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ciples of Induetrial Licensing to the Developing Countries

This paper has as its object an outline of the basic principles
likely tc be involved when a comy Ay in, presumebly, an industrially §
advanoed country is in a position to licence to r developing country,

and of the oonsiderations which influence the polioy of licensor

sompanies in such oirocumstances. Controversies can arise, o8 is

well recognised. To resolve them the basic principles need to be

understood by those oonoerned on both sides,

This paper does not deal with oontroverasy, but with the
oconstauctive oriteria which need to be analysed in each instance.
It has been observed that everything in the present paper is
obvious after it has been expressed, but that until it has been
expreassed it is not always appreciated in the developing countries.

The two most important principles which have to be understood are
first thet a lioensor company oan only embark on a licensing
contract if it is an acoeptable commercial proposition to the
lioensor, and second that economic realities are common to the
licensor and licensee alike. A licenoce needs to be paid for, and
it is to be regarded as o revw material analogous to any other
element required to oarry out the lioenoced process, involving a
cost which is part of the manufaoturing oost. Thie in the final
analysies has nothing to do with the commercial success or failure
ultimately achieved by the lioenses, whether in a developing country
or anywhere else. If, from the point of view of the licensee, a
licence will not stand up to this economic evaluation then the

Project is questionable from the very beginning.




The present paper is by way of being & check list of the issues

which need to be ficed by both the licensor and licensee, and which

must inevitably determine tha polioy.

It is 2 truism these drys that any compeny developing a new

process or product must give consideration to the possibility of

licensing it to others. The conclusion in some instances mey certainly
be that it is better for the company to keep the development to itwmelf,
but to an increasing degree in industry the possibility of liconsing
is assuming importance, There are of course two primary reasons;

the first is that the cost of research and developuent is becoming

so high that it is often difficult for » company to recover these
expenses from its own operations alone, and the scoond that few
companies can cover the markets in all countries. This second reason
makes international licensing more significant than licensing inside
the same country, and so the developing countries must be of interest

to any potential licensor.

When it comes to licensing in the developing countries, moreover,
further considerations apply. The wish of the leading industrial
countries to assist the advance of the developing countries is a
very real one, and industrial corporations are run and staffed by
pecple having the same wish to encourage the developing countries

as anyone else,

Nevertheless, while o Government can decide as an act of poliocy

to give assistance to a developing country, an industrial company

of sheer necessity has to look upon a licensing proposition as a




commercial ventupe, An industria) company hag otligations to ite

shareholders, This consideratijon applies to a)] licensing Operations,

countries for reasons whioh will appear, A realistjc approach in a
oommeroial senge ig moreover in the interest of the licensce ag well
as the liooauor, for when the Plant ig ultimately ereoted the

liocensee will encounter the same eoonomio olimate ag the liocensoy,

To define the problem more spoeiﬁadly, it ie userul to be
explioit about what type of liocensing ig in mind in thig connection,
The simplest form of licenaing, which js associated with the
existence of Patents, is when g Sompany makes s development of its
oW and then findg this falls within the patent rights of anothey
company. In such an event, which jig very common in the mope industrialiged
courtries, the vt Company need: g > ioat liceace “pa the seornd,
Buch licences are paper doouments &lving {reedom to the first company
to Proceed; they involve no transfer of teohnelogy, plont design op
knowhow. Thie i8 not the kind of licence needed by the developing
countries, whioh require this very teohnology. plant design and
knowhow in order to proceed, * Another kind of licence is the
frenchies type of licence where permiseion ig &iven to operate say
under an established trade mark of another company for commercial

*  Por reference on the sub jeot see Guidelines for the Acquisition
“f Foreign Technology in Developing Countries with gpecial
reference to Technology Licensing Agrocments - UNIDO PUSLICATION,




reasons. This slso is not a usual consider tion in the developing
countries, This paper is concerned with the type of licence which
enables the estatlishment in the developing country of a nev

industry or production which it docc not have, and which it needse

the technical knowledge =nd assistonce of the licensor to establish.

In such a circumstence, when licensing a developing country,
substantizl obligations are placed on the licensor, who assunmes
an obligntion in seeing to the successful establishment of
manufacture in a oourtry which itself does not in general meke &
teohnical contribution. Not only does the technical contribution
come wholly frem the licensor, but in addition he will have much
more expericnce of the kind required to estimate if the operation
is likely to be an economic success in a given set of conditions.

Such considerations as thc following come immediately into questions

(a) Does the licensor have a fully worked out operation?
It is useless to think of licemsing an experimental
idea, or an incompleted proven process, if the licensee
ig not likely to have the technical capability of
reaching & final project or the resources to make
this cffort. This consider~tion has led to many
compenies adopting the policy, even when licensing
in the most sophisticated countries, of not bheing
prepared to iiceace before the process .n question
is fully established and in commercirl operation.

(b) Is tiie market in the licensee's country large enough
to make the project economic? This is a very important
feotor which is at the root of any licensing operu.lon

in ¢ swall country. In some industries, in the petro-

chemical industry for instance, an cconomic project




may only be possible with a very large plant and
hence a very large capital investment. The cost of
8ome procosses is a functior of the size of the

i am\‘aﬂ%wﬁ%lﬁ!@ﬁﬁﬂﬁm%a b

>lant, the cost increas: @ greatly as the .ize of
the plant is reduced; if the market in or open to
the country in question is not sufficient to absorb
the production of a plant of the minimum sige aceded
for economic production then Rrima facic a licensing
operation would be o misjudgement om the part both
of the licensor and liocensec,

(e) If there is a possibility of an economic plant,
will thie be of the same sige as the licensor has
himeelf erected and for whioh there will be a
precise plant design and oexistent drawings, or is
& special design necessary for a smaller plant?
This would involve Purther expense in itsclf, which
again might make the exerciso less economic,

(‘3) Is the soale of production in the licensee country
likely to be sufficient to bring a fair return to
the licensor which would Justify in a realistic
way the effort needed to provide plant design and
ansure that the final rcwmilt is successful?

Thie last faotor is an important one that any licensing company
has to face in licensing to a developing, and perhaps small, ocountry,

The burden placed on a ocompany licensing a process and undertaking
to see that it is suoccessfully installed is often under appreciated;
it is likely to mean committing staff and offort badly needed by the
, company for its own operations, and to involve the expense of sending
T staff abroad perheps for prolonged periods. Obviously the return

must cover this coat, but it is sometimes overlooked that if the




return is marginal or even conjectural it is often diffiocult for a

oompany to justily offort which can be more usefull~ eaplayed clecihers.

Thet. are the kinde of consileration on which the liocensing
policy of any company must be vosed, They ~pply whenever licensing
is in mind, be it in the same country, or abroad in an industrially
developed country, or in o devecloping country. The issues become more

significant in the latter, for it is there tiant the burdens on all

partices can be greatest,

As a cenersl rule, when e potential licensee wants a licence
from another party, he knows what level of production he hag in
mind and can negoticte the licence on this basis. The assessment
roquires an estimate of the cost of production and a market avaluse
tion giving the likely sales and price. This basic analysis on the
local ground by the potential licensee is just as relevant in a
dgvelopinz ocountry as in vany other, but in a develonirg country the .
sikills neccssary may not be so readily availeble as in a countyy
already heavily industrialised. It is just the same an analysis whioh
mast be made. Tho potential licensor will be willing to give what
assistance he can. Also it is conventional practice that a oompany
having a process to licence will make available information on the
oapital cost of a plant of a given capacity and the cuantities of

raw materials, labour, power and euch like required, thereby cnabling

an asscosment of the coonomic possibiiities of a project,




It nevertheless has to be recognised that a licemsor-outside

the country may not be well equipped to judge the economic potentiality

inside the country of the licensee, and there is a very real obligation

on the licensee to moke and take responsibility for the basic decisions,

If following the economioc evaluation a licence is decided upon,
the licensor can agree to undertake some or all of the following,
which are dealt with subsequent ly:

(2) The first vequirement is olearly a plant design and
an operating menual;

(b) The liccnsor can undertake to epect ‘the plant or
Supervise its erection;

(o) The licensor oan undertake to start up the plant
and to train the operatures and managerial statf,

Dealing with these individually: B

The lioensor can be expected to provide drawingz of the plant
and specifioations for its components, instructions for its operation,
and specificetions for the raw materials required. In theory this
should‘ be sufficiont to erect the plant and operate it, though a
800d Qzal of assistunce will certainly be required t’mm the liocensor,

The problem then is to ereot the plant,




§£§°‘t12§ of the Plant

There ~re in principle threc approacies to this: the plant can
be erccted by the licensee, by the licensor, oOr by an outside oon-
tractor. In the cnse of a developing country it is quite common that
the licensce iz not in a position to undertake erection of the plant,
so that it usually becomss the task ol the licensor (probably with

the assistance of local personncl) or of an outside contractor,

which formula is ndopted is a matter for analysis and negotiation,
It io not uncommon for the licensor to send one or two engineers to
the site and for them to hire local help. However, at the present time
it is very common for outside firms to contract to erect the plant,
and in some instances companies liccnsing the same process in
different areas will place o single contractor in a position to erect
all of the plants; such a contractor will then gain experience in the
plant, and in nddition the features of it, probably highly confidential,
are therchy kept in restricted circles, Of course a licensee is
required to keop confidential the technical information with whioh
he is supplied, and 2 reliance on the confidentiality of licensed

technolosy is an esscntial part of licensing procedure.

When the plant is erected, and the raw materials available, it

is normal for the liocensor %o supervise its initial operation. This

will involve the training of operctives (a necd as important in the

developed countrics as in the developing), and thc local management




will need instruction in the technical complexities, safety and so
on. This can if required be extended to accountancy procedures oy

any other of the nanagement functions,

When the plant is properly operating (and every plant hag ite

start-up problems) it is handed over tn the licensee,

A licence agreement nceds to specify precisely the dutics of
the licensor in the above respects. A faotor of importance here is
the provision of the items of equipment in the plant; the lioensor
or the oontrgotor can for instance act as purchasing agent for items
purchased from outside, It is all & matter for negotiation. Also in

some inetance. if the plant includes especially oritical items of

equipment it is not uncommon for these speoial iteme %o be manufaoctured

and supplied by the licensor under an ordinary pur;:hasing contract,

The cost of the licenoe will of course depend on the oommeroial
value of the licensed process, but & normal procedure is to provide
for an initial down-payment and a running royalty for an agreed
period of years, ~

The initial down-payment for the plant design and technology
will ocover the cost of preparing and tranamitting_thg inf_qmjt@gx},‘_ N
and provides an initial Jjustifioation for the supply of what ic
invariably highly confidential knowhow and for the effort needed

from the liocensor in oconveying to the licensce a full understanding

of this knowhow. If the licensor himsclf contracts to ercct the
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plant the cost of supplying the knowhow and the cost of erecting the
plant would probably be treated together in the negotiations preceding

the deal.

when, tnen, the plant is in oparation, the 1icensar can expect
a continuing royzliy based on the production in the plant or on the
sales of the product, This royalty can be & perccntage of the sBelling
price, or a fixcd sum for each kilogram of product or for each
aricle produced. There are arguments for and against cach of these
formulae; & fixed royalty hes the advantage of certainty, but selling
pr}ces can go up or down, and a fixed royalty which is reasonable at
a preconccived selling price can prove unsetisfactory either to the
licensee or licensor if the selling price is found to be different
from -that supposed before the plant is erected. A percentage royalty
will to this extent cater for changes in the selling price. If (as
i{s commonly the casc when basic products are in question) the licensee
ie himself to use the product and not gell it then the formula adopted
needs to bc adjusted to the ~ircumstsncecs; here the royalty ocan be
fixed, or perheps. based on an assessed selling pric: - which can be
the market price or the selling price when the licensce salls to

sthers, if he docs.

A most important ciroumstance arises when the lioensor, instead

of receiving o payment for the liccnoe in the above manner, aocquires

an equity interest in the licensce's operations. In such a ocase the

licensor will receive an agreed proportion of the equity in return
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for the provision af the Proness, and will then obtain his return
from the dividend ccrresponding to this equity share, Sometimes the
licensor will also make a econtribution - capital, with a correge

ponding effeot on the proportion of th. equity,

This is a2 matter whioh can raise issues beyond the economjc
ones. A licensor may not wigh to beerme involved in this way in
investment in another country, and some countries might look with
doubt upon the prospeot. In a similar Way, one advantage to the
licensce of the 1icensor having an equity interest ic that the
licensor identifics himself more with the commercial success of th.
licensed pPlant, yet this in itself may involve the lioensor needing
to become involved in management in a mannor which may not be
appropriate to the ciroumstances, It is however an undeniable faot
that among most industrialised countries investment from abroad, and
the applioation of management skills from abrvad, have been highly
beneficial to the receiving countries. It bas been a two-~way operation
between industrialiged countrias,

This whole matter is too complex, and so dependent on outside

considerations whioh diffep in different countries, to be susccptible

to geneml analysis, In the end the same basic prinoiple really
applies, that a liocence needs to be paid for, and a royalty oharge
and an equity share are simply alternative methods of payment which
heed to be oompared on thcir merits,




In principle, the essence of a licence is thet the licensor
gupplics plant design and knowhow, and when the plant is erected
end in operation the licensor hes fulfilled his oont ractual obliga~
tions. It is, however, a comnon feature of licensing to provide for
the liccnsor to continue to supply information on improvemcnis to
the plant for 2 period of so many ycars, and perhaps for the period
of the royalty ‘pa,:,nﬁents. In this event of course provisior must

slso be made for payment for this information.

In some instances this may be pertly or fully paid for by the
supply by the licensce of his own improvements to the plant, A
oroge=licensing arrangement of this kind may however involve the
licensee himsclf carrying out rescarch work to obtain such improve=
monts, and any developing country investing in a new process must
olearly decide what its policy is to be in this respeot. There have
moreover been instances over rece,t yecrs, where a company has
licensed numerous licenseces, for the licensor to creaic a "licensing
pool" “o which thc licensor and any of the licensecs who eleot to
participate contributc their experience and research results for the

benc fit of all parties in the pocl. Tt ie not uncommon to institute

yearly mectingr of the liccnsor and the partiocipating licensces for
the discussion of this common knowledge. This, however, is a system

which is probebly only epplicable where there arc suffiocient scparate

licensces to make the idea of ~ pool a realistic onec.
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It will be appreciated that when ePecting any plant in any
oountry, the possidbility that 14ic ‘868 may be needed under patents
held by third parties may arise. This is g factor whioh needs to be
considered in deciding upon a Project and in estimating the likely
finanoirl returns fronm th2 project, The situation seems no different
ia a developing country from that in any other, sxoept that as a
nerality it i probably true to say that in most developing countries
fomr patents exist than in the highly industrialived ocountries,

(1) et utebehuirmnumua-
AgToement betwoen the parties, amd

(11) Undor the lav of whioh cowrtry is the agroement
o be interpreted,

Is scﬁmhmtwtww will provide fer all
Sontingencies, and this showld be the objective, but human frallty
@008 8ot permit perfection, Of course if there 1s disagrecment on
$he interpretation of an Agresment, or if cirowsetances arige whioh
are not Mmmuammmmmmgmm.
the Courts ape alwys availadle to decide. However, legal procedures
in the Oourts are complicated and expensive, and fov people wish te




be involved in them unneccssarily. It is therefore common for pro—
visions to be included in the agreement that in the event of a dis-
agreement which cannot be resolved the matter will be taken to
arbitration before an appointed arbitrator or perhaps a group of

three appointed nrbitrators.

Any arbitrator accepteble to both partice can be appointed.
In some countries it is common to specify that the arbitrator will
be one chosen by some person of note who can be identified in the
agreement, suoh as the President for the time being of some leading
professional organisation in the law. Another formula is that each
party should choome an arbitrator, and the two arbitmtors 80 ap@eiﬁtd
should agreec a third arbitrator to establish a panel 0;-;}11'90- In
Burope at any rate onc formula is to adopt the arbitretion procedure
of the International Chamber of Commorce of Parie, in which case the
Interationn]l Chnmber recommends a olausc in the agreement reading
as followss

"All disputes arising in connecotion with the present

oontract shall be finally se .tled under the Rules of

Oonoiliation and Arditration of thc International

Chamber of Commeroc by one or more arbitrators appointed
in acoordance with the Rules,"

A pamphlet metting out these Rules can be obtained from the

Isteractional Chamber of Commerce in Paris (38, Cours Albert ler,
Paris VIII).
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As regards the country whose law is to Prevail, it is not
uncommon for the licensor to want the law of his own country to apply,
and for the licensce to take a sinilar view, Ultimately agrecment one
way or the othor has to be made, Tt must be very rere for the law
involved to make much difference to the intorpretation of the agrec=
ment, though in some developing countrics the Courts have been so
seldom ocalled upon to rule on licensing agreements that it may be
more satisfactory for a country to be specified where the law is
more defined,

It is true that thero ore occasions when disagreement between \
licensor and licensee is serious anough for a refevence to the Courts, |
oF to arbitration if there is provision for such, to beoome inevitable, |
They are fow. Most probleme in lioensing agreements booome resolved
by disocussion botween the parties, when the generally acoepted

principles of lioensing will be found to be adequate to meet most
oi reunstances,
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APPENDIX

It must be recognized that any company wishing to benefit from
the potential of the muirket in a foreign country, be it a developing
or already heavily industrialized one, hcs two basic possibilities
apart from licensing. These are by export from the home country or
by manufaoturing itself in the foreign country. As regards exporting,
this is always possible to a degree. loreover a market can be developed
by exporting, perhaps developed to the point where local manufacture
is eoconomically justifiable, This ie for that matter a very valuable
preliminary to a licensing progremme. But it is probably true to say
that ultimately for most types of product the full potemtiality of
& market oan seldom if ever be achieved by exporting imto that markes
from abroad, There are no doubt exoeptions, but it can be seen that
onoce an sdequate market exiets in a country local manufacture by
somebody (either of the product in question or of another which in
effect replaces it) is sure to result. Moreover exports must take their
place in a competitive environment, whereas looal manufacture is at
an advintage in this respect, to sny nothing of the possible impact
of duties, import liocenses and ourrency restriotions. The automobile
imfustry is an instanoe; the cars in a developing country may all be
tmported, but the imports would not be from one manufacturer aloms.
A locally menufactured car might on the ocatrery be the prevailing
one used,

The value of exportc is recogni ;ed by every manufacturing
country, and its immense importance is not to be depreciated. The
point at issue is that for a given company local manufacture in a




country will invariably find . iarger m.rket than an expori into that
country. O course it is certeinly possible that the export might e
more profitable than a larger loc 1 manutacture woull ve (whebher thic
is under license or by the originating company itself); this ig enc
of the balances the company needs to consider in mettling its policy,
and brings in “actors such as cost of production vised-vig size of

plant vhich are bteyond the confines of this naper.

The seocond pocsibility a company has is to esteblish manufacture
itself in the foreign country, and this raises complex issues indeed,
In a sense this is the reciprocal of licensing, expeciclly in a
developing country whose basic objective may be to see that local
monufacture is brought into being in one way or anotior. This can
equally be achioved by licensing or by local manufacture by the
Ocompany oonocerned, In the oase of licensing, the veturn to the licensing
company is o royalty payment of some kind and the profits (or losses)
remain with the developing country, as do the manavement and control.
In the case of loos]l manufacture by the compeny, the developing country
gaing by the introduction of that mecasure of industrialization, but
the profite (or agein the losses) are left with the comprny, and so
in principle are likely to be the management and control. Both result

in & new industrial project in the oountry oconcerned,

It is probably in this ares of management and oontrol that
diffioulties can most easily rrise. Any developing oountry needs to
develop, =nd wishes to manage and control, Indeed there are countpies

where foreign control of a locel manufacture is not legally permissible,
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It is a commonplace that in some countries a majority interest in a
local company cennot ba held outside the country, or even if this is
not go that o 100,) foreign ownership is impossible. Tndeed, some
oompanies manufacturing auroad mirht themselves with to have part of
the interest held within the foreign country, in order to beneflit

from the contribution which could be {arthcoming.

Tt is szid elsewhere in this poper that ¢ oompany licensing
in n developing country might receive part of the equity of the local
licensed company as the royalty payment. It is on interesting reflection
thal if the company decided instead to embark on manufacture in the
country itself, and part of the equity came to be held within the
. developing country, either by the course of law or by chosen policy,
a remarkably similar situation might entuc. One can see in {aot thet
jdentical situations could result [rom these two apparently diametri-
cally opposite approaches. The distinction perhaps usually lies in
this factor of management and control, whether explicit or implicit,
and this again is beyond the confines of this paper, It would need
a separate study of its own, which would bring in Governmental

attitudes and politioel [lactors as well as technical and economio

ones.









