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This dissertation studies the effect of competition on firms’ decisions for hetero-
geneous innovation, and its implication for the recent decline in business dynamism
in the U.S. in the context of increasing competitive pressure by foreign firms due to
globalization. In Chapter 1, I theoretically investigate the effect of competition on
firm innovation by developing a discrete-time endogenous growth model where multi-
product firms do two types of innovation subject to friction in technology spillovers.
Firms improve their existing products through internal innovation while getting into
product markets outside of firms’ scope through external innovation. Novel friction I
consider is that it takes time to learn others’ technology during external innovation,
which I denote as an imperfect technology spillover. In contrast to existing models,
this friction allows incumbent firms to defend themselves from competitors by build-
ing technological barriers through internal innovation. I calibrate the model and run

counterfactual exercises of increasing competition, where competition is from either



outside of the economy, such as foreign exporters, or domestic firm entry. I find that
regardless of the source of competition, domestic incumbent firms i) increase their
internal innovation for products they have a technological advantage while decreas-
ing it for products with no technological advantage, and ii) decrease their external
innovation. This shift of innovation composition lowers firms’ investment in overall
innovation in the U.S., where firms are creative in the sense that they do a lot of
external innovation. However, increasing competition increases firms’ investment
in overall innovation in an economy where firms do less external innovation. In
an economy with high external innovation costs, firms put very little resource for
external innovation even before increasing competition, which implies that there is
little room for adjustment. Thus, although external innovation is decreased after
an increase in competition, this small reduction is more than offset by increased
internal innovation for defensive reasons. These findings highlight the importance
of examining the composition of innovation as opposed to overall innovation, and
sheds light on the reason for the differential effect of the same competition shock,
such as Chinese import competition, on firms’ overall innovation across different
countries identified by recent studies.

In Chapter 2, I empirically test the model predictions derived in Chapter 1, and
by building on these findings, I argue that the decline in high-growth firm activity
and startup rates in the U.S. is a result of multi-product firms’ optimal innovation
decisions in response to increasing competitive pressure by foreign firms due to
globalization. The three predictions I derive using a simplified three-period version

of my model are i) increasing competition makes innovative firms increase their



investment in internal innovation for defensive reasons, ii) if innovation intensity is
high in the economy, firms do less external innovation, and iii) increasing expected
profit makes firms invest more in internal innovation. By using firm-level data from
the U.S. Census Bureau integrated with firm-level patent data from the USPTO,
I find regression results consistent with the model’s predictions. Then, I extend
the baseline closed economy model developed in Chapter 1 and build a two-country
endogenous growth model to show that increasing competitive pressure by foreign
firms contributes to the recent decline in high-growth firm activities and startup
rates in the U.S. by inducing innovation-intensive and thus fast-growing firms to
invest more in internal innovation for defensive reasons. And because innovative
incumbents in each product market are now good at protecting their markets with
heightened technological barriers, all types of firms find it difficult to enter others’
markets through external innovation. Thus, the startup rate falls, and all firms
reduce their investment in external innovation. This shift in innovation cuts the
employment growth of innovation-intensive firms, as external innovation makes firms
grow faster than internal innovation by requiring firms to hire a new set of workers

to produce new products.
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Chapter 1: A Theory of Competition, Firm Innovation, and Growth

under Imperfect Technology Spillovers

1.1 Introduction

Studies of the effect of competition on firm innovation have a long history, as
economists br that innovation is a major source of economic growth. Researchers
have studied the impact of competition within different product markets and across
countries with varying degrees of development, both empirically and theoretically.
The results, however, are inconclusive. As documented in Gilbert (2006), differences
in market structure, types of innovation, and degree of protection for innovation
cause incentives for innovation to move in different directions and offset each other.

In this chapter, I theoretically investigate the effect of competition on firm
innovation by developing a discrete-time endogenous growth model where multi-
product firms do two types of innovation—internal and external-—subject to imper-
fect technology spillovers in the form of lagged learning of others’ technology, ex-
tending the Akcigit and Kerr (2018) framework. Aided by this model, I decompose
the overall changes in innovation in response to increasing competition into changes

in the level and composition of the two types of innovation. I show that competition



can either increase or decrease overall innovation, because i) competition affects the
two types of innovation differently, and ii) factors such as the innovation cost struc-
ture determine the relative changes in the two types of innovation in response to
competition.

In the real world, firms are multi-product firms, and they grow both by expand-
ing their existing markets and entering other product markets. Thus, firms’ growth
paths depend on their product portfolio choices. In my model, I allow multi-product
firms to choose their product portfolio through two types of innovation. Firms use
internal innovation to improve their existing product quality and production pro-
cesses, and use external innovation to enter new markets outside of their existing
scope and drive incumbent firms out.!

Also, in the real world, firms can defend their product markets from com-
petitors by improving their products further. My study shows that this channel is
important in understanding firm growth and firm entry. If own product improve-
ment can be an effective tool for blocking competitors from either entering into or
expanding in a firm’s existing product market, then internal innovation affects not
only an individual firm’s growth path but also firm entry in each product market.
Existing models, however, assume either that firms have a single product, or that
they can’t use innovation defensively.

In existing models that allow multi-product firms to grow through product

scope expansion (e.g., Klette and Kortum (2004) and Akcigit and Kerr (2018)),

LA real-world example of external innovation is Apple developing iPhone and getting into the
cell phone industry back in 2007 when its major business was on computer manufacturing. A real-
world example of internal innovation is Apple improving and producing iPhone 11 from iPhone
10.



firms cannot protect their markets because any firm can learn and copy other firms’
frontier technology immediately. Thus, escape-competition through improving one’s
own technology is not possible. Existing models with step-by-step innovation, such
as Aghion et al. (2001) and Akcigit et al. (2018), allow for certain forms of escape-
competition, but assume single-product firms. This lack of realism in existing models
limits their ability to analyze the effect of competition on firm innovation and firm
growth. To move forward, I allow multi-product firms to defend their product
markets through internal innovation by introducing a friction in learning others’
technology, which I label as imperfect technology spillovers.

When a firm attempts to enter another firm’s market and take over through ex-
ternal innovation, it first needs to learn the technology of the incumbent firm so that
it can then improve on top. Realistically, however, there are lags in learning others’
technology. In my model economy, imperfect technology spillovers take the form of
lagged learning, in which potential rival firms can only learn the product-specific
technology of incumbent firms with a one-period lag.? Thus, internal innovation
is built on the current frontier technology, while external innovation is built on
lagged technology. Imperfect spillovers generate a technology gap, defined as the
gap between the current period frontier technology for a given product that only
the incumbent can use, and the one-period lagged technology that potential rival
firms can learn through R&D.

Then, incumbent firms can use this time lag to improve their technology fur-

ther through internal innovation for defensive reasons, which makes it harder for

2This is equivalent to saying that it takes one period to learn others’ technology.



competitors to catch up with their technology and steal their business. In other
words, incumbent firms can build a technological advantage in their markets. In
such an environment, individual firms use internal innovation not only to improve
the profitability of their products but also to escape competition. In this sense,
my framework brings together quality-ladder innovation models and step-by-step
innovation models. The flip side is that defensive internal innovation by incumbents
makes it difficult to take over another firm’s market through external innovation, as
firms need to overcome the technological advantage of incumbent firms. This tech-
nological barrier can become higher if competition increases, because competition
incentivizes incumbents to do more internal innovation.

The introduction of imperfect technology spillovers is the key theoretical con-
tribution that allows us to distinguish the effect of competitive pressure on internal
versus external innovation. In addition, imperfect technology spillovers imply a
novel technological-barrier effect, in which factors that affect defensive internal in-
novation also affect the probability of successful external innovation and business
takeover in the economy.

To my knowledge, this is the first theoretical model of defensive innovation
that allows individual multi-product firms to grow both by improving in their ex-
isting markets and by taking other firms’ markets, through two different types of
innovation. Allowing for both internal and external innovation is important for
understanding the effect of competition on firms’ innovation decisions, as well as
firm-level and aggregate economic growth. Firms have different incentives for differ-
ent types of innovation, and they can use these two types of innovation strategically

4



to increase their profits and the probability of survival. Also, Akcigit and Kerr
(2018) show that external innovation contributes more than internal innovation to
both firm employment growth and aggregate economic growth. Thus, allowing for
only one type of innovation, while ignoring potential compositional changes, could
disguise the true effect of competition on innovation.

A simple three-period version of my model analytically shows how both types
of innovation respond to increasing competition by decomposing firms’ innovation
incentives into three terms, namely the escape-competition effect, the Schumpete-
rian effect, and the technological barrier effect. 1 show that the technology gap,
which summarizes the technological advantage incumbent firms have in their own
market, and determines the gain in future profits from internal innovation, is the
key to understanding why some firms increase while others decrease their internal
innovation when competition increases. Internal innovation increases expected fu-
ture profits by improving product quality, thus widening the technology gap and
lowering the probability of losing the product line to another firm. For this reason,
increasing competition induces firms to increase their internal innovation efforts,
which is the escape-competition effect. On the other hand, increased competition
raises the aggregate probability of losing a product line (the aggregate creative de-
struction arrival rate), as there are more firms performing external innovation in the
economy. This lowers the expected profits from each product line and discourages
firms’ internal and external innovation, which is the Schumpeterian effect.

Whether a firm increases or decreases its internal innovation intensity for each

of its products depends on which of these two effects dominates. 1 show that the



escape competition effect dominates the Schumpeterian effect for firms that have
innovated intensively in recent periods, and therefore are likely to have technolog-
ical advantage accumulated in their own markets. Thus, increasing competition
motivates innovation-intensive, high-growth firms to increase their internal innova-
tion for defensive reasons. These firms become better at protecting themselves from
competitors by building technological barriers in their existing markets.?

For an individual firm, the aggregate internal innovation intensity and the
distribution of the technology gap determine the probability of a successful busi-
ness takeover for a given amount of external innovation effort. The higher the
average technology gap and the more internal innovation effort of incumbent firms,
the harder it is to take over another firm’s product market. I define this as the
technological-barrier effect. Increased competition increases the average value of
the technology gap distribution by changing both individual firm’s internal inno-
vation decisions and the aggregate external innovation intensity. Thus, increased
competition lowers individual firms’ optimal external innovation intensity through
the Schumpeterian effect and the technological-barrier effect.

To understand the effect of increasing competition on the composition of in-
novation and the aggregate economy, I calibrate an infinite-horizon version of my
model to innovative firms the U.S. manufacturing sector from 1987 to 1997 and
perform three counterfactual exercises: i) increased competitive pressure by foreign

firms (so that the aggregate creative destruction arrival rate depends in part on for-

3For example, as of 2020, we hear that Apple is planning to introduce new iPhones more
frequently, twice per year, because competition in the cellphone industry is intensified.



eign firms), ii) increased competitive pressure by foreign firms in an economy where
the external innovation cost is much higher than in the U.S., and iii) lower entry
costs (specifically, a lower external innovation cost for potential startups).

Because the change in the aggregate creative destruction arrival rate (equiva-
lently, the change in competitive pressure) is held constant, the three counterfactual
exercises result in the same change in individual incumbent firms’ innovation de-
cisions. That is, incumbent firms increase their internal innovation for existing
products for which they have a technological advantage, decrease their internal in-
novation for products for which they have no technological advantage, and decrease
their external innovation.

However, the three exercises result in very different changes in the aggregate
economy. Comparing the results from exercises i) and ii), I show that the average
firm-level R&D to sales ratio decreases in response to increased foreign competition
in the economy calibrated to the U.S., but would increase in an economy with a
higher external innovation cost (low creativity). In an economy with high external
innovation costs, firms put few resources into external innovation even when com-
petition is low, which implies that there is very little room for further downward
adjustment. Thus, although external innovation falls after an increase in competi-
tive pressure, this reduction is more than offset by increased investment for internal
innovation for defensive reasons. In the economy calibrated to the U.S., on the
other hand, firms are active in doing external innovation, and the decrease due to
increasing competition is substantial. Thus, overall innovation falls.

This result sheds light on the differential effect of Chinese import competition

7



on firms’ overall innovation across different countries identified by recent studies
such as Bloom et al. (2016), Autor et al. (2019), and my own empirical results
in Chapter 2. This result also highlights the importance of examining changes
in the composition of innovation as opposed to changes in overall innovation for
understanding the effect of competition on firm innovation.

In exercise iii), incumbent firms respond to increasing domestic competitive
pressure in the same way as under an increase in competitive pressure due to foreign
firms. However, firm entry responds differently. The mass of domestic startups
decreases in response to an increase in competitive pressure from foreign firms,
while it increases in the case of lowered domestic entry costs. This insight can allow
researchers to identify whether competitive pressure comes from foreign firms or
from the domestic entry margin.

The rest of the paper proceeds as follows. Section 1.2 develops a discrete-time
infinite horizon baseline general equilibrium model. Section 1.3 analyzes a simple
three-period model to study the proposed mechanism in detail and derive empirically
testable predictions. Section 1.4 presents results from quantitative analysis of the

baseline model. Section 1.5 concludes.

1.2 Baseline Model

In this section, I introduce a discrete time infinite horizon endogenous growth
model with multi-product firms, two types of innovation, imperfect technological

spillovers, and an exogenous source of competitive pressure. The exogenous com-



petitive pressure can come from firms in foreign countries if we consider the aggregate
economy, or from domestic incumbent firms in other sectors or states if we consider
a certain sector or state. The baseline model extends Akcigit and Kerr (2018) in
three dimensions: i) I assume imperfect technology spillovers by assuming that R&D
expenditure on external innovation only allows rivals to learn the incumbent’s tech-
nology lagged by one period, ii) I introduce an escape-competition effect, in which
incumbent firms’ internal innovation decision depends on last period’s innovation
4.t

results, which are summarized by the technology gap A, = P and iii) I allow

for shifts of the aggregate creative destruction arrival rate to analyze the effect of
increasing competitive pressure on firms’ innovation and growth dynamics.
Hereafter, the time subscript is suppressed whenever there is no confusion.
Superscript / is used to denote next period variables (¢ + 1), and subscript —1 is
used for last period variables (¢ — 1). The terms product quality and technology are

used interchangeably.

1.2.1 Representative Household

The representative household has a logarithmic utility function and is popu-
lated by a measure one continuum of individuals. Each individual supplies one unit
of labor each period inelastically and consumes a portion C} of the economy’s final

good. Thus the household’s lifetime utility is

U= B"10g(Cy).
t=0



Homogeneous workers are employed in the final goods sector (L). Thus in each

period, the labor market satisfies

1.2.2 Final Good Producer

The final good producer uses labor (L) and a continuum of differentiated
products indexed by j € [0,1] to produce a final good. Denote D as the index set
for differentiated products produced by domestic firms. Products with j ¢ D are
produced by foreign firms (or domestic incumbent firms in other sectors/states), as
discussed later. The constant returns to scale production technology w.r.t. labor

and differentiated products can be written as

1 1
— J q? 3/;1'79 Lijery dj + f qf Z/;fe Lijepy dj |
-6 ), )

where y; is the quantity of differentiated product j, g; is its quality, and Zy., are
indicator functions. The final good price is normalized to be one in every period
without loss of generality. The final good is produced competitively and input prices

are taken as given.

1.2.3 Differentiated Products Producers

There is a set of measure F; domestic firms and a set of measure F, foreign

firms with F; + F, € (0,1), which are determined endogenously in equilibrium,
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produce differentiated products each period and sell their products in domestic
markets. Each differentiated product is produced in the producer’s own region
using domestic resources.? Since each operating firm owns at least one product line,
and each product line is owned by a single firm, a firm f can be characterized by
the collection of its product lines J¥ = {j : j is owned by firm f}. Only the owner
of each product line can observe the product-line specific current period technology

q

(product quality) g;, and the technology gap between t and t —1 A;; = qg“ Thus
,t—

.
each product line can be characterized by its quality and technology gap, (g;,A;).

Each differentiated product j € [0, 1] is produced at a unit marginal cost in terms

of the final good.

1.2.4 Innovation by Differentiated Good Producers

The differentiated good producers engage in two types of R&D—internal and
external—to increase their profits from products they currently produce, to pro-
tect their product markets from competitors, and to expand their businesses, where
the R&D output takes the form of improvements in product quality (equivalently,
production technology). Innovation outcomes are realized at the beginning of the
next period. To allow incumbent firms to protect their own product markets from
competitors (the escape-competition effect) and to capture the fact that it is more
difficult to take over other firms’ product markets when firms are very innovative

on average (the technological-barrier effect), I introduce imperfect technological

41f competitive pressure is from foreign firms, then firm’s own region is own country. If com-
petitive pressure is from other state, then firm’s own region is the state firm operates.
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spillovers, which are captured by lagged learning: firms that don’t own product
line j can only learn the incumbent’s last period technology, ¢;:—i. Thus, external
innovation builds on the past-period technology. Also, I assume that a domestic
firm can learn a foreign firm’s lagged technology if and only if that foreign firm sells
its products in the domestic market.

In this setup, learning another firm’s technology is costly in a sense that i) ri-
vals can only learn incumbent firms’ last period technology, and ii) learning involves
R&D-—only firms with strictly positive R&D expenditure can learn another firm’s
past technology through undirected learning.® For a particular product, the current

qj,t

period technology ¢;; and the technology gap A;; = T are observable only to
,t—

the firm operating product line j in that period. However, aggregate variables and
the technology gap distribution (the share of product lines with a certain level of
technology gap) are publicly observable, and these are the objects individual firms
need to know to make their optimal innovation decisions. Thus, a stationary equilib-
rium is well defined. When two firms’ technologies are neck and neck in a particular
product line, a coin-toss tiebreaker rule applies as in Acemoglu et al. (2016) to make
sure each product is produced by only one firm. An unused technology (idea) is as-
sumed to depreciate by an amount sufficient to ensure that it becomes unprofitable
to innovate on top of it next period.® Thus, only the winning firm from the coin
toss keeps the product line until it is taken over by another firm through creative

destruction (external innovation), while the losing firm never tries to enter the same

5Firms do not know which product line technology they will learn prior to their learning. This
assumption helps keep the model tractable.

6If you don’t recall your skill or idea frequently, you gradually forget about it. This is in some
sense consistent with the literature discussing displaced workers’” human capital depreciation.
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market through internal innovation. Thus, the undirected nature of external inno-
vation is ensured, and only the firm currently producing a product is allowed to do
internal innovation on that product. Finally, to maintain tractability I assume that
each firm can do only one external innovation in each period regardless of the total

number of product lines the firm owns.

1.2.4.1 Internal Innovation

Successful internal innovation improves the current quality ¢;, by A > 1. The
probability of successful internal innovation, z;;, is determined by the level of R&D

expenditure R;”t in units of the final good:

1

in =
A
Zj,t = ~ )
X4t

where ¥ > 0 and 12 > 1. Thus incumbent firm’s good j quality realized at the

beginning of ¢ + 1, assuming the firm is not displaced by creative destruction, is:”

{/\qj’t} with probability z;,

{qﬁﬂ} =

{Qj,t} with probability 1 — z;, .

As time is discrete and firms are multi-product firms, internal innovation outcomes

follow a binomial process as in Ates and Saffie (2016).

"Hereafter, I write the quality of product j as a point set. This makes it easy to write the case
when external innovation fails and firm does not acquire any product lines, which will be written
as product quality set to be an empty set.
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1.2.4.2 External Innovation

Incumbents and potential startups attempt to take over other incumbents’
markets through external innovation. Successful external innovation generates an
improvement in product quality of > 1 relative to the incumbent’s lagged tech-
nology, where R&D results are realized at the beginning of next period. I assume
A2 > n > \. This assumption ensures that firms can protect their own product lines
from potential rivals through internal innovation, while 7 > X reflects the idea that
external innovation introduces a new way of producing an existing product more
efficiently. Thus, external innovation contributes more to both firm employment
and aggregate growth than internal innovation, as found empirically in Akcigit and
Kerr (2018). Both potential startups’ and incumbent firms’ external innovations are
undirected in a sense that they are realized in any other product line with equal
probability.

Existing firms with at least one product line (ny > 0) decide the probability
of external innovation z; by choosing R&D expenditures R{* in units of the final

good:

&=

(=)
xt: ~ )
X 4t

where ¥ > 0, and QZ > 1, and ¢ is the average quality in the country where the
firm is located. Thus, for prospective external innovators whose takeover is not

pre-empted by an incumbent’s successful defensive innovation, the distribution of
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Figure 1.1: Firms’ Innovation and Product Quality Evolution Example

quality at the start of the next period is:

{U%‘,t—l} with probability x;
{gin} =

1%} with probability 1 — x; .

With probability 1 — x;, the external innovation fails, which implies there is zero
probability that the firm will take over product line j. In this case, product quality
for product line j for the potential entrant does not exist.

To better understand the firm’s innovation decisions, and to show how busi-
ness takeover through external innovation and escape competition through internal

innovation work in detail, the following section graphically illustrates specific cases.

1.2.4.3 Business Takeover and Escape Competition, an Illustration

Figure 1.1 illustrates how firms’ product quality portfolio and technology gap

portfolio evolve over time. Firm A owns the first three product lines and firm B owns
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the last four product lines in period ¢t. Each bar represents a product and the height
of the bar represents the log of product quality for each product, g;; = log(g;.).
Product line 7 is not innovated by any firm. Thus, its quality in ¢t + 1 remains
the same as that in ¢, and it is still owned by firm B in ¢ + 1. In case i), firm B
does external innovation in an attempt to take over firm A’s product line 1. Firm
A took this product line over through successful external innovation at t — 1, but
did not internally innovate at t. So A;; = n, and qfft +1 = N¢14—1 (implying that
@1 = 0+ Que—1, where i) = log(n)) for firm A. Firm B, meanwhile, learns gy
in period ¢ and innovates, so that in period ¢ + 1, it realizes qft +1 = Nq14—1, which
is the same as ¢i',,. A coin is tossed and firm A is the winner. Thus, firm A
keeps product line 1. Case ii) illustrates how a firm can lose its existing product line
through another firm’s external innovation (creative destruction). Firm A failed to
do internal innovation on product line 2 in periods t—1 and ¢. Thus, at the beginning
of period t + 1, the quality of product line 2 for firm A is equal to Q§t+1 = qo4-1- A
potential startup learns product line 2’s last period technology (quality) by investing
in R&D in period t and succeeds in externally innovating the product quality. Thus,
at the beginning of period t+1, the product quality of product line 2 for the potential
startup is equal to g5,y = 7q2.—1. Since q5,,.4 > qé‘ftﬂ, the startup takes over
product line 2. Case iii) illustrates how incumbent firm A can take over incumbent
firm B’s product line through external innovation, despite internal innovation by
incumbent firm B. Since there was no internal innovation between ¢ — 1 and ¢ for
product line 5, g5, = ¢54—1. Thus, firm A’s quality for product line 5 after external
innovation is qét +1 = Ngs. Firm B internally innovates product line 5 in period
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t. Thus, firm B’s quality for product line 5 is qftﬂ = MAgs4—1. Since n > A,
firm A takes over product line 5. Case iv) illustrates how firms can escape from
competition (creative destruction) through successful internal innovation. Firm B
succeeds in internally innovating its product line 6 for two consecutive periods. Thus,
the quality of product line 6 for firm B in period ¢ + 1 is equal to qﬁBi 1= Ngeio
Rival firms can increase the quality for product line 6 only up to g§,,; = 1ge¢1-
Since A\? > 9, firm B successfully protects product line 6 from competitors. These
examples show an important feature that is unique to the economy with imperfect
technology spillovers. Because incumbents can escape competition through internal
innovation, not all firms that succeed in external innovation can successfully take
over another firm’s business. Thus, the success probability of a business takeover is
generally lower than the probability of external innovation, and it depends on the

existing technology gap in the target market (product).

1.2.4.4 Product Quality Evolution

As a rival firm can only learn last period’s technology, the technology gap,

defined as A;; = q?i’tl, is the most important factor determining an incumbent
i
firm’s success/failure at protecting its product line through internal innovation. The
technology gap summarizes the technological advantage incumbent firms have in

their own markets. In this model, there are four possible values for the technology

gap:

Lemma 1. There can be only four values for the technology gap in this economy,
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Al =1, A* =\, A% =5, and A* = &, and product lines with A* and A* can occur

only through external innovation.

Proof: See Appendixz A.1.2.1.

To describe the evolution of product quality and the implied probabilities of
retaining or losing a product from the perspective of an incumbent firm, consider a
product line j with quality ¢;; and technology gap A,; owned by a firm f. Denote
zf as the probability of internal innovation for product line 7 when its technology
gap is equal to qz]t;; = A’ Suppose product line j has technology gap A;; = Al. If
the firm is successful at internal innovation with probability Z}, its product quality
next period is ¢/}, = Agj.—1; otherwise, ¢, | = gji—1.

If creative destruction arrives at rate T—where 7 is the probability that an indi-
vidual product market is faced with a rival that succeeded in external innovation—
then the product quality of the rival will equal ¢j3,; = ng;ji—1. Since ¢fp,; >
AGjt—1 > @jt—1, the rival takes over product line j regardless of the firm’s success
at internal innovation. Thus with probability Z, firm f loses product line j next
period.

With the same arguments, product quality for product line j for firm f next

period and the transition probabilities for all cases can be defined as:

1%} , with prob. of

{Qj,t+1 | Aje = Al} =4 {g} . withprob. of (1-7)(1—2z}) (1.2)

J

\ {Agj+} , with prob. of (1—7)z]
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%) , with prob. of Z(1 — 27)
{Qj,t+1 | Aje = A2} =9 {@.}  withprob. of (1—-7)(1—z3) (1.3)
\ {Ag;i} . with prob. of 2
.
@, with prob. of $Z(1 — 2?)
{Qj,tﬂ | Ay = A3} = {a}  withprob. of (1—17)(1—z3) (1.4)
\ {A\g;¢} , with prob. of 2
( @, with prob. of 7 (1 — 32})
{C]j7t+1 | Aje = A4} =9 {g+} , with prob. of (1-2)(1— z5) (1.5)
\ {A\gjs} , with prob. of (1—37) 2!

where product quality set equal to @ means that firm f loses product line j next
period, and the % terms in the probabilities are due to the coin-toss tiebreaker rule
for neck and neck cases. Thus for any A except for A!, firms can lower the prob-
ability of losing its product lines by investing more in internal innovation, where
the magnitude of the decrease in probability of losing the product depends on the
technology gap. For this reason, firms have incentive to increase their internal
innovation intensity (R&D investment that increases the probability of internal in-
novation) when they are faced with more competition, as represented by a higher
creative destruction arrival rate .

The conditional takeover probability — the probability of product takeover,
conditional on successful external innovation — can be computed as follows. If a
rival firm succeeds in externally innovating a product line with technology gap Al,
then it takes over this product line with probability one. For a product line with
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technology gap AZ2, this probability is equal to 1 — 2%; for technology gap A? it

1

4 .
52 8 Thus with a technology

is %(1 — 23), and for technology gap A% it is 1 —
gap distribution (share of product lines with technology gap Af) {N(AZ)}jzl, the

conditional takeover probability is equal to

Ftiner = (A1) + (1= 2u(a%) 4 51— (8% + (1 321 &),
The higher the overall innovation (both internal and external) intensity, the wider
is the average technology gap in the economy. Thus it becomes more difficult for
rival firms to take over other firms’ product markets. This conditional takeover
probability defines the technological barrier channel through which either incum-
bent firms’ increasing internal innovation intensity, or an increase in the overall
external innovation intensity in the economy (reflected as an increase in the ag-
gregate creative destruction arrival rate) could lower domestic firms’ incentive for
external innovation, which results in lower firm growth rates. This technological
barrier effect is distinct from the well-known Schumpeterian effect, by which firms’
innovation incentives decline due to lowered expected future profits conditional on
successful innovation. Higher overall innovation intensity in the economy will likely
lower Tiqkeover; as the share of product lines with technology gap A! (where the
probability of product takeover is the highest) will decrease, while at least some
of the 2* for ¢ = 2,3,4 will increase. Since all firms, including potential startups,

know the level of Tiureover, firms will optimally choose to lower their external inno-

8Here I assume internal innovation intensity z depends only on technology gap A’. In the next
section, I prove this is the case.
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vation intensity when Tyureover falls, unless expected profits from external innovation
increase enough to offset the loss from a lowered conditional takeover probability.
Note that with technology gap distribution {,u(AZ) };1:1, the unconditional
probability of a firm failing in an attempted product takeover—the probability of
not winning the product line, either due to failure of external innovation (which

occurs with probability of 1 — z) or escape-competition by incumbent firms—is

(1 — ) + 22°u(A?%) + x%(l + 23 (A% + x%z4u(A4)

=1-z [1 — (z2u(A2) + %(1 + 2 u(A?) + %z‘lu(A‘*))] :

Given the above definition of the conditional takeover probability T;qkeover, the pre-
vious expression can be written as 1 — & Tigreover- DeNOte Tigkeover = T Tiakeover aS
the unconditional probability of successful product takeover.

The probability distribution of the evolution of product quality from the per-

spective of a rival firm can be similarly defined and is described in Appendix A.1.2.2.

1.2.5 Potential Startups

The economy has a fixed mass of potential domestic startups &;, and an ex-
ogenously determined mass of foreign firms trying to start businesses in domestic
markets.” To start a business, a potential startup invests in external R&D and, if

successful, takes over a product line from an incumbent firm. Similar to incumbent

9Gtrictly speaking, only a portion of the aggregate creative destruction arrival rate accounted
by outside firms is exogenously determined in this economy. However, this is effectively the same
as having the exogenously determined mass of outside firms trying to start businesses in domestic
markets, as it will become clear in the following sections.
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firms, potential startups decide the probability of external innovation x. by choosing

R&D expenditures RE” in units of the final good:

(Rgm) e
xe = ~ — )
Xe 4

where Y. > 0, and Je > 1, and ¢ is the average quality in the country where the

%1‘,_.

potential startup is located.
Let V({(g;,4A;)}) denote the value of a firm that has one product line with
product quality ¢; and technology gap A,. Then a potential startup’s expected

profits from entering through R&D is
I = BE|V({(a}, AD}) | 7| — Relwe) *a,

where the expectation conditioning on x. is taken over the distribution of incum-
bents’ product quality ¢; and technology gap A; due to the undirected nature of
external innovation. Potential startups choose the probability of external innovation
z. that maximizes the expected profits from entry. Since there is no ex-ante hetero-
geneity among potential startups, all of them choose the same optimal probability
of external innovation x*. Thus, the mass of potential domestic startups that suc-
ceed in external innovation and try to take over incumbent firms’ product markets

is Eqx}.
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1.2.6 Exogenous Competitive Pressure and Creative Destruction

As briefly explained in the previous section, the aggregate creative destruction
arrival rate is the probability (frequency) that in each product market an individual
incumbent faces a rival (a domestic startup, a domestic incumbent or a foreign firm)
that succeeded in external innovation. Conditional on external innovation, whether
the incumbent is replaced by the rival firm depends on the technology gap and
internal innovation of the incumbent.

Each firm can externally innovate at most one product line each period, and
there is a continuum of unit mass of product lines (markets). Thus, the total mass
of firms that succeed in external innovation is equal to the total mass of prod-
uct markets for which the incumbent faces a rival firm. Since external innovation
is undirected, this implies that the probability an individual product market in-
cumbent is faced with competition from an another firm—the aggregate creative
destruction arrival rate—is equal to the total mass of firms that succeed in external
innovation. Denote T, as the total mass of domestic firms that succeed in exter-
nal innovation, and denote T, as the foreign firm counterpart. Then the aggregate

creative destruction arrival rate T is

T=Tq+7T,.

Increased competitive pressure from foreign firms comes from the increased mass of

foreign firms trying to start businesses in domestic markets &,, which increases the
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mass of foreign firms operating in domestic markets F,. Thus increasing competitive

pressure is defined as an exogenous increase in T, in this model economy.

1.2.7 Equilibrium

I now turn to describing optimal decisions for each agent and the Markov Per-
fect Equilibrium of the economy, where optimal decisions depend only on individual

characteristics, aggregate variables, and the technology gap distribution.

1.2.7.1 Optimal Production and Employment

The solution for the final good producer’s profit maximization problem defines
the final good producer’s optimal demands for labor and differentiated products.
Denote p; as the price for differentiated product j, and w as the wage rate in the

domestic economy. Then the inverse demand for differentiated product j is

pi =4 L;" . (1.6)

In deriving demand for product j I assume that each product is supplied
by a single firm. However, past incumbent firms in domestic markets that lost
technological leadership to the current leader could in principle try to produce and
sell their products through limit pricing, as the marginal cost of production is equal
across all firms. To avoid such cases and to simplify the model, I assume the following

two-stage price-bidding game:

Assumption 1. In a given product line j in a given economy, the current incum-
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bents and any former incumbents in the same line enter a two-stage price-bidding
game. In the first stage, each firm pays a fee of € > 0. In the second stage, all firms

that paid the fee announce their prices.

This assumption ensures that only the technological leader enters the first stage and
announces its price in equilibrium.

Differentiated products producers (both domestic and foreign) take their prod-
ucts demand curve from the final good producer (1.6) as given and maximize profit

(revenue net of production cost) for individual product line j € J/:

m(g;) = max {Lq5y;~" —y;} -

Note that since each differentiated product is produced at unit marginal cost in
terms of the final good, the differentiated product producers’ problem for supplying
to the domestic market is the same for both domestic firms and foreign firms. The

FOC of this problem yields optimal level of differentiated product j production:
y; = (1—0)5Lg; , (1.7)

and by plugging this into the final good producer’s differentiated product j demand

(1.6), we get the monopoly price

(1.8)



which is a markup ﬁ over the unit marginal cost. Using (1.7), we get the profit
from individual differentiated product production, which is linear in its quality,

holding aggregate variables fixed:

m(q;) = 0(
From the final good producer’s problem, an equilibrium wage rule is given by
w=0(1-0)7qg, (1.9)

which depends only on the average product quality in the economy. Since

L=1 (1.10)

in equilibrium, the optimal level of differentiated product j production becomes

S

yi=(1—0)7g (1.11)

and the scaling part of the profit from differentiated product production becomes

71':9(1—(9)%.

Finally, using (1.10) and (1.11), equilibrium final good production can be written
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as
Y=(1-60)"7 g, (1.12)
which grows at the same rate as average (total) product quality.

1.2.7.2 Value Function for Incumbent Firm in the Differentiated Prod-

uct Market

In this section, I solve for a differentiated product firm’s optimal R&D decision.
Define ®/ = {(qg;, Aj)}je 7+ as a multi-set of product quality and technology gap
pairs currently owned by differentiated products producer f, where (g;, A;) defines
product line j completely. Then firm f’s value function can be written as
\% ((IDf) = max Z [ij — )szqj] - Q§x¢ + 5 E [V ((IDf' ‘ <I>f) ‘{zj}jejf,x] ,

z€[0,z], ;
(zel0.2l}yepr IS

where 7g; is revenue net of production cost. Thus the first three terms define
current profits of a firm with product quality and technology gap portfolio ®/, and
the last term is discounted expected future value, where the conditional expectation
is taken over the success or failure of internal and external innovation, creative
destruction arrival, winning or losing coin-tosses (c-t), the current period product
quality distribution, and the current period technology gap distribution. E is the
stochastic discount factor, which is constant over time as there is no uncertainty in

this economy.

27



Proposition 1. For a given technology gap distribution {M(Aé) };f:l, the value func-
tion of a firm with product quality and technology gap portfolio & = {(qj, Aj>}jejf

1s of the form.:

V(q’f)ZAz( > C]j)JFBﬁ,
P

jEjf‘Aj =At

where

Ay =1 — (Y + E[Al(l —T)(1— 2Y) + Ay (1 — 3)21] (1.13)
Ay =7 — (2% + 5[A1(1 —7)(1 - 2%) + )\A2z2] (1.14)
Ay =7 — ()" + B [A1 (1 - %f) (1—2%) + AAQz?’] (1.15)
A4 =TT — 5(\(24)12 + B [A1<1 - T)(]. - 24) + )\AQ (1 - %f) 24] (].].6)
= =, ___ NAta eover_N TZ ) 17
B 1—5(1+9)[Iﬁ k Xﬂﬁ] (1.17)

and optimal innovation probabilities are
a _3[(1—5))\142: (1—5);11]]@_1 .

| (5%
2= ez _A(i —DA (1.19)
VX

P ISR G RN (120

| (%
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A_[ipo-m) 47 AJ] 5 (121
T = BAtgcjoveT] o ] (122)
X

g n the expression for B is the average product quality growth rate in the economy,
and Ajakeover 10 the expressions for B and x is the ex-ante value of a product line

obtained from successful takeover, which is defined as:

Atakeover =

(1— 2 A pu(A®) + <1 — %z4> A (A

N | —

+ Agp(A1) + (1= ) Aug u(A?)

Proof: See Appendix A.1.53.1

As the expression shows, the determinants of A;yxeover include factors that determine
the conditional takeover probability T;uxeover-

Ay is the sum of discounted expected profits from owning a product line with
technology gap equal to Af, normalized by the current period product quality. The
first two terms in (1.13) through (1.16) are the normalized instantaneous profits,
and the terms inside the brackets are the normalized option value from internal
innovation. If a firm succeeds in internally innovating its product and still owns
that product next period, then the normalized value of that product is equal to
A,, as the next period technology gap is equal to A2, If the firm fails to internally

innovate its product but still owns that product next period, then the normalized
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value of that product is equal to A; as the next period technology gap is equal
to Al. B is the sum of discounted expected profits from owning an additional
product through external innovation, normalized by the average product quality.

To understand this variable more clearly, rewrite it as

Bq = ngtakeoverq - %qu + 5(1 + Q)Ba .

After investing )?xlzq in external innovation in the current period, the firm receives
the discounted expected profit Aiureoverq if €xternal innovation succeeds with prob-
ability x next period. The firm owns at least one product line next period if current
period external innovation is successful. Thus, it will invest in external innova-
tion next period and receive an expected profit of B two periods later, where
7 = (1+g)g. Thus, (1.17) shows that B is the annuity value of an infinite stream of
constant payoffs xﬁAtakwver — ixﬁ at a constant discount rate E (1+ g), the growth
rate adjusted time discount factor.

For all of the optimal probabilities of internal innovation, the first term inside
the brackets in the numerator (after 5) is the option value from successful internal
innovation, which increases quality by A. The second term is the option value from
no internal innovation, which makes next period’s technology gap equal to one.
Thus, the higher the option value for successful internal innovation, the higher is
the optimal probability of internal innovation, holding 7 fixed. For this reason,
the optimal probability of internal innovation for each product line depends on its

technology gap. Intuitively, a wider technology gap should up to a point increase
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firms’ internal innovation investment, as this implies that escape from competition is
easier. However, past some point a wider technology gap should dissuade incumbent
firms from investing in internal innovation, since it is much harder for other firms
to take over a product line with a very high technology gap. Thus. there is a low
probability that an incumbent firm will lose a product line when it has very high

technology gap. Corollary 1 formalizes this argument.

Corollary 1. In an equilibrium where {z*}}_, are well defined, the probabilities of

internal innovation satisfy 22 > 2% > 2* > 2!,

Proof: See Appendix A.1.5.2

Thus, for a product line with the widest technology gap A% = 5, firms invest less in
internal innovation than they do for a product line with A% = )\, as there is a lower
probability they will lose the product line even if they don’t improve its quality—
firms with technology gap A3 lose a product line only when they are in a neck and
neck case and lose the coin toss. Thus, 22 > 22, even though A3 > A2,

Since A; and Ay depend on 7, it is difficult to sign the partial derivatives of
{z}{_, w.r.t. Z. But holding the values for A; and A, fixed, we can determine the

signs of the partial derivatives, which defines the escape-competition effect:

Corollary 2. With @Z € (1,2], the escape-competition effect is the highest and pos-
itive for product lines with technology gap equal to A?, whereas it is the lowest and
negative for product lines with technology gap equal to A*. The escape-competition
effect is positive for the A® case, whereas its sign is ambiguous for the A* case.
Proof: See Appendix A.1.3.3
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As equation (1.2) shows, a firm cannot protect its product line from takeover through
internal innovation if its technology gap is equal to A'. This is why 2! is a decreasing
function of the creative destruction arrival rate ¥, other things being equal. As
equation (1.3) shows, thee impact of internal innovation on the probability of losing
their product is greatest in the A% case. Thus, the escape-competition incentive
is the highest for this case. In the A® case, a marginal increase in 23 decreases
the probability of losing the product by 50% less than in the A% case. Thus the
escape-competition effect is lower. The escape-competition effect for the A?* case is
ambiguous as the probability decrease is even lower.

Meanwhile, the term Aj in the optimal probability of internal innovation re-
flects the Schumpeterian effect. The lower the expected future profits from keeping
the product line through internal innovation, the lower is the incentive to invest in
internal innovation.

The optimal probability of external innovation depends on internal innova-
tion intensities, product values ({A¢};_,), and the technology gap distribution. The
definition of Atgkeover and equation (1.22) indicate that higher overall innovation
intensities (internal and external) in the economy lower the incentive for external
innovation for an individual firm in partial equilibrium, holding product values fixed.
This is the technological-barrier effect summarized in the conditional takeover prob-
ability Tiqkeover- Holding probabilities of internal innovation and the technology
gap distribution fixed, a decrease in product values decreases an individual firm’s
incentive for external innovation. This is the Schumpeterian effect.

The direction of the changes in the probabilities of internal and external in-
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novation in response to changes in the aggregate creative destruction arrival rate
T are ambiguous in general equilibrium. They depend on the relative magnitudes
and the directions of the escape-competition effect, the Schumpeterian effect, and
the technological-barrier effect. Nonetheless, results from the numerical exercise in
Section 1.4.3.1 confirm that the partial equilibrium results for given {A,}7_, and
B still hold in general equilibrium for a plausible parameterization. Furthermore,

{A/})_, and B also decrease after an exogenous increase in 7.

1.2.7.3 Potential Startups

Recall that a potential startup’s expected profits from entering through R&D

I = BE|V ({(q}, ADD) | 7| = Relwe) g

By using the value function derived in Proposition 1, the optimal probability of

external innovation for potential startups z, can be computed as

1

T = ("’At(zkeover + fmkeover-B(l + g) ) he—1
e — .

g8 < 1.23
Ye Xe 129

The proof is in Appendix A.1.4.
As explained in the previous section, the total mass of domestic firms that
succeed in external innovation defines the portion of the aggregate creative destruc-

tion arrival rate accounted for by domestic firms. Since the optimal probabilities of
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external innovation for incumbent firms and potential domestic startups are equal to
x and x, respectively, the aggregate creative destruction arrival rate in this economy

is defined as

T=Fgx+E xe+T,. (1.24)
—_——

=Tq

Since the mass of domestic incumbent firms F; and the probabilities of external
innovation x and z. depend on T, an exogenous increase in T, doesn’t increase T by
the same amount in equilibrium. Thus, the level of T is endogenously determined

even when z, changes exogenously.

1.2.8 Growth rate

As equation (1.12) shows, the output growth rate in this model economy is
equal to the product quality growth rate g. Proposition 2 shows how this growth
rate is defined and decomposes it according to the contributions made by different

groups of firms and types of innovation.

Proposition 2. The growth rate for aggregate variables in a Balanced Growth Path

in this economy, g, is defined as

g :[(1 —E)(1—2Y) + A1 —7)t + A?’ﬂuw)
+ [(1 —7)(1 - 2%) + A%? + A'Z(1 - 22)]M(A2) + [1 -2+ AQZS]N(A?’)

F A=D1 =)+ A2+ 31— 2h) (At - 1. (1.25)
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Furthermore, g can be decomposed into four components:

L+ g=|(1 =21 =21 + A% (1 =)' [u(AY) + [(1=2)(1 = 22) + 222 |u(A?)

+ [(1 — ;x) (1—2%) + A223] (A3 + [(1 —7)(1— 2% + A? (1 — ;a:) z4] (A

internal innovation by both domestic incumbents and foreign firms

1 1
+ AP Faepu(AY) + A*Fax(1 — 22)u(A?) + 5]—};:5(1 — 2u(A3) + A2 Fyx (1 - 2z4) w(Ah)

external innovation by domestic incumbent firms

+ A3z pu(AY) + A'Eqw. (1 — 22)pu(A?) + %fdxe(l — 2 u(A®%) + A%, <1 - ;z‘l) (A

external innovation by domestic startups

. 1 ] . 1
+ AT, u(AY) + AT, (1 — 22)u(A?) + §§0(1 — 2 u(A?) + A%z, (1 - 224) w(At) .

external innovation by foreign firms

Proof: See Appendixz A.1.5.1

1.2.9 Firm Distribution

As the differentiated product firm’s decision rules show, the distribution of
firms’ technology gaps completely describes the distribution of firms in this model
economy.'® In this section, I describe how I keep track of the evolution of this
distribution. Denote the technology gap composition for a firm with n; product
lines and with nff products with technology gap equal to A*, £ = 1,2,3,4 as N =

(ny,ny,n7,n},n}), and the density of this object as p(N).

10The technology gap distribution can be computed from this distribution.
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1.2.9.1 Technology Gap Portfolio Composition Distribution Transi-
tion

Define the technology gap portfolio composition for a firm with ny—k products
with A = A!, k products with A = A2, zero products with A = A? and zero
products with A = A? as ./\N/'(nf7 k)= (ng,ny—k,k,0,0), for k € [0,nf] NZ, ns > 0.
Then without considering external innovation, the probability of N' = N (ng, k)

~ ~

becoming N = N (ny, k) can be computed as

min{nf—k,%} ny = k k
Zzlzmax{o7 Efk} ~ ~ ~
Et k— k!
(1 — =G (1 = g1y (1)
~ ~ X for ny > 1, and
P(nf,k | nf,k:> _ ) f(1 2o (2R

0 otherwise,

where

n!

k\(n — k)]

is a combination of selecting k elements from n elements without repetition, where
the order of selection does not matter. Thus changes in the technology gap composi-

tion follow a binomial process, which is one of the novel features that Ates and Saffie
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(2016) introduced as a discrete time mapping of the continuous time endogenous
firm growth literature. The range for k! is of the form described as above due to

the fact that

i. For 0 < k < min{n ¢ — k,k}, the two combinations are well defined for any

k' € [0,k] N Z and describe all the possible cases.

ii. For ny —k > k, k>Fk 0< k- %1, and 0 < k! < ny — k should be satisfied.

Thus k — k < k' < k.

ii. For k > ny—k, k>n;—k 0<k—k', and 0 < k' < ny — k should be

satisfied. Thus max{0, k — k} < k' <nj — k.

Since product lines can have technology gap equal to A® or A* only through ex-

ternal innovation, the probability of a technology gap composition N' = (ny, nj, n7, n},

becoming N = (ny,n}/,n¥, n¥,ny) for any n}; < ny + 1 can be computed using

ﬁ’(n I3 k |nys, k), and with this, the change in the technology gap portfolio composition

distribution can be tracked. The procedure is described in detail in Appendix A.1.6.

1.2.9.2 Technology Gap Distribution

By using the distribution of the firm-level technology gap composition for
domestic firms Fy u(N), the aggregate distribution for the technology gap for the

product lines owned by domestic firms {ﬁ(AZ) }::1 can be computed as

ny  ny
ﬁ(Ae) = Z Z nfc Fuq u(nf,n},nfc,ni},n‘;) ) (1.26)
ny=1 nfCZO
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Since this distribution is for the product lines owned by domestic firms, it should
sum up to the total mass of product lines owned by domestic firms. Denote the
total mass of product lines owned by domestic firms as s;. Lemma 2 describes its
relationship with the aggregate creative destruction arrival rate T in a stationary

equilibrium:

Lemma 2. In a stationary equilibrium, the total mass of product lines owned by
domestic firms is equal to the share of the aggregate creative destruction arrival rate

accounted for by domestic firms. That is,

Sd =

|8

Proof: See Appendixz A.1.7.1

Thus,

Since domestic incumbent firms and foreign firms operating in domestic markets
are symmetric in terms of their R&D and production technology, their technology
gap distribution should differ only by a constant multiple. Thus the aggregate

technology gap distribution is equal to ,u(Ae) = iﬁ(Ae) for ¢ =1,...4, and sums

T4

up to one:

4

ZM(AE) =1.

(=1
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1.2.9.3 Aggregate Variables and Balanced Growth Path Equilibrium

Given the optimal innovation decision rules, aggregate domestic R&D expenses

can be computed as
4 1 - ~ ~
Rg = )?Z [J 4 L=t jeny dj] (") + FaXgz? + EaXe(ze)™q, (1.27)
¢=1 LJO

where Zya,_a¢ jepy is an indicator function equal to one if product line j belongs
to a domestic firm with technology gap equal to A, Also, using the optimal differ-
entiated product production rule, the total final goods used as inputs by domestic
differentiated product firms can be written as

1
Y, = J yj Lijepy dj
0

S

1
—(1-9) f 4 Tijery dj
0

Since R&D expenses and differentiated product production costs are paid with final

goods, aggregate consumption becomes
C=Y—-R;-Y,. (1.28)
The total differentiated products produced by foreign firms in this economy are

1
Y, = f piYj Lijepy dj
0
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1
1-06 .
=(1-6)7 J qj Lijepy 4j -
0

Since there is no government expenditure, the Gross Domestic Production (GDP)

in this economy is
GDP =Y -Y%,.

With these aggregate variables defined, I can define the equilibrium of this economy:

Definition 1 (Balanced Growth Path Equilibrium). A balanced growth path equi-
librium of this economy consists of y5, p}, w*, L*, x*, {93, T, o, Fr, Ry Y™,
C*, g*, pN), {fi(A")}i_, for every j € [0,1] with q; such that: (i) y¥ and p} satisfy
(1.11) and (1.8); (i1) wage rate w* satisfies (1.9); (iii) total labor for final good
production L* satisfies (1.10); (iv) the probabilities of internal innovation {z**}}_,
satisfy (1.18), (1.19), (1.20), and (1.21), and the probability of external innova-
tion by incumbents x* satisfies (1.22); (v) the aggregate creative destruction arrival
rate T satisfies (1.24); (vi) the probability of external innovation of potential star-
tups x¥ satisfies (1.23); (vii) aggregate output Y* satisfies (1.12); (viii) aggregate
RED expense R} satisfies (1.27); (ix) aggregate consumption C* satisfies (1.28);
(x) the BGP growth rate g* satisfies (1.25); (xi) the invariant distribution of the
technology gap portfolio composition u(N') and the total mass of domestic firms F;
satisfy inflow(N') = outflow(N'); and (zii) the invariant technology gap distribution

{I(AY}h_, satisfies (1.26).
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External innovation News about shock to

_ by a foreign firm period 2 profit
T
Period 0 Period 1 Period 2
o | | O
A A A A A
* Economy * Innovation * Production * Innovation * Production
starts with outcomes takes place outcomes takes place
Product market realized « Internal and realized by the
1 'and 2 owned External s Firms compete Winner(s)
by firm A and Innovation in technology * All firms exit
B, resp. decision made

Figure 1.2: Timeline for the Simple Model Economy

1.3 Simple Three-Period Heterogeneous Innovation Model

To understand firms’ incentives for internal and external innovation, and to
derive empirically testable model predictions, in this section I consider a simplified
three-period economy with two product markets and three firms. In period 0, the
economy starts with two product markets, market 1 and 2, with initial market-
specific technologies ¢ ¢ and g2 and two firms, A and B. Product market 1 is given
to firm A and is ready for production. Firm A is also given an initial probability
21, of internally innovating product 1. Firm B, on the other hand, is given only a
probability xs of externally innovating product 2. Thus, firm B can start operating
and producing in period 1 but not in period 0. If external innovation fails, then firm

B still keeps market 2 but produces with initial product quality g2 . Thus, at the
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beginning of period 1, product qualities in the two markets are equal to:

Aqio with probability z o
qi1 =
q1,0 with probability 1 — 219,

and

120 With probability x4
q21 =

42,0 with probability 1 — x5 .

where A\ > 7 > )\ > 1 are innovation step sizes.
In period 1, the main period of interest, there is a foreign firm (either from

a foreign country or different sector/state) that does external innovation hoping to
take over the two product markets in period 2. The outside firm succeeds in doing
external innovation with probability 7, in each product market. Also, there is a news
shock about period 2 profit (such as an increase in foreign demand) announced in
period 1. Afterwards, the two incumbent firms produce using the given technologies,
invest in internal innovation to improve the quality of their own products, and invest
in external innovation to take over the other firm’s product market. At the beginning
of period 2, all innovation outcomes are realized. Then, technological competition
in each product market takes place, and the firm with the highest technology in
each market produces. The economy ends after period 2. Figure 1.2 summarizes
the timing.

In period 1, incumbent firm i € {A, B} invests R;"l on internal innovation,
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je{1,2} (e.g., fori = A, j = 1), implying a success probability z;, using the R&D

production function

. 1
in 2
1
Zj1 = (,\j ) .
X451

Successful internal innovation increases the next-period product quality by A > 1.
Thus, the period 2 product quality for firm ¢ becomes
. Agj1  with probability z;,
Q;,Q =
¢jn with probability 1 — 2 .
Similarly, firm ¢ invests R to learn the period 0 technology used by firm —i # i,
implying a success probability of external innovation z_; ; using the R&D production

function

1

exr 5

TR

T_j1= | =~ )
Xq-3,0

where —j is owned by —i. Successful external innovation increases product quality
relative to the past-period quality by n > 1. Thus, product —j’s quality in period 2

for firm 7 becomes

nq—jo with probability x_;,
q_j2 =
%] with probability 1 —x_;,,

where @ means firm ¢ failed to acquire a production technology for product —j.
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1.3.1 Optimal Innovation Decisions and Theoretical Predictions

Assume that in each product market j in each period ¢, firms receive instanta-
neous profit of 7, ¢;; where g;, is the product quality and =;; is a market-period-
specific constant known to firms before each period begins. Because there are only
two products, incumbents and the foreign firm can perform external innovation on
the same product. To keep the model simple, further assume that the foreign firm
can do external innovation only if an incumbent fails to do external innovation, fol-
lowing Garcia-Macia et al. (2019). Then the profit maximization problem of firm i

that has product market j with quality g;; in period 1 can be written as

1451 — )?(%’,1)2%‘,1 - %(1'7]’,1)26]—]',0
+(1 —2j1)(1 —7,) [(1 — 2j1)Tj2qj1 + Zjﬂj,ﬁ\qj,l]

+zj1 + (1= 251) T [ijlﬂj,z A1 Lng 1 > naj o0}

V(qj 1) — max < +%(1 - Zj,l)ﬂ-],Qq.]’l I{qj,l =77‘1j,0}] } ,

{zj,1, 251}
+r_j1 [(1 —2-41) ™32 1M 450 Ling_j.0 > 4.1}
+251 T2 1 q—j.0 Ling ;0 >rq 1}

+ (1 - Z—jJ)W—j,?TIQ—j,O I{W—j,o =q-j1}

N[ —=

1
+52-51T—j219—j.0 Ling_; 0 = Aqm}]

where Z, is an indicator function that captures the possible relationships between

the two technologies among the three firms in period 2 in a given market. The first
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line shows the period 1 profit net of the total R&D cost. The second line represents
the incumbent’s period 2 expected profit from market j when the other incumbent
and the outside firm fail to externally innovate the market j technology. The third
and the fourth line represent the period 2 expected profit from market ;5 when one of
the two other firms succeeds in externally innovating the market j technology. The
fifth to eighth lines represent the period 2 expected profit from market —j when firm
1 succeeds in externally innovating the market —j technology. The terms following
% are for the cases in which two firms can produce the same quality product, so that
a coin-toss tiebreaker rule applies.

The interior solutions to this problem are

.
7"'.
QL; A=D1 —aF)(1 -7,) , when ¢;1 = g0
T _
zj,l = < QL; [/\ —(1- f;ﬁ)(l — :130)] , when ¢;1 = A gjp
5.2 1 1 —
\ ﬁ |:)\ — 5 — 5(1 — .T;l)(l — .Z'o):| s when Qj,l =n (]j7()
and
2% , when q—j1 = 4d—j0
T
=4 772 0,2 (I—2%)) , when ¢_j1 = Ag—_jo
X
777Lj,2 1 1 * h — .
L 9 % 2( - Z—j71) , Wien Q*]yl =1 quvo :

The above results show that the firm’s optimal innovation decisions depend on the
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(expected) future profit, the technology gap in both its own market and the other
firm’s market, and other firms’ internal and external innovation decisions. From

these interior solutions, I draw the following results.

Proposition 3. For each q;; and for N> > n > X > 1, we can order internal

mnovation intensities as

* # *
Z > z > Z .
Jillgj1=Mgj0 Lllg;1=ng;0 Jllg;1=qj,0

Furthermore,
* * k
82].71 6zj71 &zj,l
7% 7 & =0 T
Lo q,1=Xg;,0 Lo q5,1=14;,0 Lo 45,1=4;,0

Proof: See Appendix A.2.1

The second part of proposition 3 implies that firms with no technology gap
lower their internal innovation investment when they are faced with a higher prob-
ability of creative destruction in their own markets, as they cannot increase the
probability of escaping competition by improving their products through internal
innovation. On the other hand, if a firm has very high technological advantage, then
it doesn’t increase its internal innovation investment much in response to increased’
investment in external innovation by the foreign firm, because the probability of
losing its own product market is small. In the intermediate case, firms increase
their internal innovation investment more strongly in response to higher external

innovation by the foreign firm, as they can substantially lower the probability of
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losing their markets by doing so.

More successful innovation in period 0 increases the probability of having a
high technology gap in period 1, and this helps firms to escape competition. To
understand how past innovation intensity affects the firm’s current internal inno-
vation decision when the firm is faced with a higher probability of encountering a

competitor, T,, define the expected value of internal innovation intensity in period

1 as
1 1 1
—% * * *
Zi =z —(1—=2 —i—z‘ —(1—=x + z —z
1 1,1 q1,1=41,0 2( 1’0) 2,1 q2,1=42,0 2( 2’0> 1,1 q1,1=Xq1,0 2 1,0
+ 2 !
z —x
2.1lgz1=ng2,0 9207

where % comes from the fact that there are two products. Then, proposition 3 gives

us:
Corollary 3 (Escape Competition Effect). The impacts of period 0 innovation
intensities, 219 and T2 on the expected response of internal innovation in period 1
to foreign competition satisfy:

=k
07}

=
= L
(%0(9:1:2,0

>0, and > 0.

65002170

Proof: See Appendix A.2.2

Corollary 3 implies that intensive innovation in the previous period induces
firms to increase the response of their current internal innovation to higher product
market competition.
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As the optimal decision rule shows, firms’ external innovation decision also

depends on the past innovation decisions of other firms:

Proposition 4. For each q;1 and for X* > n > X\ > 1, we can order external

mnovation intensities as

* * *
X > X > X
Jllgj1=qj,0 Jllgj1=Xgj0 Jllg;1=nq;0

Furthermore,
% * %
0z}, 0z}, 0z},
(,}T =0 , oz <0 , and (,}T <0.
Lo 45,1=45,0 Lo 45,1=Xgj,0 Lo 45,1="9;,0

Proof: See Appendixz A.2.1

Proposition 4 implies that firms do less external innovation if other firms have
a higher technology advantage, as it becomes more difficult to take over their mar-
kets through external innovation. For product markets with a technological barrier
(technology gap > 1), firms also lower their external innovation if the outside firm
does more external innovation, as incumbents in these markets will respond by doing
more internal innovation with a defensive motive (proposition 3). To understand
how the past innovation intensity of other firms affects a firm’s current external
innovation decision, define the expected value of external innovation intensity in
period 1 as

1

‘q1,1=¢h,o 2

1

42,1=92,0 9

1

—Z
q1,1=XAq1,0 9 1,0

—% %
Ty =Ty

(1 — 2170) + ZE;J‘ (1 — :EQ,Q) + l’il
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+ x5 !
T =T .
2.1lg2,1=ng2,0 2 2,0

Then, the first part of proposition 4 implies the following;:

Corollary 4 (Technological Barrier Effect). For a given technology g;.1 and

period 0 innovation intensities, 219 and T, we have

vt ]
0T}

621 0 63;2 0

)

Proof: See Appendix A.2.3

Corollary 4 implies that higher technology levels in other markets, due to previous
innovation, serve as an effective technological barrier that makes it difficult for a firm
to take over another firm’s product market. This reduces firms’ incentive for external
innovation. Because innovation is forward looking, changes in future profit «’ are
an important factor affecting current period innovation intensity. Proposition 5

summarizes this:

Proposition 5 (Ex-post Schumpeterian Effect). Given expected period 2 profit m;,

we have
0274 0 v p 0z}, 0.
— >0, i1, an — >0, or Qi1 = Qo0 -
aﬂ’j,Q QJ,l (’37.(.]72 qul qJ:O
. ox¥ .
Signs for an;é for other technology gaps are ambiguous.

Proof: See Appendixz A.2.4
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Proposition 5 implies that any factor that affects future profits may affect
firms’ internal and external innovation. These include market size changes (such
as an opportunity to access foreign markets), changes in input costs, and the fu-
ture survival probability. More specifically, an increase in the expected profit from
one’s own market induces firms to increase their internal innovation. However, the
effect of increasing expected profit in other markets on firms’ external innovation
is ambiguous for cases with technology gap > 1. This is because incumbents in
these markets increase their internal innovation in response to increasing expected
profit, and this helps them escape competition. For the case with technology gap
= 1, incumbents cannot escape competition through internal innovation. Thus,
an increase in expected future profit unambiguously increases external innovation
for this case. The above results outline various factors affecting internal, external,
and total innovation. These predictions can be tested empirically, once we have a

well-measured shock to competitive pressure in the data.

1.4 Quantitative Analysis

In this section, I calibrate the model to the average characteristics of the U.S.
manufacturing sector from 1987 to 1997, and study how an increase in competitive
pressure by foreign firms affects U.S. firms’ innovation decisions. Then, I run the
same exercise in a model economy where external innovation is much more expen-
sive than the U.S., and compare the results with those from the previous exercise.

This comparison highlights how the same competitive pressure shock can lead to a
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decrease in overall innovation in an economy with high creativity (an economy with
less expensive external innovation), and an increase in overall innovation in an econ-
omy with low creativity (an economy with expensive external innovation). Lastly,
I run an exercise in which I reduce the cost of external innovation by potential

startups, which increases competitive pressure by domestic entrants.

1.4.1 Solution Algorithm

Since {z‘}7_, are functions of 7; g is a function of , {z*}7_,, and {u(AY)}i_;;
7 is a function of T and {§(A)}7_,; 7. is a function of Z and {u(A)}i_;; and T is a
function of Fy, x, and x., I solve for an equilibrium of the model by iterating over

the value for the aggregate creative destruction arrival rate 7.

1.4.1.0.1  Solution Algorithm

i) Guess a value for T and the technology gap portfolio composition distribution
w(N), which imply a technology gap distribution {u(A)}7_, and total mass

of domestic firms F,.
ii) Using the guess for T, compute {A,};_,, and {z‘}}_,.
iii) Using the guesses for u(N), {u(A%}7_,, and Fy,

a) Compute g, z, B, and z..

b) Compute stationary ji,(N), thus {u,(A%)})_,, using the guesses for
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Table 1.1: Parameter Estimates

#  Parameter Description Value Identification

1. I} time discount rate 0.9615 annual interest rate of 4%
2. " curvature of internal R&D 2 Akcigit and Kerr (2018)
3. " curvature of external R&D 2 Akcigit and Kerr (2018)
4. 1Ze curvature of external R&D, startup 2 Akcigit and Kerr (2018)
5. 0 quality share in final goods production ~ 0.109 data

6. X scale of internal R&D 0.042 indirect inference

7. X scale of external R&D 1.184 indirect inference

8. X© scale of external R&D, startup 7.696 indirect inference

9. A quality multiplier of internal innovation  0.021 indirect inference
10. n quality multiplier of external innovation  0.038 indirect inference
11. T, exogenous foreign c.d. arrival rate 0.045 indirect inference

p(N), innovation decision rules and the relationship

Fant1 n1(N) = Fan pn(N) + inflow,, (N) — outflow,, (N) .

C) Compute g, To, B, and ., using ,uoo(N>7 and {UOO(AK)};LT

iv) Compute T’ = Fyo Top + Eq T, -

v) HT # 7, set T =7, and u(N) = pe(N), use them as new guesses, and return

to ii).

vi) iterate ii) to v) until convergence of .

1.4.2 Calibration

The eleven structural parameters of the model listed in Table 1.1 are calibrated

in two ways. The first group of five parameters is externally calibrated according

to the literature and the data. The second group of six parameters is internally

calibrated to firm level data and the import penetration ratio in the U.S. manufac-
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turing sector from 1987 to 1997.!1' A sample of firms is drawn from the universe
of innovative manufacturing firms in the 1987 through 1997 censuses.'?> The total

mass of potential domestic startups (&;) is set equal to one.

1.4.2.1 Externally Calibrated Parameters

The time discount factor (f) is set equal to 0.9615, which corresponds to an
annual interest rate of 4%. The curvatures of the three R&D cost functions (12,
0, 1°) are taken from Akcigit and Kerr (2018) and their discussion of two lines
of literature: one evaluating the empirical relationship between patents and R&D
expenditure, and the other evaluating the impact of R&D tax credits on the R&D

expenditure of firms. The average profit-to-sales ratio in the model is equal to

§ f profity df = 60, where profits include R&D expenditures. Thus the quality share in

salesy

final goods production (#) is set equal to the corresponding number from the data,

which is 10.9% for the 1982-1997 period according to Akcigit and Kerr (2018).

1.4.2.2 Internally Calibrated Parameters

The remaining six parameters are estimated using an indirect inference ap-
proach: for each set of six parameter values, I compute six model-generated mo-

ments, compare them to the moments from the data, and find a set of parameter

"' The import penetration ratio in the manufacturing sector is defined as the ratio between the
manufacturing imports and the manufacturing value added net of exports plus imports. The man-
ufacturing imports and exports are from World Development Indicators, and the manufacturing
value added is from Bureau of Economic Analysis.

RInnovative firms are defined as firms with positive R&D expenditure or positive number of
patents filing. R&D to sales ratio, firm entry rate, and average sales growth rate are from Akcigit
and Kerr (2018), where sample period is from 1982 to 1997. The average number of products is
from Bernard et al. (2010), and the high-growth firm growth rate is from Decker et al. (2016).
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Table 1.2: Target Moments

Moment Data Model Moment Data Model
R&D to sales ratio (%) 4.1 4.1 avg. sales growth rate ( %) 1.0 1.0
avg. number of products 3.5 1.5 high-growth firm growth rate (%) 22.8  22.8
firm entry rate (%) 5.8 5.8 import penetration in manuf. (%) 374 374

values that minimizes the objective function

6

] ‘model moment; — data momenti‘
min

)
= %‘model momenti‘ + %’data momenti’

where the six moments are listed in Table 1.2 and discussed in depth next.

The six moments are chosen in consideration of both their importance in an-
swering the main question of this paper, and the relationships among the moments
and the parameters coming from the choice of functional forms in the model. Al-
though all the parameter values contribute substantially in determining the value
for each model-generated moment, the tight relationship between certain sub-groups
of parameters and moments can be noted.

Firms perform internal and external R&D to adjust the number of product
lines they operate. Since R&D cost is one of the important factors in determining
the level of R&D intensity, and hence the number of product lines the firm owns, I
discipline the scale of internal R&D () and the scale of external R&D (X) through
the R&D to sales ratio and the average number of products firms own.

Potential startups learn and improve existing technologies to enter the market,
and the success probability of entry is tightly related to the level of R&D expenditure

(cost) they spend. Thus I discipline the scale of external R&D for startups (Y¢) using
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the firm entry rate.

Firms grow in terms of both sales and number of employees by improving the
qualities of their existing products and/or adding new product lines to their product
line portfolios. How fast/slow they can grow depends on how much improvement
they can achieve in product quality. Thus I discipline the quality multiplier of
internal innovation (\) and the quality multiplier of external innovation () through
the average sales growth rate and high-growth firms’ (the 90th percentile firm of the
firm employment growth distribution) employment growth rate—the key moment
in this paper.

Finally, I discipline the initial value for the exogenous foreign creative destruc-
tion arrival rate 7, using the import penetration ratio in the manufacturing sector,
as the exogenous foreign creative destruction arrival rate is tightly related to the
share of domestic differentiated product markets occupied by the foreign exporters.

Table 1.2 reports the model generated moments. The model matches the tar-
get moments very closely, except for the average number of products. This manifests
the drawbacks coming from the assumption that firms can make only one external
innovation at a time. It becomes very hard for a firm to add one more product line as
its number of product lines increases. Roughly speaking, the probability of adding
one more product line for a firm with ny product lines is equal to Zyakeover(1 — 7)™,
without considering internal innovation. Bar graphs in figure 1.3 with solid lines
show the distribution of the number of product lines (product line distribution) and
the technology gap distribution computed using the parameter values reported in
Table 1.1. As we can see, the product line distribution resembles a Pareto distribu-
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Figure 1.3: Firm Distribution and Technology Gap Distribution Changes

tion. Roughly 60% of the product lines have a technology gap equal to one under the
calibrated parameter values. This might be another symptom of problems arising
from the assumption of only one external innovation at a time, and it influences the

level of the technological-barrier effect in the quantitative analysis.

1.4.3 Counterfactual Exercises

1.4.3.1 Increasing Competitive Pressure From Foreign Firms

In this section, I assess the impact of increasing competitive pressure from
foreign firms on individual firms’ behavior, particularly their overall innovation,
composition of innovation, and the employment growth rate using the calibrated
model. More specifically, I increase the value of 7, from 0.045 to 0.054 (20% in-
crease). This is equivalent to an increase in the import penetration ratio in the U.S.
manufacturing sector from 37.4% to 43.5% (6.1% increase).

To understand the effects of rising competitive pressure from foreign firms at
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Table 1.3: Innovation Intensities Changes

description variables before after % change
foreign creative destruction arrival rate To 0.045 0.054 20.00%
creative destruction arrival rate T 0.120 0.123 2.98%
prob. of internal innovation (Al = 1) P 0.224 0.224 -0.03%
prob. of internal innovation (A2 = \) 22 0.653 0.656 0.60%
prob. of internal innovation (A3 = ) 23 0.453 0.456 0.54%
prob. of internal innovation (A* = 1) 24 0.438 0.440 0.44%
prob. of external innovation, incumbents x 0.097 0.095 -2.20%
prob. of external innovation, potential startups Te 0.033 0.032 -3.33%
conditional takeover probability Trakeover ~ 0.747 0.746 -0.23%
unconditional takeover probability Tiakeover ~ 0.073  0.071 -2.43%

the firm level, Table 1.3 reports changes in variables related to innovation intensity.
An exogenous increase in the foreign creative destruction arrival rate x, increases the
aggregate creative destruction arrival rate. As reported in Table 1.5, the expected
profits from internal innovation and production ({A,};_,) and external innovation
(B) decrease. These have negative Schumpeterian effects on firms’ incentives for
internal and external innovation. However, the escape-competition effect dominates
for product lines with positive technology gaps. Thus, incumbent firms attempt to
protect their existing product lines by increasing their internal innovation intensity
for product lines with technology gap higher than one, where the relative magni-
tudes of changes are in alignment with Corollary 2. Due to this increased internal
innovation intensity and the heightened overall external innovation intensity—the
higher value for the aggregate creative destruction arrival rate—the technology gap
distribution changes, as reported in Table 1.4 and shown in Figure 1.3 graphically.
Along with increased probabilities of internal innovation, this change in the tech-

nology gap distribution towards higher densities of A® and A?* lowers the value of

27



Table 1.4: Technology Gap Distribution Change

description variables before after % change
Al =1 0.613 0.612 -0.10%
A% =\ 0.303 0.301 -0.55%
A3 = 0.072 0.074 2.93%
At = 0.012 0.013 1.34%

Technology gap distribution (shares)

s S

Tiakeover, the conditional takeover probability, which is what I call the technological-
barrier effect. Both the Schumpeterian effect and the technological-barrier effect
affect firms’ incentive for external innovation negatively. Therefore, firms optimally
lower their investment in external innovation. Recall that the probability of external

innovation x is a function of A;ureover, Where

Atakeover =

(1 — 2°) A p(A®) + (1 - %2'4) A (A

N | —

+ Al A) + (1= 2) A u(A?).

Thus we can decompose the changes in x into two parts: one resulting from the
Schumpeterian effect and the other from the technological-barrier effect. Holding the
expected future profits fixed at their initial levels, I find that 10.3% of the changes in
x are due to the technological-barrier effect. Similarly, potential startups’ external
innovation intensity also drops, and this drives the decrease in the total mass of
domestic startups.

The change in the technology gap distribution is affected by the assumption
of only one external innovation at a time. Firms can have a product line with

technology gap equal to either A% or A?* only through external innovation. Since
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Table 1.5: Firm Value Change

description  variables before after % change

Ay 0.290 0.283 -2.18%
Firm Values As 0.305 0.299 -2.00%
As 0.313 0.307 -1.95%
Ay 0.295 0.289 -2.11%
B 0.393 0.377 -4.03%

incumbent firms are allowed to add only one product line per period, a large share
of product lines with technology gap equal to A% or A? belong to startups (both
domestic and foreign). Thus the share of product lines with technology gap equal
to A% or A* increases more than that of A? after an increase in the total mass of
potential startups from the foreign country. I conjecture this is the reason why I see
a drop in the share of product lines with A? despite a general increase in internal
innovation intensity. This change in the technology gap distribution is one of the
reasons for the mild decrease in the conditional takeover probability Tiugeover-
Table 1.6 reports changes in some of the model generated moments. Impor-
tantly, the R&D to sales ratio drops as a result of increasing competitive pressure
from foreign firms. This is because external innovation falls by more than the in-
crease in internal innovation. Consequently, the external R&D intensity, measured
as the ratio of total domestic R&D expenses for external innovation to total domes-
tic R&D expenses for all innovation, also drops. The total masses of both domestic
firms and domestic startups decrease. However, the total mass of domestic firms de-
creases by more, so that the domestic firm entry rate increases. The average number
of products for each firm decreases after an increase in competitive pressure from

foreign firms. This is in alignment with wthe empirical findings ofhat Bernard et
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Table 1.6: Domestic Firm Entry, Exit, and Other Moments

description before after % change
R&D to sales ratio (%) 4.124  4.064 -1.46%
external R&D intensity (%) 50.774 49.910 -1.70%
total mass of domestic firms 0.429  0.393 -8.23%
total mass of domestic startups 0.025 0.024 -3.56%
domestic firm entry rate (%) 5.833  6.130 5.09%
avg. number of products 1.461  1.435 -1.78%
avg. sales growth rate (%) 1.048  1.058 0.93%

Table 1.7: Aggregate Growth Decomposition

description before after % change
aggregate growth (1+4g) 1.0105 1.0106 0.01%
growth from internal innovation 0.9179 0.9154 -0.27%
growth from domestic external innovation 0.0322 0.0288  -10.45%
growth from domestic startups 0.0258 0.0249 -3.56%
growth from foreign external innovation 0.0346 0.0414 19.72%
growth from domestic firms 0.9759 0.9692 -0.69%

al. (2011). Using the U.S. Linked/Longitudinal Firm Trade Transaction Database

and the U.S. Census of Manufactures, they find that firms experiencing higher tar-

iff reductions after the Canada-U.S. Free Trade Agreement reduce the number of

products they produce relative to firms experiencing smaller tariff reductions. The

average firm sales growth rate, which is equal to the aggregate growth rate ¢ in

the model economy, increases after an increase in competitive pressure from foreign

firms. This increase, however, is completely driven by foreign exporters. Table 1.7

reports the decomposition of the change in the aggregate growth rate. After sub-

tracting the contribution accounted for by foreign exporters, the aggregate growth

accounted for by domestic firms falls by 0.69% after an increase in competitive

pressure from foreign firms.

Lastly, Table 1.8 shows the 90th, 50th, and 10th percentiles of the employment-
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Table 1.8: Firm Employment Growth Rate Changes

description before after
p90 emp. growth rate (%) 22.843  20.997
p50 emp. growth rate (%) 0.254 0.246
pl0 emp. growth rate (%) -12.151  -12.082

weighted distribution of firm employment growth rates before and after the increase
in competitive pressure from foreign firms. The growth rate of high-growth firms,
measured as the 90th percentile of the distribution, decreases from 22.8% to 21.0%
after an increase in competitive pressure from foreign firms. The 50th percentile
decreases after the increase in competitive pressure from foreign firms. The 10th
percentile, however, increases, because firms are better at protecting their product

markets with increased internal innovation.

1.4.3.2 Comparison I: Economy with High External Innovation Cost

To show how the effect of the same-sized shock to competitive pressure changes
if we consider an economy with low creativity—a low external innovation intensity
due to increased frictions—I run the same exercise of increasing creative destruction
arrival rate by outside firms, T,, by 20%, in an economy in which X, the parameter
governing the cost of external R&D is 50 times higher than the baseline calibration
of 1.184.

Columns 2 and 3 of Table 1.9 compare this low creativity economy with the
economy calibrated to the U.S. (baseline calibration with ¥ = 1.184). As we can
see, this economy is less dynamic compared to the U.S., with lower R&D, a lower

number of startups, lower economic growth, and lower high-growth firm growth than
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Table 1.9: Moment Comparison: U.S. vs. Economy with High External Innov. Cost

Moment Baseline w/ high ext. innov. cost after shock % change
R&D to sales ratio (%) 4.124 1.451 1.480 2.02
avg. number of products 1.461 1.022 1.019 -0.31
total mass of domestic firms 0.429 0.355 0.300 -15.43
total mass of domestic startups 0.025 0.020 0.019 -7.39
avg. sales growth rate ( %) 1.011 0.842 0.867 2.96
p90 emp. growth rate (%) 22.843 9.111 9.089 -0.24

the baseline economy.

Columns 3 and 4 of Table 1.9 compare the moments of the low creativity
economy before and after an increase in competitive pressure from foreign firms.
Compared to the U.S. counterparts, all the moments except for the R&D to sales
ratio move in the same direction, but the magnitudes are smaller. Importantly, the
domestic R&D to sales ratio increases in this economy, whereas this ratio decreases
in the baseline model. In this economy, firms put very little effort into external in-
novation. Thus, although external innovation decreases after an increase in foreign
competitive pressure, the reduction is very small in absolute terms. Therefore it is
more than offset by increased investment for internal innovation for defensive rea-
sons. This result highlights the importance of examining changes in the composition
of innovation along with changes in the overall amount of innovation.

Table 1.10 shows changes in innovation intensities. Compared to the numbers
reported in Table 1.3, we see that innovation intensities are smaller in magnitude in
the economy with low creativity. However, the direction of changes in response to

increasing competitive pressure from foreign firms are identical in both economies.
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Table 1.10: Innov. Intensities Changes in an Economy w/ High Ext. Innov. Cost

description variables before after % change
foreign creative destruction arrival rate To 0.045 0.054 20.00%
creative destruction arrival rate T 0.070 0.077 10.10%
prob. of internal innovation (Al = 1) P 0.225 0.224 -0.14%
prob. of internal innovation (A2 = \) 22 0.581 0.594 2.24%
prob. of internal innovation (A3 = n) 23 0.411 0.418 1.76%
prob. of internal innovation (A* = 1) 24 0.403 0.409 1.57%
prob. of external innovation, incumbents x 0.003 0.003 -6.43%
prob. of external innovation, potential startups Te 0.024 0.023 -6.67%
conditional takeover probability Trakeover ~ 0.831  0.825 -0.78%
unconditional takeover probability Tiakeover ~ 0.003  0.002 -7.16%

1.4.3.3 Comparison II: Increased Competitive Pressure From Domes-
tic Startups

In this exercise, I lower x¢, the parameter governing the cost of external R&D
for potential startups, by 11.34%. This increases the aggregate creative destruction
arrival rate T from 0.120 to 0.123 (a 2.98% increase), which is identical to the
increase in the previous exercise due to increasing the foreign creative destruction
arrival rate by 20%.

Table 1.11 shows the results. Since the aggregate creative destruction arrival
rate is the same, all the moments related to individual incumbent firms are virtually
identical to the numbers reported in Tables 1.8, 1.6, and 1.3. However, the total
mass of domestic firms, the total mass of domestic startups, and the probability of
external innovation by potential startups increase in this case. This is because the
increasing competitive pressure is induced by an increase in the mass of domestic
startups, rather than by foreign firms. This exercise shows that changes in moments

related to the number of domestic firms and startups are keys for identifying whether

63



Table 1.11: Changes in Moments: Economy with Low Entry Cost

description before after % change
total mass of domestic firms 0.429  0.444 3.54%
total mass of domestic startups 0.025  0.027 8.83%
R&D to sales ratio (%) 4.124  4.065 -1.44%
avg. number of products 1.461  1.435 -1.78%
avg. sales growth rate (%) 1.048  1.058 0.92%
p90 emp. growth rate (%) 22.843 20.997 -8.08%
prob. of external innovation, potential startups 0.033  0.037 9.08%

an increase in competitive pressure is coming from the domestic entry margin or

foreign firm entry.

1.5 Conclusion

In this chapter, I investigate the effect of competition on the level and compo-
sition of innovation by developing an endogenous growth model with heterogeneous
innovation and imperfect technology spillovers. Firms improve their own product
quality and production processes through internal innovation and use external inno-
vation to get into new markets and drive incumbent firms out. External innovation,
however, is subject to imperfect technology spillovers, in that it takes time to learn
others’ technology.

This chapter shows that having different types of innovation and imperfect
technology spillovers are crucial in analyzing the effect of increasing competition on
firm innovation. Increasing competition lowers firms’ incentive to invest in external
innovation while it encourages investment in internal innovation for product lines
with a large technology gap accumulated through recent innovation.

This chapter also shows that the decomposition of innovation into two types
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is also potentially important in understanding the differential effect of competition
on firm innovation across firms in different sectors or countries. The direction of
incumbent firms’ responses of internal and external innovation to competition is
similar regardless of the cost of external innovation. However, overall innovation,
which combines internal and external innovation, increases in an economy with high
external innovation costs in response to increased competition, while it decreases
in an economy with low external innovation costs, such as the U.S. This is because
firms do very little external innovation in an economy with high external innovation
costs even before an increase in competition, which implies that there is very little
room for further downward adjustment. Thus, the decrease in external innovation
is completely dominated by an increase in internal innovation.

To the best of my knowledge, this is the first attempt to develop an endogenous
growth model incorporating an escape-competition effect where firms are allowed to
grow through product scope expansion a la Klette and Kortum (2004) with firm
entry and exit. Additionally, my model can explain why the change in overall
innovation in response to increasing competition can differ across countries with

different fundamentals.
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Chapter 2: The Effect of Globalization on Firm Innovation and Firm

Growth in the U.S.

2.1 Introduction

The past decades have seen declining business dynamism in the U.S. economy
in various measures, such as startup rates, job creation and destruction rates, and
activity among high-growth firms, a significant portion of which are young firms
(Decker et al., 2014). In the manufacturing sector, for example, the startup rate fell
from 8.3% in 1992 to 6.3% in 2007, whereas the employment growth rate of the top
decile of firm employment growth declined from 22.5% in 1992 to 17.0% in 2007.
Startups and high-growth firms account for 70% of gross job creation in typical years
(Decker et al., 2014).? Furthermore, high-growth firms also play disproportionately
important roles in output growth and productivity growth (Haltiwanger et al., 2016).
Thus, the decline in startup rates and the activity of high-growth young firms is a

large concern.

!The startup rates are Author’s calculation from the Business Dynamics Statistics (BDS).
The top-decile firm is the 90th percentile firm of the employment-weighted distribution of firm
employment growth rates. The two employment growth rates are based on Hodrick-Prescott trend,
where data is from Decker et al. (2016). Economy-wide, the two numbers changed from 32.8% in
1992 to 26.3% in 2007.

2Here, high-growth firms are defined as firms with employment growth rate more than 25% per
year.
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Simultaneously, the U.S. economy experienced increasing international trade.
Exports of goods and services, for example, rose from 8.0% of GDP in 1992 to 11.5%
in 2007, and the import penetration ratio rose from 9.2% in 1992 to 15.5% in 2007.?
While a significant body of research has examined the link between international
trade and macroeconomic outcomes such as output growth and unemployment, less
attention has been paid to the impact of international trade on high-growth firm
activity.

In this chapter, I argue that the decline in high-growth firm activity and
startup rates in the U.S. is a result of multi-product firms’ optimal innovation deci-
sions in response to increasing competitive pressure from foreign firms due to glob-
alization. I do this by building on the theoretical predictions developed in Chapter
1. The first prediction of my model is that firms who have innovated intensively in
recent periods increase internal innovation more when they are faced with higher
competition, compared to their low innovation counterparts. The second predic-
tion is that firms do less external innovation if other firms have innovated more
intensively in recent periods. The third prediction is that firms do more internal
innovation if they expect to get higher profits from their current product markets
in the near future.

Thus, increasing competitive pressure from foreign firms induces innovation-

intensive (and thus high-growth) firms to focus their innovative effort on improving

3Import penetration ratio is defined as the imports of goods and services divided by the total
expenditure on goods and services, measured as the GDP minus the exports of goods and services
plus the imports of goods and services. Both exports of goods and services per GDP, and import
penetration ratio is the author’s calculation from FRED economic data in real terms, then Hodrick-
Prescott trends are reported. Exports of goods and services per total expenditure rose from 7.9%
in 1992 to 11.0% in 2007
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their existing products to defend themselves from competitors rather than expanding

4 And because innovative incumbents devote more effort to

their market scope.
protecting their markets with heightened technological barriers, all types of firms,
including highly innovative firms and potential startups, find it difficult to enter into
others” markets through external innovation. Thus, the startup rate falls, and all
firms reduce their investment in external innovation. Furthermore, because external
innovation makes firms grow faster than internal innovation, this shift of innovation
activity causes innovation-intensive firms to grow more slowly.”

I first test the three model predictions empirically. To do so, I construct a
unique data by combining firm-level datasets from the U.S. Census Bureau with
patent data from the United States Patent and Trademark Office (USPTO) from
1976 to 2016. This comprehensive dataset has information for the population of
U.S. patenting firms, such as employment, international transactions, and the 6-digit
NAICS industries in which each firm operates. I use China’s WTO accession in 2001
as an exogenous change in competitive pressure from foreign firms, use the patent

self-citation ratio as a measure of the likelihood each patent is used for internal

innovation, and provide regression results consistent with the first model prediction.

4Graham et al. (2018) show that compared to non-patenting firms, patenting firms on average
grow three percentage points faster, and young patenting firms grow even faster. Also, they shed
fewer jobs compared to non-patenting counterparts. Acemoglu et al. (2018) show that among
innovative firms, young and small firms have higher innovation intensity than mature firms as
measured by the ratio of R&D spending to sales.

® Akcigit and Kerr (2018) empirically show that external innovation generates more forward
citations and is associated with higher employment growth compared to internal innovation. They
also show, through the lens of their structural model, that external innovation brings higher product
quality improvement, and contributes more to economic growth. They use patenting firms in the
Longitudinal Business Database (LBD) from 1982 to 1997 to arrive at these conclusions both
theoretically and empirically. Bernard et al. (2010) suggest that product switching contributes
to a reallocation of resources within firms toward their most efficient use. Thus, experimentation
through external innovation is very important for firm growth.
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I also show that the positive association between patenting and employment growth
for innovation-intensive firms falls by one-third after an increase in competitive
pressure from foreign firms, as more patents are used for internal innovation. Next, I
find regression results consistent with the second model prediction by using changes
in foreign patent growth (in other words, the recent innovation activity of other
firms) as a measure of an exogenous variation in technological barriers. Finally, by
using log differences in advanced countries’ exports to China (excluding the U.S.)
as a proxy for exogenous changes in Chinese demand for U.S. products (an export
shock), T find regression results supporting the third model prediction.

To quantify the effect of the rise of China after 2001 on U.S. firms’ innovation
decisions and growth, I extend the baseline model developed in Chapter 1 into a
two-country framework. To my best knowledge, this is the first theoretical model
of defensive innovation with two countries that allows individual firms to grow both
by improving in their existing markets and by taking over other firms’ markets,
through two different types of innovation.

This two-country model shares the same features as the baseline model devel-
oped in Chapter 1, especially the importance of the technology gap in each product
market for the optimal internal innovation-decision rule. In the two-country exten-
sion, quality differences between the same products sold in different countries also
matter for firms’ internal innovation decisions. When international trade is costly,
similar quality products are not traded but instead are produced and consumed
domestically. This creates a global technology gap—the gap between a U.S. firm’s

technology and a foreign firm’s technology in each product market. Domestic in-
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cumbents with lagging technologies invest more in internal innovation if potential
foreign competitors in their markets have technology high enough that they could
overcome the trade cost and start exporting their products to the domestic market
by performing additional internal innovation. On the other hand, global technolog-
ical leaders also are motivated to perform internal innovation, which could enable
them to overcome the trade cost and become exporters. I find supporting empiri-
cal evidence for an enhanced internal innovation incentive for global technological
leaders.

Using my model, I perform a counterfactual exercise of reducing tariff rates
bilaterally by 4.16 percentage points, which is equal to the estimated reduction in
expected tariff rates faced by Chinese firms after 2001. I find that model firms, on av-
erage, shift their innovation activities toward more internal innovation after they are
exposed to higher international trade. This causes high-growth, innovation-intensive
firms to grow more slowly. Also, startup rates fall, as the increased technological
advantage accumulated by incumbent firms through internal innovation makes it
harder for startups to enter the economy through external innovation. I provide
industry-level regression results consistent with these predictions.

This chapter contributes to an emerging literature on the decline in business
dynamism in the U.S. Decker et al. (2014) and Decker et al. (2016) show that
business dynamism in the U.S. has been declining in various measures, and these
declines accelerated after 2000. Previous studies, such as Karahan et al. (2019)
and Hopenhayn et al. (2018), examine the effect of demographic changes on busi-

ness dynamism, while Akcigit and Ates (2019a,b) focus on the effect of declines in
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knowledge diffusion. To my knowledge, I am the first to propose increasing foreign
competition and U.S. firms’ endogenous changes in the allocation of innovative ac-
tivity as a channel that explains the decline in high-growth firm activity and startup
rates through the lens of a structural model, with supporting empirical evidence.

This chapter also contributes to the literature that investigates the impact of
international trade on firm innovation. Existing studies mainly combine internal
and external innovation and estimate the effect of trade on firms’ overall innovation.
The results are mixed. Bloom et al. (2016) show that surviving firms in developed
European countries fight Chinese import competition by increasing their overall
innovation. Autor et al. (2019), on the other hand, show that publicly traded U.S.
firms lower their overall innovation when firms are allowed to exit in the regression
sample. Aghion et al. (2017), meanwhile, focus on French exporters’ innovation
decisions when competition in the export market increases. They show that more
productive exporters do more innovation in response to increasing competition in
the export market, while less productive firms do less innovation.

Atkeson and Burstein (2010) theoretically investigate the effect of trade liber-
alization on firm innovation when incumbents do internal innovation while startups
are born with new products. In their model, the impact of trade on firm innovation
operates through wage changes, and is not heterogeneous across firms. This paper is
closely related to Akcigit et al. (2018), who build a two-country endogenous growth
model with internal step-by-step innovation. Similar to the model developed in this
paper, their model distinguishes the competition effect and the market size effect
on firm innovation. The difference is that, in my framework, firms are also allowed
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to grow through product scope expansion by taking over others’ markets. With
two types of innovation, firm growth can slow down even if firms increase internal
innovation to escape competition.

This chapter contributes to this large strand of literature in three ways. First,
I study the differential effect of international trade on two types of innovation, inter-
nal and external, that make asymmetric contributions to firm employment growth
and economic growth. This provides a potential explanation for the recent decline
in business dynamism in the U.S. economy. Second, I study why firms with different
initial characteristics can react differentially to the same trade shock, while explain-
ing the underlying mechanisms through a rich theoretical framework that allows us
to decompose the firm’s incentives for innovation in detail. And lastly, I empirically
study the effect of international trade on different types of firm innovation using a
population of patenting firms by matching the USPTO patent database to internal
Census Bureau datasets. To my own best knowledge, this project is the first to
accomplish these three objectives.

The rest of the chapter proceeds as follows. Section 2.2 presents empirical
results for the effect of international competition on the composition of firm in-
novation. Section 2.3 develops a two-country baseline general equilibrium model.

Section 2.4 presents results from quantitative analysis. Section 2.5 concludes.
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2.2  Empirics

In this section, I empirically examine the relationships among firm innovation,
firm growth, and international trade for firms with different characteristics. Iidentify
the causal effect of international trade on the composition of firm innovation (internal
vs. external) and test the predictions of the simplee three-period model developed
in Chapter 1. The analysis focuses on the early 1990s to mid-2000s, especially the
years after 2000, as this period witnessed changes in the trends for many important
economic variables, especially the employment growth rate of high-growth firms and
the number of patent applications filed by U.S. firms. The rise of China in the U.S.
markets after China’s WTO accession in 2001, and increased Chinese demand for

U.S. products, will be treated as quasi-experiments.

2.2.1 Data and Measurement

To construct a comprehensive firm-level dataset containing measures of inno-
vation and international trade, I combine the following seven datasets: the USPTO
PatentsView database, the Longitudinal Business Database (LBD), the Longitu-
dinal Firm Trade Transactions Database (LFTTD), the Census of Manufactures
(CMF), the UN Comtrade Database, the NBER-CES database, and the tariff data
compiled by Feenstra et al. (2002).

The LBD tracks the universe of establishments and firms in the U.S. non-farm

private sector with at least one paid employee annually from 1976 onward.® An

Details for the LBD and its construction can be found in Jarmin and Miranda (2002).
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establishment corresponds to the physical location where business activity occurs.
Establishments that are operated by the same entity, identified through the Eco-
nomic Census and the Company Organization Survey, are grouped under a common
firm identifier. I aggregate establishment-level information into firm-level observa-
tions using these firm identifiers. Firm size is measured by either total employment
or total payroll. Firm age is based on the age of the oldest establishment of the firm
when the firm is first observed in the data. The firm’s main industry of operation
is based on the six-digit North American Industry Classification System (NAICS)
code associated with the highest level of employment. Time-consistent NAICS codes
for LBD establishments are constructed by Fort and Klimek (2018), and the 2012
NAICS codes are used throughout the entire analysis.

The LETTD tracks all U.S. international trade transactions starting from 1992
onward at the firm level.” The LFTTD provides the U.S. dollar value of shipments,
and the origin and destination country for each transaction, as well as a related-
party flag, which indicates whether the U.S. importer and the foreign exporter are
related by ownership of at least 6 percent.

The USPTO PatentsView database tracks all patents ultimately granted by
the USPTO from 1976 onward.® This database contains detailed information for
granted patents including application and grant dates, technology class, other patents
cited, and the name and address of patent assignees. It also provides the list of in-

ventors responsible for each patent with their locations. In the following analyses, I

"Bernard et al. (2009) describe the LEFTTD in greater detail.
8See http://www.patentsview.org/download/.
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use the citation-adjusted number of utility patent applications as the main measure

of firm innovation.”

By using detailed information for each patent, I distinguish
domestic innovation from foreign innovation, and measure the extent to which each
patent represents internal innovation. The year in which a patent application is
filed is used as a proxy for the innovation year. The citation-adjusted average of
the internal innovation measure for the flow of patent applications in each firm-year
is used as a proxy for the overall extent of internal innovation at each firm in each
year. I discuss the measure of internal innovation in detail shortly.

I match the USPTO patent database to the LBD to assign detailed firm-level
information and firm-industry-level changes in trade flows to each patent. In the
following analyses, I compare firms’ patenting behavior across different years. Thus,
match quality is important — failing to match a firm in the USPTO patent database
in a particular year to its LBD counterpart will result in mismeasuring innovation.
This problem arises because the USPTO doesn’t track a consistent unique firm ID.
The USPTO assigns patent applications to self-reported firm names. Thus, it is
vulnerable to misspelling of firm names. To overcome this match quality issue,
I adopt the Autor et al. (2019) methodology, which utilizes the machine-learning
capacities of the internet search engine. I use all patents granted up to December 26,
2017 during the matching procedure, and use patent applications up to 2007 in the

subsequent analyses. Thus, the following analyses are virtually free from the right

censoring issue (mismeasuring firms’ innovation activities due to patents applied for

9See Cohen (2010) for a comprehensive review of the literature on the determination of firms’
and industries’ innovative activity and performance and how patent-related measures are used.
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but not yet granted). Table B.4 in the Appendix reports summary statistics for
patenting firms in 1992.

The quinquennial CMF provides detailed information for activities by estab-
lishments in the manufacturing sector. It also provides detailed product codes and
breaks down the value of shipments for all products each establishment sells. T use
five-digit SIC codes for observations up to 1997, and seven-digit NAICS codes for
observations from 2002 onward, to measure firms’ product choices.

The UN Comtrade Database provides information for world trade flows at
the six-digit HS product-level from 1991 to 2016.!1° The six-digit HS codes are
concorded to six-digit 2012 NAICS industries using the Pierce and Schott (2009,
2012) crosswalks. I construct an industry-level export shock measure using the
UN Comtrade Database. Also, I obtain U.S. tariff schedules from Feenstra et al.
(2002) to measure industry-level Trade Policy Uncertainty (TPU), which is used as
a measure of shocks to foreign competitive pressure. The construction of these two
trade shocks is discussed in detail in the following section.

The NBER CES Manufacturing Industry Database, assembled by Becker et
al. (2013), is used to obtain the industry-level deflator for the value of shipments
for manufacturing industries from 1976 to 2011.11 All nominal values are converted
to 1997 U.S. dollars using this industry-level deflator for the value of shipments for
manufacturing industries, and the BEA’s Consumer Price Index for other industries.

In the following analyses, I use subsets of a sample of USPTO patents matched to

Ohttps://comtrade.un.org/db/default.aspx.
Uhttp: //www.nber.org/nberces/.
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U.S. firms in the LBD and industry-level trade data from 1982 to 2007 for each

regression specification.

2.2.1.1 Measure of the likelihood each patent is used for internal
innovation

In this study, I use the self-citation ratio as a measure of whether a patent
primarily reeflects internal innovation. Each granted patent is required to cite all
prior patents on which it builds. When a cited patent belongs to the owner of the
citing patent, these citations are called self-citations. Akcigit and Kerr (2018) use
the self-citation ratio—defined as the ratio of self-citations to total citations—as
a measure of the likelihood each patent is used for internal innovation. The more
an idea is based on the firm’s internal knowledge stock (self-citation), the more
likely the innovation is used for improving the firm’s existing products (internal
innovation). A higher self-citation ratio means that a patent is more likely to reflect

internal innovation.?

2.2.1.2 Measures of Trade Shocks

As shown by Handley and Limao (2017), over one-third of the growth of im-
ports from China to the U.S. in the first half of the 2000s can be explained by the
U.S. granting permanent normal trade relations (PNTR) to China upon China’s

2001 accession to the WTO. Nonmarket economies such as China are subject to rel-

12Thus, 100% self-citation means the patent is used for internal innovation with a 100% probabil-
ity, and 0% self-citation means the patent is used for external innovation with a 100% probability.
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atively high tariff rates, originally set under the Smoot-Hawley Tariff Act of 1930,
when they export to the U.S. These rates are known as non-Normal Trade Relations
(non-NTR) or column 2 tariffs. On the other hand, the U.S. offers WTO member
countries NTR or column 1 tariffs, which are substantially lower than non-NTR
tariffs. The Trade Act of 1974 allows the President of the United States to grant
temporary NTR status to nonmarket countries on an annually renewable basis after
approval by Congress. Starting from 1980, U.S. Presidents granted such waivers to
China.

While China never lost these waivers and the tariff rates applied to Chinese
products were kept low, the process of annual approval by Congress created un-
certainty about whether the low tariffs would revert to non-NTR rates. After the
Tiananmen Square protests in 1989, Congress voted on a bill to revoke China’s tem-
porary N'TR status every year from 1990 to 2001. Following the bilateral agreement
on China’s entry into the WTO between the U.S. and China in 1999, Congress
passed a bill granting China PNTR status in October 2000. Upon China’s accession
to the WTO in December 2001, PNTR became effective and was implemented on
January 1, 2002. PNTR removed the uncertainty about U.S. trade policy toward
China by permanently setting tariff rates on Chinese products at NTR levels. This
lowered the expected U.S. import tariffs on Chinese products, and eliminated any
option value of waiting for firms to incur large fixed costs associated with export-
ing products from China to the U.S. Thus, PNTR reduced trade policy uncertainty
(TPU), the more so for industries with a large gap between tariff rates under NTR

and non-NTR regimes.
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I use the industry-level gap between NTR tariff rates reserved for WTO mem-
bers and non-NTR tariff rates for non-market economies in the year 1999 as a proxy
for the industry-level competitive pressure shock from China occurring in 2001.'3

Thus, for industry 7,

NTRGap; = Non NTR Rate; — NTR Rate; .

Also, following Aghion et al. (2017), T use log differences in advanced countries’
exports to China (excluding the U.S.) as a proxy for exogenous changes in Chinese

demand for U.S. products (an export shock).!* Thus,

AEzportShock;, = log(EX ;1) —log(EX ) ,

where /X, represents total exports by eight advanced countries to China in industry
j in year t, 7 € {1992 — 1999, 2000 — 2007} are the two periods of interest, 70 is the
start-year for each period, and 71 is the end-year for each period. If a firm operates in
multiple 6-digit NAICS industries, I use the employment-weighed average NT' RGap;
and AExportShock;,. 1 use unweighted average trade shocks and shocks to firms’
main industry as robustness checks. Table B.1 and Table B.2 in the Appendix report

summary statistics for each trade shock measure.

13We can consider the NTR gap as a first-order Taylor approximation of model-based TPU
measures, such as Handley and Limao (2017), that is positively related to non-NTR rate and
negatively related to NTR rate.

14These advanced countries are Australia, Denmark, Finland, Germany, Japan, New Zealand,
Spain, and Switzerland. These are the advanced countries for which we can obtain disaggregated
bilateral HS trade data back to 1991, as explained in Autor et al. (2019)
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2.2.2 Empirical Strategies and Main Results

The theory developed in Chapter 1 provides three empirically testable predic-
tions: i) the escape-competition effect, ii) the technological-barrier effect, and iii)

the expected profit effect. I now test these three model predictions.

2.2.2.1 The Escape-Competition Effect

The first prediction of my model is that firms who have innovated inten-
sively in recent periods increase internal innovation more when they are faced with
higher competition, compared to their low innovation counterparts. This is because
innovation-intensive firms can escape competition more easily through additional in-
ternal innovation, by leveraging their higher-than-average production technologies
(technological advantages, or technological barriers) that they built in their own
markets through recent intensive innovation.

Following Handley and Limao (2017) and Pierce and Schott (2016), I use
a Difference-in-Difference (DD) specification to identify the effect of the China
competitive pressure shock on U.S. firm innovation for two periods, p € {1992 —

1999 , 2000 — 2007}, for firm ¢ in industry j:

Ayijp = P1Post, x NTRGap;j,o x Innovintens;;po (2.1)
+ BoPost, x NTRGap;jpo + BszPost, x InnovIntens;;po
+ B4NTRGap;jpo % InnovIntens;jyo
+ BsNTRGap;jp0 + Belnnovintens;;po
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+ Xijp() Y1+ ijo Yo + (Sj + (Sp + o + Eijp -

In these specifications, firms in low TPU industries are the control group, whereas
firms in high TPU industries are the treatment group. I use the 2000 cohort of firms
to measure firm innovation before the policy change, which occurred in December
2001. In this way, the composition of firms in terms of their innovation is minimally
affected by the policy change.

Post, is a dummy variable equal to one for the period 2000-2007 and zero
otherwise. It captures changes in firm innovation after China’s WTO accession.
Xijpo is a vector of firm controls, and X, is a vector of industry controls, both
measured at the start-year for each period.’ §; is an industry fixed effect (six-digit
NAICS), and §, is a period fixed effect. All models are unweighted, and standard
errors are clustered on the 6-digit NAICS industries.

Avy;jp is the DHS (Davis et al., 1996) growth rate of either i) the total citation-
adjusted number of patents, or ii) the citation-weighted average self-citation ratio
between the start-year and end-year for each period p € {1992 —1999, 2000 —2007}.
An increase in the self-citation ratio means that the firm’s innovations became more
internal. To maximize the sample size, I include firms that applied for at least one
patent in the start-year and at least one patent in or before the end-year for each

period, and compute the DHS growth rates for the longest span of years available. I

15Firm controls include: firm employment, firm age, past 5-year growth of U.S. patents in the
CPC technology classes in which the firm operates, and dummy variables for publicly traded firms,
exporters, importers, and offshoring firms. Industry control variables include NTR rates measured
at the start of each period.
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Table 2.1: Escape-competition effect

APatents APatents ASelf-cite ASelf-cite

(1) (2) 3) (4)
NTR gap x Post x Innov.-inten. 0.077 -0.017 0.732%* 0.784***
(0.231) (0.233) (0.299) (0.268)
Observations 6,500 6,500 6,500 6,500
Fixed effects 7P 7P 7P YN
Controls no full no full

Notes: Full controls include past 5-year U.S. patent growth in firms’ own technology fields, log
employment, firm age, NTR rate, dummy for publicly traded firms, dummy for firms with total
imports > 0, dummy for firms with total exports > 0, and dummy for firms with imports from
relative parties > 0. Estimates for industry (j) and the period (p) fixed effects as well as the
constant are suppressed. Robust standard errors adjusted for clustering at the level of the firms’
major industries are displayed below each coefficient. Observations are unweighted. Observation
counts are rounded due to Census Bureau disclosure avoidance procedures. * p < 0.1, ** p < 0.05,
% b < 0.01.

also require firms to have at least one patent before the start-year of each period, or
to have age > 0, to avoid the effect coming from firm entry. The sample includes all
LBD firms matched to the USPTO patent database that meet these three criteria,
except for firms in FIRE industries.

InnovIntens;;p is a continuous variable equal to the past five-year average of
the ratio of the number of firm i’s patent applications to total employment, mea-
sured in the start year for each period p0. I control for industry-fixed effects for
this measure by dividing it by its time-average at the 2-digit NAICS level. Thus,
I am examining the impact of heterogeneity of innovation intensity within indus-
tries rather than differences across industries. The escape-competition hypothesis
predicts 3; to be positive when changes in the self-citation ratio are used as Ay;;,.

Table 2.1 shows the estimates of 4;.'6 As indicated in column (4) of Table 2.1,

the estimate for (3, is positive and statistically significant when the growth rate of the

16To conserve space, Table 2.1 reports coefficients estimates for triple interaction terms only.
Results including coefficients for all the interaction terms are reported in Table B.8 in the Appendix.
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self-citation ratio is the dependent variable, consistent with the model predictions.
This estimated value for f; implies 4.1 percentage points increase in the growth
rate of the average self-citation ratio for a firm with average innovation intensity
(0.18) in an industry with an average NTR gap (0.291). The average value of the
seven-year growth rate of the average self-citation ratio between 2000 and 2007 is
28.2%. Thus, this is about a 14.6% increase.

The estimated effect is economically important as well. Table B.11 in Ap-
pendix B.1.4 shows that for an average firm, creating 4 more patents is associated
with a 3.4 percentage points increase in employment growth, but the association
becomes smaller in magnitude if the average self-citation ratio of the new patents is
high. The estimates in Table 2.1, combined with Table B.11, suggest that the asso-
ciation between patenting and employment growth is decreased by 1.13 percentage
points for firms with average innovation intensity following the competitive pressure
shock from China.

Lastly, Table B.8 in the Appendix shows that Chinese competitive pressure
shock has no statistically significant effect on firms’ overall innovation. My model
predicts that some firms increase their internal innovation while others decrease
theirs, and overall, firms lower their external innovation. When these heterogeneous
responses are combined, we should see a non-significant effect on average. Thus, the
regression results are consistent with the model prediction. And because firms do
not change their overall innovation, the increasing self-citation ratio implies that in-
novative firms (firms with above-average innovation intensity) increase their internal

innovation while decreasing their external innovation.
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2.2.2.1.1 Discussion: PNTR as a Measure of Competitive Pressure

As discussed extensively in Pierce and Schott (2016) and Facchini et al. (2019),
the main channel by which the removal of trade policy uncertainty affects trade
between the U.S. and China is by persuading Chinese firms to export their products
to the U.S. The two papers verify this channel by estimating the effect of the removal
of TPU on changes in Chinese exports to the U.S. using the LFTTD at the product
level, and Chinese Custom Data at the firm level. Table B.9 in the Appendix
shows OLS estimates of the effect of PNTR on changes in U.S. imports from China
from 2000 to 2007 at the 8-digit HS level and the 6-digit NAICS level separately.
As indicated in the table, the NTR gap is positively associated with changes in
U.S. imports from China regardless of the level of aggregation. However, statistical
significance falls from the 1% to the 10% level as we move from the 8-digit HS level
to the 6-digit NAICS level, where the latter is the level of aggregation used in this
paper.

As is clear from the simple three-period model introduced in Section 1.3, one
critical factor firms consider when they decide how much to invest in innovation
is competitive pressure—the probability of encountering competitors in a firm’s
own market in the near future. In the real world, pressure can come from both
realized competition (an increase in the number of competitors) and from anticipated
competition (an increase in the number of potential entrants). Table B.10 shows

OLS results from regressing the two dependent variables of interest on interaction
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involving the realized changes in U.S. imports from China, to estimate the effect of
realized competition on the composition of firm innovation. Here, I simply replace
the NTR gap terms in equation 2.1 with the realized changes in U.S. imports from
China and use the same two seven-year periods used in the previous analysis, 1992-
1999 and 2000-2007. As the table indicates, changes in U.S. imports from China
from 1992 to 2007 do not have any statistically significant effect on U.S. firms’
composition of innovation after I control for firm characteristics.

This analysis, however, has two concerns: i) changes in U.S. imports from
China (a measure for realized competition) are endogenous due to various factors,
and importantly, ii) competitive pressure from anticipated future competition is
(potentially more) important for firms’ innovation decisions, and successful escape
competition by U.S. firms can make realized competition low even if competitive
pressure is substantial. The first concern can be addressed by using the imposition
of PNTR as an instrument for changes in imports. However, as Table B.9 shows, the
NTR gap has low statistical power for predicting changes in U.S. imports from China
at the 6-digit NAICS level. This indicates that the NTR gap is a weak instrument
for realized competition.

My model suggests that the second concern is important, and that measures of
realized competition inherently cannot capture the amount of competition escaped.
The removal of trade policy uncertainty, however, can be an excellent proxy for
increased competitive pressure, as it is associated with an increase in Chinese firms’
opportunity to enter the U.S. market. For example, Handley and Limao (2017),
through the lens of their structural model, show that a reduction in TPU provides
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greater incentive for incumbents to incur irreversible investments to enter foreign
markets. Erten and Leight (2019) further show that the imposition of PNTR induces
Chinese manufacturing firms to increase their investment and their value-added per
worker. These findings suggest a tight relationship between the imposition of PNTR
and an increase in potential future competition. Thus, finding direct evidence for
this relationship, such as a link between PNTR and the number of Chinese startups
or the number of Chinese firms with the ability to export their products to the U.S.,

is a priority for future research.

2.2.2.1.2 Validity of the Identification Strategy and Robustness Tests

Previous studies using PNTR with China as a competitive pressure shock, such
as Pierce and Schott (2016) and Handley and Liméao (2017), provide rich evidence
for the exogeneity of PNTR for U.S. firms’ decisions in the 1990s and 2000s. Thus, I
focus on testing the parallel pre-trends assumption, the key identifying assumption
for the DD model. To test the assumption for the dependent variables of interest,
[ estimate (2.1) for two seven-year periods before the policy change, 1984-1991 and
1992-1999. Table B.12 in the Appendix shows the results, which support the validity
of the parallel pre-trends assumption.

To further confirm the validity of my results, I perform several robustness
checks, with results reported in the Appendix. I find that my results are robust to
a variety of different specifications. First, I include upstream and downstream com-

petitive pressure shocks as covariates in model (2.1). By using the 1992 BEA input-
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output table, I construct upstream and downstream competitive pressure shocks as
weighted averages of industry-level trade shocks. The upstream effect of trade is
the effect of trade shocks propagating upstream from an industry’s buyers, and the
downstream effect of trade is the effect of trade shocks propagating downstream
from its suppliers.!” Table B.13 in the Appendix shows that including controls for
I-O linkages does not change the main results.

The second test uses different weights for constructing firm-level NTR gaps.
Because patenting firms are typically multi-industry firms, in my baseline regres-
sions I use employment in the start year of each period as weights and construct a
weighted average of industry-level NTR gaps for all industries in which each firm
operates as the firm-level NTR gap. As a robustness check, I also use an unweighted
average of this measure, and industry-level NTR gaps for firms’ main industry (the
industry with the most employment) as alternative measures for TPU in model (2.1).
Table B.15 in the Appendix shows that using these alternative measures does not
change the main results.

The third test addresses possible selection bias resulting from including only
firms with a positive number of patents granted in the start year and in any of the
last four years of each period in the regression analysis. This selection is inevitable
as I need to compute the self-citation ratio for two years for each period. I correct for

this bias by re-weighting the regression sample using the inverse of the propensity

1"Following Pierce and Schott (2016), for each 6-digit NAICS industry, I set the I-O weights to
zero for both up and downstream industries belonging to the same 3-digit NAICS broad industries
while computing the indirect effects to take into account the findings from Bernard et al. (2010)

that U.S. manufacturing establishments often produce clusters of products within the same 3-digit
NAICS sector.
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scores from a logit model with an indicator for being in the analysis sample as
the dependent variable as weights. Table B.16 in the Appendix shows that this
reweighting does not change the results. The fourth test adds the cumulative number
of patents as a firm-level control variable in the model (2.1). The self-citation
ratio can mechanically increase because the firm’s patent stock increases as the firm
becomes older. Adding the cumulative number of patents as a firm-level covariate
addresses this issue, and Table B.17 in the Appendix shows that this does not change
the results.

The fifth test clusters standard errors on firms. The second test indicates that
most variation in the firm-level NTR gap occurs at the industry-level. Thus, I cluster
standard errors at the six-digit NAICS level in the main analysis. As a robustness
check, I cluster standard errors on firms, and Table B.18 in the Appendix shows
this does not change our inference on the main results. Finally, I test the robustness
of my results by using the number of products added—an alternative measure for
external innovation (the inverse of internal innovation)—as the dependent variable.
Table B.19 in the Appendix shows results that support the model prediction, that
higher competitive pressure reduces number of new products added for innovative

firms.

2.2.2.2  The Technological-Barrier Effect

Another prediction from my model is that firms do less external innovation if

other firms have performed more innovation in the past period. Intensive innovation
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by other firms raises the technology barrier in other markets on average, which
implies that business take over through external innovation becomes more difficult.
Thus, firms optimally reduce their R&D spending on external innovation. To test
this theoretical prediction, I use the recent increase in the number of foreign patent
applications as a proxy for increasing innovation intensity in other markets. Since
I don’t have product-market information for foreign firms, I use patent technology
class (CPC) as a proxy for product in this exercise. Foreign patents are defined as
patents filed by foreign firms whose first listed inventor is a foreigner. I use the pre-
shock years from the period 1989 to 2000 and construct non-overlapping five-year
first differences (DHS growth for 1989-1994 and 1995-2000) to estimate the following

fixed-effects model:

AYijtqs = 51A_ngf5 + 52A_Sgﬁs5ide + Xijt 71 + Ojeas + Eijtrs
AYijii5 is either the 5-year DHS growth rate of the citation-adjusted number of
patents or the average self-citation ratio between ¢ and ¢ + 5, and A_S:Jetci for tech €
{Own, Outside} is the lagged average 5-year DHS growth rate of foreign patents
inside firm i’s own technology space (Own) and outside firm i’s technology space
(Outside).
To be more specific, for each technology class ¢ in CPC, denote the total

number of foreign patents filed in year ¢ as S.;. Then the DHS growth rate of
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foreign patents belonging to ¢ between year ¢t — 5 and t can be written as

Sc,t - Sc,t—5
0.5 x (Sc,t + Sc,t—5) .

ASc,th) =

Denote (), as the set of all the patent technology classes available until year ¢, and
Qij+ as the portfolio of patent technology classes firm ¢ accumulated through year
t. This defines the technology space in which firm ¢ operates. Furthermore, denote
We,ij+ as the share of patent technology class ¢ in firm 4’s technology portfolio through
year t. Then the lagged growth in innovation intensity in firm ¢’s own technology

—~—50wn .
space, AS;;, 5, is defined as

——Own

AS’L]t—5 = 2 wi»jvcvtASCJ*‘S ?

ceQijit

. . . —~—Outside .
while the counterpart firm 4’s outside of own space, AS Uisg ‘. is defined as

——=Outside 1
Asiojt;d =00 Z ASc,t—5 )
@l 5

where Qf;, = Q¢\Qij¢ is the complement of the set Qyj¢, and [ Q5| is the number of
technology classes in Qf;,. Table B.3 in the Appendix reports summary statistics for
the technology shock measures. The regression is unweighted and standard errors are
clustered by firm. I include industry-period fixed effects to control for industry-level
shocks. The theory predicts 5 to be positive when the change in the self-citation

ratio is the dependent variable, and insignificant or negative for changes in the total
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Table 2.2: Technological-barrier effect

APatents ASelf-cite
(1) (2)
Past 5 year Aforeign patent, outside of firm’s own tech. fields -5.984** 9.076%**
(2.756) (2.711)
Observation 7,600 7,600
Fixed effects Jp Jp

Notes: Controls include past 5-year U.S. patent growth in firms’ own technology fields, log payroll,
firm age, dummy for publicly traded firms, dummy for firms with total imports > 0, dummy for
firms with total exports > 0, and dummy for firms with imports from relative parties > 0. Esti-
mates for industry-period (jp) fixed effects as well as the constant are suppressed.Robust standard
errors adjusted for clustering at the firm-level are displayed below each coefficient. Observations
are unweighted. Observation counts are rounded due to Census Bureau disclosure avoidance pro-
cedures. * p < 0.1, ** p < 0.05, *** p < 0.01.

number of patents.

Table 2.2 shows estimates of (5,.!1® As the table indicates, U.S. firms create
fewer patent applications when recent outside innovation by foreign firms is high,
and firms’ innovation is more internal in nature. This suggests that U.S. firms
perform less external innovation when the technological barrier is high in product

markets outside of their own.

2.2.2.3 The Ex-post Schumpeterian Effect

The final prediction of my model that I test is that firms do more internal
innovation if they expect to get higher profits from their current product markets
in the near future. To test this prediction, I use the export shock described in

Section 2.2.1.2 as a proxy for changes in future profits. Thus, for firm ¢ in industry

18Table B.20 in the Appendix shows the estimation results for own technology field shock, as
well as the results including the interaction with firms’ innovation intensities. I also run the same
regression specification using concurrent technology shock, and Table B.21 in the Appendix shows
the results. The results are widely consistent with that of the lagged technology shock.
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Table 2.3: Effect of export shocks on firm innovation composition

APatents APatents ASelf-cite ASelf-cite
(1) (2) 3) (4)
Export shock 0.046 0.047 -0.013 -0.014
(0.032) (0.032) (0.035) (0.035)
X Innovation intensity 0.003 0.014*
(0.008) (0.008)
Observations 6,500 6,500 6,500 6,500
Fixed effects Jp J;p Jp Jp

Notes: Controls include past 5-year U.S. patent growth in firms’ own technology fields, log employ-
ment, firm age, dummy for publicly traded firms, dummy for firms with total imports > 0, dummy
for firms with total exports > 0, and dummy for firms with imports from relative parties > 0.
Estimates for industry (j) and the period (p) fixed effects as well as the constant are suppressed.
Robust standard errors adjusted for clustering at the level of the firms’ major industries are dis-
played below each coefficient. Observations are unweighted. Observation counts are rounded due
to Census Bureau disclosure avoidance procedures. * p < 0.1, ** p < 0.05, *** p < 0.01.

J in period p € {1992 —1999, 2000 — 2007}, I estimate the following regression model:

Ayijp = PoAExportShock;, + Xijpoy1 + 05 + 0, + @ + €ijp , (2.2)

where the descriptions for each variable are the same as described in model (2.1).
Table 2.3 reports the results. As the table indicates, there is no statistically
significant effect of the export shock on the average firm’s level or compotition of
innovation. These weak results might be because few U.S. firms were exporting to
China even in 2007, and the share of the total value of shipments accounted for
by the value of exports to China is quite small, as shown in Table B.5 and B.6 of
the Appendix. The interaction term with firm-level innovation intensity, however,
is statistically significant and positive when the change in the self-citation ratio is
the dependent variable. Thus, firms with above-average recent innovation intensity

increase their internal innovation when they are faced with increased opportunities
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for exporting their products. We will see in the quantitative analysis in Section 2.4.4

that this result is consistent with the prediction from the baseline two-country model.

2.3 Baseline Two-Country Model

In this section, I extend the baseline model developed in Chapter 1 into a two-
country framework. Time is discrete. Two countries, home (H) and foreign (F),
are endowed with Ly and Lp units of labor, which are potentially different. In each
country, there is a single final good producer operating in a perfectly competitive
market, and a continuum of differentiated good producers operating in monopolisti-
cally competitive markets. The mass of differentiated good producers is determined
through endogenous entry and exit. In each period, there is a fixed mass of potential
startups in the differentiated good sector in each country, and those which success-
fully take over existing good markets through external innovation enter the economy.
Differentiated goods are tradable but subject to variable trade costs, and produc-
ers from the two countries compete for technological leadership in a continuum of
measure one goods markets through internal and external innovation. External in-
novation requires learning another firm’s technology, but learning takes time. Thus,
there is an imperfect technology spillover in the form of lagged learning, as firms
can only learn other firms’ past-period technologies. Below I describe the economy
mainly for the home country H, and super/subscript H is omitted whenever there

is no confusion. Time subscript ¢ is also omitted whenever there is no confusion.'®

19T yse the term technology and product quality interchangeably.
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2.3.1 Representative Household

The representative household has a logarithmic utility function and is popu-
lated by a continuum of individuals with total measure L. Each individual supplies
one unit of labor each period inelastically and consumes a portion C; of a unique final
good (consumption bundle) in the economy produced by the final good producer.

The household’s lifetime utility is

U= 2 B log(Cy) . (2.3)

Homogeneous workers are employed in the final goods (L) and differentiated goods

~

(L) sectors. Thus, in each period, the labor market satisfies

]

L+1L= (2.4)

The household maximizes its lifetime utility (2.3) subject to the period-by-period

budget constraint

Ct < wtz + Ht + ﬁt + Gt 5 (25)

where w; is the wage, II; is the final good producer’s profits, ﬁt is differentiated
good producers’ total profits net of R&D expenses, and G, is government transfers

including tariff revenues.
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2.3.2 Final Good Producer

Both countries produce an identical final good. The final good is used for con-
sumption and R&D expenditure for differentiated goods. The final good producer
uses labor (Lg) and a continuum of differentiated goods indexed by j € [0, 1] to
produce a final good, where some of the differentiated goods can be produced by
foreign exporters. Denote [J.y as an index set for differentiated goods sold in the
home country that are produced by firms in country ¢ € {H, F}, and y{" as the
quantity of good 7 sold from ¢ to H. Then a constant returns to scale production

technology w.r.t. labor and differentiated goods can be written as

L)’ ! _ , 1 B |
Yi = (1 i{)g [ 0 (qJH)G (ny)l ’ I{jGJHH} dj + J(; (qu)9 (yJFH)l ’ Z{jeJFH} dj

h- - - -
v R

domestic absorbtion imports

(2.6)

where qf is the quality of good 7 in country H, possibly different from that in country
F, and 7y, are indicator functions. The final good is produced competitively, and
input prices—wpy for labor and pf for good j sold in H—as well as product quality
qj are taken as given. When there are multiple potential suppliers for the same
good from the home and/or foreign countries, the final good producer chooses the
supplier with the combination of product quality and marginal cost of production
(adjusted by trade costs for imported goods) that gives the final good supplier the
highest profits.

To simplify the model and allow trade imbalances in the differentiated goods
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sector, I make the following assumption.

Assumption 2. The final good is traded without friction and absorbs possible im-

balances in differentiated goods trade.

Free trade in the final good sector, along with identical final good production func-
tions in both countries, imply that the final good price in both countries, Py and
Pr, will be the same. I normalize that price to one in each period for both countries

without loss of generality.

2.3.3 Differentiated Goods Producers

There is a set of measure Fg of home firms and a set of measure Fry of foreign
exporters with Fy+Frg € (0, 1), which are determined endogenously in equilibrium.
These firms produce differentiated goods each period and sell their products in the
home market. Some of the home firms (Fyp < Fp) export a portion of their
products as well, which is also determined endogenously based on their product
quality and marginal cost of production. Each good is produced in the producer’s
own country using local labor. Each operating firm owns at least one product line,
and a single firm owns each product line in each country. Thus, a firm f can be
characterized as its collection of product lines J/ = {j : j is owned by firm f},
where ny =|| J7/ || is the number of products firm f produces.

Because international trade is costly and the marginal cost of production can
be different across countries, some domestic firms may have zero demand from the

foreign final good producer, and foreign demand is absorbed by foreign differentiated
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good firms. In such cases, the quality of product j in the home country (qf ), along
with the ownership of the good 7, can be different from that in a foreign country

H
(qJF ). Then a global technology gap can be defined as Aft = %. If a firm in country
J,t

H exports good j, then Aft is not defined as there is no firm in country F' producing

good j. In this case, I simply define Ajcft = o0. In the case where a country F' firm
exports good j, I define A§, = —c0.

Also, because there are imperfect technology spillovers, the current period
frontier technology can be different from the last period technology that another firm

can learn. The local technology gap for each market j in each country c € {H, F'} is

defined as A§, = q;ii - Thus, each product line can be characterized by its quality
and technology gaps—Ilocal technology gaps in home and foreign markets, and the
global technology gap— (¢, A, AF AS).

Denote yJH H as the quantity of good j produced by a home firm and supplied

to home market j. Each good j € [0, 1] is produced using domestic labor ﬁf H with

a linear technology;

gt =gy 01 (2.7)

where g = qfl dj+§ e qu dj is the average product quality (average production

SJHH
technology) of differentiated goods traded in home markets. If good j is exported
by a home firm to foreign market j, then it is produced using the same technology;

HF _ — yHF
Y; ZQng )
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but it is subject to an iceberg cost dyr > 1 and an ad-valorem tariff 7 > 1. Thus,
in order to sell yf F units of good j in the foreign market, the home firm needs to

ship 7 x yI'F units, where 7y = Tpp X dyp.

2.3.4 Innovation by Differentiated Good Producers

The differentiated good producers engage in two types of R&D—internal and
external—to increase their profits from the products they currently produce, to pro-
tect their product markets from competitors, and to expand their businesses, where
the R&D output takes the form of improvements in product quality (equivalently,
production technology). Innovation outcomes are realized at the beginning of the
next period. To allow incumbent firms to protect their own product markets from
competitors (the escape-competition effect) and to make it more difficult to take over
other firms’ product markets when overall innovation intensity in the economy is
high (the technological-barrier effect), I introduce imperfect technological spillovers,
which are captured by lagged learning: firms that don’t own product line j can
only learn the incumbent’s last period technology, ¢;.—1. Thus, external innovation
builds on the past-period technology used in the domestic market. A home firm can
learn a foreign firm’s technology if and only if that foreign firm sells its products in
the home country.

In this setup, learning another firm’s technology is costly in the sense that
i) outside firms can only learn last period’s technology, and ii) learning involves

R&D—only firms with strictly positive R&D expenditure can learn another firm’s
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past technology through undirected learning.?’ Product line-specific current period

qdj,t

technology ¢, and thus the local technology gap A;,; = v
it

, are observable only
to the firms operating in product line j in that period. However, aggregate variables
and the distribution of local technology gap (the share of product lines with a certain
level of local technology gap) are publicly observable. Thus, a stationary equilibrium
can be well defined. When two firms’ technologies are neck and neck in one product
line, a coin-toss tiebreaker rule applies as in Acemoglu et al. (2016) to make sure
each product is produced by only one firm. An unused technology (idea) is assumed
to depreciate by an amount sufficient to ensure that it becomes unprofitable to
innovate on top of it next period.?!

With the last two assumptions, only the winning firm from the coin toss keeps
the product line until it is taken over by another firm through creative destruction
(external innovation), while the losing firm never tries to enter the same market
through internal innovation in the neck and neck case. Thus, the undirected nature
of external innovation is ensured, and only a firm producing a product in a current
period is allowed to do internal innovation on that product. Finally, to maintain
tractability I assume that each firm can do only one external innovation in each

period regardless of the total number of product lines the firm owns.

20Firms do not know which product line technology they will learn prior to their learning. This
assumption helps the model tractable.

21Tf you don’t recall your skill or idea frequently, you gradually forget about it. This is in some
sense consistent with the literature discussing displaced workers’ human capital depreciation.
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2.3.4.1 Internal Innovation

Successful internal innovation improves the current quality g¢;, for differenti-
ated good j by A > 1. The probability of internal innovation, z;,, is determined by

the level of R&D expenditure R;”t in units of the final good:

Zj,t = ~ Y
X4jt

where ¥ > 0 and 121\ > 1. Thus incumbent firm’s good j quality realized at the

SS T

beginning of ¢ + 1, assuming the firm is not displaced by creative destruction, is:*?

{/\qjjt} with probability z;,

{qﬂﬂ} =

{Qj,t} with probability 1 — z;, .

As time is discrete and firms are multi-product firms, internal innovation outcomes

follow a binomial process as in Ates and Saffie (2016).

2.3.4.2 External Innovation

Incumbents and potential startups attempt to take over other incumbents’
markets through external innovation. Successful external innovation generates an
improvement in product quality by a factor of n > 1 relative to the incumbent’s

lagged technology, where R&D results are realized at the beginning of next period.

22Hereafter, I write the quality of good j as a point set. This makes it easy to write the case
when external innovation fails and firm does not acquire any product lines, which will be written
as product quality set to be an empty set.
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I assume A2 > n > \. This assumption ensures that firms can protect their own
product lines from outside firms through internal innovation, while n > A reflects
the idea that external innovation introduces a new way of producing an existing
product more efficiently. Thus, external innovation contributes more to both firm
employment and aggregate growth than internal innovation, as found empirically in
Akcigit and Kerr (2018). Both potential startups’ and incumbent firms’ external
innovations are undirected in the sense that they are realized in any other product
line with equal probability.

Existing firms with at least one product line (ny > 0) decide the probability
of external innovation z; by choosing R&D expenditures R{* in units of the final

good:

Sl

(fo)
Ty = = s
X 4t

where XY > 0, ?Z > 1, and ¢ is the average quality in the country where the firm is
located. Thus, for prospective external innovators whose takeover is not pre-empted
by the incumbent’s successful defensive innovation, the distribution of quality at the

start of the next period is:

{77613‘,p1} with probability x;
ex _
{qj,t+1} =
%] with probability 1 — x; .

With probability 1 — x;, the external innovation fails, which implies there is zero
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probability that the firm will take over product line j. In this case, product quality
for product line j for the potential entrant does not exist.

As a rival firm can only learn last period’s technology, the local technology gap
is an important factor determining an incumbent firm’s success/failure at protecting
its product line through internal innovation. With the above setup for innovation
there are four possible technology gaps in this model economy, Al = 1, A% = ),

A? =, and A* = 1. Detail is provided in Lemma 1 in Chapter 1.

2.3.4.3 Entry and Exit in the Differentiated Good Sector

At the beginning of each period, there is an exogenously determined £ mass of
new potential domestic startups trying to start businesses in the differentiated good
sector. To start a business, a potential startup needs to invest in external R&D and
take over one of the product lines from an incumbent firm. The potential startups,
who have no existing product lines, decide the probability of external innovation x. ;

by choosing R&D expenditure Ry in units of the final good:

where Y. > 0, and 1;6 > 1. For potential startups whose takeover attempt is not
thwarted by defensive innovation by the incumbent, the distribution of quality at

t+11is
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{7]%,1&—1} with probability z.,
{q;,t+1} =
1%} with probability 1 — 2., .

Incumbent firms in the differentiated good sector are engaged in internal and
external innovation in each period. Thus, not only do they expand by developing
improved versions of their existing products, they also expand by adding new prod-
uct lines to their portfolio. However, as there are other firms engaged in external
innovation as well, an individual incumbent firm is always faced with a positive
probability of losing some of its own product markets to competitors. As there is
a continuum of measure one product lines and a continuum of differentiated good
producers, each product line faces the same probability of encountering a competi-
tor. This probability is called the aggregate endogenous creative destruction arrival

rate and it is equal to the average probability of external innovation in the economy:

T = .FHI‘H + gH(L'f + fpltF + gpl’f s (28)
E;H E;F

where F, is the mass of incumbents, &, is the mass of potential startups , z¢ is
the probability of external innovation by incumbents, and z¢ is the probability of
external innovation by potential startups in country c. Here, I write the probability

of external innovation for each group of firms as equal across all the firms in the same

group. I verify this holds in equilibrium in the later section. Thus, z¢ is the portion
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of the aggregate creative destruction arrival rate due to external innovation by firms
in country c¢. An incumbent firm losing all of its product lines to competitors exits
the economy, and it receives the value equal to the sum of discounted expected
profits from a successful external innovation when it exits. This compensation for
its accumulated knowledge stock ensures that incumbents with no product lines

optimally do not to attempt to perform external innovation to re-enter the economy.

2.3.5 Equilibrium

2.3.5.1 Production

The standard profit maximization problem of the final good producer in coun-
try ¢ € {H, F'} gives us their inverse demand curve for differentiated good j produced

by a firm in country ¢ € {H, F'}:

=P () ()" (2.9)

and demand for labor:

.- Ypy., (2.10)

c

where pf is the price for differentiated good j sold in country ¢, and F. is the final
good price in country ¢, which is equal to one. In deriving demand for good j I

assume that each good is supplied by a single firm in a particular country. However,
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past incumbent firms in domestic markets that lost technological leadership to the
current leader could in principle try to produce and sell their products through limit
pricing, as the marginal cost of production is equal across all domestic firms. To
avoid such cases and to simplify the model, I adopt the following two-stage price-

bidding game assumption.

Assumption 3. In a given product line j in a given country, the current incumbents
and any former incumbents in the same line enter a two-stage price-bidding game.
In the first stage, each firm pays a fee of € > 0. In the second stage, all firms that

paid the fee announce their prices.

This assumption ensures that only the technological leader (adjusted for marginal
costs and trade frictions) in a given country enters the first stage and announces
its price in equilibrium. By using (2.9), the profit maximization problem of the

differentiated good producer in country ¢ owning product line j € [0, 1] is then

yjc-c>0 qc

max { PLY (qjc')e (yjc'c)l_e - % yi° } if not exporter

cc
C>
y] =0 c

wax { i [Pa_ng (Q§)0 (yjc-g)lfe - Tcé% yja] } if exporter,

\

where 7., = 1. The first order conditions of the above problem (and its foreign firm
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counterpart) yield the optimal price for differentiated good j in country c:

1 c . .
13 PL_U— for domestic suppliers
- qc
Pl = (2.11)
1 W for i "
—— 73, —  for imports
L 1—-0 qx P

which is an unconstrained monopoly price given that the seller is the technological
leader (taking into account trade frictions and the marginal costs) in each country
c. The optimal price is independent of the individual product quality. Optimal

quantities supplied by firms in country c¢ are equal to

1 1 We 7 .
yi'(q5) = (L =0)7 (P.)° Le <q—> 4 (2.12)
Y7 = (1—0)F (P Le (_—) ‘. (2.13)

Then, profits for a firm in country ¢ with technology ¢j selling to market j in its

own country are equal to

~ 1— e i .
T(qS) = 0(1 - 0)7 Ly (T _—) (Po)? g5 .

[

(- 7/
~

=mcc

106



Importantly, both expressions are linear in ¢j. Notice that product quality of good
J sold in country ¢ by a firm in country c is denoted as ¢j. This is because product
quality is firm-specific, in that if a firm produces good j in its own country ¢ with
quality g5, then the quality of good j the firm can sell in country ¢ is also equal to
q-

Denote total product quality of goods produced by firms in country ¢ € {H, F'}

that are sold in country c € {H, F'} as

1
Q&zfﬁzﬁww.

0

Then, the wage expressed in units of total quality in country c satisfies the following

equation:
5,
e _ g1 — )7 (E“—) e | (TCCE’C) 2| ()} (214
d. d. d. ¢ 4.

T.=(1—6) <_—)_; [Lc (P} 22 4 Lo (P} () Q_] : (2.15)

and total labor hired by the final good producer is equal to L, = L. — EC. The last
three equations for the two countries can be solved for w,, INLC, and L. as functions

of aggregate qualities, price indices, and trade costs.

107



Total final good output expressed in units of total quality in country c is

4e

- (1-0)'F (P) 7 L. [(?’—) Zec (ﬂ_"—>_ _] . (216)

Other equations are described in Technical Appendix B.3.5.

2.3.5.2 International Trade of Differentiated goods

Denote MCH = %’—fj as the marginal cost of production for domestic differen-
tiated good firms, and MCF = %—g as the foreign counterpart. Recall that 7py is
the trade cost to foreign firms exporting to domestic markets, and 7y is the trade
cost to domestic firms exporting to the foreign country. Proposition 6 shows how
these values define ranges for the global technology gap A% corresponding to the
direction of trade between home and foreign countries, which come from a profit

maximizing final good producer that values product quality.

Proposition 6. Denote threshold ratios of marginal cost for home firms to foreign

firms in home and foreign markets as

1-0 10
1L\ /(mMCcrN T o (MCHN\ 7
(%) <M—C'F> , Q= (typ)° (M—C'F> ) (2.17)

and the global technology gap for product j as

Q

q .
AG = 2L
j Qf
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Then, the home firm exports good j to the foreign country iff

AG > QO

] Y

while the home final good firm imports j from the foreign country iff

G
Aj < 0.

There is no trade of good j between the two countries iff A]-G € [Q, ﬁ].

Proof: See Technical Appendiz B.3.5.1.

Proposition 6 shows that depending on the relative size of (trade cost-adjusted)
marginal costs, which are equivalent to quality-adjusted wages, foreign products with
low quality (technology) can be sold in domestic markets. The global technology
gap can also be defined by using 2-tuple integers. Denote m as the number of
internal innovations, and n as the number of external innovations, in which home

firms advance compared to foreign firms. Assuming that initial quality of good j

H

. . . q; . .

in both countries is the same, AJG = = A" x n™ and this can be written as
J

~

AC; = (m,n).
As briefly explained earlier, there is free trade in the final good sector, in which

all of the trade imbalance in the differentiated good sector is absorbed. Thus,

c, cc i: PC ¢, cC q:
P.X.= Py — 2 J piy;dj
jEJEC ¢ jEJCE
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which implies

c

i N1 i 4
(Pc)¥ Lc (7—50&) QEC - (PE)% LE (chg) QCE]

(2.18)

where X, is the net quantity of final goods exported by country ¢. X. > 0 means
country ¢ exports final goods to country ¢, and X, < 0 means country ¢ imports
final goods from country ¢. The first term in the RHS is the total value of differ-
entiated goods imported from country ¢, and the second term is the total value of

differentiated goods exported to c.

2.3.5.3 Firm Values and Optimal Innovation Decision

The value of a firm in country ¢ with a production technology portfolio

o ={ (4. 81 aF 9 )

jegt

is equal to

Ve (CIDf) =  max { Z T(q5) — Z X (Z;)J) 4 + X (:CC)”LZ q.

{Zf'}jejf » &€ jeg! jegt

BBV (00!, (), o) ] } ,
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where

(7°°) 45 if firm is not an exporter

(7TCC + 7Tcg) q; if firm is an exporter

are profits from production net of labor costs and tariffs, as defined in the previous
section, and where the second and third terms in parentheses are R&D expenses for
internal and external innovation. Since all firms are owned by the household, they

discount their future profits using households’ stochastic discount factor, B = ﬁPI.;IiI%}iI )

The last conditional expectation term for future values, E[VC <CI>f ! ‘ G {Z]c'}je 7t xc> ]

is defined in Appendix B.2.1.1.

Proposition 7. For a given joint distribution over local technology gaps for home
and foreign markets and global technology gaps, the value function of a firm in coun-
try c with product quality and technology gap portfolio ®f = {( q; , Af , Af , AJG )}je,]f

1s of the form.:

ve(el) = ) Ac(Af AT AT ) g + B,
jegf

where the coefficients for values from existing products, A° ( Af , Af , AJG ), are in-
dependent of product quality q;. The value from external innovation is equal to Bq,,
which is also equal to the exit value of an incumbent firm, V(&) = B°G,. Further-
more, optimal internal innovation intensity z; also depends only on the technology
gap (Af , Af , A]-G ) Finally, optimal external innovation intensity x¢ is indepen-
dent of firm characteristics and equal across all incumbent firms.
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Proof: See Technical Appendix B.3.4.2.

Analytic expressions for A¢ ( Af , Af , AJG ), z¢ ( Af , Af , AJG ), B¢ and x¢

are provided in Technical Appendix B.3.4.2.

2.3.5.4 Potential Startups

Let Ve ({g; A A AS}) denote the value of a firm in country ¢ that has
only one product line j, with product quality ¢f, local technology gaps in home
and foreign markets Af and Af , and global technology gap AJG. Then a potential

startup’s expected profits from entering through R&D are
= o B E[ Ve (g A AT A7) | - % @07 4

An analytic expression for optimal external innovation for potential startups

is derived in Technical Appendix B.3.4.3.

2.3.5.5 Evolution of the Technology-Gap Distribution and Aggregate

Growth

As shown in the previous section, product j can be completely described by
its technology gaps (AJH Af AJG) and its quality ¢;. Thus, the index for each
product, 7, is redundant. Furthermore, what matters for firms’ optimal decisions
are the technology gaps, and firms need to know the distribution of technology

gaps across markets—local technology gaps in home and foreign markets, A? and

112



AT and global technology gaps, A“. Denote the technology gap distribution as
1 ( A AF NG ) Appendix B.3.1 shows how technology gaps evolve over time
according to firms’ innovation decisions for each possible set of local and global tech-
nology gaps, (A7, A" A%). In a stationary equilibrium, inflows should be equal
to outflows for each technology gap state u ( AR CAF NG ), where inflows and

outflows for each technology gap state are described in Technical Appendix B.3.1.4.

2.3.6 Aggregate Quality Evolution

Proposition 8. Define A = (A", AF AY) and A" = (A", A", A). Then for
c,ce{H, F} with ¢ # ¢, and for ¢ € {c, ¢}, aggregate quality along a balanced growth

path evolves according to

A A/

+[2

Q. = [ZZ AT TL (A T, (AS) P(A|A) u(A)] Qe

AT T (A I (AY) P(A'|A) M(A)] Qe (2.19)

’

where P (A’|A) is the probability of A becoming A’, which is described in Technical
Appendiz B.3.1. Zg. (AG) is an index function equal to one if A® falls into the
range for which a firm from country ¢ produces and sells its product in country c for
ce{cch. I, (AG’ ) is the next period counterpart.

Proof: See Appendix B.2.1.2.1

A complete description of P (A’|A) is provided in Technical Appendix B.3.1. and a
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complete description for the evolution of Q. is provided in Technical Appendix B.3.3.
Equation (2.16) shows that aggregate output growth is determined by the
growth rate of average quality g,.. The following lemma characterizes the aggregate

growth rate.

Lemma 3. The aggregate growth rate g. along the balanced growth path is deter-

maned by

ge=>. Y AV P (A'|A) p(A) - 1. (2.20)

A A

Proof: This follows from the proof of Proposition 8.

2.3.6.1 Aggregate Variables and Balanced Growth Path (BGP) Equi-
librium

Total R&D expenses in country ¢, R., are

Ro— Y R((AT, AT AS)) p(AF, AT AS) Q.
(AH JAF AG)
+X (@) Fg, + 3 (29 &4, (2.21)

where the first term is the sum of all internal R&D expenses by incumbent firms, the
second term is the sum of all external R&D expenses by incumbent firms, and the
last term is the sum of all external R&D expenses by potential startups. Note that

(AR AP —oo) =0and zF (A" AP o0) =0, VAH AP e {1, %, X\ n}.

114



Total profits by incumbent firms net of R&D expenses are then
. = 7° Q. + 7° Qu— P.R, . (2.22)

Since the final good producer is perfectly competitive, its profit is zero, II. = 0.

The government transfer, GG, for ¢ # ¢ is equal to total tariff revenue:
1-6 1 Wg 17%
Gc = 7’\:50 (1 - H)T (Pc)g Lc (TEC__C) QEC .
Finally, consumption is determined by the resource constraint
PcOc:Pc}/c_PcXc_Rc"’_Gc, (223)

which is equal to the households’ total income defined by the households’ budget
constraint (2.5) with equality. I now close this section by defining the equilibrium.
Definition 2 (Balanced Growth Path Equilibrium). Let the world economy consist

of two countries ¢ € {H,F}. A balanced growth path equilibrium of this economy

consists of the following tuple for every t, c,ce {H,F}, j € [0,1], ¢§ and G.:

(s, pg, wd, LE L2 o, {555 (M)}, 2%, 7%, 7%, FE, RE, X2, Y, CF gF, Qa, @0, {1 (A))4

such that (i) yi™ and p§* satisfy (2.11)-(2.13); (i) w}, L%, and L* satisfy (2.14),
(2.15), and L. = L. — L.; (iii) 2 is equal to (B.68); (iv) {z5* (A)}A is equal
to (B.75)-(B.80) and (B.69)-(B.74) according to the value of A; (v) x&* is equal to
(B.81); (vi) T is as defined in (2.8); (vii) T is equal to (2.8); (viii) F} is consistent

¢
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with optimal innovation decisions; (ix) RE satisfies (2.21); (x) X* satisfies (2.18);
(xi) Y* satisfies (2.16); (wii) C* satisfies (2.23); (wziii) g% is given by (2.20); (ziv)
Q. evolves according to the evolution of the technology gaps (2.19); (zv) Q and Q
satisfy (2.17); and (zvi) {p* (A)} o evolves according to the laws of motion (B.20)-

(B.43) according to the value of A.

2.4  Quantitative Analysis

2.4.1 Calibration

There are nineteen structural parameters (assuming symmetry across the two
countries for innovation and production) that I need to calibrate, seven of which I
calibrate internally. Table 2.4 shows the list of parameters and their values used for
the counterfactual exercise. I map my two-country model to the U.S. and China.
As all the products in my model economy are tradable, I calibrate the model to the
U.S. manufacturing sector in 2000.

One complication with this setup is that tariff rates imposed by the U.S.
government on Chinese products in 2000 were virtually unchanged after China’s
WTO accession. However, because there was a possibility of tariff rate increases,
the effective tariff rates Chinese firms perceived before 2001 were higher than the
actual values. To capture this and to run a counterfactual exercise to analyze the
effect of trade liberalization on the composition of firm innovation that mimics what
happened after China’s WTO accession in the U.S., I estimate the effective tariff

rate facing Chinese firms in 2000. Specifically, I assume a 13% probability of the
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Table 2.4: Structural Parameters

Parameter Description Value Identification
1. B Time discount factor 0.9615 Annual interest rate of 4%
2. THF Tariff rates for exports from H to F 1.0816 External calibration
3. TrH Tariff rates for exports from F to H 1.0816 External calibration
4. o (AG) Initial global technology gap distribution Matrix External calibration
5. P Curvature of internal R&D 2 (Akcigit and Kerr, 2018)
6. & Curvature of external R&D 2 (Akcigit and Kerr, 2018)
7. 1Ze Curvature of external R&D, startup 2 (Akcigit and Kerr, 2018)
8. [4 Quality share in final good production 0.109 (Akcigit and Kerr, 2018)
9. Ly Mass of labor in country H 1 External calibration
10. Lr Mass of labor in country F 1 External calibration
11. Eu Mass of potential startups in H 0.5 External calibration
12. Er Mass of potential startups in F 0.5 External calibration
13. A Quality multiplier of internal innovation 1.044 Indirect inference
14. n Quality multiplier of external innovation 1.067 Indirect inference
15. X Scale of internal R&D 0.119 Indirect inference
16. X Scale of external R&D 0.714 Indirect inference
17. X Scale of external R&D, startup 11.696 Indirect inference
18. dyr Iceberg trade cost for exports from H to F 1.01 Indirect inference
19. dru Iceberg trade cost for exports from F to H 1.01 Indirect inference

tariff rate increasing to the non-NTR rate, as estimated by Handley and Limao
(2017), an average non-NTR rate of 36%, and an average NTR rate of 4%, to get
an effective tariff rate of 8.16%.

As one period in my model is one year, I set the time discount factor to 0.9615,
implying a real interest rate of 4%. I set the mass of labor to 1 and the mass of po-
tential startups to 0.5 in both countries, as the counterfactual exercise will compare
the two balanced growth path equilibria before and after China’s WTO accession,
and this requires the two countries to be symmetric. I set the initial global technol-
ogy gap distribution to be a symmetric random matrix. This is innocuous as the
effect from the initial values of this matrix will be washed away during the simula-
tion. I set the curvature of the R&D cost functions to 2, which is a standard value
in the firm innovation literature. I set the quality share in final good production to

0.109, the value estimated by Akcigit and Kerr (2018).
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Table 2.5: Model Fit

Moment Data Model Source
1. p90 emp. growth, emp. weighted (%) 19.86 18.46 Decker et al. (2016)
2. Startup rates (%) 6.68 5.64 BDS
3. Agg. domestic sales growth (%) 2.14 1.70 NBER-CES
4. Avg. # of products firms produce 2.27 1.88 CMF
5. Success prob. of adding a product (%) 29.20 22.68 CMF
6. Share of US firms exporting to CN (%) 2.30 1.12 LFTTD

2.4.2 Indirect Inference

There are seven remaining parameters to be estimated: X, 7, X, X, X%, dur,
and dpy. However, as the two countries are symmetric, dgr = dpgy. Thus, I have six
remaining parameters and these are estimated using an indirect inference approach:
for each set of six parameter values, I compute six model-generated moments, com-
pare them to the data moments, and find a set of parameter values that minimizes

the objective function

6
, | model moments; — data moments; |
min Z -

~ 7 | model moments; | +% | data moments; |

where the six moments are listed in Table 2.5.

The six moments are chosen in consideration of both their importance in an-
swering the central question of this paper, and the relationships among the moments
and the parameters coming from the choice of functional forms in the model. Al-
though all the parameter values contribute substantially in determining the value for
each model-generated moment, the tight relationship between specific sub-groups of
parameters and moments can be noted.

Firms perform internal and external R&D to adjust the number of product
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lines they operate. Since R&D cost is one of the crucial factors determining the level
of R&D intensity, and hence the number of product lines the firm owns, I discipline
the scale parameters of internal R&D (X) and external R&D () using the average
number of products owned by firms. How quickly firms add new products to their
portfolio depends on the level of external R&D investment. Thus, I discipline the
scale of external R&D (X) using the success probability of adding a product (average
number of products added by firms). Potential startups learn and improve existing
technologies to enter the market, and the success probability of entry is tightly
related to their level of R&D expenditure. Thus I discipline the scale of external
R&D for startups (Y¢) using the startup rate.

Firms grow in terms of both sales and the number of employees by improving
the qualities of their existing products and/or adding new product lines to their
product portfolios. How quickly they grow depends on how much product quality
improvement they can achieve. Thus I discipline the quality multipliers of internal
innovation (A) and external innovation (1) using the average sales growth rate and
employment growth rate at the 90th percentile of the employment-weighted firm
employment growth distribution.

Finally, I discipline the iceberg trade costs d.» using the share of U.S. firms
exporting to China. Table 2.5 reports the model generated moments and their

empirical counterparts.
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2.4.3 Solution Algorithm

Since I don’t have an analytic expression for the firm distribution, I pin down
values for the masses of firms, Fy and Fr, through simulation during the numerical
solution algorithm. I simulate 200,000 products over 600 years, then take an average
across outcomes from the last 200 years to capture the model-implied moments. I
solve the model as a fixed point over a vector of growth rates (g7, ¢g*'). Below I
describe the solution algorithm in detail.

Solution Algorithm

1. Guess the stationary distribution p (AH AF AG), BGP growth rates g¢, total

external innovation rates 7°, and total quality ratios << for ¢ € {H, F'} with

de

Qz

&
l
—
|
o
)
&

Qe and <= for c e {H, F},
7.

9c

2. Using

(a) Compute 2=, L., and L..
(b) Compute 7 for ¢, e {H, F}.
(c) Compute the two thresholds ©, and Q, and identify the range of A% e
2.7
3. Using ¢ and g¢¢,
(a) Compute A° (A# AT A%), z¢ (A" AT A%), 2¢ and 2¢ for ce {H, F} .
(b) Compute F. = E;—fgg If 7. ¢(0,1), adjust ¢ and redo 3a.

4. Simulate to get updates for ¢°, 2= and F, for ce {H, F'}:

) qc7
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Figure 2.1: Internal Innovation Decision Rule

a) Draw a sample of N, product lines from the posited stationary distribu-
p
tion u (AH AF AG).
(b) Assign N§ number of firms implied by F,. computed in 3b to the sample
product lines randomly.
(c) Simulate the model while allowing for firm entry and exit until || g7, —

g5 [l< e

Qe __ totalnbof firms. —C _ .C c
(d) Compute e, Fe= i oF productos and ¢ = x°F, + z¢&..

5. Compute a stationary distribution pe, (A7 AT A%) by using the law of motion

and innovation rates (use z¢ and z¢ from 3a, and z°¢ from 4d).

6. Compare the initial growth rates in 1 with the values from 4. If the values are

sufficiently different, update 1 with 5 and 4d, and redo the process 2 through

4. Tterate until the two growth rates converge.
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2.4.4 Characteristics of Optimal Innovation Decision Rules

The blue lines in Figure 2.1 show two cross-sections from the internal innova-
tion decision rule for the baseline parameter values, which is four-dimensional. The
left panel shows the average internal innovation decision rule as a function of the
local-technology-gap in the home county (Af). As we can see, innovation intensity
(the success probability of innovation) increases with A at first, then drops when
A" = n. In the latter case, incumbents have such a high technological advantage
that competitors are unlikely to take over their businesses even when incumbents fail
at internal innovation. The right panel shows the internal innovation decision rule
as a function of the global-technology-gap (A%), which is similar to Akcigit et al.
(2018). Internal innovation intensity peaks near two thresholds. Firms have higher
incentives to do internal innovation near the export-threshold (right), as additional
internal innovation makes firms exporters, which leads to higher profits. Firms also
have higher incentives to do internal innovation near the import-threshold (left), as

the failure of internal innovation leads to losing the product market to foreign firms.

2.4.5 Counterfactual Exercise

I run a counterfactual exercise using a 4.16 percentage point drop in the bi-
lateral tariff rate (from 8.16% to 4%) as a trade shock, which is equivalent to the
average drop in the effective tariff rates faced by Chinese firms after 2001, and
compare the two BGP equilibria. Figure 2.1 shows changes in the optimal internal

innovation decision rule, and Table 2.6 shows changes in firm and aggregate-level
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Table 2.6: Reduction in bilateral tariff rates from 8.16% to 4%

Description Before After % change
Avg. internal innov. intensity z (%) 19.28 20.99 8.83
Firm level external innov. intensity = (%) 26.63 24.81 -6.84
Success prob. of adding a product (%) 22.68 20.63 -9.04
Technological barrier (%) 14.82 16.83 13.56
p90 emp. growth (%) 18.46 15.15 -17.94
p10 emp. growth (%) -41.77 -37.89 -9.28
Startup rate (%) 5.64 5.06 -10.26
Aggregate domestic sales growth (%) 1.70 1.69 -0.55
R&D to sales ratio (%) 4.54 4.16 -8.51
Internal R&D expense share 21.84 31.96 46.35
Share of firms exporting (%) 1.12 3.44 206.45
Share of export sales in total sales (%) 0.46 1.64 256.37

moments. Increasing international competition leads firms to shift their innova-
tion from external to internal, which leads to lower employment growth rates for
high-growth firms (firms at the 90th percentile of the firm employment growth dis-
tribution). Employment growth of low-growth firms (firms at the 10th percentile of
the firm employment growth distribution), however, increases, and this leads to a
decline in the skewness of the firm employment growth distribution measured as the
p90-p10 differential. Firms become better at protecting their own product market
through defensive internal innovation but lose their power of creative destruction.
The economy becomes a place where incumbent firms have a high technological
advantage in their own market on average. This is reflected as an increased techno-
logical barrier (measured as one minus the ratio of the success probability of adding
a product divided by the firm-level external innovation intensity). Thus, the startup
rate also declines as external innovation becomes harder. These results are consis-
tent with industry-level regression results using the imposition of PN'TR as a foreign

competitive pressure shock, as shown in Table B.22 in the Appendix.
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2.5 Conclusion

In this chapter, I investigate how competitive pressure from foreign firms af-
fects firm innovation, high-growth firm activity and firm entry by testing predictions
of the model developed in Chapter 1, and developing a two-country endogenous
growth model with two types of innovation and imperfect technology spillovers,
which is an extension of the baseline model developed in Chapter 1. An increase
in competitive pressure from foreign firms lowers firms’ incentive to invest in ex-
ternal innovation while it encourages investment in internal innovation for products
with a high technological advantage. Therefore, innovation-intensive (and thus high-
growth) firms don’t grow as quickly, and the domestic startup rate falls, after an
increase in competitive pressure from foreign firms.

To test the three model predictions developed in Chapter 1 empirically, I first
construct a comprehensive dataset for a population of patenting firms from 1976 to
2016 using firm-level data from the U.S. Census Bureau integrated with firm-level
patent data from the USPTO. Then I run reduced-form regressions, where I use
the patent data to measure the level and composition of firm innovation. I find
regression results consistent with the model predictions.

Quantitative analysis using my theoretical framework confirms the proposed
mechanism. A 4.16 percentage point reduction in bilateral tariff rates in my model
causes firms to shift their innovation activities toward more internal innovation due
to higher competitive pressure from foreign firms. Consequently, high-growth firms

grow more slowly, as they become less willing to experiment and add new products.
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Also, the startup rate falls, as the heightened technological advantage accumulated
by incumbent firms through internal innovation makes it harder to enter the economy
through external innovation.

To the best of my knowledge, this is the first attempt to develop a two-country
endogenous growth model with an escape-competition effect, in which firms are
allowed to grow both through product scope expansion a la Klette and Kortum
(2004) and own product quality improvement as in Aghion et al. (2001), and in
which there is firm entry and exit. Also, this is the first attempt to identify increasing
competitive pressure from foreign firms as a reason for declining business dynamism

in the U.S. economy, and I provide supporting empirical evidence.
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Appendix A: Chapter 1 Appendix

A.1 Baseline Model

A.1.1 Optimal Production and Employment

Final goods producer’s production function is of the form:

1 1

where D is the index set for differentiated products produced by domestic firms,

and final good price is normalized to one P = 1. Thus profits are

L9 1 - . 1 B ' 1 ]
e —y — 1_9“ 65 y; " Lijeny dj +f 4 v} GI{jw}dJ]—wL—f p; i dj -
0 0 0

FONGs of final good producer’s profit maximization problem w.r.t. k; and L are

0 _

= . py= q? % v 0 (A1)
J

i. w_i 6—1 ! 7] 1_91_‘ di + ! 0 1—91’} di (AZ)

oL “ 10 4 Y  L{jeDy 4 q; Y;  Lij¢epy 4 -
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Intermediate good producers, both domestic firms and foreign exporters, take dif-
ferentiated product demand (A.1) as given and solve for the profit maximization

problem:
0 0 —6
(g;) = ryf;gg{L ¢y =y}

The FOC of this problem gives us:

2
oy;

1

1-0L' ¢y’ =1 = y;=(1-6)Lg, andp; = .

By plugging in the two optimal choices, differentiated product producer’s profits
from a product line 5 become
1-0
m(q;) =0(1—6)7 L gq;.

\__V__J

=7

By plugging in optimal differentiated product production rule to (A.2), we get the

wage rule that depends only on average product qualities

0 ! - ! -
w= g L [ j ¢ (1=0)7 L' g Tyyepy dj + f ¢ (L=0)'7 L' g Tyem) da]
0 0—1 120 .19 ! .
= — L7 1-07 L g; dj
1—6 0
=w=0(1-0)"%5 (A.3)
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Finally, using the labor market clearing condition

L=1, (A.4)
we get the equilibrium conditions:
Y = (1-0)7"g (A.5)
y; = (1—0)7g; (A.6)
1
Pi=1 4 (A7)
T=0(1-0)7 (A.8)

A.1.2 Product Quality Determination

In this section, I will consider all possible cases where firm keeps or loses
its product lines next period and compute the probabilities as functions of internal

innovation intensities and creative destruction arrival rate. Clearly, past period tech-

qt
qt—1

nology gap A; = is the only information needed to compute these probabilities,
as incumbent firm and outside firm trying to take over incumbent firm’s product line
compete with the level of next period product qualities they come up with, where
product quality in period ¢+ 1 the incumbent firm will have after internal innovation
improves or fail to improve the product quality by A;;4q is qﬁ 1= DD,

and product quality the outside firm will have after successful external innovation

is ¢5%,1 = ngjt—1 - T will first show A; can assume only four values, Al =1, A% =),
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A% =, and A* = L.

A.1.2.1 Proof of Lemma 1

Proof. To make argument clearer, let’s consider the cases where 1) there is no own-
ership change between t — 1 and ¢, and 2) there is ownership change between ¢ — 1
and t.

1) No ownership change between ¢t — 1 and ¢: In this case, ¢;; = A;q;1—1
should hold, where only A;, € {A' = 1,A? = )} are possible due to the fact that
A, is an outcome of internal innovation.

2) Ownership change between ¢t — 1 and ¢: In this case, ¢;; = 1¢;:—2 should

hold. Let’s consider all potentially possible cases where i. A, = 1,ii. Aj; = A,

A’ﬂ

. Ajp =mn,iv. Ajy =34, v. Ajp = §% withn > m > 0, and vi. A, = o

>\'m
with n > m > 0. These are the only potentially possible values A can assume, as
there are only three step sizes (1, A, and 1) product quality can change between two

periods and there cannot be a technology regression (¢; < ¢;—1). In the end, we will

see that only the first four cases are possible.

case 2)-i. Aj; =1

For this to be true, ¢;; = ¢;+—1 should hold. Since g;; = 1g;j+—2,
this implies ¢;;—1 = 7ngj+—2. This is possible if there was external
innovation between ¢t — 2 and ¢ — 1, and no internal innovation
between ¢ — 3 and ¢ — 1, thus ¢;;—2 = ¢j4—3. Thus A;; = 1 is

possible with ownership change between ¢ — 1 and ¢.
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case 2)-ii.

case 2)-iii.

case 2)-iv.

case 2)-v.

Aj,t == /\

For this to be true, A;;_; = % should hold, as A;;, = - =

qj,t—1

Nqj,t—2

T This can be possible if there is internal innovation
J,t— 147, —

between t — 3 and ¢t — 2, and external innovation between t — 2
and ¢t — 1, but no internal innovation between t — 2 and t — 1.

In this case, ¢ji—2 = Agju—3, and ¢j;—1 = 1gji—3. Thus A, ; =

qj,t—1 — ng;,t—3 _n . — . ]
P v 1. So I proved both Aj;; = A and A;; = {

are possible and Aj; = { can be realized only through external

innovation between t — 1 and t.
Aji=mn
For this to be true, ¢j+—1 = g;—2 should hold. This is possible if

there is no ownership change and no internal innovation between

t—1andt—2. Thus A,; = 7 is possible.

A

J,t

>3

The possibility of this case is shown in case 2)-ii.

n .
Ajy =% withn>m >0

Let’s suppose this is the case. Since A;; ¢ {A! = 1, A% = A} there
should be an ownership change between ¢ — 1 and t. Thus ¢;; =
ng;j+—2 should hold, and this implies ¢; ;1 = %Qj’t_g. m<n-—1

is not possible as this implies technology regression. Let’s suppose

m >n — 1. Since n = m > 0, this implies m = n should hold.
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Suppose this is the case, thus g;; o = 77?‘,1—7:(]]‘.#1- If the values for
A, n, and m are such that % < 1, then this means technology
regression, which is not possible. Let’s suppose nfn—wil > 1is true. If
m = 1, we are back in the case 2)-ii and case 2)-iv. Let’s suppose

m > 1. Since nf‘,:fl # 1 or A, there should be an ownership change

between ¢t — 2 and ¢t — 1. Thus ¢;;—1 = 1g;.—3, and this implies
djt—2 = Z_ZQj,t—3-

Thus if A;; = f\’—; is possible, then

nm
Y Qjt—s—1 , S even number

qjt—s =

™

T t-s—1 5 S odd number .

Thus in this case, either ¢;; = %q]p or qj1 = nj\n—yflqj’o should hold,

n

which is not possible (or I assume this case out). Thus A;, = {%

with n = m > 0 is not possible.
case 2)-vi. A, = 2—:; with n >m >0
With a similar argument, this case is not possible.

Therefore A;; can assume only four values, {1, A, }} [ |

A.1.2.2 Product Quality Evolution for Outsider Firms

Let’s denote zf as an internal innovation intensity for product line j when it’s

G AL _ _ _ _
technology gap is %= = A’ such that A' = 1, A?> = X\, A® = 5, and A* = L.

q5,t—1
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Then product quality in period t 4+ 1 evolves probabilistically a

AGji—1, with prob. (1 —7) z;

S

Gir1(Ap = 1) = @1, with prob. of (1 —2) (1 - z)

ngj+—1, Wwith prob. T,
\

where g1 = ¢j4,

Nqj4—1, with prob. 27

Gar1(Be = A) =4 Agje1,  with prob. (1—12) (1 — 23)

nqji—1, with prob. Z(1— 22),

1
where ¢;;-1 = 5qjs,

A qji—1, with prob. 23

i1 (A =1+1) = <

1M j—1, withprob. 17 (1—2?),

1
where ;-1 = q;.¢, and

A l,% ¢ji—1, with prob. (1—7) z;,l +

n
Qjt+1 (At = X> =Y %gju-1, withprob. (1-7)(1—2}

ngji—1 , Wwith prob. of 7 (1 — z;*) +
where ¢;;—1 =

A
1+7]qj7t'
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A.1.2.3 Product Quality Evolution for an Incumbent Firm

For each A’, transition dynamics for product quality and technology gap for

product line j; can be represented using two indicator functions I7 and IF, where

A= 0 (or equivalently {gj } = ¢) implies firm loses product line j; in the next

period. Here, I write down the expressions as if incumbent firm is doing coin-tossing

at all times.

A1231 i) A, =Al=1
prob. i (win) prob. 3 (lose)
oI
1 0 AL=0 Al =0
11 A, =0 A =0
0 0 Al =1 Al =1
0 1 A=) AL =
.
Al = (1= I7)(AI}) prob. 3 (win)
Al = (1 - I7)(\}) prob. 1 (lose)

{0, = {(1= IYAI?) g5, [\{0} prob. } (win)

| {0} = {(1= IO 45, \{0} prob. § (lose)
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A1.232 i) Aj, =A2=)

IF I?
10
11
0 0
0 1

.

J

J

A1.233 iil) Ay, =A% =7

IF I
1 0
1 1
0 0
0 1

prob. % (win) prob.

Al =

Ji

A

Ji

A

Ji

A,

Ji

A =[1— (1= IH)IT] (A7)

A= [1= (1= IHIT] (M)

prob. 3 (win)

A =

Ji

A

Ji

A,

Ji

A

Ji
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2
Al =0
Al =)
Al =1
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prob. %
prob. %
prob. %
prob. %
prob. %
Al =0
Al =\
Al =1
Al =\

Ji
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(win)
(lose)
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(lose)
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A1234

iv)

.

Al = A
A = [1= = I)IF] ()

(0} = {017 a5 )\{0}
| )= {[1- A= 1)E] O g f\0)

Aj, = A% =

>3

Ji

prob. 3 (win)
Iy I;
1 0 A =0
11 A, =
0 0 A =1
0 1 A =2\

Ji

-

A =[1—-(1-IH)IF] (A7)

J

Al = (1= D))

() = {1 - 1= E] ) g [\(0)

| {4 = {0 -0 4 f\0)
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A.1.3 Value Function and Optimal Innovation Decisions

Conditional expectation inside of the expression for the value function is over
the success/failure of internal and external innovation, creative destruction shock
arrival, winning/losing from coin-tosses (c-t), the current period product qual-
ity ¢ distribution, and the current period technology gap A’ distribution. Thus

E [V (@7 | 7) ‘{Zj}jejf,x] is equal to

Y o |

]1?]25 ,,,,, [Tf:() 17, 1% =0 c-t1,..., c-tnf = win I*=0

9 [x”(l - @] (%)
{<A;iqji,Azi) (a1 80) 7. ff’“l'}\{“}“

U{( 7o s ) o] )

The first term inside of the value function, | J;/, H (A% qj, A [ (g5, ) I T c—ti}\{O}],

P A et A
depicts subsets of possible realizations for ®/" from internal innovation, creative
destruction, and coin-toss, and the second term, {(AL_] I* q_, AL_J_[@“) } \{0}, de-
picts subsets of possible realizations for ®f' from external innovation, where {¢,,} =

{A% ¢;, )\{0}, and {¢’;} = {Aiﬂ I7 q_;}\{0}. If A% = 0, then firm f loses product

line j; and {(},, A)}\{0} = {0}\{0} = 2.
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A.1.3.1 Proof of Proposition 1

Proof. Due to the linearity of expectation, Z;}Zl Ay Zjejfmjzﬂ ¢; portion of con-

jectured value function from E [V (<I>f’ ‘ <I>f) ’{Zj}jejf, x] can be written as

A B PR R RTINS

(=1 jegl|a;=nt (=1 jegi|(ayla)=At !

where the first term is expected value from existing product lines and the second
term is expected value from a new product line added through external innovation.

Since realization of internal innovation success/failure and creative destruc-
tion shock are independent from realization of external innovation success/failure,

expected value from a new product line is

SDRUPEL

=z E,, [%(1 — 2 A pu(A®) + (1 - %z"‘) Ao (A%

+ Agu(A) + (1= 2) A (A7)

=z [%(1 — 2 A p(A3) + (1 - 124) A (A + Agnu(AY)

\)

+(1- z2)A4§M(A2)

The second equality follows from the fact that randomly chosen product line with

a quality ¢; can have technology gap A’ with the probability p(A*) and probability
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of taking over this product line depends on its technology gap. The third equality
follows by integrating product quality over all product line indices.!
First expectation can further divided into four cases, depending on current

period technology gap A:

Y4 Y A 2 ZAZ S Ay,

(=1 jeJf|(a)|A=A%) =1 JeTI(A)|A;=A0)=At

To make formulas easy to write, let’s re-order the product quality portfolio ¢; ac-

cording to technology gap A* and renumber them according to:

I _ . ) . .
q N { ?‘]1’ q]2’ Y q]n}:’ ?JTL}-+1’ Tt q]nIJrnz’ (‘}7 }+nf+l7 Tt an}+n?+nz7
A A2 A3
QJnl +n +’Vlf+l7 ey QJn1 +nf+nf+”;i } .
Ad
Then for i = 1,2,...,n} (A;, = Al = 1),
2 ng
T o P e IR NI )
=1 Gied (A 1A, =A)=A! i=1
fori:n}+1,...,n}+n?c (A, = A? =),
: 4
ZA@ Z quji - Z [Al(l —T)(1 — 22) + Az ]jS ,
=1 GieJT|(A] |A;,=A%)=Af i=nk+1

!Only the share of technology gap {u(Af)}?_, and average quality g are contained in individual
firm’s information set in terms of firm distribution. That is, for an individual firm, technology gap
and product quality are independent.
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fori=mnj+n7+1,....,ny —nj (A, = A® =),

4

2 nfTny
1
E AZ Z Aﬁqji — Z lAl (1 — QE) (1 — Z?) + )\AQZ?] qj; »
(=1 GieJ7|(A}|8;,=0%)=A¢ i=nj+ni+1

and for i =ny—n} +1,...,n5 (A, = A* =

),

>3

2 ny
1
YA, 3 A | = Y [Al(l—f)(l—zf)vL)\Ag <1_§z) ] 0
=1 Giegf|(a) |y, =Ah=Al i=ny—n'

Bq portion of conjectured value function from E [V (<I>f’ | (IDf) ‘{ZJ Yieats :L‘] can

be written as
EBq7 = B(1+9)g,

where g is a growth rate of product qualities in balanced growth path (BGP). Thus

by plugging in the conjectured value function, the original value function can be

written as
n} n}-‘rn?p nf—n;lc ny
Z Alei + Z qu]'i + Z Ag(]ji + Z A4q]'i + Bq =
i=1 i=nj+1 i=nf+ni+1 i=ng—nj+1
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max
z€(0,z],

{zi€[0,2]}, S

1

Z:L:fl |:7qui - f(zzp%] - q%xd)

DA [A1<1 S0 -2 4 Adg(l - f)z}]qﬁ

f+n

B, [ (1-T)(1-22)+ AA%]%

’nfﬂ,

+/BZZ n+n +1[A1(1_%§)(1_2)+)‘A22]
4

H L A=D1 = ) + A, (1- 17) 2] g

~

+ Bz [%(1 — 2 A p(A%) + (1= 12%) A dp(AY)

+Agnu(AY) + (1 — 22)Agdu(A?) | g

+BB(1+ g)7

Optimal innovation intensities from FONCs are

(9 .
023"

B(1—7)[Ms — A]

_IjS + E(l - f) [)‘AQ - Al] qj; = 0

1

1271

WX

- IR+ B = (1 37) a0, = 0
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0z
:,24:[%( —57) Ao — <1—E>Al]rl
R
& o~ g
a—x.—wqu

+ Bl (1 — 2% A pu(A®) + (1 — %z4> A (A + Agnu(AY) + (1 - 22)A4gu(A2)] q

-0

1

~

FU=man 4 (1 5) Apaa(Ah) + Agu(AT) + (1 - 22) Ay 2u(a?)] |7
= = v
X

By plugging in optimal innovation intensities and equating the LHS to the RHS, we

get the five coefficients of the conjectured value function of the form

A =1 —X(z zz—i— [All—x 1—2)—|—)\A2(1—f)21]
Ay =71 —X(z J’—i— [All—x 1—z)+)\A222]
A3—7T—X $+BlA1(1——$) 1—23)+AA223]
ayé 1\ 4
A4— —|— Al 1—1’ 1—Z)+AA2 1—§$ V4
B= [x[ (1 —2*) A p(A®) + ( %,24) Ao p(AY) + Aznu(AY)

1= A - NWI

1 ~ *,;1_1 B l
T 1-3(1+9) @X) <1 J)

2

5[1(1 — 2 A u(A?) + <1 - %ZA) A (A

¥

o—1

+ Agp(A) + (1= 22) s (A7)
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A.1.3.2 Proof of Corollary 1

Proof. Define 2 = % (ze)(d}*l). Then 2! > 2¢ < 2t > 2¥ for {0 € [1,4] A Z with

1 > 1. Since 22 — 23 = %TAI >0, 22 -2 =7TANAy >0, 22 — 24 = -TAAy > 0, and

1
2

2 3 2

> 23 2 1,2 4

24—21=%E/\A2>0, we have z > 21, 22 > 2% and 2* > 2'. Now, if

we know the sign for o g - %f [AAy — A] then we know the entire relationships
among {z}7_,. But in an equilibrium, 2= (1 — ) [AAy — Aq] > 0 should hold,
which implies AAs — Ay > 0. Thus P Y R Therefore, 22 > 23 > 24 > 2.

A.1.3.3 Proof of Corollary 2

Proof. The partial derivatives of {2‘}_, w.r.t. Z, holding A; and A, fixed are

a 1 n ~
e~ . Ly [)\AQ—Al] <0
0T A1,Az ¢X

2 2 o
ai_ : ,\ﬁ/\ (2> A >0
0T A1,A2 ¢X

5 ~

~ 1

ai_ : AﬁA (%)Y A >0
0T A1,A2 ¢X 2
024 3 ~r1l
? : —,\ﬁ/\ (24)2711) [ _)\AQ — Al ] 2 O
or Ap,A TﬁX 2

should be negative. Also, since 2% > 23,

. 1
Since we know \A; — A; > 0, ‘%
A1,A2

3 . 5
> oz . Since 2% > 2% and A; > A; — JAA,,

oz A1,A2

o2
0T

> 2 but

oz A1,A2

23
T

Al,AQ Al ,A2

the sign for %)\Ag — Aj is ambiguous. W
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A.1.4 Potential Startups

By plugging in the value function defined in the previous section, the expected

term becomes

1

EV ({(q}, A)}) = E,, [5556(1 _ [Alqj + Bq’]u(A?’) + 7 (1 - %f) [Ag)\gj + Bq’]u(A“)

+ [Aanj + BG’]M(N) + (1~ 2%) [fhgqj + BG']M(AQ)

= T, !1(1 — 2 A p(A®) + (1 _ Ll

2
§+xe[

+ (A1) + (1= 2%)u(A%)

Ao u(AY) + Agnp(AY)

(N}

£ - A (1 )+ (1= 5 )t

B(1+9)q.

Thus from FOSC, optimal external innovation intensity for potential startups x. is

o ”(%u =AY ¢ (1 55) AAY ¢ Al + (1~ z2>A4§“<A2>>

+ <%(1 — 2 )u(A%) + (1 - %z‘*) p(AY) + p(AY) + (1 - zz)u(A2)> B(1+ 9)]

ol De—1
B ] |
e Xe
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A.1.5 Growth rate

A.1.5.1 Proof of Proposition 2

Proof. In this model economy, output growth rate is equal to product quality growth
rate. Pick any ¢;. Then it’s technology gap is equal to A; = A® with the probability

p(A?) and the probability of A, becoming a certain technology gap depends on this.

If Aj =AY, ¢ =A'q; w/prob. (1-7)(1-2")

¢; = A%q; w/ prob. (1—-7)z'

g

q; = A3q; w/ prob.
¢; = A*q; w/ prob. 0
If A, =A% ¢ =A'q, w/prob. (1—-7)(1— 22
J J J
q; = A?q; w/ prob. =z
¢; = A%q; w/ prob. 0
¢; = A'q; w/ prob. Z(1 - 2?)
If A; = A3 ¢ = Alg; w/prob. 1—23
¢; = A%q; w/ prob. z
q; = A3q; w/ prob. 0

¢; = A*q; w/ prob. 0
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If Aj =AY ¢;=A'¢q; w/prob. (1-T)(1—2
¢; = A%q; w/ prob. 2!+ T(1 - 2*)
q; = A3q; w/ prob. 0

¢ = A'q; w/ prob. 0
Thus
Blo; | o] = [(1 - D)0 )4 A=)t + s

+ [(1 ST (1 - 22) £ A2 gm - f)]uw) + [1 e )\z3]u(A3)

+ [(1 (1= A T - 24))]M(A4)}qj ,
and

g= H(l T -2+ A1 —7)t + nf]u(Al)
+ [(1 —Z)(1 = 2%) + A% + gf(l — zQ)],u(A2) + [1 -2+ /\23]M(A3)
+ [(1 —E) (1 -2 + A T - 24))]M(A4)] 1.

The decomposition follows from the straightforward application of the definition of

T and product quality evolution. W
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A.1.6 Technology Gap Portfolio Composition Distribution Transi-
tion

Let’s define technology gap portfolio composition with ny — k number of A =
A', k number of A = A?, zero number of A = A% and zero number of A = A* as
/\7(nf, k)= (ng,ny—k,k,0,0), for k € [0,ns] nZ, ny > 0. Then without considering
external innovation, probability of N' = N(ny, k) becoming N’ = N (ng, k) can be

computed as

IF’(nf,E | ny, ]{7) =

Zmin{nf—k,%} ny = k k
ElzmaX{O, %—k} ~ ~ ~
k! k— k!
) (1 _T)nf—(ﬁ—%l) (1- Zl)nf—k—%l (Zl)%l N
X formg>1,and 0 < k, k < ny

x(1— zz)k—(%—kl) (zz)%—kl

0 otherwise

where

n!
kl(n — k)!

is a combination of selecting k elements from n elements without repetition, where

the order of selection does not matter. Range for k' is of the form described as
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above due to the fact that

i, For 0 < k < min{n; — k, k} case, the two combinations are well defined for

any k' € [0,k] N Z and describes all the possible cases.

ii. Fornf—k:>kcase,/%>k,0<%—%1, andOé%lénf—kshouldbe

satisfied. Thus k — k < fal < k.

iii. Fork:)nf—k;case,%>nf—k,0<%—%1, andogzlgnf—kshouldbe

satisfied. Thus max{0, k — k} < k' <nj — k.

By using ]ﬁ’(nf, k| ny, k), probability of N' = ./\Nf(nf, k) becoming N’ = J\Nf(nf —h, k)
for any h > 0 without considering external innovation can be defined as follows. Take
out h! number of product lines with A = Al and h — h! number of product lines
with A = A? from ./\Nf(nf, k), then compute the probability of ./\Nf(nf —h, k—(h—h'))
becoming N'(n; — h, k) by using I??(nf —h, k| ng—h k—(h— hl)) for all feasible

ht:

f”(nf—h, k| ny, k) =
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ng— k
min{h,nf—k} f —h 2 h—h1
h1:max{0,hfk} x (1 —z )
— it

ﬁnf—hkhy—hk:(h—M»] for 0 < h < ny,

7 (1 — 22)F for h=ns>1,

and 0 < k < ny

0 otherwise.

Range for h' is defined as above, due to the fact that for any h', 0 < h — h! < k

and 0 < h' < ny — k should be satisfied.
By using IF’(nf —h, k |ny, k‘), other possible technology gap portfolio compo-

sition transition probabilities can be described conveniently.
1-i. Probability of N' = (ns,ny—k, k,0,0) becoming N’ = (nf—h,nf—h—%,%,0,0)

for h > —1 is defined as

PQ”—hmf—h—Eﬁao|an—hkﬁﬁ)=

Iﬁ(nf — h, 76: } ny, k) (1 - xitakeover)

—i—]IND(nf—h—l,%!nf,k) M(A?’)%x(l—z?’)
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~ ~ 1
+P<nf—h—1,k—1‘nf,k> w(AY) (1—52’4) :

The first term is the probability of N' becoming N directly via firm’s existing
technology gap portfolio composition change, while external innovation fails.
The second term is the probability of N' becoming N (ng —h — 1,%), then
successful external innovation adds one product line with A’ = A!. Since next
period technology gap of product line j from successful external innovation is
equal to Al = Z—i = % = Aij, firm needs to take over product line with
technology gap A = A% = 1 + 1 to have a product line with technology gap
A' next period. The third term is the probability of N/ becoming N (ny —
h—1, k— 1), then successful external innovation adds one product line with
A’ = A? by taking over a product line with technology gap A = A*. For

h = —1, the first term becomes zero by the definition of P( - |-). Thus this

probability is well defined for any h > —1.

1-ii. Probability of N' = (ns,ns — k,k,0,0) becoming N' = (ny — h,ny —h—1—

%, %,1,0) for h > —1 is defined as
]P’(nf—h,nf—h—1—%,%,1,0’nf,nf—k,k,0,0) zﬁ’(nf—h—l,mnf,k) w(AY x .

Firm’s existing technology gap changes from ./\Nf(nf, k) to /\Nf(nf —h—1, %),

then successful external innovation adds A’ = A% =1 + 7.

1-iii. Probability of N' = (ng,ns — k, k,0,0) becoming N” = (ny —h,ny —h —1 —
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%, %,0, 1) for h = —1 is defined as

PGq—hmf—h—l—R%ﬂJ]mﬂw—hkﬁﬂ):

]?’(nf —h-1k | nf,k:> (A% z (1 - 2%).

2-i. For ny > 2, probability of N' = (ny,ny — 1 — k, k,1,0) becoming N’ = (ns —

h,ny—h — %, %,0,0) for h > —1 is defined as

PQW—hmf—h—k%ﬁﬁ\mﬂw—1—hkﬂﬂ):

Bng = hk|ng—1,k) b7 (1 2) |
#B(ny—h =17 ny = 1k) (1= 47) (1= 2%) | X (1= @ Trakeoner)
+ﬁ@w— ~ 1k 10y - 1K) 2 |
Blng—h=1%|n;—1,k) 47 (1-2%) |
| 4By - b2 |- 1k) (1- k) (1) [ X ud) 52 (=)
+ﬁ@w— —Z%—lhw—1$)f |
ﬁ@W— —L%—lhy—lj)%fﬂ—z% —
+ +ﬁ@w— —Z%—lhw—Lk>ﬂ—é@(1—f) Xmﬁﬂw(l—%f)-
|+ Blng—h—2T—2[n;—1,k) 2 _

Three probabilities in the brackets are the probabilities when the existing
product line with A = A3 is taken over by other firm, internal innovation fails

but firm keeps it, and internal innovation succeeds and firm keeps it. The
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first bracket is the probability of N' becoming N’ when external innovation
fails, the second bracket is the probability of N' becoming N’ when successful
external innovation adds a product line with technology gap A’ = A!, and the
third bracket is the probability of N' becoming N’ when successful external

innovation adds a product line with A" = A2 Similarly, for n; = 1,

1
IP’(l, 1,0,0,011,0,0, 1,0) = (1 — 5@) (1= 2*)(1 — 2 Trakeover)
+

71— ) (A S (-2,
and

P(LOa 17070 170707 1a0> :ZS (1 - xitakeover) +

DN | —

7 (1— 2% u(AY (1 - %,24) |

2-ii. For ny > 2, probability of N' = (ng,ny — 1 — k, k,1,0) becoming N = (n; —

h,nf—h—l—%,z,l,O) for h > —1 is defined as

P<nf—h,nf—h—1—%,%,1,o\nf,nf—1—k,k,1,0> _

f”(nf—h—l,mnf—l,k) T (1-2%)

1
2

e

+P(ng—h =2,k n;—1k) (1-37) (1-2%) | xu(Ae

+@<nf—h—2,%—l}nf—1,k> 23

N becomes N (ng —h — 1,%) through internal innovations, then successful

external innovation adds a product line with A’ = A3 by taking over a product
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line with A = A'. Similarly, for ny = 1,

IP’(l,0,0,l,O | 1,0,0,1,0) — 27 (1- ) (A .

N | —

2-iii. For ny > 2, probability of N' = (ny,ny — 1 — k, k,1,0) becoming N’ = (n; —

h,nf—h—l—%,%,o,l) for h > —1 is defined as

P(ng by —h—1=Fk 0,1 |ngyn;—1kk1,0) =

I@(nf—h—l,%‘nf—l,k> ;T (1—-2%)
+B(ng—h—2F[ny— 1K) (1-37) (1= 2%) | x @Yz 1=2".
+I§(nf—h—2,z—1‘nf—1,k) 23

Similarly, for ny =1,

P(l,0,0,0,l 1,0,0,1,0): T (1— 23) (A z (1 - 22).

N | —

3-i. For ny = 2, probability of N' = (ny,ny — 1 — k, k,0,1) becoming N = (ns —

h,ng—h — %, %,0,0) for h = —1 is defined as

P(nffh,nffhf%,%,o,o\nf,nfflfk;,k,o,l) —

e

(nf—h,%‘nf—l,k‘)E (1—%24)

(nf —h— 1,% ’ ng— 1, k) (1 — f) (1 — 24) X (1 - Iftakeove’r)

Fae

+

+B(ny—h=1T 1|0y~ 1k) (1-47) 2*
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Iﬁ’(ry—h—l,%hw—l,k)f (1—%24)

(
I (nf—h—Z,%—l‘nf—l,k:> (1—%5) z4_

ﬁ’(nf—h—l,%—llnf—l,k

1
2

+| +P nffh~2,%71\nff1,k:> (1—7) (1 — 2% XM(A4):€(1—

+]Tb<nf—h—2,%—2\nf—1,k

Similarly, for ny =1,

P(l, 1,0,0,0]1,0,0,0, 1) —(1-2)(1 = 291 — 2 Trareover)

= L,y 3y L 3
+x(1 22)M(A)2x(1 2°)
and

) (1 = & Trakeover)
(3o (-5

3-ii. For ny > 2, probability of N' = (ng,ny — 1 —k, k,0,1) becoming N = (ny —

l\DI»—

P(1,0,1,0,0]1,0,0,0,1) :(
+

[\3“_.

h,nf—h—l—E,E,l,O) for h = —1 is defined as

P(nffh,nffhfle,%,l,omf,nff1fk,k,o,1) _
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+

—i—IF’(nf—h—Z%—l‘nf—l,k) (1—

]?’(nf—h—l,%‘nf—l,k}>f (1—124)

2

e

(nf—h—2,%|nf—1,k) 1-7)(1—2Y

1) .4
QI) <

Similarly, for ny = 1,

1

x (Al x .

P(l,0,0,l,O 1,0,0,0,1) =f(1—§z4> w(AY .

3-iii. For ny = 2, probability of N' = (ng,ny — 1 — k, k,0,1) becoming N’ = (ny —

h,nf—h—l—z,%,(),l) for h > —1 is defined as

P(nf—h,nf—h—1—%,%,0,1|nf,nf—1—k,k,o,1) —

_l’_

_|_

e R

e

(nf—h—l,%‘nf—l,k>f (1—% 4)

(nf—h—2,%|nf—1,k) (1-7)(1-2%

(ns—h=20=1]ng~1k) (1-

Similarly, for ny = 1,

1

x (A z (1 —2%).

P(l,0,0,0,l | 1,0,0,0,1) —7 (1 - §z4) W(A?) 2 (1— 22).

Now that the probabilities of any particular technology gap portfolio composition

becoming other particular technology gap portfolio composition is computed, I can

specify the inflows and outflows of a particular technology gap portfolio. Let F be a

total mass of firms in the economy and let x(N) be a share of firms with technology
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gap portfolio NV.

i) For N' = (ng,ny — k,k,0,0) with ny > 2, any firms with technology gap

portfolio next period not equal to N accounts for outflows. Thus

outﬂow(nf,nf —k, k,0,0) :[ 1— ]P’(nf,nf —k,k,0,0 ‘ ng,ny —k, k,0,0) ]

X Fu(nf,nf —k, kJ,0,0) .

Any firms with total number of product line n > n;y — 1 can have technology
gap portfolio composition equal to A through combinations of internal and

external innovations. Thus for the maximum number of product lines 7y,

inﬂow(nf, ng—k, k0, ()) =

nf n
F Z Z u(n,n—%,%,0,0)IP’(nf,nf—k,k,0,0|n,n—%,%,0,0)

n=ns—1k=q

+ /’L(n7n —1- E [{n>1}7%1{n>1}7 170)
x P(ng,ng —k,k,0,0 | n,n —1—k Ipy=y, k Iu=1}, 1,0)
+ u(n,n —1- E ]{n>1},%1{n>1},0, 1)

x P(ng,ng —k,k,0,0 | n,n — 1 —k Ipy=y, k Iu=1}, 0, 1)

—Fu(nf,nf - k, ]{?,0,0) P(nf,nf — k:,k,0,0 | ng,ny — k,k‘,0,0) .

ii) N = (ng,ng—1—Fkk,1,0) with ny > 2

outﬂow(nf,nf —1—-kk,1, 0)
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=[1—]P>(nf,nf—1—k,k,l,o}nf,nf—1—k;,k,1,0)}

xfu(nf,nf—l—k,k:,l,O).

inﬂow(nf,nf —1—Fk kK, 1,0) —

F Z Z u(n,n—%,%,0,0)P(nf,nf—1—k,k,1,0‘n,n—%,%,0,0)

n=ng=lg_g

+ M(nan —-1- E I{n>1}7%1{n>1}7 ]-70>
x P(ng,ng —1—k k1,0 n,n 1~k Iy, k Iy, 1,0)
+ u(n,n —1- E [{n>1},%1{n>1},0, 1)

x P(ng,ng —1—k k1,0 n,n 1~k Iy, k Tiary, 0,1)

— Fulng,ng —1—kk,1,0) P(ng,ng — 1 —k,k,1,0 | ng,ny — 1 —k, k,1,0) .

iii) N = (np,ny—1—k,k,0,1) with ny > 2

outﬂow(nf,nf —1—k,k,0, 1)
=[1 —P(ng,np — 1=k k0,1 | ngny—1—k k0, 1)]

xfu(nf,nf—l—k‘,k,(),l).

inﬂow(nf,nf —1—k,k,0, 1) -

.
Z Z ,n—k,k,0,0) P(ng,ng — 1 —k,k,0,1|n,n— k&, 0,0)

n:n
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+M(TL,7’L— 1 _EI{TL>1}7%I{TL>1}71;O)
x P(ng,ng—1—k k0,1 n,n—1—Fk Ipory, k Ipsy, 1,0)
+/JJ(TL,TL— 1 _%I{n>1}7%1{n>1}707 1)

x P(ng,ng —1—k k0,1 n,n—1—Fk Iy, k Iipary, 0,1)

—-]T;L(nf,nf ol k,k,O,l)]P(nf,nf —1—-k k0,1 |nf,nf —1 —-k,k,O,l).

iv) N = (1,1,0,0,0)

outflow(1,1,0,0,0) = [1 ~P(1,1,0,0,0]1,1,0,0,0) ] F 1u(1,1,0,0,0) .

1
inflow(1,1,0,0,0) = & z, u(A3)§(1 — 2%

ny n
+FYY [u(n,n—%,%,o,o)P(1,1,0,0,0\n,n—%,%,0,0)

n=1%=0

+ u(n,n —1- %[{n>1},zl{n>1}, 1,0)
x P(1,1,0,0,0 | n,n — 1 —k Ipymry, k Igu=1y, 1,0)
+ M(nan —1- %l{n>1}az I{n>1}707 1)

x P(1,1,0,0,0 | n,n — 1 —k Ip=ny, k Igu=1), 0, 1)

— Fu(1,1,0,0,0) P(1,1,0,0,0

1,1,0,0,0) .
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v) N = (1,0,1,0,0)

outflow(1,0,1,0,0) = [1 —P(1,0,1,0,0]1,0,1,0,0) ] F 1(1,0,1,0,0) .

1
inflow(1,0,1,0,0) = & z, u(A*) <1 — —z4>

2
ny n

+FY N [u(n,n—%,%,o,o)P(1,0,1,0,0\n,n—%,%,0,0)
n=1g—o

+ ,U(TL,TL —1- %]{n>1}7%j{n>1}7 170)
x P(1,0,1,0,0 | n,n — 1 — k Ijpany, k Igumty, 1,0)
+ u(n,n —1- %[{n>1}7zl{n>1}707 1)

x P(1,0,1,0,0 | n,n — 1 —k Igpmny, k Igum1), 0,1)

— F1(1,0,1,0,0) P(1,0,1,0,0]1,0,1,0,0) .

vi) N = (1,0,0,1,0)

outflow(1,0,0,1,0) = [1 —P(1,0,0,1,0|1,0,0,1,0) ] F 1(1,0,0,1,0) .

inflow(1,0,0,1,0) = & x. u(A')

ﬁf n
+FD D] [u(n,n—’/}},%,o,o)P(l,o,o,l,o\n,n—%,%,o,o)

n=1%=0

+;dnﬂz—]x—%]m>u,z[m>u>LO>
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x P(1,0,0,1,0| n,n — 1 =k Iyoy, & Ijnty, 1,0)

+p(n,n—1- k ]{n>1}uEI{n>1}707 1)

x P(1,0,0,1,0 | n,n — 1 — k Ijyany, k Iunny, 0, 1)

— F 1(1,0,0,1,0) P(1,0,0,1,0

1,0,0,1,0) .

vii) N = (1,0,0,0,1)

outflow(1,0,0,0,1) = | 1-P(1,0,0,0,1

1,0,0,0,1) | F 4o(1,0,0,0,1) .

inflow(1,0,0,0,1) = & z, u(A?) (1 — 2?)

ny n

+.7:Z Z [u(n,n—%,%,0,0) IP’(l,0,0,0,l

n=1%=0

n,n—%,%,0,0)

+p(n,n— 1=k Loy, b Ipzry, 1,0)
x P(1,0,0,0,1|n,n — 1 —k =y, k Igum1y, 1,0)
+ u(n,n —1- %[{n>1},%l{n>1},0, 1)

x P(1,0,0,0,1|n,n — 1 —k =y, k Igu=1}, 0,1)

— F u(1,0,0,0,1) P(1,0,0,0,1

1,0,0,0,1) .

159



A.1.6.1 Number of points in technology gap portfolio composition
distribution

Let’s denote N(nys) as the number of variations for a technology gap portfolio

composition with ny product lines, (ny,n},n%, n%,n}), where ny = S, n', ni,n} e

{0,1}, and n} = n} = 1 is not possible.
Let’s denote N (ns) as the number of variations for a technology gap port-
folio composition with n; product lines with no product line that has A% or A%,

(ng,n},n%,0,0). Then

N(ns) = N(ns) + 2N (ny — 1) ,

as

(ns,np,n%,1,0) = (ny — 1,n},n3,0,0) + (1,0,0,1,0),

and

(ns,ny,n%,0,1) = (ny — 1,n},n%,0,0) + (1,0,0,0,1) .

Since N(ns) = ns + 1, N(ns) = 3ns + 1. Thus for a maximum number of product

line individual firm can have, 7y, total number of points in technology gap portfolio
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composition distribution is

S 3ny+5)n
Ntotal = Z (3“f =+ 1) = M )
ny=1

A.1.7 Total Mass of Product Lines Owned by the Domestic Firms

A.1.7.1 Proof of Lemma 2

Proof. Since the optimal probability of external innovation for both domestic firms
and foreign exporters are the same, the aggregate creative destruction arrival rate

can be decomposed into:

T = .fdl' + des —|—./T"fx$ + 5fz.1'€ .

_ g
Zq Ty

In any stationary equilibrium, the share of domestic incumbent firms should be

equal to the share of potential domestic startups. Thus,

Fo &
.Fd—i-./—"fx _gd-i—gfz.

Since all the incumbent firms are homogeneous in terms of their optimal R&D
decisions, and external innovation is undirected, the share of domestic incumbent

firms should be equal to s4 in an equilibrium. Then by rearranging ¥ and multiplying
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it by s4, we get

SaT = Sq(Fax + Fpax + Eppe + Eqtie)

= Sd(fd + ffx)l' + Sd(gd + gfx)l‘e

. -Fd gd
Fd+ffm 5d+5fx

(Fa+ Fra)z + (Ea+ Epa) e

= Fyx + Egxe

I
8
a

and (1 — s4)T = Ty,. Therefore,

Sd =

sl | &

A.2  Simple Three-Period Model

A.2.1 Proof for Proposition 3

Proof. The first part of proposition 3 follows from simple algebra. I prove the second

part here. For ¢;; = ¢;0, we have

(’)Zjl 75,2 _ (31:]1
Lo T2 (1 -y 1 ’
21220 [a-w + 0oz
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and

Thus, we have

0:16]-1
=~ =0.
0,
6,2]-1 752
Lo DR ) (1—a,) <O.
= P2y <

For g;1 = Agj 0, we have

and

Thus, we have

hence

62’]-71 _ M
oz, | 2%

ll —Tj1 + (1 - TO)

6.17]',1 _ _777ij2 6,2]-,1
0T, 2X 07,
azj,l (1 ) 255 /’77-‘-],2(1 _ ) ! > O
= X - A~ - o )
é’fo g1 71']"2 2%
5$_j,1 _ _777T£2 (’7’?,1 <0,
0T, 2Y 07,
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For g;1 = ng;,0, we have

ﬁzﬂ ’7Tj72 1
0T, 2Y
and
01 _ _7777']',21&2]',1
0T, 2X 2 0T,
Thus, we have
&Zjl X nm;o
B (] = s A J>
oz, ( 1) Mo 4x
hence
8xj,1 _ _17771']',2 aZj,l < O
0T, 2 2Y 07, '

_'(1 —T,)

>0,

From z*,, we see that T’;T—J; € (0,1). Then, under a parameter restriction 4y > 7,2,

g1

~

4 » 2%
X T2 gy > X

> —_
T2 4X )2
0z 0z
)1 1
Thus, —2= > [ |
ox¢ ox¢
1 1gj1=Xgj0 1 1g5,1=n4;,0
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A.2.2 Proof of Corollary 3

Proof. From z7, we know that

1
ozy 1y, .
521 0 2 »tlg1,1=2Aq1,0 11q1,1=q1,0
and
=k
aZl _ l * ok } >0
= 291y = 2210 gy = )
0%90 2 42,1=192,0 42,1=42,0

where the signs of the two derivatives follow from proposition 3. Then, the results

follow from proposition 3 M

A.2.3 Proof of Corollary 4

Proof. From 77, we have

w1
(321,0 B 2

* ®
T ‘ — } <0
( Lllgi,1=Xq1,0 1,1 q1,1=q1,0> ’

and

=k
0T =1<x*’ —x*} ><0
5’$2,0 2 2,1lg2 1=nqa,0 2.lgg1=q2,0 !

where the signs for the two derivatives follow from proposition 4 W
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A.2.4 Proof of Proposition 5

Proof. For g;1 = g0,

é‘zjl 1 _ T2 —
Lo -1 )1 -T) - 22— 11—

and

(3:vj71 n
@ﬂﬂ 2X

Thus,

é‘zj 1 1
Lo 11— 22,1 —T) s
L -0 20,07
and this is positive iff ;; < 1. gﬁ—j; > (0 unambiguously.

For qj1 = )\Qj,Ov

&zj,l
671']"2 2X 2X

and

0Tj1  Tjn M2 021

671']"2 5.2 2X 67@-,2
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Thus,

5y (12w -7) |2+ 15 ]
877']'72 g 25{

and this is positive unambiguously. The sign for 5%’1 is ambiguous.
7,2

For g;1 = ngj,

; 1 1 1 51 O
G L gy omy| s T2la g P
87@72 2X 2 2 ' 2X 2 671']‘72
and
@%;1 _ iwl(]_ _ Zjl) nﬂiglﬁzﬂ
877-32 2X2 ’ 2X 2&71']2
Thus,
0zj1 _ [\ — 1 l(l —21;,)(1 - 7,)] |28 + 77(7Tj,2)21(1 _7,) B
0mj 2 2 2 » ° 2y 4 1

and this is positive unambiguously. The sign for g:];
7y

is ambiguous. W
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Appendix B: Chapter 2 Appendix

B.1 Data Appendix

B.1.1 Summary Statistics

Table B.1: Trade-shock related measures

NTR gap Dnstream NTR g.  Upstream NTR g. NTR rate Non-NTR r. Export shock
Mean 0.291 0.138 0.203 0.027 0.303 1.127
(Std. dev.) (0.127) (0.060) (0.073) (0.022) (0.134) (0.970)
cov( , NTR gap) 0.485 0.434 0.412 0.969 0.214
cov(, Up. NTR g.) 0.204

Table B.2: Firm-level NTR gap constructed using different weights

NTR gap, unweighted

NTR gap, main industry

Mean 0.333
(Std. dev.) (0.107)
cov( , NTR gap) 0.78

cov( , NTR gap, main industry) 0.906

0.336
(0.116)
0.86

Table B.3: Technology shocks

Past 5 years

5 years onward

own US shock  own foreign shock  outside f. shock

own f. shock  outside f. shock

Mean 0.388 0.342 0.188
(Std. dev.) (0.306) (0.299) (0.064)
cov( , past own f.) 0.593

cov( , past out f.) -0.191 0.151

cov( , onward out f.)

0.344 0.257
(0.304) (0.161)
-0.059

-0.991
0.541
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Table B.4: All patenting firms vs.

regression sample patenting firms in 1992

All patenting firms

Regression sample

Average number of patents 6.15 8.86
(19.46) (24.10)

Average self-citation rate 0.0434 0.0540
(0.0899) (0.0941)

Innovation intensity 0.055 0.093
(0.25) (0.33)

Number of industries operating 2.34 5.43
(3.67) (6.94)

Employment 511.7 1988.0
(1869.0) (3835.0)

Patent stock 6.45 35.22
(26.61) (64.37)

Employment growth 0.07 0.06
(0.60) (0.40)

Firm age 12.33 15.65
(6.76) (9.42)

Tyr patent growth -0.854
(1.312)

Tyr self-citation ratio growth 0.356
(1.322)

Number of firms 26,500 3,100

Table B.5: Export Share of Total Value of Shipments (CMF exporters)

1992 2002 2007
Avg. of firm-level exp/vship 4.99% 527%  6.41%
Avg. of firm-level CN exp/vship 0.70% 0.89% 1.17%
Aggregate-level exp/vship 7.76% 9.29% 10.46%
Aggregate-level CN exp/vship 0.19% 0.38%  0.64%

Table B.6: Share of Exporters (LBD firms)

Year 1992 2002 2007
Share of exporters 15.90% 22.10% 24.00%
Share of firms exporting to CN  0.60%  2.30%  4.00%
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B.1.2 Overall and Escape-Competition Effect

Table B.7: Overall Effect

APatents APatents ASelf-cite  ASelf-cite
0 2) 3) (1)
NTR gap x Post 0.226 0.049 0.025 0.052
(0.230) (0.279) (0.260) (0.291)
NTR gap -2.222%** 0.569 1.104*** -0.117
(0.372)  (0.405) (0.317)  (0.393)
Post -0.276%%*  _(0.198%* -0.092 -0.021
(0.077) (0.082) (0.080) (0.084)
Past 5yr Apat in own tech. 0.170%* 0.282%**
(0.087) (0.091)
Log employment 0.134%%* 0.014
(0.013) (0.014)
Firm age -0.005%* -0.009%**
(0.002) (0.002)
NTR rate -2.273 1.222
(1.690) (2.267)
Observations 6,500 6,500 6,500 6,500
Fixed effects i,p 7,p i,p i,p
Controls no full no full

Notes: Full controls include past 5-year U.S. patent growth in firms’ own technol-
ogy fields, log employment, firm age, NTR rate, dummy for publicly traded firms,
dummy for firms with total imports > 0, dummy for firms with total exports > 0,
and dummy for firms with imports from relative parties > 0. Estimates for industry
(7) and the period (p) fixed effects as well as the constant are suppressed. Robust
standard errors adjusted for clustering at the level of the firms’ major industries are
displayed below each coefficient. Observations are unweighted. Observation counts
are rounded due to Census Bureau disclosure avoidance procedures. * p < 0.1, **

p < 0.05, ¥** p < 0.01.
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Table B.8: Escape-competition effect

APatents APatents ASelf-cite  ASelf-cite

(1) (2) (3) (4)
NTR gap x Post 0.238 0.054 -0.075 -0.051
(0.237) (0.287) (0.257) (0.295)
x Innovation-intensity 0.077 -0.017 0.732%* 0.784%**
(0.231) (0.233) (0.299) (0.268)
NTR gap -2.206%** 0.593 1.101%%* -0.067
(0.375) (0.409) (0.315) (0.397)
x Innovation intensity -0.226 -0.213 -0.198 -0.379
(0.158) (0.175) (0.231) (0.231)
Post -0.277FF* _0.202%* -0.071 -0.002
(0.078) (0.083) (0.080) (0.083)
x Innovation-intensity -0.053 0.017 -0.179%* -0.198%*
(0.070) (0.075) (0.095) (0.085)
Innovation-intensity 0.080* 0.057 0.059 0.086
(0.048) (0.046) (0.070) (0.066)
NTR rate -2.403 1.021
(1.703) (2.272)
x Innovation-intensity 0.593 0.539
(0.507) (0.484)
Observations 6,500 6,500 6,500 6,500
Fixed effects YN 3, N YN
Controls no full no full

Notes: Full controls include past 5-year U.S. patent growth in firms’ own
technology fields, log employment, firm age, NTR rate, dummy for publicly
traded firms, dummy for firms with total imports > 0, dummy for firms with
total exports > 0, and dummy for firms with imports from relative parties >
0. Estimates for industry (j) and the period (p) fixed effects as well as the
constant are suppressed. Robust standard errors adjusted for clustering at
the level of the firms’ major industries are displayed below each coefficient.
Observations are unweighted. Observation counts are rounded due to Census
Bureau disclosure avoidance procedures. * p < 0.1, ** p < 0.05, *** p < 0.01.
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B.1.3 Import Competition

Table B.9: Effect of PNTR on US imports from China

Alog(CN imp) Alog(CN imp)

HS8-level NAICS6-level
(1) (2)
NTR gap 0.631%%* 0.846*
(0.216) (0.509)
Alog(NTR rate) 6497 -7.696*
(3.210) (4.206)
Alog(Transport cost) -2.638** -2.509
(1.119) (1.613)
Obsevations 6862 490
Notes: ~ Table reports results of OLS regressions of

changes in US imports from China from 2000 to 2007
on NTR gap at the 8-digit HS level, and 6-digit
NAICS level. NTR rates at the 8-digit HS level are
from the United States International Trade Commission
(https://dataweb.usitc.gov/tariff/annual). Data for 8-digit
HS level US imports from China and transport cost is from
Schott  (2008) (https://sompks4.github.io/sub_data.html).
NTR rates and transport costs are in their iceberg form (e.g.
from 10% to log(1.1)). * p < 0.1, ** p < 0.05, *** p < 0.01.
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B.1.4 Firm Growth and Two Types of Innovation

Akcigit and Kerr (2018) show that internal innovation contributes less to firm
employment growth by using the LBD. Here, I replicate their result while including
firm controls for the Census years: 1982, and 1992 and construct non-overlapping
five-year first differences (DHS growth) by using the LBD matched USPTO patent

database. I estimate the following fixed-effect regression model:

AYijirs = BiPatij + BaInternalyj, + Xije v1 + djits + €ijiys

For firm 7 in industry j, AYjj15 is a 5-year DHS growth rate of i) firm employment
growth from year ¢ to t + 5, and ii) number of six-digit NAICS industries added.
Pat;j; is a log of citation adjusted number of patents in year ¢, and Internal;;; is
an citation-adjusted average self-citation ratio in year ¢t. Firm and industry controls
include firm age, and log of payroll. The regression is unweighted and standard
errors are clustered on firm. Based on Akcigit and Kerr (2018) we expect f; to
be positive while By to be negative, as internal innovation contributes less to firm
employment growth. I run the same regression model with the number of products

(seven-digit NAICS product codes) added by using the CMF firms.
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Table B.11: Real effect of innovation: employment growth, industry add, and prod-
uct add

LBD firms CMF firms
AEmployment Log nb. of industries added Log nb. of products added
(1) (2) 3)
Log nb. of patents 0.031%** 0.098*** 0.078%**
(0.010) (0.011) (0.013)
Avg. self-citation -0.269%* -0.154%* -0.343%**
(0.106) (0.078) (0.102)
Log payroll -0.025%** 0.083*** 0.154%**
(0.009) (0.006) (0.008)
Firm age -0.004** -0.004** -0.007***
(0.002) (0.002) (0.002)
Innovation intensity 0.032 0.009 0.0767%**
(0.029) (0.015) (0.017)
Observations 5,400 5,400 5,700
Fixed effects ip ip Iip

Notes: Estimates for industry-period (jp) fixed effects as well as the constant are suppressed.
Robust standard errors adjusted for clustering at the firm-level are displayed below each coefficient.
Observations are unweighted. Observation counts are rounded due to Census Bureau disclosure
avoidance procedures. * p < 0.1, ** p < 0.05, *** p < 0.01.
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B.1.5

Pre-trend and Robustness

Table B.12: Parallel pre-trend test

APatents APatents ASelf-cite  ASelf-cite
(1) (2) (3) (4)

NTR gap -0.393 -0.379 -0.559 -0.551
(0.487) (0.488) (0.403) (0.403)
x Innovation intensity -0.193 -0.0057
(0.162) (0.394)
NTR gap x Zyi992) 0.520 0.498 0.254 0.261
(0.355) (0.361) (0.294) (0.290)
x Innovation intensity 0.092 -0.114
(0.243) (0.490)
Observations 5,000 5,000 5,000 5,000
Fixed effects 7D 7D 7P 7P

Notes: Full controls include past 5-year U.S. patent growth in firms’ own
technology fields, log employment, firm age, and dummy for publicly traded
firms. Estimates for industry (j) and the period (p) fixed effects as well as
the constant are suppressed. Robust standard errors adjusted for clustering
at the level of the firms’ major industries are displayed below each coeflicient.
Observations are unweighted. Observation counts are rounded due to Census
Bureau disclosure avoidance procedures. * p < 0.1, ** p < 0.05, *** p < 0.01.
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Table B.13: Foreign competition shock with I-O

APatents APatents ASelf-cite ASelf-cite
(1) (2) (3) (4)
NTR gap x Post -0.111 -0.111 -0.290 -0.415
(0.332) (0.343) (0.355) (0.354)
x Innovation intensity 0.054 0.825%**
(0.319) (0.282)
NTR gap 0.580 0.613 -0.096 -0.038
(0.406) (0.411) (0.382) (0.387)
x Innovation intensity -0.275 -0.407
(0.203) (0.262)
Post -0.254%* -0.264** -0.145 -0.137
(0.110) (0.111) (0.122) (0.123)
x Innovation intensity 0.158 -0.098
(0.142) (0.139)
Innovation intensity 0.057 0.089
(0.047) (0.068)
NTR rate -2.314 -2.512 1.129 0.900
(1.670) (1.704) (2.237) (2.240)
x Innovation intensity 1.027 0.666
(0.874) (0.765)
Downstream X Post 0.501 0.492 0.965 0.979
(0.597) (0.602) (0.707) (0.715)
x Innovation intensity -0.241 -0.019
(0.525) (0.348)
Upstream X Post 0.161 0.196 0.430 0.491
(0.443) (0.447) (0.480) (0.482)
x Innovation intensity -0.497 -0.382
(0.381) (0.418)
Observations 6,500 6,500 6,500 6,500
Fixed effects 3y YN N YN

Notes: Controls include past 5-year U.S. patent growth in firms’ own technology fields, log employ-
ment, firm age, NTR rate, dummy for publicly traded firms, dummy for firms with total imports
> 0, dummy for firms with total exports > 0, and dummy for firms with imports from relative
parties > 0. Estimates for industry (j) and the period (p) fixed effects as well as the constant
are suppressed. Robust standard errors adjusted for clustering at the level of the firms’ major
industries are displayed below each coefficient. Observations are unweighted. Observation counts
are rounded due to Census Bureau disclosure avoidance procedures. * p < 0.1, ** p < 0.05, ***

p < 0.01.
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Table B.14: Overall response: different weights for firm-level tariff measures

APatents APatents ASelf-cite ASelf-cite
(1) (2) (3) (4)
NTR gap x Post -0.139 -0.017 0.133 0.091
(0.331) (0.247) (0.311) (0.260)
NTR gap 0.943** omitted -0.240 omited
(0.374) (0.349)
Post -0.146 -0.194%** -0.024 -0.036
(0.107) (0.074) (0.106) (0.076)
NTR rate -1.763 -2.360 1.614 0.368
(1.533) (1.871) (1.792) (2.373)
Observations 6,500 6,500 6,500 6,500
Fixed effects 7,D 7,D 7,D 7,D
Weights for tariffs unweighted major indust. unweighted major indust.

Notes: Table reports results of OLS generalized difference-in-differences regressions in which firm-

level tariff measures are constructed with different weights.

Controls include past 5-year U.S.

patent growth in firms’ own technology fields, log employment, firm age, NTR rate, dummy for
publicly traded firms, dummy for firms with total imports > 0, dummy for firms with total exports
> 0, and dummy for firms with imports from relative parties > 0 (full controls). Estimates for
industry (j) and the period (p) fixed effects as well as the constant are suppressed. Robust standard
errors adjusted for clustering at the level of the firms’ major industries are displayed below each
coefficient. Observations are unweighted. Observation counts are rounded due to Census Bureau
disclosure avoidance procedures. * p < 0.1, ** p < 0.05, *** p < 0.01.
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Table B.15: Escape-competition effect: different weights for firm-level tariff mea-
sures

APatents APatents ASelf-cite ASelf-cite
(1) (2) 3) (4)
NTR gap x Post -0.131 -0.015 0.017 0.021
(0.339) (0.251) (0.310) (0.260)
x Innovation intensity 0.038 0.017 0.754%** 0.745%**
(0.218) (0.218) (0.261) (0.263)
NTR gap 0.962** omitted -0.189 omitted
(0.376) (0.350)
x Innovation intensity -0.268 -0.235 -0.380%* -0.395%*
(0.168) (0.173) (0.228) (0.229)
Post -0.150 -0.197%** 0.004 -0.024
(0.109) (0.074) (0.105) (0.075)
x Innovation intensity 0.002 0.008 -0.191** -0.185%*
(0.071) (0.071) (0.082) (0.083)
Innovation intensity 0.065 0.056 0.085 0.085
(0.045) (0.046) (0.066) (0.066)
NTR rate -1.839 -2.482 1.468 0.256
(1.541) (1.874) (1.795) (2.372)
x Innovation intensity 0.583 0.584 0.576 0.666
(0.517) (0.525) (0.489) (0.477)
Observations 6,500 6,500 6,500 6,500
Fixed effects 7, 7P 7, N
Weights for tariffs unweighted  major indust. unweighted  major indust.

Notes: Table reports results of OLS generalized difference-in-differences regressions in which firm-
level tariff measures are constructed with different weights. Full controls are included. Estimates
for industry (j) and the period (p) fixed effects as well as the constant are suppressed. Robust
standard errors adjusted for clustering at the level of the firms’ major industries are displayed
below each coefficient. Observations are unweighted. Observation counts are rounded due to
Census Bureau disclosure avoidance procedures. * p < 0.1, ** p < 0.05, *** p < 0.01.

Table B.16: Use inverse of the propensity scores to re-weight observations

APatents APatents ASelf-cite ASelf-cite
) (2) ®3) “4)
NTR gap x Post -0.085 -0.058 -0.065 -0.294
(0.417) (0.420) (0.362) (0.351)
x Innovation intensity -0.033 0.794***
(0.271) (0.269)
Observations 6,500 6,500 6,500 6,500
Fixed effects 3, p J,p Nz J,p
Regression weights inv. propens. inv. propens. inv. propens. inv. propens.

Notes: Table reports results of OLS generalized difference-in-differences regressions in which ob-
servations are weighted by the inverse of the propensity scores from logit model (y = indicator for
analysis sample). Full controls are included. Estimates for industry (j) and the period (p) fixed
effects as well as the constant are suppressed. Robust standard errors adjusted for clustering at
the level of the firms’ major industries are displayed below each coefficient. Observation counts
are rounded due to Census Bureau disclosure avoidance procedures. * p < 0.1, ** p < 0.05, ***
p < 0.01.
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Table B.17: Add the cumulative number of patents as a firm-level control variable

APatents APatents ASelf-cite ASelf-cite
(1) @) 3) (4)
NTR gap x Post -0.000 0.004 0.088 -0.015
(0.279) (0.287) (0.290) (0.289)
x Innovation intensity -0.011 0.786%**
(0.231) (0.268)
Observations 6,500 6,500 6,500 6,500
Fixed effects J,p J,p J,p J,p

Notes: Table reports results of OLS generalized difference-in-differences regressions in which firm-
level cumulative number of patents are included as a control. Full controls are included. Estimates
for industry (j) and the period (p) fixed effects as well as the constant are suppressed. Robust
standard errors adjusted for clustering at the level of the firms’ major industries are displayed
below each coefficient. Observations are unweighted. Observation counts are rounded due to
Census Bureau disclosure avoidance procedures. * p < 0.1, ** p < 0.05, *** p < 0.01.

Table B.18: Cluster standard errors on firms

APatents APatents ASelf-cite ASelf-cite
1) (2) (3) 4)
NTR gap x Post 0.004 0.010 0.103 -0.000
(0.287) (0.290) (0.308) (0.311)
x Innovation intensity -0.012 0.784%**
(0.235) (0.274)
Observations 6,500 6,500 6,500 6,500
Fixed effects Jp J,p J;p Jp
se. cluster firmid firmid firmid firmid

Notes: Table reports results of OLS generalized difference-in-differences regressions in which robust
standard errors are adjusted for clustering at the firm-level. Full controls are included. Estimates
for industry (j) and the period (p) fixed effects as well as the constant are suppressed. Observa-
tions are unweighted. Observation counts are rounded due to Census Bureau disclosure avoidance
procedures. * p < 0.1, ** p < 0.05, *** p < 0.01.
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Table B.19: Effect of foreign competition on product add

Log number of products added Log number of products added

(1) (2)

NTR gap x Post -0.209%** -0.208%**
(0.067) (0.068)
x Innovation intensity -0.554%**
(0.196)
Post x Innovation intensity 0.024
(0.088)
Innovation intensity 0.227***
(0.042)
Observations 497,000 497,000
Fixed effects i i

Notes: Controls include past 5-year U.S. patent growth in firms’ own technology fields, log payroll,
firm age, NTR rate and its interaction with innovation intensity, dummy for publicly traded firms,
dummy for firms with total imports > 0, dummy for firms with total exports > 0, and dummy
for firms with imports from relative parties > 0. Estimates for industry-period (jp) fixed effects
as well as the constant are suppressed. Robust standard errors adjusted for clustering at the level
of the firms’ major industries are displayed below each coefficient. Observations are unweighted.
Observation counts are rounded due to Census Bureau disclosure avoidance procedures. * p < 0.1,
¥ p < 0.05, ¥ p < 0.01.
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B.1.6 Technological Barrier Effect

Table B.20: Technological-barrier effect

APatents APatents ASelf-cite ASelf-cite
(1) ) 3) (4)
Past 5yr Aforeign patent, -5.984%* -5.209%* 9.076*** 8.712%**
outside of own technology field (2.756) (2.733) (2.711) (2.740)
x Innovation intensity 0.161 -0.365
(0.240) (0.264)
Past 5yr Aforeign patent, 0.005 -0.006 0.033 0.021
inside of own technology field (0.079) (0.081) (0.081) (0.082)
x Innovation intensity 0.048 0.047
(0.055) (0.059)
Observation 7,600 7,600 7,600 7,600
Fixed effects ip ip ip ip

Notes: Full controls except for the NTR rate are included. Estimates for industry-period (jp)
fixed effects as well as the constant are suppressed. Robust standard errors adjusted for clustering
at the firm-level are displayed below each coefficient. Observations are unweighted. Observation
counts are rounded due to Census Bureau disclosure avoidance procedures. * p < 0.1, ** p < 0.05,
¥ p < 0.01.

Table B.21: Effect of concurrent technological shocks

APatents APatents ASelf-cite ASelf-cite
(1) @) 3) (4)
5yr Aforeign patent, -8.680%* -7.637%* 14.15%%* 13.56%**
outside of own technology field (3.546) (3.521) (3.540) (3.565)
x Innovation intensity -0.063 0.081
(0.114) (0.122)
5yr Aforeign patent, 0.212%** 0.228%*** 0.133* 0.118
inside of own technology field (0.075) (0.077) (0.075) (0.076)
x Innovation intensity -0.069 0.067
(0.062) (0.074)
Observation 7,600 7,600 7,600 7,600
Fixed effects ip jp Jp ip

Notes: Description the same as Table B.20.

B.1.7 Industry-Level Regression

To estimate the effect of Chinese competition shock on the industry-level busi-

ness dynamism statistics, I run the following regression model for the years from
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1992 to 2007

Y;‘t ZﬁlpOStPNTRX NTRGCL]?J + th’)/l + on"}/z + (Sj + 515 + o + Ejt s

(B.1)

where Y}, is i) log of employment, ii) young firm share iii) startup rates, iv) exit
rates, v) 90th percentile of firm employment growth rates, and vi) 10th percentile

of firm employment growth rates.
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B.2 Theory Appendix

B.2.1 Value Function

B.2.1.1 Conditional Expectation

For

@fz{(qj,Af,Af,Af)}

)
jegt

conditional expectation term, E[V (CDf’ ’ of {zj}jejf , x) ] is equal to

1 1 1 lose 1 1 2 lose
.I’” =0 IfJH =0 If]l_’:() c—t_; = win IiZ ""7Iff =0 IiZF7__.,IffF =0 I?*""Iff =0 c—t1 ,...,c—tnf = win

CI)—J

'u(q)_j) zl—w(lix)lflm (ZH)Ig‘]I{ (I*ZH)l_IEJH (ZF)IE]F (lsz)l_IEf %
s 7 1-z7 (P I" P\1-Z7 770 g\IT _p\I7? N
T e a=s0 G =20 ama® @ e (5)
1=1

[{ (Afgy, A, AT AS) | (a5, AT AL AS) T2, T27 T, cti}\{o}]]

U{ (A% as . A% AT A% | (g5, AT, AT, %))
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, 17, I70 | 17T ct_j}\{O}]) d(@_;)

where Z7* is an indicator function equal to 1 if Z¥ = k for k € {0,1,}. Note that

AL = X;” for the case when business takeover is successful.
i

B.2.1.2 Aggregate Quality Evolution

B.2.1.2.1 Proof for Q and § Evolution

Proof. Here, 1 prove Proposition 8 for a general case. Application of proper index
functions provides equation (2.19). Pick any product line j with product quality qf
and technology gaps A = (A" AT A%) A% € [Q,Q] U {o0}. Then with P (A’|A):
probability of A becoming A’, which is described in Appendix B.3.1, the conditional

expected value of qf conditioning on A next period is equal to

Ea[qi"| A, ¢ff | =Ea [ATq] | A, g ]
=Ea[A"[A 4]

DI AT P(AA) ] q)

Al

where the second equality follows from A L ¢f', thus, A’ L ¢!’ for any j. Then,

E[q ¢ ] = Ea| Ea[a"] A, ¢f'] |
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= | X > AP (A|A) wA) | g (B.2)

A A

Summation of (B.2) over a proper subset provides law of motion for Qzy and G-
For instance, since E [q]H '] = @y in equilibrium, by summing up (B.2) over possible

g/, we have

Ty =| D, D, A" P(AA) w(A) | @y,

A A/

which gives us
=Y AP (AA) p(A) -1,
A A
The law of motion for country F' can be defined symmetrically. W

B.3 Technical Appendix

B.3.1 Technology-Gaps Evolution

Denote T as total external innovation intensity by domestic firms (both in-

F

cumbents and startups), T as that of foreign counterparts, and 7 = 7% + 7% as a

total external innovation intensity in the economy.
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B.3.1.1 (H H) case

For any g;, the followings hold, where the last column specifies ownership

change in domestic and foreign market.

(H H), (A AY), o0 — <

a. no ext. innov.
(H H), (AT A
(H H), (A2 A?)
b. H ext. innov.
(H H), (A% A3)
(H H), (A% A%)
c-i. F ext. innov.
(FF), (A3 A3)
(H F), (A' A3)

(H H), (AL AY)

c-ii. F ext. innov.

(FF), (A3 A3)
(H F), (A% A3)

(H H), (A% A?)
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A = o

A = o

AY =1/n
if AG < Q
if AG ¢ [Q, 0
if A >Q
A% = \/n
if AG < Q
if A% e [Q, Q]

if AG >0

w/ (1-27)(1-7)

w/ 2 (1 —-7)

w/ (1—z0)zH

w/ HzH

no int. innov.

w/ (1—zM)zF

H int. innov.

w/ HzF

X X



(H H), (A% A?), o0 — <

(H H), (A' AY)
(H H), (A% A?)
b. H ext. innov.
(H H), (A* A%)

(H H), (A% A?)

(FF), (A* A%
(H F), (A' A%

(H H), (AL AY)

(FF), (A*AY)

(H F), (A% A%)

(H H), (A% A?)

a. no ext. innov.

c-i. F ext. innov.

c-ii. F ext. innov.
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A =

A = o

A =\

if A <Q

if A% e [Q, Q]
if A9 >Q
AY =Ny

if A < Q

if AY e [Q, Q]

if AG > Q

w/ (1—-20)1—7)

w/ 2 (1-7)

w/ (1-z2H)zH

w/ HzH

no int. innov.

w/ (1—z20)=zF

H int. innov.

w/ Mzl



(H H), (A3 A3), o0 — <

a. no ext. innov.

(H H), (A' AY)
(H H), (A% A?)
b. H ext. innov.
(H H), (A AY)

(H H), (A% A?)

c-i. F ext. innov.

(FF), (Al Al
(H F), (A'AY)

(H H), (AL AY)

c-ii. F ext. innov.

(FF), (AT A1)
(HF), (A2 Al

(H H), (A% A?)
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A =

AG = o
A% =1
if A <Q

if A% e [Q, Q]
if A¢ >Q
AG = )

if A <Q

if AY e [Q, Q]

if AG > Q

w/ (1=2")(1-7)

w/ 2 (1-7)

w/ (1-z2H)zH

w/ HzH

no int. innov.

w/ (1—z20)=zF

H int. innov.

w/ Mzl



(H H), (A AY)
(H H), (A2 A?)
b. H ext. innov.
(H H), (A% A?)
(H H), (A% A?)
(H H), (A* A1), 00 — 4
(FF), (A? A?)
(HF), (A' A?)

(H H), (AL AY)

(FF), (A% A?)

(H F), (A% A?)

(H H), (A% A?)

B.3.1.2 (F F) case

For any ¢;, the followings hold.

a. no ext. innov.

c-i. F ext. innov.

c-ii. F ext. innov.
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A =

A = o
AG = 1/\
if A <Q

if A% e [Q, Q]
if A¢ >Q
AY =1

if A <Q

if AY e [Q, Q]

if AG > Q

w/ (1—-20)1—7)

w/ 2 (1-7)

w/ (1-z2H)zH

w/ HzH

no int. innov.

w/ (1—z20)=zF

H int. innov.

w/ Mzl



(F F), (AYAY), —0 —

a. no ext. innov.
(F F), (A" A1)
(F F), (A2 A?)
b-i. H ext. innov.
(F F), (A" Al
(H F), (A3 AY)
(H H), (A3 A3)
b-ii. H ext. innov.
(F F), (A% A?)
(H F), (A3 A?)
(H H), (A A3)
c. F ext. innov.
(F F), (A3 A3)

(FF), (A% A3)
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A = —p0

AG = n

if A¢ < Q

if AY e [Q,
if A“ >Q

AG = 77/)‘

if A <Q

if A% e [Q,
if A¢ >Q

A = —0

Q

w/ (1—-21-7)

w/ 2F (1-7)

no int. innov.

w/ (1-2F)=zH

F int. innov.

w/ 2"zl

w/ (1—2F)zF

w/ Izt

XX



(F F), (A2 A?), —0 — !

a. no ext. innov.
(F F), (A" A1)
(F F), (A2 A?)
b-i. H ext. innov.
(F F), (A" Al
(H F), (A*AY)
(H H), (A* A%
b-ii. H ext. innov.
(F F), (A% A?)
(H F), (A*A?)
(H H), (A* A%
c. F ext. innov.
(F F), (A* A%

(FF), (A% A?)
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A = —p0

AY =n/\
if AG < 0
if AY e [Q,
if A9 > Q
AG = 77/)‘2
if A <Q
if A% e [Q,
if AG > Q

A = —0

Q

w/ (1—-21-7)

w/ 2F (1-7)

no int. innov.

w/ (1-2F)=zH

F int. innov.

w/ 2"zl

w/ (1—2F)zF

w/ Izt

XX



(F F), (A>A3), —0 — !

a. no ext. innov.
(F F), (A" A1)
(F F), (A2 A?)
b-i. H ext. innov.
(F F), (A" Al
(H F), (A1 AY)
(H H), (A A1)
b-ii. H ext. innov.
(F F), (A% A?)
(H F), (A A?)
(H H), (A" A1)
c. F ext. innov.
(F F), (AT A1)

(FF), (A% A?)
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A = —p0

AG =1

if A <0

if AY e [Q,
if A >0

AG =1/\

if A <Q
if A% e [Q,
if A >0

A = —0

Q

w/ (1—-21-7)

w/ 2F (1-7)

no int. innov.

w/ (1-2F)=zH

F int. innov.

w/ 2"zl

w/ (1—2F)zF

w/ Izl

XX



a. no ext. innov. AC = —0
(F F), (A A1) w/ (1= 2F)(1-7)
(FF), (A2 A2) w/ 2F (1-7)
b-i. H ext. innov. A% =) no int. innov.
(FF), (A" A1) if A <Q
(H F), (A% AY) if AG e [Q, ﬁ] w/ (1-—z2F)zH
(H H), (A% A?) if A >Q
(F F)> (A4 A4)7 —00 — o
b-ii. H ext. innov. A% =1 F int. innov.
(F F), (A% A?) if A9 <Q
(HF), (A2 A?) if A% e [Q, Q] w/ Fzf
(H H), (A% A?) if A >0
c. F ext. innov. AY = —0
(FF), (a2 A7) w/ (123"
(F F), (A% A?) w/ Izt
(B.10)

B.3.1.3

(H F) case

XX

N |—
D=

For any ¢;, AP? AFY and A%, the followings hold. Note that in all of below
cases, A € [Q, Q]. Thus, if A% < A%, then (H H) cannot be realized next period,

and if A¥ > A% then (F F) cannot be realized.
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B.3.1.3.1 No External Innovation

(H F), (ADE AFZ), AG N

p
a.

b.
(H F), (A2 AY)
(H H), (A% A?)
(FF), (A2 A?)
(H F), (A' A?)

d.

AG = AC

(HF), (A'AY) A% €e[Q, Q]

AG/ _ )\AG

if A% € [0, Q]

if AG > Q

G 1 ANG
A lzxA

if A <0

if A% e [Q, Q]

AG = AC

(HF), (A2A%) A% e [Q, Q]

no int. innov.
w/ (1—20)(1 -1 -7
H int. innov.

w/ 2 (1 -1 -7

F int. innov.

w/ (1—21)2F (1-7)

all int. innov.

w/ 2 2P (1 -7)

B.3.1.3.2 External Innovation by a Domestic Firm

X X

(B.11)

Since domestic firm builds its external innovation on the past-period domestic tech-

nology, technology gap in foreign market does not matter in terms of realized out-

comes in this case.

(H F), (A AT, AG -
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(H F), (A2 A7), AS -

(H F), (A% A1)

(H H), (A% A3)

(HF), (A% AY)

(H H), (A3 A3)

(H F), (A% A?)

(H H), (A% A3)

(H F), (A% A?)

(H H), (A3 A3)
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no int. innov.

w/ (1—20)(1 - )z

H int. innov.

w/ M (1 -zt

F int. innov.

w/ (1 —21)FzH

all int. innov.

w/ 2zl

(B.12)



f a. AY = INC no int. innov.
(HF), (A*AY) A% e[Q, Q] w/ (1-z)1-2)2"  ox
(H H), (A*AY) if A >Q 00
b. A = \AC H int. innov.
(HF), (A2AY) ifAYe[Q, Q] w/ 120zl X X
{ (H H), (A2A%) if A9 >0 xo (B.13)
c. AG = %AG F int. innov.
(FF), (A2A?) if A9 <Q w/ (1—21)F gl 0 X
(HF), (A*A?%) if AYe[Q, Q] 0 X
d. AG = AC all int. innov.
| (H F), (A2A%) A% e[, Q] w/ 2 zH X X

(H F), (A% A7), AS -
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(HF), (At Al

(H F), (A% AY)

(H H), (A% A?)

(FF), (A2 A?)

(H F), (A' A?)

(H F), (A% A?)

(H F), (A* AFH AY

AG = AC
AG ¢ [Q, m
A = AAC

if AG € [Q,
if A“ >Q
AG = %AG

if A <Q

if A% e [Q, Q]
AG = AC

AG e [Q, m
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no int. innov.
w/ (1—2M)1 )z
H int. innov.

w/ 2 (1 -2z

F int. innov.

w/ (1—2H)F gl

all int. innov.

w/ 2zt

N[
"

(B.14)



(H F), (A2 A1)
(H H), (A* A%)
b.

(H F), (A2 A1)
(H H), (A2 A2)

C.

d.

AG =

it A% e [Q, O

AAC

if A >0

AG =

if A% € [0, Q]

AAC

if AG > Q

AG = AC

AG =

(H F), (A2A%) A% e[Q, Q]

AG

(H F), (A2A%) A% e[Q, Q]

no int. innov.

w/ (1—2M)1 )z

H int. innov.

w/ 2 (1 -2z

F int. innov.
w/ (1—2H)F gl
all int. innov.

w/ 2zt

B.3.1.3.3 External Innovation by a Foreign Firm

(H F), (AP A"), A —
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N[
™

D=
o

D=
"

(B.15)



a. AG = %AG no int. innov.

(FF), (A3A3) if A <Q w/ (1—-20)1 -2z oo

(HF), (AYA3) if A% ¢ [Q, ﬁ] X 0

b. AG = %AG H int. innov.

(FF), (A>A3) if AY <Q w/ 2 (1 -2zl 00

(H F), (A2A%) if AYe[Q, Q] X0

(B.16)

c. AG = %AG F int. innov.

(FF), (A3A3) if A <Q w/ (1—2H)F 5l 00

HF), i elQ, Q X 0
Al A3 fAG € [Q O

d. AG = %AG all int. innov.

(FF), (A3A3) if A <Q w/ 22 zF 00

H F), i e[ Q X0
A2 A3 fAG e [Q, O

(H F), (AP A%), AC -
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(FF), (A*AY)

(HF), (At A%

(H F), (A% A%)

(H H), (A% A?)

(FF), (A? A?)

(H F), (A' A?)

(H F), (A% A?)

(H F), (AP A%), A9 -

(H F), (A'AY)

(HF), (A2AY)

(H H), (A% A?)

(FF), (A? A?)

(HF), (A A?)

(H F), (A? A?)

AG = ACG
AY e [Q, Q]
AG = \AC

if A% e [Q, Q]
if A >Q
AG — %AG

if AG < Q

if AG € [Q, m
AG/ _ AG

A% e [Q, Q]
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no int. innov.

w/ (1—20)(1—2F)z"

H int. innov.

w/ 2 (1 -2zl

F int. innov.

w/ (1—2H) ' zF

all int. innov.

w/ 21zl

no int. innov.
w/ (1—20)(1—2F)2z"
H int. innov.

w/ (11—l

F int. innov.

w/ (1 —2H) 'zl

all int. innov.

w/ 2HF 5l

(B.17)

(B.18)



(H F), (AP AY), AG -

a. AY = $AC
(FF), (A2A?) AY <Q

(H F), (A'A%) A% e[Q, Q]
b. A = AC
(H F), (A2A%) A% €e[Q, Q]
c. AY = 1AY
(FF), (A2A?) ifAY <Q
(HF), (AYA?%) if A% e [Q,

d. AG = NG

(HF), (A2A%) A% e[Q, Q]

9]
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no int. innov.

w/ (1 =201 -2 z"

H int. innov.
w/ M (1—2)="
F int. innov.

w/ (1 —2H) 'zl

all int. innov.

w/ 2 F Tl



B.3.1.4 Inflows and Outflows

(AEH A AG> for internal innovation intensity terms are omitted for no-
tational simplicity. They should match to that of u(-). Here, > ¢ is sum over
A% e [Q,Q].

H H A' A! @ case:

Outflow (A" Al ) = [zH(l —7) + (1 — 2zt + HzH
+ <L <717> + Iy (;)) (1— 2zl + szF]u (AT Al o)
- [1 - {(1 (1 —7) + T (:}) (1- zH)J:F” u(AAT )

Inflow (A' Al o) = [(1 — M1 -7) + T3 (2) (1-— zH)EF],u (A% A? o)
+ :(1 M1 -7+ (1 E T (1) (1 ZH)fF]u (A3 A3 o)

+ (1 —ZH)(l —T)+ 13 <§\> (1—ZH)EF],M(A4 At oo)

+ :13 (1) (1 =2z + 14 G) ZFTH]/L (A* A% — ) (B.20)

H H A% A? o case:
2
Out flow (A2 A2 ) = [1 — [zH(l —7) + 7 + Ty ();7) zHJ:F” u (A2 A2 )

Inflow (A2 A? ) = |:ZH(1 —T)+ 13 <2> szF} I (AI Al )
+ [ZH (1 —7) + 273 + I3 (V) 27| (A3 A® o)

+ [ —7) + 273 + T3 (1) M| p (AT AT 0)
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+[Zs (N 1 =23 +15,(1) P p (AT AT — )

20 2T (M%) (-1 - B (AT AT A%)

AH AF AG

+ Z DI T3 (AAY) (1 - 2T p (AT AT AC)

=A2 AF AG

+ )3T (AAS) (1= 2z (AT AT A

AF AG

+2 0.7 ( ) T =2z (AT A% AY)
AH AG

+ Y 3 T3 (AAY) 2 (1 = )T (AT AP A% (B.21)
AH AG

H H A® A3 o case:

Out flow (A3 A3 oo) = U (A3 A3 oo)

Inflow(A3A3 ) sz,u(AlAl OO)+[13(77)(1—Z i +Ig( Pk H]H(Al Al — )

>3

+ ;AZ:G [Ig (UAG) (1— 27" + 14 <2A0> ZFfH] 1 (AI AF AG)

(B.22)

H H A* A* © case:

Out flow (A* A" o0) = p (A* A* o)

Inflow (A* A o) = (1 — 2"z 1 (A* A )

+ [13 (g) (1— M)zt + I (;’2> zFxH]u(AQ A% — o)
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FFAA?

Out flow (Al Al

Inflow (Al Al

F F A% A?

Out flow (A2 A?

Inflow (A2 A?

+ Z Z [Ig (gAG> (1— ZH)(l — zF)EH] L (A2 AF AG)

— 00 case:

AF NG

—0) =[1-[1-2"A-2)+Ti(n) 1 - ")z

(B.23)

(At Al — o)

— ) = [T (1) (1 = ")z + T, (V) 2775 p (A% A? o)

+[(1_zF)(1_f)+Il(§)(1_zF) ] (A2 A2 — o)

+[A -0 -2)+ T (1) (1 - )z

+ [(l—zF)(1—§)+Il()\)(1—z )T

— ) =

— 00 case:

—w) =|1-

+

+ (1= 2F (A% A3
M (atat - o)

(B.24)

<g) ZFEH] I (Al Al — oo)

[
[ZF(1—$)+11<§\> i 4 Pz }M(Aﬁ‘A?’ — )

[ -2)+ 7 (1) 277" + 78| (A A* — )

>

H AF AG

F

G

2]

7y

(o2
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> [11 < AG> (1—zMFa —x)} p (AT AT AT

(1—=2 zH | (A2 AT A
) )FH] (A FG)

—oo)



FFA3A? — o case:

Outflow (A* A — ) = p(A* A® — )

Inflow (A% A® — o) = [Il (;) (1-2Nz" + 14 (2) zHa:F} p (AT Al )
+7p (AT AT — )
+AZHAZG [Il < ) 1-2"z" +1, <2AG> szF} p (AT AL AY)

(B.26)

FFA*A* — 0 case:

Outflow (A* A* —o0) = p (AT A — o)
Inflow (A*A* — o) = [zl (2) 11—z + 14 Cj) Mz F] (A? A% o)
+ 1=z p (A2 A — )
+ZZ[L< ) (1-z201 -2z ] (AH A% AY)

AH NG

(B.27)
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H F A A AC case:

Out flow (Al Al AG) = [1 —

(1—2M)(1 -2 (1 -7)| (AT AT A%)

Inflow (A" AY A%) = Tiaa_yy [(1— 22" (A% A® )

+ Iacoyy [(1—25)2 | p (A% A% — o)

+

> [(1—2T)(1 =20 (1 —3)] (AT AT AC)

(AH AF)2(Al AL)

+Z [(1—27)(1 - 25z (A% AT AY)

+Z [1—27)(1 -2z p (AT A% AY) (B.28)

H F A' A? AC case:

Out flow (Al A? AG) = U

Inflow (Al A? AG)

- I{AG:

(Al A% A%)

V[ 27 e (A A o)

1
A

+ Tpc_1y [T 0 (AT A7 — o)

+ 3 (A= 2T (1—3)| (AT AT AAG)
AH AF

+ Z [(1- zH)zFEH] p(A® AT )\AG)

+ Z [(1—2")2F70 ] u (A7 A? /\AG)

+ 2 [(1—2T)E70 ] u (A7 AP /\AG)

+ 31— )] o (AT AT AAY) (8.29)
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H F A A3 AC case:

Out flow (A* A* A%) = p (A A® AY)

Inflow (A A® A%) = I{Aczl} [(1- ZH)EF],M (AT Al o)

H F A A* AC case:

Out flow (A" A* A%) = p (A A* AY)

Inflow (A' A* AG):I{AGJ}[u—z) Il (A% A% )

n

+2 [(1— )1 = 25z (AHA2 ZAG) (B.31)

H F A2 A A€ case:

Out flow (A* A* A%) = 1 (A% Al AY)

Inflow (A* AY AS) = Tipo_yy [2777] (A% A® )
+I{AG:)\} [(1—2’ ) ] (A4 A4 —OO)

+ Y YAz (AHAF;AG)

AH AF

+Z (1-2F ](AQAF)l\AG)
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+AZ 1-2F <A4AF AN?)
+§[ (1— =) <AHA3 i\AG> (B.32)

H F A% A? A€ case:

Outflow (A% A? AC) = [1 - [272F (1 —7) + 22577 + 212030 4 (A2 A% A©)

Inflow (A* A* AS) = Tna_yy [ 1 (A" AY o0) + Tipegy 272 | p (AT AT — )

+ > [272F (1 - 7)) (A AT AY)
(AT AF)2(A% A2)

+ Z szFxH A2 AF AG)
AF£NA2

+ Z szFxH A3 AF AG)

+ ) [z ] (At AT AT)
AF

+ Z [ZHZFTF] I (AH A? AG)
AH£NA2

+ Z [szFxF] (AH A3 AG)
AH

+ > [72 (AT At A% (B.33)
AH
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H F A2 A3 A% case:
Out flow (A* A® A%) = i (A% A® AY)

Inflow (A2 A3 AG) =I{ A} [ZHEF];L(AI Al )

AG=2
+ Y [12" (A AL Ja%) (B.34)
AH

H F A% A* A€ case:

Out flow (A* A* A%) = u (A% A* AY)

Inflow (A A* A) = I{ AG=22) [2H7" ] 1 (A? A% o)
+ AZH [27(1 = )z (A7 A2 %AG> (B.35)

H F A3 Al AC case:

Out flow (A* AT A%) = p (A® A AY)
Inflow (A* AY AS) = Tipo_,y [(1 =257 (AT AT — )

_ L P\gH 1AF L.a
+AZF[(1 ) ]M<A A nA) (B.36)
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H F A% A2 AC case:

Out flow (A% A* A%) = u (A® A% AY)

Inflow (A3 A? AG) :I{Ang} [zFEH],u(Al Al — o)

+ AZF [Pz (Al AF 2&1‘) (B.37)

H F A3 A3 AC case:

Out flow (A* A* A%) = i (A® A® AY)

Inflow (A% A* A%) =0 (B.38)

H F A3 A* AC case:

Out flow (A* A* A%) = p (A® A* AY)

Inflow (A* A* A%) =0 (B.39)

H F A* Al A€ case:

Outflow (A* A' A%) = p (A* Al AY)
Inflow (A* AV A%) = Tyyo_gy [(1—2")z"] (A% A% — o0)
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_LHY(] — S \gH 2 AF AAG
Bl (a7 a7 1a%)

H F A* A2 A% case:
Out flow (A* A? A%) = u (A* A% AY)

Inflow (A4 A? AG) =I{ } [ZFEH]M(AQ A? —oo)

[
A =35

2
+ > [ =)z (N AF )\AG>
AF N
H F A* A3 A€ case:

Out flow (A* A* A%) = p (A* A® AY)

Inflow (A* A* A%) =0

H F A* A* A€ case:

Out flow (A* A* A%) = u (A* A* AY)

Inflow (A* A* A%) =0
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(B.40)

(B.41)

(B.42)

(B.43)



B.3.2 External Innovation Outcomes

B.3.2.1 Outcomes from a Successful External Innovation, Home Firm

(qHHAlAloo)a{ (anHA3A300) w/ 1

(¢HHA*A*w0) — <

(qHHA A’ o0) — 3

(¢HHA A'o0) — <

(¢qFFA'A' —0) — ¢

0

-

0

Y

0

(IgHHA*A*0) w/ 1—2"

w/ 21

(¢HHA'"A'oo) w/ $(1—21)

w/ 11+ M)

w/ 3z

(ng HF A3 A n) Iy (n)

+(ng HH A3 A3 o) Iz (n)

(ng HFA*A? 1) Ty (%)

+(ng HH A3 A3 o) Iy (

214

>3

)

(MHHA>A?0) w/ (1-2H)

(MHHA>A?0) w/ 328

H

(B.44)

(B.45)

(B.46)

(B.47)

(B.48)



(¢ FFA*A* —0) — 4

(¢qFFAPA? —a0) — 3

(¢qFFA'"A" —o0) — 4

TqHFA*AY 1) T, (2
(/\ ,\) 2()\) w/ 1—2F
+(4%qHHA*A* ) I3 (1)
QuHPAN L) |
+( 3¢ HHA A o0) I3 (%)
qgHFAYA' 1) 7y (1)
( )22 w/ 1—2zF
+(qHHA"A' o0) I3 (1)
(¢ HFALA? $) T ()
w/ 2t
+(qHHA"A" 20) T3 (%)
A HFA2AY X\) Iy (A
( ) 2 () w/ 1—2F
+(Ag H HA?A? ) I3 (N)
(M HFA?*A? 1)Z,(1)
w/ 2t
+(A\gH HA*A? o0) I3 (1)
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(B.49)

(B.50)

(B.51)



(¢ HFA'AFCAY) - ¢

(¢ HFA* AT AY) - 4

(¢ HF AP AFEAY) - ¢

HF A3 A nA©) T, (nA®
o IREED L as

+(ng HH A3 A3 ) I3 (nAY)

ng HF A3 A nAS) I, (nAC
( ) Zo (nA%) w/ (1 2F)

+(ng H HA3 A3 ) I (nA°)

ngHF A3 A% IAG) T, (LAC
( WOBEAY) |

+(ng HHA®A3 o) I3 (1AY)

ng HF A3 A? IAY) T, (ZAC
( 1A) I, ($A%) w/ 2P
+(ng HH A3 A3 o) I3 (1A%)

(B.52)

(ZqgH F A* Al IAY) T, (2A%)
+(%qH HA*A* o0) I3 (A%)

(T¢HF A*A? JAY) T, ($AY) w/ (1—27)F

0 w/ 2H
(B.53)
(¢ HFA'AD AC) w/ $(1—21)(1-2F)
(¢HFA'A? $AY) I ($A%) w/ 3(1—2H)2F
| 0 w/ $(1+ 2f)
(B.54)
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(¢ HF A" AT AY) - 4

(Aq H F A% A NAC) T, (AA©)

+(AqH H A2 A? 0) I3 (AAY)

(Aq H F A% A NA®) T, (AA®)

+(Ag H HA? A% ) I3 (AAS)

(Mg H F A2 A% AC)

A HFA2A? A
2 2 G

w/ (1 —2H)2F

1 _H_F
§ZZ

w/
H

w/ 32

(B.55)

B.3.2.2 Outcomes from a Successful External Innovation, Foreign

Firm

(¢HHA"A' o) — 3

(ng FFAYAY — o)1 (1)
| (g HFPAYAY 1) T, (1)
(ng F F A% A3 —oo)L(%)
(%)
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(B.56)



(¢ H HA? A?

(¢HHA* A’ o

gHHA*A* oo
(

) —

OO)—>

) —

<

<

(¢ FFA'A" — o0

(¢ FFA*A? — o0

<

)_’{ (anFA3A3 —

n N A
(3 FFAYAY —0) T, (2) o) 1
+(JaHFALAL 2) 15 (3)
n 4 A4 _ 22
()\qFFA A c¢) Il<n) W/ZH
+(JaHFAZAL 27, (2)
(¢ FFA'A' —o0) Ty (1) P
w —Z
+(qHFA'A' 1) I, (1)
(¢qF FA'A' —o0) Iy (N) [
w/ zZ
+(qHFA*AY X) I, (N)
MFFA?A?2 —o0)T; (1
( DG |
+(AgHFA'A% )T, (3)
MFFA2A2 —0)T7(1
( EACH B

+(AgHFA*A% 1) 75 (1)

) w/ 1

($gFFA*A* —0) w/ 1-2F

) —

0 w/ 2t
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(B.57)

(B.58)

(B.59)

(B.60)

(B.61)



(¢qF FATAl —0) w/ 2(1-2F)

(¢FFAA® —a0) — 3 (B.62)

0 w/ 3(1+2z)

(MFFA*A? —0) w/ (1-32F)

(¢ FFA*A* —o0) — 3 (B.63)

(qHFA" AY A% -

(¢HFA" A% AC) - -

(

0

gHF A" A3 AC)
(

N

0 w/ 328

\

ngFFA3A3 —w)Z; (LAC
( ) 1(?7 ) w/ 1-—2H
| +(ng HFAYAY SAS) T, (1A6) |
ngFFA3A3 —0)T (2AC
( ) 1(’7 > W/ SH
| +(ng HFAPAP 209) T, (349)
(B.64)

1gFFA*A* —o0) T (2AY
(3 )% (549) w/ (1—2H)(1— 2F)
+(Ja H F AT AT 2A9) T, (2A9)

1q HF A? A* %QAG ) Iy (%AG) w/ (1 —2F)

(B.65)

(¢ HFA'AlL AG) w/ 3(1—21)(1-2F)
(g HF A2 A NAC) T, (AAY) w/ L2H(1—2F)
0 w/ $(1+ 2F)

(B.66)
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(AgFFA*A? — )T (3A%)

) +(AgH F A' A% $AY) T, (3AY)
(¢ HFA" A* A9) - 3
(AgHF A*A? AC) w/ 21— 12F)

0 w/ 528

(B.67)

B.3.3 Complete Description of @ Evolution

/
QHH =
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[(1=zF)+ X2 | (1 =7) + nz"
o[ (3) +3 (1) Jo-mer | natat)

+[I2 (%) + I3 (%)] A 2H ZF

[A=zF)+ X ] (1-7)

+ " (A2 A2 OO)

+ o) (A3 AS OO)

| B Q) B0 | s(atal o)

x Quu
(1—=M)(1 - =F)
+ Z Z, _|_[I2 ()\AG)+13()\AG)] )\ZH(l—zF) (l—f)u(AHAF AG)
AHAF AGe[00]
+ I ($AY) (1= 2H)2F 4+ X HRT

X Qnp
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PINNDD

AT AGe[Q,Q]

PINDY

AT AGE[,0]

+ X

X OHH

AT AGE[Q,Q] |

[Z> (nA) + I3 (nA9) | n (1 - 2F)

+ [ (30%) + 1, (349) ]

+I, (A% (1

+I (3A%) (1 -

I (%AG) (1—

Ty (3A%) (1—27) + Xz

(1-z1)(1-2")

2 4 N H T

o) (1 - 2F)

+ I (3AC) (1= 2H)2F 4 X H2F

(1—zM)(1 -2

— M) N HE
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i (AL AF AC)

[IQ (gAG) +:Z'5 (%AG) ] g (1 - ZH)(]. — ZF)
+[Zo (AAY) + I3 (AAC) | A= (1 - 2F)

+ 75 (%AG) T (1 — 22 F 4 X2 E

+[Zo (ANAY) + I3 (AAY) | A2 (1= 2F)

+[ 7 (2a9) + 7, (£49) | A2 (1 - 27

+ [ Zo (AAS) + I (AAY) | A 27 (1= 2F)

7' (AH At AC)

1 (A2 AT AC)

H,LL(A3 AF AG)

[Z2 (AAC) + I3 (AAY) [ A (1 —2F) + AP ] (AT AT AT

[ T, (449) (1= 21) + T, (2A9) A 2H ] 7 (AT Al AC)

7 (A" A2 AC)

F/,L(AH A3 AG)




[ To (1) + 75 (1) ] 2 (1= 2Pzt

N [ (/\)+ 3(,\)] X ( ) N(A2A2 _OO)
| () + T () ] £ 272

" - ¢ x Qrp
[Zo (1) +Zs (1) ] (1 —2F)z"

+ M(A?’AB —oo)
| AR+ L) ]
I [Zo(\)+Zs (V)] A (1= 2F)zH

+ (A% A% — o)
| () + ()] AT T

Qe = [ ¢ < Quu
+| [T(1) A=2T)+ T, (N) zH]xFlu(A?’A?’ )
+| [T () A=2H)+ T (1) 2] Azl | p(A*A* o)
+{ AHAFAGEX[:QQ][ = (%AG) A(l—zH) 2F (1_5) ] M(AH Af AG) } X Quu
EAGEZ[:Q?] [ = (%AG) AL—2t) ] M(AQ = AG)
+ x Qup
+AZFAG€ZB7Q]|: 7 (%AG) )\(1_2H) S H ] M(AS AF AG)
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%

Al ace[o0) L

+> >

AH AG»’E@,ﬁ] |

[(1—ZF)+)\2F](1_§)

H[TL Q=2+ 1 (3) A" ] 37+ 93"

[1=2F)+ A" (1-2)

+[T (3) =27+ T (5%

) A ]z
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3

p (AT A — o)

1 (A% A% — o)

1 (A% A3 — o)

p(A*A* — o)

x Qnm

x OrH



[(1=2F)+ X (1—72)

+[ T () + T2 () ] (1 — 2Pzt p(AAY — o)

+ [Il (g) + 1 (g)] A FzH —|—7)§F

[1=2)+ X (1—72)

L)+ @) -z
* 1 (A2 A? — o)

+[ZT (%) + o (%) | AzFzH

+2 (1= 2F)aF 4 A F TF

7 x QpF

[(1—ZF)+)\zF](1—§)

[T () + (1) ] (1 -z
* (A3 A3 — o)

+H[T () + ()] A=l

(1= 2FYEF 4 A T

[(1=2F)+XF ] (1-7)

T H [N+ (V)] (= 2)zH 1 (A* A% — o)

[T () + o (1) ] AP 28 4 A TF

(1 27)(1 - 2F)

3, (309) (1 2F)
+ > (1—7) u (AH AF AG)

+[Z (3A9) + T (A%) | A (1 = 212"

H A2 F

x OpF
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AT AGE[Q,9]

+ 2

x QFp

AT AGe[Q,Q] |

I (nA%) (1= 2F) + I, (2AC) X2F

Ir (2A%) (1—2H)(1 - 2F)
+I, (AAC) 2 (1= 2F)
+ [T (FAC) + I (FAY) ] A (1 —27) 27

+A 20 2F

(1—2M)(1 -2
+Iy (AAY) 2H (1 - 2F)
+ [T (FAY) + T2 (3A%) ] A (1= 21) 2T

+ A2 R

Ty (AAC) (1= 2F) + A 2F
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T 1 (A% AF AC)
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[Il (%AG) + T (%AG)] (1= 2H)

ZF (AT AL AC)
AT ACE[QQ] [ 4 [I1 (%AG> + 7, (%AG)] n 2
I |7 (249) + 7 (249) | 3 (1= =) - 2F) |

+T, (£A0) 3 27(1 - 2F)
s [TV o (a0 2 )
ATAGERA] | 4 [Ty (LAG) 4+ T, (LAG)] A (1 — 2H) 2F

+ +AH F

(1 =271 = 2F) + I (AAC) 2H(1 - 2F)

+> X +[T (FAY) + I, (FAS) ] A (L =2H) 28 | 28 (AT A3 AC)
AP AGE[Q,Q

—

+ A2

Y Y | [T (RAG) £ T, (RAG)] A (1 - 2H) + A2H | 7 (A AL A

AT AGe[Q,0] |
x Qpp

B n )]0 |

i o0
5 () (2)] oo
+ [Il (%) 1o <%) ] 3= 1 (A% A2 o)
5 (5) )] 1

+ _ x Qnp
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x Qpp

Iy (n) n (1= 2F)z" + I3 (§) n2" " ] p (AT AT —0)
| T (2) 21—z + 75 (%) 22827 | p(A? A2 — )
Qur = ¢ x Qpp
| (1) -7 + 75 (3) Iz | p(A3 A3 — )
| A AN =Dz +Z3(0) AF 7 | (AT A — )
+{ ID I [ T3 (AAY) X2 (1-2F) ] (1—7) u (AT AT A%) } x Qpp
AH AF AGe[Q,Q]
Z Z Ig(ﬁAG)77(1—ZF)+13(§AG)77ZF 1 fHu(AlAF AG)
AF AGe[Q,Q]
T3 ($AC) 1 (1—27)(1 - 2F)
+ > Z, fHu(AQAF AG)
AF ACGe[Q,9] +IS (/\AG) A ZH(l _ ZF)
+ 3 L
+2 X Is (AAC) A 2H(1—2F) ] zH 1 (A3 AT AG)
AF AGe[0,0)
+ 2 | I (AAG) A (1 -2 ] (AT AT AY)
AF AGE[Q,Q]
Sy [ I (’\—2AG) AzH(1 - 2F) ] 7 1 (A" A2 AG)
AT AGe[00) !
+ x QrF
+> X lIg()\AG))\zH(l—zF)]xFu(AHA?’ A%)
AP AGE[QQ]
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(1-2)1—-2)+ X251 —7) +nz¥

M(Al Al oo)
+1s (%) (1-zMzl + I (%) A H gl
1-20)1-7)+AX2H(1-7)
+ | +E (=M AT (A% A? o)

+7Z5 (%) (1 -2z 4 73 (ﬁ—f) A HEF

+ _ - x OfF
1-2)1—-2)+ 251 -7)

+ | +(1 =)zt 4+ A HZH (A% A3 o)

+Z5 (1) (1 - 2Bz + 3 (V) A 2H 20

-z —-z)+ X201 —-7) + Azl
- p (A% A% )
+ZI3 (5) (1 —2T)z" +Z3(1) A 2

B.3.3.1 Proof of Proposition 6
B.3.4 Value Function

B.3.4.1 One Product Case Example

For & = {(¢H H A' A' )},

V(qu Aloo) = (WH+7rF)q—>Qz’Z’q—@sz’
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V({(¢atAtm)}) x (1-2)(1-7)

+V({(>\QA2AQOO)}) x z(1-7)
+V(9) x (1—z)zt
+V(2) x zzH

V(2) 7 (

1
n

)
+8x | + +V({(qA1A3%>}) 12(%) x (1—2)z" x (1 —x)
)

+V ({(qgA'AY ©)}) 13(%

V(2) 7, )

(
+ +V({</\qA2A3%)}) 12() x 2zF
(

+V ({(MA2A2 0)}) T %)

S

3>

lose

! ! ZH ZF ZF
1 P D YIED Y VN L) e (R b L S TR Bt i

. TZH_ ZF _ o —wi
CIZ',] I,j =0 I,j =0 c—t_j=win

V({(gatale) @ 0y T TE ooty ) < (1-2)(1-7)
+V({(MA?A?0) @l 0y, T2 T2 e~y }) x z(1-7)
+V ({010, T2, 257 e =ty }) x (1—2)71
+V ({0, | @y, T2 T2 c—ty }) s

_ V({o o, T2 T7F c—t_;}) 7, (1) ]

. sv({(garar 1) @ e, 120 72 cmi ) B (1) | x (-2
|V ({(aaTA @), @ e, T2 TP e—ty}) T (3) |

V(@10 T2 T2F et ) Z

—j =5

A X ZT
n

+V ({(MA2A2 o), @ |0, T2 T7F c—t ;}) T

—j

(
ev({(haaras ) e e T2 T8 ooty ) T
(
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(@) d(@)a,

where 7, (A%) is an indicator equal to one if A% < Q, Z,(AY) is an indicator equal
to one if A% e [Q, Q], and Z3(A%) is an indicator equal to one if A® > Q. Then,

with the guessed value function, the above becomes

A(AYA oo )g+ By = (o +a0)q - R2%q — gxa?

A(A'A' o0 g x (1—2)(1-7)
+A(A2A20) N g x 2(1-7)
+0 x (1—2)z8
+0 x 2zl

+ +A<A2A3 %))\q Ig<

3 >
~—— ~— ~—
X
I
&
T

+A(A2A? )Ny 13(

S >

+ BB(1+ 9)g

lose

*Bq[ NN N T )T T -

IZH—0 17F=0 c—t—j=win
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X J
(AH AR

H F G H F G ZH ZF H
. A( A AT AT | A AP NG T T et ) AT

x (AP AT AS) d(AY AT AY))

z,

where 1 + g =

<L

Define Aiuieover as the terms in the last brackets. Then from
FONCs, we get

)J_l [4(8% A% 0) A—a(Al A o) ] -7)
(59 2)a0) a5 122
(s 2)at

) rats s n ()] |

and

1

~\ 72 )
xr = <%) (Atakeover) vt

Thus,

A(AY A o) =7 47l — gz (A6 A oo)zz
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A(AT AL ) < (1—2(Al Al @))(1-7)
+A(A2AQOO))\ xz(Al Aloo)(l—f)
Al ATA3 L I, (L
N + ( n) (n) X (l—z(Al Aloo))fF
o rA(ATAY @) T (1)
A(AZA3 2 )\ T, (2
+ < n) <n) xz(Al Aloo)TF
FA(AA2 )N Ty (3)
and
(P-1)% (5 7 3
B=——Fx—"| == Aa eover ) Y71 .
1-5(1+9) (M) (o)

Value function and internal innovation intensity for other cases can be derived

symmetrically.

B.3.4.2 Proof of Proposition 7

AN 1
Tr = ("’_,\,> (Atak:eover) w1 <B68)
PX

and

Y

MGDR (E )ﬁl (Auakeoner) T
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where Aigkeover 15 defined below.

B.3.4.2.1 Optimal Internal Innovation Intensity, Home Firm

H superscripts from all the A(-) and z(-) are dropped for notational simplicity.

1

AN AL o) = <£z> .
ol o)) as s ma()
(s ) as s ma )|

(B.69)

[4(a7 A% ) A—a(al Al =) |1 -7)

1

(A2 A2 o (@é) [A(A2 A2 ) A— A (A Aloo)](l—f)
+ A(A? A% o) Az

(o (s 3) (5 eatsr 1 (3))0

|
( (Al Al A) I <2>+A(A1 Al w) T (2))]#‘]

(B.70)

1

—(A(AY AT 1) T, (1) + A (A Aloo)zg(l))]xFrl (B.71)
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1

(a2 5) m(}) racar 2y ()] |

(B.72)

+ A
[ (A2 A2 1) T(1) + A (A2 A2 ) 13(1))A
- (4

Here, z!" corresponds to the internal innovation intensity under the same state vari-
able we consider for z¥ and the state-variable notations are removed for notational
simplicity.

For (H F) cases, the terms corresponding to no external innovation by either

home firm or foreign firm are identical up to A® and are defined as

Al (A%) =[ (A (A2 AV AAY) T, (AA9) + A (A% A% ) T; (M) ) A
—A(A A AG)](l—zF)(l—f)

+ {A(N A AG))\—A<A A )\AG) (/\AG>]ZF(1—E),

where 2z’

corresponds to technology gaps corresponding to the 2 that A3, (A%) is
used. For any A, terms corresponding to foreign external innovation depend only

on foreign technology gap A’ and global technology gap A®. Thus, for A% (A%)
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corresponding to (AT A AY),

Aifl (AY) = A( > I <%AG) A—A <A1 A %AG) 7, <%AG) ] z"
Aif (A% =| ( A<A2 A2 >z ();72AG>+A(A2 AQOO)I;:,(%QAG)))\

A(Al Al AG) 2<%AG>](1—ZF)EF

+lA A% A2 AG) )\—A(Al A? )\AG) (AA(;)] F gt
Affé(AG)ERA(AQ AYAAY) T, (AAC) + A (A% A% o0) T, (AAY) ) A

—A(AYA! AG)](l—zF)EF

+ lA(A2 A? AY) )\—A(Al A? %AG)IQ (%AG>]zFEF

AL (A%) E{A(N A* AY) N — A (Al A? %AG) 7, (%AC’) ] z"

Similarly for any A% terms corresponding to domestic external innovation depend
only on domestic technology gap Af and global technology gap A®. Thus, for

A (A) corresponding to (AY AP AY),
A (A9) =(A (A% AT AAC) T, (AAS) + A (A% A% 00) T, (\AS) ) A (1= 27
+ A(A* A% A%) Az

A (A z[(A(N AYAAY) T, (NAS) + A (A% A% o0) T, (AAS) ) A

—SA(AT AT A%) |- )7
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+ [A(A? A2 AG) )\—%A(Al A %AG>I2 (%AGHZ%H

A (A%) =(A (A2 AT AAY) T, (MAY) + A (A2 A2 0) Ty (M) ) A5 (1 - 2F) 3"

+ A(A* A* AY) A%ZFEH

For any ¢¥ € {1, 2, 3, 4}, the following holds:

1

~

(A AT A = (%) o [ A (AG) + AL (A) Fl—l . (B.73)
X

and for any ¢/ > 1 and ¢, the following holds:

1

o) P-1 1
s o o)< ()7 a0 ¢ i (0 sl %) |7

(B.74)

B.3.4.2.2 Value from Existing Product, Home Firm

H superscripts from all the A(-) and z(-) are dropped for notational simplicity.

A(AY AV o) = 7HH 4 7HF 50 (AV AN o)
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A(AYA ) x (1—z(A A ©0))(1—-%)

L A(AZAZ0) A x 2(A' Al @) (1-7)
| 1 A3 1 1

s aarars) 2G| (1—: (Al A o0))
o FA(AA @) T(1)

+ A x z (AN Al o) ZF

A(AlAloo) x(l—z(A2 A2oo))(1—f)
+A(A2A200))\ xz(A2 Azoo)(l—f)
+A(A2AQOO))\ xz(A2 AQOO)TH

4 A A
+§X + A<A1A 77) IZ(W) x(l—z(A2A2oo))fF

+ A x z(A? A2 0) ZF
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A(A' A o) x (1—2(A% A% 0))(1-7)
+A(AZA20) N x 2 (A% A% o) (1-7)
+A(A A D) x L1 -2 (A% A% o))"
+A(A2ZA20) ) x z (A3 A% o) zH

+ 5 % _ A(ATA 1) 12(1)_
+ x (1—2(A3 A% o0)) 3"

+ A xz(A3A3oo)fF

A(AY A* o) = 7T 4 7TF 22 (A% A* )Y

A(AYAl o) x (1—2 (A" A o0))(1—7)
+A(AZAZ0) A x z(AY At ) (1-7)
+A(A2A200) A x L (AT AY o) zH

~ A(AT A2 L I
bix| | AR BE ¢ (1—2 (A% A o0))2F

+A(ATAY ) T3(%)

>

A(A%2A% 1) I(1)
+ A ox z (A AT o) T

+A(A2A? ) T (1)

Both 2% and 2% are the ones corresponding to the state-variable of interest. The

state-variable is removed for the notational simplicity.

239




A(AATAG)
A(AZAY AAC) T, (AAY)

AH __
Ayp =

+A(ATA? ) T, (AAY)

+A(AA? IAG) T, (LA

|+ A(AZAZAG) )

A ox A

x (1—-20)1-21 -7

(1-2")(1-7)

x (1-21) 2 (1-7)

"(1-7)

XZHZ

Aﬁ"—A(AlA:3 AG)IQ< AG)X (1—z")z"
n

+ A<A2A3 )\AG) (/\AG>)\>< Azt
n n
A(A AAG) ( AG> x (1= 2H)(1 = 2F\zF
A2 AV NG T, (XAC
Al _ ) <77 ) Aox (1= 2zt
A (A2A2 ) T <§AG‘)
+ A (A A? A9 T, (3AY) x (1—2H) ' zr
+A(AZAZAY) N x 1 F gl
A(ATAT A x (1—z20)(1 - 2)zr
A(AZAY XAY) T, (AAY)
+ A ox (1= 2zt
AAHE
s +A(A?A? o) I3 (AAY)
+ A(AYA? SAY) T, ($AY) x (1—21) 1 zr
+A(A2A2AG))\ x A F gl
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AQIZEA(AIAQ %AG)E(%AG)X (1-2"z" + A(A*A% A%)ax Mz

A(AZAY XAY) T, (AAY)
A ox (1=

AH _
A = | | $A(AZA2 o) T (AAC)

+ A(AZAZAY) N x ZH F gt

A(AAY AY) x 2 (1—zM)(1—)z"

A(A2 A AAG) T, (AAG)
+ A ox 21—zl

AH _
A = +A(A2A? o) I3 (AAY)

+ A (A A? LAY T, ($AY) x 2 (1—z")F g8

+ A(AZAZAY) N x H A FH

A(A2AY AAG) T, (AAC)
Aox L (1= F)zH

AH _
AlF = | +A(A2A2 0) T, (AAC)

+ A(AZAZ AY) N x 32Tt

For any /¥ € {1, 2, 3, 4}, the following holds:

A<A1 NG AG>=7THH*)/(\(ZH)¢+gX[Aﬁ%JrA’é?p],
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and for any ¢ > 1 and (%, the following holds:

A(A AT AG) =g g (M) 4 B | A+ A+ A |

B.3.4.2.3 Value from a New Product Line AX for Home Firm

takeover

lose

Mae=| 33§ @

IZH =0 IZF =0 c—t_j=win

H)l—If].H (ZF)IZF (1 _ZF)1—IEJF 1

H H F G H F G ZH ZF H
XJH - AH(AHE AT AG | Af AT NG T2 TEE ey ) AT
(AH AF. AG )

A(A A% o) qu(AYAY o) + A(ATAT o) (127 (A% A% @)) u (A7 A2 )

FA(AA @) L (12 (A% A% ) (87 A° o)

+ A(A?A? o) A (1—= 27 (ATAY @) ) p(A* A* )

. [ [A(ATA )T+ A(AYAY )Ty ()] (- (ALAL — o)) hatar
| H[A(A A )T (1) + A(N A )T ()] (A1 A - )

s pneeaes an@l 0os e -0 D, at
(MM )Ty () + A(AA )Ty ()] T (A2A7 o)

X [A(AYA 1) T, (1) + A (AL AL o0) T3 (1)] (1—2F (A% A3 — o)) V(A5 — o)

+HA(ATA? 1) T2 () + A(ATAT 0) T ()] 27 (ATAY — o)

| A B A (A ) )] (1 (AT ) Ap (A% — )
F[A(A2A2 1) Ty (1) + A(A2A% o) T3 (1)] =8 (A*A* - oo)
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[A (A% AT gAC ) T, (pAC) 4 A (
x (1 —y (Al NG AG'))

+[A(A%A2 2AC) T

xat (A1 A" AG)
[A(A4 Al WAG) )
« (l—z (A2 A" AG)) (1
+A (AL A2 LAC )T, (LAC)
Ly i E (1 (A2 AL AG>)ZF
A(ALAL AG)

- (a5
LA(ATA? LAG) T, (1AG)

40

[A (A% AN AAY) T, (AAC) +
x (1- 324 (atat a9)) (1-
+A (A2 A2 AC)

(1 — 1A (A4 AL AG)> oF

2 (1A%) + A (A% AP

2 (FA%) + A

1— (A3 AL" AG)) (A3 A" AG)
A

A% A% o0) I3 (nA%)]

n
A
<A2 AL" AG)>

(A2 AL" AG)

_F (A3 AL AG))

(A2 A2

(s a)

(A4 A" AG)

©) s (RA9)]

(ATAY 0) Ty (FA9)]

©0) s (AA9)]

B.3.4.2.4 Optimal Internal Innovation Intensity, Foreign Firm

i (Al oF AG)

(8207 a9)

1 (A3 0F AC)

A (AT PF A9)

F superscripts from all the A(-) and z(-) are dropped for notational simplicity.

(AL AL ) = (BA—FA> .
X

+[(A(A2 A? — o0
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|a(a2 a2 -

A

w) A—A(AL Al

~w) |(1-7)

EERIEEREO)E




0%
[(A(AQ A2 — o) T, G) +A<A1 A? %) 7, G))A
~(A(aT A —o) T+ A(A A ) 12(1)>:5H

o1
P—1

+la(arar —w) - %A(N Al —oo)|a"

(B.77)

(AT At —oo)z(

€>|mz
<> =

)w[ [A(N A2 —m) A—A(A Al —00)](1—5)
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+[<A(A2 AT o) T (1) +A(A? A1) (1) ) A

—(A(AT A —x) T () +A(AT A ) Ig(x\))]fH

Al
1 vt

5 zt (B.78)

L A(A2 AT — o) A

Here, 2

corresponds to the internal innovation intensity under the same state vari-
able we consider for 2 and the state-variable notations are removed for notational
simplicity.

For (H F) cases, the terms corresponding to no external innovation by either

home firm or foreign firm are identical up tp A® and are defined as

(A(A2 A —w)T GAG) +A<A1 A? %AG)IQ GAGDA

—A(A' AT AY)

AL (AY) =

(1-:")1-7)

+ [A(AQ A AS) A=A (A% A )\AG)IQ()\AG)]zH(l—E).

For any A", terms corresponding to domestic external innovation depend only on
domestic technology gap A¥ and global technology gap AY. Thus, for AL (AG)

corresponding to (A¢ AF AY),

A (%) = | A(a® A7 JA%) AT, (TA9) A (AT AT 9AY) T, (nA°) ] z

(A(a2 A% —o) T (5A%) + A (AT A7 LA T, (FA%) ) A

Asp (AG) A2 A2 A2
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—A (A4 Al gAG ) T <§AG> ](1 Lyt

+ [A(A2 AP AY) A —A (A% A )\AG)IQ(AAG)]ZHEH

AZE(AC) = [(A(A2 A2 — o)1, (%Af;) + A (Al A? %Af")@ GAG) ) A

—A(A" A AG)](l—zH)EH

n [A(AQ AP AG) A A (A7 A )\AG)IQ(AAG)]ZHEH
AIE (A%) = [A(N A? AG) A — A(A2 Al AA9) T, ()\AG)]EH

Similarly for any A, terms corresponding to foreign external innovation depend
only on foreign technology gap Af and global technology gap AY. Thus, for A%%

corresponding to (A7 A AY),

A (A%) = (A (A% A —0) T C\AG> +A<A1 A2 }\AG>12 (iAG>>)\(1—zH):rF

+ A(A% A% AY) A FF

A3 (A9) = [(A(A2 A2 — )T </1\AG> +A<A1 A2 iAG>I2 C\AG>))\
—A(Al A AG)]@—ZH)xF

+ [A(A2 A? AY) )\—%A(AQ Al AAY) T, ()\AG)}ZHxF

A (A%) = (A(A% A% )Ty (iAG> +A<A1 A2 iAG>IQ (iAG>))\;(1—zH):cF

HjF

+ A(A2 A2 AY) Ao

DN | =
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For any ¢ € {1, 2, 3, 4}, the following holds:

o AEH Al AG _ g_F o AzF AG AzF AG 151*1 B
z( ) o7 [ Ve (A%) + Afip ( )] ; (B.79)

and for any ¢ > 1 and ¢, the following holds:

1
RF\ w-1 1
(a6 80 (T )+ i (0) 4 e (0) |

(B.80)

B.3.4.2.5 Value from Existing Product, Foreign Firm

All A() and z(+) without superscript are for foreign firms.

A(AY AN —o0)
=7TFF+7TFH—)2z(A1 Al —00)12

A(AYAD — o)

X

(1-z(A" A —o0))(1-7)

FA(A2A? —o0) A

S(AUAY — o) (1-7)

X

A(AYAY —o0) T (n)
N + x (1—z(AY AY —o0))zH

i
o +A(A*AY ) Iy(n)

A(A*A? —0) I ()
+ A x z(AYAY —o0) ZH

FA(AA2 L) T, (D)

>3
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A(A2 A2 — o)
— 7P a3 5 (A2 A2 _00)12

X

A(AYAY —0) (1-2(A7 A —20))(1-7)

+ A(A%?A% —0) )

X

2(A? A? —w0) (1-7)
A(ATAY —0) Iy ()
+ x (1-2z(A* A? —o0))z?

N B R YONV SR DR (Y

A(AA? —0) I (%)
+ A x 2(A%2 AZ —o0) T

(a2 3) T

+ A(A%?A? —0) A x 2(A? A2 —o) ZF

A(A* AP — )

<)

=7rFF+7rFH—§<\z(A3 A3 —oo)
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A(AYAY — o) x (1—2(A% A% —o0))(1-7)

+ A(A?A? —0) A x z(A3 A3 —o0) (1-17)
i A(AYAY —o0) 7y (1)
+ x (1—2(A% A% —0))zH
+A(AYA 1) 7, (1)

+ 5F x

A(AZA? —w) T, (1)
+ A x 2(A3 A3 —o) T

| FA(AA ) L(3)

+ A(ATA! —0) x $(1—2(A% A —o0))zF

D=

+A(A?A? —0) A x 2(A3 A3 —o0) 7l

A(AY A* — )

=7rFF+7rFH—§<\z(A4 A* —00)1Z

A(A'Al — ) x (1—2(A* A* —20))(1-7)

FA(AZA? — o)A x z(A* A* —0) (1-7)

| A(ATAY — ) Il(/\)_
+ x (1—z(A* A* —0))zH

O | FA(MAY X)) TN

A(AZA? — o) T, (1)

| A(ATA 1) ()

+ A(A2A? —0) ) x s2(A*Y AY —0) T
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Both 2 and zF are the ones corresponding to the state-variable of interest. The

state-variable is removed for the notational simplicity.

A(AYATAY) x (1—2)(1 -2 -7)
A(ANA? — o) T, (1A%)
+ A x (1=20)2F (1-7)
AP _
Ave = + A(ALA? LAG) T, (LAC)
+ A (A2 A NAY) I, (AAS) x zZH(1-2F1-7)
+A(A2A? A) N x 2 (1—17)

A=A (AP A nAY) T, (nAY) x (1-2F)z"

+ A<A3A2 QAG>12 (QAG)AX gt

A A
A(A*AY IAY) T, (ZA) x (1—z20)(1 -z
A(A*A? —w0) I (AY)
AF + A ox (1—zH)F gz
|| aarar 3a%) 1,309
+ A (A2 A AAY) T, (AA%) x 2 (1—2F)zH
+A(AZAZAY) N x o F g
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A(ATAY A9 x (1—20)(1 -z

A(A2A? —) T, (2A9)
+ A ox (1= F gt

AAF:
e +A(ATA? TAY) T, (3A%)
+ A (A2 AV XAG) I, (AA) x 2 (1—2F)z!
+A(A2A2AG))\ x ZH F g

ALE A (A2 AY MAC) T, (AA%) x (1—2)77 + A(A2A% A%)Ax Izl

A(A2A? — o) T, (2A9)
A ox (1= gl
AF _
Az = | | + A(AA? LATG) 1T, (1A€)
+ A(AZA? A%) N x 2H F gl
A (AT AT AT x 2 (1—z2")(1 =)z
A(A2A? —o) T, (2A9)
JAF + A ox (1—z0)F gl
il B RPTPR I AT
+ A (A2 AT XAAY) I, (AAY) x LM (1-2F)zf
+ A(AZA? A%) N x gl
A(A2A? — o) T, (2A9)
A ox (1= r
AF _
A= | | +A(AA% LAY 17, (1A0)
+ A(AZA? A%) N x 32T
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For any ¢¥ € {1, 2, 3, 4}, the following holds:
AT (AT AVAT) =xPT g () 4 BT x| A+ AR
and for any ¢ > 1 and ¢, the following holds:
AP (AT AT AT =T R () BT [ Al + AM A ]

B.3.4.2.6 Value from a New Product Line AL

takeover for FOTelgIl Firm

lose

1 1
Aglkeover [ Z Z Z (ZH) - (1 — ,Z’H)l_IgjH (ZF)IEJF (1 _ ZF)I_IEJF %

I{;f:o Z{f:g c—t_j=win

—Jjo =g =g >

XJ AF(AHL AL NG| AT NG TEE T ety AT
(A A7 AC))
H F G H F G
< (A AZ; AZ;) d(AZ; ALy AZ, )] )

where the RHS is equal to

[A(a%a% —o0)7, (L) +a(atad 1)1, (1))
< (1—2H (AL A o))
+[A(A3A3 — )T (%) +A(A2A3 %)Ig (%)]

xzH (AL AL oo)

nu(Al Al OO)
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A(ATAY — o) ( )+A(A1A4 %)IQ(%)]

x (1= 2 (A% A% o)) 2 n2
rla(atat —w)n (X)) +a(aat 25 (2) a8
2 (A2 A? o0)

[A(ATAL — )T, (1) + A (AT AL 1) T, (1)]

< (1 2H (A% A? ) L8 )

+[A(ATAY —w) T (A + A(A2A A) T (V)]

2 (A3 A3 o)

[A(arar —o) 7)) <A (818 DBE] (-t |

+[A(AZA% —0) Ty (1) +A(AZA2 1) (1)] 27 (A*A* )

+A(ATAT —o0) pu(ATAT —@) + A(ATAY —oo) (12T (A7A% ) u(A7A% —x)

FA(AAY o) L (12T (AT AP o)) (A0A° )
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253



A(A3 A% —o0) Ty (409) + 4 (A1 A% LAT) T, (149))]
| (s s
+[A(A3A3 — )T (%AG) (AQA“AG) ( AG)]

JH (Af” Al AG)

[ (ATAY —o0)T ( G)+A(A1A4%AG)IQ(%AG)] |
|l sea) (o (s 220) e
a0 00 (5
N Z 24: i (AeH A2 AG) ( (AzH A2 AG))
AG ¢H=1 A(AlAlAG)
| (127 (2 a2a9)) (127 (A A% A9)) .

+A (A% AV AAG ) T, (AAC)

LM (A A3 A9) (1- 27 (A" A% A%))

[A(A2A% — )T, (LAC) + A(A A2 1AC) T, (1AT)]
x (1—ZH (N” A AG)) (1—%ZF (NH A AG)>
+A(AZA2AC)

(A ATAT) (1- L7 (A A*A%))

M (£ A% A9)

B.3.4.3 Potential Startup’s Problem

Potential startup’s ex-ante entry expected profit can be written as

= 1 E[V ({q, A" A" AG'})] 7 @)% g,
:xEIE[A (A Al A ¢+ Bog, | - X (29 a,
= 28 e | Afuteoner T+ BT, | = X207 4.
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Thus, the FOC gives us an optimal level of external innovation intensity for potential

startup equals to

aHi Ye ~e (e\PE—1 — ol c — ¢ —
oxe : 77/) X (xe>w ' 4. = BC [Atakeover dc + B q/c:|

1

7\ Pt =\ T
= xg = “’BCN (Agakeover + B* % ) o <B81)
Ye X de

B.3.5 Complete List of Equations

B.3.5.1 Labor Market

W _ g1 - )" <1f_H> Qu . (ng> i | (i
g dp qp qr g
1-2 [ _156 _1;4 1
qr | \dr qr du dr
1 7 1 1 }
Ly =(1-0) (@) [LH (Pa)p L 4 Ly (Pp)} () Q_HF]
9H 9n du
1 _% 1 1 1
Lp=(1-0) (g) [LF (Pr)? Q_FF + Ly (Pu)? (Tp) ? Q_FH]
1F 9F qr
Ly=Ly— Ly
LF = ZF — EF
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B.3.5.2 Prices and Quantities

1
13 1_U—H for domestic absorption
— UV 4y
i =
1 WE .
Trg —  for imports
L 1-06 qdr
(1 wp : .
T35 for domestic absorption
— U qg
Pl =<
1 Wy .
Tgr —  for imports
L 1-0 g
-3
1 1 w
i (a) = (-0 (u)d L (B2)
1
1 1 w e
yi' " (g5) = (1= 0)7 (Pr)? Lr (vai) %
1 1 w 0
yfF(qj) (1—0)¢ (Pr)? Lp <§_§> qj
_1
1 1 Wwg ¢
) = (=0} (B L (e 22) g
-3
1 1 w
() = (1= 0)7 (Pi)® Ly (‘_H> o
dy g
1 wi\
(1 (g;) = (1= 0)7 (Pp)7 Ly <THF——H> o
dy 5



_p w T 1
1 (q) =61 —0)7 Ly <§_H> (Py)? g
H
. :T:;IH S
-15¢
1 w 1
PP () = 01— )7 L (7ar q—H) ()}
H

1-0 wrp\ ¢ 1
wTl) = 00- 07 Le (B2) T (re)t g
dr
_FF
_ w 1
ﬂ—FH(Qj) =0(1 - 9)¥LH <TFH _—F> (Pu)? q;
qr
_FH

Py = Pr =1 (under Assumption 2)
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B.3.5.3 Aggregate External Innovation Intensity

For c e {H, F},

¢ = o Fo + 28 &,

and

8
Il
8

B.3.5.4 International Trade

B.3.5.4.1 Value of Trade

Value of differentiated goods imported from foreign country to home country:

1-6

. 1-0 1 w T

J pf?/fHdJ = (1 - 9)199 (Pu)? Ly <TFH—_F) Qrn
Jj€ITFrH qr

Value of differentiated goods exported from home country to foreign country:

1—6
Py FoHF . PH 1-6 1 wp\ °
- p;y;i dj = —=1—6)7 (Pr)? Lp ( THp— Qur
Pr J€ITuF 7 Pp du

Value of final good traded (in a perspective of home country):

1-6 1-6
1 wr\ ¢ P 1 w o
(Pu)? Ly (TFHF) Qpp — =+ (Pp)? Lp (THFH> QHF]

1—6
PgXg=(1-60)"7
( ) qr Pr dy
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1—

m‘
Sl

10 _
e Xg=(1- 9)1%99 [(PH)l"g Ly <TFHwF> ' OFrH — (PF)%O Lr <7'HFwH) QHF] ,

qF dy

Xp=—-Xg

Recall: §y = Quy + Qrpy, and Gp = Qpp + Qpr. In a BGP, Q.. and Q.. should
grow at the same rate as g, or one should completely dominate another. We can see

this from the analytic expression for equilibrium wages wy and wg.

B.3.5.4.2 Trade Cutofls

B.3.5.5 Other Macroeconomic Variables

CszHfH+HH+ﬁH+GH

CFIU}FEF—l-HF-l-ﬁF-l-GF
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