.

Chapter nine consists of a series of mini-case studies. These case
studies cover the major findings of the study.
Chapter ten deals with the review of the study, conclusions derived

from the study and its policy implications for the three principal
actors 1in the technology transfer process, namely : -

i, The Licensor,

1i. The Licensee, and

1ii1. The Host Government.

The chapter is concluded with recommendations for future research.

11
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The term “technology" is probably one of the mast misunderstood
terms in the field of international business, and its everyday use has
tended to restrict the meaning to the context of advanced engineering.
The misconception stems from its lack of precise definition. Technology
has been described (rather loosely) in various forms by academics to
include capital goods that yileld higher rate of output per unit of
labour, capital or raw materials employed; information; knowledge
(Intangible); management organisational techniques, as well as
marketing skills. Rugman, Lecraw and Booth (1985) argue that the value
of a specific product or process technology usually seldom resides
eimply in some well defined entity, but in the complex expertise that
surrounds this entity. It also resides in future improvements and

innovations to both the specific technology and the surrounding support

activities.

Because of tﬁié ambiguity, it is important to define clearly the
term technology and describe the various forms which technology could
take. The aim of this chapter is therefore to review the basic issue of
technology, its transferability especially to the developing countries,
and the role of multinational enterprises in the transfer process. It

also considers the varlous alternative channels of transfer which are
available to developing countries. The chapter concludes with the

discussion of the constraints on developing host countries aver

transfer and assimilation of technology.

15



2.1 DEEFINITIONGS,

Reference to the Oxford Advanced Learner's Dictionary of Current

English (Hornby, 1980) shows the definition of technology as:

"study, mastery and utlilisation of manufacturing and industrial
methods, systematic application of knowledge to practical tasks 1in
industry®”.

Other definitions of technology include:

"Useful knowledge - anything that allows us to attain a greater
amount of production or consumer satisfaction with the existing

stock of labour and capital®.
(Gladwin and Valter, 1980).

“the state of art in a soclo-economic environment. In other
words, the technology of a soclety represents the composite usable
knowledge that the soclety applies and directs toward the
attainment of cultural and economic objectives®.

(Roman and Puett, Jr., 1083)
"Systematic knowledge and action, usually of industrial processes

but also applicable to any recurrent activity”.
(Mcgraw-H1ill Encyclopedia of Science & Technology, 1987).

These definitions show that the application of technology is not
limited to manufactured products or manufacturing process, but may also
embrace consumer and industrial services, the administrative, financial
and educational infrastructure. Rugman et al (1985) remarked that IBM's
technology is not just in 1ts machines and software programs, but in
its sales force, production workers, service support, management,

financial strength, and on-going research and development which brings
a continuous stream of new products onto the market. In essence,

technology can be summarised to mean how things are done. Therefore

the common understanding running through all the definitions is that

there are different types of technology. Tsurumi (1980) and Gladwin &

16



Valter (1980) contend that four distinet types of technulogy can be

distinguished and that these are :

Process teclhnology- applied directly in
p}oduction activities to increase the efficiency of workers and
machines. It is argued that a manufacturing f{irm comes to acquire
its unique technological competence as a result of 1its own

activities or purchase of the know-how from outside sources.

Product technology - is know-how embodied in
specific products. It is aimed at industrial consumers for goods

that yield higher rates of output per unit of labour, capital, or

raw materials employed. This technology is often patentable as a

proprietary right of the inventor.

Application technology - bridges products
and processes by developing new ways to uce existing capital or
goods, or adapting these to different technical environmenis to

yield improvements in economic efficiency.

Manag*ement technol ogy - which includes the
knowledge of how to combine different resources to efficiently

produce goods and services, and how to distribute and market these
outputs to the final consumers or users. Usually the organisational
abilities of the firm to integrate its economic activities in

market research, research and development work, marketing and

manufacturing fall into this category. Sometimes ‘“marketing

17



technology® is separated out as a possible fifth component of

technology.

Technological skills may be acquired- through (1) 1innovative
innovarive
activities generally focused on R & D, generation of " ideas, the

o ——— ot S S A A b e S e ———
employment of ideas to develop new products, processes or additional

information, and (i11) through other channels such as the licensing of
others' technology or the purchase of capital equipment that embodies
new technology. (see Link, 1883). The latter alternative- 'is of
considerable importance to this study and leads us to the next section

of this chapter which deals with the 1issue of technology's

transferability.

2.2 ansferalc \ - = anolos~sr,

Knowledge and information are sterile until they are used. The use
of knowledge information involves a transfer from the knowledge

originator or information source to its application.

Studies such as Buckley and Pearce (1979), Contractor and Sagafi-
Nejad (1981), Mascarenhas (1682), and others have shown that
technology is transferable from individual to individual, and from firm
to firm both domestically and internationally. Technology may be
embodied in finished products or parts and components shipped between
parents and affiliates, or between affillates. it may be embodied in
employees, such as production managers, quality control specialists or

financial executives who have learned how to do things and are
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transferred internationally within the MNE complex. Technology is
indeed exportable but mostly after it has been embodied in exportable

products or services. On the other hand, knowledge and information
emanating from one environment directed toward a specific application
can be applied to a similar situation with or without some

modifications in another environment. This 1is technology transfer.

The transfer process begins when 1t has been established that a
technological advance has a significant relevance in a direct or
different application and that a necessary adaptation can be made. This
process occurs between parties who understand what has to be done to

permit effective utilisation.

It has to be said that technology transfer cannot occur unless
there is motivation for both the multinational transferor and the host
country. In his study, Bernard (1988) indicated two possible types of
notivation for transfer of technology and these are : (a) Corporate-

based motivation and (b) Soclety-based motivation.

= il Y= =-X® - Y T)Y .

(a) - 2D C

The corporate~based motive for technology - transfer
characteristically depend on the carporate desire .to achieve, expand or
defend an advantage by instituting a presence in a host country to gain
or retain access to materials, markets, manpower or other productive
resources. This corporate-based mnotivation 1s explained by varlous
theories of international production, well discussed in most standard

texts in international business e.g. Robock & Simmonds (1983).
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Bernard (1988) explained that society-based motivation emanates
from the awakening of national consclousness at worldwide basis and
this carried with it two interrelated consequences, namely :

i. the demand for political freedom and self-determination

1i. the demand for economic improvement and enhanced material

‘prosperity.” (see also Fayerweather, 1970)

The economic development objective 18 underlined by the belief that
the development and contral of economic policles 1is a route to
political influence and a Justification of ' political control. The
development of an economy capable of satisfying a "broad range of
consumer demands 1s seen as a matter of national prestige, and Bernard

contend that the more advanced the product, the greater that prestige.

However, the process of technology transfer is_yery complex,-and it

is even more complex where there is international dimension to the
transaction. Gladwin and Valter (1980) argue that the complexity is

partly explained by the desire to guard the proprietary nature of
technology. In addition, Rugman et al (1985) remarked that neither the

buyer nor the seller can know the value of technology, once it is
o —

removed from the support activities that surround it within the MNE,

and from the flow of future technology generated within the MNE. It is

argued that these characteristics of modern industrial technology lead

MNEs to centralise their R & D activities within the firm and to

transfer their technology vertically rather than through the market.
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Mascarenhazs (1982). defined vertical transfer as a :'flow from

-;-s—- e ——
basic or laboratory research, through developmental stages and
ST TP e N -t e .
ultimately to production ‘and technology. Generally speaking, the

AT e e S it B e P

internalisation of know-how within a firm or institution by transfer
e i P T

:from‘cme uni% of a firm to the other either within a given location or

#

across-the frontiers of a country, to the exclusion of third parties, is

known as vertical transfer of technology.

Horizontal transfer of technology 1s essentially the transfer of
established knowledge or processes from one operational environment to
another. In other words, horizontal technology transfer would involve

transfer of know-how from one firm to another or from one country to

another. The multinational enterprises (MNEs) -are an extremely

effective vehicle for horizontal technology . transfers through foreign
direct investment. It has been estimated that multinational enterprises

are responsible for about one-third of the world's production. (see Lall
and Streeten, 1977). It is argued that by nature of their operations,

the multinational enterprises are deeply involved with horizontal

transfers especially in developing countries.

Mascarenhag and Ghertman & Allen (1982) contend that it is this
horizontal transfer that is more- effective for economic development.

This 1s largely due to the diffusion effect of such transfers (see the

discussion in the following section).
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The 1importance of technology for economic development cannot be
over-emphasised and has been an 1ssue of considerable interest to

writers in development economics. Studies such as Ghertman and Allen,
Mountjay (1682), Thirlwall' (1983), UNCTC Third survey (1985), and
others have shown that for most developing countries, foreign direct
investment can make a positive contribution- to the host economy

through the supply of capital, technology, and management.

Gladwin and Valter (1980) argue that technology is viewed as the
prime determinant of the efficiency in which labour and capital
resources are used in the 'production process. Marton (1986) remarked
that 1t 1is 1increasingly recognised in developing countries that an
essential prerequisite to industrialisation is the rapid development of
technological capability 1n the use, absorption and " adaptation of
foreign technology and- in the growth of ' indigenous techniques and

processes.

Although it is generally agreed that technology enhances growth
and economic development, Emmanuel (1982) argue that the value of

technology in quantitative terms is difficult to determine. He explained

that factors of production (i.e. labour capital, technology, and other
resources) are not Interchangeable but complementary, and that the

marginal efficiency of one of them cannot be isolated from that of the

others - it depends on 1it. Emmanuel insisted that technology was a
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complementary factor par excellence since one of 1ts essential
attributes is to govern the proportion of the others. However, Hood and
Young - (1984) took a slightly different view contending that it is the
technological application of labour and capital - and not merely . the
presence of these factors of production which influences the rate of
economic growth in an economy. They cited econometric studies relating
to some 1industrialised countries during the period 1950-62 by Denison
(1867) which indicated that between 60 and 85 per cent of measured
economic growth resulted from increased output per unit of input
(factor productivity) : only remaining 15-40 per cent was attributable

to increases in inputs of labour, capital and land.

The multinational firm can -have a catalytic role 1In a natlon's
economy. The establishment of a production facility in a host country
involves the transfer of management, special gkills and capital. The
new enterprise provides local employment and the training usually
necessary for indigenous labour to become productive. Such an operation
can help the host nation  in building an economic foundation. The
effectiveness of foreign direct investment (FDI) as a means of
technology transfer can be evaluated from four key areas (UNCTC, 1988),

nanely -

(1> The Transfer of Skills to the Employed Labourforce.
It is argued that the method for transferring and developing skills

would, in principle, include formal in-house -training programmes, an
active promotion policy aimed -at facilitating "learning" by- nationals
through expaosure to progressively higher levels of responsibility, and

sponsorships and support for technical and professional  training
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institutes. The transfer of skills is most complete from the point of
view of host economy where the dependence on foreign manpaower 1is
phased out over time and full localisation of staff occurs. However in
many cases, the transfer of skills 'is usually incomplete especially in
the critical high level management and engineering functions due to
unavailability of suitably qualified local personnel or due to

deliberate decisions of the parent company to retain expatriates in key

positions.

(11) Stimulation of Local Technological Activities.

The impact of MNEs in this area could ccé:ur through undertaking
Research and Development (R & D) activities directly within their
subsidiaries and through contracting with local R & D institutes,
manufacturers of machinery and equipment, and engineering firms for the
supply of technological goods-and services. Although it is generally
known that MNE subsidiarles in host countries do little R & D work, it

has to be sald that market characteristics appear to have an impact on

both the magnitude and the nature of local R & D efforts.

(111) Diffusion of Technology Through the Economy.

Linkages to suppliers of inputs may result in the upgrading of
product quality or reduction in cost. And the establishment of new
foreign firms could lead to new investments in supplying industries. In

countries with sufficient market size, a second channel for diffusion of

technology is the effect of FDI on competition within the industry,
Domestic firms already operating in the industry may be compelled to
bring about technological improvements in their own operations. A third

channel "of diffusion is through the training of labour and management
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personnel who may eventually take up employment in domestic
enterprises or set up their own enterprises. A fourth- possible source
of diffusion is a kind of "demonstration effect* - The presence of MKEs
creates the awareness of the existence of improved product or process

technologies.

(iv) Appropriateness of Technologies Transferred.

Contrary to the general belief that MNEs transplant inappropriate,
capital-intensive technologies developed in theilr home countries,
studies on appropriateness of technologies transferred by:the MHEs to
host countries cited in UNCTIC <(1988) indicate that domestic factor
price distortions, export orientation, the nature of industry, the stage

of product development, the availability of skilled and disciplined

labour etc. are probably more significant determinants in their choice

of labour/capital ratio than ownership per se.

The nature of developing countries makes transfer of technology
very crucial. Developing countries are generally characterised by a high
degree of: subsistence production with very little application of
technology. Thirlwall (1983) argues that economic development implies
change, and this change describes the process of economic and social
transformation within countries. It ' is also -argued that the major
objective of economic development must be to raise people out of

primary poverty and to provide basic needs simultaneously. Mountjoy

(1982) . explained that because of lack of technology, manufacturing
industries are not developed well enough. More significantly, it has to
be stressed that the problem is not simply that their economies lack

substantial industrial sector, but that in many cases, - even. the
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agricultural sectors are highly inefficient, and' generally, social -and

Institutional patterns make advancing in any field extremely difficult.

Economic development is not synonymous with industrialisation
alone, but also applies to development in all sectors of the-economy
and' implies a relative change in their other of importance, with the
application of science' and technology, raising productivity per worker
and releasing labour and resources for yet other productive tasks. It
has been shown in studies such' as Denison (1967) and UNCTC Third
Survey (1985) among others, that it is the availability of technology
which enhances economic development. However, the acquisition of
technology by developing countries often provides 'some problems, and

the ability of a less developed rcountry (LDC) to acquire the needed
technology on favourable terms, depends on, among other things,

bargaining power vis-a-vis the technology supplier.

. The MEEs are probably the most 4important source of technology
acquisition by the LDCs. MNEs occupy this unique position because of
LDCs' almost total dependence on”technology imports from the developed

countries. (see Lall and Streeten 1977). Statistical evidence support
this argument. Lall and Streeten argued that by 1967, the developing
countries as a whole accounted for $33 billion of estimated stock of
investment of the MNEs - 32 per cent of the total: Moreover, there are
indications that the significance of “the transfer'of technology in

embodied and disembodied forms to the LDCs has been growing rapidly.

The high stock of foreign direct investment (FDI) by MNEs -in

developing countries in the late 1960s resulted in the LDCs as a whole
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achieving a relatively strong growth performance in manufacturing
industry during the 1970s. However, it is not a coincidence that the
LDCs that account for the bulk of manufacturing and industrial growth
in the developing countries, are also the largest recipients of foreign
direct investment in manufacturing industry in the developing world,
thereby underlining the relationship - between technology and economic

growth, as discussed in the earlier sections.

It is certainly noteworthy that rinvestment by -the MNEs has been
attracted by the opportunities created by rapid industrialisation and
has also made contribution to that process. Nonetheless, the actual
extent of the involvement of these enterprises in the manufacturing
sector varies widely from country to country. The share is generally
highest 1n the industrialised or semi-industrialised Latin American

countries where 1t varies between. one-third and one-half for most of

the indicators.

2;4 - — .- — iR Y (YT £ - o

Technology transfer can be direct as in the MNE activities or more
subtle and indirect as in situations where knowledge derived from one
environment in the form of literature information can be modified and
adapted to a different use in another environment. There -are three
principal channels through which technology can be transferred and
each of these transfer channels is worthy of separate treatment, hence

the following discussion.
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2.4.1. f - People ‘

Reflecting the various definitions of technology, it 1is therefore
not surprising that people are one of the most important methods of
transferring technology. Exposure to different operations or similar
operations in different settings can prove stimulating and lead to
suggestions and subsequent technology. transfer. This is, of course,
technology manifested in human resources as in management 'technology
(see earlier section on definitions). People may be information
transferring vehicle within geographically confined operations, between
operations that are geographically dispersed, or from outside -sources
to internal operations. Exposure of these  people to information sources,

different +training programmes etc. are important part of the

technology transfer process, since people' interactions are one of the

most effective means of transferring technology.

2.4.2 The Literature.

Given that- technology can - be embodied in- blueprints, designs,
published data and product specifications, literature then becomes one
of the most {important vehicles for technology transfer. Books,
speclalised newsletters, technical and professional ‘journals, and trade
magazines are other useful information sources.' Most high technology
organisations maintaln technical 1libraries for reference purposes,
However the relevance, currency, and 'access to these libraries are for
persons seeking the information to determine. The 1literature can

provide valuable clues for the productive transfer of technology. In

some instances, there can be a direct application of the information
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extracted from the literature. On other occasions, information can be
taken out of direct context and fruitfully transferred and employed in

areas not directly related.

24.3 b S \4 o o =mPevrs » = = r—

The MEEs are potentially the most effective channel for technology
transfer. Rugman et al (1985) argue that the technology contribution of
MNEs 1s- not only their major source of advantage, but it 1is also
probably their most desirable attribute from- - the viewpoint of host
countries. Technology transfer activities of the MNEs take a variety of
forms and are carried out through a number of channels. A basic choice

for the MNE will be between (1) investment in a wholly or majority-

owned subsidiary, and (2). participation in minority joint ventures, or
other alternative forms of transfer that involve transactions with
unrelated - parties such as licensing. In Dunning's Eclectic theory of
international production (1980), he argued that foreign direct
investment was a function of ownership-specific advantages, location-
specific factors, -and internalisation. It is therefore expected .that
MNEs will choose FDI (1). where ownership advantages are such that
their competitors do not possess such advantages, and (2) where it is
profitable to explolt these assets in conjunction with the indigenous
resources of foreign countries rather than those of the home country.

It 1s also argued that the more ownership-specific advantages
possessed by an enterprise, the greater the inducement to internalise

then.
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Vhere the decision for FDI is made, a further choice will be

between greenfleld investment and acquisition of existing venture.
Recent trends in international investment have shown that the latter is
becoming increasingly the preferred mode of foreign investment 1n the
developed countries. Although this cannot be said of less developed
countries (see Hamill and Crosbie 1988; and McDermott and Gray, 1988).
Also the choice between equity and non-equity forms of participation
is influenced by the value that the firm and the host country
government respectively place on the firm's marketable ownership
advantages, and by the costs and benefits of the options that are

available for capitalising these advantages.

The evidence is that where the technology is relatively new and/or
highly firm-specific, the MNEs place a high premium on retaining
absolute control over their technology-based advantage through the
establishment of :wholly or majority-owned ‘subsidiaries - and thelir
bargaining strength to insist on this, vis-a-vis host government is at
its highest (Poynter, 1985). This 15 evident in predominance of such

industries as electrical and non-electrical machinery, and chemical

products, in direct investment made by foreign firms 1in the

manufacturing sectors in the LDCs (UNCTC Third Survey, 1985).

Intra-firm transfers of technology by definition, do not involve
locally owned enterprises in developing countries as direct recipient
of the transfer. In this case, the degree of effectiveness of the
transfer would have to be evaluated in the light of the rate and extent

of the diffusion of imported techniques from the subsidiary to other

companies.
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In the past, host countries have shown concern regarding the

impact of limited diffusion on reducing competition and strengthening
concentration in the market structure of the industries, which could
imply that the benefits of technical progress are not passed on to the
consuners in the form of lower prices but are rather internalised by

the enterprises in the form of higher profits. Limited diffusion as

well-as lack of local R & D activities also limit local participation in
the technology transfer process, thereby inhibiting assimilation.
Nonetheless, intra-firm transfer remains the predominant channel of
transfer of: technology to developing countries. It is partinent at this
juncture to consider the alternative methods -that are available to
developing countries for technology acquisition on the one hand, and
which the multinational enterprise would regard as alternative market
supply strategy, on the other hand. The choice 'is of considerable
importance to governments as well as to the enterprises involved in the

transfer.

(1) ' | Export/ ITmpoirxrt.

Export/Import is the most traditional and well established form of
international business, as well as an avenue for the acquisition-of
knowledge, equipment and materials which either cannot be developed or
have not been developed within the importing country. International
trade (export/import) is usually the first phase of 1international
operations of a firm. It 1is argued :that trade leads to other modes of

international operation 1i.e. joint ventures,; foreign direct 1investment,
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and - licensing. Trade 1s crucial for countries for both foreign exchange
and maintaining employment level. The expansion of trade is related to

the economic growth of nations and the world economy itself. It is also
argued that trade 1leads to structural: shifts in the economic
organisation of countries and consequently, the ability of a nation to
sejze export opportunities and respond to ~imports 1is a major

determinant of its national economic performance. 3

Reflecting our earlier discussion on transferability of technology,
export/impaort can therefore, be seen as an important vehicle for
international technology transfer. Buckley and Pearce (1979) argued
that exporting internally ~between a parent company and its foreign
subsidiary has' remained one of the important technology transfer
mechanisms (in this case,  vertically) .since internal exports could be
sald to be technology flows embodied as intermediate :goods transferred

internationally within the firm.

However, the balance-of-payment effect of importation on developing
economies ~hag meant that bhost countries directly or indirectly
influence 1mportation e.g. through local sourcing requirement etc.
(Biersteker, 1981). This influence, they have sought to exercise through
what Robock and simmonds (1983) described as negative controls.. These
controla restrict action on the part of the exporter. Under the control
variable of the. geobusiness model of international production, 1t is
argued that the control element of - the host country policies partly
explain why firms go into international production rather than export.
It 1s nonetheless important to appreclate exporting/importing as a

channel for technology transfer and acquisition.
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11> Licensdng.

The term "licensing® covers a wide range of agreements relating

to the sale or lease of industrial or commercial expertise by one party
to another in return for . valuable - consideration (Millman, 1983;
Contractor, 1985; and Etele, 1985). Given that the emphasis of the study
is on technology transfer through licensing, a more detailed discussion
on the subject is presented in chapter three.

Licensing of 't';echnology is a method of technology transfer and
acquisition which has an extremely seductive ‘appeal to both the foreign
supplier and the LDCs. From MNEs' point of view, there are a number of
reasons why this channel may be adopted for the commercialisation of
technological assets. One major reason is the policies of host
developing countries themselves, some of which have restricted foreign
equity ownership in some sectors of their economy. Although MNEs are
more likely to license unrelated parties in cases where the risks of

losing control over the technology can be minimised, or if not, where

the costs of losing 1t are low.

From the LDCs' polnt of view, licensing can be an effective channel
for technology transfer and can contribute to the growth of industrial
capacity where (i) the technology supplied is basic process know-how
that is not generally available either 1in. identical form or as close
subgtitute, (i1) the licensing agreement provides for, or at least
allows assimilation of the know-how by the user, and (ii11) the
recipient enterprise takes conscious and deliberate steps to bring

about assimilation. Assimilation will be effected where recipient
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enterprises see it as a specific objective of a licensing arrangement

and the ensuing relationship.

Careful studles of successful transfer and assimilation by the

United Nations Centre on Transnational Corporations shaow. that the

mastery over imported technology 1s acquired 1in . the  course of

activities carried out by the recipient enterprise after the. conclusion
of the formal agreement. Government intervention in the negotiation of
licensing agreement can. be of great -importance to the ability of -the
recipient firm - to undertake technological efforts during the phase
which follows the commencement of operations using the 1imported
technology. State intervention in the negotiation phase enhances "the

bargaining position of the recipient firm.

The experience of countries which have made approval of licensing
agreements conditional on "~ compulsory registration shows that the
position of domestic ‘firms was strengthened in negotiation to secure
terms that should fulfil the conditions governing approval (elimination
of restrictive clauses, reducing. royalty levels, 'and duration of
agreement, - etc.). Some o©0f the countries +that have compulsory

registration are Mexico, Nigeria, India, among athers. -

] 1 =t

(111) woddnt Venture.

Most developing countries' encourage joint venture as a means -of
acquiring technology from abroad. The joint venture approach offers

greater opportunitiesz for the effective transfer of technology to the

34



host economy. It involves going into partnership with local enterprises
by multinational enterprises. This method of technology transfer is a

combination of vertical and horizontal methods of transfer.

Host governments and local partners can adopt strategles to
increase 1local participation in the transfer process and enhance
effective technology transfer. Some governments use® the ' leverage
provided by the right to grant or refuse access to the domestic market
to insist on joint ventures, with local capital as a condition of entry
of a multinational enterprise, and then regulate -the terms of licensing
agreements and other contractual arrangements in such a way as to
strengthen the bargaining power of local partners vis—a-vis the -MNEs

(see Poynter, 1985).

In highly capital-intensive industries which use very complex
technologles, governments of developing countries have also 1insisted
on the participation of state enterprises in joint ventures with MNEs.
An example is Brazil, which in 1981 had at least 69 of such ventures,
the majority in the petrochemical, heavy . machinery and heavy
metallurgical 1industries <(see UNCTIC Third survey, 1985). Brazilian
experience shows that the relative bargaining power of governmentis may
be stronger in relation to firms, which are not:established leaders in
the industry concerned and which are anxious to gain access to new
nmarkets. Therefore reasons for Jjoint venture operations could be
classified as follows :

1. The host government may legislate or pressure the MNE 1into

accepting indigencus partners,

35



ii. The MNE may require a partner in order to obtain -knowledge of
the new and unfamiliar host country eanvironment, and.
ii{. The 1local partner may give the MNE access "to channels .of

distribution otherwise denied it or can help to open up access

to0 local raw materials and other resources.

It has to be said that the -most important consideration in a joint
venture is the selection of the partner(s). Sharing management is
problematic, so - careful consideration must be given to: finding a
partner that has complementary skills, and with whom the MRE can work.
The MNE will have to decide whether a passive or active: partner is
needed. Vhen protection of the MHEEs firm-specific -advantage |is
essential, a passive partner may be preferred. Generally speaking, joint
ventures can be classified 1into three categories, namely (i) shared
management, (ii) dominant management by one partner, and {11i1)

independent management from either partner.

(iv) -

C
L
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‘Management contracts provide for the 1licensing - of managerial
expertise in specific areas. In a situation where there 1s capital and
manpower -avallability, the less developed countries such as' OPEC
capital-exporting countries, may need the expertise- of <foreign

management firms to set up operations in the most efficient way.

This is most common in the service industry. This method of know-

how acquisition 1s 1in most cases, necessary because the relevant

36



technical and managerial skills are transferred to local managers, who
at the end of the contract, continue with the operation of the industry.
Management contracts may also help to ensure quality control:. and

provide international experience for the licensee.

(V) PP 2N <1 -y P - ¢

A turnkey project is a package deal and involves the sale of what
will - be fully operational production facility. In - some developing
countries where there are sufficient skilled manpower, invitations could
be extended to MEEs to undertake the construction of specific projects

on one-of-basis.

Under a turnkey contract, the contractor accepts responsibility for
all the tasks assoclated with the design, construction and
commissioning of a production facility. Generally, 'this responsibility
includes the supply of complete plant and equipment, design and
contruction of civil works, complete erection of -the plant and

equipment and commissioning of - the total‘ plant facilities up to the

stage of start-up, including the initial training of process operators.

- The turnkey project-can be an alternative to exporting. In addition,
the bost country's market may be too small or the-risk of 'FDI too

great to warrant investment by the MNE. An added benefit to the
turnkey project for the MNE is.that it can become. the supplier of
future factor inputs. The MNE can also expect to license additional

managerial or technological expertise to the host nation.
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Turnkey contracts grew rapidly after the oil-price increases of the
early 1970s had generated huge capital surpluses in many - oll-exporting
developing countries, which they sought to -invest 1in large scale
industrial projects. U.N. survey data for. the leading industrial
countries for the mid-1970s show that the developing countries account
for a high and sometimes a majority share in terms of the total value
of contracts made (UNCTIC, 1985). In addition, within the. developing
countries themselves, there 1s. a relatively high concentration of
turnkey contracts in the middle east and the rest of Asia, by
comparison with other forms of involvement of the MNEs, such as
licensing and joint ventures, as well as compared with foreign direct
investment (FDI) 1itself. The socialist countries also account for a

significant proportion of the -.total, while the OECD countries are

relatively unimportant customers for these contracts.: -

{vi) 'Bal e _-.Q—- \ -~ - = .

Technology transfer through the wholly-owned subsidiary route is
usually restricted to vertical -transfer since it revolves around the
company. Although the advantages to a developing nation are linkages to
the "local - economy. Through -the linkages, input manufacturers are
stimulated and this produces: multiplier effect -within the economy.
Moreover, a wholly owned venture ' provides opportunity for the
absorption of - surplus labour, creating market for: availlable raw
materials, training and development of local employees, as well as the

supply of external capital and technology.
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Nonetheless, the 1limited diffusion effect of wholly-owned

subgidiaries as well as their perceived power and influence - have
necessitated most developing countries to force a dilution of the
ownership of these subsidiaries with national institutions and
enterpreneurs. Consequently, the incidence of international investments
by multinational enterprises through wholly-owned subsidiaries in
developing countries, has greatly reduced within the last twenty years
or so. This has -largely been due to pressure from the host countries.
It is argued that total foreign ownership ralses fears of “domination“
of the economy and soclety from abroad. Therefore the 1ssue of
ownership and control of subsidiaries operating in host countries is
determined primarily by economic objectives, aimed at increasing the

benefits of the involvement of multinational enterprises in host

country economies. In other words, the host country, tries to obtain for
itself a greater share o0f a joint gains from MNE activities
attributable to more efficient allocation of production - and/or

consumption activities (Gladwin & Walter, 1980).

In most developing countries, wholly~owned subsidiaries are banned.
Other ownership combinations i.e. majority or minority ownership stakes
are used to maximise the MNEs contribution to the host -economy. In
Nigeria, industries are classified into three schedules/categories (see
appendix 111) reflecting their perceived importance and expected

contribution to the economic development of the country. MHEs operating

in industries with high technology inputs may be allowed to own up to
60 per cent of their subsidiaries. In India, different ownership rules
apply. The introduction of the 1973 Foreign Exchange Regulation Act

(FERA) effectively banned majority ownership of subsidiaries in India
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unless classified as "priority" producer. This has resulted in long-
established companies such as Coca-Cola and IBM withdrawing from the
country. However, 1in certain developing countries . high technology
industries may be allowed to maintain/establish wholly-owned

subsidiaries. Example is IBM in Mexico.

(vil) ade— i Aangaemer .
In some cases, the LDCs do allow fade-out arrangements with
nultinational enterprises as a means of acquiring technology. Under the

fade~out arrangement, although a 100 per cent or majority ownership

may be allowed initially, a subsequent reduction in ownership to a

minority or only contractual relationship eventually emerges in the

long-run.

This alternative is attractive to MNEs when there 1s a short-term
opportunity of - recovering investment expenditures with substantial
profits. To the host nation, 1t 1s appropriate when experiencing
balance-of payment difficulties in the economic relationship with the

parent company - country. These balance of payment difficulties will

normally be in the form of payment for dividends, profit repatriationm,

interests on loan, and possibly transfer pricing.
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There is a growing realisation, although with varying degrees of
enmphasis and initiatives, that an indigenous technology capability is a
necessary condition for effective wutilisation of the transferred
technology. However, while some developing countries bhave achieved

significant successes in building indigenous technological capabilities,
and have even been able to offer competition in external markets, many

continue to lag seriously 1in this respect - not necessarily on the

account of any lack of awareness of the need for developing
technological capabilities but rather on account of difficulties

inherent in their situation. Mountjoy (1982) indicated that some of the
difficulties stem from the fact that the social and institutional

patterns make advancing 1n any field extremely difficult.

The extent of the contribution of multinational enterprises to the
industrial performance of a host nation through technology transfer is
affected by a number of factors. Much of the argument ‘about the
appropriateness of technologies transferred by multinationals revalve
around the effectiveness of such transfers. It is argued that the
effectiveness of the know-how and innovations .depend upon the transfer
to host country of appropriate technologies.. Thus the technology
transferred should be appropriate to the relative factor endowments of
the country. However it 1is argued that technologies appropriate to
conditions in the LDCs may not exist. Hood and Young (1984) explain
that the smallness of markets does not encourage efforts to adapt
technology to meet the needs of the individual LDCs, since gains may be

minimal, and given the monopoly advantage accruing from the technology,
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high- cost production from large-scale plants may be little
disadvantage. In addition, certain levels of skilled manpower may not
be available in these developing countries to support labour-intensive

processes that may require well-disciplined industrial workers and

skilled supervisory personnel.

However as mentioned earlier, the performance of transferred
technology depend among other things, on (1) the channel used for
technology transfer; the level of development of the host country's
technological 1nfrastructures, (i1) the efforts made by domestic
enterprises at assimilating the imported technology, and (i11) the
nature of the host country's policles. Parent-subsidiary technology
transfer keeps the technology under the control of the parent company
and where this is assoclated with strong competitive advantages over
domestic firms, the host economy's opportunities for assimilating
foreign technology are limited. Similar limitations are evident when the
terms and conditions of licensing agreements and turnkey contracts

between MXNEs and 1local firms maintain the former's control over

technology and 1limit local participation in the transfer process.

In industries where the technology is complex, advanced and highly
firm-specific, the bargaining position is weakest and the costs of
assimilating the technology are greatest. The opportunities for
developing countries are greatest where the technology in question is
less complex and firm-specific and more matured. Effective assimilation
of imported technology in these areas can offer the basis of learning

process that builds up, capabilities and creates infrastructures for

42



acquiring the more complex types of technology, and for dealing mare

effectively with the multinational enterprises.

Concluslon.
This section of the study has shown that for the less developed

countries, technology is indispensible for rapid industrialisation and

economic development. Also, it showed that there are different

alternatives available for the acquisition of technology (largely

associated with NEEs). In the next chapter, the different alternative
methods of technology acquisition are reviewed in relation to needs {i.e.

appropriateness, and cost factors.
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3.0 Introduction.

3.1 Definition and Explanat;lon.

3.2 MEEs, Developing Countries and Licensing.

3.2.1 Arm's Length Versus Affiliated Licensing.

3.3. Factors influencing firm's decision to license.

3.3.1 Firm-Level factors - a. Licensor firm size.
b. Reciprocal exchange of technology.
c. Research intensity of licensor firm.
d. "Choosing” competition.
e, Creation of ;uxiliary business.

f. Diversification & product line
‘organisation.

g. Perpetuation of licensee dependency.

3.3.2. Industry/Product level factors -
a. Product cycle standardisation.
b. High rate of technological turnover.
c. Product versus process technologies.

3.3.3. Country/Market level factors -

a. Country constraints on FDI or FDI
incone.

b. Constraints on imports into licensee
nation.

3.4 Some general problems of licensing.
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This chapter explores licensing as a feasible alternative to the
traditional strategy of exporting and foreign direct investment in the

internationalisation process. It -also reviews some theoretical

explanations why licensing has become quite important and features

prominently in the international strategj of multinational enterprises
(MREs). Finally the chapter considers the difference between intra-

company licensing and the licensing of independent companies,

The growth of licensing 1n developing countries has been caused by
a number of factors. Most significantly, the last two decades have seen
changes in the host country attitude toward MNEs, particularly in
developing countries. These changes range from open hostility and
confrontation, to the provision of investment incentives. First, the
developing countries' approach to the MNEs was confrontational in a bid
to secure more benefits from the MNEs' investments in these countries.
This was partly due to LDCs emphasis on import-substitution economic
development policy. Predictably, MNEs resented the hostility and resorted

to divestment from these countries. The LDCs, sensing that this approach
has failed to provide the desired result, gradually began to change

towards more tolerant and sometimes supportive approach, providing

incentives to attract the much needed MNXE investments,

By 1974, a pattern of limitations on types of technology
relationship with foreign firms was clearly established. Before this

period, the Andean common market (ANCOM) in 1968 had insisted that no

new foreign capital could enter the Andean countries with ownership role
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greater than 49 per cent, if these firms planned to take advantage of
the ANCOM privileges. Vithin the market, countries such as Peru and

Chile went further and required divestment into the economy of 50 per
cent of the capital of all foreign firms, whether they wished to
participate in the Andean common market or not. Argentina followed a

similar pattern in requiring minority participation in new capital.

Consistent with this pattern in Latin America, the Korean and
Indian governments also began to stress joint ventures and proscribed
foreign participation in a variety of industries. Although the Koreans
did not go as far as the Indian government, there was, nonetheless, a
belief that foreign firms should have a diminished role in terms of the
direct control of the operations within the country. However, by the
nid-1970s, the extreme experiments of control over foreign firms were
being reversed in a number of countries. Argentina and Chile revised
their laws to establish more positive environment for foreign capital
and technology. The Andean common market relaxed the draconian
restrictions on remittances and re-investment but did not significantly
alter its orientation toward foreign technology. The changes in these
countries indicated a re-evaluation of the role of foreign capital and

technology.

During this "trial® period, licensing of technology emerged  as a
possible alternative to exporting and foreign direct investment for
servicing these lucrative markets  without committing manpower and
capital. It is in the light of the importance of this strategic role of

licensing that this chapter is discussed.
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Licensing arrangements provide for the use of MNE's technology,
patents, trademarks, or other firm-specific advantages by a  firm 1in
exchange for a fee. Explaining the structure of the fee, Oman (19384)
contend that the compensation for a licensing arrangement may take a
variety of forms : an initial lump-sum fee, a percentage of sales,
royalties, shares of equity (and hence profits), or goods bought at a
discoun} as- in a counter-purchase or buy-back arrangement. Agreements
may also provide for access to any technological improvements or
adaptations the licensee may make. The licensee on the other band, gains
access to either "know-how" that 1s secret, unpatented technology,

trademarks, copyrights or patents, or a combination of these, for a

specified or unspecified duration.

In broad terms, international licensing include a variety of

contractual arrangements whereby the transfer of intangible assels as
defined above is accompanied by technical services to ensure the proper

use of these assets. Root (1987) argued that in the case of franchising,
the service element is particularly prominent because i1t includes general
management and marketing assistance as well as technical assistance in
operations. He explained that the core of a licensing agreement is the
transfer 'of intangible property rights and that it is this transfer that
distinguishes 1licensing from other contractual arrangements such as
management contract and technical service agreements. Rugman et al
(1965) regard these other contractual arrangements as sub—licenses. They

defined these sub—licenses as follows :
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i, Management Contract - Management contract provides for the
licensing of managerial expertise 1n specific areas. Management
contracts allow the MNE to control the amount of knowledge that is
divulged, and through its 1influence on the foreign firm's

management, the MNE may obtain other benefits such as becoming the

supplier of factor inputs.

ii. Franchising - In a franchising arrangement, the MNE 1s a supplier
of a package of goods and services and often a brand name to the
licensee. A proven success formula in operations and marketing is
also included. Franchising 1is most common in the service industry
such as hotels. it 1s argued that since the licensee uses the MNE's

brand name and international promotion, the risk to the MNE's
reputation 1s particularly acute with this type of contractual

arrangement.

111 Contract Manufacturing - Contract manufacturing 1i1s the reverse of
franchise as the MNE pays the license fee. In this case, the MKNE
may not perceive the host market as warranting FDI, so instead
production is contracted out to a local firm and the product is
marketed under the MKE's branq name, As in franchising however,
quality control is essential to protect the MNE's reputation.

Contract manufacturing is also used as a pre-FDI market test.

Different forms of licensing as discussed above are shown in table

3.1 below. However, 1t has to be said that the exploitation of a
proprietary advantage normally involves elther unrelated parties in a

host country or a firm in two distinctive activities 1in the host
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country, namely production and marketing. Casson (1986) argue that
because of the nature of these activities (i.e. production and marketing),
if necessary, quite-separate contractual arrangements could be made for
each of these activities, reflecting the broad definition encompassing
basic license and sub-licenses. Available data on international licensing

indicate that the incidence of licensing of affiliated firms have been on

the increase (see e.g. Thunman, 1982(a); and UNCTC Third survey, 198%5).

Iable 3.1

Forms of Licensing

BASIC LICERSE : - Contractual arrangements whereby the

MNE, for a fee, allows its technology,

patents, or trademarks to be used by
another firm,

MANAGEMENT CORTRACT

L L

Contractual arrangement whereby the

MNE, for a fee, provides management

expertise in specific areas to
another firm,

FRANCHISING : Contractual arrangements whereby the
MXE, for a fee, acts as a supplier
allows another firm to sell its
products or services,

CONTRACT

MARUFACTURIKNG : Contractual arrangement whereby the

MNE will pay the fee to a local

producer to manufacture its product
under the MNE's brand nane.

Source : Rugman, Lecraw and Booth, 1985, p.94.

Opinion is divided as to when it is most feasible to use licensing
as an international business strategy 1in the 1internationalisation

process. Given the various strands of argument relating to the issue, it
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is worthwhile to consider eome theoretical models of the foreign
investment decision process. Rugman, Lecraw and Booth (1985) contend

that the net profit from any one mode of entry changes at a rate

different from that of others, and that MBEE will choose the mode that
will maximice the net present value of all future cash inflows. It is
also argued that this choice will depend upon the length of time it is
anticipated that the market will be serviced. Rugman et al explain that
in a perfect world, exporting will be the first option. Yet when foreign
nation imposes a tariff or erects other barriers to entry and there is

the risk of dissipation to the MNE, the host nation can be best serviced

by FDI rather than by host country production by a licensee. it is
argued that only when the host nation imposes regulations on the MNE
which are greater than the benefits of FDI will the MKNE turn to
licensing as a mode of entry into the host nation. If the costs of
regulation are less than the benefits of FDI, the MNE stické to FDI. This
model 1is illustrated in figure 3.1 below. Given the conditions assumed

here, the sequence of entry modes is most likely tni be exporting,

followed later by FDI and ultimately by licensing.
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Figure 3.1

Foreign Investment Decision Process

BARRIERS TO FREE TRADE
(Unnatural market

pperte O

XPORT

YES

RISK OF DISSIPATION
(Natural market

DI

ICENSE

Source : Rugman, Lecraw and Booth, 19895, p.130.

The Rugman et al model 1s butiressed by Dunning's Eclectic theory
of einternational production. On the basis ot the. eclectic model (Dunning,
1981), it is argued that FDI is a superior strategy compared with the
external sale of proprietary assets through 1licensing arrangements,
ceteris paribus. The strength of the argument lies in the internalisation

strand of Dunning's theory. The eclectic theory holds that :

"the basic 1ncentive o a IXirm to Internalise 1ts ownership
endawnents 1s to avold the disadvantages, or to capitalise on the
Imperfections or one or the other of the two main external
mechanisms of resource allocation - the market or price system and

the public authority fiat (order or decree)®.
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Dunning argued that market 1imperfections arise wherever
negotiation or transaction costs are high, wherever the economies of
interdependent activities cannot be fully captured, and wherever
information about the product or service being marketed is not readily

available or is costly to acquire. The concept of internalisation then

becomes relevant to the chaice between licensing and FDI. It is therefore

thought that licensing is most likely to be used in the last stage of

the technology cycle, consequent on the standardisation of the product

Or process.

On the other hand, there 1s school of thought that argue that

licensing is likely to be the second stage in the internationalisation

process. In their study, Johanson and Veidersheim-Paul (1975) observed

that most firms without extensive knowledge of foreign markets adopt
stages of development approach to international expansion. Each stage in
the process represented successively larger resource commitments and
also led to quite different market experience and information for the
firm, The indication here is that licensing follows exporting before FDI

as a sequential progression. i.e

EXPORTIRG =-——————==- > LICENSING -=——w=———-- > FDI

Thunman (1982<a>) also argued that licensing can represent a
firm's first step out into a new market, where, for example, the licensor

may at a later stage buy the licensee. He explained that this 1s of

special interest for small firms from countries with small domestic
markets (such as OSweden) since they may lack the broad spectrum of

capabilities and resources required for successful international
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marketing. Other considerations would include restricted access to a

narket through direct investment or where the size of a market does not

Justify substantial capital commitment for FDI.

It is important to point out here that whichever approach one

finds convincing, there is evidence to suggest that licensing activity is

a dynamic and growing part of international business transactions (see
Buckley & Davies, 1979; and Dunning & Cantwell, 1982). Reliable data is
somehow difficult to obtain on the extent of international 1licensing.
However, a global figure of about £14 billion in international licensing
payments has been cited for 1978, (see Young, 1988). Although this sum
includes relationships between parents and majority owned affiliates as
well as arm's length transactions. Young explained that some of the
factore responsible for this trend include an expansion in the licensing
of research results from the universities; the recent emergence of small
high technology firms lacking resources to penetrate international
markets by other means; rising R & ?D costs and shortening product life
cycles again requiring rapid moves into markets' overseas; the avoidance
0f duplication in research and development speﬁding by 11cenéing- in or
cross—-licensing; and the emergence ;nf industries such as semi—conductt.iars

and biotechnology where licensing is recognised as a fact of life.

It is noteworthy that a great deal of licensing arrangements occur
between developed counties, and has been Increasing steadily in the
recent years in the developing countries. As table 3.2 shows, while

licensing is minor compared to FDI, it 1s a strategy which assumes

greater importance for some countries than others.
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Licensed Foreign Production Propensities (1965-1975).

Iable 3.2

-~

OQUTVARD
1975 1.4 1.0 2.7 1.3 <.l 1.5
1970 1.7 0.5 2.9 1.6 1.6 1.6
1965 1.4 0.3 1.9 - Y f 1.6 1.4
INVARD -
1975 0.4 Q.7 1.6 1.7 1.2 1.1
16870 0.2 3.0 1.7 1.6 1.5 1.1
1965 0.4 2.8 1.1 1.4 1.1 0.8

source : Clegg, J., 1987, p.75.

Table 3.2 shows that for Japan in its role as a technology recipient,
licensing is the main source of foreign technology. The data also shows
Japan as a continous net inward licensee, withfSweden on the borderline.
It has to be said that only Japan amongst the developed countries has

formal control of licensing. Clegg (1987) explained that the rationale

for this government control of licensing is the "failure" in licensing
markets to reflect 1its external social policy goals. The effect of
Japanese control was to modify the pricr:es, terms, and conditions of
agreements, to reduce the rent to the 1licensor, and to ration new
technology to one selected Japanese company, which prevented the raising
of prices and the "unnecescary® duplication of purchases of technology.

The result was the creation of a Japanese monopolist in each particular

product able to enjoy the benefits of a large domestic market eize.

For the UX., table 3.2 shows that outward licensing is appreciably

higher than for other countries. Although not shown in the table, it is

known that UK. is the dominant licensor in the U.S.A market, accounting
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for 40 per cent by value in 1975 (Clegg, 1987) reflecting the importance
of licensing to the UK. firms. This point was emphasised by the Base
Technology Report (1986). The Base study indicate that for British

industries, about 24 per cent of the companies studled (in a sample of
703 companies) have sold a license to anather company. Also significant

is the fact that almost 25 per cent have taken a license from outside
(see table 3.3). It is noteworthy that 64 per cent of the companies in

the sample have acquired technology Irom sources outside their group,

and a breakdown of the methods used is given in table 3.4. It is
interesting to know that licensing came out clearly as the most favoured
method used when it comes to purchasing technology. The Base study also

indicate that revenue from these licensing transactions amount to only a

small proportion of the total income of the companies studied. However,

it is significant that about 5 per cent of the companies said licensing

arrangements contributed between 6 - 50 per cent.

Iable 3.3

Technology Exchange Activities of U.X. Firms.

R et nnc ™ SO P NOSDONSE

Licensing-Out “ 168 23.9%
Licensing—In 173 2c4.6%
Joint Venture * 173 24 .6%
Agreement with Contract Research

Organisation 186 26 .5%
Reciprocal Exchange Agreement 108 15.4%

Source - Base International, 1986, pd4
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Iable 3.4

Aquisition Methods by a Sample of 703 UK. Firms
Involved in Technology Deals.

JLS A0 = : N SE

Licensing—-In | 25%
Contracting-out R & D 18%
Minority Interest -in another company %
Conplete Purchase of a company 17%
Joint Venture © 14%
Acquire Franchise L 10%
Reciprocal Exchange Agreement 6%
License from Research Organisation 8%
Other k 8%

Source - Base International, 1986, p.5

On the Swedish front, Thunman in his study (1982<a>) demonstrated
that licensing payments to S;\VEdiSh firms in 1979 valued more than 10
per cent of the export of goods. Although this study showed that Swedish
licensing trade with developing countries was significantly small for
reasons Johanson andr Weidersyeim—r—'aul (1975) described as “psychic
distance® -~ which they defined as factors preventing or disturbing the
flow of information between firm and market <(e.g. language, culture and

political system). It is argued that common language creates affinity

which makes the knowledge about markets high and the psychic distance
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low, and thus decreases the obstacles to investment. Consequently the

Swedish licensing trade is heavily concentrated in Europe.

The changes in international investment environment brings to the
fore the alternative modes of international business transaction, for
which licensing has become quite important., Multinationals are now
servicing developing and host markets through "new forms of
investment®, notably non-equity resource transfer mechanisms which
include a range of contractual arrangements such as licensing,
management contracts, franchising, etc. (see Dunning & Cantwell, 1982).
Among these non-equity contractual arrangements, licensing (taking into
account the broader definition) has emerged as a possible alternative to
the "traditional® exporting and foreign direct investment (FDI) for two
reasons, namely -

(a) The MNEs® reaction to changing environment, and

(b) LDCs' preference for licensing.

A

(a) M I\

\i
$
®
|
»
Y
>
™
&

1. Defensive Reaction of the MNEs
The wave of changes which occurred in a number of developing

countries’ foreign investment policies during the l,ate 1960s and early

1970s (as mentioned earlier) were of decisive importance in bringing

60



about the growth, during the same period, of new forms of investment in
these countries. Fayerweather (1870) contend that +the desire for
developing countries to assert sovereignty over their natural resources
and market potential has invariably led to restrictive regulations on
the activities of the MNEs in these host countries, particularly in
ownership and control of FDI. These restrictive regulations which
include the establishment of government boards for sreening and
registering foreign investment, the imposition of local-integration and
export performance requirements, limitations on profit remittances, the
demarcation of sectors or 1industries where foreign investment is
restricted or forbidden, have resulted in a substantial increase of LDCs'
ownership and control of significant areas of the primary sector, with
corresponding reduction in foreign ownership. It is argued that these
policies were a major cause of the shift to greater use of new forms of
investment, and of course, the lucrative nature of these markets bhas
meant that other alternatives will have to be used to service these

markets.

2. Qtrategic Initiative
Oman (1984) contend that the rapid growth of direct foreign

manufacturing investment in developing countries in the 1950s and 1960s
was the result of large industrial or commercial firms taking advantage

of opportunities for profitable investment created by the import

restrictions and other policles implemented by many developing countries
in their pursuit of import-substituting industrialisation. He argued that

whereas conditions prevalling in the colonial territories and

independent developing couniries in the immediate postwar period were

not generally conducive to forms of foreign investment other than those
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based on whole- or majority-ownership, important structural changes
brought about by political independence and/or induced by periods of
rapid economic growth during the 1950s and 1960s in the developing
countries in turn helped to create new or expanded opportunities foreign

business involvement.

On the whole, Statistical evidence on the significance of licensing
by multinational enterprises for servicing developing country markets is
difficult to establish. However, to 1illustrate the -  extent of use of
licensing in developing countries, data provided by the United Nations'

Third survey (1985) is used to highlight the extent of the practice.

In India, there is widespread use of licensing by mnultinational
enterprises. It is noteworthy that only about one-eight of some 2700
inward licensing agreements entered into during - 1970-1979 made
provision for equity participation, generally minority .holding. In- the
Republic of Korea, the: number of licensing agreements grew from about

four a year in the first half of the 1960s to an average of 70 a year in

1970-72, and to an average of 250 a year in 1979-1980. Over 90 per cent
of the licenses concerned the manufacturing sector with Japanese firm

accounting for about 60 per cent and the U.S. firms for a quarter.

The number of licensing or similar contracts entered into,
increased about five-fold between 1970 and 1979 in Malaysia. In Mexico,
paynments for technology rose from $173.5million in 1975 to $285.3million
in 1979. Less than 30 per cent of more than 8000 technology agreements
registered during the period 1973-1979 related to Mexican enterprises

with foreign equity participation. In the Philippines during the 1970s,
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there was an increase in the number of licenses granted to joint
ventures in which foreign enterprises held minority interest and in the
number of licenses granted to enterprises witl;out foreign equity
participation. A survey conducted in 1978-79 indicated that about a

third of some 150 licensing agreements were with enterprises having no

foreign participation in ownership. Of the remainder, about two-thirds
were conducted with joint ventures with minority foreign participation,
and remaining with enterprises with majority foreign participation, A
survey in the electronics industry in Singapore revealed that 14 of the
16 wholly-owned foreign firms had licensing agreements (one with a firm
other than its parent company) while six out of seven joint ventures,
and three of seven domestically controlled firms had entered into such

agreements.

(b R st = = NC e - e oxr.
The process of technology acquisition by a developing country

involves a careful and systematic evaluation o0of the alternatives

available as depicted in the model below (figure 3.2). Figure 3.2 shows
that for a developing country, the preferred method of acquisition is

influenced/determined by the following factors -

1. Cost' - The cost factor is a very complex issue that is of major
importance to both the user company and the host government. For the
user company, it may mean the difference between profitability and going

out of business. For the host country, the concern is the net impact of

any technology transfer arrangement on the balance of payment.
Consequently, developing host governments intervene in +the transfer

process by regulating transfer arrangements to ensure that :
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FIGURE 3.1

A MODEL OF TECHNGLOGY ACQUISITION
DECISION BY A DEVELOPING COUNTRY
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(a) appropriate technologies are imported, and (b) "reasonable" prices
are paid for them. In addition, the cost is further determined by (1) the

nature of technology in question. It is expected that a more complex and

sophisticated technology will attract higher costs; (ii) bargaining power
of both the user company which stems from size, negotiating experience
and skills, and host government policy towards technology acquisition;
and (1i1) location-specific factors such as the market lucrativeness,
expanding demand among the lower class, the potential for the licensed
product(s) or end product of the licensed process. 0f all the available
alternatives for technology acquisition, licensing is potentially the

cheapest way of acquiring needed know-~haw.

2. The existence of appropriate alternative suppliers is determined by
the degree of standardisation of the know-how. Theoretically, it 1is
expected that where there are sufficient alternative suppliers, an LDC
can pick and choose technology which suits the local conditions. In
addition it is 1likely that a standardised technology will be more

appropriate for 1local conditions and these technologies are easily

licenced with minimum fuss.

3. Availability of indigenous managerial and technical skills reuired to

manage an operation is another factor that determines the method that

is likely to be used a developing country for technology acquisition.

Vhere there are sufficient skilled manpower, investments by MNEs backed
up with managerial control become unattractive for the host country.
Therefore with appropriate and adequate technological and managerial

infrastructures, licensing will be a preferred method of technology

acquisition.
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4. The expected contribution of a given technology to the development
and/or enhancement of indigenous technological capability determines the
method which a host country will prefer for the acquisition of such

technologies. The choice will be between encouraging foreign direct
investment or the purchase of the know-how (this choice will depend on
factor no.3 above) or even a conbination of both., Haowever, wherever

possible, a developing country will prefer licensing because of the cost

factor.

5. The private sector user requirements ultimately determines the nature

of technology to be imported and the method to be used for the
acquisition. However, the decision 1is constrained by the host
government's role as the determinant of appropriate compensation for the
transferred know-how. Consequently private sector user are encouraged to
minimise cost of acquisitions by ensuring rapid assimilation and

diffusion.

6. The learning process required for an imported technology determines

1f such a technology should be bought or acquired through other means
such as joint venture operations. Most standardised technologies do not

require complex learning process and therefore could easily be acquired

through licensing.

On the basis of these factors, licensing is thus seen not only as
cost-effective method of acquiring technologies but also as a way of
utilising “cheap" technology to develop and enhance the indigenous
technological capablility. Therefore, while MNEs find 1licensing in

developing countries less problematic in terms of repatriation of funds
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(royalties enjoy preferential treatment over dividend in foreign exchange
allocations), it becomes a mutually attractive option for both the MNEs

and the developing host countries.

3.2.1

L L
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Arm's 1length 1licensing refers to licensing arrangement between
independent companies. However when a parent company licenses its
subsidiary to undertake certain activities abroad, it becomes affiliated
licensing. The U.S. Department of Commerce defines direct investment

with ownership of at least 10 per cent of a foreign business enterprise

as an affiliate. A less than 10 per cent interest is not considered to

have significant ownership to influence management.

Research evidence have shown that independent licensing is likely
to be found among smaller and medium-sized companies. This was shown in
Buckley and Davies study (1979) and Telesio (1980), discussed under
firm-level factors below. Vith smaller and medium-sized companies, lack
of sufficient resources make 1t almost impossible to 1internalise
production in all or several markets. Therefore licensing may be a
valuable and continuing source of earnings, especially where auxilliary
business 1is created or where the licensee becomes dependent’ on the
licensor. In which case, a high proportion of the licensor's business may

be generated by the licensed product(s) or process(es). This partly

explains the licensing strategy of companies such as VWhirlpool

Corporation and Perkins Engines Inc., Their licensing strategies are well

discussed in chapter nine under, case studies.
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Licensing of affiliated companies has a different strategic role
for the larger multinationals. It is arguable whether licensing play more
than incidental role in their international strategy. In some companies,
licensing is an 1integral part of thelr international expansion. For
example, in the automobile industry, selective licensing-cum-assembly

agreements contribute significant additional income to the global total.

However, the question is whether the process of licensing of affiliated
companies 1s different from that of independent companies. With

reference to our earlier definition of an affiliate, Contractor (1985)

pointed out that :

“with the 10 per cent cut-off, it Is clear that the definition of
foreign affiliation 1s thus very broad and includes minority Joint

ventures where firms have between 10 and 50 per cent of equity. A
great deal many Joint ventures which may approximate an arm's

length relationship are lumped into the "affiliate" category. Ihils

ALY 30 AphroXlmatle llrels Al DLW Je _percenrase o JAlE
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]

Contractor therefore argued that 1licensing agreements with foreign
ninority joint ventures tend toward, or even approximate an arm's length

relationship between licensor and licensee over terms and conditions. He
contend that a licensor will thus negotiate for the maximum royalty, as

with an arm's length party.
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The objective of the 1llcensor 1is to maximise rent for its
technology innovations. The licensing decision process involves the
evaluation of costs and benefits as well as 1long term strategic

implications and considerations as compared with other alternatives.

Therefore the factors that influence licensing decisions are considered
from :

i. Firm-level factors,

11. Industry-level factors

i1i. Market/Country-~level factors.

The advantage of licensing is found on all three levels. However,
there must be firm level advantages (patent, know-how) and the
technology must be possible to separate from the owner and utilise by

indigenous firm. If this cannot be done, the advantage must be utilised
by exports and direct investment. Additionally, a direct investment may

be supplemented by a license to the subsidlary. It then becomes an
intermediary form between seperable and 1nseperable technology. A great
deal of international trade in licensing have come to be known to exist
between affiliated firms. For example in OSweden, about 40 per cent of

the license exports and 60 per cent of license imports are between

affiliated concerns. (see Thunman,1982(),).

On the other hand, the objective of the licensee 1s to acquire

proven technology, patent or trademark as quickly as possible at a

fairly reasonable "price". In addition, the licensees want to keep
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abreast of technology innovations  without having to go through the
rigours of research and development, and the associated costs. The
reasons for entering into 1licensing arrangements are therefore quite

diverse from the licensor and licensee's standpoints, and some of the

factors are shown in Tables 3.7 and 3.8 below.

Iable 3.7

Possible factors which may make licensing a preferred
strategy to Multinational Enterprises.

- - - i ]
a)eLd ) L] R - =3 I - - T ) ]

1, Firm-Level -Licensor firm size

~Research intensity

—Reciprocal exchange
of technology.

-*Choosing"” competition

~Creation of auxiliary
business

~Diversification and
product line organisat.

-Perpetuation of
licensee dependency.

2. Industry-Level = -Product cycle
standardisation.

-High rate of
tech., turnover

-Product versus
process tech.

3. Country/Market-Level -Constraints on FDI.

=\l 01 . ’ n} Jgale o

Source : Contractor, F.J., 1985.
Licensing in International Strategy;
Quorum Books, pp.70-71.
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Iable 3.8

Possible Reasons for Licensee's need for Licensing.

1. Avoid R & D costs.

2. Upgrade Technnlogy.

3. Receiving valuable brand name.

4. Selling internationally through licensor.

5. To pre-empt licensor competition.

6. Reproduce proven manufacturing techniques.
7. Future links/other businesses with licensar.
8. To receive future technology from licensor.

9. Prestige effect of associlating with
international company.

Source : Contractor, F.J., 1985, g
Licensing in International strategy,

Quorum Books, p.178.

b

The factors that influence the use of licensing as identified in
the literature have important role in our understanding of the global
significance of licensing, particularly its importance in the “"new forms

of investment® in developing countries. These factors are discussed in

detail under the three level classification as shown in table 3.7).
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The size of the licensor firm 1is an important factor influencing
the decision to use licensing for international involvement. The size
effect can be explained from two perspectives (1) Too small or (ii) Too

big.

(1) In a esituation where the licensor company is too small, the most
plausible explanation would be that the relatively smaller firms have
lower financial, managerial, and foreign market capabilities. Indeed, in
their study, Buckley and Davies (1979) showed that these factors may
prevent any consideration for foreign investment. They argued that
limits to information processing mechanisms place foreign markets
beyond the horizon of smaller firms. In the same 1line of argument,
Telesio (1980) noted that relatively, higher licensing propensity occurs
in companies with less experience in foreign operations as measured by
the proportion of total sales manufactured abroad by controlled
subsidiaries. Moreover, given the large capital requirements, it is often

difficult to internalise all productions in several countries.

Telesio argued that because of limited resources, the first step for
relatively smaller multinational enterprise entering a foreign market is
often to license a non-controlled local firm. This move requires very
little in the way of resources from the multinational enterprise other

than the technology itself. He cited reasons given by a representative

of small multinational enterprise in his study for licensing abroad -

(1) licensing does not require capital investments, (2) licensing does
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not tie up qualified perconnel on long term basis, (3) licensing
generates revenue immediately, (4) licensing creates the baslis for an

investment opportunity, and (5) licensing provides an opportunity to get

to know the people you are dealing with.

(11) The second strand to the firm size argument is-where the firm
is too large to effectively co-ordinate activities of various sections,
licensing becomes the obvious way of conducting international
investment. Most multinational enterprises do not have the policy of
across-the-board internalisation which IBM - (International Business
Machines) has. Therefore some nultinationals operating in certain

industries (e.g. Electronics, Chemical, Motor vehicle, etc.) use licensing
in their approach to servicing world markets. Significantly, somne
companies firmly believe in licensing as a global strategy. This perhaps
explains the policy of licensing in General Eleciric Corporation (GEC)

with hundreds of global licensees. The RCA Corporation has a policy of

licensing with the "buy-back® clause.

Reciprocal 1licensing has an important long term strategic role,
apart from generation of revenue. Licensing in this case is utllised not
as a means of entering foreign markets but in order to gain access to
the technology of other innovating firms, by reciprocal 1licensing of
technology. It is argued that in the pharmaceutical industry, not even

the "glants" can do research to all biological fronts or hope to go
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through testing and certification in all countries. Thus exchange of
knowledge and territorial rights ©becomes important for fuller
representation in both product range and territorial coverage. The
Telesio study confirmed that licensing for reciprocity may increase with
relative size because it is the highly innovative firms that are most

likely to license for reciprocity. He argued that some past studies have

found a positive correlation between innovation and size.

In the textile industry, licensing has been particularly important
with the man-made fibre and luxury clothing sector. In their study of
clothing industry, Hood and Young (1984) argued that the importance of

licensing derives from the nature of man-made fibres themselves. When

the fibre manufacturer produces a generic fibre like Nylon and Polyester,
the fibre is given trademark permitting exclusive use. Maore importantly,
the technology 1s such that the possibility for modifying a basic
generic structure over time and improving its performance are nearly
endless. Licensing and cross-licensing then becomes importént given that

the market size may be too small to justify investment in optimally-

sized plants without creating excess capacity.

Roman and Puett, Jr. (1983) also argue that where a foreign
licensee has no reciprocal rights or know-kow to offer the licensor at
the time a licensing agreement is concluded, a grant-back or feedback
connitment with respect to the rights and know-how supplied is often
included in the licensing agreement. This arrangement is known as cross-
licensing. It is argued that cross-licensing is more common than the ane
way license. Roman and Puett, Jr. contend that even the one way license

is likely to have a reciprocal twist by way of grant-backs.
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The Telesio study showed that companies that spend relatively more
on research and development as a percentage of sales, tend to use
licensing over direct investment. The finding does disprove the general

contention that high technology or R & D - intensive firms will

uniformly opt for greater internalisation or keeping the technology “in-
house®. However, there are evidence that cast doubts" on this
generalisation. For example the Contractor study (1981) showed that
licensing receipts increased with greater R & D in licensor firm.

It is suggested that a firm may be so comfortable in its technological
lead and consequently fearless of imminent or eventual licensee

competition, that it agrees to license in all areas where investment is

difficult or risky.

d., ** Ny Y - ' absiyjel= ot L2

One of the reasons for favouring a particular firm by licensing of
technology is that they may be some present or future equity stake, a
materials supply arrangement that will last beyond the patent expiry or
even plans for Joint venture with that firm in +third nations.
Consequently, the licensing arrangement will give the licensor a head-

start over other 1local firms. On the other hand, it is argued that
marketing technology even to competitors 1n certain cases can actually

enhance 1its commercial use. Certain industries demand at least two
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sources for a product before it will be adopted for widespread use, e.g

pharmaceutical industry.

e. = Y - - -

In several cases, auxiliary business may be derived by the licensor
from an agreement, whether mandated in the agreement or- not, to the
extent of provision of such services as materials and conmponents sales,
quality control, training of personnel, ad-hoc technical assistance etc.
In situations where the auxiliary business is predominant, the licensing
agreement has been seen as a cover for the licensor to operate in the
market. A good example is the licensing of automobile assemblers who, at
least in early years prior to the development of local suppliers, will

buy much of the value of the automobile in parts from the licensor. This

is a form of disguised imports, aided often by lower tariffs on

components when the government wants local assembly.
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In very large diversified <firms, especially where considerable
diversification puts a constraint on +the financial and managerial
resources available for equity ventures overseas the firms seek

additional resources from foreign licensees (Telesio, 1977). It 1s argued

that when a diversified- firm wants to increase its product 1line

diversification abroad, a licensee can offer rapid access to markets. For
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instance, each product line might require a distinct marketing formula,
different for each country, which the firm could execute internally only
at a considerable cost. A licensee can offer its own marketing expertise,
having already sunk costs into acquiring knowledge of its own market,
training personnel and developing sales channels. In addition loss of

control over technology 1s probably of less concern to diversified

companies because each product line accounts for only a small share of

earnings and sales. Consequently, highly diversified firm will not need
to exercise full control over performance of each product line in every

market where the company is operating.

Highly diversified firms generally do not erect marketing and
production barriers to entry in order to preserve their maturing
products from competition, as might be the case for a firm with only

one basic product line. Thus, these highly diversified firms are 1likely

to have a number of older, mature products facing price competition, and

these products are the candidates for licensing.

Another important role of licensing 1in international strategy,

especially to R & D - intensive firms, is to keep licensees on perpetual
dependency. The disadvantages of licensing, arising from licensee
independence, are removed if the 1licensee is kept dependent for

trademarks, required components, foreign market access, technical

improvements, etc. This would be true even where the licensee government
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prohibits such explicit restrainte as tied inputs. It 1s thought that
this will most certainly happen because in a protected environment,

licencee's interests are likely to be closer to the licensor'’s rather

than their own government.

In Davies (1977), and Hood and Young (1983) it was shown that the
licensee often views the permission to use foreign trademarks, for

instance, as critical to market success and profit. Hood and Young
observed that licensing of trademarks functions as a means of

recognition and have a promotional role (e.g. in the textile and clothing

industry.
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There is the inherent assumption in this concept of product cycle
standardisation that generally speaking, obsolescing products are given
more consideration for 1licensing. This is based on the fact that
licensing can be placed in the context of the international product life
cycle (IPLC). As a product passes through 1its 1life cycle, (from
introduction to maturity) 1t exhibits changes in the pattern of
consunption and production. The stages of the life cycle are accompanied
by changes in the product itself - toward more standardisation, and
relative importance of various factors of production such as skilled

labour, unskilled labour and capital.
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As product pasces through the stages of its life cycle, production
techniques become more standardised, and the skill level of labour falls.
As consumption increases, competitors enter the market. This causes the
prices to fall, thereby causing consumption to increase further. The idea
of the IPLC is that more mature, standardised products or process facing
increasing competition and declining margins, are produced in the least
cost global locations. In the least cost global location, the firm has to

decide whether it will set up production facilitles or license out its

technology to unaffiliated firms.

Four stages are identifiable in the product cycle. These distinctive
stages are (1) Innovation, (11) Maturity, (iii) Vorldwide 1m:ltatic.;n. (iv)

Reversal, as shown in Figure 3.2 below.

79



S ¢ Product Life Cyc)
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Importing

Note = Initiating Country l
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Z = Less Developed Countries

Source : Oakvisit and Shaw _ "An examination
of the IPLC and its application
within marketing”.Columbia Journal
of Vorld Business, Fall 1983.
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Figure 3.1 shows three life cycle curves for the same innovation;
one for the {initiating country, one for other advanced nations, and
another for less developed countries. For each curve, net export results

when it is above the horizontal line, if under the horizontal line, net

import occurs.

As the innovation moves through time, the direction of all the
three curves change. Furthermore, time here is relative - the time needed

for a cycle to be completed varies from one kind of product to another

and the time interval varies from one stage to another.

Stage 0 represents product cycle 1in operation. It is a stage
through which a new product goes through within the original market 1i.e.
introduction to decline. It has been argued that while innovations could
take place anywhere in the world, there are most likely to occur in
highly developed countries. The reason being that firms in advanced
countries may have both the technology and necessary capital to develop
new products. At that early stage, lack o0f substantial overseas

competition coupled with the technological break-through, permits the

firm to behave as a monopolist, offering the innovation.at a premium.

The maturity stage, which is the eecond stage, is characterised by

6tability. Sales and exports begin to level off but remain relatively

stable. As the product moves further into this stage (as in Figure 33
above) the decline in imports by advanced nations tend to accelerate,
but this is matched by an 1increase in imports by less developed

countries.
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The third stage is the stage of worldwide imitation. Despite stable

import demand from the LDCs, the innovating country's worldwide export
share falls because - {(a) advanced nations are now self sufficient, (b)
these countries increasingly replace the'innovating country's exports to

the LDCs, (c) consunmer demand in LDCs no longer grow to absorb all the

supplies offered by all advanced countries. -

It would be anticipated that later in the life of the product, LDCs
with lower production costs would become the major sources of supply
and export back to the innovating couniry and other developed ‘countries.
A firm that knows it 1s due for a model change or technology change

will find itself willing to license the older version, secure in the

knowledge of continuing technical gap between it and the licensees.

The fourth stage — the reversal, is the stage where the innovating
country no longer exports, and may be forced to import instead. The
major functional <characteristics of this stage are product
standardicsation and comparative disadvantage. The product is no longer a
novelty and with a lack of further modification, it becomes sufficiently

standardised for most LDCs to produce a simple version of the product.
Comparative disadvantage arises because the product is no longer capital

or technology-intensive, but instead becomes labour—-intensive.
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The rate of technical change is another factor which will induce
significant use of 1licensing. This ‘is a common practice in the
electronics and computer industry. Hypothetically, Motorola Inc. may
well license a micro-chip design to Hitachi company, despite the fear
that the licensee 1is technologically equal and already constitutes an
international threat. Motorola will do this because the rate of
technological change is so rapid, in order words, the design is so

perishable that some licensing income may well be generated on the

design.

Also, certain technologies, though new, may be of marginal
importance to a company and hence license more readily. For example, if
a firm innovates in an area where it does not hold a significant
technological lead, the advantage offered by the innovation might not be
fully exploitable. In this case, a licensing arrangement might offer the

nore profitable alternative. 3 .

C. - =) = _ - o

It is possible to realise extra revenue by licensing peripheral

process know-how, even when the basic product technologies are -not
licencsed. For instance, this can be done 1in galvanising in the steel

Industry or anodising aluminium. There can be substantial incremental
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income possibilities in licensing these associated processes because it

involves little incremental costs, compared with the licensing royalty.

Various constraints on the operation of MNEs 1in developing
countries have meant that the MKEs are faced with the decision +to
operate in a developing economy through licensing and other non-equity
contractual arrangements. Some o0f these constraints range from
prohibition of foreign investment in certain industrial sectors, local

participation requirements, to repatriation of funds. The LDCs have done

this with growing number of legislatioms.

Davidow (1980) observed that these new legislations are by no
means identical in provision or conception to those found 'in developed
countries like the U.S.A. Unlike the American anti-trust law which makes
no distinction in the treatment of national and alien firms, most
developing countries' legislation appears more regulatory in purpose and

effect than are the broad prohibitions of western anti-trust laws.

In addition, high political risk could alter the decision on market
entry strategy in favour of licensing. In some developing countries,
dividends are very volatile compared to more stable and agreement-bound

income sources such as royalties or fixed fees.-
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As 1legislations or political risk may rule out the direct
investment option, tariff and non-tariff barriers often preclude the
exporting option. In most cases, these restrictions are designed to
protect specific industries that could not survive open competition from
imports. In developing countries, Fayerweather (1970) explained that
protection serves some economic objectives, in that they are trying to
accelerate industrial development, hence import restrictions are widely
used to permit local factories to get started, even though their costs
are higher than those of the foreign plants. These countries, he argued,
are determined to build up local manufacturing, partly because they
believe that industrialisation is the key to future prosperity <(and

rightly so), and partly because it symbolises economic independence.

Yhere there are balance-of-payment problems, manufactured products
in a foreign country are subjected to certain "terms of access" to
domestic market (see Keegan, 1980). These terms of access cover
different categories of effect on imports such. as import duties, import

restrictions, foreign exchange regulations and preferential arrangements.

The patterns of the international trade depend, thus, to a large

extent on internal considerations o©of the MKE, ranging from internal

accounting principles to the availability of means of transferring funds
between countries. The question that arises in the issue of which of

these levels, are the most important factors in the choice of licensing,

to be found. This will, of course, differ in every company, but for

85



analytical purposes, some empirical findings of reasons to license are

discussed in the light of this three—level classification.

Telesio (1980), examining the licensing behaviour of 66 U.S and
non-U.S based multinationals, found the order of relative importance of
geven reasons to license to unaffiliated or minority-owned companies to
be -

1. Government pressure for licensing

2. Market too small for profitable investment

3. Entry into market too difficull because

of strong competitors

4. Shortage of funds for investment

S. Politically risky situation for investment

6. Lacked knowledge of market

7. Did not have management for investment.

The observations show a tendency: for the market-level factors to
dominate the company's decision to license instead of making direct
investment (reasons 1, 2, 3, 5, & 6). Firm-level' factors occur in reasons
4 & 7. Reason 3 may eventually also be regarded as a factor in the
industry level. One must of course, bear in mind that this may very well

vary substantially between companies depending on size, nationality and

international strategy, etc..

In another study, Buckley and Davies (1979) examined 30 executives'
explanation on 'the totality of their overseas operations and their
general policy on alternative strategies. What emerged to explain the

licensing decision process were as follows-

86



1. Licensing as an outcome of constraints
(firm & market level)

2. Licensing as a global strategy

3. Licensing as second-best strategy

4. Licensing in response to monopsony pressure

(e.g. pressure from outside the company - Govt. demands,

custonmers etc.)

9. Licensing as a means of servicing small protected markets

.

In so far as these two studies do not suggest applicability to all
licensing situations, they nonetheless, give a general indication of the
difference 1in 1licensing considerations compared to other means of

servicing a market.

3.4. CS e I 2P el= = = Sl e

Lixe any other form of technology transfer- and acquisition,
licensing as an international strategy has its own problem. The sale of
know-how is clouded with problems due to its "intangible" state. Because
of lack of information technology transfer and acquisition can be
problematic, Caves, Crockell and Killing (1983) argue that this is  the
result of market imperfection. One of the most serious conflicts between

MNEs and host countries in the sphere of technology involves pricing.

For instance, developing countries maintain that MNEs systematically
overcharge them for the technology they supply. Hood and Young (1684)

argue that host countries are inevitably at a disadvantage because it
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cannot know all there is to know about what is being bought untill the

technology has been purchased. Technology receiving countries also feel
that transferred technology may be ill-suited to the factor endowment of

developing countries. (see Contractor and Sagafi-Nejad, 1981).

From the licensor's point of view, McGee (1966), Teece (1976), and

Lovell (1979) as well as Caves, Crockell ' and - Killing argued that

transaction costs 1involved in transferring technology are quite
significant, pointing that resource cost of <transferring technology
constitutes between 2 and 58 per cent of the reclipients' project total
costs, averaging about 19 per cent. This cost factor was emphasiced by

Root and Contractor (1984) as minimum acceptable limit 1in price

negotiation.

Vith multiple 1licensees, uniform royalties will not yield the
desired results, but at the same time, discriminatory royalties alone may
not work unless " different markets are spattially - separated with
imperfect knowledge, on the part of the buyer, of the market structure.
However the monopolistic licensor with perfect information and perhaps

no transaction costs on its part, could write licensing agreements to

extract all rents from competing licensees.

The 1issue of risk cannot be understated as far as technology

transfer is concerned. The 1licensor risks the escape of his technology
from proprietary control as well as risk of unauthorised disclosure, the

opportunity loss of profits foregone from foreign investment when the
alternative strategy of licensing works out badly and the emergence of a

new competitor when it works too well. On the other hand, the licensee
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may make a substantial investment in physical facilities and marketing
outlays on the "“uncertain" prospect that a licensed technology will in

fact, perform as promised.

In addition, a technology's economic performance is uncertain. The

technology may not work properly in the new location, the demand for

the product that embodies it may change, newer technologies may displace

it. All these factors reinforce the fact that potential returns to the

technology licensed abroad are simply uncertain.

3.5, Summaryr.

This chapter has demonstrated the use of licensing as an

alternative strategic approach to FDI and exporting, under changing

world conditions which have been brought about by both protectionism on

the one hand, and the need to change production locations in response to
different rates of economic growth, on the other hand. It has also shown

the various factors that influence a firm's decision to license as

opposed to FDI and exporting. It concludes with the the discussion of

the problems of licensing.
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4.1 IAntroduction.

The concept of bargaining power is very crucial to the discussion
0of international business negontiations between potential or actual
foreign investors and host governments regarding: the terms and
conditions applying to foreign direct investments and technology
transfer. The investor is almost always a multinational enterprise

(KFE) with its origin, headquarters, and central activities located

in its bhome country. To the host government, it is a foreign company

- an alien - and its investment activities may therefore be subject

to special requirements and restrictions. The government  normally
geeks the greatest amount of benefits at the least possible cost. On
the other hand, the MXE naturally desires the fewest restrictions and

the greatest amount of freedom possible, and it seeks the highest

profits at the lowest risk to itself.

International business negotiations are thus concerned with the
balancing of freedom and restrictions, benefits and costs, and
profits and risks between a host government and a multinational

investor. The relative bargaining power of the parties determine the

Outcome of the negotiations.

¥any writers in international business such as De La Torre
(1981); Fagre and Vells (1982); Rugman, Lecraw & Booth, 1985; Poynter
(1585); Contractor (1985); Moran (1985) and others have argued that
the concept of negotiating strength 1s an aggregate which
incorporates a wide range of variables affecting relationship

between a multinational investor and a host developing country firm.
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Stoever (1981) contend that such an aggregate will include variables

such as:

1.

10.

the power to command resources, i.e. the ability to supply what

other party needs or wants;

the ability to offer opportunities, such as markets, jobs, or
training;

the availability of alternatives : ‘alternative suppliers to the
host country or alternative 1investment opportunities to the
company;

experience in negotiating;

knowledge of one's own and other party's strength and-weaknesses;

ability to accomodate the other party's needs and dispel their

-fears:

precedents;

use of external/third parties and/or international bodies;

ability to persuade or convince the other party of one's good

intentions and desirabllity as a party;

ability to act -unilaterally : for the host goverament, to
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