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2. Related literature 

2.1 Breakthrough innovation vs. incremental innovations 
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2.2 Uncer tainty, loss aversion and exper ience 
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 2.3 Competition among innovators 
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3. The model 
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Proposition 1.An uncertainty-averse agent will invest in a breakthrough innovation if  W = nµ - r¹  . 
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Proposition 2. An uncertainty-averse agent will invest in an incremental innovation if  W = nµ - r¹  . 

Proof. 

L < c < ﾐ 

Proposition 3.Breakthrough innovations are less likely to be chosen by uncertainty-averse agents. 

This effect is stronger as volatility increases. 

Proof.

r r

A cL

c L

ﾐ

c

N

N < W
- r



1 1
"

"

N < W
- r

N = N ; µ A cL¹ ;

U < C 0 - cNWt

- r
A Nµ - N¹

Wt < µw¹AH
t
kLZ LZ Z

U < C 0 - NWt

- r
A Nµ - N¹

Proposition 4.Investing in breakthrough innovations reduces uncertainty-averse agents' utility. The 

reduction increases as uncertainty and the vagueness of information increase. 

Proof.
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Proposition 5.Investing in breakthrough innovations reduces aggregate labour income. 
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 3.2 Breakthrough innovations with loss-averse agents 
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Proposition 6.A loss-averse agent invests in a breakthrough innovation if  W = nµ - Ãr ¹   . 
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Proposition 7.Breakthrough innovations are less likely to be chosen by loss-averse agents. This effect 

is stronger as volatility increases. 

Proof.
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Proposition 8.Investing in breakthrough innovations reduces loss-averse agents' utility more than 

uncertainty-averse agents' utility. 

Proof. 
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Proposition 9.With loss-averse agents, investing in breakthrough innovations reduces aggregate 

labour income more than uncertainty-averse agents' labour income. 
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 3.3. The effects of innovators'  exper ience and substitutability among capital goods on 

welfare 

Proposition 10.An increase in innovators' experience levels increases the welfare generated by 

breakthrough innovations. 

Proof. 
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4. Discussion and conclusions 
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