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Introduction

This paper offers an introductory overview of three key and inter-related business phenomena – small firms, innovation and intellectual property management – that have important repercussions for economic development. The discussion will draw predominantly on the findings of a series of academic research projects, funded by the UK Government, that were collectively presented in Intellectual Property and Innovation Management in Small Firms (Blackburn, 2003).

For any national economy, the drive to improve production efficiency through innovative business practices and technological developments is essential for improving living standards for all those within that economy. Furthermore, for any advanced industrial economy that is well integrated into the global marketplace, such as Japan or the UK, the continuous upgrading of products and processes is vital for maintaining international competitiveness. Thus, at both national and international levels, it is repeatedly and widely argued by many commentators that innovation is essential to the competitive performance of firms and the growth of economies, just as Schumpeter famously expressed it many years ago, “innovation is the engine of capitalism” (Schumpeter, 1939).

Such innovative activity and competitive performance is obviously not limited to large firms only, for most economies, developed or otherwise, are populated by many innovative small firms also. Indeed, in most industrialised countries, well over 90% of all enterprises can be categorized as small or medium-sized enterprises (SMEs), which are normally defined as those firms with less than 250 employees. Over a wide variety of industrial and business sectors, SMEs have long been recognised as important sources of innovative products and services (Freeman, 1971).
Since innovation is deemed so crucial then the protection of that innovation, especially the intellectual property (IP) embedded within it, must also be imperative.  Almost all countries formally recognise this imperative via various national laws and international agreements, even if the adherence to these laws and agreements is somewhat variable. Such legal frameworks, generally referred to as intellectual property rights (IPR), are designed to protect innovative effort and, in the case of patents, to encourage the diffusion of the new technological knowledge embodied in any innovation in order to stimulate further technological developments. But the establishment and maintenance of IPR is not free and the cost of protection is often seen as a serious barrier for small firms trying to protect their innovative output. Thus the continuing tension between these three inter-related business phenomena – small firms trying to be innovative to survive and grow whilst also endeavouring to protect their intellectual capital invested in that innovative activity.

This paper is structured as follows. A simple review of IPR is offered, especially as it relates to SMEs. Then three separate research projects are summarised, dealing in turn with the exploitation of patent information by UK SMEs, a survey of IP management amongst UK SMEs, and a study of copyright protection strategies amongst small textiles firms in several countries. Finally a summary reflects on the implications for SME owners and relevant policy-makers 

Intellectual Property Rights: Definitions

Intellectual capital comprises the knowledge, skills and other intangible assets that businesses can convert into usable innovative resources to generate a competitive advantage (Teece, 2000). Thus innovation can be termed the commercial exploitation of intellectual capital in some novel manner. Much of a person’s or firm’s intellectual capital can be legally protected as intellectual property - for example, inventions, design images, engineering drawings, software code, musical compositions, literary works, etc. 

Intellectual property rights (IPR) is the legal term associated with what people create when they think, ie their creative ideas.  New ideas are of central importance to the process of innovation, and the law tries to enable people to exploit what they have created by giving them certain exclusive rights to their intellectual capital. Obviously, those new ideas that have commercial potential may be the source of much profit and commercial advantage, so consequently may well attract copies and infringements which the law tries to prevent. Therefore, IPR entail legal sanctions, under both national and international laws, against such copying or infringement.  Such rights might require formal registration at the relevant national or international authorities, may arise automatically without registration, or may be created through contractual relations with other organizations. 

IPR embrace a variety of different legal concepts including, most notably, patents, copyright, and trademarks. Patents offer temporary commercial monopolies to inventors in return for the details of the invention (usually a 3 dimensional artefact) being made publicly available. New products developments in electronics, pharmaceuticals and cars would be obvious examples of patentable innovations. Copyright provides legal protection against copying of a variety of forms of (usually 2 dimensional) creative work such as textile designs, software codes, and literary works. The two IPR areas of patents and copyright are the focus of this paper since they represent the major forms of protection that most innovative small firms look towards for the protection of their intellectual capital.

Being the most predominant form of IPR, patents deserve a little more attention here. Patents are intended to protect and reward inventors - protect them against those who might attempt to steal their ideas and to reward them for publishing their ideas so that these ideas might diffuse more rapidly (ie to the general benefit of the economy). Thus, there is a ‘trade off’ between the patentee and the State. Annual payment of fee maintained protection for limited period and also encouraged rapid exploitation. But as the patent system has developed over centuries (and certainly grown rapidly in the 20th century to almost unmanageable proportions), certain practices have also developed that may discourage its use by small innovative firms. The patent system, both nationally and internationally, is certainly bureaucratic as a result of increasing applications and complexity of technological developments. But worse still for small firms is the behaviour of large innovating firms who abuse the patent system for their benefit (Dunforth, 1987) by for example, patent ‘blitzing’ (making numerous, often incremental applications around one key innovation), or by deliberate obfuscation of the technical information written in the patent application, thus limiting its dissemination potential. 

Yet laws on intellectual property do attempt to protect innovators (who may well be small firm entrepreneurs as well) so that they may gain maximum advantage from their creative efforts.  But intellectual property laws, both nationally and internationally, are not watertight nor always honoured and so there exists many legal disputes over alleged infringements.  Firms, both large and small, may therefore try to reinforce their legal rights with other commercial, or informal, activities to also protect their IPR.

Formal and Informal Methods of IP Protection

Research on IP management has tended to focus on the formal methods of protection. But before we examine some of that research, it must be noted that there are more informal, [or even non-legal!] activities that may be preferred by small firms because of associated costs, time and effort. 

Formal practices entail the deliberate creation of legal rights.  This category can be subdivided into two: those rights requiring registration by the inventor/innovator (patents, registered designs, registered trade and service marks) and those rights created through other means such as contract or arise automatically (such as copyright).  

There are several reasons why innovations may not be protected using formal IPR, each with distinct implications for policymakers wanting to promote greater use of such rights among SMEs.  First, business owners may not be aware that particular innovations can be protected using IPR!  The policy implication here, clearly, is to raise business owners’ awareness of their rights. 

Secondly, business owners may be aware of the IPR framework but decide not to protect innovations formally as intellectual property. This informal approach to protection may be adopted for a number of reasons.  

· They may, for example, prefer to keep innovations secret rather than attempting to protect them with patents, as this would require disclosure. Confidentiality agreements with employees and collaborating firms are further mechanisms used to restrict wider access to new knowledge.

· Alternatively, business owners may feel the benefits of intellectual property rights do not outweigh the costs and risks associated with their acquisition and enforcement.  These business owners may prefer instead to allocate their limited resources to further development and commercial exploitation of innovations rather than to their protection.  Here, policymakers could reduce the costs associated with the acquisition and enforcement of intellectual property rights to influence business owners’ calculations concerning take up of the rights.  

· Reliance on technological complexity embodied in the innovation to inhibit copying. For example, building specialist know-how into products to restrict the possibility of reverse engineering.

· Speed of exploitation of the innovation. Since IPR registration may take some time, certain, short-lived innovations, eg toys, fashion designs, etc may have run their commercial life before any enforcement of IPR could be useful. 

· Joining or using an organisation whose purpose is to protect the interests of intellectual property owners, such as ACID
 or FAST
.

Thus, such informal practices are heavily dependent on degrees of secrecy, confidentiality, speed and cost. What these practices have in common is they do not directly entail the creation of legal rights.  Instead, the management of intellectual property is embedded in other activities, including HRM practices. This does not, however, mean legal sanctions are irrelevant to the use of informal practices.  Trade secrets, for example, may enjoy protection under the law of breach of confidence. However, such informal methods may only provide a temporary advantage. 

Clearly, formal and informal practices are not mutually exclusive. Small business owners can, and do, use a mix of informal practices and legal methods to protect their knowledge and the innovations it generates. 

Research Findings on IPR and SMEs

Three different research projects are reported here, each examining different IPR aspects of the challenges facing SMEs in their battle to innovate and protect their investments.

1.  Use of Patent Information by Innovative SMEs 3
There are two dimensions to the patent system - the protection of one's intellectual creative effort and the dissemination of new knowledge. As noted earlier, the patent system is based on a ‘trade off’ between the State and the patentee. In return for a temporary commercial monopoly for the exploitation of that innovation, patentees agree to disclose their patent information to the public so that wider diffusion of new knowledge might occur. Of course the public includes their competitors who may well be interested in knowing the technical details of that innovation and even be tempted to copy the IP. There is no doubt that patents can be a valuable source of technical information as they are often the only source of such details. The use of this particular source of information is well established amongst certain sectors, most notably pharmaceutical and electronics, to help ascertain the details of their competitors’ developments. But such firms are invariably large and, as Macdonald and Lefang show in their research
, innovative small firms are much less likely to indulge in this activity. 
Their surveys identified two groups of ‘innovative’ small firms – those that had patented an innovation and those that had not. Amongst a series of questions they asked, two key ones will suffice for this review.  Firstly, sources both groups were also asked to list the most important methods of acquiring the relevant information and the findings are presented in table 1 below. The evidence is clear - the use of patent information is low down on the list. Secondly, both group was asked to list the sources of external information that were most important to their innovative needs and the results are shown in table 2 below. What is again clear from this table is that patent information rates very low in the list of important external sources.

From all their findings, Macdonald and Lefang’s conclusions are quite stark -

"The patent system generally makes no contribution of any importance to the innovation of SMEs. Though the vast majority of the surveyed firms consider themselves to be innovative, very few indeed attached any value to the patent system either as a source of information or as a means of protection."  







[Macdonald & Lefang, 1997, p.2] 

2. IP Management in SMEs

In Blackburn and Kitching’s research
, a sample of 400 SME owner-managers, from four sectors (computer services, graphic design, electronics, and mechanical engineering), were surveyed by telephone, and/or interviewed, about their IP protection practices. About half their sample were micro-sized firms, ie less than 10 employees. From the data received, the firms were also categorized as ‘highly innovative’, ‘moderately innovative and ‘non-innovative’. 

From their findings a few key points can be made. Firstly, small business owners adopt a wide range of practices to protect their innovations, as can be seen in tables 3 and 4 below. Secondly, informal protection practices were preferred to formal legal methods, though ‘highly innovative’ small enterprises were more likely to use formal rights. Interestingly almost all innovative firms claim some participation in formal IPR, though actual level of patent and other registrations are not as high. Thirdly, small firms were extremely selective in the adoption of IPR.  The data suggests that SMEs were extremely selective in their adoption of intellectual property rights requiring registration. Most tended to obtain such rights only under very specific conditions: where they anticipated high commercial benefits from the exploitation of innovations; where they believed that formal intellectual property rights offered superior protection to informal methods; and where they possessed the necessary resource IPR in terms of money, time and effort were often perceived by small business owners as prohibitively high. SMEs sought to adopt registrable rights only where they perceived the potential benefits as outweighing the potential costs.  But the benefits of such rights depend on there being a sufficient market to protect.  Where the business served a small or niche market, rather than a mass market, respondents often had little incentive to invest valuable resources obtaining IPR.

But the research found that the key factors in the decision not to adopt formal IPR concerned the financial cost of enforcement and the risk of failure.  Many respondents, even those in ‘highly innovative’ enterprises, felt that without sufficient resources to pursue lengthy litigation probably against larger, much wealthier, organisations, the value of IPR was limited.  Owner-managers also reported doubts about whether IPR could provide effective protection.  Concern about financial costs combined with the risk of failed litigation persuaded many respondents to be wary of the supposed benefits of registration.  

The results presented demonstrate that most owner-managers perceived the law as largely irrelevant to their innovation.  Only 16% of telephone sample respondents felt that the law encouraged product development whilst 72% reported that the law had no effect on their product development.  Nor were ‘highly innovative’ SMEs more likely to view the impact of the legal framework in a more positive light, as can be seen in Table 5. Given this lack of respect for IP laws, it is curious that as many innovative SMEs used formal IPR protection as they claimed.

3. Copyright Protection amongst Small Textiles Design Firms  

Coles, Dickson and Woods examined
 the global problem of illegal copying of textile designs for furnishing fabrics and identified both significant factors that led to this situation and the protection strategies used by small textiles firms to minimize copying.  Their research included interviews of textile designers in 3 countries (UK, Italy and the USA) and a telephone survey of 132 small design firms in the UK. 

Designs are automatically protected in many countries by copyright laws and in the UK this IPR exists for 25 years from first marketing of the design. But such laws are not watertight as proof of deliberate infringement is needed and certain elements of the design (eg, colour) are not covered. Thus prosecution of alleged infringers is not smooth and the legal sanctions, even if the prosecution is successful, are not always very punitive and may not even recompense the infringed firm sufficiently.  Conditions and culture within the textiles industry compound the growing problem, with a highly fragmented structure of very small design studios and freelancers, highly informal business practices, products with short life cycles, and the training of designers based heavily on imitation of past masters.  So those design firms trying to establish themselves through investment in creative designs are continually frustrated by cheap, often illegal imitations.

The research confirmed a widely held belief that infringement of copyright is endemic and increasing in the global textiles industry.  Nearly 40% of the sample had found an illegal copy of one of their designs in the UK in the previous 3 years and over a third had found copies in overseas markets. But another 40% have not even looked for copies! Thus over 60% of firms checking for copies found them in their home market! The most common reasons why the small design firms did not even bother looking was cited as resource allocation, ie the cost and effort required to monitor the market, and their perceived impotence in the face of weak law, especially in overseas markets.

For those firms that bothered to check and did find copies, only about half of them pursued the case further, the rest doing nothing to challenge the possible infringer. The majority of pursued cases (just over 50%) were resolved without going to a formal court case, either by amicable settlement between the two parties without even recourse to lawyers (remember this is a very informal industry with much social networking, as well as there being many instances of unintentional infringement). The next most common conclusion was through formal, lawyer mediated negotiation, ie ‘out-of-court’ settlement. Actual cases leading to a court case only occurred in a small minority (less than10%) of incidents. Whatever the process, the final outcome appeared to satisfy over 70% of firms, which seems a curious state of affairs given the high levels of infringement and the tortuous and uncertain legal process. Yet more telling perhaps is the very low levels of participation in this legal process by the very small design studios and the self-employed freelance designers.

The global situation was fairly similar with high levels of alleged infringements, perhaps more blatant in the copying and concentrated in certain markets, but the pursuit of cases and the success of any formal actions was much lower for obvious cost reasons or because application of different national laws inhibited any concerted action. Not surprisingly, much fewer firms were satisfied with the outcome of overseas infringement cases. The situation for small design firms in the USA was perhaps the brightest, because of strong laws and genuine punitive costs being awarded by courts in successful cases. But again the level of participation by small firms in the legal process was low.

Conclusions and Policy Implications

It is clear that any examination and assessment of the IPR framework must acknowledge the situation for innovative SMEs not just because they represent a significant proportion of economic activity but also because, as the above research has indicated, their participation and satisfaction with the legal processes relating to IPR is far from satisfactory. 

Several policy implications are apparent here. Certainly small firms need to be made more aware of their rights and this will always be an on-going demand for IPR publicity given that there will always be new firms entering the market or existing firms beginning to innovate for the first time.  Much of the problem obviously stems from SMEs’ size (and hence resource issues) but also from their relative isolation from other firms and from relevant agencies that may be able to help. 

For small innovating firms, there will always be desire to strike a balance between formal and informal methods of protecting their IPR and indeed the research shows that many informal practices contribute to firms’ confidence in their IP being secure. Inter-firm trust plays a key role here, so that small firms can depend on interacting with other firms, particularly much larger or overseas firms, without being vulnerable to IPR transgressions. 

So long as small firms perceive the costs of formal protection outweighing the benefits, then their participation within the legal framework will continue to be poor and thus SMEs’ satisfaction with and respect for IP law will remain low. That balance between costs and benefits needs to change. Firms may reduce the costs by avoiding formal IPR methods at their own peril. Perhaps more attention needs to be paid to the benefits, either by improving access to IP processes (eg, information resources, legal advice), by strengthening actual protection via stronger laws (both national and international), or by increasing the penalties of illegal actions such as copying. The example of high punitive charges in copyright infringement cases the USA is salutary in this regard. 

In the light of the indifference shown by small innovating firms to formal IPR, perhaps the more realistic challenge to policy makers will be to target their scarce public resources to stimulating innovation rather than IP protection. After all, SMEs themselves appear the favour that priority. But there must be an appropriate balance so that small innovating firms can feel confident to invest in innovation knowing that they will be reasonably rewarded and protected for their efforts that ultimately generates wider economic benefits also.
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� Anti-Copying in Design


� Federation Against Software Theft


� As described in Blackburn, 2003, chapter 8.


� As described in Balcburn, 2003, Chapter 2.


� As described in Blackburn, 2003, Chapter 4.
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