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Introduction and Overview

The strategy and performance of firms is one of the central areas of discussion in the
business press and research in business economics and strategic management. We
are all interested in why companies perform differently. Why are some companies
successful, while others are not? Much theoretical, empirical and anecdotal evid-
ence has been presented in an attempt to answer such a question. In other words,
what factors drive company performance? Many theories have been developed and
frameworks extended to analyse competitive conditions in industries, so as to argue
that industry-level characteristics are the main factors, which determine company
performance. Other theories argue that this is in fact only part of the picture; rather
it is internal resources and assets or strategies specific to an individual firm that can
exert a positive or negative influence on performance. Of course, at any given point
in time, industry environmental influences, internal resources and business strategies
are likely to exert an influence on company performance.

This book examines how industry environment and business strategies deter-
mine company performance. It provides an introduction to the economics of busi-
ness strategy. It introduces key concepts drawn from microeconomics, industrial
organisation, business economics, business environment, organisation studies and
strategic management. The book is written for the growing number of courses at
HND, undergraduate and MBA level where readers require not only an integrated
theoretical framework in economics and management, but also the practical skills
and knowledge, to examine how and why firms behave in certain ways in the real
world.

The book comprises 11 chapters, in four parts. The structure is shown in Box I.1.
Part One, Introduction to Markets and Production, comprises Chapters 1 and 2.

In Chapter 1, we introduce the reader to microeconomic principles useful in the
study of market conditions. In particular, Chapter 1 examines markets and prices.
In this chapter, the reader is introduced to the behaviour of consumers and firms
and basic components of economic analysis. This chapter analyses the determinants
of demand and supply and how these interact at the level of the market to form
equilibrium conditions. Utilising the key concept of elasticity, it also introduces 
various definitions of revenue, which are used in Chapters 3 and 4. Chapter 2 
introduces us to production and costs. The importance of time and efficiency for
operational decision making and subsequent scale and strategic development of
firms is introduced. Overall, Part One of the book provides the reader with the basic
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xx Introduction and Overview

foundations of economic analysis and a convenient framework to assist in under-
standing more advanced aspects of industry structure and business strategy intro-
duced in later parts of the text.

Much of the research in economics and strategic management assumes that com-
pany performance is driven not only by factors specific to the firm (such as its object-
ives or internal resources), but also by the competitive environment within which
the firm operates. Consequently, Part Two of the book is devoted to the Analysis of
Industry. In particular, we examine the theoretical and practical approaches to the
analysis of competition and firm performance which have been popular in economics
and management. It comprises Chapters 3 to 6. Chapters 3 and 4 examine economic
theories of industry structure. Chapter 3 introduces perfect competition, monopoly
and monopolistic competition. This chapter defines key components of industry
structure and introduces various notions of profitability. Utilising a profit-maximising
framework, the chapter guides readers through the pricing and output decisions of
firms operating under conditions of perfect competition, monopoly and monopo-
listic competition. A critical analysis of monopoly is also presented and its implica-
tion for government policy toward business. This is a theme that is examined in
detail in Part Four of the book. Chapter 4 deals with theories of oligopolistic
behaviour. Key notions of firm interdependence and strategic interaction are intro-
duced. The chapter examines the behaviour of firms in oligopoly under conditions
of competition and collusion by utilising well-established tools of analysis such as
the kinked demand curve and game theory. The chapter also examines why firms
often co-operate in order to avoid competition and the various factors that deter-
mine the success or otherwise of such co-operation. Chapters 5 and 6 deal primarily

Box I.1 The Economics of Business Strategy: structure

PART ONE: INTRODUCTION TO MARKETS AND PRODUCTION
Chapter 1: Markets and Prices
Chapter 2: Production and Costs

PART TWO: ANALYSIS OF INDUSTRY
Chapter 3: Market Structure 1: Perfect Competition, Monopoly and 
Monopolistic Competition
Chapter 4: Market Structure 2: Oligopoly
Chapter 5: Approaches to Competitive Market Analysis
Chapter 6: Practical Analysis of Industry

PART THREE: ANALYSIS OF FIRM STRATEGY
Chapter 7: Advertising and Product Differentiation
Chapter 8: Research, Development and Innovation
Chapter 9: Vertical and Horizontal Integration
Chapter 10: Diversification

PART FOUR: ANALYSIS OF GOVERNMENT POLICY
Chapter 11: Government and Business
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with practical aspects of industry analysis. In Chapter 5, contributions from eco-
nomics, sociology and strategic management are utilised to introduce readers to the
various methodologies that can be used to analyse industry structure and firm
behaviour. This chapter introduces various static and dynamic approaches which
have been used to explain why industries, firms or even groups of firms within
industries often differ with respect to business strategies and performance. Much of
the discussion in this chapter forms the basis of our analysis of business strategy in
Part Three of the text. Chapter 6 examines two of the most frequently researched
components of industry structure, namely industry concentration and barriers to
entry and exit. These components of industry structure define not only an industry,
but also the extent and nature of competition which is likely to take place in these
industries. This chapter examines industry concentration and its development over
time. We also identify and quantify barriers to entry and the implications of such
barriers for the performance of new and established firms. Overall, Part Two of the
book provides the reader with the necessary theoretical knowledge and practical
skills required to analyse competitive forces that impact on firm behaviour.

Utilising the theoretical and practical frameworks introduced in Part Two, Part
Three of the book presents an Analysis of Business Strategy. It comprises Chapters 7
to 10. Chapter 7 and 8 examine two non-price strategies (advertising and innova-
tion) which firms often adopt in order to attain or sustain a competitive advantage
over business rivals. Both these strategies can be seen as methods of making a firm’s
product different, thus reducing product substitutability and possibly creating a new
market in which the firms have a more assured status and future. We identify and
explain the nature and the role as well as the opportunities and the limitations of
the two strategies. In particular, Chapter 7, on advertising, discusses how and why
firms differentiate their products and services. The relationship between advertising,
competition and firm profitability is also examined. The extent to which advert-
ising provides consumers with information is also assessed. Chapter 8 discusses
innovation. This chapter focuses on the stages of the research and development pro-
cess. Since innovation confers great benefits to firms as well as society, special atten-
tion is drawn to the factors that can slow the pace of diffusion of new technologies
within firms, industries and the economy. The chapter also examines the factors
that determine a firm’s decision to innovate. Various factors relating to marketing,
production, finance and development time are highlighted. Chapters 9 and 10
examine the scale and scope of firms. Chapter 9 discusses vertical and horizontal
integration, while Chapter 10 discusses diversification. In each of these chapters we
examine the motives for integration and diversification and the implications for the
competitive process of firms engaging in such activities. In particular, Chapter 9 dis-
cusses the benefits that vertical and horizontal integration can confer on firms.
Chapter 10 first examines the various typologies of diversification and then dis-
cusses the reasons for diversification and identifies key concepts of corporate coher-
ence, focus and deconglomeration. Overall, Part Three of the book provides the
reader with an integrated approach to the economic analysis of business strategies.
The knowledge attained in these chapters provides an invaluable complement for
those readers studying strategic management.

Part Four of the book comprises Chapter 11 and examines the relationship
between government and business. This chapter discusses why government inter-
vention in industry is necessary by outlining why, in the absence of such regula-
tion, markets fail to provide an efficient allocation of scarce resources. The merits of

Introduction and Overview xxi

        



xxii Introduction and Overview

competition are reiterated and a rationale for government policies aimed at promot-
ing competition is provided. The evolution of such policies in the UK and Europe is
also discussed. This chapter also examines the recent deregulation (often through
privatisation) and re-regulation of industries that were once government-owned
natural monopolies. Notions of regulatory capture, rate of return and price cap regu-
lation are outlined and assessed. Overall, the final part of the book brings together
many of the arguments outlined in Parts One to Three of the book to provide 
readers with a policy-related study of government involvement in industry.

Learning Support

Each chapter in this book defines a set of outcomes from which the reader can gauge
their learning and understanding of key issues. Case studies written by the authors
or adapted from pages of the Financial Times have been included to clarify, broaden
and extend these issues where possible. Each chapter also has background and
advanced references for readers who require an extended discussion of the key
issues. Further reading references and website addresses are also provided for readers
who want to extend their research of the topics beyond that presented here. Key
terms or phrases introduced in each chapter are defined in summary form in a 
glossary at the end of the book. End of chapter questions for use in tutorial or dis-
cussion groups are also included. Indicative answers to these are included for
instructors on the accompanying website www.booksites.net/lipczynski.
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Objectives

• law of demand

• marginal revenue

• market equilibrium

• normal goods

• substitutes

• total revenue

1.1 Introduction

Since this book presents an economic analysis of business strategy, it is important
at the outset to explain briefly what the study of economics entails. Most definitions
of economics focus on three issues: consumer wants, resources and choice.

Markets and Prices

By the end of this chapter, the reader should be able to understand:

• the determinants of market demand

• the determinants of market supply

• how demand and supply determine market price

• the concept of elasticity

• the existence of consumer surplus

• the importance of these for business decisions.

Key Concepts

• average revenue

• complements

• consumer surplus

• determinants of demand

• determinants of supply

• elasticity

• inferior goods

1

        



4 1: Markets and Prices

Economic activity exists because of the existence of human wants or demand.
These wants are made up, first, of ‘biological’ wants, which refer to the demand for
food, clothing and shelter: in effect, the goods necessary for our survival. Second,
people exhibit ‘cultural’ wants. These refer to our particular taste for goods and ser-
vices, which is determined by our social and ethnic backgrounds. Since all of us are
unique individuals our wants are all very different and thus the first characteristic
of human wants is that they are varied. The second important characteristic is that
we can reasonably assume these human wants to be unlimited. Evidence suggests
that the vast majority of individuals do seek better (and more) goods and services.

Resources are the necessary inputs required to produce goods and services which
satisfy human wants. They are often referred to as the factors of production. These
include such things as capital (machinery, factories) labour, natural resources and
enterprise. These resources possess three characteristics. They are substitutable,
which means that producers can vary these inputs in the production of specific
goods. They are also versatile. In other words, they can be put to different uses. For
example, a unit of labour can exhibit a variety of different skills. Finally, and most
important of all, resources are scarce. We do not possess an infinite amount of
labour, capital and natural resources.

The consequence of unlimited human wants but limited resources is that indi-
viduals, firms and governments have to make choices, and economics is a study of
how such choices are made. Whenever a choice is made an alternative is forgone. If
an individual decides to buy a PC, he or she may have forgone the opportunity of
buying a second-hand car. If a government decides to spend more money on
defence, it may have to forgo the building of more hospitals or schools. To an
economist the true cost of any action is the alternative forgone, and this concept is
referred to as the opportunity cost. We look at this concept in Chapter 2. Let us now
turn our attention to the study of consumer wants.

In a market economy the power of consumer demand plays an important role in
determining market prices. Firms produce only those goods for which demand is
sufficiently buoyant to maintain prices high enough to cover the firms’ costs of pro-
duction. In this chapter we examine the economic issues that define and shape the
operation of such markets. This begins with the study of factors which determine
the behaviour of buyers (market demand) and the behaviour of sellers (market 
supply), which leads us to examine the concept of equilibrium market prices (see
Box 1.1). The final part of the chapter examines the responsiveness of demand and
supply to changes in the factors which determine them (otherwise known as 
elasticity). For example, one of the main elasticity measures to be discussed in this
chapter is the price elasticity of demand. This measure allows us to examine the 
precise reaction of consumer demand to changes in price. A brief conclusion then 
follows.

1.2 Demand

A convenient start to an analysis of market demand is to examine the factors that
determine an individual’s demand for a good or service. This can be summarised by
the following demand function:
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Q Di
x = f[Px,Py,Y

i,T i,Ei,r,QDn−1,u]

This expression is not as daunting as it may first seem. QD simply refers to the
‘quantity demanded’; the subscript ‘x’ refers to some good or service and the super-
script ‘i’ refers to an individual consumer. Thus the variable on the left-hand side
reads as, ‘the quantity demanded for an imaginary good “x” by some individual “i”’.
Moving to the right-hand side of the expression we have the symbol ‘f’, which
means, ‘is a function of’ or ‘depends on’. The bracketed term then includes all 
the variables that influence our individual’s decision as to the quantities of ‘x’ she
buys. Thus the bracketed term can be thought of as a list of variables that most 
affect our individual in her choice of the quantity of ‘x’ she wishes to purchase.
Conventionally, we refer to the variable on the left-hand side as the ‘dependent
variable’ and the variables in the bracket as the ‘independent variables’. The vari-
ables on the right can also be referred to in this case as the determinants of demand.

Box 1.1 Markets and the role of market prices

Markets can be defined as opportunities for individuals or institutions to buy
and sell (or exchange) goods and services at specific prices. Without such mar-
kets and market prices, trading would pose great difficulties. If for instance you
wanted to exchange one good for another and there were no marketplace and
no market price, you would have to approach people at random, asking them
if they wanted to make a trade. You would have to be doubly lucky, for not
only would you have to find another trader who was willing to accept your
goods, but you would have to find a trader who had goods you want. This is
known as the double coincidence of wants. Furthermore, you might suggest a
rate of exchange that your fellow trader regards as inappropriate. Extensive
‘haggling costs’ may result, leading to a waste of time and effort. If there 
were some place where buyers and sellers were conveniently located for the
negotiation of exchanges, such search costs could be minimised. Further-
more, the presence of many other traders in such a marketplace would allow
people to compare different valuations of the goods on offer and reduce hag-
gling costs.

Money in our modern economy allows it to be used as a ‘medium of
exchange’. A buyer acquires goods with money, which in turn allows the seller
to use that money to acquire whatever she wants, thus solving the problem 
of the double coincidence of wants. Money also means that the rate of
exchange in a market can be expressed in terms of a common unit. This solves
the problem of valuation. If you were interested in acquiring a pair of shoes in
a market characterised by barter, you might see one seller expressing the price
of shoes in terms of beer, another in terms of potatoes and yet another in
terms of chickens. This plethora of prices frustrates your ability to make real-
istic price comparisons. With money prices, convenient comparisons can be
made between the goods offered by different sellers.

        



The independent variables listed in the brackets in the equation are as follows;

Px the price of ‘x’
Py the price of other goods, which may affect the quantity demanded of ‘x’
Yi the individual’s income
Ti the individual’s tastes
Ei the expectations of the individual
r the rate of interest charged for borrowing
QDn−i the quantity demanded of ‘x’ by other consumers
u all other influences (not already included).

Assessing the importance of the variables of demand

Since all these variables exert an influence on our individual to some extent, we
must find a way of isolating one variable at a time. We do this by assuming all other
variables are constant. Thus our analysis proceeds by examining the effect a price
change has on quantity demanded, assuming that the price of other related goods,
the individual’s income, tastes, expectations, the rates of interest on borrowing, etc.
remain unchanged. Textbooks often refer to this process as ceteris paribus or ‘all
other things being equal’.

Price of ‘x’ (Px)

Frequent statements in our everyday lives, such as ‘the price is right’, ‘everyone has
his price’, ‘price busters’ and even ‘priceless’, illustrate the large influence prices
exert on consumer decisions.

On the basis of casual observation no one would disagree with the proposition
that, as prices fall, consumers demand more and, as prices rise, consumers demand
less. If we were to list all the possible price and quantity demanded combinations
we could derive a demand schedule for a particular good or service. As an example,
let us assume an individual is interested in opera. We could develop a demand
schedule which shows the number of annual visits to the opera and the price of a
stalls ticket (see Table 1.1). (We assume our individual only considers stalls tickets.)
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Table 1.1 Demand schedule for tickets

Ticket price (£) Quantity of tickets 
demanded per year

40 18
50 15
60 12
70 10
80 8
90 6

100 5
110 4
120 3
130 2
140 1
150 1

        



This schedule suggests an inverse or negative relationship between the price of the
tickets and the quantity of tickets demanded. This means that, as the price of tickets
increases, quantity demanded falls and, as the price decreases, quantity demanded
rises. This relationship reflects the law of demand.

If we were to plot the data in the schedule onto a graph we could derive a negat-
ively sloped demand function by linking the points or co-ordinates with a line 
of best fit. This line is traditionally referred to as a demand curve. This is shown in
Figure 1.1.

The exact slope and mathematical relationship between price and the quantity
demanded is examined later in the chapter, when we consider the issue of price elas-
ticity of demand. For the time being all we need to remember is that most demand
curves slope downwards from left to right, and this negative relationship reflects the
law of demand.

Prices of other goods (Py)

The prices of some other, related goods also play an important role in influencing 
an individual’s demand for a good or service. These ‘other’ goods fall into two cat-
egories, namely substitutes and complements.

A substitute good is a good which competes with other goods for the attention of
consumers. Thus if the price of the substitute were to fall, consumers would reduce
their demand for one good (x) to buy more of the other (y). Naturally, the opposite
would occur if the price of a substitute were to rise. If we refer to our opera-loving
individual, then the demand for opera tickets may be influenced by the price of 
tickets for the ballet or orchestra recitals. Our economy is full of examples of sub-
stitute goods and services such as gas and electricity, beef and lamb, holidays to
Greece and holidays to Spain, airlines and railways and, most importantly, the 
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Figure 1.1 Demand curve for opera tickets

        



different brands of the same good or service. It is important for businesses to iden-
tify goods in the market which are strong substitutes for their products. This then
identifies their rival producers. This also forms the basis of industry classification
and for an analysis of competitive markets (an issue examined in Chapter 6).

As the name suggests, a complement is a good in joint demand with another
good. The two are both necessary to satisfy a particular want. Examples of groups 
of complements are cars and petrol, printers and ink cartridges, strawberries and
cream. If the price of one of the complements were to fall, this would encourage
demand for both goods to rise. Our individual may regard an evening meal in the
centre of town as a perfect complement to the opera. Thus if the price of opera 
tickets were to fall, our individual would visit more opera productions and con-
sequently patronise town centre restaurants more frequently. We may tentatively
conclude that the economic well-being of restaurant businesses located close to
opera houses and other theatres is related to the price of opera tickets. The actual
strength of this relationship, of course, depends on many other factors, such as the
responsiveness of opera goers to price changes and the existence of alternative town
centre attractions.

The individual’s income (Y i)

There are three possible relationships or responses of quantity demanded to a
change in an individual’s income. All these three relationships can be conveniently
illustrated by curves known as Engel curves, named after a nineteenth-century
German statistician, Christian Engel. These are shown in Figure 1.2.

The three possibilities are shown by the three curves:

(a) This is a positively sloped curve and reflects a relationship which shows that as
income rises our individual increases her consumption of some good x. In our
case, as our individual’s income rises she attends the opera more frequently.

8 1: Markets and Prices

Figure 1.2 An individual’s income and quantity demanded of x

        



These goods and services are referred to as normal goods. Examples of such goods
might be holidays abroad, cars, eating in restaurants, clothes and DVDs.

(b) This is a negatively sloped function and shows a situation where, as an indi-
vidual’s income rises, quantity demanded of ‘x’ falls. In other words, the indi-
vidual abandons or reduces the consumption of ‘x’ in favour of alternative
goods and services. These goods are referred to as inferior goods. It is not too
difficult to think of examples. If you were lucky enough to win the lottery there
would probably be a long list of goods and services you would no longer buy or
patronise, such as bus travel, eating in fast food outlets, using launderettes and
chipboard furniture.

(c) This is a function which exhibits a zero slope and illustrates those goods for
which demand is unaffected as incomes rise. Examples of such goods are news-
papers, salt, bread and toilet paper. As our individual gets richer we might not
expect her to increase or decrease her purchases of newspapers.

Again, it is important for firms to identify the effects that increasing wealth
in an economy has on the demand for their goods and services. Does increasing
prosperity stimulate demand or will it lead to a reduction in demand as in the
case of inferior goods? It may also be possible that demand for a firm’s product
is recession proof: in other words, changes in consumer incomes have little
effect on quantity demanded.

The individual’s taste (T i) 

Taste exerts an important influence on consumer decisions. Generally, one might
assume that the importance of the price of a product is only considered once a con-
sumer has decided what he likes or dislikes. Thus our opera-loving individual may
feel that opera sung in the original language is the only true opera experience. She
will not consider buying tickets for operas sung in English, at any price. A full ana-
lysis of the effect taste has on consumer preferences would require an interdiscip-
linary approach, integrating economics with sociology and psychology, and this is
beyond the scope of our introductory chapter. We may note, however, that much
time and effort is spent by firms attempting to influence consumer tastes, and this
is analysed in more detail in Chapter 7, which discusses product differentiation.

The individual’s expectations (E i)

A consumer’s expectations as to the future also affect his or her pattern of demand.
Such expectations may refer to prices, incomes, prices of other goods or rates of
interest, as well as general political and economic events. Thus, for example, when-
ever the Chancellor of the Exchequer announces an increase in petrol taxes to be
made effective from midnight one would normally expect to see large numbers of
car owners rushing to petrol stations to fill up their tanks to beat the tax rise.

The rate of interest (r)

The rate of interest affects the demand for goods which are normally bought on
credit, such as houses, cars and consumer durables. An ever-increasing variety of
goods are now bought on credit and consequently the level of interest charged on
borrowing has direct implications for the level of demand in the economy.
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Quantity demand by other consumers (QDn−i)

An individual’s demand is affected by observing what other consumers are buying.
Leibenstein (1950) suggested three possible effects.

In the first case, a consumer may increase demand because other consumers are
increasing their demand. This is referred to as the bandwagon effect. This reflects the
desire of some people to conform with groups they wish to be associated with – a
desire to be part of the ‘in group’ or ‘one of the lads’. Examples of such goods are
fashion goods, pop bands, films and children’s toys. Marketing executives often cre-
ate such bandwagon effects by writing copy such as ‘the hit everyone is talking
about’ or ‘four million copies sold’.

The opposite of the bandwagon effect is referred to as the snob effect. This occurs
when consumers wish to seek exclusivity and to dissociate themselves from the
‘common herd’. In this case, as other consumers increase their demand for a good
or services, our individual reduces his or her demand for that good or service. If the
popular destination for British holidaymakers in Spain is Torremolinos, there are
some British consumers who wish to holiday anywhere, but Torremolinos. Note that
the snob effect is not necessarily based on a desire to seek exclusive higher priced
alternatives.

The final effect is the taboo effect, which refers to goods which enjoy an intrinsic
utility but are only purchased if sufficient numbers of other consumers are seen to
be buying the goods. Examples might refer to outrageous fashion, music albums by
new bands and, historically, the first telephones. In the last case, telephone com-
panies were faced with a problem of selling the first telephones to consumers who
were then unable to make any telephone calls as an insufficient number of other
consumers had bought the product. When faced with such a taboo effect, firms are
faced with the problem of trying to break the taboo. This can be achieved either by
fooling consumers into thinking that consumption is higher than is in fact the case
or by charging a low or zero price for the good in question. Thus the first telephones
were generally given away free of charge as a strategy of stimulating the market. A
more recent example is UK TV satellite dishes, first launched in 1982, which for a
limited period were also given away free of charge.

All other influences (u)

The last independent variable included in our demand function refers to all other
known or unknown influences on the quantity demanded by an individual. The fact
that all individuals are unique means that the variables we have identified in our
equation apply only in a general sense. There are factors and patterns of consumer
behaviour which differentiate one individual from another. Thus our last variable
recognises the fact that other specific factors may play a part in shaping the demand
function for an individual, for example age, wealth and the weather.

Changes in the determinants of demand

Changes in any of the determinants of demand can be illustrated with a reference
to demand curves. In Figure 1.3 we examine the effect a price change has on the
quantity demanded.
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If we assume price to be at a level of 0P1, then quantity demanded is 0Q1. If price
were now to increase to 0P2, quantity demanded would fall to 0Q2 and if price were
to decrease to 0P3, quantity demanded would increase to 0Q3. As prices change we
simply read off the new quantities demanded, and we see movements along the exist-
ing demand curve as shown by the two arrows.

However, if one of the variables other than price were to change then we would see
a shift in the demand curve.

In Figure 1.4 we assume that the initial demand curve for x is at D1 and that price
and quantity demanded of x are 0P1 and 0Q1 respectively. Let us further assume that
the price of a substitute good decreases, but all other variables including the price of
x remain unchanged. As the price of a substitute decreases the consumer buys less
of good x at the price 0P1. Quantity demanded is now at 0Q2. This was made pos-
sible by a leftward shift of the demand curve to D2. Had the consumer’s income
risen, and if x were a normal good, then at the price of 0P1 the consumer would 
have increased demand for x to say 0Q3. The demand curve has shifted rightwards.
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Figure 1.3 Changes in price and changes in quantity demand

Figure 1.4 Changes in variables other than price and changes in quantity demand

        



Remember two things:

• For a change in a variable other than price, the demand curve shifts.
• A decrease in demand causes a demand curve to shift to the left whereas an

increase in demand causes the demand curve to shift to the right.

Market demand

So far we have focused on the demand of one individual. The market demand curve
can be simply regarded as the horizontal summation of all individual demand
curves. The only change to our demand curve is the much larger quantities
demanded at every given price. The demand function remains the same and we can
drop the ‘i’ superscript from the independent variables and possibly add other vari-
ables such as income distribution and population change.

Exceptions to the law of demand

Before we turn our attention to supply let us consider the law of demand once 
again. You may remember that the law simply reflected the inverse or negative rela-
tionship between price and quantity demanded. It has been claimed, however, that
there are some exceptions to this law. In other words, as prices increase quantity
demanded increases as well. This implies a positively sloped demand curve. Let us
examine three such examples and examine to what extent they do in fact under-
mine the law of demand: these are the Veblen effect, speculative demand and Giffen
goods.

The Veblen effect

This is named after Thorstein Veblen, a ‘colourful’ assistant professor of Norwegian
descent who, while at Chicago University, developed these ideas in The Theory of the
Leisure Classes (1908). This argument suggests that some consumers are attracted to
expensive goods as a means of demonstrating their wealth, their style and their
‘good’ taste. This ‘conspicuous consumption’ can explain the popularity of expens-
ive branded clothes, restaurants, holidays and cars. As an extension of this argument
we suggest that when consumers are uncertain about the attributes of a product
they may use price as an indicator of quality. Thus in the minds of many, a cheap
perfume or a cheap red wine suggests a product of low quality and certainly not one
to give as a present. Quantity demanded may actually fall if prices are seen as ‘too
low’. But does this then suggest that the demand curve has a positive slope? In fact,
what is happening is that as prices rise, consumers alter their perceptions about the
good and this then causes a rightward shift of the demand curve. Figure 1.5 illustrates
this explanation.

In Figure 1.5 we see that as price rises from 0P1 to 0P2, consumers alter their per-
ception of the good. To some consumers this higher price now suggests a product
of a higher quality or a more exclusive product. At the higher price the demand
curve shifts rightwards and the quantity demanded increases from 0Q1 to 0Q3. The
distance Q2Q1 is the pure price effect: as price rose, so quantity demanded decreased.
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However, the distance Q2Q3 is the Veblen effect, the increase in quantity demanded
due to the higher price alone. The positively sloped dotted line might be viewed 
as a quasi demand curve as it maps the combinations of prices and quantities
demanded. In reality, it may be more accurate to view the dotted line as a path of
equilibrium points on separate negatively sloped demand curves.

Speculative demand

It may be argued that as prices of certain goods such as stocks, shares, antiques and
houses increase then quantity demanded also increases. For example, the price of
houses in the UK in 2002 rose dramatically and yet demand did not fall. Does this
also then give rise to a positively sloped demand curve? If people speculate that
prices in the future will be higher, they view current prices as ‘low’ in relation to
future prices. If prices are low this stimulates an increase in demand. Far from negat-
ing the law of demand, speculation can be accommodated comfortably within it.

Giffen goods

These were named after Sir Robert Giffen, a Victorian statistician who observed that
nineteenth-century Irish peasants bought more potatoes as the price of potatoes
increased. The reason for this behaviour was that potatoes were an inferior good and
took up a large proportion of peasant income. As the price of potatoes increased, the
peasants suffered a drop in their real incomes, in other words their purchasing
power fell. As a consequence they could no longer afford to buy some of the better
foods such as meat and fish and, to maintain their calorie intake, were forced to buy
more of the relatively expensive potatoes. Although this undoubtedly does generate
a positively sloped demand curve, there are few examples of such goods in the world
today. Those that exist are found in the poor, underdeveloped countries.

What we have seen in the discussion thus far is that there are few, if any, real
examples of exceptions to the law of demand. The inverse relationship between
price and quantity demanded is firmly anchored by empirical analysis.
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Figure 1.5 The Veblen effect
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1.3 Supply

Let us now turn to the issues that concern producers. What factors influence a 
producer when deciding how much of ‘x’ should be produced? In the same way 
as we identified a demand function which listed the important independent vari-
ables that affected a consumer’s demand for a good, we can also determine a supply
function which lists the determinants of supply. Thus the variables shown in the
brackets are those we consider most important when firms decide how much of ‘x’
to supply (QSx):

QSx = f[Px,Py,F,K,Tp,u]

The independent variables listed in brackets are as follows:

Px price of ‘x’
Py price of other goods which may affect the quantity supplied of ‘x’
F factors of production
K state of technology
TP producers’ tastes
u all other influences.

Assessing the importance of the variables of supply

We shall proceed to examine each of these independent variables in turn, once
again assuming all other variables are constant.

Price of ‘x’ (Px)

Quantity supplied of ‘x’ is determined by the price a particular good commands in
the market. For most goods, as prices rise, more is supplied. Higher prices mean
higher revenues and consequently higher profits. Encouraged by these higher prices,
existing producers expand their capacity and new producers enter the market, so as
to exploit these profitable opportunities. If prices are falling, profits also fall. Some
producers reduce their productive capacity and others may be forced to leave the
market as market prices no longer cover their costs. Thus as prices fall, less is sup-
plied. This positive relationship between price and quantity supplied can be illus-
trated with a supply curve as shown in Figure 1.6. If again we turn to opera as our
example, then opera producers are keen to stage more productions if market prices
are high. In addition, it is no surprise that many eastern European opera companies
tour the UK, attracted by the relatively high ticket revenues.

Prices of other goods (Py)

Producers should be aware of the prices of other goods and services which they are
able to produce as well as their existing lines. If the price of good ‘y’ were to rise,
making it more profitable than good ‘x’, then producers would reduce their supply
of ‘x’ and increase the supply of ‘y’. Clearly, all producers wish to use their resources

        



in the most profitable way. Thus if opera producers found that ticket prices for rock
concerts were higher than ticket prices for opera, all other things being equal, they
might switch their resources to the production of rock concerts. This is an example
of opportunity cost introduced in the introduction to this chapter.

Factors of production (F)

As mentioned earlier, factors of production refer to the resources or inputs required
to produce any goods and services. In economics we identify four main factors,
namely land, labour, capital and enterprise. Land refers not only to the surface area
on which a factory can be built or crop harvested, but also the natural resources
found underground. Labour refers to all aspects of human effort; capital refers to
property such as machines, production facilities and offices; enterprise is the talent
required to organise the other resources so as to produce what consumers want. It is
a moot point as to whether enterprise is just a subset of labour. All these resources
have a price in the market and to a producer these prices are the costs of production.
Changes in the price of these factors affect supply by making some goods more or
less profitable. To stage an opera, producers require a number of factors of produc-
tion, and each has its own market price or cost. These costs are, for example, the
rental of a theatre, the wages of the singers, orchestra and stagehands, and the cost
of costumes and props. Should any of these rise, while ticket prices remain constant,
opera production become less attractive to producers.

State of technology (K)

Technology changes over time, and this increases the efficiency of resources in the
production of goods and services. As costs of production fall (and assuming all other
variables are constant), we would expect the increased profitability to encourage
producers to supply more. The impact technology has on firms’ strategic decisions
is explored in Chapter 8.
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Figure 1.6 The supply curve

        



Producers’ tastes (TP)

The actual amount supplied to the market by firms or individual producers may not
necessarily be as a result of the economic variables discussed earlier. Some producers
may maintain their levels of supply, even though market prices have fallen. They
may do this for a variety of reasons. They may expect that the fall in prices is tem-
porary and the costs and disruption of reducing output may outweigh any short-
term losses in revenue. A producer may also speculate that market prices may rise 
in the future and may then withhold goods from the market. If a builder thought
that house prices were to rise sharply in the following year, he might well hold on to
his stock of finished houses until the next year. Finally, it is possible that producers
may involve themselves in the production of goods and services for non-economic
reasons. Prior to 1981, the The Times of London was owned by a Canadian, Lord
Thomson of Fleet. In the 15 years during which he, and later his son, owned the
paper it rarely made a profit and was subsidised by money earned elsewhere in his
publishing empire. It was claimed that Lord Thomson derived great pleasure from
simply being known as the owner of that prestigious title.

All other influences (u)

This again is simply a variable which refers to all other known or unknown
influences on the quantity supplied by a producer. This might include factors such
as severe weather conditions, political crises and government policies.

Changes in the determinants of supply

The analysis follows a similar path to the one developed when discussing changes
in the determinants of demand. Thus changes in price cause movements along the
existing supply curve, and changes in variables other than price cause shifts in the
supply curves. An increase in supply shifts the supply curve to the right, whereas a
decrease in supply shifts the curve to the left. Figure 1.7 illustrates these changes.
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Figure 1.7 Supply curve

        



Market Equilibrium 17

Figure 1.8 Market equilibrium

1.4 Market Equilibrium

Having presented and analysed the variables which affect market demand and mar-
ket supply, we are now in a position to see how market prices are determined. By
combining a negatively sloped demand curve with a positively sloped supply curve
we can identify a price which balances the demands of consumers and the supply
of producers. Figure 1.8 shows this equilibrium price.

At the equilibrium or market clearing price 0Pe, the amount demanded is exactly
equal to the amount supplied, 0Qe. We have a market equilibrium and the market
is ‘cleared’. There are neither shortages nor surpluses. But we may ask ourselves: how
did this equilibrium come about? How do producers know what price to set? Assume
price was set below 0Pe at for example 0P1. Figure 1.9(a) shows that at price 0P1 the
quantity demanded is at 0QD1 and the quantity supplied is at 0QS1, and there is an

Figure 1.9 Equilibrium price
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excess of quantity demanded over quantity supplied – in other words, a shortage. In
a free market, whenever shortages occur market prices rise. Price in this context acts
as a rationing agent, rationing out the good in short supply to those who are willing
to pay higher prices. As prices rise some consumers leave the market and, at the
same time, the higher prices attract additional producers into the market. Prices
keep rising until the excess demand or shortage has disappeared. If price were set too
high at 0P2, then it is clear from Figure 1.9(b) that quantity supplied is greater than
the quantity demanded. The market experiences a glut or surplus – in other words,
an excess supply of goods. With unsold stock, producers discount prices to attract
consumers into the market. As prices fall, quantity demanded increases and quan-
tity supplied by producers decreases. When price 0Pe is reached, the surplus has 
disappeared and we have a balance or a market equilibrium (see Case Study 1.1).
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Case Study 1.1 

Allocation of Cup Final tickets

Every year in May, the English Football Association stages the Cup Final. In
recent years this has been played in Cardiff, one of a few stadia large enough
to accommodate the huge demand for this football match. Every year there is
a shortage of tickets. Why does this shortage happen and what are the con-
sequences? Could the English Football Association ensure that there was no
shortage of tickets? Consider the following supply and demand diagram.

The supply of tickets is fixed at 75,000, the number of seats at the stadium.
The supply curve will thus appear as a vertical line. A shortage of tickets occurs
because the price of £70 is set below the equilibrium price of Pe. Thus, there are
more football fans who want to attend the final than there are tickets on sale
at this price of £70. The FA charges a price below the equilibrium price so as 
not to disadvantage the poorer supporters. Historically, the clubs were faced
with the problem of allocating a relatively small number of tickets among a

        



This market equilibrium may, however, be short lived. As any of the variables
other than price change, shifts in the demand and supply curves occur. This then
leads to new market equilibria. Figure 1.10 shows such changes.

If we begin with a market equilibrium at e1 with price and quantity at P1Q1 we can
assume, for example, that interest rates fall and this causes the demand curve to shift
to the right. The new equilibrium point is at e2 at price and quantity at P2Q2. Should
the price of resources fall, this would then cause a shift of the supply curve to the
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relatively large number of supporters. One solution was to allocate tickets on
a ‘first come first served’ basis, which implied a system of queuing. This may
not be fair as it treats all fans, both the casual and the passionately com-
mitted, as equal. Furthermore, queuing involves a waste of time. Thus, people
who place a low value on their time such as old age pensioners could be hired
as professional ‘queuers’ by the richer supporters who place a higher value on
their time. This was common in eastern Europe in the 1970s and 1980s when-
ever shortages of goods appeared. An alternative approach in the 1970s was 
to sell tickets only to the ‘committed’ supporters who could produce tokens 
from all home match programmes and, in the case of Manchester United,
away match programmes as well. Unfortunately, these schemes very quickly
led to the development of a secondary market for programmes and many a
programme seller was robbed by gangs not for his money but for his stock of 
programmes. More recently tickets are being allocated to supporters who are
season ticket holders or who belong to various membership schemes. Finally,
whenever shortages occur, a black market is not far behind. Since it is difficult
to police all market transactions, a number of tickets will find their way onto
the black market. Thus if OQB were the amount of tickets in the possession of
touts the black market price would be around price 0PB. The reader will note
that the steeper the demand curve, the higher the black market price and that
the slope is determined by the price elasticity of demand.

Figure 1.10 New market equilibrium
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right, which would establish a new equilibrium at e3 at price and quantity P3Q3. This
is a very useful tool for predicting likely events in any market. (Read Case Studies
1.1 and 1.2 for real-life applications of this simple demand and supply model.)

It is important to understand that these adjustments do not happen instantan-
eously. For example, producers in the market are unable to respond immediately to
any changes in demand and thus prices may temporarily rise to levels higher than
the eventual equilibrium price. This high price will in time increase the quantity
supplied. As an exercise, the reader might like to draw the relevant supply and
demand diagram.

Case Study 1.2 

Government housing support

Consider a deprived area of a town or some other self-contained geographical
area in which most of the families are on very low incomes and pay a large
proportion of their incomes as rent to landlords. Assume that the government
now wishes to support these families by either a rent subsidy or a building sub-
sidy to builders to provide affordable homes. What are the consequences of
these two different policies?

Under the rent subsidy scheme the poor family will be required to pay a
proportion of their income in rent and the remainder of the rent will be paid
by the government. This subsidy will be seen by the family as an increase in
income. This will shift the demand curve for housing to the right, creating an
initial shortage, which will pull prices up. The higher rents will lead to more
housing being supplied in this area. The actual amount of additional housing
will depend on the price elasticity of supply. Although poor families will gain,
the biggest winners are the landlords. The losers are the taxpayers.

Under the building subsidy scheme, builders will see their costs of produc-
tion fall and the supply curve will shift to the right. The initial surplus of prop-
erty will lead to a fall in rents. The more inelastic the demand for housing, the
bigger the fall in rents. In this case, the poor families will gain the most.

        



Consumer and producer surplus

Consider Figure 1.11. The supply and demand curves show that the market equilib-
rium price is 0Pm. All consumers are asked to pay this price. Consider if a price of 
0P1 were charged. What would happen to market demand? Would all consumers
abandon the market, preferring to spend their incomes elsewhere? No, the down-
ward sloping demand curve tells us that there are still a few consumers willing to
pay this high price. They place such a high value on the good that they are willing
to pay even this very high price. We are often prepared to pay more for a good than
its actual market price. The price we are willing to pay for any good is known as our
reserve price. Whenever our reserve price is above the market price we receive a
benefit. If our reserve price is below the market price we simply exclude ourselves
from the market. The amount consumers are willing to pay is equal to area OABQm,
while they actually pay only OPmBQm. The difference, triangle PmAB, is the con-
sumer surplus.

Why is consumer surplus important for business firms?

Producers are aware that many of their customers are paying a market price which
is below their reserve price. If producers could somehow discover customers’ reserve
prices and charge them different prices, they could increase their revenues. This 
is known as price discrimination. The objective of most market bargaining is to 
discover consumers’ reserve prices. But for price discrimination to work, consumers
must have different reserve prices and the producer must prevent resales or see-
pages between the consumers. Assume an aluminium manufacturer decided to sell 
aluminium ingots to the cookware industry at a lower price than to the aircraft
industry. Would this strategy result in higher revenues? It would only work if the
manufacturer were able to prevent the aircraft industry from buying cheaper alu-
minium from the cookware industry. One last important condition for successful
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Figure 1.11 Consumer and producer surplus
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price discrimination is that the producer must be able to control market supply. If
there were competition in the market, buyers would not pay higher prices to one
seller practising price discrimination. Thus successful price discrimination is often
seen as proof of monopoly or quasi monopoly power by a firm.

By similar analysis we can see that producers can also enjoy a surplus. If prices
were as low as 0P2 there might be just a few low-cost producers who would still be 
willing to produce the goods. Since the market price is 0Pm these firms receive an
additional benefit. Formally, the firms in this market would be willing to supply
amount 0Qm for a revenue of 0CBQm. In fact, they receive a revenue of 0PmBQm,
which results in a producer surplus equal to triangle CPmB.

Governments are often interested in knowing the extent of consumer and pro-
ducer surplus when assessing the costs and benefits of monopolies and mergers of
large firms. Some of these aspects are examined in Chapters 3 and 11.

1.5 Elasticity

So far in our analysis of demand and supply we have been vague about the exact
relationship of quantity demanded and quantity supplied to all the independent
variables such as price, income, price of other goods and so on. Business firms wish
to know precisely how quantity demanded would change, if, for example, they were
to increase price; if incomes in the economy increased; or if the price of substi-
tute goods decreased. They also want to know how quantity supplied might adjust
to a new technology, to higher interest rates or lower wages. Businessmen and
women with no knowledge of economics normally rely on their business experi-
ence to estimate these relationships. Such ‘rule of thumb’ decision making may
work well in small and well-defined markets, but may prove to be too imprecise 
as size and complexity of markets increase. Elasticity is a measure which allows 
us to gauge these relationships with a greater degree of precision. We examine 
just four such measures: the price elasticity of demand (EDP); the income elastic-
ity of demand (EDY); the elasticity of demand with respect to the price of other
goods, which is referred to as cross-elasticity of demand (EDXY); and price elasticity of 
supply (ESP).

Price elasticity of demand

Price elasticity of demand (EDP) can be defined as the degree of responsiveness of the
quantity demanded of a good or service to changes in its price.

It can be calculated in the following way:

or ED
Proportionate change in quantity demanded

Proportionate change in priceP   =

ED
Percentage change in quantity demanded

Percentage change in priceP   =
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This ratio can be easily calculated in the following way:

ΔQ refers to the change in quantity demanded, Q to the original quantity
demanded, ΔP to the change in price and P to the original price. The ratio always
provides a negative answer, since an increase in price leads to a decrease in quantity
demanded and vice versa. Since price elasticity of demand is always negative, the
minus sign can be ignored. In other words, it is only the absolute value we are inter-
ested in. But how do we interpret the value of this ratio?

A price elasticity measure of 2 would indicate that a 10% increase in price led to
a 20% decrease in quantity demanded. Thus the change in quantity demanded is
more than proportionate to the change in price. We refer to this demand as being price
elastic. By the same token, a price elasticity measure of 0.2 suggests that a 10%
increase in price led to only a 2% decrease in quantity demanded. In this case the
change in quantity demanded is less than proportionate to the change in price and
thus demand is price inelastic. (For a full interpretation of all measures and the relev-
ant demand curves, see Table 1.2 and Box 1.2.)

A calculation of price elasticity

Let us consider an example for computing elasticity. Assume a firm reduces the price
of a good from 60p to 59p and as a consequence finds that quantity demanded
increased from 40,000 to 41,000. Using the standard formula just presented price
elasticity of demand is:

We conclude, therefore, that demand is price elastic.

Price elasticity and directional bias

In the last example we examined a very small change in price, a change almost at a
‘point’. Had we considered a price rise from 59p to 60p and a decrease in quantity
demanded from 41,000 to 40,000, our calculation for price elasticity would have
been:

This result is not too dissimilar from the earlier measure of price elasticity. But
what if we considered much larger changes in the same market? Assume we were
faced with the following changes. As price fell from 60p to 50p quantity demanded
increased from 40,000 to 55,000. Price elasticity of demand is:
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Table 1.2 Interpretation of price elasticity of demand

Box 1.2 Elasticity and the slope of the demand curve

When considering Table 1.2 it is important not to equate elasticity with the
slope of the demand curve. Elasticity is, in fact, the product of the slope of the
demand curve and the ratio of the original price to the original quantity de-
manded. In fact, a linear demand curve with a constant slope exhibits a range
of different elasticity values. A shallow demand curve used to illustrate elastic
demand and a steep demand curve used to illustrate an inelastic demand is
simply a graphical convenience. True elasticity values are computed arithmet-
ically. The demand curve of unit elasticity means that no matter what change
in price takes place, the total amount spent on the good is constant.

        



Let us now consider a price increase from 50p to 60p and quantity demanded
decreasing from 55,000 to 40,000:

In this case the measure is significantly different. Although the changes are the
same in both cases, the measure is influenced by whether we were considering a
price fall or a price rise. This is known as directional bias. To reduce this problem, for
large changes in price we measure elasticity over an arc of the demand curve, rather
than at a specific point. This is normally done by computing an average of the two
prices and the two quantities demanded. The formula is rewritten as:

Referring to our example, price elasticity is now:

This answer is now independent of the direction of the change. If we consider 
a price increase or a price decrease, the price elasticity of demand is the same. 
Figure 1.12 illustrates these various measures.

Factors influencing price elasticity of demand

Whether demand is elastic or inelastic is of great importance to firms, industries and
governments. Much research in managerial economics has been undertaken to
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Figure 1.12 Price elasticity of demand and directional bias
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determine the price elasticities of demand for various goods and services. Let us now
turn to some of the factors that influence the size of the measure:

• One of the most important is the availability of substitutes. If there are many close
substitutes for a good, then, as its price rises, consumers can easily switch to these
alternative goods. Demand is therefore elastic. If there are no close substitutes
then demand is inelastic. Consumers have little choice but to buy the higher
priced good. The demand for tobacco is inelastic since there are few close sub-
stitutes, a fact not lost on the Chancellor of the Exchequer should he wish to
increase tax revenues. However, the demand for a particular brand of cigarette is
elastic as there are many close substitutes. The demand for luxury goods is also
elastic as there are many competing luxury goods, whereas necessities such as
food and heating by definition have no substitutes and thus have an inelastic
demand.

• If the proportion of income spent on a good or service is small demand is inelastic.
A 20% increase in the price of a box of matches does not see demand fall very
much, if at all. This also implies that in general as people get richer they respond
less and less to price changes.

• Habit or an addiction to goods also make consumers less responsive to changes in
price. Demand is therefore inelastic.

• If a good is a complement to another more expensive good then demand for it tends
to be inelastic. For example, an expensive sound system may require specialised
music discs as essential complements to the system. In this case the demand for
these discs is price inelastic. (See Case Study 1.3 for a further example.)

• Durable goods tend to have an elastic demand. Since these goods are often
replaced before they have worn out they can always be kept a little longer should
prices rise.

• Demand is generally considered to be inelastic in the short run. If prices rise it
takes time for consumers to discover and adjust to alternative cheaper goods. In
the meantime, they may be forced to stay with the higher priced goods.

Why is price elasticity important to business firms?

Elasticity gives us a useful indicator as to the degree of control firms have over the
prices they charge. This point is elaborated further in Chapter 3. The fundamental
importance of price elasticity of demand to business firms is the ability to predict
the likely outcome of a change in price on their sales. Firms wish to know the exact
responses to a change in price. If a firm is contemplating a price reduction, it wants
to know how sales are affected.

Another name for sales is total revenue (TR), which is the product of price and
quantity demanded and can be shown as a rectangle under a demand curve. Con-
sider Figure 1.13, which illustrates two different markets: the first is elastic, shown
by a shallow demand curve, and the second is inelastic, shown by a steep curve. Bear
in mind, however, that a relatively shallow or steep demand curve does not per se
imply elastic or inelastic demand, since the axes may be calibrated in different ways.
As was mentioned earlier, an arithmetic computation is the correct method of iden-
tifying the degree of price elasticity of demand.
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Let us consider a price fall from 0P1 to 0P2. In both cases, the total revenue 
before the price fall is 0P1e1Q1, which is relatively small in the first diagram and 
relatively large in the second diagram. The total revenue after the price fall in both
cases is 0P2e2Q2. From Figure 1.13 we can deduce that when demand was elastic, the
increase in total revenue (shown by the diagonal shading) outweighed the loss of
total revenue (shown by the cross-shading). In the second diagram, when demand
was inelastic, the increase in total revenue was much less than the loss in total rev-
enue. When demand is elastic, quantity demanded increases by a greater proportion
than the fall in price and the firm enjoys an increase in total revenue. On the other
hand, when demand is inelastic, quantity demanded rises by a smaller proportion
than the fall in price and the firm suffers a decrease in total revenue.

The three revenue functions

We are now in a position to discuss three revenue functions or curves: average revenue
(AR), marginal revenue (MR) and total revenue (TR). These functions are important for
a theoretical understanding of the theory of the firm, which is discussed formally in
Chapters 3 and 4 and referred to in subsequent chapters as well. Let us begin by
defining the three functions:

• Total revenue (TR) is the product of price and quantity sold. TR thus refers to a
firm’s sales.

• Average revenue (AR) is total revenue divided by quantity sold. In other words AR
is price.

• Marginal revenue (MR) is the addition to total revenue by selling one extra unit of
output.

The relationship between these three functions can be shown in Table 1.3, which
is then graphed in Figure 1.14.

The average revenue function plotted on Figure 1.14 is the demand curve, show-
ing the different combinations of price and quantities sold. Economists often label
demand curves as AR functions when discussing theories of the firm. Initially, as
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Figure 1.13 Total revenue and elastic and inelastic demand

        



Table 1.3 Average revenue, total revenue and marginal revenue

Average revenue Quantity demanded Total revenue Marginal revenue 
(price) AR and sold TR MR

11 0 0 –
10 1 10 10

9 2 18 8
8 3 24 6
7 4 28 4
6 5 30 2
5 6 30 0
4 7 28 −2
3 8 24 −4
2 9 18 −6
1 10 10 −8

price falls, we see that total revenue increases and, referring to our previous discus-
sion, this means that price elasticity of demand is elastic. After the point when total
revenue reaches a maximum, further falls in price result in a fall in total revenue.
The demand curve is therefore inelastic. It follows, therefore, that where total 
revenue is at a maximum, price elasticity of demand is unity.

28 1: Markets and Prices

Figure 1.14 Average revenue, total revenue and marginal revenue
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Figure 1.15 Correct relationship of AR to MR

The marginal revenue curve falls as additions to total revenue by selling one addi-
tional unit of output become less and less. When total revenue reaches its max-
imum, marginal revenue is zero. In other words, there are no further increases in
total revenue. As total revenue begins to decrease, marginal revenue takes on negat-
ive values. One further point to note is that it can be shown mathematically that
the marginal revenue curve slopes twice as fast as a linear average revenue curve.
Therefore it meets the quantity axis at exactly the mid-point. Figure 1.15 illustrates
the correct and incorrect relationships.

1.6 Other Elasticities

Income elasticity of demand

Let us now turn to a discussion of our second elasticity measure, income elasticity
of demand (EDY), which can be defined as the degree of responsiveness of the quan-
tity demanded of a good or service to changes in income.

It can be calculated in the same way as our measure for price elasticity of demand,
substituting income for price, hence:

Unlike our measure for price elasticity of demand, income elasticity of demand
can be positive or negative. For ‘normal’ goods, for which quantity demanded
increases as income increases, the relationship is positive. Inferior goods, for which
quantity demanded decreases as income increases, are thus characterised by a negat-
ive relationship. If the quantity demanded is unaffected by changes in income, the
measure is close to zero. These relationships are summarised in Table 1.4.

Cross-elasticity of demand

Our third elasticity measure is cross-elasticity of demand (EDXY), which measures the
relationship between the price of one good and the quantity demanded of another.
It can be defined as the degree of responsiveness of the quantity demanded of some
good X to changes in price of another good Y.

ED
Percentage change in quantity demanded

Percentage change in incomeY   =
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Once again it can be calculated in the same way:

Goods which follow a positive relationship are substitutes, since an increase in
price leads to an increase in the demand of the other good. Both changes are in the
same direction. Pairs of goods which have a negative relationship are complements,
since an increase in the price of one leads to a decrease in the demand for the other.
The closer the degree of substitutability the greater is the positive value of cross-
elasticity. Equally, the closer the degree of complementarity, the greater the negat-
ive value. Goods that have no relationship record a cross-elasticity close to zero.
Table 1.5 provides a summary of these relationships (see also Case Study 1.3).

Price elasticity of supply

For our fourth measure of elasticity we turn to the supply function to consider price
elasticity of supply (ESP), which can be defined as the degree of responsiveness of the
quantity supplied of a good or service to changes in its price.

The reader should by now be able to anticipate the calculation of this measure,
which is:

ES
Percentage change in quantity supplied of good X

Percentage change in the price of good XP   =

ED
Percentage change in quantity demanded of good X

Percentage change in the price of good YXY   =

Table 1.4 Income elasticity of demand

Income elasticity Interpretation
of demand

EDY = 0 Quantity demanded does not change as income changes

EDY > 0 As income changes, quantity demanded changes in the same 
direction. A NORMAL good

EDY < 0 As income changes, quantity demanded changes in the 
opposite direction. An INFERIOR good

EDY > 0 but < 1 Changes in income and quantity demanded are in the same 
direction, but quantity demanded changes less proportionately 
than the change in income. A normal good in inelastic demand

EDY > 0 and > 1 Changes in income and quantity demanded are in the same 
direction, but quantity demanded changes more proportionately 
than the change in income. A normal good in elastic demand

Table 1.5 Cross-elasticity of demand

Measure Relationship Increase in price Y Decrease in price Y

EDXY > 0 Substitutes Quantity of X rises Quantity of X falls
EDXY < 0 Complements Quantity of X falls Quantity of X rises
EDXY = 0 Unrelated No effect on X No effect on X
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Case Study 1.3

Milk consumption in the UK

As part of an analysis into the consumption of school milk in Europe, the
European Commission analysed the nature of milk consumption in the
United Kingdom.1 The following table shows that, for the period 1991 to 1998,
the Commission found that the total purchases of milk had fallen by 3.8% and
household purchases by 6.9%, even though the real price of milk fell over this
period. The report tried to identify the other variables that were responsible for
the decline in milk consumption.

Liquid milk market (million litres), England and Wales

Year Total liquid milk purchases Total household purchases

1991 5752 4926
1992 5739 4873
1993 5719 4812
1994 5680 4740
1995 5568 4633
1996 5532 4588

The report suggested that the three important variables affecting the
demand for milk were the child population, the extent of doorstep deliveries
and the level of advertising. Of these, the first two were considered the most
important. The following elasticities were calculated:

price elasticity of demand −0.2
growth of child population elasticity of demand +0.5
growth of doorstep deliveries elasticity of demand +0.25
advertising elasticity of demand +0.02

What was clear from these figures was that demand for milk is price 
inelastic. Thus a 10% decrease in price would increase quantity demanded by
only 2%. However, although real prices fell by some 16% over this period,
quantity demanded did not rise; it fell by 3.8% overall. This was caused by the
fall in the UK child population and the decrease in home (doorstep) deliveries
of milk.

The report also noted that 12% of milk consumed in the UK is drunk on its
own, with 25% being consumed with cereals and 24% with tea. Since a large
proportion of milk consumption is a complement to other products, it is no sur-
prise that price elasticity of demand for milk is low (inelastic). An increase in
the price of milk will not deter consumers from buying milk as they see it as a
necessary complement for these other goods.
1 Report submitted to DGVI European Commission 1999: 
http://europa.eu.int/comm/agriculture/eval/reports/schoolmilk/sum_en.pdf

        



An elastic supply implies that the output of producers or firms responds more
than proportionately to the change in price, whereas an inelastic supply implies
that output responds less than proportionately to the change in price. Since the 
supply curve exhibits a positive slope the value of price elasticity of supply is posit-
ive and consequently total revenue always rises for an increase in price (or falls for
a price decrease), regardless of whether the measure is inelastic or elastic.

The factors that determine whether supply is elastic or inelastic are as follows:

• The time or speed with which a producer can react to price changes in a given
industry. In agriculture, individual producers cannot react very quickly to
changes in prices as it takes a considerable length of time to plant new crops or
rear new herds. Supply is thus inelastic. However, distributors and wholesalers of
farm produce may have a less inelastic supply as they can rely on many different
producers from around the world to meet increases in prices.

• In other industries the speed with which producers can react to price changes
depends on how easily or how cheaply they can acquire additional factors of pro-
duction such as labour, land and machinery to produce higher levels of output.

• A related issue might be the ease with which firms can switch some of their own
factors of production to alternative uses. Some of their machines and labour may
be so specialised as to be inappropriate for the production of other goods.

• If the level of stocks or spare capacity held by firms are high, then the response
to a price rise is greater. Supply is elastic.

Figure 1.16 illustrates the various supply curve elasticities, which are not too dis-
similar to those for price elasticity of demand. The only exception is unit price elasti-
city of supply. Any linear supply curve drawn from the origin, e.g. S1, S2 or S3, has
an elasticity of unity.
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Figure 1.16 Price elasticity of supply
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1.7 Conclusion

In this chapter we have shown that prices are determined by the interaction of 
the wants of consumers and the supply of producers. We have discussed the vari-
ables that determine the quantities demanded and the quantities supplied and have
shown how these demand and supply functions determine market equilibria. The
concept of elasticity, which allows us to measure the change in quantities demanded
and supplied as a result of changes in variables such as prices, incomes and prices 
of other goods, was introduced. Even though the issues and tools of analysis pres-
ented in this chapter were intended to develop an understanding of firms’ strategic
decision making to be discussed in subsequent chapters, much of what we covered
is also of immediate relevance to business firms which wish to have a better under-
standing of their consumers and markets. We also examined various revenue func-
tions, such as average revenue, marginal revenue and total revenue. In the next
chapter we consider the costs faced by producers. By bringing the two concepts
together we are in a position to develop models of the firm and to discuss profitabil-
ity. This is covered in Chapters 3 and 4.

Discussion Questions

1 Discuss the factors which influence demand for university degree courses in
the UK.

2 Consider the market for illegal goods. What effects would you expect if the gov-
ernment decided to punish only the consumer or only the supplier? Draw the 
relevant demand and supply curves. Which of the two options would organised
crime favour?

3 With reference to supply and demand curves show the cause of the shortage of
sun loungers in many Mediterranean coast hotels in the summer. How are these
loungers allocated? Could you suggest alternative methods?

4 Explain why some elegant restaurants require reservations while a McDonald’s
does not.

5 Explain why many English football clubs increase the price of tickets for
European cup matches.

6 Suggest how tobacco smuggling into southeast England affects the price elasti-
city of demand for cigarettes in the southeast.

7 Explain the concept of consumer surplus. Did you receive any consumer surplus
when buying this textbook? Assume a local butcher, having been party to much
gossip over the years, feels that he has a good idea as to his customers’ reserve
prices for meat. To increase his revenue he decides to charge his customers their
reserve prices (perfect price discrimination). If we assume that the butcher enjoys
a local monopoly and that the townspeople are avid carnivores, will his ploy suc-
ceed? Could a doctor with similar talents succeed with such a strategy?
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Objectives

Production and Costs

By the end of this chapter, the reader should be able to understand:

• how firms can make use of production functions

• the difference between the short run and the long run in
production

• how production conditions determine the costs facing the firm

• the behaviour of average costs in the short run

• the behaviour of average costs in the long run

• the different methods used to estimate efficient methods of
production which minimise costs facing the firm.

Key Concepts

• average cost

• diseconomies of scale

• economic efficiency

• economies of scale

• factors of production

• law of diminishing marginal 
productivity
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2.1 Introduction

In the previous chapter we discussed in very general terms the issues that determine
the quantity of goods and services supplied by all producers in the market. This
chapter analyses these issues in more detail.

The chapter begins by examining what production actually entails and how firms
attempt to achieve efficiency in their outputs:

• first, in the short run, when some factor inputs are fixed

• second, in the long run, when they are free to vary all their inputs and alter the
scale of production.

Efficiency in the short run is subject to the law of diminishing marginal produc-
tivity, also popularly known as the law of diminishing returns. In the long run we
will see that efficiency depends on the existence of economies and diseconomies of
scale.

In sections 2.3 and 2.4 we focus on the money value of the inputs used by the
firm, in other words the firm’s production costs. We develop cost functions (curves)
and examine why costs fall, rise or remain constant in both the short run and the
long run. In section 2.5 we discuss how firms can estimate or calculate the cost func-
tions they face in practice.

2.2 Production

Production in economics can be thought of as any activity which alters the form of
materials, their quality and their availability over space and time. It can be thought
of as a process of transformation of goods and services into different goods and 
services. This definition covers a much wider area of activity than most people ima-
gine. Thus activities such as manufacturing, transportation, storage, retailing, mar-
keting, etc. can all be regarded as production activities.

This wider approach is in contrast to the approach of the eighteenth-century
French economists, known as the physiocrats, who believed that all true production
emanated only from the land and that all other activities were non-productive. The
wealth of an economy would ultimately depend on the surplus of agricultural pro-
duction, and this surplus allowed other forms of economic activity, such as manu-
facturing, to exist in the economy.

Fundamentally, production is any activity which creates a present or future util-
ity or use. This includes a vast range of activities. A vet immunising an animal, a
composer writing a song or a student studying for a degree are all production activ-
ities in the sense that a utility is being created. The animal will avoid a future illness,
the public will enjoy hearing a song and a student will improve his or her employ-
ment prospects in the future. What has happened is that something useful has been
created or produced.

From the point of view of a firm, production takes place in response to consumer
wants. Consumers wish to increase their utility by acquiring goods and services, and

        



the firms, motivated by a desire to earn revenue, secure the necessary resources to
produce goods and services which satisfy these consumers’ wants.

Production functions

Production uses inputs such as labour, machinery, buildings, land, raw materials,
energy, ideas and organisation. These are commonly referred to as the factors of pro-
duction. A firm combines these inputs through a technique or method of production to
produce an output. The firm also attempts to combine these inputs as efficiently as
possible.

As discussed at the beginning of Chapter 1, factors of production possess the fol-
lowing three important characteristics:

• Factors are versatile, which means they can be put to many different uses. Thus
labour can exhibit a range of abilities, machines may have different uses, and
land can be used in many different ways.

• Factors can be substituted for one another. A given level of output can be achieved
with differing combinations of factor inputs. One can, for example, erect a build-
ing with a great amount of capital equipment such as cranes, excavators, and 
prefabricated walls and roofs, thus relying on low levels of labour input. Alternat-
ively, it might be possible to erect a similar building by economising on capital
equipment and the use of prefabricated materials and, instead, employing more
labour. The latter method would be more appropriate where labour is relatively
abundant and thus cheap.

• Factors are also relatively scarce and thus command a price in the market. If 
factors were not scarce, and thus free, no price would exist. The prices paid by
firms to the owners of the factors of production are viewed by firms as their costs
of production.

A production function can therefore be defined as a technical specification of the
relationship between inputs and outputs in a particular production process.

In its general form the production function simply identifies the possible outputs
for given inputs and can be written as:

Q = f(F1,F2,F3,F4……….Fn)

This production function shows the maximum quantity of an output ‘Q’ which
can be obtained from a combination of factor inputs F1, F2, F3, F4, through to the last
factor input used in the production process, Fn. By altering the combinations of fac-
tor inputs the firm can achieve different levels of output. With the use of statistics
the production function can be worked out, or estimated mathematically, to give it
a specific form. A very simple example of a hypothetical production function, using
just two inputs, might appear in its specific form as:

where Q is the maximum output from K units of machinery or capital, and L is the
units of labour used in the production process. If we assume inputs are perfectly
divisible and can be substituted for one another with no restrictions, then a given
output can be produced by an infinite number of combinations. For example, with

Q K L  = ⋅
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reference to our earlier equation, Table 2.1 shows that an output (Q) of 1000 units
can be produced by a variety of combinations of capital (K) and labour (L).

The first row refers to a labour-intensive method of production, while the last row
refers to a capital-intensive method of production.

A popular production function used in economics is the Cobb–Douglas produc-
tion function, which is commonly written as:

Q = A · Lα · Kβ

Q refers to the level of output, A is a constant which takes different values for dif-
ferent firms, using different technologies and located in different parts of the world.
α and β are also constant and signify the contribution both labour (L) and capital
(K) make to different levels of output. These are referred to as elasticity coefficients.
On the basis of past production data, economists work out the values for A, α and β
and the firm can then calculate its output for combinations of inputs. Thus if A had
a value of 50, α of 0.6 and β of 0.4, and if the firm combined 30 units of labour with
100 units of capital (machinery), output per unit of time would be 2428:

50 · 300.6 · 1000.4 = 2428

The reader should check this result for him or herself.

Why is the production function useful for firms?

The production function allows a firm a degree of precision in calculating its need
for factor inputs. If, for example, the marketing department in a firm launches an
advertising campaign and expects the firm to sell an additional 25% of its current
output, the production department must calculate the additional labour and capital
resources it requires. Using the previous example, a required 25% increase in output
can be achieved by:

• either hiring an additional 14 units of labour, keeping capital fixed at 100
machines

• or by combining an additional 75 machines with the original workforce of 30

• or by any other combination of increases in both labour and capital as determined
by the production function.

The actual combination depends on the prices the firm has to pay for its addi-
tional inputs. These are the firm’s additional costs of production.

This example is, of course, a gross oversimplification of true production func-
tions. A typical firm faces many different labour inputs, many different types of cap-
ital equipment, raw materials, energy sources and so on. Each of these inputs has its
own elasticity coefficient.

Table 2.1 Different combination of capital and labour
producing the same level of output

K L Q

0.5 2 000 000 = 1 000
1 000 1 000 = 1 000
8 000 125 = 1 000

        



Efficient production

What do we understand by the term ‘efficiency’? There are two fundamental con-
cepts of efficiency: technical and economic efficiency.

Technical efficiency relates to the actual physical ratios of material inputs to outputs.
The rational firm attempts to use the minimum amount of inputs to secure a desired
level of output. With knowledge gained through the study of various technologies,
production managers can calculate the best technically efficient methods of produc-
tion. However, the cost-minimising firm must also consider the costs of production.

Economic efficiency is the relationship between input prices or costs and output
values. From a range of technically efficient input combinations, a firm selects that
combination that costs the least. It attempts to economise on the use of relatively
scarce resources. An oil-fired electricity-generating station may be more technically
efficient than a coal-fired one, but from the point of view of economic efficiency the
coal-fired station may be preferred if the price of oil, relative to the price of coal, 
is high.

Other concepts of efficiency can also exist, e.g. energy efficiency, social efficiency,
and environmental efficiency, where we may wish to limit the production of ‘bads’
such as pollution. One could argue that, in time, all these ideas of efficiency could
be assessed by the market and a value placed on them so as to be subsumed within
the concept of economic efficiency. Nevertheless, in the short run there may well
be market imperfections, such as lack of knowledge, which may create differences
between these different concepts of efficiency.

Time in production

In production theory (as well as in cost theory) economists make an important dis-
tinction between the short run and the long run. The short run refers to a situation
where some of the factors can be varied and at least one factor is fixed. Labour is 
traditionally regarded as the variable factor in the short run. It can be hired and 
fired relatively quickly. Capital and land are regarded as fixed factors in the short
run. Under normal conditions it takes longer for a firm to build a new plant and
acquire new machines. In the long run, all factors are regarded as variable. Thus,
when analysing the theory of supply, economists do not measure time in the con-
ventional sense. A large firm may regard its short run as a two-year period, whereas
a market trader may regard his or her short run as a matter of days.

Law of diminishing marginal productivity

The law of diminishing marginal productivity is often referred to as the law of
diminishing returns. It is concerned with returns to (or efficiency of) a variable fac-
tor in the short run. If we assume all other factors to be fixed and then examine the
effect changes in the variable factor have on total output, we observe the following
outcome, often stated as a ‘law’:

If increasing quantities of a variable factor of production are combined with fixed amounts of other
factors of production, then after a time successive units of the variable factor make a smaller and
smaller addition to total output.
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40 2: Production and Costs

Let us now turn to an example which helps to illustrate the law of diminishing
marginal productivity.

Assume a firm owns a warehouse for the delivery, storage and onward dispatch
of finished goods. The chief inputs are the building, the warehouse staff and the cap-
ital equipment in the form of forklift trucks. In the short run the firm views its
labour as the variable factor and the building and forklift trucks as the fixed factors.
We also assume that all units of labour exhibit identical skills and supply the same
effort. The output or total product can be measured as the number of batches of
finished goods moved in and out of the warehouse per day. Table 2.2 shows the
input and output figures for this warehouse.

We can use Table 2.2 to determine the following relationships:

• Average product (AP), which is defined as the total product divided by the number
of units of the variable factor.

• Marginal product (MP), which is defined as the increase in total product as a result
of employing one extra unit of the variable factor.

Figure 2.1 shows the relationships between the three measures. To ensure greater
clarity the graphs are not drawn to scale and the average product and the marginal
product curves are drawn on a separate graph, below the total product curve.

In the short run, as we add units of the variable factor, we first experience increasing
returns to the variable factor, i.e. the TP curve is convex from below. This means that,
as the firm hires more labour, total output rises proportionately more. When diminishing
returns set in, the TP curve becomes concave from below, which means that total
output rises proportionately less than the increase in the labour input. The point of
inflection denotes the changeover. Diminishing returns to the variable factor set in
because the expansion of these factors is not matched by an increase in the other
factors. In our warehouse example, as the firm hires more staff, there are only a limited
number of forklift trucks that can be used. Consequently, some of the additional staff
are idle for some of the time, waiting for other staff to finish using the forklift trucks.
More staff may process more goods, but the constraints of the size of the warehouse
building may mean there is less and less space in which goods can be stored.

The MP curve reflects the slope of the TP curve. Thus, with increasing returns, the
MP curve rises and with diminishing returns the MP curve falls. When TP falls, MP

Table 2.2 Output (items processed) at a warehouse in the short run (plant and equipment
kept constant)

Units of labour Total product Average product Marginal product 
(variable factor) TP AP MP

1 6 6 6 Increasing 
2 18 9 12 returns to the
3 33 11 15 variable factor

4 40 10 7 Diminishing 
5 45 9 5 returns to the 
6 48 8 3 variable factor
7 49 7 1
8 40 5 −9

        



is negative. MP is at a maximum at the point of inflection of the TP curve and MP
is zero where TP is at a maximum.

We also note that the AP curve rises and then falls. Note also that the MP curve
intersects the AP curve at its maximum. This is because, whenever we add more to
the total than the average, the average must rise. For example, if one worker is more
productive than the one before, this has the effect of increasing average productiv-
ity. Equally, an addition to the total which is less than the average has the effect of
pulling the average down.

Thus, when MP is greater than AP, AP must rise, and when MP is less than AP, 
AP must fall. It then follows that MP must equal AP when AP is neither falling nor
rising: it is at its maximum.

Figure 2.1 Graphical illustration of the law of diminishing marginal productivity
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Stages of production

As shown in Figure 2.1, the TP curve (and the AP and MP curves) can be divided into
three stages and only one can be identified as an efficient stage of production.

Stage one is characterised by a rising AP, stage two by a diminishing but positive
AP and MP, and stage three by a negative MP. Stages one and three are clearly ineffi-
cient; by implication, stage two is the only efficient zone of production. The key to
understanding the distinction between these stages is to recognise that a firm is
using a variable factor (in this case labour) and combining it with fixed amounts of
other inputs; and that production is inefficient whenever these inputs are combined
in proportions that hinder production.

Stage three is inefficient because it entails a negative MP. If production tem-
porarily falls into stage three, the firm can increase output by reducing the size of
the workforce. When the MP is no longer negative, production moves into the more
efficient stage two. MP is negative because the fixed inputs are overloaded and total
production falls. In our example the firm has hired so many additional warehouse
staff that the forklift trucks are breaking down more often through overuse. In addi-
tion, storage space in the building may be lost by having to provide more amenities
for the expanding workforce.

Whereas stage three features too much labour for the available capital, stage one
is inefficient because too little labour is being employed. In stage one, the AP rises
when the labour force expands. But because the labour force is small relative to the
firm’s fixed capital, the fixed capital is underutilised. In our warehouse example, one
unit of labour may find it very difficult to operate a large warehouse single handedly.
In addition some units of capital equipment may require more than one person 
to operate them. Furthermore, more labour means that individual workers can 
begin to specialise and concentrate on specific activities where their productivity is
greater. Thus, as the labour force is expanded, output rises not just proportionately,
but more than proportionately. As a result, the productivity gains (by specialisation)
of the increasing workforce increase the workers’ average productivity. However,
remaining in stage one implies that a firm is not fully exploiting all possible gains.
A firm would be inefficient if it were to stop hiring labour in the midst of these pro-
ductivity improvements. The profit-maximising firm should hire enough workers to
be out of stage one.

Therefore stage two is the only range of production for which labour and other
inputs are combined in efficient proportions. We cannot determine the exact quan-
tity of inputs a firm wishes to acquire or output produced in stage two, since these
decisions depend on the prices of inputs and output. This decision is discussed in
Chapter 3. Note that the only efficient stage of production, stage two, exhibits
diminishing marginal (and average) returns throughout its entire range. We can
conclude that rather than avoiding diminishing returns, profit-maximising firms seek
them out.

Returns to scale

Our warehouse firm, faced with diminishing marginal productivity in the short run,
may wish to expand its output by expanding all inputs. We can characterise this as
the long-run period of production. Thus, in addition to hiring more staff, it acquires

        



more forklift trucks and moves into a larger building. When firms increase the inputs
of all factors of production, they alter the scale of production.

Returns to scale refer to the proportionate increase in output relative to the pro-
portionate increase in all inputs. We can identify three types of returns to scale in
Figure 2.2. Although the three are shown separately, firms can pass through all three
phases as they expand the scale of their operations.

Increasing returns to scale occur when output increases more than proportionately
to the increase in inputs. The reason for this is the advantage of specialisation, mass
production and other ‘economies’. These are discussed further in this chapter when
we analyse long-run costs.

Constant returns to scale occur when output increases proportionately to an in-
crease in inputs. Thus, a doubling of inputs leads to a doubling of output. Empiric-
ally, it has been shown that many firms operate under these conditions.

Decreasing returns to scale occurs when output increases less than proportionately
to increases in inputs. As inputs increase, the increasing organisational complexity
of the firm prevents any further proportionate increases in output. Diseconomies of
scale are discussed in our analysis of long-run costs.

Cobb–Douglas production function and returns to scale

Earlier in the chapter we introduced the Cobb–Douglas production function, which
was expressed as:

Q = A · Lα · Kβ

Q referred to the output, and L and K were the labour and capital inputs. A was a
constant determined by a given technology and α and β were the coefficients which
measured the relative importance of each of the inputs. The sum of these coeffi-
cients is used to determine the returns to scale. If α + β sum to unity then the firm
is operating under conditions of constant returns to scale. If α + β have a value
greater than 1, then we have increasing returns to scale. If, finally, α + β is less than
1 the firm is operating under conditions of decreasing returns to scale.

Figure 2.2 Increasing, constant and diminishing returns to scale
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The reader can verify this by referring to the previous example, where A had 
a value of 50, α was 0.6, β was 0.4, and the firm combined 30 units of labour with
100 units of capital. The output was 2428. The reader can calculate the new output
if both labour and capital are doubled, to 60 and 200 respectively, under three
conditions:

• α = 0.6 and β = 0.4 (constant returns to scale)
• α = 0.7 and β = 0.5 (increasing returns to scale)
• α = 0.4 and β = 0.4 (decreasing returns to scale).

In a seminal article Cookenboo (1955) estimated the production function for an
oil pipeline to be:

T = AHaDb

where T referred to the flow of oil, measured as the number of barrels of oil per day;
H was the horsepower of the machinery pumping the oil; and D was the diameter
of the pipe. The constants A, a and b were dependent on the location of the pipes,
the length of the pipelines and the viscosity of the oil. He estimated the production
function as:

T = 5.4H0.37D1.73

which meant the production function exhibited increasing returns to scale. In addi-
tion, the high coefficient on the pipe diameter tells us that a 1% increase in the
pipe’s diameter leads to a 1.73% increase in barrels of oil per day, assuming the
horsepower of the pump is kept constant. Equally, the contribution of a 1% increase
in the horsepower of the pump leads to only a 0.37% increase in output.

2.3 Costs

Nature of costs

Costs refer to the payments or rewards made by firms to the suppliers of factors of
production. Most of us supply our labour, in return for which we are paid a wage.
This wage is a cost to a firm. A number of important points must be borne in mind.

• The word ‘reward’ is used as well as payment, since in many cases no formal
money payment is made for the supply of an input. Thus, for example, owners
of a business may not pay themselves for ploughing their own money into that
business. Nevertheless, if the rewards or profits from such a personal investment
were less than what they would have received had they invested the money 
elsewhere (the opportunity cost), they would soon contemplate the closure of the
business. Thus, the profits made by a firm to ‘reward’ the owners, who have
invested in a firm, can be seen as a cost the firm has to meet.

• The exact payment for continuing to supply factor inputs is naturally determined
by market forces. Thus, the wage a worker expects to receive is determined by
market opportunities, i.e. the wages paid by other firms.

• As we saw earlier, a period of time sufficiently long to generate changes in all fac-
tor inputs was termed the long run. All costs would be regarded as variable in the

        



Figure 2.3 Three total cost curves in the short run

long run, i.e. all costs change with the level of output. In the short run, however,
some factors are regarded as fixed and, consequently, the firm would incur fixed
costs. Fixed costs refer to expenditures relating to depreciation on capital equip-
ment and buildings, rates, rentals, interest payments, insurance premiums, etc.
Variable costs, by way of contrast, refer to wages, purchases of raw materials,
power and fuel – in other words, all those inputs which vary with the level of 
production.

• It is important to note that costs simply reflect what is happening in production.
If, in the short run, the firm initially enjoys increasing returns to its variable 
factor, usually labour, we saw that the average product of labour will rise. To
maintain a constant increase in output the firm requires proportionately less
labour and thus average variable costs fall. If, after a given level of output, the
firm were faced with diminishing returns to the variable factor, it would require
proportionately more and more labour to maintain a constant increase in output
and average variable costs would rise. We can derive these average variable cost
curves by examining total cost curves.

Costs in the short run

With reference to our previous example of the warehouse, our firm is faced with
fixed factors of machinery and the building. It is able to increase output only by
increasing its labour input. To construct a total cost curve we must calculate the
required labour inputs at each level of output and multiply them by the wage rate.
We add this figure to the quantity of the fixed factors multiplied by their prices.
Figure 2.3 shows three possible total cost functions.

Curve 1 shows total costs rising less than proportionately to the increase in out-
put. To increase output while keeping its capital equipment and building unchanged,
the firm requires proportionately less labour.

Curve 2 shows that each additional unit of output uses the same proportionate
inputs of labour. In this case, the firm is faced with constant returns to the variable
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46 2: Production and Costs

factor. This should not be confused with constant returns to scale, which refers only
to the long run when all factors are variable.

Curve 3 shows that to increase output, keeping the other factors constant,
requires proportionately more labour. The effect is then to see the total cost curve
rise steeply.

The traditional total cost curve

Figure 2.4 illustrates the traditional total cost curve, which passes through all these
three stages discussed above.

Figure 2.4 shows a total cost curve with increasing returns to the variable factor
input followed by constant returns and eventually diminishing returns to factor
input. This function reflects the total product curve illustrated in Figure 2.1. From
this total cost curve we can derive an average variable cost curve. Average variable costs
are calculated by dividing total costs by the units of the variable factor. Increasing
returns to the variable factor mean that total costs are rising at a slow rate and thus
average variable costs are falling. The firm is enjoying increasing efficiency by
adding more of the variable factor. However, once diminishing returns to the vari-
able factor set in, the total cost curve begins to rise at a faster rate, which leads the
average variable cost curve to rise. The firm begins to suffer from an inefficient com-
bination of its variable factors with its fixed factors. If average cost becomes very
high, the firm may have to consider increasing the other factors, such as plant and
machinery.

Figure 2.4 Traditional total cost curve and average variable cost curve

        



Let us now turn to an examination of other cost functions which face a typical
firm. With the help of the simple cost schedule shown in Table 2.3 we can illustrate
the functions in Figure 2.5. We begin by first defining the various cost functions,
shown in Box 2.1.

We can plot the AFC, AVC, ATC and MC curves in Figure 2.5(a).
From this graph we can derive the following conclusions:

• Average fixed costs (AFC) decrease continually, although at a decreasing rate. This
is because total fixed costs are spread over an ever-increasing output. Thus, if
fixed costs are high in an industry or a firm, the firm must produce a relatively
large output to reduce the high average costs.

Table 2.3 Cost schedule

Q TFC TVC TC AFC AVC ATC MC

0 50 50
1 50 30 80 50 30 80 30
2 50 55 105 25 27.5 52.5 25
3 50 75 125 16.6 25 41.6 20
4 50 100 150 12.5 25 37.5 25
5 50 130 180 10 26 36 30
6 50 175 225 8.3 29.2 37.5 45

Figure 2.5 Cost curves in the short run
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48 2: Production and Costs

• The AVC curve is U-shaped. As we saw in Figure 2.4, as production becomes more
efficient (increasing returns to the variable factor) average variable costs decline.
After a point, diminishing returns set in (decreasing returns to the variable fac-
tor) and the AVC curve begins to rise.

• The ATC curve is also U-shaped since it is the sum of AFC and AVC. ATC falls so
long as the AFC and the AVC fall, and even when AVC starts to rise, since the fall
in AFC outweighs the rise in AVC. When AVC rises faster than the fall in AFC,
the net effect is a rise in ATC.

• The distance between AVC and ATC declines steadily with increases in output.
This is so because the distance between (or difference between) ATC and AVC is
AFC. This relationship is identified in Figure 2.5(b).

• Marginal cost is also U-shaped. When MC lies below AC, AC is falling. When MC
lies above AC, AC is rising. It then follows that MC must intersect the AC curve
at its minimum point. The MC curve intersects the AC curve at its minimum
point for the same reason that marginal product intersects the average product
curve at its maximum point. If one adds a (marginal) value to the total which is
less than the average, the average falls. Equally, when the addition to the total 
is greater than the average, the average rises. This means that when the addition
to the total is equal to the average, the average is neither falling nor rising and is
at its minimum point.

Why have we introduced the concept of marginal cost?

In traditional economic analysis, it is assumed that the objective of the firm is to
maximise profits. As we will see in the next chapter, this is achieved by equating
marginal cost with marginal revenue.

Long-run costs

In the long run, all factor inputs can be varied. To expand the scale of the business
our warehouse firm can acquire more capital in the form of more forklift trucks, as

Box 2.1 Definitions of cost

Total costs (TC) = Total fixed costs (TFC) + Total variable 
costs (TVC)

Average fixed costs (AFC) = Total fixed costs (TFC) / Output (Q)

Average variable costs (AVC) = Total variable costs (TVC) / Output (Q)

Average total costs (ATC) = Total cost (TC) / Output (Q) 
[or AFC + AVC]

Marginal cost (MC) = The addition to total cost as a result of 
producing one extra unit of output

        



well as expanding the size of the warehouse itself or moving to a bigger building. It
also hires more labour.

Let us assume that the firm is faced with four possible sizes of warehouse. This
implies four separate short-run average cost curves (SAC), one for each warehouse,
A, B, C, and D. For each SAC, the building and the forklift trucks are the fixed fac-
tor and the firm can then vary only its labour input. The opportunities facing the
firm are illustrated in Figure 2.6.

Reading from left to right, every subsequent SAC curve refers to a larger ware-
house. We can see that larger warehouses generate lower average costs. This is due
to economies of scale, which are discussed later. The decision as to which of the ware-
houses the firm should occupy depends on the firm’s anticipated future output. If
the firm expects to produce at Q* then, with warehouse A, costs are relatively 
high at ACA, since the firm is faced with diminishing returns to the variable factor. 
In other words, the building is too small to house all the machinery and labour. 
If the firm were to acquire warehouse C, a very much larger building, costs would
be at ACC. These average costs are still relatively high as the firm is faced with a large
warehouse but insufficient machinery and labour to make full use of the space.
Warehouse B, however, would generate the lowest possible average cost at ACB.
Thus, for an expected output of Q*, warehouse size B would be chosen. In time, 
as planned output increases the firm selects larger and larger warehouses and con-
sequently moves onto lower and lower SAC curves.

If we assume that in the long run a firm can select an infinite number of plant
sizes or scales of output, we can draw an infinite number of SAC curves. This is illus-
trated in Figure 2.7.

At first these curves lie a little below the preceding curves due to economies of
scale. After a time the curves begin to rise due to diseconomies of scale. If we then
draw a curve to ‘envelope’ these curves we have the long-run average cost curve
(LAC) which traces all the combinations of outputs and average costs as the scale of
operations is increased. The curve is sometimes referred to as the firm’s planning
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Figure 2.6 Four short-run average cost curves
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curve, since it represents all the average costs attainable at the various scales in the
firm’s future plans.

Two important points have to be borne in mind.
First, the smooth LAC curve implies the availability of an infinite number of dif-

ferent plant sizes. Each point on the LAC curve is thus a point of tangency with a
SAC curve. In reality, a firm is faced with a limited choice of different plant sizes. If
so, a more realistic LAC curve would exhibit a ‘scalloped’ shape, as illustrated in
Figure 2.8.

Second, the LAC curve is not tangential to all the minimum points of the SAC
curves. A point of tangency implies that the slopes of SAC and LAC are equal.
Minimum points of the SAC have a zero slope and cannot therefore be tangential 
to a negatively sloped LAC (economies of scale) or positively sloped LAC (diseco-
nomies of scale). This could only occur under conditions of constant returns to scale
(a horizontal LAC) (see Figure 2.9 and Case Study 2.1).

Figure 2.7 Derivation of the long-run average cost curve

Figure 2.8 ‘Scalloped’ long-run average cost curve

        



Figure 2.9 Choice of scale and short-run average cost curves

If we consider Figure 2.9 it would appear that firms may wish to be inefficient
in the short run, i.e. point A is preferred to point B on the SAC1 curve. If the firm
wishes to expand from Q1 to Q2 it can employ more of the variable factor (labour)
to achieve minimum average costs at point B. However, the same output Q2 could
be achieved at a lower average cost had the firm acquired more fixed inputs (capital)
to develop a plant associated with the SAC2 curve. The firm has reduced average
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Case Study 2.1

Even top economists get it wrong!

In the 1930s Jacob Viner (the economist responsible for the LRAC curve) had
asked his draughtsman to draw an ‘envelope’ LRAC curve so that it was tan-
gential to the minimum points of every SRAC curve. The draughtsman claimed
that this was impossible.

A point of tangency implies that the slopes of SRAC and LRAC are equal.
Minimum points of the SRAC have a zero slope and cannot therefore be 
tangential to a negatively sloped LRAC (economies of scale) or positively
sloped LRAC (diseconomies of scale). This could only occur under conditions
of constant returns to scale (a horizontal LRAC).

When John Maynard Keynes published his General Theory in 1936, one of
the critics of his revolutionary theories was Jacob Viner, who was less than
impressed with Keynes’s critique of classical macroeconomic theories. When
Keynes arrived in the United States, he was asked to name the greatest living
economist. He replied that modesty prevented him from naming the greatest,
but that perhaps the second greatest was Jacob Viner’s draughtsman!
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costs for output Q2, although at point C it is still to the left of the minimum point
of the SAC2 curve.

When we consider all costs, the firm is not necessarily operating inefficiently. The
increased plant size uses labour at an amount less than that required to minimise
average cost; but greater economies of scale more than offset this loss.

Only one SAC curve has its minimum point tangential to the LAC curve, and that
is where the minimum point of the LAC is met. The particular plant or firm size
associated with this level of average cost is sometimes referred to as the optimum firm,
i.e. of maximum efficiency, where average costs are at their lowest in the long run.

2.4 Economies and Diseconomies of Scale

Let us now turn to an examination of the LAC curve. The question is: why does the
long-run average cost curve show a systematic tendency to decrease or increase with
the scale of operations? We shall examine various explanations put forward to show
why the LAC curve falls as the scale of output rises, i.e. economies of scale, and why
the curve may eventually begin to rise, i.e. diseconomies of scale. Economies and
diseconomies of scale are the cost equivalent of increasing and decreasing returns to
scale respectively.

Economies of scale

Most classifications of economies of scale fall broadly into two categories: real
economies and pecuniary economies. The former is associated with changes in
physical input quantities, whereas the latter refers to changes in the prices paid 
by the firm for its inputs. These broad classifications can be further subdivided, 
e.g. production or technical economies, marketing economies, transport economies,
stochastic economies, multiplant economies, etc. An exhaustive examination of all
potential economies open to a firm would perhaps become tedious. Instead, we shall
briefly cover the important economies associated with operations at the simple indi-
vidual firm level.

Specialisation

As a firm grows larger it can benefit from a greater division of labour. As individual
units of labour become more specialised they acquire greater skills and know-how.
Their increased efficiency leads to reduced costs. Additionally, specialisation saves
on wasted time when labour has to move from one job to another. This advantage
also applies to management. In a small firm, a manager may have to perform sev-
eral tasks, and in some may lack sufficient expertise. The large firm can benefit from
acquiring specialist managers. The benefits of specialisation also reward firms in the
short run as they expand their labour force, and largely explain increasing returns
to the variable factor. This advantage of specialisation was noted famously by Adam
Smith (see Case Study 2.2).

        



Case Study 2.2

Adam Smith’s pin factory and economies of scale

Adam Smith (1723–90), Scottish economist and philosopher, studied the
forces that determined competition, trade and markets. He was professor of
logic and later professor of moral philosophy at Glasgow University and had
friends in business and the government. He is considered as the founder of
modern economic thought and wrote one of the first and best known books
in economics, The Wealth of Nations (1776). The first chapter of the book 
deals with the division of labour and specialisation, which leads to increasing
returns to scale. Although written in eighteenth-century English, it is still 
fresh and relevant to modern-day economics. The slightly edited extract that
follows discusses Smith’s observations of production in a Nottingham pin 
factory:

THE greatest improvement in the productive powers of labour, and the greater part of the
skill, dexterity, and judgement with which it is anywhere directed, or applied, seem to have
been the effects of the division of labour. The effects of the division of labour, in the general
business of society, will be more easily understood by considering in what manner it oper-
ates in some particular manufactures.

To take an example, therefore, from a very trifling manufacture; but one in which the
division of labour has been very often taken notice of, the trade of the pin-maker; a 
workman not educated to this business (which the division of labour has rendered a distinct
trade), nor acquainted with the use of the machinery employed in it (to the invention of
which the same division of labour has probably given occasion), could scarce, perhaps, with
his utmost industry, make one pin in a day, and certainly could not make twenty. But in
the way in which this business is now carried on, not only the whole work is a peculiar trade,
but it is divided into a number of branches, of which the greater part are likewise peculiar
trades. One man draws out the wire, another straights it, a third cuts it, a fourth points it,
a fifth grinds it at the top for receiving the head; to make the head requires two or three dis-
tinct operations; to put it on is a peculiar business, to whiten the pins is another; it is even
a trade by itself to put them into the paper; and the important business of making a pin is,
in this manner, divided into about eighteen distinct operations, which, in some manu-
factories, are all performed by distinct hands, though in others the same man will sometimes
perform two or three of them.

I have seen a small manufactory of this kind where ten men only were employed, and
where some of them consequently performed two or three distinct operations. But though
they were very poor, and therefore but indifferently accommodated with the necessary
machinery, they could, when they exerted themselves, make among them about twelve
pounds of pins in a day. There are in a pound upwards of four thousand pins of a middling
size. Those ten persons, therefore, could make among them upwards of forty-eight thousand
pins in a day. Each person, therefore, making a tenth part of forty-eight thousand pins,
might be considered as making four thousand eight hundred pins in a day. But if they had
all wrought separately and independently, and without any of them having been educated
to this peculiar business, they certainly could not each of them have made twenty, perhaps
not one pin in a day; that is, certainly, not the two hundred and fortieth, perhaps not the
four thousand eight hundredth part of what they are at present capable of performing, in
consequence of a proper division and combination of their different operations. In every other
art and manufacture, the effects of the division of labour are similar to what they are in this

Economies and Diseconomies of Scale 53

        



54 2: Production and Costs

Technical economies

These economies can encompass many aspects of production. We offer three examples.

Geometric relationships

These refer to relationships between inputs required to produce a piece of equip-
ment and its output capacity. An example is the capacity of an oil tanker, which
increases more than proportionally with increases in its surface area. Another ex-
ample is the construction and use of pipelines. A doubling of a pipe’s circumference
more than doubles its capacity. It is this type of relationship that was responsible
for the so-called ‘0.6’ rule of thumb, where it was assumed by engineers in the oil
industry that an average increase in capacity of 100% would lead to only a 60%
increase in total costs.

Indivisibilities

Indivisibilities of capital and labour inputs are also an important source of poten-
tial economies for the large firm. If equipment, necessary to perform important
operations in the firm’s production process, is large, complex, highly specialised 
and expensive, the firm is faced with high fixed costs. Faced with an indivisible
input, the firm cannot then acquire just 10% or 50% of the input. It must buy the
whole machine or process. A large output thus greatly reduces the firm’s average
fixed costs. For example, a combine harvester is an efficient unit of capital equip-
ment used in agricultural production. However, a farmer must have a potentially
large output to justify the ownership of such a large indivisible input.

Indivisibilities may also be involved due to a balancing process. Assume that a firm
is faced with a production process which requires only two types of machine: one
which produces and the other which packages the final product. If the first machine
can produce 30,000 units per day and the second can package at the rate of 45,000
per day, output has to be at least 90,000 per day (or multiples of ) fully to utilise the
capacity of both machines. With an output of 90,000 units per day, a firm acquires
three production machines and two packaging machines. Had output been less than
90,000, the firm would have been faced with machines not fully utilised.

Length of production run

The length of the production run is also an important source for potential eco-
nomies. It is argued that over time units of labour become more skilled as they
repeat the same task. Thus the length of the production run becomes an important

very trifling one; though, in many of them, the labour can neither be so much subdivided,
nor reduced to so great a simplicity of operation. The division of labour, however, so far as
it can be introduced, occasions, in every art, a proportionable increase of the productive pow-
ers of labour.

Source: Smith, Adam (1776) An Inquiry into the Nature and Causes of the Wealth of
Nations. Chapter 1, Of the Division of Labour; http://socserv2.socsci.mcmaster.ca/
~econ/ugcm/3ll3/smith/wealth/wealbk01

        



variable to indicate the increased rate of worker efficiency. Alchian (1963) calculated
a ‘learning curve’ when he examined costs in the aircraft industry. He found that
the level of labour productivity in the manufacture of airframes was a function of
the cumulative number of frames already assembled. The estimated equation was:

log m = a + b log N

where ‘m’ referred to the labour input and ‘N’ the cumulative number of frames
assembled. ‘a’ was the intercept of the curve and ‘b’ its slope. ‘b’ had a negative
value, which meant that as more airframes were constructed so the firm required
less labour and thus saved costs. The curve is shown in Figure 2.10.

Further studies have shown that such learning processes can be applied to cog-
nitive skills of engineers and managers. One would eventually expect these learning
effects to diminish and disappear. One would also expect different ‘b’ values in dif-
ferent activities.

Financial economies

Large firms find it easier to raise funds for future expansion. Larger firms are able to
offer better security for their loans and may enjoy access to sources of finance such
as the stock market and issuing their own bonds. The cost of finance may also be
less as the market may consider large firms as posing a lower risk. Large firms can
spread their risks by an involvement in multi-plant operations and diversification.

Marketing economies

Larger firms can buy and sell in bulk, thus reducing their purchasing and marketing
costs. They can for example benefit from large-scale advertising, such as TV advert-
ising, which is the cheapest method of advertising when considering the numbers
of potential consumers reached.

Research

Large firms can afford to finance R&D, often the single most important route for
growth, as well as leading to a reduction of future costs. Large firms also have the
ability to exploit unexpected spin-offs from their R&D programmes.

Figure 2.10 The learning curve
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Welfare

Large firms can offer better conditions of service, thus generating greater loyalty and
improved productivity of staff.

All the economies noted above, both real and pecuniary, could be seen as internal
economies of scale, i.e. those advantages created directly by the firm due to its own
expansion of capacity and scale of operations. External economies of scale refer to
advantages of scale created not by the firm, but by the industry. Thus a large-scale
industry may enjoy the benefits of greater specialisation, a more efficient infrastruc-
ture, industry specific education and training, government and university research
inputs. This reduces costs for all firms in the industry, large and small firms alike.

(See Case Study 2.3 for an examination of economies of scale in Scottish hospitals.)

Case Study 2.3

Economies of scale and hospitals in Scotland

The Scottish Office was asked by the Secretary of State for Scotland to recom-
mend how resources in the National Health Service could best be allocated in
Scotland. In 1999 the Executive reported its findings. One of its chief concerns
was to assess the costs of delivering health services to very different geograph-
ical areas so as to ensure an equitable distribution of resources.

One aspect of this analysis was to analyse the implications of remoteness
and rurality for the costs of providing hospital services and other medical ser-
vices. The costs of running hospitals in rural areas were considered to be higher
than those in urban areas because rural hospitals were usually of a small scale.

The report noted that large-scale hospitals had the following advantages:

• They could spread their fixed assets, such as operating theatres and diag-
nostic equipment, over a greater volume of patients and thus reduce aver-
age costs.

• Specialist staff in larger hospitals could be used more efficiently.

• Large hospitals required a smaller margin for reserve capacity to cope with
variability of demand. Small hospitals would require proportionately more
reserve capacity to deal with unexpected variations in demand such as a
sudden increase in births.

• The report also noted that large hospitals provided more staff development,
which led to efficiency gains.

The evidence showed that average costs of providing health services in small
hospitals were greater. In the case of the large mental illness hospitals the aver-
age cost of patient care was around £700 a week, whereas the average cost in
the smaller hospitals was £900 a week. Similar cost differences were found in
acute hospitals, maternity units and institutions caring for the elderly.

Source: Scottish Executive Fair Shares for All Technical Report.
National Review of Resource Allocation for the NHS in Scotland, July 1999;
http://www.scotland.gov.uk/library2/doc02/fsat-00.htm

        



Diseconomies of scale

Let us now turn to diseconomies of scale. The popular explanation of this phe-
nomenon is the concept of managerial diseconomies of scale. This means that, at
some large scale, managers are no longer capable of running a firm efficiently. This
can be due to:

• strained communications between tiers of management
• poor quality of the information flows within the organisation
• long chains of command and complex organisational structures
• poor morale among large groups of workers.

An example of one such explanation for diseconomies of scale, which covers
some of the points just raised, was that provided by Williamson (1967).

Williamson’s theory of control loss

A firm can be regarded as a coalition of various teams or groups which are respons-
ible for activities such as production, marketing and finance. Since much of the
firm’s activity can be regarded as a ‘team effort’, there exist, as in all teams, incent-
ives for ‘free riders’ or ‘shirkers’. Some members of a team may misrepresent their
abilities so as to achieve rewards higher than their real effort would merit. They
could ‘cover up’ their poor performances by blaming exogenous factors, such as 
the nature of the work, the poor quality of their machines, lack of support from
other staff, the weather and so on. Williamson refers to this type of situation as
information impactedness: the desire of ‘poor’ staff deliberately to mislead fellow team
members and supervisors. It would be irrational for shirkers to own up to the poor
quality of their work. The losses sustained from such shirking fall on all the team
members.

This analysis suggests that there is a need for someone to control and monitor
performances of team members. Traditionally, this has been the role of the entre-
preneur. In the modern organisation, the entrepreneur has been replaced by salaried
managers whose main role is to monitor the performances of teams. These man-
agers are monitored by a higher echelon of managers, who in turn are monitored 
by a yet still higher tier of managers and so on. We thus see the evolution of a 
hierarchical structure, where every level of management is monitored by the next
level up. The apex of the structure is the final control exercised by the owners of 
the firm.

Williamson claims that these hierarchical patterns of control lead to higher costs
through the concept of control loss. The function of the hierarchy is to handle,
transmit and process or interpret information as it flows from the lowest level of the
organisation to the highest. This information is subject to two distortions:

• Deliberate distortion (information impactedness). This occurs when managers,
supervisors and team members at the lowest level misrepresent their abilities and
distort the real information so as to appear in the best possible light.

• Accidental distortion (serial reproduction). This occurs whenever information has
to flow through many channels. The children’s party game of ‘Chinese Whispers’
is an illustration of such serial reproduction.
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Figure 2.11 Long-run average costs and minimum efficient size

Williamson (1967: 127) added:

Bartlett (1932) illustrates this [serial reproduction] graphically with a line drawing of an owl 
which – when redrawn successively by eighteen individuals, each sketch based on its immediate
predecessor – ended up as a recognisable cat; and the further from the initial drawing one moved, 
the greater the distortion experienced. The reliance of hierarchical organisations on serial repro-
duction for their functioning thus exposes them to what may become serious distortions in 
transmission.

If the information is distorted, decision makers in the firm no longer have
access to correct information and wrong decisions are made. Thus higher costs are
incurred.

2.5 Minimum Efficient Size

The minimum efficient size (MES) is defined as the size at which long-run average
costs become constant. At this point all economies of scale are exhausted and the
firm cannot undertake production at a lower average cost. Figure 2.7 suggested a 
U-shaped LAC curve, where, once the minimum point was reached, the firm would
immediately experience diseconomies of large-scale production. In reality, firms
enjoy minimum average costs for a wide range of outputs where the firm is experi-
encing constant returns to scale. Thus, a more realistic LAC curve would appear as an
elongated U as shown in Figure 2.11.

Why should firms be interested in their minimum 
efficient size?

Entrepreneurs and managers want to have some idea of the minimum efficient size
of a firm or plant if they are considering entering a particular industry. They wish
to know at what scale of operations they are able to reap the benefits of all the

        



potential economies of scale. They also like to know how many plants or firms at
the MES can be borne by total market demand. If the industry is large, it may be able
to bear a large number of plants and firms. In addition, calculating half the MES can
also be used to estimate the height of the entry barrier. In certain cases, firms may
be reluctant to invest large amounts in set-up costs to enter an industry at the full
MES. Firms may therefore be interested in the relative cost disadvantage of entering
at a less than full MES. In Figure 2.12 we can compare two different LACs with sim-
ilar MES but very different cost disadvantages of entering the industry at less than
the MES.

In Figure 2.12 the upward facing arrows illustrate these differences. If a firm were
faced with LAC1 it would experience smaller cost disadvantage if it were to enter at
just half the MES, compared to the cost disadvantage of LAC2. The shape of the LAC
curve is thus an important consideration for firms.

But how can firms estimate the shape of the LAC curve
and, specifically, the minimum efficient size?

We shall consider four possible methods of estimating the minimum efficient size
of a plant, a firm or a group of firms. These are:

• engineering cost estimates
• statistical cost
• survivor technique
• rate of return

Engineering cost estimates

This method relies on technical experts (engineers) to estimate the cost of pro-
ducing various levels of output subject to a particular level of technology. With 
reference to a production function which details the relationships between inputs
and outputs, it is then possible to ‘cost’ these physical relationships. An average cost
curve can then be determined. The curve is based on hypothetical data rather than
actual data; however, the approach is the closest to cost theory as outlined in this
chapter. Unfortunately, there are some problems in its practical application.
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Time dimension

All such estimates must specify a time dimension. The quality and durability of the
inputs are of great importance if the output is planned over 20 years, rather than
five. Any ‘learning by doing’ experiences gained over time which reduce future costs
also have to be included.

Human error

This approach allows for some subjectivity as engineers may disagree over the 
precise nature of technological relationships However, these errors may only shift
the LAC function upwards or downwards without affecting the actual slope. Thus
engineering estimates may be incorrect about the absolute level of costs, but suc-
cessful at estimating the minimum efficient size.

Labour skills

While engineers may find it relatively easy to estimate the productivity of capital
equipment, they may find it more difficult to anticipate the actual level of labour
skill in a given plant or firm.

Non-productive activities

An engineer may also find it difficult to estimate non-productive activities of a firm,
such as the administrative and marketing functions. Thus these estimates are norm-
ally applied to plants rather than firms.

No prior information

If an engineer lacks prior information it may be very difficult to make an estimate.
If the largest plant to date produces 30,000 units and an engineer is asked to estim-
ate the costs of producing 3,000,000 units, the engineer has to make many guesses.

Statistical cost

This approach does not use hypothetical data but actual data. A sample of firms in
an industry is selected and an average cost for each firm as well as its size is calcu-
lated and plotted on a graph. One then draws a curve of best fit by regression ana-
lysis. In LAC estimates, cross-section data is preferred to time series data, since 
historical cost data may reflect changes in technology. It is most often used to estim-
ate the cost of plants as one can rely on a larger sample of plants in an industry 
compared to a sample of firms. However, again there are a number of problems with
this particular method.

Measurement

Analysis of multi-product firms leads to the problem of relating the specific costs
associated with a specific product. This would then require an adjustment of the data,
which makes the approach less attractive. Second, we may encounter the problem

        



of lack of comparability of accounting measures in different plants. Stocks, assets,
rates of depreciation, etc., can be valued differently. This, again, would mean we
would have to adjust the data, which may produce errors that bias our measures.
Further adjustments may have to be made if plants use different production tech-
niques or different labour inputs, or have experienced different set-up costs.

Knowledge and experience of established firms

The output that an established firm does not sell is its knowledge and experience.
However, this affects its future costs. Cost estimates based on data from well-
established firms or plants may not be applicable to new entrants.

Confusion over the short run and long run

Firms or plants in one’s sample may be using methods or capital that do not min-
imise the average costs at those levels of output, since the firms may be in short-run
equilibrium. They may be waiting for their existing capital equipment to wear out
before they install new equipment or introduce new methods of production. This
has the effect of reducing average costs at the existing level of output. If this is the
case, the statistical cost method confuses short-run average costs with long-run aver-
age costs. Cross-section data inevitably reflects short-run average costs unless every
firm is in a position of long-run equilibrium, which is unlikely. Unfortunately, to
know if a firm is in long-run equilibrium we need to know the shape of the LAC
curve; but this is what we are trying to estimate in the first place!

Survivor technique

This is a technique pioneered by Stigler (1958). He explained the technique (Stigler,
1958: 56) in the following way:

The survivor technique proceeds to solve the problem of determining the optimum size of firm as
follows: Classify the firms in an industry by size, and calculate the share of the industry output
coming from each class over time. If the share of a given class falls, it is relatively inefficient, and
in general is more inefficient the more rapidly the share falls. An efficient size of firm, on this argu-
ment, is one that meets any and all problems the entrepreneur actually faces: strained labour rela-
tions, rapid innovation, government regulation, unstable foreign markets, etc. This is of course, the
decisive meaning of efficiency from the point of view of the enterprise.

Stigler was by no means the first economist to describe this method. John Stuart
Mill and Alfred Marshall (in their respective centuries) also noted the relationship
between survival and efficiency, the latter undoubtedly influenced by Charles
Darwin’s ideas. To explain the technique let us examine a hypothetical example. We
assume four sizes of plant in an industry and that size is measured by the labour
force employed. We then note the market share of each plant size in one time
period T1 and then the market share in the next time period T2. This is shown in
Table 2.4.

From Table 2.4 we can infer that size 2 is the optimum size of plant. Thus plants
that employ between 101 and 300 employees are the ones that are prospering and
could be regarded as best suited or most efficient in this given industry. As always,
there is a need for a large sample to eliminate the possibility of random errors, and
consequently the technique relies more on plant data than on firm data.
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The technique does not calculate costs and no LAC curve can be directly con-
structed. The technique measures a much broader concept of efficiency: the ability
of a plant or firm to be flexible, to adapt and to survive. Not surprisingly there are
some problems in its practical application:

1 If plant 2 is the most efficient now, can we assume that it continues to increase
its market share in period T3? If we detect no further changes in period T3, have
all the plants become equally efficient?

2 Curious survival patterns have emerged from empirical studies. Assume that in
period T2 we obtain the following results:

1 35+
2 55+
3 5−
4 5−

We see that size groups 1 and 2 have increased while sizes 3 and 4 have declined.
We could conclude that the upper and lower bounds of the efficient size have
widened. The efficient size is thus 0–300 employees.

How can we interpret the following results in period T2?

1 30+
2 25−
3 35+
4 10−

There are a number of possible interpretations:

• A pure random movement.

• We are faced with a badly defined industry. We have, in fact, two different
products. For example, one cannot group estimates for performance cars with
traditional family saloon cars. They have different production functions and
scale curves, and are non-competing.

• We may be experiencing a process of convergence on size group 2 as the 
optimum size and the process is not yet complete.

• The industry may accommodate two different optimum sizes of firm. One may
be labour intensive, while the other is more capital intensive.

3 Stigler’s approach assumes competitive forces which eliminate sub-optimal firms.
Consequently, this technique cannot be used where the eliminating force of
competition is absent, as in the case of some oligopolies. However, the method
is still appropriate for the analysis of plant sizes, as even a monopolist may view
plants as in competition with one another.

Table 2.4 Market shares by plant size

Size Labour force Market share % T1 Market share % T2

1 1–100 20 15
2 101–300 35 55
3 301–600 30 20
4 601–1000 15 10
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Figure 2.13 Size of firm and profits

Sub-optimal firms could survive if they were subsidiaries of larger firms or
where competition law did not permit mergers or takeovers of such firms.

4 Some industries may have a constant number of firms or plants at the lower end
of the size range, the 0–100 employees class. This number may be buoyed up by
a relatively constant stream of new and hopeful entrants, who in due course are
eliminated.

Rate of return

It might be argued that the size of firm could be correlated with accounting profits.
This would then give managers the statistic they really seek: the firm size in a par-
ticular industry which is making the highest profits. Figure 2.13 illustrates such a
profit curve.

We would expect profits to rise as firms experience economies of scale with an
increase in their size. This would then be followed by a decrease in profits as firms
face higher average costs due to diseconomies of scale. Although this may appear an
attractive method it too suffers from a number of drawbacks:

1 In practice, accounting rates of return are difficult to measure with any degree of
consistency between various firms.

2 Accounting profits are not only related to scale economies but can also be a 
function of many other variables, such as market power, diversification, vertical
integration, chance and different entrepreneurial activity. We would first have to
isolate all these other variables so as truly to estimate the relationship between
size and accounting rates of return.

2.6 Conclusion

This chapter has discussed the theoretical concepts applied to a firm’s produc-
tion decision, such as the law of diminishing marginal productivity, the stages of
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production and returns to scale. These concepts provide the foundations for the
examination of the various cost functions facing firms. The various ways in which
firms estimate the size and shape of their cost curves were also examined.

Although not all firms have the knowledge or the resources to calculate such
curves, most should be aware of the theoretical relationships between inputs 
and outputs in the short and in the long run. Without such knowledge, whether
acquired directly or grasped intuitively, no firm is able to allocate its resources 
optimally.

Discussion Questions

1 With reference to production explain what is meant by technical and eco-
nomic efficiency. Give examples of both. Are there other concepts of efficiency
in production?

2 Distinguish between returns to the variable factor and returns to scale.

3 Draw only the traditional total product curve. Explain all the stages along 
this curve. At what point on the total product curve is marginal product at a 
maximum? At what point on the total product curve is average product at a 
maximum? (Hint: the slope of a line drawn from the origin is total product
divided by output, i.e. average product. Thus where these lines intersect the total
product curves, we have different values for average products.)

4 With reference to Alchian’s learning curve, suggest occupations which may have
a steep slope and those occupations where the slope is less steep.

5 Explain what might be regarded as welfare economies of scale. With reference to
organisations you have worked for, assess the success of such economies.

6 Relying on your own research, identify the important inputs in the production
function of a specific industry. (Use textbooks, journal articles, or the Internet.)

Further Reading

General background

Parkin, M., Powell, M. and Matthews, K. (2003) Economics (5th edn). Harlow: Addison Wesley,
Chapter 5.

Sloman, S. (2000) Economics (4th edn). Harlow: Prentice Hall, Chapter 5.

Advanced

Alchian, A. (1963) Reliability and progress curves in airframe production, Econometrica, 31,
679–93.

        



Further Reading 65

Arrow, K. J. (1962) The economic implications of learning by doing, Review of Economic Studies,
29, 155–73.

Cookenboo, L. (1955) Crude Oil Pipelines and Competition in the Oil Industry. Cambridge, MA:
Harvard University Press.

Haldi, J. and Whitcombe, D. (1967) Economies of scale in industrial plants, Journal of Political
Economy, 75, 373–85.

Stigler, G. J. (1958) The economies of scale, The Journal of Law and Economics, 1, 54–71.
Williamson, O. E. (1967) Hierarchical control and optimum firm size, Journal of Political

Economy, 75, 123–38.

        



        



Part Two Analysis of Industry

        



        



 

• monopolistic competition

• perfect competition

• price discrimination

• product differentiation

• welfare loss

3.1 Introduction

This chapter examines how the output produced and prices charged by firms vary
across market environments (structures). When discussing market structures we are

Objectives

Market Structure 1: Perfect
Competition, Monopoly and
Monopolistic Competition

By the end of this chapter, the reader should be able to understand:

• the key components of market structure

• the definition of and distinction between normal and supernormal
profits

• the characteristics and equilibrium conditions prevalent under
perfect competition, monopoly and monopolistic competition

• the advantages and disadvantages of monopoly.

Key Concepts

• accounting profit

• barriers to entry

• economic profit

• excess capacity

• market structure

• monopoly

3
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normally interested in several indicators. Taken together these indicators give us a
clear picture of competitive conditions within a given industry. As we will see later
in the book, market structure has direct and important implications for firm strategy
and performance. Indicators of market structure relate to:

• the number of firms and their relative sizes

• the types of products produced (i.e. whether these are different or similar)

• the ease with which new firms can enter markets and compete with established
firms

• the ease with which established firms can leave markets and compete else-
where

• the availability of information to firms and their customers, and how efficiently
this flows between them.

These indicators determine how much freedom firms have over the prices they
charge and the types of non-price strategies they employ. Overall then, by defining
market structure we can assess the extent to which firms face competitive pressures.
In this chapter we focus on three stylised market structures, namely perfect com-
petition, monopoly and monopolistic competition. A discussion of oligopoly is left
until Chapter 4. The rest of this chapter takes the reader through each of these mar-
ket structures and shows how firms behave under each market structure and, in
turn, how they perform. We assume that firms will seek to maximise profitability
within any given competitive environment, although we examine other measures
of firm performance in Chapter 5. Specifically, the rest of the chapter is structured
as follows. Section 3.2 discusses various types of firm and examines the concepts of
profit and profit maximisation. Section 3.3 introduces the notion of perfect com-
petition, and examines pricing and output decisions of firms operating within an
environment where competitive pressures facing firms are very intense. Section 3.4
examines equilibrium conditions under monopoly, and assesses whether mono-
polies are good or bad for consumers and society in general. Section 3.5 introduces
product differentiation and examines the theory of monopolistic competition.
Section 3.6 concludes.

3.2 Introduction to Firms, Profits and Market Structure

There are a number of ways in which we can define and classify organisations. A
sociologist might view the organisation as a coalition of various stakeholders such
as owners, managers, workers, suppliers, trade unions and customers. An economist
might argue that an organisation is a planning unit which engages in the allocation
of scarce resources, while an accountant might discuss the organisation in terms 
of what it owns (assets) and what it owes (liabilities). Finally, organisations might 
be defined in terms of their legal ownership or status. There are a wide variety of
organisational types. These include sole traders, partnerships, limited liability firms,
government owned firms, co-operatives and charities. The number and size of the
first three types of organisation are shown in Table 3.1 and are now discussed
briefly.

        



Table 3.1 Numbers of firm by ownership type and turnover

Turnover Sole trader Partnerships Companies and  
(£ thousands) public corporations

Number % Number % Number %

1–49 180 210 32 62 120 18 93 030 14
50–99 189 385 33 82 510 24 133 185 20
100–249 140 165 25 114 280 33 147 435 22
250–499 40 490 7 52 210 15 91 940 14
500–999 14 440 3 24 280 7 77 295 12
1 000+ 6 205 1 14 985 4 — —
1 000–1 999 — — — — 52 670 8
2 000–4 999 — — — — 39 890 6
5 000–9 999 — — — — 15 865 2
10 000+ — — — — 14 615 2
10 000–49 999 — — — — 4 535 1
50 000+ 570 890 100 350 390 100 670 455 100

Source: Adapted from Office for National Statistics (2002), Table 2.

Sole trader

This type of business can be generally defined as an organisation which is owned
and controlled by a single individual. Such individuals invest their own capital in
the business and consequently receive all profits or bear all losses associated with
the operation of that business. In other words, sole traders put at risk their entire
wealth and consequently have unlimited liability. Sole traders are the most popular
form of organisation. As we can see from Table 3.1, in the UK in 2002 there were
over 570,000 of these organisations (figure excludes those not registered for value
added tax). However, such businesses, although popular, do have some inherent
problems, which constrain their growth prospects and indeed their chances of 
survival. In particular, most of the funds available for expansion come from money
invested by owners and retained profits earned in one period, which are then rein-
vested in the business for growth in successive periods. Sole traders tend to fail more
frequently than other forms of organisation. Consequently, banks and other types
of financial institutions are often reluctant to lend funds to sole traders, which
leaves them quite small in size. As Table 3.1 shows, most sole traders have an annual
turnover of less than £100,000. Although not shown in Table 3.1, sole traders tend
to be located in industries such as retailing and construction where the initial costs
of investment are often small.

Partnership

Partnerships generally comprise two or more people who run a business in a com-
mon interest. These individuals own, finance and control the business. In the UK,
there is a legal limit of 20 partners, although some organisations (such as account-
ing and legal services) are exempt from such requirements. Partnerships are a very
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common form of business. Table 3.1 shows that there were over 350,000 of these in
the UK in 2002. These partnerships are diverse in nature and range from family-run
businesses to large professional organisations (e.g. solicitors and accountants), com-
prising various layers of partners (junior and senior). All partners share any profits
made by the business, but are held jointly responsible for any losses incurred. The
larger number of owners means that the risks associated with failure are more evenly
spread than is the case for the sole trader. In addition, more internal finance is avail-
able to fund future growth and generate future profits. However, the average size 
of partnerships is still quite small. Table 3.1 shows that most partnerships have
turnover of less than £250,000 per year.

Limited companies

In many industries, technical conditions require that organisations are large to take
advantage of all available economies of scale. These organisations can be classed as
limited liability companies. These organisations are often owned by large numbers
of individuals (shareholders) and run by professional managers. Under the terms of
the Companies Acts (1985 and 1989), a limited company is a legal entity. In other
words, all assets or liabilities accrued by the firm belong to that firm. Limited com-
panies are owned by shareholders, who own varying portions of the organisation.
The greater the shareholding, the greater the ownership stake. This means that 
individual shareholders are liable only for their investment in the organisation 
(limited liability). Of course, the greater the investment, the greater the potential 
liability. This means that the liability for the firm’s debts or any share of profits is
limited and directly related to the extent of shareholdings. In the UK, we can dis-
tinguish between two main types of limited liability company: public and private.
Public limited companies have ownership capital which exceeds £50,000. These
companies are owned by shareholders and governed by a board of directors and
senior managers, and are registered with the registrar of companies at Companies
House. Their shares are available for sale to the general public and their accounts are
available for public scrutiny. Private limited companies are similar except that their
shares are not available for sale to the public and consequently they tend to be
smaller than public limited companies. Overall, limited companies are, on average,
much larger than sole traders and partnerships. Table 3.1 shows that approximately
20% of all companies have an annual turnover exceeding £1 million, while 1% have
a turnover exceeding £50 million.

Large firms often have different organisational structures. Two of the most com-
mon types of organisational structure are the unitary (U) and multidivisional form
(M), which are shown in Figures 3.1 and 3.2 and are now discussed briefly.

Unitary (U) organisational form

Under this type of organisational structure, the key activities of the firm are divided
by functional area (marketing, finance, production, personnel and so on). Each
department is run by a middle manager who reports to a chief executive. One of 
the key advantages of this organisational form is that managers must have func-
tional expertise, which allows the clustering of particular skills or talents within
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departments. This is particularly useful when a firm produces a single product. Con-
sequently, this organisational structure is more common across smaller and medium-
sized firms. Conversely, the U-form structure is less suited to large organisations
which offer a diversified range of goods and services. This is because each function
(production, finance, marketing etc.) has to deal with a wider variety of tasks and
functions. Co-ordination of resources and the transmission of information between
departments becomes difficult and the workload facing managers can become too
heavy. This can even lead to conflict between departments.

Multidivisional (M) organisational form

Given the problems associated with the U-form structure, many larger organisations
opt for a multidivisional (M) form structure. This type of structure emanated from
the USA in the 1930s as the scale and scope of large organisations grew (e.g. General
Motors – see Chandler, 1977). Within this type of organisational structure, the firm
is split into a number of quasi-independent operating divisions. These operating
divisions can be organised by geographical location (along regional, national or
international boundaries) or by product type. Each division is a quasi-firm with 
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Figure 3.1 Unitary (U) organisational form

Figure 3.2 Multidivisional (M) organisational form
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all the key functional areas required to deliver the given product or service. The 
head office of the organisation oversees these divisions and is primarily involved 
in making longer term strategic decisions as to the future scale and scope of the
organisation. Such decision making would include regular monitoring of divisional
performance, governing the activities of division managers and allocating finance
to research and personnel development. Overall, the M-form organisational struc-
ture removes many of the conflicts and co-ordination problems inherent in the 
U-form structure. A closely related type of organisational structure is the holding
company or H-form organisation, whereby a holding (or parent company) has an
ownership stake (which is normally a controlling interest) in other companies (sub-
sidiaries). The holding company tends to have ultimate control over the subsidiary
companies, but for the most part leaves this to the senior management of these
companies. This type of structure has been adopted by a large number of multi-
national companies.

Overall, organisations today take on a variety of ownership forms and size char-
acteristics. Many are small firms which specialise in a single product, while others
are large corporations spanning the globe and producing a diverse range of goods
and services. In the economic analysis of firms, researchers have examined what
determines firms’ abilities to produce a wide range of products and the consequence
for their performance (see Chapters 7 to 10). Others have been more interested in
why firms exist in the first place (Chapter 5). In this chapter, however, we are more
interested in what we will term the textbook model of the firm, sometimes termed
the traditional theory of the firm.

The traditional theory of the firm makes several assumptions, which will under-
lie the analysis in the rest of this chapter. These are:

• The owner has complete control over the day-to-day decision making within the
firm.

• The firm has a single goal of profit maximisation, which is defined as the point
where the difference between revenues and costs is at its greatest.

• The firm operates in an environment of complete certainty and has complete
knowledge of its cost and demand conditions.

• Firm behaviour is affected (determined) by the competitive environment (char-
acterised by market structure), and the competitive threats of rival firms.

The rest of this section introduces us to the concept of profit maximisation and
the various types of theoretical market structures devised by economists to examine
firm and industry behaviour.

What is profit?

Having introduced various concepts of revenue (in Chapter 1) and costs (in Chapter
2), we can now examine the profitability of firms. As we will see, the definition of
profits used in economics often deviates from its everyday usage. In general terms,
profit signifies the difference between an organisation’s revenues and its costs or,
more specifically, total revenues minus total costs. In Chapter 1 (section 1.5), we
defined total revenue as simply the price of products or services sold multiplied by
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their respective quantities. Costs are defined as the actual expenses incurred by the
firm in order to produce its finished goods and services. In Chapter 2 (section 2.3),
we saw that these costs would include wages, rent, rates on building and factories
and expenditures on raw material inputs. The firm’s costs comprise those that are
fixed and those that are variable and total costs will rise with output. The difference
between revenues and costs is the profit reported by the business. This definition of
profit is often referred to in many economics and finance textbooks as the account-
ant’s view of profitability. In other words:

Accounting profit = Total revenue − total costs (where total costs refer 
to explicit costs of production)

However, the concept of profits in economics is somewhat different. This is
known as economic profit. This measure of profit includes not only explicit account-
ing costs, but also implicit opportunity costs. Implicit opportunity costs reflect 
alternative or lost investment opportunities to which a firm could devote its scarce
resources (land, labour, capital and enterprise). In other words, the owners of the
firm could go and earn a salary working for another firm, while the capital invested
in the firm could be invested elsewhere (e.g. equity markets or the production of
other goods and services). Consequently, economic profit also includes the return
on investments that has been forgone by owners in order to run the firm. Therefore,
we can define economic profits as:

Economic profit = Total revenue − Total costs (both explicit and implicit costs)

In other words, Economic profit = Accounting profit − Implicit costs. To illustrate
the difference, let us suppose we have a firm producing cakes, which reports an
annual accounting profit of £5 million. However, the owner could have earned a
profit of £11 million producing chocolates Although, the accounting profit is £5
million, the firm makes an economic loss of £1 million. This is because the implicit
opportunity costs incurred are equal to £6 million. Therefore these must also be
deducted from the accounting profit figure of £5 million. On the other hand, if 
the owner could have made £10 million elsewhere then the firm would be said to
be making zero economic profit (i.e. the opportunity costs in this case would be 
£5 million). Therefore, firms are said to be making positive economic profits when
total revenues exceed all costs (implicit and explicit).

Economic profits (often referred to as supernormal, excess or abnormal profits)
serve as a signal as to how resources should be efficiently allocated. Firms that make
positive economic profits are covering all their explicit accounting costs, but also
earning a return for their owners that exceeds what they could earn investing funds
elsewhere. Consequently, these firms (and indeed the industries in which they are
located) will attract even more investment searching for economic profits. The firm
makes zero economic profit when total revenues equal all costs. Zero economic
profit is often termed normal profit. Firms making normal profits cover all costs, and
provide owners with a return equal to what they would have earned elsewhere.
Finally, when the firm makes negative economic profits (losses), its total revenues
fall short of all costs. If the firm makes negative economic profits, resources will
leave the firm in search of better investment opportunities elsewhere.

Firms in some industries make higher profits than those in others. This, in part,
depends on the level of competition. Even within industries some firms outperform
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others. There are a number of explanations for why firms might earn economic
profits.

Some economists have argued that profits are:

• A reward for risk taking. Here it is assumed that potential profits are related to 
risks undertaken by firms. The higher the risk, the greater the potential profits
made.

• Related to market structure. In industries where a few large firms dominate, aver-
age profitability tends to be high. In terms of the analysis presented in this chap-
ter, firms can make economic profits under monopoly conditions (even in the
long run).

• Related to competitive and anticompetitive practices adopted by firms. In this case 
it is assumed that firms can pursue myriad competitive and anticompetitive
strategies, which ultimately lead to high profits. For example, superior produc-
tion and management techniques, product and process innovations may allow
some firms to keep costs lower than their closest rivals, thus boosting profitabil-
ity. We examine many of these assertions in some detail in Chapter 5.

• Related to innovation. High profits are the reward in cases where firms invest 
in research and development to produce product and process innovations. The
extent to which these profits persist depends crucially on the extent to which the
innovating firm can establish and maintain control of the property rights associ-
ated with the innovation. These issues are examined in detail in Chapter 8.

So what is profit maximisation?

Economic theory assumes that firms maximise profits where the difference between
total revenue and total cost is at its greatest. Figure 3.3(a) shows (a simplified ex-
position of) the total cost and revenue curves of an organisation in the short run.
The total cost curve is positive even at zero output due to the existence of fixed
costs. Total costs are, of course, made up of fixed and variable costs, and are shown
to increase as output increases (refer back to Chapter 2, pages 46–48 for a full dis-
cussion of the total cost curve). Total revenue is zero when the firm sells nothing.
However, as output increases, so does total revenue. As we argued in Chapter 1, if
total revenue increases, price elasticity of demand is elastic. After the point when
total revenue reaches a maximum, further falls in price will result in a fall in total
revenue. The distance between the TR and TC function is shown by the firm’s profit
function. When TR = TC, profits are zero. This is shown at points A and B in Figure
3.3(a). To the left of A, TC exceeds total revenues and the firm consequently makes
losses (shown by the negative portion of the profit curve). This is also the case to the
right of point B. Between points A and B, TR > TC, and the firm makes a profit.
Where the distance between point TR and TC is at its greatest the firm makes max-
imum profits and so will produce at output level Q*.

The slopes of the total revenue and total cost curves show how the firm’s costs and
revenues change as output changes. More specifically, the slopes of the total cost
and total revenue curves are the firm’s marginal cost and revenue curves respectively
(which were introduced in Chapters 1 and 2 respectively). In Figure 3.3(a) you will
note that the slopes of the TR and TC curves are equal at the point of profit max-
imisation. In other words, profits are maximised when MC = MR. This relationship
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is shown in Figure 3.3(b), and examined in more detail in question 1 at the end of
the chapter.

Marginal revenue has a negative slope to show that, as the firm sells more, so 
price falls and each successive unit of output adds less to profit. Marginal costs are 
initially negative to reflect that the firm uses resources more efficiently as it increases
size (increasing returns to the variable factor – see Chapter 2), but also has a positive
component to show that the firm’s costs increase at an increasing rate as its output
increases. To the left of point Q*, MR > MC, so each successive unit of output is
adding more to revenue than it does to costs. In other words, the firm’s marginal
profit (= MR − MC) is positive. To the right of point Q*, MR < MC, so each 
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Figure 3.3 Profit maximisation

        



successive unit of output the firm produces is adding less to revenue than it does to
costs. In other words the firm’s marginal profit (= MR − MC) is negative. Overall
then, the firm produces at output Q*, which corresponds to the point where profits
are maximised (i.e. where the difference between total revenues and total costs is at
its greatest).

In most of our analysis in this chapter, we assume that firms’ overriding objec-
tive is to maximise profits. To do this, firms adopt a strategy of marginal cost pricing
(i.e. setting prices equal to marginal costs). However, many economic theorists and
management practitioners have argued that firms often pursue other objectives con-
sequently, adopting pricing strategies different from that of marginal cost pricing.
Case Studies 3.1 and 3.2 provide a useful review of these views.
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Case Study 3.1

Do firms maximise profits?

Can firms maximise profits?
As we have seen, the concept of profit maximisation is very complex. Firms are
unlikely to have enough information to fulfil this objective. The competitive
environment within which firms operate is likely to be in a constant state of
flux, making it difficult to monitor costs and anticipate revenues with any cer-
tainty. Such changes may be a consequence of the entry of new competitors
or uncertainties of success (and thus revenues) associated with price and non-
price strategies. Technology may also cause costs to change. For example, costs
may be reduced if technology improves, but increased if further discretionary
investment is required. Changes in government policy with regard to taxes,
subsidies, competition, employment, advertising and interest rates may also
cause costs and revenues to change. Therefore, it is by no means clear that
firms would have enough information to maximise profits.

Do firms have other objectives?
Firms may have other objectives that they place above profit maximisation.
This can be explained by the ownership structure of the modern firm. In the
modern firm shareholders own the firm, but treat ownership as an investment.
It is doubtful that shareholders have enough knowledge to demand maximum
profits. They can exercise some controls over senior managers through annual
general meetings. However, these are often badly attended. Shareholders will
tend to want a reasonable level of return on their investment. As long as man-
agers meet this, they will not be replaced. However, managers who do not 
necessarily have an ownership stake within the firm may be interested in pur-
suing other objectives. This can often lead to conflict between managers and
shareholders (see Fama and Jensen, 1983).

A number of managerial and behavioural theories have attempted to reassess
the main objectives of firms.

Managerial theories argue that the managers (in control of the day-to-
day running of the firm) might maximise objectives other than profits. For
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example, the size of the firm (through sales revenue) maximisation, growth or
their own satisfaction:

• Sales revenue maximisation. Baumol (1959) argued that managers pursue
sales revenue maximisation because their salaries are often linked to sales
performance not profits. He argued that, under sales maximisation, the firm
is likely to capture a greater share of the market by producing more than
the profit-maximising firm produces. However, it does so by charging lower
prices and consequently earns lower profits than it would under profit 
maximisation. However, as long as managers make enough profit to satisfy
shareholders, there will be no problem

• Managerial satisfaction. Williamson (1963) argued that managers prefer to
adopt expense preference behaviour by ‘large’ amounts of discretionary
spending. This yields them satisfaction. In this model managerial satisfac-
tion is a function of (S, M, D). In this model S denotes staff expenditures.
Here the manager gains power and prestige from empire building; M
denotes expenditures on themselves such as large offices and expense
accounts, trips to the golf course etc.; and D denotes discretionary invest-
ment expenditure, where managers have discretion to spend on fixed assets
or pet projects. The outcome of this process is that the manager diverts part
of the firm’s resources (which could be used to generate profits for share-
holders) to their own use. Consequently, the firm earns lower profits than
under profit maximisation.

• Growth maximisation. Marris (1964) assumed that firms aim to maximise
growth. The model is built around the trade-off between growth and
profits. The model assumes that the more finance a firm has, the more it
can grow. This finance comes from the profits the firm makes. These profits,
of course, come from the revenue the firm makes by selling its product and
so ultimately depend on demand. This demand relies on attracting new 
customers, through decreasing prices, increased spending on advertising or
through diversification. Therefore, the firm must strike a balance between
retaining enough profits to fund growth, while simultaneously satisfying
shareholders with dividends. The extent to which the firm can do this
depends on how quickly the firm can attract and train new managers, and
on the cost and amount of finance available to the firm.

Overall, in all of the models discussed managers sacrifice some profits to
pursue other objectives.

Behavioural theories argue that the social organisation of the firm will deter-
mine its behaviour. Firms instead seek to make satisfactory profits. Firms are
therefore satisficers, not maximisers. Rather than seek to maximise a single
objective, satisficers aim to achieve satisfactory levels for a number of different
objectives simultaneously. Firms take decisions on a rule-of-thumb basis based
on past performances and expectations of future performance.

The firm is not seen as a single entity, but instead as a coalition of vari-
ous interest groups – for example, shareholders, managers, suppliers of finance,
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workers, suppliers of raw materials. As a consequence of these various interest
groups, the firm seeks to satisfy all groups, i.e. pay shareholders good divi-
dends, pay workers and managers high wages, and give customers reasonably
priced products. If this is the case, organisational slack is said to exist. Of
course over time some groups may receive some slack while others suffer. If
the firm is doing well it is easier to give slack to most groups. This may not be
the case in recession.

Cyert and March (1963) argue that a firm will have a number of goals such
as production, inventory, sales, market share and profits. However, it will 
follow satisficing behaviour. The problem is that over time the firm’s object-
ives will change and tend to be dominated by the strongest interest group (see
earlier).

What does the real world say?
Shipley (1981) surveyed a sample of 728 manufacturing firms, with regard to
their pricing and wider corporate objectives. The sample was split into five
employee size bands (<51, 51–200, 201–1000, 1001–3000, >3000), and by
intensity of competition, measured by the number of competitors (0, 1–4, 
5–9, 10–25, >25). Shipley asked the firms sampled to assess which objectives
were important when formulating pricing decisions and of these which firms
considered to be the most important. The objectives were defined as:

• target profit or return on capital employed (i.e. profits)
• target sales revenue
• target market share
• stable prices
• stable volume of sales
• price similarity with competitors
• prices fair to firm and customers.

Findings
Many firms in the sample appeared to follow multiple objectives. In other
words, while profits were deemed important, they were by no means the only
objective followed by firms. To assess the extent to which firms maximised
profits, Shipley asked firms whether they maximised profits or whether, in
fact, they made enough profits to satisfy their shareholders. Over 50% of firms
surveyed stated that they maximised profits. Profit maximisation was more
prevalent in industries where competition (measured by the number of firms)
was more intense. Furthermore, profit maximisation (rather surprisingly, given
the separation of ownership from control discussed earlier) was more import-
ant for large firms than for small firms. Firms were then asked whether profit
maximisation was their overriding objective. Only 15.9% of firms answered
yes to this question. Shipley argued that it is these firms that could be
described as being true profit maximisers. A later study by Hornby (1995)
argued that around 25% of firms (from a small sample of 77 Scottish com-
panies) could be regarded as profit maximisers.

Overall, it is likely that profits are an important component of a wider set
of firm objectives.
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Case Study 3.2

How do firms set prices?

The price a firm charges for a product depends on the competitive environ-
ment or, more specifically, market structure. The elasticity of demand for the
firm’s product (discussed in Chapter 2), the firm’s objectives (discussed in 
Case Study 3.1), its organisational form (further discussed in Chapters 9 
and 10) and the type of product sold (in Chapter 7) can all affect the price
charged.

The emphasis in much of this text is on marginal cost pricing, where 
the firm sets a price at the profit-maximising level of output (i.e. where mar-
ginal costs are equal to marginal revenues). Empirical research suggests that
firms often follow other types of pricing strategy. Most early evidence sug-
gested that firms calculate average costs and then add a mark-up which 
is calculated as a percentage of costs. This can be shown via the following 
formula:

Average cost pricing: Price = AC + X%

X% is an amount to cover the fixed costs of production and allow a profit
to be made.

The advantage of this is that it avoids the costs a firm may incur when 
collecting information in order to set prices where MC = MR. However, the 
disadvantage of this approach is that it often focuses on the firm’s supply con-
ditions (i.e. costs) to the exclusion of demand conditions. It may be the case
that firms may act in ways consistent with marginal cost pricing by charging
higher mark-ups for products which are price inelastic (normally found under
conditions of monopoly and oligopoly) and low mark-ups for products for
price elastic goods (normally found under conditions of perfect competi-
tion and monopolistic competition). This means then that higher prices are
charged under monopoly and low prices under perfect competition.

What does the real world say?
In 1997, Hall et al. surveyed a sample of 654 UK firms from four broadly
defined industry groups. These firms were asked to assess the most important
factors in determining the prices they charged for their products. The results
are shown in the table on the next page.

Market (industry) conditions appear to be the most important determinant
of firms’ pricing strategies with almost 40% of the sample indicating this as an
important factor. Pricing in construction appeared to be particularly affected
by market conditions. The price charged by rivals was also found to be import-
ant, particularly in retailing where over 30% of firms in this industry indicated
this was important. The use of cost-plus pricing appeared to be prevalent, 
especially across smaller firms (not shown in table), which, it is argued, are less
likely to engage in the extensive market research required to equate marginal
revenues with marginal costs.

        



The actual amount of profit made by firms will vary, depending on the intensity
of competition facing firms. This is generally determined by the competitive struc-
ture of the market the firm is located in. Market structure generally refers to the
demand and supply conditions facing firms within any given industry.

What is market structure?

Market structure refers to the various components that determine the make-up of a
particular industry. No one factor determines market structure, but the number 
of firms and their relative sizes, the type of product produced, availability of eco-
nomies of scale and the extent to which new (existing) firms can enter (exit) and
(no longer) compete with (other) existing firms are all important in describing the
competitive environment facing firms.

Table 3.2 shows four types of market structure (perfect competition, monopoly,
monopolistic competition and oligopoly). Each market structure is cross-referenced with
a number of characteristics including the number of firms, the type of product,
entry barriers, the demand curve facing an individual firm and so on. Table 3.2
shows that each of the four market structures differs in at least one of the charac-
teristics identified. As we will see (in detail in section 3.3 onwards) competition is at
its most intense under perfect competition because there are a large number of firms
each producing an identical product. The consequence of this is that they have very
little control over the prices they charge and consequently only make normal levels
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How firms set prices

As a percentage of entire sample

Strategy All Manufacturing Construction Retail Other 
services

Market level 39 41 51 18 48
Competitor prices 25 26 11 30 23
Direct cost + Variable mark-up 20 20 22 21 17
Direct cost + Fixed mark-up 17 16 19 24 14
Customer set 5 6 3 0 6
Regulatory agency 2 1 0 0 3

Note: % values may exceed 100% as firms were allowed to indicate more than one choice.
Source: Adapted from Hall, S., Walsh, M. and Yates, A. (1997) How do UK companies set prices?,
Bank of England Working Paper, Table A, P. 13.

Overall, it is likely that there are a number of factors likely to affect the pric-
ing strategies followed by individual firms, given that various forms of non-
price competition exist in many industries (see Chapters 7–10), that firms
often indulge in illegal pricing practices (see Chapter 4), and that published
prices often differ from prices actually charged.
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Table 3.2 Four types of market structure

Perfect Monopoly Monopolistic Oligopoly
competition competition

Number of firms Many One Many Few

Product type Identical Unique Differentiated Differentiated or
undifferentiated

Entry barriers None Difficult (especially Easy Difficult
if enforced by
government)

Demand curve Horizontal Downward sloping Downward sloping Downward sloping

Price behaviour Price = Marginal Price > Marginal Price > Marginal Price > Marginal 
costs costs costs costs

Objective Profit maximisation Profit maximisation Profit maximisation Profit maximisation

Economic profit Zero Positive Zero Depends on entry
conditions and the
strategic behaviour
of firms

Examples Selected Rail network Professional Differentiated: cars,
agricultural services, pharmaceuticals
products hairdressers, Undifferentiated:

restaurants etc. building materials,
oil

of profit. Real-world examples of perfect competition are often difficult to find, but
some agricultural products or stock markets may fall within this definition of mar-
ket structure.

At the other extreme, we have monopoly, a market structure consisting of one
firm producing a unique product and exercising complete control over the prices it
charges consumers for their goods and services. Consequently, monopolists tend to
make supernormal levels of profit. Monopoly power is enjoyed by firms in many
industries. The extent of this power is dependent on how the market is defined (see
Chapter 5). However, if we take the definition as applying to a sole producer of a
good or service, monopoly power is likely to prevail and persist only when backed
by government legislation. Our intermediate market structures (which are often
referred to as imperfect competition in many economics textbooks) have elements
of monopoly and competition. For example, under monopolistic competition firms
sell products that have a small degree of uniqueness, but still face competition from
a large number of rivals producing similar products. Under oligopoly, a few large
firms dominate the market, but may not necessarily produce differentiated prod-
ucts. We examine perfect competition, monopoly and monopolistic competition in
sections 3.3 to 3.5. A discussion of oligopoly is left until Chapter 4.
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3.3 Perfect Competition

The model of perfect competition is the most competitive market of the four we
identified earlier. To some extent, we can think of it as an ideal state of competitive
conditions, where there is complete freedom of movement for resources. It is an 
idealised state with which we can compare competitive conditions in other markets.
An analysis of perfectly competitive markets provides us with an understanding of 
how firms set prices and produce output under very intense competitive conditions.
However, before we turn to this, we should first of all outline and examine the
assumptions that underlie the model of perfect competition.

Assumptions

There are four main assumptions that underlie perfect competition:

• large numbers of buyers (consumers) and sellers (firms)

• homogeneous (identical) products are traded

• there is freedom of movement of resources (land, labour, capital) to and from the
industry, and firms tend to enter or exit in response to profit signals

• all participants in the industry (buyers, sellers, workers etc.) have perfect know-
ledge of cost and demand conditions.

We now examine each of these assumptions briefly.

Large numbers of buyers (consumers) and sellers (firms)

One of the crucial assumptions of perfect competition is that there are a large num-
ber of buyers and sellers. The implication of this is that neither buyers nor sellers
can individually exert control over transactions within the industry. In the case of
sellers, because there are a large number of small firms, no one firm can dramatically
alter industry supply through a change in its production. This means that no indi-
vidual firm’s activities can affect the output produced or the prices charged. In the
case of buyers, because there are large numbers of buyers, no individual can exact
preferential treatment from suppliers in terms of the prices they pay for products.
Overall, then, buyers and sellers have little power to affect market conditions.

Homogeneous products

Under this assumption, firms sell identical products. This has important implications
for consumer attitudes toward the products being produced, but also the prices firms
can charge for these products. The implication of identical products for consumers
is that they will be indifferent between one firm’s products over another. This means
that individual firms cannot justify, or indeed charge, a higher price than their com-
petitors. Of course, if a firm were to find a way of making its products somehow dif-
ferent in the minds of consumers (even if these differences are more imagined than
real), they could then exert some control over the prices they charge, as consumers
would no longer be indifferent between all products. We introduce the notion of

        



product differentiation in section 3.4 and further in Chapter 7. Suffice to say that
when products are different, firms have some control over the prices they charge.

Freedom of entry and exit

This assumption stipulates that under perfect competition, resources (land, labour
and capital) are responsive to changes in demand and supply. In other words,
resources flow into an industry if required (in response to signals via the price mech-
anism) or leave again when no longer required.

If resources (land, labour and capital) are to move to and from industries, it is 
tantamount to assuming that firms will enter and exit the industry without any
impediments. In general, firms will normally enter an industry in search of profit-
able opportunities. If these are no longer available then firms will exit again. In 
most industries, there are normally various legal (government regulation), structural
(technical conditions) or behavioural reasons (what established firms do) as to why
it is often difficult for new firms to enter and existing firms to leave an industry. The
greater these barriers, the lesser the competitive pressure facing firms already in the
industry. In the extreme, entry barriers might mean that one firm (which is effect-
ively insulated from competition) comes to dominate the industry, as in the case of
monopoly (discussed in section 3.4).

Perfect knowledge

Finally, the model of perfect competition assumes that all market participants (buy-
ers and sellers, workers etc.) have perfect knowledge. In the case of consumers, they
will know the prices being charged by all firms. If imperfect information existed,
then the potential would exist for consumers to demand products from firms at
higher prices than would otherwise be the case. In contrast, producers must be
aware of cost and demand conditions so that they can employ the least cost factors
of production, so as to operate at the maximum level of output and minimum cost
given their size (technical efficiency).

So what are the consequences for competition?

We have stated already that while the assumptions of perfect competition appear
somewhat extreme they provide a useful starting point (or benchmark) in an ana-
lysis of competition. The outcome of the four assumptions discussed earlier is that
no individual firm has any control over the prices charged. In other words, market
power is absent. Additionally, no individual consumer can unduly influence demand
conditions. This has direct and important implications for the demand conditions
facing an individual firm via the demand curve (and its elasticity), which was intro-
duced in Chapter 1. Consequently, under conditions of perfect competition each
firm faces a perfectly elastic (horizontal) demand curve. Figure 3.4 shows the deriva-
tion of a firm’s demand curve. The figure is in two parts, (a) for the industry and (b)
for an individual firm.

Given that each firm has no control over the price charged, the prices charged by
all firms are determined where industry supply equals industry demand. For our pur-
poses, each firm charges price P and faces a horizontal (perfectly elastic) demand
curve D. This demand curve is perfectly elastic to reflect the fact that perfect substi-
tutes exist for the individual firm’s product. In other words, the other firms in the
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industry produce the same product. This means that an individual firm can sell an
infinite amount at price P. An individual firm cannot charge a higher price than P,
as it would lose all its customers to rival firms selling identical products at P. This
means that an individual firm sells all it wants at P, but nothing if prices are raised
above P. An individual firm, of course, would not charge a price below P, as this
would lead to an unnecessary reduction in profits (given that the firm can sell an
infinite amount at P).

Given that the demand curve facing an individual firm is horizontal, this has
implications for the relationships between its average revenue (AR) and marginal
revenues (MR) described in Chapter 1. We now briefly discuss this.

Remember from Chapter 1 that we introduced the notion of total revenue, which
was calculated by multiplying the output sold by the prices charged for each unit of
output. Average revenue is merely the total revenue divided by how much we sell.
In other words, average revenue is the same as price (i.e. if TR = P × Q and AR = TR/Q,
then AR = P). Under normal circumstances we would expect that, as more of a prod-
uct is produced, its price will fall. This would mean that the additional revenue from
selling each successive unit (marginal revenue) would decline. We showed in the
previous chapter that the MR function falls twice as steeply as the AR function.
However, because under perfect competition the price charged remains the same no
matter how much is sold, the marginal revenue remains unchanged. In other words
AR = MR. We can show this numerically in Table 3.3.

Having derived the firm’s demand from the industry demand and supply curve,
we can proceed to examine pricing and output decisions of firms under perfect com-
petition. We examine these production decisions in the short run (where at least
one factor of production is fixed) and in the long run (where all factors of produc-
tion are variable). These are now discussed in turn.
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Figure 3.4 Demand curve of a firm under perfect competition

Table 3.3 Output and revenue under perfect competition

Output (Q) AR (Price) TR = (P x Q) MR = DTR
DQ

1 5 5 5
2 5 10 5
3 5 15 5
4 5 20 5
5 5 25 5

        



Short-run decision making under perfect competition

We will examine two possible short-run equilibrium conditions (referred to as case
1 and case 2) under which a firm might operate in the short run. In each case, we
must remember that firms are price takers and set prices where industry supply is
equal to industry demand.

Short-run equilibrium

Figure 3.5 shows the short-run equilibrium of a firm under conditions of perfect
competition. Figure 3.5(a) shows a situation where the firm is making profits while
Figure 3.5(b) shows the same but when the firm is making losses.

In Figure 3.5(a) and (b) we begin by drawing the firm’s (horizontal) demand
curve. Firms make output decisions based not only on expected revenues, but also
on costs of production. Therefore, we superimpose the average and marginal cost
curves (AC and MC hereafter) derived in Chapter 2.

Case 1: In Figure 3.5(a), the firm maximises profits where marginal costs equal
marginal revenues at point X. At this point the firm produces at an output level Q0,
charging price P0. The firm would not produce more than Q0, as any additional out-
put would add more to costs than to revenues (i.e. MC > MR). Conversely, the firm
would not produce less than Q0, as it would be possible to increase revenue and thus
profitability by expanding output up to Q0. The firm’s average cost of production is
identified where the output hits the AC curve shown as point Y. In the short run
firms can earn supernormal profits, defined as returns in excess of normal profits 
(in other words, where average revenues exceed average costs). Normal profits are 
in turn defined as the minimum amount of profit necessary to induce the firm to
remain within the market it occupies. The shaded area (P0C0YX) shows these super-
normal profits. Figure 3.5(a) shows that the firm operating under conditions of per-
fect competition produces at output level Q0 and makes supernormal (economic,
excess, abnormal) profits.

Case 2: Of course, the firm does not necessarily make profits in the short run. In
fact, it is perfectly possible that the firm could make losses. This situation will occur
if the firm’s average costs of production (function) lie above its average revenue
(function). Again, the firm produces output where marginal costs are equal to
marginal revenues (at point Y). The firm’s average cost of production is identified
where the output hits the AC curve, shown as point X. In the short run, firms can
earn losses, defined as returns less than normal profits (in other words, where aver-
age costs exceed average revenues). The shaded area (P0C1YX) shows these losses.
Overall then, Figure 3.5(b) shows that the firm, operating under conditions of per-
fect competition, produces at output level Q0 and makes losses.

The extent to which the firm is willing or able to sustain such losses will 
partly depend on its supply curve or, more specifically, the relationship between its
accrued costs and revenues earned from that production. As we know from Chap-
ter 1, the supply curve of the firm traces combinations of prices and quantities. In
general, we said that as prices increase, firms tend to supply more. Consequently,
the supply curve is upward sloping. Under perfect competition, prices are equal 
to marginal costs: thus successive combinations of prices are equal to marginal
costs, which allows us to derive a supply curve for the typical firm under perfect
competition.
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Let us take a typical firm and a series of prices, denoted by P1 to P4. The marginal
cost curve can be used to trace out the quantity a firm wishes to supply at any given
price. The extent to which the firm’s marginal cost curve equates to its supply curve
depends on the relationship of its average variable costs to average revenue. Fig-
ure 3.6 shows prices P1 to P4 and the expected output levels at those prices. Given
the corresponding MC, AC and AVC curves we can identify the firm’s output deci-
sions at each of these prices. The firm will maximise profits where MC = MR. At
prices P1 and P2, the firm would produce at Q1 and Q2 respectively. At both of these
prices the firm would make supernormal profits (as AR > AC). However, if prices
were at P3, the situation would be less clear. At P3, the price and thus the revenue
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Figure 3.5 Short-run equilibrium under perfect competition

        



the firm attains are less than its costs of production. The firm could produce at Q3,
but is it in its interest to do so? To answer this question, we must refer back to our
discussion of firm costs in Chapter 2. Remember that in the short run the firm
incurs fixed and variable costs of production. This means that even if the firm pro-
duces nothing it must pay for these fixed costs. In the case of price P3, the firm is
earning less than average costs, but more than its average variable costs. In other
words, the firm can cover its variable costs of production such as wages etc. and still
have some revenue left over to pay some of its fixed costs.

Consequently, it would pay the firm to remain operating and produce output 
Q3, price P3. However, at price P4 (to produce at Q4), the firm will not earn enough
revenue to even cover average variable costs of production. Consequently, it would
be cheaper for the firm to cease trading than to continue. We can therefore conclude
that the marginal cost curve (for prices P3 and above) represents the firm’s supply
curve.

Do short-run equilibria persist?

As we have discussed previously, in the short run at least one factor of production
is fixed, while others are variable. We have examined two possible short-run equi-
libria. First, case 1, where the firm maximises profits (where MC = MR) and where
the price it charges (or average revenue it collects) is greater than its average costs of
production. Consequently, this type of firm would make supernormal profits in the
short run. We have also examined case 2, where the price it charges (or average rev-
enue it collects) is less than its average costs of production. Consequently, this type
of firm would make a loss in the short run. Neither of these two situations can per-
sist indefinitely and thus they both have implications for the mobility of resources.
In the former case, if firms are making supernormal profits, this will attract new
firms into the industry in search of a share of these profits. The increase in com-
petition will have direct consequences for the profitability of existing firms. This is
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because the entry of new firms increases industry supply, which depresses prices. To
attain long-run equilibrium, entry will continue until all firms are making normal
profits (AR = AC). Conversely, in the latter case, if firms are making losses, this will
cause established firms in this position to exit the industry (either in search of new
more profitable opportunities or through bankruptcy). The effect of this exit is to
reduce industry supply, consequently pushing prices up. The exit of firms will con-
tinue until a long-run equilibrium is established, where all firms left in the industry
are making normal profits (AR = AC). Overall, if firms are making supernormal
profits, entry will take place until AR = AC. If the firm is unable to earn normal
profits, in the long run, exit takes place until all the firms left operating in the indus-
try are making normal profits.

Long-run equilibrium

In Chapter 2, we defined the long run as a period over which all factors of produc-
tion are variable. In other words, firms can build new factories, buy new machines
and office equipment, move location and so on. Figure 3.7 shows long-run equilib-
rium for a firm operating under perfect competition.

In Figures 3.5(a) and (b) initial price was at P0 (determined by the equilibrium of
the industry demand at supply curves). In case 1, firms made supernormal profits.
However, these profits attract new entry, which increases supply, placing a down-
ward pressure on the prices charged. Firms maximise profits where MC = MR, pro-
ducing at Q1 units of output. The long-run equilibrium is established at this point
where the firm makes normal profits. You will note that in long-run equilibrium 
MC = MR and AR = AC. In case 2, the opposite happens, in the sense that at price
P0 the firm is making losses. This causes other firms to exit the industry, leading to
a decline in industry supply. The reduction in supply leads to an increase in price
until the firms left operating in the industry are earning normal profits.

Overall, the theory of perfect competition assumes that all firms are free to enter
and exit markets, which ensures that large numbers of small firms make normal
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profits. However, in reality, competitive conditions often give rise to many indus-
tries consisting of a few large firms which may have considerable influence over 
the prices charged, enabling these firms to earn supernormal profits. We examine
this assertion later. However, before we do we must note that in the theory of per-
fect competition, a contradiction arises between the assumption of price-taking
behaviour and the prediction that when entry takes place, prices adjust, since the
theory leaves unanswered the question of who sets the prices in a world in which
all firms are price takers. Furthermore, if under a perfectly competitive equilibrium,
firms cannot advertise or differentiate products, it is questionable whether or not
competition is taking place, at least in the sense that most real-world businesses
understand the term. The theory of perfect competition as we have described earlier
begins the study of competition by assuming that all market participants know all
the relevant facts. This is perhaps unrealistic as it excludes discussion of many real-
world features of rivalry, which are central to the notion of competition in practice.
Paradoxically, competition under perfect competition is at its most intense where
there is actually no rivalry. Nonetheless, perfect competition remains very useful as
a benchmark from which to compare other types of industry behaviour.

3.4 Monopoly: A Critical Appraisal

In contrast to perfect competition, monopoly is a structure where competition is
very limited or absent. In literal terms monopoly describes an industry comprising
a single firm. In other words, the firm and the industry are one and the same. This
is in fact the opposite of perfect competition discussed in section 3.3. In the absence
of regulation, monopolists can exercise control over the prices they charge for prod-
ucts and services. Of course, in reality, it is often difficult to define industries
(whether in terms of product produced or area covered), which often causes prob-
lems in defining monopolies. A discussion of these issues is outside the scope of 
this chapter, but they are discussed in Chapter 11. Of course, monopolies, whether
privately or publicly owned, are normally subject to government regulation.

Before we proceed to examine pricing and output decisions of a monopolist, we
must first outline the three main assumptions of monopoly:

• The industry comprises a single firm.
• A unique product or service is produced.
• Competition is restricted via the existence of barriers to entry and exit.

We now discuss each of these assumptions briefly.

Single firm

In a monopoly, there is a single firm which produces all the output of the industry.
In other words, the firm and the industry are synonymous. Consequently, the
demand curve the monopolist faces (discussed later) is in fact the same as the indus-
try demand curve.

        



Unique product

Unlike perfect competition (where all firms produce identical products), the mono-
polist produces the only product. In other words, there are no close substitutes
being produced by other firms. This means that consumers can only buy output
from one firm. For example, traditionally in the UK before the deregulation of the
1980s and 1990s, customers could only buy gas (British Gas), telephony (British
Telecommunications) and postal services (Post Office) from a single supplier. In
Chapter 1 we argued that, when no close substitutes exist, demand is inelastic. This
is why the monopolist’s demand curve is downward sloping and inelastic.

Barriers to entry

One of the main reasons why monopolies arise and are sustained, is that barriers to
competition exist – more specifically, barriers to entry and exit. Barriers to entry can
be defined generally as anything that places a potential entrant at a competitive dis-
advantage relative to firms already established in the industry. Entry barriers can
arise in three ways, namely government regulations (legal barriers), the technical
conditions prevailing in the industry (structural barriers) and by the actions of
established firms (strategic barriers). Legal barriers come in the form of various acts
and regulations. They can arise because of various forms of regulation, which affect
either industry structure (the number of firms in an industry) or how firms behave.
Examples of legal barriers include registration, certification and licensing of busi-
nesses, patents, taxes, tariffs and quotas. Structural barriers arise from the inherent
structural and technical characteristics of an industry. In other words, the extent of
product differentiation, the size distribution of firms, the availability to firms of
economies of scale and scope all determine the extent and nature of barriers to entry
in any given industry. Finally, strategic barriers are erected by established firms to
deter the entry of new firms. Such barriers include various forms of pricing and non-
pricing strategies. These types of barrier are explored in detail in Chapter 6. Overall,
in the case of a pure monopoly, the monopolist is effectively insulated from com-
petition, by barriers to entry. Given that the monopolist faces a downward sloping
demand curve and produces a unique product or service, it consequently has com-
plete control over the prices it charges (assuming no government regulation).

Monopolist’s demand curve

Given that the monopolist is the only producer of a unique product, it will face a
downward sloping demand curve. This (as we have seen in Chapter 1) means that
the marginal revenue curve is also downward sloping. As the monopolist lowers the
price of its product to sell more, the additional units it sells results in a smaller net
addition to revenue (marginal revenue). Consequently, in contrast to a perfectly
competitive firm, the marginal revenue of a monopolist changes as price changes.
Table 3.4 reminds us of this relationship. In this table, output (column 1) multiplied
by price (= AR, column 2) gives us the monopolist’s total revenue (TR, column 3).
Marginal revenue is simply the additional increase in revenue as the monopolist
increases its output by one successive unit.
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As we can see from Table 3.4, marginal revenue is less than price after the first
unit of output is sold. If we assume the demand curve is linear we can show this
graphically as in Figure 3.8.

In the analysis of monopoly, we adopt the behavioural assumption that all 
firms maximise profits where marginal costs equal marginal revenues (MC = MR).
Although many monopolies face various forms of government intervention in rela-
tion to competition policies and other forms of regulations, we assume in our ana-
lysis that there is no government regulation. This means the monopolist is free to
set its prices. It can do this as it is the only producer, selling a unique product and
sheltered from outside competition.

Short-run equilibrium

We can now examine the monopolist’s short-run equilibrium. In short-run equilib-
rium, the monopolist produces where MC = MR. In other words, it produces at an
output level consistent with profit maximisation or loss minimisation. These two
outcomes are shown in Figure 3.9.
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Table 3.4 Output and revenue under monopoly

Output (Q) Price (P) Total revenue (TR) Marginal revenue (MR)

1 10 10 10
2 9 18 8
3 8 24 6
4 7 28 4
5 6 30 2
6 5 30 0
7 4 28 −2

Figure 3.8 Marginal and average revenue of a monopolist

        



In Figure 3.9(a), the monopolist produces at Q0 (where MC = MR) and charges
price P0. Total revenue is shown by the area 0P0 multiplied by 0Q0. The total costs
are shown by 0C0 multiplied by 0Q0. Supernormal profits are thus the difference
between total revenues and total costs. This is shown by the area P0XYC0.

Monopolists do not always necessarily make supernormal profits, as is the case in
Figure 3.9(b). Here the monopolist produces at Q0. Price is P0. Average cost is C0. In
this case, however, total costs (0C0 multiplied by 0Q0) are greater than total revenue
(0P0 multiplied by 0Q0). Consequently, the monopolist makes a loss. This is shown
in Figure 3.9(b) as the area C0XYP0.

Long-run equilibrium

Given that barriers to entry protect the monopolist, this means that either of the
two short-run equilbria (although the former is much more likely) which we have
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shown in Figure 3.9 will persist in the long run. Therefore, the equilibrium of the
monopolist will be the same in the long run. Of course, if the monopolist makes
short-run losses greater than its average variable costs, it will have to adjust its size
to become more efficient or cease trading in the long run. The existence of barriers
to entry means that the normal profits are unlikely to prevail under monopoly. An
exception to this is if the industry is said to be ‘contestable’, whereby even indus-
tries dominated by a single firm are exposed to the threat of increased competition
from rivals (entry). In such an industry, even a monopolist would be forced to price
products at competitive prices, thus making normal profits. (We examine contest-
able markets in Chapter 5.)

Are monopolies good or bad?

Although there are many reasons to criticise monopoly, many economists have
argued that monopolies are not necessarily a bad thing. We now briefly examine
some of the disadvantages and advantages of monopoly.

Disadvantages of monopoly

Higher prices and lower output

Monopolies often mean that prices will be higher and output lower than is the 
case for an industry where competition prevails. Consider Figure 3.10, in which
two firms face similar costs. Firms in one industry are producing under conditions
of perfect competition, while the other firm is operating under conditions of
monopoly. The costs of production are the same for each industry. In the diagram
firms in the perfectly competitive industry will produce where price (Pc) is equal to
marginal costs (MC) and produce a competitive output equal to Qc. The monopol-
ist produces where marginal revenue is equal to marginal cost and produces output
Qm and charges a price equal to Pm. As we can see from Figure 3.10, prices are higher
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Figure 3.10 Higher prices and lower output under monopoly

        



and output lower under monopoly than is the case for perfect competition (i.e. 
Pm > Pc and Qm < Qc). Following from Figure 3.10, the monopolist is restricting out-
put in order to keep prices high. This implies that resources are not being utlised
efficiently and that excess capacity exists within the industry. There is a consequent
waste of resources equal to Qm − Qc.

Excess profits

High profits made by the monopolist are not necessarily an indication of efficient
methods of production. The monopolist may, in fact, be using its market power to
raise prices above marginal costs in order to increase its revenues.

Higher costs and x-inefficiencies

Under competition, firms strive to minimise their inputs to produce a given level of
output. Firms do not necessarily have to produce at the minimum efficient scale to
be technically efficient, as long as they produce at the lowest costs for their given
scale of output. Firms which produce on the average cost curve (derived in Chapter
2) are technically efficient or x-efficient. In other words, they produce at the lowest
cost possible given their respective sizes. Competition normally implies that firms
will be x-efficient. However, if firms are insulated from competition, as is the case
for monopoly, then there is less incentive to minimise costs. Firms may instead
adopt ‘expense preference’ behaviour by investing in activities to maximise the sat-
isfaction of senior managers, at the subsequent sacrifice of profitability (see Case
Study 3.1). Following Leibenstein (1966) we can define x-efficiency as the difference
between actual costs incurred and the best practice (technically or x-efficient) level
of costs at any given level of output. Figure 3.11 shows three firms A, B and C. In
this case, firms A and C are x-efficient, as they produce at the lowest possible cost,
given their size (i.e. on the average cost curve). Firm B, however, is x-inefficient, as
its costs lie above the average cost curve. In this case the distance between B and C
measures the level of x-inefficiency, for a firm of size Q0.
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Price discrimination

Monopolists as sole suppliers can discriminate between different groups of customers
(based on their respective elasticities of demand) separated into different geographic
or product segments. A monopolist can practise price discrimination in several ways:

• First-degree price discrimination. Often referred to as perfect price discrimination,
this involves the monopolist charging each customer what he or she is willing to
pay for a given product. By doing this the monopolist can increase revenue and
erode any consumer surplus (defined and discussed in Chapter 1) which con-
sumers might enjoy.

• Second-degree price discrimination. The monopolist charges customers different
prices based on their usage. In other words, consumers might be charged a high
price for initial usage, but lower prices for subsequent units consumed. This type
of pricing has been used in industries such as electricity, gas, water and telephony.

• Third-degree price discrimination. In this case, the monopolist separates customers
into markets based on different demand elasticities. Customers with inelastic 
demand are charged higher prices than those with elastic demand. For example,
train fares in the southeast of England are typically higher before 9.30 am than
after.

Restrictive practices

Monopolists often use unfair practices to keep potential rivals out of the market.
Even if rivals are successful in entering the market, the monopolist may choose 
to eliminate these firms by various restrictive price and non-price strategies such 
as predatory pricing and vertical restraints. (We examine some of these issues 
in Chapters 5 and 9, and Case Study 3.3 provides a useful example of a recent case
involving a well-known car manufacturer.)

Monopoly: A Critical Appraisal 97

Case Study 3.3

Restrictive practices in the European car market

As we have already seen, it is possible for firms which enjoy market power
advantages to discriminate against various customer groups by partitioning
markets on a geographic or product basis. For example, in the mid-1990s, 
Audi and Volkswagen cars were found to be much more expensive in many
European countries relative to Italy. However, consumers from outwith Italy
could not take advantage of these lower prices.

Why was this?
By successfully partitioning European markets, Audi and Volkswagen had

managed to charge consumers in different countries different prices. The
European Commission found evidence that Volkswagen and Audi threatened
dealers found selling cars to foreign customers with loss of bonuses and deal-
ership. The Commission found Volkswagen guilty of infringing EU competi-
tion rules (see Chapter 11) and imposed fines of a102 million.

        



Limited technical progress

Some evidence suggests that technical progress is often slow when a single firm or 
group of firms dominates an industry. As they face no real competitive pressures,
monopolists are under no real pressure to spend any abnormal profits earned on
research and development of new product and processes, which is often seen as a
risky investment. Consequently, technical progress in these industries is likely to
be slow.

Welfare losses

As we saw earlier, monopolistic market structures can often lead to higher prices and
lower output than is the case under perfect competition. These high prices and low
outputs can lead to a loss in an economy’s welfare. For example, if an industry is
monopolised, prices tend to increase leading to a loss in welfare for the economy as
a whole. We can examine this process in Figure 3.12.

In Figure 3.12, we assume a constant average cost curve, which is also equal to
the marginal cost curve. Under conditions of perfect competition (AR = AC), output
is Qc and price is at Pc. The consumer surplus is equal to the area APcB. If this indus-
try were now monopolised, output would fall to Qm. This is because the monopo-
list will maximise profits where marginal revenues equal marginal costs and price
would increase to Pm. Consequently, consumer surplus is now APmC and mono-
poly profit is equal to rectangle PmCDPc. The monopolist has eaten its way into the
consumer surplus that previously existed under conditions of perfect competition.
However, the criticism is not that consumer surplus is reduced from APcB to APmC,
as this is merely a simple redistribution of welfare from the consumer to the pro-
ducer, but the triangle BCD is lost to both consumers and producers. This area is
referred to as deadweight loss, the true welfare loss of monopolisation. Researchers
have made some attempts to assess the relative importance of such welfare losses to
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the wealth of various economies. For example, Harberger (1954) found that, in the
USA, welfare losses accounted for 0.1% of national income. In a later study, Cowling
and Mueller (1978) adopted several measures of welfare loss for the USA (1963–
1966) and the UK (1968–1969). They found that, in the former case, welfare losses
arising from monopoly range between 4% and 13.1% of national income, and in 
the latter between 3.9% and 7.2%. Such estimates of welfare loss have encouraged
successive governments to direct policies at controlling monopoly behaviour in
many industries.

Overall, the extent to which monopolies can be considered to be good or bad for
consumers and the economy in general should be examined on a case-by-case basis.
(Government policy toward monopoly is examined in Chapter 11.)

Advantages of monopoly

Monopolies do not always lead to increased prices, lower outputs and welfare losses.
In fact, monopolies can often lead to increases in society’s welfare as large mono-
polists benefit from economies of scale in production and distribution. These falls
in costs can often be passed on to consumers in the form of lower priced products.
We will now discuss briefly some of the potential advantages of monopolistic mar-
ket structures.

Lower production costs and increased welfare

Under monopoly, greater output and standardisation can lead to lower costs. This
can lead to economies of scale and scope, which can be passed on to consumers in
the form of lower priced products.

Natural monopolies

It could be argued that some industries are more efficiently organised as monopol-
ies. Industries such as water, gas, electricity and communications are often referred
to as ‘natural monopolies’. A natural monopoly arises when the ratio of the min-
imum efficient scale to industry size is so large that industries can only support one
efficient firm. In natural monopolies, fixed costs form a large part of total costs. We
can consider natural monopoly via Figure 3.13. In Figure 3.13, if the monopoly is in
private hands, the monopolist maximises profits where marginal costs equal mar-
ginal revenues, and produces at output level Qm and charges price Pm. The monopol-
ist makes excess profits equal to the shaded area. If the firm were forced to charge a
price that would prevail under competition, it would set price equal to marginal
costs and produce at output level Qc. At this output, the firm would make losses
given that AR < AC. This could be solved in two ways. First, the government could
pay the firm a subsidy equal to the losses incurred at output level Qc. This is shown
in Figure 3.13 as the distance between points A (AC) and B (AR). Alternatively gov-
ernments could allow the firm to charge a price where normal profits are made.
Thus the firm would produce at output level Qr and charge a price of Pr. Pr is the
price that maximises consumer welfare subject to the constraint that the firm must
make normal profits. In this case, production is efficient in the hands of a single
firm. The entry of new firms could lead to inefficiencies. For example, suppose we
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have a water company that supplies a certain part of the country through a net-
work of pipes. It would be inefficient for a new firm to enter the market, set up its
own system of pipes and then start supplying a segment of the market. This is
because the level of output the firm produces would yield insufficient revenue to
cover total costs. This competition would therefore lead to wasteful duplication
(and competition) of systems. Historically, many natural monopolies were nation-
alised and placed in public ownership. However, from the 1980s onwards new 
ways were found of managing such industries. (We discuss many of these issues in
Chapter 11.)

Technical progress

Large monopoly profits may be used to finance research and development pro-
grammes. As we will see in Chapter 8, monopoly profits are the reward for success-
ful innovations. These innovations bring welfare gains to society in the form of new
products and processes. Furthermore, these monopoly profits will not persist as
there will eventually be entry by imitators or patents will lapse, which will eventu-
ally dissipate these profits. These assertions have been tested empirically for manu-
facturing and service industries in a number of countries. Case Study 3.4 provides a
summary of the main findings.

Avoids wasteful forms of competition

Monopolies may avoid wasteful forms of competition such as advertising, which 
are prevalent features of many oligopolistic market structures. Given that mono-
polists to some extent have a captive market, there is little incentive for mono-
polies to advertise. In addition, monopolists may also generate a degree of price 
stability. They may be expert in accurately gauging the level of demand and supply.
A monopolist may also be better placed to endure any downturn in the business
cycle.
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Figure 3.13 Price and output under natural monopoly
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Case Study 3.4

Supernormal profitability in UK industries?

As we have already seen, the pursuit of profit has been the most widely
assumed objective of firms. Although alternative theories of the firm (Case
Study 3.1) suggest that firms may pursue objectives other than profit max-
imisation, e.g. sales, growth or managerial utility, profits are undoubtedly
important in driving the competitive process. Indeed profits are seen as acting
as an important signal in determining the allocation of scarce resources. In
other words, entry of new firms takes place in industries when established
firms are earning abnormal levels of profits. In contrast, firms will exit indus-
tries where the average level of profitability is low. Overall then, entry and exit
into any industry should ensure that profits are brought quickly into line with
competitive rates of return. In other words the competitive environment is
efficient enough to ensure that no firm can earn supernormal profits in the
long run.

What does the real world say?
At certain times some firms hold intangible assets. For example, patents, man-
agerial skills and trademarks can often yield firms supernormal profits, which
allow them to outperform rivals for many years. This is why we often observe
market leaders in many industries for long periods at a time: for example, Dell
in personal computers, Microsoft in operating systems, McDonald’s in fast
food etc. However, eventually these supernormal profits will be eroded as
rivals ‘catch up’.

Some attempts have been made to assess whether the competition erodes
supernormal profits, by examining the extent to which firms can earn persist-
ently high levels of profits. For example, Cubbin and Geroski (1990) examined
a sample of 243 companies over the period 1951 to 1977 and found that, on
average, 49% of profits persist from one year to the next. Goddard and Wilson
(1996) presented evidence for the period 1972 to 1991, which showed similar
results. Therefore, while UK firms’ profit rates show some tendency to con-
verge towards normal levels, this is by no means instantaneous. This is per-
haps indicative of barriers to entry and specific advantages held by established
firms, which prevent supernormal profits adjusting to long-run ‘normal’ values.

3.5 Monopolistic Competition

Monopolistic competition can be defined as a market structure comprising a large
number of firms, each producing a slightly different product. Therefore, as the name
suggests, this market structure has a competitive and monopolistic element. This
theory was formulated by Edward Chamberlin. Chamberlin (1962) combined the
previously separate theories of monopoly and perfect competition. The aim was to
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fill the gap between the two extremes of perfect competition and monopoly. In
other words, monopolistic competition is an industry structure where competitive
conditions are neither purely competitive nor completely monopolistic.

This theory was developed by observing that in the real world very few industries
can be truly regarded as monopolies because close substitutes exist for most goods
and services. Similarly, there are very few types of goods and services which can 
be regarded as homogeneous, and so perfect competition can rarely exist. In reality,
many industries comprise large numbers of firms (as is the case for perfect com-
petition), but selling products which are slightly different. These differences may 
be real or imaginary, but what is crucially important is that these differences exist
in the minds of consumers. Forms of product differentiation include brands and 
trademarks, exploitation of national differences, catering for consumer tastes or
exploiting consumer ignorance, additional technological features, offering addi-
tional services, varying the factors of production (and their quality used to produce
the product) and advertising. We examine this and other forms of product differ-
entiation in detail in Chapter 7.

The result of product differentiation is that each firm enjoys a small degree of
monopoly power. However, competition exists, as the products produced are only
slightly different. This means that each firm faces a downward sloping demand
curve. We can outline three main assumptions of monopolistic competition:

• There are a large number of small firms.

• Each firm sells a slightly different product and there is free entry and exit to and
from any individual product group.

• The price charged is determined by both competitive and monopolistic features.

Under conditions of monopolistic competition, a firm can earn abnormal profits
in the short run. However, these are dissipated over the longer term by the entry of
new firms. The short- and long-run equilibrium conditions under monopolistic com-
petition are illustrated in Figures 3.14 and 3.15, which we will now discuss briefly.
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Figure 3.14 Short-run equilibrium under monopolistic competition

        



Short run

In the short run, the firm maximises profits where marginal revenues equal
marginal costs, producing at output level Q0 and charging a price equal to P0. The
average cost of production at this output level is at C0. At this output level, the firm
earns abnormal profits, where average revenues (AR) exceed average costs (AC). This
is shown in Figure 3.14 as the shaded area.

Long run

When potential rivals see the profits which can be realised in this industry, they
begin to enter. As more and more firms enter, the market share of each firm
declines. In other words, at a given price each firm will expect to sell less than before
the entry of new firms. The effect of entry is to shift an individual demand curve to
the left. The demand curve will continue to shift to the left so long as there are
abnormal profits being earned by established firms. Long-run equilibrium (the tan-
gency solution) is achieved when average revenue (AR1) equals average cost (AC1).
This is shown in Figure 3.15. The firm produces at Q1 and charges price equal to P1.
At this point all firms earn normal profits.

Under monopolistic competition, if the firm increases prices, it will lose some but
not all of its business to rival firms. Some customers will remain loyal to the firm in
the belief that its product is sufficiently different even at higher prices. This con-
trasts with perfect competition, where the firm would have been left with no 
customers following a price rise, or monopoly, where an increase in price has little
effect on demand.
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Figure 3.15 Long-run equilibrium under monopolistic competition
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3.6 Conclusion

This chapter discussed a number of theoretical market structures within which firms
might operate. Adopting a profit-maximising framework, we examined the theory
of perfect competition, where a large number of small firms compete based on the
prices determined by industry demand and supply conditions. While firms can
make supernormal profits or losses in the short run, long-run conditions mean that
all firms will make normal profit. We also examined departures from perfect com-
petition which have been influential in the development of our analysis of firm 
and industry behaviour. Theories of monopoly and monopolistic competition were
examined, where competition is less intense leading to firms having more control
over prices charged. Consequently, in some market structures (such as monopoly)
firms can make supernormal profits even in the long run. Such supernormal profits
may impose welfare losses on society.

Discussion Questions

1 Consider the following MR and MC schedules. What market structure does our
schedule suggest? At what level of output will profits be maximised? At what level
of output will total profits be zero?

Output 1 2 3 4 5 6 7 8 9 10 11 12 13 14

MR 10 10 10 10 10 10 10 10 10 10 10 10 10 10

MC 6 4 2 5 7 9 10 11 14 17 25 35 50 70

2 With reference to the following diagram explain why profits are maximised at
point ‘b’ and not at point ‘a’.

3 With reference to empirical evidence discussed in Case Studies 3.1 and 3.2, do
firms maximise profits in the real world?
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4 Draw the monopoly equilibrium.

5 Draw the short-run and long-run equilibrium conditions under monopolistic and
perfect competition.

6 Are monopolies good or bad?
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• price leadership

• prisoners’ dilemma game

• sequential games

• tacit collusion

4.1 Introduction

In Chapter 3, we discussed the models of perfect competition and pure monopoly
as the two extremes of behaviour of producers in a typical market economy. We also

Objectives

Market Structure 2: Oligopoly

By the end of this chapter, the reader should be able to understand:

• that oligopolistic behaviour is essentially a reaction to the problem
of interdependence

• that oligopolistic interdependence can lead to non-price competition

• the difference between tacit collusion and explicit collusion

• the economic factors which propel oligopoly firms towards
collusive agreements

• why collusive agreements are often regarded as inherently unstable

• the contribution of game theory to the analysis of oligopolistic
markets.

Key Concepts

• cartels

• explicit collusion

• game theory

• interdependence

        



discussed monopolistic competition, a model which has tried to fill in just some of
the ground between perfect competition and monopoly. It is clear that these two
models are unable to explain satisfactorily such business conduct as product differ-
entiation, innovation, price wars, parallel pricing, tacit and explicit collusion, which
characterise modern firms and industries. What is needed is an approach that can
deal with the vast area of industry structure covering the ground between perfect
competition and monopoly. This middle ground which can be referred to as imper-
fect competition or ‘oligopoly’. The word is derived from the Greek ‘oligoi’ (ολιγοι)
meaning ‘a few’ and ‘poleo’ (πολεω), ‘to sell’.

The fundamental defining characteristic of oligopolistic markets is the recogni-
tion that a ‘few’ sellers account for a substantial proportion of total sales. The con-
sequence of the fewness of firms within a clearly defined industry, where output is
fairly homogeneous and entry barriers are substantial, is that firms in an oligopoly
realise that they are mutually interdependent. Thus, an oligopolist is unable to decide
its best strategy unless it knows what its rivals intend to do and, likewise, the firm’s
rivals are unable to determine their best strategy until they know what the firm is
planning to do. Thus ‘optimal’ or best behaviour depends on assumptions of rivals’
likely reactions and even assumptions about rivals’ assumptions. Interdependence
means that a firm is aware that its actions affect the actions of its rivals and vice
versa. Oligopolists are ‘outward turning’. Unlike the models we considered in
Chapter 3 oligopolists cannot know the precise shape of the demand curves they
face since they cannot always predict the likely reactions of rivals. Profit maximisa-
tion and survival in an oligopoly essentially depend on how a firm reacts to the
strategies of its rivals.

How do oligopolists react to interdependence?

Initially, we may suggest that there are two basic reactions. Firms may either act
independently or co-operate with their rivals. In fact, both independent action and
co-operative (or collusive) behaviour are a matter of degree, and while examples
may be found that conform to the polar cases, the great majority of outcomes fall
somewhere within these extremes. Thus an oligopoly may contain elements of both
independence and collusion. Figure 4.1 can help in understanding some of the
likely outcomes or solutions to the oligopoly problem.

As mentioned, a firm can solve the problem of uncertainty by either deciding 
to act independently, which means attempting to compete with rivals for greater 
market share, or it may choose to collude. The desire to increase market share is 
in effect a desire to destroy the competition. Once rivals have been disposed of, 
or marginalised, the firm enjoys greater market power and less uncertainty. In its
extreme form, this is known as predation, where firms deliberately seek to drive firms
out of the market by setting very low prices or instigating a variety of restrictive
practices. However, this is not a commonly observed strategy, as is shown by Case
Study 4.1. Almost all oligopolists seem to shy away from rigorous price competition
and if they do wish to compete, they opt for ‘non-price competition’ strategies
instead. If price wars do break out, they could be viewed as a temporary aberration
and not something which characterises traditional industry behaviour. Essentially,
non-price competition focuses on product change, through strategies such as advert-
ising, innovation, the provision of additional services and design changes.
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Case Study 4.1

Predation

As we see in this chapter, one consequence of the uncertainty in oligopolistic
markets might be that firms will be tempted into price wars. The ultimate
objective of a price war, or ‘predation’, is to destroy a rival by setting market
prices below the costs of production so that the rival will incur losses and be
forced to leave the market. The remaining firm will then supply the market as
a monopoly or near monopoly at a much higher price and thus recoup any
lost short-term profits.

Whenever market prices are considered to be ‘too low’ firms will claim this
as evidence of ‘predation’ or ‘ruinous competition’. How does the UK Office of
Fair Trading investigate such claims? To answer this question we can refer to
the 1998 OFT report into petrol prices.1

Figure 4.1 Basic solutions to the oligopoly problem
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The relevant market was the retailing of petrol to the general public. The
market was essentially made up of roadside sites owned by the big oil com-
panies and the supermarkets. The OFT attempted to test whether predation
did exist by considering three tests:

• Did the strategy of lower prices lead to avoidable (or deliberate) losses?

• Did it drive otherwise profitable rivals out of the market (the ‘intent’ test)?

• Once rivals had been forced out, did prices then rise to recoup the losses of
such predatory behaviour (the ‘feasibility’ test)?

Avoidable losses
The OFT felt that the price cuts did not lead to ‘avoidable’ losses for the fol-
lowing reasons:

• First, the OFT found that petrol was not being retailed at below cost.

• Second, in the opinion of the OFT, supermarket margins were profitable
and sustainable. The low prices tended to reflect their low costs as well as a
competitive strategy as regards other supermarket rivals rather than the oil
companies.

• Third, since the oil companies’ sites had been losing trade to the supermar-
kets their response had to be to reduce price so as to increase the volume of
sales to cover their own costs. Thus the price reductions were seen as help-
ing the profitability of the roadside sites rather than strategies incurring
temporary loses to force out the supermarkets.

• Finally, the OFT noted that the profitability of the roadside sites was also
dependent on the sales of non-petrol items. Thus lower petrol prices might
attract customers to shop for these other items, which would typically
enjoy higher margins.

Intent
The OFT found that in almost all cases price reductions were made to match
competitors’ price reductions, rather than as a strategy to force competitors
out of the market.

Feasibility
For the strategy to be feasible, losses made in the short term should be
recouped in the long term through higher market prices. This, in the opinion
of the OFT, was more likely if specific firms could be targeted as major rivals
whose exit would reduce competitive pressures in the market. The OFT felt
that it was unrealistic for the oil companies to target supermarkets, for the fol-
lowing reasons:

• The oil companies tended to match rather than undercut supermarket
petrol prices.

• Supermarkets were the low-cost producers (due to their greater sales 
volumes) in comparison to the roadside sites of the oil companies.

        



Why should firms in oligopolistic markets prefer non-price
competition to price competition?

We can suggest two reasons. Firms may either regard price reductions as inappro-
priate in certain markets or view product changes as a more appealing strategy. Price
competition may be inappropriate for the following reasons:

• Price reductions can be matched immediately by rivals and any gains are imme-
diately diluted.

• Price reductions may be achieved by reducing the quality of the product. Even if
this were not the case, consumers might equate lower price with lower quality in
certain markets.

• Consumers in markets may have got used to certain ‘price ranges’ which accom-
pany product subsets. To charge a different price may suggest a different product
market.

Factors that might encourage oligopolists to change products rather than consider
a price reduction include some of the following:

• Product change can be used to absorb increases in costs without the consumers
being aware.

• Firms realise their ability to create and sustain consumer loyalty through strat-
egies such as advertising and new product development. This accumulated loyalty
can reward firms with increased market power.

• Much of the increase in product diversity offered by firms has been stimulated by
factors such as the pace of technological change and greater disposable incomes,
as well as the need to match the range of products offered by rivals.

110 4: Market Structure 2: Oligopoly

• Supermarkets tended to focus their competitive attention on other super-
markets rather than the oil companies.

• Some large supermarkets had made firm commitments to staying in the
market.

The OFT also concluded that predation was equally unlikely where the tar-
gets were the roadside sites, for the following reasons:

• If one roadside site were to be forced out of business, the likelihood was that
prices would not be raised since there was significant competition from
other local roadside sites as well as other supermarkets.

• The disappearance of one site may only be temporary as another compet-
itor may step in and invest in the site.

• The oil companies, as refiners of petrol, are committed to a minimum retail
network to guarantee a market for their petrol. They will thus support their
retail outlets should they face predatory practices.

On the basis of these arguments the OFT concluded that predation did not
exist in the petrol retail market.
1 Competition in the Supply of Petrol in the UK: A report by the Office of Fair Trading, May
1998 OFT230.

        



In section 4.2 we consider one of the most famous of oligopoly models, the
kinked demand curve hypothesis, which seeks to explain why oligopolists may be
averse to price competition.

As suggested by Figure 4.1, an alternative route for oligopolists is to consider
some degree of co-operation or collusion with their rivals to reduce the inherent
uncertainties in their market. Collusion may be divided into two types, tacit and
explicit. Tacit collusion implies that firms do not enter into direct communication
with one another regarding market strategies. In time an industry tradition may
evolve whereby firms learn that ‘not rocking the boat’ and a ‘live and let live’ atti-
tude is preferable to outright competitive and potentially ruinous behaviour. Tacit
collusion depends much on factors such as personal contacts, a group ethos and a
tolerant attitude to other firms. These factors create the necessary social lubrication
for successful informal tacit collusion. Personal and social contacts among compet-
itors lessen rivalrous attitudes. One does not undercut or steal customers from people
with whom one socialises. It will be argued later that social groupings, whether 
by ethnic origin, social class or even religion, have provided a powerful cement to
otherwise potentially unstable collusive activities. This feeling of belonging, or an
‘esprit de corps’, can be further strengthened by the existence of trade associations,
trade journals, conferences and social activities. In section 4.3 we examine price lead-
ership, a common form of tacit collusion.

However, in some cases tacit co-operation may be insufficient to damp down the
desire of some firms to act independently from time to time. Clearly, tacit collusion
under these circumstances may be insufficient to reduce the degree of risk and
uncertainty faced by firms. Firms may then seek more explicit forms of co-operation
to ensure greater stability in their markets. Explicit collusion implies direct commun-
ication and agreement over various market strategies.

Figure 4.1 identifies two types of explicit collusion, the informal gentlemen’s
agreement and the more formal cartel agreement. Gentlemen’s agreements refer to
agreements that are purely oral or where written notes are at a minimum. This form
of collusion has many examples. A frequently quoted example is that of the Gary
Dinners, where the top firms in the US steel industry met between the years 1907
and 1911. Although the dinners were social occasions, they were, more import-
antly, a vehicle for fixing prices and outputs through verbal communication. The
colluders also believed that they were within the law if no formal (written) agree-
ment existed. Records of agreements at the Office of Fair Trading which pre-date 
the 1956 Trade Restrictions Act show that some 25% of all agreements were of this 
type.

Written agreements, accompanied by the development of central agencies, could
be regarded as formal agreements and might be seen as distinguishing cartel 
organisations. Formal contracts, stipulating rights and obligations, sanctions, fines,
deposition of collateral and so on would characterise these forms.

Why should firms consider formalising their informal
gentlemen’s agreements by setting up a cartel?

The short answer is that parties to an informal, oral agreement simply do not trust
one another sufficiently to feel that the arrangement can work. If firms mistrust one
another, they need to monitor each others’ actions. If each firm has to monitor the
market behaviour of every other firm, then the monitoring costs to the industry or
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Figure 4.2 Sweezy’s kinked demand curve hypothesis

market as a whole are considerable. The existence of cartels, which perform such
functions, saves industry costs. The exact degree of the ‘explicitness’ of the agree-
ment would depend on the number of issues covered by the agreement. The most
common issues covered in the agreements are shown in Figure 4.1.

In section 4.4 we examine the economic factors which favour the development
of explicit collusion as well as the factors that can lead to the instability of such
agreements.

In our last section, we provide an introduction to game theory. Game theory is
the study of decision making in conflict situations and is thus potentially well suited
to determine oligopolistic outcomes. Theoretically, it is one of the strongest of all
the models when we consider the issues of interdependence.

4.2 The Kinked Demand Curve

It had long been observed that prices in oligopolistic markets often remained
unchanged for long periods, and a model was simultaneously developed by Sweezy
(1939) and Hall and Hitch (1939) to explain this price rigidity in oligopolistic mar-
ket structures. We consider the variant of the model suggested by Sweezy (see 
Figure 4.2).

Sweezy’s solution was based on the assumption that firms do not initiate a price
rise. They believe that if they did so rivals will not follow and consequently they will
lose a sizable share of the market. However, firms always follow a price fall, so as to
protect their market share. Prices can still be affected by large changes in demand
and supply conditions in the long run.

dD is the firm’s demand curve. The kink is at price P, the price at which the firm
is selling 0Q0. Above P the demand curve, as perceived by the firm, is dP, which is

        



relatively elastic and MR is positive. dP is elastic because the firm believes that rivals
will not follow a higher price and consequently at a higher price the fall in sales
would be high. PD is less elastic (inelastic) because the firm believes that a reduction
in price will be matched. Although it may temporarily enjoy an increase in sales,
eventually all the other firms will follow the price fall and the firm will suffer lower
sales and lower profits.

The gap between A and B, which the MC curve intersects, can be regarded as the
vertical section of the MR function. Profits are maximised where MC equal MR. To
the left of Q0 MR > MC, and to the right of Q0 MR < MC: thus profit is maximised
where the MC curve intersects the vertical discontinuity, which can be seen ana-
lytically as an extension of the marginal revenue function. We can now see that if 
MC rises or falls within the discontinuity, as shown by points A and B, price and out-
put remain constant. Thus Sweezy was able to demonstrate price rigidity or ‘sticky’
prices.

What factors affect the degree of price rigidity?

The degree of price rigidity depends on the length of the discontinuity AB, which
in turn depends on the angle of the kink, which in turn depends on the slope of 
the demand curves. Several factors which may affect the slope and elasticity of the
curves are as follows:

• Where there are few rivals, price increases are more likely to be followed since any
gains from lower prices may be quickly eroded. It could also be argued that, if
there are many rivals, they are more likely not to follow a price rise but equally
they may not follow a price reduction either. It might be argued that an inter-
mediate number of firms would generate the longest discontinuity.

• The size of the rivals may also affect the size of the kink. If there is one large firm
or clique of firms it may act as a price leader and all rivals will follow price
increases and decreases. In this extreme case there is no kink. This equally applies
to a situation where collusion takes place.

• Where goods are homogeneous with a high positive cross-elasticity of demand
the discontinuity is longer and price rigidity greater, as consumers are more likely
to shift to the low-price firms.

• Where entrants are unsure about the market structure or existing firms are unsure
about the intentions of entrants, firms may adopt a ‘wait and see’ attitude and be
reluctant to initiate price rises.

• A similar analysis can be applied to a ‘new’ industry in which firms are in the pro-
cess of ‘sizing’ each other up.

• Finally, one might argue that, where there is substantial shareholder control,
managers may be risk averse and decide to ‘play it safe’.

All these features (except the last point) simply reinforce the feeling of mutual
interdependence and the desire for stability. In contrast, the absence of a kink
implies a normal demand curve. This could occur as suggested where we have a
price leader or collusion.
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How realistic is the kinked demand curve hypothesis?

• Theoretically, the model can be attacked for not explaining how prices are
formed at the kink. The model begins with price as a given variable. It does not
tell us how prices are determined in an oligopoly context. It explains the exist-
ence of kinks, but not their location. It is an ex post rationalisation rather than an
ex ante explanation of market equilibrium.

• Second, one could argue that price rigidity can be explained in other ways. Firms
may be reluctant to increase price for fear of alienating their consumers. Firms
may wait for a convenient time to introduce one large price increase rather than
revise prices continuously, a strategy which may negatively affect buyer psy-
chology. Changing prices itself is a costly and complex process. In businesses
where such ‘menu costs’ are high, changes in price are less frequent.

• Sweezy’s argument that price increases are not followed but that all decreases are,
can also be challenged. A price reduction need not signal to rivals that a firm has
introduced an aggressive strategy to capture a larger share of the market. Rivals
may reason that the products being sold are of lower quality or that the firm has
financial problems. Rivals react according to how they interpret the price reduc-
tion. Likewise, price increases may be followed if firms believe that market con-
ditions warrant such an increase or if they face temporary shortages in capacity
and are unable to meet increases in demand.

4.3 Price Leadership

Let us now turn to another analysis of oligopoly models where interdependence is
recognised, namely price leadership or ‘parallel pricing’. It is a frequently observed
phenomenon that firms in oligopolistic markets change prices in tandem. One firm
announces a price change and soon all the other firms follow suit. There are three
types of price leadership.

Dominant price leadership

As the term suggests, the industry is dominated by one firm, due to its greater
efficiency (lower costs) or possibly its aggressive behaviour. The firm sets the price
and other firms follow through convenience, ignorance or fear. In fact, there is no
oligopoly problem as such, since interdependence is absent. The dominant firm
could act as a monopolist and eliminate rivals through a price war, but this would
clearly attract the attention of the government anti-monopoly agencies. A better
name for this type of behaviour could be ‘partial monopoly’ price leadership.

Barometric price leadership

Barometric price leadership exists where a firm announces a price change that
would, in time, be set by the forces of competition. It is simply the first to announce
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a price change. The leader is not necessarily the dominant firm in the market.
Indeed, one would expect the identity of the leader to change over time. The leader
acts as a ‘barometer’ for the market, and if it fails to interpret market conditions cor-
rectly, leadership passes on to other firms.

Effective price leadership

Barometric leadership is essentially of two types – the ‘competitive’ type and the
more dangerous ‘monopolistic’ type, which is often referred to as ‘effective’ price
leadership or ‘collusive price leadership’. The benign, competitive type is charac-
terised by:

• frequent changes in the identity of the leader

• no immediate, uniform response to price changes, i.e. a lagged response as fol-
lowers consider the suitability of a price change

• variations in market share.

Effective price leadership is then characterised by the absence of these conditions
and tends to exist where there are:

• a small number of firms, all fairly large

• substantial entry barriers

• an absence of marked product differentiation, to reinforce the feeling of 
interdependence

• low elasticities of demand, to prevent price cutting

• similar cost functions.

As the agreed leader changes price, all the other firms follow suit. There is no
overt or explicit collusion. All firms act independently. They realise that it is best to
co-operate tacitly in an orderly market rather than slide into the anarchy of price
wars. The effect can nonetheless be similar to overt price agreements.

4.4 Collusion

As we saw earlier, oligopolistic firms, finding themselves in industrial structures
characterised by interdependence and uncertainty, may attempt to avoid independ-
ent action and arrange some form of collusion in their industry.

Collusion can be viewed as a way of easing the pressures of competition by
unified action rather than just a strategy purely intended to maximise joint profits.
Three reasons can be suggested why oligopolists follow such a strategy:

• It is plausible. Collusion reduces the uncertainties of independent action and in
some weak forms it need not be illegal or at least not easily detected, e.g. price
leadership.

• It is realistic. Evidence shows that throughout the world anti-trust authorities are
never short of work in investigating the sharper end of collusive practices.

        



• Lastly, collusion is simple. Co-operation reduces the complexities of interdepend-
ence. Firms no longer need to speculate about the likely reactions of rivals.

What factors may tempt firms into collusive activity?

Increased profitability

The most often quoted reason for collusion is that, by decreasing the amount of
competition, firms can determine monopoly solutions and thus increase their
profits. The higher profits resulting from ‘near monopoly’ power can be adequately
illustrated by traditional microeconomic models, discussed later in this chapter.

Risk

Risk is the major influence in the setting up of co-operative structures. The risk fac-
ing firms is the variability of demand and competition from within the industry. A
possible escape from these risks would be for the firm to develop market power inde-
pendently on the basis of product differentiation, product innovation or vertical
integration. But such a strategy would be costly and highly uncertain. Collusion is
thus an obvious alternative solution to these risks.

Position and security

Both position and security matter to oligopolists, and any move towards a guarantee
of status and security, via collusive action, is attractive. Perfect competition and
monopoly, as theoretical ideals, are not concerned with market position. A perfectly
competitive firm regards itself as sufficiently insignificant to be concerned with 
status. In theory a monopolist, as a sole supplier, does not consider its position as a
goal or objective. It cannot better its position. On the other hand, an oligopolist is
aware of market share, for it defines its status in the industry. It may well wish to
improve market share or at least ensure that it is not eroded. In either event, the firm
cannot ignore its position and it forms a central issue in strategic decision making.

Access to market information

The desire for information may itself be the powerful drive towards an agreement.
All firms require information on which to base their decisions. The importance 
of such information depends on the degree of interdependence in an industry or 
the extent to which firms are ‘vulnerable to damage’ by the actions of other firms. 
Firms are most vulnerable when undertaking investment decisions. A firm does 
not wish to suffer the consequences of over- or underinvestment. The effect of 
such information exchange is to reduce firms’ vulnerability and to increase group 
cohesiveness.

Cartels

The term ‘cartel’ refers to a form of organisation or association adopted by inde-
pendent firms in an oligopolistic industry, in a clear attempt to achieve collusive
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rather than competitive strategies. It can cover a very wide range of organisational
forms, from the very informal to highly formal, semi-legal structures. Although
most people would view such associations as primarily attempting to increase joint
profits by restricting competition, in reality most firms enter cartel-type agreements
to protect themselves rather than from a desire to exploit the market. Agreements
tend, on the whole, to keep out or keep under control potential entrants and new
products that could threaten the stability of existing firms. Price fixing seems only
to be of secondary importance and usually as a means to support the less efficient
members. Profits are not spectacularly higher than one would suppose, thus sup-
porting the view that firms may aim at reasonable profits rather than maximising
joint profits.

Economic model of a cartel

The general model has many variants. We shall consider the simplest case, where a
centralised cartel has complete control over price and output decisions and alloca-
tion of profit. We assume that entry into the industry is successfully deterred and
that every firm’s output is homogeneous. The maximisation of the cartel’s profits is
thus seen as a monopoly problem and resolved by determining output and price
where the industry marginal revenue equals the industry’s marginal cost. The latter
is the horizontal summation of all the short-run marginal cost curves of individual
members.

Figure 4.3 represents a simplified two-firm case. Total industry costs are min-
imised by allocating quotas in such a way that the short-run marginal costs (SMC)
of each firm, when producing its quota, are equal to the SMC of all other firms. Thus
the inefficient firms, those with a steeper SMC, are assigned a lower output quota
than if they were independent. The reduction in output of the inefficient firms is
made up by an increase in the output of the efficient firms. This rationalisation
ensures that the rate of increase in total cost due to increased output of the efficient
firm is less than the rate of decrease in total cost due to the decrease in output of the
inefficient firms. The profit-maximising price set by the cartel is Pc and total indus-
try output is 0X, of which 0Xa is supplied by firm A and 0Xb by firm B. As mentioned
earlier, this type of static model is simplistic and many of the real-life problems of
risk, conflict and the nature of costs have been ignored.
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What factors encourage the development of and help sustain a 
successful cartel?

Industrial concentration and the number of firms

Firms find it easier to establish collusive strategies in industries characterised by high
levels of concentration (discussed in detail in Chapter 6). Essentially, this is based on
the view that, as numbers increase, the unanimity of goals diminish. With a dilution
of this unanimity, the group incurs greater enforcement (or transactions) costs. As
the number of firms grows so the costs of monitoring and adjusting to other firms’
behaviour grow at a faster rate than the number of firms joining the collusion.

Asymmetry of market shares

The asymmetry of market shares, i.e. the size distribution of firms, is another vari-
able that can affect the ability of firms to collude. It is commonly argued that, where
firms in an industry are of roughly equal size, the chance of collusion, ceteris paribus,
is enhanced. Substantial asymmetry implies a divergence of views between the large
and the small firms. The smaller firms may, for example, be reluctant to adopt quo-
tas based on existing market shares, while the larger firms may use the collusive
agreement as a springboard for increased dominance.

Product differentiation

Homogeneity of output or lack of product differentiation is also seen as an import-
ant factor in facilitating efficient collusion. One would expect, ceteris paribus, that
price fixing would be more difficult where there is marked product differentiation.
Firms selling homogeneous goods need only focus on a narrow range of pricing
decisions. The greater the number of variables affecting any real or perceived differ-
ences in the output, the greater the complexity for price fixing. A further complica-
tion is the degree of homogeneity over time. If a product is subject to change, due
to frequent technological improvements or changes in consumer tastes, a price
agreement would be all the more difficult to negotiate and sustain. Thus one would
expect collusion to be more difficult to arrange in an industry characterised by high
rates of product development.

Inelastic demand

Collusion is far more likely to be attempted where demand is inelastic. If higher
prices lead to higher revenues it is implicit that demand is inelastic. The cost of not
fixing a high price when the demand curve is inelastic is the higher profit forgone.
The implication is that the price agreement must cover all substitute goods, i.e.
include most of the firms in the industry.

Vertical integration

The success of cartel operations depends on the ability of member firms to be reas-
sured that fellow members are abiding by the terms of the agreement. They must
therefore be in a position to monitor deviations from such agreements. If one of the
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members is vertically integrated downstream, e.g. owns retail outlets, it may be able
to undercut the cartel price by effectively reducing its transfer price to its retail out-
lets. Unless the members are fully aware of the true costs involved in retail opera-
tions, they may be unable to detect such cheating. This state of affairs would then
compromise the efficiency of the cartel.

Strong trade association

The existence of a strong and efficient trade association provides the necessary oper-
ational mechanism for the setting up of the cartel. A trade association can gather,
process and disseminate information, and this function can form the basis of an
agreement.

Allied to a strong trade association one could briefly add the role of a strong indi-
vidual leadership in the development of cartels (see Case Studies 4.2 and 4.3). This
factor is discussed in more detail later in this chapter.

Pressures on cartel stability

The lack of long-run cartel stability has characterised most if not all agreements in
oligopolistic markets. Writers have frequently given examples of the inevitable
short-run nature of cartels. Where agreements appear to have lasted for some time
their effectiveness in promoting joint profit maximisation may, in fact, have been
negligible.

The reason why so many cartels fail to live up to expectations is that the ‘obvi-
ous’ solution to oligopolistic interdependence is far more complicated than it may
at first appear. The complication is that what appears optimal for the group may not
be optimal for each of the individual members. This divergence of interests neces-
sitates some method of bargaining to reconcile these differences. One reason for the
instability of co-ordinated action is that the bargaining strength of members can
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Case Study 4.2

A large international cartel

European Commission press release: ‘Commission imposes fines on
vitamin cartels’
On 21 November 2001 the European Commission fined eight companies 
a total of a855.22 million for participating in eight distinct secret market-
sharing and price-fixing cartels affecting vitamin products. Each cartel had a
specific number of participants and duration, although all operated between
September 1989 and February 1999. Because Swiss-based company Hoffman-
La Roche was an instigator and participated in all the cartels it was given the
highest cumulative fine of a462 million. ‘This is the most damaging series of
cartels the Commission has ever investigated due to the sheer range of vita-
mins covered which are found in a multitude of products from cereals, biscuits
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and drinks to animal feed, pharmaceuticals and cosmetics,’ said Competition
Commissioner Mario Monti. ‘The companies’ collusive behaviour enabled
them to charge higher prices than if the full forces of competition had been at
play, damaging consumers and allowing the companies to pocket illicit
profits. It is particularly unacceptable that this illegal behaviour concerned
substances which are vital elements for nutrition and essential for normal
growth and maintenance of life.’

Following the opening of an investigation in May 1999, the European
Commission has found that 13 European and non-European companies par-
ticipated in cartels aimed at eliminating competition in the vitamin A, E, B1,
B2, B5, B6, C, D3, Biotin (H), Folic acid (M), Beta carotene and carotinoids
markets. A striking feature of this complex of infringements was the central
role played by Hoffmann-La Roche and BASF, the two main vitamin produc-
ers, in virtually each and every cartel, while other players were involved in
only a limited number of vitamin products. [The heaviest fines were imposed
on F. Hoffmann-La Roche AG (Switzerland), b462m and BASF AG (Germany),
b296.16m. The next highest was Takeda Chemical Industries Ltd ( Japan) b37.05m.]

The cartels
The participants in each of the cartels fixed prices for the different vitamin
products, allocated sales quotas, agreed on and implemented price increases
and issued price announcements in accordance with their agreements. They
also set up a machinery to monitor and enforce their agreements and particip-
ated in regular meetings to implement their plans.

The modus operandi of the different cartels was essentially the same if not
identical (‘target’ and ‘minimum’ prices; maintenance of the status quo in
market shares and compensation arrangements). In particular it included:

• the establishment of formal structure and hierarchy of different levels of
management, often with overlapping membership at the most senior levels
to ensure the functioning of the cartels

• the exchange of sales values, volumes of sales and pricing information on a
quarterly or monthly basis at regular meetings

• in the case of the largest cartels, the preparation, agreement and imple-
mentation and monitoring of an annual ‘budget’ followed by the adjust-
ment of actual sales achieved so as to comply with the quotas allocated.

The cartel arrangements generally followed this scheme, pioneered in vita-
mins A and E, with certain variants in other products. Hoffmann-La Roche
acted as the agent and representative of the European producers in the meet-
ings and negotiations held in Japan and the Far East.

The simultaneous existence of the collusive arrangements in the various
vitamins was not a spontaneous or haphazard development, but was con-
ceived and directed by the same persons at the most senior levels of the under-
takings concerned.

Source: http://europa.eu.int/rapid/start/cgi/guesten.ksh?p_action.gettxt=gt&doc=IP/01/
1625|0|RAPID&lg=EN

        



change in unpredictable ways. The consequence of these changes is that the group
must fashion ‘outlets’ for these changes, which in turn can be regarded as mutually
acceptable forms of competition within the group. These ‘outlets’ could, for example,
allow firms some individual control over cost-saving innovations, to pursue product
differentiation, to invest in innovatory activity etc. There would thus be a recogni-
tion that superior skills must somehow be rewarded. These ‘outlets’ would diminish
the ability of the group to maximise joint profits. But, more importantly, these ‘out-
lets’ might not be sufficient to control the latent competition. As a result, skirmishes
and wars often break out.

We shall examine some of the specific factors which can lead to the frustration
of collusive agreements. These factors can be classified into three groups: those that
arise from the internal pressures or constraints facing the firm, those that arise from
the external environment, and those that might be considered as non-economic
issues.

Internal pressures

Seller concentration and smallness of number

Communication among colluders is cheaper and detection of cheating is easier 
the more concentrated the industry. Consequently, the degree of seller concen-
tration affects the stability of collusion. If the number of firms is small, retaliation
(the deterrent to cheating) is that much faster. If the retaliation lag is lengthy, the
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Case Study 4.3

A small local cartel

The Yorkshire bus cartel
Two UK national bus companies, Arriva and FirstGroup, owned Yorkshire sub-
sidiaries. In March 2000 directors of the two subsidiaries met in a Wakefield
hotel to discuss potential co-operation with regards to bus routes in the Leeds
area. Arriva directors had offered to give up two routes, 1B and 96A, which
involved five buses, and leave FirstGroup free of any competition. In return
FirstGroup agreed that if the five Arriva buses were switched to two other
routes (223 and 224) then it would ‘deregister’ its services on these two routes.

On the basis of witness statements and evidence of registrations and dereg-
istrations of bus routes in question, the Office of Fair Trading concluded that
the two companies had entered into a market-sharing agreement.

FirstGroup was fined around £500,000 and Arriva around £300,000. How-
ever, under the OFT’s ‘leniency programme’, FirstGroup’s fine was reduced to
zero, since they were the first to admit their guilt and then fully co-operated
with the OFT investigation.

Source: Based on the OFT Report Market Sharing by Arriva plc and FirstGroup plc, 
30 January 2002 (Case CP/1163-00).

        



payoff from cheating becomes more attractive since the short-run gains from cheat-
ing outweigh the long-run losses of lower future profits.

Different goals of members

When faced with a heterogeneous collection of firms, existing in an uncertain coali-
tion, it is more than probable that the individual firms have substantially different
goals. Thus, there may be an inherent internal goal conflict which may remain
lightly buried in the interests of group solidarity and then rise to the surface at any
time. Members may disagree over short- and long-run policies; the due regard that
should be paid to potential competition; how best to treat the risks of any govern-
ment reaction to anticompetitive behaviour, etc.

Extent of non-price competition

A cartel is more unstable if there are possibilities for non-price competition. If 
the elimination of price competition leads to the development of alternative forms 
of competition, such as product innovation and advertising, any advantage of 
co-operative action could be dissipated by these competitive ‘outlets’. An effective
cartel must thus ensure that firms do not gain an ‘edge’ over their rivals by non-
price strategies.

Sanctions

The ability of a cartel to employ effective sanctions against cheats ensures cartel dis-
cipline and stability. It is a fact of cartel life that, if additional profits can be realised
by cheating, then cheating occurs, unless some policy of deterrence is adopted. One
should nonetheless bear in mind that if it appears to be in the economic interests
of a firm to break an agreement, no sanction is likely to be very effective. At best,
sanctions should be viewed as an additional constraint on potential independent
action and not the prime force for stability.

External pressures

Entry

In the long run, the stability and profitability of collusion depend on the ease or
difficulty of entry into the industry. If a cartel can shelter behind effective entry 
barriers, it may enjoy the necessary time and space to prosper and solve the often
conflicting demands of its members. If, on the other hand, entry barriers are low,
the cartel faces competitive pressure from potential entrants.

It follows that, in most cases, some policy of entry prevention must be instituted.
The term ‘entry barrier’ is used loosely in this context. An entry barrier implies the
entrant faces costs of gaining a foothold in the market, costs which existing firms
have managed to avoid. Barriers of this type are rare. Small entrants incur disad-
vantages due to their scale of operations. But their scale may eventually increase and
efficient organisation may result. Thus, a more valid approach in this context would
be to consider the factors that lead not to increasing the height of an entry barrier
but to lengthening the time necessary to achieve successful entry. (Entry barriers are
discussed in Chapter 6.)
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Existence of non-cartel firms

The prior discussion assumed that cartels are always threatened by the existence of
firms competing outside the cartel organisation. This rests on the belief that non-
cartel firms, enjoying profits higher than the loyal cartel members, will tempt the
latter to desert the cartel and undermine its existence.

Changes in demand

One can argue that a reduction in market demand places strains on an agreement.
As demand falls, sales drop and firms are tempted to undercut the cartel price in a
bid to keep their remaining customers. The temptation need not affect all firms
equally; some, which may enjoy relatively high profits, may regard the reduction in
sales as temporary and may urge all firms to keep their nerve and ride out the squall;
others, who are earning lower profits, may view the decline as a real threat to their
future and attempt any strategy to survive. The climate of falling demand may thus
create mutual suspicion and fear, which eventually leads to the breakdown of the
price agreement.

An alternative view is that collusion is in fact more difficult to enforce in times
of increasing demand. A firm facing an expanding market and, at the same time,
being undercut by rivals may not be in a position to detect such cheating, since its
own sales are rising. It would have to determine whether its sales were growing in
the same proportions as those of its rivals. Suspicion that other firms may be steal-
ing a more than proportionate share of the expanding market may force a firm to
abandon the agreement.

Buyer concentration

Generally, one would expect that cartel stability is enhanced by the lack of market
power of buyers. If the buyers are powerful, they may well threaten agreed prices by
moving to alternative sources of supply; or by suggesting reciprocal transactions
with individual firms. Equally, an atomistic group of buyers would help to maintain
stability among the colluders by virtue of the difficulty of sellers to cheat on the
established price. The more buyers there are, the greater is the chance of a firm being
found out to be cheating.

Non-economic factors

Leadership

Most economists would naturally shy away from considering a variable such as leader-
ship. Theory, with its emphasis on structural characteristics, tends to sit uncomfort-
ably with such sociological aspects of organisational behaviour. The development of
an agreement, nevertheless, requires that someone takes the lead and organises the
initial meetings. People need to be persuaded, coaxed or even threatened to join the
cartel. Thus someone must possess the leadership qualities necessary to form and con-
trol such a group. Likewise, a strong personality set against the idea of co-operation
may frustrate any attempt at such a strategy.
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Trust

One of the central questions surrounding successful collusion is whether the col-
luders can trust one another. If this trust is lacking, no amount of sophisticated price
and output agreements can prevent the group from being under continual pressure.
The lesson is obvious: if trust is absent, it must be built up.

Social homogeneity

If the participants to an agreement share the same social background, their group
adhesion goes some way to ensure stability and trust. To cheat on one’s social group
is to run the risk not only of suffering the economic loss of forgone future profits
but also the disutility of social stigmatisation. The cheat is branded as the outsider
and denied the support and comfort of the social group.

Let us sum up the chief characteristics of a successful cartel. In the absence of legal
sanctions what factors would we most likely observe in an industry to ensure cartel
success? Certainly, smallness of number helps in the handling and evaluation of
information flows. Similar cost functions tend to remove some of the potential
conflict between firms of differing efficiencies. Attempts at an equitable and fair
division of the profits should be seen to be attempted. Demand should be relatively
inelastic at the pre-cartel price, to ensure increased revenues at lower levels of out-
put. Potential members must be shown the benefits of co-operative action. The car-
tel must also ensure that entry is made difficult so as not to dilute too much of its
gain. The cartel must guard against other external threats to its stability, notably any
significant changes in demand and technology. In effect, the fewer decisions the
members of a cartel are called on to make, in dealing with any structural imperfec-
tion, or changes in internal or external conditions, the greater the chance of success.

4.5 Game Theory

Game theory is an attempt to determine solutions to various outcomes based on the
actions of independent players. A game is a situation where two players or firms com-
pete, e.g. for market share. Courses open to the players are known as strategies, and
we assume all strategies for all players are known. Strategies open to oligopolistic firms
can refer to changes in price, product design, advertising, output, public relations,
and so on. Each firm then faces a payoff for every given set of strategies. This can be
illustrated by the use of a simple table or payoff matrix (see Figure 4.4). 

Figure 4.4 illustrates the payoff matrix for two firms A and B. Firm A’s strategies
are ‘w’ and ‘x’, while firm B’s are ‘y’ and ‘z’. The elements in the matrix represent
the payoffs (for example profits) to the two firms. The first figure refers to A’s pay-
off and the second to B’s payoff. Thus for example if firm A selects strategy ‘x’, while
firm B selects strategy ‘y’, A’s payoff (profit) is 6 and B’s payoff is 0, i.e. no profit.
Each firm then selects that strategy that gives it the best outcome, given the likely
strategies of the other firm. If both firms can achieve this we have what is referred to
as a ‘Nash equilibrium’, which means that no firm can improve its payoff, given the

        



actions of the other firm. In Figure 4.4 we have four possible strategy pairs (wy, wx,
xy and xz) and thus four possible outcomes to the game:

• Strategy pair ‘wy’ cannot be a Nash equilibrium, since firm A can improve its pay-
off from 4 to 6 by selecting strategy ‘x’.

• If we consider strategy pair ‘wz’, again, firm A can improve its payoff from 0 to 2
by selecting strategy ‘x’. Thus this cannot be a Nash equilibrium.

• Strategy pair ‘xy’ is also not a Nash equilibrium since firm B can improve its payoff
from 0 to 2 by selecting strategy ‘z’.

• The fourth option, strategy pair ‘xz’, is an outcome that no firm can better, if it were
to choose a different strategy. Thus, given the fact that firm B has selected ‘z’, firm
A cannot do better than strategy ‘x’. Likewise, given the fact that firm A has
selected strategy ‘x’, firm B cannot do better than strategy ‘z’.

It is interesting to note that, in this game, both firms would have been better off
had they chosen strategy pair ‘wy’. This is known as a prisoners’ dilemma game and
is discussed in the following sections.

Types of game

Broadly speaking, games fall into two categories, co-operative and non-co-operative
games. In the case of a co-operative game, it is assumed that firms can negotiate a
agreement. Thus, when a seller and a buyer haggle over the price of a good, we are
faced with a ‘game’ which can be resolved by an agreement (whether verbal or writ-
ten) over a mutually beneficial price. Equally, when two producers decide to collude
over prices or output, we also have an agreement. However, where agreements are
not possible, e.g. when two firms fight for market share, we are faced with non-
co-operative games.

Games can also be classified according to their outcomes. A constant-sum game
occurs when the sum of the payoffs to both players is always equal. Thus, if a game
concerns strategies to divide up a market worth £200 million in sales, then all strat-
egy pairs for the firms sum to that figure. Thus, if one firm were to account for sales
of £120 million, the other firm would enjoy sales of £80 million. A game may be
non-constant when the outcomes vary with different strategies.

A zero-sum game occurs where one firm’s gain is exactly equal to another’s loss. A
game of poker is a zero-sum game in that one player’s winnings are exactly matched
by the losses of the rival player.
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Figure 4.4 A simple payoff matrix

        



Finally, we can distinguish games that are positive-sum games, where both players
are better off after the game, e.g. an exchange between a producer and a consumer;
and negative-sum games, where both players are worse off after the game. This may
occur in situations of price wars where firms force losses on each other by setting
lower and lower prices. Although both lose profits in the short run, both hope that
they emerge victorious and recover these losses in the long run.

Dominant strategies

The solution to a game was briefly outlined in Figure 4.4. Let us turn to a more for-
mal analysis of how an equilibrium can be determined. An equilibrium is defined
when both firms achieve a dominant strategy, which is a strategy that is optimal for
a player or firm, regardless of what the rival does. Let us consider the game illus-
trated in Figure 4.5.

Assume firm A can choose one of three strategies, a, b and c, while firm B can
choose from four, w, x, y and z. These strategies are shown in the payoff matrix as
Figure 4.5. The elements in the matrix refer to firm A’s payoff, e.g. market share, for
each possible combination of strategies. We further assume that the constant value
of the game (i.e. size of the market) is 20. If firm A chooses strategy ‘c’ and firm B
chooses strategy ‘w’, firm A wins 6 and firm B wins 14 (the constant value of the
game less A’s winnings).

Firm B chose strategy ‘w’ because it yielded the greatest payoff, given firm A’s
choice. Alternatively, if we assume that firm B chose strategy ‘y’, firm A would have
chosen strategy ‘c’ to maximise its gain. Firm A realises that for any strategy (row) it
selects, firm B selects that strategy (column) which minimises firm A’s winnings (and
maximises firm B’s winnings). Thus firm A has to be aware of the row minima, the
worst possible outcomes of each strategy. Faced with row minima of 9, 4 or 6, firm A
selects strategy (row) ‘a’ since it guarantees the largest return. Had it selected any
other strategy (row), firm B could have forced a lower payoff on firm A. In all cases,
firm A selects that strategy that corresponds to the maximum of the row minima, a
procedure referred to as maximining. This represents firm A’s dominant strategy. In
a similar way firm B is interested in column maxima, which represents its worst out-
comes. To ensure the best payoff, firm B selects the strategy which corresponds to
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the minimum of the column maxima. Firm B minimaxes. The two dominant strat-
egies are identified by the two shaded rectangles in Figure 4.5. Since strategy pair ‘ax’
is determined, firm A wins 9 and firm B wins 11.

This game is known as a two-person, strictly determined, constant-sum game. It is
‘strictly determined’ since it has a unique solution or equilibrium, ‘two person’ since
only two players are involved, and ‘constant sum’ since the sum of the shares of the
two players is always constant (in this case 20). In reality, most games are not strictly
determined, i.e. there is no convenient equilibrium. This then requires alternative
approaches to attempt a possible solution to the game. These approaches can be
found in more advanced textbooks in strategic management.

Prisoners’ dilemma

A prisoners’ dilemma game is said to exist when there are gains to be made by play-
ers colluding. However, the collusive solution is unstable since greater gains can be
made if one player moves independently (cheats), on the assumption that its rival
sticks with the agreement. Let us consider a situation where two prisoners are separ-
ated physically and no communication between them is possible. Each is told the
following:

1 If you both confess you will receive the normal punishment (5 years in prison).

2 If neither of you confesses you will both go free (0 years in prison).

3 If you confess and your fellow prisoner does not, you will go free and receive an
extra benefit of £500,000. (This is shown as 0+ in the matrix.)

4 If you do not confess and your fellow prisoner confesses you will receive a sen-
tence of 20 years.

The strategies open to both prisoners can be illustrated by the payoff matrix
shown as Figure 4.6. The matrix shows the payoffs to both prisoners in terms of
years in prison. In each case A’s payoff is first, followed by B’s.

A considers his position and determines strategy. If he confesses and B confesses
he spends 5 years in prison. If he confesses and B does not confess he gains his free-
dom and an additional reward. This is preferable to his other strategy which is not
to confess, in which event he receives a 20-year sentence if B confesses or freedom
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Figure 4.6 Prisoners’ dilemma game

        



if B does not confess. Thus, faced with the worst possible outcomes of prison for five
years or 20 years he selects the ‘best of the worst’ and confesses. Similar reasoning
applies to B. Thus both prisoners confess (the shaded strategy) even though it was
mutually desirable for neither to do so!

This type of game can be applied to oligopolies where firms decide to collude. In
this case the firms’ mutual interest might be to abide by the terms of the oligopoly
agreement, yet the temptation to cheat may be too great to achieve such a solution.

The matrix in Figure 4.7 shows the payoffs to both firms. As before, A’s payoff is
shown first and B’s is second. It is clear that it is mutually beneficial for the firms to
collude, which would result in each gaining 160. However, each realises that to stick
to the collusive agreement ‘invites’ the rival to cheat and result in a zero return.
Both decide to cheat and both lose by determining a sub-optimal solution. For a
prisoner’s dilemma game to be resolved in the oligopoly context, the agreement
may have to be accompanied by an enforceable contract (whether legal or otherwise)
to keep members to the ‘collude, collude’ strategy pair. Equally, prisoners are more
likely not to confess to crimes if they know that to confess might impose greater
costs in the long term in the form of a ‘contract’ on their life!

Do all potential prisoners’ dilemma games generate sub-optimal solutions?

We may observe optimal outcomes if we relax some of the assumptions. The reasons
for more stable, more beneficial outcomes may depend on the following factors:

• An optimal solution can be achieved if there is a high degree of information 
and communication between the rivals. If firms meet frequently they are able 
to exchange information and monitor each other’s actions. If our two prisoners
were not segregated they could determine their best strategies by a continual
examination of their options. The nuclear war game ‘played’ by the United States
and the Soviet Union in the 1960s and 1970s was likened to a prisoners’ dilemma
game. The choices were whether to attack the rival with a pre-emptive strike or
whether to stick to the ‘non-first use’ agreement. One reason why the optimal
solution (sticking to the agreement) was followed, was the installation of the ‘hot
line’ between Washington and Moscow to allow the two countries to exchange
regular information at the highest level of government.
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Figure 4.7 Prisoners’ dilemma game – unstable collusion

        



• Another important feature regarding the solution to the game is the length of the
reaction lags. The longer the reaction lag the greater the temptation for a player
to act as an aggressor. This is especially true in cartels, where the greatest deter-
rence to cheating is immediate discovery and punishment. In the nuclear war
game reaction lags were also crucial to ensuring that both sides kept to the agree-
ment. Each side boasted that it could retaliate within minutes if attacked by the
other, thus ensuring that there was no ‘first mover advantage’. This policy
became known as ‘mutually assured deterrence’ or MAD.

• Finally, we must also take into account the dynamics of rivalry. Is the rivalry 
continuous or a ‘one-off’ affair? If rivalry is continuous players learn over time that 
co-operation is preferable to outright rivalrous behaviour. Professional criminals
have no problem with the prisoners’ dilemma! Experience has taught them that
silence is the best option. In the context of an oligopoly, firms change prices,
alter product lines, determine advertising strategies, continuously. Thus many
firms learn over time that aggressive behaviour leads to ‘tit for tat’ reactions from
rivals that cancel out any short-term gains. Thus a price reduction does not
benefit a firm for very long as the rival responds with its price cut, with the result
that both firms are worse off. Firms soon learn to ‘accommodate’ rivals and
attempt to seek optimal solutions. These sorts of game are referred to as repeated
games.

Sequential games

Most of the games examined so far have focused on rivals acting simultaneously.
But, as in the case of a tit for tat game, there are games that follow a sequence. One
firm may decide to increase its advertising budget and the rival has to decide how
best to react. Choices facing a firm can then be mapped in the form of decision trees.
Consider the following example.

Assume two toothpaste manufacturers are considering a new product launch.
They have a choice of launching one of two products. One product’s focus is on its
decay prevention properties, while the other is on its taste. We also assume that the
decay prevention paste is more popular with the consumers. Figure 4.8 illustrates
the outcome if both firms move simultaneously, ignorant of what their rival is plan-
ning. Once again A’s payoff is first and B’s is second.
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Figure 4.8 The toothpaste game
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Figure 4.9 The toothpaste game as a sequential game

In this case, if both were to launch the toothpaste simultaneously, both would
probably opt for the decay prevention variety. This would result in a loss for both
firms. If, however, we consider a sequential game, where firm A is the first to launch
the new product, a different outcome results. A realises that whatever product it
launches the rational response of B is to launch the alternative. It therefore decides
to launch the decay prevention paste knowing that B will react by selecting the
‘tasty’ paste. A will gain 20 and B will gain 10. This outcome can be illustrated with
the use of a decision tree in Figure 4.9.

In Figure 4.9 the outcomes of the strategies are shown at the end of each branch.
For firm A the best outcome would be to win 20. To achieve this outcome firm A
launches the decay prevention paste, knowing that firm B will produce the ‘tasty’
paste. Clearly firm A has the benefit of ‘first mover advantage’.

Game theory has undoubtedly added to the analytical toolkit of the micro-
economist and the industrial economist. Nonetheless, there are two general criti-
cisms. First, the games suggest that firms should always assume the most pessimistic
of reactions from their rivals and thus follow a minimax (or maximin) strategy. There
may be instances where such behaviour is not seen in oligopolistic markets, and to
pursue a minimax strategy while a rival does not would imply lost profits. Second,
the games do not generate unique solutions, since strategic decisions and outcomes
are dependent on sociological and psychological as well as economic variables. The
analyses develop a better understanding of oligopolistic behaviour but are weak at
predicting that behaviour.

4.6 Conclusion

It is clear from the discussion in this chapter that oligopoly theory is inconclusive.
We have no clear and unambiguous solutions to the central issue of interdepend-
ence. Firms and individuals react in many different ways and this is reflected by the
great number of models that occupy the analysis of oligopolistic markets. Each one
of the models we have covered, and indeed many others, reveals but a small part of
wide-ranging oligopoly behaviour and we are as yet far from developing a general
theory of oligopoly. It is important to remember that a proper analysis of such struc-
tures must recognise the role of rivals and that firms are dependent on these rivals.
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Discussion Questions

1 Discuss the factors that affect the level of interdependency felt by firms in
oligopolistic markets.

2 Identify the major characteristics of industries prone to collusion. Give examples
of industries which might therefore be candidates for collusive behaviour.

3 Why is it necessary to police cartel agreements?

4 Discuss the difference between collusion which is covert and collusion which
takes place openly, as in the case of OPEC.

5 Repeated games suggest that rivals are more likely to co-operate than to compete.
Can you think of situations where firms are likely to compete in repeated games?
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• organisational ecology

• strategic groups

• structure conduct performance
paradigm

• transaction costs

5.1 Introduction

Competitive market analysis normally involves some reference to the number and
size distributions of firms, the types of product produced, the extent to which estab-
lished firms control prices, the ease with which firms can enter or exit markets, and
the ease with which information flows between firms and consumers and the 
resulting conditions facing both of these groups. This chapter provides an overview
of the empirical approaches to competition analysis, drawing primarily on the

Objectives

Approaches to Competitive
Market Analysis

By the end of this chapter, the reader should be able to understand:

• and analyse the structure conduct performance paradigm

• the difference between static and dynamic views of competition

• the contribution of the managerial approach to competitive
analysis

• and discuss strategic groups in various industries.

Key Concepts

• Austrian School

• Chicago School

• contestable market

• distinctive capabilities

• five forces model
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microeconomic theories outlined in Chapters 3 and 4. We introduce contribu-
tions from industrial organisation, sociology and strategic management. We adopt
a selective approach to examine some of the approaches that have helped illuminate
our understanding of the ways in which firms and industries behave and perform.
An analysis of these issues gives managers, researchers and policymakers useful 
information as to how buyers and sellers behave in a particular market and the
implications of this for profitability and efficiency of firms and the quality and avail-
ability of products and services to consumers. The rest of this chapter is structured
as follows. In section 5.2, we examine the structure conduct performance paradigm.
This approach has formed the basis of an empirical understanding of the relation-
ship between market structure, firm behaviour and firm performance. Section 5.3
discusses alternative approaches to competition analysis. Section 5.4 examines
empirical evidence to assess whether any observed abnormal profits in certain indus-
tries are the result of established firms colluding to raise industry prices or merely
reflect efficiency differences across firms. This section also introduces the intermedi-
ate concept of strategic groups, which is an approach that argues that variables spe-
cific to groupings of firms within industries can explain variations in performance.
Finally, section 5.5 draws together the various approaches to competition analysis.

5.2 The Structure Conduct Performance Paradigm

The seminal writers in the field of industrial organisation were Edward Mason
(1949) and Joe Bain (1959), who developed a framework for analysing the competit-
ive conditions in industries. This framework became known as the structure conduct
performance (SCP) paradigm. As the name suggests, the SCP approach examines how
the structure of industry relates to the behaviour and performance of firms.

The structure conduct performance approach has the following uses:

• It allows industry data to be subdivided into meaningful components.

• It is grounded in the microeconomic theories of market structure (discussed in
Chapters 3 and 4), which imply that there should be a relationship between
industry structure, conduct and performance.

• It suggests a role for government intervention in industry. For example, regula-
tion can be used, if necessary, to increase competition.

An overview of the SCP approach is reproduced schematically in Figure 5.1,which
we now discuss.

Demand and supply conditions

The conditions of supply and demand (analysed in Chapter 1) in any industry will
define the structure of that industry. Supply conditions include the availability and
cost of raw materials and the state of technology. Demand conditions include the
market size and methods of procurement.

We will now examine the factors that constitute the division of industry data
into structural, conduct and performance variables. The basic supply and demand

        



conditions (outlined in Chapter 1 and earlier in this chapter) determine the indus-
try structure, which in turn has fundamental effects on the conduct and perform-
ance of firms within any given industry.

Industry structure

Structural characteristics often change slowly and can be regarded as fixed over
time. Government policies can alter industry structure (for example, by introducing
or removing barriers to entry). We can identify the following as some of the more
important structural variables.

Concentration

This refers to the amount of market power held in the hands of a few firms and is
normally measured by the share of total industry sales, assets or employment con-
trolled by the largest firms in the industry. (We discuss how to measure and inter-
pret concentration in Chapter 6.)

Product differentiation

This refers to the nature of the product. To what extent is the product identical to
those produced by other firms; to what extent is it unique? If there is no product
differentiation, firms produce identical products and a market structure such as 
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Figure 5.1 The SCP framework

        



perfect competition prevails. Any change in the nature of the product whether real
or imagined will alter the elasticity of demand for an individual firm’s product. This,
in turn, will have implications for revenue and profitability of the established firms.
(We examine the causes and consequences of product differentiation in Chapter 7.)

Size of firms

In Chapter 2, we discussed the importance of a firm’s size, for efficiency. Essentially,
the larger the firm, the more likely it will be able to benefit from economies of scale
and scope, which ultimately feed through to lower costs and higher profits. How-
ever, firm size may also grant an individual firm market power, which can be used
to charge customers high prices, ultimately leading to higher profits. Overall, we
would normally expect a positive relationship between firm size and profitability.
However, it is by no means clear whether the relationship is a consequence of lower
costs or of large firms exercising market power by charging consumers higher prices.
As we see in Chapter 11, this poses policymakers with a formidable challenge when
formulating measures to ensure competition in any given industry.

Entry and exit conditions

In Chapter 3, we saw that the extent to which barriers to entry and exit exist deter-
mines both the short-run and long-run equilibrium conditions in any given indus-
try. Entry and exit conditions determine the ease with which new firms can enter
or existing firms can leave the industry. If entry is difficult, established firms are
sheltered from outside competition and are likely to be able to raise prices to make
abnormal profits, even in the long run. (We examine the causes and consequences
of barriers to entry and exit in Chapter 6.)

Vertical integration and diversification

Vertical integration describes the extent to which firms are involved in one or more
stages of the production process. For example, a firm may not only manufacture a
product, but also be involved in the retailing and distribution of that product.
Alternatively, a firm may source its own raw material inputs to supply its manufac-
turing division. Consequently, vertically integrated firms have greater certainty in
obtaining supplies of raw materials and are more likely to have guaranteed distribu-
tion outlets for their manufactured products. (An in-depth discussion of vertical
integration as a business strategy is provided in Chapter 9.)

Diversification describes the extent to which the firm produces a range of products
across geographic or product space. In other words, a firm may produce and sell a
similar product across different regions or countries or numerous products across
the same geographic market. Diversified firms are less exposed to risk than their
non-diversified counterparts. This is because any losses incurred in one market can
be recouped by profits made in another.

Firm conduct

Conduct refers to the behaviour (or strategy) of firms under a given set of cir-
cumstances, normally determined by the structural characteristics of industry. The 
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structural characteristics outlined earlier determine firm objectives, which in turn
feed through to firms’ price and non-price decisions. We examine firm conduct with
respect to business objectives, price and non-price strategies next.

Business objectives

The objectives which firms follow often flow from the inherent structural charac-
teristics of their industry. Objectives may include the pursuit of profit, growth, sales
maximisation or the utilisation of managerial discretion to pursue non-financial
objectives. The overall business objective of a given firm is likely to determine how
the firm behaves when formulating price and non-price strategies. For example,
although included under the structural heading (given earlier), firms may also wish
actively to pursue strategies of vertical integration and diversification. (We examine
vertical integration and diversification in more detail in Chapters 9 and 10.)

Price strategies

The extent to which firms follow a given price strategy may also flow from industry
structure. As we saw in Chapter 3, under perfect competition firms price products at
competitive levels (i.e. where prices equal marginal costs), while under monopoly,
prices exceed marginal costs. Firms can pursue many types of pricing strategies such
as entry-deterring price, collusive pricing, price leadership and price discrimination.
(Case Study 3.2 provides a brief discussion of these issues.)

Non-price strategies

Such strategies may include product differentiation or expenditures on research and
development.

Product differentiation

This can occur by changing the physical attributes of a product or service. Altern-
atively, differentiation can take place in a psychological sense, whereby consumers
believe that similar products are somehow different.

Research and development

Expenditures on research and development activities can lead to technical advances
as new products and processes are introduced. Firms may undertake basic, applied
research and development work in order to produce innovative commercial prod-
ucts and processes, which will give them advantages over rivals. The diffusion of
these new products and processes will ultimately determine the performance and
growth of industries and countries.

(We discuss product differentiation and research and development in Chapters 7
and 8.)

Performance

When assessing the implications of performance for competition, one can focus 
on a number of variables such as profits, cost efficiency, quality of products and
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technical progress relating to production and distribution processes. The most pop-
ular measure of performance has been profitability.

Economists have opted for various profitability measures, many of which utilise
accounting data to proxy for economic profitability (see Chapter 3). These measures
have proved popular as data is readily available from the annual reports of firms.
Profits are normally expressed as a return on assets, shareholder equity or sales. By
comparing any observed profits with that of the relevant (industry) peer group,
researchers and government policymakers can assess whether firms are making 
normal or supernormal levels of profitability.

As we will see later, however, it is often not clear why firms earn high levels of
profits. The traditional SCP approach argues that superior profitability may result
from established firms pursuing anticompetitive practices aimed at distorting or
eliminating competition. However, later work contends that high profits are just as
likely to arise from efficiency advantages held by established firms or returns (appro-
priated) from innovatory behaviour.

Overall, the SCP approach attempts to explain and predict the performance of an
industry as a consequence of market structure. The emphasis is therefore on the
structure of industry and how it influences conduct and performance. The solid
arrows in Figure 5.1 show this. The approach assumes that the smaller the number
of firms in an industry, the greater the likelihood of the abuse of market power
(through collusive activities or the exercise of monopoly power) and the greater the
profitability of these established firms. However, conduct and performance itself can
influence the future structure of an industry. For example, a firm can reinvest profits
in research and development activity to produce new products and processes, thus
affecting cost and demand conditions of the industry. The dashed arrows show feed-
back effects of performance and firm behaviour on industry structure.

As we stated earlier, the SCP approach acknowledges the role of government
intervention in industries where competition does not prevail. If competition is 
limited or absent, there may be a fall in product quality, lack of choice for consumers
and an increase in prices charged. Consequently, policymakers have been interested
in pursuing policies aimed at promoting competition. In the UK, along with most
developed countries, governments have introduced successive pieces of legislation
aimed at promoting competition by pursuing policies aimed at altering the structure
of industries and the behaviour of firms in these industries (shown by solid arrows).
Strict regulation of prices and rates of return often accompany this type of policy for
firms operating in industries that can be regarded as natural monopolies. It is pos-
sible, however, that large firms can use their influence to alter government policy
toward industry (shown by dashed arrows). (We examine competition policy and
regulation in Chapter 11.)

Although it is a useful approach to understanding how competition can be ana-
lysed, the SCP approach is not without difficulties. We now briefly examine some of
these difficulties before assessing subsequent contributions to competition analysis.

A critique of the structure conduct performance paradigm

• The SCP approach draws on theories of market structure (discussed in Chapters 3
and 4). These theories can be adapted to examine the behaviour of firms and
industries. However, these theories do not always give us exact relationships
between structure, conduct and performance.
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• Structure can be measured by a multitude of indicators. Unfortunately, many
economists tend to measure structure by concentration. This is primarily because
data is easy to find in government statistics. As a consequence, there is a danger
of overemphasising the importance of concentration. (We revisit this problem
briefly in Chapter 6.)

• The SCP approach has been criticised for providing a ‘snapshot’ of competitive
conditions. The approach does little to explain how the industry has evolved into
its current state and what, if any, the future changes of industry structure and
firm behaviour are likely to be.

• It is often difficult to decide which variables belong to structure, which to conduct
and which to performance. For example, the extent of advertising, vertical integra-
tion and diversification gives useful information as to the structure of an industry.

However, these are also strategies which firms can choose to follow to gain a
competitive advantage over rivals.

• There are difficulties in measuring many of the variables. For example, how
would one measure profitability? How does one measure entry barriers and the
rate of entry? How do we measure the extent of vertical integration?

• What exactly do we mean by performance? Performance is some measure of 
the degree of success in achieving desired goals. Is it possible to have a set of uni-
form performance indicators? Differences in firm objectives may make the links
between firm behaviour and performance difficult to assess. For example, if firms
are sacrificing potential profits in order to reduce risk by investing in more cer-
tain activities, then researchers should be more interested in variability in profit
rates and not profits levels per se. Alternatively (as we saw in Case Study 3.1), if
managers are maximising their own satisfaction through excess expenditures,
then it is no longer clear that large firms will necessarily make abnormal returns.
In other words, firms insulated from competitive pressure may choose a ‘quiet
life’ and no longer strive for greater efficiency and higher profits.

Despite its critics, the SCP approach is one of the most popular and enduring
approaches to analysing competitive markets. Case Study 5.1 provides an applica-
tion of the approach to the European banking industry.
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Case Study 5.1

Structure, conduct and performance in the European banking industry

European banking has experienced competitive change over the last decade.
Government deregulation has increased competition and allowed banks to
compete not only in domestic but also in other European markets. The extent
of diversification has increased, which has caused the distinction between
banks, building societies and insurance companies to become blurred. There
has been entry of foreign banks into many European countries, leading to
intensified competition.

Structure
The number of banks has declined in many European markets in recent years.
The trend is apparent across different types of banks, including the mutual
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Number of banks by country, 1989–1997

Country 1989 1992 1994 1996 1997

Austria 1240 1104 1053 1019 995
Belgium 157 157 147 141 134
Denmark 233 210 202 197 197
Finland 552 365 356 350 350
France 418 617 607 570 519
Germany 4089 4200 3872 3674 3578
Italy 1127 1073 1002 937 935
Netherlands 1058 921 744 658 628
Norway 179 158 153 153 154
Portugal 29 35 44 51 62
Spain 333 319 316 313 307
Sweden 144 119 125 124 120
Switzerland 631 569 494 403 398
UK 551 518 486 478 466

Source: Central Bank reports (various).

savings and co-operative banks as well as the domestic commercial banks.
However, there is still a large number of banks operating in Europe as illus-
trated in the table above. All countries (apart from Portugal) experienced a
decline in the number of banks since 1989. What the table does not reveal,
however, is that the number of foreign banks has increased in every banking
market over the same period. Foreign banks constitute a significant propor-
tion of banking activity in the UK (254 foreign banks with a 57% assets share
in 1998); Belgium (eight banks with 48% of banking sector assets); France 
(280 banks with around 15% of banking sector assets); and Portugal (16 banks
with 35% of banking sector assets). In all other European countries (except
Luxembourg, of course), foreign banks generally account for less than 10% of
total banking sector assets.

The widespread decline during the 1990s in the number of banks operating
in Europe was matched by a similar trend in branch numbers. For example, in
many of the larger banking sectors (Germany, Italy and Spain) branch num-
bers proliferated during the 1990s. This, in part, reflects an increase in non-
price competition, but is also a consequence of deregulatory measures taken
by the respective governments. Taken together, the declining number of banks
and the increasing numbers of branches suggest that concentration is increas-
ing. In many countries the combined market share of the top five banks now
exceeds 60%. However, these banks do face intense competition from domestic
and foreign counterparts.

Conduct
In response to these pressures, banks have attempted to adopt strategies aimed
at improving efficiency, in order to expand output and increase the range of
services offered. The trend towards consolidation through merger and acquisi-
tion activity can be interpreted as a response of this kind. Recent domestic
activity includes the merger of Bank of Scotland and the Halifax Bank and the
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Royal Bank of Scotland’s acquisition of NatWest Bank. Cross-border activity
includes the Dutch bank ING’s acquisition of the Belgium Banque Bruxelles
Lambert and the merger between Finland’s Merita and Nordbanken from
Sweden. Many banks have also pursued strategies of diversification and finan-
cial innovation. The outcome is that banks now offer a wider range of products
and services to their customers.

Performance
The performance of European banks can been examined with reference to
efficiency (i.e. the extent to which banks can minimise costs relative to their
overall income). The only banking sectors which have systematically improved
their efficiency levels between 1992 and 1997 are Finland, Sweden, Switzerland
and the UK. Most of these improvements have come from aggressive cost-
cutting strategies, including branch closures and manpower reductions.

In terms of profitability (measured by return on equity), returns improved
between 1994 and 1997. Given that there is no obvious downward trend in
bank performance across all countries, some would argue that this is clear evid-
ence that competition has not increased. However, others would argue that
increased profits are a direct consequence of increased efficiency and earnings
from a wider variety of sources (such as insurance, consultancy and pensions).
Improvements in technology (including greater use of consumer databases
and call centres) mean that banks can now offer a wide variety of products at
lower cost than was previously the case.

Overall, the level of competition, both between banks and between banks
and other financial sector institutions, continues to intensify relentlessly.
Deregulation and technological change have lowered entry barriers and made
banking more competitive. The structure, conduct and performance of Euro-
pean banks are likely to experience marked change.

Return on equity, 1989–1997 (%)

Country 1989 1992 1994 1996 1997

Austria 10.0 6.9 7.9 9.4 5.1
Belgium 6.0 6.4 8.8 20.3 14.8
Denmark 3.0 −18.3 −0.9 16.4 11.8
Finland 4.0 −49.5 −25.7 11.9 19.8
France 9.4 4.3 −1.4 5.8 8.5
Germany 12.4 13.2 11.9 11.9 15.8
Italy 14.0 9.8 4.4 6.8 5.7
Netherlands 13.6 12.8 14.1 13.7 4.2
Norway 5.5 −5.8 19.3 18.0 10.1
Portugal 9.2 8.5 6.1 9.3 11.3
Spain 14.6 10.6 8.2 14.6 14.5
Sweden 5.9 18.5 19.1 23.9 8.7
Switzerland — 8.2 7.8 9.6 9.8
UK 3.4 10.7 19.6 21.0 25.9

Source: Central Bank reports (various).
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1 The term Austrian School is derived from a group of economists emanating from Austria,
including von Mises and von Hayek.

5.3 Alternative Approaches to Competitive Analysis

There are a number of alternative approaches to competitive analysis. The main
ones are the Austrian, Schumpeterian and Chicago schools of thought. There have
also more recently been useful contributions from the fields of strategic manage-
ment and organisational ecology.

Dynamic perspectives

Austrian and Schumpeterian views

In contrast to the static SCP approach, and other models of market structure out-
lined in Chapters 3 and 4, the Austrian and Schumpeterian approaches view com-
petition as a dynamic process.1 They believe that competition could not be analysed
using the static approaches outlined in Chapters 3 and 4. Their concern is with the
roles of the entrepreneur and knowledge in a dynamic system.

Schumpeter (1950) saw the competitive process as being driven by non-price
competition (i.e. innovation) and strategic decisions emanating from entrepreneurs.
This innovative activity leads to a revolution in existing economic conditions by
destroying old production techniques and creating new ones. Entrepreneurs intro-
ducing new innovations, which create monopoly profits, drive this process of ‘cre-
ative destruction’. These monopoly profits encourage entrepreneurs in other related
industries to innovate as well. Recent examples of such a competitive process can be
found in the computing industry with developments in operating systems and com-
munications with the advent of mobile telephones and digital television. The clus-
ters of innovations have the effect of propelling the economy toward a higher state.
However, following a brief ‘catching up’ period, imitators start to flood the market
with similar innovations. This has the effect of undermining any monopoly profits,
eventually bringing the economy to a new period of relative tranquillity. Abnormal
profits are both the reward for past innovation and the incentive for future innovat-
ive activity. The source of any monopoly profits is the superior productivity achieved
by the entrepreneurial innovation. These profits do not persist due to imitation, but
eventually dissipate before a new cluster of innovations appears and the process
begins again. Therefore, there is no role for government intervention to ensure a
competitive (outcome) environment.

The Austrian School also views competition as a dynamic process. Entrepreneurs
play a crucial role by noticing missed opportunities. They discover new pieces of
information, which they spread to other decision makers who can adjust their plans
in order to improve on past performance.

The Austrian and Schumpeterian views of competition are closer to everyday
usage in society (i.e. it conjures up a picture of individuals battling against each
other using entrepreneurial skills in an attempt to obtain larger profits). As we have
already seen, in standard economic theory, any firm which has market power and
can obtain supernormal profits is regarded as monopolistic in nature.
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Chicago School

The Chicago School approach in common with the Austrian School is generally
against government intervention in the market place to promote competitive out-
comes. Any firms earning high profits do so as a consequence of superior efficiency
over rivals. Their approach is that the best thing government can do is allow mar-
ket forces to bring about desirable performance outcomes. For example, there is no
point in having laws against collusive agreements, as these agreements are inher-
ently unstable, as discussed in Chapter 4. This means that industries tend toward
competition and not collusion.

Contestable markets

The theory of contestable markets emphasises potential rather than actual competi-
tion and so to some extent moves away from the notion that structure is directly
related to performance. Contestable markets are those in which competitive pres-
sures from potential entrants act as strong constraints on the behaviour of estab-
lished firms. For a market to be truly contestable there must be no significant entry
barriers. This is the case whether the market consists of a single supplier or of large
numbers of firms, because it is the potential rather than actual competition that con-
strains the behaviour of the established firms. If potential entrants (competitors)
have access to the same technology as established firms and investment costs are
not irreversible (sunk), the market is said to be perfectly contestable. The theory
introduces the idea of ‘hit and run’ (competition) entry based on three assumptions:

• A potential entrant can identify a market which will purchase its output at or
below the current market price.

• The entrant has enough time to sell to this market before the established firm has
time to react.

• At the prices quoted, the entrant earns enough revenue to cover all costs (fixed
and variable) and then exits again before established firms can react. The theory
of contestable markets does not take into account all possible reactions of the
established firms. To deter hit and run entry, the incumbent firm may threaten
any potential entrant with a price war.

Overall, in contestable markets it is the perceived threat of competition (which is
independent of industry structure) and not actual competition which determines
the strategies that firms follow.

Managerial approach

The separation of ownership from control in the modern organisation (i.e. where
shareholders own, but managers control) enables managers to pursue objectives
other than profit maximisation. Such objectives include growth, size and, through
sales revenue, maximisation and managerial utility.2 This is not to say that profit is
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2 A discussion of myriad alternative theories of firm behaviour is outwith the scope of this text.
An excellent discussion can be found in Davies and Lam (2001), Chapter 2. Case Study 3.1 
provides an overview of the main arguments.

        



unimportant, but suggests that managers perhaps only pursue a level of profits 
satisfactory enough to meet owners’ expectations rather than attempt to maximise
profits per se.

A number of these concepts developed in economics have been used recently 
in the discipline of strategic management. An example is Porter (1980, 1985), 
who builds on formal models of competitive structure to develop his ‘five forces’
approach to analysing industry ‘attractiveness’. These five forces are:

1 extent and intensity of competition
2 threat of entrants (new competitors)
3 threat of substitute products and services
4 power of customers
5 power of suppliers.

The approach is reproduced schematically in Figure 5.2 and is discussed now.

Extent and intensity of competition

The intensity of rivalry among existing firms depends on the number and respective
sizes of firms operating in a given market. If there are large numbers of equal-sized
firms, competition is likely to be more intense than if one or a few large firms 
dominate. Other relevant factors determining the extent of rivalry include the rate
at which the industry is growing, the costs of established firms and the extent to
which they have the capacity to respond to meet current demand. (We examine
many of these factors in more detail in Chapter 6.)

Threat of entrants

The threats of entry often cause established firms to behave differently from firms
operating in industries which are effectively sheltered from competition. The per-
ceived threat of entry is likely to be much higher in cases where established firms
are making excess profits. However, if established firms can raise entry barriers, then
these entry threats are likely to diminish. Government regulation also plays an
important role in determining the ease with which new firms can enter an industry.
The extent to which entry poses a real threat to established firms depends on the
importance of economies of scale, the extent to which products are differentiated
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Figure 5.2 Drivers of competition
Source: Adapted from Porter (1980), page 4.

        



and brand loyalty exists, the level and specificity of capital investments and the
availability of access to distribution outlets. (We examine the importance of many
of the legal and structural barriers to entry in Chapter 6.)

Threat of substitute products and services

The threat of substitute products and services will influence the intensity of rivalry.
As we identified in Chapter 2, if substitute products exist, the price elasticity of
demand for existing products is likely to increase, thus reducing the market power
of established firms. Of course, established firms may choose to pursue strategies
aimed at actively differentiating their products from rivals and gain market share
and consumer loyalty in the process. The extent to which substitute products 
are successful in capturing market share from established firms depends in part on
the extent to which they are of a superior quality to that of existing products and
the level of costs incurred by consumers if they were to switch to alternative pro-
ducts (switching costs). Product innovation or low cost alternatives often mean 
that established products become obsolete. As we saw earlier in this chapter, the
Schumpeterian and Austrian approaches view these issues as the primary drivers of
competition and subsequent firm performance.

Power of customers

The power of customers depends on the degree to which they are dependent on 
the outputs of the established firms. If there are only a few large customers for an 
existing product or if substitutes exist (in the case of relatively undifferentiated
products), then customers are likely to wield substantial power. In order to obtain
favourable terms, large customers may threaten to internalise the buying function
by integrating backwards (toward the source of their raw material inputs). In other
words, customers may expand their production capabilities by adding a raw materials
division, consequently reducing reliance on external suppliers. (We examine these
issues further in Chapter 9.)

Power of suppliers

If large in size and small in number, suppliers of important inputs to a firm’s pro-
duction function can exercise power by raising the price, reducing the quality or
even threatening to withhold certain key inputs.

It is these five forces which capture the extent of competition prevailing in a 
particular industry at a given moment in time. Porter argued that firms develop
strategies in the light of the existence and strength of such forces. However, the
approach is static and thus ignores the uncertainty associated with frequent changes
in the competitive environment.

In contrast to economists, management strategists have emphasised the distinct
internal features of firms to explain how competitive advantage can be gained and
sustained. Porter argued that competitive advantage is the value a firm is able to 
create in excess of costs. He introduces the concept of the value chain, which dis-
aggregates a firm into its strategically relevant activities, i.e. those that reduce costs
or are potential sources of differentiation. The activities of the firm can be split into
primary and support activities. Primary activities are those which are associated with
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the physical creation of the product or service. Support activities are those activities
which support the primary activities and each other, for example by providing pur-
chased inputs, technology and human resources. Once the firm’s value activities have
been disaggregated, the process of appraising these activities can take place. Each of
the support activities is linked to each of the primary activities to a greater or lesser
extent. The analysis attempts to examine how these links can be improved in order to
increase the margin on each product in each of the markets the firm is operating in.

Porter argues that a firm must select and follow a generic strategy to add value
and gain a competitive advantage over competitors. These generic strategies are:
cost leadership, differentiation and focus.

Cost leadership

This is a strategy whereby the firm attempts to keep its costs lower than those of the
competition. To do this the firm must identify cost savings at some point in its value
chain and produce at lower levels of cost or, alternatively, change the structure of
the value chain. For example, the firm may be able to gain this advantage by an
exclusive deal with suppliers for raw materials.

Differentiation

This is a strategy whereby the firm gives its product some unique product charac-
teristic which appeals to its customers. This leads to increasing margins and profits
relative to competitors.

Focus

This is a strategy which can apply to cost leadership and differentiation. In both
cases the strategy involves the firm focusing on a particular segment of the market.
In the case of differentiation, this may involve identifying a particular group of 
customers and gearing the firm’s product towards them. Under this approach, firms
following generic strategies are most likely to add value and gain a competitive
advantage over competitors.

Kay (1993) argues that firms are inherently different and thus dismisses the notion
of generic strategies. He instead argues that firms can draw on what he terms ‘dis-
tinctive capabilities’ in order to achieve competitive advantage over competitors.

What are distinctive capabilities?

There are three areas where a firm’s distinctive capabilities may yield a competitive
advantage. These are: innovation, architecture and reputation.

Innovation

If a firm is innovative it may obtain an advantage over competitors. However, this
advantage only lasts for the length of time it takes for imitation to be effective.
Innovation is particularly open to imitation. Even patents lapse or are vulnerable to
new technology. Innovation advantages can only be maintained if the firm has
other capabilities which make imitation of the technology on its own insufficient to
erode the established firm’s competitive advantage. We examine many of these
issues in Chapter 8.
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Architecture

Architecture refers to the firm’s internal organisation. For example, the famous
bootroom ensured long periods of success for Liverpool Football Club in the 1960s
to the 1980s. However, if the market changes, these types of advantage can be elim-
inated by rivals (Kay, 1993).

Reputation

If a firm has a reputation for providing good quality and service, it will help add
value and generate more sales. Reputation can be sustainable over long periods, 
making it difficult for entrants to compete on equal terms with a reputable 
incumbent.

Overall, the managerial approach argues that the strategic decisions made by
firms affect their performance. Firms only obtain an advantage over competitors if
they can protect their strategies against imitation. The ease with which firms can
imitate one another is affected by institutional and economic factors. For example, 
institutional factors which may prevent imitation include the imposition of restrict-
ive employment contracts which prevent individuals from using any firm-specific
knowledge if they were to move to a rival firm. The ‘corporate culture’ of an organ-
isation can yield advantages over competitors. For example, an organisation which
gives long-term contracts to employees may be able to obtain a greater degree of
commitment from its workforce, which enables it to work more effectively. Cor-
porate culture is particularly difficult for other firms to imitate. Economic factors
affecting the speed at which imitation takes place include the expected profits and
the associated risks of pursuing a given strategy. Imitation is more likely to take
place at a faster rate if the expected profits from imitating such a strategy are large.
However, if there are high risks associated with adopting such a strategy, imitation
takes place at a slower rate.

Although the managerial approach provides important insights into how firms can
obtain and sustain competitive advantages over rivals, these insights have been
neglected in much of the industrial organisation literature, especially in empirical
studies. This is partly due to difficulties in measuring many of the variables used 
in the managerial literature to explain competitive advantages. However, a more
fundamental disadvantage of the managerial approach is that it does not place
enough emphasis on interactions between firms. In the managerial literature, 
the focus is mainly on the strategic options available to the individual firm. The 
literature does not consider the ways in which, having chosen their options, firms
interact with one another at the level of the market in order to determine outcomes 
such as price and profitability. Since competitive market analysis is the primary 
concern of our text we tend to employ an approach which is implicitly based on 
the behavioural assumptions of the texbook models of competition outlined in
Chapters 3 and  4.

Transaction cost analysis

In this text, the main focus is on how firms behave within a given competitive 
environment. We tend to view firms as units which use factors of production to pro-
duce goods and services.
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Why do we have firms in the first place?

Any transaction, whether between two firms, two individuals or an individual and
a firm, can either be conducted through exchange in the marketplace (external co-
ordination) or co-ordinated within firms (internal co-ordination).

Which method should we use and why?

An approach which helps us address these issues is transaction cost economics. Trans-
action cost analysis examines the relative merits (or efficiency) of trade between two
or more parties when resources are allocated through either the market or the firm.

In contrast to many of the approaches we have outlined so far, this type of
approach assumes that information is not perfect. In other words, trade does not
take place in a world where all trading parties have access to all the available facts
pertaining to a trade transaction. This means that any parties involved in a trade
transaction cannot behave in a fully rational manner because they do not have
access to all available information. Not only do these parties not have access to all
available information but they also find it difficult to process all pieces of informa-
tion that they do have access to. This means that there are bounds on rational
behaviour (bounded rationality). Given that information is often one sided, oppor-
tunities are available for individuals to act in an opportunistic manner. They can do
this by failing to disclose facts that would make the transaction more efficient.

Why is information so important?

The provision of this information plays a crucial role in the competitive process.
Under conditions of perfect competition information is perfect. In other words,
buyers and sellers have perfect knowledge of market conditions. As a consequence
one price prevails, leading to all firms making normal levels of profits. However, if
information is imperfect, there may be asymmetric information between producers
and consumers. In many situations, the seller of a product has more information
about the characteristics of the product for sale than the buyer. Consumers, there-
fore, do not have enough information to make an informed choice about the prod-
ucts and services they are buying. This will sometimes have implications for the
quality and prices of products sold by firms to consumers.

When information is not perfect, there are costs of using the market to conduct
transactions and allocate resources. These are known as transaction costs. These costs
include the time spent collecting information about the prices and qualities of prod-
ucts and services under offer, drawing up detailed proposals and contracts for trans-
actions and, ultimately, enforcing the contract in a court of law if need be.

When should we use firms?

In many types of market transaction, transaction costs are high. This means that it
is more efficient to bring the transaction/activity within the bounds of a firm. Firms
are likely to be more efficient methods of conducting trade when the transaction is
complex and carried out frequently and involves the utilisation of a specific asset.
By bringing these types of transaction within the firm, savings can be made through
specialisation in production, leading to technical and learning economies of scale
and scope.
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However, this is not to say that firms do not incur extra costs by bringing trans-
actions within the firm. In fact, many of the savings achieved by conducting trade
using the firm rather than markets are offset by monitoring costs specific to the 
firm. In other words, firms have to monitor the behaviour and performance of
employees and ensure that the quality of goods and services produced is to a given
specification. Overall, transaction cost analysis allows us to understand why firms
exist and the types of organisational structures they adopt. We will assess many of
these arguments again in Chapter 9.

Organisational ecology

Another approach to how firms and markets evolve over time has become known as
organisational ecology. This approach draws on concepts developed in ecology and
other natural sciences to examine how organisations and industries evolve. In this
case, we are interested in the birth and death processes of organisations and the sub-
sequent development and decline of organisations within industries over time. To
some extent, such an approach can be regarded as more sociological than economic,
but it certainly does yield important insights into how the populations and types of
organisation within industries evolve over time.

Under this approach the evolution of organisations can be separated into four
stages, namely organisational birth, organisational growth, organisatonal decline
and, ultimately, organisational death. Of course, many organisations do not neces-
sarily pass through all these stages of development. In fact, many organisations
often move directly from the birth stage to the death stage without enjoying any
period of sustained growth or even slow decline.

The success or otherwise of organisations, and the length of time they spend at
any given stage of development, is ultimately dependent on factors specific to indi-
vidual organisations (including the quality of their inputs such as entrepreneurial
talent or managerial expertise) and external factors (such as general economic con-
ditions and the availability of scarce resources). We now look briefly at each of the
four stages identified in this evolution.

Organisational birth

The extent to which new organisations are created depends to some extent on
whether there is an untapped demand for a product or service. Often the birth rate
can be rapid if there is a large previously unsatisfied demand for products. To some
extent, the birth rate will continue to increase in a given industry as long as each
successive birth enjoys some degree of success. Eventually, of course, any demand is
satisfied and the birth rate of organisations declines. Generally, organisations born
first can be regarded as having first mover advantages over organisations who are
born later. Older firms will have had time to build a reputation through establish-
ing brand identity and thus enjoy the loyalty of a certain portion of consumers.
Later entrants have less chance of survival, partly as they have to overcome the
advantages appropriated to the ‘first movers’ and partly because more organisations
are competing for scarce (physical and financial) resources.

It might also be the case that established organisations (in an attempt to protect
their first mover advantages) are following particular strategies aimed at actively 
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preventing the successful start-up and growth of new organisations. In this first stage
of an organisation’s life (whether it is the first into an industry or a late newcomer),
it is crucial that it adopts the appropriate strategy to ensure survival. Many organ-
isations decide the best route to survival is to operate as a specialist organisation,
thereby concentrating their resources in a particular segment of the industry within
which they are located. Alternatively, organisations may decide to operate as multi-
product organisations by spreading their resources across several geographic or
product areas. Each industry will require a different set of key attributes to ensure
long-term success. Those organisations which have or can develop such attributes
will survive, while those which do not will die. Marshall (1961 [1890]: 317) elo-
quently described such a process by likening young organisations to young trees in
a forest ‘as they struggle upwards through the benumbing age of their old rivals.
Many succumb on the way, and only a few survive.’

Organisational growth

If an organisation survives the birth stage, then it can move into the growth phase
of its development. Here again, an organisation must decide on the most appro-
priate organisational form and competitive strategy to fuel growth. Growth is
crucial to ensuring the continued success of an organisation. This is because grow-
ing organisations find it easier to raise finance from capital markets to aid further
expansion.

This expansion make it easier for the organisation to attract and retain talented
personnel and allows access to scale economies, which leads to increased efficiency.
Organisations can ensure growth by utilising expanded resource bases to invest in
research and development. If such investments are successful, further growth takes
place. Furthermore, the organisation may often use the skills and resources appro-
priated over time to change its organisational structure and diversify into new prod-
uct areas. By doing this, an organisation can reduce the risks associated with any
single product or service. If changes in the organisation’s structure or competitive
strategy are successful, then the organisation gains increased ‘legitimacy’.

Organisational decline

This phase of an organisation’s life can be detected when growth and profits level
off. This slowing and ultimate decline in an organisation’s growth and profits is, in
part, related to the demand for the organisation’s products and services. As markets
reach saturation point, or new innovative products are introduced by rivals, the
organisation finds it increasingly difficult to hold on to its accumulated resources.
This problem is compounded if the organisation suffers from diseconomies of scale
associated with problems of managerial co-ordination between different depart-
ments and divisions within its organisational structure. Overall, the declining phase
of an organisation’s development is often associated with a loss of confidence on the
part of investors, which makes any new access to finance difficult.

Organisational death

If an organisation fails to organise its scarce resources more effectively (by intro-
ducing new products and services or by rationalising existing managerial and 
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production processes) to halt the decline in its performance, it faces bankruptcy or
takeover (death).

Overall, organisational ecology yields insights for economists as to how the evolu-
tion of populations of firms affects the competitive structure of any given industry.
(For a more detailed treatment of this approach, see Carroll and Hannan, 1999.)

5.4 Why Do Firms Earn High Profits?

An important question which has faced researchers has been whether high profits
enjoyed by established firms are a consequence of the type of market structure and
anti-competitive practices adopted by established firms or of superior production
and management techniques (distinctive capabilities) that allow larger firms to keep
costs low and make higher returns.

The SCP approach views competition as imperfect, requiring government regula-
tion to check the abuse of market power. However, the Chicago School argues 
that government interference leads to less competition. Their approach argues that
the best thing government can do in a market context is to allow market forces to 
bring about the desirable performance. For example, there is no point in having a
law which prohibits collusive activities, as these activities are inherently unstable.
Therefore, the Chicago School holds that monopoly power (with the exception of
government-created monopolies) is temporary.

In the context of structure and profitability, two things could cause a positive
relationship between concentration and profits.

Collusive behaviour and anticompetitive practices

The SCP approach implies that, as an industry becomes more concentrated, firms
find it easier to collude and erect barriers to entry to earn excess profits. Alternat-
ively, firms can use individual market power to charge high prices, consequently
earning high profits. The SCP approach tends to use industry-level data to capture
differences in market power and competitive conditions across industries.

Efficiency differences

The Chicago approach suggests that it may be that bigger firms are more efficient
(due to economies of scale) than their smaller counterparts and make higher profits
as a result. In this case, market structure affects profitability not through concentra-
tion, but by the association between market share and profitability. Alternatively, 
x-inefficiencies are likely to exist in industries composed mainly of large firms, as
established firms are more likely to be insulated from competition. The Chicago
view uses firm-level data to capture differences in efficiency and profits across firms.
The sources of firm profitability are neatly summed up by Demsetz (1973: 3) when
he argued:

Profit does not arise because the firm creates artificial scarcity through a reduction in its output.
Nor does it arise because of collusion. Superior performance can be attributed to the combination
of great uncertainty plus luck or atypical insight by the management of the firm.

        



These opposing views formed the basis of a substantial empirical debate. A dis-
cussion of this is outside the scope of this book. However, suffice to say that early
research tended to find that concentration and industry-level variables were import-
ant in determining performance, while later work stressed the importance of
efficiency differences between firms.3

Strategic groups: an intermediate concept

Although most analysis of markets has focused on industry- or firm-level data, some
work has focused on the intermediate concept of the strategic group. Strategic
groups can be defined as a group of firms which follow similar behaviour. These
firms tend to compete directly with other firms in the group. Firms within these
strategic groups tend to recognise their interdependence and act accordingly. Here
we briefly discuss the concept of the strategic group and highlight some of the key
contributions in this area.

Strategic groups can be defined on the basis of similarities in market-related
strategies, firm-specific factors and industry supply characteristics:

• Market-related strategies include similarities in product quality, pricing practices,
extent of product differentiation, branding and advertising.

• Firm-specific factors include the extent of vertical integration and diversification,
ownership structure and firm size.

• Industry supply characteristics include economies of scale and scope, production
processes and distribution methods and networks.

If strategic groups exist in an industry, then we would expect more variation in
profitability between groups than within.

Due to the differing characteristics of strategic groups, the extent of competition
can differ. For example, many industries are often composed of firms that can be
classified into strategic groups which produce either branded or generic products.
The extent and type of competition within each group is thus likely to differ con-
siderably. This is why some groups of firms can earn higher profits than others
within the same industry. The extent of the profitability differences between differ-
ent strategic groups depends on the following factors:

• The number and size of groups. This refers to whether strategic groups are numer-
ous and similar in size. If this is the case, competition is likely to be more 
intense than if smaller strategic groups are attempting to compete with large
groups.

• The extent to which groups follow different strategies. This refers to the extent to
which groups differ on discretionary decisions such as research and development
and promotional expenditures.

• The extent to which groups are interdependent. This refers to the extent to which 
different strategic groups are competing for the same customers or whether 
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some segmentation of the market takes place. This segmentation may arise natur-
ally over time as industry evolves or groups may actively attempt to divide the
market.

It is likely that strategic groups of firms do exist within most industries. However,
finding reliable methods to identify such groups had proved difficult. (For a more
detailed treatment, see Lewis and Thomas, 1990.)

5.5 Conclusion

This chapter has examined the application of approaches prevalent in industrial
organisation and strategic management to competitive market analysis. Indus-
trial organisation and strategic management examines various factors that may
cause profits to vary across firms, industries, and groups within industries. Various
approaches were examined including the structure conduct performance approach,
the Chicago School and the theory of contestable markets. All these approaches
allow us a snapshot of competition at a given moment in time. The Austrian and
Schumpeterian schools take a more dynamic view and regard competition as a pro-
cess, not as a succession of equilibria. Those adopting a more managerial approach
argue that an analysis of the forces determining competition is crucial in the for-
mulation of the strategies which firms follow. This approach places emphasis on the
role of the internal structure of the firm in generating and sustaining a competitive
advantage over rivals. We have also examined whether industry- or firm-specific 
factors determine the profits of industries and firms. Overall, the approaches out-
lined in this chapter provide us with a broad theoretical understanding, which can
be used for specific structural, strategy or policy issues related to specific competitive
markets.

Discussion Questions

1 Using the evidence presented in Case Study 5.1, what forces determine rivalry
between established firms?

2 Why is the structure conduct performance paradigm so widely used in the study
of firms and industries?

3 Compare the SCP approach to competition analysis with that advocated by the
Austrian School.

4 How can we identify strategic groups?
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• law of proportionate effect

• legal barriers

• limit pricing

• predatory pricing

• product differentiation barriers

6.1 Introduction

In Chapters 3 and 4, we examined four types of market structure (perfect competi-
tion, monopolistic competition, oligopoly and monopoly). In Chapter 5, we focused

Practical Analysis of Industry

By the end of this chapter, the reader should be able to understand:

• and discuss the differences between markets and industries

• official approaches to market and industry classification

• measures of concentration

• determinants of concentration

• and describe a typology of entry barriers

• entry deterrence based on pricing and non-price strategies

• use of game theory to examine an entry decision.

Key Concepts

• absolute cost advantages

• concentration

• economies of scale barriers

• industrial classification

• industry lifecycle

6

Objectives

        



Classification of Industries 155

on defining various elements of market structure. These elements included the
extent of product differentiation and vertical integration, availability of economies
of scale, barriers to entry and exit and industry concentration. The traditional
approach to the analysis of market structure assumes that the smaller the number
of firms operating in a market, the more likely it is that competition is to be
restricted. This implies that market structure contributes to profitability in such
markets. In this chapter, we focus on two of the most common indicators or meas-
ures of market structure, namely concentration and barriers to entry and exit. In the
study of competitive market structures, market concentration and barriers to entry
and exit have been common measures of structure used. This chapter aims to quan-
tify and assess the nature of concentration and barriers to entry and exit.

The rest of the chapter is structured as follows. Section 6.2 discusses how markets
and industries can be classified. Section 6.3 outlines various measures of concentra-
tion and examines the determinants of concentration. Section 6.4 outlines a typo-
logy of entry barriers. Section 6.5 examines various strategies that can be adopted 
by established firms actively to deter the entry of new firms. Section 6.6 provides a
summary.

6.2 Classification of Industries

In an analysis of competitive markets, we frequently use the concepts of industry
and market. Markets can be defined in terms of geographic and product areas that
firms cover. In these markets, firms produce similar goods and services from the 
buyer’s perspective. In this case, close substitutes exist on the demand side of the
industry. Product markets should therefore include all products that are close sub-
stitutes of the product in question. However, we are still faced with the problem of
what to include in this definition. For example, Coca-Cola would be included in the
same market as Pepsi Cola. However, would other types of soft drink (such as
squash, cordial, fresh fruit and glucose) belong in the same product market? Do 
we include other types of beverage such as tea, coffee, and alcoholic drinks in the
market definition? Defining markets by geographic areas presents us with similar
problems. Is the relevant geographic market defined at a local, regional, national or
international level?

An industry is defined as a group of products which are close substitutes from 
the firm’s perspective. If we were to take the previous example, all soft drinks can 
be grouped together in the same industry. This is because firms use similar raw 
materials, technology, labour skills and production processes to produce these prod-
ucts. As a rule of thumb, we would expect industries to be of a wider grouping than
a market.

Consequently, when we define markets or indeed industries, we are mindful of
the type of products produced and the extent of close substitutes. We must also
account for the ways in which these products were produced and the types of inputs
used to produce these outputs.

        



So how do we define markets (or the wider concept
of the industry)?

Type of product produced

Much of the analysis of firm behaviour within any given industry structure relates
to the pricing policies of firms. Consequently, when defining industries, we are
often concerned with a definition of industry whereby products and services are
grouped together which are either close substitutes or complements.

Consequently, we can use the cross-elasticity of demand formula (Exy) which we
examined in Chapter 1. As we saw previously, Exy can be calculated as the percent-
age change in the quantity demanded of one good when the price of another good
changes. This can be expressed as follows:

If we find a positive relationship between changes in the price of good y and the
quantity demanded of good x, then this would indicate that the two products or 
services are close substitutes, and consequently should be grouped in the same
industry (e.g. tea and coffee).

Type of production process used

The type of production process used to produce goods and services may provide an
appropriate method with which to classify firms into a given industry. However,
this may cause industries to be defined too widely. For example, if ‘engineering’
were defined as ‘a process using lathes’, this would classify car and bicycle manu-
facturers within the same industry.

Type of raw material input

The type of raw material may provide a useful basis for grouping firms into a particu-
lar industry. However, again there are potential pitfalls with this type of measure.
For example, the approach would suggest that woollen gloves and leather gloves
belong to different industries, while soap and margarine belong to the same one.

In reality, even these approaches are an obvious oversimplification. As we will see in
Chapter 9, firms often sell in many different markets. Although there are inherent
problems in trying to define markets and industries, some decisions as to appropri-
ate definition must be taken. Consequently, official statistics have defined markets
or industries in different ways depending on the type of economic analysis being
conducted. The official classification of industries in the UK is referred to as the
Standard Industrial Classification (SIC). This system was introduced in 1948 and
updated in 1980 and 1992. In 1992 the European Union (EU) introduced a new
industrial classification system that was to be used across the whole of the European
Union. The aim was to standardise industry definitions across EU member states. This
made inter-country comparisons easier. The 17 sections replaced the ten divisions
that had been used under the 1980 classification method. These sections were
identified by letters from A to Q. These are reproduced schematically in Table 6.1.

E
change in quantity demanded of good x

% change in price of good yxy   
% 

=
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Table 6.1 The EU Standard Industrial Classification, 1992 (by division)

Section (SIC 1992) Description

A Agriculture, hunting and forestry

B Fishing

C Mining and quarrying

D Manufacturing

E Electricity, gas and water supply

F Construction

G Wholesale and retail trade; repair of motor vehicles and 
household goods

H Hotels and restaurants

I Transport, storage and communication

J Financial intermediation

K Real estate, renting and business activity

L Public administration and defence, compulsory social security

M Education

N Health and social work

O Other community, social and personal service activities

P Private households with employed persons

Q Extraterritorial organisations and bodies

One major difference between the 1980 and the 1992 classifications is a more
detailed breakdown of the services industries in the 1992 version. The sections can
be subdivided into subsections by the addition of another letter. Subsections are
then broken down into two-digit ‘divisions’, three-digit ‘groups’, four-digit ‘classes’
and five-digit ‘subclasses’. The more digits there are, the finer the definition of the
industry. The classifications outlined provide useful definitions when carrying out
competition analyses of particular industries.

6.3 Concentration

Most modern industries are composed of a large number of small firms, numer-
ous medium-sized firms and a small number of large firms. If we were to plot the
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number of firms against firm sizes in any given industry, we would be likely to
observe a distribution which is positively skewed (as shown in Figure 6.1).

The curve shows that it is the small number of large firms which dominate the
industries within which they are located. Table 6.2 shows the extent of this skew
with reference to the numbers of firms by relative size in various UK industries in
2002. These are also the firms which have many articles written about them in the
financial and business pages of academic and professional journals. The extent to
which a few firms appear to dominate industries (whether defined along product
lines or by geographic areas) poses an interesting puzzle to academics, managers and
government policymakers. How much power or control do such firms have over the
markets in which they are located? And, just as interestingly, why do markets tend
to evolve in this manner in the first place? In this section of the chapter we are inter-
ested in quantifying the relative importance of firms within given markets and
explaining how such markets have evolved over time.

How can we measure concentration?

Market structure can be characterised not only by the number of firms in the indus-
try at a given moment in time, but also by how the sizes of these firms are dis-
tributed. For example, an industry consisting of 100 equal-sized firms will be very
different from an industry with one large dominant firm and 99 smaller firms.

Concentration measures attempt to summarise the large amount of information
on firm sizes and numbers by focusing on the distribution of firm sizes. Researchers
and policymakers use various concentration measures to define industry structure.
The extent to which industries are concentrated provides useful information about
not only the structure of industry, but also on the interrelationships between the
structure of an industry and the behaviour and performance of firms with that
industry (see Chapter 5). We will now examine three commonly used measures 
of concentration: the concentration ratio, the Lorenz curve and the Herfindahl–
Hirschman index.

The concentration ratio (CR)

The concentration ratio measures the size of the top firms in an industry as a pro-
portion of the total industry size. The number of firms used in this calculation is
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Figure 6.1 Distribution of firm sizes
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Table 6.3 Calculation of the concentration ratio

Firm Sales Market share (si)

1 9000 22.5
2 9000 22.5
3 6000 15
4 4000 10
5 3600 9
6 2800 7
7 2800 7
8 2000 5
9 800 2

Total 40,000 100

CR3 = 60% CR4 = 70% CR5 = 79%

Table 6.4 Concentration ratios for selected industries in the UK

Industry CR5 (%)

Tobacco 99
Iron and steel 95
Motor vehicles and engines 83
Pharmaceuticals 51
Grain milling 63
Footwear 48
Brewing 38
Clothing 21
Printing and publishing 16

Source: Adapted from Office for National Statistics (1995).

normally taken as three, four, five or eight. In practical terms it makes little differ-
ence as to the number of firms used. The formula used in this calculation is as follows:

In this formula, N denotes the number of firms used in the calculation, while si

denotes the market share of an individual firm (i.e. firm i). For example, a three-firm
concentration ratio (CR3) measures the sum of the shares of the top three firms.
When calculating the concentration ratio, firm size is measured by the number of
employees, by firm turnover or by total assets. Table 6.3 calculates the measure for
the top three, four and five firms using hypothetical industry data that comprises
nine firms. In this example, firm size has been measured by sales. The concentration
ratio is then calculated with reference to the total size of the industry and the mar-
ket shares of firms located within the industry. Table 6.3 shows the concentration
ratios based on the market shares of the top three, four and five firms. The values of
these concentration ratios are 60%, 70% and 79% respectively. Obviously, the more
firms we include, the higher the concentration ratio. Table 6.4 shows the concen-
tration ratios for a number of UK industries.

CR sN i
i

N

  =
=
∑

1

        



Although the concentration ratio provides useful information on the structural
characteristics of an industry, it only focuses on the top firms in the industry. Con-
sequently, there is the potential for ignoring some important information by not
taking account of the distribution of remaining firms. As a result of some of the
difficulties associated with the concentration ratio, many researchers have adopted
summary measures of concentration which take into account all firms.

Herfindahl–Hirschman index (H–H)

The Herfindahl–Hirschman index uses every point in the firm size distribution. It
employs a weighting system to account for the relative importance (measured by
size) of individual firms. This is done by squaring the market shares of each indi-
vidual firm. As a result of summing the market shares of each individual firm, the
larger firms receive higher weighting to reflect their relative importance in the
industry. The higher the value of the index, the less likely a given industry is to
exhibit competitive behaviour. In other words, market shares are concentrated in
the hands of fewer firms. The formula used to calculate the index is:

In this formula, N denotes the number of firms used in the calculation, while si

denotes the market share of an individual firm. To help interpret the value of the
H–H index, a variation known as the numbers equivalent can be used. This num-
ber equivalent measure is simply the inverse of the value of the H–H index. This
variation provides the researcher with a rough approximation of the number of
equal-sized firms which would generate a given value of the index. The formula for

this is given as . Table 6.5 calculates the Herfindahl–Hirschman index and its 

numbers equivalent. For example, in the table the H–H index is found to be 0.1545. 

Therefore, the numbers equivalent is equal to 6.47 (i.e. ). This means that an 

industry with approximately six equal-sized firms would generate an index of 0.1558.

1
0.1545

 

1
H–H

H H si
i

N

–   ( )=
=
∑

1

2
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Table 6.5 Calculation of the Herfindahl–Hirschman index

Firm Sales Market share (si) Market share2 (si)
2

1 9000 0.225 0.0506
2 9000 0.225 0.0506
3 6000 0.15 0.0225
4 4000 0.10 0.01
5 3600 0.09 0.0081
6 2800 0.07 0.0049
7 2800 0.07 0.0049
8 2000 0.05 0.0025
9 800 0.02 0.0004

Total 40,000 100 0.1558

H–H index = 0.1545 Numbers equivalent = 6.47

        



The Lorenz curve

The Lorenz curve is used to show the share of the industry accounted for by various
proportions of firms in the industry. An example of a Lorenz curve is shown in
Figure 6.2. The vertical axis shows the percentage of industry output under consid-
eration (i.e. cumulated from 0 to 100%), while the horizontal axis shows the per-
centage of firms cumulated from smallest to largest (cumulated from 0 to 100%). The
line 0A is referred to as the line of absolute equality. If firm sizes are plotted along 
this line then all firms are of equal size. For example, at point C on the diagram we
can see that 50% of firms account (cumulated from smallest to largest) for 50% 
of industry output. The implication is then that the other 50% of firms (cumulated
from smallest to largest) account for the remaining 50% of industry output. It is
assumed in this case that competition prevails, as all firms are equal sized and so
firms are assumed to hold only a very small amount of market power each. However,
if firm sizes are distributed along a curve which deviates from the line of absolute
equality, then firm sizes are not equal. At point D, for example, the smallest 50% of
firms only account for 8% of the total industry output, implying that the largest
50% of firms account for the other 92% of output.

This measure tends to focus on firm inequalities and, subsequently, ignores the
number of firms in an industry. This means that a Lorenz curve for an industry with
ten equal-sized firms would look the same as one for 1000 equal-sized firms.
Consequently, although visually pleasing, the Lorenz curve can often give a biased
picture of industry structure and thus should be used in conjunction with the con-
centration ratio or Herfindahl–Hirschman index.

What are the problems with quantifying industry structure
using concentration measures?

Economists, management researchers and policymakers face several problems when
using concentration measures to assess competitive conditions. These problems are
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Figure 6.2 The Lorenz curve

        



related to how industry boundaries are delineated and how we treat large firms
which often operate over large areas of geographic and product space.

Size of market

This will affect the importance of a firm within any given market or industry. The
relevant market for a firm may only be on a local scale. National concentration
ratios tend to be smaller than regional ones. For example, since the bus industry
tends to consist of local monopolies, the national concentration ratios for the indus-
try are relatively small.

International trade transactions

Many firms are involved in international trade transactions. For example, a firm
might import its raw materials and sell some of its finished products abroad. This
can cause problems when calculating and interpreting various measures of concen-
tration. If imports are excluded from domestic production, sales, etc., the concen-
tration measure used would overstate the degree of importance of the top firms.
Thus if we had a CR4 equal to 0.6 and a foreign firm imported goods that accounted
for 40% of the market, the ‘true’ CR4 would be 0.36 (0.6 × 60%). The opposite would
apply if exports were excluded.

Diversified firms

Government industry statistics often ignore the fact that firms are diversified and
consequently have multi-product operations. A manufacturing plant or firm is
assigned to a given industry to which its main product belongs. For example, if we
have a firm which produces 70% of its output for industry X and 30% for industry
Y, this would mean that the whole of the firm (size, capacity, output, labour) is alloc-
ated to industry X. Thus, a concentration ratio computed from this type of data may
over- or underestimate the true extent of concentration in the industries under con-
sideration.

Changing composition of the industry

When we use concentration ratios, our calculated statistic may be insensitive to
changes with respect to the sizes of largest firms in the industry. For example, we
might begin in one year with an industry where the four largest firms have a mar-
ket share of 20% each. This would mean that the CR4 would be equal to 80%.
However, over time the industry might evolve into one giant (with 50% of the mar-
ket) and three smaller firms with 10% each. Although the structure of this industry
has undergone a fundamental change, our CR4 ratio is still equal to 80%.

So what determines the evolution of concentration?

A number of variables are thought to be instrumental in changing the structure and
thus the concentration of industries. This section briefly examines five of these,
namely, economies of scale, mergers, industry lifecycles, stochastic factors and gov-
ernment regulation.
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Economies of scale

In Chapter 2, we examined the importance of economies of scale in determining 
a firm’s optimal (most efficient) level of production. The costs of production also
affect the structure of industries and the behaviour of firms. Economies of scale can
often help explain why some industries are inherently more concentrated than 
others. These economies of scale depend on the state of technology prevailing in an
industry. The minimum efficient scale in the industry to some extent determines
the scale at which firms would wish to produce products. The relationship between
the minimum efficient scale and industry size gives an indication of the number of
efficient firms an industry would tolerate and so the likely level of concentration
which yields efficient production. If the minimum efficient scale is large relative to
industry size, then the industry will have a natural tendency to become concen-
trated. For example, suppose we have two industries, X and Y. For X the total mar-
ket size is equal to 10,000 units, while the minimum efficient scale of production is
equal to 1000 units. This means that the industry only supports ten efficient firms.
In contrast, in industry Y, the total market size is again equal to 10,000 units, but
the minimum efficient scale is at ten units of production. This means that the indus-
try supports 1000 efficient firms. Therefore, as a consequence of the relationship
between the minimum efficient scale and market size, industry X is naturally more
concentrated (as it only comprises ten firms) than industry Y (which comprises 1000
firms). Table 6.6 shows this process.

Mergers

There are three main types of merger: horizontal, vertical and conglomerate.
Horizontal mergers occur when firms combine their resources at the same stage of
production and similar products and services are produced – in other words, where
firms producing the same products merge (e.g. two manufacturing firms). Vertical
mergers occur when firms combine their resources at different stages of production.
These types of merger involve firms that are in both supplier and manufacturer
stages of the productive process or that are involved in manufacturer and retailer/
distribution stages respectively. Conglomerate mergers occur when firms combine
their resources that are producing different goods and services. Benefits can arise
from mergers through increased efficiency, through rationalising products and pro-
cesses or by increasing the firm’s market power. Overall, mergers lead to markets
consisting of fewer, large firms and thus increase the level of concentration. Mergers
are examined in more detail in Chapters 9, 10 and 11.
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Table 6.6 Relationship between market size, MES and firm numbers

Industry Market size Minimum efficient scale Maximum number of
efficient firms

X 10,000 1000 10
Y 10,000 10 1000

        



Regulation

Government policy toward business and industry can also influence levels of con-
centration. By using regulations which influence the structure of an industry (e.g.
by raising or lowering entry barriers) or firm behaviour (e.g. placing limits of advert-
ising expenditure or prices charged), policy can influence not only the number of
firms populating an industry at any given time, but also the size which these firms
achieve. (Government policy is examined in more detail in Chapter 11.)

Industry lifecycles

Some economists have argued that concentration develops as industries and firms
follow an ageing process or natural lifecycle (Dosi et al., 1997; Klepper, 1997). Under
this approach the industry’s lifecycle is composed of four stages of introduction,
growth, maturity and decline. This is shown in Figure 6.3.

In the introduction or birth phase of an industry, firms invest in research and
development to produce new products. The more firms invest in research and devel-
opment, the more likely they are to achieve success. At this stage, the firms produc-
ing these products will have a first mover advantage and so charge high prices to
achieve high revenues as a reward for being innovative. However, such revenues
may not be sufficient to cover the levels of capital investment associated with
research and development activities. There may also be some confusion and lack of
awareness among consumers as to the usefulness of such products.

During the growth phase, established firms may become more profitable as the
market grows. By producing at higher output levels to meet the demand for their
product, successful firms gain economies of scale advantages over rivals, enabling
them to expand further. However, this success attracts new entrants (increased com-
petition) and a subsequent increase in industry supply, which ultimately leads to a
decline in prices charged. These new rivals will attempt to imitate the successful
products. At this stage established firms are likely to respond to such competitive
threats by employing various pricing and non-price strategies. (For example, an
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Figure 6.3 The industry lifecycle

        



established firm might increase spending on advertising to attract new and existing
customers). During the maturity phase, growth and profits level off as demand for
existing products reaches saturation point. At this stage, some firms may exit the
industry in search of new opportunities. In the declining phase, the sales and profits
of established firms decline, leading to a loss of confidence on the part of investors,
falling share prices and eventually bankruptcy of many firms.

The industry lifecycle approach to assessing the evolution of industries has some
drawbacks. McGahan (2000) provides an extended discussion of many of the issues
raised here:

• Not all industries may go through the four stages identified. Changes in general
economic conditions or technology may substantially effect the evolution of an
industry.

• The importance of strategic decisions taken at the firm level may influence the
path an industry takes. As industries reach maturity, firms are unlikely to remain
passive spectators as the demand for their products and services declines. Instead,
firms themselves may decide to invest in research and development activities or
diversify into new product or geographic areas.

• As we have seen earlier in this chapter, it is often difficult to identify and define
industries. An industry can be made up of several distinct strategic groups, which
may all be at different stages in their lifecycle.

• The intensity of competition differs across different market structures, which in
turn affects the evolution of an industry. For example, market concentration is
likely to be inversely related to the industry growth rate. With rapid growth,
established firms are unlikely to be able to expand capacity sufficiently to satisfy
demand, so the opportunity exists for smaller firms to enter, leading to decon-
centration. If sales are static or declining, established firms are likely to collude or
exercise market power in order to protect current and future profitability, leading
to increased concentration.

• The association between entry and exit rates affects the industry’s lifecycle. In
industries where new (small) firms enter, competition is likely to increase. How-
ever, if diversified entry takes place by large established firms, competition is
likely to decrease.

Stochastic determinants of market structure

Most research that has examined the determinants of concentration has tended to
emphasise the role of systematic factors in determining the structure of industry.
However, chance factors can determine how the relative sizes of firms change over
time. In fact, some evidence suggests that industries evolve into concentrated mar-
ket structures through a sequence of random shocks to individual firm sizes (Gibrat,
1931). These arguments are embodied in the law of proportionate effect. According 
to the law of proportionate effect, the factors that influence a firm’s growth, such 
as growth of demand, managerial talent, innovation, organisational structure and
luck, are distributed across firms in a manner that is essentially random. If then
firms’ growth rates are determined in a random fashion, this results in a firm size
distribution that becomes increasingly skewed towards a small number of large
firms. In other words, those firms which have had a successive run of good luck over

166 6: Practical Analysis of Industry

        



Entry Barriers: Definition and Classification 167

Box 6.1 Entry, exit and market structure

The importance of entry and exit varies across different market structures. The
effects of entry and exit on the various market structures are now discussed
briefly.

Perfect Competition

What is the nature of competition?
The model of perfect competition (introduced in Chapter 3) assumes that
there is complete freedom of entry and exit. In other words, new firms find it
easy to enter and compete with existing firms, while established firms are free
to exit the industry. If an established firm charges a price above average cost
for a given level of production, it will realise supernormal or abnormal profits.

Why are entry and exit important?
If established firms are earning abnormal profits, new firms will be attracted to
the industry in search of a share of these profits. These new firms can enter the

a sustained period of time grow to be large. This process can be illustrated using an
analogy from gambling (Hannah and Kay, 1977: 103):

If a group of rich men and a group of poor men visit Monte Carlo, it is likely that some of the rich
will become poor and some of the poor become rich: but it is also probable that some of the rich
will get richer and some of the poor will get poorer, so that the extent of inequality within each
group and over the two groups taken together is likely to increase. The process works to increase
industrial concentration in much the same way.

Overall, it is likely that systematic and chance factors play a crucial role in how
the structural characteristics of an industry change over time.

6.4 Entry Barriers: Definition and Classification

In Chapters 3 and 4, the output and pricing decisions of firms under various types
of market structure (perfect competition, monopoly, oligopolistic competition and
monopolistic competition) were examined. Within this context, we discussed the
importance of entry and exit in determining the profitability of firms in both the
short and the long run. We argued that if there is sufficient freedom for new firms
to enter and existing firms to exit, then a long-run equilibrium should exist where
all firms earn normal levels of profits. However, when barriers to entry exist (e.g.
under monopoly), established firms can make supernormal profits even in the long
run. Overall, it is the relative flow of firms to and from industries which determines
the nature and strength of competition. Box 6.1 outlines the expected effects of
entry and exit under perfect competition, monopolistic competition, oligopoly and
monopoly.
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industry and compete with their established counterparts without incurring
any competitive disadvantage. The effect of this new entry is to increase the
amount of goods and services available to consumers (shifting the industry
supply curve to the right), which reduces the prices charged. As prices decline,
any abnormal profits that established firms have enjoyed are competed 
away until the firms left in the industry are all earning a normal level of
profitability. This is the long-run equilibrium. At this point entry has ceased,
as there are no longer the potential profitable opportunities for new firms. 
This long-run equilibrium also coincides with the minimum point of firms’
average costs and thus firms are using all their resources in the most efficient
manner.

In perfect competition entry can be viewed as an ‘equilibrating force’, result-
ing in normal profits and an efficient allocation of resources. It is, of course,
implicit in the notion of easy entry that firms have access to the necessary
resources, which implies that a perfectly competitive market is characterised by
the free flow of labour, capital, knowledge and all other inputs. The assump-
tion of free exit is equally important. If exit is costly then firms might be reluct-
ant to enter an industry in the first place, as capital investments may be lost
on exit.

Monopolistic Competition

What is the nature of competition?
Under monopolistic competition (introduced in Chapter 3) firms produce
goods and services that can be seen as broadly similar, or substitutable for 
one another. However, these goods and services are differentiated slightly. 
In other words, each firm produces a slightly different product, which means
that consumers are likely to have some degree of loyalty to an individual firm.
Consequently, established firms have some control over the prices they
charge. This then implies that firms face a downward sloping (relatively elastic)
demand curve for their outputs and the ability to earn abnormal profits in 
the short run.

Why are entry and exit important?
It is the entry of new firms in search of a share of the abnormal profits enjoyed
by established firms that eventually brings about a long-run equilibrium where
only normal profits are earned. Thus entry guards against the entrenchment
of monopoly power. It might also be possible for entry to occur even after
abnormal profits have been competed away. Some entrepreneurs may have 
a strong wish to be independent and to own their own firms. Even if profits
are low, factors such as independence, status and leisure may be sufficiently
attractive for owners of firms to consider entry into certain industries.

Monopoly

What is the nature of competition?
In the case of a pure monopoly, the dominant monopolist is effectively 
insulated from competition, by barriers to entry. Given that the monopolist
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faces a downward sloping demand curve and produces a unique product or
service, it consequently has complete control over the prices it charges (assum-
ing no government regulation). This means that the monopolist can earn
abnormal profits not only in the short run, but also in the long run.

Is entry important?
At first glance one might assume that entry is not an issue as in theory
monopoly represents long-run equilibrium. However, there are three ways in
which the power of a monopolist may be threatened by entry considerations:

1 Threats of entry: A monopolist may be faced by potential entry. Therefore,
while there is only one firm operating in a given market, there may be a
pool of potential entrants, who are currently deterred from entry by the
actions of the monopolist. In effect, this potential competition constrains
the actions of the monopolist and may result in a more competitive equi-
librium, where the monopolist may earn close to normal profits. Under
these conditions, the monopolist faces uncertainty.

2 Development of new products and processes: A monopolist may be unable to
prevent the development and entry of new products that could reduce its
market power. In this case, the introduction of new products and new prac-
tices can lead to innovation, which leads to the downfall of established, less
innovative and less efficient firms.

3 Government policy: Monopolies are often created and enforced by govern-
ment policies which place strict limits on the number of firms allowed to
operate in any given market. Government-created monopolies will fear no
rivals as long as that government protection remains in place. If the gov-
ernment follows a policy of denationalisation and deregulation, then a
monopolist faces greater competition.

Oligopoly

What is the nature of competition?
Competition in oligopolistic market structures (introduced in Chapter 4) is
based on the recognition that a ‘few’ sellers account for a substantial propor-
tion of total sales. As a result of the fewness of firms, the recognition of mutual
interdependence determines how firms behave. The competition can be based
on pricing and non-pricing strategies or firms may decide to adopt collusive
strategies and essentially act as joint monopolists.

Why is entry important?
One can argue that it is under oligopoly that the conditions surrounding entry
become important in determining the nature of market competition. While
the market structures of perfect and monopolistic competition are affected 
by actual entry and the monopoly market is affected by potential entry,
oligopolistic markets are affected by both types of entry. In oligopolistic mar-
kets, firms not only take into account the effects on entry conditions when
making product differentiation, innovation and pricing decisions, but they
may also erect obstacles to any potential threat of entry.

        



How do we classify entry?

There is no one simple agreed system of arranging the huge number of variables that
may provide impediments to the entry of firms. However, most researchers agree
that barriers to entry insulate established firms in an industry from competition and
allow them to earn supernormal profits. This is because potential entrants normally
have to incur costs above and beyond those incurred by established firms, which
makes it difficult for them to compete on a level playing field. Such disadvantages
faced by potential entrants can even be augmented if the government decides to
give preferential treatment to established firms. Such entry barriers are not neces-
sarily confined to the industry, but also exist between different groups of established
firms within industries. Groups may arise from differences in products produced or
ownership structure.

Barriers to entry can arise in a number of ways. For example, the structural con-
ditions prevalent in an industry such as product differentiation, technology and ver-
tical integration are to some extent given, but often give established firms inherent
advantages over potential entrants. Firms can also pursue various pricing and non-
price strategies (such as product differentiation, research and development etc.) that
have the effect of increasing the barriers facing firms wishing to enter an industry.
Barriers to entry can also differ between domestic and foreign markets, as a firm
wishing to enter the latter may have to overcome additional regulatory and cultural
barriers not necessarily present within a domestic market.

Potential pitfalls?

One of the potential pitfalls in any analysis of entry is that there is often some over-
lap in many of the barriers. In other words, it is not always clear whether the type
of barrier observed is a natural consequence of the structure of the industry or is the
result of firms putting deliberate obstacles before potential entrants. For example,
(as we see later) product differentiation can be regarded as a natural outcome of the
structure of the industry, where firms cater for consumer tastes by offering a wide
range of goods and services. Alternatively, one might argue that firms deliberately
differentiate products in order to reduce the price elasticity of demand for their
products by ensuring customer loyalty, making it difficult for new firms to come in
and compete on an equal footing. Thus it is possible to argue that product differen-
tiation can be both a structural barrier and an entry-deterring strategy.

In the rest of this section and the next, we provide a classification of entry bar-
riers and analyse how established firms adopt entry-deterring strategies to ensure
long-term profitability. In our analysis, we do not necessarily argue that one entry
barrier is any more formidable than the next. In fact, it is often the type of potential
entrant which determines the degree of difficulty associated with any type of barrier.
In other words, what might be a formidable barrier to a small newly formed firm
may appear only a minor barrier to a large established firm wishing to diversify into
new product or geographic markets.

Overall, the actual effect of entry depends on the speed at which entry is 
executed. Entry at a slow rate alerts existing firms to the danger of additional com-
petition and allows them time to develop effective strategies to counter the threat.
Faster entry may not allow firms to react as efficiently. Of course, the slower the rate
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of entry, or indeed if established firms can adopt successful entry-deterrence strat-
egies, the longer any abnormal profits present in a market are likely to persist (see
Case Study 3.4).

As mentioned earlier, structural barriers refer to all those barriers over which both
existing firms and entrants have no direct control. They arise from the conditions
of the industry structure. Under this heading we shall consider two broad categories
of barrier: legal barriers and structural barriers.

What are legal barriers?

Legal barriers are defined and erected by government policies, through various Acts
of Parliament and regulations. They arise because various forms of regulation affect
either industry structure (the number of firms in an industry) or how firms behave.
These barriers are very costly for potential entrants to overcome given that they
have the backing of the law to enforce potential exclusion.

There are four main types of legal barrier to entry.

Registration, certification and licensing of businesses

In many markets, the number and sizes of firms are crucially affected by various
certification and registration requirements. In these markets, firms must seek official
permission to trade. Examples of such industries include public houses and off
licences, minicab operators, defence equipment, casinos, airlines, financial and legal
services. Established firms with some market power might be able to influence reg-
ulatory bodies to alter entry requirements over time to make it more difficult for
potential entrants to enter the industry. Under this guise of ‘maintaining standards’
potential entrants who may be able to compete effectively with established firms
could be prohibited from entering the market.

Monopoly rights

Monopoly rights may be granted by legislation. Governments may allow certain
firms sole rights in the provision of goods and services for a limited or unlimited
time. A common example of such sole rights is the awarding of franchised mono-
polies in a variety of industries, such as railways, mobile telephones and television
stations. The argument put forward for these franchises is that these industries are
either natural monopolies, where average costs can only be minimised if the firms
operates at a sufficiently large scale, or industries that require a guaranteed share of
the market to justify investment in technology and product development. (We dis-
cuss some of these industries further in Chapter 11.)

Patents

Patents are the deliberate creation of a property right so as to stimulate and encour-
age innovatory activity. Ownership of a patent confers monopoly rights and the
potential of monopoly profit. It is this temporary monopoly status that is the
sought-after return on investments in research and development. The downside is
that a patent grants firms exclusive control over the output of new products and
denies new firms access to the industry.
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Government policies

Government policies can also indirectly bring about various legal barriers. These
barriers can often be erected by governments to protect their domestic industries
from the threat of entry by foreign companies. These types of barrier can come in
several forms. For example, governments can impose tariffs and quotas, indirect and
direct tax regimes, which may embody strategies such as subsidies and public pro-
curement policies designed to help only the domestic firms. Such policies impede
the free flow of goods, leaving foreign firms at a disadvantage. Governments also
impose physical barriers such as frontier controls, which can lead to delays, customs
formalities and expensive handling charges for foreign firms. Technical barriers might
also be imposed by governments. These barriers refer to many constraints faced by
foreign firms in a domestic market. These may include the need to meet specific
technical standards, labour market regulations, transport regulations, exchange con-
trols, language and cultural differences.

Overall, by effectively increasing the costs faced by entrants (whether domestic
or foreign), governments can play an important role in determining the extent of
entry impediments, and thus the extent of competition in industries.

What are structural barriers?

These barriers arise due to the inherent structural characteristics of an industry. In
other words, the extent of product differentiation, the size distribution of firms, the
availability of economies of scale and scope all determine the extent and nature of
barriers to entry in any given industry. There are three main types of structural bar-
rier to entry.

Economies of scale

As we discussed in Chapter 2, economies of scale exist when a firm’s average costs
of production decline as industry output increases. Economies of scale can act as a
formidable barrier to entry in some industries and arise as a consequence of the
types of production process and general economic conditions prevalent in an indus-
try at a given moment in time. Barriers to entry of this nature can arise if fixed cap-
ital investments and the state of technology mean that the minimum efficient scale
of production is large in relation to the overall size of the market. In a very extreme
case, we can identify so-called natural monopolies, a condition where the market 
can tolerate only one firm, as the minimum efficient scale is almost equal to the
total market size. Due to the very high fixed costs, entry is unattractive to any new
firms.

This type of barrier can also exist when average cost at the less than minimum
efficient size level of output is substantially greater than that at the minimum
efficient size. This can be illustrated in Figure 6.4. The penalty to a firm for entering
at, for example, half the minimum efficient size is the additional unit costs it will
face, i.e. the distance AC1 to AC2. Given the nature of the technology, these costs are
very much greater in industry B than industry A. In this example, it is the shape
(slope) of the average cost curve that determines the size of the entry barrier facing
potential entrants.
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Should potential entrants still enter the market?

Of course, a potential entrant faces a dilemma. It makes large capital investments
and enters an industry at the minimum efficient scale, thus forgoing the extra costs
of entering at below the minimum efficient scale. However, by making a large-scale
capital investment, the entrant is taking a high level of risk. This is because entry on
this scale substantially increases industry supply. This increase in supply is likely to
lead to a fall in prices charged. Such an action may lead to retaliatory action on the
part of established firms and even a price war, where all firms are likely to suffer
losses (at least in the short run). The entrant’s problems could be further exacer-
bated if there were significant economies of multi-plant operations and distribution
networks. To compete with the existing firms in the first case, the entrant would be
forced to enter as a horizontally integrated firm. In the second case, the firm would
have to be vertically integrated. Both these conditions may make it difficult for an
entrant to compete on an equal basis with the well-integrated, established firms.
Alternatively, if the firm enters at a smaller scale (below the minimum efficient scale),
it would mean it incurs the penalty of a higher average cost, making it difficult for
it to price its products at the level charged by established firms. Case Study 6.1
examines how economies of scale act as a barrier to entry in various European
industries.

Absolute cost advantages

This barrier exists where the long-run average costs of the entrant lie above those of
the existing firm. Thus entrants face higher average costs at every level of output
(see Figure 6.5). There are many reasons why entrants face higher absolute costs, 
as follows.

Established firms may be in control of superior production processes and
own patents

As we noted earlier, patents are the deliberate creation of a property right for new
knowledge, intended to protect an innovator from rivals. Although they may be
regarded as an entry barrier they can also be viewed as increasing consumer welfare.
This is because a patent system encourages firms to invest in research, with the
promise of monopoly profits for successful innovations. Such innovations are likely
to result in ‘new’ or better quality products and services, which ultimately leads to an
increase in the variety of products and consumption possibilities facing consumers.
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Figure 6.4 Economies of scale as a barrier to entry
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Case Study 6.1

Economies of scale as a barrier to entry in selected 
European industries

The extent to which economies of scale act as a barrier to entry varies across
industries. For example the cost penalty that would be incurred by firms enter-
ing the electrical engineering industry at half the MES would be between 5% 
and 15%, while for footwear and clothing the penalty would only be 1% (see
table).

Economies of scale are most prevalent in industries (such as chemicals and
electricals) where the products produced incorporate complex technological
features and involve established firms spending heavily on research and devel-
opment. In industries where the methods of production involve less complex
goods (such as food) economies of scale act as less of a barrier.

Industry Cost of entering at half MES

Motor vehicles 6–9%
Chemicals 2.5–15%
Metals >6%
Office machinery 3–6%
Mechanical engineering 3–10%
Electrical engineering 5–15%
Instrument engineering 5–15%
Paper, printing and publishing 8–36%
Rubber and plastics 3–6%
Drink and tobacco 1–6%
Food 3.5–21%
Footwear and clothing 1%

Overall, the table suggests that economies of scale act as a potent barrier to
entry in most EU manufacturing industries.

Source: Adapted from Emerson et al. (1988), pp. 129–30, Table 6.1.1.

Figure 6.5 Absolute cost advantage as a barrier to entry

        



Established firms may have the exclusive ownership of superior inputs

Established firms have often populated industries for long periods of time and have
(over time) gained control of various scarce factors of production. For example, they
may have relationships with the best raw materials suppliers, or have recruited the
best labour and management personnel. By gaining control of superior inputs,
established firms force entrants to purchase lower quality inputs or get involved in
a bidding war to attract scarce resources. An example of this is the control British
Airways exercised over landing slots at Heathrow, forcing potential competitors to
use less attractive airports.

Established firms may have access to cheaper sources for 
investment finance

Established firms tend to enjoy a better credit rating than potential entrants as they
are seen to be of lower risk. New firms are viewed by financial institutions and cap-
ital markets as having an uncertain future. Consequently, any funds lent to such
firms would carry a risk premium. This type of entry barrier is often referred to as
the capital requirements barrier, which might be regarded as an all-embracing barrier
that covers the problems of securing sufficient finance to enter the market at a real-
istic level of production.

Established firms often operate at one or more stages of
the production process

The existence of vertically integrated operations such as the brewing, iron and steel 
and chemical industries can force an entrant to operate at more than one stage of
production if it wishes to compete with the existing firms. Denying rivals access 
to customers or inputs through a variety of vertical exclusions can be classed as a
restrictive practice. This is discussed more fully in the next section of this chapter.

Although entrants often have to incur costs additional to those incurred by estab-
lished firms in order to persuade customers to adopt their products and services,
they are often spared the costs of persuading the market to accept a new idea or a
new product. Such costs have already been incurred by established firms at an earl-
ier point in the industry’s lifecycle. However, entrants may have a few advantages
over established firms, as it is possible that existing firms may have overpaid for
their assets. This means that entrants are at an advantage insofar as current asset
prices are much lower. This might be true of an industry subject to rapid technical
change, such as the computer software market, the media industry and mobile
telecommunications.

Product differentiation

This type of barrier often arises because the existing brands and reputations of 
the established firms create ‘loyal’ customers. Therefore to enter the industry (suc-
cessfully), the new firm needs to prise customers away from established firms by
using promotional campaigns and strategies to stir them from their inertia. This 
can be achieved in one of two ways: first, by selling the same product or service 
at a lower price. However, this leads to a decline in revenue and may even send 
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consumers the wrong signal. For example, the lower prices reflect a lower quality of
products than that of the established firms. Second, the entrant could attempt to
outspend existing firms in the promotion of new goods. However, by doing this,
costs of production and distribution are increased. Either way, whether due to
increased costs or reduced revenue, the entrant is faced with a squeeze on potential
profits.

One of the most common types of product differentiation is through advertising.
Although we examine this in much more detail in Chapter 7, we can introduce  sev-
eral important points.

High advertising implies additional costs to entrants

Due to either brand loyalty or customer inertia the new entrant must spend pro-
portionately more on advertising per prospective customer than established firms.
In other words, market penetration costs are high. This is an absolute cost advant-
age type of barrier.

Established firms enjoy economies of scale by advertising on a large scale

A new entrant, entering on a small scale, is not able to take advantage of various
economies of scale in advertising. The large-scale advertisers benefit from an increas-
ingly effective message as well as decreasing average costs of such advertising.

Advertising campaigns mean additional expenses

Finally, investment funds needed to create an advertising campaign incur high
interest rates as this type of investment carries high risks. Not only is the risk of fail-
ure high, but these funds do not create any tangible assets that can be sold off in the
event of failure. (We examine this again in Chapter 7.)

The types of entry barrier just described are important in determining structural
conditions in any given industry. However, these barriers should not be regarded as
permanent. Market structures can change over time and the height of entry barriers
can rise or fall. For example, new deposits of a raw material can be discovered which
reduces the absolute cost advantage to an established firm; a new technical process
may result in changing the economies of scale facing both established firms and
entrants; and the launch of a newly advertised product may also reduce the product
differentiation advantages of the existing firms.

Overall, structural barriers to entry can come in various forms. However, when
we analyse entry, what is important is not the existence of barriers, but how quickly
these can be surmounted.

6.5 Entry-deterring Strategies

We have just considered ‘structural’ barriers, those that are present in the under-
lying conditions of the market. Fundamentally, these were causes that could not 

        



readily be altered. The barriers that we shall discuss here refer to those over which
firms have some degree of control or discretion. As such, firms can erect or heighten
such barriers through their own actions. These barriers often come in the form of
implicit threats (to potential entrants) as to the likely retaliatory action taken by
established firms should entry take place. The success or otherwise of any entry-
deterrence strategy adopted by established firms depends crucially on how credible
the threat of such action is. In general, large firms with substantial market power are
likely to make more credible threats and be able to warn off potential entrants. This
is often done by showing a commitment to an industry by embarking on large, irre-
versible capital expenditure programmes. By doing this, established firms illustrate
that they would be unwilling (or unable due to barriers to exit) to leave the indus-
try even in the face of intensified competition. Many authors have treated entry as
some sort of game, where there is a high degree of interdependence in the entry
decision (Dixit and Nalebuff, 1991).

Dixit (1982) examined the entry decision of a firm in the context of a game
which encompasses the role of threats. This type of approach to analysing entry
deterrence places emphasis on the role of threats, commitments and sunk costs in
deterring entry. Firms do not hold a priori beliefs about one another, but instead try
to predict other firms’ moves using previous knowledge of past encounters. Firms
also assume that their rivals’ decisions are rational. In this game, there are two play-
ers comprising an established firm (labelled ‘incumbent’ in Figure 6.6) and a poten-
tial entrant.

Figure 6.6 illustrates a series of outcomes which depend on whether entry to 
an industry takes place. The outcome of this game depends on whether the estab-
lished firm is passive (is not prepared to fight entry) or committed (in which case it
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Figure 6.6 Game tree of an entry decision

        



has prepared itself to fight entry by prior spending that will help it to avert entry).
In other words, we would expect a committed firm to be more credible if it has pre-
pared itself to defend its market position.

The top and bottom halves of the tree show the situations where the established
firm is passive and committed respectively. We can now examine the outcome of
these two situations.

Passive established firm

There are three outcomes if the established firm has not prepared itself to fight in
the event of entry. Table 6.7 shows these.

Is the established firm’s threat to fight credible? 
What is the equilibrium outcome?

No, the established firm’s threat to fight in the event of entry is not credible, as it
has no incentive to fight. In other words, it is much more profitable for the estab-
lished firm to accommodate the entrant. Therefore, the solution would be that the
established firm and entrant share the market, which is not as profitable as a
monopoly, but more profitable than a price war (Pd, Pd > 0).

Committed established firm

If the established firm is committed to the market by making a prior commitment
(C), i.e. the cost of erecting barriers, and the entrant knows this, what is likely to
happen? In any measurement of the established firm’s profits, we must, of course,
deduct any expenditures it has made to establish its credentials through the threat.
Table 6.8 shows the potential outcomes.

We can see from Figure 6.6 that the committed established firm is more profitable
than the passive one. Overall, the prior spending by established firms to raise entry
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Table 6.7 Possible outcomes of an entry game where the established firm is passive

Outcome Decision Consequence 
(shown in 
Figure 6.6)

1 If the established firm has not prepared to fight, and the (Pm, 0)
entrant stays out of the market, then the established firm 
continues to make monopoly profits while the entrant  
earns zero

2 If entry does occur, the established firm might decide to fight (Pw, Pw < 0)
the entrant in a price war. If this happens, both firms are likely
to make losses

3 If entry does occur, the established firm might decide to share (Pd, Pd > 0)
the market, in which case both firms earn positive profits

        



barriers sends a clear signal to potential entrants of the likely behaviour of estab-
lished firms if entry takes place. In the previous example, the established firm has
invested in specific assets to avert entry, and consequently has incurred costs that
are likely to be unrecoverable (i.e. sunk costs). The existence of the prior irreversible
commitment makes the threat of retaliation credible and indicates that the estab-
lished firm is willing to fight a price war if entry takes place. Of course, the estab-
lished firm could be bluffing!

We now turn specifically to several pricing and non-price strategies which 
established firms could adopt to erect entry barriers.

How can firms use pricing strategies to deter entry?

Firms can use several pricing strategies to deter entry. Two of the most common
types are that of limit and predatory pricing.

Limit pricing

Fundamentally, established firms enjoy sufficient cost advantages to earn abnormal
profits at prices that also deter entry. The theory of limit pricing is one such illustra-
tion of this strategy. There are many variants of this theory in varying degrees of
sophistication and complexity. We develop the simplest, so as to capture the essence
of the argument. The strategy is designed to ensure that entry is unprofitable. It is
the highest price that an established firm believes it can charge without inviting
entry. The level of the limit price depends on costs of the potential entrant, the
potential entrant’s estimate of industry demand and eventual likely share after
entry. Regarding the last point the theory is built on the assumption (the Sylos 
postulate) that potential entrants behave as though they expect existing firms to
maintain output at the pre-entry level in the face of realised entry (Sylos-Labini,
1962). This means that any entry is a net addition to industry output. Consider
Figure 6.7.
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Table 6.8 Possible outcomes of an entry game where the established firm is committed

Outcome Decision Consequence 
(shown in 
Figure 6.6)

1 The established firm will fight entry through a price war, if (Pw, Pw)
this is more profitable than sharing the market

2 The established firm will not fight entry through a price war, (Pd − C, Pd)
if this is less profitable than sharing the market

3 The rational entrant realises the threat of price war is credible (Pm − C, 0)
and stays out of the market. Therefore, the solution occurs 
where the established firm earns monopoly profits minus the 
cost of the commitment, while the entrant earns zero. As long 
as the established firm’s commitment is visible and irreversible, 
the threat is credible
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Figure 6.7 shows the limit price in the case of an absolute advantage, i.e. the
established firm enjoys average costs at AC1, whereas the entrant faces an average
cost schedule of AC2. The demand curve faced by entrants is dd, which is that part
of the market demand curve DD that is not served by the established firm firm(s),
which are producing output Q* at price P*. It could be thought of as the ‘residual
demand curve’. Since the entrant’s average costs curve intersects the residual
demand curve at P* the entrant is unable to earn any profit. It is assumed that the
established firm or firms are forgoing profits to keep output and hence price at the
entry-deterring level. P* is the so-called limit price.

How realistic is this theory of firm behaviour?

We can criticise the theory on several grounds. These are as follows:

• Is it more profitable to attempt to restrict all entry rather than retard the rate of
entry?

• If an industry is growing it may be difficult to dissuade a potential entrant that
there is no market available to it, if entry takes place.

• Could there not be a cheaper way of deterring entry, e.g. predatory pricing?

• The status of the entrant is all important. As we saw in Figure 6.6, there may be
instances when existing firms may wish to seek an accommodation with poten-
tial large entrants.

Predatory pricing

Predatory pricing is a strategy adopted by established firms, designed to drive out 
new entrants. This involves setting prices at below average variable cost. Thus the
established firm may forgo short-run profits in order to reduce the profitability of
entrants or existing competitors. This may force new firms out of the industry and
constrain the ability of existing rivals to expand. The consequence is that the estab-
lished firms enjoy greater market power and increased profits in the long run. Case
Study 6.2 gives a useful example of other types of predatory behaviour in the UK bus
industry.
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Figure 6.7 Limit pricing to deter entry
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How can firms use non-price strategies to deter entry?

The following paragraphs introduce the ways in which firms can use various non-
price strategies to deter entry.

Product differentiation

Product differentiation, especially advertising, can help to create or strengthen
brand loyalties beyond what is natural to the market, thus reinforcing the structural
barriers we examined in the previous section.

We can consider a few related strategies under this heading, which can lead to
entry effects. Brand proliferation, common in, for example, the detergent market
and the processed food market, can be an attempt by dominant firms to crowd the
market with various brands and thus deny entrants sufficient market demand to
recoup their sunk costs. Case Study 6.3 gives a useful discussion. In other markets,
customers may face high switching costs, i.e. the cost of switching to another sup-
plier. These customers are then ‘locked in’ with existing firms. Examples are bank
accounts, computer software, hotels and stores (via loyalty cards). Consequently,
these customers cannot be easily lured to other firms. Goodwill and reputation 
may also help to strengthen the market position of established firms, although this
assumes that entrants from other industries do not have their own reputation which
can be utilised to attract customers away from existing firms. Case Study 6.4 tackles
many of these issues in the context of the UK banking industry.

Loyalty discounts, exclusive dealing, refusals to supply

All these types of strategy are intended to deny entrants access to supply of inputs
or access to customers. An example was Capital Radio offering ‘solus’ advertising
deals. This meant that, in return for exclusivity, the advertiser received a discount.

Case Study 6.2

Predation in the Scottish bus industry

Predation can come in many forms and is by no means merely confined to
firms’ pricing practices. For example, firms can adopt predatory strategies in
relation to the quantity or quality of products and services supplied. In 1994,
the Office of Fair Trading investigated two bus companies in Scotland which
had adopted such strategies.

In 1990 Moffat & Williamson (M&W) won a contract to operate bus ser-
vices that were subsidised by Fife Regional Council. On some of the routes
M&W faced a competitor, Fife Scottish, who operated a commercial service. In
1992 Fife Scottish duplicated the subsidised service provided by M&W by addi-
tional bus journeys. This had the effect of reducing market demand for M&W.
The OFT held that Fife Scottish was a dominant local operator and was able to
absorb losses.
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Case Study 6.3

Brand proliferation in detergents

Advertising is necessary to inform consumers of the factual attributes of prod-
ucts, promote brand image and stimulate demand. However, excessive expend-
itures on advertising and promotion and large numbers of brands offered by
firms in many industries can often stifle or distort competition by making it
difficult for new firms to offer something different. For example, in the UK
household detergent industry and the US cereal industry, policymakers have
criticised leading firms for spending excessive amounts on advertising and
proliferating brands. In both cases, investigations by regulatory authorities
(which are discussed in Monopolies and Mergers Commission, 1966, and
Schmalensee, 1978) revealed that:

• Advertising appeared concerned with building up brand image and did not
inform consumers about the factual attributes of the products.

• Excessive advertising was taking place for many similar products under dif-
ferent brand names. This was a waste of resources.

• New improved versions of existing products did not alter substantially the
quality of the products.

But why did this make entry difficult?

• The large numbers of similar brands offered and expenditures on advertis-
ing by the established firms raised the capital requirements to enter the
industry.

• This made it very difficult for new firms to raise finance to enter the 
industry and overcome the reputation advantages held by the established
firms.

The large number of similar products offered also made it difficult for new
firms to find a market niche in which to sell their products.

The advertiser agreed not to advertise on any other radio station. The effect of these
agreements was to limit the radio advertising market for Capital Radio’s competitors.
One of the most famous of ‘solus tie’ contracts was in petrol retailing in the 1960s
in the UK. Independent retailers agreed to a long contract for the supply of petrol
from one specific supplier. Some of these issues are discussed at greater length under
the topic of vertical integration in Chapter 9.

Pre-emptive patenting

Patents can also be used as a strategy to deter entry and thus be seen as an endoge-
nously caused barrier. In particular, this may be the case when a firm in possession
of a new technology decides to apply for many patents to cover all possible spin-
offs, so as to deny rivals the opportunity to ‘invent around’ the new technology to
produce similar goods.
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Case Study 6.4

Barriers to entry: banking for small business

In 2002 the Competition Commission published a report which was the out-
come of an investigation into the supply of banking services to small and
medium-sized businesses in the UK. The report found to some extent that
competition in this market was somewhat limited as a consequence of the sub-
stantive market shares held by the largest clearing banks. In fact, in each geo-
graphic market examined (Scotland, England, Northern Ireland and Wales)
the largest four banks accounted for almost 90% of certain financial services
offered to small firms. This market power meant that there was a high degree
of similarity across services offered, prices charged and barriers to entry faced
by new providers which wanted to compete with the largest banks.

In general, several barriers to entry are likely to feature quite prominently
in the banking industry. For example, previous evidence suggests that banks
entering at below the minimum efficient scale are likely have average costs,
which are around 5% higher than those of established counterparts operating
at the minimum efficient scale. Minimum levels of capital and licensing
requirements may also make it difficult for new banks to compete with estab-
lished counterparts.

Specific problems
With reference to the specific market for banking services to small and
medium-sized enterprises, product differentiation was found to be a substant-
ive barrier to entry in three ways. First, a bank which had established and built
up a reputation over time was more likely to enjoy the loyalty of customers.
In fact, the investigation found some evidence of established banks offering
preferential services to new customers or to those who threatened to switch to
another bank. Second, barriers to entry were found because substantial switch-
ing costs from moving from one bank to another deterred customers from
moving accounts and thus limited the extent of competition. Finally, the pres-
ence of established banks with branches across large geographical areas made
it difficult for others to compete on a level footing.

Solutions
The overall effects of the barriers to entry outlined were excessively high prices
and profits made by banks in England and Wales. Consequently, the Competi-
tion Commission proposed a number of behavioural remedies (such as abolition
of certain charges, the introduction of interest on current accounts and im-
proved information flows to customers) to increase competition. Collectively,
these remedies would make it easier for customers to switch banks, and thus
increase competition in the industry.

        



184 6: Practical Analysis of Industry

6.6 Conclusion

This chapter has outlined two of the main components of market structure, namely
concentration and barriers to entry. We have outlined the importance of each in
determining the extent and type of competition which is likely to take place in any
given industry. The barriers discussed emphasise the role that the underlying struc-
tural characteristics of an industry can play in deterring entry, and highlight the
ways in which established firms can actively deter entry. Often the threat of entry
is enough to alter the behaviour of firms already in a given industry.

Discussion Questions

1 Are industries and markets different?

2 How can concentration be quantified?

3 Explain the significance of the numbers equivalent measures of the
Herfindahl–Hirschman index.

4 Discuss how the relationship between the minimum efficient scale and industry
size can determine the level of observed concentration in a given industry.

5 How useful are industry lifecycle theories to our understanding of industry evolution?

6 Utilising the evidence presented in Case Studies 6.1 to 6.4, outline a typology for
the analysis of entry barriers.

7 Using Case Study 6.4 as a starting point, give examples of UK and European
industries that are characterised by various legal barriers to entry.

8 Explain how the height of an entry barrier can be measured.

9 Outline the various pricing and non-price strategies a firm can follow to deter entry.
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• experience goods

• search goods

7.1 Introduction

We saw in Chapter 4 that many modern industrial structures are characterised 
by oligopolistic relations between the large dominant firms. This suggests that firms
are faced by the threat of continual and endless rivalry from other firms which pro-
duce close substitutes to their own range of products. Traditional economic theories
suggest that close substitutability of demand would invite price competition as the
main strategic variable. However, such competition leads to great risks and uncer-
tainty for the major firms. Firms may prefer to engage in other forms of competi-
tion since the reactions to these strategies are likely to be less harmful than the 
reactions to price reductions. Price cuts can be met almost instantaneously, whereas 
it may take a considerable length of time for firms to react to non-price forms of

Advertising and Product
Differentiation

By the end of this chapter, the reader should be able to understand:

• the various types of product differentiation

• the determinants of advertising expenditures

• how advertising can raise barriers to entry

• the relationships between advertising and prices.

Key Concepts

• advertising intensity

• credence goods

7

Objectives
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competition such as advertising. By the time rivals have realised the success of a
non-price strategy and begun to compete with similar advertising strategies, exist-
ing consumers may have to be prized away from the original advertiser. Advertising
and product differentiation can be seen as reducing product substitutability and
possibly creating a new market in which the firms have a more assured status and
future. This chapter is structured as follows. Section 7.2 examines the various ways
in which product differentiation can take place. In particular, it examines not 
only how product differentiation can evolve as a natural process over time, but also
how it can be utilised by firms as a competitive strategy. Section 7.3 explains how
advertising can determine the nature and extent of competition in different types
of industries. Section 7.4 concludes.

7.2 Modes of Product Differentiation

Most modern markets are characterised by product differentiation. For example,
there is no one identical type of car, perfume, radio station or hotel. Product differ-
entiation can be viewed as the ability of producers to differentiate close substitutes,
so that customers no longer regard them as similar products. This differentiation
can occur by changing the physical attributes of a product or service. Alternatively,
differentiation can take place in a psychological sense.

Products and services can be subject to vertical or horizontal differentiation. Ver-
tical differentiation occurs when a product or service differs in quality from another.
For example, one brand of lager may have a higher alcohol content than another
and, as such, be deemed as a higher quality product. In contrast, horizontal differ-
entiation occurs when products are of the same quality, but have slightly different
attributes – for example, different colours of the same model of car.

Product differentiation can be due to many causes. We can divide these into nat-
ural and strategic causes. In the former case, differentiation occurs when products
become different through a natural process not developed by producers. It is likely
that producers exploit such differences, even if they occur naturally. Strategic prod-
uct differentiation is directly controlled by producers through the pursuit of strat-
egies such as advertising and promotion of primary product attributes or related
additional services. It is often difficult to assess whether a product is differentiated
to meet the many and varied characteristics of a producer’s customers or is a delib-
erate attempt by the firm to appropriate brand loyalty advantages to reduce com-
petition within the industry. Natural and strategic causes of product differentiation
are now discussed briefly.

Natural causes of product differentiation

Brands and trademarks

Brands and trademarks can be exploited to differentiate similar products.
Trademarks are normally words or symbols used by producers to denote particular

        



brands. In many cases, firms which own trademarks have obtained exclusive prop-
erty rights to exploit these. Examples are the Lacoste crocodile and the Armani
eagle. This gives the firm some degree of monopoly power by reducing the number
of substitutes and hence lowering consumers’ price elasticity of demand for the
product in question. Brands and trademarks can sometimes become synonymous
with the products they are associated with (e.g. Hoover and vacuum cleaner). If this
occurs the firm may lose its trademark protection. Case Study 7.1 discusses the
importance of brands for a firm’s revenues.

Community or national differences

In this case, the country or community of origin is the defining factor that differ-
entiates goods and services. Products and services from different parts of the world
are often deemed to be different and of higher quality – for example, Jersey cream
made in Jersey, Devon custard, Russia vodka, Scottish whisky, Irish stout, Swiss
watches and Italian clothes. Domestic producers can exploit such differences, for
example by putting an Italian flag on a packet of pasta or giving clothes an Italian-
sounding name.

Customer wants

Consumers have different characteristics, tastes and preferences. As a consequence,
the type of product demanded varies from consumer to consumer. Differentiation
by producers to meet these varied wants is often of a horizontal type – for example,
colour of cars and size of clothes.

Geographical variations

The location of a producer can often differentiate a product or service – for example,
the ease with which a shop or factory can be reached by consumers, as is the case
when consumers make choices between the corner shop and the out-of-town super-
store. It is also often the case that identical houses are differentiated by which part
of the country they are located in. For example, London has traditionally been
deemed a more desirable place in which to buy property than other parts of the
United Kingdom.

Ignorance

Ignorance on the part of consumers can allow firms to exaggerate the degree of dif-
ferentiation of their products and services. If consumer ignorance is present, pro-
ducers may suggest that high prices reflect higher quality. This may even lead to
these goods and services inheriting Veblenesque characteristics. Veblenesque goods
are often luxury goods such as designer clothes or fine wines. Consumers tend to
demand more of these goods as their price increases. Producers can often exploit
consumer ignorance by advertising products which are harmful. In such cases, gov-
ernment regulations are required to protect consumers. Case Study 7.2 examines
how advertising messages are regulated in the UK, while Case Study 7.3 examines a
recent incident involving misleading advertising.
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Case Study 7.1

Doughboy needs a decision

The Pillsbury Doughboy must be getting long arms from being pulled in dif-
ferent directions. Once again the 15-month regulatory review into General
Mills’ $10.5bn acquisition of rival food group Pillsbury from UK drinks group
Diageo has led to question marks over the deal’s status. The famous Doughboy
brand remains at the centre of the negotiations between General Mills and 
the Federal Trade Commission. Tensions have mounted as General Mills has
pushed back the target closing date on the Pillsbury deal, which will double its
annual sales to about $13bn. Announcing the purchase in July 2000, it anticip-
ated completing by the end of that year. General Mills has sought to ease 
competition fears by selling the Pillsbury brand baking mixes and other prod-
ucts to International Multifoods, another US food group, for $305m. General
Mills already has Betty Crocker mixes, and the move would separate the top
two baking mix brands. The sticking point is that General Mills would still
control Pillsbury brand products – such as the dough business. It is thought
the deal with IMC would allow IMC to use the brand name for 20 years and
make royalty payments thereafter, as well as use of the Doughboy for a few
years. The crux of the FTC worries appears to be the Doughboy and if, or how,
he can be shared as a way of resolving anticompetitive questions in the deal.
The protracted negotiations suggest the FTC does not like, or at least has
doubts over, trademarks shared by two companies. However, two issues have
surfaced.

One is that the Doughboy’s value will decrease, if shared between two com-
panies. Another, perhaps more serious, is that General Mills could feel less
compelled to advertise its Doughboy products, thereby adding visibility to
IMC’s brand – a cake mix rival. Analysts downplayed the notion that General
Mills would alter advertising for the coveted dough products business. ‘I think
at the end of the day General Mills is not going to get a free ride from IMC,’
said Jeff Kanter, analyst at Prudential Securities. ‘I don’t see how this would
create any disincentive to promote the brand.’ Mr Kanter said the hurdles 
do not look like deal-breakers. He added that all parties involved want the
General Mills–Pillsbury deal to pass; then the divestments to IMC can proceed.
Indeed, IMC has used the Pillsbury cake mix buy as a catalyst to reorganise
itself into a more consumer brand-focused company. Also, the recommenda-
tions by FTC staff do not always represent the final decision by the FTC com-
missioners, analysts said. As they meet to talk it over, perhaps as soon as this
week, the impending finish-line could help resolution. ‘Maybe it’s going to be
like Pepsi and Quaker, where it goes down to the wire,’ Mr Kanter said. ‘And
Pepsi and Quaker ultimately went through.’ General Mills and Diageo reiter-
ated that expectations were for the FTC to complete its review in October and
that they remain confident they will close the deal. Meanwhile, some analysts
are worried about Pillsbury’s business suffering under so long a period of
limbo.

Source: Financial Times, 9 October 2001.
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Case Study 7.2

Advertising and regulation

Introduction
As we have seen, much of the discussion in economics assesses the role of
advertising in providing information to consumers to enable them to make
informed choices. If consumers receive information via advertising that is mis-
leading, it causes them to make decisions that are not appropriate, thus caus-
ing a misallocation of scarce resources. Evidence suggests that where goods
and services are complex (requiring specialist knowledge on the part of con-
sumers) it is more likely that misleading advertising may occur (OFT, 1997).

What is misleading advertising?
Misleading advertising can be classified as adverts that:

• contain false statements

• conceal or omit important information about the product in question

• create a false impression as to the properties, performance or outcomes of
consuming particular goods and services.

• make false promises to provide services that will never be provided.

Who protects consumers against misleading advertising?
In the UK, a number of institutions, regulations and acts of parliament regu-
late advertising. Acts of parliament and regulation include the Trade Descrip-
tions Act (1968), Consumer Protection Act (1987), Medicines Act (1968) and
the Control of Misleading Advertisements Regulations (1988).

In 1962 the Advertising Standards Authority (ASA) was instituted as an
independent body responsible for ensuring adverts (except those on televi-
sion and radio) are accurate, truthful and follow guidelines laid down by com-
petition authorities. The Independent Television Commission (ITC) and the
Broadcasting Standards Commission regulate adverts on television and radio.
The Financial Services Authority (FSA) deals with adverts for financial services.
The Office of Fair Trading also has powers to act under the Control of Mislead-
ing Advertisement Regulations 1988. If advertising affects the health and safety
of consumers or is aimed at inappropriate audiences (e.g. tobacco advertising
to children), it is likely the Office of Fair Trading will become involved.
Through its misleading advertisements team the Office of Fair Trading sup-
ports other bodies in stopping unfair advertising practices. Similar forms of
protection are enforced in other countries (see Case Study 7.3, which high-
lights a recent case in the USA).

        



New technology

New technology can also be used to differentiate a product – for example, the addi-
tion of Internet and e-mail features on a mobile telephone. Economist (1999) noted
that Procter & Gamble had been successful in differentiating many of its products
through new technological features. Examples of this included the Swiffer mop that
captured dust and the Nutri-Delight orange drink which had a special formula to
allow iodine to co-exist with certain vitamins and minerals and allowed children to
gain weight.

Strategic product differentiation

Additional services

Additional services offered by firms can also be used to differentiate products. Even
if products are identical, the conditions surrounding a sale may differ. By offering
superior credit facilities, quicker delivery or a more comprehensive after-sales ser-
vice, producers can effectively differentiate their products. By offering certain after-
sales guarantees or warranties the firm is sending signals to consumers that it has
confidence in the quality of the products it is selling. The overall bundle of products
now being offered may now be vertically differentiated.
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Case Study 7.3

Unfair advertising: FTC brands Joe Camel unfair

The US Federal Trade Commission yesterday charged the tobacco company
R.J. Reynolds with unfair advertising practices, alleging that its Joe Camel cam-
paign targets children.

The accusation against the second largest US cigarette maker comes after
investigators uncovered new information that was not available when the FTC
initially exonerated Joe Camel three years ago.

It was unclear yesterday whether the FTC would issue an immediate cease-
and-desist order or wait until RJR argues its case before an administrative
judge. RJR has continually defended Joe Camel, the cartoon character in dark
sunglasses who lounges on billboards and in magazine adverts. The new infor-
mation came from the Food and Drug Administration, which passed on gov-
ernment statistics showing that the Camel brand’s share of the youth market
jumped substantially after the popular advert campaign began.

The documents also included an RJR survey showing that 86% of children
aged 10 to 17 recognise Joe Camel and 95% of those children know the char-
acter is selling cigarettes.

Source: Financial Times, 29 May 1997.

FT

        



Variations in raw materials and other inputs

Inputs such as raw materials, labour and capital are rarely identical, even if the
finished product or service is. However, the resulting goods and services are often
marketed as being different from those of other firms. Firms may stress that their
employees are better skilled, better trained and less likely to make errors or that their
raw material inputs are superior to those of rival firms. This gives the firms some
control over the prices or fees they charge.

Rate of change of product differentiation

Firms may be able to affect the size and importance of this variable. Products with
a short time span and taking up a relatively low proportion of a consumer’s budget
can be subject to the planned obsolescence of desirability. Consumers will be urged
to adopt new styles and models. In recent years, these characteristics have been
found to be particularly prevalent in products such as electronic video games, home
computers and mobile telephones.

Advertising

Advertising provides information and conveys persuasive messages. Producers can
use advertising to create or exaggerate differences between products and services. If
successful, advertising can convey a brand image and ensure consumer loyalty. The
gains to the producer in the form of increased revenue from advertising can be large.
Advertising is now a huge global business. In many industries it is the main stra-
tegic weapon used by firms to gain a competitive advantage in the market. In the
UK advertising expenditures increased from £9.61 billion in 1987 to £14.23 billion
in 2001 (figures in real terms).

Why do firms advertise?

Firms often spend vast amounts on advertising to enhance reputation or to provide
consumers with valuable information on goods and services offered. For example, in
2001, Procter & Gamble was estimated to have spent £114 million on advertising.
Other large firms such as BT, Ford, Vauxhall, Renault and DFS all had advertising
expenditures exceeding £50 million. Firms advertise for many reasons.

To launch a product or service

Firms may use advertising to provide consumers with information regarding a 
new product or service. New products often require informative advertisements,
aimed at educating a consumer as to the attributes of a new product or service. For
example, the UK government and financial service firms had to spend heavily on
advertising to provide consumers with detailed information before and after the
launch of individual savings accounts (ISAs) in 1999.
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To provide information on price, quality and availability

Firms may use advertising to provide consumers with information regarding the
price and quality attributes of products and services. This is particularly important
if prices and quality of products are changing over time. Such changes are often 
a consequence of increased competition or technological change. For example,
mobile telephone operators in the UK have spent heavily on promoting quality and
price attributes of various goods and services offered. Advertising can also be used
to provide consumers with information on the location of the firm’s sales outlets.

To increase or protect market share

Firms may use advertising as a strategy to gain a competitive advantage over com-
petitors by capturing larger shares of the market. Here, advertising is used either to
inform or persuade consumers that the firm’s products and services are of a superior
quality to that of their rivals. In a market that is growing, there is likely to be less
need for advertising as there is a large pool of potential customers, whereas in a
declining market, firms may advertise heavily to protect dwindling market share. In
addition, firms may use advertising to protect their market shares from aggressive
rivals.

To increase consumer awareness and increase profitability

Firms may use advertising to increase consumer awareness of the goods and services
the firm has to sell. Over time this advertising is likely to lead to the firm building
up goodwill and reputation advantages over its rivals. Over time this advertising can
build up a brand image which can lead to the formation of entry barriers that pre-
vent new firms from entering the market. These entry barriers effectively insulate
the firm from competition, leading to increased profitability. The effect of advertis-
ing on a firm’s profitability is shown in Figure 7.1.

194 7: Advertising and Product Differentiation

Figure 7.1 Effects of advertising on a firm’s profitability

        



The firm operates in an industry where no advertising takes place. The firm faces
a downward sloping demand curve (AR0) and a corresponding marginal revenue
curve (MR0). Before advertising the firm maximises profits where MR0 equals MC,
producing at output level Q0 and charging price P0. The pale shaded area shows the
firm’s profit. If advertising now takes place, the firm’s average costs increase from
AC0 to AC1. However, the increased advertising has the effect of increasing demand,
which increases from AR0 to AR1. Because advertising is a fixed cost, marginal costs
are unaffected. The firm now maximises profits where the new marginal curve (MR1)
equals marginal cost (MC), producing at output level Q1 and charging price P1. The
dark shaded area shows the firm’s profit. The firm now makes higher profits after
advertising than it did before. The extent to which firms make extra profits from
advertising depends on the extent to which advertising promotes increased demand,
the price elasticity of demand and the cost of that additional (or new) advertising. If
demand is very inelastic, then increases in price lead to large increases in total revenue.

Oligopolistic industries are often characterised by non-price competition. One
possible measure of the extent to which advertising dominates as a form of competi-
tion is to examine advertising expenditure in the industry as a proportion of total
sales (otherwise known as advertising intensity). This can give us an indirect method
of assessing the type of competition that takes place in particular industries. The
Advertising Association (2002) found the advertising to sales ratios of selected prod-
uct groups varied considerably (see Table 7.1). For example, in industries such as
vitamins, shampoos, cereals and washing powders, advertising to sales ratios were
found to be relatively high and were equal to approximately 24%, 20%, 8.5% and
8% respectively. In other industries, these ratios were found to be relatively low. For
example, in cars, carbonated drinks, hairdressing and video recorders, the advert-
ising to sales ratios were found to be 2.5%, 1.5%, 0.03% and 0.02% respectively.

In many industries such as toiletries and cosmetics (which includes deodorants,
shampoos and soaps) advertising intensity is high, while in others such as soft
drinks and cars the intensity is much lower. Remember that advertising intensity
depends on two things: the actual amount spent on advertising and the actual sales
of the products advertised. This means that using the advertising to sales ratio as an
indicator of the intensity of non-price competition may be misleading.

Why is this?

• In many industries, the absolute expenditures on advertising are large (e.g. cars).
However, so are sales. This means that when we calculate advertising intensity,
the proportion of advertising to sales appears to be small.

• Advertising is only one form of product differentiation. Therefore, if firms are
engaging in other modes of product differentiation, these are not captured by
this measure.

The extent of advertising intensity in any given industry depends on many factors.

Why does advertising vary across markets?

Firm objectives

The level of advertising intensity in any given industry may depend on the overall
business objectives of established firms in that industry. If firms are maximising
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short-run profits, they may have little scope to spend heavily on promoting prod-
ucts and services. However, some firms might sacrifice short-run profits by addi-
tional expenditures on advertising, so that in the long run higher profits are secured.
If firms are aiming to maximise sales or market share then expenditures on advert-
ising are likely to be much higher, in order to stimulate consumer demand. Of
course, firms in the same industry may follow different business objectives, so it
may be difficult to assess the nature of competition in any given industry using only
advertising intensity measures.

Market structure

Many authors have argued that advertising can aid in the growth of firms, con-
sequently leading to industries dominated by a few large firms. Advertising can
often lead to monopolistic and oligopolistic industry structures. The leading firms
in these structures can then use advertising as a strategic tool to maintain or increase
their market power. We examine the relationship between market structure and
advertising expenditures later in the chapter.

Age of the industry

In new industries, firms must spend heavily on advertising their goods and services
in order to increase consumer awareness and establish a market presence. Over time
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Table 7.1 Advertising to sales ratios of selected UK product groups, 2000

Product group Advertising to sales ratio

Deodorants 21.08
Shampoos 18.84
Toilet soaps 17.70
Cinema 13.69
Air fresheners 10.12
Computer/video games software 9.60
Cereals 8.43
Washing liquids and powders 7.68
Vitamins 7.72
DVD players 6.43
Electric razors 4.90
Coffee 4.73
Hair dryers 3.53
Tea 3.33
Televisions 1.26
Trainers 1.45
Cars 1.09
Carbonated soft drinks 0.68
Cheese 0.82
Carpets, floor coverings and tiles 0.71
Beer 0.66
Rail travel 0.54
Domestic lighting 0.12
Cigarettes 0.05
Hairdressing 0.03

Source: Adapted from Advertising Association (2002), pp. 216–22, Table 22.1.

        



this may confer market share advantages to firms which do advertise, as consumers
become aware of the products and services produced.

Extent of product differentiation

If the industry is characterised by a high degree of product differentiation, then con-
sumers perceive that no close substitutes exist for the goods and services they con-
sume. Consequently, firms have to spend heavily on advertising in order to capture
market share from rivals.

Number of brands

If products are differentiated through branding by established firms, then con-
sumers are likely to be loyal to particular products. If this is the case, firms must
spend even more heavily on advertising in order to persuade consumers to switch
from one firm’s product to another. As we saw in Chapter 6, the proliferation of
brands can lead to the creation of entry barriers to particular industries, thus insu-
lating established firms from competition.

Type of product or service produced

The level of advertising intensity often varies by the type of product or service pro-
duced in a given industry (see Table 7.1). Evidence suggests that advertising inten-
sity is generally lower in industries where durable goods are produced. Given the
high price of durable products, consumers often undertake more detailed investiga-
tions as to the attributes of the products on offer. For example, when purchasing a
hi-fi system consumers will tend to consult consumer information publications such
as What Hi-fi?, Hi-fi World and Hi-Fi Choice, instead of relying solely on the inform-
ative and persuasive messages forwarded by advertisers.

Frequency of consumer purchase

Consumers who buy a good or service regularly are unlikely to need detailed infor-
mation or to be persuaded by firms as to the desirable attributes of the goods and
services that they are buying. Instead, consumers use their knowledge from previous
purchases to guide them to appropriate consumption decisions. On the other hand,
where goods are bought less frequently, consumers may need the help of advertise-
ments to guide them in their consumption decisions. Imperfect information with
regard to prices of goods and services may give producers some element of mono-
poly power. In other words, consumers may be unaware that different prices for 
similar products do not reflect quality differences. Therefore, if information is
increased through advertising, consumers are more likely to shop around. As a 
consequence of increased competition, producers charge similar prices for products
and services. Advertising and other forms of product differentiation may help
improve information with regard to the prices and qualities of products produced.
For example, other forms of differentiation that may imply information about 
product quality might include those firms with good reputations and those who are
willing to provide warranties and guarantees with goods and services sold.

The government could also play a useful role in ensuring the provision of accurate
information to consumers by public information announcements, the imposition of
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standards and licences when producing certain goods and services, and sponsor-
ing and subsidising publications by consumer associations. Firms which advertise
products frequently may send a signal to consumers about quality. Therefore, there
would only be an incentive for a firm to advertise its products if it expected to cap-
ture and keep market share. Firms selling low-quality products would be unwilling
to spend heavily on advertising as they would be unlikely to receive any repeat pur-
chases from consumers. If consumers have access to good information, they would
only be willing to pay high prices for high-quality goods and services.

Benefits of advertising

Advertising can be categorised as either informative or persuasive. If advertising is
informative it is useful in providing consumers with enough information to make
informed choices with regard to the goods and services they demand. If advertising
is persuasive, it distorts the information that consumers receive, making it difficult
for them to make informed choices. We will now examine each of these views
briefly.

Advertising distorts consumer preferences

Information is a necessary prerequisite for effective competition and ensures that
resources are used efficiently to produce the goods and services that consumers
demand. Persuasive advertising simply changes the preference functions of con-
sumers and can often lead to less competition, as firms which enjoy brand loyalty
exploit market power by charging higher prices and earning higher profits. This
view of advertising takes a negative view of its usefulness.

In a seminal work, Kaldor (1950) argued that because advertising is supplied
jointly with goods and services, consumers are forced to pay for more advertising
than they want and are thus ‘unwilling accomplices in a waste of resources’. The
amount of advertising supplied exceeds that demanded because it is generally 
provided as a ‘free’ service both to potential buyers and to those consumers who will
never buy the good or service under consideration. Advertisers do not charge a 
positive price for advertising, since any charge would lead to an amount being
demanded which is less than that required for firms successfully to achieve profit
maximisation (see discussion relating to Figure 7.2). Consequently, there is an excess
supply of advertising and a subsequent wastage of resources, which is financed by
consumers who are forced to pay a higher price for the advertised goods.

The supply curve (S) relates the quantity of advertising to the price of advertising
(P). The price can be regarded as the price paid to the advertising media by sellers or
as the advertising component of the price paid by consumers of the advertised
goods. Dc refers to consumer demand and Df to seller demand for advertising re-
spectively. Thus, Qc is the amount consumers will be willing to pay for. This is at
the intersection of Dc and S. However, the actual amount of advertising supplied is
Qf, where Df = S. This is the amount advertisers regard as necessary to maximise their
profits. The excess advertising and consequent waste of resources is the difference
between Q f and Qc. The price charged at Q f is Pf. At this price level consumers are
only willing to pay an amount equal to the area 0PfAQb, given that they would only
demand Qb at that price level of advertising.
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Advertising helps consumers make informed choices

Informative advertising identifies the existence of sellers, provides information on
the key characteristics and attributes of various products and services, and links 
the quality of a product to its brand (i.e. only high-quality brands are advertised
heavily). This means that consumers are unlikely to pay higher prices for goods 
or services unless ‘real’ product differences exist. Furthermore, advertising brings
buyers and sellers together by reducing the amount of time and costs that buyers
incur searching for available goods and services.

Stigler (1961) and Telser (1964) contended that advertising reduces the costs of
obtaining information. In other words, it is easier for a consumer to obtain informa-
tion on the price and quality of products through advertisements than to engage in
a lengthy search process to collect this information independently (see Figure 7.3).

In Figure 7.3, the cost of each additional hour of search is assumed to be 
constant and is summarised by the marginal cost function (MC). The benefit the
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Figure 7.2 Advertising and welfare

Figure 7.3 Optimal time spent on consumer search

        



consumers gain from each successive hour of search is characterised by a downward
sloping marginal benefit function (MB). In other words, the benefits of gathering
information on prices decline, as the consumer discovers more and more firms 
selling goods and services at low prices. The process of consumer search is likely to
continue for as long as the marginal benefits of the search exceed the marginal costs.
A consumer will continue to collect information as long as the increased know-
ledge obtained from the search is not outweighed by the costs (in terms of time
or resources) used to collect this information. In Figure 7.3, the optimal amount of
search is where MC = MB0, at time S0. The provision of information through advert-
ising would have the effect of shifting the marginal benefit function to the left (MB1)
and reducing the optimal length of search time from S0 to S1. Given that advertising
reduces the search costs of the consumer, the overall prices paid by consumers for
products are likely to be lower in industries where advertising is prevalent. Overall,
higher priced advertised goods may reflect a better quality product with a much
smaller variability in that quality; or high prices reflect part of the search costs saved
by the consumer; or producers who market ‘own-brand’ products at a lower price
are simply exploiting the information spread by the advertised goods. The extent to
which advertising effects prices is examined in Case Study 7.4.
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Case Study 7.4

Does advertising reduce prices?

The extent of information available to consumers can affect the quality and
prices of goods and services in a given market.

What does the theory say?
There are two views as to whether advertising increases or decreases price:

• Advertising increases consumer knowledge and increases the price elasticity
of demand. In other words advertising reduces prices.

• Advertising will increase brand loyalty and/or consumer ignorance. The
consequence is to increase the price elasticity of demand. In other words,
advertising increases prices. Brand loyalty advantages can also lead to
higher prices.

What does the real world say?
The majority of research compares the level and dispersion of prices between
industries or market segments where advertising restrictions are imposed and
those where there are no restrictions.

Benham (1972) examined the differences in the prices paid by consumers
for eyeglasses in US states where advertising restrictions exist and those where
they do not. Using data based on a national sample of 634 consumers, he 
compared the prices of glasses in various states. Benham found that eyeglasses
were more expensive in states where advertising is restricted. MacKintosh and
Frey (1978) examined the dispersion of prices for eyeglasses in New Orleans
and Louisiana, where advertising restrictions were prevalent. The authors

        



Does information content of advertising vary 
by product type?

The extent to which advertising provides information crucially depends on type of
product or service under consideration. Based on the research of Nelson (1974) and
Darby and Karni (1973) we can provide a taxonomy of product types, comprising
search, experience and credence goods.

Search goods are products and services which can be inspected by either touch or
sight prior to purchase. Common examples include clothes, carpets, household and
office furniture. In contrast, experience goods are products or services which must be
consumed for an assessment as to quality to be made. Common examples include
food, minidiscs, DVDs and university courses. Advertising is likely to be informative
for search goods given that consumers can easily assess quality and product provider
claims prior to purchase. Consequently, advertising expenditures are likely to be
lower for search than experience goods. In fact, evidence suggests that advertising
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found significant differences in prices due to a lack of price transparency. They
argued that if advertising restrictions were removed these price differences
would decline.

Cox (1982) examined the relationship between advertising and the price of
legal services in six US states in 1978. He grouped these states as to whether
advertising regulations are restrictive (Alabama and Mississippi), moderate
(Arizona and Indiana) or permissive (California and Wisconsin).

Cox found that higher advertising leads to lower prices. Uncontested
bankruptcies were found to be on average $47 more expensive where advert-
ising restrictions were in force, while divorces were on average $16 cheaper.
Prices were found to be higher where: legal firms were large, reputation was
deemed important and firms were less efficient.

Milyo and Waldfogel (1999) examine the impact of the lifting of advert-
ising restrictions on alcoholic beverages in Rhode Island in 1996. The authors
found that the prices of advertised goods declined (after restrictions were
lifted), but those beverages that were not advertised remained at approxim-
ately the same price.

Kaul and Wittink (1995) surveyed 18 studies over a 20-year period that had
examined the relationship between the extent of advertising and price in pro-
ducer and consumer goods industries. From these studies the authors found:

• An increase in price advertising increased consumer sensitivity (i.e. price
elasticity of demand) to price changes.

• An increase in price advertising led to intensified competition and resulted
in firms charging lower prices.

• An increase in non-price advertising decreased consumer sensitivity to price
changes.

Overall, the evidence suggests that advertising appears to reduce the vari-
ability and level of prices across several service industries.
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expenditures on experience goods are three times that of search goods (Nelson,
1974). However, consumers do have some control over their consumption of ex-
perience goods, as they can choose not to repeat purchase products if they are
unhappy. The credence good is a product or service whose quality cannot be assessed
either before or after consumption. Credence goods exist when a consumer is
required to have special knowledge to judge the quality of the product or service.
Common examples would be dental services, medical care, car repairs and financial
services (Darby and Karni, 1973).

Some attempts have been made by researchers to assess the informative content
of advertising. Resnick and Stern (1977) analysed 378 advertisements, and found
that only 49.2% were regarded as informative. Abernethy and Franke (1996) ana-
lysed 91,438 advertisements relating to durable and non-durable goods. The authors
found that advertising for durable goods provided on average 35% more informa-
tion. In reality, it appears difficult to make a clear distinction between advertising
that informs and advertising that persuades. To some extent, advertising can be
thought to play a dual role of informing and persuading consumers as to the desir-
able aspects of goods and services. Regulatory intervention is often required to
ensure consumers are not exploited.

7.3 Advertising and Competition

We have previously argued that there is little role for advertising and other forms 
of strategic behaviour under conditions of perfect competition. Under monopoly,
this may also be the case given that the monopolist already faces an inelastic
demand curve and so has substantial control over the prices it charges. However,
under conditions of oligopoly and monopolistic competition firms may choose to
engage in non-price competition through advertising. The effects of advertising are
less clear. One view of advertising (outlined earlier) contends that advertising dis-
torts consumer preferences, leading to a decrease in the price elasticity of demand,
and allows established firms to increase their market power and profitability. The
other view (also outlined earlier) contends that advertising increases competition 
by providing consumers with more information. The general hypotheses tested in
the literature are either that high levels of advertising lead to increased concentra-
tion or that advertising increases entry barriers. We now examine these hypotheses
briefly.

High levels of advertising lead to increased concentration

In this case, advertising leads to increased concentration through the operation of
economies of scale. In other words, advertising increases the costs of production and
the minimum efficient scale of production. This means that firms must be large to
reach the minimum efficient scale to realise potential economies of scale in pro-
duction and advertising. This has the effect of increasing industrial concentration in
advertising intensive industries.

        



Advertising increases entry barriers

In the analysis of the effects of advertising on competition, entry barriers play a cru-
cial role. It is a common argument that advertising simply increases the barriers to
entry by increasing the minimum efficient scale of production for firms operating
in an industry.

How does advertising act as a barrier to entry?

Advertising increases costs of production

Entrants have to spend heavily on advertising and other promotions to gain a
foothold in the market. Consequently, entrants face additional costs when entering
the industry. Furthermore, entrants may find it difficult to raise the necessary funds
for entry, given that the returns to advertising outlays are likely to be uncertain.

High levels of advertising build reputation

Advertising leads to goodwill advantages and brand loyalty for established firms.
This is often difficult for entrants to overcome. If the established firm is the first firm
to pioneer a product in the market, brand loyalty will be high and any new entrants
will find it difficult to capture market share.

Advertising increases demand

Advertising leads to increased demand for an individual firm’s product. This in turn
may lead to economies of scale for established firms. Economies of scale in advert-
ising arise for two reasons. First, firms must advertise a large number of times before
the signals from advertising reach consumers and are transformed into higher sales
and profits for the firms. Second, as the firms’ messages are passed throughout the
economy, either by increased advertising or by word of mouth, consumers will
respond to these messages by increasing demand. Consequently, economies of scale
arise because increased numbers of advertising messages become more effective as
they increase in frequency. In addition, large advertisers pay less per unit of sales
than the small-scale advertiser. The effects of advertising as an entry barrier are
shown in Figure 7.4.

Figure 7.4 shows the costs of production for established firms and entrants. In the
figure, the average costs of production in the absence of advertising for established
and entrant firms are shown by the curve APC. The minimum efficient scale of pro-
duction is at Q1. Average cost of production at this output level is equal to C1.
However, if advertising takes place (shown by ACA) the costs of production increase
from APC to ATC. The average cost for established firms, ATCest (equal to APC +
ACA), is lower than that of entrants whose average costs are equal to ATCent (APC +
ACA + AAIPC). The difference between the established firms’ and entrants’ costs is
AAIPC, which represents the extra costs entrants incur in trying to penetrate the
market. The minimum efficient scale in an industry where advertising is prevalent
is Q2. Consequently, the average costs are C2 for established firms and C3 for
entrants. The entrant therefore suffers a cost disadvantage. This cost disadvantage is
even higher if the entrant chooses to enter at a sub-optimal scale such as output
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level Q3, where average costs of production would increase to C4. The cost advant-
ages enjoyed by established firms may even allow them to set a limit price to make
entry unprofitable to any potential entrants. Overall, this type of entry barrier allows
established firms to exercise market power to increase profits and market share
(Eckard, 1987; Paton and Vaughan Williams, 1999). Using the arguments developed
in this section, we can now explicitly examine the relationships between advertising
intensity and market structure.

Two alternative and conflicting hypotheses attempt to explain the relation-
ships between advertising intensity and market structure. The first contends that
increased concentration leads to a fall in advertising, while the other implies the
opposite.

Increased concentration among sellers leads to a greater recognition of inter-
dependence between them. As a consequence, they may decide to tacitly co-operate
by eliminating competitive advertising. Thus increased concentration will lead to a
reduction of advertising.

It is alternatively argued that increased concentration will force sellers to substi-
tute non-price competition (i.e. advertising) for price competition. This hypothesis
stems from the commonly used Dorfman–Steiner condition. This condition asserts
that advertising intensity and concentration will be positively related. In industries
where demand elasticity is high (such as perfect competition) advertising is low. By
the same token, when elasticity of demand is low (as in oligopoly and monopoly),
advertising intensity will be high.

Most analysis of advertising and concentration has examined the association
between advertising intensity and some measure of concentration. If advertising
leads to firms exercising market power, then advertising and concentration should
be positively related. Early studies of advertising found a positive but insignificant
relationship between advertising expenditures and concentration, implying that
advertising will be at its highest under conditions of monopoly (see Comanor and
Wilson, 1979, for a critical review). Later studies of advertising and concentration
found an inverted U-shaped relationship between advertising and concentration, as
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Figure 7.4 Advertising as an entry barrier
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Figure 7.5 Advertising and concentration

is shown in Figure 7.5. Figure 7.5 shows that the advertising intensity (A/S ratio)
increases under oligopoly, but declines again for monopoly. This relationship
between advertising intensity and market structure implies that firms operating
under oligopoly will compete on a non-price basis and so spend proportionately
more on advertising than monopolists or firms operating under conditions of perfect
competition.

There is some support for this relationship. For example, Sutton (1974) used 
data on 25 consumer goods industries and found an inverted U-shaped relation-
ship between advertising and concentration. Buxton et al. (1984) and Uri (1987),
who found a similar relationship between advertising and concentration, support
this assertion. Taken together these findings lend some support to the view that
advertising will be higher under oligopolies than any other type of market structure.
Overall, the empirical evidence examined suggests that advertising intensity is
much higher under oligopolies than under perfect competition and monopoly.

7.4 Conclusion

This chapter examined the role of advertising in determining company performance
and considered the practical decisions firms must face when considering investment
in product differentiation. We have seen that firms can use a variety of methods to
differentiate products and services, in order to stimulate demand and increase mar-
ket share and profitability. Our analysis suggested that oligopolistic market struc-
tures are the most conducive to large expenditures on advertising and other forms
of product differentiation. At the level of the firm, the outcome of such strategies is
variable and often uncertain. However, if successful, expenditures on product dif-
ferentiation can lead to the appropriation of substantive competitive advantages
over rivals.
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Discussion Questions

1 Give examples of goods or services that have been successfully differentiated by:

a) advertising
b) geographical location
c) factor inputs
d) packaging
e) national differences
f) trademarks.

What is the effect of such product differentiation?

2 Why are firms motivated to advertise their products and services?

3 Outline the determinants of a firm’s advertising expenditures.

4 Discuss the relationship between advertising and industry structure.

5 Discuss the differences between search, experience and credence goods.

6 How does advertising raise barriers to entry?

7 Using Case Study 7.1 discuss whether advertising increases or decreases prices.
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• invention

• patents

• Schumpeterian hypothesis

8.1 Introduction

An alternative strategy to product differentiation, discussed in Chapter 7, is for firms
to focus on research and development activity as a means of achieving a competitive

Research, Development 
and Innovation

By the end of this chapter, the reader should be able to understand:

• the meaning of innovation and the stages of research and
development

• the reasons why diffusion of innovations can be slow

• why patents exist

• the market structures which are most likely to invest in research
and development

• various research and development strategies

• the important issues facing firms which wish to invest in research
and development.

Key Concepts

• Delphi technique

• diffusion

• innovation

• innovative milieux

8

Objectives
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advantage. This strategy is not too dissimilar to product differentiation in the sense
that both create new products in the minds of consumers. If successful, both strat-
egies have the effect of shifting the demand curve to the right and of reducing the
price elasticity of demand. New products, as well as products which are successfully
differentiated, have fewer substitutes and thus confer a degree of monopoly power
on the firms which own and sell the products.

This chapter first discusses what is meant by innovation and then traces the vari-
ous stages that constitute research and development. Special attention is paid to dis-
cussing the problem of diffusion and the importance of patent protection. After
addressing the issue of the market structures most conducive to firms for investing
in research and development and innovation, we examine the various general strat-
egies open to firms when considering such an investment. This is then followed by
a consideration of specific factors which affect an individual firm’s decision to
engage in research and development.

8.2 What Is Innovation?

Innovation is a part of the research and development process which seeks to intro-
duce new products or technical processes that eventually render the existing range
of products and processes obsolete. In studies of competitive market structures and
business strategy, innovation is assigned a high level of importance, since not only
does it confer market advantages on successful innovators but it can also be seen as
a process that is fundamental to the development and evolution of an economy. In
general, changes in technology affect the growth in economic welfare. Such changes
can also have effects on output, product quality, levels of employment, trade, wages
and profits. Thus the rate at which industries develop new ideas, launch new prod-
ucts and introduce new processes is of interest not only to firms, but also to gov-
ernments, consumers and trade unions.

It is important to note that a distinction is made between product innovation and
process innovation. Product innovation is seen as the development of a new product
without altering the production process, whereas process innovation involves any
technique that leads to a reduction in average costs, keeping input prices constant.
Of course, there is an overlap in these definitions. From the point of view of a pro-
ducer, a new machine would be classed as product innovation; whereas from the
point of view of the buyer (the user), the machine would be seen as part of process
innovation.

8.3 Stages of Research and Development

Let us now turn to an examination of what is meant by research and development
and the process of innovation. Research and development can be thought of as pass-
ing through various stages. We now identify these stages and focus on the final
stage, the diffusion or spread of an innovation. The quicker a new technology can 
be adopted or adapted to various uses, the greater the benefits to firms, industries,

        



consumers and the wider economy. One possible cause for the slow rate of diffusion
is the existence of patents. However, patents can also be viewed positively as an
important stimulus for investments in innovation. The issue of patents is discussed
at the end of this section.

Identification of R&D stages

Basic research

This refers to what may be termed as ‘inventive activity’. An invention is the creation
of an idea and its first reduction to practice. At its extreme, such activity is carried
out regardless of any practical application in view. Hence basic research in molecu-
lar physics was carried out without any foreknowledge of the development of the
valve to be used in broadcasting and communications. This type of research is
unattractive to industrial firms due to the uncertainty of outcome. Consequently, it
is normally carried out by government agencies and universities.

Applied research

As opposed to basic research, applied research has a stated objective. Following an
investigation of potential economic returns, research is undertaken to determine the
technological feasibility of the proposed application.

Development work

Generally, this can be considered as the bringing of an idea or invention to the stage
of commercial production and, together with stage two, this can be referred to as
innovatory activity. It is at this stage that resources are committed, as pilot plants or
prototypes may have to be built. Although it is clear that at every stage of research
and development the firm must review its progress, it is here that the selection pro-
cess for the next stage is at its most important. A new product failure at the next
stage would be very costly to the organisation.

Commercial production

This stage refers to the full-scale production of the new product or application of a
new process. Notwithstanding the level of research and development carried out into
the technical characteristics of the new ideas and the amount of market research
undertaken, there still exists an element of uncertainty. We can thus define the 
difference between invention and innovation as the level of risk. Typically, the
innovating firm must bear a degree of risk in the development and launch of a new
product. The ‘pure’ inventor, however, is not interested in commercial applications,
as his or her interest is in the generation of ideas and not the production of goods
and services. Risks in this case are thus appreciably lower.

Diffusion

The final stage refers to the spread of the new idea through the firm as well as the
copying and adoption of the techniques and products by other firms in the industry

Stages of Research and Development 209

        



and other industries in the economy. One can also identify spatial diffusion,
whereby ideas spread to other countries through transfers such as foreign direct
investment, licensing agreement and joint ventures. This stage is discussed in more
detail later.

These five stages discussed are not necessarily viewed as a linear process, whereby
inventions, via innovation, lead to commercial production and eventual diffusion.
Projects may be scrapped or revised at any time. Diffusion may be slow at first and
then accelerate. There may also be extensive feedback from stages that can lead to
the abandonment of existing projects, which then set into motion newer ideas and
fresh projects. It is important to note that the stages of research and development
outlined are not the only source of technological change for a firm. Technology can
be acquired by copying techniques from other firms and industries, by entering into
various collaborative and licensing agreements with other firms, or by acquiring the
technology from suppliers of capital goods.

What factors affect the rate of diffusion?

The speed at which inventions are transformed into commercial goods varies from
product to product and industry to industry. The greatest obstacle to the speed of
technical change in an economy is the rate of diffusion. Some technologies seem to
languish in oblivion and then suddenly take off, others may never get to challenge
the existing technological process or products, while others still are rapidly adopted
and spread quickly through the firm, the industry and the wider economy. It is
important therefore to discuss the factors that help or hinder the spread of new
ideas. We first identify the general factors that retard the rate of diffusion to other
firms and industries (inter-firm diffusion) and, second, we focus on the specific fac-
tors that affect diffusion within a firm (intra-firm diffusion).

General factors (affecting inter-firm diffusion)

Labour fears

There is evidence that organised labour often resist the adoption of a new techno-
logy if they see it as a threat to their employment. In the UK print unions were reluct-
ant to accept ‘direct-inputting’ technology in the 1970s. This technology allowed
journalists electronically to transfer their copy direct to the photosetting depart-
ment, thereby bypassing the compositing rooms. The three unions that represented
workers in the compositing rooms refused to accept this and other innovations for
a number of years. As a result, Fleet Street was slow to adapt to technical changes
that were being adopted elsewhere in newspaper publishing.

Poor communications

Government reports (e.g. NEDC, 1983) have in the past highlighted the lack of com-
munication and co-operation between inventors and innovators and the business
community. The development of science parks and other initiatives has been an
attempt to bring universities, the producers of new knowledge, and the immediate
users closer together.
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Management inertia

An important reason why some firms may adopt new products or new process
quicker than other firms is that they are controlled by technically trained managers,
attuned to the characteristics of the new technology. Managers with a poor tech-
nical background may fail to recognise the superiority of a new technology and only
consider adopting it when existing capital needs replacing. It is also possible that
firms could be run by a lethargic and over-bureaucratic cadre of managers who may
move too slowly in seizing technical opportunities. Patel and Pavitt (1987) found
that the rate of diffusion of four specific engineering innovations was much lower
in Britain than in Germany. This was blamed on a lack of commitment to develop
and commercialise new products and processes, as well as a lack of engineering
expertise on the part of British management.

Protecting an older technology

There is some evidence to suggest that dominant firms may protect their existing
market shares and status quo by either keeping new ideas secret or denying entry to
firms with a newer technology. Maclaurin (1950) detailed how major communica-
tions firms in the United States (Western Union, Postal Telegraph and American
Telephone and Telegraph) resisted the development of radio, preferring instead 
to buy up competitors and to enter into restrictive agreements. In addition, they
attempted to prevent the Marconi Company from obtaining a franchise in New-
foundland. The UK Post Office also attempted to frustrate Marconi’s new techno-
logy by refusing to connect their overseas service to Post Office telegraph lines.

Government or local regulations

Where an industry is faced with a cumbersome regulatory framework regarding
standards for materials, design and safety, the adoption of a new technology may be
sluggish, as amendments in regulations may be slow and bureaucratic. For example,
Oster and Quigley (1977) found that local building codes significantly reduced 
the diffusion of technical progress in the building industry. Evidence of an oppos-
ite effect, whereby regulations stimulate the rapid diffusion of a technology, was 
provided by Hannan and McDowell (1984), who examined the adoption of ATMs
(automated telling machines) by banks across the United States. Some states had
restricted the number of branches allowed to a bank, and the adoption of ATMs was
seen as a way of circumventing these restrictions.

Patents

In a free market new knowledge is a free resource, available to all firms. The con-
sequence of this is that there would be too little or no research and development, as
innovating firms would be reluctant to see their rivals enjoy a ‘free ride’ from their
costly and risky investments. To shield innovators from too rapid a diffusion, gov-
ernments offer patents as protection. In the UK, a successful patent grants a firm a
20-year monopoly on a product or process. The problem facing society is that an
effective patent system may result in the slow diffusion of knowledge through the
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economy. There is little evidence that the patent system in the UK does result in
slow diffusion, as many firms often enter into patent-sharing or licensing agreements.

Specific factors (affecting intra-firm diffusion)

Age of existing capital

The speed at which new technology replaces older technology is related to the age
profile of a firm’s capital stock. Faced with a new process, firms with older machines
adopt the innovation at a faster rate than those firms which have only recently
installed machines using the older process.

Degree of risk

A technology may be adopted only slowly if there is a substantial risk associated
with its introduction. For example, the technology may require inputs that are
either not readily available or may be unfamiliar to the firm. This may increase 
the costs of production and squeeze the estimated profit margins to such an extent 
that the firm is reluctant to apply the technology. Risks may also stem from uncer-
tainties over the level of market demand. Oster and Quigley (1977) found that the
effective demand for housing fluctuated widely, based on changes in the market for
credit. These fluctuations inhibited the adoption of new technologies in the house-
building industry. An application of capital-intensive methods of production could
make firms more vulnerable to changes in demand.

Liquidity

It can be argued that the more profitable a firm, the better able it is to generate inter-
nal funds for the application of a new technology. It is implicit that investment in
new technology is risky, and firms may have difficulty in raising external finance to
fund such projects.

Degree of competition

There is some debate as to the effects of competition on the rate of diffusion. This
mirrors the market structure and level of research and development debate, dis-
cussed later in the chapter. There are two arguments formulated here. Does more
competition in the industry spur firms to adopt new ideas faster, as a means of gain-
ing an advantage over rivals; or is diffusion faster where we have imperfectly com-
petitive industries which enjoy the high profits and the protection of entry barriers
to invest in new technology?

Size of firm

The introduction of an innovation may well require large inputs of capital and tech-
nical expertise which would tend to favour the larger firm. For example, Oster and
Quigley (1977) found that in the house-building industry many of the innovations
were in organisation, systems design and integration of housing components. These
activities are usually found in large-scale production, a scale then not commonly
found among the majority of house-building firms.
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8.4 Patents

As discussed in the previous section, the problem facing governments eager to pro-
mote technical change is how best to encourage investment in new technology. 
A problem arises in that once a new idea has been created and developed under 
free market conditions, it is virtually costless to share this idea with other firms.
Knowledge is a free good. However, such sharing of ideas would be a disincentive to
undertake innovatory activity as the returns to such an investment would be greatly
diminished. The granting of a patent to an innovator confers a property right over
that new knowledge. The innovator owns an economic asset which can be sold,
licensed or exploited by the firm itself. Its use is subject to the authorisation of the
patent holder. However, granting such rights to an innovator also creates temporary
monopoly power, which may compromise allocative efficiency. Governments must
therefore attempt to find the right balance between the encouragement of research
and development, on the one hand, and preventing the abuse of market power on
the other.

In most countries for an invention or innovation to be ‘patentable’ it must meet
three criteria:

• It must be new, in the sense that it has not been previously used, published or
demonstrated in the public domain. There are certain ideas that cannot be
patented, such as scientific discovery, mathematical formulae, mental processes,
artistic creations, etc.

• It should be non-obvious, insofar as it would not have occurred to reasonably well-
informed people in the field. In other words, it requires an ‘inventive step’ to
have been taken.

• It should also be capable of industrial application, so that it can, at least in theory,
be usable in some form as a piece of equipment or as a process.

Applying for patents can be costly to small and medium-sized firms. When filing
a complicated patent application, consultants (patent agents) may be required to
ensure that the patent is correctly drawn up so as to avoid possible imitations
‘around the patent’ and thus potential future litigation. Application fees, annual
renewal fees (from the fourth year) and foreign patent applications add to the
expense. Small firms must therefore weigh up the advantages of using a new tech-
nology with or without the protection of a patent. If a firm feels that it is too weak
to defend and enforce its patent it may choose to open its ideas to the whole mar-
ket, which at least prevents larger firms from ‘stealing’ the idea and patenting it
themselves. Even larger firms may be in a position where the costs of policing and
enforcing intellectual property rights are too high in their particular industry and
thus the incentive to patent is non-existent.

Do patents encourage innovation?

A fundamental point in any discussion on patents is whether patents encourage
industrial innovation. A number of issues arise:
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• Does the patent system encourage investment in research and development or
does it focus attention on patentable activity such as inventions? There may be
no reason to assume that patented activity such as inventions is necessarily that
which is of greatest economic benefit to industries and society.

• Patents may increase the risks of failure, by encouraging patent races. The cost 
of research and development increases as firms gain little return for their R&D
investments. Thus firms face the potential risk of ‘gambler’s ruin’, whereby an
investment can lead to no tangible asset to sell off in the event of failure.

• By granting monopoly status, patents tend to protect innovating firms rather
than inventing firms, and some firms may use a strategy of pre-emptive patenting
to limit competition. It might be argued that greater competition is needed at the
innovation stage to help the diffusion process.

• It is also important to determine the market structure that would be best served
by the patent system – in other words, a market structure that lacks other incent-
ives for investment in research and development. At a general level one could
argue that monopolies would not view patents as an incentive to innovate as
they already enjoy the security of not facing rivals. Instead, patents could be 
seen as buttressing their market dominance by adding barriers to entry. On the
other hand, in theoretical models of perfect competition, patents would provide 
incentives to innovate. Without such protection their new knowledge would be
immediately shared by rivals.

The last point is based on a simplistic view of market structure, where only the
two extremes are considered. If we open up the analysis to include the wide variety
of forms that characterise more realistic (oligopolistic) structures (which were dis-
cussed in Chapter 4), it is often argued that innovation is one of the main strategies
for competitive activity in such markets. This could still be the case, even in the
absence of patents, since competing firms may be slow through various market
imperfections to imitate and adapt to new ideas, products and process. This delay
could be caused by the lag effects of introducing a new technology, such as the need
to acquire new skills, retrain labour, the risks of investing in new capital, buying
unfamiliar inputs and accurately gauging the level of demand.

Schankerman (1998) noted that patent renewals in France in the four techno-
logy fields of pharmaceuticals, chemicals, mechanical engineering and electronics
showed that there was a substantial incentive for R&D, but that it did not constitute
the major source for such incentives. He also found that there were differences in
the importance of patent protection in the various technology fields. The least
important seemed to be in the pharmaceutical field, which he argued could be due
to the strong level of price regulation in that industry.

8.5 Market Structure and Innovation

With reference to our discussions in Chapters 3 and 4, we can ask ourselves which
of the four market structures are most likely to invest in innovation. It is clear that
both perfectly competitive and monopolistically competitive markets, in theory, are not
likely to devote resources to innovation as both models are built on assumptions of

        



free entry. Any advantage gained through innovation would immediately be dis-
sipated by the entry of rival firms which would copy the new products or process.

At first sight it would also seem that large monopoly or ‘near monopoly’ firms
would also be uninterested in innovation. One of the traditional arguments against
monopoly is that without the spur of competition the monopolist is content with
its existing production techniques, since they are generating monopoly profits.
Thus there is no incentive to invest in research and development to improve these
production techniques. However, it has been shown, and claimed implicitly by
Schumpeter (1950), that highly concentrated industries are often sources of great
inventive and innovative activity. The reasons for this are not generally found in
formal models of market structures.

The Schumperterian hypothesis

• Highly concentrated industries enjoy greater profits, which can be invested in
‘risky’ innovatory activity. Fragmented industries earn only ‘normal’ profits and
have no ‘uncommitted’ resources. The higher profits earned by monopolies can
also secure better inputs with which to exploit technological investments.

• The absence of competition allows the firm an environment of ‘security’ in
which to carry out the risky projects. There are fewer potential imitators and the
firm is free to consider speculative innovation, knowing that failure will not be
exploited by rivals.

• Competition at high levels of concentration can still exist in the guise of near
monopolies and highly concentrated oligopolies. Innovation may be an import-
ant source of non-price competition in these market structures.

• Monopolies are typically large and face a large market in which it may prove 
easier to exploit a variety of new ideas.

• There are potential economies of large-scale R&D production for the large firms
operating under conditions of oligopoly and monopoly.

A contrary argument

An argument contrary to the Schumpeterian hypothesis can, however, also be
made, which highlights possible negative effects a monopoly has on innovative
activity:

• In the absence of competitive forces, management in a monopoly may become
lazy. In addition, overbureaucratic structures can lead to possible control loss
(discussed in Chapter 2) and x-inefficiencies (discussed in Chapter 3). All these
may have the effect of reducing the amount of funds directed towards innovat-
ory activity.

• Since there are so few potential rivals to a monopolist there are fewer firms doing
innovatory work. Assuming that successful innovation is more likely the more
firms there are, since the intensity of research as well as the probability of success is
greater, it then follows that monopolistic structures have a lower level of suc-
cessful innovative output.
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• Monopolies which owe their market power to past successful innovations may
view new innovations in the industry as displacing their current technology. The
effect is that net returns are lower than those for new entrants which are unen-
cumbered with an existing technology. In addition, the monopoly firm may be
so ‘tied’ to an existing technology that to switch resources to a newer product or
process might be considered too costly.

Finally, some economists have interpreted Schumpeter’s arguments to suggest
that at both extremes (perfect competition and monopoly) firms are adverse to large
amounts of R&D. This would imply that the relationship between industrial con-
centration and R&D expenditures would exhibit an inverted U-shaped function.
Scherer (1967) confirmed this sort of relationship when he found that R&D employ-
ment as a share of total employment increased with industry concentration up to
around 50%, after which point it declined. These findings suggest the classic argu-
ment: that it is oligopolies that have the most incentive to innovate to free them-
selves from rivalry in markets. Similar arguments were discussed in relation to
advertising intensity and market structure in Chapter 7.

However, given the lack of clear and consistent oligopoly theory much of the the-
orising is complex and speculative. In Chapter 4, we argued that oligopolists often
seek co-operative solutions to reduce market uncertainty. Price competition reduces
industry profits and the same could be said of non-price competition such as advert-
ising and technical innovation. One would thus expect rational oligopolists to
attempt to cover non-price aspects of competition as well.

Why do oligopolists find it difficult to collude over R&D?

For an oligopolistic structure of just a few firms it would be relatively easy to agree
and decide on a common price. However, to determine what should be the optimal
level of R&D expenditure for the group may prove impossible. Price-fixing agree-
ments make it relatively easy to calculate the consequences for firms’ returns over a
period of time. Fixing an R&D effort does not lead to any easy prediction as to the
likely output of research in the industry. If one firm were to be selected to do all the
research for the industry, there is the risk that the other firms might be excluded
from the ownership of that research output. If research were to be shared it would
be difficult to co-ordinate the effort across the industry. Given the inherent uncer-
tainty of research and the involvement of many firms involved, there may be a
temptation to cheat by taking a free ride. This would further be compounded by the
difficulty of enforcing and policing such agreements. An additional problem frus-
trating such agreements might be the concern over what would occur if the agree-
ment were to break down. The breakdown of a price agreement implies only minor
consequences in the short run. A breakdown of research agreements, however,
would most probably have differential effects on the firms, since those that invested
large amounts would suffer more than those with a smaller commitment.

This discussion has outlined the difficulties of entering into co-operative research
agreements. This should not imply that these types of venture are never undertaken.
Research agreements do exist and are usually of two types. The first is where the focus
is on the ‘pre-competitive stage’ where firms share knowledge at the R&D stages but
remain rivals in the product market. The second type of agreement is when firms
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extend their co-operation to include the product market. The aim is to enjoy greater
security and higher returns and to recoup their R&D outlays with more certainty.

So far in this section we have considered the role of firms in oligopolistic and
monopolistic market. These firms are typically large.

Does this imply that small firms are rarely involved in
innovation?

It has been claimed (e.g. De Propris 2000) that although small firms invest propor-
tionally little in research and development they can be more innovative than larger
firms. The argument is based on a systemic approach to innovation as opposed to the
linear, sequential approach outlined at the beginning of this chapter. This systemic
approach argues that it is the environment in which a firm finds itself which affects
the level of innovation which the firm undertakes. These environmental or external
factors might then shape so-called innovative milieux, which are characterised by the
following:

• Local firms sharing new knowledge. It may be argued that geographical proxim-
ity can help to develop a degree of social cohesion, which in turn helps firms to
share new ideas.

• Regional and national organisations can also promote the spread of such 
knowledge.

• The existence of vertical and horizontal production networks often compels firms
to share new technologies to avoid inefficiencies within the networks.

Thus although firms are small, existing in such innovatory environments does
encourage firms to adopt and adapt to new ideas.

8.6 Industrial Research and Development Strategies

Economists have traditionally identified two fundamental reasons why firms under-
take research and development. First, the activity is profitable and, second, success-
ful research and development confers strategic advantages. The effect of successful
research and development is to lower the average cost function, via process innova-
tion, or to shift the demand curve to the right, via product innovation. Both these
outcomes lead to increased profitability, assuming that competitors are unable to
imitate the ideas either through institutional arrangements (such as patent laws) or
through high market transaction costs.

However, in an economic environment where uncertainty characterises most
decision making, it is unrealistic to assume that firms view policies such as innova-
tion as a means of contributing to the maximisation of profits alone. We can
achieve a closer appreciation of why firms invest in research and development by
examining a wide variety of business strategies such activity can open up. Our dis-
cussion follows the arguments put forward by Freeman and Soete (1997).

        



Offensive strategy

An offensive strategy could be regarded as a strategy which is designed to give a firm
a degree of dominance in the market, through the introduction of technological
changes. The main focus of activity in the firm is to generate new ideas and to pro-
tect these ideas and associated spin-offs by patent application with a view to achiev-
ing monopoly status. The firm has to invest heavily in scientific resources of both
labour and capital. Examples of such a heavy resource commitment to research were
Du Pont’s development of Nylon and Lycra, IG Farben’s development of PVC and
RCA’s development of colour television. It is claimed that these types of firm may
even invest in highly speculative basic research, although certainly not of the purest
type. To be ahead of any other possible rival does imply that firms which wish to
pursue an offensive strategy must concentrate on experimental development work,
requiring the capacity to design, build and test prototypes and pilot plants. To be
good at research and development also requires that the firm ‘educates’ the market
as well as its own personnel to ensure that the technology is firmly rooted in the
marketplace. This requires the production of training manuals, seminars, videos and
other related support services. One can appreciate how Microsoft partly achieved
its success by ensuring that its software was accompanied by an investment in the
education of its consumers.

Defensive strategy

Changes in technology and continual product improvement force many firms to
attempt to keep pace with such changes. In the absence of any other marketing
strategy, to do nothing is to see market share collapse, as rivals introduce processes
and products that marginalise the ‘laggards’. The defensive strategy does not imply
no research, but, rather, impacts the timing of the research. The defensive strategist
simply follows the technology leads of offensive firms. The defensive firm may
either lack the large technical resources needed to become an offensive firm or may
wish to avoid the risks associated with a heavy commitment to such speculative
investments, preferring instead to invest in proven processes and products. It may
also be possible that the defensive firm may wish to improve on the technology by
attempting to produce second-generation ideas, permissible within the constraints
of the existing patent breadth. Empirical evidence confirms that, in most oligopol-
istic industries, defensive innovation is not only typical but also a rational reaction
to new technology. This implies that these defensive firms must also invest in tech-
nical resources so as to react quickly to new ideas if they are to retain their market
shares or even possibly ‘leapfrog’ over some of the weaker offensive firms.

Imitative strategy

Adopting an imitative strategy implies that the firm does not wish to produce a bet-
ter product. Instead, it is happy to produce a product identical to that of other firms
in the industry, either by a licence in the short run or by exploiting free know-
ledge in the long run. Investment in technical resources is low as the firm need not
attempt any product adaptation or improvement and does not need to meet the
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costs of educating the market. It benefits from the information spread by the offens-
ive and defensive firms. Nonetheless, for the strategy to be profitable, the imitator
must posses certain advantages such as low costs or a captive market. One reason
why Du Pont left the rayon market was its inability to compete with the low-cost
producers. Imitating firms may also apply the new ideas where they benefit most
from a captive market, for example demand from their own subsidiaries or markets
protected by political patronage or tariff walls. These are markets from which the
offensive firm is excluded. In some cases, government and capital market support
can be used to exploit such strategies of imitation in order to diffuse technological
change quickly and efficiently.

Dependent strategy

This strategy implies a subservient role with regard to the stronger offensive or
defensive firms. These firms can be regarded as ‘satellites’ or ‘subcontractors’ of
stronger firms and they initiate no investment in research and development. They
accept the new technology handed down, often as a condition of maintaining sup-
ply relations with customers or suppliers. The new technology is often accompanied
by technical assistance, the loaning of skilled labour and help with ancillary invest-
ments. The Japanese electronics and automotive industries is an example of this
type of subcontracting and dependency strategy. This strategy may, under certain
circumstances, propel firms towards vertical integration, should the dominant firm
wish to protect its technology and investments.

Traditional strategies

The output of the traditional firm is not responsive to changes in technology. This
is due to the nature of the market demand where consumers do not seek frequent
technical changes in the products or where consumers may be ignorant of the new
technology. Competition from rivals may be weak or, at the other extreme, so
strong as to erode any abnormal profits that could be used in the development of
new ideas. Differentiation, if important, would be focused on design changes which
are non-technical. These industries may be likened to ‘craft industries’, such as hair-
dressing, restaurants and building contract work (see Case Study 8.1).

8.7 Investment in Research and Development

How should a firm best allocate its R&D expenditures?

In small firms the direction of investment may follow the aspirations and ‘hunches’
of the owner or technical director. In other firms, in industries where technology is
changing rapidly in given areas, it is clear which direction such expenditures should
take. There are firms, however, that may have large R&D budgets and a degree 
of discretion as to the allocation of such funds. Most of the issues discussed in the

        



following fall into standard models of investment appraisal, which attempt to estim-
ate the profitability of research and development by estimating the future level of
customer demand and the level of development costs.

The major difference between the decision to invest in the replacement of cap-
ital goods and in research and development lies in the level of uncertainty attached
to the latter type of investment. Risks attached to innovative effort differ from other
risks in that they cannot be regarded as ‘insurable risks’ (i.e. risks which are repetit-
ive and thus reasonably easy to measure). Risks naturally decrease as decisions focus
more on the application and modification of established technology rather than on
basic research and radical product or process development. With the risk constraint
defined, let us now consider what factors may influence the discretionary use of
research and development funds.

Market issues

The first issue firms may consider is whether the new idea meets an unsatisfied mar-
ket demand. This may not be as difficult a problem as it first appears, since in many
cases it is the customers who alert the firms to a gap in the market. Research has
shown that a very large proportion of research and development comes about as a
result of requests for product or process improvement from users.
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Case Study 8.1

Plenty of innovation alongside too much ambition

The short history of the Advanced Passenger Train, the tilting train developed
in the 1980s, has become a case study in how not to introduce new technology.
The trains were developed by British Rail engineers who went into overdrive
in terms of introducing technical ideas, but with little thought as to how 
the new concepts would perform once the train was out on the track. Con-
sequently, the four trains built never achieved full commercial service and were
withdrawn unceremoniously in 1984, two years after the train made its debut.

‘The engineers showed a lot of innovation but were too ambitious – they
tried to do too much at the same time,’ said Michel Moreau, president of the
transport division of Alstom, one of the world’s biggest three train builders,
which is constructing the tilting trains for Virgin. Some of the ideas behind
the 1980s’ tilting trains were derived – with catastrophic consequences for the
programme – from aircraft technology. They included a new type of brake,
which attempted to slow the train’s wheels with jets of high-pressure water. But,
in operation, the water tended to overheat, causing a distortion of the brakes’
metal components and forcing the trains out of service. Just as disastrous was
the engineers’ decision to attempt to tilt the train round corners by an angle
of 12°. This turned out to be too much for the comfort of passengers, many of
whom succumbed to travel sickness on some of the trains’ first journeys.

Later generations of tilting trains have tilted by a more manageable 8°.

Source: Financial Times, 10 July 2001.
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Second, firms have to consider the growth potential of the new market. This may
involve some form of long-term forecasting, which is, of course, highly speculative.
Firms with a high commitment to innovation as an offensive strategy may attempt
the Delphi technique to determine the future level of demand. The Delphi technique
was developed by the RAND Corporation in the late 1960s as a forecasting method-
ology. The technique works by organising a group of experts, drawn from many dif-
ferent fields, who are encouraged to present subjective opinions as to the future of
a market. These opinions are reached individually and then circulated to the other
members of the group, who are then asked to revise their opinions in the light of
what they have read. Through this process of iteration, a consensus is reached.

The problem with the Delphi technique is that it assumes that a collective con-
sensus is always better that the views of one individual. An alternative approach to
technological forecasting is trend extrapolation. Firms examine the developments of
products using time series data and then attempt to forecast future developments.
The problem with this approach is that one has to assume that all the relevant mar-
ket variables remain constant into the future, which over a ten- or 20-year period is
highly unlikely.

A third important issue to consider is the strength of rivals and the likelihood of
their entry into a new product market. An example of a firm unable to withstand
the entry of powerful firms was Lestoil, a small American company which developed
and launched a range of liquid household cleaners. The success of the product
attracted the attention of major manufacturers such as Lever Brothers, Procter &
Gamble and Colgate Palmolive, whose entry Lestoil was unable to prevent.

Costs

If firms wish to determine the profitability of research and development invest-
ments, they must also attempt to estimate the level of development costs. Given
that these costs are incurred well into the future and that they are costs that accom-
pany an inherently uncertain and risky project, the chance of correctly estimating
the level of costs is not high. Firms can reduce these costs by concentrating on less
speculative innovations, but, even then, the estimating errors can be large.

The implication is that innovation which is anything other than a simple 
application of an existing technology incurs a much higher error in the estimated
costs. Furthermore, there appears to be a tendency to underestimate the costs of
such projects and much more so than for other forms of investment. The estimation
of such costs is quite possibly dependent on in-fighting between the different inter-
est groups within the organisation.

Marketing

There are many issues that need to be considered when firms are faced with the 
marketing of a new product. First, can the firm exploit its existing reputation to 
help the development of a new market? New firms with new products may be at 
a disadvantage from suspicious and conservative consumers. Second, the firm may
have to consider whether the new product has clear and distinctive ‘promotable’
features. If, for example, the new product or idea is too complex for the average con-
sumer to understand, or it appears unattractive, then the market may never fully
develop. Distribution is another key element in the marketing strategy. If firms have
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well-developed distribution channels and dealer networks, then the new product
can be promoted through these existing structures, accompanied by the necessary
amount of promotion activity. The alternative is to rely on independent distributors
who may have to be persuaded to adopt the new product or be prised away from
existing suppliers. Finally, firms have to consider the price at which the new product
is sold. It may be possible to overcome consumer inertia or resistance to a new prod-
uct by a pricing strategy. For example, if a new product is subject to a taboo effect,
whereby consumers will not pay a positive price for the product until they believe
sufficient numbers of other consumers are already in the market, then the firm may
be forced to charge a zero price to break the taboo and stimulate market demand. In
the UK in the late 1980s there was much resistance to the new subscription satellite
TV and the purchase of satellite dishes, which prompted Sky TV to give the dishes
away free for a six-month period in order to establish a market for its service.

Production

Firms need to evaluate the demands placed on its production capabilities when con-
sidering an investment in innovation. Questions which have to be considered focus
on whether the firm has sufficient capacity; the necessary capital; whether it has
trained staff and the necessary technical expertise to see the project through. In
addition, a new technology may require new inputs which involve the firm in new
and unfamiliar supply relationships. As regards the issue of spare capacity, it may
well be the case that the firm is prompted into developing new products simply to
exploit its spare capacity.

Finance

Following this last discussion, it is clear that investment in innovation is speculative
as the cash flows and losses are difficult to estimate. Firms hoping to attract ex-
ternal funds may be faced with a reluctance on the part of lenders and may well be
forced to rely on internally generated funds. One problem which may frustrate the
flow of funds is that the managers undertaking the research have much better infor-
mation as to the likely success of the project than the financier, who is less able to
monitor and control the use of such funds. Due to such possible information asym-
metries, the projects may not be financed efficiently. The type of support that might
be forthcoming would only be short term, since the risks of fluctuations in revenue
and costs are much lower in projects with a short time span. Financiers may also be
more able to monitor the performance of managers in the short run. It is therefore
not surprising that many small and medium-sized firms turn to their own internal
funds to finance innovation.

Timescale

A final consideration to be taken by a firm is to determine the speed at which the
research and development should take place. The reason for considering the rate of
development is the presence or absence of rivals. A tight oligopolistic market struc-
ture, characterised by powerful rivals, encourages rapid innovation, and as pressure
from rivals declines the less pressing is the need to gain strategic advantages. Scherer
(1967) developed a model which helps to explain the time choices faced by firms.
This is illustrated by Figure 8.1.
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The model is based on the following assumptions:

• Research and development is carried out to maximise profits.
• Patent barriers do not exist.
• Rivalry is expressed through qualitative changes in the product.
• Each firm is responsible for its own research.

In Figure 8.1, C is the time–cost tradeoff function. A firm can innovate at a slow,
leisurely pace or at a very fast pace (a crash programme) or at various speeds in
between. To speed up the pace of innovation, costs rise due to:

• errors being made when the firm does not wait for a full analysis of various tests
• the necessity of maintaining parallel research as a hedge
• the potential of diminishing returns in the short run.

B1 is a benefits function, which represents the benefits to an innovator of pro-
ceeding at various speeds. It is negatively sloped because:

• early completion of the project allows the firm to exploit the market over a longer
period of time, and

• it improves the firm’s market power over its rivals.

Being a profit-maximising firm, the firm selects the optimum time, where there
is a maximum surplus over costs, i.e. where the slope of the benefits function equals
the slope of the cost function. Development time 0T1 is thus chosen. The shape of
the C function is largely determined by the level of technology. The slope of the B
function is determined by market structure. If there are more or fewer firms, does
the slope get steeper, e.g. B2, and thus reduce the optimum development time?
Is the slope affected by the relative size of the firms? These questions can only be
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answered by applying and analysing various oligopolistic markets. Scherer con-
cluded that there is no clear, unambiguous answer. It is possible that entry of rival
firms into the industry may shift the benefits function so far to the left (B3) that the
profit potential is so low and the potential number of imitators so high that no
development is undertaken.

(See Case Studies 8.2 and 8.3 for more on innovation.)
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Case Study 8.2

How a banker sees innovation

Warren Edwardes is a banker who has written on the topic of innovatory
financial products. He notes that new products in the financial market enjoy
a rapid diffusion for two reasons:

• The costs of producing such products are extremely low since no physical
product is actually created or stocked in a warehouse. All that is required is
that some documents are printed and relevant staff instructed in the pro-
motion and sale of the product.

• They are difficult to patent. Many of the new financial products will use
basic ideas and thus cannot be claimed to be ‘non-obvious’.

Within this context, Edwardes identifies six types of innovation in financial
markets:

• Competitive innovation. Due to the relative ease with which new products are
adopted in the market all banks will be forced to be aware of and supply
up-to-date financial products to clients to expand or protect their market
shares.

• Regulatory innovation. These specific innovations are launched to circum-
vent regulatory or political restrictions, such as the creation of the eurobond
market and credit and insurance derivatives.

• Accounting innovation. If corporate treasurers are faced with a requirement to
pay for some services, a product could be devised to reduce such payments
until some time into the future.

• Taxation innovation. These innovations can be used to exploit taxation 
regulations. Thus with the use of financial products, income streams can be
converted into capital gains, which then attract a lower rate of tax.

• Religious innovation. These products were designed generally to meet the
needs of Islamic banking, which prohibits interest payments. There are also
examples of products which can help meet the needs of people wishing to
invest in ‘ethical’ funds.

• Ignorance innovation. According to Edwardes such innovation is the ‘ripping
off’ of customers, although not through any desire to mislead, but by ‘creat-
ive financial engineering’. Thus customers may be happy with their returns,
while remaining ignorant of the true potential returns.

Source: Edwardes, 2000.
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Case Study 8.3

Creativity transforms user attitudes

Strategy and reality appeared to be at odds with each other. The chairman of
JCB sought to expand from construction and agricultural vehicles into the indus-
trial handling sector. Analysis showed this was dependent on manufacturing
a forklift truck in order to build volume and establish a presence in the mar-
ket sector. Such a move would not be easy. The market for forklift trucks was
both mature and fiercely competitive. Forty different companies in Europe
were already manufacturing forklift trucks and the market was oversupplied.
There was no way a me-too product could be profitable. Product innovation
was essential.

JCB quickly overcame the challenge. A dedicated 12-strong team produced
a business plan within four weeks. Past experience has reinforced company
chair Sir Anthony Bamford’s positive attitude to innovation. He provides top-
level support for creativity and sees sensible risk taking in a positive light.
Although the initial projections suggested the initiative would not be into
profit for several years, he took the view that, ‘If the strategy is right we will
find a way to get the numbers right.’

The company has a culture in which creative new ideas can flourish. This
gave JCB the confidence to book the public launch of its forklift truck at a
major exhibition when it was still no more than a concept. The forklift truck
project team had to act quickly. They sought wherever possible to utilise com-
ponents and mechanisms from existing JCB vehicles in order to minimise
costs. But they adopted a completely fresh approach to forklift truck design
involving use of a single telescopic arm from existing JCB digger machines.
This has far stronger user appeal than conventional forklift trucks.

Confidentiality agreements signed by local companies, partners and sup-
pliers allowed a great deal of expert input into the design of the new ‘Teletruk’.
Continuous attention to the life costs of the project allowed the team to ‘get
the numbers right’ and improve the gross margins from those originally pro-
jected. JCB Industrial met its launch date target and its Teletruk went on to win
various industry awards and be selected by the Design Council as a Millennium
Product. Early sales are not only on track to meet targets; within the first month
of production, JCB’s chairman had already sent the team back to work on
planning how volumes could be increased to allow expansion into new markets.

Source: DTI Innovation Unit Database, http://www.innovation.gov.uk/bcs/index.html

8.8 Conclusion

This chapter examined the role of innovation in determining firm strategy and also
analysed the practical decisions firms face when considering investment in innova-
tion. These decisions are extremely important since the outcome of such non-price
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competition is variable and often uncertain and thus carries great risks. However,
successful investment in research and development can create a large competitive
advantage for firms over their rivals and give them respite from the potential dam-
age of price competition.

Discussion Questions

1 Give examples of firms that have gained monopoly status through successful
innovation.

2 Discuss methods that can be employed to measure the extent of research and
development present in a firm.

3 Read Case Study 8.2 and discuss to what extent innovations in financial products
differ from innovations in non-financial products.

4 From the point of view of a production process, discuss the factors that may gen-
erate diminishing returns to innovation in the short and in the long run.

5 With reference to examples, identify those industries where there is a high
propensity to patent and those industries where patents are less frequent. What
factors determine such a distinction?
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• horizontal integration

• resale price maintenance

• tying

• vertical integration

9.1 Introduction

There comes a time when most medium-sized firms consider further expansion so
as to exploit potential economies of scale and scope and to make use of additional

Horizontal and Vertical
Integration

By the end of this chapter, the reader should be able to understand:

• why firms seek to merge with other firms in the same market

• the extent of market power or efficiency gains such a strategy can
bring about

• the benefits that vertical integration can confer on firms

• the range of vertical relationships that can exist in the
marketplace

• and identify various vertical restraints imposed by firms and
evaluate their contribution to allocative efficiency and competition.

Key Concepts

• backward vertical integration

• bundling

• contractual incompleteness

• foreclosure

• forward vertical integration

9

Objectives
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opportunities which a larger scale of operation can often deliver. In this chapter we
shall examine two such strategies, horizontal and vertical integration.

Horizontal integration refers to the expansion of firms caused by mergers between
firms who produce substitute goods. Such mergers occur so long as the owners or
managers of firms believe it to be the most profitable means of expansion. Although
much of the analysis of horizontal mergers is focused on the potential anticompet-
itive effects, there are other reasons why horizontal expansion may be attractive to
firms. In addition to the potential increases in market power, we shall also consider
possible efficiency gains as well as the opportunity of acquiring a firm at an attract-
ive price. These issues are explored in section 9.2.

Vertical integration refers to the expansion of firms caused either by mergers
between firms involved at successive stages of the production process or by firms
developing their own vertical operations. A fuller explanation of vertical integration
is given in section 9.3. In section 9.4 we examine the reasons why firms may be
attracted to vertical integration. Our analysis starts with the transaction cost
approach, which identifies the advantages of such a strategy in a general way. The
section then considers specific issues such as technological conditions, uncertainty,
supply conditions, etc. In section 9.5, we briefly identify some other types of vertical
relationship which together with vertical integration can lead to anticompetitive
behaviour. This behaviour is referred to as vertical restraints and is dealt with in 
section 9.6 of the chapter. Section 9.7 provides a brief conclusion.

9.2 Motives for Horizontal Integration

As we saw in Chapter 4 an oligopoly is characterised by interdependence. This 
interdependence means that a firm’s success (or lack of success) in the market
depends on how its rivals act and react to its strategies. This then creates uncer-
tainty in strategic planning. One way of reducing such uncertainty is for firms to
collude either explicitly or tacitly over prices, outputs, extent of differentiation, etc.
Where such collusion is difficult to organise or control, mergers might be seen as
an alternative strategy. There are a number of specific reasons why firms choose to
merge.

Market power

A horizontal merger may grant a firm a larger market share or the removal of a close
rival. One or both of these outcomes increases the ability of a firm to increase price
without having to worry about the reactions of rivals. A merger can reduce the
degree of oligopolistic uncertainty and reward firms with greater market power. 
This outcome may be of concern to the regulatory authorities. For a merger to be
regarded as anticompetitive it must result not only in increasing the level of con-
centration but also in making entry for new firms more difficult. The second condi-
tion is important since price increases may be difficult to introduce in the market,
if there are potential entrants waiting in the wings. (Government policy toward
mergers is discussed in Chapter 11.)

        



As well as creating an increase in market power, horizontal mergers can also 
be used to protect the dominance of an existing firm. Should a dominant firm be
threatened by the entry of a rival with a new product it might wish to take over the
new firm as a way of protecting its status quo. The alternative would be to invest in
the development of a rival new product. This latter strategy might not only take a
long time, but might also carry a high financial risk, as we saw when examining
product innovation in Chapter 8. Thus the cheaper alternative would be to acquire
the firm. Since this alternative would benefit the firm in the long run, the firm may
be prepared to pay a high price for the acquisition of the innovating firm.

Economies of scale

One of the most common arguments in favour of horizontal mergers is that the
combined size of the two or more firms leads to economies of scale at a faster rate
than could be achieved through internal expansion. These economies of scale can
be classed as plant economies and firm economies. (The reader may wish to refer back
to section 2.4 in Chapter 2, which dealt with economies of scale.)

• Plant economies refer to rationalisation of production processes, allowing greater
specialisation and the realisation of technical economies. For example, two firms
may own a number of small plants each, none of which operates at the minimum
efficient size. A merger which results in the closure of some of the plants and a
concentration of production in the remaining plants might see greater efficiency
in those plants. To reduce average costs by internal growth, firms might be forced
to reduce price to increase output and sales. As we have seen previously (in our
analysis of the kinked demand curve), such price cutting may create unnecessary
tension in the market, and if other firms react by matching such price cuts, then
sales may not increase by much at all.

• Firm economies arise through the growth of the whole organisation. For example,
marketing functions can be spread over a wider output without a proportionate
increase in costs. Similarly, existing management expertise can also be applied to
a larger organisation.

Farrell and Shapiro (2000) argued that, in most mergers, there are few genuine
cases of efficiency gains due to general scale economies, since most of these effi-
ciency gains could also be achieved through the firm’s own internal expansion. What
should really be considered are merger-specific gains, which cannot be achieved in
any other way. These involve the integration of specific, hard-to-trade assets owned
by the merging firms. These gains were referred to as ‘synergies’. Thus, examples of
simple plant economies just mentioned could be referred to as ‘efficiencies without
synergies’. Some examples of such synergies suggested by Farrell and Shapiro were
as follows.

Co-ordination of joint operations

When two firms are linked by the joint management of a resource, such as an
oilfield, there may be contractual and institutional problems which might create
inefficiencies. If a merger were to lead to a reduction in such inefficiencies, then a
synergy would exist.
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Sharing of complementary skills

Consider a situation where one firm enjoys superior manufacturing skills compared
to a rival, while the rival is better at distribution. In time it might be possible that
both firms improve their areas of disadvantage. However, this might take too long
to realise or might appear too risky a strategy. In this case a merger of the two firms
might bring about a synergy. A similar example might be of a firm with a patent
which can be fully and quickly exploited with the resources of another firm.

Improved interoperability

Two firms may develop what they consider to be separate products, e.g. two pieces
of software which can be used interchangeably by end-users. However, because the
two pieces of software were developed separately, they often conflict when used
jointly. Moves to develop compatible software may be thwarted by the existence of
a competitive culture which exists between the two firms. If a horizontal merger can
bring about such compatibility or ‘interoperability’, then a synergy exists.

Network configuration

Assume two firms operate a rail service between two points A and B, with each firm
owning a single track. Offering an ‘out and back’ service would imply that ‘down’
trains meet the ‘up’ trains. To solve this problem, sidings would have to be built 
and this would then lead to complex route planning and costly delays. A merger
whereby the two lines could be used to serve traffic in one unique direction might
be regarded as another potential synergy.

Motives of the ‘acquired firm’

When discussing horizontal mergers one factor to consider is the motives of firms
which wish to be acquired. These might be as follows:

• The acquired firm has suffered a loss of market share and is faced with decreasing
revenues and potential financial ruin. A merger might then guarantee the con-
tinued existence of some part of the firm’s resources, notably its workforce and
some of its operations.

• The managers of the firm may be forced to sell to meet their legal and tax 
liabilities.

• Management may feel unable to maintain a rate of growth of the firm. These 
constraints may be caused by meeting difficulties in raising finance or possess-
ing insufficient technical and organisational expertise to expand the scale of
operations.

Since such weak firms may be desperate to seek a buyer, they may accept a price
for the firm which is below the market price. Under competitive conditions, if there
were many potential buyers all with access to perfect knowledge, the price would be
bid up to the market price. In reality, however, there are few firms that have such
knowledge or the ability to take over ‘failing’ firms. Thus the low price may attract
some firms into a horizontal merger.
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Studies of merger activities tend to suggest that a large proportion of mergers
have not been successful. The practical problems of linking different product and
distribution systems may lead to inefficient solutions. Merged information systems
may also prove to be less efficient and senior managers may, for a significant time,
face distorted information flows. Finally, a merger between two firms may create
two separate and intransigent ‘cultures’. Staff from one firm may find it difficult to
adapt to and accept corporate practices of the other firm.

Let us now turn to a consideration of vertical integration.

9.3 Vertical Integration

Vertical integration can be defined as the ownership of an input used in the 
production of a firm’s output or the ownership of a production unit that uses the
firm’s outputs. A production process can be thought of as a ‘flow’, starting from 
the extraction or acquisition of raw materials which are then processed into 
intermediate goods. These are eventually transformed into the finished product.
Activities located at the initial stages of production are known as ‘upstream’, and
those which are closer to the market for the final product are known as ‘down-
stream’ activities. Thus upstream or backward vertical integration refers to firms
undertaking the production of inputs necessary for their production process, while
downstream or forward vertical integration refers to firms moving into activities that
utilise their outputs. Since capacity may differ at different stages of production, firms
may also have to rely on external market transactions to make up their required
capacity. Balanced vertical integration would occur if capacities at successive stages
were equal.

Firms are attracted to vertical integration if it leads either to an increase in their
revenue or to a reduction of their costs. Thus if profits of non-integrated firms can
be improved through such a strategy, firms will consider vertical integration. When
considering cost reductions, one may have to bear in mind that the strategy of ver-
tical integration can generate additional costs to the organisation for the following
reasons:

• The firm may find that using its own resources to produce inputs or to distribute
its output may not be as efficient as using specialised firms in the market.

• As a firm integrates, management may face increasing costs of managing a larger
organisation.

• Vertical mergers may attract the attention of anti-monopoly agencies, and con-
sequently the firm may be faced with expensive legal fees.

The reasons for vertical integration are varied. The earliest explanations for ver-
tical integration tended to focus on issues such as the technological advantages of
linking successive stages of production, the risk and uncertainty attached to the sup-
ply of upstream products or the distribution of firms’ finished products, the avoid-
ance of government taxation and price controls and, finally, the desire to secure
market power.
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9.4 Reasons for Vertical Integration

Transactions costs approach

Williamson (1971) developed an alternative rationale to the classical paradigm. 
His transactions costs approach did not deny the earlier explanations, but managed 
to place most of these reasons into a more logically coherent methodology. Trans-
actions costs differ from production costs in that they are associated with market
transactions between buyers and sellers. In Chapter 5 we argued that these costs
are the costs involved in negotiating contracts, monitoring performance, enforcing
contractual promises and pursuing litigation in the event of breach of promises.
Williamson argued that where the market fails to work well, i.e. proves costly, the
firm ‘internalises’ that particular market transaction. It substitutes internal organ-
isation for external market exchange. Whenever there is a large difference between
external (market) co-ordination and internal organisation, there is a tendency
towards vertical integration.

Why is it that the firm can be less costly at organising and coordinating produc-
tion than the market?

According to Williamson, the firm benefits from internal organisation in three
ways: incentives, controls and ‘inherent structural advantages’:

• Incentives cover the advantages of being able to avoid costly and time-consuming
bargaining with other producers at different stages of production.

• Controls imply that the firm can benefit from stronger controls over intra-firm
activity as opposed to inter-firm activity. Controls also imply that, through a 
process of organisational rewards and penalties, the firm has the ability to access
more wide-ranging and more accurate information flows. In addition, should
conflict arise within the firm, this can normally be resolved by the authority of
senior managers rather than having to rely on expensive arbitration or litigation.

• Structural advantages may increase the economies of communication exchange.
Thus staff within the organisation share common training, experiences and codes
of practice, which ensures that the quality of the communications is improved.

Let us now move to the specific arguments for vertical integration. Most of these
can be accommodated within the Williamson paradigm.

Specific arguments for vertical integration

Technological conditions

Vertical integration in certain cases may lead to the reduction of production costs.
This may occur where there are complementary processes that need to be carried out
quickly so as to save intermediate costs of delivery. A traditional example is the steel
industry. Blast furnaces that make steel and the strip mills that shape and cut the
steel are not only controlled by the same firm, they are also located within the same
plant so as to conserve heat (thermal economies).

        



Uncertainty

The relationship between firms in successive stages of production is subject to many
uncertainties. One of the major causes of such uncertainty is the lack of complete
information. Vertical integration can help to correct such information incompleteness.
Uncertainty creates a number of problems for firms in the organisation of produc-
tion. The co-ordination of production involves many complex event variables, 
some that can be predicted, others that cannot. This is what Simon (1959) termed
‘bounded rationality’: the limited ability of economic agents to absorb and process
information to make correct decisions. Success depends on how well firms can react
and adapt to unanticipated events. There are two types of uncertainty:

• The first can be referred to as primary uncertainty. This is determined by factors
external to the firm and the industry. These would include changes in techno-
logy, consumer demand and government policy. These factors would be regarded
as outside the immediate control of the firm.

• Secondary uncertainty arises because of the lack of information facing decision
makers. This information may be difficult to secure as vertically related firms may
fail to disclose it or, worse, attempt to distort the information so as deliberately
to increase the costs to their rivals.

Assured supply

Firms may be concerned about the risks of being let down by a supplier. To ensure
a steady supply of inputs, firms consider backward vertical integration. Adelman
(1955) reasoned that shortages in the supply of goods typically arise through lags in
the growth of supply of those goods, while demand is growing strongly. Firms in the
market for final goods are better able to judge the level of demand than firms pro-
ducing the inputs. Under normal market conditions, price rations the availability of
goods to buyers. However, in the short run, the prices of most standard goods do not
adjust instantaneously to shortages and, instead, manufacturers ration the available
supply. Therefore, there is a danger that buyers are not supplied with sufficient inputs
to complete their planned output. This may even occur when firms have agreed spe-
cific contracts to ensure supply, but where enforcement of such contracts is difficult.

Externalities

An externality exists whenever property rights are poorly specified and a resource is
not subject to effective ownership and control by its producer. Externalities arise
when a vertical relationship leads to a situation where a firm is unable to prevent
incurring additional costs brought about by the actions of its supplier or distributor.
For example, some manufacturers might argue that forward integration into dis-
tribution is necessary to protect their ‘brand’. Final demand may be too important
to be left in the hands of inexperienced or inefficient retailers, who could damage
the brand’s reputation.

Complexity

Vertical relationships may be characterised by complex technical and legal relations
that may prove too costly to arrange between two ‘separate’ firms.
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An example of this is when a firm may wish to negotiate a long-term contract
with its supplier or buyer. However, if the product is non-standard and surrounded
with a great deal of uncertainty, such as frequent changes in product design or tech-
nology, the contract must be exhaustively specified to avoid all possible contractual
ambiguities which could result in expensive litigation. An alternative might be to
negotiate only a short-term contract. However, in some cases, vertical relations 
may require a commitment by a firm to long-term investments, and thus only a
long-term contract is considered to ensure a guaranteed return on the investment.
In these cases, neither long- nor short-term contracts are efficient solutions.
Williamson (1971) referred to this as ‘contractual incompleteness’. The resolution of
the problem is for the firm to integrate vertically.

A good example of complexity is the film industry, which comprises manufac-
turing and retailing stages. Each film is unique, and patterns of distribution of one
film never quite coincide with those of another. Issues of pairing, regional exposure,
repeat showings, television sales and degree of promotional effort determine a
unique distribution strategy for each film. This implies complex contractual relations
between the filmmaker, the distributor and the exhibitor. Contractual agreements
would also have to be monitored with a sophisticated and costly inspectorate. It
may be simpler and cheaper for filmmakers to integrate vertically forward with dis-
tributors and cinema chains or vice versa.

Moral hazard

Moral hazard occurs when an agent lacks the incentive to work in the best interests
of the principal and the principal cannot observe the actions of the agent. In our
context, moral hazard implies that a firm has no incentive to maximise revenue or
minimise costs, when contracted by other firms at a different stage of production.

Assume a situation where a buying firm arranges a contract under conditions of
uncertainty. It is possible for the supplier to bear the risks, but this means the addi-
tion of a ‘premium’ to the normal cost of production. Consequently, a much higher
price is charged. The buying firm may regard this ‘premium’ as excessive and may
decide to bear the risk itself by offering a ‘cost plus contract’. The buyer remuner-
ates the supplier for all costs and adds a mark-up for profit. This is sometimes typ-
ical of government contracts. However, there is now no incentive for the supplier to
cut costs. The buyer might have to insist on monitoring the supplier’s work. If this
proves too difficult and costly, it may propel the firm to vertically integrate.

Specificity

Specificity arises when a firm invests in the production or distribution of custom-
made products for specific clients. Thus firms are ‘tied’ or dependent on one another
by investments in specific physical capital, human capital, sites or brands. This may
leave the firm vulnerable to threats from clients in the event of disputes.

The consequence of the specialised asset is that a bilateral monopoly may arise.
There is one firm buying and one firm supplying the input. For example, a shipper
of antique furniture may have a limited demand for specialised padded wagons for
long-distance rail transport. Given the level of demand, only one firm specialises in
the production of such wagons. The two firms are now ‘locked in’ by the specific
asset. Both can undertake ‘opportunistic’ behaviour to extract a higher price. The
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Case Study 9.1

Vertical integration and transfer pricing

In 2002 GlaxoSmithKline were faced with the possibility of paying billions 
of dollars in unpaid taxes as it was alleged by US tax officials that they had
deliberately concealed the revenues earned in the USA. The allegation sur-
rounds sales of six major drugs sold in the USA, including the popular ulcer
drug Zantac, between 1989 and 1999. The revenues totalled some $30 billion.
The American Internal Revenue Service argued that Glaxo’s US division over-
paid its parent company for the drugs, to reduce the declared taxable profits in
the USA. The main focus of the accusation is that ‘transfer pricing’ allowed the
firm to overvalue the R&D costs incurred by the UK head office. In addition,
the Internal Revenue Service claimed that the success of sales in the USA was
due more to the marketing efforts of the firm in the USA than to the inno-
vatory work done in the UK.

supplier may demand a higher price, threatening a refusal to supply, knowing that
the buyer has no alternative source of supply. The buyer may demand a lower price
with the threat of refusing to buy the supplier’s output, knowing that the supplier
is unable to find an alternative market. As a result, the market transaction is char-
acterised by expensive haggling and high contractual costs, which may encourage
the firms to integrate vertically.

Government policy

Through vertical integration firms are often able to avoid various government taxes,
restrictions and regulations, when imposed on one stage of production and not on
another. A market transaction which is subject to a sales tax or price controls can be
replaced by an internal transaction and thus escape the restriction. Scherer (1980)
noted that there was evidence to show that, in America and Europe, integrated
petroleum firms showed low accounting profits in the refining and marketing stages
of production, while enjoying much higher profits at the crude oil-extracting stage,
a stage that attracted a much lower rate of profits tax. Case Study 9.1 is a further
example of such a strategy.

9.5 Other Vertical Relationships

Vertical integration is only one of many possible vertical structures. Alternative 
relationships are often referred to as principal–agent relationships. Thus a manu-
facturing firm (acting as the principal) contracts a supplying firm (the agent) to pro-
duce its inputs. Contracts imply restrictions, and these restrictions are examined
later in this chapter. It is clear that the fundamental reason why firms develop
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contractually specific vertical ties is to harmonise production, processing and distri-
bution activities.

Why should firms choose this approach rather than rely on
the advantages of vertical integration?

Generalising, we can argue that firms prefer to enter into such agreements for two
reasons: first, to maintain some degree of independence and, second, to avoid the
costs of entry into upstream or downstream operations. If we assume that firms wish
to remain in their familiar stage of production and maintain their independence
then vertical relationships can be used primarily to reduce uncertainty in the mar-
ket. However, other factors may play also play a part. Harrigan (1983) suggested
three alternatives to vertical integration:

• Tapered integration exists when vertically integrated firms rely on independent
suppliers or distributors for part of their operations. Using such channels allows
firms fully to exploit their capacity, ensuring that it is the ‘outside’ firms which
bear the risk of market uncertainties. Furthermore, developing contacts with
upstream and downstream firms may provide useful ‘intelligence’ regarding new
product and market development. Harrigan believed that tapered integration was
best applied in situations where technological interdependencies were absent and
raw material inputs were plentiful.

• Quasi integration refers to a situation where a firm may not own the adjacent busi-
ness unit, but is able to control all or part of the operation through franchises or
other joint ventures. The strategy may appear attractive to those firms facing
high risks of new technology and demand uncertainty.

• Contracts can specify the exact relationship between an agent and principal and
can thus take a multitude of forms to reflect the minutiae of the different risks in
the market as well as the market power of the firms involved. Harrigan claimed
that the greater the level of monopoly power, the greater the possibility that
firms would integrate. Where a market was characterised by ‘competitive volatil-
ity’ and principal firms possessed enough market power to monitor and enforce
contracts, then contracting was seen as an appropriate solution. Such contracts
mean that firms can gain advantages in vertical relationships without having to
commit excessive financial resources to fund risky mergers.

9.6 Vertical Restraints

An alternative to vertical integration, which some firms may find too costly to 
monitor and organise, is to rely on an armoury of vertical restraints. Vertical
restraints refer to the various restrictions imposed by firms linked by vertical rela-
tionships. Thus, if a manufacturer makes it a condition of supply that the retailer
should charge a minimum price, a vertical restraint or restriction is said to exist.
Unfortunately the word ‘restraint’ or ‘restriction’ has a negative connotation of
wrongdoing. Such ‘conditions’ surrounding the sale of goods may have beneficial as

        



well as harmful effects on economic welfare. If we consider the publishing of books
in the UK we can identify at least three types of vertical restraint:

• No part of a published book may be copied and distributed without the permis-
sion of the owner of the copyright.

• Books may not be sold below a certain minimum price, determined by the pub-
lisher. In the UK this was known as the Net Book Agreement, a legal agreement
that had satisfied the Restrictive Trade Practices Court. The agreement was form-
ally abandoned in 1995.

• No paperback may be rebound by a buyer into a hardback edition.

Each of these restraints is anticompetitive. The first ensures that no other firm or
individual is able to sell the same book. It thus serves as an entry barrier. The sec-
ond ensured that there was no price competition between booksellers. The last is a
form of price discrimination. Since the cost of hard binding a book is much less than
the price differential, the publisher is, in effect, differentiating the product. Pub-
lishers believe that the demand for hardback books is less elastic than the demand
for paperback books. Thus, by segmenting the market they can charge different
prices.

However, the agreement also generates positive benefits. First, if books could be
copied and sold by rival firms, publishers would see a drop in revenue and an inabil-
ity to cover the full costs of publishing a book. The rival firms would be enjoying a
free ride, having escaped the costs of contracting an author, typesetting and mar-
keting. To protect firms from such ‘piracy’, the government defines strict property
rights covering the written word and other media. The setting of a minimum price,
or resale price maintenance, was argued to be in favour of protecting small book-
sellers who, it was claimed, provided useful services such as information and local
availability of books. Being small, these booksellers were faced with high costs and,
consequently, would be unable to cover these costs if prices of books were lower. 
It is also argued that price discrimination allows non-economic books (such as 
academic textbooks) to be published at a reasonable price, cross-subsidised by the
popular books.

The Chicago School

As we saw earlier, vertical restraints may be viewed potentially as a force for eco-
nomic efficiency, as anticompetitive or possibly as having a neutral effect. The debate
in Europe and in America has tended to revolve around the views of the Chicago
School (introduced in Chapter 5). The traditional thinking prior to the Chicago
School arguments was that restrictions, by their very nature, reduced the independ-
ence of distributors, by controlling their ability to supply final consumers. Resale
price maintenance was seen as little different from horizontal price fixing and was
banned in most countries.

The Chicago School was a body of academic lawyers and economists who, in the
late 1960s and 1970s, developed a line of research stressing a strict neo-classical
approach to markets. Fundamentally, their approach was an attempt to separate ver-
tical restraints from horizontal restraints, arguing that competition is defined within
a market and therefore only horizontal and not vertical restraints can affect com-
petition. Specifically, it was argued that manufacturers would not impose restrictions
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downstream as this would, in turn, reduce demand for their products. If restrictions
are imposed it is because a potential efficiency can be realised. These efficiencies
were the elimination of externalities and moral hazard problems discussed earlier in
the chapter. Thus some perfume manufacturers may believe that selling their per-
fume at high prices, by attractive assistants and only in upmarket stores maximises
their sales. To reduce price and allow downmarket chain stores to stock the perfume
may, in fact, reduce total market demand.

The approach attracted a lot of criticism, and in more recent years the tide has
turned away from the Chicago analysis and the focus is now based on a case-by-case
approach. Restraints may be viewed as having possible entry barrier and collusive
effects which lead to a distortion of the retail market, especially where there is little
competition at the retail or manufacturing stage. Thus, resale price maintenance can
be used as an alternative to horizontal price fixing, the latter being more obvious as
well as illegal. Comanor (1985) also argued that the provision of expensive services
and marketing may be inappropriate for established products where consumers are
already familiar with the product and do not place a high value on additional ser-
vices, the implication being that these additional services serve only as an additional
barrier to entry.

Types of vertical restraint

Resale price maintenance

Mathewson and Winter (1998: 57) defined resale price maintenance (RPM) as:

Any contract in which an upstream firm (e.g., a manufacturer) retains the right to control the price
at which a product is sold downstream, usually in the retail market.

RPM is viewed with suspicion in most countries and has been consequently
deemed to be illegal. This suspicion originates from two directions, one legal and
the other economic. From a legal viewpoint, such price restrictions are seen to be
contrary to the legal principle of alienation, which implies that as an individual 
relinquishes ownership of goods he or she should have no further rights over the
use and disposal of such goods. The economic viewpoint is that such price restric-
tions result in a loss of competition. An example of the anticompetitive argument
is the dealer cartel hypothesis.

Dealer cartel hypothesis

Retailers or dealers often group together for benign trade purposes and this can then
develop into collusive agreements. Such cartels, as all cartels, are subject to poten-
tial instability brought about by independent action. Price discipline and thus
greater stability can be injected into the collusive arrangements by RPM imposed by
the suppliers. In addition, the RPM can protect the dealer cartel from the entry of
‘discount’ dealers.

Support for RPM also comes from a legal and an economic direction. A legal argu-
ment could be built on the notion that the owner of a good has the ‘right’ to offer
any contract associated with the sale of that good that he or she wishes and that this
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‘right’ supersedes the right of the buyer. The economic argument revolves around
transactional hypotheses which identify distribution inefficiencies. Thus success in
the production and marketing of a product depends on the actions of both manu-
facturers and dealers. It may be possible that individual dealer behaviour may lead
to sub-optimal outcomes for both the manufacturer and other dealers. RPM may be
used to correct these potential market failures. Let us consider one such example.

The service hypothesis

Demand for a good depends not only on price but also on the associated pre-sales
services. These services include: convenient locations, availability of parking space,
waiting time, displays and demonstrations and information provided by staff. The
fact that we have retail outlets implies that retailers or dealers do supply such value
added, otherwise consumers would buy direct from the manufacturers. To increase
the final demand for their products, manufacturers have an incentive to ensure that
retailers are providing such services. RPM increases the retail price and thus the
retail margin, which allows retailers to invest in the provision of such services (see
Case Study 9.2).

Foreclosure

Market foreclosure refers to the practice of firms refusing to supply downstream firms
or to purchase from upstream firms. Complete or absolute foreclosure occurs when
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Case Study 9.2

Volvo involved in car pricing cartels

Volvo Car UK has admitted supporting secret agreements to fix its car prices
in the UK. The admission follows an investigation by the OFT, which uncov-
ered evidence of an agreement by Volvo dealers not to offer discounts beyond
set levels. Volvo Car UK Ltd – based in Marlow, Bucks – has now signed assur-
ances to the Director General of Fair Trading, John Bridgeman, that it will not
support price-fixing cartels operated by its dealers.

An investigation was launched by the OFT’s cartels task force following a
BBC Panorama programme in which former dealers alleged that a number of
car manufacturers were fixing prices. Evidence emerged of agreements made
by dealers to restrict the levels of discount available to private buyers and fleet
customers. Further evidence indicated that Volvo ensured that dealers would
comply with the set levels of discount by penalising them if they didn’t. 
The situation arose following a decision by Volvo to reposition itself in the
marketplace and to introduce a new dealer and commission structure. A series
of meetings of dealers was addressed by Volvo managers, who then left the
dealers to discuss future business strategy. Evidence obtained by the OFT sug-
gests that the agreements Volvo has admitted supporting were made at these
meetings.

Source: http://www.oft.gov.uk/News/Press+releases/1999/PN+24-99.htm

        



either a supplier obtains all the downstream outlets or a buyer obtains all the sup-
plying outlets, to deny non-integrated rivals a share in the relevant market. Dobson
(1997) argued the effectiveness of any potential foreclosures depends on three con-
ditions being met:

• That a sufficient proportion of upstream or downstream firms are covered by the
exclusive agreement.

• That there are substantial barriers to entry or an inability to expand output inter-
nally at the upstream or downstream stage.

• That the agreements are relatively long term.

Let us now consider whether such exclusionary practices can harm competition.
Bork (1978) argued that the anticompetitive effects of foreclosure were exaggerated.
He argued, for example, that benefits to an acquiring firm might well be offset by
the losses of the acquired firm. If a firm acquires a downstream firm and then forces
it to buy only from itself, this would increase the profitability of the acquiring firm.
However, the downstream firm may see a loss of sales and profits if it can no longer
sell other, possibly better quality, brands. In essence, Bork felt that foreclosure was
an irrelevancy and what mattered was the degree of concentration in upstream and
downstream markets. Vertical mergers and foreclosure were of little consequence in
competitive horizontal markets. This view was challenged by Ordover et al. (1990),
who suggested that vertical mergers reduce competition in the input markets. As a
firm vertically integrates downstream it has less incentive to compete with other
upstream firms in terms of price to attract downstream customers. Consequently,
upstream firms can increase their prices and hence costs to the downstream firms.
These higher costs result in higher prices charged to final consumers.

Krattenmaker and Salop (1986) suggested the following conditions could be
applied to test whether market competition were harmed:

• The ability of the excluded rivals to compete is reduced. This is achieved if rivals’ 
costs are increased as a consequence of foreclosure. Foreclosure need not, per se,
increase the costs to the rivals, if there are abundant and comparable supplies
from alternative sources.

• Increased market power after exclusion. It may be possible that the ability to fore-
close does not increase a firm’s market power due to the existence of powerful
rivals or the entry of new firms. In the latter case, one could argue that exclusion
harms competitors but not competition.

• Do rivals have counterstrategies? It may be possible that rivals are able to protect
themselves from the foreclosure. The most obvious counterstrategy is to have
access to alternative sources of supply. If rivals have no immediate access to such
supplies, they may attempt to take over an input supplier or encourage the entry
of a new firm into the supplying market by agreeing long-term contracts for the
purchase of inputs. A further possibility is for the rival to consider ‘self-entry’, i.e.
to set up the supply operation itself.

• Exclusion must be profitable. To exclude rivals from supplies implies lost revenue
to the supplier. Thus the firm that implements a policy of foreclosure has to
ensure that the increased profits of such a policy outweigh the profits forgone of
lower sales.
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Having identified and discussed the anticompetitive effects, we now turn to the
consideration of other possible factors that may determine the extent to which firms
pursue the strategy of exclusive dealing:

• Free riding. As discussed earlier, suppliers or manufacturers may attempt to cap-
ture and control the full benefits of services that are provided to final customers.
Exclusive contracts prevent other firms from benefiting from specialised services
associated with a particular brand. This encourages manufacturers to increase the
level of such services.

• Transactions costs. The costs of monitoring and policing violations of exclusivity
agreements may in some circumstances be too high. It may be very costly for a
supplier to assess accurately whether a distributor is or is not stocking rivals’
products. For example, firms would have to recruit an inspectorate to monitor
compliance with contractual obligations. In such cases where costs are high, one
would expect less reliance on exclusive dealing.

• End-customer costs. Exclusive dealing from the point of view of the final customer
means that he or she cannot make a full comparison of different brands at one
location. To save on such search costs, customers may prefer to shop at outlets
that carry a larger selection of brands. The implication for distributors is that they
may lose custom if they restrict their supply to a narrow range of brands. This
may reduce the desire of such distributors to enter into such agreements.

• Firm size. Firm size may also influence the level of exclusive dealing, the sugges-
tion being that larger firms can benefit from economies of scale and scope in 
distribution by developing exclusive dealerships. In addition, large firms are able
to benefit from promotional economies that enhance the reputation of their
brands. This increases final demand for their brands and places large firms in a
strong position as regards exclusive dealing (see Case Study 9.3).

Exclusive territories

Manufacturers can also restrict their dealers territorially by allowing dealers to 
operate in specified locations. This can take two forms. The dealers are restricted 
to operating in a particular territory, but can serve any customer who approaches
them. Alternatively, dealers may be forced to serve only customers from a specified
location. Such territorial agreements affect the search costs to final consumers. If
consumers wish to ‘comparison shop’ they may have to visit a range of outlets that
are spatially differentiated. The effect is to increase search costs, and consumers may
be unwilling to ‘shop around’. This might then reduce inter-brand competition and
increase industry profits. This is, of course, a different conclusion to the one dis-
cussed earlier under the heading of ‘end-user costs’ when we considered exclusive
dealing. Implicit in this argument is that spatial distances between dealers signific-
antly influence consumer search costs.

Quantity-dependent pricing

Quantity-dependent pricing as defined by Katz (1989) refers to the practice whereby
the price a buyer pays for an intermediate good depends on the quantity bought.
Broadly, there are three types of vertical restraint that fall under this heading:
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• Quantity forcing occurs when a buyer is obliged to buy more than he or she would
wish under normal circumstances. This practice can be accomplished by forcing
the buyer to make a minimum payment for purchases up to a certain level.
Forcing buyers to stock and sell more than they may wish has the effect of
improving the service to ensure such sales are made as well as helping to reduce
prices to final consumers.

• Non-linear pricing, or a ‘two-part tariff’, occurs when a buyer pays a fixed fee (a
franchise fee) plus a price per unit. As more is bought so the average total cost
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Case Study 9.3

Office of Fair Trading rejects complaint over personal computers
market

John Lewis yesterday vowed to continue its fight against rival retailer Dixons
after the Office of Fair Trading dismissed its complaint about the personal
computer market. The OFT said Dixons had not infringed competition law by
agreeing exclusive distribution agreements with two PC makers – a move John
Lewis said restricted consumer choice.

Dixons welcomed the ruling, which it said proved how competitive the
market for home computers was. However, John Lewis said it would study
the full OFT ruling, due to be published next week, to see if there were any
grounds for appeal under the 1998 Competition Act. If there were not, the
department store group said it planned to ask Stephen Byers, trade and indus-
try secretary, to look again at the act as it was obviously not providing enough
protection for consumers. ‘We could shrug our shoulders and walk away,’ said
Nigel Wreford-Brown, John Lewis’s merchandise director. ‘But we are unlikely
to do that because there are important points of principle at stake.’

John Lewis brought the complaint against Dixons with rival retailers
Tempo and Comet. The three complained that agreements struck between
Dixons and two computer groups – Compaq and Packard Bell – stifled com-
petition. Under the agreements Dixons is allowed exclusive distribution rights
for certain products from both groups. However, the OFT said a wide range of
computers was available through a variety of outlets – and that in general con-
sumers did not appear to have a strong brand preference. The ruling said
Dixons’ market share in PCs was significantly less than 40% – the threshold
normally regarded as an indicator of dominance.

The rival retailers had argued that Dixons’ market share was in effect 
much higher, as it had 57% of sales made in stores. The OFT defined the mar-
ket to include high street and specialist retailers, retails parks, mail order, the
Internet and other direct methods of sale. It concluded that barriers to entry
were not high. Dixons said the market for PCs was ‘highly competitive and
dynamic and indeed has grown even more so in recent months’. The group –
which sells computers in its eponymous chain as well as through Comet and
PC World – said its customers were the real winners.

Source: Financial Times, 7 April 2001.
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declines. Kay (1990) suggested two reasons why suppliers may impose a non-
linear pricing strategy. As remuneration increases more than proportionately
with the total amount of business done with a particular supplier it may help to
‘bias’ retailers. Thus, an insurance company may wish independent brokers to
recommend its policies over others or a breakfast cereal company may wish a
supermarket to display its brand prominently on the shelves. Non-linear pricing
can act as an incentive for dealers to promote the product. Second, if dealers stock
only one product to capitalise on increasing their revenues, this then increases
the ‘switching’ and ‘search’ costs to consumers. Consumers are less likely to
search out and switch to alternatives if outlets carry a narrow range of products.
This increases the market power of the suppliers.

• Tie-in selling and bundling again describe a situation where buyers are forced to
buy more than they wish. Ties occur when a buyer wishes to acquire a product,
but is forced, as a condition of supply, to accept additional products or services.
The first good is referred to as the ‘tying’ good and the second is referred to as 
the ‘tied’ good. Bundling refers to the practice of selling two or more goods as a
single ‘package’. We briefy examine these two practices.

Why are suppliers interested in tying?

• Price evasion. If suppliers were facing government restrictions on the price of the
products, they could then force their buyers to stock an unregulated product at a
high price so as to regain some of their lost profits on the regulated item.

• Protection of goodwill. A supplier may wish, for example, to protect the quality of
the product by insisting that repairs and spare parts to a machine be supplied
only by the firm. The argument may focus on the technical complexity of the
machine, and to have the machine serviced by non-approved engineers may
harm the machine and damage the firm’s reputation. Whether the argument 
is justified depends on whether efficient alternatives to the tying arrangement
exist.

• Economies of distribution. Firms may tie two or more products if they are strong
complements, to benefit from distributional economies. In theory, all assembled
products such as cars are, in effect, a tying arrangement of many separate prod-
ucts such as engines, crankshaft, axles, wheels and other parts.

• Price discrimination. Price discrimination can also be achieved in the following
way. Assume a monopolist supplier sells colour printers (the tying product) and
ink cartridges (the tied product). The firm charges a competitive price for its
printers but a ‘high’ price for the cartridges. Large customers (those with a low
elasticity of demand) are forced to pay a higher overall price for printing services
since they use proportionately more of the expensive cartridges than the low-
intensity users. Resale is ruled out since the price of cartridges is the same for all
customers. Thus price discrimination is achieved indirectly. Another example of
this type of covert price discrimination covers the common practice of selling
machines and expensive service contracts. The more machines that are bought
the higher the overall ‘price’ paid.

• Leverage. Tying arrangements can extend the power of a monopolist into other
related markets. The arrangement can create market power in the market for the
tied products and prices can be increased. The amount of leverage a monopolist
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can exert depends on the extent to which tying arrangements can account for the
whole tied market.

Why are suppliers interested in bundling?

Bundling, as just briefly described, refers to the practice of a seller offering several
goods as one package. Thus, hotels offer rooms bundled with the use of other hotel
facilities such as in-house movies, gyms and swimming pools. The prices of all these
additional services are included in the price of the room, whether one uses them or
not. Such bundling is profitable since customers can be sorted into different groups
with different reserve prices and their consumer surplus appropriated accordingly.
In other words, bundling can be used as a form of price discrimination. The example
of ‘block booking’ in the film industry in Box 9.1 helps to explain the strategy.

In conclusion, we can draw a few strands together. The Chicago approach to ver-
tical restraints, which argued that they are commercially legitimate, is plausible under
a number of circumstances. However, one should not ignore the obvious strategic
advantages that such a policy can present to firms. Vertical restraints can be used to
change an industry structure or to preserve an uncompetitive status quo. In view of
this dichotomy the most obvious conclusion is to treat each restraint on an ad hoc
basis by examining the consequences of such actions. Thus if prices are considered
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Box 9.1 Block booking in the film industry

Block booking refers to the practice of offering an exhibitor only a package of
films, rather than the films individually. This policy increases revenue to the
sellers. Assume a film distributor knows the reserve prices of two exhibitors.
One exhibitor owns an ‘art house’, the other a cinema showing popular films.
The reserve prices each exhibitor is willing to pay for two films, a foreign-
language film and the latest ‘blockbuster’ are as follows:

Exhibitor Blockbuster Foreign-language film

Art house 7000 3000

Cinema 8000 2500

If each film were to be sold separately and the distributor could prevent 
resales we would achieve perfect price discrimination and the total rental
would be £20,500 (7000 + 3000 + 8000 + 2500). However, under normal mar-
ket conditions, perfect price discrimination is impossible and the best the 
distributor could earn would be to charge £7000 for the ‘blockbuster’ and
£2500 for the foreign-language film. This would generate an income of only
£19,000 (7000 × 2 + 2500 × 2). If the distributor practised block booking non-
discriminatingly, he would sell the two-film package at £10,000 to both
exhibitors. The total rental would rise to £20,000.
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to be fair and entry is not retarded, the presence of vertical restrictions may be 
tolerated.

9.7 Conclusion

This chapter examined a range of horizontal and vertical relationships. The choice
of which horizontal or vertical strategy to follow can only be resolved by an ana-
lysis of the potential costs and benefits present in any given market structure. What
is clear is that there is no one particular unequivocal answer as to what constitutes
an equilibrium condition for most firms. To understand why firms develop complex
vertical and horizontal relationships one must appreciate the risks, the level of
investment, and the extent of co-ordination and bargaining present in such relation-
ships. One can then also understand why firms undertake integration if market con-
tracts are a less efficient method of organising production and distribution. Clearly,
all such relationships are beneficial to consumers if they result in lower costs, greater
output and a control on the power of monopolies. However, both horizontal and
vertical restraints can reinforce market power and frustrate greater competition and
economic welfare. What is clear is that one cannot support or condemn such prac-
tices in any general sense. Only a careful analysis of the motives and effects of such
actions can determine useful and practical solutions.

Discussion Questions

1 With reference to the Farrell and Shapiro arguments presented in this chapter,
explain what they mean by ‘synergies’. Give examples of such synergies in the
real world.

2 Give examples of firms forced to vertically integrate backwards to guarantee their
sources of supply and those that have had to integrate forwards to safeguard their
distribution outlets.

3 It is claimed that one advantage of vertical integration is that communications
within the organisation are better than between different organisations. Assess
this claim.

4 It was reported in November 2002 that the Office of Fair Trading had been invest-
igating Manchester United and the Football Association for their fixing of prices
in the retail market for replica kit. It was reported that a replica shirt cost just £7
to produce, but retailed for £45. Present arguments as to why Manchester United
might be justified in following this course of action and why the Office of Fair
Trading could regard such a practice as anticompetitive.

5 The UK market for pubs is characterised by ‘tied houses’. A ‘tied house’ is a pub
owned by a brewery (or pub company) and is tied to selling what the brewery
says. According to the CAMRA (Campaign For Real Ale) there are many pubs
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which claim to be free but have done deals (such as accepting loans on generous
terms) in return for guaranteeing to sell certain brands. Discuss the effects of this
system on the market.

6 Explain how mergers between universities could be either horizontal or vertical.
Assess the advantages of both such strategies.
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• internal capital market

• predation

• reciprocity

• specific asset

• tie-in sales (tying)

10.1 Introduction

Diversification refers to a strategy where a firm is involved in the production of a
number of different goods and services. Three different types can be identified.

0Diversification

By the end of this chapter, the reader should be able to understand:

• the difference between diversification as product and market
extension and ‘pure’ diversification

• the reasons for diversification

• the concept of the ‘coherent corporation’ and its relationship with
diversification

• the reasons why some firms may decide to reduce their
commitment to diversification and concentrate on their core
activities.

Key Concepts

• conglomerate

• corporate coherence

• cross-subsidisation

• deconglomeration

• economies of scope

10

Objectives

        



Product extension

Firms can diversify by moving into familiar or related activities. A sweet manufac-
turer who sells a milk chocolate bar may decide to produce and sell a dark choc-
olate bar as a product extension. The firm may diversify further afield by marketing
related products such as ice cream or snack foods. Product extension usually occurs
when there are potentials for economies of scope. Such economies are realised when
two related goods can be produced jointly at a cost lower than if they were produced
independently.

Since almost all firms produce more than one type of product or offer more 
than one particular service, it may be true to say that all firms are, to some extent,
diversified, multi-product firms. A steel manufacturer can produce different qualities
of steel in various shapes and sizes; and even the sandwich shop can extend its 
product range by adding new ingredients to its fillings or offering a greater range of
drinks.

Market extension

As a firm gains a specialisation in a given technology and product base, it may wish
to exploit different markets, such as different industries, different social groups or
different geographical areas. For example, a chemical company may decide to sell 
its chemicals not only to industrial users but also to the agricultural sector of the
economy. The challenge of selling an existing product to a new market is the 
ability of a firm to ensure that it has the resources, the knowledge and the ability to
exploit such new marketing opportunities.

‘Pure’ diversification

This type of diversification exists when firms move into unrelated fields of activity.
Firms which are involved in different industries are often referred to as conglomerates.
An example of such pure diversification is the British firm Virgin plc, which began
as a record store, but is currently involved in aeroplanes, trains, financial products,
soft drinks, mobile phones, holidays, cars, wines, publishing and bridal wear.

The first two types of diversification discussed refer to a strategy based on a core
product specialisation. Conglomerates or purely diversified firms rely less and 
less on such a common base. Very few firms engage in ‘pure’ diversification. Most
firms tend to enter adjacent markets rather than move into totally new areas of 
production and distribution. At times it may appear that a firm is involved in pure
diversification, but on closer examination there may be a logical explanation why a
firm has decided on a particular direction. For example, Mars UK, the confectionery
firm, developed marine radar, aimed at the small boat market. At first glance this
would seem to be an example of pure diversification. In fact, the company had
developed a successful electronics business on the basis of technical expertise accu-
mulated through its vending machine operations. Having spotted a gap in the 
market for a cheap and reliable radar, the company, Mars Electronic, invested in this
new market.

Introduction 249

        



250 10: Diversification

Case Study 10.1

Diversification: internal expansion versus acquisition

A further issue that may be considered is the manner in which firms can diver-
sify since diversification can be achieved either through internal expansion or
by acquisition and merger. Internal expansion would require a consideration
of the expansion of the existing plant, equipment, raw materials and applica-
tion of skills and technical and managerial know-how. These factors are very
much less important if a firm considers diversification through acquisition.
The only requirement for the latter strategy is to select an appropriate firm and
to manage the integration efficiently. Jacobson and Andréosso-O’Callaghan
(1996) noted that diversification in Europe after the Second World War tended
to be characterised by internal expansion, whereas American diversification
was achieved through acquisitions. One explanation for this observed dif-
ference was suggested by de Jong (1993), who claimed that diversification
strategy might depend on the industry lifecycle. New industries have oppor-
tunities to extend their product lines as the market grows and rivalry is less
pronounced. This will encourage internal expansion. However, as an industry
moves into a maturity stage, further market growth and new product develop-
ment are constrained and firms will look towards the acquisition of new firms
to maintain a diversification strategy. An alternative explanation was offered
by Chandler (1990), who suggested that European firms’ ability to raise finance
for acquisitions and mergers was constrained by the smaller European capital
market, unlike the American counterpart.

In this chapter we consider the reasons for diversification in sections 10.2 to 10.5
These reasons cover issues such as the desire by firms to secure more market power,
to achieve greater growth, to lower costs and to exploit their specific assets in dif-
ferent industries (see Case Study 10.1). In section 10.6, we discuss the reasons for
diversification as viewed from a newer perspective of the firm, developed by Teece
et al. (1994) and referred to as the coherent corporation. It will become clear from the
discussion in the various sections that diversification does not generate unlimited
advantages and that, at some point, costs of diversification force firms to consider
strategies of divestment or deconglomeration in order to refocus their attention 
on core activities. This is discussed in section 10.7, while section 10.8 provides a
conclusion.

10.2 Reasons for Diversification

The basic reasons for diversification can be summed up under three headings, the
market power view, the agency view and the resources view.

        



The market power view

This approach suggests that diversified firms might be able to exploit anticompetit-
ive behaviour. Three examples of such behaviour are as follows:

• Cross-subsidisation or ‘deep pocket’ strategies. This occurs when a firm relies on pro-
fits from its various operations to finance predatory practices in other markets.

• Reciprocal buying, which involves an agreement by which, for example, firm A pur-
chases its inputs from firm B on the condition that firm B then purchases its inputs
from firm A. Clearly, conglomerate firms are in a stronger reciprocal position
than specialised firms, which may find that they have no need for the output of
the buying firm. Thus specialised firms may be foreclosed from certain markets.

• Mutual forbearance is said to exist where large conglomerates recognise each 
other’s power and decide to co-exist and accommodate one another in various
shared markets.

The agency view

Due to a separation of ownership from control in the modern corporation, man-
agers (the agents) may pursue growth through diversification strategies in excess 
of that necessary to benefit their shareholders (the principals). Managers may be
tempted to do this for three reasons. First, their power, status and remuneration may
be related to the growth of the organisation. Second, diversification in other activit-
ies may complement the talents and skills of the managers, thus making them in-
dispensable to the organisation. Lastly, unlike shareholders, who are able to reduce
business risks by diversifying their portfolios, managers are exposed to employment
risks should the firm fail. Diversification of a firm might then be seen as a means of
reducing the potential risks of failure faced by the firm and its managers.

A model consistent with the ‘agency view’ and which explains the issues facing
firms which pursue growth through diversification was suggested by Baumol (1967).
Baumol considered the effects of diversification on the firm’s total costs. The first
effect was the increase in fixed and variable costs due to increased production,
which he termed the ‘output’ costs. The second group of costs which had to be con-
sidered were the costs of diversification concerned exclusively with the strategy of
diversification. Assuming constant returns to scale, ‘output’ costs can be regarded as
growing proportionately with the firm’s output. However, diversification costs rise
proportionately faster, as the rate of diversification increases. The explanation for
these increasing costs is as follows:

• Diversification through mergers results in increasing business mistakes as the
firm moves into new and unfamiliar areas of operations. These mistakes increase
costs as ‘poor’ acquisitions are made.

• Acquisitions may have to be funded by a greater reliance on the capital market
(as opposed to retained profits), which may result in higher interest rates as the
firm accumulates more debt.

• As a firm develops new operations at a rapid pace it has to purchase more
resources and apply these resources in an unfamiliar environment. Again, mis-
takes are made and costs rise.
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Thus, as a firm diversifies it experiences an increasing cost schedule shown by TC
in Figure 10.1, which shows the different growth rates of the firm (g) and the relev-
ant total cost, total revenue and profits.

Total revenue rises as acquisitions and products are increased. There is, however,
a limit to the increase in revenue. As the firm expands operations, so sales begin to
increase at a diminishing rate and even possibly decline as returns to the marketing
effort of ever-new products begin to diminish. The difference between total revenue
and total cost is the profitability of the firm. At a zero rate of growth, the firm relies
on its current products and earns a low profit (TR0 − TC0). As the rate of growth
increases, so profitability increases and then eventually declines. The maximum
profit is at the point of the greatest distance between total revenue and total cost
(AB) and this corresponds to growth rate G1. We can thus see that firms wish to grow
through diversification to achieve higher profitability. However, managers may
have other, equally important objectives, such as higher sales achieved through
higher growth. This may be the case if their remuneration is tied to sales and the
power of shareholders is weak. It can then be argued that managers pursue a strat-
egy of growth maximisation, subject to a minimum profit constraint. Maximum
growth of sales would occur at point E, but that level of growth results in a loss and
managers would no longer be able to fund some of their future investments. If we
assume the minimum required profit to satisfy the capital market and shareholders
is CD, then managers aim to achieve a growth rate of G2. The conclusion drawn
from this model is that if we assume managers are growth maximisers, then the firm
follows a more robust diversification strategy than if the firm attempted to maximise
profits.

The resource view

Firms possess a range of resources and assets which can be exploited in other mar-
kets. If such resources can be sold in the market, to other firms, then the rationale
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Figure 10.1 Growth equilibrium and diversification
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for diversification would disappear. However, in cases where transaction costs are
high, firms may be forced to exploit these assets themselves. Such assets have been
given various names, such as specific assets, core competencies and core capabilities.

In the following section we consider and expand these general reasons. We consider
these under four headings, market power, growth, cost reductions and specific
assets.

10.3 Market Power

There is a belief that the diversified firm, relying on many different geographic and
product markets, has a competitive advantage over the specialised firm, and that it
can draw on resources from its many different operations to fight rivals in specific
markets. It may also be the case that large near-monopolies and oligopolies seeking
yet more market power may be reluctant to expand in one market as this would alert
the anti-monopoly authorities. An alternative may be to cross over to related mar-
kets to escape the attention of the competition regulators. We consider four pos-
sible anticompetitive consequences of diversification.

Cross-subsidisation and predation

The diversified firm can outbid, outspend and outdo the specialised firm since it can
rely on profits and cash flows from many sources. In essence it is a better fighter. A
typical strategy for a diversified firm might be to undercut the prices of a specialised
firm and force it out of the market. In order for this strategy to succeed the predator
must have a ‘deeper pocket’ than its prey. Once the firm has left the market, prices
are reset at the original or higher level. Such behaviour is referred to as predatory 
pricing.

Predation is, however, not as straightforward a strategy as one might think. First,
predatory pricing is only profitable where entry barriers exist, otherwise the sacrifice
of lower prices and lower revenues has been in vain, although it could be argued
that the act of predation can also be used as a signal to potential entrants that the
incumbent is a ‘fighter’ and is willing to sacrifice short-term profits to maintain or
increase market share. This reputation effect may act as an entry barrier. Second,
predatory practices imply that resources from one operation are being diverted to
fight elsewhere. In a specialised firm, alternatives do not compete. Thus, while the
diversified firm may have the capability of such a strategy, it may refrain from
predatory practices since it would place its alternatives at risk. Finally, it may be
argued that if firms wish to eliminate rivalry there may be alternative, less costly
strategies than predation, such as collusive pricing or acquisitions.

Reciprocity

Reciprocity occurs when firms encounter each other in the dual capacities as buyers
and sellers. Thus reciprocal buying is an arrangement whereby firm A buys inputs
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from firm B on the condition that B buys from A. Thus sellers realise that a buyer 
may shift purchases elsewhere if reciprocal transactions are not made. It can be
argued that, in effect, all economic transactions involve an element of reciprocity,
and in the extreme case of bartering transactions are based solely on reciprocal
arrangements. The anticompetitive aspect of reciprocity might be inferred if some
firms were forced into such transactions. Utton (1979) noted that the Federal Trade
Commission in the United States argued that reciprocal trade would increase exist-
ing entry barriers and possibly create a new one, if potential entrants were excluded
from a market by the existence of existing reciprocal trade agreements. To overcome
such a barrier, the entrant would have to be diversified. A specialised firm has only
a limited range of input demands, whereas a diversified firm has a much wider
spread of purchasing requirements. Thus the diversified firm is in a better reciprocal
position. Much of the evidence of anticompetitive effects of such strategies tends 
to be based on anecdotal evidence of cases that were brought before the courts. It
may, however, be argued that reciprocity is just one method by which a firm can
exploit its market power, which already exists, rather than a strategy of extending
that power. Consequently, the practice itself can be viewed as not particularly harm-
ful to competition.

Tie-in sales

In Chapter 9, we discussed the nature and effects of tie-in sales. We defined tie-in
sales (or tying) as the sale of two distinct products where the sale of one good is con-
ditional on the purchase of another. Thus a conglomerate supplies a buyer with
good X on the condition that the buyer also purchases good Y from the conglom-
erate. In this way the diversified firm is able to increase revenues. The advantages 
of tying discussed in our previous chapter can equally be applied to the case of
diversified firms.

Entry barriers

It may be argued that conglomerate mergers may increase the height of entry bar-
riers through economies of scale, absolute cost and capital requirement type barriers.
Tremblay and Tremblay (1996) noted that, in the United States brewing industry,
large national firms attempted to fill all possible niches and market segments,
through brand and product proliferation, to maintain their market power and deny
market space to potential entrants, although it could also be argued that conglom-
erates may realise scale and scope economies which could lead to greater efficiency
in various markets.

10.4 Growth of the Firm

A frequent justification for diversification is that it generates growth for the firm,
with some commentators suggesting that diversification is the chief method of
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growth for medium-sized firms. Mueller (1969) argued that conglomerate mergers
are a strategy which might be pursued by managers who are more concerned with
the maximisation of the growth rate of the firm rather than the maximisation of
shareholder wealth. To managers who are keen to maximise the growth rate of the
firm, the opportunity cost of investments in the firm is equated with the returns on
the additional projects in the organisation, rather than on returns on investment
projects outside the organisation. The latter is the opportunity cost of shareholders’
investments in the organisation. As a consequence the discount rate of managers for
investment projects is much lower than that of their shareholders and this leads to
higher investments by the managers. Such investments can be directed towards hori-
zontal, vertical and diversification opportunities. However, any firm which wishes
to maintain growth faces three possible constraints. First, the existing market may
be declining or not expanding quickly enough. This implies that the firm is faced
with opportunities for investments and acquisitions in new markets which can
achieve better growth prospects than those in the existing product markets. These
opportunities may reflect not just the changes in prices, tastes and other market
conditions, but also the development of know-how and skills within the firm.
Second, the firm may find that further expansion in its existing market may meet
increasing rivalry from its competitors as it tries to encroach on their market share.
Finally, the regulatory authorities may make it difficult for firms to expand into 
horizontal and vertical markets. As a consequence, managers may consider con-
glomerate mergers as an alternative strategy.

10.5 Cost Reductions

Let us now turn to the consideration of the argument that diversification can bring
about cost reductions. This can be achieved in two ways: first, economies of scale
and scope and, second, the reduction of risk and uncertainty. We shall also exam-
ine the argument that diversification can reduce a firm’s tax exposure.

Economies of scale and scope

As we saw in Chapter 2 economies of scale can be realised if a firm can spread its
indivisible inputs over a greater output. Such economies can also be achieved if a
firm is able to spread its indivisible inputs over a greater variety of output. This is
often referred to as economies of scope, whereby the costs associated with the pro-
duction of two different goods are lower than if the two goods are produced separ-
ately. A frequently quoted example is that of fruit and sheep. A fruit grower has to
leave enough space in between the trees to allow access for labour and farm equip-
ment. The land between the trees can be exploited by grazing sheep. Thus the fruit
grower can use one input, namely land, in the production of two products. In manu-
facturing, the cause of such cost savings would be the existence of technological
interdependencies of the two goods.

The existence of such economies, however, does not necessarily imply that the
fruit grower must diversify. The alternative for the grower is to rent the land to a

        



sheep farmer. This market transaction produces the same outcome as the diversi-
fication strategy. If, however, the market transaction costs are too high, the grower
may be forced to exploit the asset through diversification. We consider the problem
of such market failure when we discuss specific assets.

We may be sceptical about the economies of scale argument for three reasons.
First, economies due to the spreading of indivisible inputs over a greater output can
also be realised by a specialised firm. Second, the argument assumes that the inputs
are non-specific, i.e. that they can be spread over different activities. The sort of indi-
visible inputs that might work best would be managerial, marketing and financial
functions. Finally, the inputs must be such that only diversification can lead to cost
reductions, i.e. expansion by a specialised firm would somehow be insufficient to
spread the cost of these inputs. Circumstances in which these conditions could be
fulfilled are clearly limited.

Reduction of risk and uncertainty

All firms are vulnerable to adverse and unpredictable changes in demand and
increased competition for their individual products. The more products a firm de-
velops the lower is this vulnerability. One minimises the risk of such ‘gambler’s ruin’
by investing in ‘offsetting activities’. Stable cash flows can be achieved when firms
develop products or services with different seasonal peaks. Examples of such offset-
ting activities are Wall’s ice cream and meat products, Valor Gas’s combination of
heating and gardening equipment, and W H Smith’s entry into the travel agency
business. However, such activities are not always easy to identify, and in the absence
of any obvious activity the best approach might be to select an activity at random.
However, bearing in mind the potential advantages of exploiting familiar assets and
technologies, firms rarely stray into random activities.

If the risks to various branches of a firm’s activity are randomly distributed, or 
follow ‘offsetting cycles’, then their combined risks are lower. The conglomerate
can thus enjoy more stable profits. Consequently, this ability to reduce risk via
diversification can help firms to secure investment funds at a lower cost. From the
point of view of the lender, however, it is not immediately obvious why a diversified
firm should receive such advantageous treatment in comparison to the specialised
firm. A lender in the capital market can reduce risk by diversifying his or her port-
folio by making investments among a number of specialised firms. If the lender is a
small investor, then the attraction of holding shares in one diversified firm may be
clearer, although in practice the existence of financial securities such as unit trusts
can channel such small-scale funds into managed diversified portfolios and reduce
an investor’s exposure to risk equally well.

One obvious advantage of risk reduction is the benefit to management, who are
concerned with survival. Diversified operations are more likely to save a firm from
‘gambler’s ruin’ should the firm invest in just one set of specialised operations. This
reason for diversification is part of the ‘agency view’, discussed earlier in the chapter.

A further advantage of conglomerate mergers from the point of view of managers
is their ability to manage internal operations efficiently. Traditional analysis would
argue that the capital market rewards efficient management by increasing the mar-
ket value of the firm and punishes inefficiency by decreasing the market value. In
practice, investors in the capital market may be unable to secure correct information
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to judge the performance of management. This is even more the case if investors
rely on managers for information flows. It would require a great deal of altruism for
managers to pass on information that might reflect badly on their efficiency as man-
agers. Bad performances might be explained with distorted facts or what these days
is referred to as ‘spin’. This information impactedness leads to a market transaction
cost which frustrates efficient allocation of investment funds. Such transaction costs
can be reduced by conglomerate merger and an organisational structure where
senior managers have access to correct information. The headquarters of the con-
glomerate essentially performs the task of the capital market by allocating funds for
investments. But unlike the capital market, headquarters has two advantages. First,
the managers of the various divisions are subordinates to senior managers and can
be ordered to provide good and accurate information. Accurate information flows
since middle managers are under an implicit threat of discipline should they fail to
provide such information and a promise of rewards if they do. The divisional man-
agers also share confidential information with senior staff, which they would not 
do with external investors. Second, the headquarters of the conglomerate is able to
carry out internal audits to guard against possible mismanagement by the divisional
managers. As a consequence, the conglomerate acts as a miniature capital market,
but enjoys better access to information and is more able to monitor the efficiency
of the various divisions.

Tax reductions

Diversification can, under various tax regimes, reduce a firm’s tax liability. Firms can
offset losses in one activity with profits in another. A specialised firm that makes a
loss obviously pays no tax, but the tax payable by other profitable specialised com-
panies is not reduced.

Specific assets

Gorecki (1975) noted that some, if not all, firms possess specific assets that can be 
of value if exploited in other industries. These assets would include such things as a
new technology, trade secrets, brand loyalty, managerial experience and expertise.
If a firm wishes to capitalise on these assets, it faces a choice. It can either sell the
assets in the market or diversify into the relevant industry to exploit the asset itself.
The decision whether to sell or diversify depends on the extent of market imperfec-
tions surrounding such transactions. These imperfections increase the transaction
costs. Gorecki identified the following imperfections:

• No market may exist due to the ‘non-exclusion principle’ and thus no price can
be set. The existence of a price implies exclusion to those consumers who do not
pay that price. If you do not pay the price of book, a cinema ticket or car, you are
excluded from buying and enjoying those goods. If consumers cannot be excluded
from a good or service, it follows that no price can be charged. An example of
such a specific asset might be ‘basic knowledge’. Since no one can be excluded
from exploiting ‘basic knowledge’ such knowledge is non-patentable and cannot
be sold at a price in the marketplace.
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• It may be too difficult to transfer a specific asset independently of its owner.
Gorecki suggests that a team of managers or skilled labour may be uniquely loyal
to an owner and thus be unwilling to work for another organisation.

• The transaction cost of transferring the asset may be too high. An example might
be if the nature of the technology is complex and no buyer has the necessary
skills and facilities to exploit such an asset fully. In addition, the sale of tech-
nical know-how might include not only the blueprints and recipes for a new 
process or product but also ‘learning by doing’ skills. The latter would imply the
training of technical staff in the buying company, which may be difficult if the
staff have a different technical background.

• Market transactions are also subject to many potential externalities. For example,
if B purchases A’s brand or trademark, this may affect A’s profits should B be
unable to maintain a reasonable standard of quality. If B offers a poor-quality
product and service, consumers might link the poor product and service with A’s
brand. As a consequence A’s sales and profits could be affected. Another example
of an externality might occur if negotiations between a seller and a buyer reveal
production methods and strategies sufficient for the buyer to contemplate entry
into the seller’s industry. To guard against such externalities or ‘spillovers’, strict
and complex contractual relations may have to be specified, which would imply
expensive monitoring and policing costs.

In view of these market imperfections and high transaction costs, firms might
feel it to be more advantageous to diversify. An example of the exploitation of
specific assets would be Gillette’s acquisition of Duracell, the battery manufacturer.
At first glance there seemed no obvious economies of scope between the two prod-
ucts. Capital equipment and technical know-how are very different in both markets.
However, what Gillette wished to exploit was its established marketing and sales
operations in countries such as Brazil, China and India, by selling batteries to those
countries as well as razors.

Sutton (1980) expanded these arguments to suggest that a firm in a dynamic 
context is facing continual changes in the economic environment. These changes
affect the firm’s specific assets which, over time, generate fresh opportunities and
incentives. The value of any asset depends not only on its technical applicability 
in alternative industries, but also on the profits that can be earned from its use in
the existing industry and in the alternative industries. Thus, market price changes
as well as changes in costs affect the relative attractiveness of such assets in their
alternative uses. Major and sustained changes in market conditions thus present
diversification opportunities to firms.

10.6 Corporate Coherence

An interesting approach to the question of why firms diversify was provided by
Teece et al. (1994). They argued, first, that firms are ‘coherent’ in that they do not
diversify at random. That would imply an ‘incoherent’ strategy. Second, this coher-
ence is stable over time. Companies such as Shell Oil, ICI and Boeing have tended
to focus on a relatively narrow range of activities for close to a century. Teece et al.

        



ask: why hasn’t Shell diversified into jewellery, Boeing into buses or ICI into super-
markets? If coherence implies that a firm’s different products are related, Teece et al.
attempt to develop a theory that explains why firms diversify coherently.

As mentioned in the introduction to this chapter, few firms are truly specialised
by producing just one product. In most cases, due to a natural variation in market
demand, firms are forced to offer products in more than one size, colour, flavour or
some other characteristic. In contrast, diversification refers to product extension,
which is far more varied than the examples just given. Firms add new products over
time which enjoy technical and market similarities with the existing product lines.
Since a firm is considered coherent if its products are related, a measure of this
coherence is then suggested.

A measure of coherence

To determine a measure of coherence, Teece et al. first constructed a measure of
relatedness. This is computed on the basis that frequently observed combinations
of activities within firms in the same industry are related. In other words, if firms in
a given industry almost always involve themselves in two or more activities, then
the activities are related. A measure of relatedness was computed on the basis of 
a sample of over 18,000 US manufacturing firms, active in 958 different four-digit
SIC industries and with close to 67,000 activities. (SIC coding was discussed in
Chapter 5.) The highest relatedness was between SIC 5181 and SIC 5182, which
referred to beer wholesalers and spirits wholesalers. The measure of coherence is then
presented as the weighted-average relatedness of one activity to all other activities in
the firm. Their finding suggested that, as diversification increases, firms add activit-
ies that relate to part of their existing activities and that the strength of this related-
ness does not change as the firms grow through further diversification. Teece et al.
concluded that coherence is a major characteristic of diversified business operations.

A theory of corporate coherence

In an attempt to develop a theory that might explain corporate coherence, Teece 
et al. have attempted to redefine the firm in terms of enterprise learning, path
dependencies and selection.

Enterprise learning

Learning is an important aspect of any economic and business activity. It is through
learning that improvements to processes are made and new opportunities identified.
Such learning takes place not only through the traditional trainer and trainee inter-
action, but also through group interaction. The successful outcome of such learning
is found in organisational ‘routines’. There are two types of organisational routine,
static and dynamic. Static routines cover activities which can be copied or replic-
ated, although in time repetition may lead to refinement and modification and 
the development of new routines. Dynamic routines refer to activities by which 
the organisation learns and develops new processes, an obvious example being 
its research and development strategy. These routines are often difficult to classify
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formally and may thus also be difficult to apply to other firms and industrial organ-
isation environments. Thus these routines can be thought of as a specific character-
istic or asset of a particular firm, as well as ways in which firms can be differentiated
from one another.

Path dependencies

The value of enterprise learning depends largely on what the firm has achieved in
the past. Its past investments and routines shape its future because learning tends
to be ‘local’. ‘Local’ learning implies that firms develop opportunities that lie close
to their existing knowledge and skills. The two most important aspects of the learn-
ing process for new products are the technology used and the market into which 
the new product is launched. To enter a new market with a new product may over-
extend a firm’s learning range and the strategy may fail. Consequently, firms follow
(or depend on) well-defined paths as regards investments in new products. Teece 
et al. identified three aspects of these path dependencies:

• Complementary assets help to construct paths for future growth. In many cases
assets used by firms have alternative uses which can be exploited vertically and
horizontally. Teece et al. illustrate this point with the example of Singer sewing
machines diversifying into the furniture business as a result of their ability to
build wooden cabinets to house their machines.

• Technological opportunities determine how far and how fast a firm moves down a
certain path. Research and development undertaken by the firm identifies the
technological opportunities present for the existing products as well as potential
alternatives.

• Convergence of paths occurs when there are major shifts in basic knowledge. As 
the technological base of industries changes, paths may converge or diverge. For
example, the development of digital electronics created a convergence between
computer and telecommunications firms. Products once aimed at different markets
and based on different technologies are now sharing the same core technology.

Selection

Selection implies that firms survive and prosper if they are efficient and decay if they
are inefficient. The rate at which this selection takes place depends on the level of
competition, government policy, technology and the amount of exposure to ex-
ternal debt. The more debt the firm accumulates, the greater the threat of discipline
from the capital market. Teece et al. argued that the ‘tighter’ the selection process,
the greater the reliance of the firm on its core competencies or specific assets.

In view of this theory, Teece et al. advanced the following hypotheses which
could explain the existence of three different types of firm:

• The specialist firm is characterised by rapid learning, many technological oppor-
tunities and narrow path dependencies. These types of firm tend to be young, as
the probability that technological opportunities remain promising falls over time.

• The coherent diversifier is characterised by quick learning, a broad path depend-
ency based on generic technologies and ‘tight’ selection. As opposed to the spe-
cialist firms, these firms tend to be much older and to have weathered periods of
recession.
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• The conglomerate is defined by its slow learning, low path dependencies and a
weak selection. Should selection become stronger then some of the more extreme
cases might be ‘weeded out’ of the market.

What is clear in this analysis is that Teece et al. do not view conglomerates in any
positive way, viewing them as largely temporary phenomena. In response to the
question as to why some conglomerates seem to have prospered, they offer two
arguments. The first is that conglomerates may serve as ‘internalised capital mar-
kets’, as suggested by Williamson (1975) and discussed earlier in the chapter. Teece
et al. recognise that this may be a reason for their existence, but suggest that this
existence could hamper the efficient allocation of capital if investors are denied
information as to the efficiency on the individual business units. In their second
argument, Teece et al. refer to such conglomerates as ‘hopeful monsters’ which have
evolved through some form of organisational mutation. Some of these monsters
have a number of characteristics which allow them to survive for a period of time,
but in time, selection eliminates all but a few.

In view of the Teece et al. arguments for coherent diversification and ‘incoherent’
conglomerates, we turn next to an examination of whether there is any evidence for
the failure of diversified firms and conglomerates, which would then lead to a pro-
cess of deconglomeration. The term implies a firm wishing to divest itself of unrelated
activities and to focus on its core activities (see Case Study 10.2).
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Case Study 10.2

Flight of the navigator as Boeing spreads its wings: digital cinema is
the next step for the aerospace group’s diversification

The Boeing office has a perfect view of aircraft swooping into Los Angeles
International Airport (LAX) with the distant Hollywood Hills and its famous
sign as a backdrop. But this office is unlike any other in the world’s largest
aerospace group’s empire. This is its Tinsel Town unit – home of Boeing Digital
Cinema (BDC). Even the director of the cinema unit appears more Hollywood
than many of Boeing’s quirky rocket scientists. Frank Stirling, BDC chief, is
telegenic, manicured and nattily dressed. He likes acting, and appeared in the
movie Apollo 13.

Boeing wants to show off its diversity, hoping to turn investors’ heads. It
pulled up its roots from Seattle last September to move its headquarters to
Chicago – in part to manage and develop a new image as more than just a
manufacturer of jetliners. Digital cinema highlights just how far Boeing is 
willing to go in its search for ways of using and diversifying its technology to
expand the company. It is starting to use technological discoveries and innova-
tions made by its commercial and military operations outside its core aerospace
unit. This push is turning Boeing more and more into a technology company.
‘Boeing’s value is in their engineering and technological capabilities; it is more
than their machining and large-scale assembly,’ says John Rogers, aerospace
analyst at DA Davidson. ‘Some people (still) think of them as an old-line manu-
facturing company.’ Phil Condit, chief executive, decribes his group as ‘a 
company in transition; we are becoming a very different company’.
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Nevertheless, some observers reckon the foray into digital cinema looks like
a loss of focus, a turn away from Boeing’s core. Indeed, entertainment is one
industry where it is difficult to pick the next winner, and Boeing has no experi-
ence in movies. It also conjures up memories of some of Boeing’s ill-fated
attempts to diversify in the past. In 1974 its Vertol unit launched the first
redesigned US-built trolley car since 1936 to help ease urban congestion in
Boston. But the division failed because the cars contained many flaws, includ-
ing poorly working air conditioning and doors opening in transit.

Mr Stirling’s cinema division wants to replace the film that rolls through
projectors. Its plan is to use Boeing satellite technology to beam a digital film
directly to a movie theatre, where a Boeing-made receiver will store and feed
it to the projector. Boeing’s pitch to the movie studios is that digital trans-
mission could slash 75% of the estimated $2bn it costs to print and distribute
films. Moreover, movie directors increasingly shoot digitally. The project is a
long shot, with theatres required to install equipment worth up to $300,000
to switch to the format. But analysts see a real possibility in selling the tech-
nology in general.

Cinema has a modest role in Boeing’s diversification. The company’s space,
satellite and other businesses accounted for 19% of last year’s $58.2bn in 
revenues, with military aircraft and missiles at 21% and commercial jetliners
down to 60%. But cinema reveals a cross-section of technology, from building
and using satellites to wiring complicated machines. Commercialising or sell-
ing such technological products could work for Boeing, as long as it skilfully
tends to profit margins in bread-and-butter aircraft, analysts say.

Boeing’s core mission is not likely to change. It will still build rockets,
fighter planes, smart bombs, satellites and jetliners. However, its acquisitions
of Hughes satellite, Rockwell’s space and McDonnell Douglas’s aircraft opera-
tions has left it brimming with cutting-edge technology and a lab called
Phantom Works. The group is also developing an unmanned fighter aircraft;
the X-37, an unmanned reusable space vehicle; and Connexion, a broadband
service (television, Internet, aircraft data, remote flying possibilities) for aircraft.

Perhaps the most science fiction-like project, and most ‘militarily secret’, is
Boeing’s work with off-the-shelf technology to build a system that connects
every system, person and vehicle in the US military. It calls its proposal to the
government ‘the integrated battle space’. Its goal is to make everything inter-
act. Satellites, planes, tanks, missiles, and ground soldiers would all feed each
other information. Flexible programming would allow aircraft to fly, tanks to
roll and men to march locked into a battle sector’s command and control. On
leaving the sector, they would be logged off. ‘You can only improve tanks so
much if you treat them as an individual platform,’ says Carl O’Berry, president
of Boeing strategic architecture. ‘If we pull this off, it’s abundantly clear that
it applies to virtually all aspects of life.’

Boeing wants to affect all aspects of life with its technology – from distri-
buting movies through space to linking every platform, human and machine.
This sounds like a company that wants to sell technology, not just aeroplanes.

Source: Financial Times, 16 April 2002.
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10.7 Focus and Deconglomeration

In a study of 33 large, prestigious US firms over the period 1950–1986, Porter (1987)
noted that most of them had divested more acquisitions than they had kept. A 
similar conclusion was reached by Scharfstein (1998), who analysed a 1979 sample
of 165 conglomerates firms which had diversified into at least one other unrelated
activity. By 1994 only 53 firms (32%) survived as conglomerates.

We now consider four reasons that have been suggested to explain why large con-
glomerates have become more ‘focused’ over the past two decades.

To increase profitability

One fundamental reason for deconglomeration is that as firms have become more
diversified they have become less profitable, and as they became more focused, so
their profitability has increased. Daley et al. (1997) noted that research had shown
that stock market prices of parent firms which had sold off some of their activities
had risen. They found that these price rises were higher in firms that sold off un-
related activities as opposed to related activities. This would then imply that the
capital market viewed increased focus as a profitable strategy. If stock prices of
diversified firms are consistently lower than those of specialised firms, it would 
suggest that shareholders have tended to penalise such firms. One could thus argue
that unrelated diversification as a strategy is intended to benefit managers and not
shareholders. Analysing the profitability of the parent firms which had divested
themselves of their acquisitions as well as the units that had been divested, Daley 
et al. found that profitability did, in fact, increase for both organisations, which lent
support to capital market optimism for firms who had become more focused.

Management inefficiencies

Managers in conglomerates may be viewed as ‘jack of all trades and masters of none’
and that a frequent exhortation to managers is to ‘stick to what you know’. It may
also become more and more difficult to provide sufficient incentives for managers
as the number of activities increases.

Internal capital market inefficiencies

A previous argument for an advantage of diversification was that managers have bet-
ter access to information and may thus be in a position to allocate capital more
efficiently than the capital market. The opposing view is that managers in the large
diversified firm are less efficient in the allocation of funds to their various divisions.
Firms may prop up ailing divisions, at the expense of the profitable divisions. This
behaviour was termed ‘socialism in capital budgeting’ by Scharfstein (1998). It is
possible that divisions in a conglomerate bargain for funds and that the bargaining
power of a division may be enhanced by investments that may not benefit the

        



organisation as a whole. It may also be possible that head office ‘buys’ the co-
operation of divisions by diverting investment funds in their direction.

Neglect of innovation

Porter (1990) argued that innovation stems from a focus on and a commitment to
a specific activity. In time it is this innovatory activity which creates a competitive
advantage for firms. In contrast, unrelated diversification makes little contribution
to innovation. It tends to distract the firm from its focus and commitment to
specific activities (see Case Study 10.3).
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Case Study 10.3

Breaking up can be good to do

Spin-offs and carve-outs are a sign of today’s difficult economic times. Diageo
has announced the sale of Burger King, Canal Plus is to be broken up, and 
the split of AOL Time Warner has also been mooted. Many businesses and
investors are questioning the rationale behind much of the frenzied acquisi-
tion activity of the boom years, as the perceived synergies seem less apparent
in the current financial climate. Are demergers an admission of failure, a last
resort, a portent of even more difficult times to come?

A study by Deloitte & Touche provides compelling evidence that proactive
demergers create rather than destroy shareholder value. The study analysed
the share price performance of the 118 largest demergers over the past ten
years and concluded that most of those deals created significant increases in
shareholder value for both the parent and separated business within a year 
of completion. This is in stark contrast to the market’s initial reaction to a
demerger announcement. The study reveals that corporate divorces are usually
greeted with a 2–10% drop in share price, as investors expect a loss of scale and
that assets will be sold cheaply. This reaction is usually misplaced. Although
demerging creates diseconomies of scale for both separating entities, with the
need to split and duplicate previously shared services, the additional costs are
far outweighed by the clarity of purpose and renewed focus of each entity.
Both management teams are able to concentrate on their core businesses, and
decision making becomes easier, clearer and more commercial as the politics
associated with taking sides are eliminated. In addition, the motivation of the
smaller business rises with a greater sense of independence from its former par-
ent and a newly found purpose and direction.

The study found that within one year of the demerger becoming effective,
over half the parent companies had increased their share price in absolute
terms by more than 12% relative to their share price the day before the
demerger announcement. A quarter had increased by more than 50% over the
same time. Similarly, for the young entities that went public, more than half
increased in absolute value by 13% relative to the initial public offering price.
Again, the best performing quartile achieved returns of more than 45%.

FT
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The benefits of a demerger – focus, transparency and accountability – do
not come effortlessly. Demerging a fully integrated division is complex and it
is not always obvious how the business should be divided, particularly for
parts that are integral to both. Senior managers need to be reassured about the
prospects of each entity before deciding where to pitch their flag, while the
more junior ones will wait to see where the best managers go and then make
up their minds. As jobs in both entities may shrink given the prospect of smaller
teams, reduced budgets and responsibilities, creativity is required to manage
egos, redefine roles and ensure value is retained from highly qualified staff.

Another challenge comes from the hard deadlines presented by an IPO or
sale. The process requires a dedicated director to ensure deadlines are met. With
mergers there can seem less urgency, with delayed decisions creating problems
and destroying value.

Demergers also force separated companies to raise their game when it
comes to dealing with their former other halves, as these often become their
biggest new customers. For example, one technology company that was being
spun off from its parent considered buying new computers from a competitor
because it could get better service than under the old internal division pro-
cedures. As soon as the parent company realised what was happening, it set 
up a key account team to manage what was to become its largest new client.

Why don’t more companies consider demergers? A ‘grow and sell’ strategy
takes longer to execute than a ‘buy and merge’ one. Moreover, the ‘buy and
merge’ approach means exciting M&A deals, performance awards on comple-
tion, bigger jobs, larger pay packages and higher industry rankings. However,
as Deloitte’s research shows, bigger is not always better; size may bring greater
management burdens without necessarily any clear commercial advantages.
Often, the best way to increase shareholder rewards is to keep executives
firmly focused on their core competence.

So how can you tell if your company should demerge? Are you the best par-
ent or natural owner for all your divisions? Can you add more strategic value
and direction to each division than if they were standalone or part of another
group? Can you redistribute internal resources (people and capital) more effi-
ciently than on the open market? Can you deliver more synergy value through
integration than a rival?

Do you actively reconcile your shareholders’ expectations of your company
and of your stock? Do your divisions have similar risk/return profiles or very
similar (value or lifecycle) requirements for cash? Is the business as a whole
more valuable than the sum of its parts? Are you readily classified against your
peer group/industry by the financial community? Are you able to create an
environment that encourages ambition and creative drive in all your manage-
ment teams? Can you reconcile and fund equally deserving but competing
projects? Are you satisfied that none of your divisions are being deliberately
held back to grow others? Are you satisfied none of them have trouble attract-
ing or retaining talented people? If you answer no to more than one of [these] 
questions, it is worth further investigation.

Source: Financial Times, 13 August 2002.
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10.8 Conclusion

In this chapter we have considered what is generally meant by ‘diversification’.
Although it is popularly assumed that diversification is a strategy that moves a firm
into unrelated businesses and activities, we saw that, in practice, diversification has
a much wider definition, which includes product and market extension. The vast
majority of diversification strategies fall into this large set. We examined the reasons
why firms wish to diversify, and these fell into a number of categories such as mar-
ket power, growth, cost reductions and specific assets. In addition to an economic
analysis of diversification, we introduced the concept of corporate coherence, which
attempts to explain the attractiveness of diversification as seen from a strategic man-
agement viewpoint. Finally, we noted some of the reasons why some firms may
decide to divest themselves of a variety of businesses to focus, once again, on their
core activities.

The direction that any diversification takes depends on the market opportunities,
the nature of the technology facing the firms and the ability of management to
exploit such opportunities. If diversification resulted only in advantages, then one
could reasonably expect to see just a few large conglomerates in our economies.
That this has not happened goes some way to show that there are limits to the 
ability of firms to manage ever-increasing commitments.

Discussion Questions

1 Why might some large firms be attracted to conglomerate mergers rather than
horizontal or vertical mergers?

2 The argument that diversification benefits a firm through the realisation of
economies of scale by the spreading of indivisible inputs over a greater output is
of limited appeal according to some economists. Explain why.

3 Williamson argued that one reason for conglomerate mergers is the opportunity
to take over inefficiently managed and undervalued firms. He argued that due to
information impactedness, capital markets and shareholders were unable effi-
ciently to ‘discipline’ poor management. Can you suggest why an efficient cadre
of corporate managers are better able to exact better control within the organisation?

4 Give examples of firms that fall into the definition of Teece et al. of the special-
ist firm, the coherent diversifier and the conglomerate.
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11.1 Introduction

In a free market economy, firms utilise scarce resources (in the form of land, labour,
capital and enterprise) to satisfy the demands of consumers. The price mechanism
is used to allocate these scarce resources so that firms produce goods and services at
the lowest cost possible to those willing to pay the highest price. This implies that
firms strive to make the highest profit because of the difference between costs and

• productive efficiency

• public interest

• regulatory capture

• restrictive practices policy

Objectives

Government and Business

By the end of this chapter, the reader should be able to understand:

• why governments intervene in industry

• the rationale for competition policy and be aware of the evolution
of such policies in the UK and Europe

• and assess the pros and cons of privatisation and how privatised
industries have been regulated in the UK

• the differences between rate of return and price cap regulation.

Key Concepts

• franchising

• merger policy

• monopoly policy

• privatisation
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revenues. If this system (which Smith (1937) [1776] termed the invisible hand)
works properly, then there will be an optimal allocation of resources in the eco-
nomy. In other words, it will not be possible to make someone better off without
someone else becoming worse off. This implies that any intervention in the eco-
nomy by government would distort this efficient allocation of resources. However, 
in reality markets do not always work properly. If this is the case, we have market
failure. Market failure can be defined as a situation where the market fails to provide
certain goods or services or does provide them but in insufficient or excess quan-
tities. Markets fail when externalities exist; when monopolies exist; and when goods
are public in nature. These are now discussed briefly.

Externalities

When the market system works efficiently, market prices reflect the full costs and
benefits of producing goods and services. If prices do not reflect all benefits and
costs, externalities exist. Externalities exist when benefits or costs are accrued by
someone not directly involved in the transaction – in other words, parties other
than the buyer or seller of a product. Consequently, the true costs of production are
not realised. For example, the sale of petrol may impose an externality in the form
of pollution on society. However, this would not be a cost which would be borne
directly by the producer selling the petrol or incorporated in the price the consumer
pays for petrol. This is an example of a negative externality. On the other hand,
externalities can also be positive. For example, company investments in training
might benefit not only employers and employees of a firm, but also society as a
whole. Overall, if externalities are negative, this is likely to lead to firms producing
and consumers buying more products than would be the case if the true costs were
realised for the product. The opposite would be the case for products which yield
positive externalities. This implies then that when externalities exist, there is a 
misallocation of resources in the economy. To correct for such market failure, gov-
ernments can impose taxes and other penalties on producers of goods and services
that result in negative externalities. Alternatively, governments can reward pro-
ducers of goods and services by creating positive externalities, through subsidies, tax
breaks and other forms of favourable regulatory treatment. Overall, the efficient
allocation of resources only exists if externalities are accounted for.

Monopoly power

As we saw in Chapter 3, under perfect competition firms set prices equal to marginal
costs and output is at a level where all resources are fully utilised. At this level of 
output no individual can be made better off by increasing output without mak-
ing someone else worse of. If all industries operate under conditions of perfect 
competition then there is allocative efficiency. At the other end of the competit-
ive spectrum, the monopolist restricts output and prices products above marginal 
costs, thus leading to a consequent waste of resources. This distortion in resource
allocation may lead to welfare losses. Regulation is therefore required to stop 
or curb monopoly power. This can be done via various policies to promote com-
petition. Alternatively, if an industry can be characterised as a natural monopoly, 

272 11: Government and Business

        



Introduction 273

governments can regulate prices or bring the ownership of the industry into public
hands.

Public goods

Some goods have characteristics that make it difficult for a direct price to be charged
for them, since no consumer can be excluded from the benefit. Such goods are
known as public goods. Many consumers (without excluding other consumers) can
consume these types of good. Examples of public goods include police and fire pro-
tection and street lighting. To charge a direct price for these services may lead to a
free rider effect, whereby some consumers can receive the benefits of public good
provision without paying for them. As a consequence, private firms would generally
be unwilling to provide these goods. Governments are often left to intervene in the
markets for public goods.

In this chapter we focus on the ways in which regulation is carried out by gov-
ernment in response to various market failures. In particular, the chapter examines
how monopolies are regulated. We also examine the relative merits of organising
production in the private and public sector when industries are characterised by
natural monopoly. The rest of this chapter examines government intervention in
industry via competition policy and other forms of regulation. Competition policy
and regulation are primarily aimed at correcting various forms of market failure in
order to increase competition and give consumers a wider choice of products and
services. Governments often intervene (using industrial policy) to promote business
and industry performance. This is done by pursuing policies aimed at encouraging
new business formation, innovation and other developments, which might improve
the competitiveness of UK firms within the international competitive environment.
Industrial policy falls within the remit of the Department of Trade and Industry
(DTI), which has instituted various initiatives in recent years aimed at increasing the
competitiveness of UK firms through policies that will lead to improved productiv-
ity and scientific advances, ultimately feeding through to growth and performance
of UK firms. In particular, the DTI aims to promote enterprise and improve effi-
ciency and productivity; encourage research and development and innovation; 
and develop a strong and efficient regulatory framework which will ensure strong
competitive markets. A detailed discussion of industrial policy is outside the 
scope of this chapter. However, a detailed treatment can be found in Griffiths and 
Wall (2001). The rest of this chapter is organised as follows. Section 11.2 provides 
a rationale for policies to promote competition and examines the evolution of 
competition policy in the United Kingdom. Section 11.3 examines the process of 
privatisation in the UK and subsequent regulation of these industries. Section 11.4
examines the related policies of franchising and competitive tendering. Section 11.5
of the chapter draws some conclusions. Case Study 11.1 provides an overview of the
changing role of government policy.
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Case Study 11.1

Government and regulation

The past 20 years have seen a marked shift in regulators’ role – towards help-
ing businesses and markets to function.

It was not long ago that government–business relations were associated
with taxation, investment incentives, public enterprises and regional develop-
ment. The government was viewed as a substitute for markets where markets
failed to operate. The classic examples were utilities, whose natural monopoly
characteristics demanded supply by public enterprises. Although this view of
government prevails in certain areas, there has been a marked shift in the past
20 years. Now business–government relations conjure up views of regulation,
competition policy and public–private partnerships.

These developments have been driven by a changing perception of the func-
tion of government. From the 1940s to the 1970s, industrial policy aimed to
correct ‘market failures’; more recently there has been a growing appreciation
of government failures. Thus the focus of government involvement in business
has moved from substituting for markets to assisting them to function.

Alongside this change in attitudes, governments have acquired new analytic
techniques for designing and evaluating policy tools, which permit the imple-
mentation of more sophisticated public policies at the microeconomic level.

Privatisation has been a big spur to change. During the 1980s and 1990s,
some 2500 deals worth approximately $1100bn were reported in 120 countries.
Huge segments of corporate activity around the world were transferred from
public to private sector control. But the retreat of public sector ownership has
coincided with the expansion of a new form of public sector activity – regulation.

Utilities
Regulation has been primarily associated with the utilities. In the absence 
of competition, the charges that utilities levy on customers had to be regulated.
Regulation was originally conceived as a temporary expedient that would
wither as competition emerged. In some sectors, such as electricity and tele-
communications, this has occurred, but for the most part regulation has 
actually intensified. There are several reasons for this.

First, it is difficult to introduce competition into certain areas, for ex-
ample water services and the core part of utilities, such as electricity and gas
transmission systems. Second, the tools available to regulators have become
increasingly sophisticated, for example in benchmarking performance and
comparing costs. The belief that regulators can replicate the incentive mechan-
isms of competitive markets remains widespread.

There is little doubt that privatisation has brought considerable gains in
efficiency, particularly in reducing the costs of running utilities. However, pro-
viding the right incentives for utilities to invest has been a tougher nut for 
regulators to crack. It is formidably difficult to determine the rates of return
that utilities need to earn and it is even more complex to ensure that they are
able to earn these returns over the long life of their investments.
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The USA has attempted to solve this by fixing the rate of return that utilities
earn (the so-called ‘rate of return regulation’) while the UK and much of the
rest of the world has opted for ‘price regulation’. Price regulation has encouraged
the pursuit of operating efficiencies but potentially at the expense of investment.

Competition policy
The deficiencies of regulation have prompted policymakers to promote com-
petition instead where possible. For example, in energy, competitive markets in
supply have been developed separately from the core activities of transmission.

The emergence of potentially competitive markets in utilities has been one
factor encouraging a greater emphasis on competition policy. Another has
been the recognition that a tough public policy stance is required to avoid anti-
competitive practices. As governments’ role as provider of goods and services
has diminished so their function as protector of the consumer has increased.

As in regulation, the tools of competition policy have become increasingly
sophisticated. The principles of competition policy have been one of the great-
est successes of economics in the past 20 years. While anti-trust regulation has
been a focus of public policy in the USA for the past 100 years, it has only
recently risen to prominence in Europe, led by the European Commission. The
focus of US policy is on consumer protection, promotion of competition and
arbitration through the courts. In Europe, however, many argue that policy
has had a wider remit of the protection of small and medium-sized enterprises,
employment and market integration. Critics suggest this is a source of confu-
sion in European decisions.

In summary, the past 20 years have witnessed a pronounced shift in the role
of government in business away from substituting for markets towards pro-
moting them. This is happening at various speeds in different countries. It has
been the focus of policy in the USA for a long time. It is being rapidly adopted
in the UK and there is a growing appreciation of its relevance in Brussels.

These developments reflect not only a realisation of the limits of govern-
ment but also the emergence of new tools of analysis. While it has not been
widely appreciated, advances in microeconomic analysis over the past 20 years
have given rise to more sophisticated policies towards corporate sectors. The
USA leads the world in the quality of its economic analysis, so it is not sur-
prising that it has been the source of most policy innovations. But these inno-
vations offer policymakers around the world the opportunity of modernising
the government of business.

Source: Financial Times, 28 August 2002.

11.2 Competition Policy

One of the themes running through this book has been that the extent of com-
petitive forces determine the strategies which firms follow and ultimately how they 
perform. Under monopoly, when competition is limited or absent, consumers are 

        



often forced to pay higher prices than would be the case under conditions of 
competition.

Why is competition important?

Competition encourages efficient production

If industries are competitive there is efficiency in the production of goods and ser-
vices. This is often referred to as productive efficiency. Productive efficiency is defined
as the sum of two components which we introduced in Chapter 2. These are a
purely technical (physical) component and an economic (or monetary) component.
The technical or physical component of productive efficiency means that firms 
minimise the amount of inputs of land, labour, capital and enterprise to produce a
given level of output. This is equivalent to the concept of x-efficiency, discussed in
Chapter 3. In other words, firms which are technically efficient are also x-efficient.
The economic component of productive efficiency is where firms are concerned
with optimal level of production, which minimise the prices of capital, labour 
etc. Overall, competition allows the most efficient firms to survive and grow at the
expense of their inefficient counterparts. In other words, competition leads to pro-
ductive efficiency.

Competition encourages efficient allocation of resources

Consumption is also efficient under competition. This is because the competitive
process leads to consumers paying a price equal to the firm’s marginal cost of pro-
duction for a given good or service. This means that the economy’s resources are
allocated to the production of goods and services demanded by the consumer (often
referred to as allocative efficiency). Allocative efficiency refers to the welfare gains 
that accrue to society if all production takes place under competitive market con-
ditions. However, allocative inefficiency arises when firms exploit monopoly power
in order to restrict output and to charge a price above marginal cost. As we have
already seen in Chapter 3, this creates a welfare loss to society.

What is competition policy?

Competition policy is normally aimed at promoting efficiency, innovation, price
reductions and consumer choice. In other words, this type of policy aims to control
firm behaviour (such as pricing and non-price strategies and merger activity) which
will lead to the pursuit and exercise of market power. Competition policy is neces-
sary to ensure that efficiency is rewarded and consumer welfare is maximised. How-
ever, some economists have argued that monopoly can be conducive for economies
of scale and innovation. Competition policy can be classified under three main
headings: monopoly, restrictive practices and merger.

Monopoly policy

If a firm has a large market share, it may have a dominant position that allows it
to pursue policies to the detriment of consumers. Monopoly policy will attempt to
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prevent the abuse of such market power. The approach taken in the UK is to weigh 
the advantages and disadvantages to the public interest (defined later) of allowing
firms to follow certain strategies which may reduce competition in a given market.

Restrictive practices policy

This type of policy examines cases where a firm or groups of firms are engaging in
practices that may prove detrimental to consumers. Such practices may include
price-fixing agreements, predatory pricing and vertical restraints (which we exam-
ined in Chapters 4 and 9 respectively).

Merger policy

Government intervention may become important if two or more firms propose a
merger which may lead to a dominant position in the market for the newly formed
firm. Historically, merger policy considers whether any growth of market power 
arising from a merger is in the public interest. For example, the regulator has to
judge the benefits of rationalisation against the growth of concentration that a
merger may bring. However, merger policy should not be so restrictive as to protect
inefficient management from takeover.

Do policymakers face a dilemma?

Competition policy has to weigh up the efficiency gains that may result as firms
grow in size (either by internal growth or by acquisition and merger) against the
potential for large firms to exercise market power. Competition authorities often
have a more complex task in assessing the benefits and costs of monopoly. On the
one hand, the growth of large firms may lead to economies of scale advantages and
lower production costs. On the other hand, the increased size of a firm may effect-
ively insulate it against competition, thereby reducing the necessity to reduce costs.
If no gains in productive efficiency are made from the monopolisation of industries,
competition authorities must then assess if abuses of market power are taking place.

How is market power assessed?

Define the relevant market

Before assessing whether market power abuses are taking place, regulators must first
define the relevant market for the analysis of competition. If a very narrow defini-
tion of a market is used, the extent of market power held by any firm may be over-
stated. In contrast, if a wide definition of the market is used, abuses of market power
may be overlooked. Markets can be defined in terms of product groups or geo-
graphical area. Product markets should include all products that are close (demand
or supply) substitutes of the product in question. The market definition will vary
depending on the problem in question. Defining markets by geographic areas pre-
sents economists with similar problems. Is the relevant geographic market defined
at a local, regional, national or international level? Any market definition must cap-
ture the true competitive environment.
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Quantifying market power

To assess whether market power abuses are taking place, regulators must construct
measures which can quantify market power. There are a number of sophisticated
measures of market power. We outline two very simple and intuitively appeal-
ing measures next.

Measure 1

The Lerner index can be defined via the following formula:

where P = price charged by the firm
MC = marginal cost

As we saw in Chapter 3 (under perfect competition), firms set prices equal to
marginal cost. In fact, over a range of prices the marginal cost curve proxies the
firm’s supply curve. However, as we move away from perfect competition through
imperfect competition (oligopoly and monopolistic competition) toward mono-
poly, a firm’s ability to raise prices above marginal cost increases and, consequently,
the firm enjoys market power. The Lerner index helps us quantify this market
power. For example, if prices are equal to marginal costs (P = MC), this would indic-
ate a firm that operates under conditions of perfect competition and enjoys no 
market power. However, if prices exceed marginal costs, competitive conditions
deviate from perfect competition, indicating the exercise of market power by firms.
This measure does have two limitations, which are that:

• estimates of marginal costs are not included in firms’ annual reports

• perfect competition does not exist in reality, so all firms can potentially raise
prices above marginal costs and enjoy some element of market power.

Measure 2

Market share of an individual or group of firms also provides a useful indicator of
firm behaviour and so the likely conduct of firms in any given industry. Abuses of
market power are more likely to take place in industries where a few firms hold large
market shares (see Chapter 5 for a thorough discussion of such issues).

In reality, policy examines how market shares of established firms have changed
over time and how potential entrants could affect the level of competition in a
given market, if they decided to enter. There is also the possibility that the (coun-
tervailing) power of buyers in the industry may offset the market power of sellers,
thus keeping prices at competitive levels.

What is the legal framework for competition policy?

Competition policy in the UK is the remit of the Office of Fair Trading (OFT) and the
Competition Commission (CC). The Office of Fair Trading investigates complaints
of anticompetitive practices and, if these complaints are found to be justified, refers

L
P  MC

P
  =

−
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the findings to the Competition Commission. The President of the Department of
Trade and Industry or the Restrictive Practices Court takes final decisions as to the
validity of any findings. Competition policy in the UK has evolved through legisla-
tion. The main legislative measures are now discussed briefly.

Monopolies and Restrictive Practices Act 1948

This Act was the first piece of UK legislation on monopolies and restrictive practices.
The Act defined monopoly in terms of a firm or a cartel controlling one-third 
or more of industry supply. The Act also set up the Monopolies and Restrictive
Practices Commission. The Board of Trade (now the Department of Trade and
Industry) could, if a monopoly position were found to exist, refer the case to the
Monopolies and Restrictive Practices Commission for investigation.

The Act also defined the public interest and argued that if a monopoly were in
the public interest then it should be allowed to continue to operate. A monopoly
would be deemed to be in the public interest if the firms in question were:

• efficient
• making full use of scarce resources (in other words, no excess capacity existed)
• meeting the wishes of the public in terms of price, quantity and quality
• developing new technologies
• expanding the market.

The Monopolies and Mergers Act suggested that each instance of monopoly had
different defining characteristics and suggested a case-by-case approach to deter-
mining outcomes. As a consequence, each case would be judged on its merits. 
The Monopolies and Restrictive Practices Act 1948 found it difficult to cope with the
volume of work with respect to restrictive practices. Consequently, new legislation
was enacted to deal with such practices.

Restrictive Trade Practices Act 1956

The Restrictive Trade Practices Act 1956 aimed to ban all restrictive practices in UK 
industry. The Act set up the Restrictive Trade Practices Court to deal with collusive
agreements between firms. The Act required that trade association agreements with
respect to prices charged, production processes employed and conditions surround-
ing the sales of goods be registered, in a Register of Restrictive Trading Agreements.
The newly appointed registrar had to bring these registered agreements before the
Restrictive Practices Court. This Court would then decide whether the agreement in
question was against the public interest. If so, the Court could declare an agreement
void and issue orders that the parties involved in the agreement should cease such
practices. The Restrictive Practices Court assumed that registered agreements were
against the public interest. Firms could decide to end any agreement voluntarily or
defend the argument in the Restrictive Practices Court. However, the onus of proof
was on the firms. A series of defences or gateways were introduced by which firms
could justify their agreements. An agreement was admissible under the terms of the
Act if its outcome were to:

• protect the public against injury
• provide specific benefit to the public
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• help prevent other restrictive practices
• help secure fair terms from suppliers or purchasers
• help protect jobs
• promote exports
• support another agreement acceptable to the Court.

Even if firms could prove the agreement was valid through one or more of the
gateways, it did not necessarily mean the Court would grant the agreement an
exemption. The Act had a clause that stated that if the agreement did not, on bal-
ance, serve the public interest, although satisfying one of the gateways, it could be
terminated. This was referred to as the tailpiece. This Act was later augmented by the
Restrictive Trade Practices Act 1976 (discussed later), Restrictive Trade Practices
Court Act 1976 and the Resale Prices Act 1976.

Resale Prices Act 1964

The Resale Prices Act 1964 stipulated that resale price maintenance (discussed in 
Chapter 9) was anticompetitive and therefore against the public interest. The Act
extended the power of the Restrictive Practices Court to include cases where resale
prices were thought to be a problem. Consequently, firms wishing to impose resale
price maintenance had to obtain permission from the Restrictive Practices Court.
Firms involved in resale price maintenance were assumed to be guilty unless proven
otherwise. Gateways were also introduced under this act. Price maintenance would
be allowed if the abolition of such practices would:

• reduce the quality and choice of goods produced
• lead to a decline in retail outlets
• lead to injury to the public
• lead to increased prices
• reduce the quality or level of service provision.

In almost all cases, resale price maintenance was abolished. Notable exceptions
were medicines and books. In the case of books, there had been what had become
known as the Net Book Agreement. Under this agreement between publishers and
booksellers, the publisher set a resale price for the book (net price) at which book-
sellers had to sell the book. The agreement was designed to allow publishers a 
reasonable return on books which had a limited print run. The agreement was also
designed to protect small retailers from price competition emanating from larger
rivals. The Net Book Agreement was abolished in 1995. Case Study 11.2 examines
the end of RPM in medicines.

Monopolies and Mergers Act 1965

The legislation before 1965 was relatively successful in combating collusive practices
in UK industry. The success of the Restrictive Practices Court in breaking up anti-
competitive agreements led to a merger boom or a switch toward more tacit forms
of collusion. The 1960s saw a merger boom in the UK, as firms searched for new
ways to reduce competitive pressures. The Monopolies and Mergers Act 1965 was
passed to deal with the rising concentration which had arisen from the wave of
acquisitions and mergers in the UK. This Act gave the Monopolies Commission
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Case Study 11.2

The end of RPM in medicines: medicine prices set to tumble after
court ruling

The last bastion of restrictive practices on the high street fell yesterday when
a court abolished price fixing on over-the-counter medicines. Britain’s leading
supermarkets immediately moved to slash prices on a range of branded pain
killers, vitamins and cold and flu remedies – some by as much as 50%. One
supermarket group estimated the change would save consumers £300m a year.

The decision by the Restrictive Practices Court sparked warnings that many
independent pharmacists could be put out of business, restricting access to
medicines, especially in rural areas and among the elderly and infirm.

Yesterday’s decision overturned 30 years of restrictive practices under the
resale price maintenance rules. Books, the other area that had been protected,
lost their status two years ago.

Consumers will now save hundreds of millions of pounds in a market worth
about £1.6bn a year. Tesco, the UK’s biggest supermarket group, and its rivals
J Sainsbury and Asda said they would cut prices by between 40% and 50%. For
example, a packet of 16 Nurofen tablets from today will cost £1.14, instead of
£2.29. Six sachets of Calpol, the popular children’s medicine, will fall from
£2.75 to £1.37.

The ruling came after the Community Pharmacy Action Group, an
umbrella body campaigning for the retention of RPM, withdrew from the High
Court case after the judge said there was insufficient proof to back its claims.

The CPAG had argued RPM protected the viability of the UK’s network of
community pharmacies. Yesterday it said it still felt it had a strong case, but
with a clear indication a victory was unlikely it did not make sense to continue.

John D’Arcy, chief executive of the National Pharmaceutical Association,
the community pharmacy trade body, said supermarkets would indulge in
headline-grabbing price cuts across a small range of drugs.

‘Supermarkets will be able to use this to cherry pick where they want to
offer price cuts,’ he said. ‘That will push independents out of business and as
they offer a wider range of drugs than supermarkets the medicine range will
contract.’

Mr D’Arcy said viable independent stores in economically successful areas
would always thrive. Under more pressure would be smaller stores in second-
ary and tertiary retail sites – particularly those in rural and socially deprived areas.

‘Pharmacies often go into a lot of areas where other retailers fear to tread,’
he said. The Office of Fair Trading, which brought the court case, said it was
delighted with the result. The OFT said: ‘We felt that like every other product,
there ought to be competition. We thought it was bad news for consumers
that they couldn’t shop around.’

The OFT said it would now remain on the look-out for any underhand prac-
tices across the retail sector. ‘This is the end for legal price fixing, but we would
love to hear about anyone who is illegally trying to fix prices.’

Source: Financial Times, 16 May 2001.
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power to regulate prices charged and to break up monopolies. The Monopolies
Commission now became the Monopolies and Mergers Commission. The Board 
of Trade (the precursor to the DTI) could refer a merger to the Commission if the
merger would create a monopoly position. A monopoly position would exist if 
the new firm controlled one-third of the market or had annual turnover exceeding
£5 million. This threshold was increased to £30 million in 1984. The Commission
would present findings to the Secretary of State of the Board of Trade, who made a
final decision as to whether the merger was in the public interest.

Restrictive Trade Practices Act 1968

After the 1956 Act, many firms had entered into agreements to share information
regarding prices, quality and costs of production. The Restrictive Trade Practices 
Act 1968 made the registration of these agreements compulsory and subject to
supervision of the Restrictive Practices Court. An information agreement could be
exempted from the legislation if the agreement was of substantial importance to the
well-being of the UK economy or where its main aim was to improve production
and promote efficiency.

Fair Trading Act 1973

The Fair Trading Act 1973 led to the creation of the Office of Fair Trading and the
appointment of a Director General of Fair Trading to oversee competition policy
relating to monopolies, mergers and restrictive practices. Section 84 of the Act
defined the public interest. A merger was thought to operate in the public inter-
est if:

• it promoted or maintained competition
• it was in the overall interest of consumers and other market participants
• it led to a reduction of costs through economies of scale
• it stimulated innovatory activity and led to technical progress.

A reference to the Monopolies and Mergers Commission could be made if a 
scale or complex monopoly position existed. A scale monopoly was where one firm
had a market share of 25% of the relevant industry. A complex monopoly position
referral could even be made if two or more firms had a combined market share 
of 25% of the relevant market and engaged in concerted practices to affect com-
petition. A reference could also be made if a takeover involved worldwide assets
exceeding £70 million.

The Office of Fair Trading advised the Secretary of State for Trade and Industry
on whether a merger should be referred to the MMC. If investigated, the MMC’s 
role was to assess whether the proposed merger operated against the public interest.
The Commission then reported to the President of the Department of Trade and
Industry, who decided whether the merger should proceed.

The Act was extended to cover restrictive practices in the service industries (such
as banks, travel agents and estate agents), nationalised industries and local mono-
polies. Overall, the Fair Trading Act covered monopoly pricing, mergers, restrictive
agreements, predation, price discrimination and vertical restraints and led to major
changes in the way monopoly and restrictive practices were investigated.
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Restrictive Trade Practices Act 1976

The Restrictive Trade Practices Act (1976) brought together previous legislation
relating to restrictive practices. The Act required registration of all verbal and writ-
ten agreements to the Director General of Fair Trading. The details of these agree-
ments were entered in a public register. At the end of 1999, over 15,000 agreements
were disclosed on the public register. However, only about 1% of these agreements
go to Court.

Competition Act 1980

The Competition Act 1980 brought together previous legislation that had aimed to
deal with anticompetitive practices. In particular, the Act extended the provision of
the Fair Trading Act 1973. The Act defined clearly what constituted restrictive and
anticompetitive practices. These were defined to include price fixing, price discrim-
ination, predatory pricing, vertical squeezes, exclusive dealing and tie-in sales. It
also outlined how complaints of anticompetitive practices should be handled and
the process of investigation if the OFT received a complaint from the Secretary 
of State for Trade and Industry or a member of the public. The Act allowed firms to
comply voluntarily with OFT recommendations prior to reference to the MMC and
made it easier for nationalised industries to be investigated. The aim was to promote
efficiency in nationalised industries. Overall, the Competition Act covered predat-
ory pricing, price discrimination and vertical restraints.

Companies Act 1989

The Companies Act 1989 established several procedures aimed at improving the in-
vestigation and administration of mergers. The Act required firms to notify the Office
of Fair Trading with details of the proposed merger before it took place. The Director
General of Fair Trading then decided whether a reference to the Monopolies and
Mergers Commission was required. If no reference was made within 21 days of the
notification, the merger was allowed to proceed. If an investigation ensued, firms
could not acquire shareholdings in the other firm during the investigation.

Competition Act 1998

Until recently the Restrictive Practices Act 1976 dealt with collusion and the Fair
Trading Act dealt with mergers, while monopoly power was dealt with by the Fair
Trading Act 1973 and the Competition Act 1980.

The (new) Competition Act was ratified by Parliament in 1998. On 1 March 2000
the Act came into force, when most of the prior legislation relating to monopolies,
mergers and restrictive practices was repealed. The Act aimed to rationalise the UK’s
competition policy and bring it into line with the competition policy adopted by the
European Union. In contrast to much of the previous legislation already discussed,
this Act is concerned with the effects on competition of firm behaviour rather than
the form of any practice or agreement. The Act also increased the powers of invest-
igation and intervention of the Director General of Fair Trading. The Competition
Act set up a new Competition Commission to replace the MMC. This Commis-
sion came into being on 1 March 1999. The new Commission carries out the roles 
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formerly administered by the MMC, but also hears appeals arising from any decisions
made under the Competition Act (1998).

The Act is composed of two main components known as chapter prohibitions,
referred to as Chapter I and Chapter II respectively. The Chapter I Prohibition deals
with anticompetitive (restrictive) practices, while Chapter II Prohibition deals with
abuses of dominant (or monopoly) positions. The chapters are only concerned with
promoting competition within the UK. Section 60 of the new Act makes provision
that any investigations and enforcement of the Act should be consistent with exist-
ing European Union policy. The following gives a brief discussion of Chapter I and
II Prohibitions.

The Chapter I Prohibition applies to agreements between firms which prevent,
distort or otherwise affect trade within the UK. These agreements can range from
oral agreements to formal written agreements. Types of agreement which fall under
the remit of the Act include:

• agreements to fix buying or selling prices
• agreements to share markets
• agreements to limit production
• agreements relating to collusive tendering
• agreements involving the sharing of information.

Exemptions can be granted if the agreement leads to an improvement in the pro-
duction and distribution of goods and services or promotes technical progress that
leads to substantial benefits for consumers.

Section 36 of the Act discusses the penalties firms face if violating either of the
chapter prohibitions. The maximum penalty (which can run into millions of
pounds) a firm faces is up to a maximum of 10% of annual turnover for each year
that the violation takes place, up to a maximum period of thtree years.

The Chapter I Prohibition is closely related to Article 81 of EU legislation.
However, if there is an overlap between Chapter I Prohibition and Article 81 in any
investigation, the Competition Directorate General IV of the European Commission
will take charge of the investigation. If an exemption is granted under Article 81,
then the firms concerned will automatically receive a (parallel) exemption from the
Chapter I Prohibition. However, an exemption from the Chapter I Prohibition does
not automatically lead to an exemption from Article 81.

The Chapter II Prohibition is based on Article 82 of the Treaty of Rome and deals
with the abuse of a dominant position. This is covered in Section 18 of the
Competition Act. The investigation of a dominant position involves conducting a
two-stage test, which assesses (i) whether the firm is dominant in the relevant prod-
uct or service market and (ii) whether the firm is abusing this position. Practices that
constitute abuses of a dominant position include situations where there are excess-
ive prices being charged, price discrimination, predatory behaviour, vertical restraints
and refusals to supply.

Since the Competition Act came into force in March 2000, the competition pol-
icy toward monopoly and restrictive practices has become much stricter. Further,
amendments to the UK’s competition regime are currently under way with the
introduction of the Enterprise Act, which received Royal Ascent in November 2002.
The Enterprise Act aims to encourage competition, productivity and innovation
within a strengthened regulatory framework. With respect to competition policy, the
Act aims to ensure competition prevails by reducing incentives for firms to engage
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in anticompetitive behaviour by imposing harsh penalties (up to five years’ imprison-
ment) for managers found guilty of price fixing and related offences. Furthermore,
the Act aims to ensure that policy uses quantitative and qualitative analysis to arrive
at expert and independent decisions. For example, new regulations relating to
merger enquiries are now based on economic analysis to assess the likely effects on
competition rather than the somewhat vaguer public interest concerns. The process
of investigation and enforcement of competition policies is to be made much more
transparent, in line with many of the changes taking place within the European
Union (Box 11.1). Case Studies 11.3 and 11.4 discuss recent merger and restrictive
practices cases.
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Box 11.1 The European Union approach to competition policy

Competition Policy and the EU

What are the aims of competition policy in the European Union?
Competition policy in the European Union is aimed at achieving a single
internal market through the promotion of competition. In general, competi-
tion policy is aimed at preventing the development of dominant positions 
of firms by preventing mergers or strategies that may result in a lessening of
competition.

How is policy formulated, administered and enforced?
The cornerstones of EU competition policy are Articles 81 and 82 of the 
Treaty of Amsterdam. Previously, Articles 85 and 86 of the Treaty of Rome
were concerned with competition policy in the European Union. However,
since the ratification of the Treaty of Amsterdam these Articles were renum-
bered Articles 81 and 82 respectively in May 1999.

Article 81 of the Treaty of Amsterdam deals with the regulation of restrictive
practices within the European Union. This Article prohibits restrictive practice
agreements between firms from the European Union member states which
have the effect of preventing and restricting competition. These agreements
can be horizontal or vertical (see earlier). For example, agreements to fix
prices, production quotas and market sharing are deemed illegal.

One of the underlying aims of the Article is to integrate EU markets by remov-
ing distortions to competition. It is therefore not concerned with monopolies
or oligopolies within member states. Any restrictive practice agreements were
deemed illegal if they had the effect of distorting competition. Exemptions of
agreements from Article 81 may occur if the benefits of the agreement out-
weigh the costs to the consumer: for example, if an agreement led to increased
production, economies of scale and more efficient distribution processes, or
technical progress, and where consumers were likely to receive lower priced or
higher quality products.

Overall, this Article covers restrictive agreements, collusion and vertical re-
straints within the European Union. Historically, the policy toward restrictive
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practices within the European Union has been much stricter than that of the
UK. In a recent case the European Commission fined Volkswagen and Audi
a102 million for various restrictive practices which distorted competition
within the European car market.

Article 82 regulates against abuses of dominant position through monopoly.
A dominant position exists if an individual firm can prevent competition 
and behave independently of the competitive pressures facing its rivals and
exercise control over production and prices. An investigation takes place if a 
single firm has a dominant position in the relevant market, which currently 
is defined as 40% of market share. A firm is abusing its dominant position if it
is fixing prices, refusing to deal with certain customers etc. Overall, Article 82
covers monopoly pricing, mergers, predatory pricing and price discrimination.
In contrast to Article 81, Article 82 does not offer any exemptions from activ-
ities that could be regarded as abuses of market power.

Both Articles 81 and 82 are confined to EU firms trading with other EU coun-
tries. These articles do not apply to domestic competition. The articles are
investigated and enforced by the Competition Directorate-General IV
(DGComp). The Directorate-General IV has the power to fine companies up to
10% of their annual worldwide turnover.

How are mergers dealt with?
Article 82 and Regulation 4064/89 (the European Council Merger Regulation
(ECMR), The Control of Concentrations) have traditionally regulated mergers.
The ECMR was passed in 1990, and was subsequently amended by council 
regulation, 13/10/97, which has been in force since March 1998. The ECMR
covers mergers, acquisitions and joint mergers. Mergers qualify for investiga-
tion if they have a European dimension – in other words, if a merger has a 
fundamental effect on competition within the European Union. The ECMR
outlines a number of circumstances under which a merger investigation may
take place. These are as follows:

• if the firms involved in the merger or acquisition have worldwide sales
exceeding a5 billion or have sales in the EU exceeding a250 million

• if the European-wide sales of each of the firms concerned exceed a100 
million

• if the combined sales of the firms concerned exceed a100 million in at least
three EU member states

• if two or more firms involved in any deal have sales exceeding a25 million
in each of the same three EU member states

• where one of these firms has two-thirds of its market share in a single EU
state.

Notification of any such mergers should be made to the Competition
Directorate-General IV not more than one week after a bid has been made or
a deal has been announced. Failure to do this may result in fines for the par-
ties concerned. The Directorate examines the effect of a merger based on the
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effects on competition within the European Union. Most investigations assess
whether a merger will lead to a dominant position for the newly formed firm
in any product or geographic markets. Any investigation would weigh the
effects on competition against the potential benefits (which may include scale
economies or technological advances). The Directorate-General IV takes the
decision as to whether an investigation should take place or if a merger should
proceed. Overall, it is unlikely that a merger would be allowed to take place
if it leads to or augments a dominant position, as this is likely to have detri-
mental effects on competition.

Current Developments

The European Commission is currently reviewing the ECMR in the light 
of globalisation of business, technological change, the enlargement of the
European Union and co-operation with other supranational bodies. One of
the most significant changes involves changing the proposed grounds for 
disallowing a merger from that of creating or augmenting a dominant 
position for the firms in question to a substantial lessening of competition
test. Consequently, following an extensive consultation process (with other 
regulators, consumers, governments, businesses and other interest groups),
the Competition Directorate-General IV is currently in the process of drawing
up amendments to the ECMR for approval by the European Commission.
These amendments will be accompanied by a set of best practice guidelines on
the conduct of regulators and applications of economic-based competition
tests in the analysis of merger decisions. (Monti [2002] provides a detailed dis-
cussion of many of the issues raised here.)

Case Study 11.3

Mergers in UK banking: Lloyds TSB and Abbey National plc

Following an investigation by the Office of Fair Trading, the proposed merger
(takeover) between Lloyds TSB and Abbey National was referred to the
Competition Commission in February 2001.

Background
The UK banking market is dominated by four clearing banks (Barclays, 
HSBC, Lloyds TSB and Royal Bank of Scotland/National Westminster Bank).
However, in recent years deregulation and demutualisation of former building 
societies has meant that competition has increased in certain segments of the
market (e.g. mortgages and wholesale banking). Competition was still limited
in several parts of the industry, most notably personal current accounts. In
this area, the four big banks were still dominant, partly as consumers have
found it very difficult to switch bank accounts to new competitors. This was
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defined as the relevant market for analysing the competitive effects of the 
proposed merger. The Competition Commission examined the likely effects 
of the proposed merger on Lloyds TSB, the big four banks in general and the
pricing of financial products.

What effect would the merger have?
By effectively removing a major competitor in financial services, it was
thought that this merger would lead to a lessening of competition in the mar-
ket for financial products sold to small consumers. In particular, a merger
would mean that the market share of Lloyds TSB would have increased from
22% to 27% (which also meant the combined market share of the four lead-
ing banks would have increased from 72% to 77%). Although efficiency gains
(through staff reductions and branch closures) were expected, it was thought
that these gains would not be passed on to consumers in the form of more
competitively priced products.

Conclusions and remedies
After considering various alternatives (including Lloyds TSB divesting one of
its major subsidiaries – Cheltenham and Gloucester), the Commission decided
that the effective removal of a major player in financial services (i.e. Abbey
National) and the subsequent reduction in bank branches would mean a 
lessening of competition and consumer choice. Consequently, the proposed
merger was rejected.

Case Study 11.4

Predatory pricing in UK newspapers: Northcliffe Newspapers fined
£1.3m over predatory prices

The Office of Fair Trading has fined Northcliffe Newspapers, the regional arm
of the Daily Mail and General Trust, £1.3m for selling advertising in a news-
paper at a loss to drive a rival title out of the market. It is the first fine imposed
on news publishers for predatory pricing. The OFT said yesterday it was invest-
igating another unnamed local newspaper group.

Northcliffe faces a potential civil claim for damages from the Aberdeen &
District Independent, the free weekly that originally complained to the OFT
about pricing of advertising on the Aberdeen Herald & Post, one of three local
Northcliffe newspapers. Any claim would relate to revenues lost after March
2000 when predatory pricing laws came into force. Northcliffe, which suc-
cessfully contested a previous OFT ruling on the case, was last night consider-
ing whether to appeal.

The dispute dates back to 1996 when the Aberdeen & District Independent
launched as a free weekly. The OFT was asked to investigate claims that advert-
ising rates on the Herald & Post – later renamed the Aberdeen Citizen – were
slashed at the new title’s launch to discourage companies buying advertising

FT
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space in it. In July 2001, the OFT upheld claims that the Herald & Post had
indulged in predatory pricing. Under competition law, the offence occurs
when a dominant undertaking deliberately incurs losses in order to deter com-
petitors or remove an existing rival. Northcliffe took the case to the Competi-
tion Commission appeals tribunal, which in March sent the case back to the
OFT, arguing that it had not sufficiently defined the market in question.

The OFT said ‘further analysis’ confirmed its original finding that Aberdeen
Journals, which owns two daily newspapers as well as the Herald & Post, was
‘dominant in the market for the supply of advertising space in local new-
spapers. . . . within the Aberdeen area’. It said the company had deliberately
incurred losses on advertising in the Herald & Post to ‘expel the Aberdeen 
& District Independent’, its only direct rival, from that market. John Vickers,
director-general of Fair Trading, said the practice continued, despite ‘an OFT
investigation already being in train’.

Source: Financial Times, 17 September 2002.

11.3 Privatisation and Deregulation

In this section, we discuss privatisation and deregulation. Privatisation involves the
transfer and sale of assets from the public to the private sector. Examples have been
telecommunications, water, gas and electricity. This transfer of assets from the pub-
lic to the private sector may or may not be accompanied by a process of deregulation
(or liberalisation). Deregulation involves policies aimed at altering the competitive
structure of an industry by encouraging the entry of new firms. Where this is not
possible governments can institute policies such as franchising, whereby services 
carried out by the public sector are franchised to private contractors. This policy has
been used in industries where direct competition has been deemed undesirable.
Indirect competition takes place as firms compete (often in auction contests) to 
gain access to such franchises. In the UK, examples of this are local bus services 
and operators of commercial train passenger services. The overall aim of franchising
is to increase competition indirectly by encouraging firms to bid for contracts 
and licences to offer certain goods and services. The rest of this section examines 
privatisation and regulation.

What is privatisation?

Privatisation involves the transfer of assets from public to private ownership (see
Table 11.1). The rationale for privatisation generally centres around the positive
effects which competition exerts on the behaviour and performance of firms. In
other words, by introducing competition, firms are more likely to follow strategies
aimed at minimising costs and maximising profits. Many authors have argued that
privatisation leads to productive efficiency.

        



What are the arguments in favour of privatisation?

Several arguments have been forwarded in favour of privatisation. These are now
discussed in turn.

Increased competition in product and service markets

The privatisation of industries has often been accompanied by increased competi-
tion. The introduction of competition leads companies to strive to minimise costs.
The reduction in costs is likely to lead to a reduction in prices and a wider choice of
products and services available to consumers. Overall, market forces will lead to less
bureaucracy, waste and inefficiency. The extent to which advertising improves firm
performance is by no means clear cut. Case Study 11.5 examines the extent to which
privatisation leads to increased competition and improved performance.

Increased discipline of capital markets

Under privatisation management is likely to become more efficient and search for
more profitable opportunities. It also leads to an increase in capital market incent-
ives for managers and firms to perform well, as their job security depends on 
satisfactory performance. Evidence also suggests that there is a strong correlation
between managers’ salaries and firm performance.

Reduction in government controls

Privatisation leads to a reduction in the control which governments exercise over
the strategies of nationalised industries. Firms are freed from the constraints imposed
by government controls and pursue policies aimed at maximising profits. These
firms are more likely to have clearly defined profit objectives. However, as we saw in
Chapter 3, firms may not necessarily follow strategies aimed at maximising profits.
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Table 11.1 Selected UK privatisations by industry and year of first sale

Enterprise Industry Year privatised

British Aerospace Aerospace 1981
Cable & Wireless Telecommunications 1981
Britoil Oil 1982
National Freight Corporation Transport 1982
Associated British Ports Ports 1983
British Telecom Telecommunications 1984
British Leyland (Austin-Rover) Jaguar Cars 1984
British Gas Gas 1986
National Bus Company Buses 1986
British Airports Authority Airports 1987
British Airways Airlines 1987
British Steel Steel 1988
Water authorities (10 companies) Water 1989
Electricity distribution (12 companies) Electricity 1990
Electricity generation Electricity 1991
British Rail (Railtrack) Railways 1995
British Energy Nuclear energy 1996

        



They may instead pursue other objectives aimed at maximising size, growth or man-
agerial satisfaction.

What are the arguments against privatisation?

Natural monopolies versus private monopolies

The process of privatisation may lead to the transfer of monopoly from public to pri-
vate ownership. This may leave the privatised firms free to exploit monopoly power.
This creates the problem of how best to regulate such new private monopolies.
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Case Study 11.5

Privatisation and performance

The extent to which privatisation has improved efficiency and performance
has caused some controversy. As we saw earlier, public ownership of industry
can be advantageous if introducing competition is difficult and where the
industry can be characterised as a natural monopoly. However, by introducing
competition, privatisation can lead firms to strive for efficiency gains, which
ultimately feed through to improved performance.

What does the real world say?
Several studies have assessed whether privatisation leads to improvements 
in performance. For example, in a UK study, Parker (1991) examined the per-
formance of six privatised firms over the period 1987 to 1990. The sample 
consisted of British Gas, British Telecom, Rolls-Royce, Associated British Ports,
Jaguar and Enterprise Oil. Parker utilised performance measures relating to
profitability and productivity. Profitability increased for British Gas, British
Telecom and Rolls-Royce, but declined for Associated British Ports, Jaguar and
Enterprise Oil. Productivity was found to increase for British Gas, British
Telecom, Associated British Ports and Jaguar, but declined for Rolls-Royce and
Enterprise Oil.

An international perspective is provided by Borcherding et al. (1982), who
examined the results of studies which compared the performance of public
and privatised industries. The survey analysed the result of 52 studies carried
out across the USA, Germany, France, Canada and Australia. The authors com-
pared the findings of studies that have carried out various tests of efficiency on
public and private enterprises. The sample of 52 studies was drawn from five
countries and a selection of industries including airlines, banks, bus services,
cleaning services, debt collection, electricity, fire protection, forestry, hospitals,
housing, insurance sales and claims, railroads, refuse collection, water and
weather forecasting. The authors found that private enterprises outperformed
their public counterparts in 43 of the 52 studies sampled. Based on the evid-
ence outlined earlier, one might argue that privatisation does lead to improved
performance. However, it is by no means certain that these improvements
would not have taken place in the absence of privatisation.

        



Economies of scale and scope may be lost

If privatisation is accompanied by the break-up of monopolies into smaller com-
ponents, this may lead to a reduction in the extent to which firms can achieve the
economies of scale and scope under monopoly. This means that costs may actually
increase after privatisation.

Difficulties in introducing competition

By privatising industries, competition should increase. However, substantial entry
barriers face new competitors in these industries. For example, the introduction of
competition when there is monopoly control of a network, as was the case in the
gas industry or railways, may be difficult.

Do we need regulation in privatised industries?

Privatisation is likely to lead to incentives for firms to pursue productive efficiency.
However, this will not ensure allocative efficiency, unless regulation is introduced
to ensure that competition takes place. Another policy would be to pursue a policy
of deregulation. In this case, the government actively removes various regulations,
for example by removing entry barriers to encourage increased competition. 
Once an industry is privatised, government no longer has direct control over the
objectives and strategies of these firms. As a consequence, there is often a need for
regulation.

For effective regulation, the regulator needs information on future changes in
costs and market conditions. In a stable market this task is relatively straightforward.
In a dynamic market, where market conditions are changing constantly, it may be
difficult to build up a detailed picture. Regulators attempt to balance the interests 
of consumers by promoting competition, while at the same time regulating prices
to ensure that the shareholders of privatised firms receive a reasonable return on
capital invested. There are two main ways of regulating prices known as rate of
return and price cap regulation respectively.

Rate of return regulation

This ensures firms receive a minimum rate of return on any capital employed. In
this case, the regulator fixes a required rate of return on capital (R*), which can be
expressed as:

This means that firms are guaranteed R*. The regulator allows firms to set a price
which covers costs and a mark-up to allow capital equipment to be updated. Under
this type of regulation, price reviews can be frequent. Therefore, it is more likely that
a relationship between regulator and firms can build over time. As a consequence,
there is a danger of regulatory capture. Regulatory capture occurs when the regulator
ends up representing the interests of the firm rather than those of the consumer.

R*  
Total revenues  Total costs

Capital employed
=

−
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Price cap regulation

In the UK, the main type of price regulation used is price cap regulation. This regu-
lation places a maximum limit on the prices that firms can charge. This has been of
the form RPI minus an ‘X’ factor. Here the RPI denotes the retail price index (a meas-
ure of inflation), while ‘X’ is the amount by which the regulators feel that product-
ivity gains can be made and thus costs reduced. In this case, the regulator would fix
the ‘X’ factor based on the expected productivity gains in an industry over a given
period.

The formula would work in the following way. Suppose for example, inflation in
a given period was expected to be 4% and that the industry was expected to make
productivity gains of 3% over this period. This would mean that firms in the indus-
try could only increase prices by 1%. This type of regulation is therefore designed to
make sure that any cost savings are passed on to consumers in the form of lower
prices.

The formula used for price cap regulation means that firms which make produc-
tivity gains that exceed the ‘X’ factor can keep these savings and boost profitability.
For multi-product firms, prices can vary within their portfolio of products as long as
the average price corresponds with the price cap. The formula is relatively simple to
operate and is transparent to consumers.

There are some inherent disadvantages of using price caps to regulate firm
behaviour:

• If the ‘X’ factor is set too low, firms make supernormal profits.

• There may be a danger of regulatory capture. However, this is less likely than
under rate of return regulation, as the information requirements of regulators are
less onerous.

• Regulation is often complicated in industries where market conditions are chang-
ing quickly. This could lead to uncertainties for firms planning future investment
programmes and non-price strategies.

Price caps vary from industry to industry depending on the structure and
behaviour of firms in that industry and are generally reviewed every four or five
years. In industries such as telecommunications, firms can vary the price of indi-
vidual services as long as their overall service provision meet the price cap.

In the UK, separate acts of parliament have created a number of regulatory agen-
cies to regulate previously privatised industries: Oftel for telecommunications, Ofgas
for gas, Offer for electricity, Ofwat for water, Orr for railways. In 1998 Ofgas and
Offer were subsumed under a new office known as Ofgem. The Secretary of State for
Trade and Industry and the Secretary of State for the Environment grant firms oper-
ating licences (for electricity, gas, telecommunications and water) which outline
general guidelines to which firms must adhere. The regulators have varying degrees
of power.

In general, the agencies are responsible for:

• collecting and publishing information on competitive conditions in a given
industry

• advising the Office of Fair Trading and the Competition Commission where
appropriate of any abuses of market power or the existence of anticompetitive
practices and enforcing competition law
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• setting price and quality levels and investigating complaints

• altering conditions of licences granted to certain companies.

The Competition Commission and various parliamentary select committees
reporting to Parliament oversee the overall activities of each regulator. These
bodies can make rulings in cases where disputes arise between the regulator and a
privatised firm (see Box 11.2).
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Box 11.2 Regulation of privatised industries in the UK

Over the past 20 years or so, since the UK government’s programme of pri-
vatisation began, the extent and type of competition has varied across indus-
tries. This box examines the evolution of regulation in telecommunications,
energy, water and rail.

Telecommunications

Telecommunications was the first industry in the UK to be privatised. 
The incumbent monopolist, BT, was privatised in 1984 as a fully integrated 
company. The industry was initially a duopoly comprising BT and Mercury
Communications. By 1998 over 200 operators existed within the industry.
Regulation has been most active in the areas of national and international
calls and rental of fixed lines. Regulation was introduced after BT was privatised
in 1984 under the Telecommunications Act. This act set up the Office of
Telecommunications (OFTEL) to regulate the industry. The RPI − X formula
was set at −3% of any increase in the retail price index over the period 1984 
to 1989. This was subsequently increased in the periods 1989–91 (−41/2%),
1991–1993 (−61/4%) and in 1993–1998 (−71/2%). The price cap was sub-
sequently reduced again over the period 1997–2000 (−41/2%). Since privatisa-
tion the telecommunications industry has become much more competitive.
This is partly as a response to changes in technology and the entry of new
firms, particularly in the area of mobile phones.

Energy

Regulation of energy markets in the United Kingdom is carried out by the
Office of Gas and Electricity Markets (OFGEM). Under the terms of the Gas Act
1986, the Electricity Act 1998 and Utilities Act 2000, OFGEM aims to promote
competition and protect vulnerable consumers. It works in conjunction with
Energywatch (an independent organisation set up by parliament in November
2000) to ensure the interests of consumers are served.

In the case of gas, the Gas Act of 1986 privatised British Gas as an integrated
firm, which explored, produced and supplied gas. The Office of Gas Supply
(OFGAS, the forerunner of OFGEM) undertook regulation. In the supply of
gas, an RPI − X + Y formula has been used. In this case Y represents the costs
(i.e. gas supplies) which firms are allowed to pass on to consumers. As com-
petition has increased and productivity gains have been achieved the RPI −
X + Y formula has been altered. For the periods 1987–1992, 1992–1997 and
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1997–2000 the formulas were RPI − 2% + Y, RPI − 5% + Y and RPI − 4% + Y
respectively. In 1992 competition was introduced when new rivals were
allowed to use British Gas’s networks if supplying large customers (measured
as greater than 2500 therms per year). As a consequence, British Gas market
share has fallen to 35% in this market. The Gas Act 1995 encouraged com-
petition in the market where customers used fewer than 2500 therms. Other
firms were allowed to use pipeline systems for the shipping and supply of gas.
The pipeline charges for use of British Gas’s pipeline were set at RPI − 5% for
the period 1995–1997 and increased to RPI − 61/2% for the period 1997–2001.
By 1998 there were 70 new suppliers who had captured over 70% of the indus-
trial and commercial markets. In response to a Monopolies and Mergers invest-
igation, in 1996, British Gas split its operations into a gas supply company
(British Gas Trading) and an exploration and production company (Centrica).
Since 1998 regulation of the industry has been undertaken by the Office of Gas
and Electricity Markets (OFGEM). Competition has increased in the market for
gas with prices declining 37% between 1986 and 2002 (in real terms).

In the case of electricity, the 1989 Electricity Act privatised the electricity
industry (in England and Wales) into three main activities, namely genera-
tion, transmission and regional distribution. In Scotland, the two electricity
providers were privatised as fully integrated firms. Until 1998 the industry was
regulated by the Office of Electricity Regulation (OFFER). It is now regulated
by the Office of Gas and Electricity Markets (OFGEM). After privatisation 12
suppliers were given local monopolies (in corresponding geographic locations).
However, since 1998, competition has been permitted between regional sup-
pliers. Given the complexity of the industry, there have been many changes
in regulation. In electricity transmission, regulators have adopted the simple
RPI − X formula. This X factor was increased over the period 1990 to 1997, 
but has since been reduced again. Over the periods 1990–1992, 1992–1996,
1996–1997 and 1997–2000 the X factors were −0%, −3%, −20% and −4%
respectively. A similar process has occurred in the transmission and distribu-
tion parts of the industry. However, in these segments, a Y factor has also 
been introduced which allows firms to pass on any unforeseen cost increases
involved in the generation and distribution of electricity. Prices have declined
by 28% since 1990.

Overall, regulation has been used relatively effectively to increase competi-
tion, which has subsequently meant a reduction in prices paid by consumers.
At present OFGEM is reviewing much of its regulation and removing aspects
no longer required.

Water

The Water Industry Act 1991, Water Resources Act 1991 and Competition and
Service Utilities Act 1992 were instrumental in privatising and determining
future competition in the water industry. After privatisation the industry 
comprised ten regional companies, which were responsible for water supplies
and sewage. The Water Industry Act 1991 set up the Office of Water Services
(OFWAT) to oversee regulation in the industry. To formulate price regulation,
OFWAT has compared the performance of regional water providers (known 
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as yardstick competition). The Competition and Service Utilities Act 1992
allowed rival firms to supply ‘new’ domestic customers and competition was
extended to large corporate customers. Regulation in the water industry has
been carried out using the formula RPI + Y + K, where K represents an amount
required to improve networks to meet environmental and efficiency standards.
The Water Industry Act 1999 introduced new measures to protect vulnerable
consumers. A water bill proposed by the Department of Environment is cur-
rently under consideration by legislators. If approved this bill would see the
setting up of an Independent Consumer Council for Water to protect the inter-
est of water consumers. This will replace the current consumer (Watervoice)
bodies. Water privatisation had led to increased investment, but in some cases
increased prices.

Rail

The Railways Act 1993 and the Transport Act 2000 and Transport 2010
(Department of Environment Transport and the Regions, 2000) have laid the
foundation for the past and future regulation of the industry. The Railways Act
1993 privatised the rail industry and involved dividing railways into separate
components. The first component involved a single firm (Railtrack), which
owned and operated the rail network (specifically responsible for the track, 
stations and compiling train timetables). The Office of the Rail Regulator (ORR),
which aims to promote and protect the public interest, regulated Railtrack.
Railtrack charged individual operators for use of its network. The charges are
based on the RPI − X formula. Since privatisation in 1995 these charges have
been set at RPI − 8% and RPI − 2% for the periods 1995–1996 and 1996–2001
respectively. Railtrack was placed into administration early in 2002. On 3
October 2002 Railtrack’s assets and responsibilities were transferred and reor-
ganised by a new not-for-profit body known as Network Rail.

Three firms control the rolling stock provision of the previously nationalised
British Rail. To increase competition in the industry, the government offered
firms the opportunity to bid for exclusive franchises to operate certain train
routes. To encourage bidding the government offered the successful franch-
isees protection from outside competition. The nature of bidding for a franch-
ise depends on the route under consideration. In cases where the franchise
involves operating services on parts of the train network that are profitable,
potential franchisees are offered fixed payments to run the network. The 
firm bidding the highest fixed payment wins the franchise. In contrast, for
loss-making services of the rail network, firms bid for a lump-sum subsidy to
run the service. In this case, the firm bidding for the lowest subsidy wins the 
contract. Charges are set by individual rail companies with reference to the
subsidy set at the beginning of the franchise agreement. Regulation of these
operating franchises is the responsibility of the Strategic Rail Authority (SRA).
SRA monitors the performance of franchise operators and has the power to
fine them if they do not meet the terms of their franchise contracts. In
November 2002 the Strategic Rail Authority announced a revised package of
measures aimed at encouraging franchise operators to improve the quality of
services offered to consumers.
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11.4 Franchising and Competitive Tendering

Franchising can be thought of as the allocation of exclusive rights to provide certain
types of goods and services. This right, or licence, protects businesses from competi-
tion over the period of time that the contract runs. The aim of governments when
granting franchises is to have an efficient industry that provides services that are
available at competitive prices to consumers. Franchising is useful when restrictions
on entry are required to ensure that firms have access to all available economies of
scale and scope to achieve productive efficiency. This has been used in the United
Kingdom where companies have been granted licences to operate specific product
and service areas, for example in the provision of train passenger services.

Under franchising, there is no competition within the industry, but competition
takes place when firms are bidding for a contract for the right to control part or all
of the industry. This means that franchisers are subject to competitive pressure such
that if they do not operate the franchise agreement to the satisfaction of the gov-
ernment, they will not have their licence renewed. Under a system of franchising,
the extent to which the franchise is profitable depends on the cost and revenue
efficiency of the franchisee.

Franchises can be characterised as either ‘ownership’ or ‘operating’. Ownership
franchises encourage investment as the firm is insulated from competition. Operat-
ing franchises encourage competition, but discourage investment in that there is a
danger of a loss of contract at the end of the franchise agreement.

The award of a franchise contract is normally determined by auction. This can be
done in one of three ways:

• Cost per unit. Competition is based on which firm can perform the service at lowest
average cost. If competition in the auction exists, it is likely that prices will be bid
to a level where average costs equal average revenues. This means that the winner
of the contract who is awarded a franchise will earn normal profits. This type of
bidding process ensures that competition takes place prior to the awarding of the
franchise contract and ensures that no excess profits are made. As a consequence,
the most efficient firm is granted the franchise to carry out a particular service.

• Bidding by lump sum payment. In this case firms bid a fixed sum payment to pro-
vide a good or service over a period of time. This method of franchise allocation
is often used in cases of natural monopoly, where breaking an industry into
many parts is not feasible. In the short term, the lump sum payment provides
funds for the government.

• Bidding by the lowest fixed level of subsidy. In markets where prices have been kept
artificially low by the government (possibly for some social reasons) any opera-
tion in the market will lead to firms sustaining losses (e.g. the provision of bus or
train services to rural areas). However, if the government is willing to pay a sub-
sidy equal to any shortfall a firm may make running a market then there is an
incentive for firms to bid for the franchise contract. The firm which can carry out
the service while making the smallest loss (i.e. requiring the lowest subsidy)
would win the contract.

In allocating franchises the government must ensure that enough competition
takes place prior to the awarding of the contract. It is therefore important to ensure
there are enough bidders, that no collusion takes place, and that established firms
do not have an unfair advantage.
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11.5 Conclusion

In this chapter, we have argued that it is often necessary for government to inter-
vene in industry when market failures take place. Such intervention can come in the
form of policies to promote competition and regulate prices and output. Technolo-
gical change and globalisation of product and financial markets have meant that com-
petition policies towards assessing and regulating against abuses of market power
have evolved in the UK since the Monopolies and Restrictive Practices Act (1948).

We have also seen that, as a consequence of natural monopoly, governments
have felt the need to intervene in industry. Transferring ownership of assets from
public to private ownership accompanied by liberalisation in order to encourage
increased competition has been instituted in recent years. However, this has also
been accompanied by regulations to ensure that competition prevails in these
industries. In other industries, governments have offered franchise contracts as a
means of encouraging competition and promoting efficiency.

Discussion Questions

1 Why do we need government regulation?

2 Outline the need for and scope of competition policies.

3 Using Box 11.1, outline the UK government’s approach to the regulation of
monopolies and restrictive practices. How does this differ from that of the
European Commission?

4 Utilising Case Study 11.5, discuss the relative merits of privatisation.

5 Using Box 11.2, discuss the extent to which privatisation has led to increased 
regulation.

6 Define and discuss the differences between price cap and rate of return regulation.
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Wilson, J. (1994) Competitive tendering and UK public services, The Economic Review, 12,
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Helm, D. and Jenkinson, T. (1997) The assessment: introducing competition into regulated
industries, Oxford Review of Economic Policy, 13, 1–14.

Winston, C. (1993) Economic deregulation: days of reckoning for microeconomists, Journal of
Economic Literature, 31, 1263–89.

Internet resources

Competition policy

• A huge resource of materials relating to UK competition policy can be found at
the Office of Fair Trading (www.oft.gov.uk), and the Department of Trade and
Industry (www.dti.gov.uk).

• A summary of findings of various investigations under the terms of the UK 
legislative measures we have outlined in this chapter can be found at www.
competition-commission.gov.uk.

• Resources for competition policy in the United States can be found at the web-
sites Federal Trade Commission and the Department of Justice. These can be
found at www.ftc.gov and www.usdoj.gov/art/pubdocs.html respectively. The US
Supreme Court website also holds a large resource of case summaries. This can be
found at http://www.stolaf.edu/people/kecher/antitrust.

• Resources for the European Union can be found at the Competition Directorate
General IV (DGComp) at http://europa.eu.int/comm/competition. This provides
a vast amount of information on competition policy issues relating to mono-
poly, mergers and other restrictive practices. The website also provides various
statistics on the extent of policy investigations across various industries.

• Resources from supranational bodies can be found at the World Trade Organisa-
tion (WTO) and the Competition Law and Policy Committee of the Organisation
for Economic Cooperation and Development (OECD) at http://www.wto.org and
www.oecd.org respectively.

Regulation

Resources on regulation can be found at various websites, including the following:

• Office of Gas and Electricity Markets (OFGEM) responsible for regulation in the
gas and electricity industries (www.ofgem.gov.uk).

• Office of Telecommunications (OFTEL) responsible for regulation in telecom-
munications (www.oftel.gov.uk).

• The Office of the Rail Regulator (ORR) responsible for regulation in the rail indus-
try (www.rail-reg.gov.uk). The Strategic Rail Authority instituted in 2001 also
plays an important role in the management and regulation of the rail industry
(www.sra.gov.uk).

• Office of Water Services (OFWAT) responsible for regulation of the water indus-
try (www.ofwat.gov.uk).
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Glossary

absolute cost advantages refers to an entry barrier where the long-run average
costs of the potential entrant lie above those of the incumbent firm.

accounting profit a measure of profit that utilises data compiled in companies’
annual reports. Calculated by deducting total costs from total revenues.

advertising intensity proportion of industry sales devoted to advertising.

Austrian School collective term to describe a school of thought emanating from
researchers based at the University of Vienna in Austria. The school sees competi-
tion as a dynamic process driven by the introduction of new products and processes,
along with the destruction of existing methods of production and goods and ser-
vices. High profits are the result of successful innovation. The school tends to be
against government intervention in the form of competition policies to industry.

average cost refers to the total costs of a given output divided by that output.

average revenue this is total revenue divided by quantity sold. In other words,
average revenue is price and the average revenue curve is the demand curve.

backward vertical integration involves a firm moving (‘upstream’) into stages of
production closer to sources of supply.

barriers to entry anything that raises the costs of firms outside an industry above
those incurred by established firms.

bundling refers to the practice of sellers offering several goods as one package and
thus being able to price discriminate and reduce consumer surplus.

cartel a formal organisation of independent firms that act collectively to improve
their economic return by attempting to monopolise the market.

Chicago School collective term used to describe a group of economists emanating
from the University of Chicago. The school argued that government intervention in
industry leads to less competition rather than more. It argued that high profits are
the reward for superior efficiency.

complements refers to pairs of goods where an increase in the price of one will
lead to a decrease in the demand for the other.

concentration describes the distribution of market shares across a number of firms
in a given industry. The size of firms is assessed with reference to data on sales, assets,
employees, equity or output. Various measures of concentration can be utilised. The

        



more common measures include the concentration ratio and the Herfindahl–
Hirschman index.

conglomerate a firm involved in many unrelated activities.

consumer surplus exists when a consumer’s reserve price (the highest price the
consumer is willing to pay) is above the market price.

contestable market this is a market where potential entrants and established
firms face similar costs. Entry and exit conditions are free, which means that new
entrants can withdraw and cover their costs on exit. This type of market structure
implies that the behaviour of established firms is constrained not only by actual
competition but also by potential competition.

contractual incompleteness occurs when firms are unable to conclude efficient
contractual agreements due to the presence of transaction costs.

corporate coherence a term developed by Teece et al. (1994) to refer to companies
that do not diversify at random.

credence good a good whose quality cannot be assessed before or after consump-
tion. Prevalent where the consumer must have specialist information or knowledge
to assess the quality attributes of goods and services – for example, dental care.

cross-subsidisation occurs when revenue from one activity can be used to support
or subsidise other activities.

deconglomeration the practice whereby conglomerates divest themselves of
unrelated activities so as to focus more on their core activities.

Delphi technique a method of making long-term demand and supply forecasts
for product markets. The technique involves a process of iteration by which experts
working independently eventually reach a common consensus.

determinants of demand variables that help to explain the quantity of a good or
service being demanded.

determinants of supply variables that help to explain the quantity of a good or
service being supplied.

diffusion refers to the rate at which new products and processes are adopted
within the firm (intra-firm diffusion), by other firms (inter-firm diffusion), by other
industries and eventually by other countries.

diseconomies of scale exist when the costs associated with an increase in the 
scale of production (long run) rise more than proportionately to the increase in 
output.

distinctive capabilities internal resources specific to a firm that can be used to
gain and sustain a competitive advantage over competitors. Innovation and man-
agerial expertise are examples of distinctive capabilities.

economic efficiency relationship between input prices or costs and output values.

economic profit a measure of profit that includes all accounting costs and implicit
opportunity costs. Accounting costs relate to fixed costs of production (such as rent,
rates, interest on loans) and variable costs of production (such as wages and power).
Opportunity costs reflect alternative or lost investment opportunities to which a
firm could devote its scarce resources.

economies of scale exist when the costs associated with an increase in the scale
of production (long run) rise less than proportionately to the increase in output.
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economies of scale barriers entry barriers that arise when entrants are forced to
enter and produce at a scale that places them at a cost disadvantage to established
firms.

economies of scope realised when the average cost of producing two or more
goods is lower than if they were produced separately.

elasticity degree of responsiveness of the quantity demanded of a good or service
to changes in its price.

excess capacity extra capacity that can be used at short notice to increase the out-
put of firms. Often used as a signal to rivals that a firm is committed to an industry
through substantial investments.

experience goods goods and services that must be consumed for an assessment as
to quality to be made. Examples would include music and food.

explicit collusion covers collusive practices that require some formal communica-
tion to take place.

factors of production refers to the inputs required to produce a good or service
such as labour, machinery, buildings and land.

five forces model introduced by Porter (1980) to examine the factors determining
the level of competition facing established firms in any given industry. The five
forces are entry threats, bargaining power of the firm’s customers and suppliers, the
threat of substitute products and services and the existing extent and intensity of
competitive pressure.

foreclosure refers to the practice of firms refusing to supply downstream firms or
purchase from upstream firms.

forward vertical integration involves a firm moving (‘downstream’) into stages of
production closer to the final market.

franchising a way of introducing competition into an industry where technical
conditions mean that only a few large firms can efficiently compete. This involves
utilising an auction to allocate exclusive rights to provide certain types of goods and
services.

game theory this approach plays an important role in a segment of industrial
organisation theory (‘the new industrial organisation’). The approach looks at par-
ticular competitive issues in the context of a game, which examines the strategic
behaviour and outcomes of decisions made by firms with respect to price and non-
price variables.

horizontal integration expansion of firms caused by mergers between firms
which produce substitute goods.

industrial classification a method of defining an industry based on grouping
firms producing and selling a similar goods and services, using the same technology.
Standard Industrial Classification (SIC) can group firms by broad division, product
class, group or activity depending on the economic problem at hand.

industry lifecycle describes industry evolution as firms follow an ageing process
or natural lifecycle. An industry’s life can be decomposed into introductory, growth,
maturity and decline phases.

inferior goods goods for which quantity demanded decreases as income increases.

innovation defines a stage of research and development between invention and
commercial production. It covers the stages of applied research and development work.
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innovative milieux external environments which may encourage a firm to innov-
ate such as local knowledge, regional organisations, horizontal and vertical links
with other firms.

interdependence the chief characteristic of oligopoly markets. Firms in an 
oligopoly are interdependent in so far as success for a firm will depend on actions
taken by its rival and equally the actions of the firm will affect the success of the
rival.

internal capital market refers to the allocation of investment funds within the
organisation. It is argued that managers allocate these funds more efficiently since
they have access to better information flows than investors do in the external 
capital market.

invention the first stage of research and development; refers to the creation of
new ideas, regardless of any practical economic application.

law of demand refers to the observed negative relationship between price and
quantity demand. In other words, as price falls, more will be demanded and as price
rises, less will be demanded.

law of diminishing marginal productivity the hypothesis that as a variable
input is increased at a constant rate while others are fixed, then, after a point, the
increases in output become smaller and smaller.

law of proportionate effect predicts that if firm sizes are subject to a growth pro-
cess which is independent of size, their subsequent distribution eventually becomes
skewed with a few large firms, several medium-sized firms and numerous small
firms.

legal barriers barriers to entry or exit that prevent or delay entry due to govern-
ment legislation. Common examples are franchised monopolies, licences, registra-
tion, patents, taxes and tariffs.

limit pricing a strategy often employed by established firms to deter the entry of
new competitors. In this case, established firms set prices at a level which makes
entry unprofitable. Established firms will often forgo profits in order to deter entry.

long run a time period sufficiently long for the firm to vary all its factors of pro-
duction (inputs).

marginal cost addition to total cost as a result of producing one extra unit of 
output.

marginal revenue addition to total revenue by selling one extra unit of output.

market equilibrium at the equilibrium or market-clearing price, the amount
demanded in the market is exactly equal to the amount supplied.

market structure refers to the components that characterise the make-up of a par-
ticular industry. Individual components include the number of firms, the type of
product produced and the extent of entry and exit barriers.

merger policy assesses whether growth of market power arising from a merger is
in the public interest. The benefit of rationalisation and subsequent increases effi-
ciency against the growth of concentration that a merger may bring are analysed.
The regulator has to judge the benefits of rationalisation against the growth of con-
centration that a merger may bring.

Glossary 303

        



monopolistic competition a market structure comprising large numbers of firms.
Goods and services produced are slightly different. Competitive conditions lie some-
where in between monopoly and perfect competition.

monopoly a market structure comprising one supplier and numerous buyers. A
market that is normally characterised by high levels of fixed costs and substantial
barriers to entry.

monopoly policy applies in cases where a firm or group or firms have a large share
of a market. This type of policy aims to prevent dominant firms abusing market power.

normal goods goods for which quantity demanded increases as income increases.

organisational ecology a methodology employed to examine the evolution of
populations of firms over time. The main interest is tracking appearance of new
firms, the death of existing firms and the changes in relative sizes of surviving firms.

patent the deliberate creation of a property right over new knowledge. A patentee
becomes the legal owner of a new product or process, and no other firm or indi-
vidual will be allowed to copy the idea without the patentee’s permission. Patents
grant monopoly status and thus provide the incentive for individuals and firms to
invest in innovation.

perfect competition a market structure where there are many buyers and sellers.
These buyers and sellers have perfect knowledge and there are no barriers to entry
and exit. Firms are price takers.

predation occurs when a dominant firm attempts to force a weaker firm out of the
market. The usual strategy is to undercut the prices of the rival, even if this means
selling at below marginal cost.

predatory pricing a strategy whereby a dominant firm undercuts the prices of a
rival, even if this means selling at below marginal cost. This can mean that the
predator firm sacrifices short-run profits to gain higher returns in the longer term.

price discrimination involves a firm with substantial market power charging cus-
tomers different prices based on their relative elasticities of demand. By following
this strategy, the firm can increase revenue and erode any welfare surplus which
consumers might enjoy.

price leadership refers to an informal or ‘tacit’ agreement that price changes set
by a leader will be followed by most of the other firms in the industry. Also termed
‘parallel pricing’.

price rigidity refers to the observed phenomenon in oligopolistic markets that
firms do not changes prices frequently, preferring instead to concentrate on non-
price competition.

prisoners’ dilemma game an aspect of game theory. This will exist when there are
gains to be made by players colluding. However, the collusive solution is unstable
since greater gains can be made if one player moves independently.

privatisation a process that involves the transfer and sale of assets from the public
to the private sector. Industries that have been privatised in the UK include telecom-
munications, water, gas and electricity. Privatisation is often used to describe a num-
ber of policies including denationalisation, deregulation and franchising.

product differentiation refers to (often small) differences between close substi-
tutes. These differences can arise naturally or as a deliberate strategy employed by
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firms to gain a competitive advantage over rivals. Consequently product differen-
tiation can be an important component of market structure or a firm’s strategic
armoury.

product differentiation barriers impediments to new firm entry caused by brand
loyalty or reputation advantages that have accrued to established firms.

production function a technical specification of the relationship between inputs
and outputs in a particular production process.

productive efficiency the summation of technical efficiency (minimisation of
input quantities) and economic efficiency (minimisation of input prices).

public interest describes whether certain activities carried out by established firms
have desirable or undesirable implications for competition, efficiency and consumer
welfare. A strategy undertaken by a firm is likely to be in the public interest if it
increases competition, firm efficiency or improves consumer welfare.

reciprocity practice of firm A buying from firm B on the basis that firm B will 
have bought goods from firm A. Large conglomerates are thus in a better reciprocal
position.

regulatory capture when regulated firms and the regulator build up a relationship
over time. Given that firms are normally more organised than the consumers the
regulator represents, they have the power to lobby the regulator more effectively.
This may lead to changes in policy toward the firms.

resale price maintenance practice of upstream firms who fix a minimum (or pos-
sibly maximum) price to be charged in the downstream (usually retail) market.

restrictive practices policy this type of policy is applied in cases where a firm or
groups of firms are engaging in practices that may prove detrimental to consumers.

Schumpeterian hypothesis argues that monopolies and near-monopolies are far
from being lazy innovators, as traditional microeconomic theory would suggest.
They enjoy conditions that allow them to invest in speculative research and 
development.

search goods goods and services that can be inspected by either touch or visual
inspection prior to purchase. Examples include furniture and clothing.

sequential games an aspect of game theory. Rather than acting simultaneously,
rivals will play their strategies sequentially.

short run a period of time within which a firm is not able to vary all its factors of
production (inputs).

specific asset refers to assets that most firms posses which can be exploited in
other activities and industries, e.g. an innovation, labour skills, brand, etc.

strategic groups a group of firms which are similar in structure or which behave
in similar ways. Members of a strategic group act interdependently. An industry can
comprise one or more strategic groups. The differing competitive pressures and
strategies employed across groups often lead to differences in performance.

structure conduct performance paradigm a framework developed to examine
the behaviour and performance of industries. Structural characteristics of industries
influence or dictate the behaviour and performance of firms. Firm performance and
behaviour can also affect the future structure of the industry.

substitutes pairs of goods where an increase in the price of one will lead to an
increase in the demand for the other.
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tacit collusion refers to collusive practices that arise out of industry ‘understand-
ings’ and that have not been agreed via direct communication. One common form
of tacit collusion is price leadership.

technical efficiency relates to the actual physical ratios of material inputs to out-
puts in a firm’s production process.

tie-in sales (tying) occurs when purchases of one distinct product force buyers to
buy another distinct product.

total cost costs of production, which will include both variable costs and fixed
costs.

total revenue the product of price and quantity sold: thus refers to a firm’s sales.

transaction costs costs associated with carrying out market transactions. These
include time spent collecting information about product attributes and prices.
Transaction costs may also be involved in drawing up, monitoring and enforcing
contracts.

tying occurs when purchases of one distinct product force buyers to buy another
distinct product. (Also known as tie-in sales.)

vertical integration ownership of two or more stages of production.

welfare loss describes the loss in society’s welfare caused by monopoly.
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