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Abstract

Licensing is one of the major sources of international technology transfer to de-
veloping countries. This paper clarifies how strengthening intellectual property rights
(IPRs) affect innovation and licensing by making use of a quality-ladder type of dy-
namic general equilibrium model. We explore not only the long-run effects but also
the short-run effects of the policy by fully examining the dynamic characteristics of
the model. The model shows that stronger IPRs promote innovation and technology
transfers in both the long run and the short run if IPR protection greatly reduces the

negotiation cost of licensing.
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1 Introduction

Advanced technologies possessed by firms in developed countries are necessary for the in-
dustrialization of developing countries. Many countries that are now developed have im-
ported advanced technologies from other countries. For example, European countries and
the US imported many technologies from Britain. Japan and South Korea also acquired
technologies from Western countries. As these examples show, technology acquisition is
indispensable for development. There are several ways in which advanced foreign technolo-
gies are transferred. Foreign direct investment (FDI), licensing, trade, and illegal imitation
are typical examples. Japan and South Korea preferred licensing to FDI, especially in the
early stages of their development after World War II.' Therefore, in this paper, we focus
on licensing and investigate how strengthening intellectual property rights (IPRs) affects
innovation and technology transfer by making use of a dynamic general equilibrium model
constructed by Grossman and Helpman (1991).

Some studies have questioned whether strengthening IPRs promotes innovation and
technology transfer to developing countries. By constructing a dynamic model in which
Northern firms innovate and Southern firms imitate, Helpman (1993) investigated this
issue and showed that although stronger IPRs raise the Northern innovation in the short
run, they diminish it in the long run.? More recently, exploiting a dynamic North-South
model with scale-invariant growth, Dinopoulos and Segerstrom (2005) concluded that
stronger IPR protection is detrimental to innovation in the short run, but it has no effect
in the long run.? On the other hand, some studies incorporated FDI into their models.
Lai (1998) showed that the effects of stronger IPRs depend on whether the channel of

technology transfer is FDI or imitation. He found that strengthening Southern IPRs raises

!See Peck (1976), Ozawa (1980), and Enos and Park (1988). See also Pack and Saggi (1997).
2Arnold (2002) indicated that Helpman’s (1993) result on the long-run effect no longer holds when

inflexibility in the Northern labor market is high.
3In order to remove scale effects, Dinopoulos and Segerstrom (2005) assumed that the difficulty of

R&D increases with innovation (and imitation) in the same way as did Segerstrom (1998) and Li (2001).
Moreover, Sener (2004) extended the scale-invariant growth model of Dinopoulos and Syropoulos (2001),
which includes rent protection activities, into a North—South product-cycle model and showed that stronger

IPR protection decreases the rate of innovation.



innovation and technology transfers when FDI is the channel of transfer, but reduces such
transfers when imitation is the channel of transfer. In contrast, Glass and Saggi (2002b)
showed that stronger IPRs decrease the level of innovation and technology transfer in a
dynamic model in which both imitation and FDI are the channels of production transfer.
Although these analyses explored the effects of stronger IPRs, they did not examine how
stronger IPRs affect innovation and technology transfers under licensing.*

Yang and Maskus (2001) initially investigated this issue based on a product-cycle
model developed by Grossman and Helpman when the channel of technology transfer
is licensing. They showed that stronger IPRs raise innovation and technology transfer
through reductions of licensing costs and improvements in the licensor’s share of rents.
Their conclusions have important implications for developing countries that are eager to
learn from the experiences of Japan and South Korea, as both countries tended to adopt
the purchase of foreign advanced technologies, that is, licensing.

Although Yang and Maskus’ analysis has some interesting findings and makes a contri-
bution to the theory of technology transfer, their analysis can be enhanced in two respects.
First, in their model, the North, which has advanced technologies, uses its resources for
licensing activities. However, as Peck (1976), Ozawa (1980), and Enos and Park (1988)
stated, most licensing efforts are undertaken by recipient countries, as occurred in the
case of Japan and South Korea.® Therefore, we modify Yang and Maskus’ model in the
following way: the parties who must make the effort to gain licenses are firms in the
recipient country (the South), and they must use the resources of the recipient country.
Second, and theoretically more importantly, Yang and Maskus analyze only the steady
state and, consequently, they do not explore the dynamic nature of their model. With the
exception of Helpman, the other papers mentioned above also focus only on the steady

state. This can be allowed as a first approach if the dynamic system has stable equilib-

*Glass and Saggi (2002a) examined a dynamic general equilibrium model in which firms can choose
the mode of technology transfer (FDI or licensing). However, in contrast to our study, and other studies

mentioned above, they assumed the two countries were identical.
5A famous episode is the ‘pilgrimage to Montecatini’. Many Japanese firms visited Montecatini — an

Ttalian company that succeeded in converting propylene into a fiber-forming polypropylene — in order to

obtain a licensing agreement. See Ozawa (1980).



rium paths to the steady state. However, in Yang and Maskus’ setting (where the North,
which has advanced technologies, uses its resources for licensing activities), the dynamic
system becomes totally unstable.® In consequence, their model has no equilibrium path
converging to the steady state. On the contrary, in the present setting, (where firms in
the recipient country must make the effort to gain licenses and use the resources of the
recipient country), there exists a stable equilibrium path, that is, a stable saddle path.

Based on the present dynamic analysis, we explore not only the long-run effects of
stronger IPRs, but also the short-run effects of the policy by fully examining the dynamic
characteristics of the model. This is an advantage in our analysis because many studies,
including Yang and Maskus (2001), analyzed only the steady state and were not able to
investigate the short-run effects of an IPR-strengthening policy.” The short-run effects
of the policy are well deserving of consideration because there is a possibility that they
will run in the counter direction to the long-run effects. Following Yang and Maskus
(2001), this paper assumes that stronger IPRs reduce the cost of licensing negotiation
and raise the rent share of licensors. Under these settings, we show that stronger IPRs
raise innovation in the North and the level of licensing activities both in the long run
and in the short run if tightening IPRs greatly reduces the cost of licensing negotiation.
Consequently, stronger IPRs increase the number of goods produced in the South in such
a situation. Conversely, we show that strengthening IPRs may suppress innovation and
licensing activities in both the long run and the short run if stronger IPRs significantly
raise the rent share of licensors or, in other words, significantly decrease the rent share of
licensees. In addition, it is shown that stronger IPRs can raise the wage rate in the South.
Although it is difficult to determine the effects of stronger IPRs on the relative wage, we
present some numerical examples showing that strengthening IPRs tends to increase the
Southern relative wage unless strengthening IPRs affects the rent distribution between
licensors and licensees. That is, stronger IPRs may improve the welfare of the South when
the rent distribution is not affected.

The rest of the paper is structured as follows. Section 2 describes the model. In

5Proof is available from the authors on request.
"Dinopoulos and Segerstrom (2005) examined the short-run effects on innovation. However, like many

other studies, they conducted only comparative statics.



section 3, we derive the equilibrium path of the model and show that there exists a unique
equilibrium path converging to the steady state. In section 4, we consider the short-
run and long-run effects of stronger IPRs on the equilibrium path. Section 5 provides

concluding remarks.

2 The Model

We develop a dynamic general equilibrium model such that licensing is introduced into
the quality-ladder model as a means of international technical diffusion, based on Yang
and Maskus (2001). Our model has the same basic structure as Grossman and Helpman
(1991, ch.12).8

Consider an economy consisting of two regions, North and South, which are denoted
by N and S, respectively. There is a continuum of goods, indexed by w € [0, 1], that are
produced in the North or the South. Each product is classified by a countable infinite
number of qualities j = 0,1,--- and its quality improves if innovation occurs in the
industry. Product w of quality j can be produced after the jth innovation in the industry
w and the quality is provided by ¢j(w) = A, where the increment of quality, A > 1, is
identical for all products. As described below, this process of climbing the quality ladder
requires research and development by firms. We choose our units appropriately so that
the quality at time ¢ = 0 is equal to unity in all industries.

Consumers living in both regions have identical preferences, as follows:
oo
U= / e P log u(t)dt, (1)
0

where p is a common subjective discount rate and logu(t) represents instantaneous utility

at time t. We specify the instantaneous utility function as:

1
log u(t) = /O log | Y gj(w)d;¢(w) | dw,
J

8 Although the ‘scale effect’ remains in our model, as in Grossman and Helpman (1991), we follow Yang
and Maskus (2001) in not attempting to remove it. Regarding the scale-effect problem, Temple (2003)
concluded that it is unlikely the debate will be resolved empirically.



where d;;(w) denotes the consumption of good w of quality j at time ¢. The representa-
tive consumer maximizes his or her intertemporal utility (1) under the following budget

constraint:

/ e I3 T By ar = A(0),
0

where r(t) is the interest rate which consumers in both countries face at time ¢ and A(0)
is the sum of initial asset holdings and discounted total labor income. The term E(t)

represents the flow of spending at time ¢, namely:

1
B(t) = /0 S pis@)dsa(w) | do,
J

where pj+(w) is the price of product w of quality j at time ¢.

As is well established, this consumer’s utility maximization problem can be solved in
two stages. In the first stage, the consumer allocates his or her spending E(t) to maximize
log u(t), given prices at time t. To solve this static problem, the consumer allots identical
expenditure shares to all products. Then, for each product, the consumer chooses the
single quality j = J;(w) that carries the lowest quality-adjusted price p;.(w)/g;(w). This

implies the following static demand function:

1) { /i) for j = ),
7 0 otherwise.

In the second stage, the consumer chooses the time pattern of spending to maximize
his or her utility (1). This intertemporal utility maximization requires that E(t)/E(t) =
r(t) — p. By taking the aggregate spending as the numeraire, we normalize E(t) = 1 for
all ¢ so that interest rate r(t) always corresponds to the subjective discount rate p.?

Turning to the production side, we assume that the each economy has a single primary
production factor, labor. The amount of total labor supply is constant in each country but
varies between countries. We assume that one unit of output requires one unit of labor
input. In addition, research activities and licensing negotiations to win a license from a

patent holder require labor inputs, as we shall discuss further below.

9This normalization is a convenient method for examining the dynamic behavior of the economy. See
Grossman and Helpman (1991, ch.12).



Firms are separated into two types, ‘leaders’ and ‘followers’. Leaders are firms with
the ability to produce goods at the highest level of quality currently available, whereas
all other firms are followers. A general feature of this kind of model is that industrial
leaders do not intend to invest in further research and development of their products as
long as the products are not imitated. In this model, we assume no imitation occurs in
the equilibrium, so that industrial leaders have no incentive to invest in further R&D.
Therefore, whenever innovation takes place in the industry, the incumbent leader must
have been overtaken by a follower in terms of product quality.

Firms are distinguished in terms of their location, that is, whether they are in the
North or in the South. We assume that Northern firms only have the ability to conduct
R&D and bring state-of-the-art products into the market. Hence, only Northern followers
drive quality improvements. The Northern firms that succeed in innovating and becoming
the quality leader acquire the patent in the North. In addition, they can export their
goods to the South without facing any transportation costs or tariffs.

Southern firms can offer a Northern leader a license contract such that they acquire
the rights to produce and sell the invention of the Northern firm in exchange for royalty
payments. When granted the license, the Southern firm receives the blueprint of the
highest-quality product and acquires sufficient knowledge to manufacture it. Moreover,
the firm can sell the product to the entire world legally. However, Southern licensees must
pay a part of the rents from the sale of the product to their licensors as a license fee, until
the product is replaced by a new product of higher quality. We assume that Southern
licensee receives an exogenously determined share of the rent from sales, which reflects
the bargaining power between licensees and licensors. Southern firms that possess greater
bargaining power can retain a greater fraction of the rent. Moreover, we consider that the
level of IPR protection in the South affects this rent distribution. The contracts between
Northern and Southern firms forbid every Southern firm from breaking the agreement,
and close monitoring ensures that this does not occur.

In order to focus on the progress of licensing, we make the following two assumptions.
First, no imitation by Southern followers occurs in the equilibrium. We posit that North-

ern firms maintain confidentiality when manufacturing their state-of-the-art products in



the North. Therefore, even if IPR protection is not enforced perfectly in the South, it is
economically and technologically impractical for the Southern firms to copy the Northern
firms’ products being manufactured in the North. On the other hand, weaker IPR protec-
tion in the South might not prevent Southern followers from imitating a state-of-the-art
product that is licensed to a Southern firm.! However, assuming that unauthorized imi-
tators are obliged to compete with the rightful licensee in the Bertrand fashion, they earn
no positive profits as both types of firm face the same marginal costs. This implies that
imitators can never pay the imitation costs as long as they are strictly positive. Therefore,
no imitator intends to enter the market. The second assumption is that inward FDI is
banned by the Southern government authorities or is infeasible.!! Hence, licensing is the
unique means of international technology transfer from the North to the South.

For tractability, we assume that the second-highest-quality product is always in the
public domain and that its specifications are freely available. This means that, at any
time, the nearest rivals of the leaders are the Southern firms with the ability to produce
goods of the second-highest quality. These products are competitive despite the lower
quality because the equilibrium wage in the South is lower than in the North. Then, to

exclude the rivals, every leader charges the same limit price, as follows:
p = w?, (2)

where w® is the wage rate in the South.

In the equilibrium, there exist two possible types of market activity: either the South-
ern licensee produces the highest-quality good under a license; or the Northern leader
alone produces the state-of-the-art variety of goods. Following Yang and Maskus (2001),
we refer to the former as the licensed South technology (S) market and the latter as the
original North technology (N) market. Assuming that a licensor is obliged to compete

with its licensee in the Bertrand fashion if it enters the product market, no licensor has

19Grossman and Lai (2004) have explored the reason why IPRs tend to be more weakly protected in the

South than in the North, and also examined methods of efficient patent protection in the global economy.
" The Japanese authorities adopted a restrictive policy towards FDI in the early stages of the devel-

opment process after World War II in order to encourage foreign firms to license advanced technology to

Japanese firms. See Hoekman, Maskus, and Saggi (2004).



an incentive to continuing producing the good for him or herself in equilibrium. That is,
once a license contract has been made, the Southern licensee supplies the product mo-
nopolistically in both the Northern and Southern markets. Whenever a Northern follower
succeeds in innovation and produces a new higher quality product, the market would be-
come an N, which is independent of whether the targeted market is N or S. Therefore, the
research efforts of entrepreneurs range over all w indiscriminately because the expected
gains from innovation are equal between industries, provided that the leaders in each mar-
ket are symmetrical, that is, provided that all leaders are equally exposed to the danger of
replacement by next higher-quality product and that all Northern leaders equally succeed
in reaching an agreement on licensing..

Under the pricing strategy (2), Northern leaders and Southern licensees make different
profits because their costs differ. The price setting of each leader yields a demand per

product of E/\w®. Therefore, each Northern leader earns a flow of profits as follows:

1 w

_ S _ N e
= Qw? —w )/\ws AwS’

whereas each Southern licensee earns the following:

1 1
— S S _
7TL—()\’LU —w )W—l—x,
where w! is the wage rate in the North, which must be restricted to be below Aw® so

that the Northern leaders can earn a strictly positive profit.

We assume that the R&D process is modeled as a Poisson process, following Grossman
and Helpman (1991). If a Northern firm 7 uses azl; units of the labor input in research
for a time interval of length dt, it succeeds in innovation with a probability of I;dt, where
ar is a parameter. The variable fi, which is the Poisson arrival rate at which new tech-
nology will be innovated in the next instant, is the intensity of R&D chosen endogenously
by entrepreneurs. As usual, we assume that the success of R&D depends, not on the
cumulated resources that have been spent in the former period, but only on the current
spending resources. We let V7 ; denote the market value of representative leaders operat-
ing in the North at time t, i.e., the leaders that belong to the N market. As successful

innovators attain this market value, each entrepreneur maximizes the expected net benefit,



VLth-dt — w{v arL;dt. In equilibrium with a finite size of R&D investment, we must have:

Vit < w¥a;  with equality whenever I; > 0. (3)
Similarly, the formation of a license contract follows a Poisson process. The negoti-
ations leading to the agreement of a new license contract between the licensor and the
licensee may be time consuming, as are adaptations to a new technique. However, the
lengths of time involved may be uncertain. In this model, we take licensing negotiation to
be costly and assume that a Southern firm ¢ that wishes to be licensed must input ar,z;/k
units of labor per unit of time in order to attain success with an instantaneous probability
of 7;. Let ar, be a parameter, while z; denotes the intensity of labor inputs required when
the Southern firm undertakes a negotiation to obtain a license.'? Following Yang and
Maskus (1991), we let k be a parameter that is related positively to the strength of IPR
protection in the South. That is, the more tightly IPRs are enforced in the South, the
higher k becomes. This means that the more strongly patent protection is enforced, the
easier it is to conclude a license contract. This reflects the effect that strengthening patent
protection in the recipient country may ease the patent holder’s fear of imitation by other
firms and facilitate the overtures for a license.'3
If a Northern firm and a Southern firm agree on a license, they split the stock market
value of an imaginary representative firm in the S market, V7 ;. The Southern firm 4,
which undertakes licensing negotiations at the intensity z;dt for a time interval dt, receives
an expected gain of (1 — 6)Vp 4;dt, where 0 < § < 1 denotes the Northern licensor’s
exogenously determined share. As the rent distribution between licensors and licensees
may be influenced by the degree of IPR protection in the recipient countries, we consider
that § depends on the level of IPR protection in the South, following Yang and Maskus
(2001). Hence, a Southern firm under licensing negotiations decides on an intensity of labor

inputs 7; to maximize its expected payoff, (1 — &)Vy, ,i;dt — wy (ar,/k)T;dt. In equilibrium,

2Tn Yang and Maskus (2001), Northern leaders spend their resources in order to transfer the technology
to the South. However, as stated in the introduction, our setting seems more realistic at least in the cases

of Japan and South Korea.
13See Yang and Maskus (2001).



the Southern firm’s decision requires the zero-profit condition, as follows:

Ve <w

o aL_/g with equality whenever 7; > 0. (4)

"1

On the other hand, a Northern patent holder that has not yet granted a license may
refuse a Southern firm’s offer. If a Northern firm obtains a smaller expected market
value from granting a license than it obtains by continuing to operate in the North on
its own account, then the Northern will prefer not to grant a license. Therefore, for a
license contract to take place at time ¢, a Northern licensor’s rent share must exceed a

nonlicensing Northern firm’s stock value; that is:
Ve <6V (5)

The measures of products that belong to the S market at time ¢, ny, change over
time. A measure of the inflow into the S market is equal to the measure of newly licensed
industries into the N market at time ¢, whereas the outflow out of the S market is equal
to the measure of industries in the S market where innovation at time t produces the
next newly-invented higher-quality products. As in Grossman and Helpman (1991), we
focus only on the symmetric equilibrium. In the equilibrium, every leader in the N market
reaches a licensing agreement at the same aggregate intensity ¢, =  _, 7;, and every incum-
bent leader in the economy is exposed to the danger of being replaced by the invention
of a higher quality product at the same aggregate intensity I; = ), I;. During a time
interval dt, a new agreement is made about licensing in ¢;n}" dt industries of the N market,
where n) = 1—n7 is a measure of the N market. In addition, innovation occurs in I;ny dt
industries of the S market and I;n)¥ dt industries of the N market in the same time interval.

Therefore, ny must follow the following equation of motion:

ng = und — Iy . (6)

Now, we consider how the market value of each firm varies over time. Shareholders
of a firm in the S market earn dividends 77dt and capital gains V7,dt over a time interval
of length dt if no follower succeeds in innovating a new state-of-the-art product in the

industry. However, the stock of each firm becomes worthless if the product is replaced

10



by a higher-quality product during the interval dt. The probability that this occurs is
equal to the innovation intensity targeted at the industry during the time interval, I;dt.
Provided that these idiosyncratic risks are shared by all investors properly, a stock should
yield exactly the same expected rate of return as the risk-free interest rate, r(t). Then,
the no-arbitrage condition between the stock of a firm in the S market and a riskless asset
is:

r(OVie=mrs+ Vi — LV (7)
The no-arbitrage condition for the stock of Northern leaders in the N market is a little
complex. The shareholders of a leader in the N market earn dividends w;dt and capital
gains Vidt if no innovation occurs in the industry, while suffering a total capital loss of
amount V7 with a probability of I;dt. In addition, the stock value transforms into §V7, if
the firm succeeds in reaching an agreement with a Southern firm about licensing during
dt, the probability of which corresponds to t;dt. Northern leaders in the N market take
the instantaneous probability ¢; as given, notwithstanding its endogeneity, because it is
selected by Southern followers. The sum of these risky returns must be identical to the
risk-free interest rate. Therefore, we obtain the no-arbitrage condition between the stock

of a leader in the N market and a riskless asset, as follows:
r(O)Vig=mre+Vig— LVig +u(6Viy —Vig) if 4 > 0. (8)

Finally, we close the model by describing the labor-market-clearing conditions. Let the
labor supply be LY and L® in the North and South, respectively, where both are exoge-
nously given. The total manufacturing employment in the South equals ny E(t)/(Awy),
whereas in the North it equals n]¥ E(t)/(Mw;). The R&D sector in the North employs

arly(ny +nl¥) units of labor. Labor-market clearing in the Northern market requires that:
1

—Sni\[ +arli(ny +nd) =LY, 9)

Awyg

On the other hand, the labor input for licensing negotiations by Southern follower firms

is equal to (az/k)uni’. Hence, the Southern labor-market-clearing condition becomes:

I ¢ aL N S
—=n? + —uyun; = L. 10
)\wf t P (10)

11



3 The Equilibrium Path

Now, we derive the equilibrium path of the economy. First, we compute the R&D and
licensing intensity in the equilibrium. Substituting the zero-profit condition in licensing
(4) into the Northern labor-market-clearing condition (9), we have:

I LN ap/k  1—ny
t ar ar(L—=0)A Vi

whenever I; > 0 and ¢ > 0. (11)

Similarly, from the zero-profit condition in licensing (4) and the Southern labor-market-

clearing condition (10), we obtain:

1 s 1
_1—nf ar/k (1 —=8)A VL,

L whenever ¢ > 0. (12)

Note that both R&D and licensing intensity depend only on the two endogenous variables,
ny and Vy ;. No innovation (I; = 0) and no licensing (1; = 0) take place when the right-
hand sides of (11) and (12), respectively, become negative. However, we focus our attention
on the region where both I; > 0 and ¢; > 0.

Next, we compute the evolution of variables ny and V ;. Substituting equations (11)
and (12) into (6), we can rewrite the equation of motion for ny as follows:

LS LN 1 ar/k
.S _ _ar _ .8 S
ny = aL/n { o + A= 0)\Vis [1 o (1 —mn; )]}nt (13)

In addition, using 7(t) = p for all ¢t and combining (7) with (11), we derive the equation

of motion for V7, ; as follows:

Vi, = (p+ I::) Vi — [%(1 —nd)+ <1 - i)] . (14)

Equations (13) and (14) form an autonomous system of two differential equations in n; and
Vi+. Therefore, we can examine the dynamic behavior of these two variables separately
from the other variables. In this system, ny is a state variable, whereas Vit is a jump
variable.

Figure 1 depicts the phase diagram for this system on the (ns , V1) plane. The intersec-

tion of the two curves ny = 0 and VL,t = 0 at point A is the fixed point of this system. The

12



shaded area represents a region in which neither research nor licensing occur. Recalling
equations (11) and (12), we focus on the region where the following two inequalities are

satisfied:
ar/k

Vi > m(l —ny), (15)
and /
ar, /K
VL,t > mnf (16)

The equation for the nf = O-locus is represented by:

 (ar/k) {(an/r)n® + lar = (ar/K)]} n®
V= (1 i §)A arL® — (ar,/k)LNnS ’ (17)

whereas the equation for the VL,t = 0O-locus is given by:

1 ar/k
AMLN +app) [1-96

ar/k S

V= (1= ALY +arp) " (18)

—|—a1()\— 1) -

The nf = 0-locus is upward sloping and remains in a finite region provided that innovation
requires more labor inputs than licensing does in order to attain a certain probability of
success and that the South is endowed with relatively abundant labor. In more detail, the
condition is:

ar, ar/k

—~= <ay and =LV <5 (19)
I ar

Furthermore, to ensure that two loci cross once, we assume that:
(ar/k) (LN +arp) — (1 — 8)(A — V[asL® — (ar/k)LN] > 0. (20)

The inequality is the condition such that the Vj, coordinate of the 7y = O-locus exceeds
that of the VL,t = 0-locus at n° = 1. As the VL,t = 0-locus lies above the nf = 0-locus at
nS = 0, the two loci cross at least once if the restriction is fulfilled. Then, this economy
may have a steady state that is a saddle point under appropriate additional assumptions.
Moreover, in the steady state, a strictly positive fraction of products is under license and
manufactured in the South.

To characterize the economy completely and seek out the steady state, we must inves-

tigate the evolution of the third variable, V7 ;. Imposing I; > 0 and ¢; > 0, from equations

13



(3), (4), (8), (11), and (12), we obtain the equation of motion for V; ., as follows:

. LN ny ar/k 1 LS 1
Vig= — : — |%
Lt [(/H_ a1)+(1—5))\VL,t < ar 1—nf>+aL//£1—nf] Lt

LSV, ) o
—1- bty - (21)
ar/kl—n?  (1=90)A1—n

Using the three variables, nf , Vi, and Vi, we state some conditions under which

a feasible steady state of the economy exists. Let 7%, Vi,and Vi denote the values of

the fixed points in the differential equation system composed of (13), (14), and (21).

In addition, the condition (5) must be imposed on V;, and V so that the steady state

is attainable. Moreover, in the equilibrium, the Southern wage must be less than the

Northern one, while the Northern wage cannot exceed the Southern one multiplied by A,

ie., wgq < w,{v < )\wf . Under the assumptions that I; > 0 and ¢; > 0, from equations (3)
and (4), the condition is described as follows:

ar(l1—19)

ar/k

ar(1—9)A

VLﬂg < V[}t <
ar/k

Vit (22)

In addition, in order that both innovation and licensing take place in the steady state,
7S and V7, must take values that satisfy (15) and (16). This restriction corresponds to
intersection A in figure 1 falling outside the shaded area because the point represents the
coordinate of (n°,Vy). If ny, Vit, and Vi satisfy all of those conditions and the steady
state is attainable, it is a saddle point (see the Appendix). These results are stated as the

following proposition:

Proposition 1: Suppose that parameters are under conditions (19) and (20). Then, the
economy has a steady state with positive innovation and licensing if the steady state values
7S, Vi, and V7 satisfy all of the conditions (5), (15), (16), and (22). Moreover, the steady

state is a saddle point.

A numerical example of parameters in which the steady state exists is provided in the next
section. As nf is a state variable, the saddle path converging to the steady state is the
equilibrium trajectory. Along this saddle path, the fraction of licensed products increases

over time when the economy is below its steady-state value.
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4 The Effects of Tightening IPRs

In this section, we investigate the effects of strengthening IPR protection in the South on
the endogenous variables. As we have assumed k and ¢ are dependent on the degree of
IPR protection, we can distinguish two effects: first, the negotiation costs that licensees
must pay in order to win a license contract are reduced; and second, the rent distribution
between licensors and licensees changes. Let us call the former effect, the ‘cost reducing
effect’ and the latter, the ‘distribution effect’. In the first part of this section, we analyze
these two effects individually. Later, we integrate the effects and explore the overall effect

of tightening IPRs.

4.1 The cost-reducing effect

The cost-reducing effect of tighter IPRs is expressed by a rise of x. First, we examine
the long-run cost-reducing effect on innovation and licensing by conducting comparative

S

statics. Combining equations (17) and (18), we derive n° as a positive solution of the

following equation:
a2 p(i®)? + Ba® — C =0, (23)

where:
B=apk{L%+ap+ LV A~ (A =1)3]} —a2p >0,
C =kl [ar +ar(1 —8)K(A—1)] > 0.
Taking a total differential of the equation (23), we obtain:

o1 (o0 om
Ok 2a2pnS + B ")

24
Ok Ok (24)

This equation shows that a rise of x increases the fraction of licensed products as long as
(0B/0k)n® < OC/0k. Noting that B/0k = (B + a%p)/k and 9C/0k = (C/k) + as(1 —
§)k(A — 1)L7, from the condition on parameters and equation (23), we can verify that
0C/0k — (0B /0rk)n® is greater than (ap/k)[(1 —&)k(\—1)LY —arp(1 —n®)]. Exploiting
condition (15), which is necessary for the steady state with positive innovation, and equa-
tion (18) representing the Vz, = 0-locus, we obtain (1 — &)k(A — 1)L — app(1 — 7%) > 0.
Hence, 9C/0k is always larger than (0B/0k)n°; that is, 072° /0k > 0 in any case.
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The cost-reducing effect on the value of Vi, is computed by using the effect on 7°.

As the fixed point of the system is located on the VL¢ = 0-locus, V7, is related to 7° by

equation (18). Therefore, the long-run response of V7 ; to changes of « is given by:

ovy, B ar/k (1 —7° an5> <o

or (1= 0)MIN +arp) +

K Ok (25)

Exploiting the above result, we can examine how a rise of x affects the other variables.
First, we calculate the long-run cost-reducing effect on innovation. As the innovation
intensity at time ¢ satisfies (11), taking the derivative of I with respect to x, we derive the

following:

oI - aL/m (81703 1—7° 1—n’ 8VL> (26)

ok ar(1—8)AVy \ 9k + K + Vi Ok
The above equation shows that the change of  affects I through three channels: through
the change of @, the direct effect, and the change of V;. These effects are competing
because whereas the first two effects encourage the innovation, the last effect weakens the
incentive for innovation. However, using equations (18) and (25), we can immediately
confirm that 0I/0x > 0. That is, the first two positive effects dominate the last negative
effect and the cost-reducing effect induces more innovation in the long run.

Intuitively, a rise of k has two effects, which lead to a decrease in the Northern labor
employed in the production sector. First, more products are manufactured in the South
under license. This is because Southern firms are more eager to engage in license negotia-
tions because they require less labor to attain a unit probability of successfully achieving a
license agreement. This first effect is expressed by the first term in the parentheses of equa-
tion (26). Second, there is less demand for each product and, therefore, less demand for
labor from each incumbent leader. The reductions in demand occur because the stronger
incentives to undertake licensing negotiations caused by the rise of x lead to a rise in the
Southern wage, as is verified later. A boost in the Southern wage involves higher prices
for products as each leader adopts a limit-pricing strategy to compete with the Southern
closest rivals. This second effect is expressed by the second and the third terms in the
parentheses of equation (26). These two effects decrease the labor demand from Northern
incumbent leaders and, consequently, increase the labor input for innovation activities in

the steady state.
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In addition, a rise of k positively affects in licensing intensity in the long run. As
equation (6) implies that z = In°/(1 —n°) in the steady state, the effect of the change on

K is given by: ~ ~
o n® oI n 1 on®
ok 1-n50k (1 -7n°)2 0k

> 0.

In addition, the aggregate amount of licenses, n'Vz, is positively related to x. We can

summarize the above analysis as the following proposition:

Proposition 2: The cost-reducing effect caused by strengthening IPRs in the South pro-

motes both innovation and licensing in the long run.

Although this result is similar to Yang and Maskus (2001), our model can answer another
related and important question, which is: does the cost-reducing effect encourage inno-
vation and licensing in the short run as well as the long run? Yang and Maskus (2001)
were unable to answer this question because their study focused only on the steady state,
which was totally unstable. In contrast, our analysis enables us to examine the short-run
effect because it fully describes the progress of the economy. In that respect, our analysis
extends that of Yang and Maskus.

To investigate this short-run effect, we exploit the same approach as Helpman (1993).14
For tractability, we restrict the analysis to an economy that initially stays in the steady
state; namely, ng = 75, Then, suppose that an unanticipated marginal increase in &
occurs at time 0 because of a slight improvement in the Southern IPR protection. We can
calculate the first-order response of (ny, Vi) to the marginal rise of £ from a linearized
system of the differential equations (13) and (14) around the steady-state value. In the
Appendix, we show that:

ony ot 0P
— =1-e")— 27
Ok ng:ﬁs ( (& ) Ok 3 ( )
and 5 o7 -
Vi VL _pon
; =2 2 LA 28
Ok | s_ps Ok A e (28)

0

where z is the absolute value of the negative eigenvalue of the linearized coefficient matrix,

and A, which represents the second element of the eigenvector associated with the negative

!Kwan and Lai (2003) have adopted the same method in their closed economy model.
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eigenvalue, is positive as well. Because I; follows equation (11), taking into consideration

the initial condition n§ = 7° and the condition dnj /Ok = 0, we derive the cost-reducing

S_S>
ng=n

This equation suggests that the extent to which the innovation intensity responds to policy

effect on the innovation intensity at time 0, as follows:

N Vi Ok

0ly _ (ar/K)(1 —n”) . & Vi
ok ng=ﬁS,VL,0=VL CL[(l - 5)&)\‘7[/

change depends on the elasticity of Vi, o with respect to x . If the elasticity exceeds —1,
then 810/8“’n§:ﬁ5,VL,0:VL is positive; that is, innovation is stimulated by a rise of s in the
short term as well as the long term. To compute the elasticity, we must know the value of
0Vr0/0k. However, equation (28) implies that OVL70/8/£|ng:ﬁs is greater than OV[,/0k.
As we can verify that (k/V7)(0VL/0k) > —1 (see the Appendix), we conclude that the
elasticity of V7 o with respect to x evaluated at the steady-state value also exceeds —1.
As a result, we show that 810/8“|n§=ﬁ5,VL,0=\7L > 0.

Similarly, using equation (12), we can compute the short-run cost-reducing effect on

licensing as follows:

8L0 . 1 LS S aVLp

n
duo _ .\ )
Ok | s _ns vy oo, 1= 715 [ar (1= 6)AMVL)? Ok

|

In addition, we can confirm that this 8L0/8/€|n§:ﬁs V, o=V, 18 greater than zero (see the

Appendix). Thus, these results prove the following proposition.

Proposition 3: The cost-reducing effect caused by strengthening IPRs in the South pro-

motes both innovation and licensing in the short run as well as the long run.

How are the wages in the both countries affected by a rise of x in the steady state?
As mentioned above, the Southern wage in the steady state rises unambiguously. Using

equation (4), we obtain:

_g _ 5 . =
0w _1-bp  (L-0)k0VL

Ok ar, ar, Ok 0 (30)

Turning to the relative wage between the North and the South, we have difficulty in

computing the effect of strengthening IPRs because the effect on the Northern wage is
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unclear. Therefore, by using some numerical examples of parameters, we have examined
the effect on the relative wage.!> As a result, we have found that the relative wage of the
South is monotonically increasing with a rise of x for all parameter values that we have

chosen.

4.2 The distribution effect

The distribution effect of tighter IPRs is represented by a change of §. Therefore, in the
first part of this subsection, we examine the comparative statics with respect to d. Next,
we show the short-run effect of tighter IPRs on innovation and licensing agreements by
exploiting the same approach used in the previous subsection.

In order to derive the long-run distribution effect, we first compute the derivative of

n® and Vi, with respect to 6. Totally differentiating equation (23) implies that:

=S A—1 LS o LN—S
on _ _/-@( )(a;mi ar LV n”) <. (31)
06 2a% pn® + B

Furthermore, using the V;, = 0-locus, we can derive the following:

BVL - aL/KZ 1—nS B on° <0 (32)
25 (1=0OANLN +ap) \ 1-6 9§ ‘

The first term of this expression represents the direct effect of a change in §, whereas the
second represents the indirect effect that occurs through the change of 7°. These effects
complement each other and shift V7, in the same direction. Consequently, V7, responds
positively to a rise of the Northern rent share.

Using the above derivatives, we can compute OI/94 using the same method as in the
previous subsection. The effects of a change in § on innovation intensity in the steady

state are:

7 5 s S a0
oI ar/k <6n 1—n 1—-n aVL)<O. (33)

- = _ — +
00 ar(l—=90)AVy \ 9 1-9 Vi, 06
The change of § affects I through three channels: the change of 72, the direct effect, and

the change of V. The intuitive interpretation is as follows. First, as shown above, a higher

5Figure 2 is an output of the numerical calculation. In figure 2, we specify the parameters as a; =
7T.,ar, =35 A=151L" =1,L° =2, and p = 0.05. Other examples are available from the authors upon

request.
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d results in a lower 2°; that is, more leaders come to operate in the North. The expansion
of industries belonging to the N market creates additional Northern labor demand from
incumbent leaders, which leads to a lower innovation intensity. The first term in the
parentheses of (33) represents this first effect. Second, the higher ¢ discourages Southern
followers from pursuing licensing efforts and reduces the Southern wage because of its
lower return, other things remaining unchanged. The lower Southern wage obliges the
incumbent leaders to charge a lower price and generates an additional product demand.

The second and the third terms in the parentheses of (33) represent this second ef-
fect. These two effects increase the labor demand from Northern incumbent leaders and,
consequently, decrease I.

The effects on licensing intensity ¢ are computed in the same way as in the previous
subsection. 9r/9¢ is derived by:

or I on nS oI

26 (1—-n5)2 95 T Rsas <V

As both 9n°/95 and OI/d$ are negative, 97/dJ is also negative. Hence, a higher rent
share for Northern licensors reduces the efforts of Southern followers to negotiate a license
contract in the long run.

Next, we investigate the short-run effects of a change in rent sharing on innovation
and licensing. By analogues of equations (27) and (28), we obtain: 0Vp g /85|n§:ﬁ5 =
(0V1,/98) + A(0r° /d8) and dng /5 = 0 for the economy that initially stays in the steady
state. Hence, equations (11) and (12) imply that:

ol _ (an/m)(1 = 7) [_ L1 (WLM%S)]
06 nS=mS Vp,0=Vr, ar(1 —90)AVg 1—6  Vp \ 96 0 ’
and
=5 % =5
o - i et ()]
n§=nS,Vy o=Vr (L =81 —n”)V - Vi

Using equations (18), (31), and (32), and the definition of B, we can verify that —[1/(1 —
8)] + (1/V)(0VL,/D6) is less than zero. Thus, both innovation and licensing intensity at

time zero respond negatively to a rise of the Northern share of rent.
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In addition, we examine the distribution effects on the Southern wage in the steady
state. Equation (4) implies that:

7o 1—6)V 1 1 0V
Ow ( 5)VL< 8VL><0.

95 au/k \ 1-0 ¥, 06

(34)

Therefore, a higher & pushes the Southern wage down in the steady state. Moreover, we
ascertain the tendency of the distribution effects on the Southern relative wage by using
some numerical examples (see figure 2). From the results, we found that the relative
wage of the South is monotonically decreasing with a rise of § for reasonable values of
parameters.

The above results are summarized as the following proposition.

Proposition 4: A higher rent share for the licensor reduces both innovation and licensing

i the long run and the short run.

This proposition suggests that an excessively high rent share for Northern licensors results
in low licensing efforts and interferes with the smooth transfer of production to the South.
In addition, as the Southern wage diminishes with the rent share of Northern licensors,
manufacturing per firm in the N market increases. These two effects lead to more produc-
tion in the North, which discourages innovation through the decrease of labor input for
research. As a result, less quality improvements take place and the expected duration of

existing products increases.

4.3 Overall effects of strengthening IPRs

By incorporating the cost-reducing effect and the distribution effect, we can compute the
overall effect of tighter IPRs. To do so, let us regard ¢ as a function of k, namely, § = (k).
Moreover, we assume that ¢ is non-decreasing with , following Yang and Maskus (2001).16
That is, we assume that tighter IPRs raise the rent share of Northern licensors. Then,

we can consider parameter s to be an index capturing the strength of IPRs in the South.

16Even if this assumption does not hold, the following analysis in this subsection is applicable. That
is, if § were decreasing with k, the distribution effects would reinforce the cost-reducing effects, so that

tightening IPRs would always promote both innovation and technology transfer.
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Therefore, the long-run overall effects of tighter IPRs on innovation and licensing are

computed as follows:

oI oI
long- 1l effect i tion = — + 0’ (k) ==
ong-run overall effect on innovation = - +0'(k) 95
long-run overall effect on licensin or + ' (k) oc

— \Y —_ — _—
& 57 On 26

These equations show that the overall long-run effects on innovation and licensing are
positive if ¢'(k) is not so large — that is, if the cost-reducing effect caused by tightening
IPRs in the South is relatively large. Conversely, the overall long-run effects on innovation
and licensing are negative when §'(k) is large enough — that is, when the distribution
effect dominates the cost-reducing effect.

The short-run overall effects of tighter IPRs on innovation and licensing are given by:

. ) 0l I
hort- 11 effect tion = — + §'(k) 5¢
short-run overall effect on innovation = — + 0" (k) 95
0 0
short-run overall effect on licensing = % + 5'(/@)%.

These equations show that the overall short-run effects on innovation and licensing are
also positive as long as ¢'(k) is not so large, whereas they are negative if ¢’(x) is large
enough (see table 1). Note that the signs of the short-run overall effects can be opposite
to those of the long-run overall effects. Therefore, a policy of tightening IPR protection
in the South may have different effects on innovation and technology transfer in the short

run compared to the long run. We can summarize these results as follows:

Proposition 5: Strengthening IPRs in the South promotes both innovation and licensing

if rent distribution is not sensitive to a tightening of IPR protection, and vice versa.

This proposition asserts that our conclusions about IPR protection policy do not always
accord with Yang and Maskus’ (2001) results. In Yang and Maskus’ setting (2001), li-
censors take an active part in the technology transfer to developing countries. Therefore,
in their setting, when tighter IPRs induce a higher rent share for licensors, more North-
ern leaders engage in license activities, which accelerates both licensing and innovation.
In other words, in Yang and Maskus’ setting, the distribution effects reinforce the cost-

reducing effects (called the ‘size effect’ by Yang and Maskus) . By contrast, in our setting,
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distribution effects weaken the cost-reducing effects because tighter IPRs lead to lower
rent shares for licensees, which means fewer Southern followers have incentives to engage
in license negotiation. Consequently, our result on tighter IPRs does not correspond to
that of Yang and Maskus (2001) if the distribution effects are sufficiently large to dominate
the cost-reducing effects.

Finally, let us examine the overall effects on the Southern wage and on the relative
wage. Equations (30) and (34) suggest that tightening IPR protection in the South raises
the Southern wage when the rent distribution does not react strongly to the change. On
the other hand, we treat the effects on the relative wage by using numerical examples
because of the difficulty in computing the effects on the Northern wage. Figure 2 depicts
the relative wage corresponding to each value of § and k. The figure shows that whether
the relative wage w® /w” rises with tighter IPRs depends on the extent of the change in &
and . That is, strengthening IPRs brings about a higher relative wage w® /w when §
is not affected by the policy change. Conversely, if the rent share of licensees deteriorates
due to the policy modification, the change would enlarge the wage gap between the North
and the South.

5 Concluding Remarks

An international technical diffusion advances through various channels, including licensing.
This paper has presented a quality-ladder type of product-cycle model in which licensing
is introduced as the channel of technology diffusion. In the model, we have supposed
that firms in developing countries must incur costs and input resources in their efforts
to win a license contract. In actuality, such licensed firms often play an important role
in reducing technological backwardness in recipient countries. Examples include Japan
and South Korea after World War II. Our model captures the activity of such recipient
countries and shows the existence of the steady state in which positive innovation and
licensing continue to take place. An important advantage of our analysis is that we fully
explore the dynamic nature of the economy. As a result, we have succeeded in verifying
that the steady state in the economy is a saddle point. Moreover, in fully analyzing the

dynamic system, our study has yielded an advantage with respect to the short-run effects
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of an IPR protection policy. Although many existing studies compromise with such an
analysis by drawing a conclusions about the long-run effect only, our analysis enables us
to determine both short-run and long-run effects.

However, we have focused only on the analysis of licensing and excluded the other
channels of technology diffusion. Consequently, our analysis is restricted in the following
two ways. First, our model does not take into account imitation activities, although these
are widely observed and constitute a major source of technology acquisition in an early
developing stage. The effects of IPR, protection on the technology transfer may depend on
what is a means of technology acquisition, as indicated in Lai (1998). On that point, our
result is likely to be applied to middle-income countries rather than the least-developed
countries. Second, we have assumed that foreign direct investment is impractical. In
reality, however, there are two types of middle-income developing country. One encourages
domestic firms to learn advanced technologies through licensing from firms in the developed
countries, whereas the other prefers FDI by multinational firms to licensing. Clearly, we
take only the former countries as the object of our analysis and come to the conclusion
that stronger IPRs can promote licensing and innovation. In contrast, Glass and Saggi
(2002b) showed that tighter IPRs reduce FDI and innovation because of the increased
difficulty of imitation. The difference between Glass and Saggi’s (2002b) conclusion and
ours suggests that an IPR protection policy even in the middle-income countries should be
carefully designed according to the country’s main channels of technology transfer. Hence,
a topic for future study will be an examination of the effects of strengthening IPRs in the
North—South context under the existence of both licensing and another mode of technology
transfer. Nevertheless, the result obtained in this paper will assist in determining the right

treatment of IPRs.

A Appendix

In this appendix, we derive the cost-reducing effect of tighter IPRs on innovation and

licensing in the short run. To do so, we first compute the negative eigenvalue and the
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corresponding eigenvector of the system. The linearized system of (13), (14), and (21) is:

nf —b11 b2 O nf—ﬁs
Vit | =1 bar b2 0 Ve —=Vi |, (35)
Vi bs1  b32 b33 Vie—Vr
where N /
L 1 ar /K _g
b1 = — — |1 — 1-2 > 0,
1 I (1—(5))\VL [ ar ( " ):|
n® ar/k
b |1 - 1—a%) >0
2= g | ) 2o
ar/k
b
S I S
N
bpe=p+—>0,
ar
and
LN
bys =p+ —— >0
33 p+a1(1_ﬁs)> )

while b3; and bse are irrelevant to the analysis. The eigenequation associated with the

coefficient matrix on the right-hand side is:
(A — b33)[A\? + (b11 — b22) A — bi1bag — b1aba1] = 0. (36)

As the equation A% + (b1 — bag)A — b11bag — biabo; = 0 has one positive and one negative
solution, the eigenequation (36) has two positive and one negative solution. Therefore,
the steady state is a saddle point and there exists a stable saddle path converging to it.
In addition, recalling that nf is a state variable, while V7 ; and V7; are jump variables,
the number of negative eigenvalues corresponds to that of the state variable.

Next, we compute the approximate saddle path around the steady state, using the
linearized system of differential equations (35). In integrating the linearized differential
equations, we have to base our choice of free integral constants on the conditions that a
stable saddle path converges to the steady state and that ny is a state variable whose

initial value is historically given. This procedure yields the following expressions:

n? =a° + (n§ — n%)e %, (37)
Vie =V —A(ng —n°)e ™, (38)
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where z is the absolute value of the negative eigenvalue, and A, which represents the abso-
lute value of the second element of an eigenvector associated with the negative eigenvalue,

is also positive. The definition of an eigenvalue and an eigenvector implies the following:

1 1 1
x = i(D +b11 — b)), A=-—(x—bn)=

= — (D —b11—b
b1 2b12( 11 — b2a),

where D = [(bya — b11)? + 4(b11b22 + blgbgl)]1/2 > by1 + bee. Because equations (37)
and (38), of which the linearized stable saddle path consists, are consolidated into Vi, ; =
—An? +(Vy +An?), the stable saddle path projecting on the (n°, V7) plane has a negative
slope.

Third, we compute the change of nf and V7, to an unexpected marginal rise of &.

Differentiating (37) and (38) with respect to x, we obtain:

ony . 0n® gy, 0z

T = e g = (g =)t (39)
Ve OV . O0° s gy —atOA S 8y, —at0
an ~ on TAe T gy T m e a4 Ang —ntjte Tl (40)

As we consider that the economy initially stays in the steady state, namely, ng = 7%, the
second term of (39) and the last two terms of (40) are equal to zero. Hence, the derivatives
of n¥ and V7, ; with respect to & on the steady state are given by (27) and (28) in the text.

In particular, the size of the initial jump responding the policy change is derived as:

8VL70

. 3VL on°
ok A

ng‘:ﬁs 8/41 8I€

Figure 3 depicts the situation where  rises. The figure indicates that OV, o/ 6H]ng:ﬁs is
greater than 9V /Ok because the stable saddle path inclines negatively. Therefore, the
elasticity of V7, ¢ with respect to x evaluating at the steady state value is larger than that

of VL: _
iaVL < iaVLﬁ
Vi Ok Vi Ok

S_5S
ng=n

Fourth, we show that (k/V7,)(0V,,/0k) is greater than —1 in order to prove 8]0/8/6|n§:ﬁs’VL o=V, >
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0. First, substituting (24) into (25), we obtain:

vy, . ar/k
Ok (2a2pnS + B)(1 — 5))\(LN +arp)

Then, let us notice the content of the square bracket of this equation. Using the equation
(23), we can easily verify that (2a2 pn®+B)(1-n7) = (2a2 p+B)n°+(B—2C). In addition,
from the definitions of B and C, dB/dx = (a?p + B)/k and 0C/0k = —arL® + 2C/k.
Hence, we can rewrite OV}, /Ok as:

aVL a,L/K/ a%pis B S
= GLbps ¢ 2 q15). 41
Ok (2a2 pnS + B)(1 — H)ALN + arp) < P (41)

Therefore, exploiting (18) and (41), we obtain the following expression about the elasticity

of V;, with respect to k:

if)VL L aL(a%pﬁS + B —arkL®) (49)
Vi 0k (2a2pn® + B)lap(1 —n5) +ar(1 —8)s(A —1)]

By using (23) we can show that the denominator on the right-hand side of equation (42)
is greater than the numerator and, thus, we conclude that (k/V7)(0Vy/0k) > —1 is true.
Hence, innovation intensity at time zero responds positively to a tighter IPR protection.

Finally, we confirm that 8L0/8/€|ng:ﬁs7VL’0:‘7L is greater than zero. For the sake of the
confirmation, we show that (L /ay)+[r°/(1—8)A(V1)?](0VL,/0k) > 0. As OVL0/0kl,s—ps
is larger than 9V, /0k, the inequality and equation (29) imply dug/ a"ﬂ|n§:ﬁ5,VL,0:f/L > 0.
Using (18) and (41), together with the definition of B, we obtain:

LS ns 8VL
a [(1—6»(%)2} or

B (C — apkL®n%)
(242 pinS + B) [ar(1 — 25) + as(1 — 8)k(A — 1)]* k2LS
X {aLﬁSp(C' — aprL®7%) + k(LY + a7p)(C — apkL®)
+C[(1 = 0)k(A = DLYN —app(l — ﬁs)]} .

Note that, from equations (15) and (18), the term (1 — §)x(\ — 1)LY — arp(l — n®)

is positive under the situation with positive innovation in the steady state. Therefore,
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L% /ar, + [2° /(1 — §)AVL](0V/Ok) is greater than zero. This result means that licensing
intensity at time zero reacts positively to an increase of , that is, dip/ 8“‘n§=ﬁS,VL,O:\7L >
0.

Thus, the proof of proposition 3 has been completed.
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Table 1: The effects of strengthening IPR protection on innovation and licensing

cost-reducing effect

distribution effect

overall effect

(CE) (k1) (D.E.) (5 1) | CE.>DE. | CE. <DE.
innovation | short run + — + —
long run + — + _
licensing short run + — + —
long run + — + _
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Figure 2: Relative wage corresponding to each value of § and &
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B Appendix: The Dynamics of the Yang—Maskus Model

This appendix examines the dynamics of the model of Yang and Maskus (2001) (hereafter
Y-M). We show that the steady state of their model becomes totally unstable. As a
result, because their model has one predetermined variable, the number of goods that are
produced in the Southern market, or similarly the number of goods that are produced in
the Northern market, the steady state analyzed in their model is never attained.

First, we construct the dynamic system of the Y-M model. The no-arbitrage condition

between the stock of a leader firm in the Northern market and a riskless asset is given by
1

. a
PV = HIL?X [TFI,t + Vi —LiVig + 1 (5VL,t —Vii— ?wav)} . (B1)

Note that each leader firm in the Northern market optimally chooses the instantaneous
probability of success in licensing. If the level of licensing activities is positive but finite,

profit maximization by each patent holder requires that:
SVig=Vig+ %wgv . (B2)
Because (B2) holds, (B1) becomes:
pVig=mrs + V],t —LIiVig. (B3)

On the other hand, the no-arbitrage condition between the stock of a licensor firm and a
riskless asset is given by:

PVt =7rt+ VL,t — LtV s. (B4)

Because leading firms in the Northern market undertake licensing activities in the Y-M

model, the Northern labor-market-equilibrium condition becomes:

1 a
—Sniv +arLi(nY +nd) + u—=nl = LN, (B5)
Awy K

'In the Y-M model, the stock price of a leader firm in the Northern market does not contain the cost
of licensing activities, (ar/ n)th . However, this cost must be included in the arbitrage condition because

firms that undertake licensing efforts must pay this cost at each instant of time.



The Southern labor-market-equilibrium condition is given by:

I s _ ;s

Next, we derive the transition equation of goods between the Northern market and the

Southern market. This equation is given by (6) in the text, that is:

ny = und — Im?, (B7)

and n)¥ =1—ny.

From (B3), the free-entry condition into the innovation race (3), Vi; = wi'as, and

the profit of the leader firms in the North market, 7, = (1 — w}¥ /Awy’) (see page 9), we

obtain: . N S
——=p+I - —F—. B8

On the other hand, substituting the zero-profit condition in the licensing activities, (B2),
and the profit of a licensor firm in the Northern market, 77, = (1 —1/X) (see page 9) into
(B4) yields:

Vit 1) (1 -1 / A)

7: +I_
Vit p it (ar +ar/k)w

= (B9)

Moreover, substituting the zero-profit condition into the licensing activities, (B2), and

the free-entry condition into the innovation race (3), Vi; = w,fv ar results in 0V5; =

(ar + ar/k)w}. Thus, we obtain:

. . N
Vl,t - VL,t Wy

RIS - ) B10
Vie Vig wl (B10)
Therefore, from (B8) and (B9), we obtain:
L—w]/dwy  §(1—1/X)
wNay (a; +ar/k)w]
This equation determines the relative wage, wi¥ /wy;, as follows:
N
1-1/Naré
S~ A(1-®), where ® = U= 1/Nar (B11)
wy (ar +aL/k)



From (B6), wy = ny/AL®. Substituting this into (B11), we obtain:

S
n
in:L—g( - ). (B12)
Therefore, the following relation holds:
- N 2 S
wy Ny
— ==, B13
w¥ s (B13)

Moreover, from (B11) and (B12), we can calculate the following:

Tri 1 —wN/\w? _ @ L (B14)
VI,t thaI 1—<I>a[nf'
From (B8), (B10), (B13), and (B14), we obtain the following dynamics for n;:
2 S S
ng ® L
St - — B15
ny PR arny (B15)

By substituting the transition equation of n, (B7), into (B15), we obtain the following:

® LS
=0

s s
(p+20)ny —u(l —ny) — T—da

By making use of (B5) and this equation, we can eliminate ¢; and obtain the following:

ar (LN + L%k ® L° L1 g
md 4+ —k | I = — — — pny. B16
< m aLK> t ar, + 1—® a; ar, nf P ( )

This equation defines the innovation activity level, I;, as a function of nf . Consequently,
substituting this function, I(ny), into (B15), we obtain the one-dimensional dynamics of
nS.

First, we consider the steady state of this dynamics of nf . From (B15), at the steady

state, the following holds:
¢ LI
1—®ar’

where n° and I are the steady-state values of nf and Iy, respectively. By using this, we

pon® +In® = (B17)

can eliminate I;ny from the left-hand side of (B16) and obtain:




By rearranging this expression, we obtain the following:

ar . (LN + L%k » L L1
a7 — =

S
— N . B18
ar, ar, 1—® ay ar, n5+pn (B18)

We can depict (B17) and (B18) as in Figure B-1. Equation (B17) can be drawn as the
downward sloping curve and (B18) can be drawn as the upward sloping curve. Therefore,
the unique steady state that Yang and Maskus examined exists. From (B16), we know
that nlfirilol (ny) = —o0o. Therefore, we can depict the dynamics of ny, (B15) as in Figure
B-2. It is obvious that the steady state is totally unstable. However, because the number
of goods produced in the Southern market is not a jump variable, the economy cannot
approach the steady state unless the economy is accidentally at the steady state at the

start of the economy. This is almost certain not to occur. In sum, the steady state of the

Y-M model cannot be attained.



eq. (B18)

/ n’ 1 ns

Figure B-1: Determination of the steady-state values of ny and I



n® (unstable steady state) 1 ny

Figure B-2: The phase diagram of n{ in the Y-M model



C Appendix: Additional Numerical Examples

In this appendix, we present some additional results on the numerical calculation of the
relative wage between the North and the South, which is mentioned in the text. First,
figures C-1 and C-2 illustrate the relative wage for some available ranges of « in various
parameter examples. In all examples, we set the parameters as ar, = 3.5, = 0.6, =
1.5, =1, and p = 0.05. The relative wage w° /@’ is monotonically increasing with a
rise of k in any case. This means that cost-reducing effect induced by a rise of s tends to
narrow the wage gap between the North and the South. Next, figures C-3 and C-4 plot
the relative wages in some plausible range of §. We set the parameters as a;, = 3.5,k =
0.51,A = 1.5, LY =1, and p = 0.05. The relative wage tends to be decreasing with a rise
of § in this case. This is partly due to the decreasing Northern wage with §. The figures
show that the distribution effects on the Southern relative wage are likely to be negative
in a reasonable range of parameters. Thus, these results support the conclusion in the

text about the effects on the relative wage of strengthening IPR protection.
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