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3-6:  Market Structure, Innovation, and Networks 

 
Economics offers two contrasting views on the 

relationship between market structure and 

innovation: 
 

1. Schumpeter’s “Creative Destruction” view:  

Innovation is most likely to occur in large-

scale enterprises because those are the 

organizations that have resources to invest 

in innovative activities. 
 

 

 Key concept:  Dynamic competition 
 

 

2. Arrow’s “Incentive to Invest” view:  

Innovation is most likely to occur in 

competitive environments because the 

benefits are greater there than under 

conditions of monopoly. 
 

 

 Key concept:  Replacement effect 

 

Key distinction:  Gradual vs. drastic innovation 

 
 

Public policy and innovation – Key 

concepts/issues: 

 Patents, patent breadth, optimal patent 

length 

 Inter-firm R&D agreements (and “free-rider” 

problems) 

 Intellectual property rights 

 
Networks and Network Externalities: 

Kwoka and White’s discussion (474 – 481) is 

useful. 

 
 

Key concepts:  Bandwagon effects, lock-in effects, 

path dependence, essential facilities (Cabral, 79). 
 

 
Relevant exercises:  Problem Set 3, exercise 10. 


