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There are many reasons why we are happy to bring out the third edition of Indus-
trinl Organization: Contemporary Theory and Practice. Principal among these is that
it confirms our original view that there is a real need for a text that (a) makes avail-
able to students the essentials of modern industrial organization; and (b) also edu-
cates students about the economic way of thinking in general, and in particular, the
process of modeling. We remain convinced that many of the most important lessons
of industrial organization start with the recognition that good analysis involves the
construction of a rational argument whose implications are, at least in principle, sus-
ceptible to empirical testing. Based on the many encouraging comments that we
have received to date, we think that we have made this point successfully as well as
presented clearly the many insights into corporate strategy, market outcomes, and
public policy that industrial organization reveals. At the same time, we have taken
the opportunity of preparing this new edition to make some important changes in
the text.

The biggest change is organizational. In an effort to make the book leaner while
not losing intellectual muscle, we have broken down the longer chapters of the pre-
vious editions into about twice as many shorter chapters. Many commentators have
urged us to do so as a means of giving students an obvious break spot at which to
stop and digest what has been read. More importantly, perhaps, we hope that in
going from twelve to twenty-five chapters we now make it easier for instructors to
pick and choose exactly those topics that they most prefer to cover. A rough guide to
the new chapter organization and its correspondence with that of the first two edi-
tions is shown below.

1st and 2nd Edition 3rd Edition
Chapters 1 and 2 Chapters 14
Chapters 3 and 4 Chapters 5-8
Chapter 5 Chapters 9-11
Chapter 6 Chapters 12-13
Chapter 7 Chapters 14-15
Chapter 8 Chapters 16-17
Chapter 9 Chapters 18-19
Chapter 10 Chapters 20-21
Chapter 11 Chapters 22-23
Chapter 12 Chapters 24-25

The organizational change has been accompanied by both some streamlining and
the inclusion of new material. To begin with, we have updated our Reality Check-
points so that they remain contemporary illustrations of the underlying analysis.
More importantly, we have also added new information throughout the text. Some-

xiv
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times, this has simply meant the inclusion of new data such as data on aggregate con-
centration (Chapter 3) or on Canadian versus U.S. drug prices (Chapter 5). More
fundamentally, however, it has meant the introduction of new ideas. Thus, our analy-
sis of vertical product differentiation in Chapter 7 now includes a simple model ex-
plaining the monopolist’s selection and pricing of two products that differ vertically
in quality. Similarly, in Chapter 11 on sequential entry and the Stackelberg model, we
briefly present a model of sequential entry with learning by doing and use it to ex-
plain the evolution of the cable TV and satellite dish markets. Then, in Chapter 12,
we present the basic analytics of Gibrat’s Law as a way to motivate the discussion sur-
rounding the empirical tendency toward market dominance by a few initial incum-
bents. In Chapter 14, we now give a more complete presentation of the role of mul-
timarket contact in facilitating collusion and present supportive empirical evidence
from the airline industry. The fear that vertical integration may permit predatory
bundling is now analyzed in a simple model and applied to an analysis of the Euro-
pean Commission’s denial of the proposed GE/Honeywell merger in Chapter 17.
Chapter 18, which focuses exclusively on the issue of resale price maintenance
(RPM), now adds a discussion of the use of such contracts by a manufacturer as a
means of dealing with price discriminating retailers. Finally, our discussion of patent
policy in Chapter 23 has significantly expanded the examination of business method
patents, and our presentation of auction theory in Chapter 25 now includes a section
on “almost” common value auctions.

For the most part, we have made the above additions by becoming more efficient
and without cutting other topics. The two small exceptions to this are that our analy-
sis of multiproduct cost functions has been somewhat shortened and we no longer
discuss strategic trade policy. While we were reluctant to make such cuts, we believe
that they do not undermine the pedagogical mission of the book. Indeed, we think
that, on balance, the book’s coverage has been expanded and updated so that it truly
reflects the contemporary theory and practice of industrial organization.
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We begin our study of industrial organization by reviewing the basic building blocks
of market analysis. The first chapter provides a road map for the entire enterprise.
Here, we lay out the essential aim of our analysis, namely, the investigation of firm
behavior and industrial outcomes in markets that are imperfectly competitive. We
describe how the framework for this analysis has evolved over time and the lens
through which such markets are viewed today. The current framework is one that
emphasizes strategic interaction as the most salient feature of imperfect competition
and it is the framework adopted throughout this book.

In Chapter 2 we review the basic microeconomics of those markets in which strate-
gic interaction plays little or no role. These are the polar cases of perfect competition,
in which each firm is so small that its actions have no impact on any rival, and pure
monopoly, in which there is only one firm and therefore no rival that the firm’s
actions could affect. A study of these two cases permits us to introduce the basics of
market analysis, for example, demand curves, cost relationships, and so forth. It also
identifies a chief concern of both economists and policy makers, namely, the exploita-
tion of monopoly power and the efficiency or deadweight loss that this can impose
on society.

Because we are concerned with the exploitation of market power, Chapter 3 focus-
es on how we might identify those markets in which such power is likely to be a prob-
lem. For this purpose, we need some way to measure market structure or monopoly
power. Accordingly, Chapter 3 explores the nature of different measures of industri-
al structure and the insights and cautionary notes that attend each of these.

Finally, in Chapter 4, we turn to the supply side and, specifically, a consideration
of costs. Some productive processes enjoy such extensive scale economies that in
these markets monopoly is a natural outcome. Similarly, some production techniques
are such that it is less costly for a firm to produce many different but related prod-
ucts rather than focusing on just one commodity as is assumed in the basic textbook
case. We need to understand these cost concepts and their implications for firm
behavior before we explore the strategic interaction of firms because that interaction
will, in part, reflect the underlying cost structure.



Industrial Organization:
What, How, and Why? Chapter

A sample of business news stories from the late 1990s and early 21st century includes
the following items. Coke and Pepsi found themselves in the middle of a severe price
war. Large drug companies such as Bayer and Aventis were found to be paying small-
er firms not to produce generic substitutes. Companies from all industries, but espe-
cially those in the finance and telecommunications sector, for example, AOL and
Time-Warner, had embarked on a huge merger spree in which two or more firms
consolidated into one.

Students often feel that there is a considerable gap between stories like those just
described and the economics they study in formal classes. This is so despite the fact
that most modern texts include real-world applications. Indeed, it is difficult to think
of a contemporary economics textbook that does not include examples drawn from
practical business experience. Nevertheless, it is not unusual to hear remarks such as
“economics is too abstract” or “this wasn’t covered in the microeconomics that I
studied.”

This book is very much in keeping with the modern practice of illustrating the
application of the theory. However, our aim is more ambitious than just showing that
formal economics can illuminate the everyday events of the business world. Instead,
our goal is to develop a way of thinking about such experiences—a mental framework
that permits students to understand the underlying mechanism behind such events
even when those events are different from those presented explicitly in a text and
long after the students have left the classroom. Of course, we cannot offer a frame-
work for analyzing all economic phenomena. However, we can develop one that
applies to a large class of events including the ones described above. That framework
rests solidly on modern game theory and the class of events to which it most readily
applies falls under the heading of industrial organization.

1.1 WHAT IS INDUSTRIAL ORGANIZATION?

What is industrial organization? For a large number of people, the answer to that
question is far from clear. Indeed, on a recent, long, cross-Pacific flight the question
clicited a wide set of responses when put to several of our fellow passengers. Most
supposed that the field had something to do with business. A few thought it was
rooted in psychology and possibly applied to human resource management. One
thought it dealt with the pattern of international trade. Each of these answers has a
grain of truth, yet each is also wide of the mark. While the field of industrial organi-
zation does touch on many aspects of business life, it has come to have a fairly pre-
cise meaning in economics. Simply put, industrial organization is that branch of eco-
nomics that is concerned with the study of imperfect competition.

If you are reading this book, the chances are very good that you already have
taken some economics classes, especially microeconomics classes. As a result, you
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have probably been exposed to the concept of perfect competition—that somewhat
utopian vision of markets populated by numerous small firms and characterized by
economic efficiency. You are also likely to have read about the most obvious counter
example, a pure monopoly. The case of a market dominated by one firm alone ofters
a clear contrast to the ideal of perfect competition. But what happens when the truth
lies, as it almost always does, between these two polar extremes? What happens where
there are two, three, or several firms? How do competitive forces play out when each
firm faces only a limited number of rivals? Will prices be cut to (marginal) costs, or
will firms compete instead with advertising and other promotional devices? Or will
research and development of new products be the major source of competitive pres-
sure? Alternatively, how do monopolies come about? Once a monopoly establishes
itself in a market, what can the monopolist do to maintain such power? Is it possible
to keep new competitors from coming into the market?

Industrial organization forms the analytical core that economists use to answer
these and many other related questions. Economists long ago worked out the analyt-
ics of perfect competition. What happens under the more common setting of imper-
fect competition—how far the outcomes in this environment lie from those of the
perfectly competitive market—is much less settled. This less settled domain is the
field of industrial organization.

There is a good reason why industrial organization does not yield clear and simple
answers regarding what happens in imperfectly competitive markets. A market
described as less than perfectly competitive leaves open a wide range of possibilities.
It could be a duopoly market with only two firms, or perhaps a market dominated by
one large firm competing with many very small ones. The products of the different
firms may be identical, as in the case of cement manufacturers, or highly differentiat-
ed, as in the case of cosmetics. Entry by new firms may be easy, as in the restaurant
business, or difficult, as in the automobile industry. This variety of possible market
characterizations makes it difficult to make broad, unambiguous statements about
imperfectly competitive markets.

Matters are further complicated when we consider the decisions that the manage-
ment of an imperfectly competitive firm must make. Start with a simple case such as
a florist setting the price for a dozen roses. Should the price rise on Valentine’s Day?
Should the price for a dozen roses be exactly 12 times the price of a single rose? Or
should the buyer of a dozen roses get a break for buying so many? Or consider Jody
Adams, a well-known chef at one of the Boston area’s top restaurants, Rialto. Jody
must choose the complete menu of entrees and appetizers that the restaurant will
serve at the start of each season as well as set the price of each menu entry. In mak-
ing this choice, she must evaluate the cost and availability of different ingredients. For
example, what seafood and vegetables are in season and can be served fresh? Should
she make available special dishes for those with food allergies? How large a wine list
should she maintain? What price should she set for a la carte items and for the fixed
price meal? These decisions make clear that product design decisions are certainly as
important as pricing decisions. A critical design choice by Microsoft to package its
Web browser, Internet Explorer, with its Windows operating system and to sell the
two as one product was perhaps the primary reason for Internet Explorer’s success
against Netscape. It also played a major role in the government’s later decision to
pursue antitrust charges against Microsoft.

Price and product design choices are not the only decisions that firms make, how-
ever. Another choice concerns promotional effort. For example, in 2002 Pepsi paid
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over $200 million to outbid Coca-Cola for the rights to be the official soft drink of
the National Football League.! By winning this contract, Pepsi gained the right to
use the logos of the Super Bowl and other league properties in ads, signs, and ban-
ners. However, for this right it paid more than double the amount Coca-Cola had
been paying. Was this a wise decision? Another decision is what markets to enter.
Southwest Airlines decided in the late 1990s that the time was right to begin service
to points in the Northeast. Neither Pepsi’s decision nor Southwest’s choice were easy
ones for the management of these firms.

Firms make all sorts of decisions and few of them are easy. Industrial organiza-
tion economists analyze these decisions, and this can be an even more difficult task.
But as we hope this book shows, industrial organization has gained considerable
insight into how markets work in between the poles of perfect competition and
monopoly.

1.2 HOW WE STUDY INDUSTRIAL ORGANIZATION

One reason that analyzing imperfect competition is difficult is because of the inter-
dependence that characterizes the tirms’ decisions in their markets. When Southwest
Airlines considers offering service to Boston, it has to recognize that this will have an
effect on the other airlines that serve the Boston market. These airlines may react by
cutting fares, by changing their flight times, or perhaps by cutting back on Boston
service so as to avoid a glut on the market. Similarly, when Pepsi thinks about put-
ting in a high bid to become the National Football League’s official soft drink, it has
to wonder how Coke will respond. Will it bid even higher? If it does, should Pepsi
raise its bid still further? Or what if Coke decides to respond to the advertising advan-
tage that Pepsi gains by launching a price war in the soft drink market?

Imperfect competition then is played out against a background of interdepend-
ence, or what economists call a setting of strategic interaction. This means that deter-
mining a firm’s optimal behavior is also difficult. Because the firms are likely to be
aware of the interdependency of their actions, each firm will wish to take into account
its rivals’ response to its action. Yet that response will also depend on how the rivals
think the first firm will react to their reaction, and so on. A firm in this situation needs
to “put itself in its rival’s shoes” to see how the rival will respond to different actions
that the firm could take. The firm must do this in order to understand its best course
of action. To understand the logic of strategic interaction we use game theory. Game
theory provides us with the necessary framework for an analysis of settings in which
the participants or players recognize that what they do affects other players and, in
turn, what other players do affects them. It is for this reason that much of the recent
work in industrial organization uses game theory to understand market outcomes
under imperfect competition. While not all of the analysis in this book relies on game
theory, a good bit of our discussion is aimed at developing and applying the logic of
game theory in market settings.

Game theory permits one to analyze strategic interaction in both a clear and logi-
cally consistent manner. For this reason, it has become an indispensable tool in indus-
trial organization. It is equally important, however, to recognize that game theory
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and, more generally, the understanding of strategic interaction also serves a broader
goal of illustrating what industrial organization is about. This perhaps is best
expressed by reference to a quote from John Maynard Keynes, who wrote insightful-
ly, “the theory of economics does not furnish a body of settled conclusions immedi-
ately applicable to policy. It is a method rather than a doctrine, an apparatus of the
mind, a technique of thinking which helps its possessor to draw correct conclusions.”?2
The same can be said for modern industrial organization. It is a technique of think-
ing. To be precise, it is a means of thinking strategically and applying the insights of
such analysis to model imperfect competition.

Of course, no model is a complete description of reality. A full recounting of each
aspect of the actual marketplace would be far too lengthy and unwieldy to be of much
use. Instead, any market model is like a road map. It is a deliberate simplification of a
very complicated terrain, omitting some features and thereby emphasizing others.
The aim of the model is to capture and make transparent the essential features of the
interaction among firms. In this light, to say that the real world is more complicated
than the model is no criticism. Indeed, if the modeling achieves its aim of making clear
the underlying structure and the principles governing the market outcome, then its
abbreviated portrait of the real world is a strength. Whether this is the case depends,
obviously, on what happens when the predictions of the model are tested against actu-
al data or evidence. Even if a model fails this test, however, it does not mean that the
procedure of formal modeling is invalid. All that is implied is that we need to go back
to that process—back to the “drawing board”—and build a better model.

As you read this book, you will encounter a number of models, each designed to
illuminate the strategic interaction in a specific market setting and the outcome that
interaction will produce. We think that these models are insightful in this regard and
it will be tempting to interpret this material as saying “this is what happens in an
imperfectly competitive market when. . . .» However, we have no doubt that the pas-
sage of time will reveal that some of these models need improvement. So, it is better
to interpret the various readings as “this is how we think about what happens in an
imperfectly competitive market when. . . .” This is how we do industrial organization.

WHY: ANTITRUST AND INDUSTRIAL
ORGANIZATION THEORY

The text of the principal U.S. antitrust statutes is given in the Appendix to this chap-
ter. Such legislation came early to the United States with the passage of the first major
antitrust law—the Sherman Act—in 1890. This predates much of the formal model-
ing of imperfect competition and the widespread dissemination of that modeling.
However, economists had had an intuitive grasp of the potential problems of monop-
oly as far back as Adam Smith. In his classic, The Wealth of Nations, Smith (1776) had
written on both collusion among ostensibly rival firms and on the raw exercise of
monopoly power:

People of the same trade seldom meet together, even for merriment or diversion,
but the conversation ends in a conspiracy against the public, or in some con-
trivance to raise prices.

2 Keynes (1935).
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The monopolists, by keeping the market constantly understocked, by never
tully supplying the effectual demand, sell their commodities much above the nat-
ural price. . . .

By the late 19th century, many Americans had become convinced that a few very
large firms and trusts, such as Standard Oil and American Tobacco, had exploited
their market power in just the ways Smith had forecast. There then emerged a con-
sensus—one that has endured throughout the history of antitrust legislation—that
some form of legal framework was needed to maintain competition. Moreover, while
few people had any understanding of formal economics, there was a reasonably wide
familiarity with the sentiments of Adam Smith.

Thus it was that popular sentiment, reinforced by shrewd Smithian insight, led to
the enactment of the first U.S. antitrust law, the 1890 Sherman Act. Indeed, it is
somewhat remarkable just how directly the concerns of Adam Smith are reflected in
the two primary sections of the Sherman Act. Section 1 prohibits contracts, combi-
nations, and conspiracies “in restraint of trade.” Section 2 makes illegal any attempt
to monopolize a market. The view that government institutions were necessary to
achieve these aims was also later reflected in the Clayton and Federal Trade Commis-
sion Acts.

Initially, antitrust policy focused primarily on prosecuting and preventing collusive
agreements to raise prices under the authority of Section 1. Early cases such as the
Trans-Missouri Freight Association and the Addyston Pipes cases of 1897 and 1898,
respectively, established this tradition, and it remains a centerpiece of antitrust policy
to this day.® Thus, the agricultural products firm, Archer Daniels Midland, the
world’s two largest auction houses, Sotheby’s and Christie’s, and the international
pharmaceutical giant, Hoffman-LaRoche, have all been successfully prosecuted for
price-fixing in recent years.

Unlike the Section 1 statute, the enforcement of Section 2 on monopolization was
initially limited by a rather timid and narrow judicial interpretation. Despite wide
public perception that many giant firms emerging from the Industrial Revolution had
abused and exploited their monopoly power, it was twelve years before one of the
trusts, the Standard Oil Company of New Jersey, was prosecuted under Section 2.*
Eventually that case came before the Supreme Court, and in 1911 the Court issued
its now famous finding. It found that Standard Oil had illegally monopolized the
petroleum refining industry—first, by acquiring 120 small rival companies and sec-
ond, by intending to exclude rivals by means of discriminatory freight rates to restrict
competitors’ access to pipelines and to undercut competitors’ prices. The govern-
ment then won additional cases against a number of trusts, most notably the Tobac-
co Trust,’ immediately on the heels of Standard Oil.

An important feature of the Standard Oil and Tobacco cases is that, unlike the
price-fixing cases, the Court’s decision left unclear precisely what actions were illegal.
In particular, the court established a “rule of reason” framework for monopolization
cases that permitted the courts to examine not only whether monopolization of an
industry had occurred but, if so, what the market context surrounding the formation

3 United States v. Trans-Missouri Freight Association 166 U.S. 290 (1897) and United States v. Addyston Pipe &
Steel Co., 85 F. 271 (6 Cir. 1898).

Standard Oil Co. of New Jersey v. United States, 221 U.S. 1 (1911). See also Posner (1970).

United States v. American Tobacco Co., U.S. 221 U.S. 106 (1911).

(7, N
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of that monopoly was and the business practices used to achieve it. Only if this addi-
tional inquiry found that the firm had had intent to monopolize or had exploited its
monopoly power was there a true violation. Practically speaking, this meant that there
was a lot of ambiguity in exactly what actions would be found to be violations.

The success against Standard Oil encouraged the belief that antitrust legislation
was useful. Simultaneously, those who feared that the rule of reason argument might
weaken further antitrust enforcement were motivated to pursue additional reforms so
that Section 2 of the Sherman Act would not become a “paper-toothed tiger.”® The
result was that in 1914, the Clayton Act was passed to cover practices that were not
included in the Sherman Act. In particular, the Clayton Act was designed to prevent
monopoly “in its incipiency” by making explicitly illegal a number of business prac-
tices used by John D. Rockefeller, Standard Oil’s chairman. Thus, Section 3 of the
Clayton Act limits the use of tying and exclusive contracts that oblige a purchaser of
a manufacturer’s product not to deal in products of competitors. Section 4 allows pri-
vate parties injured by violations of both the Sherman Act and the Clayton Act the
right to sue violators for treble damages. Section 5 eases the burden of proof required
by plaintiffs for proving such violations. It permits an adverse judgment in a case
brought by the Department of Justice to be used as prima facie evidence against the
defendant.” Section 7, which was later amended in the 1950s, was passed to prevent
anticompetitive mergers.

The Federal Trade Commission Act was also passed in 1914. It established an
administrative agency, the Federal Trade Commission, endowed with powers of
investigation and adjudication to handle Clayton Act violations. As later amended it
also outlaws “unfair methods of competition” and “unfair and deceptive acts or prac-
tices.” This gave antitrust policy a second arm of law enforcement in addition to that
provided by the Justice Department.

Yet the flurry of legal activity and institution building that came on the heels of
the Standard Oil case did not succeed in establishing a clear and unchanging course
in antitrust policy. Instead, that policy has gone through a number of cycles over the
last 90 years. The first of these turns came with the U.S. Steel case of 1920. In that
case, the Court made clear that in its view “the law does not make mere size an
offense or the existence of unexerted power an offense—it does not compel compe-
tition nor require all that is possible.”$ As a result, the Court found U.S. Steel—a firm
that had through a series of mergers grown to control over 70 percent of U.S. steel-
making capacity—innocent of any antitrust violations. This case ushered in a 25-year
period in which enforcement of Section 2 (but not Section 1) was rather lenient.

The U.S. Steel decision had a major impact on both the steel industry and the
U.S. legal framework. But perhaps its most Important consequence was an intellec-
tual one. For the conclusion to which many analysts were led by the 1920 decision
was that without a good economic road map by which to understand imperfect com-
petition, the making of antitrust policy was a difficult proposition at best. It was this
need that motivated the first consistent studies in the field that we now call industri-
al organization.

6 Berki (1966), p. ix.

7 Treble damages are not awarded in a private suit if the Department of Justice case is settled by a con-
sent decree. Not surprisingly, this creates a strong incentive for firms to settle an antitrust case amicably
through a consent decree. Otherwise, they face the possibility of losing a court battle and subsequently
being sued privately for treble damages.

8  United States v. United States Steel Corporation, 251 U.S. 417 (1920).



Chapter 1 - Industrial Organization: What, How, and Why?

Economists such as Edward Chamberlin (1933) and Edward Mason (1939), both
at Harvard, led the way. In their view the microeconomics of the time offered little
guidance either to policy makers or the legal system as to what evidence might be use-
ful in determining the likely outcome that a market would produce. Thus, the
Supreme Court’s dismissal of the government charges of monopolization in the U.S.
Steel case was based on an argument that no exploitation of monopoly power or
intent to monopolize had been shown. Only U.S. Steel’s large market share had been
documented and, “the law does not make meve size an offense” [emphasis added].
Unless there was good reason to believe that a large market share offered strong evi-
dence of abusive monopolization, or until there was a coherent argument that iden-
tified other observable characteristics that in turn implied illegal behavior, the court’s
decision had a fair bit of justification.

More generally, these scholars realized that any informed legal judgment would
require some practical way to determine from observable evidence whether the indus-
try in question was closer to perfect competition or closer to monopoly. According-
ly, they viewed the highest priority of industrial economics to be the determination
of whether and how one could infer illegal behavior from either firm size or other
structural features. It was precisely to provide this policy guide that the field of indus-
trial organization began to emerge. The very name of the field—industrial organiza-
tion—dates from this time.

Early work was focused on the key question: how is the production of the indus-
try organized? How is the market structured? How many firms are there and how
large are they relative to each other? Are there clear barriers to entry? It was recog-
nized from the outset, however, that answering these questions would not be enough
to provide the legal framework needed by legislators and courts to determine whether
the antitrust laws had been violated. Achieving this goal required not only that an
industry’s structural features be revealed but that clear links between structure and
market outcomes also be identified. That is, industrial economists needed to obtain
data on prices, profits, and market structure, and then use these data to identify sta-
tistical relationships between various market structures on the one hand, and indus-
trial performance on the other.

This agenda was explicitly announced by Edward Mason, who in 1939 wrote,
“The problem, as I see it, is to reduce the voluminous data concerning industrial
organization to some sort of order through a classification of market structures. Dif-
ferences in market structure are ultimately explicable in terms of technological fac-
tors. The economic problem, however, is to explain, through an examination of the
structure of markets and the organization of firms, differences in competitive prac-
tices including price, production and investment policies.” In sum, the carly indus-
trial organization economists viewed their goal as one of establishing links between
market structure on the one hand, and the conduct of firms in the market on the
other. In turn, that conduct would determine the likely outcome or performance of
the market in terms of economic efficiency or general social welfare. For this reason,
this early approach is typically referred to as the structure-conduct-performance, or
SCP, approach. Presumably, if the outcome for a particular industry given its struc-
ture was sufficiently bad, legal action was justified either to alter the conduct that
structure would otherwise generate or, if necessary, to change the structure itself.

9 Mason (1939), 61-74.
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Part One - Foundations

The basic principle behind the SCP paradigm was that perfect competition and
monopoly are uscfully viewed as opposite ends of a spectrum of market structures
along which all markets lie. One natural measure of market structure is the degree of
concentration, or the percentage of market output produced by the largest firms in
that industry. Accordingly, the practice of industrial economics at that time became
one of (1) accurately describing the structure of different markets and (2) deriving
empirical relations between structures and outcomes in terms of price—cost margins,
innovative efforts, and other performance measures. It thus became an effort to
examine statistically the broad hypotheses on market structure and performance
implied by the SCP paradigm. Here, structure was often identified with the degree
of concentration or the percentage of total market output accounted for by the few
largest firms. Finding a road map for policy was interpreted to mean providing
numerical answers to questions such as how much would a bit more concentration or
a bit higher entry barriers raise price above cost.

In pursuit of the SCP quest, the 1940s and 1950s witnessed a vast array of stud-
ies attempting to document and to measure the link between industrial performance,
say profitability, and an industry’s structural features, such as concentration. More-
over, the results of these studies also seemed fairly clear. The bulk of the research
established a positive link between a measure of industrial concentration and indus-
try profit and a similarly positive link between advertising and profitability. The first
stylized fact gave support to the view that an industry in which there was more than
one but still just a few large firms was indeed close to the monopoly pole. The sec-
ond finding was interpreted as evidence that firms used advertising to build customer
loyalty and, thus, to deter other firms from entering the market, so that the incum-
bent firms could enjoy monopoly power and profit. Together, these and other find-
ings and interpretations increasingly seemed to suggest that perhaps a firm’s “mere
size” could suggest a legal offense if it is sufficiently large.

At about the same time, policy makers seemed to be growing increasingly con-
cerned about the market dominance of large firms. In 1936, Congress passed the
Robinson-Patman Act to prohibit price discrimination that allegedly lessened compe-
tition. Price discrimination occurs when different buyers of the same good pay a dif-
ferent unit price. In the 1930s, there was increasing awareness and concern that large
firms, such as the big supermarket chains, were able to buy from wholesalers in bulk
and therefore at a lower unit price than smaller stores, such as street-corner outlets.
In turn, this led Congress to fear that large firms could use this buying advantage to
drive out their smaller competitors who could not buy in such large quantities.!?

As the United States moved into the 1940s both intellectual and legislative devel-
opments expressed a heightened concern that large firms in concentrated industries
constituted a serious threat to economic welfare. The practical question then became
whether these developments would also herald a similar change towards a more
activist role by the judiciary. The 1945 Alcon case suggested that indeed such a
change had occurred.

10 In many respects, the Robinson-Patman Act is an odd companion to the antitrust laws because it is pri-
marily designed to limit price-cutting. The view among its supporters was and continues to be that the
law is meant to prevent predatory price reductions aimed at preserving monopoly power by driving rivals
out of business. Note that passage of the Robinson-Patman Act did not weaken the Court’s stance
against collusive price agreements as demonstrated in its decisive rejection of such an agreement in
United States v. Socony-Vacuum Oil Co., Inc., 310 U.S. 150 (1940).



