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Europe’s productivity gap is increasingly attributed to a failure to commercialise 

innovation, prompting calls for regulators to rethink merger policy. In this article, 

Kristofer Hammarback, Lau Nilausen and Adrian Sjahid argue that a well-functioning 

market for “exit mergers”, where start-ups are acquired by established firms, is critical to 

closing this gap. They explain how these mergers can enable efficient specialisation 

between innovation and commercialisation, and warn that expansionist merger control 

may distort innovation markets and suppress growth.  

Introduction 

The Draghi Report explains that “productivity 

growth … is the most important driver of long-

term growth” and that “Europe needs to 

redress its slowing productivity growth by 

closing the innovation gap”, including by 

“accelerating significantly technological and 

scientific innovation, improving the pipeline 

from innovation to commercialisation” 

(emphasis added).2 In this article, we discuss 

how efficient markets for “exit mergers” 

support that pipeline. Here exit mergers 

refers to the acquisition of start-ups by 

established companies.  

In recent years, the discussion of exit 

mergers has been dominated by concerns 

about “killer acquisitions” whereby 

incumbents protect their market position by 

acquiring potential competitors before they 

emerge as independent threats.3 In efforts to 

address such concerns, many jurisdictions 

have lowered merger review thresholds.4 In 

Europe, the European Commission’s initial 

investigation of Illumina/Grail was undertaken 

despite Grail having no revenues in Europe.5 

After the Court of Justice of the European 

Union rejected the European Commission’s 

interpretation of jurisdiction in Illumina/Grail, 

the European Commission has relied on call-

in powers in member states to review below-

threshold mergers, an approach currently 

under challenge in Nvidia/Run:ai.6 In the US, 

the Facebook/Instagram and 

Facebook/WhatsApp mergers are being 

relitigated.7 Meanwhile, competition 

authorities around the world are reviewing 

transactions involving AI start-ups, despite 

minimal revenues and little evidence of 

entrenched market power.8  

Below, we explore how exit mergers may be 

understood as transactions in a market for 

innovation in which competition plays out (i) 

between innovative start-ups to be acquired, 

and (ii) between strategic acquirers to access 

innovation. Competition authorities assessing 

such transactions through the traditional 

prism of market consolidation may thereby 

distort competition in these innovation 

markets by raising barriers to the efficient 

exchange of innovation as an input. In doing 

so, they risk suppressing innovation and 

thereby inhibiting growth. 

Mergers as input markets  

This section explains how (i) innovation and 

commercialisation occupy separate levels of 

the value chain, (ii) operators at these 

different levels of the value chain 

presumptively are not competitors to each 



  

 2 
 

other, and (iii) mergers may act as input 

markets.  

Innovation and commercialisation as 
separate levels in a value chain 

Irrespective of whether a firm wishes to enter 

a new product market or to develop its 

existing product offering, the process starts 

with R&D on what to bring to the market. To 

do so, the company may (i) innovate 

internally by investing in R&D, or (ii) acquire 

the relevant IP and/or know-how from a third 

party that has already generated a relevant 

innovation. 

Upon completion of the development 

process, the firm faces a separate task of 

taking the product to market (involving tasks 

far removed from R&D activities, such as 

integration into offerings with other products, 

securing access to distribution channels, 

buying advertising, etc.). Whereas there may 

be synergies between the development and 

commercialisation stages, they imply 

different types of risks and require different 

types of expertise. As a matter of economics, 

these separate stages of a product’s life may 

therefore be best thought of as different levels 

in the value chain. 

Just like any production input, innovation is 

hence “produced” in an upstream market and 

sold or transferred to a downstream market 

where it is developed into a marketable 

product. Where the innovation is developed 

in-house, the transfer is internal. Where the 

innovation is sourced externally, the transfer 

can occur either in the form of the innovator 

offering a pure technology transfer (e.g., 

patents sale or licensing) or by way of 

acquisition of the innovator.  

Presumption against competition 
between entities at different levels of the 
value chain  

A start-up may be well placed to develop an 

innovative idea. However, taking the idea to 

customers often requires skills, assets and 

resources not yet developed or available at 

scale to an independent start-up. An 

innovator approaching the commercialisation 

stage hence needs to overcome any barriers 

to entry associated with entering a new stage 

of the value chain. This logic applies both in 

the context of innovations that are ultimately 

incorporated into a final product and in 

situations in which the innovator in theory 

could create a licensing business.  

Similarly, for companies with an existing 

presence at the commercialisation level of the 

value chain, the investments required to 

develop R&D capabilities and the risk that 

any in-house R&D efforts may not succeed 

create barriers to entry for activities at the 

innovation level of the value chain.  

Overcoming barriers to entry into a new 

market is difficult, as reflected in the practice 

of authorities of discounting the threat of entry 

as a competitive constraint to existing firms in 

a given market.9 To be an effective 

competitive constraint, the company in 

question must be “in a position to enter the 

market immediately or within a short period”10 

such that “entry is not only a theoretical and 

remote possibility, but constitutes an 

immediate and actual threat”.11 Operators at 

these different levels of the value chain are 

therefore presumptively not effective 

competitors. 

Releasing economics of specialisation 
through mergers 

Market leaders are often best positioned to 

create value from technologies 

complementary to their current offerings, and 

to do so quickly and efficiently.12 However, 

start-ups are often better placed to develop 

new technologies and innovations. For 

instance, they lack the constraints from the 

need to allocate resources to support, or 

otherwise have regard to, legacy products.13 

Given the well-recognised challenges 

associated with market entry, mergers 

between established firms and start-ups may 

result in “substantial synergies and 

efficiencies” as they overcome their 

respective barriers to entry by merging.14  
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When innovation and commercialisation take 

place at distinct levels of the value chain, 

mergers may hence be a manifestation of 

competition between innovators to attract the 

acquirers best capable of commercialising 

their innovation. Prospective acquirers in turn 

compete to partner with the innovators that 

can add most value to their offering. The 

resulting ability of downstream firms to 

access innovation beyond their R&D 

departments’ capabilities and the opportunity 

for innovators to optimise commercialisation 

can promote efficiency by allowing industry 

participants to focus on the part of the value 

chain where they have a comparative 

advantage.15  

Bena and Li’s study of all US M&A deals 

announced between 1984 and 2006 finds that 

firms who do not have a well-developed R&D 

department have incentives to acquire other 

firms when seeking innovation rather than 

incur the costs required to invest in in-house 

R&D. Specifically, they find that firms with 

lower R&D spend are more likely to be 

acquirers whereas the R&D-intensive firms 

are more likely to be acquired.16  

The fact that companies at different levels of 

the value chain may interact and transact with 

one another to establish an innovation market 

does not in itself contradict killer acquisition 

theories of harm. What it implies, however, is 

that several features of such markets limit the 

scope for such theories and increase the 

costs of pursuing them, as discussed below.  

Innovators’ path to growth  

Access to growth capital 

There exist success stories of small start-ups 

that develop into global behemoths without 

ever seeking external financing or being 

acquired.17 These are, however, the 

exceptions to the general rule that 

development and scaling up require access 

to capital and know-how. Innovators can seek 

venture capital funding to support such 

growth. 

Venture capital is an asset class focusing on 

the early stages of a company’s development 

including (i) the development of a minimum 

viable product or proof of concept (seed 

funding), (ii) optimisation of the product to fit 

market needs (Series A funding), (iii) scaling 

up (Series B funding), and, possibly, (iv) 

expansion into new services or markets 

(Series C funding).18 This early stage focus 

also implies that “Venture money is not long-

term money. The idea is to invest in a 

company’s balance sheet and infrastructure 

until it reaches a sufficient size and credibility 

so that it can be sold to a corporation or so 

that the institutional public-equity markets 

can step in and provide liquidity.”19 Access to 

growth capital therefore requires a liquidity 

event allowing early venture capital funders to 

exit and innovators to access permanent 

capital.20 

Optimising liquidity events 

Liquidity events include (i) sale of equity to 

public investors (i.e., an Initial Public Offering, 

or IPO), and (ii) acquisition by a strategic 

buyer.21 According to Woodward (2021), out 

of 12,000 venture capital funded US 

companies (excluding biotech) exiting 

between August 2002 and 2020 Q1, 4% 

exited by IPO, 61% were acquired, and the 

remaining 35% shut down.22 The majority of 

US venture capital funded companies hence 

exit by acquisition (at least outside of 

biotech). 

There are two factors pulling in opposite 

directions as start-ups (and their investors) 

seek the optimal timing for a liquidity event. 

On the one hand, waiting longer to exit makes 

it harder to hit benchmark returns as the cost 

of capital compounds. On the other hand, 

compounding company growth means that 

company valuations and returns may similarly 

increase at a compounding rate. The best exit 

point for venture capital investors should 

therefore reflect how these factors combine 

for the company in question: for how long can 

the firm’s valuation growth outpace the 

compounding cost of capital for venture 

capital backers.  
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Entrepreneurs’ efficient incentives 

A start-up or scale-up firm whose valuation 

growth can outpace venture capital funders’ 

cost of capital should have no problems 

raising the funds to pursue such growth.23 A 

finding that venture capital investors exit via 

sale to a strategic buyer therefore implies a 

presumption against any hypothesis that the 

acquisition target was facing likely industry-

redefining hyper-growth on a standalone 

basis at the time of their exit. Any killer 

acquisition theory of harm will therefore need 

to address the question of why that innovator 

and their investors would choose to cash out 

early in case (as such theories suggest) they 

had the potential to become the next 

proverbial Facebook – as illustrated by 

Facebook rejecting a $1 billion acquisition 

offer from Yahoo in 2006 and a $15 billion 

acquisition offer from Microsoft in 2007.24  

Whereas start-ups with industry-redefining 

products and a clear path to an IPO have no 

incentive to become the target of strategic 

acquisitions (including killer acquisitions), 

many start-ups never had a credible path to 

an IPO in the first place. An IPO is typically 

not an attractive option unless the company 

can reach a sufficient size by offering its 

service on a standalone basis, as supported 

by empirical work showing that firms with low-

value IPOs are more likely to subsequently 

fail than other firms with higher-value IPOs.25 

Accordingly, the aim of many start-ups is to 

develop their innovation or proposition to a 

stage where it can be acquired by an investor 

or firm that is well-suited for bringing the 

innovation to market.26  

This logic sheds a different light on concerns 

that reductions in venture capital funding in 

markets where so-called Big Tech firms have 

made acquisitions suggest that such 

acquisitions stymie innovation.27 If the 

rational response of venture capital investors 

is to move on to fund innovations in other 

markets, this suggests that they perceive a 

lack of scope for competing technologies to 

either find alternative buyers or go to market 

independently. As an alternative to the view 

that Big Tech acquisitions create “kill 

zones”,28 a finding that investments into a 

given product market decreased following an 

acquisition by Big Tech may merely indicate 

that the innovation market already produced 

a “winner” among the innovators (who was 

then acquired).29  

The implication of any killer acquisition 

strategy is that the target company puts itself 

up for slaughter. This is clearly a misnomer 

for start-ups which are from the outset 

conceived to be an input for services offered 

by a strategic buyer. Killer acquisition 

theories equally do not fit the reality for start-

ups with no clear path to successful 

independent commercialisation. Evidence 

suggests that these two scenarios represent 

the vast majority of start-up exits. Finally, 

entrepreneurs and their financial backers are 

unlikely to have incentives to abandon a 

potentially disruptive business after its 

potential becomes sufficiently evident for an 

incumbent to wish to pursue a killer 

acquisition yet before the value of the 

business’s disruptive potential has been 

realised. These factors create a presumption 

against killer acquisition theories of harm.  

Efficient sourcing of innovation  

Allocation of risk 

The findings in Woodward (2021) that 35% of 

US VC funded start-ups shut down and that 

26% were sold at a loss highlight how 

inherently risky it is to pursue innovation. 

Rational product market incumbents will be 

aware of the costs and risks of pursuing 

innovation, as well as their own capabilities. 

Incumbents can mitigate this risk by acquiring 

the best fit among start-ups competing to 

innovate. An incumbent’s decision to not 

pursue in-house R&D and instead acquire an 

innovator therefore does not necessarily 

imply a loss of innovation competition. 

Rather, it may reflect that there is an efficient 

market for innovation allowing agile 

innovators to compete with one another and 

against an incumbent’s option of pursuing in-

house development. 
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The possibility of start-ups competing with an 

incumbent’s own research department is the 

genesis of the so-called reverse killer 

acquisition theories of harm. However, the 

abovementioned commercial risks 

associated with innovation imply that the 

mere existence of internal development 

efforts by the incumbent does not 

presumptively translate into innovations 

rivalling those of start-ups, let alone 

comparable product offerings downstream. 

Moreover, a firm pursuing innovation in-

house may nonetheless wish to acquire a 

start-up rather than commercialise the in-

house innovation if it becomes clear that an 

external option may enable superior value-

add. When innovation is an input transacted 

through corporate acquisitions, an 

incumbent’s decision to acquire a start-up at 

the expense of relying on in-house 

innovations may therefore be the essence of 

competition on the merit between innovators, 

with the start-up besting the in-house team. 

Allocation of resources 

Increased regulatory barriers to acquisitions 

of start-ups may leave would-be acquirers no 

choice but to invest in internal R&D efforts. 

Whereas this superficially may seem to 

increase competition in the innovation 

market, it follows from the reasoning above 

that such a diversion of resources instead 

would reflect a distortion of the innovation 

market driving economically inefficient use of 

resources. Rather than allowing competition 

between smaller firms to produce the winning 

innovation, the effect of the merger control 

enforcement would be to force buyers of 

innovation to pursue duplicative R&D efforts 

with unknowable results but a guaranteed 

delay of implementation compared to 

integration of known innovations through 

acquisitions, ultimately to the detriment of 

consumers.  

Win-win valuations 

A common cause of concern is whether 

acquisition prices seemingly disconnected 

from the acquisition target’s revenues reflect 

that acquirers pay a higher price than 

fundamentals would suggest in order to 

realise anticompetitive rents.30  

Funding of start-ups generally happens at 

valuations disconnected from current 

performance. This is the consequence of 

valuing early-stage firms based on future 

earnings potential rather than current sales 

performance. The acquisition value of a start-

up therefore does not presumptively in itself 

support any regulatory theories of harm.  

Well-functioning innovation markets imply 

that acquirers compete to purchase valuable 

start-ups. The acquirer that can realise the 

most value out of the start-up should be 

willing to pay the most. An efficient market for 

trading start-ups can thereby support overall 

economic efficiency by enabling the firms 

best able to generate value from an 

innovation to pass on these benefits to 

innovators through acquisition valuations. For 

the same reason, a “high” valuation does not 

necessarily imply that the acquisition target 

would have been able to realise this value on 

a stand-alone basis. What may superficially 

seem like disconnects between valuations 

and the acquisition target’s existing revenues 

may therefore be a feature of well-functioning 

innovation acquisition markets. 

Pro-competitive spill-over effects 
of innovation acquisition markets 

Killer acquisition theories of harm are based 

on the premise that innovative start-ups that 

do not represent a material competitive 

constraint in a product market have the ability 

to develop into such a constraint. For this type 

of theory of harm, the focus is therefore on 

preserving the ability of innovation to create 

competition. This in turn requires that start-

ups have access to venture capital funding to 

pursue the innovation in the first place. This 

creates a potential friction between an 

expansive interpretation of killer acquisition 

theories and the preservation of the 

competition such theories seek to protect. 

Killer acquisition theories of harm preventing 

start-ups from competing in innovation 

acquisition markets will push these start-ups 
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towards pursuing IPOs to offer venture capital 

funders the ability to exit. As explained above, 

evidence for 12,000 US venture capital 

funded companies indicates that just 4% 

exited through an IPO.31 Moreover, 

entrepreneurs and venture capital investors 

have no incentive to cash out early through 

sale to a strategic buyer if they consider a 

start-up capable of profitably disrupting an 

industry, including that of potential strategic 

buyers. The fact that 61% of exits occur 

through acquisitions (4% exited through an 

IPO and the remaining 35% shut down) 

therefore supports the claim that IPOs only 

rarely are the economically most efficient 

outcome. 

Venture capital investments tend to be 

organised through funds, which raise money 

from a range of institutions (e.g., pension 

funds).32 Denying venture capital investors 

access to exit through a sale to a strategic 

buyer when this represents the most valuable 

option in itself depresses the attractiveness of 

venture capital as an asset class, as 

recognised by Cremer et al. (2019) in their 

report on digital markets for the European 

Commission.33 Moreover, successful exit 

through an IPO typically requires that the 

start-up grows to a larger scale first, thereby 

generally requiring more time and financing.34 

This not only subjects entrepreneurs and 

venture capital investors to greater risk 

(which in itself can depress incentives to 

invest),35 it also ties up capital. Venture 

capital investors that cannot return capital to 

their investors become limited in their ability 

to raise funds for new investments.36 Lack of 

exit opportunities thereby becomes a 

constraint on access to innovation capital. 

Several studies support the link between 

merger activity and venture capital funding: 

 A cross-industry study of 48 countries 

over the period 1985 to 2014 by Phillips 

and Zhdanov (2017) finds a positive 

relationship between the level of M&A 

activity and venture capital investments in 

subsequent periods.37 The authors also 

find that venture capital activity grows by 

40-50% following the introduced pro-

takeover laws compared to countries 

without such laws.38  

 Prado and Bauer (2022)39 use worldwide 

data on 32,367 VC deals and 392 tech 

start-up acquisitions made by Google, 

Facebook, Amazon, Apple and Microsoft 

between 2010 and 2020.40 They find that 

on average the number of global VC deals 

increased by around 20% in the four 

quarters following an increase in Big Tech 

acquisitions. They also find that in the 

quarter of acquisition, there is an average 

increase of around 6% in the number of 

venture capital deals and around 19% in 

the amount of venture capital funding. 

 Phillips and Zhdanov (2013) conclude 

based on data on 11,288 companies 

during 1984-2006 that an active 

acquisition market incentivises firms to 

innovate more but that this effect is lesser 

for larger firms as they have the option to 

purchase smaller firms.41 

The above discussion highlights the risks of 

so-called “balance of harm” style merger 

assessment standards under which 

competition authorities would intervene 

against acquisitions of start-ups on the basis 

that they may overcome entry barriers to 

become standalone competitors to the would-

be acquirer at some point in the future.42 In 

second-guessing the entrepreneurs and their 

financial backers on the probability of a 

successful future counterfactual to a 

particular transaction, regulators will (i) tie up 

capital, (ii) degrade expected returns and (iii) 

increase risk, thereby reducing the access to 

capital from which the truly disruptive 

innovation they wish for, and growth more 

generally, could emerge. 

Policy implications 

The acquisition of potential competitors in 

their start-up stage may support genuine 

competition concerns. However, “In order to 

determine whether an undertaking is a 

potential competitor in a market, [competition 

authorities are] required to determine 

whether, if the absence of the concentration, 
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there would have been real concrete 

possibilities for it to enter that market and to 

compete with established undertakings. Such 

a demonstration must not be based on a 

mere hypothesis, but must be supported by 

evidence or an analysis of the structures of 

the relevant market”.43 Regulatory precedent 

indicates that effective potential competition 

in general is rare and has the presumption 

against it.44 

Entrepreneurs and their financial backers 

have no incentive to sell start-ups with a 

material potential to disrupt some 

downstream market before realising the 

value of doing so. The fact that only 4% of 

start-ups undertake an IPO and only a subset 

of these succeed indicates that firms with a 

truly disruptive potential are exceedingly rare. 

As a group, venture capital funded start-ups 

are therefore more meaningfully considered 

as operating in a market for innovation rather 

than as one of potential downstream entrants. 

A vibrant market for innovation has the 

benefits usually attributed to exposing a part 

of the value chain to vigorous competition: 

buyers can access the services that best 

serve their needs (in this case, innovation) 

and focus on the part of the value chain in 

which they have a comparative advantage (in 

this case, commercialisation). Increased 

regulatory barriers resulting from the pursuit 

of killer acquisition theories can distort 

competition in such innovation markets: 

denying would-be acquirers from access to 

the innovations that best serve their purposes 

creates unnecessary commercial risk and 

uneconomical duplication of efforts;45 

denying entrepreneurs and venture capital 

investors the ability to sell their innovation to 

the buyer best able to monetise it subjects 

them to risk, ties up capital that could have 

supported new innovations, and depresses 

the returns supporting such financing in the 

first place.  

According to the Draghi Report, “The 

evidence is overwhelming that competition 

stimulates productivity, investment and 

innovation. At the same time, competition 

policy should continue to adapt to changes in 

the economy so that it does not become a 

barrier to Europe’s goals”.46 As set out above, 

well-functioning markets for innovation will 

allow innovators to compete to attract the 

acquirers best capable of commercialising 

their innovation and prospective acquirers to 

compete to partner with the innovators that 

can add most value to their offering, creating 

a virtuous cycle of investment, innovation, 

commercialisation, and value realisation. 

Competition policy can support this by 

recognising that exit mergers are a natural 

component of efficient innovation markets 

and that killer acquisition theories of harm 

need to overcome the presumption that 

innovators and their backers have no reason 

to cash out early on a likely golden ticket. This 

in turn implies raising the threshold for 

regulatory intervention.  
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