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The State of the Industrial
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William G. Shepherd
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William G. Shepherd Professor of Economics Emeritus, University of Massachu-
setts, Amherst, MA. Current address: 3 Washington Circle, # 706, Washington
DC, 20037, U.S. A. email; shepherd@econs. umass. edu. “This paper is a substan-
tially revised and updated version of my paper, entitled ”. The State of the Industrial
Organization Field, “ a chapter in Peter de Gijsel and Hans Schenck, editors,” Mul-
tidisciplinary Economics: The Birth of a New Economics Faculty in the Netherlands,
Springer, Dordrecht, the Netherlands, 2005.

Competition and monopoly stand at the center of market activity, and they are as important
in China as they are in all other economies. Competition usually drives markets toward excellent
performance, making them efficient and innovative, but monopoly power instead usually causes
higher prices, inefficiency and less innovation. The research field about this has been called “In-
dustrial Organization” in the United States and “Industrial Economics” in Europe. The field has
great importance for China’s markets and policy choices in the coming decades.

I've visited and taught in China several times since 1983, and I'll summarize here the
field’s recent content, It is easy to misunderstand the field’s recent developments. The
topic has been exciting; there are lots of tensions, strong debates, and many attempts to
inject “new” ideas and methods. Those “new” ideas are sometimes valuable, sometimes
not. The field’s mainstream work is applied research, and that continues to be abundant
and productive. But there have been attempts since the 1970s to make the field merely a
mere matter of pure theory, mathematics, and game theory. There are several aggressive
schools of thought, and there are a lot of long-running unresolved issues,

Along with competition and monopoly power, this field is about the endless policy ef-
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forts (using antitrust and regulation-deregulation) to promote effective competition, Of-
ten markets instead have weak and ineffective competition. © Sometimes there is “natural
monopoly,” and the need is then to apply economic regulation, so as to reach the many e-
conomic goals, especially innovation, efficiency and fairness. Figure 1 presents the
field’s format, as it is usually summarized in the U. S. literature.

Figure 1 goes about here.

Industrial Organization Public Policies
Determinants - .
Elasticity of demand — Laissez-faire
Scale economies
Antitrust
Structure - Toward structure:
Market shares Market dominance
Concentration »| Mergers
Entry barriers Toward behavior Public
| l A Enterprise
! —L Subsidy
I Behavior - Control
: gollusi'(m w1th rival'sa] Regulation of Ownership
: trategies against rivals Utilities
| Advertising activity
o T
. Y —1 Others
Performance Social regulation
Prices and profits Innovation * Exemptions
Efficiency Equity in distribution Trade barriers

Figure 1  Policies act upon markets (but are also acted upon)
Since the 1880s, the field has developed four main concepts of markets, which range
from high monopoly power to highly effective competition. They are summed up in Table
1, with a number of U. S. examples.

Table 1 goes about here,

Table 1 The Main Types of Markets, from Pure Monopoly to Effective Competition
Market Type Familiar Examples
Pure Monopoly Patented goods (e.g., pharmaceuticals), local electric
one firm has 100 percent supply, water, transit
Dominant Firm Microsoft, many newspapers, Gatorade, Campbell So-
One firm has over 40 percent up, Yellow Pages, Baby Bells, Anheuser-Busch, Boe-

ing, De Beers, Gerber, Frito-Lay, Hallmark Greetings

@ For summaries and background on the history, see William G. Shepherd, The Economics of Industrial Organi-
zation, 5th ed. , Waveland Press, 2003, especially chapter 1; and F. M. Scherer and David Ross, Industrial Market
Structure and Economic Performance, 3d ed. , Houghton Mifflin, 1991; and Almarin Phillips and Rodney E. Steven-
son, “The Historical Development of Industrial Organization,” History of Political Economy 6 (Fall 1974), pp. 324—342.
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Market Type Familiar Examples

Tight Oligopoly
Four firms hold over 60 percent

Nike and Adidas, cigarettes, ready-to-eat cereals, Coca-
Cola and Pepsi, video games, Boeing and Airbus, jet
aircraft engines, disposable diapers, FedEx and UPS,
toys, garbage disposal

Effective Competition Everything else; over 70 percent of the U. S. economy
Four firms hold less than 40 percent. Entry is
free. (includes Loose Oligopoly, Monopolistic
Competition, and Perfect Competition)

Each type of market has a structure, which primarily involves the market shares of

all the firms. When a firm’s market share is larger, it usually has more power over the
market, Figure 2 illustrates the structure of a market that has one dominant firm among

many smaller firms. An “entry barrier” may also be an element in the market’s struc-
ture. It would be some impediment at the edge of the market, which might reduce the a-

bility of new “potential” competitors to enter the market from outside.
P

Figure 2 goes about here.

Firm 1(the dominant firm)

4-firm concentration
/ cutoff point

20
Edge of the

market-location
of entry barriers
Firm N

Share of Industry Output(%)

104

1 | 1

i %
aw

Fringe Firms

Firms 1-4
Firms arranged in order of their market shares

(the oligopoly group)
Figure 2 The firm-size distribution in a typical market with a dominant firm

Pressures and Distortions. This field is highly unusual in several ways. For one, it
has always been like a pressure cooker, containing very large companies, huge legal ca-
ses, and intense debates about law and policy. The pressure goes up and down from time

to time, as big waves of mergers and monopoly activities have risen and ebbed during the
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