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Abstract: Does market concentration help or hinder technological innovation in manufacturing? For India, this question 
matters for industrial policy, competition law, and the "Make in India" initiative. This paper argues that the existing literature's 
mixed findings arise from ignoring context. We develop a contingency framework proposing that the effect of market structure 
on innovation depends on three factors: technology intensity, appropriability conditions, and import competition. In high-
technology Indian industries (e.g., pharmaceuticals), moderate concentration supports innovation. In low-technology industries 
(e.g., textiles), competition, not concentration, drives process improvement. The framework resolves the apparent Schumpeter-
Arrow contradiction and offers testable propositions for future research. Policy should be sector-specific, not uniform. 
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I. INTRODUCTION 
For decades, economists have debated whether market power helps or hinders innovation. Schumpeter (1942) said large firms with 
monopoly power innovate more. Schumpeter (1942) argued that firms with market power innovate more because monopoly profits 
finance expensive, uncertain R&D, and market protection allows firms to appropriate returns from successful innovations. Arrow 
(1962) said competitive firms innovate more because they have to. Arrow's actual argument was about incentives (the replacement 
effect), not survival pressure. He said a monopolist has less incentive to innovate because it replaces its own rents. A competitive 
firm has more incentive because it captures new rents entirely. Both cannot be universally right. The evidence from advanced 
economies is mixed. From India, it is even less clear. 
This confusion is not just academic. India wants to become a manufacturing hub. The "Make in India" campaign and Production 
Linked Incentive (PLI) schemes assume that firms will innovate if given the right market conditions. But which conditions? Should 
policy encourage large dominant firms or break them up to increase competition? Should it protect domestic industries from imports 
or expose them to global competition? 
This paper does not present new data. Instead, it offers a conceptual argument: the relationship between market structure and 
innovation depends on context. What works in pharmaceuticals will not work in textiles. What works in a high-tech sector will fail 
in a low-tech one. We build a contingency framework that specifies when concentration helps and when competition helps. The 
framework is tailored to Indian manufacturing but can be adapted elsewhere. 
The paper proceeds as follows. Section 2 reviews the core theoretical tensions. Section 3 describes the Indian manufacturing 
context. Section 4 presents the contingency framework and propositions. Section 5 draws policy implications. Section 6 concludes. 
 

II. THE CORE THEORETICAL TENSION 
A. The Schumpeterian Argument 
Schumpeter's (1942) argument is simple. Innovation is expensive, risky, and takes time. A small competitive firm cannot afford a 
research laboratory. It cannot survive several failed projects before one succeeds. A large firm with market power can. It has steady 
profits to reinvest. It can spread fixed R&D costs over large output. 
It can appropriate returns because competitors cannot easily enter. Schumpeter argued that innovations arrive not smoothly but in 
swarm-like clusters bursts of related innovations triggered by a core breakthrough because successful innovators create temporary 
monopoly profits that attract a swarm of imitators and improvers. 
This logic predicts that concentrated industries produce more innovation. India's pharmaceutical industry fits this story. A few large 
firms (Sun Pharma, Dr. Reddy's) dominate. They spend 5–8% of sales on R&D. They hold patents. They compete globally. 
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B. The Arrowian Counter-Argument 
Arrow (1962) offered a different logic. A monopolist already earns profits. If it innovates, it mostly replaces its own old products 
with new ones. The gain is small. A competitive firm earns nothing above costs. If it innovates, it captures all the new profits. The 
gain is large. So competitive firms try harder. 
Arrow also added that competition forces firms to innovate just to survive. If you do not improve, your rival will. Your market share 
will shrink. You will exit. 
This logic predicts that competitive industries produce more innovation. India's textile industry is often cited. It is fragmented, 
competitive, and exposed to imports. Firms innovate in small ways — better looms, lower waste, faster dyeing — not because they 
want to, but because they have to. 
 
C. Why Both Can Be Right 
The contradiction is only apparent. Schumpeter and Arrow asked different questions. Schumpeter asked: who can afford to do large, 
costly, breakthrough innovation? Arrow asked: who has the incentive to do any innovation at all? The answer depends on what kind 
of innovation and in what industry. 
Modern industrial economics (Aghion et al., 2005) suggests an inverted-U. Very low competition means laziness. Very high 
competition means no profits to fund R&D. Somewhere in the middle is best. But even this is too simple for India, where industries 
differ enormously. The inverted-U works for medium-tech sectors like automobiles but fails elsewhere. High-tech pharma still 
innovates under concentration. Low-tech textiles do little formal R&D regardless of competition. Import competition, informal 
sector innovation, and state-owned enterprises further complicate the picture. India needs a contingency framework, not a single 
curve. 
 

III. THE INDIAN MANUFACTURING CONTEXT 
Indian manufacturing is not one sector. It is many sectors living in different worlds. 
Consider three contrasts. 
1) First, technology intensity. The OECD classifies industries as high-tech (pharmaceuticals, electronics), medium-tech 

(automobiles, chemicals), and low-tech (textiles, food processing, wood products). In India, R&D intensity varies from over 5% 
of sales in pharma to under 0.5% in textiles. Innovation in low-tech sectors is not about patents. It is about buying better 
machines or reorganizing the factory floor. 

2) Second, appropriability. Can a firm capture the returns from its innovation? In pharma, patents work reasonably well in India 
after the 2005 product patent regime. In specialty chemicals, trade secrecy works. In textiles, a new loom design is copied 
within months. If you cannot capture returns, you will not invest. 

3) Third, import competition. Some Indian industries face global competition. Automobile components compete with China and 
Thailand. Textiles compete with Bangladesh and Vietnam. Others are protected. Basic metals face high tariffs. Local 
monopolies exist. Import competition changes the calculus of innovation. A protected monopolist has no pressure. An exposed 
competitive firm has no choice. 

These three factors technology intensity, appropriability, import competition determine whether Schumpeter or Arrow wins in a 
given industry. 
 

IV. A CONTINGENCY FRAMEWORK FOR INDIA 
A. The Core Argument 
We propose a simple contingency framework. The effect of market concentration on innovation is not fixed. It is moderated by three 
variables. 
1) Proposition 1 (High-tech, strong appropriability): In industries with high technology intensity and effective appropriability 

(patents or secrecy), market concentration is positively associated with innovation. Large firms with market power invest in 
R&D because they can capture returns. Pharmaceuticals and specialty chemicals in India exemplify this. 

2) Proposition 2 (Low-tech, weak appropriability): In industries with low technology intensity and weak appropriability, market 
concentration has no positive effect on innovation. Firms in these sectors do not do formal R&D regardless of size. What drives 
innovation is competition especially import competition which forces incremental process improvement. Textiles and food 
processing exemplify this. 
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3) Proposition 3 (Medium-tech, mixed conditions): In medium-technology industries, the relationship is nonlinear. Moderate 
competition stimulates innovation (escape-competition effect). Very high competition erodes profits and reduces innovation. 
Very high concentration breeds complacency. This inverted-U pattern likely holds in Indian automobiles, machinery, and basic 
chemicals. 

4) Proposition 4 (Import competition as a switch): Import competition flips the Arrow logic. In low-tech industries exposed to 
imports, competitive pressure drives process innovation. In high-tech industries, import competition from advanced economies 
may discourage domestic R&D if local firms cannot catch up. Context matters. 

 
B. Resolving the Apparent Contradiction 
The framework resolves the Schumpeter-Arrow debate. Neither was wrong. They were talking about different contexts. 
Schumpeter is right for: pharmaceuticals, specialty chemicals, aerospace components — where innovation is costly, patentable, and 
scale-intensive. 
Arrow is right for: textiles, garments, basic metals, food processing — where innovation is incremental, easily imitated, and 
competition is intense. 
The inverted-U (Aghion et al.) is right for: automobiles, machinery, electrical equipment — where technology is mature enough that 
firms can escape competition through innovation but profits are not guaranteed. 
India has all three types of industries. A single policy cannot fit all. 
 

V. POLICY IMPLICATIONS 
If the framework is correct, Indian industrial policy needs to be sector-specific. Three broad recommendations follow. 
1) First, for high-tech, concentrated sectors (pharma, specialty chemicals, and electronics components): Do not break up dominant 

firms. Market power here supports R&D. Instead, strengthen patent enforcement and offer R&D subsidies. The PLI scheme for 
pharmaceuticals is on the right track but needs longer time horizons (10+ years) because drug discovery is slow. 

2) Second, for low-tech, fragmented sectors (textiles, food processing and basic metals): Concentration will not produce 
innovation because these sectors do not do formal R&D. Policy should focus on technology diffusion, not creation. Subsidize 
adoption of better machinery. Support common facility centers. Expose firms to import competition while providing adjustment 
assistance. The goal is process improvement, not patents. 

3) Third, for medium-tech sector’s (automobiles, machinery, plastics): Balance is key. Prevent extreme concentration through 
competition policy. But also prevent hyper-fragmentation that destroys profits. The inverted-U suggests that having 4–6 
significant firms in an industry may be optimal. Merger control and trade policy should aim for this moderate structure. 

A common mistake in Indian policy is treating all manufacturing the same. Textiles are not pharma. The innovation problem in each 
is different. Solutions must differ too. 
 

VI. LIMITATIONS AND FUTURE RESEARCH 
This paper is conceptual. It does not test its propositions with data. That is a limitation but also an opportunity. Future research 
should do three things. First, conduct industry-level panel studies using Annual Survey of Industries (ASI) data to test whether 
concentration interacts with technology intensity as predicted. 
Second, do firm-level surveys in three contrasting industries (pharma, autos and textiles) to understand how managers actually 
perceive the competition-innovation relationship. 
Third, compare India with other emerging economies (China, Vietnam and Brazil) to see whether the contingency framework 
travels or requires country-specific adjustments. 
 

VII. CONCLUSION 
The relationship between market structure and technological innovation in Indian manufacturing is not a simple yes or no. It 
depends on what industry you are talking about. In high-tech sectors with strong patent protection, Schumpeter was right: moderate 
market power helps. In low-tech sectors with easy imitation, Arrow was right: competition drives incremental improvement. In 
medium-tech sectors, the inverted-U holds. This paper has offered a contingency framework that organizes these insights. The 
framework is not the final word. It is a starting point for better empirical research and smarter policy. India's manufacturing future 
depends not on choosing between competition and concentration but on knowing which one matters where. 
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