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Idées non point neuves, mais renouvelées.
Charles de Gaulle

Preface

This is a book about firm behavior and market performance. The central
topic of the book is the exercise of market power—the control of price and
exclusion of competitors. Roughly equal attention is given to the economic
analysis of market power and to the policy treatment of market power under
the antitrust laws of the United States of America.

The book is written to serve as the primary text in undergraduate courses in
industrial economics. It may also be useful as a reference book for graduate
courses in the same field, and in business-oriented microeconomics classes,
particularly those taught in connection with MBA programs.

My intention has been to peg the exposition at a level comparable to that
found in intermediate macroeconomics texts. To this end, I have relied on
models which can be formulated in simple algebraic terms, and which can be
illustrated graphically. End-of-chapter problems hint at some of the details of
the models treated in the text. I have found term papers to be an invaluable
element of the undergraduate course in industrial economics, and paper topics
are suggested at the end of most chapters. A floppy disk, available to instruc-
tors, contains data sets reported in the text. Some of these data sets may be
useful for term papers. An Instructor’s Manual is also available.

It is impossible to understand the fitful progress of the contentious field of
industrial economics without an appreciation for the fundamental dichotomy
between the analytical and policy positions of the Chicago and structure-
conduct-performance schools. Rather than gloss over these differences, 1 have
tried to present the full range of opinions held by industrial economists on
major topics. The result is a ‘‘history of thought’ aspect of the text which,
although perhaps unusual, will give the student an appreciation for the back-
ground of the disparate policy positions taken by economists in this field.

Chapters 1, 2, and 3 introduce the field of industrial economics, basic micro-
economic tools, and the American antitrust laws, respectively. Chapters 4
through 6 elaborate the analysis of dominant firm markets and oligopoly. Chap-
ter 7 reviews empirical tests of the hypotheses developed in Chapters 4 through
6. Chapters 8, 9, and 10 treat the economics of market structure, firm structure,
and public policy toward mergers.

Chapters 1 through 10 will form the kernel of most courses. A one-quarter
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course which focuses on economic analysis will continue with Chapters 11
through 14 and, time permitting, Chapter 18. A one-quarter course which
emphasizes policy applications will cover any two of Chapters 15, 16, and 17,
and conclude with Chapter 18. Those fortunate enough to operate on a semester
basis will be able to cover most of the final eight chapters.
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Introduction

All the world over and at all times there have been practical
men, absorbed in irreducible and stubborn facts; all the world
over and at all times there have been men of philosophic
temperament, who have been absorbed in the weaving of
general principles.

Alfred North Whitehead, Science and the Modern World

The subject matter of industrial economics is the behavior of firms in in-
dustries. Industrial economists study the policies of firms toward rivals and
toward customers (which includes at least prices, advertising, and research and
development). Industrial economists study firms in industries that are compet-
itive, and they study firms in industries that are less than competitive. But this
is nothing more or less than the subject matter of microeconomics—speciticaily,
the theory of the firm. At a tfundamental level, there is no difference between
industrial economics and what is sometimes called price theory.'

Beyond this basic level, however, there are differences between microeco-
nomics and industrial economics. Especially at the introductory level, the focus
of micro courses is usually on simple market structures—competition and mo-
nopoly. Here the arguments are straightforward and results come easily. In
contrast, the most interesting and important applications of industrial cconomics
concern oligopoly: the type of market in which firms are neither monopolists
nor perfect competitors, but something in between. By and large, these are the
kinds of firms and markets that we find in the real world.

There is another factor that distinguishes industrial economics from micro-
economics. Industrial economics, in constrast to microeconomic theory, is pro-
foundly and fundamentally concerned with policy questions. These questions
concern government policy toward business. Government policy toward busi-
ness includes antitrust policy, regulation, and public ownership of business,
but industrial economics has special relevance for antitrust policy. In what sorts
of markets, if any, will firms be able to exercise monopoly power—control
over price? In what sorts of markets will cartels work, and in what sorts of

'Stigler, George J. The Organization of Industry. Homewood, lllinois: Richard D. Irwin, Inc.,
1968, p. 1.
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markets will cartels break down? Can firms act in such a way as to make their
environment less competitive? If the answer is yes, can the government do
anything about it? Should the government do anything about it? Is there a way
for government to set the rules for competition that will improve the way
markets work?

Anyone who doubts the importance of public policy toward business should
contemplate the impact of the Organization of Petroleum Exporting Countries
(OPEC) on economies around the world after October 1973. Price theory lays
the foundation for the analysis of public policy, business behavior, and market
performance, but it is in industrial economics that these questions occupy center
stage.

Two schools of thought have long contested the analysis of industrial eco-
nomics. One group of economists feels that the private exercise of monopoly
power is a persistent feature of many markets. In this view, the most serious
impediment to the effective functioning of markets is strategic behavior by
some firms, which prevents other firms from competing on the basis of merit.
By using such strategic behavior, it is argued, firms can acquire and maintain
the power to control the price of their products.

Another group takes a quite different position. They argue that anything one
firm can do can be done by any other equally efficient firm, unless some higher
power intervenes. In this view, the main source of monopoly power is govern-
ment interference in the marketplace. Government, by intent or ineptitude, can
prevent some firms from competing, to the advantage of other firms.

The debate over these two approaches to industrial analysis has shaped cur-
rent industrial economics and has had a fundamental influence on the devel-
opment of public policy toward business.? An understanding of the differences
between these two approaches to the analysis of market power is essential if
one is to follow the current debate over public policy toward business.

Structure-Conduct-Performance

Economists’ concern with the private exercise of market power goes back
at least to Adam Smith, who wrote:>

People of the same trade seldom meet together, even for merriment and diver-
sion, but the conversation ends in a conspiracy against the public, or in some
contrivance to raise prices.

2This is perhaps more so for the United States than for other countries, but the difference is only
one of degree.

3Smith, Adam. An Inguiry Into the Nature and Causes of the Wealth of Nations. Edwin Cannan,
editor. New York: The Modern Library, 1937, p. 128.
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Structure =——= Conduct ——= Performance

Figure 1-1 The linear structure-conduct-performance framework.

Economists who shared this concern developed what has come to be known as
the structure-conduct-performance framework of industrial analysis. The sim-
plest version of this framework is illustrated in Figure 1-1. In this basic view,
market structure determines the behavior of the firms in the market, and the
behavior of firms determines the various aspects of market performance. There
is a sense in which the study of industrial economics amounts to fleshing out
the relationships outlined in Figure 1-1.4

Structure

You will perhaps recall that the economist’s model of perfect competition
assumes many small buyers and sellers, dealing in a standardized product,
under conditions of free and easy entry and complete and perfect knowledge.
The major elements of market structure describe ways in which markets depart
from the conditions that describe perfect competition.

Number and Size Distribution of Sellers

A classroom competitive market consists of many small buyers and sellers,
no one of whom is able to influence the price. From a social point of view, a
competitive industry is efficient under conditions and in a sense that will be
made precise in Chapter 2. Among other things, a competitive industry will in
the long run supply a product at a price equal to its opportunity cost—the value
of the resources needed to produce it.

In contrast, a monopolized market is supplied by but a single seller, who is
able to restrict output and hold the price above the opportunity cost of produc-
tion. Some consumers who would be willing to pay the cost of producing the
product are unable to obtain it. It is this output restriction that is central to
economists’ belief that monopoly is an inefficient way to organize production.

Concern with the number of sellers reflects the intuitive notion that the fewer
the number of sellers in a market, the more likely is the market to perform as
a monopoly. Concern with the size distribution of sellers reflects the belief that
a market with one very large firm and several small ones is more likely to
perform as a monopoly than a market with a few firms of roughly equal size.
Like many intuitive notions, these (as we shall see) are sometimes correct and
sometimes not.

4A referee has suggested that this sentence would read better if the word fleshing were replaced
by the word flushing. You should reserve judgment on this until the end of the course.
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Number and Size Distribution of Buyers

Interest in the number and size distribution of firms on the buying side of
the market has a long tradition in economics, although it generates less publicity
than conditions related to market power on the supply side. An important
influence here is the theory of countervailing power.> The gist of this theory
is that concentrations of power in one part of a market will evoke balancing
concentrations of power in other parts of the market. When a few large buyers
bargain with a few large sellers (as when automobile manufacturers purchase
steel or rubber tires), it will be more difficult for sellers to hold the price above
the cost, all else equal. Thus the number and size distribution of buyers is an
element of market structure that affects firm conduct and market performance.

Product Differentiation

In simple models of competition, rival firms sell a standardized product.
This is never the case in the real world. Products are always differentiated in
some way, if only by the location of the supplying firm. As differentiation
increases, the products of different producers become poorer substitutes for one
another. As differentiation increases, each producer becomes more and more
like a monopolist. This makes competitive industry performance less likely.

But the overall implications of product differentiation are complex. One
expects, for example, that an increase in differentiation in the cheese market
would increase the power of individual producers to control the price of their
brands of cheese. This is not a particularly convincing argument for compelling
all cheese manufacturers to produce cheese spread. There is, in other words,
a tradeoff between marker power—the power to control price—and variety,
Society will usually be willing to put up with some market power in order to
get some product variety.

Entry Conditions

The economic analysis of entry conditions focuses on the various factors
that influence the decision of a firm to enter a market. How large must a firm
be to produce efficiently? How large an investment must a firm make to begin
operations? If a firm enters a market and fails, how much of its investment can
be recovered by selling off assets and how much will be sunk in the market?
What sorts of sales efforts, if any, will be needed for a successful operation?
How will established firms react to the prospect of new competition?

On a basic level, entry conditions help explain the number and size distri-
bution of firms that operate in a market. Because entry conditions determine

5Galbraith, John K. American Capitalism: The Concept of Countervailing Power. Boston: Houghton-
Mifflin, 1952. For a summary treatment, see Galbraith, John Kenneth. ‘‘Countervailing Power,”* Amer-
ican Economic Review Volume 44, Number 2, May 1954, pp. 7-14. For a critical appraisal, see Stigler,
George J. ““The Economist Plays with Blocs," American Economic Review Volume 44, Number 2,
May 1954, pp. 7-14.

4
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the nature of potential competition between established firms and firms that can
enter a market, entry conditions affect market performance in their own right,
as well as through their effect on market structure.

Conduct

Firm conduct is a subject that becomes interesting only when competition is
imperfect. Under competition, a firm can sell all it wishes at the market price,
but only at the market price. In such circumstances, a firm has no incentive to
advertise, to react to what rivals do, or to attempt to discourage entry. Firms
in a competitive market with free and easy entry have an incentive to collude,
but any such attempt is doomed to failure. Even if all of the many small firms
in a competitive industry could coordinate a cartel, new firms would come into
the market. This situation is different when competition is imperfect.

Collusion

In the era of OPEC, there is no need to justify the interest of industrial
economists in collusion. If nominally independent firms can coordinate their
actions, they may be able to restrict group output and raise the price of their
product above the marginal cost of production. By so doing, each firm will
increase its own profit.

But by raising the price above the marginal cost, a cartel creates a situation
in which each member has an incentive to increase its own output, and new
firms have an incentive to enter the market. If cartel members cheat and increase
their output, the price will fall and the attempt to restrict output will fail. If
new firms enter the market, the cartel will have to cut back its own output, or
total output will increase and the attempt to control the price will fail. In either
case, whether collusion can be maintained will depend, in ways that will be
specified in Chapter 6, on the elements of market structure: number and size
distribution of firms, product differentiation, entry conditions.

Strategic Behavior

In some kinds of markets, established producers may be able to discourage
the entry of new firms. They can do so by holding down the price, so that
entry is less attractive. This works to the disadvantage only of less efficient
firms and gives society the benefit of lower prices. This sort of rivalry is socially
beneficial.

On the other hand, there are a variety of ways in which established firms
can raise the costs of actual or potential rivals.® This sort of strategic behavior
is not socially beneficial, especially when (as is usually the case) it involves a
costly investment.

®Examples may include vertical integration, advertising, R&D, and predatory pricing, all of which
will be discussed in the chapters that follow.



