G @ | TOGETHER

!{’\N i D/? L&y

=S~ vears | for a sustainable future
OCCASION

This publication has been made available to the public on the occasion of the 50" anniversary of the
United Nations Industrial Development Organisation.

’-.
Sy
B QNIDQI
s 77

vears | for a sustainable future

DISCLAIMER

This document has been produced without formal United Nations editing. The designations
employed and the presentation of the material in this document do not imply the expression of any
opinion whatsoever on the part of the Secretariat of the United Nations Industrial Development
Organization (UNIDO) concerning the legal status of any country, territory, city or area or of its
authorities, or concerning the delimitation of its frontiers or boundaries, or its economic system or
degree of development. Designations such as “developed”, “industrialized” and “developing” are
intended for statistical convenience and do not necessarily express a judgment about the stage
reached by a particular country or area in the development process. Mention of firm names or
commercial products does not constitute an endorsement by UNIDO.

FAIR USE POLICY
Any part of this publication may be quoted and referenced for educational and research purposes
without additional permission from UNIDO. However, those who make use of quoting and
referencing this publication are requested to follow the Fair Use Policy of giving due credit to
UNIDO.
CONTACT

Please contact publications@unido.org for further information concerning UNIDO publications.

For more information about UNIDO, please visit us at www.unido.org

UNITED NATIONS INDUSTRIAL DEVELOPMENT ORGANIZATION
Vienna International Centre, P.O. Box 300, 1400 Vienna, Austria

Tel: (+43-1) 26026-0 * www.unido.org * unido@unido.org


mailto:publications@unido.org
http://www.unido.org/

IFRCT.15 (SPEC.)
«  INDUSTRIAL DEVELOPMENT ORCANIZATION ENGLISH

STRENGTHENING NECOTIATING CAPABILITIES IN THE ACQUISITION
OP HARDVARE AND SOFTWARE IN LATIN AMERICA*

Prepared by

Stanislaa)

S. Soltysinski**
UNIDO Consultant

7

L] The vievs expressed in this document are those of the asuthor and do mot
necessarily reflect the views of the secretariat of UNIDO. This document has
been reproduced without formal editing.

#% Professor of Lav, Adam Mickievicz University, Poznan, Poland.

S 0 M o L




Summary

This study is based on a series of intervievs in November and December
1985 in the eight member countries of REMLAC, the Regicnal Wetwork for
- Microelectronics in the ECLAC letion.‘u hllm-u, government officials
" apil_representatives of KEMLAC focal points in Argentina, Brazil, Cuba,
Gutmh, Jamaica, Mexico, !eru and Venezucla co-operatsd in the survey.

mteportattqnto_riuubutitmtheproblnm :
eperging from the qmum:lte, mml intervim and discussions. The
respondents included wnhappy importers as well as fairly satisfied sales
representatives. Obviously a variety of political and business factors
influenced individual reactions.

" The evidence obtained by the study, patchy in parts, reinforces the
general view that the future of the electronics industry in Latin America
depends not only on the region's technological progress but also on its
marketing lkiulr._ Upgrading human resources in marketing should, therefore,
be a necessary component: of the overall policy of industrial development.

At the outset the report demcnstrates cthe seller’s dominance in the

" computer hardware and softvare markets and analyses the uneven reciprocity in
contract agreements. The 'nudy then discusses government policies dealing
vith importation of computer technology. FPinally, it examiner the differences
in the econonic and legal mechanisms bDetween the importing countries and the
exporting countries, focusing on hov these determine the Mruu' bargaining
position and professional skills during the megotiating process. The broader
economic and political aspects of these complex issues are beyond the scope of
this study. -4
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I. PATTERES OF DOMINANCE IN HARIXARE AND SOFTWARE MARKETS
1. General observations

The region acquires its large-scale and medium-sized computers, including
systems software, mainly from foreign or foreign-controlled firms. With the
exception of Brazil where local mamufacturers control the market for small and
mini-computers (accounting for almost 50 per cemt of totsl sales of data
processing equipment on the domestic urket),y hrje—iule local
‘manufacturing of mini-computers and peripherals exists only in Mexico,
Argentina, Venezuela and Cvba. During the early 1980s even the more advanced
countries in the region imported about 90 per cent of the domestic demand for
m.y

The proportion of imported application software in the region 13 much
less todqy because almost all the major computer users produce software
in-house. However, software production in-house is becoming more cumbersome
and expensive and will likely be replaced graduslly by the less costly and
- more .efficient services offered by the fast-developing software houses. The
technological and marketing lead of foreign firms, especially those based in
the United States, is also unguestionable. Their market penetration in the
region seems to be much deeper than official statistics would indicate. Some
have established local softwvare houses especially tailored to the needs of

Smim#u clientele.

These trends would suggest that even countries like Brazil and Mexico
that have achieved considerable success in the development of their computer
industries have to rely om external sources of hardware axd software products.

o Ths seller's dominsace and restrictive contractual clsuses can be traced

to the unequal bargaining leverags betwesn buyer snd ssller and to the buyer's

~ inadequate commercial and -legal experience. A recent dispute betveen a
‘lesding multinational and instrumentalities of the Government of Guatemals

ilivetrates this messy pertnership.
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At the degiming of 1985, the multinational informed its public-sector

" clients that their regular payments for equipment rental and for software and
eomtuleﬂimmubeiwmdbymwmcmt. The user
representatives protested the allegedly. mprecedented price increase,
describing the new terms as unjustified and based on one-sided contractual
stipulations imposed on them ipitially. They also claimed that the drastic
incresse wvas inconsistent vith previous business practices of both parties.

. After prolonged negotiations, the multinational prii-i;ed to suspend the
hike. But by the end of the year, equipment rental, maintensnce, software and
cerﬂcuvereincrmedu‘h—thh time Dy a margin of 70 per cent. The
users responded vith nev protests. The Covernment of GCuatemala issued an
Exécutive Order empowering a newly established interdepartmental commission to
renezotiate existing contracts on hardware, -oftme snd computer services.
Although the commission did not have the power to pet terms of paymenta
arbitrarily on the old contracts,” it vas given a mandate to establish
binding model mtracu-but min. in consultation with mum of computer

technology and services.

The agreements between the government agencies and the multinational
lacked standard clauses protecting the client against arbitrary actions by the
provider of_ services, vhereas the latter would have been given the benefits of
a long-term and privileged position in the client country. Almost all
govermment instrumentalities and institutions such as educational and data
centres have given the sultinational the benefits of a long-term, de facto
exclusive contract without requiring in exchange some form of guarantee
against exorbitant price increases. The contracts lacked price escalation
clauses stipulating that rent could be increased only to reflect mutually
agresd increases in operating expenditures and labour costs and increases in

- -

the Consumer Price Index. CT

- Clisnts in markets dominated by a single multinationsl or by a fev firms
complained that the quality of software and maintenance services suffered from
lack of competition. A recent report prepared by. Gmtmh'a Comision
Hacional ds Computacion states that the rclatimhip betveen suppliers and
clients favored the interests of the supplier, with the client at the mercy of
the supplier’'s pressures and unsatisfactory urvicu,, The report demands that
supplier representatives be prevented from unduly influencing the decisions of
govermment procurement officers. -




" A supplier may sell hardware equipment only to a client vho agrees to
sequire s second product or a "cluster” of related sexrvices. The “tied”
products are usually softvare, peripheral equipment, maintenance and training
services. The supplier's econcmic lnerue and the qmlity and price of his
‘products and services often influence the client's degree of satisfaction with

m agreement.

Under most of thc transfer of techmology laws in the region, the
mnir-nu of Wlin;' (1.e. pricing each prvduct in a package
~ separately) apply smtatis mutanidis to offers comprising hardvare, software and
comguter services. These laws ensble the client to compare the financial
terms proposed by one supplier with those of other competitors. The importer
then has the opportunity to buy each product from the least expensive supplier.

Inluentution of unbundiing policies in the area of computer products is
not ‘easy, however.

Although applicstion and support software can be treated as separate and
Afstinct products, it is doubtful that so-called basic software can be treated
a8 an individuoal item. Since it serves to facilitate the proper functioning
of the computer, basic software can be characterized as an indispensable
component of the machine. Of ccurse the central processing unit and its
peripheral equipment can operate on alternative systems softvare obtained from
.sources other than the mainframe manufacturer. In such a case, however, the
msinframe manufacturer will usually tefuse to offer any substantial
maintenance guarsntee. Similarly, the supplier of basic software will be
inclined to “lame the manufacturer of the main equipment for any defects
divcovered during the varranty period.

Another complication in wbundling compuzer packages is that unlese the
buyer has his own vell-trained and versatile technical staff, purchasing major
package components from different sources raises compatibility problems among
the individual elements, leading to an incresse in msintensnce costs. Service
personnel in leading computer firms usually specislize in their own products.
Besides, some comtries and regions have only ons servics supplier; vhen &
choice does exist, the differences in services are insignificant.
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The apparent simplicity of acquiring a full line of computer products
from one source presents another obstacle to wnbundl/ng: Purchasing officers,
especially those from the public sector, prefer the ease of acquiring a vhole
package. These agreements may be volumtary, but in fact clients are deprived
of the potential benefits of unbundling because of their lack of technical and
legal expertise, the risks involved in assembling a final product with
components from different sources, and other wvalid commercial couideruim'.

To sum up, overcoming the negative effects of “tying” and taking full
sdvantage of “ynbundling” depends primarily on the importer's technological
snd procurement skills and on the general level of industrial development
vithin the climt country.

8,

coﬁtu programmes may be classified a-cording to degree of
standardization: package-softvare and custom-softwvare. Legal and commercial
considerations in the acquisition of one programme .category are so different
from the other that they should be discussed separately.

Package-softvare programmes perform standard and pre-determined functions.
snd are compatible vitk a variety of computers. The developer of
custom-softvare sells or licences his product to a specific user after meeting
requirements apecified by the client; the developer of package softwvare
offers it to unknown customers through mass-market distribution centres,
vithout individually negotiated contracts.

Despite the controversy on vhether or not computer programmes can be
copyrighted and protected vnder the concept of trads nercu,y both
domestic and foreign developers of software use the same legal caveat applied
in the United States and other developed comtriss. A buyer of package
softwvare in Mexico orm,nuil_g is usually made aware thst he can use the
programme only in accordance vith the terms of a vritten agresient attached to
the package. The programme contents are normally described as copyrighted,
trademarked, and/or held by the dcveloper under his proprietary rights. The
typical license contains a plethora of restrictive clauses forbidding
mauthorized copying, upgradivg or revriting of the programme. Upon the




agreement's expiration, the package is mesnt to be destrcyed or returned to
the -developer or his representative. As a rule, the developer excludes all .
liability for infringement of third-party rights and offers minimal guarantee,
if at all, that the programme will fit the specified function or meet
standards of marketability.

‘ The validity of many of these contractual clauses is questionable, and

enforeing stricter legal standards on the developer to protect the consumer
presents a formidable task. Rampant piracy of softvare may lead to lowering
of prices but at the ssme time it discourages capital-intensive investments in
software projects vithin the region.

“The role of procurement and legal staff is more crucial in the
acquisition of custom software than in package software. In custom software
the client can specify his own technical, commercial and legal terms. Again,
however, the suppliers dictate the contracting pattern.

Users from the pilbuc sector pointed out that govermment procurements v
invariably emphasized buying at the lowest initial cost. Procurement officers
vere often unable to assign precice values to software support, maintenance
services and upgrading capabilities. Payments clauses usually stipulated that
suppliers had the prerogative to increase prices and that periodic payment of
royalties would not be linked with predetermined performance guarantees.

Typical features of custom-softvare contracts are: Restrictions on use,
disclainers on varranties, short-tern guarantee periods, and vaguely defined
performance tests, start-up and consulting services. The study did not
uncover any contracts providing for remmeration bzsed om the concept of a
diminishing scale of royalties and maximum royalties, or a downward adjustaent
of prices if the user's rimummpnu-emcuummcly
affected by third-pazty rights. The comtracts revealed that the client’'s
recourse in case of breach of warranty were severely limited in scope and
duration. They vere usually reduced to a "best-effort” promise to eliminate
the bugs in the system vithout any compensation for direct and consequential
losses. ‘ '




As local users become more sophisticated, they tend to rely on small
foreign softvare houses for equipment supplies. These firms sometimes offer
excellent products at bargain prices but are often undercapitalized. Vhen a
firm is declared insolvent or bamkrupt, its customers run the risk of having
“ their license terminated by the firm's trustee. The customer then loses
- access to past and future improvements on the equipment and may also be
- deprived of the benefits of softwars maintenance and ccmsulting services. To
reduce these risks, the client should require the supplier—firm to agree to
special bankruptcy provisions. A copy of the equipment's source codel and
improvements would be deposited with & third party who would be obliged to
release them in case the original supplier-firm can no longer deliver the
_goods. The third party would also be required to perform additional
obligations for the customer.

Clients entering into long-term contracts with less well-known foreign
softvare houses should check carefully suppliers’ finmancial standing and their
repressntatives’ credentials. In one softvare agreement in Mexico, the
representative of a U.S. supplier described his firm as a corporation
organized "under the federal lawvs of the United States®. Matters pertaining
to the creation and organization of corporations happen to be within the
exclusive domain of state lavs. Such misrepresentation of the supplier’'s
corporate identity calls for vigilance and speedy verification.

II. GOVERWMENT PROCUREMENT PRACTICES

Public procuremeat 'puctieu .in hardvare and softvare acquisicion differ
from eointrrto country in the region. GCovernment departments and public
utilities are among the largest buyers. This enormous purchasing pover gives
them substantisl leverage in megotiations with multinationals, State
procurement programmes can be used as instruments for supporting local firms,
promoting innovations and providing the public sector with the best available
product st the lovest price. | :

The principles underlying public procurement offer obvious advantagss but
- their implementstion is far from perfect: Governments are composed of
depertaents representing often conflicting interests. Identifying the
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'mt:lml interest is not as easy as it seems in practice. State purchasing
agencies rely on a preferred list of firms, often exclusive suppliers, thus
1imiting competition and distorting trade. No public institution is immume
from the lurking dangers of dishonesty, incompetence and inefficiency.

Some essential features of an effective pnblie purchasing policy are: a
mte- of interrepartmental co-ordination; mhtent pouciu and clear
nidclinu. and competent procurement staff.

 Mamy countries in the region have administrative agencies specifically

‘ rmiblc for policies in data processing and clcettuiel, however various
state bodies also have authority over pubuc m—t ordm, imports,
fimc:lu and standards. Vith the exceptiom of Brazil, countries in the
region do not have a co-ordinating body for resolving interdepsrtmental
disputes and offering financial support wd professional advice.?

Many respondents poﬁ;ted out the lack of eo-ordiution among the
governmment ministries in the procdurement of hardvare and software.
Unnecessary duplication of hardware equipment in various ministries seemed to
be a major problem in several countries. Genesrally, there were no
inter-agency authorities empowered to transfer equipment between departments
or to arrange for joint uss of hardware and software. An expert in one
comtry estimated that betveen 70 to 90 per cent of computir equipment im the
pudblic sector vas underutilized. Another respondent complained that severa)
government departments ncgotiated and acquired, independently of each other,
the some computer programme from the same forsiga supplier. Neme of ths
individual buyers vas sble to utilize the product fully.ld '

mmu.mwcm)m
mmm.mmmqwtnpuamm
mmumummmm software and
related services. Specific guidelines en procedures snd ou techmicsl smd
mumﬂummatmnnmmm-a 4
would clarify gevermmemt pelicy vithin the public sector and te forsign '
ouppliers as well. ’

Procursment guidelines are desmed necessery because the buyer of herdware
oz seftvars frem s doveleping countsy is lese familiar with the iatricacies of
the Insinese then Ms foreiga comsterpart. 2V Purther, evalvating s
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contract solely on the basis of existing transfer of technology laws does not
sufficiently take into accomnt the contract'’s socio-economic impact in the
client i:omu-y.w ‘

io doubt, comprehensive and specific government purchasing regulations
‘would help procurement staff strengthen the bargaining leverage of developing
countries in tke negotiating process, but there is .0 subatitute for
cusulative commercial and legal experience over a period of time.

Ironically, overly striet tdchmical and legal standards can turn out to

be counterproductive for the Buyer. By imposing sweeping warranty and
“techmical service obligations on the foreign supplier, the Covernment may

‘trigger price increases over vhich it has no comtrol. Likevhe, excessive
technical standards or "bench-marking™y requirements in the bidding

process for government contracts could increase the costs of preparation vork,
thus eliminating smaller, often local firms from the competition. In
preparing their purchasing guidelines, Govermments in the region could benefit
from a study of developed countries' govermment procurement procedures.w

III. IMPACT OF THE LECAL ENVIROMMENT

, Have existing transfer of technology laws, model software contracts,

standards, and lawvs on protection of computer programmes strengthened the
mﬁm position of these countries in the region vis-a-vis foreign
suppliers?

The evidence is not conclusive and available facts are subject to
conflicting interpretations. Sose countries, particularly Brazil, Mexico and
cubc lun Mclw their domestic computer industries considerably. Others,
1ike Argentina, have regressed technologically. Some commentators have
stressed the fact that the dtutic stagnation of the electronics complex in
Argentina took place precisely 1». the era of "opening the markets” in
1976-1983.2%/ During the sase period, Brazil, with regulatory schemes and
‘government involvesent underlying its industrial development strategy,
vitnessed an unprecedented growth in its computer industries.’’ But the

-




State's active tole, complemented by detailed and cven stricter transfer of
tcclnol.ou laws in Andm Pact countries have had less beneficial effects on
thc industrialization of comtries like Peru and Venezuela. i/

These experiences suggest that government procurement practices and other
forms of state intervention-—when combined with flexible and realistic
trensfer of technology requirements, and if carefully conceived and skillfully
implemented—can provide developing countries vith effective instruments to
strengthen their motiqtin; capabilities in techmology acquisition.

Bany mpouﬁnu, especially those from the private sector, noted that
detailed transfer of tecimology lews discoursged foreign suppliers, thus
creating additional betriers to nev sources of know-hov.l¥ Leading
' Venezuelan lawyers fe.t that tramsfer of techmology authorities should change
their approach by evaluating the pros and cons of a contract based on its
overall social and economic impact instead of applying formal legal
criveria.]? The availability of well-trained personnel is crucisl to a

* proper evaluation of contracts.

'The task of implementing government controls on transfer of technology in
the computer field, especially package softvare, is difficult, if not
impossible. Software can be transferred through standard reans of
commmication, e.g., through the telephone, an area outside the reach of
government authorities. Despite Brazil's introduction of administrative ‘urul
fiscal measures to enforce registration of transfer of techmology _
transsctions, the suthorities ackmovledge that they still have mot been able
_to establish effective bmicrs to the illegal importation of forcun-udc -
softvare.?Y sPI and INPI (Inasituto Nacional de Provriedade Industrisl)

" have been vorking on nev guidelines on marketing officially imported software .
giving the supplier an opportunity to sell to clients in the public sector and

 offering him soms legsl protection against unauthorized copying.

Representatives of the pnnu sector, Muuu potential users of

. computer programmes, claim that their preference for imported software offered

on ths black market is dictated simply by quality and price comsiderations.

Imported peckage software is perceived to be cheaper than and superior to

locally developed programmes. Imperteé software is sold in the region on an




° incremsntal-cost basis or simply copied and distributed without

suthorization. Apart from Mexico, where programmes are covered by copyright

laws, countries in the region have no legal precedents giving the developer

mrhnry rights -over such intangible goods. 2V As long as & prospective

‘ntam-e developer has no assurance that his product can be protected against
, he will alvays be reluctant to invest in this field.

: Solc mt officials varn, however, that patents or copyrights would
" ffer too much protection to foreign firms. ‘Thus, SEI encourages computer
‘ M'umiltim to study alternative measures to protect softvare

4 Such as through a penalty systes and a code of ethics. Local
of pofmn and hardware favour either a copyright or hybrid form of
uforemter programmes. They point out that a sinple and
: meive mten ‘of registration that establishes ownership of a proc- amme
;l.s an tiuntial incentive for domestic firas to make larger investments. 2/
' 'Some of the respondents indicated that the present situation inhibited
lnter—ruioual exchange of softvare. On the other hand, there was a consensus
} that grants offered to softwvare developers should be limited to five to ten
S yurl,md,tm into account the user’'s legitimate interests, for
" exsmple-—allowing the user to modify the programme. '

IV. PREFESSIOKRAL SKILLS OF PROCUREMENT PERSONHEL

. Upgrading technical skills of persomnel and, to a lesser extent, their
‘managerial skills is the thrust of secondary and tertiary level educational
' programmes sponsored by wniversities, trade associztions and govermment
agencies in the sres of informatics. Detailed government directives issued
- recently in Brazil, Venezuela and Argentina address personnel training
-pﬂucipally in softvare research development snd production. SEI in Brazil
I mo'rc'cd’-mda introducing graduate courses in management of softvare
. ptmct_ioh.~ » Hovever, these programmes fail to address training of procurement
personnel, especially businessmen and lawyers. |

‘ Respondents complained that universities offered almost no specialized
- courses in, say, softvare minnriu.w A respondent from the public
sector in Buenos Aires could name only two retired professors as specialists
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