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Competition, Innovation, and the Number of Firms Pedro Bento Texas A&M University October 2017



Abstract I look at manufacturing firms across countries and over time, and find that barriers to competition actually increase the number of firms. This finding contradicts a central feature of all current models of endogenous markups and free entry, that higher barriers should reduce competition and firm entry, thereby increasing markups. To rationalize this finding, I extend a standard model in two ways. First, I allow for multi-product firms. Second, I model barriers as increasing the cost of entering a product market, rather than the cost of starting a firm. Higher barriers to competition reduce the number of products per firm and per market, but increase markups and the total number of firms. While barriers increase market shares for each product in the model, encouraging innovation, firms also shrink their number of products, discouraging innovation. On net, barriers decrease firm-level innovation, consistent with a large empirical literature. I interpret an episode of product market deregulation (the Single Market Programme in the E.U.) through the lens of the model, and estimate an increase in productivity of 8.4% in deregulated industries. I show this estimate would be 20% lower if deregulation was mistakenly modeled as lowering firm startup costs. As evidence for the central mechanism in the model I show that across countries, higher barriers are associated with fewer products per firm. Keywords: product market regulation, entry costs, firm size, productivity, innovation, markups, competition, multi-product firms, innovation, inverted-U. JEL codes: L1, L5, O1, O3, O4.
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