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Abstract

Several well-established research streams examine how incumbent firm behavior affects the entry decisions of later entrants,
e.g., in terms of herding or differentiation. While it makes sense for a new entrant to take into account an incumbent’s behavior
to inform its entry decisions, it would be risky to base such a decision solely on that information. In particular, the potential
entrant may also want to conduct its own market research. Naturally, the market research should account for incumbent
behavior. Yet, little is known about how a second mover decides where it should conduct market research. Is the information
gained from observing the incumbent a substitute or a complement to market research? The information a second mover
gathers through observation includes the incumbent’s choice of market. Even more important is the signal generated by an
incumbent’s decision to exit or stay in a market. This decision signals to a second mover whether a market is viable, at least
for one firm. A second mover that considers entry between an existing market (with an operating incumbent) and a new
market (that has no incumbents) chooses between different types of uncertainty. Our paper addresses how this uncertainty
affects the second mover’s market research decision. Should a second mover do market research in the competitor’s backyard
or should it boldly go where no firm has gone before and research a new market? How is this decision affected by factors
such as expected demand conditions and competition? Intuition suggests that information about a virgin market is always
more valuable because the first mover already provides information about the existing market. Our research shows that this
intuition is not always correct. It is correct when market research generates perfect information. However, market research is
rarely perfect. When market research provides estimates subject to an error, a second mover may gain by conducting market
research in a market with an existing competitor. Here, the complementarity of the competitor’s performance coupled with
market research amplifies the value of the research.

Keywords Market entry - Market research - Signaling - Market exit

Introduction

Information plays a central role in market entry order effects.
One important effect is that information gleaned from a first
mover’s entry can lead to herding, where a second mover
follows a first mover despite competition because it infers
favorable demand conditions from entry (Ridley 2008). For
example, when Burger King observes McDonald’s open-
ing a new outlet in a city on A-street and not B-street, we

< David A. Soberman
david.soberman @rotman.utoronto.ca

Markus Christen
markus.christen @unil.ch
HEC, University of Lausanne, Lausanne, Switzerland

Rotman School of Management, University of Toronto,
Toronto, ON, Canada

Published online: 07 June 2024

empirically observe that Burger King often follows by
opening an outlet on A-street as well (Yang 2020). Similar
dynamics are observed in the regional airline market with
regard to the provision of service in smaller communities
(for example, Westjet deciding whether to follow Air Can-
ada and provide service in Kingston, Ontario). Empirical
research documents herding tendencies in fast food (Toi-
vanen and Waterson 2005; Shen and Xiao 2014, Yang 2020),
retail banking (Damar 2009; Feinberg 2008), and depart-
ment stores (Vitorino 2012). Information spillover can also
provide the second mover an important source of competi-
tive advantage (Boulding and Christen 2003, 2008).
Existing research on herding effects implicitly assumes
that a first mover’s entry is the only information used by fol-
lowers to make entry decisions. When a first mover’s entry
decision is based on limited information, entry alone may
be of questionable value as an information source. Here, a
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first mover’s continued operation in a market—the absence
of exit—may be significantly more informative because it
is based on actual sales. Independent of the first mover’s
market research, a prudent approach for second movers is to
conduct market research to add to the limited information
provided by the first mover’s actions.! By observing herding
in retailing and elsewhere, we do not know whether entry by
a second mover is based on the first mover’s own entry deci-
sion or whether the second mover conducted its own mar-
ket research and found the competitive market to be more
attractive. If the second mover does conduct market research,
should it conduct market research in the competitive market
(to add to the information gleaned by observing the first
mover) or in an unserved new market where there is no com-
petition and no information? In other words, should Burger
King conduct research on A-street where McDonald’s is
operating an outlet or on B-street? Similarly, as noted by
Giachetti and Pira (2022), a key question faced in technology
markets is whether a firm should rapidly imitate innovations
launched by the market leader. For example, suppose Apple
launches a new super ‘StandBy’ feature with its iPhone that
allows glance-able information to be viewed from a distance.
Samsung needs to decide whether it should conduct market
research and if so, should Samsung conduct research on the
same feature or on a new feature (like a dual-pixel sensor for
its camera) to guide its competitive response.

To be precise, we pose the following question: how does
the presence of an incumbent in one market affect the market
research decision of a second mover considering entry? Take
the situation of FOL, an Italian start-up company that makes
gourmet popcorn (an American delicacy) in an Italian way.
Garrett, an American maker of fresh popcorn with Chicago
roots, is its key competitor.? Garrett has already expanded
from the USA into several Asian cities. As FOL considers
its expansion strategy, it needs to decide whether to follow
Garrett into Singapore or Hong Kong, where Garrett’s pres-
ence suggests favorable demand for gourmet popcorn, or to
expand to European countries, where there is no direct com-
petition. Garrett’s entry into Asia (and not Europe) does not
inform FOL about the attractiveness of Europe. Garrett may
have conducted market research prior to its entry decision,
but FOL has not observed Garrett’s market research (perhaps
Garrett’s entry into Asia was due to unfavorable demand
information about Europe and not information about Asia).
FOL only observes Garrett’s decision to continue operations

! In fact, significant unexplained variance in market attractiveness
(confirmed by empirical results in the research cited above) provides
a strong impetus for firms to go beyond simple observation of incum-
bent behavior.

2 The genesis of FOL was gathered through a series of interviews in
2015 with Alberto Buniato, a co-founder of FOL.
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in Asia. To improve its entry decision, FOL wants to conduct
market research. However, as a start-up company competing
in a trendy industry, it has neither the resources nor the time
to research every entry option. As a result, FOL must decide
where to conduct market research, in Europe or in Asia.

The founder’s intuition based on the experience from
a major consulting firm suggested that FOL should do
research in Europe, not because it is geographically closer,
but because the expected value of the information would be
higher in Europe compared to Asia. Pre-existing uncertainty
is what makes market research valuable. FOL already has
information about the Asian market by observing Garrett.
Debruyne and Reibstein (2005) examine entry by firms into
new market niches. They find that the entry by a firm into a
niche can increase the attractiveness of that niche for a sec-
ond firm precisely because the “incumbent’s entry reduces
uncertainty about the value of entry.” Conversely, competi-
tion reduces the value of a market and thus the expected
value of information. If Garrett does not exit Asia, FOL
learns that the market is attractive enough to support at least
one entrant. However, FOL would face competition in Asia.
Conversely, it has no additional information about Europe
but would enjoy a monopoly position.

To further test this intuition, we presented the FOL’s
market research dilemma, first to a class of MBA students
in France and second to a class of pre-experience Master
students in Switzerland in 2017. Interestingly, in the sample
of students with more work experience (the MBA students),
87% of the students recommended that the second mover
should conduct market research in “Europe” if it only has
the resources to conduct research in one market. In a class
of 151 pre-experience master students, 68% of the students
recommended market research in “Europe,” a smaller per-
cent than was observed with the more experienced MBA
students.?

The discussion above neglects one important factor that
may affect the firm’s decision. That factor is the quality of
the market research that can be conducted to asses demand.

3 The first survey was conducted online in January 2017 in an
MBA elective about Marketing Strategy at INSEAD, Fontaineb-
leau (through the course website). The survey described the chal-
lenge faced by FOL and asked students for their recommendation
on the location to conduct market research. The survey provided two
options ‘Europe’ or ‘Asia,” which correspond to the ‘Avoid’ market
and the ‘Follow’ market in our analysis, respectively. The students
had several days to complete the survey prior to a class focused on
market research acquisition and the need/value of gathering insight
from multiple information sources. Of the 92 students who partici-
pated in the survey, 80 chose ‘Europe’ over ‘Asia’ for the location
of the market research, while 12 students chose ‘Asia.” The second
survey was conducted in exactly the same format in November 2017
in a Master of Science in Management core course about Marketing
Analytics with 151 students at HEC, University of Lausanne. 103 stu-
dents chose ‘Europe’; 21 students did not participate and 27 students
choose ‘Asia.’



The second mover’s market research dilemma

As noted by Tarka and Jedrych (2023), the quality of the
information a firm uses has a significant impact on a firm’s
ability to make accurate and confident decisions.

The objective of this paper is to analyze how the presence
of a first mover affects the expected value of market research
for a second mover under different demand and competitive
conditions and to provide guidance to second movers like
FOL, Burger King, or Samsung. More specifically, using
a parsimonious model that represents the market situations
described above, we will address the following questions:

1. For which market is market research more valuable to a
second mover: for a market with more uncertainty and
no competition or for a market with information gener-
ated by the first mover and competition?

2. Is the intuition that more uncertainty and less competi-
tion increase the expected value of market information
correct?

3. How do the quality of the market research and the inten-
sity of competition affect the market research decision?

Answering these questions will not only help a second mov-
er’s market research decisions; it will also provide insight
about the expected value of market research in a situation
where a competitor is simultaneously a positive force—it
generates information about demand conditions—and a
negative force—it competes for that demand.

We employ a game-theoretic model to make normative
predictions about the best course of action for a firm. The
model relies on standard assumptions for this type of model,
e.g., maximizing expected profit by a risk neutral actor, mar-
ket research which generates signals about demand with a
certain level of precision and a competitor that also maxi-
mizes utility. The results are based on the assumption that
the firms make decisions to maximize expected profits by
integrating different pieces of information or signals using
Bayesian updating as described in Mas-Colell et al. (1995).

Literature review

Our paper draws on different bodies of research. First, there
is a large body of research which examines how the order
of entry into a new market creates competitive advantage
(Lieberman and Montgomery 1988, 1998). First movers gain
competitive advantage by creating entry barriers through
patenting, standard setting, or customer preference shaping
(Robinson and Fornell 1985; Urban et al. 1986 and Car-
penter and Nakamoto 1989). But second movers (or late
entrants) have the advantage of observing the experience
of first (or early) movers and free-riding on the efforts of
the first mover to create a market. In essence, a first mover
reduces uncertainty for the second mover; an endemic chal-
lenge for firms is managing uncertainty in the context of

market entry (Dixit 1989). Our paper is specifically focused
on how a second mover can leverage the information gen-
erated by a first mover, integrate it with its own market
research, and use the learning to make better decisions.

Next, there is extensive literature that studies how busi-
ness intelligence critically affects firm profitability. Talaoui
and Kohtaméki (2021) conduct a comprehensive review of
business intelligence processes and identify a positive cor-
relation between effective business intelligence and company
performance. More specifically, Cavallo et al. (2021) high-
light the links between competitive intelligence and strategy
formulation. Our study is a specific example related to mar-
ket entry that illustrates how the choice between different
types of information about forecasted demand can be used
to improve firm profitability.

Our analysis is related to studies in which firms purchase
private information from an external source. A key focus
of this work is to analyze the effect of competition on the
amount of information (quantity) acquired (see Vives (2008)
for an overview). In contrast, papers by Ofek and Turut
(2008), Lauga and Ofek (2009), and Turut and Ofek (2012)
analyze the expected value of information (quality) for R&D
decisions under competitive conditions. These papers show
that the strategic interaction of firms can lead to asymmetric
information acquisition strategies in equilibrium. Christen
et al. (2009) endogenize the acquisition cost by assuming
that firms have limited attention to process information.
This resource constraint forces firms to trade off the depth
and breadth of information, which leads otherwise identical
firms to adopt different information strategies. Since market
research affects subsequent marketing decisions, differences
in market research may lead to different strategies by ex ante
identical firms. The vast majority of this work starts with
competitors that are ex ante identical and demonstrates that
asymmetric competition can result endogenously from mar-
ket research decisions.

In contrast, our starting point is firms that are ex ante
different. One firm “goes first” and the other “goes second.”
Our interest is the second mover’s market research decision
after a first mover enters a market. The first mover’s decision
to stay in the market generates information for a firm that has
yet to enter. The choice of where to conduct market research
is driven by the trade-off between uncertainty and competi-
tion (a virgin market versus a market with a competitor). Our
focus is to examine how (and if) the second mover’s market
research decision is affected by information generated by the
first mover’s actions. This context for information acquisi-
tion is the basis for significant work that seeks to understand
how firms use information generated through the observa-
tion of market outcomes: the results of a firm’s own actions
(e.g., Grossman et al. 1977; Harrington 1995; Little 1966)
or the results of other firms’ actions (e.g., Chamley and Gale
1994; Caplin and Leahy 1998). The latter stream is the basis

¥



M. Christen, D. A. Soberman

for retail clustering or agglomeration (as well as avoidance)
depending on the situation (Toivanen and Waterson 2005;
Thomadsen 2007 and Datta and Sudhir 2023). Similar to
Yang (2020), we consider situations when the exit behavior
of incumbents is observable and informative. Building on
this literature, we consider the choice of where the second
mover should conduct market research when a competitor
is already active.

In addition, because our model examines how a firm inte-
grates different sources of information, it relates to work on
herding (Hotelling 1929; Wolinsky 1983 and Ridley (2008)).
To be specific, we examine how a firm chooses between
information about different markets when that information
is combined with information acquired through observation
of a single market. Like Christen et al. (2009), we assume a
firm has limited resources to conduct market research, due to
either limited processing capacity (Simon 1971) or limited
time and money like the case of FOL. In these situations,
a firm decides how to allocate limited research capacity
among different options. Like Yang (2020), we consider
the exit behavior of a first mover as one source of informa-
tion. However, we are interested in understanding its effect
on gathering additional market research to make an entry
decision rather than the effect on entry itself. The notion of
combining information sources is also important in Shulman
and Gu (2023) who examine how feedback from consum-
ers is combined with prototype testing to determine optimal
product design. Our intent is to examine how the informa-
tion generated by a first mover in one market affects the
incentives of a second mover to conduct market research. In
particular, does this first source of information amplify the
incentive of the second mover to conduct market research in
a virgin market or are there situations where second mover
is better off conducting market research in the market that
already has a competitor. Said differently, does the observa-
tion of incumbent behavior serve as a substitute or as a com-
plement to market research? In the next section, we present
the model we use to address the research questions.

The model

We construct a model to represent the market research prob-
lem of a second mover with 2 periods, 2 markets, and 2
firms. The demand in each market can be low, intermediate,
or high. It is constant over both periods but uncertain prior
to the first period. This is similar to the model of Ridley
(2008) except there is a second market which the second
mover can enter. One firm is the incumbent and it enters
one of the two markets in Period 1. We denote this market as
the Follow market for the second firm. The market without
the incumbent is denoted as the Avoid market for the sec-
ond firm. We assume that the firms have limited resources,
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which prevents them from entering all markets and con-
ducting market research everywhere at the same time. The
goal of the model is to understand the trade-offs a second
mover faces when evaluating whether to follow or avoid a
first mover in Period 2. In particular, the goal is to determine
whether the second mover should conduct market research
and if so, in which of the two markets—the Follow market
or the Avoid market—it should be conducted. The objective
of the second mover is to maximize expected profits and
we assume that both firms (the incumbent and the second
mover) are risk neutral.

The second mover can only enter one of the two markets
in Period 2 and market research is conducted before entry.
The second mover cannot observe whether (or where) the
first mover conducted market research thus making entry
non-informative. However, the second mover does observe
the decision of the incumbent to either continue operations
in the market it entered in Period 1 or exit. At the beginning
of Period 2, the incumbent knows the demand state in the
market it entered in Period 1 with certainty. The incumbent
will exit when the demand state is low, and stay when the
demand state is either intermediate or high.* After obtain-
ing the results of the market research study (if one was pur-
chased) and observing the incumbent’s behavior (exit or no
exit), the second mover decides which market to enter. We
now move to a detailed description of the market and how
both uncertainty and product differentiation are represented
in the model.

Firm profits

We assume a simple formula to represent the profits that a
firm earns each period. There are two markets we denote by
i (i = 1,2). The profit is a function of the firm’s demand D,
and a fixed cost F. Thus, a firm’s profit each period is given
byr=D;—F.

Market structure

Each of our two markets i (i = 1,2) is assumed to have 3
possible demand states: Low, Intermediate, and High. This
is the minimum number of states required to have (a) a con-
dition where it is attractive to be in the market even with a
competitor (High); (b) a condition where a firm will stay in
the market even if the condition is not High (Intermediate);
and (c) a condition where a firm is better off not entering at
all or leaving the market (Low). With only 2 demand states,

* We treat the uncertainty associated with demand as the sole factor
that drives a firm to exit a market. Factors that may cause a firm to
exit other than low demand (supply uncertainties, labor problems) are
not reflected in our analysis.
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the behavior of the incumbent would be fully revealing about
the state of the market it entered (and market research about
it would not have value).

For the sake of simplicity, the values of the three
possible demand states in market i are given by
Q,=(H,I,L) — (1,6,0). Demand in the High state is stand-
ardized to 1 (in the absence of competition). Demand in the
Intermediate state is standardized to § , where 0 < 6 < 1. In
other words, Intermediate demand is a fraction 6 of High
demand. Finally, demand in the Low state is normalized to
0 without loss of generality.

We also assume that a firm incurs a fixed cost each period
it operates in a market (¥ > 0). This means that a firm earns
less than zero when there is Low demand. Thus, if a firm
knows that the demand is Low, it will not operate, i.e., it
will not enter or it will exit if it entered in a previous period.

To capture the effect of competition in the market, we
assume that a multiplier y (0 < y < 1) reflects the softening
of a firm’s demand when there is a competitor. Said dif-
ferently, given a state of demand, a firm incurs a demand
of Q; in the absence of competition, i.e., D; = Q;. Con-
versely, when a firm faces competition, firm demand is
given by D; = yQ,. Implicitly, y is a measure of differentia-
tion because when y = 1, the products of the two firms are
perfectly differentiated. As y becomes smaller, the firms’
products are less differentiated, and the effect of competition
becomes greater. In other words, y is an inverse measure of
the degree of competition in a market.’

In order to avoid market structures where avoiding com-
petition is not dominant when Q; # L fori = 1,2, we assume
thaty > 6. If y < 6, the second mover strictly prefers to enter
the Avoid market (unless the probability of Low demand is
very high) and the market research decision becomes trivial.
With y > 6, a firm would rather be in a market with High
demand and competition than in a market with Intermediate
demand and no competition. This assumption is consistent
with observed herding behavior. Hence, our analysis focuses
on conditions where the question of whether to follow or
avoid the first mover is ambiguous ex ante.

With this framework as a basis for determining the pay-
offs in various situations, we now present the ex ante prob-
ability distribution that determines the likelihood of each
situation. The prior probabilities in both markets regarding
the likelihood of H, I, and L are assumed to be l%p, 1%,7 and p,
respectively, where p € (0, 1). This distribution allows us to
vary the unattractiveness of the market through p (the likeli-
hood of the Low state where even one firm cannot operate
profitably) while at the same time maintaining uncertainty
with regard to whether a market is “great” (the High state) or
simply “OK” (the Intermediate state). Note that the primary

3 We do not model product/price competition explicitly.

Table 1 Expectations of states in the follow market

Incumbent behavior Probability of demand state without research

Low Intermediate High
Exit 0 0
No exit 0 1 1
2 2

objective of a second mover is to avoid a “dud” market, i.e.,
a market with low demand. To facilitate the analysis, we
have assumed that the likelihood of the Medium and High
states are equivalent.® The second mover will update her
beliefs as a function of the incumbent’s action. The follow-
ing Table 1 summarizes the second mover’s expectations of
various states of demand in the follow market after observ-
ing “exit” or “no exit.”

The challenge for the second mover is not simply to avoid
a market where money is lost (the Low state) but to deter-
mine whether a higher likelihood of a High state is enough
to make the Follow market a better gamble than the Avoid
market.

Market research

We assume that the second mover can commission market
research in one of the two markets. By construction, this
entails choosing whether to conduct market research in
either the Follow market (where the incumbent is active)
or the Avoid market which is not served in Period 1.” We
assume that the cost of acquiring market research is zero but
our analysis involves assessing the value of market research
in each of the two markets to determine the best market in
which to conduct it. A natural extension to the analysis is
to use the value determined in our analysis as the basis for
pricing market research was an outside market research firm
selling its services to the second mover. This is an extension
that we discuss later.

The market research is assumed to provide an imperfect
signal about the demand in the market where it is conducted.
We capture the precision of market research with g, where
q = limplies a signal that is perfectly informative. The pre-
cision of research is assumed to be exogenous and is known
by the buyer of market research. Even when market research

% With an alternative structure in which p denotes the probability of
High demand, the intuition of the model goes through but the bound-
aries for the default decision are modified accordingly. Details are
available from the authors.

7 A follower might find it attractive to conduct research in the avoid
market after an incumbent exits when the risk of a low demand con-
ditions is high and the fixed cost of entry is above a threshold. Our
focus, however, is the case where the market research decision pre-
cedes the exit decision by the incumbent.
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Table 2 Avoid market beliefs with market research

Table 3 Follow market beliefs with market research no exit

Signal Probability of demand state with research Signal Probability of demand state with research
Low Intermediate High Low Intermediate High
Low 29p d-9)(1-p) A-g)(1-p) Low 1 1
l—q—p+3qp 2(1—g—p+3qp) 2(1-g—p+3qp) 2 2
Intermediate 2p(1-9) 29(1-p) (=9=p) Intermediate 29 L]
1+q+p-3qp 14+q+p-3gp 1+q+p-3qp 14+q 14+q
High 2p(=q) (A=g)d-p) _20=p) High 0 Iz 2a
1+q+p—3qp 1+q+p—3gp 1+q+p—3qp 1+q 14+q

firms present alternatives to investigate specific issues; typi-
cally, the confidence intervals associated with specific meth-
odologies are known. The posterior probabilities are given
by the following equations.

P(c,S,) = g and P(5;|S}) = (1 — q)/2 where j # k

In this formulation, o; is a signal about demand and S is the
true demand state, with Sj = H,I or L. With three states of

the world, g > % is a necessary condition for the signal to
have value.? Hence, in our model q € <%, 1 ) After receiving

the signal, the second mover updates her beliefs about the
expected demand in the market, where the market research
was conducted. While simplistic in form, this structure
reflects the essence of what market research does. It allows
the firm to learn about expected demand in the market where
itis conducted. The more precise the market research is, the
more uncertainty is reduced for the firm conducting the
research.

In the Avoid market, the updated beliefs are determined
straightforwardly using Bayes’ Law. The beliefs about each
demand state given three possible signals are as follows
(Table 2):

In the Follow market, the demand states are updated as a
function of the incumbent’s decision. First, if the incumbent
exits, the demand state was Low and market research con-
ducted in the Follow market is not informative. If, however,
the incumbent does not exit the market, then a signal of
either H or I is valuable to the second mover. The follow-
ing table summarizes the follow beliefs when the incumbent
remains in the market. Note that when the incumbent exits,
beliefs about the demand state are certain that the state is
Low (Table 3).

Using these expressions, it is possible to calculate the
expected profits for the second mover as a function of her
decision to enter either the Avoid or Follow market based
on the observed signal. As a function of each signal, the

8 For logical consistency, the posterior probability of a demand state
S; following a signal o; needs to exceed the prior probability. Straight-
forward rearrangement of Bayes rule implies that g > 1 where n is
the number of states. "
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optimal market to enter can be determined (i.e., the market
that provides the highest expected payoff). Using the relative
probabilities of each state, the second mover then calculates
the expected profit when conducting research in the Avoid
market versus conducting market research in the Follow
market. This expected profit is used to determine whether
the second mover is better off conducting market research
in the Avoid or the Follow market.

Extensive form of the game

Our primary interest is the decision of where the second
mover should conduct market research: in the Follow mar-
ket, which contains an active firm (the incumbent) or in the
Avoid market, where there are no firms. In other words, our
research determines which market generates more valuable
information under different market and competitive condi-
tions. After observing the signal from market research and
the decision of the incumbent to either remain active or exit
the market, the second mover decides whether to enter a
market and if so which one. As noted earlier, our focus is
the decision of the second mover but for the purposes of
completeness, we show the decisions taken by the incumbent
so that the precise sequence of events is clear to the reader
(Fig. 1).

While it appears that the incumbent makes decisions that
affect outcomes in the game, we assume these are made in a
predictable manner. First, the incumbent by definition enters
the Follow market; this is trivial but basically implies that
ex ante the two markets are (a) equally attractive and (b) the
probability distributions in the two markets are independ-
ent. In other words, the choice of market (i =1, 2 ) by the
incumbent is irrelevant.’

Second, the incumbent makes a decision of whether to
exit or not, but we assume that this decision is mechanical.
When the demand state is Low, the incumbent exits. If the
demand state is not Low, the incumbent remains active (in
the Follow market). The second mover observes the incum-
bent’s exit/no exit decision before entry. For the second

 We will discuss the potenial impact of the incumbent’s entry behav-
ior later in the paper.
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1. Hature 2. Incurmt 3. Second 4. Hature 5. Demand 6. Incumbent 7. Second mover 8. Demand state
chooses demand enters Follow Mover makes provides market state revealed choosesto decides whether is revealedto
state in each market research research signal  to incumbent edit or remain 1o enter Follow Second Mover
market market decision if purchased in Follow or Avoid or not and profits are
market to enter realized
| [ | | | 1 [ ] [ ]
1 1 1 1 1 | || 1

Fig. 1 Sequence of moves in the game

mover, this is an important piece of information. In fact, the
literature on informative exit focuses (strictly) on how this
information affects the second mover’s decision. With this
basic structure, we move to the analysis where we determine
the best strategy for the second mover in terms of both mar-
ket research and whether or not it is better to follow or avoid
the competitor in Period 2.

Analysis

We start by analyzing the decisions of the second mover in
the absence of market research. Using the model structure
shown above, we calculate the expected profits for the sec-
ond mover in terms of the exogenous parameters (p, y, 6),
first when she enters the Follow market and second when she
enters the Avoid market. We then compare these expected
profits. This means that the second mover has a unique opti-
mal strategy for each set of exogenous parameters (except
along an indifference boundary). The profits associated with
the optimal strategy become the benchmark for expected
profitability. With this as a benchmark, we move to iden-
tifying the equilibrium decisions when market research is
available. The goal of the study is to derive propositions
(versus test them).'?

Equilibrium in the absence of market research

Consider the optimal decision of the entrant when the
incumbent exits the Follow market. In this situation, the
Follow market has a state of Low demand so the best deci-
sion for the second mover is to enter the Avoid market. This
implies that the expected profit for the second mover is
x = UUD) _ p(the likelihood of this occurring is p). Sec-
ond, when the incumbent does not exit the Follow market,
we know that the demand state in the Follow market is High
or Intermediate with equal probability (each case occurs

10 A game-theoretic approach can be seen as an experimental
approach where the effect of different experimental conditions—in
our case, market conditions and market research quality—on a spe-
cific outcome—in our case the target market for research—are tested
by asking ‘what if* questions (see Moorthy 1985).

with probability %). In this situation, the profit earned by
entering the Avoid market is as before 7 = drod=p) _ p.
Conversely, the profit when entering the Follow market is
r="% _F The optimal decision of the second mover
when the incumbent does not exit is described in Lemma 1.

Lemma 1 When the incumbent does not exit and

1. p > 1—y,the optimal choice is to enter the Follow mar-
ket and earn expected profits of # = % - F.
2. p<1—y, the second mover’s optimal choice is to

enter the Avoid market and earn expected profits of
_ (+8)d-p) F
T = T — .

Lemma 1 divides the parameter space into two distinct
zones. The left side of the inequality reflects the “cost” of
entering a market, where there is a possibility p of Low
demand (the higher is p, the higher the cost). The right side
of inequality represents the cost of competition. As long
as the likelihood of encountering Low demand is suffi-
ciently small, the second mover a priori prefers to avoid
competition.

This lemma is important because the expected value of
information depends on the default decision, i.e., the deci-
sion based on prior information without market research.
The default decision identifies the benchmark profits that
apply to each parameter region. The expected profits earned
with market research must exceed the benchmark for the
second mover to have any motivation to engage in market
research. Expected profits only increase with a change in
the decision of which market to enter (the Avoid market
when p < 1 — y or the Follow market when p > 1 —y). If
none of the “possible” signals generated by market research
change the default decision, the information has no value.
We now move to determining the expected profits when
market research is acquired. It proves useful to analyze the
regions delineated by Lemma 1 separately.

Equilibrium in the presence of market research

It is useful to first establish the value of perfect information
about the two markets, which is summarized in Lemma 2.
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Lemma 2 The value of perfect information, i.e., when q =
1, is always higher in the Avoid market than in the Follow
market, independent of the default entry choice.

We now examine the optimal course of action when mar-
ket research is noisy, first, by starting with the case when
the default decision is to enter the Follow market. These are
the conditions when p > 1 — y. Here, the probability of Low
market conditions is high relative to the level of competitive
intensity, 1 — y. As a result, the second mover a priori pre-
fers to face competition than to risk entering a Low market.

The expected value of market research in the Avoid mar-
ket is the sum of 3 possible signals—High signal, Interme-
diate signal, and Low signal with exit—with each having a
different value function and a minimum precision for the
value to be non-negative. The minimum precision for the
market research to have value is found at the lowest of the
minimum precisions for each of three individual signals.
In contrast, only an Intermediate signal can be of value for
market research in the Follow market.!! This is summarized
in Lemma 3.

Lemma 3 When the default entry decision is the Follow
market:

1. The minimum precision for market research in the Fol-
. 1-2y+6—p(14+6)
’ -
low market to have value is g > Xpp 46— 1+p—2y—6+p5

(Intermediate signal).
2. The minimum precision for different signals of mar-
ket research in the Avoid market to have non-negative

= U=dp);

expected value when F < F,, where F, >

(@ H i g h s i g n a l

1-p)26—y—y6)
X 1, Xpay = (
par < g <1 Xpap Ap+y+26-3py—2pd+y5-3pys—4

b Intermediate Signal:

— 2—y(1+1)—pQ2+y((1+6))
Xy <q <1 Xpyp = 2(1=28)+y(148)—p(2(1-8)=3y (1+8))’
(c) Low Signal

with Exit:
Xp3 < g <1, Xpyz =

(1=p)(1=2F+6)
2FGp—1)+(1—-p)(1+8)°

In Lemma 3, market research will have value in the Avoid
market if ¢ > X, , where Xp, = min (XFAI,XFAz,XFA3).
20 -p)(1=p)A+6)—2F(1—p(1+5)))

(1+8)(2FBp—Dy+(1-p)*(1+8))
else X4 = Xp4;- Lemma 3 indicates that the minimum preci-
sion, g, for an Intermediate signal to have value, is higher
than the minimum precision for a High signal to have value.
When y is relatively high, there is little incentive to change

Wheny > yp = »then Xy = Xy

" With default decision to follow, only an Intermediate signal could
lead to a change of decision by the second mover,
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from the default decision of Follow because competition is
not severe and a Low demand state is avoided by observing
the incumbent’s action. When the incumbent exits the Fol-
low market, the important signal from the Avoid market is
one of Low demand. Here, the second mover does not enter
either market and market research allows it to avoid paying
the fixed entry fee F. Lemma 3 allows us to move to Proposi-
tion 1, which identifies the optimal market in which the sec-
ond mover should conduct market research when the default
entry decision is the Follow market.

Proposition 1 When the default entry decision is the Follow
market, market research in the Avoid market is always more
valuable. The second mover conducts market research in the

Avoid market when q > Xp,. When q € <% Xpa ) no market

research is conducted.

The explanation for Proposition 1 obtains by thinking
about how each signal from the market research creates
value for the entrant. First, consider how signals from Fol-
low market research are valuable when the default entry
decision is to enter the Follow market.

Importantly, the only signal from Follow market research
that has value is a signal of Intermediate demand. If the
incumbent exits the market, the second mover learns with
certainty that the Follow market has Low demand. Con-
versely, if the incumbent does not exit the market, the entrant
does not learn anything from a Low signal (the signal does
not affect the relative likelihood of Intermediate or High
demand). As a result, a Low signal has no value. Second, a
signal of High also has no value because it does not change
the default decision of the second mover to enter the Follow
market. Finally, an Intermediate signal has value but it is
limited. It is at most the difference between the a priori

expected payoff from the Avoid market, (W) and

Intermediate demand in the Follow market with certainty
(y0).

In contrast, three different signals from Avoid market
research can be valuable ex ante. First, a Low signal can
have value when the incumbent exits the Follow market.
Second, High and Intermediate signals can induce the
entrant to switch to the Avoid market and gamble on attrac-
tive demand market conditions without competition. Accord-
ing to Lemma 3, a High signal always has value at a lower
level of precision g than an Intermediate signal
(XFA] < XFAQ). The value of a High signal is high because
the difference between the payoff with High demand and no
competition, and the a priori expected payoff from the Fol-

low market (@) can be substantial. In fact, the expected

value of a High signal in the Avoid market is always higher
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than the expected value of an Intermediate Signal in the Fol-
low market for any level of precision g.

We now consider the optimal location to conduct market
research when the default entry decision is to enter the Avoid
market (p < 1 —y). These are conditions where the prior
likelihood of Low demand, p, is low relative to the intensity
of competition, 1 — y. This makes the Avoid market a priori
more attractive than the Follow market: the conditions are
such that the risk of encountering Low demand, D, in the
Avoid market is low. Low demand is always avoided in the
Follow market because the incumbent’s decision to exit is
observed before choosing which market to enter (if either).

Given Proposition 1, one might assume that the optimal
decision is to conduct market research in the Follow market
(the “non-default” market) because a High signal (or even
an Intermediate signal) in the Avoid market might not lead
to a change in decision. Conversely, perhaps market research
in the Avoid market is more valuable because of greater
uncertainty.

Lemma 4 When the default entry decision is the Avoid
market:

1. The minimum precision for market research in the Fol-
(1-p)(1+6)—2y6 . .

@) pKItD) (High signal).

2. The minimum precision for different signals of mar-

ket research in the Avoid market to have non-negative

expected value when F < F , where F, = d ;”’ is

low market is g > X =

(1-p)(1-y)

—2 7 fora Low signal

—r——— §
2(1=p)—y(1+p)(1+6)

2(1-p)(1-26)+y(14+6)(1-3p)

@ g> Xy
®) g>Xyp =

signal and,
(©) g>Xy3 =

for an Intermediate

(1=p)(14+6—2F)

T +0)2F ) for a Low signal and Exit.

In Lemma 4, market research will have value in the Avoid
market if ¢ > X,, , where X,, = min (XAAI,XAAZ,XAA3).
23((1;2;)) and p<py = % then
X 44 = X441 (When competition is strong and the probability
of Low demand is low); else and X,, = X,,,.'> Lemma 4
implies that the minimum precision for a Low signal to have
value in the Avoid market when the incumbent exits the Fol-
low market is higher than the minimum precision needed for
(a) a Low signal without Exit or (b) an Intermediate signal,

When y<yy =

2(1+26)
3(1+48)°
This means that for p > - the minimum precision for

12 For yAA < l—p,

the probablhty of a low market must sat-

isfy p < 3055 3(1+5>
market research in the Avoid market to have positive expected value
is determined by the low signal.

to have value.'> When p is high, the second mover is primar-
ily concerned with avoiding Low demand. Hence, the signal
which attains value at the lowest level of precision is the
Low signal. Conversely, when p is low, the second mover is
less concerned with a Low demand state so the signal which
attains value at the lowest level of precision is the Intermedi-
ate signal.

Lemma 4 forms the basis for Proposition 2 which identi-
fies the optimal market in which the second mover should
conduct market research when the default entry decision is
the Avoid market.

Proposition 2 When the second mover’s default decision is to
enter the Avoid market, i.e.,y < 1 — p, the second mover should
conduct market research in the Follow market when competition
is limited, i.e.,y > y*, the probability of low demand is non-
1-5)°
research is relatively low, i.e., X r < g <q,where

negligible p > p* and the precision of market

(1-p)(1-9) .
1+p-5(1-p)’
(d-p)(1-9) 14
2(1—p-po)’

L. Forp* <p<ppsy =vf=

3 ‘
2. Forpy <p<3panv*=v, =

Otherwise the second mover should conduct market research
in the Avoid market.'?

When y is low (measurably far from the limit1 — p which
defines the choice of the default market), market research in
the Avoid market is significantly more valuable than research
in the Follow market. This is a situation where competition
is relatively severe making the Follow market ex ante unat-
tractive. Accordingly, signals from the Follow market are
less valuable than signals from the Avoid market. Similar to
situations where the default entry market is the Follow mar-
ket, market research from the Avoid market plays the role
of insurance and helps the second mover avoid the negative
risk of the Avoid market, i.e., Low demand.

In contrast, when y is higher, information from the Follow
market becomes more valuable (as one would expect). More-
over, when market research is sufficiently noisy (low lev-
els of ¢g), conducting market research in the Follow market
dominates conducting market research in the Avoid market.

13 The minimum precision for the Low signal with exit to have value
is higher than the minimum precision for the Low signal without exit
to have value except when F 2 F.. When F 2 F, the second mover
will not enter the Follow market as per Lemma 4. The only question
is whether or not the second mover should go ahead with the default
entry decision. As a result, the value of a Low signal with Exit is
identical to that without exit.
1-5

2((1+5)) 2Paa

15 Due to the different kinks in the expected value function of market
research in the Avoid market, an exact and simple expression for g

does not exist.

4 v =1 —pfollows p <
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Table 4 Summary of analytical
results

Lemma 1:
Entry decision w/o market
research (default)

Market condition:
Cost of avoiding competition vs. degree of competition

Costishigh(p > 1 —y)

Costishigh(p <1 —y)

Follow market

Avoid market

Market research quality is...

Result; do market research in...

Imprecise ~ Precise  Perfect Imprecise ~ Precise  Perfect
(Lemma 3) (Lemma 4)

Prop 1: Prop1: Lemma?2: Prop2: Prop2: Lemma2:
Avoid Avoid Avoid Follow Avoid Avoid
Market Market Market Market Market  Market

The intuition for this surprising result comes by thinking
about why various signals from Avoid and Follow market
research studies are valuable. First, when g, the precision of
the market research is low, the value of a Low signal from
the Avoid market may be insufficient to cause the second
mover to change her entry decision. The reason is that p, the
prior probability of Low demand, is relatively low when the
default market is Avoid (when ¢ is low, the posterior prob-
ability is also small). This makes the likelihood of a change
improbable. In these conditions, a signal of Intermediate
demand is also less likely to be valuable because it is the
intensity of competition that drives the entrant to enter the
Avoid market. A signal of High demand from Avoid market
research is never valuable when the default entry choice is
the Avoid market because it does not cause a change in the
entrant’s decision.

Now consider the value of market research conducted
in the Follow market. When the incumbent exits, Follow
market research has zero value because the second mover’s
strategy does not change. Of course, the likelihood of this
happening is relatively low when the default entry decision
is Avoid precisely because p is small: p € (0,1 — y). This
means that the conditional probability of a Low signal when
the incumbent stays in the market is relatively low.

Yet, in these conditions, a High signal can have signifi-
cant value because the second mover updates its prior on
the likelihood of a High state as a function of the signal it
receives. While the market research signal is imprecise by
itself, it has value because it is complementary to the sig-
nal provided by the incumbent’s action (no exit). Through
Bayes’ Law, this signal has a significant impact on the pos-
terior probability of the High state and this can provide a
sufficient reason for the firm to change its strategy and enter
the Follow market.

Thus, when the precision of market research g is low,
market research in the Follow market can be more valu-
able than market research in the Avoid market. As we
increase g, the posterior probability of High demand
increases meaning that increases in g raise the value of
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Follow market research. However, this only obtains when
(a) the incumbent does not exit and (b) a signal of High is
received. As a result, the increase in value for Follow mar-
ket research with increases in ¢ is of second order. In con-
trast, as we increase the precision of the market research
in the Avoid market, the increase in value of the market
research is of first order. The reason is that there are two
potential shortcomings of entering the Avoid market.

The first is the risk of Low market demand. Note
that this risk is never encountered in the Follow market
because the incumbent’s exit/stay decision is observed.
As the quality of market research increases, Avoid market
research becomes more and more like an insurance policy
against Low market demand: a signal of Low will lead the
entrant to switch to the Follow market.

Second, a condition of Intermediate demand in the
Avoid market is less attractive than being in the Follow
market with High demand. Suppose the entrant receives
such a signal from Avoid market research. As the precision
of market research increases, the entrant compares a high
likelihood of Intermediate demand in the Avoid market
to a 50% chance of High demand in the Follow market
when the incumbent does not exit (a fraction 1 — p of the
time). This signal too becomes increasingly valuable as the
precision of market research increases. The key analytical
results are summarized in Table 4.

In summary, Table 4 shows that the complementary
nature of information sources leads to market research in
the Follow market being more attractive when the default
entry decision is the Avoid market and market research
is relatively imprecise. Independent of whether the first
mover exits or not, there is greater uncertainty in the Avoid
market. Despite “uncertainty” being a key driver of the
value of information, the optimal decision for the second
mover is to conduct market research in the Follow market
(where there is less uncertainty). However, as the preci-
sion of the market research increases, its ability to insure
the entrant against making a bad decision (by entering an
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unattractive Avoid market) increases and this leads to a
switch in the optimal location for market research.'® This
is observed as we move right in Table 4 from the cell
where market research in the Follow market is optimal.
At the extreme where market research is 100% precise,
the second mover chooses Avoid market research as per
Lemma 2.

The effect of changes in differentiation

A second set of findings relates to how changes in market
conditions, in particular changes in competition, affect the
value of market research. Competition is captured by the
degree of differentiation between the firms, y. An increase
in differentiation raises the ex ante value of the market to
a potential entrant. Given that the expected value of mar-
ket research depends on the expected value of the market
itself, one would expect that an increase in differentiation,
i.e., a reduction in competition would increase the value of
market research. However, we find that the value of market
research changes in a non-obvious way when differentiation
increases.

The impact of differentiation on the value of market
research is summarized in Proposition 3.

Proposition 3 When the default entry choice for the second
mover is

1. the Follow market, an increase in differentiation y
reduces the expected value of market research to the
second mover.

2. the Avoid market, an increase in differentiation y
increases the expected value of market research to the
second mover.

These two findings are independent of where market
research is conducted.

Proposition 3 shows that impact of differentiation on the
value of market research depends entirely on what the default
entry decision is for the second mover. In other words, the
relationship is unaffected by where the market research
is conducted. It also shows that competition has oppos-
ing effects on the expected value of information. In extant

16 When the follower acquires true demand information in the Follow
Market (by virtue of the incumbent’s activity), the correct decision of
the Follower is to conduct market research in the Avoid market (or
not at all if the precision of the research is below a threshold). The
research is valuable independent of the incumbent’s exit decision.
When the incumbent exits, the market research is used to avoid Low
demand. When the incumbent stays, the market research is used to
assess the likelihood of High demand in the Avoid market.

research on the expected value of information, the explana-
tion for opposing effects is strategic interactions between
competitors (Christen 2005; Soberman 2009). When mar-
ket research studies are complements, the expected value
of information increases when a firm has two sources of
information so firms have an incentive to share information.
In contrast, when market research studies are substitutes,
the expected value decreases and competitors will not share
information (Vives 2008). In this model, there is no change
in the strategic interaction of information sources when
the default market entry decision changes. The change in
value is entirely driven by a change in the reference point
for assessing the value of information.

We explain the impact of differentiation on the value of
market research as follows. When the default decision of
the second mover is to enter the Follow market, increases in
differentiation reduce the expected value of market research.
The reason is that the expected value of market research
comes from its ability to provide a signal that causes the
firm to switch to the Avoid market, i.e., to avoid competition.
Yet, increases in differentiation make avoiding competition
less profitable and this reduces the expected value of market
research. In contrast, when the default decision of the second
mover is to enter the Avoid market, increases in differen-
tiation increase the expected value of market research. The
explanation is that the role of market research is to provide
a signal that causes the firm to switch to the Follow market
(to take on a competitor). With higher differentiation, the
disadvantage of entering the Follow market is lower. This
increases the potential gain that entrant realizes by switch-
ing to the Avoid market and raises the value of the market
research.

Decisions by the incumbent

An interesting issue is to ask how the decisions of the sec-
ond mover are affected were she to learn that the incumbent
conducted market research in either (a) the market where
the incumbent is active or (b) a market that the incumbent
did not enter. Clearly, the second mover will upgrade the
attractiveness of the market chosen by the incumbent as a
function of this knowledge. The degree to which this can be
done depends on whether or not the second mover knows the
details of the incumbent’s market research.

In particular, knowledge of whether the research was con-
ducted in the market where the incumbent is active or not
allows the second mover to update the likelihoods of various
demand states and make better decisions. To illustrate this,
consider the following situation: (1) the incumbent enters the
market of Sect. “The model”; (2) it has conducted market
research prior to entering; and (3), the second mover knows
where the market research was conducted.
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Suppose the market research was not conducted in the
market that the incumbent entered. In this case, the second
mover knows that a High signal was not generated in the
Avoid market.!” When 6 < ﬁ then both Intermediate and

Low signals cause the incumbent to choose an alternative
market. In other words, the difference between the Interme-
diate and High states is significant in this range for 6. Hence,
the second mover knows that the incumbent did not receive
a High signal in the Avoid market. Conversely, the second
mover can infer that when the incumbent enters the market
where research was conducted, it must have received a High
signal. 1

The situation is different when § > - When the reduc-

tion in market potential from High to Intermediate is smaller,
then only a Low signal causes the incumbent to choose an
alternative market.'® Similarly, a High or an Intermediate
signal leads the incumbent to enter the market where the
research was conducted. For the second mover to be able to
update prior beliefs about the demand states of two respec-
tive markets, she needs to know both the precision (of the
market research) and the market where the incumbent con-
ducted it. In a situation where the precision of market
research across suppliers is similar, knowing the former is
reasonable.

Note that when 6 < :%i, the incumbent is in a mode of
searching for High demand to increase the expected value of

the market. Conversely, when 6 > 2 then the incumbent

];
1+p
is primarily interested in avoiding the Low state to increase
the expected value of the market. The limit is the boundary
above when an Intermediate signal increases the expected
value of the market.

In summary, when the incumbent has conducted mar-
ket research, there are a number of questions the second
mover needs to consider. First, can the second mover con-
firm that market research was conducted? Second, can the
second mover determine whether the market research was
conducted in the market where the incumbent is operational.
Third, is the second mover informed about the precision
of the incumbent’s market research? Incumbents sometime
possess idiosyncratic information that may explain their
entry decisions; however, this is analogous to a situation in
which the incumbent has conducted market research prior
to the entry decision so the same reasoning applies. In a

7 If the incumbent had received a High signal, she would have
entered that market.

13 The limit § < :%p is found by equating the prior expected value of
a market and the value of the Intermediate demand state, i.e.,

dxodon) - g(l +p)(1 + 6). When 6 is high enough, an Intermediate
signal increases the expected value of the market. Otherwise an Inter-
mediate signal reduces the expected value of the market.
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nutshell, no updating is possible when a second mover does
not observe the market where the research (or information)
has been gathered. This is the dilemma of FOL, the Italian
pop corn firm mentioned in the introduction. FOL’s deci-
sion of where to conduct market research (and where to
enter) would have been significantly affected were it to have
known that Garrett conducted market research in Europe but
decided to enter Asia.

Selling market research to potential entrants

If the market research firm only plans to conduct research in
one market, it should conduct research in the market which
yields the highest value. Our analysis leads to the following
prescriptions for a seller of market research.

When a market research firm sells to first movers, the
decision of which market to research is less critical than it is
for second movers. The first mover faces symmetric condi-
tions, but the action of the first mover creates an important
asymmetry for the second mover. Our analysis shows that
second movers’ need to learn varies substantially across
markets. In particular, there is a more and a less valuable
place to conduct market research if a firm is trying to sell
market research to a second mover. Indeed, market research
in an Avoid market is generally more valuable. There is more
uncertainty in an Avoid market. Nevertheless, there are con-
ditions where a second mover is willing to pay more for mar-
ket research conducted in a Follow market. This is especially
the case when the market research is imprecise. This means
that with high uncertainty and difficult market research con-
ditions, not only might we observe second movers following
the lead of an incumbent; we might also observe market
research firms doing precisely the same thing. Our results
thus provide an example of a secondary or indirect herding
effect.

It is imperative that a market research firm be informed
about which market the second mover would enter by default
were there no market research. Our analysis shows that this
is a fundamental first step needed to determine the optimal
location for market research. The analysis does show that
higher precision invariably leads to market research being
more valuable when it is conducted in an Avoid market.
Thus, as market research quality improves, we should expect
market research firms to shift their attention to unserved
markets. Finally, the analysis shows that market research
firms need to be sensitive to the expected differentiation
between firms. Recall that the differentiation between the
firms needs to be assessed before the firms actually compete
with each other. This implies that market research firms need
to predict the intensity of competition between the incum-
bent and second mover (perhaps based on how they compete
elsewhere in the world) in order to commission studies in
the “right” market. Naturally, the decision of which market
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to conduct market research in becomes less important, the
more differentiated the firms are. By highlighting the “fun
aspect” of gourmet food consumption, FOL tries to add a
factor that differentiates its offer from Garrett. This certainly
makes FOL’s entry decision less dependent on competitive
considerations. But it also makes FOL’s decision of where
to conduct market research more independent.

An interesting extension to the analysis would be to con-
sider the question of where market research should be con-
ducted when the choice is made after observing the incum-
bent’s exit/entry decision. This would be interesting from
both the perspective of the second mover or a firm that is
trying to sell market research.

Conclusion

Our study addresses a fundamental question that firms face
whenever they enter new markets: how much do they need
to know before making an entry decision? Second movers
frequently benefit from free information by observing the
entry/exit behavior of competitors who have already entered
a market. This information is certainly valuable but often,
second movers want to go farther. They can learn more by
conducting market research. However, demand information
inferred from an incumbent’s behavior affects the expected
value of market research.

Theoretical implications

Common sense suggests that free information from observ-
ing an incumbent’s behavior in a market should act as a
substitute for market research by the second mover (and
reduce its value). Indeed, the value of perfect information is
strictly higher for a market with no operating firms (an Avoid
market). The intuition for this observation is that demand
uncertainty is higher in the Avoid market; after all, the sec-
ond mover already has (some) information from the Follow
market by observing the incumbent’s behavior.

However, two different signals are possible by observing
the incumbent’s behavior. If the incumbent decides to exit,
the second mover knows that demand in the Follow market
is Low; the Follow market is not worth entering. Conversely,
if the incumbent continues to operate, the entrant knows that
demand in the Follow market is significantly more attrac-
tive. As a result, the quality of information provided by the
incumbent’s behavior depends on the specific action the
incumbent takes. On the one hand, “exit” is a perfect signal
of poor demand conditions, i.e., demand that is too low to
support even a single firm. On the other hand, the absence
of exit does not confirm the capacity of the market to sup-
port two firms.

In the introduction, we pose three questions.

1. For which market is market research more valuable to a
second mover: for a market with more uncertainty and
no competition or for a market with information gener-
ated by the first mover and competition?

Our research shows that careful analysis is needed to assess
whether market research from Follow markets or Avoid
markets is more valuable to a second mover, i.e., whether
the observing incumbent behavior is a substitute for or
complement to market research. Fundamental to answering
this question is the issue of whether “all other things being
equal,” a second mover prefers to follow or avoid the incum-
bent. This depends on (a) how likely an unserved market is
to exhibit poor demand conditions (in some sense, an operat-
ing incumbent provides insurance against poor demand con-
ditions) and (b) how intense competition with the incumbent
is likely to be. Our study shows that when the default choice
is to follow the incumbent, it is better to conduct market
research in the Avoid market. However, when the default
choice for the second mover is to avoid the incumbent, the
value of market research in the Follow market, i.e., the mar-
ket with the incumbent, can be higher than in the Avoid
market. This occurs when the quality (or precision) of the
market research is relatively low.

2. Is the intuition that more uncertainty and less competi-
tion increases the expected value of market information
correct?

No, the intuition is not correct. Uncertainty, in general
increases the expected value of information, but the effect
of the degree of competition (or the ability to differentiate)
on the expected value of market research depends on the
specific market conditions.

3. How do the quality of the market research and the inten-
sity of competition affect the market research decision?

The intensity of competition certainly affects the market
research decision. When the default decision is to avoid the
incumbent because of intense competition, there are situa-
tions when conducting research in the Follow market is best.
This occurs when market research is relatively imprecise: a
poor signal by itself has limited value but when a poor signal
is combined with another signal about market demand, the
incumbent’s entry/exit behavior, the complementary nature
of independent signals increases the value of low-quality
market research. In contrast, when the market research is of
high quality, the signals are redundant and market research
in the Avoid market is more valuable.

In sum, the main message of the paper is driven by
the relationship of information sources. Similar to earlier
research (Sarvary and Parker 1997; Christen and Sarvary
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2007), we find that information sources can be complemen-
tary when precision is poor but become substitutes when
the precision is higher. We show this is as true for “binary”
signals (exit or not) as it is for signals regarding the expected
value of a continuous variable.

Practical implications

For managers, our analysis shows how differentiation affects
the expected value of market research. When the level of
differentiation between a second mover and the incumbent
is high, our study shows that the “default” market entry deci-
sion is almost always to enter the Follow market. In these
conditions, the expected value of a market research study
conducted in an Avoid market is always greater than the
expected value of similar quality market research in a Follow
market. Here, an incumbent which does not exit a Follow
market acts like an insurance policy for the second mover.
Hence, it is best to conduct research in a virgin market.

In contrast, when the differentiation between a second
mover and the incumbent is weak, the “default” market
entry decision is almost always to enter the Avoid market
(to avoid competition). Here, a manager needs to be much
more judicious is her choice of where to conduct market
research. If the market research is relatively imprecise, the
manager may be better off conducting research in the mar-
ket with the incumbent. The combined value of knowing
that an incumbent continues to operate and a positive signal
from market research (imprecise as it is) may be sufficient
to justify following the incumbent despite the weak level of
differentiation.

A second practical implication is that the value of mar-
ket research depends significantly on its precision. This in
itself is not surprising. If the only information a manager
has to make a decision is market research then its precision
is what determines its value. If, however, the manager has
other sources of information that are also used to make deci-
sions, then the precision of the market research is but one
factor that affects its value. In particular, imprecise market
research can be significantly more valuable when a manager
is able to combine it with other sources of information.

A third practical implication relates to how the availabil-
ity and use of market research is likely to affect market clus-
tering or market avoidance. Managers need to know whether
they are likely to operate in markets with competition or
not. The effect of market research depends entirely on what
the default decision of the second mover is in the absence
of market research. Market research only has value when it
leads a firm to change its default decision. Thus, in a market
where the default decision of second movers is to follow
incumbents (market clustering), the effect of market research
will be to reduce market clustering. This is the case when
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firms in the industry face markets with a high probability of
poor market demand. Conversely, when the default decision
of second movers is market avoidance, market research will
increase the level of market clustering.

Future research

Our study points to three areas which we hope can be
explored in future research. The first relates to the timing of
the second mover’s research decision. As noted at the end
of Sect. “Selling market research to potential entrants,” we
assume that the second mover makes its choice of where to
conduct market research before observing the incumbent’s
exit/entry decision. It is possible that the market research
decision takes place after the incumbent’s operations in the
Follow market seem secure. In such a case, the choice of
where to conduct market research is made affer observing
the incumbent’s exit/entry decision. This would be a useful
extension to how a second mover should combine informa-
tion sources.

A second issue that would be interesting to discuss is
how the choice of where to conduct market research would
be affected when the level of investment in market research
by the second mover affects its precision. On the one hand,
more precise market research tends to favor market research
in Avoid markets. On the other hand, a second mover may be
able to “reduce” expenditure on market research by decreas-
ing its precision. This may be attractive when imprecise mar-
ket research gains value by combining it with an information
source that is already on hand, i.e., the incumbent’s decision
to remain or exit the market.

A final issue that is not addressed in our study is whether
the choice of where to enter by the incumbent is itself
informative. We assume that ex ante the two markets in our
model are identical. It is possible, however, that the incum-
bent’s decision in and of itself was based on market research
conducted by the incumbent. In these cases, it might reduce
the likelihood of the Avoid market being the default decision
for the second mover. Moreover, a second mover’s decision
would then consist of assessing how to choose where mar-
ket research should be conducted given that information on
the Follow market consists of two signals: the incumbent’s
initial market choice and its decision to remain or exit the
market. This and the previously mentioned topics, we leave
to future studies.
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Appendix

The Appendix provides an overview of proofs for results
in the paper. Detailed proofs are available in the online
e-companion.

Proof of Lemma 1 (Determining parameter space
for default decisions)

Lemma 1 follows directly from the respective expected profit
functions for the two entry options, Avoid and Follow:

d+6)1-p)
2

— F = n(Follow) =

n(Avoid) =
¢9)

a+o)y

— - F.

Proof of Lemma 2 (Value of perfect information)

Case 1: When y > 1 — p, the value of perfect information
(VPI) of a High signal in the Avoid market is

VPI(High in Avoid) = i(l -p)*2—y(1+6)) (2a)
and the value of perfect information in the Follow market is
VPI(Follow) = i(l -pP*Qys + (1 = p)(1 + ). (2b)

The difference between the two functions (2a) and (2b)

AVPI = 3(1 = pP((1 = 1)1 = 5)+p(1 + )
(2¢)

is always positive.

Case 2: When y < 1 — p, the combined value of perfect
information (VPI) in the Avoid market from a Low signal
and an Intermediate signal is

VPI(Low and Intermediate in Avoid) = i [y(l +p)(1+6)—26(1 —p)]
(3a)

and the value of perfect information (VPI) in the Follow
market is

1
VPI(Follow) = Z(1 = p’ 2y = (1 = p)(1 + 6)). (3b)
The difference between the two functions (3a) and (3b)

AVPI = ‘1-1(1 -p)
(1 =p)(1 = 8) +p(y(3+6) = 2) + p*(1 + 8)) (3¢)

is always positive.

Proof of Lemma 3 (Minimum precision when default
decision is to enter

Follow market)

The minimum precision for different signals follows by
setting the expected value of information to 0. For market
research in the Follow market only an Intermediate signal has
positive expected value. In the Avoid market, the minimum
precision for a High signal, Xy, is always smaller than the
minimum precision for an Intermediate signal, X,,, within the
parameters for which EVSI,, > 0. The difference

8(1—p)1 —p=7)(1+5?) <0
(Gp =Dy +8)+2(1-p)2 = )G - Dy(1 +6) —2(1 - p)(1 - 28)
“
because the numerator of (5) is negative wheny > 1 —p,
while the two factors of the denominator are positive for
0 > Opan-
The difference in value between a High signal and a Low
signal with Exit is equal to

Xpar = Xpao =

Xear = Xeas
o = pY (L +8)(r (1 +8) = 2) + 2F((1 + 8)(2p* — (1 = 3p)) +2(1 — p(2 + 6))))
(1 =p)1+6)—2F(1 = 3p)(2(1 = p)(2 = 6) — y(1 +6)(1 - 3p))
(%)

which is positive when1 —p <y <y < 1, where

_ 20 =p)(d =p)d +6)=2F1 = p(1 +6)))
T (1L+8)(2FGp — Dy + (1 - p)*(1 +6))

(1-py(1-4%) ©)
2(2p2(1+8) + (1 - p)(1 - 8))

FA

when F >

When the difference (6) is positive and the minimum preci-
sion for research in the Avoid market is determined by the
Low signal with Exit, i.e., Xp, = Xp45; otherwise it is deter-
mined by the High signal, i.e., Xz = Xpy,-

Proof of Proposition 1 (Optimal market research
when default decision is to enter Follow market)

The approach to prove Proposition 1 follows three steps:

Step 1: Demonstrate that the relevant parameter space for
market research in the Avoid market to have positive expected
value is strictly greater than market research in the Follow
market.

Conclusion: The parameter space for market research to
have a positive expected value is larger for the Avoid market
than for the Follow market.

Step 2: Demonstrate that the minimum precision for the
High signal in the Avoid market is strictly lower

Conclusion: The minimum precision needed to conduct
market research is always lower for Avoid market research.

Step 3: Demonstrate that the expected value of a High sig-
nal in the Avoid market is strictly greater
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The difference in the expected value of information is
always positive, i.e.,

EVSIpy, — EVSIpp

_ (1=p’Bq = D((1 +9)((1 = )1 = ) +2ps — p*(1+3)) +p(3q = Dy(1 - 9))
- 41+ )1+ -pBq—1)

> 0.

@)
The denominator of (7) is always positive because
1+ g+ p > 3pgVpq < 1. The first two factors of the numera-
tor of (7) are also positive for g € [1/3, 1]. The large fac-
tor of the numerator of (7) is always positive because when
p = 1 it follows that y = 0.

Proof of Lemma 4 (Minimum precision when default
decision is to enter the Avoid market)

The minimum precision for different signals follows by
setting the expected value of information to 0. For market
research in the Follow market only a High signal has positive
expected value. In the Avoid market, the minimum precision
for a Low signal (without exit), X 44, is always lower than
the minimum precision for a Low signal with exit, X 4,3,
within the parameters for which EVSI,,; >0:

N x = 2p(1 = p)(2F = y(1 + §))
AT T (L —y +pBy = D)QFGp — 1) + (1 = p)(1 + 6))

(®)
because for it to be positive y < 12+—F§ is needed. But entry by
the incumbent only occurs when 2F < y(1 + 6),1.e.,y > 12+—F§
Hence, the difference in minimum precisions (8) is always
negative.

The difference X,,; — X440

_ 2 =p-p@A=ps+y(1+8Gp-1) ®
(I =y =p( =31 +86)@p —1) =201 - p)(1 - 25))

is positive, when p < pyu = %. For p,y < 1—y.For

(9) to be a relevant condition, we need 0 < y < 20429) If this

3(1+6)
is the case and (9) is the relevant condition, thé m)inimum
precision for research in the Avoid market is X 4,
and determined by the Intermediate signal. Otherwise the
minimum precisionis X4, =X ,4; and determined by the
Low signal (without exit).

=Xaa2

Proof of Proposition 2 (Optimal market research
when default decision is to enter Avoid market)

The approach to prove Proposition 2 follows three steps:

Step 1: Demonstrate that the relevant parameter space
for market research in the Follow market to have a positive
expected value can be greater than market research in the
Avoid market.

¥

Conclusion: The parameter space for market research in
the Follow market can be greater than for market research in
the Avoid market. Specifically, for p < 1/3, the lower limit
for y is higher for research in the Avoid market, when
q< ;%Z. For p > 1/3, the lower limit for y is higher for
research in the Avoid market, when g < %.

Step 2: Demonstrate that the minimum precision for mar-
ket research in the Follow market can be lower

Conclusion: The minimum precision needed to conduct
market research can be lower in the Follow market for
some conditions. In other words, when the precision of
research, g, is low, research in the Follow market can be
more valuable.

Step 3: Demonstrate that the expected value of market
research in the Follow market can be greater

The difference in the expected value of information is
a complicated expression because the value for research
in the Avoid market comprises up to three different com-
ponents and the function has kinks as the precision g
increases. The fact that market research in the Follow mar-
ket is valuable in a parameter space where research in the
Avoid market has no positive expected value is sufficient,
however, to prove Proposition 2.

Proof of Proposition 3 (Effect of differentiation y)

1. Default = Follow market:

OEVSLyy _ (1-p’(1—q(1=28) _
ay 2(1 +¢q) 10)
OEVSI 1-p2Q
and FA:_( p)( +5)<0'
dy 2
2. Default = Avoid market:
OEVSLyy (1 —p)’(q2—6) + 6) -0
ay 2(1+¢) (n
OEVSI 1-p)1 1
and - AA=( 1210 Ip)( +5)>O_
Y
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