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Value of preemptive licensing rights in new product development partnership

WAN Guang—u' °> CAO Yu™

1. School of Economics and Trade Hunan University Changsha 410082 China;

2. School of Business Central South University Changsha 410083 China,

3. Academy of Mathematics and Systems Science Chinese Academy of Sciences Beijing 100190 China

Abstract: The successful development of new products requires multi-party cooperation throughout the innova—
tion chain by using the comparative advantages between companies with technology R&D capabilities and com—
panies with market development experience. When the two parties establish a collaborative relationship in the
early stage of new product development the new products still have high technological uncertainty and market
value uncertainty. This makes it difficult for the two parties to form a specific payoff allocation contract. A flex—
ible preemptive licensing right not only enables the early establishment of cooperative relations but also allows
both parties to postpone specific payoff allocation decisions to a time with less uncertainty. This paper establi—
shes a sequential game model to study the preemptive licensing right. The model includes an innovator respon—
sible for early technology R&D and a marketer for later production and promotion. The two parties are engaged
in partnership on the development of a new product still facing uncertainties in technology and market value.
This article uses contract theory to discuss the value of the preemptive licensing right and considers the infor—
mation asymmetry of the potential average market value of the new product. Results show that when both
parties can reduce R&D costs to a certain extent through cooperation preemptive licensing rights can increase
the R&D investment by the innovator thereby increasing the total payoff of the partnership. Meanwhile the
value of preemptive licensing rights increases with the potential average value of new products the uncertainty
of market value and the degree of market competition. In the case of information asymmetry the innovator
can use preemptive licensing rights to establish a screening model so that high-value marketers can obtain the
licensing right of the product. Our study provides theoretical support for understanding preemptive licensing
rights” value and provides some practical insights for practitioners.

Key words: new product development partnership; preemptive licensing rights; contract theory;
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