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Game on Bargaining Power of Incumbent Innovator
and Two-part Tariff Licensing Mechanism

ZHAO Dan, WANG Zong-jun
School of Management, Huazhong University of Science and Technology, Wuhan 430074, China

Abstract ; This paper incorporates such key factors which play roles in innovation as product heterogeneity, R&D spillover and
enterprise absorptive capacity. By means of backward induction in uncooperative game, we examined impacts of cost-reducing
process innovator’'s bargaining power on alternatives of licensing mechanism and licensing gains under the deterministic R&D in
normal-product market. In the same model setup, we compared two-part tariff with fixed-fee licensing and output royalty licensing
from the standpoint of incumbent innovator. Results and conclusions show that incumbent innovator's payoff becomes larger with
its bargaining power in fixed-fee licensing, which nevertheless has no effect on the payoff in output royalty licensing and two-part
tariff. But its bargaining power contributes to find out the optimal licensing mechanism. Moreover, regardless of the actual degree
of innovation and produet heterogeneity, the optimal licensing mechanism is always the two-part tariff which is also the best licen-
sing mechanism compared with no licensing. In addition, the overestimation of incumbent innovator on the degree of innovation,
in combination with high supervision costs and incomplete bargaining power, may be the reason for the coexistence of other licen-
sing mechanisms.

Keywords ; bargaining power; product heterogeneity ; spillover effect ; absorptive capacity ; cost difference ; two-part tariff licensing
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