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Comment Luis Cabral

Let me start by saying that I enjoyed reading the chapter.

Instead of going through the details of the chapter, I thought it might be
more useful to put the main results into perspective, mainly in terms of the
Industrial Organization (I0) literature on innovation. Moreover, I would
like to take a further step back and talk about several literatures that I think
are related to this chapter (although that link has not always been explored
as much as it should):

* The literature on innovation, invention, adoption, and so forth
 The productivity literature
 The literature on entry and entrepreneurship

Traditionally, the productivity literature has been largely concerned with
measurement issues. The entry and entrepreneurship literature in turn has
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done a lot of things, but not always focused on the issue of innovation per
se. For example, a lot has been written on the determinants of entry, how
entry rates vary across industries, and so forth, but normally not focusing
on innovation issues.

So I think that we have three different strands of literature that really
are asking for a little more bridging. (In fact, some of that bridging has
been done. For example, the new growth theory provides a link between the
innovation box and the productivity box. The recent work on productivity
accounting provides a link between the productivity box and the entry box
[e.g., when it shows that a large fraction of industry productivity increase
results from firm turnover].)

Dan’s chapter, I think, is a very useful addition to the effort to bridge the
entry/entrepreneurship and the innovation boxes. There are many people
working on entrepreneurship and entry, and there are many other people
working on innovation; but the link between the two has not always been
there. In addition to making this link, Dan’s chapter also points to a series
of interesting issues that we can and should work on so as to bring the two
literatures together. I will later comment on some of these.

The chapter deals with an issue that has been studied in the IO litera-
ture extensively: the relation between incumbency, entry, and innovation
incentives. I like to think of this literature in terms of two principles. The
first principle is “if it ain’t broke, don’t fix it.” This is the Arrow et al. idea
that if a monopoly is not being challenged, then there is little incentive to
innovate. By innovating the monopolist would just cannibalize itself. The
second, opposite, principle is “fix it before it’s broken.” This corresponds
to the idea of preemption, the idea that if there is a challenger out there (a
potential entrant) then the incumbent should do what it takes to avoid com-
petition, including innovating or buying innovation that would otherwise
be acquired by the potential entrant. Which of the two principles applies
depends on whether we are in a situation of uncontested monopoly (“if it
ain’t broke, don’t fix it” applies) or contested monopoly (“fix it before it’s
broken” applies).

Let me give you two examples (I have been in business school for too long;
you always must give examples). The video game industry is to some extent
a series of uncontested monopolies, a situation when innovation entails
considerable self-cannibalization. There is a case about Nintendo in the
1980s with precisely these features. As for the case of a contested monopoly,
two examples that come to mind are Xerox and plain paper photocopying
and a case that I think has received relatively less attention, Eli Lilly and
synthetic insulin.

Dan’s chapter is very much in the contested monopoly tradition. I gave
you two examples of contested monopoly and only one of uncontested. 1
am not sure this precisely reflects the relative importance of each case in the
real world. What I am sure of, however, is that we can find many examples—
perhaps most examples—where there is some degree of contestability. So
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I think the framework considered by Dan is a useful framework of refer-
ence. (There are a lot of papers looking at other reasons why we might have
persistence or lack of persistence of monopoly; for example, organizational
inertia.)

One of Dan’s contributions to the innovation under contested monopoly
tradition is to consider the case when there is product differentiation. In
fact, it is somewhat surprising that this has not been given much attention in
the previous literature. Dan also considers the distinction between product
and process innovation. Finally, Dan considers various cases of possible
transferability of technology and product innovation between the innovator
and an incumbent firm. Together, this leads to a wealth of possible cases
and results.

Although there are many cases to consider, the main result under con-
tested monopoly is that the equilibrium solution is the one that maximizes
joint profits, what Gilbert and Newbery (1982) refer to as the efficiency ef-
fect. So, in general, product differentiation favors entry to the extent that it
leads to higher profits when incumbent and entrant compete in the market.
In other words, the greater the degree of product differentiation, the more
likely the equilibrium corresponds to entry. For the same reason, more dras-
tic innovation tends to favor entry.

But lest you think the chapter is simply a series of trivial results, the chap-
ter shows that the comparative statics with respect to product innovation
may actually be nonmonotonic. The point is that joint profits may actually
be nonmonotonic with respect to the degree of product differentiation.

In sum, there are several results in this chapter, some fairly intuitive, and
some quite surprising. Ultimately, they all go back to Gilbert and Newbery’s
efficiency effect, though the way that works is not always obvious.

One general comment that I have is that, there being so many cases, it
would be interesting to have examples to illustrate the various cases. For
instance, what are good examples of situations when there is transferability
and situations when there is no transferability?

Moreover, although Dan considers quite a number of different cases,
there is one that is missing and I think is quite relevant: the case when the
innovation has a product advantage with respect to the incumbent but a
significant cost disadvantage. I suspect this is a fairly common situation, one
where the assumptions of transferability are particularly important.

A more general comment is, how much of what is in this chapter is about
entry, and how much of it is about entrepreneurship? I have to confess that
I am not exactly sure what entrepreneurship is. This is a theory chapter,
and in theory chapters you do not always make that sort of distinction.
To go back to the Eli Lilly example, suppose that Eli Lilly did not buy the
synthetic insulin patent from Genentech. Then several things could happen:
Genentech could have entered as Genentech, or they could have sold their
patent to Pfizer, or somebody who worked for Genentech could have left
the firm and started a firm on his or her own. Which of these classifies as
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entrepreneurship and which of these classify as just entry? I’'m not sure. In
other words, what is so special about entrepreneurship?

Iam a bit of an outsider to the literature on entrepreneurship. If you didn’t
know it before I started it is probably obvious by now. But being an outsider
can be an advantage. What I see as an outsider is that there is a big elephant
in the entrepreneurship literature room that seems to go unnoticed. There
is a general perception that entrepreneurship and entry are good for innova-
tion. Talk to any politician, policymaker, or even any academic, and they will
tell you that it is obviously true. But is there a good theory for that? Let me
just give you an example. Suppose you have two worlds that differ in terms
of institutions that may or may not facilitate transfer technology between an
entrepreneur and an incumbent. In world A, with poor technology transfer
conditions, you have a lot of entrepreneurship and a lot of entry. In world
B, with favorable technology transfer conditions, you have a lot less entry
and entrepreneurship. Is it clear that the incentives to innovate are higher in
the world where there is greater entrepreneurship and there is more entry?
Not at all, because as this model suggests, entry and entrepreneurship may
be precisely a response to inefficiencies, which in turn may actually reduce
the innovation incentives.

Dan’s chapter does not solve this issue, but it sort of forces it, which I think
is an important step forward. I would be interested in seeing the results for
the reasons that I just explained; that is, at a theoretical level it is not clear
that more entry is associated to more innovation. And by the way, the same
thing is true for the entry-productivity connection. Empirically, we know
that a lot of the industry productivity increases result from firm turnover.
However, it is not at all obvious that entry is generally good in terms of
increasing productivity: there is good turnover and there is bad turnover.
And again, if you do a comparative study across countries (as I am currently
doing) in terms of barriers to entry, industry turnover and productivity
growth, one finds that the relation between entry and productivity is not
that clear because in some countries there’s a lot of turnover for the wrong
reasons (high barriers to survival), not by the right reasons (selection by
productivity).

In summary, I think this is a very good chapter, an important addition
to this connection between the innovation and the entrepreneurship litera-
tures. The chapter provides a series of interesting results, but it also asks a
lot of interesting questions. I look forward to the next developments in this
research program, in particular the one that takes one step back and looks
at innovation incentives by entrepreneurs.
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