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OA: Robustness Checks

In this section, we explore the robustness of our main model findings to several exten-
sions of the assumptions in the base model. These connect to the discussion in Section
3.3 of the main text.

OA1l: Non-Drastic Innovation

We first investigate the case with non-drastic innovation. That is, we assume that
the profit of the incumbent if y € {1,2} number of start-ups who obtain a superior
substitute is A\y7m,,, where 0 < Ay < A\; < 1. Our baseline model corresponds to the

case with A\; = Ay = 0. To streamline the analysis, we further assume
Assumption 1. min{r}, + 7, — mar, p(75 — 7p)} > M

Assumption 1 can be interpreted as follows. First, 75, + 7, — mar > A7, or equiva-
lently, 75, — My, > 7oy — T, captures a modified arrow replacement effect (Assump-
tion 2 in the main text): the incumbent’s incentive to innovate is greater when faced
with potential competition by E1 than when faced with no competition. Meanwhile,
p(rh — 7p) > M, or equivalently, prh, — \im,, > pmp, states that conditional on
anticipating successful development by E'1, I's expected gain from pursue development
of its acquired project is greater than that of E2.

The main result is the following characterization of equilibrium under acquisitions.

Proposition 1. Suppose Assumption 1 holds. Then, there exists a cutoff T (A1, Xo) €
R, which is decreasing in (A1, X2), such that I acquires E2 if and only if v < T (A1, Ag).

Additionally, if T (A1, o) >0, i.e., so I acquires E2 under some realizations of x,

e When K < min{KEY(0), K5(\)}, E1 chooses the type-0 project if and only if

( Jo #ll = mx () + p(rf — mp)|dF (x) ) - "

+ fglK()\l,)\Q)(l - I)p(ﬂg - WD)]dF(x)

E1 always pursue development (of its project), I pursue development (of its
acquired project) in response to E1 obtaining a superior substitute, and develops
unconditionally if and only if K < K1,.
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e When KE'(0) < K < KE(\), then E1 chooses the type-X project, E1 pursue
development if and only if x is sufficiently large, and I only counter-develops in

response to E'1 obtaining a superior substitute.

e When K > KE()\1), then E1 chooses the type-0 project, E1 pursue development

if and only if x is sufficiently large, and I does not pursue development.

Proposition 1 provides two main insights. First, an increase in (A1, Ay) weakly lowers
the probability in which I acquires £2. Furthermore, for sufficiently small (A1, Ao), i.e.,
so innovation is sufficiently drastic, the equilibrium outcome remains unchanged from
the main text. Thus, our main results are robust to sufficiently drastic innovation.

Second, I finds it profitable to acquire E2 if and only if the probability that E1
obtains a superior substitute is large, i.e., when z is small. Thus, by choosing the
type-X project, E'1 can limit the probability I acquires £2. As E'1 prefers competing
against F2 over I, this provides an additional incentive for E'1 to choose the type-X
project over the type-0 project. This can be seen as the condition under which E'1
chooses a type-0 project under low development costs, (1), is harder to satisfy than the

corresponding condition (9) in Proposition 2 of the main text.
Proof: To prove the claim, we proceed by backwards induction.
Stage 3: Post-acquisition subgame.

Stage 3B. Suppose that E'1 obtains a superior substitute. Not pursuing development
yields I with a payoff of \;m,,. Pursuing development yields I a payoff of prh + (1 —

p)A\imm — K. Hence, I pursue development if and only if
p(rh — M) = KL (M) > K

where K5()\;) > K1, by Assumption 1.
Meanwhile, if E'1 does not obtain a superior substitute, then as in the main text,

I pursues development iff K < K .



Stage 3A. The subgame plays out identically to that in the main text. Namely, if
E1 expects I to counter-develop in response to obtaining a superior substitute, then

E1 pursues development iff K < KE(z). Otherwise, E'1 always pursues development.

Stage 2: Acquisition stage. We now prove the existence of a cutoff Z(A1, \2),

strictly decreasing in (A1, A2), such that I acquires E2 if and only if z < ZT(Aq, A2).
Recall, by Section 3.2.2 of the main text, that I acquires F2 if and only if I’s profits

with an acquisition exceed the sum of I and E2’s profits those without an acquisition.

Given z, the latter is given by

P (1= 2ot + (L= p)p(1 = 2) + (1 = p(1 = 2))p) a7 + (1 = p)(1 = p(1 = 2)) 7,
(2)

Meanwhile, I’s profit with acquisitions depends on the development cost. There are
four cases to consider.

Case 1: K < KI,. I's profit following the acquisition is
p(1 = 2)(prp + (1= p)imn) + (1= p(1 = 2))(pras + (1 = p)7m) — K
Hence, I’s gain from the acquisition, i.e., subtracting (2) from the above, is given by
P (L= a)(mp — Aomy) + p(1 = p(1 — 2))(mar — \imyn) — K
Thus, an acquisition occurs iff

p*(1 — z)(7h = Momm) + p(1 = p(1 — 2))(mar — M) — K > p(p(1 — 2)7p + (1 — p(1 — 2))mpg) — K
= Li(\de,2) = p*(1—a)(nh — 7p) — (p(L = p(1 — &)\t + p° (1 = 2)Aamn) 2 0

(3)

Observe that

OL
8_; = —p2(7r{) —7p) _p2()\1 — X)) < 0

which proves the existence of a cutoff Tx (A1, A2) with the required properties. We



further observe that

0L,

0L,
= —p(1—p(1-— -
P =p(1l =) <0, G

2
=t — —p%(1 —
N p( )T < 0

so the cutoff is strictly decreasing in (Ar, A2).
Case 2: KI, < K <min{KE'(z), K5(\)}. I’s profit following the acquisition is

p(1—2)(prh + (1 = p)Ai7tm — K) 4+ (1 — p(1 — 2)) 7T
Hence, I's gain from the acquisition, i.e., subtracting (2) from the above, is given by
P*(1 — ) (7 — Xom) + (1 = A\)p(1 — p(1 — 2))7,, — p(1 — 2)K
Hence, an acquisition occurs iff
p*(1=z)(rh—=Aamm)+(1=A1)p(1—p(1—2))mm—p(1—2) K > p(p(1—z)mp+(1—p(1—2))mar)— K
That is, if

Lo(M, Do, ) =p?(1 — 2)(h — 7p) + (1 — p(1 — 2))(K — p(mar — 7o)
— (p(1 = p(1 — 2)) M7 + P2(1 — ) A7) > 0 (4)

Now notice that if \; < w, then La(A1, Ay, 1) > 0 while

PTm

La(A1, X2,0) = p*(nh — mp) + (1 = p)(K — p(mtas — ) — p(1 — )M — P* Ao
> p*rnh —mp — pAim, >0,

where the first inequality holds as K — p(ma — ) > Mipm, and p?( A — X)), < 0.
Since Lo(A1, Ao, x) is linear in z, it follows that La(A1, Ae,z) > 0 for all z € [0, 1], so



we can set the cutoff at T(Ay, Ag) = co. Meanwhile, if A; > W, then

m

oL
a_xz = —plp(rp — 7p) = K + p(mar — 7m)] = 0* (M1 = Ao)

IN

—plp(r), — 7p) — (p(mar — (1 = A))) + p(mar — )]
< —p*((7p — ™p) — M) <0

where the last inequality follows from Assumption 1. This proves the existence of a
cutoff T(A1, A2) with the required properties. Finally, to see that this cutoff is decreasing
in (A1, \y), it suffices to show that the cutoff is decreasing on the region with A\; >

W. This holds as

aLQ 3L2 2
o p(1 = p(l —2))mm <0, o = P (1—2)mm <0

Case 3: K5'(x) < K < KL()\). I's profit following the acquisition is ,,. Hence, I’s

gain from the acquisition, i.e., subtracting (2) from m,,, is given by

PP(1—2)(1 = Ao)mp + (1= p)p(L — 2) + (1 = p(L — 2))p)(1 = M)y,
Thus, I acquires F2 if and only if

L3(AM, Ao, @) == K + p*(1 = 2)((1 = Ao)mm, — 7p)
+p(1 =p(1 =) (1 = A\)mm — ) +p(1 = p)(1 = 2)(1 = M) > 0. (5)
From here, we notice that

0L 0L

DY —((1=p)p(1 = z) + (1 = p(1 — 2))p)mm < 0, = (1 - )y < 0
% = —p*lmyr — 7+ (AL — X)) — p(1 — p)(1 — A7 <O

so following the logic of Case 1 yields the existence of a cutoff Tx (A1, A2) with the

desired properties.



Case 4: K > KL()\). I's profit following the acquisition is
p(1 — )7 + (1 — p(1 — 2))mp
Hence, I's gain from the acquisition, i.e., subtracting (2) from the above, is given by
PA(1 = 2)(1 = Xo)mm + p(1 — Ap)7,
Thus, I acquires E2 if and only if

Li(M, Ao, 2) == K +p*(1 — 2)((1 = A2)mm — mp) + p((1 — M) — (1L — p(1 — x))mar) > 0.
(6)

From here, we notice that

8L4 aL4 2

AN m O? AN 1 - m O
DV DT < Dy p (1 —a)my, <
0Ly

= —p(p(1 = Xo)mp, — mp) +mar) <O

so following the logic of Case 1 yields the existence of a cutoff Tx (A1, A2) with the

desired properties.

Stage 1: project choice stage. We now fully characterize E1’s project choice.
Note that if Z(A1, Ay) < 0, then I never acquires E2, so E1’s project choice is identical
to that in the main text. Thus, we focus on the case with T(A1, A\y) > 0 throughout.

Cases 1 and 2: K < K}, and K}, < K < min{KE'(0), K5, (\1)}. Suppose
E1 chooses the type-0 project. Because T(\, A2) > 0, acquisitions always occur.
Following the discussion of Stages 2-3 implies that E'1’s payoff is K5'(0) — K = pIl +
p(rE—7p)— K. Meanwhile, if E1 chooses the type-X project, then E1 obtains a payoff
of KEYz) — K = p(zmx(z) + (1 — 2)[Il + p(7E — mp)]) — K when z < Tx (A, \2), and
p(emx(z) + (1 — 2)II) — K otherwise. Comparing the two, if follows that E'1 chooses
the type-0 project if and only if (1) holds. The remaining equilibrium behaviour for
firms follows from the discussion of Stages 2 and 3.

Case 3: KE'(0) < K < KL (A1) Suppose E1 chooses the type-0 project. Be-



cause T(A1, A2) > 0, acquisitions always occur, and so, following the discussion of Stages
2-3, E1 never pursues development and so obtains a profit of zero. Meanwhile, if E'1
chooses the type-X project, then for any realization of x sufficiently close to one, E'1’s
expected profit is close to prx(z) — K > 0, regardless of whether [ acquires E2 and
I’s subsequent counter-development. Because the CDF over x, F, is continuous, so x
close to 1 is drawn with strictly positive probability, it follows that E'1’s expected profit
from choosing the type-X project is strictly positive. Thus, E1 chooses the type-X
project.

Case 4: K > KL (\1) Suppose E1 chooses the type-0 project. Because T(\1, Ay) >
0, acquisitions always occur, and so, following the discussion of Stages 2-3, E'1 always
pursues development and I never pursues development, so E1’s profit so pmy — K.
As discussed in text, this is the largest possible expected profit E'1 can get under any
project regardless of other firms’ development decisions. Thus, E1 chooses the type-0

project. O

OA2: Simultaneous Development

Next, we consider when both I and E1 make their development decisions simultane-
ously in stage 3. To simplify exposition, we assume 7x(x) = mx is constant.

The main result is the following characterization of equilibrium behaviour.

Proposition 2. Suppose I and E1 make their development decisions simultaneously

in stage 3. Then, the equilibrium outcome of our game is as follows:

1. When KiI, > K, E1 chooses the type-0 project if and only if
1

/ SC{H—WX +p(rh — 7p) |dF(z) > 0.
0

I acquires E2, and both I and E1 always pursue development (of their projects).

2. When Ki, < K <min{KE*(0),pKL+(1-p)K1,}, E1 chooses the type-0 project



if and only if

/Ox<K) x {H —7x +p(rh — m)] dF(x) + /z:K) {H — (zmx + (1 — x)mpy) | dF (),
(7)
where

plprp + (1 = p)(ry — 1)) — K

p*(rp = (T = m))

Z(K) := € (0,1)

is decreasing in K and converges to 1 as K — K1,. T acquires E2, E1 always
pursues development, and I pursues development if and only if * < T(K), and

does not pursue development otherwise.

3. When KEY0) < K < pKL + (1 —p)Ki,, E1 always chooses the type-X project

and I acquires E2. Furthermore,

e When v < min{z(K),z(K)}, I and E1 pursue development with probabili-

ties q; and qy, respectively, where

. K —p(my — mm) = plarxy + (1 —x)my) — K
P —a)wh — (e — )] P —a)(my —7p5)
and z(K) := K—p(pm +(1=p)mas) €[0,1).

p(rx—(prB+(1—p)mar))

e When z(K) <z <Z(K), both I and E1 always pursue development.

e When x > Z(K), E1 always pursues development, which I never pursues

development.

4. When K > pKL + (1 —p)K1L,, E1 always chooses the type-0 project. I acquires

E2; E1 always pursues development, and I never pursues development.

Proof. To prove the claim, we proceed by backwards induction.



Stage 3: Suppose [ and E1 develop with probabilities ¢; and qg respectively. Then,
players’ payofts are given by

P payolt - gr (4 (1 — a)h + (1= p1 = D) pmas + (L~ pbn)] + (1 = gzn)pmas + (1 = p)n] — K )
0 ) (922101 = p(1 = )] + (1 = gl )
BUs payofts a1 (arplemy -+ (1= 2)(pef + (1= p)ma)] + (= an)pteomy + (1= a)man)] ~ K ).
Hence, fix gz € [0,1]. T develops iff
a1 [P0~ 2)ch 4 (1 = p(1 = ) mas = )| + (L ) s = )| 2
while fix ¢; € [0, 1], E1 develops iff
alp(omx + (1= 2)(prB + (1 = pmn)] + (L= a)lplam + (1 - o)m)] > K.

Note that by Assumption 1 of the main text, if I pursues development with proba-
bility zero, then E1 always prefers to pursue development. Therefore, we have three

equilibrium possibilities:

o Case 1: (q7,q%,) = (1,1). This requires
K < min{p(zmx+(1-2)(prp+(1-p)mar)), p(p(L—2)7p+(1—p(1—2))(Tar—7m)) }.

« Case 2: (¢}, qs,) € int([0,1]%). That is, both firms randomize between pursuing

development and not. This requires
plarx+(1—2)(prp+(1—=p)mu)) < K < p(p(1—2)mp+(1—p(1—2)) (7 =)

In this equilibrium, E'1 obtains a profit of zero, while I obtains a profit of (1 —

Pqs)Tm. Furthermore, to ensure firms’ indifference, the probabilities that firms
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pursue development are given by

K —p(my — ) . plerx + (1 —x)mpy) — K
U PO ) )

Ipy = :
PP = o)) — (ma — )]
« Case 3: (¢},q3,) = (0,1). This requires I to prefer not to pursue development

if F'1 always pursues development, i.e.,
K > p(p(1 = x)mp + (1= p(1 = 2))(mar — ).

Stage 2 We now prove that I always acquires E2. By Section 3.2.2 of the main text,
I acquires E2 if and only if I's profits with an acquisition exceed the sum of I and
E2’s profits those without an acquisition. Given x, the latter is given by equation (2).
Meanwhile, I’s profit with acquisitions depends on the development cost. There are
four cases to consider.

Case 1: K < min{p(arx + (1 —z)(pr5 + (1 — p)mar)), p(p(L — 2)7p + (1 — p(1 —
x))(my — mm))} As discussed above, in Stage 3, both I and E1 pursue development
with probability one conditional on an acquisition occurring. Thus, I’s total profits

from acquisition is
P (L= 2)mp + (1= p(l = 2))(pras + (1 = p)7w) — K.

This is the same as I’s profit in the region K < KI, in the main text. Therefore,
following the proof of Lemma 2 in the main text, an acquisition always occurs.

Case 2: p(p(1 — z)7h + (1 — p(1 — 2))(my — ™)) < K As discussed in Section
3, E'1 pursues development with probability one, while I pursues development with
probability zero. Thus, I's profit from acquisition is (1 — p)m,,. This is the same as
I’s profit in the region K > KF in the main text. Therefore, following the proof of
Lemma 2 in the main text, an acquisition always occurs.

Case 3: p(zm, + (1 —2)(prj + (1 = p)mur)) < K < p(p(l — 2)7p + (1 — p(1 —
x))(mar — ). As discussed in Section 3, both firms randomize between pursuing

development and not, so I’s profit is given by (1 — pg};)m,,. Subtracting the sum of [

11



and E1’s pre-acquisition profits from this, yields
GK)=p(1—010=2)(qm +[1—p)mm—plerx + (1 —2)II) + K.

Observe that

' 1 Tm _ —Tm(1 —p) +p<7TID — )
T A Copppy B o s B

and at the largest K in which this case applies (at which ¢j; = 1) we find that

G(K) = p(1 = p(1 — 2))mm — plamx + (1 — 2)I) 4+ p*(1 — 2)7p + p(1 — p(1 — 2)) (70 — )

=p*(1— x)(ﬂé —mp) + px(my — mx) > 0.

Thus, I’s profit under an acquisition is always higher than I and E1’s total profits

pre-acquisition. Hence, an acquisition always occurs.

Stage 1 Since, [ always acquires E2, we need only focus on the post-acquisition
equilibrium in stage 3 to characterize E'1’s project choice. There are four possibilities
to consider.

Case 1: K < p(my — mp). Here, I and E1 always pursue development for all
x € [0,1]. Hence, the equilibrium outcome remains identical to that in the main text.

In particular, E'1 chooses the type-0 project if and only if
1
/ o[l — 1y + p(nf — 7p)|dF () > 0.
0

Case 2: Ki; < K < pmin{prE+(1—p)mar, prh+(1—p)(mpr—7)} = min{ KE}(0), pK5+
(1—p)KL}. Here, for sufficiently large z, I acquires E2, E1 develops, and I does not
develop, while for small x, I acquires £2 and both develop, where this cutoff is exactly
given by Z(K). A simple computation reveals that by comparing E1’s profits between
the type-0 and type-X project, E'1 chooses the type-0 project if and only if

1

/Om(K) x [H —mx + p(np — 7TD):| dF (z) + /I [H — (zmx + (1 — &)m) | dF () > 0.

(K)
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Case 3: KE'(0) < K < pKL + (1 — p)Ki,. Here, for all z < min{z(K),7(K)}, I
and F'1 develop with probabilities ¢ and ¢};; (such that E1 obtains a profit of zero),
(ii) for all z(K) < K < Z(K), both I and E1 always pursue development, (iii) for all
K > Z(K), E1 pursues development and I does not pursue development regardless
of the outcome of E'1’s development. Note that this means if F'1 chooses the type-0
project, then E'1 always obtains a profit of zero. Meanwhile, for any realization of x
sufficiently close to one, F1’s expected profit is close to prx(x) — K > 0, regardless
of whether I acquires E2 and I’s subsequent counter-development. Because the CDF
over x, F', is continuous, so x close to 1 is drawn with strictly positive probability, it
follows that E'1’s expected profit from choosing the type-X project is strictly positive.
Therefore, E'1 chooses the type-X project.

Case 4: K > pKlL + (1 — p)Ki,. Here, I never develops regardless of the
realization of x. Therefore, E'1’s profit so pmy; — K. As discussed in text, this is the
largest possible expected profit E'1 can get under any project regardless of other firms’

development decisions. Thus, E'1 chooses the type-0 project. [

OA3: Large Development Cost

In this section, we assume that development costs are sufficiently large so pIll — K < 0
holds. Note that this also implies K5'(0) < K.

Multiplicity of Equilibria. A key observation is that there can multiple equilibria
in stage 3 following no acquisition. To see this, fix z € [0, 1], and recall that E1’s
profit is Kp(z) := p(zmx(x)+ (1 —x)II). Because prx(z) > K > pll, Kp(x) is strictly
increasing in x. Thus, there exists a unique z(K) such that for all z > z(K), El
strictly prefers to pursue development, provided E2 is doing the same, while for all

r < z(K), the opposite holds. This implies the following:!

o For all z > z(K), the unique equilibrium in the no-acquisition subgame involves

both E'1 and E2 pursuing development in stage 3.

"When x = z(K), there are equilibria in which both firms pursue development and only one firm
pursues development. For simplicity, we focus on the one in which both pursue development.
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o For all z < z(K), any pure-strategy equilibrium in the no-acquisition subgame

involves only one of two startups pursuing development.?

Thus, the project choice of F1 in stage 1, and the reservation value of E2 and so
acquisition decision of I in stage 2 (conditional on acquisitions being allowed) both
depend on which continuation equilibrium is selected in stage 3 for each x < z(K). As
discussed in the main text, we focus on the most-adversarial SPNE. That is, where if

x < z(K), then the equilibrium in which E1 does not pursue development is selected.

Benchmark case: no acquisitions. Let us first describe the equilibrium project
choice of E'1 when acquisitions are banned. Choosing the type-0 project yields 0 as we
select the equilibrium under which £E2 enters. Meanwhile, choosing the type-X project
yields fg(K)(KD(:B) — K)dF(z) > 0. Thus, F1 always chooses the type-X project in
the benchmark. Additionally, £2 always pursues development of its project, while E'1

pursues development if and only if x > z(K).

Acquisitions allowed. We now state the equilibrium in the setting where acquisi-

tions are allowed.

Proposition 3. Suppose that K > pll and the equilibrium in which E1 does not

develop is selected in the continuation game if an acquisition does not occur.

1. When KEY(0) < K < KL, E1 chooses the type-X project, I always acquires
E1, E1 pursues development if and only if x is successfully large, and I pursues

development if and only if E'1 obtains a superior substitute.

2. When K > KL, E1 chooses the type-X project, I acquires E2 if and only if x
is sufficiently large, E'1 pursues development if and only if I is acquired by E2,

and conditional on E2 being acquired, I never pursues development.

Proof. Fixing the realization of x and whether I acquires E2 or not, Stage 3 plays

out as described in Lemma 1 of the main text (if acquisition occurs), or as described

2There also exists an equilibrium under which both E1 and E2 randomize over pursuing develop-
ment and not in stage 3. To simplify exposition, we focus only on pure-strategy equilibria.

14



above (if acquisition does not occur). Meanwhile, stages 1 and 2 play out depending
on whether K > K7, holds. We detail both possibilities below.

Case 1: K < KL. We first argue that I acquires E2 regardless of x. Following
the proof of Lemma 2 in the main text, if + > z(K') such that both F1 and E2 enter,
I acquires F2. Thus, suppose = < z(K). Because E2 enters in the no-acquisition
subgame, FE2’s reservation value is pmy — K and I’s pre-acquisition profit is (1 — p)my,.
Meanwhile, because K > Kp(x) > KE'(x), conditional on acquiring E2, neither E1
nor I develop, so I's profit is m,,. Since m,, > pmy + (1 — p)m, — K, it follows that [
acquires E2.

Given [ always acquires E2, following the proof of Proposition 2 in the main text,
FE1 chooses the type-X project.

Case 2: K > K£. Following the proof of Lemma 2 in the main text, if z > x(K)
such that both E1 and E2 enter, I acquires £2. Thus, suppose that x < z(K). I's gain
is given by (1—p(1—2x))m,,— (1—p)m,, = xpm,,, while E2’s reservation value is pry — K.
Hence, acquisitions occur only when zpm,, — pmas + K > 0, which is strictly increasing
in . Thus, for all x € [O,min{@(K),’”}ﬁr—;K}], where min{g(K),m;fr—;K} > 0, no
acquisitions occur. Since, when no acquisitions occur, E1’s profit from choosing the

type-0 project is zero, it follows that E'1 always chooses the type-X project. [

Discussion. In both cases, allowing I to acquire E2 now has a smaller impact on
the equilibrium outcomes compared to the main text. First, the prospect of E2’s
acquisition does not distort E'1’s project choice. E'1 always chooses the type-X project
with and without acquisitions, the former to avoid direct competition with E2, while
the latter to avoid competition with I (when K% > K), or to induce I into acquiring
E2 to allow FE1 to enter (when K1 < K). Additionally, in case 1, the equilibrium
outcome plays out identically to that in the main-text, and so any differences between
the case of pIl — K > 0 and pll — K < 0 lies with the difference in the development

probabilities in the continuation games following an acquisition and no acquisition.
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OB: Related Strategies and Managerial Implications

OB1: Entry-For-Buyout

In this section, we characterize the equilibrium for entry-for-buyout, discussed in Sec-
tion 4.1 of the main text. As noted in the main text, we assume K < K£ throughout.

When acquisitions are banned, the game plays out identically to that discussed in
the main text, swapping the roles of F1 and F2. Hence, we derive the equilibrium,

summarized in Proposition 4, when acquisitions are allowed.

Proposition 4. For all K > 0, there exists A(K) > 0 such that E1 chooses the type-0
project if and only if

/0 (211 — my(2))dF(x) + A(K) > 0.

Additionally, the equilibrium behaviour of firms is as follows.

1. When K < KL, I acquires E2 and both firms pursue development (of their
projects).

2. When K1, < K < KEY0), I acquires E2, E1 pursues development, and I pursues
development unconditionally when x is sufficiently large, and pursues development

of its project if and only if E1 obtains a superior substitute otherwise.

3. When K < KEY0), I acquires E2, E1 pursues development of its project if and
only if x is sufficiently large, and I pursues development unconditionally when x
is sufficiently large, and pursues development if and only if E1 obtains a superior

substitute otherwise.

Proof. We characterize the equilibrium via backwards induction.

Stage 3B. Fix any x € [0,1] (z > 0 implies I acquired a type-z project). Suppose
that acquisition occurs. If E1 did not obtain a superior substitute, then I pursues

development if and only if

K < plarx(z) + (1 - 2)(my — 7)) = Ky (),
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where K1,(0) = Kf,. If E1 obtained a superior substitute, then I pursues development
if and only if
plrrx(z) + (1 —2)7h) > K.

Since prh, > K by assumption, the above always holds.

Stage 3A. Now consider E'1’s development decision. By the above, E'1 knows that
I always counter-develops in response to E'1 obtaining a superior substitute. Hence,

E1 pursues development if and only if

p((1 = 2)prf + (1 — (1 — 2)p)mur) == Kpp (2) > K,

where we note that ?gl(:v) is increasing in x and satisfies 7?(0) = KEY0).

Stage 2. For an acquisition to occur, I’s post-acquisition profits with an acquisition
must exceed that the sum of I and E2’s profits without an acquisition. In the latter

case, conditional on realizing x, the firms’ joint profits are
pIL— K + pa(my(z) — ID) + (2(1 = p) + (L — 2)(1 = p)*)mp.

Case 1: Ki,(z) > K Both I and E1 always pursue development. Hence, I’s expected

profit from acquisitions is
pIl — K + pr(mx(z) — 1) +p*(1 — 2)(rp — 7p) + (2(1 —p) + (1 = 2)(1 = p)*mm
Subtracting the no acquisition sum of profits between I and E2 from the above yields
p*(1 —a)(rp —7p) > 0

Hence, an acquisition occurs.
Case 2: Ki;(z) < K < Fﬁl (). Here, I pursues development if and only if E'1
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successfully obtains a superior substitute. Therefore, I's profit from an acquisition is

p(pamx () + (1 = 2)rp) — K) + (1 = p)mm,
= pll = K + pa(rx(z) — ) + p*(1 — z)(7p, — 7p)) + (2(1 — p) + (1 — 2)(1 — p)*)mn,
+ (1= p)(K = Ky /()

Subtracting the no acquisition sum of profits between I and E2 from the above yields
p*(1 = z)(mp — 7o) + (1 = p)(K — Ky (x)) > 0.

Hence, an acquisition occurs.

Case 3: KE; (r) < K. Here, neither E'1 nor I pursue development of their projects.
Hence, I’s post-acquisition profit is m,,. Subtracting the no acquisition sum of profits
between I and E2 from this yields

(zp+ (1 —2)(p+p(1 = p))mm — pll + K — p(nx(x) —1II)
= K — Ky(z) +p*(1 = 2)(mr — mp) + p(1 — p)mm > 0.

where the inequality holds as K — K1,(z) > K — Fgl(m) > 0. Hence, an acquisition

always occurs.

Stage 1. We move on to E2’s project choice. Since acquisitions always occur in stage
2, B2 compares its gain from acquisition from choosing either project type, i.e., the
sum of E2’s reservation value, pIl — K, plus 8 times the increase in expected total
surplus of [ and E2 from acquisitions occurring over when acquisitions do not occur.
Note throughout that

1. If E2 chooses the type-0 project without acquisitions, then £E2’s payoff (and thus

his reservation value) is pIl — K.

2. If E2 chooses the type-X project without acquisitions, then E2’s payoft is pll —
K +p [} x(rx(z) — M)dF(2).
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Case 1: K, (0) > K By the discussion of stage 3, if E2 chooses the type-0 project,

then I’s post-acquisition profits is
pll — K + Bp*(vp, — 7p).

while if E2 chooses the type-X project, then E2’s expected profit from choosing the
type-X project is

1
P K 4 p [ almx(a) - IF() + 321 - (e - o))
0
Hence, E2’s payoff from choosing the type-X project is
1
pll — K + /O alemx () = WdF (z) + Blp* (1 — p)(rp = 7p) = (u(1 = p) + (1 = p)(1 = p)*)mm).

Comparing the two, we see that E2 chooses a type-0 project if and only if

/ o[l = 7 (2)]dF () + Bpu(rh — 7p) > 0.
0 —

=A(K)>0.

Case 2: K (0)< K < Fﬁl(()). By the discussion of stage 3, if £2 chooses the type-0
project, then E2’s payoff under a type-0 project is

plL— K + B(p*(rp — 7p) + (1 — p)(K — K'(0)).

Meanwhile, let 27(K) denote the unique solution to K = K1 (2!(K)), such that K <
K1,(x) if and only if z > 2/(K). Then if x > z/(K), E2’s profit is

Il = K + pa(mx(x) — 1) + B(p*(1 — z)(7p — 7p)).
while if < z!(K), E2’s profit is

Pl — K + pa(mx () — 1) + p*(1 — 2)(mp — 7p)) + (1 — p)(K — Ky (x)).
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Hence, E2’s payoff under a type-X project is

1 2! (K)
pIl — K+p/0 w(mx(z) = MdF(x) + B(p*(1 — p)(rp — 7p) + (1 —P)/O (K — Ky (2))).

Comparing the two, we see that E2 chooses a type-0 project if and only if

1$ v (z T 2, (rl _ 1 _ f;I(K)(K—K]IW(O))dF(a:)
| elttnxtoar @)+t~ m) + - fé”’“)(mx)—Kﬂzmndm)D20'

J

=A(K)

Finally, note that by assumption on the primitives, p(my —7m,,) < K < prx(z) holds for
all z € [0,1]. Therefore, K4,(0) = p(my—mm) < plarx(x)+(1—2) (T —7m) = KL (2).
This means that A(K) > 0.

Case 3: K, (0) < K < KL(0). Let 2F(K) < 2!(K) denote the unique solution to
K1 (2F(K)) = K, such that (i) K > Ky () if v < 28(K), (i) KI,(z) < K < Ky, ()
if v € [2P(K),2'(K)), and (iii) K > Kl,(z) if + > 2(K). E2’s profits under cases
(ii) and (iii) have been covered previously. Meanwhile, for case (i), if £2 chooses the

type-0 project, then E2’s post-acquisition profit is
Pl = K + pa(mx (2) = I0) + B(K — Ky (2) + p*(1 = 2)(mar = 7p) + p(1 = p)7m).
Thus, if E2 chooses the type-0 project, then E2’s payoff is
pll — K + B(p*(nhy — mp) + K — K1,(0) + p*(mar — h) + p(1 — p)mm).
If E2 chooses the type-X project, then E2’s payoff is

201~ wirh o)
29 (K K ())dF () )

pH—K+p/O z[rx(x) = ]dF (x) + ( i
SR = @) (s — 7h) + p(1 — p)mn)dF (x)
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Hence, comparing the two, we see that F2 chooses the type-0 project if and only if

p/o z[lI — wx (x)]dF(z)
frz(K)(K K1,0) +p*(1 — 2)(mp — 7h) + p(1 — p)mp )dF (2)
+ | PPulrh —7p) + sz(K) (K () - KIIV[(O)) +p?(1 —z)(mpr — 75) + p(1 — p)m, )dF ()
+ [T K (@) — KL (0))dF ()

=A(K)

> 0.

Since we had previously proven that K1,(x) > Kf (0), A(K) > 0 holds. O

OB2: In-House Innovation vs Acquiring to Innovate

This section analyzes the model of in-house R&D by the incumbent introduced in Sec-
tion 4.2 of the main text. Section OB2.1 introduces additional assumptions on model
parameters. Section OB2.2 provides a complete characterization of equilibrium behav-
ior and the proof. Section OB2.3 compares innovation outcomes and the incumbent’s

revenues and profits in the model with acquisitions to that with in-house R&D.

OB2.1: Additional Assumptions

Let 7 := p?nZ +p(1—p)mp+p(1—p)7E + (1 —p)?myr and [p = prE + (1 —p)my. 1p
is the profit a startup obtains from obtaining a superior substitute conditional on the
other startup and the incumbent pursuing development of a type-0 project. Meanwhile,
I1p is the profit of a startup from obtaining a superior substitute conditional on only
the incumbent pursuing development of a type-0 project.

We make the following four assumptions throughout:

1. Profit ordering: my — 7, < llp < 7k < 7, < lp., g + p*(np — 78) < 7k

and 7, > pr?
2. Development success rate: p =1/2

3. In house R&D cost: 1[n], — 74] > c.
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One example of when this holds is the following numerical example: 7,, = 0.75,
v = 1.05, 7€ = 0, 7p = 0.3, 75 = 0.25, L. = 0.55, 75, = 0.575, ¢ = 0.005, and
F(x) = 2? and mx(x) = 0.67 for all z € [0, 1]. Then,

1 1

T — T < llp < mp < 7 < 1lp,
0.3 0.4 0.5 0.575 0.65

7 + p*(7p —WTD) < Wé .

0.475 0.5
1
I 1
—N\TTpH — T > C
b =) > o
0.01
0.0625

We will use this example to illustrate several our of results below.

Equilibrium behaviour. We focus on Subgame Perfect Nash Equilibrium. When
there are multiple equilibria, which arises when the development cost is high so only
one startup can pursue development with probability one following I’s investment in

in-house R&D, we focus on the one which maximizes E1’s profit.

OB2.2: Equilibrium Analysis
Our main result is the following characterization of equilibrium behaviour.
Proposition 5. In equilibrium,

1. Suppose that K < p(my — 7). Then, I invests into in-house RED and all
three firms always pursue development (of their projects). E1 chooses the type-0
project over the type-X project if and only if

/0 o(Iy — 7y (2))dF(z) > 0. 8)

2. Suppose that p(my — ) < K < pllp. Then, I invests into in-house RED, both
E1 and E2 always pursue development, and I pursues development if and only if

either E1 or E2 obtain a superior substitute. E'1 chooses the type-0 project over
the type-X project if and only if (8) holds.
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3. Suppose that plly < K < prl. Let

o K —pllr
T(K) = p—(HD T,

Then, I invests into in-house RED, E1 always pursues development, E2 pursues
development if and only if E1 had chosen a type-X project and realizes x > T(K),
and I pursues development if and only if either E1 or E2 obtain a superior

substitute. E'1 chooses the type-0 project over the type-X project if and only if
1
/ (I — () + p(E — 70))dF ()
0

! p(rf — 7f)
—i—/x(K)p(l—:c) < (1 — p)(may — 7E) )dF(x)EO. 9)

which holds if and only if K is sufficiently small.

4. Suppose that w1 < K. Let

K —p(Tly +p*(7p — 7F))
(k) = p(p — Ty — p*(mp — 77))’
K, = [zmy, + (1 — 2)1/275 — 2]

Then,

(a) For all K < Ky, I invests into in-house RED, E1 always pursues devel-
opment, E2 pursues development if and only if E1 had chosen a type-X
project and realizes © > x(K), and I pursues development if and only if
either E1 or E2 successfully obtain a superior substitute. E1 chooses the

type-0 project over the type-X project if and only if
1
/ (Il — 7x(x) + p(nh — 7p))dF (z)
0

+/; )p(l—x)<+( plrp = o) . )dF(w)zo. (10)

(K L =p)(mm —7p)
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which holds if and only if K is sufficiently small.

(b) Forall K > Ky, I invests into in-house RED if and only if the realized value
of x satisfies v < x(K) and K, > K. If I does not invest into in-house
RED, E1 and E2’s development decisions coincide with the benchmark
model. Otherwise, E1 and E2’s development decisions are as described

above. E1 chooses the type-0 project over the type-X project if and only if

/0 (Il — mwx(z))dF ()

- / (1 —z)p(rE — 7p)dF(z) > 0. (11)
zef{a'<z(K):K 1 >K}

We prove Proposition 5 below. Readers who are interested in the comparison of equi-

librium behaviour to that in the main model may skip directly ahead to OB2.3.

Proof:  We first characterize the equilibrium development of startups following E1’s

project choice and for a given development response by I.

Lemma 1. Suppose that K < Ilp, E1 realizes a type-x project, and I invests into
in-house Ré€D. Then,

1. If startups anticipate I pursuing development when at least one of the startups
obtain a superior substitute, then the unique equilibrium which maximizes E1’s

profit is given as follows

e Ifx > %T(K), then both E1 and E2 pursue development (of their projects).

e Ifx <T(K), then E1 pursues development, and E2 does not.

2. If startups’ anticipate I developing when ezactly one of the startups obtains a
superior substitute, then the unique equilibrium which mazimizes E1’s profit is

given as follows

e Ifx > x(K) then both E1 and E2 pursue development.

e Ifx < x(K), then E1 pursues development, and E2 does not.

3. Otherwise, the unique equilibrium has both E1 and E2 pursue development.
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Proof. Suppose startups anticipate I developing when at least one of them obtain a
superior substitute. Then, E1’s profit from pursuing development conditional on E1
pursuing and not pursuing development is p(zmx(z) + (1 — z)Ilr) — K and p(xmx(z) +
(1 —x)llp) — K respectively. Meanwhile, £2’s profit from pursuing development con-
ditional on E1 pursuing and not pursuing development is p(zIlp + (1 —z)II7) — K, and
prp — K respectively. Observe then that if p(21lp+ (1 —2)lIr) — K > 0, ie., x > T(K),
then the unique equilibrium involves both startup pursuing development. Meanwhile,
if p(zllp + (1 — 2)lIr) — K <0, i.e., < T(K), then there are three possible equilib-
ria: only E1 pursues development, only E2 pursues development, or both E1 and E2
randomize between pursuing development and not. In the latter two cases, F1’s profit
is zero. Meanwhile, in the first case, E1’s profit is p(zmx(z) + (1 — x)IIp) — K > 0.
Thus, the equilibrium which maximizes E1’s profit is the one in which E1 pursues
development with probability one.

Next, suppose startups anticipate I pursuing development when only one of the
startups obtain a superior substitute. Then, E1’s profit from pursuing development
conditional on F1 pursuing and not pursuing development is p(zmx (x) + (1 — x)[IIr +
p*(mp—7E)]) — K and p(zmx(z)+ (1 —2)lp) — K respectively. Meanwhile, F2’s profit
from pursuing development conditional on E'1 pursuing and not pursuing development
is p(xllp+(1—x)[Ur+p*(rp—7E)])— K, and prp— K respectively. Following a similar
logic to the preceding case then shows that if p(zIlp + (1 —x) [y +p?*(mp —7&)]) — K >
0, i.e., * > z(K), then the unique equilibrium involves both E1 and E2 pursuing
development. Otherwise, i.e., x < z(K), then the equilibrium which maximizes E1’s
profit is the one in which E'1 pursues development with probability one.

Finally, suppose that startups anticipate I to never pursue development. Then, the
game between startups mirrors that in the benchmark case with no acquisition. Hence,

as per Proposition 1 in-text, both startups pursue development. Il
We now characterize the equilibrium development of firms in stage 3.
Lemma 2. Suppose that x € [0, 1] is realized, and I invests into in-house R€D. Then,

1. Suppose that K < p(mwy — 7). Then, all three firms always pursue development
(of their projects).
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2. Suppose that p(my — ) < K < pllp. Then, both E1 and E2 always pursue
development, and I pursues development if and only if either E1 or E2 obtain a

superior substitute.

3. Suppose that 1y < K < prl.. Then, E1 always pursues development. Meanwhile,
E2 pursues development if and only if v > T(K).

4. Suppose that h < K < prL. Then, E1 always pursues development. Meanwhile,
E2 pursues development if and only if v > z(K).

5. Suppose that K > prh. Then, both E1 and E2 always pursue development, while

I never pursues development.

Proof. We divide the proof depending on the development cost.

Case 1: K < p(mp — my,). First, consider I’s development decision. If two (one)
startups obtain a superior substitute, then I's expected profit is prt.— K (prh— K) from
pursuing development, and 0 otherwise. If no startups obtain a superior substitute,
then I’s expected profit is pmys + (1 — p)m,, — K from pursuing development, and ,,
otherwise. Given the profit orderings, it follows that since K < p(my — m,), I's profit
from pursuing development is always positive, so I pursues development. Applying
Lemma 1 then yields the equilibrium behaviour of F1 and E2 as stated above (here,
Z(K) <0, so E1 and E2 always pursue development).

Case 2: p(my — 1) < K < pllp. Consider I's development decision. Following
the preceding logic, I’s profit from pursuing development is positive if and only if at
least one startup obtains a superior substitute. Thus, I pursues development if and
only if at least one startup obtains a superior substitute. Applying Lemma 1 then yields
the equilibrium behaviour of E1 and E2 as stated in the Lemma (here, Z(K) < 0, so
E1 and E2 always pursue development).

Case 3: plly < K < prl. As in Case 2, it is easily verified that I pursues
development if and only if at least one startup obtains a superior substitute. Applying
Part 1 of Lemma 1 then yields the equilibrium behaviour of F1 and E2 as stated above.

Case 4: prl < K < prh. Consider I's development decision. Following the
logic of Case 1, I’s profit from pursuing development is positive if and only if exactly

one startup obtains a superior substitute. Thus, I pursues development if and only if
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exactly one startup obtains a superior substitute. Applying Part 2 of Lemma 1 then
yields the equilibrium behaviour of E1 and E2 as stated above.

Case 5: K > prh. Consider I’s development decision. Following the logic of
Case 1, I never pursues development. Applying Part 3 of Lemma 1 then yields the
equilibrium behaviour of £1 and E2 as stated above. Il

We now complete the proof of Proposition 5.

Proof. We divide it into cases depending on the development cost.

Case 1: K < p(my — 7). We first show that [ always invests into in-house
R&D. Suppose that F1 holds a type-x project. By Lemma 2, all three firms pursue
development. Thus, I’s profit from pursuing in-house R&D is

z(plpmp, — K]+ (1 — p)[pmu — K])
1 —2)(p*[pr] — K]+ 2p(1 — p)[prh, — K] + (1 — p)*[prar — K]))

+ (
+ (1 —p)z(l—p)+ (1 —2)(1—p)*|mm —c

Meanwhile, if I does not pursue in-house R&D, then both E1 and E2 always pursue

development. Thus, I’s profit from not pursuing in-house R&D is

(z(1=p)+ (L= 2)(L = p)*)Tm

Hence, I invests in in-house R&D if and only if

z(plpr, — K]+ (1 = p)[p(mar — 7)) — K))
+ (1 —2)(p*[pr] — K]+ 2p(1 — p)lprp, — K] + (1 = p)*[p(mar — mm) — K])) > ¢

This is positive as p(my — 7 — K) > 0, prf — K > 0 and

(zp+2(1 — 2)p(1 — p))(pr], — K) > 1/4(n], —7p)  (as K < pm})

> ¢ (by assumption on ¢).

Given [ always invests into in-house R&D, it follows that E1’s profit from choosing

the type-0 project is pll;y — K, and from choosing the type-X project is p fol [xmy (x) +

27



(1 — 2)lIy]dF(z) — K. The former is greater than the latter if and only if (8) holds.
Case 2: p(my — mp) < K < pllp. We first show that I always invests into in-

house R&D. Suppose that E'1 holds a type-z project. By Lemma 2, F'1 and E2 pursue

development, while I pursues development if and only if at least F1 or E2 obtain a

superior substitute. Thus, I’s profit from pursuing in-house R&D is

aplprp, — K]
+ (1= 2)(p*lpr; — K]+ 2p(1 = p)[prp — K]) + (1 — p)[a(1 — p) + (1 — 2)(1 — p)*]mm — c.

Meanwhile, I’s profit from not pursuing in-house R&D is
[2(1 = p) + (1 = 2)(1 = p)’|mm.
Hence, I invests in in-house R&D if and only if
wplpry — K]+ (1= 2)(p*[pr] — K| +2p(1 = p)lpmp — K]) > c.

Following the logic of Case 1 verifies that the preceding inequality holds, so I always
invests into in-house R&D. Following the logic of Case 1 then shows that E'1 chooses
the type-0 project if and only if (8) holds.

Case 3. plly < K < prl. We first show that I always invests into in-house R&D.

Consider when x > Z(K). Then, the equilibrium behaviour of E1 and E2 (and I)
mirrors Case 2. Thus, I prefers to invest into in-house R&D.

Next, suppose x < T(K). By Lemma 2, E1 is the only startup which pursues devel-
opment, while I pursues development if and only if E'1 obtains a superior substitute.

Thus, I’s profit from pursuing in-house R&D is
o7 + (1= 2)[p(prp — K) + (1 = p)mn] — ¢
Meanwhile, I’s profit from not pursuing in-house R&D is

(2(1=p) + (1 = 2)(1 = p)*) 7.
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Hence, I invests in in-house R&D if and only if if and only if
pry, 4+ (1 —2)p(prh, — K) > c.
This holds as

prm + (1 — 2)p(pry, — K) > a(pmy — K) + (1 — 2)p(pr, — K)  (as p(may — m) < K)
> [z +p(l—2)(1—p)(prp — K)  (as my > 7p)
> (zp+2(1 — 2)p(1 = p))(prp — K) > ¢

We now consider E1’s project choice decision. Consider E'1’s profit from choosing the
type-0 project. Note that because K > plly, T(K) > 0. Thus, if E'1 chooses the type-0
project, then E2 never pursues development of its project. Hence, E1’s profit from

chooses the type-0 project is
plIl+p(rp — mp)] - K,

Meanwhile, if E'1 chooses the type-X project, then E1’s expected profit is

p</0$[mx(x) b (1= 2)(TT + p(rE — 7p))dF (x) + /; wrx(z) + (1 — x)HT]dF(x)) K

Thus, taking the difference between the two, it follows that E1 chooses the type-0
project if and only if (8) holds.

Case 4. prl < K. It is straightforward to argue that for all K > prk,, I’s profit
conditional on investing into in-house R&D is non-positive. Thus, I never invests into
in-house R&D. In turn, E1’s project choice, and E1 and E2 development decisions,
mirror those in the benchmark model.

Hence, we focus on the region prt < K < prl. We begin with the following
observation. Defining

K, = [xm, + 1/275 — 2],

we will argue the following:

1. If K < Ky, then I develops for all x
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2. If K > K, then I develops if and only if z < z(K) and K, > K.

To prove this, we argue that for all x > Z(K), I invests into in-house R&D if and only
if K < Ky, while for all z < z(K), I invests into in-house R&D if and only if K < K.
These claims, combined with the fact that K, is increasing in x by assumption (as
T > 1/275 by assumption), proves the above.

Consider first z > z(K). By Lemma 1, both F1 and E2 pursue development, while
I pursues development if and only if exactly one start-up obtains a superior substitute.

Thus, I'’s profit from pursuing in-house R&D is

xplprp, — K]
+ (1= =)2p(1 = p)[prp, — K]) 4+ (1 = p)[z(1 — p) + (1 — 2)(1 — p)*)mn — c.

Meanwhile, I’s profit from not pursuing in-house R&D is
[2(1 = p) + (1 = 2)(1 = p)*|m
Hence, I invests in in-house R&D if and only if if and only if
[xp +2(1 = 2)p(1 = p)l[prp — K1) = 1/2[1/2m, = K| > ¢

which holds if and only if K < K.
Next, suppose that © < z(K). By Lemma 1, only F1 pursues development, while 1
pursues development if and only if exactly one start-up obtains a superior substitute.

Thus, I’s profit from pursuing in-house R&D is
o7, + (1 — 2)[p(prh, — K) + (1 — p)m,] — c.
Meanwhile, I’s profit from not pursuing in-house R&D is

(2(1=p) + (1= 2)(1 = p)*)mn.
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Hence, I invests in in-house R&D if and only if if and only if
paty + (1= 2)plprp — K) = ¢,

which holds if and only if K < K.

We now turn to E1’s development decision. First, consider K < K,. Consider
E1’s profit from choosing the type-0 project. Then, I always invests into in-house
R&D, E1 pursues development while E2 never pursues development (as, since 74 >
Iz + p*(mp — 75), 2(K) > 0), and I counter-develops in response if and only if F1

obtains a superior substitute. Thus, E1’s profit from choosing the type-0 project is

P+ p(nf — 7p)] - K.

Meanwhile, if E'1 chooses the type-X project, I always invests into in-house R&D, E'1
pursues development while £2 pursues development if and only if + > z(K), and [
counter-develops in response if and only if E1 (or E2) obtains a superior substitute.

Thus, E'1’s expected profit is

T 1
10(/0 a7 x () + (1 — 2)(IL+ p(nf; — 7p))|dF (x) +/ a7 x () + (1 — 2)Ily + p?[mp — W%E]]dF(w)> - K.

T

Taking the difference between the two, it follows that E1 chooses the type-0 project
if and only if (8) holds.

Next, suppose K > K. If E1 chooses the type-0 project, then I never invests into
in-house R&D. Thus, E1’s profit mirrors the benchmark case, which is

pll — K.

Meanwhile, if E'1 chooses the type-X project, then I invests into in-house R&D if
and only if z € {2/ < z(K) : K,y > K}. Furthermore, conditional on investing into
in-house R&D, [ always invests into in-house R&D, E1 pursues development while

E?2 never pursues development, and I counter-develops in response if and only if £1
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obtains a superior substitute. Thus, E'1’s profit from choosing the type-X project is

/ plemx(z) + (1 — 2)IT) — K]dF(z)
xg{o'<z(K):K,>K}}

+ / plemx (@) + (1 — 2)(I + p(rk — 7)) — K]dF(2).
ve{r/ <z(K):K,>K}

Taking the difference between the two, it follows that E1 chooses the type-0 project if
and only if (11) holds. O

0B2.3: Discussion

Comparison of equilibrium. We now discuss the difference between the equilib-

rium of this model with in-house R&D, and that in the main text with acquisitions.

Low Development Cost. First, observe that in the region K < plly (so K <
min{ K5(0), pr5}, both models have the same equilibrium behaviour by firms given
E1’s project choice: I obtains a type-0 project either by investing in in-house R&D (in
this model) or by acquiring E2 (in the main model), E1 (and E2) pursue development
of their projects, and I always counter-develops in response to a startup obtaining
a superior substitute. Furthermore, we recall that in the benchmark case without
acquisitions/in-house R&D, E'1 chooses the type-0 over the type-X project if and only
if .
/0 (I — e (2))dF (z) > 0.

This condition is easier to satisfy than (8). Therefore, I’s in-house R&D induces a kill
zone. This is similar to the model with acquisitions where, as discussed in Corollary 1

of the main text, I's acquisition induces a kill zone.
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In the numerical example, we find that
1
/ (I — 7 (2))dF () ~ 0.003 > 0;
0
1
/ (Il — 7x(x) + p* (75 — mp))dF (x) =~ —0.005 < 0;
0
1
/ z(Ily — mx(x))dF(x) ~ 0.3133 < 0.
0

Thus, E1 chooses the type-0 project in the absence of acquisitions/in-house R&D, and
chooses the type-X project anticipating I to acquire E2 or for I to invest in in-house

R&D.

Medium Development Cost. Next, consider the region plly < K < prh. In
the main model, firms have the same equilibrium project choices and development
decisions as described above. In the alternate model, I still invests in in-house R&D,
E1 (but possibly not E2) always pursues development, and I counter-develops at
least in response to exactly one startup obtaining a superior substitute. However,
E1’s project choice decision may now differ from the main model. For K < Ky, the
conditions for when E'1 chooses the type-0 project over the type-X project, (9) and (10)
respectively, may or may not be weaker than the benchmark setting. By inspecting the
corresponding formulas, they are more likely to hold for K is small, i.e., so E'1 chooses
the type-0 project if and only if K is sufficiently small. Meanwhile, for K > K, (11)
is weaker than the benchmark setting, so the incumbent’s R&D induces a safe space.

In the numerical example, we find that both (9) and (10) are strictly satisfied for
all K within this region (see below). Thus, for all pll; < K < prl, either I invests
into in-house R&D and, anticipating this, £'1 chooses the type-0 project (which occurs
when K is low), or I does not invest into in-house R&D and, anticipating this, E1’s
project choice mirrors that in the benchmark case, which involves choosing the type-0
project. This differs sharply from the main model with acquisitions where, as discussed

above, E'1 chooses the type-X project anticipating I to acquire F2.
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To verify this, first consider the range plly < K < prk. (9) reduces to

6 2x0.2252 3 x0.2253

:ZVT(K)

/1 o(Il — 7x (v))dF(z) 4 0.525 1 (K- 0.1)2 N (K —0.1)3

A simple calculation reveals Vi (K) is strictly decreasing in K and strictly positive at
K = prk. Thus, (9) is strictly satisfied for all plly < K < prik.
Next, consider the range prh < K < Kj. (10) reduces to

1 (K -01375)7 | (K —01375)°
6  2x0.18752 3 % 0.1875°

—Va(K)

/ (I — () dF () + 0375

/

A simple calculation reveals Vy(K) is strictly positive on prl. < K < prh. Hence,
(10) is strictly satisfied for all prl < K < K.

High Development Cost. Finally, in the region K > prh, I does not invest in
in-house R&D as there is no incentive to pursues development of the project ex-post,
so the equilibrium mirrors that in the benchmark. This differs from the main model,
where because [ still benefits from acquiring E2 by deterring E2’s entry, [ acquires

E?2 and, anticipating this, E'1 chooses the type-0 project.

Revenue from In-house vs Acquired R&D. As discussed in text, our analysis
suggests that the marginal revenue from an acquisition, i.e., ignoring the acquisition
price which is equal to F2’s reservation value, is often greater than in-house R&D, i.e.,
ignoring in-house R&D costs. We shall prove this claim in the case where there is a
kill zone effect in the main model, i.e., E'1 chooses a type-0 project in the absence of

acquisitions, but a type-X project with acquisitions.

Corollary 1. Suppose that

/0 z[ll = x(x)]dF(z) >0 > /0 v(Il — 7x(x) + p(rh — 7p))dF (z). (12)
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so K1 chooses a type-0 project in the absence of acquisitions, but a type-X project with
acquisitions. Then, the incumbent’s marginal revenue from acquiring E2 in the model
with acquisitions is always strictly larger than the incumbent’s marginal revenue from

investing into in-house RED in the model with in-house RED.

Proof. Let RA(K) denote the incumbent’s total revenue from acquiring E2 in the
model with acquisitions, and R¥(K) denote the incumbent’s total revenue from in-
vesting into in-house R&D in the model with in-house R&D. Because the incumbent’s
revenue in the absence of an acquisition or in-house R&D is the same, the incumbent’s
marginal revenue is strictly greater in the model with acquisitions than under in-house
R&D if and only if R4(K) > R (K).

We now compare the two across the various ranges of development costs.

Case 1: K < p(my — 7). Because (12) holds, (8) fails to hold, i.e., E1 chooses a
type-X project under in-house R&D. Therefore, we have

A _ 1 zlprp + (1 — p)mp] R
= /0 ( +(1 = 2)p*n) +p(1 = p)mar + (1 = p)? ] ) dF (@) - K;

(z(p*m] + p(1 = p)mar + (1 = p)°mp)

1
H _
REE) = /o +(1 = 2)@P?[prf + (1 = p)wp] + p(1 — p)prh + (1 = p)mar] + (1 — p)*mm,)

)dF(z) — K.

Since myy > prh+(1—p)my and 75 > prl+(1—p)nk, it follows that RAY(K) > R (K).
Case 2: p(my — ) < K < pllp. Because (12) holds, (8) fails to hold, i.e., E1

chooses a type-X project under in-house R&D. Therefore, we have

RAK) = [ (omo+ (1= a)lplprh — K] + (1 = p)m) dF (o) (13)

(z(plprp — K]+ (1 = p)m) \IF(2).

K (K):/o +(1=2)(p*[pr] — K]+ 2p(1 = p)lpmp — K] + (1 = p)*mm)

Since prh, — K < pr,, < 7y and so

plpr] — K]+ 2p(1 — p)[pr, — K]+ (1 — p)*mm
= p(plprr] + (1 = p)lprp] — K) + (1 — p)(plrp — K] + (1 — p)my)
<plprp, — K]+ (1 — p)mp,

35



it follows that RA(K) > RY(K).
Case 3: plly < K < prf. Here, RA(K) is given by (13). Now if E1 chose the
type-0 project under in-house R&D, then since E2 does not pursue development by

Proposition 5, total revenue under in-house R&D is
RUK) = plprp — K] + (1 = p)m.

Comparing the above to (13), it is easy to see that RA(K) > R¥(K).
Meanwhile, if E1 chose the type-X project under in-house R&D, then since E2

pursues development if and only if > T(K) , total revenue under in-house R&D is

given by
R (K) /1 (2(plpmh — K]+ (1 = p)mn) 9F(2)
ar) | +(1—2)(p*lprf — K]+ 2p(1 = p)lprp — K]+ (1 - P)’mm)
(A)

+ /Ox (:L‘?Tm + (1 — 2)[p[prh — K] + (1 —p)ﬂm]) dF(z).

J/

(B)
For each z > Z(K), term (A) is identical to the term inside of (14). Meanwhile, for
each x < ZT(K), term (B) is identical to the term inside of (13). Since the proof of Case
2 shows that, for each x > 0, the term inside of (13) is strictly greater than the term
inside of (14), it follows that RA(K) > R (K).

Case 4: prl. < K < prl,. Here, R4(K) is given by (13). We focus on proving the
claim under the assumption that K < Kj (the logic for K > Kj is similar and thus
omitted).

Suppose E1 chose the type-0 project under in-house R&D, then since E2 does not

pursue development by Proposition 5, total revenue under in-house R&D is
RYU(K) = plprp — K] + (1 = p)mm.

Comparing the above to (13), it is easy to see that R4(K) > R¥(K).
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Next, suppose E1 chose the type-X project under in-house R&D, then since E2

pursues development if and only if > T(K) , total revenue under in-house R&D is

given by
R (\+<1 e ] 0 p>27rm>/) e
- (A)
+ /Ox (27 + (1 — 2)[plpr), — K] + (1 — p)my)) dF ().
(B) ’
Note that

2p(1 — p)[pr, — K]+ (1 — p)*mm < p(1 — p)lp7p, — K] + (1 — p)m
< plprp, — K] + (1 — p)m,

where the first strict inequality holds as prh, — K < m,,. Thus, for each z > T(K),
term (A) is identical to the term inside of (13). Meanwhile, term (B) is identical to
the term inside of (13). It follows that RA(K) > R (K).

Case 5: K > prh,. Here, I's total revenue under an acquisition and in-house are,

respectively,
RUK) = (1= p)mn, RY(K) = (1 —p)*mn.
Thus, RAY(K) > RE(K). O

Profitability of In-house vs Acquired R&D. While the previous result suggests
that the incumbent’s gross revenue is often higher under acquisitions than in-house
R&D, the following example demonstrates that, due to how the acquisition price varies
in development costs, the comparison of the incumbent’s profit under acquisitions to in-
house R&D can often be ambiguous, and the former is often greater when development

costs are sufficiently large.
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Low Development Cost. Suppose K < p(my — 7). Because the incumbent pur-
sues development unconditionally and E1 chooses the type-X project, the incumbent’s

profit under acquisition is

/0 (alpmar + (1 — p)] + (1 — &) pPh + (1 — p)mas + (1 — p)P])dF(2) — K

[\ J/
v

I’s payoff under acquisition

- [/0 plamy + (1 —2)(prp + (1 — p)7ar))dF (z) — K| ~ 0.3364.

J/

Vv
E2’s reservation value

Likewise, the incumbent pursues development unconditionally and E1 chooses the

type-X project. Thus, the incumbent’s profit under in-house R&D is

/1 (2(p*h +p(1 = p)mar + (1 = p)*mm) VF () — K —c
o +(1—x)P*r] +2p°(1 = p)rp +p(1 = p)*mar + (1 = p)°m)

= 0.536777 — K.

Since K < p(mp — m) = 0.15, it follows that in-house R&D is more profitable on this

region.

Moderate Development Cost. Suppose p(my — 7)) < K < prh. Because the
incumbent pursues development if and only if E'1 obtains a superior substitute and E'1

chooses the type-X project, the incumbent’s profit under acquisition is

/O (2(m) + (1= 2)lp(prh — K) + (1 — p)mo)dF (2)

N /
g

I’s payoff under acquisition

- [/1p(mM + (1 —2)(prp + (1 — p)mar))dF (z) — K] ~ 0.21042 + 0.8333K.

s

vV
E2’s reservation value

Meanwhile, under in-house R&D,
1. If K < pllp, then I invests in in-house R&D, both E'1 and E2 pursue develop-

ment, I counter-develops if and only if at least one entrant obtains a superior
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substitute, and E'1 chooses the type-X project. Therefore, the incumbent’s profit
is
/1( w(p(prp — K) + (1 = p)mn)
o+ —2)p*(prr — K) + 2p(1 = p)(pr), — K) + (1 = p)°mn)
= 0.4742 — 0.583K.

YAF (z) — ¢

A simple calculation shows that in-house R&D is more profitable than acquisi-
tions if and only if K < 0.1863 (for reference, plly = 0.2).

. Meanwhile, if pIly < K < prh, then I invests in in-house R&D, only E'1 pursues
development, I counter-develops if and only if E'1 obtains a superior substitute,

and FE'1 chooses the type-0 project. Therefore, the incumbent’s profit is

p(prh — K) + (1 — p)mm — ¢ = 0.51375 — 0.5K.

A simple calculation shows that in-house R&D is more profitable than acquisi-
tions if and only if K < 0.2275 (for reference, prh, = 0.2875).

Large Development Cost. Finally, suppose K > prk. Clearly, the incumbent

finds acquisitions more profitable than in-house R&D as the profit under the latter is

exactly zero.

OC: Consumer Welfare and Merger Policy

In this section, we expand upon the analysis in Section 5 of the main text.

OC1: Laissez-Faire vs Ban on Acquisitions

In Section 5.1 of the main text, we developed conditions under which a laissez-faire

policy yields greater consumer welfare than a total ban on acquisitions when acqui-

sitions induce a kill zone, i.e., so (15) holds but (16) does not hold. Our next result
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covers the remaining cases not covered in the main text. Throughout, we let

/0 z(Il — wx(x))dF(x) > 0, (15)
/0 (Il — wx (x) + p(rh — 7p))dF(z) > 0, (16)

which coincide with conditions (1) and (9) in the main text.

Lemma 3. Suppose that K < KL. Then, a Laissez-faire policy yields a greater

consumer welfare than a ban if either of the following conditions holds:

1. If Ki, < K < KEY0), (15) and (16) both hold, and

1 —
Synergy

Loss from lower development probability

2. If KI, < K < KEY0), (15) and (16) both do not hold, and

( 1 +(1—p))vo < (18)

pl—p) p p
~ v ynergy

~
Loss from lower development probability

3. If KEY0) < K, (15) does not hold, and

[ (xvx<:v> (=) (ple+6) + %))dF@)
D I (1-p)
. p(1 —p) ' (p(l —) P )VI = Sy\jgjgy

~
Loss from lower development probability

(19)

Proof: To start, observe that if (15) holds, so by Proposition 1, E'1 chooses the type-0

project in the absence of acquisitions, then expected consumer welfare is

P’ (Vo +€) + 2p(1 — p) V%, (20)
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while if (15) does not hold, so by Proposition 1, E1 chooses the type-X project in the

absence of acquisitions, then expected consumer welfare is

p( [ @tV + Ve @) + (1= o+ ) + 20 —p>%>). (21)

1. If K, < K < KE'0), (15) and (16) both hold, then E1 chooses the type-0
project under a ban on acquisitions and a Laissez-faire policy. Furthermore, under
a Laissez-faire policy, F'1 always pursues development, and I counter-develops in
response to E'1 obtaining superior substitute. Hence, consumer welfare is given

by, respectively, (20) and

p(p(Vo +€e+9) + (1 —p)Wp).

Comparing the two shows that Laissez-faire policy is preferred by consumers if

and only if (17) holds.

2. If KI, < K < KE'(0), (15) and (16) both do not hold, then E1 chooses the type-
X project under a ban on acquisitions and a Laissez-faire policy. Furthermore,
under a Laissez-faire policy, E'1 always pursues development, and [ counter-
develops in response to E'1 obtaining a superior substitute. Consumer welfare is

given by, respectively, (20) and
p( | avt@ar ) + 1= miote o) + vo>). (22)

Comparing the two shows that Laissez-faire policy is preferred by consumers if
and only if (18) holds.

3. If KEY(0) < K, (15) does not hold, then E1 chooses the type-X project under
a ban on acquisitions and a Laissez-faire policy. F'1 pursues development if and

only if KE'(x) > K, and I only counter-develops in response to E1 obtaining a
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superior substitute. Consumer welfare is given by, respectively, (21) and

o/ . (Vi) 4 (1= )+ 9) 4 V0) ) (o))

Comparing the two shows that Laissez-faire policy is preferred by consumers if

and only if (19) holds. O

OC2: General Approval Rates

In Section 5.2 and Appendix B of the main text, we identified sufficient conditions
for intermediate merger policies to outperform extreme merger policies in the lowest
development cost region K < K, and, when one such policy exists, characterized
the consumer-welfare maximizing one. In this section, we derive analogous results for
other development cost regions. To streamline the analysis, we focus on class of coarse
merger policies, i.e., which approve a merger with probability ¢ € [0, 1] regardless of
the realization of x.

Our first result focuses on the region Ki, < K < K5'(0). The key observation is
that there exists an intermediate coarse merger policy that outperforms both extremes

if and only if there is a Kkill zone effect, and the development cost is moderately large.
Lemma 4. Suppose that Ki, < K < KE'(0).

1. Suppose (15) and (16) both hold or both do not hold, so there is no kill zone effect.

Then no intermediate coarse merger policy outperforms an extreme merger policy.

2. Suppose (15) holds strictly but (16) does not hold, so there is a kill zone effect.
Let

¢" := max {cj €(0,1): /0 o[l — mx () + pg(mh — 7p)|dF (x) > O} . (23)

Then, there exists an intermediate coarse merger policy which yields strictly
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greater consumer welfare than either extreme merger policy if and only if

Jy @lpe + (1 = p)Vo — Vi (2)|dF (x)
+(Vo +6)(pe+ (1 —p)(1 —q%))
(1 p)

p

> (1=¢")d; and (24)

(25)

If (24) and (25) hold, then among all intermediate coarse merger policies, the

one which mazximizes consumer welfare is unique and has an approval rate of ¢*.

Proof. We first observe that fixing E1’s project choice, E1’s payoff and consumer
welfare is linear in the probability of approval. As a result, if F'1’s project choice does
not vary depending on the acquisition, then it is the same regardless of the approval
probability, and thus no coarse merger policy yields strictly higher consumer welfare
than an extreme policy.

Hence, consider the case where (15) holds strictly but (16) does not hold. Following
a similar argument to Proposition 5 in the main text, if a coarse merger policy with
approval probability ¢* € (0,1) yields strictly greater consumer welfare than either
extreme policy, then it must induce E1 to choose a type-0 project. We further note

that under any merger policy, consumer welfare is
Q'p(p(Vo +e+0) + (1 —p)Vo) + (1 = ¢ )(0*(Vo + €) +2p(1 = p)Vp).  (26)

Now, through some algebra, one finds than ¢* yields a strictly greater consumer welfare
than a laissez-faire policy and a full ban, given in (20) and (22), if and only if (24)
and (25) hold. Furthermore, if such a ¢* exists, then because (25) holds, among all ¢*
which satisfies this, the largest one which preserves E1’s incentive to choose the type-0

project maximizes consumer welfare. The latter is exactly given by (23). Il

Our next result focuses on the region K5'(0) < K < KL. The key observation is

that no intermediate coarse merger policy outperforms both extremes.

Lemma 5. Suppose that KE'(0) < K < KL. Then, no intermediate coarse merger

policy yields strictly greater consumer welfare than both extreme merger policies.
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Proof. By following the preceding proof, it is easy to show that when FE1’s project
choice does not vary depending on the acquisition, no coarse merger policy yields
strictly higher consumer welfare than an extreme policy. Thus, we focus on the case
where F'1’s project choice does vary.

By Proposition 2 of the main text, there are two cases to consider. First, suppose
KE'Y(0) < K < K}, and (15) holds, i.e., there is a kill zone effect. Take any intermediate
approval probability ¢ € (0,1). If E1 chooses the type-0 project under ¢, then since,
by Proposition 2, no firms pursue development conditional on an acquisition being
approved, consumer welfare is given by (1 — ¢)(p*(Vo + €) + 2p(1 — p)Vy), which is
strictly lower than the consumer welfare under a ban, p*(Vg + ¢€) + 2p(1 — p)Vp. If E1

chooses a type-X project under ¢, then consumer welfare under § is given by

i [ . (Vi) + (1 = )+ 0) 4 V0) ) )

. é)p( [ a0+ Ve@))aF @) + (1= ) p(36 + 9 + 20 —p>vo>)

<a( | . (Vi) + (1= ) +9) 4 V2) ) ()
+ (1= P@* (Vo +¢) +2p(1 — p)Vp).

where the latter is just a linear combination of the consumer welfare under a full ban
and laissez-faire policy respectively. Thus, by linearity, consumer welfare is weakly
lower than that under (at least) one of the two extreme policies.

]

Finally, we focus on the region K > K. Our main observation is that if there is a

safe space effect, i.e., then an intermediate policy can dominate both extremes.
Lemma 6. Suppose that K > K1,

1. Suppose (15) holds. Then, no intermediate coarse merger policy outperforms an

extreme merger policy.
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2. Suppose (15) does not hold. Let

¢* := min {Eje (0,1) : /01 oIl — wx(x) + pg(mar — 7p)]dF (x) > O} . (27)

Then, there exists an intermediate coarse merger policy which yields strictly

greater consumer welfare than either extreme merger policy if and only if

(1 —p)Vo +pe) — [ aVix (x)dF (x)
(1 —p)Vo + pe

q < (28)
If (28) holds, then among all intermediate coarse merger policies, the one which

maximizes consumer welfare is unique and has an approval rate of q*.

Proof. By following the preceding proof, it is easy to show that when E1’s project
choice does not vary depending on the acquisition, no coarse merger policy yields
strictly higher consumer welfare than an extreme policy. This proves 1).

To prove 2), we first argue that if an intermediate coarse merger policy with approval
rate ¢ induces E1 to choose the type-X project, then it does not yield strictly higher
consumer welfare than an extreme policy. To see this, take any such policy. Then,

consumer welfare is

7 (p / [V (2) + (1 — 2)ValdF(2)

v~

:=(A)

- x p( [+ V@) ar) + @ - (v + 9+ 20 —pm)) |

N J/
v~

:=(B)

It is straightforward to see that term (A) is strictly smaller than the consumer welfare
under a full ban in (20), while term (B) is simply equal to the consumer welfare under
a laissez-faire policy. By linearity, this means that consumer welfare under g is weakly
lower than either extreme.

Next, we show that an intermediate coarse merger policy with approval rate q yields
strictly higher consumer welfare than both extreme policies if and only if (28) holds

(under q). First, recall by Proposition 3 of the main text that a laissez-faire policy
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yields a strictly lower consumer welfare than a full ban. Thus, ¢ yields strictly higher
consumer welfare than both extreme policies if and only if it outperforms a full ban.
We further recall by the above that ¢ must induce E1 to choose the type-0 project.

Finally, conditional on choosing the type-0 project, consumer welfare under ¢ is

qxpVo+ (1= @* (Vo +€) +2p(1 — p)Vp) (29)

Comparing the above to consumer welfare under a full ban, (20), shows that the former
is strictly greater if and only if (28) holds.

Finally, observe that (29) is strictly decreasing in g. Therefore, if there exists an
intermediate coarse merger policy with approval rate ¢ which maximizes consumer
welfare, then (i) it must be the one with the lowest approval probability that induces
E1 to choose the type-0 project maximizes consumer welfare, defined in (27), and (ii)

such a policy exists if and only if (28) holds under g*. O

OC3: Remedies

In this section, we provide an example of remedy which strictly improves upon both
extreme policy regimes by instead raising the probability that E1 develops without
undoing the kill zone. Note that unlike the setting studied in Section 5.2 and Appendix

B of the main text, this example relies on development costs being moderately large.

Lemma 7. Suppose that KE'(0) < K < K§. If

( (Vo +9) fy (@ + (1= 2)(1 - p))dF (x) )
+ JoikB@)<x (@Vx(2) + (1 — 2)[p(e + 0) + VO])dF(z) ) <6
+ [ xlpe + (1 — p)Vo — Vi (2)]dF (x)

(30)

holds, then any remedy with?

Re (o, min {n{) — max{7p, [;}ml(W)}>

30ne such remedy exists as K}, > K and 7}, > 7p.
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yields a strictly greater consumer welfare than a laissez-faire policy or a total ban on acquisi-
tions. Under any such remedy, E1 continues to choose a type-X project, and both I and E1

develop their projects with strictly greater probability than under a laissez-faire policy.

Proof: By the proof of Proposition 4 in Appendix B of the main text, (30) implies
that consumer welfare is weakly greater under a laissez-faire policy than a total ban on
acquisitions. Hence, it suffices to show that under the remedy (i) E'1 chooses the type-
X project, and (ii) £1 pursues development with strictly greater probability than under

(KO implies

a laissez-faire policy. (i) holds as R < min{r}, — max{np, %}, vt
that I always counter-develops when E'1 obtains a superior substitute, anticipating this,
E1’s profit from choosing a type-0 project is zero and so strictly lower than choosing
a type-X project. Meanwhile, to see why (ii) holds, first note that E1 develops the
type-X project if and only if the realized value of x satisfies K5!'(z) > K. Because
KEY(0) < K, there exists a T € (0,1) such that K5'(x) > K holds if and only if z > 7.
Any remedy with R > 0 strictly raises E'1’s profit conditional on obtaining a superior
substitute and competing with the incumbent. Therefore, it strictly reduces the cutoft
T, and so expands the measure of x for which E'1 develops. Since, within this range,
counter-develops conditional on E1’s development, the remedy also strictly increases

the probability in which I pursues development of its project. Il
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