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Abstract 

In this paper, we assume that there are two potential licensees producing 

homogeneous products and competing with quantities in the market. These two potential 

licensees can reduce their unit production costs if they can be licensed with a better 

technology by an outside licensor. Hence, the better technology from the outside licensor 

is a non-SEP technology, that is, the potential licensees still can produce the products 

without using the better technology. This setup can help us understand how the outside 

licensor designs its proposed licensing contracts in the case of cost-reduction technology 

and analyze the impact of price discrimination on the level of social welfare, given that 

license revenues are excluded from the content of social welfare, assuming that the outside 

licensor is a foreign firm. We have found that the outside licensor’s optimal design of the 

licensing contracts and the level of social welfare both depend on whether the measure of 

price discrimination is adopted. However, whether the level of social welfare increases or 

decreases depends on the advances in the potential licensees’ original production 

technology. Generally speaking, price discrimination may or may not bring about a higher 

level of social welfare, which depends on whether the outside licensor is willing to license 

more firms or not. If a high-cost potential licensee exists in the market after its competitor 

becomes the sole licensee and the difference in their original production costs is large, 

price discrimination will increase both the number of licensees and social welfare. 

However, if the difference in their original production costs is small, both firms will be 

licensed with or without price discrimination and social welfare will be decreased. In the 

case where only one licensee can exist in the market after the licensee becomes the sole 

licensee because of high production costs, the outside licensor will try to change the 

market structure into that of a monopoly by using licensing regardless of whether the 
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measure of price discrimination is adopted. After a cap on licensing fees is implemented, 

the incentive for the outside licensor to increase the number of licensees will be enhanced 

and the amount of the license fees will be decreased. The social welfare will consequently 

increase. 
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