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1 Introduction

Innovation and diffusion are twin engines of technological progress. While innovation
drives creation, diffusion determines its impact on productivity and welfare. Yet
these two forces are inherently in tension: Rapid diffusion lowers prices and weakens
incentives to innovate.

Patent protection has traditionally been viewed as a mechanism to balance this
trade-off. However, despite its central role in innovation policy, the patent system fails
to effectively protect most innovations. On the one hand, surveys consistently show
that only a small fraction of innovations are patented, few are ever litigated, and even
fewer yield enforceable protection. This widespread ineffectiveness implies that in
many industries, innovation proceeds under de facto weak or nonexistent intellectual
property (IP) protection. On the other hand, where patent licensing does occur,
rates are typically determined through bilateral negotiation between an IP owner
and a licensee as a share of the latter’s profit—“25 percent”—being a common rule
of thumb (see Razgaitis, 1999, Goldscheider, 2011). Whether such private bargaining
outcomes align with the social optimum remains unclear.

Our analysis addresses these issues directly. We model a competitive industry
with a downward-sloping demand curve for a homogeneous product and a continuum
of potential producers. An innovation—or “idea”—enables its holder to produce at
zero cost, subject to a capacity constraint. At the outset, agents decide whether to
incur a sunk cost to innovate: some do so immediately, while others delay or wait to
imitate.

Imitation then occurs through random matching between idea holders and non-
holders. Without IP protection, imitation is free; with protection, imitators pay a
share of their profits to the idea holders. We consider two IP regimes. In Regime 1,
imitators cannot resell ideas—copying from them still requires payment to the original
innovator, as under licensing arrangements that forbid sublicensing. In Regime 2,
imitators may resell ideas and keep the proceeds, allowing sublicensing.

Solving the model, we derive the industry’s equilibrium evolution. Under either
free imitation or either IP regime, innovators enter only at the beginning, and imita-
tors follow an S-shaped logistic diffusion path over time. More innovators enter under
Regime 1 than under Regime 2 or when innovators’ bargaining share is higher, lead-
ing to faster industry growth. Calibrating the model to 18 U.S. industries—including

automobiles and personal computers—we find that it replicates the key features of



PUBLIC/OFFICIAL RELEASE // SECURE EXTERNAL

their early expansion and yields several policy-relevant insights.

First, when IP protection is absent, innovators must rely on lead-time advantage
to recoup their investment. The outcome is not socially optimal because innovators
fail to internalize knowledge spillovers, leading to under-investment in innovation and
slower industry development.

Second, when IP protection exists, full compensation to innovators is not socially
optimal either, since innovators ignore the negative matching externality in diffusion.
We derive the socially optimal licensing rate that balances these opposing externalities
and maximizes welfare, showing how it depends on demand elasticity, innovation cost,
diffusion speed, and on whether sublicensing is permitted. This finding implies that
neither the 25 percent rule nor bilateral bargaining is likely to yield the socially
optimal outcome, as individual agents neglect industry-level externalities.

Third, when IP protection fails, governments may seek to extend innovators’ lead
time—for instance, by slowing diffusion—to strengthen the incentive to innovate. Our
analysis shows that while such policies do raise innovators’ private returns, they also
delay capacity expansion and output growth, ultimately reducing social welfare.

Fitting the model to 18 U.S. industries which all exhibit S-shaped producer growth
prior to the shakeout—we contribute to the industry life-cycle literature, e.g., Gort
and Klepper (1982), Jovanovic and MacDonald (1994), Klepper (1996), Filson (2001),
and Hayashi et al. (2017). While prior studies emphasize industry shakeouts, we focus
on the preceding expansion phase. Our framework shows how, with minimal patent
licensing, industries nonetheless sustained innovation and rapid diffusion. Counter-
factual analysis reveals the cross-industry distribution of socially optimal licensing
rates and contrasts them with observed practice. The results also highlight that
while lead-time advantage can support private incentive to innovate, a policy that
extends this lead time by slowing diffusion would reduce output growth and overall
welfare.

Examining the automobile and personal computer (PC) industries in detail, we
find that highly elastic demand in both industries reduced the downward pressure
on price caused by imitator entry and thus stimulated innovation, but that it also
amplified matching externalities. As a result, the socially optimal licensing rate
should be low for both industries, and lower for the more price-elastic PC industry.

In our model, random matching between idea holders and non-holders gives rise
to a logistic diffusion process, consistent with the classic technology-diffusion litera-
ture (e.g., Griliches 1957, Mansfield 1961, Bass 1969, 2004, Young 2009) and epidemic

3
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studies (e.g., Atkeson 2020, Garibaldi, Moen, and Pissarides 2020, among many appli-
cations of the SIR model to the spread of the COVID-19 disease).! And the quadratic
matching function underlying logistic diffusion was recently studied by Lauermann,
Noldeke, and Troger (2020).

We also contribute to several other strands of research. First, the literature on
competitive innovation, such as Boldrin and Levine (2008), documents that inno-
vation often occurs even without enforceable IP rights. They argue that capacity
constraints sustain prices above marginal costs for extended periods, generating com-
petitive rents that motivate innovation. Their framework has a single innovator’s
entry decision and the number of imitators growing at a constant rate, whereas our
model endogenizes the number of innovators and generates S-shaped imitation dy-
namics. The resulting matching externality yields distinct policy implications.

Second, our results on licensing apply out of steady state. Benhabib, Perla, and
Tonetti (2021) show that the growth-maximizing licensing rate depends on how imi-
tation affects incentives to innovate and thus affects the movement in the distribution
of idea quality, and Hopenhayn and Shi (2020) show that this rate also depends on
the parameters in the matching function. Those papers study steady-state aggregate
growth, whereas we focus on the transitional dynamics of specific industries. Our
model thus connects directly to early industry life-cycle patterns of price, output,
and firm entry, implying industry-specific optimal licensing policies. We also find
that the optimal licensing rate depends on the licensing structure—the rate should
be higher when imitators can resell ideas.

Finally, in our setting, the flow value of an idea depends on how many others use
it. Manea (2021) also models bilateral bargaining over ideas, but in his framework,
the value of an idea to its user does not depend on its diffusion.

The paper proceeds as follows. Section 2 provides motivating facts. Section 3
develops and solves the baseline model without IP protection. Section 4 introduces
two IP regimes and characterizes the resulting equilibrium. Section 5 presents the
welfare and policy analyses, and Section 6 applies the model to U.S. automobile and
PC industries as well as to 16 other industries studied by Gort and Klepper (1982).

Section 7 provides additional discussion, and Section 8 concludes.

'Our model focuses on the diffusion process driven by information spillovers. There are also
models where diffusion is driven by falling prices of inputs; e.g., David (1969) and Manuelli and
Seshadri (2014).
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2 DMotivating facts

Our study is motivated by several salient features of industry evolution. New indus-
tries typically follow a well-documented life-cycle pattern: the number of producers
first rises and later falls as the industry evolves from birth to maturity, while industry
output continues to grow and prices decline. This pattern was first documented by
Gort and Klepper (1982) for 46 new industries in the U.S. and subsequently con-
firmed in studies of other emerging industries—e.g., see Jovanovic and MacDonald
(1994), Klepper (1996), Filson (2001), and Hayashi et al. (2017). Jovanovic and
MacDonald (1994) show that the later “shakeout” phase can be triggered by the ar-
rival of a mass-production technology: a few incumbents adopt the new production
technology, collapse prices, and drive less efficient firms to exit. Before this shakeout,
however, industry growth is driven mainly by the entry of small producers whose
expansion follows an S-shaped diffusion curve, as emphasized in the classic literature
on technology diffusion (e.g., Griliches 1957, Mansfield 1961, Bass 1969, 2004, Young
2009).

Firm Numbers Output Per Firm (1,000)
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Fig. 1. Auto FiIrRM NUMBERS AND OUTPUT PER FIRM

Note: Figure 1 plots the time path of firm numbers and output per firm in the U.S. automobile
industry from 1895-1929. See Section 6.1.1 for the data sources and industry definition.

The automobile and personal computer industries illustrate this life-cycle pattern
vividly. The U.S. automobile industry began in the 1890s and transformed from a
nascent sector into a major industry within a few decades. Starting with three firms
in 1895, the number of producers exceeded 200 by 1910, before a sharp shakeout
following the introduction of the assembly line. The number of firms then fell precip-

itously, while industry output expanded dramatically. Figure 1 plots firm numbers
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and output per firm in the U.S. automobile industry from 1895-1929: prior to the
shakeout, firm entry followed an S-shaped curve and output per firm remained flat,

consistent with capacity constraints.
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Fig. 2. PC FiIRM NUMBERS AND OUTPUT PER FIRM

Note: Figure 2 plots the time path of firm numbers and output per firm in the U.S. PC industry
from 1975-1999. See Section 6.1.1 for the data sources and industry definition.

A similar pattern characterized the PC industry eight decades later. Beginning
with two firms in 1975, the number of PC producers exceeded 430 by 1992, then
declined sharply while total output continued to rise. Figure 2 plots the corresponding
data from 1975-1999: as in autos, firm numbers followed an S-shaped diffusion path
and average output per firm was roughly constant before the shakeout.

In this paper we focus on the pre-shakeout phase and model producers’ entry
decisions as innovators or imitators.? We derive S-shaped diffusion as an outcome of
random matching between idea holders and non-holders. The choice between inno-
vating and imitating depends on relative payoffs, which in turn reflect how innovators
are compensated for transferring their ideas.

Our baseline analysis assumes free imitation. This assumption reflects exten-
sive evidence showing that most innovations are not effectively protected by patents.
Surveys indicate that only about 18 percent of R&D-performing U.S. firms seek any
patent protection, and that merely 23 percent of new consumer products are intro-

duced by firms holding relevant patents. Even among granted patents, fewer than

2We assume that shakeout is unexpected in the model. We then extend the model to incorporate

anticipated shakeout as a robustness check in Section 6.4.
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1.5 percent are litigated and only 0.1 percent reach trial. High litigation costs and
the strategic use of patents by assertion entities further limit their protective func-
tion (see Internet Appendix IA-0 for an extensive review). Thus, in many industries,
innovation proceeds under de facto weak or nonexistent IP protection.

The automobile and PC industries provide historical examples. When possible,
imitators freely copied or circumvented existing patents. Licensing played little role
in their development—creating legal disputes and expenses but not constraining im-
3 Accordingly, we calibrate the model under free imitation for these two
industries and for 16 other industries studied by Gort and Klepper (1982).* We show

1tation.

how industries with minimal patent licensing nonetheless sustained innovation and
rapid diffusion. Using counterfactual analysis, we derive the cross-industry distrib-
ution of socially optimal licensing rates and quantify welfare gains from alternative

policy interventions.

3 Baseline model: free imitation

Consider a competitive market in continuous time. There is a measure N of potential
producers. At date 0, a measure ky who we call “innovators,” invest an amount ¢ each
in an innovation that results in the ability to produce one unit of a new good each
period at zero cost. They start producing immediately. After that, the innovation
spreads to others. At any date ¢ > 0 the measure of producers (as well as market

output) is k;, and the remaining N —k; agents are “outsiders.” We normalize outsiders’

3The patent system did not function properly in the early life cycle of the two industries and led
to much controversy. The Selden patent is one of the most famous examples in the early automobile
industry. It created major litigation among firms but did not really affect the industry development,
and the patent was later overturned by the court (see e.g., Welsh 1948, Howells and Katznelson
2024). The PC industry had a similar experience. Famous examples include that the original
computer invention failed to be patented (Kalat, 2021), Texas Instruments created patent wars

(Pollack, 1990), and Compaq’s and other clone computers skirted IBM’s TP (Mitchell, 2017).
4Most innovations are neither patented nor effectively protected by existing patent systems.

In cases where patent licensing does occur, the “25 percent of licensee profits” rule is a common
benchmark used in both private negotiations and litigation. For robustness, we also recalibrate the

model under the 25 percent rule in Sections 6.4 and 6.5.
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earnings to zero and denote by u; an outsider’s date-t option value of entering the
industry in the future.

The total output of the homogeneous good is k;, and the product price is
pe= Ak, (1)

where A is a market size parameter and 5 > 0 the inverse demand elasticity.

Two types of producers.—All producers have an idea and all are equally produc-
tive,” but some are “innovators” while the others are “imitators.” An innovator has
invested a cost ¢ to invent an idea for production, and an imitator has copied a pro-
ducer’s idea. In the baseline model, we assume no IP protection so copying an idea
from others is free, and imitators incur no other cost to enter the industry. We shall

then introduce IP protection and explore socially optimal policies.

3.1 Diffusion process

Ideas spread via a classic logistic process, in which the conditional probability for an
outsider to imitate an idea is a linear function of k;:
dk/dt
N —Fk;
The parameter v > 0 captures the positive influence of existing idea holders on

vk;. (2)

future imitators, which could occur either directly (e.g., through meetings between
incumbents and outsiders) or indirectly (e.g., outsiders may reverse engineer ideas
through observing existing outputs in the market).”

An outsider can also enter as an innovator after date 0, but Proposition 1 will
show that no one will choose to do so. Thus, for ¢ > 0 imitation is the only way
that agents become producers, and Eq. (2) then implies that the mass of producers
evolves as

T ke (N k). 3)

5Section 7.2 extends the analysis to allow firms to have heterogeneous production capacity.
6Section 6.4 extends the model to allow for a positive entry cost ¢™ < ¢ for imitators. Our

analysis and findings continue to hold, but the solutions become more complicated.
"Based on survey results from 130 lines of business, Levin et al. (1987) show that reverse en-

gineering, conversations with employees of innovating firms, learning from publications, technical
meetings or patent disclosure, and licensing technology are main alternative methods of learning

and imitating new processes and products.



PUBLIC/OFFICIAL RELEASE // SECURE EXTERNAL

The solution to (3) is
Neq/Nt
k, = o — gy (4)
0
Figure 3 shows that the estimated logistic diffusion model (cf. Eq. (4)) matches

the time paths of firm numbers well for the U.S. automobile and PC industries.

Auto Firms PC Firms
1 O Data ° °o— 1 O Data P
Logistic Logistic
0.8 o 0.8
(]
0.6 ° 0.6
[
0.4 0.4
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0.2 0.2

0 0¢
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Fig. 3. Locistic DIFFUSION: FITTING TiME PATHS OF FIRM NUMBERS

Note: Figure 3 fits a logistic diffusion model to the time paths of firm numbers in the U.S.
automobile and PC industries prior to the shakeout. In the figure, firm counts are expressed as a
fraction of total potential entrants, proxied by the peak number of firms observed in each industry.

3.2 Value functions

A producer sells only goods and not ideas, so his flow revenue is p; at date ¢ and his
present value v; satisfies
d'Ut
TU = Py + %, (5)
where 7 is the interest rate.

An outsider’s hazard rate for learning an idea to become a producer is vk;. Ac-

cordingly, his value u; at date t satisfies

du
rug = vk (vp — ug) + d_tt (6)

3.3 Equilibrium outcome

At equilibrium, kg, the mass of innovators at date 0, is endogenously determined.

The free entry condition requires that

Vg — Ug = C if /{30<N, (7)
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or vg — ug > cif kg = N.
In what follows, we shall assume that innovation is costly enough to prevent the

N agents from all innovating at date 0:

AN
>N (8)
Proposition 1 Given condition (8), innovators enter only at date 0 and ko € (0, N)
solves -
! / e (E - 1) AkPar = o,
N ko Jo b ) (9)
Yo —V Uo

where ky is given by Eq. (4).

Proof. See Internet Appendix [A-Al. =

In Proposition 1, condition (8) guarantees the existence of interior solution for
ko: Isoelastic demand in Eq. (1) implies that ky > 0, otherwise py would be infinite,
and condition (8) ensures that kg < N.* The equilibrium price of the good declines
over time (as more producers enter), and so does the value of the idea. As a result,
vy — uy < c for all £ > 0 so that innovators enter only at date 0. Equation (9) yields
the solution for kg which rises with A but falls with ¢, r and ~.

4 Intellectual property rights and licensing

We now introduce IP protection and assume idea sellers negotiate with imitators and
collect a licensing fee aw;, where w; is an imitator’s present value at t. The parameter
a € [0,1] is an idea seller’s compensation share or licensing rate, which nests our
baseline model (i.e., @ = 0).” We shall analyze two regimes that differ in how much

revenue innovators get from idea sales.

8Note that if all agents were to innovate at date 0 (i.e., ko = V), product price would be fixed

at AN~? and each firm’s present value would be vy = AJ\Z:B. However, ¢ > vy = A]Tﬁ would be

sufficient but not necessary for preventing the N agents from all innovating at date 0. In fact, Eq.
(6) implies that when kg = N, a marginal outsider has the option value ug = %AN‘ﬁ >0 to
become an imitator. Condition (8) hence eliminates the equilibrium in which ky = N by requiring

¢ > vg — ug for kg = N. See Internet Appendix IA-A1 for the formal proof.
9This bargaining protocol differs from Nash bargaining in which the innovator and imitator would

split the joint surplus w; — u; from the idea transfer. This alternative bargaining is easier to enforce

10
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4.1 Regime 1: imitators cannot resell ideas

In Regime 1, the original innovators receive all of their ideas’ sales revenue. An
imitator may learn the idea from any incumbent producer or by reverse engineering,
but he then has to pay the idea’s original innovator.
Since an imitator cannot resell the innovation, his only revenue comes from selling
the good, and his value w; satisfies
Twr = P + % (10)
An innovator receives revenue from selling both the good and the idea. The
number of ideas sold at ¢ is vk; (N — k;), and the total date-t revenue from these
sales is vk; (N — k;) aw;. Proposition 2 will show that at equilibrium, innovators
enter only at date 0. In that case, the total date-t revenue from idea sales is divided
equally among the ko innovators. Therefore, the date-t value v; of an innovator
satisfies
rvy = py + %()_kt)awt + % (11)
An outsider’s hazard rate for meeting a producer is vk;. Therefore, his value at

date t, u;, satisfies
dut

Ev (12)

rug = vk [(1 — @)wy — wy] +

with k¢ again satisfying (7).

4.2 Regime 2: imitators can resell ideas

In Regime 2, imitators can keep the proceeds from the ideas that they resell. An
incoming idea buyer pays the agent from whom he copies the idea.

All producers now have the same value, i.e., v; = w;. Proposition 2 will show that
innovators will again enter only at date 0. The revenue from a single idea sale is awvy,
and the total revenue from idea sales, vk, (N — k;) vy, is now shared by all the k;
producers. Therefore, v; now satisfies

vy =pp + 7 (N — ki) ooy + % (13)

than a Nash bargaining because the courts need to know only w; and not the imitators’ outside

options. Section 7.4 shows that o does coincide with the Nash bargaining share in a limiting version

of the model in which N — oo.

11
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The value of an outsider, u;, now satisfies

du
rug = vk (1 — @)vy — wg) + d_tt (14)

Motivation for the two regimes—Both regimes reflect practice. Regime 2 removes
the burden of enforcing the no-reselling constraint, but imitators need to pay for
a licensing fee that incorporates their future revenues from reselling, which may be
infeasible if they are financially constrained. By contrast, Regime 1 requires a smaller
licensing payment, but the no-reselling constraint on idea buyers may be hard to

enforce.

4.3 Equilibrium outcomes

Proposition 2 will show that in both regimes innovators enter only at ¢ = 0, so that
the time path of firm numbers is given by Eq. (4). Thus the diffusion process is the
same in both regimes, but ko will generally differ because in Eq. (7) both vy and wg
depend on the regime.

Intuitively, in Regime 1, where imitators cannot resell ideas, each new imitator
must trace and compensate the original innovator of the idea acquired through match-
ing with an incumbent firm. Therefore, an innovator’s value depends on his entry
date. If a measure-0 outsider were to deviate from the equilibrium and enter as an

innovator at date 7 > 0, his value at date ¢ > 7 , denoted by v, would satisty

T

TV, =P+

’kat (N — kt) o dUZ-
k, oA

(15)

This differs from v; in Eq. (11) because this deviator does not have the same 1/kq
chance to share the industry’s licensing revenues as the date-0 innovators. His and
his offspring’s chances of matching with new imitators depend on the number of
incumbents k, at his entry date 7. Each period, this deviator would have only a
1/k, chance, instead of 1/kg, to disseminate his innovation and share the industry’s
licensing revenues. The later an innovator enters the market, the smaller the chance
he has to disseminate his idea and collect licensing revenues. Since the number of
firms continues to rise, it does not pay for an innovator to enter after date 0.

By contrast, in Regime 2, where imitators can resell ideas, an innovator’s value

at any date t does not depend on his entry date. If any innovator were to enter the

12
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industry after date 0, he would share the same value v; as any incumbent, be it an
innovator or an imitator. The free entry condition requires that vy — uy = ¢ and we
can formally verify that at equilibrium v; — u; < ¢ for any ¢ > 0 so that even in
Regime 2, innovators enter only at date 0.

In what follows, we shall assume that innovation is costly enough to prevent N
agents from all innovating at date 0. As Internet Appendixes IA-A2 and TA-A3 show,

this requires that
r+ ayN

r(r+~yN)
To distinguish Regimes 1 and 2, we use the superscripts I and II, and so the

AN—P, (16)

masses of date-0 innovators will be denoted by k¢ and kf'. Proposition 2 states the

conditions that determine kf and k!, respectively.

Proposition 2 Given condition (16), market equilibrium yields:

(A) In Regime 1, innovators enter only at date 0 and ki € (0, N) solves

1 °°_t( N N ) 1-8
e"la—+(1—a)——1) Ak, "dt = ¢
jV—ko/o ko ( >l€t ' (17)

-~

Vo — U

(B) In Regime 2, innovators enter only at date 0 and ki € (0, N) solves

1 0o N a N e
/ e "t (—) (—) — 1) AKPat = ¢
N —ko Jo ko ke (18)

J/

-~

Vo — Ug
where, in each regime, k; is given by Eq. (4).

Proof. See Internet Appendixes [A-A2 and TA-A3. =

4.4 Properties of equilibrium

Equations (17) and (18) pin down the solutions for k% and kf!, respectively. These
implicit functions can be simplified under unit price elasticity (5 = 1) in the following
two examples: o = 0 and o = 1. In these two cases, Egs. (17) and (18) are equivalent:

A

kI:kII:
0 e(r+9N)

(when o = 0), (19)

13
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A
ko = kot = - (when a = 1), (20)

i.e., Regimes 1 and 2 generate the same mass of innovators in each case. This follows
because, when idea sellers are not compensated at all (a = 0) or when they are fully
compensated (a = 1), innovators’ payoffs do not depend on whether they are paid for
their ideas directly (in Regime 1) or indirectly (in Regime 2). Moreover, Egs. (19)
and (20) suggest that a larger market size A encourages innovation, while a bigger
innovation cost ¢ or a higher interest rate r does the opposite. Across these two cases,
ko is larger when idea sellers are fully compensated, which suggests a has a positive
effect on innovation. The effect of the diffusion rate - is more involved. In Eq. (19),
v shows a negative effect on kg, but it plays no role in Eq. (20), which suggests the
effect may depend on the values of o and /3.1

The intuition from the special cases generalizes. Assuming condition (16) holds,

comparing Eqgs. (17) and (18) yields the findings in Propositions 3 and 4:

Proposition 3

rise with o and A,

A) kg and k' 21
(4) 0 0 { fall with ¢ and . 21

(B) All parameters being equal across the two regimes,

(22)

k)] 1 forae{0,1}
kgt >1 forae(0,1)

Proof. See Internet Appendix [A-A4. m

Proposition 3 shows that the intuition from the special examples holds generally.
It also shows that for a € (0,1), all else equal, fewer innovators enter in Regime 2
than in Regime 1. This is because innovators’ revenues get discounted when they
collect the payoff of ideas indirectly in Regime 2. Since the two regimes share the
same diffusion process, this implies that industry output is higher for all ¢ under
Regime 1 due to its larger entry of innovators at date 0.

Next, we ask how the diffusion rate « affects innovation. The effect of v on k{

and k{! hinges on the values of o and 3 as follows:

10Note when 8 = 1, industry revenue becomes constant over time, so the diffusion rate v would

not affect the present value of industry revenue which is the value of innovators when o = 1.

14
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Proposition 4 (A) For inelastic or unit elastic demand (i.e., 5 > 1),

fall with v when g > 1> «,

ke and kgt
do not vary with v when = a = 1.

(B) For elastic demand (i.e., f < 1),

KL and 11 { fall with ~ if a is sufficiently low,
rise with v if « s sufficiently high.
Proof. See Internet Appendix [A-A5. =
The intuition for these results is as follows: There are two channels through which
diffusion affects innovation. One is the negative price effect, captured by S—the faster
the diffusion, the lower the revenue from selling the good. The other is the positive
idea-selling effect, captured by a—the faster the diffusion, the larger the revenue from
selling the idea. When demand is inelastic (5 > 1), a faster inflow of imitators reduces
the industry revenue stream, so the price effect dominates and the innovators’ value at
date 0 drops even with the highest compensation share (v = 1). This is also true for
the unit demand elasticity case when o < 5 = 1. When demand is elastic (8 < 1),
a faster inflow of imitators raises the industry revenue stream. If « is sufficiently
high compared with 3, the idea-selling effect dominates, which raises the incentive to

innovate. Otherwise, the price effect dominates, which dampens innovation.

Regime 1 Regime 2

0.8 dkol’d’)/ >0 0.8 dkold’)’ >0

0.6 0.6

(07
o

0.4 0.4

dk/dy <0 dk/d < 0

0.2

0
0.2 0.4 0.6 0.8 1 0.2 0.4 0.6 0.8 1

Jej G
Fig. 4. EFFECT OF v ON INNOVATION UNDER ELASTIC DEMAND

Note: Figure 4 numerically solves dkg / d~y for the full parameter space of & € [0,1] when 3 < 1.
The simulation assumes A=1, N=1, r=0.05, ¢=30, and y= 0.55.
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Figure 4 illustrates Proposition 4(B): under elastic demand (i.e., 5 < 1), a higher
diffusion rate v reduces innovation kg (i.e., Oko/0v < 0) if 3 is sufficiently high or «
is sufficiently low in Regimes 1 and 2. Comparing regimes, a higher v is more likely
to reduce innovation in Regime 2 for a given value of o because innovators are paid
indirectly.

The effect of the diffusion rate v on innovation has direct implications for industry
growth patterns. If a rise in ~ raises kg, output would rise at all dates. Proposition
4(B) shows this can happen for a subset of parameter values when demand is elastic
(i.e., § < 1) and idea sellers’ bargaining share « is high, as illustrated by the unshaded
areas in Fig. 4. For the remaining parameter values (as shown by the shaded areas
in Fig. 4) or when demand is inelastic or unit elastic (i.e., 5 > 1), a rise in v would
reduce ky. Proposition 5 proves that the higher-vy trajectory would then overtake the

lower-+ one:

Proposition 5 (Industry overtaking) In both Regimes 1 and 2, whenever a larger

diffusion rate ¥'(> ~7) leads to a smaller k(< kj), there exists a date t' where

r 1 n kg) (N_ké)
= (v —W’)Nl (kg (N — ké)) (23)

such that k! > k! for all t > t'.

Ine . .
Proof. Eq. (4) states that kI = L]Vl for [ € {i,j}. Therefore, ki > ki <—

INt L N
e +%—

ki k-j ’yiNt ’yth / /. .
NTtké>NTtkj — %>eﬂj_l <= t>t', where t' is given by Eq. (23). m
0 ko

Thus the model generates overtaking when two sectors or two locations face the
same environment (i.e., same A, «,c and N) except that 7 is higher in one than in
the other. For example, a high-tech sector may use technology based on ideas that
spread faster than they do in other sectors. As a result, high-tech sectors would have
a higher v and would start smaller but grow faster.

There could also be legal or regulatory reasons why ~ differs over regions. For
example, California bans non-compete contracts and therefore indirectly encourages
labor turnover and spin-offs,!! whereas Massachusetts enforces those contracts. As
Saxenian (1994), Gilson (1999), and Franco and Mitchell (2008) argue, this may help

1 Qpin-offs are firms founded by former employees of incumbent firms to conduct businesses in
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explain why Silicon Valley has overtaken Massachusetts’ Route 128 in developing
high-tech industry. Our model generates such a pattern if « is higher in California
than in Massachusetts. Under conditions in Proposition 4, Route 128 would then
have a higher initial entry rate of firms (i.e., a higher k) than Silicon Valley. Thus
our model would predict the type of overtaking portrayed in Fig. 5.'2

_ Si Valley vs Route ,1 28 Industry Overtaking:
(Hl Tech Employment 000 S) Saxenian 1994 |V|0de| Simulatiol’l

300 300
—— N =0.09
250 | |— — 4N =0.06

200

Il Si Valley =~ 150
B Rte 128

100

250+

200

150

100

50 50

= 0]
1959 1970 1980 1920 (o} 5 10 15 20 25 30

t
Fig. 5. INDUSTRY OVERTAKING: DATA AND MODEL

Note: Figure 5 illustrates that our model (right) can generate the overtaking pattern in Saxenian
(1994)’s data (left). The simulation assumes o = 0, § =1, A/c = 3, N = 1000, r = 0.05, and
plots k; in two locations with high vs. low diffusion rate (/N =0.09 vs. yY/N=0.06).

5 Welfare and policy analysis

We now study the welfare implications of the model. Consumers’ utility from con-
suming output k is the integral under the demand curve. For g € (0, 1), aggregate

utility at output k is
k
A
U (k) = / As™Pds = —— kP, (24)
0 1-p

For 8 > 1 the above integral is infinite; to ensure consumer surplus is finite, we

put a maximum, Ae~?, on the willingness to pay. Let D (s) = min (A", As™7)

the same industry. While our model does not include labor in production, employees could work in
the same company but not be involved in directly producing the new product. And then they could

learn about the idea internally.
12Figure 5 is not a quantitative analysis, only an illustrative example. We conduct a quantitative

analysis on noncompetes and industry overtaking in the context of the early automobile industry in
Section 6.3.2.
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and define aggregate utility as U (k) = fok D(s)ds= A (fo‘E e Pds + fsk s_ﬁds) where
e < k. Accordingly, for § = 1 we have

U(k)=A(lnk+1—Ine), (25)

and for 5 > 1, we have

U (k) = %sl—ﬁ + mkl—ﬁ : (26)

5.1 Planner’s problem

The planner tries to maximize social welfare W, given by

Wo = / e (k) dt — cho, (27)
0

where k; follows Eq. (4).
Given the logistic diffusion process, a matching externality arises when N is fi-
nite because an innovator’s matching rate %{dt = (N — k) falls with k; while an

%“t_/]jf = vk; rises with k;. Section 7.4 shows that if N grows
dky _

but v shrinks so that YN — A > 0 as N — oo, Eq. (3) converges to Gt = Mk so

that k, = ke, which coincides with exponential diffusion. The externality then dis-

. . . dky /dt .
appears because neither matching rate depends on k; since == — X for innovators

k¢
dky /dt - e
Ni/kt — 0 for imitators. However, exponential diffusion does not match general

imitator’s matching rate

and

industry growth patterns and the policy implications also differ.
In what follows we assume that condition (8) holds so that innovation is costly
enough to keep the socially optimal entry mass of innovators kj to be an interior

solution (i.e., k§ < N) at date 0. We then have the following proposition:

Proposition 6 Given condition (8), social optimum requires that innovators enter

only at date 0 and kj solves

00 2
/ e~ (rtaN)t (ﬁ) Ak7Pdt = e
o Ko ) (28)

g

marginal social return to ko
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Proof. See Internet Appendix [A-A6. m
The claim of Proposition 6 is intuitive. As of date 7 > 0, the social return to

Innovation is

SR, = / eI (ky) dt

and one can verify that the marginal social return SR, /0k, is strictly decreasing in
k.. So if k§ is chosen so that 0SRy/0ky = c at date 0, thereafter 0SR,/0k, < c for
any 7 > 0. Hence, it is socially optimal to innovate only at date 0. And the condition
0SRy/0kg = c yields Eq. (28). Finally, welfare given by Eq. (27) is strictly concave
in kg, so for kj < N to hold, one needs %\ ko=~ < 0, which yields condition (8).
Henceforth, we assume that condition (8) always holds.

Denote the socially optimal welfare by W;. We have the following comparative-
static findings: both kj and W{ increase in market size A but decrease in innovation
cost ¢ and interest rate r. Moreover, while kj falls with the diffusion rate ~ if the
demand is not too elastic, W always rises with v (see Internet Appendix IA-A6 for
the proofs).

Next, we discuss policy implications of the model. We show that the planner
can achieve k by enforcing a socially optimal licensing rate a*,'* and that policy

interventions that raise the diffusion speed  are socially desirable.

5.2 Socially optimal licensing

For any « € [0, 1], the interior solution condition (16) faced by market participants
relates to the interior solution condition (8) faced by the social planner by the in-

equality
r+ ayN AN-F > AN—B
r(r+7N) J_r+7N'

RHS of (16) RHS of (8)

The two are identical if o = 0.
Denote the socially optimal compensation shares for idea sellers in Regimes 1
and 2 by of* and o™, respectively. Assume that condition (8) always holds. If

there exists an o/ € (0,1] such that the inequality (16) becomes an equality (i.e.,

13The planner can also achieve kj by providing an innovation subsidy (or tax) s* (see Internet
Appendix TA-AT for the analysis).
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c = r+a’yN
r(r+yN)
Ix

o™ and oM such that 0 < o < o™ < o' to achieve the socially optimal £* in

AN—F), one can prove that the planner could choose the optimal shares

Regimes 1 and 2, respectively. This is illustrated by Fig. 6(A). Alternatively, if the
inequality (16) holds for any a < 1, one can prove that 0 < of* < o™ < 1, as
illustrated by Fig. 6(B). Note that of* < o™* results from Proposition 3: if there is
a value of o that leads to k§ = k* in Regime 1, the same a would lead to kf' < k* in

Regime 2, so a larger value of « is needed to achieve k* in Regime 2.

A B
17 |=—Regime 1 1~ =——Regime 1
= = Regime2 = = Regime 2
N = social optimum 0.8 -~ social optimum |

Z 06 Z o6
=] ‘Cl
=
0.4 0.4
k /M
o - k /N
0 ﬂ | : : — J D‘—:
o LN 0.4 06 o OB 1 0 1
¥ ¥
C D
== Regime 1 =Reqgime 1 ;
|= = Regime2 = = Regime 2
(=] a
- =] H
0 n.z2 P ol 0.6 0.8 1 0 0z 0.4 a ot 1
(] o

Fig. 6. WELFARE-MAXIMIZING VS. LICENSING-REVENUE-MAXIMIZING «

Note: Figure 6 compares the welfare-maximizing < and the licensing-revenue-maximizing @ across
Regimes 1 and 2, as well as their effects on the entry share of innovators (kg / N) and the present
value of industry licensing revenues at date 0 (Lg). Figures 6(A) and 6(C) illustrate a scenario in

which all firms would enter as innovators for some &< 1, whereas Figures 6(B) and 6(D) depict a
case where not all firms would enter as innovators even when av = 1.

The above findings are stated formally in Proposition 7.

Proposition 7

IIx

0<a™ <™ <1 (29)
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Proof. See Internet Appendix [A-A8. m
Proposition 7 holds because if o' = ! = 0, no innovator would internalize knowl-
edge spillovers they create for imitators, so fewer innovators enter than is socially

I — 1, innovators would not fully internalize

optimal. On the other hand, if o! = «
the negative matching externality they impose on one another, so more innovators
would enter than is socially optimal.

Licensing-revenue-mazimizing o.—In general, the licensing rate that maximizes
licensing revenue does not maximize social welfare. To see this, we plot the licensing
revenues in Fig. 6(C) and 6(D), corresponding to Fig. 6(A) and 6(B) respectively.

The present value of total licensing revenue paid to innovators is

Lt = / e aky — ko) Ak Pdt (30)
0

o0 k (0%
LIt = / et <(k—t) ko — k0> Ak, dt (31)
0 0

in Regime 2 (See Internet Appendix IA-A9 for the proof).

in Regime 1, and

Figure 6 compares the socially optimal a and the licensing-revenue-maximizing
a for the two regimes. Figures 6(A) and 6(C) which are plotted using the same
parameter values, show the case in which all the agents would innovate at date 0 when
« is sufficiently large. As a function of «, licensing revenue has an inverted-U shape:
When a = 0, no imitator pays the licensing fee, so licensing revenue is zero; when «
is sufficiently large, no one enters as an imitator, so licensing revenue is again zero.
Regimes 1 and 2 each have a unique o that maximizes licensing revenue, and each is
larger than the socially optimal a. In fact, because the innovation cost c is ignored in
the licensing revenue maximization, the value of o that maximizes licensing revenue
would induce too many agents to innovate at date 0 and in so doing, overspend the
innovation cost c¢. Figures 6(B) and 6(D) (that also use the same parameter values)
show a similar finding in the case where not all the agents would innovate at date 0
for any a. The licensing revenue again displays an inverted-U curve with regard to

a and remains positive at o = 1.1

14Benhabib, Perla, and Tonetti (2021) also derive an inverted-U curve of licensing revenue with
regard to the licensing rate. When the licensing rate is low, increasing it would not deter much
imitation and hence would raise licensing revenue. However, if licensing rate is high, increasing it

further would deter too much imitation and would ultimately generate less licensing revenue.
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Policy implications—Our analysis offers new insights into licensing policies. In
practice, licensing rates in each industry are usually determined by negotiation be-
tween an IP owner and a licensee for a split of the latter’s profit. In an IP violation,
the court evaluates and grants the IP owner damages also based on a hypothetical
negotiation between the two parties (see e.g., Razgaitis, 1999, Goldscheider, 2011).
Historically, the “25 percent rule” has commonly been used in licensing practice (see
Internet Appendix TA-B1),"® which prescribes that the licensor should receive 25 per-
cent of the licensee’s profit because the latter takes on more responsibility of producing
and marketing the good and should keep a larger share. The rule was also upheld
by courts until 2011, after which courts have relied on more comprehensive factors—
specifically, the Georgia-Pacific factors, named after a landmark 1970 court case—to
reconstruct hypothetical negotiations and determine reasonable licensing rates.

Our analysis, however, suggests that neither the fixed 25 percent rule nor bilateral
bargaining is likely to yield the socially optimal licensing rate. Rather, the optimal
rate should address industry-level learning and matching externalities that lie beyond
the profit considerations of individual market participants, and it should reflect mar-
ket factors (e.g., demand elasticity, diffusion speed, and innovation cost) and the type

of licensing (e.g., sublicensing permitted or not).

5.3 Socially optimal diffusion

Consider the baseline model in which incumbents are not compensated by imitators
(i.e., = 0). In this case, imitation causes the maximal disincentive for innovation.
From the social welfare viewpoint, should the planner reduce the diffusion speed
(e.g., by restricting entry of imitators) to enhance incentives for innovation?

Note that when o = 0, Proposition 4 shows that the mass of innovators decreases
in 7. Therefore, a policy that reduces the diffusion rate v would boost the entry
of innovators. Such a policy, however, would not necessarily raise welfare. Internet

Appendix TA-A10 shows that for the unit demand elasticity case (i.e., 8 = 1), social

15Using a sample of 347 firms across 15 industries from 1990 to 2000, Goldscheider et al. (2002)
find most royalty rates conform to the 25 percent rule. Using more recent data, Kemmerer and Lu
(2012) show such a result holds broadly in a sample of 3,887 companies across 14 industries based

on 3,015 patent licensing transactions collected over a 21-year period prior to 2007.
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welfare always increases in the diffusion rate . This suggests that in the numerical
example of Fig. 5, a higher value of v not only helps Silicon Valley overtake Route 128
in industry size but also yields higher social welfare.' In Section 6, we empirically
analyze the U.S. automobile and PC industries as well as 16 other industries studied

by Gort and Klepper (1982). In all the cases we find that welfare rises with ~.

6 Empirical applications

In this section, we use the model to quantitatively replicate industry evolution pat-
terns and to assess the associated welfare and policy implications. We first examine
two industries in detail—automobiles and personal computers—and then extend the

analysis to 16 additional industries originally studied by Gort and Klepper (1982).

6.1 Auto and PC: parameter estimation

We estimate key model parameters for the U.S. auto and PC industries during their
pre-shakeout phases. We first estimate the diffusion parameters from the time path
of firm counts and then the demand parameters from price and output data together

with instrumental variables. The estimates are used for calibration in Section 6.2.

6.1.1 Data

The data come from the following sources:

Auto—Firm counts are derived from Smith (1970), which documents every U.S.
car make from 1895 to 1969. Annual price and output data for 1900-1929 are taken
from Thomas (1977). Information on spin-off firms is drawn from Cabral et al. (2018).

PC.—Firm counts are compiled from Stavins (1995) and the Thomas Register of
American Manufacturers, covering desktop and portable computers. Annual price
and output data come from the Information Technology Industry Data Book, and
import values for computers and accessories are from the U.S. Census Bureau.

In addition, annual data of U.S. population, real GDP, and the GDP deflator are
from Williamson(2020).

16 A comprehensive numerical analysis shows that welfare always increases in v for different values
of @ € [0,1] and 8 > 0 for both Regimes 1 and 2.
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6.1.2 Estimation procedure

Diffusion estimation We estimate three parameters: the total pool of potential
entrants N, the diffusion rate y/N, and the initial innovator mass ky. Taking N as

the observed peak firm count, we estimate a logistic diffusion equation derived from

Eq. (4): .

N —k
Ordinary least squares (OLS) yields the intercept

In

=2+ At, (32)

where k; is firm count in year ¢.!7

z and slope A\. We then recover ky and YN from these estimates given that z =
log(ko/(N — ko)) and A = yN.

For robustness checks, we re-estimate the diffusion process by using a subsample
and by using the matching function (3) that allows differencing the data. The results
are virtually identical (see Internet Appendixes IA-B2 and IA-B4).

Demand estimation We estimate two demand parameters, 3 and A, for the

isoelastic demand p, = AQ; 718 In so doing, we estimate a log-log demand function

InQ: =a—¢lnp,,

where @; and p, denote industry output and real price (in 2012 prices) in year t,
respectively. To address price endogeneity, we apply two-stage least squares (2SLS),
using lagged output per firm as an instrument. We then recover 3 and A from the
second-stage estimates given that § = 1/¢ and A= e/?,

Output per firm, while assumed fixed in our theory, grew over the long term due
to technological progress. If unobserved demand shocks are not serially correlated,
lagged output per firm can serve as a valid supply shifter to trace out the demand
curve. To check robustness, we use the spin-off share (for automobiles) and real im-

ports (for PCs) as alternative instruments,'? and we also re-run the 2SLS regressions

R VNt .
Nk—tkt = pamg which leads to Eq. (32).

18Tn the model, we normalize a firm’s output to 1, so Q¢ = k; and the inverse demand function

"Note that Eq. (4) implies

is py = Akzt_ﬁ. In the empirical analysis, we denote a firm’s output by ¢, so Q; = gk; and the

corresponding inverse demand function becomes p; = AQ; B
19Spin-off firms tend to outperform de novo entrants (Klepper, 2010). Accordingly, the share of

spin-off firms in the automobile industry affects supply and can serve as an alternative instrument
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by controlling changes of population and per capita income over time. The results

remain unchanged (see Internet Appendixes IA-B3 and IA-B5).

6.1.3 Estimation results

Table 1 summarizes the parameter estimates for both industries. All coefficient es-
timates are highly significant (see Internet Appendix IA-B for more details). The
logistic regressions fit remarkably well (adjusted R? > 0.95). The PC industry ex-
hibits a higher price elasticity (¢ = 14.58, = 0.07) than the automobile industry
(¢ =3.61, 5 =0.28).

Table 1. Parameter Estimation Results for Auto and PC

Parameter Automobile Personal Computer

Diffusion Estimation Sample: 1895-1910 (16 obs) Sample: 1975-1992 (18 obs)

Intercept (2) -4.17"7(0.28) -5.49"*(0.29)
Slope (A = vN) 0.54*(0.03) 0.58"*(0.03)
N (peak firm count) 210 435
Set ko= N/(1+¢e ) 3.20 1.78

Demand Estimation  Sample: 1900-1929 (30 obs) Sample: 1975-1992 (18 obs)

Intercept (@) 47.04"*(12.52) 137.15""%(12.52)
Price coefficient (—¢) -3.6177%(0.48) -14.58"**(1.49)
Set B =1/¢ 0.28 0.07

Set A = ¥/ 456,102 12,170

Notes: *** gignificant at 1%; standard errors in parentheses. Demand estimation uses 2SLS

with lagged output per firm as the instrument, which is highly significant in the first stage.

to identify demand (Cabral et al, 2018). Similarly, import growth shifts the supply curve in the
emerging PC industry and thus provides another valid instrument for demand estimation. In our
analysis, we use economically grounded instruments and clearly state the identifying assumptions.
Nevertheless, demand estimation may still face complications such as substitution or complemen-
tarity across products. Berry and Haile (2021) offer a comprehensive discussion of these challenges

and possible solutions.
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6.2 Auto and PC: model calibration

To calibrate the model, we choose values of N, vN, ko, 3 and A from the diffusion
and demand estimation above. In the model, a firm’s output is normalized to 1 per
period. While this does not affect the theoretical analysis, we account for a firm’s
production size in the empirical applications. In doing so, we denote by ¢ a firm’s
output and by () the industry output, so (); = gk; at date t. Accordingly, we revise
Eqs. (17), (18) and (28) by replacing A with Ag'~? (where A and § are from the

demand estimation above) as follows:

, 1 © (N N e
Regime 1: N—ko/o e t(ak—o—i-(l—a)k—t—l)flql Ok Pdt =¢;  (33)

1 > N\ [N\ .
ime 2: =) (=) 1| Ad kPt = 4
Regime N kfo/o e <(k0> (lft) ) q "k G (34)

> k
Social optimum: / e~ (rtyN)t (_’5
0

2
k()) AgPEPat = e (35)

In the automobile case, a firm on average produced less than 1,000 cars a year up
to 1910, and we calibrate ¢ = 900 based on output per firm in 1910 and Ag'~? = 61.11
(million). In the PC case, using output per firm in 1992, we calibrate ¢ = 27, 500 and
Ag'~P =163.63 (million). We also set r = 0.05.

Licensing played little role in the creation of automobile and PC firms in the
early life cycle of the two industries. Thus, we set @ = 0 for both industries in the
calibration. When o = 0, Regimes 1 and 2 both reduce to the free-imitation baseline

given by Eq. (9). We then use

Free imitation:

oo N -
/ e <— — 1> Aq Pk Pt = c (36)
0

N — ko ks

to solve for c.
Table 2 summarizes the benchmark parameter values calibrated for the automobile
and PC industries, which we shall use to study the socially optimal licensing rate

a* > 0 for a counterfactually successful IP protection system.?

20We consider alternative model parameter values in Section 6.4 for robustness checks.
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Table 2. Parameter Values for the Model Calibration

a T N AN kg B Ag'? | implied ¢
Auto | 0 0.05 210 0.54 3.20 0.28 61.11 172.70
PC 0 0.05 435 0.58 1.78 0.07 163.63 | 986.87

Figure 7 plots the calibrated model dynamics for the automobile industry. The
number of firms k; grows along a logistic curve. Meanwhile, v; falls while wu; rises
over time. The initial difference vg — ug equals the model-implied innovation cost
CAuto = $172.70 million (in 2012 prices). By 1910, the value of a producer v; falls to
$274 million and the value of a future imitator rises to $250 million. Because almost
all the potential entrants N have entered the industry by then, the total value of

firms v1910k1010 is very close to the present value of the industry revenue pig10Q1910/7-
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Fig. 7. MODEL CALIBRATION: AUTO

Note: Figure 7 plots the model-calibrated automobile firm numbers as a share of total potential
entrants (left panel) and the model-implied value of an incumbent firm versus that of an outsider
(right panel), 1895-1910.

Figure 8 plots the calibration results for the PC industry. Again, the number of
firms k; grows along a logistic curve, and v, falls while u,; rises over time. The initial
difference vy — ug equals the model-implied innovation cost cpc = $ 986.87 million (in
2012 prices). By 1992, the value of a producer v; falls to $2.14 billion and the value
of a future imitator rises to $1.97 billion. Because almost all the potential entrants
have entered by then, the total value of firms wvygg2ki992 is very close to the present

value of the industry revenue p1gg2Q1992/7-
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Fig. 8. MODEL CALIBRATION: PC

Note: Figure 8 plots the model-calibrated PC firm numbers as a share of total potential entrants
(left panel) and the model-implied value of an incumbent firm versus that of an outsider (right
panel), 1975-1992.

6.3 Auto and PC: counterfactual analyses

Using the calibrated model, we conduct counterfactual analyses to evaluate welfare

and policy outcomes.

6.3.1 Socially optimal licensing rate

We begin by evaluating the effect of the compensation share o in Regimes 1 and
2, starting with the auto industry. Given the innovation cost cp., derived from
the model calibration, we solve for the equilibrium industry dynamics under each
counterfactual value of a € (0,1]. In particular, Egs. (33) and (34) determine the
counterfactual mass of entering innovators ko at date 0. Figure 9 shows that kg
rises monotonically with « in both Regimes 1 and 2 when 0 < a < 0.60, and that
Regime 1 yields a higher kg than Regime 2. When o > 0.60, ky in both regimes
reaches the corner solution ky = N. Equation (35) identifies the socially optimal
entry share of innovators, kj/N = 14.88%, which is substantially higher than 1.52%
under o = 0. The social optimum can be attained by setting o, = 0.069 in Regime
1 or o}, = 0.166 in Regime 2, yielding a total social surplus of Wy, = $64.46

Auto
billion (in 2012 prices), or 12.63% higher than under the free-imitation benchmark.
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Fig. 9. EFFECT OF o : AUTO

Note: Figure 9 compares Regime 1, Regime 2 and social optimum across different values of & in
terms of the entry share of innovators (left panel) and welfare (right panel) in the auto industry.

We can similarly evaluate the effect of o for the PC industry.
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Fig. 10. EFrFECT OF o : PC

Note: Figure 10 compares Regime 1, Regime 2 and social optimum across different values of «v in
terms of the entry share of innovators (left panel) and welfare (right panel) in the PC industry.

Given the innovation cost cpe derived from the model calibration, Eqgs. (33)
and (34) pin down the entry mass of innovators kg for each counterfactual value of
a € (0,1]. Figure 10 shows that kq rises monotonically with « for both Regimes 1
and 2 when 0 < o < 0.42, and that Regime 1 yields a higher k; than Regime 2.

29



PUBLIC/OFFICIAL RELEASE // SECURE EXTERNAL

When o > 0.42, kg in both regimes reaches the corner solution ky = N. The socially
optimal entry share of innovators, kj/N = 16.41%, is markedly higher than 0.41%
under o = 0. The social optimum can be achieved by setting afy, = 0.056 in Regime

I+
1 or apgd

= 0.133 in Regime 2, yielding a total social surplus of Wjpo = $798.9
billion (in 2012 prices), or 25.72% higher than under the free-imitation benchmark.
Comparative statics for o*.—Figure 11 plots comparative statics for the socially

optimal compensation share a* under Regimes 1 and 2 based on the auto calibration.
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Fig. 11. COMPARATIVE STATICS FOR a* UNDER REGIMES 1 AND 2

Note: Figure 11 plots how the socially optimal compensation share &* reacts to changes of model
parameter values based on the calibration to the automobile industry.

The results show the following:

e o rises with 5.—A higher 5 means a lower price elasticity, which leads price to
decline faster which discourages ko. This makes the matching externality less

of a concern, so o* rises.

o o falls with v (holding N fized, when ~ is sufficiently large)—A higher ~
implies a better imitation technology, so the planner needs less innovation when

~ is sufficiently large and so o* falls.

e o rises with c but falls with A (= Agt—? ).—A higher c or a lower A discourages

ko. This makes the matching externality less of a concern, so o rises.
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o o rises with N (holding YN = X fized).—A higher N leads to a faster price
decline which discourages ky. This, together with a larger pool of potential

adopters N, makes the matching externality less of a concern, so a* rises.

e Comparison of Regimes 1 and 2—«a* is higher under Regime 2 than under

Regime 1, and the difference rises with 3, 7, ¢/A, and N.

The comparative statics help explain the difference in a* between the auto and
the PC. Compared with the auto, the PC industry has a smaller § and a larger
N, and these two dominate the offsetting forces of the larger ¢/A and larger N and
hence apo < ajy,, under each regime. Quantitatively, by comparing counterfactuals
that let one industry take on the other industry’s parameter values, we find that the

smaller 3 (i.e., the higher price elasticity) accounts for most for the smaller aj .

6.3.2 Socially optimal diffusion rate

We now evaluate the effects of varying the diffusion rate v (holding N fixed). In the

baseline case of free imitation (o = 0), should the planner slow down diffusion to

stimulate innovation?
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Fig. 12. EFFECT OF THE DIFFUSION RATE vy

Note: Figure 12 plots how the diffusion rate 7y affects the entry share of innovators (left panel) and
welfare (right panel) in both automobile and PC industries.

Figure 12 shows that for both the auto and PC industries, kj falls with v while

Wy rises with . Therefore, if the planner were to reduce 7, the entry of innovators
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ko would rise but social welfare would fall. The intuition is that while slowing down
diffusion could encourage entry of innovators, it would forego too much free imitation
and the welfare effect of the latter dominates.

To further study how policy affects diffusion and welfare, we split the auto data
by region according to regulatory regimes. Specifically, we compare the diffusion of
auto producers in Michigan to that in the rest of the country from 1895-1910. The

result shows that for Michigan, the diffusion estimates are

Ky
In = —6.03 + 0.68 ¢,
N — kK (0.89)**  (0.09)**

and the adjusted R? = 0.86. For the rest of country, the diffusion estimates are

In = —3.72 + 046 t,
N — ki (0.23)*=  (0.03)**

and the adjusted R? = 0.95. Compared to the estimate YN = 0.54 based on the
national sample (cf. Table 1), the estimated diffusion rate for Michigan ~ NMichisan —
0.68 is higher, while that for the rest of the country yN**" = (.46 is lower.

A key reason for the higher diffusion rate in Michigan was its policy on noncom-
petes. In the early years of the auto industry, Michigan had a legal and political
culture that prioritized worker freedom over employer protection, which culminated
in its 1905 Anti-Trust Act that banned non-compete agreements outright. This set
Michigan apart from most other states where noncompetes were widely enforced.
Auto firms in Michigan had a much higher spin-off rate than other places (Cabral et
al., 2018), as the pattern shown in Fig. 5 would suggest. Counterfactually, suppose
that all other states were to adopt policies similar to Michigan’s and achieve the higher
diffusion rate YN = 0.68 nationwide. Our model can then assess the welfare impact:
as shown in Fig. 12, raising the diffusion rate from 0.54 to 0.68 nationwide would
have led to a lower initial mass of innovators (falling from ky = 3.20 to ky = 1.87)
but a 3.1% higher social welfare (rising from W, = $57.23 billion to W, = $58.98
billion).?!

2 Related to our analysis, Marx et al. (2009) explore an exogenous reversal of the ban on em-
ployee noncompete agreements in Michigan in 1985 as a natural experiment. Using micro data
and a differences-in-differences approach, and controlling for changes in the auto industry central
to Michigan’s economy, they find that the enforcement of noncompetes attenuates mobility, most

sharply for inventors with firm-specific skills, and for those who specialize in narrow technical fields.
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6.4 Auto and PC: robustness checks

To assess robustness, we extend the analysis under alternative modeling assumptions
regarding anticipated shakeouts, imitators’ entry costs, and effective IP protection.
In all cases, the results remain consistent with our main findings—Restricting diffu-
sion speed ~ always lowers social welfare in both industries, and the socially optimal
licensing rate a* adjusts systematically as predicted by the model’s comparative sta-
tics.

Anticipated shakeout.—QOur analysis treats the shakeout as an unexpected event.
Alternatively, the model can be extended to allow for anticipated shakeouts. Specifi-
cally, we may assume that firms expect a disruptive innovation to arrive at a Poisson
rate p, which would render existing technologies obsolete and drive firm values to zero.
The functional forms of our original model remain valid, except that the discount rate
now becomes r + p. As shown in Internet Appendix TA-C1, o* rises in both the au-
tomobile and PC industries under this extension due to the higher effective discount
rate, despite the lower calibrated innovation cost c.

Imitators’ entry costs.—Our analysis assumes that imitators incur no cost other
than the licensing fee, giving them the strongest competitive advantage and simplify-
ing the model solution. In Internet Appendix [A-C2, we extend the model to require
imitators to pay a positive imitation cost ¢™ < c—for instance, to absorb new tech-
nology and establish production. All else equal, introducing ¢™ > 0 induces more
agents to innovate, yielding a higher calibrated innovation cost ¢ to match observed
innovator entry. Consequently, a* rises in both the automobile and PC industries
under this extension, but the change is small.

Effective IP protection.—OQOur baseline analysis assumes no effective IP protection
in the automobile and PC industries (o = 0). For robustness, we consider an alterna-
tive, extreme scenario in which both industries fully enforced IP protection under the
25 percent rule (o = 0.25). In Internet Appendix IA-C3, we recalibrate the model
for both industries. Relative to the baseline, a higher o incentivizes more agents to
innovate, leading to a higher innovation cost c¢ calibrated to match observed innova-
tor entry. Consequently, o* rises in both industries compared with the baseline, as
the model predicts. Moreover, a* remains smaller for the PC industry than for the

automobile industry in Regime 1.
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6.5 Cross-industry analysis beyond auto and PC

We now extend the empirical analysis to a broad set of industries originally studied
by Gort and Klepper (1982). Their classic work tracks the number of producers in 46
industries from each industry’s initial year of production through 1973, documenting
a common life-cycle pattern across most industries: the number of producers first
rises and later falls. For 23 of these industries, they also collect annual data on price
and output, showing that industry output continues to expand while prices decline

over the life cycle.

Table 3. Model Application to 18 Industries

Year of initial

Product production k*o/N a*! a*!
Auto 1855 15% 0.07 0.17
PC 1975 16% 0.06 0.13
Computers, Pre-PC 1935 21% 0.13 0.23
Electric blankets 1911 15% 0.37 0.53
Electric shavers 1930 14% 0.06 0.15
Freezers, Home and farm 1929 19% 0.15 0.28
Lasers 1960 48% 0.04 0.06
Nylon 1939 14% 0.16 0.32
Penicillin 1943 12% 0.15 0.32
Pens, Ballpoint 1945 16% 0.25 0.41
Records, Phonograph 1887 9% 0.37 0.58
Streptomycin 1945 10% 0.13 0.30
Styrene 1935 7% 0.33 0.57
Tapes, Recording 1947 8% 0.20 0.43
Television 1929 11% 0.12 0.30
Tires, Automobile 1896 22% 0.09 0.17
Transistors 1948 30% 0.06 0.10
Zippers 1904 7% 0.31 0.55

We use the original Gort and Klepper (1982) dataset and apply our model to the 23
industries with available annual data on firm numbers, output, and prices. Using the
same procedure as in Section 6.1, we estimate the diffusion and demand parameters
for each industry. We then exclude seven industries that fail either the diffusion or

demand estimation.?? This leaves 16 industries for which we can successfully calibrate

220f the 23 industries, one fails the diffusion estimation as the shakeout begins almost immediately
after the industry’s emergence. Six others fail the demand estimation, yielding either negative or
statistically insignificant estimates of ¢—suggesting that in those cases demand may be time-varying

or that lagged output per firm is an invalid instrument.

34



PUBLIC/OFFICIAL RELEASE // SECURE EXTERNAL

the model and conduct counterfactual analysis. For each industry, we derive the
socially optimal licensing rates o' and o under Regimes 1 and 2, and verify that
reducing diffusion rate v always lowers social welfare. Table 3 lists these industries,
together with automobile and PC, along with their year of initial production, and
reports the model-implied socially optimal innovator entry rate kj /N, and the socially

optimal licensing rates a!” for Regime 1 and o' for Regime 2.

A. Empirical Distribution of a B. Distribution of Socially Optimal a

10 14
b : mn Regime 1
] § g 10 H Regime 2
¥ i
! i
%y 5
g3 § s
i ¢

0 0

A 0NN N0 ADNG0N G1%S0% 5% Q% DN 2U6A0N ATRE%  GUGB0%  5B0%

Fig. 13. DISTRIBUTION OF «: EMPIRICAL VS. SOCIALLY OPTIMAL

Note: Figure 13 contrasts the empirical distribution of «v across industries (Panel A) with the
socially optimal distribution implied by the model (Panel B).

Figure 13 compares the cross-industry distribution of observed « to the socially
optimal rates implied by our model. The left-hand panel, Fig. 13(A), is taken from
Goldscheider et al. (2002), which reports licensing fees paid as a share of licensee
profits across 347 firms in 15 industries between 1990 and 2000. The empirical distri-
bution confirms the prevalence of the “25 percent rule” in practice—most industries
cluster around a licensing rate of approximately 25 percent, consistent with the stan-
dard bilateral bargaining benchmark between licensors and licensees.

In contrast, when applied to 18 industries, our model yields markedly different
cross-industry distributions of socially optimal licensing rates, as Fig. 13(B) shows.
These differences arise from market-level determinants such as demand elasticity,
innovation cost, diffusion speed, and whether sublicensing is permitted. The results
underscore that industry-level licensing outcomes driven by bilateral bargaining need

not align with welfare-maximizing rates shaped by aggregate diffusion dynamics.
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We assume free imitation (« = 0) in the baseline analysis, consistent with evi-
dence that most innovations are neither patented nor effectively protected by patents.
For robustness, we consider an alternative, extreme scenario in which all industries
in the Gort and Klepper (1982) dataset fully enforced IP protection under the 25
percent rule (v = 0.25). We then recalibrate the model for each industry and derive
the corresponding socially optimal licensing rate o*. A higher « incentivizes more
agents to innovate, leading to a higher calibrated innovation cost ¢ to match observed
innovator entry. Consequently, a* rises across all industries in both Regimes 1 and
2, shifting the cross-industry distributions of a* to the right relative to Fig. 13(B),
while remaining markedly different from the empirical distribution of o shown in Fig.
13(A). Moreover, the cross-industry ranking of a* obtained under the free-imitation
baseline persists under the alternative scenario in Regime 1, though not necessarily

in Regime 2. Detailed results are provided in Internet Appendix [A-C3.

7 Additional discussion

7.1 Matching function specification

In our model, the matching function (3) features increasing returns to scale. However,
the assumption on returns to scale is inessential for our analysis. To see why, let us

generalize Eq. (3) to

dk . .
d_tt =Yk (N — ky) where 4 = %
The solution for k; then becomes

NNt NeVNH“

e‘YNt—I—kﬂ—l eWNl_wthkﬂ—l
0 0

By rescaling the diffusion parameter + by the constant ﬁ, the matching function
features increasing returns to scale if ) < 1, constant returns if ¢ = 1, and decreasing

returns if ¢ > 1. In the model, we assumed that ¢) = 0, but our analysis and findings

0
N¥

of v plays no role except in a counterfactual that would involve changing the value
of N.

would hold for any 1) because a time series study takes N and as given; the value
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Also, the labor search literature often assumes a Cobb-Douglas matching function:

dk
d_tt = th (N - kt)liov

where 0 < 6 < 1. However, the Cobb-Douglas formulation does not appear to fit data
better, and more importantly, it does not have a closed-form solution for the time

path of k;. Therefore the logistic formulation we use has analytical advantages.
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Fig. 14. DIFFUSION MODELS: FITTING TIME PATHS OF FIRM NUMBERS

Note: Figure 14 compares data fitting of logistic diffusion model with that of symmetric
Cobb-Douglas matching model (top panels) and with that of best fitting Cobb-Douglas matching
model (bottom panels) in the automobile and PC industries.

Figure 14 shows that the estimated logistic diffusion model (cf. Eq. (4)) matches
the time paths of firm numbers well for U.S. automobile and PC industries. Compared
to the symmetric Cobb-Douglas counterpart (i.e., # = 0.5), logistic diffusion shows a
more pronounced inflection point and fits better for the PC industry, as shown in the
top panels. In the bottom panels, we compare logistic diffusion with the best fitting
Cobb-Douglas formulation for each industry without restricting . The former still
fits better for the PC industry.??

2By maximizing the fit with a Cobb-Douglas function without restricting 6, we estimate that
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7.2 Heterogeneous production capacity

The model assumes that all firms have the same constant production capacity. The
constancy of output per firm prior to the shakeout shown in Figs. 1 and 2 suggests
that this is not unreasonable in the pre-shakeout period. Still, the model can accom-
modate some output heterogeneity with the following minor adjustment: suppose
the production capacity of innovator i is s;, a random variable with CDF H (s;) with
support (0,5) and a mean equal to unity.

Among innovators we assume that the variables s; are random, independent over
7, but are realized after the innovator has paid the cost ¢. We also assume that
matching is undirected so that H pertains to the imitators, too. Industry output

would be

Qi = ky /SsdH (s) = k.
0

Then ); = k;, and p; would remain the same as before. Ex ante expected revenue of
firm ¢ would be p,E (s;) = p;. The rest of the analysis would stay unchanged.

A subset of the values of s in the support of H could then develop into “domi-
nant designs” in the terminology of Utterback and Abernathy (1975) and survive the

shakeout.

7.3 Industry growth factors

Our model can also be extended to incorporate growing market demand and firm
productivity. In doing so, one may extend the model setup by allowing the market
demand parameter A; and each firm’s production capacity ¢; to rise over time. As a

result, at date t > 0 industry output is Q); = ¢;k;, and the product price is
pr = AtQ;ﬂ =4 (tht)_ﬁ :

As long as profit per firm (i.e., p,g = Aq, I ) does not increase in t, we find

that at equilibrium, innovators still enter the industry only at date 0. In Regime 1,

0™ = 0.55 and 6°° = 0.90. Figure 14 shows that Cobb-Douglas curves fit slightly better in the
auto case (R? = 0.986 when 6 = 0.5 and R?> = 0.987 when 6 = 0.55) than the logistic curve
(R? = 0.974), but the logistic curve fits better in the PC case (R? = 0.981) than the Cobb-Douglas
curves (R? = 0.936 when 6 = 0.5 and R? = 0.969 when 6 = 0.90).
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the number of innovators k¢ € (0, N) solves

1 < N N 1-5
" — 1—a)— —1) A (q:k dt =
N—ko/o e <Oék0 + ( @) T, ) ¢ (qekt) C,

J/

-~

Vo — Ug

and in Regime 2, the number of innovators k¢! € (0, N) solves

1 © [ /N\*[(N\"* g
L ey R (s — 1| A (k) P dt =
N—ko/o e ((k()) (k?t) > t(Qt t) C,

J/

Vo - Ug
where, in each regime, k; follows the logistic diffusion process in Eq. (4) (see Internet
Appendix TA-A11 for the proof).

The intuition is that despite the growth in market demand and firm productivity,
the entry of imitators may continue to bring down the competitive rents enjoyed by
earlier entrants. As a result, innovators enter only at date 0, and the private and
social trade-offs that we have studied between innovation and imitation continue to
exist. To apply the model extension to data, one needs to specify the laws of motion
for A; and ¢; explicitly. Given that our model with time-invariant A; and ¢; fits
the U.S. auto and PC industry data well, we leave the empirical application of this

extension for future research.?*

7.4 The N — oo limit

The special case where N — oo does not fit the industry data well, but the solutions
are simpler and may help illustrate the findings of our model. In this subsection,
we study a limiting version of our model with N — oo. All proofs are provided in
Internet Appendix TA-A12.

24There may be exceptional cases where market demand or firm capacity expands so much that
profit per firm rises over time. If so, some agents could enter as innovators after date 0. That
scenario might be relevant for some products or industries, but from a modeling point of view, it
blurs the tradeoff between innovation and imitation. We run Bass model regressions using both auto
and PC industry data by allowing some firms to enter the industry as independent innovators after
date 0, but the effect is statistically insignificant (see Internet Appendixes IA-B2 and IA-B4).
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Let N get large but at the same time reduce v so that YN — X > 0, a constant.
The logistic diffusion process (3) then converges to % = Ak, and then (4) becomes
k, = koe. This is essentially the exponential diffusion process considered by the
models of competitive innovation (i.e., Boldrin and Levine, 2002, 2008, and Quah,
2002). Those studies embed such a diffusion process in a growth model, and we now
incorporate it into our industry dynamic model.

Assuming that A < r so that welfare is bounded, we prove that, at equilibrium,

innovators only enter at date 0, and the number of innovators is

LA+ B-DAtaN) \7
fo = (c<r+m><r+w—m>> ’ (37)

¥ = (- am)é )

in Regime 1 and Regime 2, respectively.

Equations (37) and (38) imply that k§ = k' > 0 for a € {0,1} and &k} > kF > 0
for a € (0,1) . Hence, innovation occurs even when a = 0, and Regime 1 yields more
innovation unless « € {0, 1}.

Socially optimal licensing rate.—While a = 0 is compatible with positive innova-
tion, it is not optimal. We prove that it is socially optimal to innovate only at date

0 and that the corresponding number of innovators is

1

%= (o) )

Comparing Eq. (39) to Egs. (37) and (38) shows that k} = k} = ki iff o = 1. Le,
a* =1 for both Regimes 1 and 2.
Why does the limiting model yield an optimal licensing rate different from that

when N is finite? The key is that when N is finite, there is a matching externality
that an innovator creates and ignores, which reduces other agents’ innovation payoft.
In the limiting model, however, there is no such externality —an innovator’s matching
rate is fixed at %{dt = A\ while an imitator’s matching rate is fixed at 0 given that
N — oo. Therefore, the finite-INV version not only fits the industry evolution pattern
better but also incorporates the important matching externality.

Socially optimal diffusion rate.—Parallel to the logistic diffusion case where the

planner does not want to reduce v, here the planner does not want to reduce A under
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the exponential diffusion:

oWy
oA

>0 forael0,1], and 5>0 (40)

for both Regimes 1 and 2.

8 Conclusion

This paper developed a unified model linking innovation, diffusion, and intellectual
property (IP) protection in industry evolution. By endogenizing innovators’ entry and
by modeling idea diffusion through random matching, the framework reproduces the
S-shaped producer growth observed in the early life cycle of U.S. industries, including
automobiles and personal computers.

Our analysis yields two main findings. First, optimal licensing must balance
the positive learning externality with the negative matching externality arising in
the diffusion of new technologies. The resulting socially optimal licensing rate o*
varies systematically with demand elasticity, innovation cost, diffusion speed, and
whether sublicensing is permitted—departing sharply from the uniform 25 percent
rule commonly used in practice.

Second, when IP protection is weak, innovators rely on lead-time advantage to
recover investment. However, policies that attempt to strengthen innovation incen-
tives by slowing down diffusion inevitably reduce welfare, as the losses from delayed
imitation and output expansion outweigh the private gains to innovators.

Taken together, these results highlight that diffusion policy and innovation policy
are inherently intertwined. Ensuring rapid diffusion while providing sufficient—but
not excessive—rewards to innovators maximizes welfare and promotes dynamic, com-
petitive industry growth. Future research may extend this framework to endogenous
quality improvements, network diffusion, and modern innovation ecosystems such as

software and artificial intelligence.
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Internet Appendix to “Idea Diffusion and Property Rights”

Boyan Jovanovic and Zhu Wang

IA-0. Evidence on limited patent protection

Despite the centrality of intellectual property (IP) rights in innovation policy, the
real-world effectiveness of patents in protecting innovations is very limited. Evidence
suggests that for the majority of innovators, patents offer weak or non-existent pro-
tection; Innovators rely primarily on first-mover advantage and their lead time over
imitators to recoup their investment in innovation.

1) A majority of innovations are never patented

e Mezzanotti and Simcoe (2023) report on the Business R&D and Innovation
survey, which was conducted between 2008 and 2015 by the US Census Bureau
and the National Science Foundation. This survey asked more than 40,000 US
firms, from a nationally representative sample, about their use of intellectual
property. Only 18% of firms that perform any R&D seek patent protection.
Liu (2025) further finds from a 2022 survey that for U.S. manufacturing firms
with multinational operation, only 17.6% of innovations considered for patent
protection eventually filed applications.

e Cohen, Nelson, and Walsh (2000) describes the results of a 1994 survey admin-
istered to about 1500 R&D labs in the US manufacturing sector. In this survey,
labs were asked to estimate the percent of innovations that were patented. Even
in this sample where the innovators have the highest tendency to patent, less
than half of their inventions were patented: across all sectors, on average labs re-
ported they patented 49% of their product innovations and 31% of their process
innovations.

e Fontana et al. (2013): Since 1963, the magazine Research and Development
has run the annual “R&D 100 award” competition to identify the 100 most
technologically significant products available for sale/licensing in the previous
year. Fontana and coauthors gather data on 2802 award-winning inventions
over 1977-2004 and find that only 9.1% of them have an associated patent.

e Argente et al. (2023) use the Nielsen Retail Measurement Services data to get
information on how often new consumer products are patented. Their dataset
covers more than one million products sold over 2006-2015. They find that only
23% of new products are introduced by firms who have patents related to that
product category.
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2) Few patents are litigated, and many are weaponized

Among the patents that are filed, only a small fraction are ever litigated. Of
approximately 200,000 patents issued annually in the U.S., fewer than 1.5%
face litigation, and a mere 0.1% proceed to trial (Wikipedia, “Economics of
Patents”). Even when patents are litigated, enforcement outcomes are incon-
sistent, and many patents are broad, low-quality filings used as leverage by
patent assertion entities (PAEs), commonly known as patent trolls.

In 2012, PAEs accounted for 61% of U.S. patent lawsuits, and by 2014 this
share had risen to 67%. These entities often target small firms that lack re-
sources to engage in prolonged legal battles, forcing settlements regardless of
the patent’s substantive merit (Scherer, 2015). Consequently, the enforcement
landscape is skewed in favor of entities that weaponize patent portfolios rather
than genuinely protect innovative output.

3) Patent litigation is costly and enforcement is uneven

For most innovators, pursuing patent litigation is financially nonviable. The
cost of defending a patent lawsuit can easily exceed $2.5 million for cases with
stakes over $25 million, and even for smaller disputes, legal costs remain pro-
hibitively high (American Intellectual Property Law Association, 2019). In fact,
for certain sectors like software, the average cost of litigation doubles the ex-
pected value of the patent, making enforcement a negative net-return activity
for many small innovators (Wikipedia, “Criticism of Patents”).

This uneven enforcement capacity creates a systemic disadvantage for startups
and SMEs, which often lack the resources to navigate complex litigation or even
defend their patents against infringement by larger competitors.

4) Alternative approaches

The profits from innovation erode sharply when imitation occurs within a few
years, which is often the case in fast-moving industries like consumer electronics and
software. In these markets, leading innovators rely more on speed-to-market strategies
and brand differentiation than on legal protections (Scherer, 2015).

Given the limitations of patents, many innovators turn to alternative strategies
to protect and monetize their creations:

Trade secrets: Many firms opt to keep critical innovations as trade secrets to
avoid disclosure through patenting, though the approach is more commonly
used in sectors where reverse engineering is difficult.

First-mover and lead-time advantages: Rapid market entry and establishing
brand loyalty are often more effective than legal barriers to imitation.
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e Open innovation and collaboration: In fields like software and biotech, open-
source models and collaborative IP-sharing arrangements provide mutual pro-
tection and foster innovation ecosystems (e.g., Linux, CRISPR consortia).

Motivated by the above evidence, we analyze innovation and diffusion under free
imitation, and derive the socially optimal licensing rate that balances learning and
matching externalities in the industry evolution. We also show when intellectual
property protection is ineffective, innovators rely on lead time to recover investment,
but extending this lead time by a policy that slows diffusion would reduce social
welfare.
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IA-A. Proofs
TA-A1l. Proof of Proposition 1

Proof. We first conjecture that no agent enters as an innovator after date 0 and
ko < N, so the time path of firm numbers follows logistic diffusion:

YNt
P L (A1)

eVt ff—o —1
The value of a producer v, is determined by

dvt
= —. A2
o= pet (A.2)

Solving the differential equation (A.2) yields

vt:/ e_r(s_t)psds:/ e T AR P ds. (A.3)
¢ ¢

Because k, rises with s, v; falls with ¢.
Next, we show that v; — u, falls with . Recall that the value of an outsider, w;, is
determined by

du
rug = vk (vp — ug) + d—tt, (A-4)
which, together with Eq. (A.2), implies that
d(vi — u
% = (r +7ke) (v — u) — - (A.5)
Let ¢, = v; — uy. Then Eq. (A.5) reads
d
% — (r+vk)vy = —pu.
Define z, = exp [ —(r + vk;)dt. We then have
d(z
((;_szt) = —ZtPt,

which yields the general solution

=z " / —zpydt + 2z, ' C,

where C' is the constant of integration.

. o Ne’yNt 3
Given that k; = pr g we can solve for z:
*0

ko
N — /{70 -+ ]{3067]\“.

—rt

Zt =

48



PUBLIC/OFFICIAL RELEASE // SECURE EXTERNAL

Since 1), needs to be bounded as ¢ — oo, we have C' = 0. We then have

Y, = Ztl/_ztptdt

ot N — Fo + koe? ™! /_ert ko gt
N ko N — k?() + koGVtht
eTtN — k?() + koe’yNt /OO o7 k)g ds
N ko t N — ]fo + koevNSps
00 YN (s—t) _ 1
_ —r(s—t) . €
/t ‘ (1 (NoFa)e—Ne 4 evN(s—w) Pads. (4.6)

Define j = s — t. We can rewrite Eq. (A.6) as

_ = —rj 1 N -1 di
be = 0 ‘ - (Aho)e—aNt 4 eIN PersY:
0

eYNi_1
(leko )e= Nt eyNi

In the integral, the terms (1 — and p;y; both fall with ¢, hence

Y, = vy — uy strictly falls with ¢. Given the free entry condition vy — uy = ¢, we have
v — uy < ¢ for any ¢ > 0, and so no agent would want to enter as an innovator after
date 0.

Eq. (A.3) implies that

vy = / e T Ak, Pdt. (A.7)
0

At date 0, the total industry discounted revenue, fooo e*”Akt1 “Adt, is shared by the
two groups — the initial entrants kg and the outsiders N — ky. With the free entry
condition vy — ¢ = ug, we have

/ e Ak TP dt = woko + ug (N — ko) = voN — ¢ (N — ko). (A.8)
0
Plugging Eq. (A.7) into Eq. (A.8) yields Eq. (A.9):

Jy et (£ -1) Ak} Par
N Ty = c (A.9)

Interior solution (i.e., ky < N )—We have shown that kq is determined by Eq.
(A.9). Note that as kg — N, we have k; — N. Hence,the numerator and the
denominator on the left hand side of Eq. (A.9) both converge to 0 as kg — N.

Applying L’Hopital’s rule, the left hand side of Eq. (A.9) converges to fi\gj\f

as
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ko — N. We can further prove that Eq. (A.9) yields dky/dc < 0, and so the baseline
model has an interior solution ky < N iff condition (A.10) holds, i.e., iff

AN—P
r+yN’

c> (A.10)

IA-A2. Proof of Proposition 2(A)

Proof. In Regime 1, potential adopters can copy an idea from an imitator but the fee
goes to the idea’s original innovator. We first assume that, at equilibrium, innovators
enter only at date 0 and ky < N, so that the time path of firm numbers is determined
by Eq. (A.1). We then ask if any agent would want to deviate by entering as an
innovator at a date 7 > 0.

The entry of a measure-zero innovator at 7 > 0 would not change the industry
quantity and price through Eq. (A.1). Upon entry, the value of this innovator comes
from two sources: One is that he will get a fraction 1/k; of the total industry revenue
Aktl 7 at each date t > 7 by selling goods; the other is that he will get a chance 1/k,
to collect idea-sale revenues from new imitators at each date t > 7 (note that k; is the
number of all incumbent firms at his entry date 7, so 1/k, is the probability for new
imitators at each date ¢ > 7 to trace him as the original innovator of the idea they
copy). At each date t > 7, a fraction k= o kr of firms in the industry are imitators who
enter between date 7 and date ¢, so this new innovator at his entry date T expects to
have 1/k, chance to receive the ‘discounted sum of the fraction o (ki — k) /k; of the
total industry revenue Aktl =7 as his idea-sale revenue starting from date 7.

Therefore, the value of this new innovator at his entry date 7, denoted by v, is

o0 1 a k —k
T — =) (o (2T ) AR Py A.11
v, /T e <k’t + kr( i, )) t ( )

Note that v] varies by entry date 7 because the number of existing firms k, rises
with 7. By contrast, the value of an innovator who entered at date 0 would have the

date-7 value - . _—
0_ —r(t-r) (2 X BT RN 418 gy A.12
(0 /7- e (k’t + k?()( e )) t ) ( . )

so vl < v for any 7 > 0, and vT =02 for 7 = 0.
Equation (A.1) implies that for any date ¢ > T,

b= N T E Ty (A.13)

T

and that N(t—r)
Y —T
L Ve . (A.14)
k; N+ (exNt=7) — 1)k,
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We can rewrite Eq. (A.11) as

> k
vl = / et <1 —a+ ak—t) Ak; P dt. (A.15)

T

Defining s =t — 7, Eq. (A.15) becomes

T = / e <1 —a+ akl;“) Ak L ds. (A.16)
0

T

Note that Eqgs. (A.13) and (A.14) imply that

—B
kTJrS . N67N5 k‘_’B . NGWNS
ke N+ (eNs—1k 7 \eNs (X 1)) 7

which both decrease in k.. In Eq. (A.16), because k, increases in T, % and k__ fs
decrease in 7, and hence v} decreases in 7.

Similarly, because an imitator can keep (1 — a) share of his output, the total value
of outsiders u, (N — k,) at date 7 equals the imitators’ share of the total discounted
industry revenues from date 7 and onward. Therefore, we have

00 1_ B
UT(N_ k‘r) :/ €_T(t_7) <( a)]ikt kT)) Ak’tl_ﬁdt,

t

which implies

Uy = / " erttn) ((1 l;(oj‘\)[(ﬁt k_ )kf))) Ak} 7P dt. (A.17)

Inserting Eq. (A.14) into Eq. (A.17), we derive

% 1 — YN(t—T7) __ 1
U = / e—r(t=") (( @) (¢ )> AR P, (A.18)

NerN(E—T)

Again, defining s =t — 7, Eq. (A.18) becomes

Uy = /OO e " <(1 o) (@™ - 1)) Ak P ds. (A.19)

Ne'yNs

Equation (A.19) implies that if 5 = 1, u, is a constant that does not vary with 7; if
g >1, ki;f falls with k., so wu, falls with 7; and if § < 1, kijrf rises with k; so u,
rises with 7. Moreover, combining Egs. (A.16) and (A.19), we have

00 1 — YNs __ 1
vl —u, = / e "’ (1 —a+ akﬁs _(=a) (e )kT+S> Ak Pds.  (A.20)
0

k, NeNs
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NevNs

—a)(erNs—
Within the integral of Eq. (A.20), both terms (1 — o+ Ozkgs _ o 1)k7+s>

and k_. fs decrease in 7, so v] —u, falls with 7. Therefore, given the free entry condition
v) — ug = ¢, we have v7 —u, < ¢ for any 7 > 0, so no innovator would enter the
industry after date 0.

Let vy = v). Equations (A.12) and (A.17) yield

1 [~ (N N s
— Uy = " — l—a)——-1)A . A21
Vo — o = 3 /0 e (a e +(1—-a) " ) k,~"dt (A.21)

The free entry condition vg —ug = ¢ then pins down the mass of innovators kg at date
0, as shown by Eq. (A.22):

fooo e "t (a% + (1 —a) kﬂt — 1) Aktlf’gdt
N — kg

= c (A.22)

Interior solution (i.e., k} < N)—We have shown above that &k} is determined
by Eq. (A.22). Note that as kg — N, we have k;, — N. Hence, the numerator
and the denominator of the left hand side of Eq. (A.22) both go to 0 as ky — N.

Applying L’Hoépital’s rule, the left hand side of Eq. (A.22) converges to Tﬁfz]]\\;) AN—P

as ko — N. Proposition 3(A) shows that dkl/dc < 0. Therefore, the model has an
interior solution k§ < N in Regime 1 iff condition (A.23) holds, i.e., iff

r+ayN

WAN% : (A.23)

Additional properties of the dynamic path.—The proof above confirms that inno-
vators only enter at date 0. The time path of firm numbers is given by Eq. (A.1),
and the time path of u, is solved by Eq. (A.19). Following that, the dynamic paths
of wy, v{ and v, for any £ > 0 can also be derived. Recall that

+ deoy
TW = )
t = D¢ di

wt:/ e_r(s_t)psds:/ e_r(s_t)Aks_ﬁds.
t t

Because k; increases in s, w; declines in ¢.

Counterfactually, suppose a marginal innovator did enter at date 7 > 0. For any
t > 7, he would collect Ak;® in each period s > t by selling goods, and collect a
fraction W of the total industry revenues Ak!=# from new entrants after date ¢

by selling ideas. Therefore, his value at date ¢t would be determined by

o0 A o0
vy = A/ eI Pds + k_/ e "0 (1 - %)k;_ﬁds. (A.24)
t t

which yields

T S
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Because k; increases in 7, v declines in 7.
Finally, Eq. (A.24) suggests that an innovator who had entered at date 0 would
have a value v; for any ¢t > 0 :

*© A [ k
v =) = A/ e O Pds + k_/ e 00 (1 — k—t)ksl_ﬁds. (A.25)
t 0 Jt s

Equation (A.25) suggests that the time path of v; depends on parameter values. For
example, v; may fall with ¢ when o = 0 or when 3 > 1, or v; may initially rise and
later fall with ¢ if « is close to 1, 3 is close to zero, and c is sufficiently large. m

TA-A3. Proof of Proposition 2(B)

Proof. In Regime 2, all firms at date-t share the same value v; regardless of their
entry date or type. We first conjecture that no agent would enter as an innovator
after date 0 and kg < N, so that the time path of firm numbers is determined by Eq.
(A.1).

Recall in Regime 2, v; is determined by

dUt

roy =pr + v (N — k) avyg + o (A.26)
- d
v
d_tt —[r=9(N —k)a]v,=—p;. (A.27)
Defining z = exp ([ — [r — v (N — k;) o] dt), we can rewrite Eq. (A.27) as
d
i —(zv) = =2y,

which yields the general solution

v = z;l / —2zippdt + Z[IC,

where C' is the constant of integration.

. YNt
Given that k;, = ew@iiﬁ, we can solve for z:
0

N —Fk -
2 = exp (/— [r—~ (N — k) q] dt> =e " (k—oe_“’Nt + 1) :
0

Accordingly,

v = et N - ko e Nt /—e N - ko e Nt et
1{70 kO

N —k ¢
+e"t ( ’ 07Nt 4 1) C,
0
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which requires that C' = 0 because v; needs to be bounded as t — oco. We then solve
for v; as follows:

N — @ N —k e
v = et —koeﬂm +1 /—e‘” MmNt 4 g pedt
ko k()
N — R N —k e
= ¢t (—ko e Nt 4 1) / e "’ ( 0 —Ns + 1) psds
]{30 t kO

00 N—ko ,—yNs —a
B / e sl b - psds
: fhoe-yNt 41

00 1 — 6—7N(s—t) @
= / et 1 — T psds. (A.28)
t ﬁev ¢ + 1

Defining j = s — ¢, we can rewrite Eq. (A.28) as
[oo (1) vt (420
vy = el l-— dj. .29

' 0 N]ioko 6’7Nt + 1 pt+] J

In the integral, both terms (1 — %) and p;; = Ak;f] decrease in t.

Therefore, v, falls with t.
Next, we show v, — u, falls with ¢. Recall in Regime 2, u,; is determined by

du
rug = vk (1= v — ) + d—tt, (A.30)
which, together with Eq. (A.26), implies that
d(vi —u
% = (r +vke) (ve — ur) — (pr + yNawy). (A.31)

Defining ¢, = v; — uy, we can rewrite Eq. (A.31) as

d
% — (r+ k), = —(pr + YNawy).

Define z = exp [ —(r + vk:)dt. We then have

d(2e1;)
dt

= —z(pt + YNaw,),

which yields the general solution

Y, = zt_l / —2zi(pt + YNawy)dt + zt_lC,
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where C' is the constant of integration.
Given that k; = %, we can solve z; :
0
ko
N — ko + kogeNt’

Again, 1, needs to be bounded as t — oo, so C' = 0. We then have

z=e "

v, = zt_l/—zt(pt+7Nozvt)dt

N — /'Co + k’oBWNt _ k‘o
_ rt . rt
= e e / e N — Fo + ke M (pe + YNaw,)dt
N — ko + kge?Nt [ k
rt 0 0 —rs 0
= s Nawg)d
e e /t e N—ko+ko€7N5(p + yNawy)ds

9] N e'yN(sft) -1 N A
= /t e 1-— (o)t . W) (ps + YNaws)ds.  (A.32)
0

Define j = s — t. Then Eq. (A.32) reads

o eNi — 1 .
Y, = / e 1= =T (pigj + YNaw;)dj. (A.33)
0 ko

)e—th + e7NJ

eNi1

Note that in the integral, the terms (1 ~ T

% )e_"/Nt+e’YNj
0

) and (piv; + YNowe;)

both fall with ¢, hence ¢, = vy — u; strictly decreases with ¢. Given the free entry
condition that vy — uy = c at date 0, we know v; — u; < ¢ at any date £ > 0, so no
agent would enter as an innovator after date 0.

Note that Eq. (A.28) implies that

[o¢] kf (0%
— —r(s—t) [ s d
vy = e psds,
e (E)

(e%e] ]{3 (&3
vy = / et (k—t) Ak;Pdt. (A.34)
0

0

so that

At date 0, the total industry discounted revenue, fooo e*”Aktl ~Pdt, is shared by the
two groups — the initial incumbents kg and the outsiders N — ky. With the free entry
condition vy — ¢ = up we have
/ G_TtAk?tl_ﬁdt = Uok’g + ug (N - ]{30) = U()N —C (N - ko) . (A35)
0
Plugging Eq. (A.34) into Eq. (A.35) yields Eq. (A.36):
« 11—«
[ e <(%) () - 1) Akt

N — ko

= c. (A.36)
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Interior solution (i.e., kt¥ < N)—We have shown that kf' is determined by
Eq. (A.36). Note that as kg — N, we have k; — N. Hence, the numerator and
the denominator of the left hand side of Eq. (A.36) both go to 0 as ky — N.
Applying L’Hopital’s rule, the left hand side of Eq. (A.36) converges to T’Ejfzx) AN—A
as ko — N. Proposition 3(A) shows that dkf!/dc < 0. Therefore, the model has an
interior solution kf' < N in Regime 2 iff condition (A.23) holds, i.e., iff

r+ayN

>— " AN,
r(r+yN)

IA-A4. Proof of Proposition 3

Proof. (A) We first prove that k{ rises with a and A, but falls with ¢ and r. Rewrite
Eq. (A.22) as

G = / e " (t; ko)dt — c =0,
0

where

1 N N s
F(t; = l—a)——1]A
(t7 ko) N o kO (Oé k(] + ( Ck) kt ) kt )

and
N e'yN t

Nt X — 1

ky =

We verify that aF(t kO) <0, 80 5= <0. Following that, we can prove

Ok __9G[oa Oy 9G/oA
da — OG[OKL T 9A 9G/0kE

>0;

oKy __9G[oc _ oKy __ 9G/or
dc — OGJOKE T or OGOk

Similarly, in Eq. (A.36), we can prove that kgl rises with o and A, but falls with
c and 7.

< 0.

(B) First, it is straightforward to verify Eqs. (A.22) and (A.36) are identical when
a € 40,1}, so k§ = kL.
Second, for any a € (0,1) and ¢ > 0, we can apply the mean-value theorem to

derive
DIDECORRICIONES
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where k; > k' > ko. Therefore,

Y ()7 < (2) () —aX g e

Given that &k} and k] satisfy Eq. (A.22) so that

© N N 3
/0 e tN_k(%(ak—%—l—(l—a)k—%—l)A(kl{)l fdt = c,

the same k¢ and k! would not satisfy Eq. (A.36). Instead,

0o . 1 N a N 11—« B
/0 S <<ﬁ> (F) - 1) APt < c, (A.38)
0 0 t

given the inequality (A.37).
The left-hand side of Eq. (A.36) can be written as

LHS = / e " E (t; ko)dt
0

1 N « N 11—« g

Ne'yNt

YNt N _ 1
et + 1

where

and

=

We verify that 2E¢ tko) <0, so aglgl 8 < 0. Therefore, the solution k! that satisfies Eq.

A.36) has to satlsf kP < Kl w
( Yy 0

IA-A5. Proof of Proposition 4

Proof. We prove the following results:
(A) For inelastic or unit elastic demand (i.e., 8 > 1),

fall with v when > 1> «
I i = ;
kg and & { do not vary with v when = a = 1.

(B) For elastic demand (i.e., 5 < 1),

B+ (1)

{ falls with v if 0 < o < —x—— < 1,
ko i
riseswithvif12a>6+ﬁ( —pB) >0,
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and
L {fallsw1th71f0<oz<6+N B) <

rlseSW1thfylf12a>ﬁ+<L) (1-p

We first prove the results for Regime 1. Rewrite Eq. (A.22) as

G / 77‘tF t ,7 ANl = 07

where

F(t;y) = ﬁ <a% —14+(1—a) (1 + (Z 1)6—%)) (1 + (22 1)6_7Nt)ﬁl.

Note that
Flty) —(1—04)<1+(k—1)e th)
0y _(Oék—]\g—l—l—(l—a)( (kﬂ_ )—th))<5_1)

Therefore, for inelastic or unit elastic demand (i.e., § > 1), we have 0G/0y < 0
(except 0G/0y = 0 when § = a = 1). Recall that 0G/0ky < 0 from the proof of
Proposition 3. We then derive

kg 0G0y okg
=— t —— =0 wh =a=1).
N 9GOk < 0 (excep T 0 when f=a=1)

We now consider the case of elastic demand (i.e., 5 < 1). Note that

F(t;v)

vy

<0<:>(1—oz)5(1+(%—1) ”Nt> >(a%—1)(1—ﬁ),

which holds for any ¢t > 0 if

N 1
Therefore, we have
oKL 0G0y 1
8_7__8G/0k;1<0 lfa<m
Similarly,
F(tﬁ) N —YNt N
8—”)/>O<:>(1_ )(1+(k0 1) N)ﬂ<(04k—0—1>(1—ﬁ),
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which holds for any ¢t > 0 if

N N ko
(1-a) (k—0)5<(ak—o—l)(l—ﬂ)@a>ﬁ+ﬁ(1—ﬁ).
Therefore, we have
oky 0G0 , kL
5y 9GO >0 if a>6+ﬁ(1—6).

Similarly, with Eq. (A.36), we can prove the results for Regime 2. =

IA-A6. Proof of Proposition 6

Proof. We first consider the case 8 < 1. For any date 7 > 0, if no further innovators
enter, the number of firms at any date ¢t > 7 is

Ne'yN(t_T)
= >
ky NG+ X 1 fort > 7. (A.39)

T

As of date 7, the social return to innovation is

o A
SRT = / G_T(t_T)mktl_Bdt. (A40)

The current cost of innovation is ¢ per unit, and its marginal social return (even if
no further innovations are made) is

O0SR *° ok
T —r(t—T7) -8 t
. / Ak St (A.41)
where
Ok, N2eyN(t=T)

- : A.42
Ok, (N + (€Nt — 1) k,)? (4.42)

which is strictly decreasing in k.. And since k; is increasing in ¢, e "¢k, ok g

ks
, %8= s strictly decreasing in k, and so if at date 0

ko is chosen so that %S—Ifoo = ¢, thereafter 885% < c. Similarly, we can prove the result
holds for § > 1. Hence, it is socially optimal to innovate only at date 0.

The planner should then simply choose the scalar kj to maximize social welfare:

also decreasing in k,. Therefore

max { /0 e (k) dt — ckzo} : (A.43)

ko
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subject to Eq. (A.1).
socially optimal mass of innovators £ solves the first-order condition

o] k 2
/ e~ rTIN)E (—t> Ak Pdt = .
0 ko

The objective function is strictly concave in kg, and so the

(A.44)

for any 8 > 0.
Interior solution (i.e., ki < N )—Given that the social welfare function (A.43)

strictly concave in kg, for k£§ < N to hold, one needs

d e U (k;) dt — ck
{f0 t c O} |k:0:N < O,
dkg

which yields condition (A.45):
- AN—F
c .
r+yN
Comparative statics—Rewriting Eq. (A.44), we define

-B
Ne'yNt
—(r+yN)t =
G = / * (eVNt—F(kﬂ*—l)) dt —c=0.
0

It follows that
8k3 0G/0A -0
oA 0G J Ok

Similarly, we can prove 0kj/0c < 0 and 0kj/0r < 0.
The sign of 0kg /0y depends on 0G/0v and requires some discussions.

B—2
oc = ) a=8(1+E-nem) T (eNy
(9_7 . ‘ N _ont)?

0 —<1+<%—1)67 ) kg

This 1mphes < 0if 8> 1. When 3 < 1, the sign of

A sufficient condltlon is that
N

(=A< 1,
0

k*
1——2
R

95 — (. Applying the envelope

The social planner’s problem (A.43) requires e

theorem, we have

dry Oko Oy oy
60

AWg _ W5 ko W5 _ /°° e_malgkt) e
0 8

<01f( B)(%—

(A.45)

-1
(ﬂ—1g (X — 1)e NNt
0

-1 —2
<67Nt + (& - 1)) NNt

1) < eVt

dt.
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for any 5 > 0. Similarly, we can prove that dW;/dA > 0, dWj/dc < 0, and AW /dr <
0. m

IA-AT7. Socially optimal subsidy or tax

Whenever « # o* in each regime, the planner can use a subsidy s or tax (s < 0)
to achieve the social optimum. Denote the socially optimal subsidy for Regimes 1
and 2 by s™* and s'™*, respectively. We obtain the following result:

Proposition IA-1: Social optimum implies s%* < s for a € (0,1), s¥* = s* >
0 for a =0, and s¥ = s < 0 for a = 1.

Proof. In Regime 1, for a given value of o, Eq. (A.22) yields the equilibrium
entry of innovators kI. Proposition 7 suggests that whenever a # ol*, the number
of innovators k¢ from Eq. (A.22) differs from the social optimum &, in which case
offering an innovation subsidy (or tax) to adjust the innovation cost ¢ would help
restore the social optimum. This implies that kj can be achieved by a subsidy or tax

s as follows:

1 = —rt N N *1—p3 I
ol y(1—a)s 1) AR Pdt = ¢ — 5™
N—k;}/o e (ak3+( Oé)k;‘ ) ! c— 5§

The same logic applies to Regime 2 that

1 © [ (N\*/N\"™ «1-8 II
() (2) —1) Ak Pde = e— S
N—ks/o ‘ ((ko) (k) ) t o

Recall that when o € {0,1}, Regimes 1 and 2 coincide. When a = 0, both regimes
would need more entry of innovators, so a positive subsidy is needed to achieve that,
and when o = 1, a negative subsidy (tax) is needed. Moreover, for o € (0, 1),
according to Proposition 3(B), if a given pair of @ and (¢ — s™) lead to the social
optimum £} in Regime 1, the same parameter values would result in k' < kj in
Regime 2. Therefore, a higher subsidy (or a smaller tax) s"* is needed for adjusting
c to achieve k; in Regime 2 given that kI! falls with ¢ as shown by Proposition 3(A).
|

TIA-AS8. Proof of Proposition 7

Proof. Given that condition (A.45) holds, we have kj < N. Proposition 6 shows
that the socially optimal innovation kj satisfies Eq. (A.44) that

00 k‘ 2
/ e~ N (2L AR PdE = e
0 ko
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When a = 0, condition (A.45) is equivalent to condition (A.23). Accordingly, we
have k§ = kI' < N and they satisfy Eq. (A.22) or Eq. (A.36) evaluated at a = 0 so

that - . N
et <— — 1> Ak Pdt = ¢
/0 N — ko \ K !

00 2

Note that the left hand side of Eq. (A.46) is smaller than the left hand side of Eq.
(A.44) given that f© < 1 for ¢ > 0. Therefore, the solution k§ = ki' to Eq. (A.46)

would cause the left hand side of Eq. (A.44) to exceed c. Because the left hand side
of Eq. (A.44) decreases with kg, this implies k§ = k' < k§ < N for a = 0.

Given that the right-hand side of condition (A.23) rises with «, if there ex-
isted an o/ € (0,1] such that the inequality (A.23) becomes an equality (i.e., ¢ =

T(J;j"ﬁ]y AN—P), we would then have k* < ki = kI' = N for a = o/. In this case,
r(r+yN)

the planner could choose optimal shares o' and o™ such that 0 < o' < o* < o/
< 1 to achieve the socially optimal £* in Regimes 1 and 2, respectively. Note that
o™ < o™ results from Proposition 3: If a value of « led to k = k* in Regime 1, the
same o would lead to k' < k* in Regime 2, so a larger value of o would be needed
to achieve k*in Regime 2.

Alternatively, if the inequality (A.23) holds for any a < 1, we have kf = kIt < N
for « = 1 and they satisfy Eq. (A.22) or Eq. (A.36) evaluated at o = 1 so that

o] k 2
/ e~ (Nt (—t> Ak, Pdt = ¢
0 ko

o0 k?() kO k ’
—(ryN)t (M0 Nt B0 N (R B — A4
[romm(Fer-na) () avase o

Note that the left hand side of Eq. (A.47) is greater than the left hand side of Eq.
(A.44) given that eVt — %0 4 1 > 1 for ¢ > 0. Therefore, the solution k& = k'
to Eq. (A.47) would cause the left hand side of Eq. (A.44) to be smaller than c.
Because the left hand side of Eq. (A.44) falls with ko, this implies kf < kf = k' < NV
for o = 1. In this case, the social planner could choose optimal shares a™ and o'
such that 0 < o™ < o™ < 1 to achieve the socially optimal £* in Regimes 1 and 2,
respectively. m

TA-A9. Industry licensing revenue in Regimes 1 and 2

In Regime 1, Eq. (A.12) shows that an innovator’ value at date 0 is

o 1 a ki —k
I —rt t 0 1—,8
Yo /0 c </€t ]{70( ky >> t
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Excluding the revenues from selling goods, the present value of licensing revenue is

E=l- / e Ak Pdt = / e (a(% — 1)) Ak; P dt.
0 0 0

Therefore, the present value of total licensing revenue paid to innovators in the in-
dustry is

LY = kol§ = / e "ok, — ko) Ak, Pdt. (A.48)
0

In Regime 2, Eq. (A.29) shows that an innovator’s value at date 0 is

e} k «
vgl = / e "t (k_t> Ak;Pdt.
0 0

Excluding the revenue from selling goods, the present value of licensing revenue is

i = gt — / e " Ak dt = / e ((ﬁ> —~ 1) Ak, Pt
k
0 0 0

Therefore, the present value of total licensing revenue paid to innovators in the in-

dustry is
00 k a
Lt = kolg' = / e ((k—t) ko — ko) Ak Pdt. (A.49)
0 0

IA-A10. Socially optimal diffusion

Assume condition (A.23) holds so that not all agents enter at date 0 (i.e., ko < N).
We now prove the welfare results for the unit demand elasticity case (i.e., = 1).

Proposition IA-2. (A) For =1 and all o« € [0, 1], social welfare always rises
with the diffusion rate v in Regime 1. (B) For =1 and o € {0,1}, Regimes 1 and
2 coincide and social welfare always rises with the diffusion rate ~.

Proof. (A) With 5 =1 under Regime 1, Eq. (A.22) simplifies to

A(ayN + 1)

Kl = .
0 cr(r+yN)

(A.50)

Given Eq. (A.50) and 8 = 1, social surplus is

A(l — ) < Ner(r++N)
Wo=———""-—x+A4 " yNt —1 ey ] + .
0 r +9N) /0 e {”y t—In (e (N +7) dt 4 constant

This suggests that
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00 oo erN2  acr(r+yN)N?
dWO _ A(l — CK)N+A e P Ntdt—A et NtePYNt - A(ayN+r) A(OWJJ‘H’)Q dt
dy — (r+yN)?2 T 0 Nty NertaN) g -
A(ayN+r)
We then verify that
Nt crN? acr(r+yN)N?
NEe"™ + 0Nty ~ Ay N4n)? Jde
Ner(r+yN)
e’yNt + A(T]VZFT) — 1
(1—a)r e”Nt+NCT(T+7N) .
(ayN + 1) A(ayN +r)
(e crN _acr(r+yN)N (r +4N)
A(ayN +7r)  A(ayN +r)?
< 0
for any ¢ > 0. Equation (A.50) implies that ¢ > % is needed for k¢ to be
interior solution (i.e., k} < N). We then have
o Nt crN2 __ acr(r+yN)N? 00 Nt N _ _ _aN
y . Nte ' + Aoy NTr) Al N1r)2 g < A _rt Nte?™" + r+yN (ayN+r) dt
0 © eVNt_'_W_l 0 € e VNt :
ayN+r
Therefore,
dWo  A(l—a)N o0 [N+ DS - Ry
o AUZa)N / e " Ntdt — A / et N (N | gy
dry (r+yN)? 0 0 eVt
_ A(l-a)N A N aN
~ (r+9N)2 (r+yN)\r+9N  (ayN +7)
AaN 1 1
= — >0 f € [0,1].
(r +~N) <T+0¢7N 7“—1—7]\7)_ or any o € [0, 1

(B) Proposition IA-2(B) is an application of Proposition IA-2(A) by taking a = 0
or a = 1, and Regimes 1 and 2 coincide in those cases (cf. Proposition 3). m

IA-A11. Time-varying demand and firm productivity

We now extend our model to consider an industry with time-varying demand and
firm productivity. Specifically, we assume each firm’s production capacity ¢; rises
over time, and the total industry output at date ¢ is ¢;k;. We also assume that the
market size parameter A; grows with time, and the product price at date t is

Pt = Ay (tht)iﬁ .
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Our findings in Proposition 2 in the paper can then be extended as follows.

Proposition TA-3. With time-varying A; and q;, as long as the profit per firm
PGy = Atqt1 -8 k, # does not increase in t, market equilibrium yields:
(A) In Regime 1, innovators enter only at date 0 and ki € (0, N) solves

1 o N N
/ e a—+1—a)——1)A (k)" Pdt = ¢
0 ko ke

N —ko (A.51)

-~

Vo — Ug

(B) In Regime 2, innovators enter only at date 0 and k&' € (0, N) solves

1 1SS . N)a (N>1—a -
e — — — 1| A (ke dt = ¢
]V—kmé ((% ki ¢ 4k (A.52)

J

~~

Vo — Ug
where, in each regime, 0 < a <1 and k; follows logistic diffusion (A.1).
Proof. (A) In Regime 1, with time-varying A; and ¢, we first consider a measure-

zero innovator who deviates from the equilibrium and enters at date 7 > 0. Following
a proof similar to that of Proposition 2(A), the value of such a firm at his entry date

7 would be - ) bk
uZ/eﬂw)—+3U_T>m@m”%- (A.53)
- ke ko ke
Defining s =t — 7, Eq. (A.53) becomes
o0 kris 5,
vl = / e " (1 —a+« l: ) AT+sqi+fkasds. (A.54)
0 T

Similarly, like in the proof of Proposition 2(A), we can derive the value of an outsider

at 7 to be
00 1— YNs __ 1
" = / e (< @ (¢ )> Ay (@rsskrss) P ds (A.55)
0

Ne'yNs

Combining Egs. (A.54) and (A.55), we have

T * —rs k7'+5 (1 — Oé) (e’YNS - 1) 1-B1.-8
vl — Uy = /0 e (1 —a+a o NN kris | Arisqr sk i ods.
(A.56)

k7+5) falls with 7. Then, as long as

(1—a) (e'YNSfl)
NeYNs

Note the term |1 — o+ ak;“ —

1-8; — . . . .
DrisQris = Arisqr +f k. fs does not increase in 7, v] — u, rises with 7. Therefore,
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given the free entry condition v — ug = ¢, we have v7 — u, < ¢ for any 7 > 0, and so
no innovator would enter the industry after date 0.
Let vy = v). Equation (A.56) implies that

1 o N N _
Vo — Up = e /0 e "t <ak_0 +(1—a) 5 1) Ay (k)7 at. (A.57)

The free entry condition vy — ug = ¢ then pins down the entry of innovators kq at
date 0, as shown by Eq. (A.51):

fooo et <Oék_]\£ +(1—a) kﬂt - 1) Ay (qtk?t)l_ﬁ dt

N~ ko = c
(B) In Regime 2, with time-varying A, and ¢;, we have
dUt
o = puge+y (N = ki) av + —, (A.58)
and ;
u
rue = vhe (1 — ooy — wp) + d—tt. (A.59)
Following a proof similar to that of Proposition 2(B), we can solve Eq. (A.58) to
get
R 1—eV " 1-8,.—B ;-
Uy :/0 e (1 — W) AyiQyi ki d (A.60)
In the integral, the term (1 — %) fallsin t. Therefore, as long as pi4;qi1; =
N—rg ¢

At+thl;f /{;;f; does not increase in t, v; falls with ¢.
Moreover, Egs. (A.58) and (A.59) imply that

d (vy — uy)

o = (r + vk) (v — uy) — (peqe + YNawy). (A.61)

Let ¢, = v; — u;. Following a proof similar to that of Proposition 2(B) , we solve Eq.
(A.61) to derive

o o e’YNj —1 .
P, = / e 11— (T (PerjGes + YN ave;)dj.
0 T ko

)@—th + eYNJ

eYNi—1
N—kgy\ —yNt Nj
( %o )5 Y +evNI

Note that in the integral, the terms | 1 —

> and yNaw,; decrease

in t. Aslong as pi4qiy; = At+th1;jﬂ k;t_f] does not increase in ¢, 1, = v; — u; strictly
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decreases with ¢t. Given the free entry condition that vy — ug = ¢ at date 0, we get
vy —uy < c at all £ > 0, so no agent would enter as an innovator after date 0.
Eq. (A.60) implies that

[e’] ]{? «@
Vo = / et (k—t) Al Pkt (A.62)
0 0

At date 0, the total industry discounted revenue, fooo e " At -8 k) “Pdt, is shared by
the two groups — the initial entrants ky and the outsiders N — ky. With the free entry
condition vg — ¢ = uy,

/ G_TtAtqtl_’Bk’tl_Bdt = "U()k‘o + ug (N — ko) = U()N —C (N — ]{70) . (A63)
0

Plugging Eq. (A.62) into Eq. (A.63) yields Eq. (A.52):

e ()" () 1) w7

N — ko

= C.

TA-A12. Proofs of the claims in Section 6.4

Diffusion process as N — oco.—The logistic process (A.1) implies that for a given
ktv
dky/dt et
—— =79(N—-Fk)=9N{1 - ———). A.64
=T k) =N - ) (A.64)
Given the inverse demand function p, = Ak, g , ko has to be finite as N — o0;
otherwise py — 0, and no innovator would enter at date 0. Therefore, Eq. (A.64)
implies that
dky/dt

ke

— AN — A, (A.65)

N—oo

The logistic diffusion process then converges to % = Ak, and Eq. (A.1) becomes
ky = koe. (A.66)

Regime 1.—We conjecture that no agent would enter as an innovator after date 0,
so k; is given by Eq. (A.66). Given that an imitator cannot resell the idea, his only
revenue comes from selling the good, and his value w; satisfies the ordinary differential
equation (ODE):

dw dw
rw = p+ — = Alkoe™) 7 + —2

. A.
dt dt (A.67)
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The ODE has the unique bounded solution

Aky” o
YIRS

An innovator receives revenue from selling both the good and the idea. The
number of ideas sold at t is A\k; and the total date-t revenue from these sales, A\k;aw;,

is divided among the ky innovators. Thus v, the value of being an innovator at date
t, follows the ODE

(A.68)

d
rug = pp + &awt + & _ A(k;ge)‘t)_ﬂ +
ko dt

XAk, P et=8)M N dvy
r+ BA dt
Unless a = 0, innovators receive a fraction of revenues from idea sales, and we

shall need to restrict the elasticity of demand to be below unity which means 5 > 1.
Imposing the boundary condition v; ., < oo yields the unique solution to Eq. (A.69):

(A.69)

b, AkyPeBr N aXAky? .
LT+ 8 (r+ B\ (r+ (6 —1)\)

Recall that u; denotes the option value of becoming a future imitator. At ¢t = 0,
the free entry condition is vy — ug = ¢. Given that the pool of outsiders is infinite,
an outsider’s chance of matching with an incumbent is zero so that u; = 0 for all ¢,
implying that vy = ¢. Since v; falls over time, we verify the conjecture that no one
would pay c to become an innovator at any date ¢t > 0. Note that if an agent deviates
from the equilibrium and enters at date ¢ > 0, he would have a lower valuation than
an innovator who entered at date 0 (i.e., v! < v?) because the latter would have
a larger family of imitators to disseminate his idea and collect idea-sale revenues.
Therefore, the finding that v, — u; declines in ¢ implies that v} — u; < ¢ at any date
t>0.

Combining vy = ¢ with Eq. (A.70) yields

—(B=DA (A.70)

_AR” arAky” B
BN * (r+B8\)(r+(B-1N “ (A.71)

Equation (A.71) then determines the entry of innovators at date 0 to be

1

_ B

K= ( A(r+ (B — 1A+ a)) ) ‘ (A72)
c(r+pN)(r+(B—1)X)

Regime 2.—Assume that condition A < r holds so that social welfare derived from
the innovation is bounded. We conjecture that no agent would enter as an innovator
after date 0. Given that imitators can resell the innovation, all the incumbents (be
they innovators or imitators) share the same value v;. The revenue from an idea sale

is avy and the total date-t revenue from these sales, Ak;av;, is shared equally among
all the incumbents. Then v; follows the ODE

du,

dv _
rvy = pp + Aav + d_tt = A(koe) ™" + Naw; + e

(A.73)
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The general solution of Eq. (A.73) is

Aky BB _
_ Ak ﬂc« (r=Xa)t
LA BN — A AR Ce ’

where C' is the constant of integration. Given that A < r, the boundary condition
Voo < 00 Tequires C' = 0 and yields

Ako—ﬁe—ﬁ)\t
r+(8—a)\

Ve =

(A.74)

which falls with t. Again, given N — o0, an outsider’s chance of matching with an
incumbent is zero so that u; = 0. Therefore, v; —u; falls with ¢ and no innovator enters
after date 0. Since the free entry condition requires vy = ¢, Eq. (A.74) evaluated at

t = 0 yields )
II A 4
W= (ro—am) (4.75)

Socially optimal licensing rate—The planner maximizes

WO = / e*”U (]{Zt) dt — Ck'o,
0

where P
=gk if §€(0,1),
U(ky) =4 A(lnk,+1—1Ine) if =1,
kP e i g > 1
and k; = koe™. We maintain condition A\ < r so that social welfare derived from the
innovation is bounded.

Consider the case g < 1 first. For any date 7 > 0, if no further innovators enter,
the number of firms at dates t > 7 is

ki =k T fort > 1.

As of date 7, the social return to innovation is

= —r(t—r A -
SRT:/7: (& (t )mk’tl Bdt

The current cost of innovation is ¢ per unit, and its marginal social return (even if
no further innovations are made) is

OSR,
ok,

/ o—(t=7) Ak)t_ﬂgll:tdt: / e~ V) APt (A.76)
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Let s =t — 7, and then Eq. (A.76) becomes
OSE: _ / e N Ak ds = / e rNs 4 (/{:Te’\s)_ﬂ ds,
akT 0 0

which is strictly decreasing in k.. Therefore, if at date 0 kg is chosen so that E)égTRf = ¢,
thereafter we would have 258z

oh < C Similarly, we can prove that the result holds for
B > 1. Hence, it is socially optimal to innovate only at date 0.

Accordingly, the social planner chooses k¢ to maximize social welfare:

WO = / €7TtU (kt) dt — Cko.
0

We verify that the social welfare function is strictly concave in kg, and the first-order
condition is

1

%= () e

Comparing Eq. (A.77) to Egs. (A.72) and (A.75) shows that kj = k§ = kit iff o = 1.
Le., a* =1 for both Regimes 1 and 2.

Socially optimal diffusion rate—Recall that the solutions for k} and ki are given
by Egs. (A.72), (A.75):

"~ (ﬁt;ﬁf@f?j_ﬁl)) S (C('r+ (? - am)é'

In each regime, the number of firms grows at a constant rate A (i.e., kf = kte and
kIt = kfleM). The planner maximizes social welfare

Wy = /00 e U (k) dt — ck,
0
where P _
mkt if B S (0, ].) s
U(ky)) =< A(lnk;+1—1Ine) ifg=1,
T L i JC R Y
We again assume that A < r, and denote by W and W} the social welfare under

Regimes 1 and 2, respectively. With free imitation (o = 0), we have Wl = W = W,
where

N

™|

1
191 (r+BN)' B _ )
ve 501Wrm7m_“+5M ) if € (0,1),
élnL_i_A)\ A A(1—Ine)

N T T TN + = it 3=1,

1—L
Aﬁclfé ( (r+8N)" 7 1) " T(gfl)gl—ﬁ if 8> 1.

Wo

oy ~ (BN

(A.78)
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It is straightforward to show that for any 3 > 0, 2% > (.
This finding extends to any « € (0, 1], for which we have

(( N/A
A A(r+ad) AN A(r4a)) |, A(l—Ine) . B
7ln(c(r+x)r>+r_2_ o T if g=1,
1-8
1 (r+(B=DA+aN) ) 7 1
W = A5 [ P ( (r+5N) ) (r+ (lﬂ — A7
B ( r4(8—1)A o) )E if 5> 1.
54 (r+BN) (r+(B—1)N)
1—
\ T ¢ o
( 1
111 [ r+(B—an)' P 1
APcT? g( B)(r—A(1-B)) (7”"‘ 5) if 5 €(0,1),
A AX A o
Wit = 7l?m+r_2_r+(1 X 1_1115) if 8 =1,
513 [ (8= 1
AT | ipeaagy — (1 (B —a)A) B) £ 1
BAel—F
\ r(8-1)

We then confirm from Egs. (A.79) and (A.80) that BWO

>Ofor6>1and
for 5 > 0.
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IA-B. Data and robustness of regression analysis
IA-B1. Cross-industry licensing rates

Using a sample of 347 firms across 15 industries from 1990 to 2000, Goldscheider et
al. (2002) show the empirical relevance of the 25 percent rule: Across all 15 industries,
the median royalty rate as a percentage of average licensee operating profit margins

was 26.7%, and the majority of industries had ratios of 21-40%, as shown in Fig.
(IA-1).
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Fig. IA-1. LICENSING RATES ACOSS INDUSTRIES

Using more recent data, Kemmerer and Lu (2012) show such result holds broadly
in a sample of 3,887 companies in 14 industries based on 3,015 patent licensing trans-
actions collected over a 21-year period prior to 2007. They find that the reported
royalty rates across industries tend to fall between 25 percent of gross margins and
25 percent of operating margins.

TA-B2. Auto diffusion estimation

We use the data of firm numbers in the pre-shakeout period, 1895-1910, to estimate
the diffusion parameters. We estimate the diffusion process of k; as follows:

ky
1 = At
nN—kt Z + At,

where z = In NkTOkov and A = yV.

We assume that the shakeout started after almost all the potential firms had

entered the industry. Accordingly, we set NV = 210 and run the regression model.
The result shows that f
t

In = —4.17 + 0.54 ¢,
N —k  (0.28)**  (0.03)
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and the standard errors are reported in parentheses. The estimates of z and A are both
statistically significant at 1% (denoted by three stars) and the adjusted R? = 0.95.
Based on the estimates of diffusion parameters, we calibrate YN = 0.54 and kq = 3.20
(i.e., In 2o = —4.17).

For robustness checks, we re-ran the diffusion regression in the paper for the
subsample period 1900-1910 (i.e., removing the first five years of observations). The
result shows that f

L =130+ 052 t.

N — k. (0.40)  (0.07)**

In

Standard errors are reported in parentheses, with three stars and two stars represent-
ing statistical significance at 1% and 5%, respectively. The adjusted R? = 0.85. The
estimated YN = 0.52 is very similar to the estimate YN = 0.54 in the paper (and the
constant term is smaller in absolute value because the number of firms in 1900 was
higher than that in 1895).

For additional robustness checks, we also estimate the matching function directly

by rewriting + kt/ dt = vk; into a discrete-time version:
ke — ki
—— ="vk_1. B.1
N — ktfl YRt—1 ( )

Note that the left-hand side of Eq. (B.1) is the hazard rate of adopting the new
product. We again set N = 210 and run the regression model (B.1) using auto-firm
numbers data from 1895-1908. The result was

ke — ki
——— = 0.0029 k,_
N — Ky (©000d)=

and the standard error is reported in the parentheses. The estimate of y is statistically
significant at 1% and the adjusted R? = 0.77. The estimate v = 0.0029 implies that
vN = 0.61.

We also redo the exercise by estimating an extended version of Eq. (B.1)

=0+ vk, (B.2)

that was proposed by Bass (1969). The Bass model allows the hazard rate of adoption
to depend on both the coefficient of innovation 1 and the coefficient of imitation ~.
In our context, n captures the hazard rate of entry by innovators independent of
incumbents while vk;_; captures the hazard rate of entry by imitators. The regression
result is

ky — ki

1
= —0.0339+ .0032 k;_q,
N — k4 (0.072) (.0007)*** =1

and the standard errors are reported in parentheses. The estimate v = 0.0032 (which
implies YN = 0.67) is statistically significant at 1%, but the estimate of 7 is not statis-
tically significant, which is consistent with our theoretical prediction that innovators
enter only at the beginning of the industry.
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JA-B3. Auto demand estimation

We estimate the auto demand function using annual data on real auto price p;
(in 2012 prices) and industry output @ from 1900-1929. Our model implies a simple
log-log demand function

In(@Q:) = a — ¢In(p).

To address potential endogeneity of the price variable, we use output per firm lagged
by a year as an instrumental variable to estimate the demand elasticity parameter
¢ in a two-stage least-squares (2SLS) regression. Output per firm, while assumed
fixed in our theory, did grow over the long term due to technological progress. If
unobserved demand shocks are not serially correlated, lagged output per firm can
serve as a valid supply shifter to trace out the demand curve.

The first-stage regression result (adj. R* = 0.87) is

In(p;) = (&}ﬁl — (o(.)sz)il** x In(output per firm), ,,

and the second-stage regression result (R? = 0.82) is

In(Q;) = 47.04 — 3.61 X In(p:).

(2.74)***  (0.29)***

All the estimates are statistically significant at 1%.
The IV estimation gives ¢ = 3.61 and a = 47.04. Because our model specifies an
inverse demand function that implies

1. - 1
InQ; = ElnA— Elnpt,

this yields that § = 0.28 (i.e., £ = ¢ = 3.61) and A = 456,102 (i.e., 5In A = 47.04).
To check if lagged output per firm is a valid instrument, we follow Cabral et al.
(2018) and use an alternative instrumental variable, the share of spin-off firms in the

auto industry. Using this alternative instrument and with the same sample range
(1900-1929), the first-stage regression result (adj. R* = 0.84) is

In(p,) = (&89,?3* - (0%537)*7** X (share of spin-off firms), ,,

and the second-stage regression result (R? = 0.82) is

l = 47.28 — 3.63 x In(p,).
n(@) (2.79)%* (0.29)***X n(p;)

The estimates are all statistically significant at 1% and very close to our estimates
above.

For a further robustness check, we estimate the auto industry demand function
by controlling for changes of population and per capita income over time. In doing
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so, we use annual data on auto prices p; and output (); from 1900-1929 to estimate
a per capita demand function:

Qe

In(
popy

) = ar — ¢1n<pt>-

where pop; is U.S. population at year t. The dependent variable is auto demand per
capita, and we control for log U.S. GDP per capita (as a proxy for income) in the
demand intercept a;. Both auto price and GDP per capita are in real terms.

As before, to address potential endogeneity of the price variable, we use output per
firm lagged by a year as an instrument to estimate the demand elasticity parameter
¢ in a two-stage least-squares regression.

The first-stage regression result (adj. R? = 0.89) is

I

In(p;) = 863 + 1.62 x ln(G )— 0.29 X In(output per firm)

(1.08)*=* ~ (0.63)* Pop; (0.03)*** =1

and the second-stage regression result (R? = 0.83) is

GDP,
@ ) = 32.36 + 0.28 x In( Ly~ 3.33 xIn(p).
popy”  (1.15)*  (2.10) popy (0.38)*

In(

Standard errors are in parentheses, with three stars and two stars representing sta-
tistical significance at 1% and 5%, respectively. The estimate ¢ = 3.33 is highly
statistically significant and the implied inverse demand elasticity 7 = }b = 0.3 is

similar to our estimate in the paper.

TA-B4. PC diffusion estimation

We use the data of firm numbers in the pre-shakeout period, 1975-1992, to esti-
mate the diffusion parameters. We assume the shakeout started after almost all the
potential PC firms had entered the industry. Accordingly, we set N = 435 and run
the following regression model. The result shows that

ki
In = —5.49 + 0.58 t,
N — kK (020)+  (0.03)

with the standard errors reported in parentheses. The coefficient estimates are sta-
tistically significant at 1% and the adjusted R? = 0.96. Based on the estimates of
diffusion parameters, we calibrate YN = 0.58, and ko = 1.78 (i.e., In Nk_oko = —5.49).

To check robustness, we re-ran the diffusion regression in the paper for the sub-
sample period 1980-1992 (i.e., removing the first five years of observations). The

result was i
f
= —2.83 + 0.62 ¢,
N — ki (0.35)*  (0.05)*

In

[6)
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where the standard errors are in parentheses and the adjusted R? = 0.93. The esti-
mated YN = 0.62 is very similar to the estimate YN = 0.58 in the paper (and the
constant term is smaller in absolute value because the number of firms in 1980 is
higher than that in 1975).
For additional robustness checks, we estimate the matching function (B.1) for the
PC industry:
ke — ki
N — ki

We again set N = 435 and run the regression using PC firm number data from
1975-1991. The result is bk
L = 0.00092 Ky,

N — ki_1  (0.00025)***

= vki-1.

and the standard error is in the parentheses. The estimate of v is statistically sig-
nificant at 1% and the adjusted R? = 0.44. The estimate v = 0.00092 implies that
yN = 0.40.
We also redo the exercise by estimating a more general version (cf. Eq. (B.2))
that
ke — ki
N — ki
proposed by Bass (1969). In our context, n captures the hazard rate of entry by

innovators independent of incumbents, while vk;_; captures the hazard rate of entry
by imitators. The regression result shows that

kt - kt—l
N — ki

=0+ vk,

=0.04721 + 0.00078k;_1,
(0.08398)  (0.00036)*

and the standard errors are reported in parentheses. The estimate v = 0.00078
(which implies YN = 0.34) is statistically significant at 5.1%, but the estimate of 7
is not statistically significant, which is consistent with our theoretical prediction that
innovators only enter at the beginning of the industry.

TA-B5. PC demand estimation

We estimate the PC demand function using annual data on real PC price p; (in
2012 prices) and industry output @; from 1975-1992. As before, in order to address
potential endogeneity of the price variable, we use output per firm lagged by a year
as an instrument to estimate the demand elasticity ¢.

The first-stage regression result (adj. R* = 0.23) is

In(p;) = (095.32** - ((96%)2** x In(output per firm), ,,

and the second-stage regression result (R* = 0.94) is

1 = 137.15 — 14.58 x1 .
n(Qt) (12.52)**5* (1.49)5***>< n(pr)
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Standard errors are in parentheses, with two and three stars indicating statistical
significance at 5% and 1%, respectively. The IV estimation gives ¢ = 14.58 and
a = 137.15. This yields 8 = 0.07 (e, + = ¢ = 14.58) and A = 12,170 (i,
LInA=a=137.15).

To check if lagged output per firm is a valid instrument for the PC industry,
we use the real import value of computers and accessories (in 2012 prices) as an

alternative instrument. Using this alternative instrument and with the same sample
range (1975-1992), the first-stage regression result (adj. R* = 0.91) is

In(p;) = 8.68 — 0.11 X In(value of imports)

(0.02)*  (0.01)%** v

and the second-stage regression result (R? = 0.96) is

In(Q;) = 137.58 — 14.64 x In(p,).

(654  (0.78)**

The estimates are all statistically significant at 1% and very close to our estimates
above.

For a further robustness check, we estimate the PC industry demand function by
controlling for changes of population and per capita income over time. In doing so,
we use annual data of PC prices p; and output ); from 1975-1992 to estimate the
per capita demand function

The dependent variable is PC demand per capita (where pop; is U.S. population at
year t), and we control for log U.S. GDP per capita (as a proxy for income) in the
demand intercept a;. PC price and GDP per capita are both in real terms.

As before, to address potential endogeneity of the price variable, we use output per
firm lagged by a year as an instrument to estimate the demand elasticity parameter
¢ in a two-stage least-squares regression.

The first-stage regression result (adj. R? = 0.95) is

GDP,
1 = 1244 — 0. 1 — 0. 1
n(p;) Az (0%8*5** X In( on ) (0%8*7** X In(output per firm), ,,

and the second-stage regression result (R? = 0.95) is

G
@ ) = 143.18 — 2.90 x In( ) — 15.57 x In(p;).
popy”  (20.00)  (2.63) pop: © (240

By

In(

Standard errors are in parentheses, with three stars indicating statistical significance
at 1% level. The estimate ¢ = 15.57 is highly statistically significant and the implied
inverse demand elasticity § = % = 0.06 is similar to our estimate in the paper.
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IA-C. Alternative model assumptions

TA-C1. Anticipated shakeout

Our model can be extended to allow the shakeout to be anticipated. Specifically,
we could assume that the industry expects a disruptive innovation to arrive at the
Poisson rate p. This innovation would make obsolete existing technologies and drive
firm values to zero.?

Accordingly, the value of an incumbent firm under Regime 2 satisfies

dv
rU; :pt—i-v(N—kt)owt—pvt—l—d—;,
i.e.,
dvt
(T—I—p)vt:pt—ky(]\f—kt)owthE. (C.1)

Including p > 0 in Eq. (C.1) is equivalent to raising r to r + p in Eq. (13). Similarly,
we can revise the value function conditions for outsiders as well as for Regime 1 and
for the social planner’s problem. The original functional forms of our model hold,
except that r becomes r + p.

Considering that the shakeout occurred in the 16th year for the auto industry and
in the 18th year for the PC industry, we take the average and calibrate p = 1/17 =
0.06. Accordingly, we set r + p = 0.05 + 0.06 = 0.11 and redo the model calibration
and counterfactual analysis.

Regarding the socially optimal licensing rate, we now find in the auto case, a%,, =
0.145 under Regime 1 or o}, = 0.295 under Regime 2, while in the PC case,
ol = 0.115 or ol = 0.235. The values of a* are larger than the benchmark analysis
due to the higher discount r 4+ p in spite of the lower ¢ implied by the re-calibrated
model.

IA-C2. Imitators’ entry cost

In our analysis, we have assumed that except for paying the licensing fee, imitators
incur no entry cost. This extreme case offers imitators the greatest advantage in
competing against innovators and also simplifies the solution.

We now extend the model to include a positive entry cost ¢™ for imitators, where
¢™ < c. One interpretation is that imitators may have to pay such a cost to absorb
the new technology and set up production. With ¢™ > 0, the net present value for
an outsider to become an imitator at date ¢ changes from w; to w; — ™.

25For example, an industry may expect a disruptive innovation (e.g., the assembly line in the auto
case) to arrive at the Poisson rate p. This innovation would require an incumbent firm to incur a big
capital investment to produce a newly designed product at a massive scale. When that innovation
did arrive, the new (and lower) equilibrium price could support the capital investment made by only
a few firms and the rest would have to exit. As a result, the present value of an investing firm (net
of its investment costs) would be zero, and the value of an exiting firm would also be zero.
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As a result, the value functions for imitators, innovators and outsiders in the
free-imitation baseline model become

d’Ut
e = e C.2
Wy U, TV = Py + - (C.2)
d
and ru; = ki (v — ™ —wy) + % (C.3)
The counterparts of (C.2) and (C.3) in Regime 1 become
dw ke (N — K dv
rwy = pp+ d_tt’ TV = Py + %ﬂt)a(wt —c™) + d_tt’ (C.4)
m dut
and ruy = Yk [(1—a)(wy — ™) —wy) + e (C.5)
and those in Regime 2 become
dv
Wy = U rop = pp+7 (N — k) a(v, — ™) + d_tt’ (C.6)
m dut
and ru; = Yk (1 —a)(vy — ™) —uy) + e (C.7)

The planner also takes ¢™ into account when maximizing social welfare

Wy = / e " U (k) — vk (N — ky) ™) dt — ck,
0

where vk, (N — k;) ¢™ is the entry cost incurred by the inflow of imitators.

Following similar proofs of Propositions 1, 2, and 6, we can verify that innovators
enter only at date 0. In the following, we show the conditions that determine the
mass of innovators ko € (0, N) in each scenario:

1 o0
No IP protection Nk / e " (N — ky) (Ak[ﬁ + cm’ykt) dt = ¢
— Ko Jo
(C.8)
(e (2 + (1) —1) 4K~ B
e
’ + <1 — kﬂoa) vk (N — ky)
e 1 .
Regime (N = o) c;
(C.9)
o l1—o
N N 1-5
[ e ((%) (£) - 1) Ak, p
0 € a t
+cMy (N — k) (k‘t —aN (%) >
Regime 2 : = ¢
N — ko ’
(C.10)
[e'S) 2
Social optimum : / e~ (rHyNJt <Z—;) (Akt_ﬁ — My (N — 2l<;t)> dt = c.
0
(C.11)
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We then calibrate the extended model to the U.S. auto and PC industries by
assuming that ¢™ is a fraction of c¢. All else equal, adding an entry cost for imitators
incentivizes more agents to innovate. Then, for the extended model to match the
observed number of innovators in the data, the calibrated innovation cost ¢ needs
to be higher. As a result, the socially optimal licensing rate o becomes higher.
Comparing across industries, since the PC is more price elastic than the auto, the
former continues to warrant a smaller socially optimal licensing rate than the latter.

Table IA-1. The Effect of Imitators’ Entry Cost

I* II* I* II*

Cauto  XAuto Opc Op

cd"=0 0.069  0.166 0.056 0.133
"= 0.25¢ 0.073 0.179 0.057 0.136
"= 0.5¢ 0.084 0.212 0.058 0.143

Table IA-1 compares the model findings for ¢™ = 0, ¢™ = 0.25¢, and ¢™ = 0.5¢.
The results confirm that the higher ¢™ is as a fraction of ¢, the higher is the value of
o in Regimes 1 and 2 for both industries, and that o5, < of ., and ofl’ < oIl
continue to hold. Moreover, comparing with our benchmark analysis where ¢™ = 0,
the rise in the model-implied socially optimal licensing rate o is quantitatively small

when ¢™ = 0.25¢ or ¢™ = 0.5¢.

TIA-C3. Effective IP protection

We assume free imitation (« = 0) in the baseline analysis, consistent with evidence
that most innovations are neither patented nor effectively protected by patents. For
robustness, we consider an alternative, extreme scenario in which all industries fully
enforced IP protection under the 25 percent rule (v = 0.25). We then recalibrate the
model for automobile, PC and 16 additional industries in the Gort and Klepper (1982)
dataset and derive the corresponding socially optimal licensing rate a*. A higher «
incentivizes more agents to innovate, leading to a higher calibrated innovation cost ¢
to match observed innovator entry. Consequently, a* rises across all industries in both
Regimes 1 and 2, shifting the cross-industry distributions of a* to the right relative to
Fig. 13(B), while remaining markedly different from the empirical distribution of «
shown in Fig. 13(A). Moreover, the cross-industry ranking of a* obtained under the
free-imitation baseline persists under the alternative scenario in Regime 1, though
not necessarily in Regime 2.

Table IA-2 reports the results under the assumption that industry data are gen-
erated by a = 0.25 under Regime 1. The corresponding cross-industry distributions
of o* under Regimes 1 and 2 are plotted in Fig. TA-2.
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Table TA-2. Model Application to 18 Industries
(assuming data are generated by a = 0.25 in Regime 1)

Product k*o/N a*! a*!
Auto 0.01 0.12 0.56
PC 0.00 0.09 0.63
Computers, Pre-PC 0.01 0.22 0.69
Electric blankets 0.09 0.46 0.65
Electric shavers 0.00 0.10 0.59
Freezers, Home and farm 0.15 0.25 0.42
Lasers 0.08 0.10 0.29
Nylon 0.01 0.26 0.67
Penicillin 0.07 0.21 0.45
Pens, Ballpoint 0.06 0.35 0.60
Records, Phonograph 0.03 0.48 0.74
Streptomycin 0.05 0.19 0.48
Styrene 0.03 0.42 0.69
Tapes, Recording 0.02 0.28 0.64
Television 0.00 0.19 0.72
Tires, Automobile 0.03 0.16 0.51
Transistors 0.07 0.12 0.33
Zippers 0.01 0.43 0.77

Distribution of Socially Optimal a
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2 | M Regime 2
7 4

6 4
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4 4
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<0% 0%-20%  21%-40% 41%-60% 61%-80% >80%

Fig. TA-2. CROSS-INDUSTRY DISTRIBUTION OF «* (ASSUMING DATA
ARE GENERATED BY a=0.25 IN REGIME 1)

Number of Industries

Table TA-3 reports the results under the assumption that industry data are gen-
erated by a = 0.25 under Regime 2. The corresponding cross-industry distributions
of a* under Regimes 1 and 2 are plotted in Fig. TA-3.
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Table TA-3. Model Application to 18 Industries
(assuming data are generated by a = 0.25 in Regime 2)

Product k*o/N o*! o
Auto 0.04 0.10 0.35
PC 0.03 0.08 0.37
Computers, Pre-PC 0.06 0.18 0.44
Electric blankets 0.12 0.42 0.60
Electric shavers 0.03 0.08 0.35
Freezers, Home and farm 0.16 0.19 0.34
Lasers 0.14 0.09 0.21
Nylon 0.06 0.21 0.47
Penicillin 0.10 0.18 0.38
Pens, Ballpoint 0.11 0.30 0.50
Records, Phonograph 0.06 0.41 0.65
Streptomycin 0.07 0.16 0.38
Styrene 0.05 0.37 0.63
Tapes, Recording 0.05 0.23 0.52
Television 0.03 0.16 0.47
Tires, Automobile 0.08 0.13 0.34
Transistors 0.12 0.10 0.24
Zippers 0.04 0.35 0.64

Distribution of Socially Optimal a

<0% 0%-20%  21%-40% 41%-60% 61%-80% >80%

Fig. TA-3. CROSS-INDUSTRY DISTRIBUTION OF «* (ASSUMING DATA
ARE GENERATED BY a=0.25 IN REGIME 2)
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