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The impact of innovation is magnified in the information age. A question of interest is to identify the stimuli for a high innovation rate. Our study compares two market structures and shows whether a monopolistic or a duopolistic environment is more effective in motivating innovation. We modeled a dynamic setting where prices are endogenous in consumers’ preference for differentiated goods, and derived computational results for the dynamic problem that is analytically intractable. We found that firms innovate more aggressively given the duopolistic structure where the market share is moderately restricted for the top incumbent, resulting in the presence of a competing incumbent producing a good of the next-highest quality, whereas in the monopoly structure the top firm obtains the entire market, but the lower equilibrium price provides less incentive for innovation. The consumer welfare and the aggregate welfare are also higher in the duopolistic case due to the increased innovation.

