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Abstract We study the effects of revenue and investment cost uncertainty, as well non-
preemption duopoly competition, on the timing of investments in two complementary inputs,
where either spillover-knowledge is allowed or proprietary-knowledge holds. We find that
the ex-ante and ex-post revenue market shares play a very important role in firms’ behavior.
When competition is considered, the leader’s behavior departs from that of the monopolist
firm of Smith (Ind Corp Change 14:639-650, 2005). The leader is justified in following the
conventional wisdom (i.e., synchronous investments are more likely), whereas, the follower’s
behavior departs from that of the conventional wisdom (i.e., asynchronous investments are
more likely).
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1 Introduction

Sometimes it pays to put the (new) cart before the (new) horse. Conventional wisdom says
that “when a production process requires two extremely complementary inputs, a firm should
upgrade (or replace) them simultaneously”.! When raising the quality of one input, a firm
should upgrade its complement at the same time. These guidelines are corroborated by the
deterministic models of Milgrom and Roberts (1990, 1995) and Colombo and Mosconi

(1995).
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However, the above literature neglects the effect of uncertainty. Smith (2005) considers
operating cost and investment cost uncertainty, using a real option model, and concludes that
the conventional wisdom described above does not necessarily hold if the costs are uncertain
and their growth rates differ significantly. However, she neglects the effect of competition.

We provide a somewhat richer model, which considers the effect of uncertainty, as well as
duopoly non-preemption competition, on the timing of the investment in two complementary
inputs. We rely on the Siddiqui and Takashima (2012) leader—follower duopoly model setting,
which comprises two alternative market structures: first, where spillover-knowledge (SK) is
allowed, and second, where there is proprietary-knowledge (PK).

In line with Smith (2005), we find that when the costs of two inputs are uncertain and
decreasing at different rates, it may pay, for both firms, to invest first in the input whose cost is
falling more slowly and wait to invest in the input whose cost is falling more rapidly. However,
this guideline applies more to the follower, and is dependent on the market structures and
assumptions on the ex-ante and ex-post market shares of the two firms. The leader is more
prone than the monopolistic firm of Smith (2005) to invest in the two inputs at the same time
(follows the behavior suggested by the conventional wisdom), whereas the follower is more
likely to invest in the two inputs sequentially (follows the behavior of the monopolist firm of
Smith 2005)—see Fig. 13 in “Appendix C”.

Our model setting is for a non-preemption game, therefore, the leader invests at the time
as a monopolist, and gets 100% of the market while operating alone, regardless of with
which input(s) she operates (input 1 alone, input 2 alone, or input 1 and input 2 at the same
time). Thus, the degree of competition (i.e., how the market share is divided between the
two firms when both are active) does not affect the timing of the leader’s investment in the
two inputs at the same time. However, we find that it influences significantly the timing
of the follower’s investment. The more asymmetric is the ex-post market share between
the two firms, favouring the leader, the later the follower invests, which makes more likely
asynchronous input-investments. This finding is somewhat surprising, because in a leader—
follower investment game as soon as the game ends for the leader, the follower is in a
monopoly-like position.

Furthermore, we show that: (i) in non-preemption duopoly SK and PK markets, an increase
in the input cost growth rate differences makes both firms more likely to invest in the two
inputs sequentially, (ii) for an inactive firm, a decrease in the cost growth rate of one input
and an increase in the cost growth rate of another input accelerates the investment in the input
whose cost growth rate is increasing, deters the investment in the input whose cost growth
rate is decreasing, but may have no effect on the timing of the investment in the two inputs
at the same time. We also find that sequential investments are more likely: (iii) when firms
are inactive and the cost growth rate of one input is increasing and the cost growth rate of
another input is decreasing, so there is a negative change in the cost growth rate of the two
inputs together.

Finally, we conclude that, for both the SK and the PK markets: (iv) for simultaneous-input
investments, the sensitivity of the follower’s investment threshold to changes in the degree
of complementarity is greater than that of the leader, and (v) an increase in the degree of
complementarity between input 1 and input 2, accelerates the investments of both firms in
the two inputs at the same time, if they are inactive, and the investment in input 2(1) if they
are active with 1(2).

The real options literature for monopoly markets neglects the effect of competition on
firms’ investment behavior, but it is very extensive and diverse in terms of practical applica-
tions (Martzoukos 2000; Smith 2005; Koussis et al. 2007; Bastian-Pinto et al. 2010; Franklin
2015; Chronopoulos and Siddiqui 2015; Farzan et al. 2015). Smets (1993) initiated a new
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branch of literature, now named “real option game” models, which study firms’ investment
behavior considering uncertainty and (duopoly) competition (Dixit and Pindyck 1994, Ch.
9; Grenadier 1996; Huisman 2001; Weeds 2002; Huisman and Kort 2003, 2004; Paxson and
Pinto 2005; Pawlina and Kort 2006; Hsu and Lambrecht 2007; Moretto 2008; Thijssen 2010;
Femminis and Martini 2011; Leung and Kwok 2012; Pereira and Rodrigues 2014).2

Yet, the above literature neglects the existence of complementarity between investments.
Furthermore, with few exceptions (Huisman 2001, Ch. 9; Smith 2005; Decamps et al. 2006;
Nishihara 2012; Siddiqui and Takashima 2012), firms are usually assumed to hold (ex-ante)
only one option to invest.

However, firms often use inputs whose qualities are complements. Therefore, investment
decisions on upgrades or replacements must consider the degree of complementarity between
the inputs and the possibility of sequential-input investments. In this article “complemen-
tarity” exists if the investment in one input increases the marginal or incremental return to
another input in terms of “net cost savings”. More generally, in industrial organization con-
texts, complementarity exists if the implementation of one practice increases the marginal
return to another practice (see, e.g., Carree et al. 2011). When the implementation of a
technology/practice decreases the marginal return to the other technology/practice, there is
“substitutability” (or subadditivity).?

Notice that, due to technological progress, input costs are usually uncertain and might
follow different evolution patterns. For instance, according to a joint report by the U.S.
Solar Energy Industries Association (SEIA) and GTM Research, the cost of solar power
(technology) in the U.S. is now 60% cheaper than in early 2011, but the cost of the solar
panel sites may have increased.* Therefore, it might be optimal to invest in the solar panel
sites first and defer the investment in the solar panels. Similar guidelines apply to wind
energy investments, if the cost growth rates of the wind towers and wind farm sites differ
significantly. Furthermore, wind towers comprise several components (e.g., the tower, rotor
hub, blades, etc.) whose cost growth rates may differ significantly. Therefore, it might be
optimal to replace the components of old wind farms sequentially, starting with those whose
cost is decreasing more slowly.’

There are also industries whose production is organized in sub-industries, with each sub-
industry corresponding to a production stage of the overall industry. This is the case of the
textile industry, which is organized in four main sub-industries: spinning, weaving, finishing
and making up, where there is high (production quality/efficiency) complementarity. The
adoption of a more advanced spinning technology increases not only the efficiency of the
spinning mill but also the efficiency of the weaving mills which use yarns produced by
the spinning mill whose technology was upgraded. But asynchronous investments might
be possible if there is a high cost growth rate asymmetry between the technologies used in
each of these sub-industries. Thus, we can see firms operating with highly advanced spinning
technologies and relatively obsolete weaving mills, or vice-versa (Griffiths et al. 1992; Conrad
and James 1995).

The concept of complementarity is also used to study economic decisions in other contexts.
For instance, when planning R&D activities, firms make strategic decisions regarding the
degree of complementarity (sometimes called compatibility) between the incumbent products

2 Recent literature reviews on real option game models are provided by Chevalier-Roignant et al. (2011) and
Azevedo and Paxson (2014).

3 See Carree et al. (2011).
4 See http://www.pv-magazine.com/, 20 September 2013.

5 See http://www.windmeasurementinternational.com/.
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and the new products they aim to launch in the future since the diffusion of an innovation
depends, to some extent, on the diffusion of complement innovations which amplify its
value.®

It has been also argued that the pace of modernization of industries is often influenced
by the degree of technological complementarity between the technologies adopted in the
industries. Milgrom and Roberts (1994) study the Japanese economy between 1940 and
1995 to interpret the characteristic features of Japanese economic organization in terms of
the complementarity between some of the most important elements of its economic struc-
ture. Colombo and Mosconi (1995) examine the diffusion of flexible automation production
and design/engineering technologies in the Italian metalworking industry, giving particular
attention to the role of the technological complementarity and the learning effects associated
with the experience of previously available technologies. From Milgrom and Roberts (1990,
1995) models, we infer that it is relatively unprofitable to adopt only one part of the modern
manufacturing technologies. Milgrom and Roberts (1990, p. 524) suggest that “we should
not see an extended period of time during which there are substantial volumes of both highly
flexible and highly specialized equipment being used side-by-side”.

The rest of the article is organized as follows. In Sect. 2, we outline the model assumptions
and describe the two market structures. In Sect. 3, we derive the value functions and investment
thresholds for the two firms and each of the market structures, and provide some illustrative
sensitivity analysis. In Sect. 4, we show some further results. In Sect. 5, we conclude and
offer guidelines for future research.

2 The model

Suppose a market consists of two idle’ firms (i and j), where i, j = {L, F} with “L”
meaning “leader” and “F” meaning “follower”, considering the investment in two (available)
complementary inputs (input 1 and input 2), one after the other or both at the same time
depending on which of these choices maximizes value. The instantaneous “net cost savings”
(NCS) of firm i from the investment in input £ is:

X ()7 Dy, (1

where X (¢) is the market revenue at time 7; yx € (0, 1) is the “proportion of the revenue of
firm i that is expected to be saved if investing in input k”, with k = {0, 1, 2, 12}, where “0”
means that firm 7 is not yet active and “1”, “2” and “12” mean that firm i operates with input
1, input 2, or the two inputs at the same time, respectively; and Dy« : is the market share of
firm i for when the two firms operate with input(s) k.

6 In R&D contexts, firms who do not have a dominant market position and intend to grow rapidly tend
to manage their R&D efforts so as to launch new products which are compatible with those of their rivals
who have dominant market positions. Firms who have dominant market positions tend to guide their R&D
efforts in order to launch new products that are, as much as possible, not compatible with those of rivals. A
practical illustration of the later strategy is, for instance, the nine-year battle between the European Union
(EU) commission and Microsoft which culminated in October 2007 with a fine of €497 million due to a
supposed misconduct in developing software that does not allow open-source software developers access to
inter-operability information for work-group servers used by businesses and other large organizations (see
Etro (2007), p. 221, and Financial Times, October 23, 2007, p. 1).

7 In our model an idle firm can be inactive or active but operating without the most recent production input(s).
For instance, a firm operating with an old rail train with old tracks is idle in not yet adopting high-speed trains
and new tracks, if available.
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Market revenue, X (), follows a geometric Brownian motion (gBm) process given by:?
dX = pxXdt +oxXdzy 2)

where px is the revenue growth rate, oy is the revenue volatility and dzy is the increment of
a standard Wiener process. For convergence reasons r — ny > 0 holds, where r is the risk
free interest rate.
Operating with input 1 provides a NCS (S) which is a fraction (y;) of the firm i’s revenue
(XD ):
S1 = Y1 X.Di; 3)

Since NCS is proportional to revenue and this follows a gBm process, so NCS also follows
a gBm process. Similarly, the use of input 2 alone provides NCS equal to:

$2 = y2 X. Dy, “4)
The simultaneous use of the two inputs yields a NCS equal to:’
S12 = Y12X. Dy ©)]

The complementarity between the two inputs, &, with & = y12 — (y1 +y2) and &€ € (0, 1),
is shown as:

yi2 > (1 +v2) (6)

The investment (sunk) cost of the inputs 1 and 2, respectively /1 and I, also follows gBm
processes:
dl = p hdt + o hdzy, )

and
dl) = [,L]zlzdf + 61212d212 8)

where , and g, are the growth rates of the cost of input 1 and input 2, respectively; oy,
and oy, are the cost volatilities of inputs 1 and 2, respectively; and dz;, and dzj, are the
increments of the standard Wiener processes for the cost of input 1 and input 2, respectively.

If firms invest in the two inputs at the same time, the investment cost is /12 which we
assume also follows an independent gBm process, given by: !0

d112 = /~'L[12112dt +0112112dZ112 (9)

where 7, is the instantaneous cost growth rate; oy, is the cost volatility; and dzy,, is the
increment of the standard Wiener process.

Following Smets (1993), we impose the following constraints on the parameter Dy,
where i represents the “leader” and j the “follower™:

(D12,0r = D1,0p = D2,0p) > (D12,1 = D12,25) > (D12,12p = D11, = D2,2;)
(10)

8 For simplicity of the notation, henceforth we drop the “z”.

9 Suppose that a train operator gets: a 10% reduction in operating costs per passenger if investing in a new
train; 10% reduction in operating costs per passage if investing in a new track; and 30% reduction in operating
cost per passenger if investing in both a new train and a new track. There is complementarity between the two
investments and, within a given output range, savings increase with the sales.

10 We assume that the investment cost of the two inputs follows an independent stochastic process (i.e., it
is not necessarily equal to the sum of the cost of the two inputs). This is a realistic assumption for some
investments since suppliers may offer more favorable prices for higher investment commitments, and there
may be different cost savings if firms invest in the two inputs at the same time.
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with D120, = Di1,0r = D2,0;, = 1.0, D12,12; = D1,1; = D2;2, = 0.5and Dy3,1, =
Di2;2, € (0.5, 1.0), which ensures that: (i) the leader gets 100% of the market share if active
alone; (ii) the two firms get the same market share (50%) if active with the same input(s);
(iii) the leader gets more than 50% of the market share if operating with the two inputs and
the follower operates with one input only.!! Additionally, the sum of the market shares of
the two firms equals 100% if at least one of the firms is active.

The “partial differential equation” (PDE) (11) describes the evolution of the value F’ ,;’] of
an inactive firm (7, j) that holds the option to invest in input(s) k:

L2 0B 1, 500 xi 0’ F,’ . OE
27X% Taxr TR T KIXIUPXI X, T XY Tox
aF .
+M,k1kT;<k -rF7 =0 (11)

where pyxy, is the correlation coefficient between the market revenue (X) and the cost of
input(s) k (Ir), with k € {1, 2, 12}, r is the riskless interest rate, and px s, —o.

A useful analytical simplification of (11) is achieved by taking advantage of the natural
homogeneity of degree one of the investment problem—i.e., F'/ (X, It) = I f! (X/1p),

where fli’Zj is the variable to be determined.!> We reduce the dimensionality of the PDE (11)
from two to one using the following variable change: ¢; = X/I;.'> Substituting ¢ in (11)
yields (12):14

afd i
(ux — ur) (¢k)M —r—pp) i) =0 (12

021 ()
* E

I}
2 _ 2 2
where Op =0x +05, — 20x1,0Xx07, -
Equation (12) is a homogeneous second-order linear ordinary differential equation (ODE)
whose general solution has the form:

F @0 =AY @0 + B (9 (13)
where ¥ (v2) is the positive (negative) solution of the characteristic quadratic function of

the ODE: O.S(Umk)zlﬁ'](l/fl — 1)+ (ux — pr)¥1 — (r — ) = 0. Solving this equation for
Y1 (Y2) we get:

1
2 m (B0

_ 1 Mx — MU
Vi) =5 2 T

m

2
(ex = 1) 1) LAy

2 2
O 2 o

Notice that as the ratio of market revenue over cost of input k (¢) approaches 0, the
value of the option to invest in input k becomes worthless. Therefore, in (13) B,i’j = 0.
Using the appropriate “value matching” (VM) and “smooth pasting” (SP) conditions for
each investment scenario, in the next section, we determine the constants (A;;’j ) and the
investment thresholds for both firms.

' The rationale for this assumption is that the leader gets higher cost savings due to the effect of comple-
mentarity between the two inputs and is able to use the cost savings advantage to earn a higher market share.
For the sake of simplicity, we assume that the two inputs are symmetric in terms of cost savings.

12 gee proof in Sect. 1 of “Appendix A”.

13 This analytical simplification leads to the following input-related ratios: ¢1 = X/I1, ¢o = X/I» and
12 = X/1I12.
14 See full derivation of (12) in Sect. 2 of “Appendix A”.
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2.1 Industry settings

We formulate a leader—follower investment problem for two specific industry scenarios,
following Siddiqui and Takashima (2012, p. 585): (i) symmetric non-preemptive duopoly with
“spillover-knowledge” (SK); and (ii) symmetric non-preemptive duopoly with “proprietary-
knowledge” (PK). The difference between these two scenarios is that, in the former, due to a
weak patent-protection, the follower is allowed to proceed with his first-stage investment (in
input 1) immediately after the leader’s entry (with input 1) and, in the latter, due to a strong
patent-protection, the leader invests in the two inputs sequentially (first in input 1 and then
in input 2) with the follower inactive.

2.1.1 Non-preemptive duopoly with SK

This industry setting considers a duopoly where the leader cannot be pre-empted by the
follower in the first move. After the leader’s first move, the follower is allowed to proceed,
since he obtains knowledge of the leader investment (input 1) via spillover-knowledge. The
diagram in Fig. 1 indicates both investment approaches for the two firms: sequential-input
investment (solid lines) and simultaneous-input investment (dotted lines). From state (1,1) the
competition for establishing a dominant position remains sequential until the investment cycle
is completed in state (2,2). Similarly, in the direct approach (simultaneous-input investment-
dotted line), the leader invests first, before the follower is allowed to proceed. We add to the
Siddiqui and Takashima (2012) investment problem the effects of both the investment cost
uncertainty and the complementarity between the inputs in the two stages.

We tried to use a max-option analysis (see Decamps et al. 2006; Nishihara 2012) for
the optimization of the first-stage of the investment game, where firms solve the following
optimal stopping problem: sup E[e """V (X (1), I1(7), I2(7), I12(7))]. Yet such framework

T

is more suitable for mono-factor real option game models. When applied to our multi-factor
real option game model, it increases significantly the complexity of the derivations, since
our assumption regarding the homogeneity of degree one for PDE (11) would not hold—we
would have to solve a three-dimensional stochastic problem which would require complex
numerical solutions.

6 (Eq.54)
e

#." (Eq.42)
_

g% (Eq.29) i 43 (Eq.49)
v .
4% (Eq. 20)

CETTTTTTTPEPPTES 3

oox (Eq. 35)
%

Fig. 1 Duopoly state transition with SK. Note: Due to SK the follower invests in input 1 before the leader
investment in input 2. The dotted lines in the diagram represent the direct approach where the two firms invest,
one after the other, in the two inputs at the same time. The solid lines represent the sequential-input investment
approach for the two firms. qb’l"L and quF are the leader and the follower thresholds to invest in input 1 alone,
respectively; d)ik 2, and ¢T 4o, Are the leader and the follower thresholds to invest in input 2 if active with
input 1, respectively; ¢T2L and d)’l"zF are the leader and the follower thresholds to invest in the two inputs at

the same time, respectively. The information in between brackets refers to the equation provided in Sect. 3 for
the investment thresholds
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2.1.2 Non-preemptive duopoly with PK

In this scenario the leader is allowed to invest in inputs 1 and 2, sequentially or simultaneously,
with the follower inactive, due to proprietary-knowledge.

3 Analytical results

3.1 Simultaneous-input investments
3.1.1 SK market

In this section we consider that both firms are inactive at stage (0,0) and invest, one after the
other, in the two inputs at the same time if optimal to do so. /3 is the investment cost if firms
invest in the two inputs at the same time.

Follower ODE (12), withi = F and k = 12, describes the follower value if inactive in a SK
market, whose general solution is given by:1?
F,SK F,SK F,SK
37 = ARl + Bl ¢ (15)
where 11 (172) is the positive (negative) solution of the characteristic quadratic function of the

ODE: %(0m12)2n(n — 1)+ (ux — pr,)n — (r — py,) = 0. Solving this equation for 1y (172)
leads to:

2
I pux =, (x = tny) 1) + 20r — i) (16)

771(2)=§—T+(—) (2 5 5

mi2 mi2 mi2

2 _ .2 2
where Oy =0x + 07, — 20x1,,0X01,-

Notice that as ¢, approaches 0, the value of the option to invest in input 1 and input 2 at
the same time becomes worthless. Therefore, in (15) Bj, = 0.1©

The VM condition:
X*y12D12512,

r—pnx
has the following economic interpretation: before investing in input 1 and input 2 at the same
time the follower holds the option to invest whose value is given by the left-hand side of Eq.
(17). This option will be exercised at the moment the option value equals the present value of
the cash flows obtained from operating with the two inputs forever less the investment cost
(right-hand side of Eq. 17).

Dividing (17) by I}; . replacing f5°" (¢%,) by A}3>*¢3,™ and rewriting gives,

FIS (X" 1) = — Iy, (17)

SK
ESK 5Ky Pi2p Y12D12p12,
Ay o, =—— — 1 (18)
r—pux
The SP condition is: b
F,SK - v12D12;12
m ALy R gERm-l - L2 (19)
r—ux

15 In (15) the superscripts “F” and “SK” stand for “follower” and “spillover-knowledge”, respectively.

16 To save space, in the next subsections we omit this step.
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Solving together Egs. (18) and (19) and rearranging we get the follower threshold to invest
in the inputs 1 and 2 at the same time, d)*SK and the constant AI'ZSK, respectively:

m 2.
¢*SK — (20)
2r =g -1 vi2D12,12,
#SK(1-n1) 1,0 1)
ATSK ?15 yi2Di2s 101 o)
m r—px
The follower value function is given by:
s ALy o if g1z < $5%
f (¢12) = ¢12v12D12512 SK (22)
# —1 if ¢12 > ¢T2F

The first row of (22) represents the follower option to invest in the two inputs at the same
time; the second row is the perpetual payoff the follower attains from operating in the market
with the leader (both with the two inputs) from the instant ¢T2F is reached.

Leader Assuming that the follower invests in the two inputs at the same time when ¢T2511f
reached, the leader’s payoff is given by:

L.SK T -
Fi5°% (X, I2) = Elx)=x [ft:rp Xeyi2Digope” TdT — 1,

+f%?21: Xr712D12L12F(3_”d‘L’] (23)

where the first integral represents the payoff attained from the instant of the investments in
inputs 1 and 2 at the same time made before the follower invests in inputs 1 and 2 at the
same time; / 1*2L is the cost of the two inputs at the time of the investment; and the second
integral represents the leader payoff from operating with the follower (both firms with the
two inputs) from the moment the follower invests in inputs 1 and 2 at the same time.

The leader value function is given by:

SK n
AL SK@ ﬂTszlz(DlezF—DlzLop) P12 if O < geSK
r—pux gisK Lo 12,
F
SK n
fL SK (B12) { P12vi2Di2 0 14 @72F712(D12L12F*DI2L0F) 12 vy gSK  g=SK
Ty ritx #sK if Doe | 973, Iz,
F
Diayi2Diag 12y *SK
=L TF >
—lix 1 if 912 > 0}
(24)

In the first row, the first term is the leader option value to invest in the two inputs at the
same time, which is the same as that of a monopolist, and the second term is a correction
factor which incorporates the fact that in the future if qb*sf is reached the follower will invest
in inputs 1 and 2 and the leader payoff will be reduced (in markets where there is fear of
pre-emption, this term does not exists because, at this stage, both firms have equal chances
of being the leader).!7 It is negative given that (Dj2, 12, — Di12,0,) < 0—see inequality
10.'8 In the second row, the first two terms represent the leader payoff from operating with

17 To save space, in the next subsections we do not show the expressions for the value functions.

18 Notice that this term equals the leader’s loss discounted back from the (random) time at which the follower
invests in inputs 1 and 2. The term (¢12/ ¢*SK)'“ is interpreted as a stochastic discount factor which is equal

to the present value of $1 received when the VdIldble 12 hits ¢*SK (see Pawlina and Kort 2006, p. 8).
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the two inputs from ¢*SK onwards (with the follower inactive) less the investment cost, the
third term is the correctlon factor described above. The third row is the leader’s perpetual
payoff, while operating with the follower (both firms with the two inputs), from the instant
the follower invests in the two inputs, less the investment cost.!?

This is a non-preemption game and, therefore, the leader enters the market at the moment
her payoff is maximized. ODE (12), with k = 12, describes the leader’s value if inactive,
whose solution is given by:

fL SK _ L SK mn (25)

The constant All“is and the leader threshold, qb*SK are determined using the following
VM and SP conditions. The VM condition is given by.zo

5% y12D12,0
AL SK([)TZSF'“ — 12, LYF -1 (26)
r—Hux

SP condition:

-1 D
nlAL SK¢>1}<ZS£((7“ ) — Y12 12,0 (27)
r— pux

L,SK

Solving together (26) and (27) we obtain A};”" and qb*SK, given by:

ALSK _ v12D12,0p 28)
- #SK (m—=1)
(r —px)meoiy,
,

myi2Di2,0p — Y12D12,05

Notice that although the leader’s investment threshold for a duopoly non-preemption
market is the same as that of a monopolistic firm, its value is lower because the follower may
enter the market later, eroding its market share.”!

3.1.2 PK market

“Simultaneous-input” investments are “one-shot” games for the two firms in both the PK
and the SK markets. Therefore, the investment behavior of the leader and the follower is the
same for the two markets and the following proposition holds:22

19 To save space, in the next subsections we do not show the expressions for the value functions.
20 Notice that the second term of the first row cancels the third term of the second row.

21 Fora monopoly market, the derivation steps in order to get the investment thresholds to adopt input 1 and
input 2 at the same time are the same as those we provide in this section. The only difference is that, in the
value-matching and smooth-pasting conditions, the competition factor (i.e., the market share) is absent—the

. #SK _ _n r—py
threshold is given by 15" " = n-T 7 -

22 Notice that, in sequential-input investments, the difference between the SK and PK markets is that, in the
latter, the leader completes the two investment stages before the follower is allowed to proceed, whereas in the
former, the follower is allowed to invest in the first stage (input 1) immediately after the first-stage investment
of the leader.
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Table 1 Market variables

X I I I wpux Ky 155 iy r ox O] 0L 0L, PXI; PXL PXIp

0 5 5 10 002 -005 -010 -0.075 005 02 02 02 02 O 0 0

Table 2 Firms’ market revenue share, Dk,- kj

Leader Follower

Di,or D120 Di2pip Dizp12p Dipip D22p Diopiz,  Dipty  D2p2;,  Dipizg

1.0 1.0 0.6 0.5 0.5 0.5 0.5 0.5 0.5 0.4

Table 3 Complementarity

related factors, & and yj n2 72 Y12 E=v2—(1+r)
0.10 0.10 0.30 0.10
Proposition 1
fle'PK (¢p12) = fle’SK (¢12) — given by expression 24 (29a)
i 1F2 Kpn) = f]Fz’SK (¢12) —given by expression 22 (29b)
$1s, = di5, —given by Eq.29 (29¢)
Pirr = Pi3n —given by Eq.20 (29d)

where fle’PK (¢12) and d)i‘gLK are the leader’s value function and investment threshold for

the PK market, respectively; le2’PK(¢>]2) and ¢T{’FK are the follower’s value function and
investment threshold for the PK market, respectively. Proof: see “Appendix B”.

3.1.3 Hlustrative results (base parameter values are in Tables 1, 2 and 3)

The results above show that for both markets, ceteris paribus: (i) an increase in px,y,, or
&, or wy,, accelerates the investment in the two inputs at the same time for both firms, with
the follower slightly more sensitive than the leader to these changes; and (ii) an increase in
D12, 12, delays the investment of the follower and has no effect on the investment threshold
of the leader. This latter result means that the more asymmetric the competition between
the two firms (in terms of ex-post market share) the later the investment in the two inputs
simultaneously for the follower.

However, input cost uncertainty can make such behavior unlikely for the follower (in
Sect. 4.1 we discuss this finding further). We also find that an increase in the revenue volatility
or the investment cost volatility delays the investment for both firms. 23

23 To save space we do not show these illustrative results.
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3.2 ““Sequential-input” investments
3.2.1 SK market

SK market, terminal-state: follower We start by deriving the follower’s value function and
investment threshold for the state where he is active with input 1 and the leader is active with
both inputs. Therefore, the follower is in a monopoly-like position and his behavior re hcates
that of a monopolist.>* His value comprises the option value to invest in input 2, f1 (¢2)
plus the cost savings attained from operating with input 1 forever, X y1 D112, /(r — b X). Fol-
lowing similar procedures as those described in the previous section, we get the homogeneous
second-order linear ODE (12), with k = 2, whose general solution has the form:

IS8 (o) = ATSK o) (30)

where 1/ is the positive solution of the characteristic quadratic function of the homogeneous
part of Eq. (12): 0.5(om2)2w(w — 1)+ (ux — pup)¥y — (r — ) = 0. Solving this equation
for yr; we get:

2
1 - _ 1 2r —
gy =~ BX . L2 (nx . mp) 1 n ( 2M12) 31)
2 O Oy 2 o
where 0,%12 = cr)z( + 0122 —2pxX1,0X01,.
The VM condition is:
X*y1 D112 X*y12D12,12
X ) + £ = e (32)

r—pnx r—ix

Before investing in input 2 the follower’s payoff is equal to the value of the option to
invest in input 2 plus the present value from operating with input 1 forever, with the leader
active with the two inputs (left-hand side of 32). The option to invest in input 2 is exercised
at the moment its value equals the present value of the cash flows the follower obtains from
operating with the two inputs forever less the cost of input 2 (right-hand side of 32).

Dividing (32) by I , replacing (qb ) by AF SK¢>*SK¢1 and rewriting gives:>
2 1 2 1+2 P142

AFSK Sk V1 _ o185 v12Di2p12, — d1v1Digia, | 33)
Al 9132, P
The SP condition is given by:
AFSK gxSK (1=1) vi2D12r12,
VAL ¢ =— (34)
142 P142 .

24 Fora monopoly market, the derivation steps in order to get the investment thresholds to adopt input 2 alone
if active with input 1, and input 1 alone if active with inputs 2, are the same as those we provide in this section.
The only difference is that in the value-matching and smooth-pasting conditions the competition factor (i.e.,

. . . LgSK _ Y1 r—px *SK Y r—ux
the market share) is absent—the thresholds are given by: #7175 = . and ¥, ") = =T Va3

respectively.
25 Notice that ¢i"+2 is the threshold which if reached justifies the follower investing in input 2 if active with
input 1. Therefore, in the VM condition we replace the ¢, of Eq. (30) by ¢’1k 25
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Solving together Egs. (33) and (34) we get the follower threshold for investing in input 2

if active with input 1, (j)i‘_?_lép , and the constant A|’",", respectively:
—r)— D
¢’T-S+I§F _ Yi(ux —r) —¥1d1y1 D112, 35)
vi2Di2p12, (1 — 1)
D
AF-SK vi2D12p12, (36)

1+2 = —1
(r— Mx)l/fld)ﬁlgF(% :

SK market, first-state: follower Now we derive the follower’s value function and investment
threshold for the state where he is inactive and the leader is active with input 1. Following
similar procedures as those of the previous subsections we get the homogeneous second-order
linear ODE (12), with k = 1, whose general solution in this case has the form:

FESK (@) = AFSK P 37)

where f is the positive solution of the characteristic quadratic function of the homogeneous
part of Eq. (12): O.S(Uml)zﬁ(ﬁ — 1)+ (ux — pr)B — (r — py,) = 0. Solving this equation
for B1 we get:

2
L opux — (ux —pp) 1 2(r — pup)
Br=3- 2 -+ 7 = +fl (38)
2 O, O, 2 O,
where 03“ = 0)2( + 0121 —2px1,0x07;.
The VM condition is:
X*y1 D -
FPSKx, 1y = 22 e (39)
r—px

Before investing in input 1 the follower’s payoff is equal to the value of the option to invest
in input 1 (left-hand side of Eq. 39). This option will be exercised at the moment its value
equals the follower’s present value of the cash flows from operating with input 1 forever less
the investment cost (right-hand side of Eq. 39).

Dividing (39) by I}, . replacing f{"*" (¢1) by AFSK gSKPL and rewriting gives:

*SK
*SK:Bl ¢1F lell.'lL

AFSKg =Ar T g (40)
! tr r—ux
The SP condition is: b
(B1—1) Y1P1p1
,31A11:7SK¢T§K ﬁl — FIL (41)
r—ux

Solving together Egs. (40) and (41) we get the follower’s threshold for investing in input

1 if inactive, q{)i“SK, and the constant A}">":
F

Br r—ux
Pt = e (42)
lr B1 —1y1Dip1y
(1-81)
¢TSK V1Dip1
Al;,SK — F Flp (43)
Bi r—ux

@ Springer



Ann Oper Res

SK market-terminal state: leader At the instant the leader invests in input 2, T, her payoff is
given by:

e 00
S r - -
FISNX. b)) =E / Xiy12Dizj1pe”" TdT — IZ*L-I-/ Xiy12D12,12,€” T dT
T T

(44)
where the first integral represents the leader’s payoff from the moment of the investment
in input 2 until the instant before the follower invests in input 2; and the second integral
represents the leader’s payoff from the moment the follower invests in input 2 onwards.

This is a non-preemption game, hence the leader, if active with input 1, invests in input
2 at the point her payoff is maximized. ODE (12), with k = 2, describes the leader’s value
whose solution is given, in this case, by:

15K @) = Al 39y (45)

L,SK

The constant A7} and the leader’s threshold are determined using the following VM

and SP conditions:
VM condition:

oDy
r—pux

*SK
ALSK #SKuy _ 132, V12D, 1,

A i, P —1 (46)

with the following economic interpretation: the leader, if active with input 1, invests in input
2 at the moment the value attained from operating with input 1 forever plus the value of the
option to invest in input 2 equals the present value of the perpetual cash flow obtained from
operating with the two inputs forever less the investment cost (cost of input 2) (Fig. 2).

SP condition:

«SK =1y _ Y12D12 15

ALSK 47
A ¢, - 47

¢ (Eq. 60)
_—

g5 (Eq. 67)

g, (Eq.20) o (Eq.35)

#™ (Eq. 60)

4 (Eq.29)

E LTTTTTrTY

Fig. 2 Duopoly state transition with PK. Note: The dotted lines refer to the direct approach where the two
firms invest, one after the other, in the two inputs at the same time; the solid lines refer to the scenario where
the two firms invest, one after the other, in the two inputs sequentially. The information in between brackets
refers to the equation provided in Sect. 3 for the investment thresholds
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Solving together (46) and (47) we obtain the constant All“fZK:
LSK _ vi2D12,1p
Al = *SK (1 —1) (48)

(r— MX)W1¢1+2L
and the leader’s threshold:

wsk _ P1¥viviDiiy + i (r — px)

= 49
i yioDipp1 (Y1 — 1) “49)

SK market, first-state: leader The leader enters the market with input 1 at the point her payoff
is maximized. ODE (12), with k = 1, describes the leader’s value if inactive, whose solution
is given by:

% @0 = APl (50)

The constant All“’SK and the leader’s threshold are determined using the following VM
and SP conditions:

VM condition:
*SKﬂl _ ¢T§KV1D1L0F

L.SK
AL r—ux

—1 (51)
The leader should invest in input 1 at the moment the option value to invest in input 1
equals the value she obtains from operating with input 1 alone forever less the investment
cost (cost of input 1).
SP condition:

«SK (B1—1) _ V1D 0p

IBIA{J’SKQIL (52)
r—px
Solving together (51) and (52) we obtain the constant A{‘ 10> given by:
(1=B1)
L.SK _ J/IDILOF(Zy]kfK g (53)
1 Bi(r — ux)
and the leader’s threshold, given by:26
$1SK — Bi(r — ux) 54
L

~ BiviDiop — v1Digop

Proposition 2 two inactive firms in a non-preemption duopoly (SK or PK) market invest in
two complementary inputs (input 1 and input 2) sequentially if and only if there is a time t,
t € [0, 00), where ¢ (t) reaches qbi‘L (1) and (/)TF (t) the first time with ¢12(t) < ¢T2L (t) and
o12(1) < ¢>T2F (). Proof: see “Appendix B”.

26 Notice that if firms start with input 2, their threshold expression would be the same, only the notation
“1” and “2” changes. To save space we show the derivations for the case where firms start with input 1 only,
although illustrative results and sensitivity analyses are provided in Sect. 4 for both cases.
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3.2.2 lllustrative results

The above results show that an increase in ox delays the investment for both firms and
an increase in px,, accelerates the investment in input 1 for both firms, with the follower
slightly more sensitive than the leader to changes in these variables (Fig. 3).

The above results show that an increase in pj, accelerates the investment for both firms
and an increase in Dy, 1, delays the investment of the follower and has no effect on the
investment threshold of the leader (Fig. 4).

The above results are like those of Fig. 5 and, therefore, similar comments apply.

The above results show that an increase in & accelerates the investment in the second input
for both firms and an increase in Dy, |, delays the investment of the leader in the second
input (input 2) and has no effect on the investment threshold of the follower (Fig. 6).

The above results show that an increase in D1, 1 accelerates the investment in the second
input (input 2) for both firms and an increase in D2, 12, delays significantly the investment
of the follower in the second input (input 2) and has no effect on the investment threshold of
the leader (Fig. 7).

2-00 2.00
L
——m— &*12F,SK&PK ——#— O*12F SK&PK
. 1.50 1.50
'\||\| ——&— ©*12L,5K&PK \ —&— ®*121,5K&PK
1.00 '\.\ 1.00 I\\'
4
L l\i
’\«ﬁ‘ \\ —
050 0.50 \“\0\<
>
0:00 -
-1.00 -0.50 - 0.50 1.00 - 0.10 0.20 0.30 0.40
Px/12 §

Fig.3 This figure shows the effect on the investment thresholds of the leader (Eq. 29) and the follower (Eq. 20)
of changes in the correlation between market revenue and the cost of the two inputs, px/j,,, (left-hand side)
and the degree of complementarity between the two inputs, & = y12 — (¥1 + y2), (right-hand side) for the
SK and PK markets. Given that, according to Proposition 1, the investment threshold expressions for the SK
and PK markets are the same, we use ® % 12L, SK&PK and ® x 12F, SK&PK to represent the investment
thresholds for both markets, for the leader and the follower, respectively

2.00
00

2.00

—m— O*12F SK&PK g —8— O*12F,SK&PK

: —o— O*12L,5K&PK
\r\r\ |
\\\: 0.50
: e >

-0.20 -0.10 - 0.10 0.20 0.50 0.55 0.60 0.65

—&— ®*12L,SK&PK

M1z Dia1,12¢

Fig. 4 This figure shows, for the SK and PK markets, the effect on firms’ investment thresholds of changes
in the cost growth rate of the two inputs, 12 (left-hand side) and the leader’s market share when both firms
are active with the two inputs, D13, 12, (right-hand side)

@ Springer



Ann Oper Res

10.00 5 400
.
a 0‘
800 - , —a— O*1F SK 1ESK
3008
o +— O*1L,5K . —+—®*1L,5K
6.00 g
& 2.00 a
: | 1 *
400 - - - "
- > ~e
— 1.00 *
200 - 4
—
0.20 0.40 0.60 0.80 -1.00 -0.50 - 0.50 1.00
Oy Pxin

Fig. 5 This figure shows the sensitivity of the thresholds of the leader (Eq. 54) and the follower (Eq. 42)
to invest in input 1 if in a SK market, to changes in the market revenue volatility (left-hand side) and the
correlation between the market revenue and the cost of input 1 (right-hand side)

i 6:00-~ 550
—a— O*1F SK
450 450 - i —a— O*1F,SK
g a
——O*1L,SK
u ! +— OF1LSK
3.50 + P —
& 3.0~ . :
250 -+
4 | |
-1.50
. ' 150 + + ’ 4
= —a
+— —
1 - T i 0.50 T T i
-0.20 -0.10 - 010 020 0.50 0.55 0.60 0.65
ul Dypir

Fig. 6 This figure shows the sensitivity of the thresholds of the leader (Eq. 54) and the follower (Eq. 42) to
invest in input 1 if in a SK market, to changes in the cost growth rate of input 1 (left-hand side) and the leader’s
market share if both firms are active with the input 1 (right-hand side)

5.00 T T 250
—a— O*1+2F,SK
| ]
200! - v ‘ VA [ — 2:00 +— O*1421,5K
4 .
*
+ ~
3.00 [ ] —8— 0*1+2F,SK 150, —
4 - B -
| —e— 0*1:2L,5K * .
| ad
200 - ! ; 1.00—
-
| _»
>
1.00 050 ;
0.20 0.40 0.60 0.80 -1.00 -0.50 - 0.50 1.00
oy Pxn2

Fig. 7 This figure shows the sensitivity of the thresholds of the leader (Eq. 49) and the follower (Eq. 35) to
invest in input 2 if active with input 1 in the SK market, to changes in the market revenue volatility (left-hand
side) and the correlation between the market revenue and the cost of input 2 (right-hand side)
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3.2.3 PK market

PK market, terminal-state: follower For the terminal state of sequential-input investments
with the leader active with the two inputs, the threshold expression of the follower is the
same for both the PK and the SK markets. Therefore, the following condition holds:

Proposition 3
115, = 135, - given by Eq. 35 (55)

where qﬁ;“_lf;F and ¢Tf_12(F are the follower’s thresholds to invest in input 2 if active with input

1 in the PK and the SK markets, respectively. Proof: See “Appendix B”.

PK market, first-state: follower In the first-state the follower optimizes the timing of the
investment in input 1, with the leader active with the two inputs.2” Following similar proce-
dures as those of the previous sections we get the homogeneous second-order linear ODE
(12), with k = 1, whose general solution has the form:

FEPR (@) = AFPRgH (56)

where X is the positive solution of the characteristic quadratic function of the homogeneous
part of Eq. (12): 0.5(cyn,)?>A(A — 1) + (ux — pr)A — (r — wr,) = 0. Solving this equation
for 11 we get:

2

| — — 1 2(r —
A=t nx . W n (x . pn) 1 n (r 2#11) 57)

2 O, O, 2 i

where 03“ = 0)2( + 0121 —2px1,0x07;.
The following VM condition is:
*PK
FPK spkr D1y V1D1p12

APTRGIET = = (58)

r—px
Before investing in input 1, the follower’s payoff is equal to the value of the option to
invest in input 1 (left-hand side of Eq. 58). This option is exercised at the moment its value
equals the present value of the follower’s cash flows from operating with input 1 forever
(with the leader active with the two inputs) less the investment cost (right-hand side of Eq.
58).
The SP condition is:

- D
)\‘IAT’PK¢T£K(AI 1) — Y1 112, (59)
r—pnx
Solving together Eqgs. (58) and (59) we get the follower’s threshold for investing in input
e : *PK F.PK.
L if inactive, ¢7, ™, and the constant A" ™
Ptk = DL MY (60)
' A —1y1Dipiz,
(I=A1)
¢*PK D
All:,PK _ “lr iPipi2, 61)
Al r—ux

27 Notice that one of the differences between the PK and the SK markets is that in the latter the follower
optimizes the investment in input 1 with the leader active with input 1 only.

@ Springer



Ann Oper Res

PK market, terminal-state: leader This is a non-preemption game and therefore the leader,
if active with input 1, invests in input 2 at the moment her payoff is maximized. ODE (12),
with k = 2, describes the leader’s option value to invest in input 2 if active with input 1,
whose solution is given by:

155 @) = AT o) (62)

where vy is the positive solution of the characteristic quadratic function of the homogeneous
part of Eq. (12) given by: %(amz)zv(u — D+ (ux — pup)v — (r — up,) = 0. Solving the
equation above for v leads to:

_ 1 63
=5 e oz, 3 Py (63)

2
Do - (Wx—mﬂ_1>+20—mﬁ
The constant AII“_’:EK and the leader’s threshold are determined using the following VM
and SP conditions:
VM condition:

*«PK
LPK +SKu _ P12, V12D12,05

o171 D1,0p
— +t AL b1, r— ux

r—px

-1 (64)

The leader should invest in input 2 at the moment the value she attains from operating
with input 1 alone forever plus the value of the option to invest in input 2 (left-hand side of
Eq. 64) equals the present value of the cash flows she obtains from operating with the two
inputs forever less the investment cost (right-hand side of Eq. 64).

SP condition:

- D1z,0
ALSK y#SK@i—1) _ v12D12, 05 65
VIATL 1o, e iy (65)
Solving together (62), (64) and (65) we obtain the constant A%_‘_SZK :

LPK _ vi2D12,0p
Ay = r — py)v ¢ PE@I=D (66)

nx U1¢1+2L

and the leader’s threshold:
¢rury1Dijop +vi(r — ux)

o155, = L 67)

vi2D12, 0, (U1 — 1)

PK market-first state: leader In the first-state of “sequential-input investments” the invest-
ment threshold expression of the leader for the PK and SK markets are the same. Therefore,
the following proposition holds:

Proposition 4
@K = qufK - given by Eq. 54 (68)

Ir

where ¢TEK and ¢ffK are the leader’s investment threshold to invest in input 1 if inactive in
the PK and SK markets, respectively. Proof: See “Appendix B” .
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250 =

2.00
—u— O*1+2F,SK
*
a— d*1+2F 5K
2.00 v — O*1420L5K 475
. P H & —— O*1421,5K
n
*
150 + 1.50 - 4
L 4
a
*
1.00 - e 125
* L
2
0.50 ; ; 1.00
010 020 030 040 0.50 0.55 0.60 0.65
E DlL,lp

Fig. 8 This figure shows the sensitivity of the thresholds of the leader (Eq. 49) and the follower (Eq. 35) to
invest in input 2 if active with input 1, to changes in & (left-hand side) and the leader’s market share if both
firms are active with input 1, Dy, | . (right-hand side)

3.2.4 lllustrative results

The results show that the investment threshold of the leader is lower than that of the follower
(as expected) and that both increase with the revenue volatility. Comparing the thresholds
of the left-hand side with those of the right-hand side, we conclude that for both firms, the
threshold to invest in input 1 if active with input 2 is lower than the threshold to invest in input
2 if active with input 1. This is because in our base parameters we use puy, = —0.05 and
n1, = —0.10 (i.e. the cost of input 2 decreases more rapidly than the cost of input 1). This
result supports the conclusion that when the cost of two complementary inputs decreases
at different rates it might be optimal to invest sequentially, first, in the input with the cost
decreasing less rapidly, a result which is in line with that of Smith (2005).

The above results show that an increase in D1y, 1, delays the investment of the follower in
input 1 if inactive and has no effect on the investment threshold of the leader. The sensitivity
of the investment thresholds of both firms to changes in £ are similar to those described in
the previous subsections for the SK market (Fig. 8) and therefore similar comments apply.

4 Results

In this section we provide further sensitivity analysis regarding the most relevant model
parameters. As for the previous results, we use the following base parameters where for
simplicity of notation § =y, — up,.

In our model, ex-ante, firms hold three options to invest (in input 1 alone, input 2 alone
and inputs 1 and 2 at the same time) whose values are driven by independent (stochastic)
underlying variables. Therefore, in order to characterize the market conditions that (at a given
time t) imply sequentially-input and/or simultaneously-input investments for each firm and
market structures, we should analyse if the investment thresholds related to each of the above
options are crossed. If firms are inactive and the threshold to invest in input 1 (or input 2)
alone is crossed before the threshold to invest in the two inputs at the same time, they invest
sequentially, starting with input 1 (or input 2). If firms are inactive and the threshold to invest
in input 1 and input 2 at the same time is crossed before the threshold to invest in the input 1
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Table4 This table provides complementary results for the combined effect of changes in§ = y12 — (y1 +72)
and § = (1 — pp) on the threshold to invest in the two inputs at the same time, for the leader (top panel) and
the follower (bottom panel)

Y 0.10 0.10 0.10 0.10 0.10 0.10

> 0.10 0.10 0.10 0.10 0.10 0.10

Yoo 0.20 0.25 0.30 0.35 0.40 0.45

u, u, s § 0.00 0.05 0.10 0.15 0.20 0.25

-0.05 —-0.05| 0.00 0.75 0.60 0.50 0.43 0.38 0.33

-0.05 -0.10| 0.05 0.87 0.69 0.58 0.50 0.43 0.39

I*ZPLK&SK -0.05 —-0.15| 0.10 0.99 0.79 0.66 0.56 0.49 0.44
(leader) | —0.05 —0.20 0I5 1.11 0.89 0.74 0.63 0.55 0.49
-0.05 -0.25| 020 1.23 0.98 0.82 0.70 0.61 0.55

-0.05 -030| 025 135 1.08 0.90 0.77 0.68 0.60

-0.05 —0.05| 0.00 1.50 1.20 1.00 0.86 0.75 0.83

-0.05 -0.10| 0.05 1.73 1.39 1.16 0.99 0.87 0.77

¢1*2PFK&SK -0.05 —0.15| 010 1.97 1.58 131 1.13 0.99 0.88
(follower) | — 0.05 —0.20 0.15 221 1.77 1.48 1.26 1.11 0.98
—0.05 -0.25| 0.20 245 1.96 1.64 1.40 1.23 1.09

—0.05 —0.30| 025 2.70 2.16 1.80 1.54 135 1.20

o12(t) =1

If p1o(r) = ¢T§f &SK the leader invests, otherwise wait

If p12(1) > ¢f§l§&SK the follower invests, otherwise wait
The threshold values in italics mean that firms should invest

(or input 2) alone, they invest in the two inputs at the same time.?® Therefore, comparing the
threshold values stated in Tables 4 and 5 below with the value of the (respective) underlying
variable (¢12(t) = 1, ¢1(t) = 2 or ¢2(t) = 2) we can identify the market conditions (in
terms of £ and §) that determine whether the investments in the two inputs are sequential or
simultaneous.

Table 4 shows a sensitivity analysis for the thresholds to invest in the two inputs at the
same time to changes in £ and §, using the base parameter values.

The above results show that while the leader’s thresholds were crossed for most sce-
narios, the follower’s thresholds were crossed for few scenarios only, which suggests that
simultaneous-input investments are less likely for the follower. We can also see that £ and §
have opposite effects on the investment thresholds of both firms. An increase in & accelerates
the investment and an increase in § delays the investment.

These contrasting effects make the conventional wisdom, which says that “when a pro-
duction process requires two extremely complementary inputs, a firm should upgrade (or
replace) them simultaneously...”, less likely to hold for the follower when input drift dif-
ferences are large, a result which was highlighted by Smith (2005) for a monopoly market.
Notice that the marginal changes used for £ and § are of the same size (A§ = As = 0.05)
and yet the threshold values of the diagonals of both matrices decrease slightly as & and §

28 Notice that if firms are inactive and the thresholds to invest simultaneously in input 1 and input 2 and to
invest in input 1 (or input 2) alone are crossed at the same time, firms will invest in the two inputs at the same
time.
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Fig. 9 This figure shows the sensitivity of the thresholds of the leader (Eq. 49) and the follower (Eq. 35) to
invest in input 2 if active with input 1, to changes in the leader’s market share when she is active with the two
inputs and the follower is active with input 1, D12, 1, (left-hand side) and when both firms are active with
the two inputs, D12, 12 (right-hand side)

450 - 450 -

3.50
1 —— O*1+2F,PK
2.50 —— O*2+1F,PK
—— OF1+2L,PK
—— O*2+1L,PK
1.50
0.50 T i 0.50 + t T t
- 0.20 0.40 0.60 0.80 - 0.20 0.40 0.60 0.80
Oy Oy

Fig. 10 This figure shows the sensitivity of the investment thresholds of the leader (Eq. 67) and the follower
(Eq. 35) to invest in input 2 if active with input 1 (left-hand side) or invest in input 1 if active with input 2
(right-hand side) to changes in the market revenue volatility

increase (see threshold values underlined), which means that the effect of changes in the
former parameter values slightly dominates that of the latter.

Table 5 shows a sensitivity analysis for all the investment thresholds, using p;, = 0, and
changing 1, from —0.05 to 0.30, ceteris paribus, in order to illustrate more clearly our
findings (Fig. 9).

The above results show that both ¢>’1"§LK&SK and qb;“fK&SK are crossed for the whole range
of § values, whereas ¢§‘f K&SK {5 crossed when 8 = {0.05, 0.10}. Therefore, the leader invests
¢T£’]§(&SK

in the two inputs at the same time in all scenarios. For the follower, is crossed in

two scenarios only, and qb;"?K is not crossed for all scenarios. Specifically, as the cost growth

rates difference increases, d)TEK does not change but qb]“gFK&SK increases significantly, making

the investment in the two inputs at the same time less likely. This latter result contradicts
the conventional wisdom for complementary investments, and corroborates Smith (2005)
findings for a monopolist firm (Fig. 10).
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Fig. 11 The two figures at the top show the sensitivity of the thresholds of the leader (Eq. 67) and the follower
(Eq. 35) to invest in input 2 if active with input 1, to changes in px/, (left-hand side) and & (right-hand
side). The figure at the bottom shows the sensitivity of the thresholds of the leader (Eq. 60) and the follower
(Eq. 54) to invest in input 1 if inactive, to changes in the leader’s market share when she is active with the two
inputs and the follower is active with inpur 1 (D12, 1)

4.1 Further analysis

In most real option models such as those of Decamps et al. (2006), Nishihara (2012) and
Siddiqui and Takashima (2012), the value of the ex-ante real options are driven by the same
stochastic variable. However, in our model, the value of the ex-ante real options (to invest
in input 1 alone, or input 2 alone or input 1 and input 2 at the same time) are driven by
three independent stochastic variables (¢;(2), ¥2(¢) and ¢12(¢), respectively). While this
modelling setting is more realistic, it complicates significantly the characterization of the
market conditions that justify sequential-input or simultaneous-input investments for the two
firms because the investment thresholds (related to ¢ (z), #2(¢) and ¢2(t)) are not directly
comparable. In this section we summarize some further relevant insights on the effect of iy, ,
i1, and § on firms’ investment behavior (Fig. 11).

4.1.1 Input cost growth rates
As shown in Sect. 3, the cost growth rate of the two inputs play a very important role in firms’

investment behavior. Below we explore with further detail some of the results of Sect. 3 (Fig.
12).
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4 (lull) 6 =0 conventional wisdom is more
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Fig. 12 This figure illustrates the most likely investment behavior (sequential-input vs simultaneous-input)
for the leader and the follower according to the relative values of 17, and p, , for both the SK and PK markets

We start our analysis by the scenarios where the set of (1, ,it1,) points are in the south-
east or north-west quadrants, and conclude, respectively: if wy, |, with u;, € (=00, 0],
and py, 1, with g, € [0, 4 00), </>TL 1, (/)TF M, </>§L J and ¢§F |, and sequential-input
investments (starting with input 2) are more likely for both firms. If w; 1, with puy, €
[0, + 00), and g, |, with up, € (—o00, 0], ¢;“L ¥, ¢]"F $s ¢§‘L 4 and qﬁ;F 1, and sequential-
input investments (starting with input 1) are more likely for both firms. When the set of
(pr, -1 1,) points are in the north-east or south-west quadrants, we conclude, respectively:
if s, Lo with 1y, € [0, +00), and 1y, 1, with pp, € [0, +00). ¢F, 1. ¢, 1. ¢35 |
and ¢;F }, and sequential-input investments (starting with input 2) are more likely for both
firms. If yo7, 1, with wy, € (= 00,01, and pp, §, with py, € (= 00,01, 7, 1,97, 1. ¢35, 1
and ¢§‘F 1, and sequential-input investments (starting with input 1) are more likely for both
firms.

Notice that if the set of (p7,, jt1,) points are in the north-west or south-east quadrants,
sequential-input investments are more likely than if these are in the south-west or north-east
quadrants. This is because, in the former cases, (¢, and j1;, have different signs which means
that the cost of one input is decreasing whereas the cost of the other input is increasing and,
therefore, sequential-input investments, starting with the input whose growth rate is positive,
are more likely. Finally, if the set of (1, , 1t1,) points are on the 45 degree dotted line, § = 0,
simultaneous-input investments are more likely regardless of the relative values of ;, and
wni,. This is because, in these cases, the cost growth rates of the two inputs are the same
(either positive or negative).?’

Proposition 5 In non-preemption duopoly SK and PK markets, ceteris paribus, an increase
in the difference between the cost growth rates of the two inputs (8), makes both firms more
likely to invest in the two inputs sequentially. Proof: See “Appendix B”.

29 Notice that § = Ky, — K1, and, for instance, if: (i) uy; = 0.05 and 1y, = 0.05 or uj; = —0.05 and
up, = —0.05,8 = 0; (i) if uj; = —0.05and pnj, = —0.10, § = 0.05—south-west quadrant; (iii) if
uy = —0.05and up, = 0.10, § = —0.15—south-west quadrant; (iv) if ny; = 0.05 and py, = 0.10,

8 = — 0.05—north-west quadrant; (v) if uy, = 0.05 and p1f, = —0.10, § = 0.15—north-west quadrant.
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Corollary 5.1 For an inactive leader (follower), ceteris paribus, if there is a +Auy, and a
—Apg, so i, is kept unchanged, ¢TL N (¢TF 1), d);L 0 (¢§"F 1 ) and ¢]"2L (¢T2F ) is kept
unchanged—and sequential-input investments, starting with input 1, are more likely for both
firms. Proof: See “Appendix B”.

Corollary 5.2 For an inactive leader (follower), ceteris paribus, if there is a —Auy, and a
+Aup, 50 iy, is kept unchanged, (j)TL b (d)i‘F 1), ¢§‘L J (c/)é‘F 1) and (]bi‘zL (¢T2F) is kept
unchanged—and sequential-input investments, starting with input 2, are more likely for both
firms. Proof: See “Appendix B”.

Corollary 5.3 For an inactive leader (follower), ceteris paribus, if there is a +Apy, and a
—Apr, so as there is a +Apyy,, o7, 1 (97, 1), 3, 1 (d3, 1) and ¢7y, | (975, ). and
both sequential-input investments starting with input 1 and simultaneous-input investments
are possible, with the predominant investment behavior dependent on the (ex-ante) relative
values of w, and [, and (ex-ante) how far away ¢1(t) and ¢12(t) are from ¢)TL (t) and
¢T2L (t), respectively. Proof: See “Appendix B”.

Notice that, although in general the quadrant where the set of (111, , . 1,) points is located
determine to some extent firms behavior (sequential-input or simultaneous-input invest-
ments), in all quadrants the thresholds of the leader and the follower have different sensitivities
to changes in the input cost growth rates, as shown in Sect. 3.

4.1.2 Input complementarity

As shown in Sect. 3, the complementarity between the two inputs plays a very important role
in firms’ behavior. Below we discuss with further detail some of the results of Sect. 3.

Proposition 6 For the SK and PK markets, ceteris paribus: (i) an increase in & accelerates
the investments of the leader and the follower in the two inputs at the same time and the
investments of both firms in input 2 if active with input 1; (ii) for investments in the two inputs
at the same time, the sensitivity of the threshold of the follower to changes in & is greater
than that of the leader. Proof: See “Appendix B”.

Corollary 6.1 As y;» — 0: (i) the follower tends to delay forever the investment in input
2 if he is active with input 1; (ii) both firms tend to delay forever the investment in the two
inputs at the same time. Proof: See “Appendix B”.

Corollary 6.2 As y1p — 1: (i) the leader behaves as if she was in a monopoly regarding the
investment in the two inputs at the same time, (ii) when the two firms are active with the two
inputs and their market shares are symmetric (D12, 12, = Di12,12, = 0.5), the threshold of
the follower to invest in the two inputs at the same time is twice that of the leader. Proof: See
“Appendix B”.

Corollary 6.3 (i) As y1(y2) — 0, the leader tends to delay forever her investment in input
1(2); (ii) as y1(y2) — 1 the leader tends to behave as if she was in a monopoly regarding
her first-stage investment in input 1(2); (iii) an increase in y(y2) accelerates the follower’s
first-stage investment in input 1(2) and delays the follower’s second-stage investment in input
2 (1). Proof: See “Appendix B”.

Proposition 7 (i) For the SK and PK markets where the leader is active with input 1 (input
2), an increase in 12 accelerates the investment in input 2 (input 1); (ii) when the leader is
active with input 1 (input 2), the threshold to invest in input 2 (input 1) is more sensitive to
changes in y12 if the leader is in a SK market. Proof: See “Appendix B”.
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Proposition 8 (i) For the SK and PK markets where the leader is active with input 1 (input
2), an increase in y(y2) accelerates the second-stage investment in input 2 (input 1); (ii)
when the leader is active with input 1 (input 2) the threshold to invest in input 2 (input 1) is
more sensitive to changes in y1(y2) if the leader is in a SK market. Proof: See “Appendix B”.

Proposition 9 (i) For the SK and PK markets where the leader is inactive, an increase in
y1(y2) accelerates her first-stage investment in input 1 (input 2); (ii) if the leader is inactive,
her threshold to invest in input 1 (input 2) is more sensitive to changes in y1(y2) if in a PK
market. Proof: See “Appendix B”.

Table 6 below provides further illustrative results regarding our model.

The results above show that, for both firms and the SK and PK markets, in sequential-input
investments, the thresholds to invest in input 2 if active with input 1 (¢} 42, and o7 +2F)
are higher than the thresholds to invest in input 1 if active with input 2 (¢35 1, and ¢5 +1F)'
This occurs because we assume in our base parameters that the cost of input 1 decreases
more slowly than the cost of input 2 (u;, = —0.05 and pu;, = — 0.10). Furthermore, in
sequential-input investments, the timing of the first-stage investment of the leader is the
same for both markets, but the leader invests earlier in the second-stage if in a PK market
and the follower invests earlier in the first-stage if in a SK market. The above results also
support Propositions 3 and 4.

4.1.3 Competition factor

We show that when competition is taken into account, the conventional wisdom described
above does not necessarily hold, particularly for the follower. This investment behavior of
the follower is more likely when the competition asymmetry (in terms of market shares)
between the two firms is high (Fig. 4, right-hand side). Thus, we conclude that competition
has a negligible effect on the leader’s behavior and affects significantly the timing of the
follower’s investment in the two inputs at the same time.

Regarding the first-stage of the sequential input-investments, we find that the leader’s
threshold is not affected by its market share, whereas the follower’s threshold increases
with the leader’s market share for both the SK and PK markets (see, respectively, Fig. 6,
right-hand side, and Fig. 11 at the bottom). With respect to the second-stage of sequential
input-investments, there is a more diverse set of investment behavior for both firms if in a SK
market. The leader delays the investment in the second input as Dy, 1, increases, whereas
the follower’s threshold is not affected by changes in Dy, ,(see Fig. 8, right-hand side).
In addition, both firms invest earlier in the second-input if D, 1, increases (see Fig. 9,
left-hand side), the follower delays the investment in the second input if Djy, 12, increases,
and the leader’s threshold is not affected by changes in D1, 12, (see Fig. 9, right-hand side).
Furthermore, we also conclude that:

Proposition 10 For the SK and PK markets where the leader is active with the two inputs,
ceteris paribus: (i) if the follower is inactive, an increase in D12,12,, accelerates the invest-
ment in the two inputs at the same time; (ii) if the follower is active with input 1(2), an
increase in D112, (D2,12,), accelerates the second-stage investment in input 2(1); (iii) if
the follower is active with input 1(2), D13,12,, accelerates the second-stage investment in
input 2(1). Proof: See “Appendix B”.
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5 Conclusions

We study the combined effect of uncertainty and competition on the timing optimization of
investments in complementary inputs, for a leader—follower non-preemption duopoly market
where both revenue and input costs are uncertain, and either spillover-knowledge is allowed
or proprietary-knowledge holds. We develop a multi-factor real option game model where,
ex-ante, the two firms hold the option to invest in input 1 alone, input 2 alone, or input 1 and
2 at the same time.

Our results show that, for both firms, the threshold to invest in the two inputs at the same
time is significantly affected by the degree of complementarity between the two inputs (Fig. 3,
right-hand side) and the input cost growth rates (Fig. 4, left-hand side). Also, the leader’s
market share when both firms are active with the two inputs has no effect on the timing of the
investment of the leader and affects significantly the timing of the investment of the follower
(the higher the leader’s market share, the later the follower invests), see Fig. 4, right-hand
side. Thus, we conclude that when we mix revenue and input costs uncertainty with duopoly
competition, the two firms can have very distinct behavior regarding the investment in the
two inputs at the same time.

Notice that our model setting is for a non-preemption game, thus the leader invests at the
same time as a monopolist, and gets 100% of the market while active alone, regardless of
which input she adopts. Therefore, competition (i.e., how the ex-post market share is divided
between the two firms when both are active) does not affect the leader’s threshold to invest
in the two inputs at the same time, but it influences significantly the timing of the follower’s
investment. The more asymmetric is the ex-post market share between the two firms, favoring
the leader, the later the follower invests, which implies that asynchronous input-investments
are more likely.

Smith (2005) shows that input cost uncertainty makes a monopolistic firm less likely
to follow the conventional wisdom regarding the investment in two complementary inputs.
From our results we conclude that the leader is more prone to behave according to what
is suggested by the conventional wisdom, synchronous input-investments are more likely,
and the follower is more prone to behave according to what is advised for the monopolistic
firm of Smith (2005), asynchronous input-investments are more likely (see Fig. 13 in the
“Appendix C”). However, our findings also show that revenue market share competition
reinforces an asynchronous input-investment behaviour for the follower, who is more likely
than the monopolistic firm of Smith (2005) to invest in the two inputs sequentially.

The above behaviour is somewhat surprising, because in a leader—follower investment
game as soon as the leader invests the follower is like a monopolist. Nevertheless, because
the follower is exposed to competition, and the more asymmetric is the ex-post market
share between the two firms, favoring the leader, the later the follower invests, which makes
synchronous input-investments less likely.

We also show that asymmetric changes in the cost growth rates of the two inputs accelerate
the investment in the input whose cost growth rate change is positive, deters the investment in
the input whose cost growth rate is negative, and may not affect the timing of the investment
in the two inputs at the same time (Figs. 4 and 6, left-hand side, and Table 5). Also, for both
firms, we find that an increase in the degree of complementarity between the two inputs,
enhances the investment in the two inputs at the same time, if the firm is inactive, and the
investment in the second input if the firm is active with one input (see, respectively, Fig. 3,
right-hand side, Fig. 8, left-hand side, and Fig. 11, right-hand side). Finally, we conclude that,
for simultaneous-input investments, the sensitivity of the follower’s investment threshold to
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changes in the degree of complementarity is slightly greater than that of the leader (Fig. 3,
right-hand side), dependent on the input growth rate differentials (Table 4).

By taking advantage of the natural homogeneity of degree one of our investment problem
(regarding PDE 11) and the use of other standard real option modelling assumptions, we arrive
at analytical solutions for both the firms’ value and the investment thresholds, for several
realistic investment scenarios, which make a very complex (three-dimensional) multi-factor
real option game model analysis tractable.

This research can be extended in several ways. For instance, it would be interesting to
consider markets where pre-emption is allowed, or there is a second-mover advantage, or the
degree of complementarity between the investment inputs and the ex-post market shares is
stochastic.
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Appendix A
1 Proof of homogeneity of degree-one

If the value-matching relationship can be expressed as the equality between the option
value denoted by F} F SK(X D) and the difference between the two functions, fF .8 (X)

and f3 F, SK(12) representing the net value generated from exercising the option, where the
vectors X and I, of size n and m respectively are defined by X = {X{, X5, ..., X,,} and
L={ 12 , I2 , ..., 13"}, then Euler’s theorem on homogenous functions applies (see Sydsaeter
and Hammond 2006). The value matching relationship is:

F,SK F.SK g F,SK
F3>5 (X, h) = f, —f37 ()
The associated smooth pasting conditions are:

aFFSK 8fFSK

X X,
3 FlFZ,SK ~ 8 fF SK '
on, b,
These conditions imply:
FSK m FSK n 8fF SK m 8fFSK

ZX Z % _;x, 9 ;121 ol

i=1
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If the two functions, fZSK()_( ) and f3SK(I_2), possess the homogeneity of degree-one property,
then by Euler’s theorem:

n FSK m F,SK
oF aF
12 12 F,SK F.SK F,SK
2 :X 2 : J =L KT =

which implies that F, FSK s a homogenous function of degree one. The assertion that the

option value is represented by a homogenous degree-one function can be tested by the value
matching relationship and its associated smooth pasting conditions. Examining the value
“matching conditions” we can easily prove that homogeneity exists. The value matching
condition given by Eq. (17) is reproduced here as Eq. (A.1),

y12X*.D1212,
r = Kx

FESR o, 1) = ~-I (A1)

F

If the option value is FF SK(X I>) and the value after exercising the option is

y12X*.Diop12, /(r — x) — I2 , with both X and I, stochastic, then if FIFQSK(X, ) =

y12X*.Diopi2, /(r — ux) — IzF holds, doubling X* and 12F doubles F]FZSK(X, D), there

is homogeneity of degree-one. If the “value matching” relationship exhibits homogeneity
of degree-one, then the two variables (X, o) can be replaced by, in this case, the ratio
¢ = X/

2 Derivation of ODE (12)

Rewriting Eq. (11) as (A.2):3!

13°F12 5, 138°Fp o212 32 F1 dF
X X1 —ZuxX
2 axz XNt g Ty TRl g, XRoxonexn F i
dF12
+— oh wilh —rFip =0 (A.2)

In order to reduce the homogeneity of degree two in the underlying variables to homo-
geneity of degree one, similarity methods can be used, as in Paxson and Pinto (2005). Let
¢ = X/ I, so:

F(X,b) = f(X/I) h= f(¢2) ]2

IF(X, 1) X 3f (42)
o =S -5,
IF(X, L) _ 3f(¢)

0X d¢o
PFX, L) f(p) X*

iz T (32 ()]
PFX, L) f() 1

0X2 T g b
I F(X, I) 3P f(d) X
0Xol,  9g2 (D)

30 Empirical proof can be provided under request.
31 For simplicity of notation we drop the upper script on F17 and f12($2).
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Substituting back to Eq. (A.2) we obtain Eq. (12), rewritten here as (A.3):

202 f12(2) df12(¢2)
ap3

1
~0m ($2)

2 +nX.Di 1y

+ (x — 1) (92) 265

—(r —np) f12(¢2) =0 (A.3)
2

_ 2 2
where Om, =0x + o= 20X1,0X01,.

Appendix B

Proof of Proposition I Insimultaneous-inputinvestments both firms play a “one-shot” game,
regardless of the market structure, i.e. the investment game ends for the two firms at the
moment they exercise the option to invest in the two inputs at the same time. Consequently,
firms’ value, if inactive, equals the option value to invest in the two inputs at the same time
(which is the same for the SK and PK markets), and, if active with the two inputs, equals
the present value of the cost savings from operating with the two inputs forever (which is
the same for the SK and PK markets). Therefore, conditions (29A) and (29B) are proved.
From the above rationale we also conclude that the boundary conditions used to derive the
threshold expressions are the same for the two markets. Therefore, conditions (29C) and
(29D) are also proved. O

Proof of Proposition 2 In our framework the investment thresholds are trigger points which,
if reached the first time, justify investment, otherwise firms should defer investment. It also
results from our modelling setting that firms lose the option to invest in the two inputs at the
same time if they exercise the option to invest in one of the inputs alone (input 1 or input 2).
Consequently, if the thresholds that justify the leader and the follower investing in input 1
alone (qbfL (t) and ¢>TF () respectively) or input 2 alone (¢>’2*L (1) and q’);‘F (t) respectively) are
reached before those which justify the leader and the follower investing in the two inputs at
the same time (¢T2L (t) and d)TQF (t) respectively), both firms should invest in the two inputs
sequentially. O

Proof of Proposition 3 In sequential-input investments, in the terminal-state where the fol-
lower operates with input 1 and the leader operates with the two inputs, the follower plays a
“one-shot” game regarding the investment in the second input, regardless of the market struc-
ture (i.e., the game ends at the moment the follower exercises the option to invest in input
2). Therefore, the boundary conditions used to derive the follower’s threshold expression are
the same for the SK and PK markets and, if so, condition (55) is proved. O

Proof of Proposition 4 In sequential-input investments the leader invests before the follower
in one of the inputs (input 1 or input 2), regardless of the market structure. Using the same
rationale as for the proofs of propositions 1 and 2 we prove condition (68). O

Proof of Proposition 5 and Corollaries 5.1 and 5.2 In order to prove proposition 5 we have
to prove that ¢TL and ¢TF decrease with 8, and/or ¢T2L and ¢>sz increase with §. The most
obvious way to do this would be to determine the first derivative of the threshold expressions
with respectto § (i.e., 845,’;_.]_ /98). Yet, § is not in the threshold expressions and, therefore, this
approach is not feasible. Nevertheless, from Sect. 3 we know that, ceteris paribus: if w; 1
and puy, | soasé 1, ¢TL s d)fF s ¢§‘L 4 and ¢§‘F 1, both firms invest earlier in input 1 and
later in input 2, and therefore sequential-input investments (starting with input 1) are more
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likely. If p7, | and g, 1 soasé 1, qbi‘L 1, ¢TF M, qb;L J and ¢§F J , both firms invest earlier
in input 2 and later in input 1, and therefore sequential-input investments (starting with input
2) are more likely. O

Proof of Corollary 5.3 Following the rationale used above for the proof of corollaries 5.1
and 5.2, we conclude that when simultaneous changes in the cost growth rates of the two
inputs lead to a decrease in the threshold to invest in one input alone (input 1 or input 2) and
the threshold to invest in the two inputs at the same time, both sequential-input investments
and simultaneous-input investments are likely. It is not possible to determine the predominant
investment behavior, since the thresholds to invest in input 1 alone, input 2 alone, and inputs
1 and 2 at the same time, decrease. The occurrence of sequential-input or simultaneous-input
investments depends on the relative values of the thresholds, the size of the changes in 1,
w1, and piy,, and (ex-ante) how far away ¢ (¢), ¢2(¢) and ¢12(¢) are from ngL 0, qb;‘L (t) and
¢7, (1), respectively. O

Proof of Proposition 6 Proposition 1 shows that ¢*SK = qb;kgf = ¢7252<&PK and d)fzsf =
¢T§}f = qﬁ]“zs}f&PK. To study the relationship between & and the above thresholds we determine
the first derivative of ¢;5K4PK and 12K PK with respect to §—see Egs. (20) and (29). Yet,
& is not in the above threshold expressions, and so we use the first derivatives of (29) and
(20) with respect to the complementarity-related parameter(s) that belongs to the threshold
expression (y12):

*SK&PK
8¢182L _ _771(r—/Lx)(mDlzLoF—DlzLog) <0 (B.1)
2 (my12D12,0p —v12D12,0)
d¢*SK&PK _ D
E _ _m—px)(m-D 12F122L <0 (B.2)
v [m=Dyi2Di2p12, ]
3‘/516%?5}) _ [1//1(MX r)— 1/f1¢1V1D1F12L][Dl2F12L(1 v1)] <0 (B.3)
e [M2D12gp12, (1- 1#1)] '
3‘1’71?;;%5]) _ $1viviDiapop
dyn T _V12D12F0L(”_1)2 <0 (B.4)
B.1, B.2, B 3 and B.4 are all negative, therefore (i) is proved. To prove (ii) we have
*SK&PK
/0§ . . T
to show that WPKMS = A < 1, Vyj2. Using the above expression and simplifying,
12p

1D12;07 =Dz 0p)m—=DyhDiapizg
(my12D12 0 —v12D12;0)?

. _ . _ mDupi2; —Dipin, . _
Limy,~0A =0and Limy,,»1 A = D0 Do, Since Dy2,0, = 1 and Dy2,12, €

(0,0.5], A < 1, Vyq2. Therefore (ii) is proved. O

yields:A = o

, with y12 € (0, 1). Taking the limits we get:

Proof of Corollary 6.1 y1» € (0, 1), Limy,,0 ¢1f§f‘PK = oo and Limy,, 0 ¢TZSF&PK =
00, therefore, corollary 6.1 is proved. O

Proof of Corollary 6.2 y; € (0,1), Limy,, 1 ¢TZSZ(&PK = M , Limy,, 1 ¢TQS§&PK

n—
= ("_‘Y%“X) Notice that 51 (r — uy)/(n1 — 1) is the threshold mark-up normalized by
m—DDiagi12;

the investment cost for a monopoly market, therefore (i) is proved. The follower’s threshold
differs from that of the leader by a factor: 1/D12,12,. Notice that Dy2,.12, € (0,0.5] and
if the ex-post market shares of the two firms are symmetric, D12,12, = 0.5. Replacing
Di2,12, in the above expression by 0.5, we conclude that the Lim,,, ¢ISK&PK is twice

the Limy,, 1 ¢125 K&PK Therefore (ii) is proved. ]
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Proof of Corollary 6.3 note that y; € (0, 1) and Lim,, ¢ ¢*SK&PK = o0, therefore (i) is

proved; Limy, 1 ¢*SK&PK b lgl 1) gnd corresponds to the threshold mark-up normal-
ized by the 1nvestrnent cost for a monopoly market, therefore (ii) is proved; to prove (iii)
we need to prove that the first derivatives of ¢]"§K&PK and ¢T§r§lf‘PK with respect to y; are

negative and positive, respectively, which we show below. Therefore (iii) is also proved.

8¢*SK&PK B1(r — ux) (,BIDILOF - DlLOF)

=- L) <o (B.5)
8]/1 (ﬂllelLOF - )/IDILOF)
9gyI5esP ___ ndiDi, B.6)
i v12D12,12, (1 = ¥1) '
o

*SK
1427

¢>’1*EI§L with respect 1, are negative, which is shown by (B.7) and (B.8) below. Therefore (i)

is proved.

Proof of Proposition 7 to prove (i) we need to show that the first derivatives of ¢ and

0935, _ _9iniDiiy £ —px) + Do, i =1 _ (B.7)

2
12 [¥12D12,0, (Y1 — 1]
*PK
132, _ _¢ruyiDigop +ui(r — ux) + Diggop(vi — 1 <0 (B.8)
= 5 .
Iz [v12D12,0, (v1 — D]
ooilhy oot
To prove (ii) we need to compare (B.7) with (B.8) and show that 7y + L aysz , Vy12, 01
apits eSS . . . . .
that Byle a;jéL = I1 < 1, Yy12. Replacing the terms of this inequality by their respective

WI=12¢191y1 D1y 1+ 01— D2 Y1 r—px)+@W1—=1)? Digy o, (W1 -1)
W1=1)2¢1v1y1 D1 0p +W@1— D201 r—px)+@1—=1D? D1z o (1 —1)
= I1. If the market conditions (revenue volatility, input cost volatility, etc) are the same for the
SK and PK markets, = vy, the above expression yields:

QY11 D11+ r—px)+Diz o (1=
d1Y1y1Dipop+¥1r—px)+Diz 0, U1—1) I1.Since D1y < D1z 0p and y1z € (0, 1), I < 1,

Vy12. Therefore, (ii) is also proved. O

expressions and simplifying yields:

Proof of Proposition 8 To prove (i) we need to show that the first derivative of ¢T_‘§12(L and

qbi"_l?éL with respect to yp is negative. This is shown below by (B.9) and (B.10) and therefore
(i) is proved.

a¢*SK D
112, _ ¢ Diag <0 (B.9)
Iy v12D12, 0, (Y1 — 1)
3¢*PK D
42, _ ¢1v1 D10, -0 (B.10)
1 v12D12,0, (V1 — 1)
) | il ot
To prove (11) we need to compare (B.12) with (B.13) and show that Em L > Em L Vi,
¢*PK *SK . . . )
or that HZL / ”ZL = Q < 1, Vy. Replacing the terms of the inequality by the respective

expressmns and proceeding as for proposition 7 (i.e., ¥; = vy if the same market conditions

hold for the SK and PK markets) we obtain: Vl;i% = Q. Since D10, > Di,1, and
LYF

y1 € (0, 1), 2 < 1, Vyy, therefore (ii) is proved. m]
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+SK
1+2,

¢>TEI§L with respect to y; are negative. This is shown below by (B.14) and (B.15), therefore

(i) is proved.

Proof of Proposition 9 To prove (i) we need to show that the first derivatives of ¢ and

0613%  Bir —ux) (B1 — 1) Dy,

= 5 <0 (B.11)
n [(B1 — Dyi D11, |
dgiTE A — AM—DD
e 1r —pux) (A = 1) 1;12L <0 (B.12)
I [ = Dy1 D1y, |
.. . TPK a¢>|kSK
To prove (ii) we need to compare (B.11) with (B.12) and show that 8}/‘1’ > 6;/? , Y1,
*«PK 9 *SK
or that (f;;/f ?: =T < 1, Yy;. Replacing the terms of the inequality by the respective

expressions and proceeding as for propositions 7 and 8 (i.e., 1 = Aj if the same market
conditions hold for the SK and PK markets) we obtain: DDJ%IZL
F'“L

Y > 1, and therefore (ii) is proved. ]

= T.Since D1, 1, > Di12;,

Proof of Proposition 10 D13,12, is the follower’s market share when both firms are active
with the two inputs and Dj .12, is the follower’s market share if active with input 1 and
the leader is active with the two inputs. To prove (i) and (ii) we need to show that the first
derivative of qbfsz&PK withrespectto D12,.12, and the first derivative of ¢T_§_I§§‘SP with respect
to D1,12,, respectively, are negative. This is shown by (B.13) and (B.14). Therefore (i) and
(ii) are proved. To prove (iii) we need to show that the first derivative of qb]“_séi‘sp with respect
to D12,12, is negative. This is shown by (B.14) and therefore (iii) is also proved.

3¢TZS§&PK m@ —ux)(m — Dy
= — B.1
dD12,12 — DvinD 7 <0 ®.13)
Fl12p [(m — Dy1i2Dizgi2, |
SK&SP
Loy _ —Y1¢1D1,12, <0 (B.14)

= 2
ID1p12, [vi2D12,12, (1 = Y1) ]
8¢T§L§£LSP _ [Vilux —r) = vi¢1y1 D11z, | viz(1 = ¥) -

2
ID1212, [vi2D12,12, (1 = Y1) ]

0 (B.15)

[}

Appendix C

See Fig. 13.
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Milgrom and Roberts (1990, 1995), Smith (2005)
Colombo and Mosconi (1995) Monopolist Firm with Uncertainty:

conventional wisdom is likely to hold (investments hold (investments in the two inputs
in the two inputs at the same time are more likely) sequentially are likely)

1 1 i
1 1 1
1 H |
1 | |
: Monopolist Firm without Uncertainty: : : conventional wisdom does not necessarily
1 1 1
1 H |
1 | |
! L |

« A A »
Leader: conventional wisdom is likely ' ; Follower: conventional wisdom does
to hold (simultaneous investments are f not necessarily hold (sequential
more likely) i ! investments are more likely)
\ e /
Our Model

Non-Preemption Duopoly with Uncertainty:
very distinct behaviours for the leader and the
follower

Fig. 13 This figure contextualizes one of our main findings within the available investment literature
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