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The Economic Value of Intellectual Property1

I.

Introduction

Knowledge and ideas have always been the vital force in economic development. The
natural resources available today in the United States and the entire world – arable land,
usable energy sources and minerals, animal life, and so forth -- have existed for decades
or centuries. Only successive waves of intellectual and practical innovation have enabled
America and other societies to use them productively. In the same way, all of the
constituent natural elements used to build today’s most advanced supercomputers or treat
infections have existed for decades or centuries. It took generations of ideas, building
one upon another, to turn those elements into technologies and medical treatments that
can change a nation’s economic prospects.
The power of ideas to drive economic development and growth is evident throughout the
world. Economists have long known that economic innovations have been a more
powerful force in determining how fast U.S. productivity and output grew during the 20th
century, than either increases in capital investment or improvements in the skills of
American workers. Moreover, the current value of the intellectual property which
embodies those ideas -- from computer software and musical recordings to patented
pharmaceuticals and information technologies -- is enormous. We estimate that U.S.
intellectual property today is worth between $5 trillion and $5.5 trillion, equivalent to
about 45 percent of U.S. GDP and greater than the GDP of any other nation in the world.
While new technologies and new ways of doing business usually are developed in
advanced economies such as the United States, their transfer to other societies has been a
key factor in the rapid modernization of the world’s most successful developing nations,
most notably the Asian Tigers and China. Both parts of this equation for growth and
productivity – the development of innovations that help raise output and incomes in the
advanced nations where they originate, and their transfer to developing nations where
they also help drive growth and higher living standards – depend vitally on respect and
protection for the intellectual property embodied in every innovation.
Over the last generation, economists have established a series of findings that
demonstrate the vital importance of strong intellectual property rights. As we will see,
research has established that intellectual property protections in developing societies,
especially countries with low per capita incomes, directly encourage technology transfers
from more advanced economies through both direct imports and foreign direct
investment. Moreover, technology transfers to developing nations expand as those
1
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nations strengthen their patent protections. Data also show that intellectual property
protections in developing nations can directly stimulate the pace of innovation in
advanced countries. Conversely, researchers have found that countries with weak
intellectual property protections receive less direct foreign investment; and the
investment they receive is less technologically sophisticated. Moreover, the advanced
technologies and products which multinational companies transfer to those developing
markets that protect intellectual property rights often diffuse to domestic firms, increasing
the rate at which those firms and their countries develop their own intellectual property.
Given the enormous value of economic innovations and the intellectual property
embedded in them, it is not surprising that the underlying ideas are often stolen by those
who pirate or counterfeit patented or copyrighted technologies and products. The
Organization for Economic Development (OECD) has estimated that counterfeiting and
piracy costs companies as much as $638 billion a year, losses greater than the total GDP
of all but 12 countries. Around the world, between 35 and 40 percent of all commercial,
packaged software and musical recordings sold every year are thought to be counterfeit.
Among patented products that are more difficult to duplicate, such as drugs, electronics
and semiconductors, the counterfeit rates are lower but substantial. The World Health
Organization (WHO) estimates that at least six percent of the pharmaceuticals sold
worldwide every year are counterfeit, valued at more than $30 billion.
In some nations, the vast majority of the software and musical recordings sold are
counterfeit versions. More than 90 percent of the recordings sold in China and Paraguay
are pirated; and the market shares for counterfeit software are more than 60 percent in
Latin America, more than 70 percent in Eastern Europe, and nearly 90 percent in Russia.
In addition, experts in pharmaceutical piracy have found that counterfeits account for up
to 50 percent of certain drugs sold in China and Pakistan, and more than 10 percent of the
entire markets in other Asian countries and Russia.
Despite the critical economic importance of intellectual property rights, since 2001 the
U.S. government has taken virtually no action against countries which tolerate wide-scale
piracy and counterfeiting of American technologies and other products. From 1996
through 2000, the United States filed 15 cases with the World Trade Organization (WTO)
for intellectual-property violations; but from 2001 to the present (September 2005), the
U.S filed just one new case. The U.S. government has also taken no action in response to
the Brazilian government’s unprecedented move to unilaterally abrogate patents for three
new pharmaceuticals. Given both the extent and costs of all of these violations, and their
long-run implications for economic growth and development in America and around the
world, the international community along with the United States should take aggressive
measures to strengthen global enforcement of intellectual property rights.

II.

Innovation, Intellectual Property Rights and Economic Growth

The role that ideas play in global economic life may be greater today than at other times
in modern history. It is clear that a society’s natural resources no longer bear a close
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relationship to how fast it develops and grows. For example, from 1960 to 2000,
economic output and per capita incomes grew more than three times faster in South
Korea, with relatively few natural resources, than in Brazil, a country with abundant
natural resources.2 Much of the difference can be traced to Korea’s relative openness to
technological and other innovations developed elsewhere and imported to Korea through
foreign direct investment or licensing agreements, as well as to Korea’s greater
commitment to broad-based public education that prepared its future workers to adapt to
new technologies and ways of doing business.3
Wherever they originally occur, everyone has an interest in promoting innovations,
because most of the benefits are enjoyed by those who use them. For example, there is
no doubt that the benefits to workers and corporations around the world from using the
Windows operating system far exceed Microsoft’s profits; or that HIV medications
provide much greater benefits to those who use them. However, both the development
and application of economically-powerful innovations depend on legal and regulatory
arrangements that protect the intellectual-property rights of those who develop and
transfer them, and thereby enable them to profit from doing so.
As Paul Romer, one of the world’s leading experts on economic growth, has written,
The knowledge needed to provide citizens of the poorest countries with a
vastly improved standard of living already exists in the advanced
countries. If a poor nation invests in education and does not destroy the
incentives for its citizens to acquire ideas from the rest of the world, it can
rapidly take advantage of the publicly available part of the worldwide
stock of knowledge. If, in addition, it offers incentives for privately heldideas to be put to use within its borders (for example, by protecting foreign
patents, copyrights and licenses, and by permitting direct investment by
foreign firms), its citizens can soon work in state-of-the-art productive
activities (emphasis added).4
There is no controversy among economists about the major role which innovation plays
in economic growth and development. Since the 1950s, researchers beginning with
Nobel laureate Robert Solow have established that the development and adoption of
economic innovation is the most powerful factor determining a nation’s underlying
growth rate. In the United States, the world’s most successful advanced economy, an
estimated 30 percent to 40 percent of the gains in productivity and growth achieved
during the 20th century are attributable to economic innovation in its various forms.5
2
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These innovations encompass the development of not only new technologies, but also
new materials and processes, new ways of financing, marketing and distributing goods
and services, and new ways of managing a workplace and organizing a business.
The dominant role of ideas in economic life is also documented in an important new
study from the Federal Reserve System.6 Its authors analyzed the various ways that
companies use ideas by examining several categories of business spending on so-called
“intangibles,” including: Software programs and databases; scientific and non-scientific
R&D, covering costs to develop products subject to patents, licenses and copyrights, as
well as new-product development costs by service firms; spending on advertising and
market research to create brands; resources devoted to developing new business models
and corporate cultures; and expenditures on firm-specific training. By classifying these
outlays as capital investments intended to increase future rather than current output, the
authors found that U.S. business currently invest as much in these idea-related intangibles
– about $1 trillion a year -- as they do in plant, equipment and other traditional, tangible
forms of investment. They further established that in the 1990s, U.S. business spending
on this long-lasting, knowledge capital grew faster than any other form of business or
personal spending. Finally, they traced more than four-fifths of the gains in the growth
rate of U.S. productivity in the latter 1990s to the development and application of new
ideas. Over the period 1995-2001, the development of new information technologies
accounted for 28 percent of those gains, capital investment in those technologies
accounted for another 34 percent, research and development accounted for 10 percent,
and changes in the organization of firms and worker training in response to innovations
accounted for another 10 percent.7 By applying this approach to data for 2001-2003, we
calculate that nearly 90 percent of U.S. economic growth during this most recent period
can be attributed to increases in the stock of intangible assets.
Economically-powerful innovations originate primarily in advanced economies where
commitments to research and development are strong, the political and economic
environments are stable, barriers to starting new businesses are relatively low, and
intellectual property rights are respected. The close relationship between innovation,
growth and these conditions is evident in the recent records of developing economies. In
the words of two analysts, “most of income above subsistence is made possible by
international diffusion of knowledge.”8 In this regard, the World Bank has reported that
since 1980, the world’s greatest economic gains have been achieved by developing
nations that aggressively opened their economies to foreign technologies and business
methods and protected the intellectual property rights of their developers.9 From 1980 to
2002, the developing East Asian economies achieved growth averaging more than 7.4
percent per year, and the developing South Asian economies grew by an average of more
than 5.4 percent annually. By contrast, Latin American economies with more restrictive
6
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foreign-investment policies and lax intellectual property protections grew by less than 2.5
percent per year over the same period. Generally, another recent World Bank study of
patenting and growth in 92 countries over the period 1960 to 2000 found that a 20 percent
increase in the annual number of patents granted, wherever the technologies originated,
was associated with an increase of 3.8 percent in output, an unusually powerful finding.10
The issue which we examine here is more limited. Given that innovation is the largest
single force responsible for changes in rates of growth and productivity in most nations,
how critical are intellectual-property protections to the development and spread of those
innovations? It may seem obvious that rates of innovation would fall sharply if the
innovations developed by one person or company could be copied and reproduced
without limit or compensation by any other company in any country. Yet, serious
questions have been raised recently about traditional intellectual-property rights,
including appeals to the World Intellectual Property Organization (WIPO). These
questions argue that those rights actually impair economic progress in developing
nations.11 Moreover, one prominent national proponent of this view, the government of
Brazil, recently suspended the intellectual-property rights of three pharmaceutical firms
to new AIDS medications which they developed.12
In fact, the relationship between innovation and intellectual-property rights is wellestablished in modern economics. To be sure, invention for its own sake has not always
depended on those rights. For example, recent research based on data from the
catalogues of inventions displayed at three 19th century world fairs found that inventors
remained active in Denmark and Switzerland during periods in the 19th century when
those nations lacked intellectual-property protections.13 However, the research also found
that the inventions developed in places without patent protections predominantly
involved products in which the inventor could preserve secrecy without a patent, such as
new food stuffs with “secret recipes.” Virtually all of the inventions which ultimately
hastened economic development and lifted living standards – especially new technologies
and manufacturing processes – were developed in societies with strong intellectualproperty protections, most notably the United States and Germany.
A portion of the explanation for these dynamics lies in how people normally respond to
economic incentives. While a few souls are true altruists, most people expend the effort
to develop something that provides economic benefits to others, only if doing so also
benefits themselves as well. Moreover, as corporations have come to dominate the
development of innovations, the prospect of future gains as an essential incentive has
10
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become conclusive. The development of most modern economic innovations, especially
in technology areas, generally requires highly-skilled people and sophisticated equipment
and business organizations. The use of that labor and capital is costly. The only reason
that a business bears those costs and forgoes more immediate and certain returns from
using its labor and capital in other ways is a prospect of larger returns in the future.
The rest of the explanation lies in the essential economic nature of ideas, which make the
prospect of earning future returns from them dependent on legal property rights and
protections. The ideas that animate economic innovations are what economists call “nonrival goods,” which means that unlike “rival goods” such as a piece of equipment or real
estate, an idea can be used by more than one person at a time and easily duplicated.
Because an idea cannot be physically possessed like land or equipment, its use by those
who develop it does not preclude others from using it at the same time.14 As a result, the
returns from innovations cannot be secure without legal protections for the new ideas that
animate them. This dynamic is evident in the results of a recent survey of American
R&D executives, who reported that without patent protections, 60 percent of the projects
which ultimately produced discoveries in pharmaceuticals would never have happened.15

III.

Intellectual Property Rights and Globalization

The importance of intellectual property and other intangibles presents the United States
with unique challenges in a period of rapid globalization. As knowledge expands rapidly
and discovery in many areas becomes easier, the period of time that a firm has to offer its
innovation or discovery, with little direct competition from substitutes, contracts.
Accordingly, American firms have sought to recapture their development costs more
quickly by expanding their worldwide market. Since 72 percent of worldwide GDP and
demand are located outside the United States, the potential increase in sales from
globalization during an innovation’s initial period of high revenues is immense – so long
as the developer’s intellectual property rights are respected outside the United States.
Developing countries face different concerns with regard to intellectual property and
globalization. These countries have less economically-valuable intellectual property and
hence are often significant importers of innovative technologies and expertise. This
prospect may trigger protectionist responses in certain developing countries and tempt
them to simply ignore foreign intellectual property rights. This is especially true because
during the period in which a patent applies, intellectual property rights guarantee that its
owner can charge prices substantially greater than its marginal costs to produce the good.
Hence, recourse to piracy or counterfeiting can significantly reduce the costs of a given
patented product in a developing country. It is sometimes claimed that the market for
14
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many innovative products in low or middle-income countries is too small to affect global
investment in R&D, and therefore developing countries can ignore the intellectual
property rights of foreign companies and improve their welfare at little cost to the rest of
the world. The question is, are developing countries better off if they ignore intellectual
property rights?
Many economists have explored various aspects of this issue in great detail. A clear
consensus has emerged in this literature. The costs to a developing nation of ignoring the
intellectual property rights of foreign companies significantly exceed any benefits. For
example, in one line of inquiry researchers examined whether innovating firms are
sensitive to intellectual-property rights only in the place where they develop their
innovations, or whether the strength of their patents in other countries also matters. Once
again, the economic logic linking the development of new technologies and strong
intellectual-property rights in foreign markets is clear. The prospect of a larger market
for an innovator to earn returns directly stimulates R&D by expanding the potential
customer base against which an innovating corporation can amortize that R&D spending
and by raising the potential rate of return on the R&D. Recent research supports this
logic. One study found that strong intellectual-property protections in developing nations
directly stimulated the pace of innovation in more advanced economies.16
Opponents of traditional intellectual property protections have claimed recently that
regardless of the impact of patent protections in developing countries on the pace of
innovation elsewhere, the innovations benefit primarily those who develop them and not
the people in developing countries. This also is an important issue, since innovative
activity is largely concentrated in stable, advanced countries that can afford substantial
financial commitments to R&D and that encourage firms to commercialize and export the
innovative products and processes which result. Moreover, there is evidence of some
corporations using their patent protections to maintain monopolies and deter potential
competitors from entering the market, focusing their resources on defending their original
innovations rather than developing additional new products.17 Nevertheless, the overall
evidence shows that such adverse effects are outweighed by the contributions of
innovations to growth and productivity in the developing markets to which they were
transferred, as well as the countries where they originated. Those transfers would not
have occurred had the innovators doubted that they could claim rights to the returns.
One major study examined data for 95 countries from 1960 to 1988 and found that
intellectual-property rights had a significant effect on growth in all cases, with the
greatest effects occurring in both the high-income countries where the innovations were
developed and those low-income countries where strong patent protections encouraged

16
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the importation and inward foreign direct investment of innovations.18 These results are
confirmed by another study conducted in 2004 which examined 80 countries over four
time periods covering 1975 to 1994.19 These researchers found that strong intellectual
property protections stimulated growth in countries with high per capita incomes and
even greater gains in countries with low per capita incomes, by encouraging imports and
foreign direct investment from advanced countries.20
Whether these technology transfers occur by export or foreign direct investment usually
depends on the product and the market, with intellectual property rights playing a
significant role in both cases. The existence of strong intellectual-property rights in a
developing country encourages the export of new technologies to that country by both
protecting the exporter from local imitations and increasing the size of the exporter’s
potential market; and several studies have found that countries with relatively stronger
intellectual property rights attract relatively more imports.21 Foreign direct investment is
likely to replace exports as a marketing strategy for innovating companies when the
products are relatively R&D-intensive and the market is large, and when the costs of
conducting the trade and transporting the goods are high and the costs of establishing new
plants are low.22 For example, it is not surprising that foreign direct investment of
technologies that are both complex and easily copied or imitated increases as intellectual
property rights are strengthened especially compared to technologies and products that
are more standardized and labor intensive. The result, as documented in one study, is that
the quality of technologies transferred to developing countries generally rises as those
countries strengthen intellectual property rights.23
Generally, researchers have established that technology transfers to a developing market
increase as it strengthens patent rights, especially when its domestic companies compete
with the foreign innovators,24 and that every one-percent increase in the degree of patent
protection in a developing country expands the stock of U.S. investment in that country
by 0.45 percent.25 As these studies demonstrate, the issue for foreign direct investments
that transfer technologies is ultimately the same as any other investment: Will it raise the
18
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firm’s expected profits so that it can earn a higher return on its protected knowledgebased assets through the foreign direct investment than in any other way?
The evidence also shows the other side of the coin. Countries with weak intellectual
property rights receive relatively less foreign direct investment, and the investment which
they do attract is technologically less sophisticated.26 For example, a survey of 100 U.S.based multinational firms found significant reluctance among them to do business in
India, Brazil, Argentina and Indonesia, all countries cited by the Office of the U.S. Trade
Representative for failing to respect or protect the intellectual property rights of
American companies and citizens.27 More than 80 percent of the pharmaceutical and
chemical companies included in the survey reported that they would not conduct any
joint ventures or transfer or license their technologies in India, despite that country’s huge
market.28 Similarly, among all of the surveyed firms, 62 percent said that they would not
license their product’s production in Argentina, 69 percent said they would not do so in
Brazil, and 73 percent would not do so in Indonesia.
This link between intellectual property protections and foreign investment is also evident
in numerous studies of how U.S. multinational firms shift their revenues for tax purposes.
It is well documented that multinationals participate in an extraordinary amount of
income-shifting across borders, with income derived from intellectual property
accounting for about half of the income shifted from high-tax to low-tax jurisdictions.29
In fact, firms transfer their intellectual property to low-tax jurisdictions so aggressively,
that low tax-rate countries often collect higher corporate revenues than high tax-rate
countries – a genuine Laffer curve effect.30 However, the data show that nations that do
not respect a multinational’s intellectual property rights receive much lower tax revenues
from foreign multinationals, demonstrating the significant role that intellectual property
rights play in determining if a country is an attractive place for multinational investment.
Intellectual property protections also affect the composition of foreign direct investment.
One recent study found that in country-markets with weak intellectual property rights,
foreign multinationals tend to focus on developing distribution channels for their
products – compared to country-markets with strong intellectual property rights, where
multinational focus more on transferring their production technologies and
manufacturing.31
26
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A number of researchers have found that countries that do not aggressively respect
intellectual property rights also have a more difficult time achieving economic growth
through technology transfer. One recent study looked at how reforms in intellectual
property rights in 16 countries over the period 1982 to 1999 affected technology transfers
by U.S. multinational firms to their foreign affiliates.32 The research showed that royalty
payments to parent companies for the use or sale of technologies transferred to their
affiliates increased at times of the reforms, as did R&D carried out by the affiliates as a
complement to the technology imports from their parent companies.33 The conclusion
was that “U.S. multinationals respond to changes in IPR (intellectual property rights)
regimes abroad by increasing technology transfers to reforming countries.”34 This
response was particularly strong among firms whose revenues prior to the reforms
depended most on intellectual property. The data further showed that bilateral trade in
manufactured goods also rises sharply when intellectual property protections are
enhanced.
These dynamics also may lie behind the findings of a recent World Bank study, which
found that during the same period of intellectual property reforms, the share of global
trade comprised of knowledge-intensive or high technology products rose sharply.35
There is also substantial evidence that multinational firms often shift some R&D activity
to countries which respect intellectual property rights, creating positive feedback effects
in those developing countries. Once a multinational locates intellectually intensive
activities in a country, those activities can have positive effects on other domestic
businesses. For example, one study analyzed investment decisions by firms in a large
number of countries and found that as a country’s protections for intellectual property
increase, firms focus more of their activity there on the development of intangible assets,
with a significant, positive effect on GDP growth.36 These findings establish a clear
causal chain and virtuous circle. Countries that respect intellectual property rights
encourage foreign multinationals to transfer state-of-the-art technologies to those
countries. Once that country’s businesses and citizens become familiar with the new
technologies, domestic firms both adopt them and often increase the rate at which they
develop their own intellectual property. These developments lead to higher growth by
domestic firms, which make the country a more attractive locale for further investment by
foreign multinational companies.
In some cases, this virtuous circle has helped produce remarkable economic
transformations. In particular, researchers have shown that as a developing country
32
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33
The countries include Argentina, Brazil, China, Indonesia, Japan, South Korea, Mexico, the Philippines,
Spain, Taiwan, Thailand, and Turkey.
34
Branstetter, et. al., op. cit, p. 26
35
Carsten Fink & Carlos A. Primo Braga, “How Stronger Protection of Intellectual Property Rights Affects
International Trade Flows,” The World Bank, Policy Research Working Paper Series 2051, 1999.
36
Stijn Claessens & Luc Laeven, “Financial Development, Property Rights, and Growth,” The World
Bank, Policy Research Working Paper Series 2924, 2002.

11

modernizes, its R&D expenditures as a share of its GDP tend to not just increase, but to
rise at an increasing rate.37 In some countries -- including Finland, Korea, Taiwan and
Israel – both R&D expenditures and economic growth have sharply exceeded global
norms. The authors of the study also compared this positive experience with other
regions and noted that Latin America in particular underperformed global norms in both
regards. This result is linked to the relative disregard for intellectual property rights in
many Latin American countries.
Respect for the intellectual property rights of foreign companies may benefit developing
in another important way. If multinational firms can expect to have their patents
respected in certain regions, they may be more likely to invest in research projects that
would be beneficial to those regions. A recent study found evidence for this result in data
on increases in research into anti-malaria treatments by pharmaceutical firms following
improvements in intellectual property protections in countries subject to malaria
outbreaks.38 If those data are confirmed, it may demonstrate that greater respect for
intellectual property rights can be literally a matter of life and death in many developing
countries.

IV.

The Value of Intellectual Property in the American Economy

The value of legally-protected intellectual property to the American economy is
enormous. A recent report found that copyright industries alone – principally music,
publishing and software -- accounted for six percent of U.S. GDP in 2002, or more than
$600 billion.39 This estimate does not include the value of the output of patent-intensive
industries such as computers and pharmaceuticals. We estimate that including those
sectors would increase the share of GDP to 9.2 percent.40 These estimates do not include
any of the value of the output from industries such as financial services and equipment
makers that, while not considered traditional intellectual-property sectors, nevertheless
produce goods or services whose value depends substantially on their use of intellectual
property. Moreover, a number of studies have found that the value of such “intangible
goods” has increased significantly, and now constitute a large share of all U.S. domestic
output or production.41
The value of intangibles to firms also has been widely examined and analyzed. A
number of studies have found that companies’ future earnings respond positively to R&D
37
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expenditures.42 Similarly, researchers have also found that public firms’ stock market
returns tend to rise following significant R&D investments, and the market value of a
firm relative to its book value increases following investments in intangibles generally.43
These findings may reflect, in part, the inadequacies of book-value accounting in tracking
intangible investments. Nevertheless, the ratio of a company’s market value to its book
value is a strong and reliable measure of the importance of intangible capital to that firm.
Even after all of the turmoil in U.S. stock markets in recent years, the ratio of market
value to book value for the S&P 500 today is a whopping 3.32.44
This result suggests that intangibles account for 70 percent of the current value of equities
in the United States. Moreover, the finding that the intangible assets of American firms
are more important today than their tangible assets in determining their market value is
supported by the recent Federal Reserve study of the role of intangible assets in overall
investment and recent productivity gains, which we described earlier.45 Furthermore, by
combining these two approaches, we can estimate, at least roughly, both the value of all
of the intangible “knowledge capital” in the American economy and how much of it
constitutes traditional intellectual property.
The Federal Reserve study found (Table 3) that 47 percent of all intangible investment
lies in computerized information (software and databases) and R&D, with expenditures
for organization and branding comprising the remaining 53 percent of intangible
investment. Using the ratio of market value to book value as a guide, and assuming for
simplicity that all forms of intangible investment have the same productivity and
depreciation rate, and that the patterns in the latest data reflect historical patterns, we find
the value of U.S. firms’ intellectual capital comprises 47 percent of their intangible value.
Since intangibles are 70 percent of market value, it follows that the intellectual capital of
U.S. firms is equal to roughly 0.33 [0.47*0.70] of their market value. According to
Bloomberg, the market value of all U.S. equities on September 6, 2005 was $15.2 trillion.
Therefore, the value of intellectual capital on that date would be roughly $5 trillion.46
Alternatively, the Federal Reserve study also found that the value of all U.S. intangible
investment is approximately the same as the value of all U.S. tangible investment. If we
assume here that tangible and intangible investments depreciate at the same rate, then
over time the stock of U.S. intangible capital will approximate the stock of U.S. tangible
42
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capital. The Bureau of Economic Analysis (BEA) estimates the value of the total stock
of U.S. business fixed (tangible) capital in 2003 at $11.7 trillion.47 Assuming that the
stock of U.S. intangible business assets already approximates the stock of tangible
business assets, then business knowledge capital is worth $11.7 trillion, and intellectual
property would comprise 47 percent of that total or $5.5 trillion.48
This range is also consistent with the new pressures on firms arising from globalization.
A company’s profitability increasingly depends on the depth and quality of its intellectual
property, rather than on simply its level of industrialization or modernization. Therefore,
firms with the highest-value intellectual property are most likely to succeed in a highly
competitive global environment and will likely have the highest market value.
These developments also point to the grave economic harm posed by counterfeiting and
other violations of intellectual property rights. These violations reach across major
sectors as well as national borders, inflicting large costs on businesses and individuals.
While revenue losses from counterfeiting are the most direct costs for businesses, sales of
counterfeit or pirated goods also inflict other costs, such as lost wages by workers from
victimized firms, injuries and deaths from counterfeit pharmaceuticals, and the costs to
police markets for violations. Given the scale and scope of the value of patented and
copyrighted goods, these costs may well constitute a significant drain on both national
and world economies and impede the efficient exchange of goods, services, and ideas.
No comprehensive data are collected to assess the full scope and extent of international
counterfeiting and other violations of intellectual property rights. Nevertheless, various
estimates have been developed to gauge the range of those costs. The Organization for
Economic Development (OECD) estimates that the total costs of counterfeiting are
equivalent to 5 percent to 7 percent of world trade.49 Figure 1 represents these costs over
time, based on these percentages of world merchandise exports.
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48
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Figure 1. Cost of Counterfeiting Based on Total
World Merchandise Exports, 1990 - 2004
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Since piracy, counterfeiting and other violations of intellectual property rights are often
clandestine activities, the 5 percent to 7 percent estimates of the direct costs of
counterfeiting are likely conservative. Applying the 7 percent estimate to the most recent
data on merchandise trade from the World Trade Organization (WTO) suggests that the
losses to businesses and workers resulting from counterfeiting alone came to more than
$638 billion in 2004. For purposes of comparison, those losses are greater than the GDP
of Australia, the world’s 13th largest economy.50
The United States, as the world’s largest economy with the greatest levels of patenting
and copyright activity, is especially harmed by counterfeiting. Based on U.S. good
exports of more than $807 billion in 2004 and the OECD’s 7 percent estimate of direct
costs, counterfeiting alone cost the American economy more than $56 billion in 2004.51
Figure 2, below, represents the costs of counterfeiting to the United States over time.

Figure 2. Cost of Counterfeiting Based on a Percentage
of U.S. Merchandise Exports, 1992 - 2004
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Services,”

The impact of modern counterfeiting is particularly severe for businesses and workers in
certain sectors. Core copyright industries including software, musical recording and
motion pictures, represent some 6 percent of U.S. GDP.52 These industries have
benefited enormously from recent technological innovations, including the internet and
modern data-writing technologies which enable them to produce compact disc and digital
versatile disc media that are easier to use and higher quality than older technologies.
However, these same innovations increase their vulnerability to counterfeiting. The
software industry estimates that their $50 billion in global sales of commercial, packaged
software for personal computers in 2003 represented less than two-thirds of the almost
$80 billion in commercial, packaged software actually installed on PCs in that year.53
This suggests that more than one-third of all commercial, packaged software installed on
PCs is counterfeit. In some countries, rates of theft of software intellectual property are
much higher. For example, one study estimated that some 61 percent of installed
software in Brazil is counterfeit.54 According to the same research, American companies
alone lost $6 billion to software counterfeiting in 2004, followed by Chinese firms with
estimated counterfeiting-related losses of more than $2.6 billion.
Violations of intellectual property rights are also rampant in musical recording. One
study of piracy in the global recording industry found that one-third of all compact discs
sold are counterfeit.55 Again, some countries evidence even higher rates of piracy. It is
estimated that 52 percent of the recordings sold in Brazil are counterfeit, with sales of
pirated recordings there topping 73 million units, compared to 66 million units in the
legitimate market. Based only on the sale prices of counterfeit recordings, the global
counterfeit recording market in 2004 topped $4.6 billion, a calculation that does not
include losses from internet file-sharing and other related forms of counterfeiting.56
The worldwide counterfeit market for pharmaceuticals is both large and troubling, given
the potentially-dangerous health effects of counterfeit drugs. While traffic in counterfeit
recordings and software causes significant economic harm, counterfeit medicines cause
injuries and death. For example, at least 30 people in Cambodia died from using
counterfeit anti-malaria drugs in 2000, and at least 59 children died in Haiti in 1997 after
taking counterfeit fever medications.57 In 2003, the WHO reported that 10 percent to 20
52
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industry studies were conducted.
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percent of all drugs used in developing countries are sub-standard, indicating that the
problem of counterfeited pharmaceuticals is very serious.58 Many researchers have tried
to quantify the global market in counterfeit drugs. For example, Business Week estimated
the value of counterfeit drugs sold in 2001 at between $6 billion and $19 billion, while
another study calculated that counterfeiting costs pharmaceutical companies some $12
billion per year.59 The actual costs may well be substantially greater. For example, the
WHO has estimated that counterfeit drugs comprise 6 percent of the worldwide
pharmaceutical market.60 If the counterfeiting is distributed evenly across all drugs, the
WHO estimate suggests that pharmaceutical counterfeiting costs some $30 billion a year,
based on worldwide sales of $492 billion (2003).61 Since the incentive to counterfeit
rises with the price and market size of a good, the actual cost of counterfeit
pharmaceuticals may well be even greater still.
These violations of intellectual property rights also tend to be concentrated in certain
countries and regions. While current data on the trade and sales of counterfeit goods are
insufficient to assess all of the major sources, industry studies provide significant data on
the countries and regions that are most heavily involved in some of the major areas of
counterfeiting. For example, one industry report identified Latin America as the hub of
counterfeiting in musical recordings, with piracy rates of 50 percent or more in every
Latin American country surveyed.62 The worst offender is Paraguay where counterfeits
comprise an estimated 99 percent of the entire recording market. China also has had
extraordinarily high levels of counterfeiting in this area. In China a piracy rate of 85
percent in recordings in 2004 cost record companies an estimated $411 million in 2004 in
that one market. The recording industry also reported that counterfeits comprised up to
66 percent of the recoding market in Russia and 68 percent of the market in the Ukraine.
Thefts of intellectual property in software follow a similar regional pattern. The software
industry has estimated that 36 percent of sold-and-installed software worldwide is
counterfeit, with pirated software comprising 71 percent of the East European market, 63
percent of the Latin American market, 87 percent of the Russian market, and 91 percent
of the market in the Ukraine. 63 The same study also found that counterfeit software is
very common across much of Asia, especially in China, Vietnam and Indonesia.
While these studies provide limited data on certain segments of world trade in counterfeit
goods, they point to some consistent patterns. Developing countries in Latin America,
Eastern Europe and Asia are persistent violators of intellectual property rights in software
and recordings. Moreover, there is evidence that this pattern applies to other forms of
intellectual property. For example, the European Federation of Pharmaceutical Industry
58
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Associations reports that counterfeits account for up to 50 percent of certain
pharmaceuticals sold in China, more than 50 percent of the drug market in Pakistan, and
10 percent of the market in other Asian countries and Russia.64 All of these findings
point to significant rates of intellectual property theft in many developing countries.

V.

The Bush Administration Record

In the face of these findings, the U.S. government in recent years has compiled a
disappointing and troubling record. During President George W. Bush’s first term, his
administration took few steps to sanction the illegal appropriation of American
intellectual property in Asian and Latin American markets,65 and failed to even
formulate and announce a formal strategy for enlisting allies in efforts to enforce
intellectual property rights until 2005.66
The record shows that since January 2001, the U.S. Government’s commitment to pursue
those violating the intellectual property rights of American companies has declined
significantly. The clearest evidence comes in the number of cases filed by the United
States with the World Trade Organization for such violations. Under the agreement on
Trade-Related Intellectual Property Rights (TRIPS), any government can use the dispute
settlement process of the World Trade Organization (WTO) to pursue countries that fail
to protect the intellectual property rights of its companies. Under WTO rules, developed
nations were required to fully implement TRIPS and protect the intellectual property
rights of companies from other countries by January 1996. Developing nations were
required to complete this process by January 2000, while the least-developed countries
were directed to be in full compliance by January 2006.
The current administration has consistently failed to use this process effectively. From
1996 to 2000, the United States filed 15 cases with the WTO charging foreign nations
with failing to ensure that the intellectual property rights of American companies are
respected in their countries. The countries charged with these violations included Brazil,
64
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Argentina, Greece, India, Pakistan, Portugal, Japan, Sweden, Denmark, Ireland and
Canada, as well as the European Community. Yet, from 2001 to the present (September
2005), the number of new cases U.S. filed with the WTO for violations of intellectual
property rights dropped to one single case. Since 2001 has the U.S. government has
failed to pursue most of the 15 intellectual-property cases filed by the preceding
administration from 1996 to 2000.67 In 2005, the Bush administration even proposed to
give least-developed nations an additional ten years, beyond their January 2006 deadline,
to comply with the WTO-TRIPS protections, a proposal which those countries readily
accepted
This lack of commitment to protect U.S. intellectual property rights is also evident in the
recent record of the United States Trade Representative (USTR). Each year, USTR
issues a “priority watch list” of countries that have substantially failed to either protect
the intellectual property rights of Americans or to provide reasonable access to U.S.
patented or copyrighted products.68 Since 2001, six countries -- Argentina, India,
Indonesia, Russia, Lebanon, and the Philippines – have been listed every year for
substantial violations while suffering no retaliatory action by the United States. A
seventh major country that USTR added to the priority watch list in 2002, Brazil, also has
remained on the list every subsequent year without incurring any penalties.
USTR can not control how much protection other countries accord to the intellectual
property rights of American businesses and citizens. But when serious and persistent
violations are identified, the United States government can impose sanctions. The U.S.
can withdraw tariff preferences provided under the General System of Preferences (GSP)
or, in less serious cases, impose penalties equal to the losses arising from the violations.
Since the current administration took office in 2001, it has applied sanctions to only one
country, the Ukraine. Apart from that one case, the United States has imposed no
penalties on any country for tolerating or committing serious and persistent violations of
the intellectual property rights of American companies.
A similarly lax attitude is apparent in the recent record of the International Trade
Commission (ITC). Since January 2001, American companies have filed 107 “Section
337” complaints with the ITC, alleging that imports of pirated or counterfeit goods into
the United States violated their intellectual property rights.69 Of those 107 cases, 75 have
been settled or otherwise disposed of. More than 50 percent of those 75 settled
complaints were ultimately withdrawn, often because the complainant found the ITC
process very protracted, expensive to pursue, and relatively unlikely to produce satisfying
results. In addition, in 17 percent of those 75 cases, the ITC sided with the foreign
importer in another 17 percent of those 75 cases. In the end, less than 30 percent of the
Section 337 cases filed with the ITC since 2001 and subsequently settled resulted in
cease-and-desist orders against the importers.
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Finally, the U.S. Government recently has tolerated a new and unprecedented challenge
to U.S. intellectual property rights by the Brazilian government. In 1997, after Brazil
passed a law authorizing domestic production of five U.S.-patented drugs, the Clinton
administration imposed sanctions that headed off any actual production of the copies.70
In June 2005, however, Brazil renewed this approach, announcing plans to breach the
U.S. patents on three drugs and permit the domestic production and importation of their
generic copies. These are the only instances on record of a government friendly to the
United States officially and formally breaching the recognized patent rights of American
companies. Yet, the Bush administration has failed to respond to this unprecedented
attack on U.S. intellectual property rights. Secretary of State Condoleezza Rice visited
Brazil immediately following the announcement and declined to criticize the action.
Since that time, no American official has denounced Brazil’s decision. In April 2005,
two months before that decision was announced, the USTR began a formal review of
Brazil’s record on intellectual property rights to determine whether it warrants official
sanctions. Given the Brazilian government’s latest and most extraordinary breach of
intellectual property rights, the administration’s decision regarding sanctions will provide
another important measure of its commitment to protecting those rights.

VI.

Conclusion

The critical importance of intellectual property to the American economy is clear and
well-established. Today, intellectual property accounts for some one-third of the market
value of all U.S. stocks -- $5 trillion to $5.5 trillion. That total is equivalent to 42 percent
of America’s GDP and greater than the GDP or any other economy in the world.
Moreover, intellectual property and their protections play a critical role in economic
progress throughout the world.
Extensive economic research and analysis have established that economically-powerful
forms of intellectual property, embodied in innovations, are the largest single factor
driving economic growth and development, and that intellectual property protections are
critical for the development and diffusion of those innovations. The evidence further
demonstrates that the pace at which developing nations grow and modernize depends
substantially on the transfer of these innovations from advanced nations, and that
intellectual property protections in developing nations play a critical role in determining
the extent of those transfers.
In many parts of the developing world today, lack of respect for intellectual property
rights or lax enforcement of those rights remains the rule rather than the exception.
Moreover, since 2001, the United States government has effectively neglected these
issues. If the American government did so, the pace of innovation in the United States
would accelerate and the diffusion of new technologies to the world’s developing nations
would increase, ultimately promoting faster and broader global growth and
modernization.
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In July 2005, the Bush administration created a new “Coordinator of International
Intellectual Property Enforcement” at the Department of Commerce and named Chris
Israel to the post. We believe that the National Intellectual Property Law Enforcement
Coordination Council, which Mr. Israel now heads, should be directed to create special
task forces on compulsory licensing, piracy and counterfeiting of U.S. patented or
copyrighted goods. These task forces would examine foreign enforcement in each of
these areas and issue recommendations for sanctions or new filings against foreign
governments with the WTO. In this way, the United States could make a serious
commitment to protect the single most important element for the country’s future growth
and development, the ideas and innovations of American citizens and companies.
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