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Abstract
This paper examines the relationship between concentration and innovation output. Our main research question is whether the level of local market concentration influences (and if it does, in which way) the R&D and innovation activity undertaken by companies operating on emerging markets. 

The traditional view of innovation relating to market structure, going back to the work of Schumpeter , holds that firms in a concentrated market should innovate to a greater extent. The prevailing theory in the literature, from Schumpeter (1942) to Dasgupta and Stiglitz (1980) argues that monopoly profits provide the incentives for companies to engage in R&D. Therefore, monopolies or large oligopolies are likely to invest more in R&D than firms operating in a more competitive environment. Evidence from developed economies supports this argument, up to a point. However, recent research, going back to Arrow, has shown that there is a positive association between market competition and the degree of innovation activity. Viscusi et all (2005) shown that the incentive to R&D expenses is greater in a competitive industry than in a concentrated industry for different types of innovation. Therefore, empirical support for one of the theory is limited and controversial. Apart from identifying the sign of the relationship between competitive intensity and innovation, we are also interested in ascertaining the shape of that relationship, which may be non-linear. One possible shape that this relationship could take is an inverted U-shape. In practice, this would mean that in industries where competition is low, innovation would also be low. But when there are very high levels of competition, innovation will also fall off.

We use test on differences and regression analysis to investigate differences in the innovation activity of firms operating in concentrated markets, compared to firms operating in non-concentrated markets. We estimate Hirschman-Herfindahl Index (HHI) as the one alternative measure of concentration and takes into account the number of firms and their relative size. It is calculated as the sum of the squares of the market shares of each individual firm. We focus on Russian manufacturing sector as the example of emerging economy. 

This paper finds empirical evidence in support of the Schumpeterian hypothesis. Our results for Russian data are opposite to that found by Hou and Robinson (2006) for United States market data. By contrast, our data shown a significant and positive relationship between concentration and innovation expenditure. We found that companies in more concentrated markets, when compared to firms in less concentrated markets, do more basic and applied research, use more of the existing technology already incorporated in the products of their own foreign investor network, do less process innovation, and acquire less knowledge from abroad. The main policy implication of these results is that concentration stimulates intra-network knowledge diffusion, while competition stimulates knowledge creation (at least as far as process innovation is concerned) and knowledge absorption from outside. Further, the empirical model considers the nature of externalities in the R&D process; and compares the relative importance of firm level advertising and successful innovation in affecting a firm’s market share.
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