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VCs know �good, bad�

Acquisition by an
incumbent firm
i � �.

Acquisition by an

incumbent firm

i � �.

Financing by venture

capitalist j � �

Success Failure

4. Product-market interaction

Auction

Auction

k V

e

E

E

j

j

xA�kA�

xNA�kA�

k A

� � �1, 2, . . , i, . . . , NI�

x A�kV�

xNA�kV�

Incumbents have prior ��, 1 � ��

Success may lead to good or 

bad basic innovation

0. Entrepreneur E

chooses effort to 

innovate, e.

1. Sale of basic

innovation by 

entrepreneur E at 

sales price SB.

2. Development of the basic  

innovation financed either 

by venture capitalist j or 

incumbent i.

3. Sale of the developed  

innovation by venture 

capitalist j at price SD.
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