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This is the reason why we should care how competitive a market is: competitive markets create incentives that reward, and therefore encourage, the allocation of resources in the most efficient way possible.  Maximizing efficiency means that society is as rich as it can possibly be (that is, given the resource endowments it begins with).  Society can then use these increased riches to do all manner of good things – from curing diseases and discovering new medicines to inventing new computers which are faster and cheaper.  New and improved goods & services don’t fall into our laps while we’re watching TV, but usually require the (at times, massive) investment of resources in order to get the process of uncovering/discovery/invention humming along.
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When exploring the question, ‘does competition help or hurt innovation?’, we should realize that if we insist on comparing perfect competition with monopoly (it’s polar opposite, in which one single firm produces everything in the industry), we may be forced to conclude that monopoly is the hands-down winner.  This is due to the way the perfectly competitive market works; if every participant knows everything relevant to the market and knows it instantly, then it is obviously impossible for any single firm to profit from investing resources in research.  Why bother, if all my competitors will receive exactly the same benefits that I do?

Therefore, it might appear that monopoly is clearly superior in the innovation department – at least, by comparison with perfect  competition.  But that model is mostly just a convenient device for isolating some of the important features of competition.  Taken literally, it is wildly unrealistic.  In short, in the real world, competitive markets and markets characterized by various degrees of monopoly are each compatible with innovation, each having different advantages and disadvantages on this score.

