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Is vertical merger inferior to patent licensing?

TIAN Xiao-i'*

1. Theoretical Economics Postdoctoral Center Development Institute Yunnan University Kunming 650091
China;

2. Faculty of Management and Economics Kunming University of Science and Technology Kunming 650093
China

Abstract: This paper studies whether an outside patent holder prefers to license its Quality-improving innova—
tion as an external patentee or to merge with one of the firms by Stackelberg duopoly model. The findings are
that if the degree of innovation is high the patent holder prefers vertical merger and the new firm composed
by the patent holder and the follower prefers licensing by means of a per-unit royalty to ad valorem royalty.

Secondly the paper finds if the degree of innovation is low the patent holder directly licenses as an external
patentee. Finally the paper finds vertical merger benefits consumers while licensing decreases consumer sur—
plus as contradicts our government preference for technology licensing.

Key words: Stackelberg competition; qualityimproving innovation; vertical mergers; patent licensing ( trans—

fer) ; social welfare



