


Industnal
Organization



©

Pearson

At Pearson, we have a simple mission: to help people
make more of their lives through learning.

We combine innovative learning technology with trusted
content and educational expertise to provide engaging
and effective learning experiences that serve people
wherever and whenever they are learning.

From classroom to boardroom, our curriculum materials, digital
learning tools and testing programmes help to educate millions
of people worldwide - more than any other private enterprise.

Every day our work helps learning flourish, and
wherever learning flourishes, so do people.

To learn more, please visit us at www.pearson.com/uk


http://www.pearson.com/uk

Industnal
Organization

Competition, Strategy and Policy

Fifth edition

John Lipczynski, John 0.S. Wilson and John Goddard

@ Pearson

Harlow, England ¢ London * New York * Boston * San Francisco * Toronto * Sydney
Dubai * Singapore * Hong Kong * Tokyo ¢ Seoul ¢ Taipei * New Delhi
Cape Town * Sdo Paulo * Mexico City * Madrid * Amsterdam * Munich « Paris * Milan




PEARSON EDUCATION LIMITED

Edinburgh Gate

Harlow CM20 2JE

United Kingdom

Tel: +44 (0)1279 623623
Web: www.pearson.com/uk

First published 2001 (print)

Second edition published 2005 (print and electronic)
Third edition published 2009 (print and electronic)
Fourth edition published 2013 (print and electronic)
Fifth edition published 2017 (print and electronic)

© Pearson Education Limited 2001 (print)
© Pearson Education Limited 2005, 2009, 2013, 2017 (print and electronic)

The rights of John Lipczynski, John Wilson and John Goddard to be identified as authors of this work have been asserted by
them in accordance with the Copyright, Designs and Patents Act 1988.

The print publication is protected by copyright. Prior to any prohibited reproduction, storage in a retrieval system,
distribution or transmission in any form or by any means, electronic, mechanical, recording or otherwise, permission should
be obtained from the publisher or, where applicable, a licence permitting restricted copying in the United Kingdom should be
obtained from the Copyright Licensing Agency Ltd, Barnard’s Inn, 86 Fetter Lane, London EC4A 1EN.

The ePublication is protected by copyright and must not be copied, reproduced, transferred, distributed, leased, licensed
or publicly performed or used in any way except as specifically permitted in writing by the publishers, as allowed under the
terms and conditions under which it was purchased, or as strictly permitted by applicable copyright law. Any unauthorised
distribution or use of this text may be a direct infringement of the authors’ and the publisher’s rights and those responsible
may be liable in law accordingly.

Pearson Education is not responsible for the content of third-party internet sites.

The Financial Times. With a worldwide network of highly respected journalists, The Financial Times provides global business
news, insightful opinion and expert analysis of business, finance and politics. With over 500 journalists reporting from 50
countries worldwide, our in-depth coverage of international news is objectively reported and analysed from an independent,
global perspective. To find out more, visit www.ft.com/pearsonoffer.

ISBN: 978-1-292-12171-0 (print)
978-1-292-12175-8 (PDF)
978-1-292-12176-5 (ePub)

British Library Cataloguing-in-Publication Data
A catalogue record for the print edition is available from the British Library

Library of Congress Cataloging-in-Publication Data

Names: Lipczynski, John, author. | Wilson, John O. S., author. | Goddard,
John A., author.

Title: Industrial organization : competition, strategy and policy / John
Lipczynski, John O.S. Wilson and John Goddard.

Description: Fifth edition. | Harlow, England ; New York : Pearson, 2017

Identifiers: LCCN 2017002086] ISBN 9781292121710 (Print : alk. paper) | ISBN
9781292121758 (PDF) | ISBN 9781292121765 (ePub)

Subjects: LCSH: Industrial organization (Economic theory)

Classification: LCC HD2326 .L53 2017 | DDC 338.6--dc23

LC record available at https://lccn.loc.gov/2017002086

10987654321
2120191817

Print edition typeset in 10/12.5pt Times NR MT Std by 35
Printed in Slovakia by Neografia

NOTE THAT ANY PAGE CROSS REFERENCES REFER TO THE PRINT EDITION


http://www.pearson.com/uk
http://www.ft.com/pearsonoffer
https://lccn.loc.gov/2017002086

For Ollie, Benny and Jude
For Alison, Kat, Libby and Jean

For Sarah, Aimée, Thomas and Christine

JL
W
IG






Contents

Preface XXiV
Acknowledgements XXVii

PartI: Theoretical Foundations

1 Industrial organization: an introduction 3
1.1 Introduction 3
1.2  Static and dynamic views of competition 4
1.3  The structure—conduct-performance paradigm 6
1.4  Strategic management: a short diversion 27
Discussion questions 30
Further reading 31
2 Production, costs, demand and profit maximization 32
2.1 Introduction 33
2.2 Production and costs 33
2.3 Demand, revenue, elasticity and profit maximization 50
2.4 Summary 60
Discussion questions 61
Computational questions 62
Further reading 63
3 The neoclassical theory of the firm 64
3.1 Introduction 64
3.2 The neoclassical theory of the firm: historical development 65

3.3 Theories of perfect competition and monopoly 67



viii

Contents

3.4

3.5
3.6

Efficiency and welfare properties of perfect competition
and monopoly

Theory of monopolistic competition

Summary

Discussion questions
Computational questions

Managerial and behavioural theories of the firm

4.1
4.2
4.3

4.4
4.5

Introduction

Critique of the neoclassical theory of the firm

Separation of ownership from control: managerial theories
of the firm

The behavioural theory of the firm

Summary

Discussion questions
Further reading

Transaction costs, agency and resource-based
theories of the firm

5.1
5.2
5.3
54
5.5
5.6
5.7

Introduction

The Coasian firm

Transaction costs and the theory of the firm
Agency theory

Property rights and the theory of the firm
The resource-based theory of the firm
Summary

Discussion questions
Further reading

Corporate governance

6.1
6.2
6.3
6.4
6.5
6.6
6.7
6.8

Introduction

Agency problems and the need for corporate governance
Instruments of corporate governance

Corporate governance codes of practice

Corporate governance: implementation and empirical evidence
Business ethics

Corporate social responsibility

Summary

Discussion questions
Further reading

73
79
82

83
83

85

85
86

89
100
102

103
103

104

104
105
109
113
116
117
120

122
122

124

124
126
129
133
136
142
148
157

159
159



10

Contents

Structural Analysis of Industry

Oligopoly: non-collusive models

7.1 Introduction

7.2  Interdependence, conjectural variation, independent
action and collusion

7.3  Models of output determination in duopoly

7.4  Models of price determination in duopoly

7.5 The kinked demand curve and models of price leadership

7.6 Summary

Discussion questions
Computational questions
Further reading

Oligopoly: collusive models

8.1 Introduction

8.2  Collusive action and collusive forms

8.3  Collusive institutions

8.4  Profit-maximizing models of price and output
determination for a cartel

8.5  Other motives for collusion

8.6  Factors conducive to cartel formation

8.7 Influences on cartel stability

8.8 Summary

Discussion questions
Further reading

Game theory

9.1 Introduction

9.2  Dominance and Nash equilibrium
9.3 The prisoner’s dilemma game
9.4  Mixed strategies

9.5 Sequential games

9.6 Repeated games

9.7  Summary

Discussion questions
Computational questions
Further reading

Concentration: measurement and trends

10.1 Introduction
10.2 Market and industry definition

ix

163
164

165
166
178
185
190

192
192
194

195

195
196
200

203
207
210
215
225

226
226

228

229
230
235
239
246
253
255

256
257
259

260

260
261



Contents

11

12

13

10.3 Official schemes for industry classification
10.4 Measures of seller concentration

10.5 Interpretation of concentration measures
10.6 Summary

Discussion questions
Further reading

Determinants of seller concentration

Introduction

Seller concentration: systematic determinants

The random growth hypothesis

Trends in concentration and the location of industry
Summary

Discussion questions
Further reading

Barriers to entry

12.1 Introduction

12.2 Types of barrier to entry

12.3 Entry-deterring strategies

12.4 Signalling commitment

12.5 Potential entry and contestability
12.6 Entry and industry evolution
12.7 Empirical evidence on entry

12.8 Summary

Discussion questions
Further reading

Market structure, firm strategy and performance

13.1 Introduction

13.2 Empirical tests of the SCP paradigm

13.3 Strategic groups

13.4 Sources of variation in profitability: industry, corporate
and business unit effects

13.5 The new empirical industrial organization (NEIO)

13.6 The persistence of profit

13.7 Summary

Discussion questions
Further reading

264
267
282
284

285
285

286

287
287
295
304
320

322
323

324

324
326
337
342
345
347
349
355

357
357

359

359
360
366

367
372
379
384

386
386



Part III:

14

15

16

17

Contents

Analysis of Firm Strategy

Pricing

14.1 Introduction

14.2 Cost plus pricing
14.3 Price discrimination
14.4 Peak-load pricing
14.5 Transfer pricing
14.6 Price dispersion
14.7 Summary

Discussion questions
Computational questions
Further reading

Auctions

15.1 Introduction

15.2 Auction formats and models of bidders’ valuations

15.3 The pure common value model and the winner’s curse

15.4 Optimal bidding strategies and revenue equivalence in the
independent private values model

15.5 Extensions and additional topics in auction theory

15.6 Empirical evidence

15.7 Summary

Discussion questions
Computational questions
Further reading

Product differentiation

16.1 Introduction

16.2 Types of product differentiation

16.3 Monopolistic competition revisited: the socially optimal
amount of product differentiation

16.4 Lancaster’s product characteristics model

16.5 Hotelling’s location model

16.6 Salop’s location model

16.7 Summary

Discussion questions
Further reading
Advertising

17.1 Introduction
17.2 Determinants of advertising expenditure

391

391
392
397
413
417
426
428

431
432
433

435

435
437
439

442
449
454
462

464
464
465

466

466
468

470
473
480
492
496

498
499
500

500
503



xii

Contents

17.3
17.4
17.5
17.6
17.7
17.8
17.9

Advertising and product characteristics

Advertising and profit maximization

Advertising as a barrier to entry

Advertising, information search and quality signalling
Is there too much advertising?

Empirical evidence

Summary

Discussion questions
Further reading

18 Research and development

18.1
18.2

18.3
18.4
18.5
18.6
18.7

Introduction

Market structure, firm size and the pace
of technological change

Investment in research and development
Diffusion

Patents

Empirical evidence

Summary

Discussion questions
Further reading

19 Horizontal mergers and strategic alliances

19.1
19.2
19.3
19.4
19.5
19.6
19.7

Introduction

Profit-maximizing motives for horizontal mergers
Non-profit-maximizing motives for horizontal mergers
Merger waves

Strategic alliances

Horizontal mergers: some empirical evidence
Summary

Discussion questions
Further reading

20 Vertical integration

20.1
20.2
20.3
20.4
20.5
20.6
20.7

Introduction

Motives for vertical integration: enhancement of market power
Motives for vertical integration: cost savings

Vertical disintegration

Empirical evidence on vertical integration

Agency and vertical relationships

Summary

512
514
520
522
525
529
532

533
534

535
535

536
553
560
566
571
577

579
580

582

582
584
590
594
597
599
601

602
603

604

604
605
612
620
621
622
630



Contents xii

Discussion questions 631
Further reading 632
21 \Vertical restraints 633
21.1 Introduction 633
21.2 Motives for vertical restraints 634
21.3 Forms of vertical restraint 637
21.4 Summary 647
Discussion questions 648
Further reading 648
22 Network goods and services 649
22.1 Introduction 649
22.2 Demand for a network product or service 651

22.3 Market equilibrium price and quantity for a network
good or service: perfect competition and monopoly 658

22.4  Market equilibrium price and quantity for a network
good or service: duopoly 663
22.5 Forms of competition over standardization and compatibility 668
22.6 Summary 671
Discussion questions 673
Further reading 673
23 Diversification 675
23.1 Introduction 675
23.2 Types of diversification 676
23.3 Motives for diversification 678
23.4 Corporate focus and deconglomeration 688
23.5 Empirical evidence 691
23.6 The multinational enterprise 696
23.7 Summary 703
Discussion questions 705
Further reading 705

Part IV: Analysis of Public Policy

24 Competition policy 709
241 Introduction 710

24.2 Competition policy: theoretical framework 710



xiv Contents

24.3 Elements of competition policy
24.4 Implementation of competition policy
24.5 Summary

Discussion questions
Further reading

717
720
737

739
739

Appendices: Analytical Tools

Appendix 1 Mathematical methods
Appendix 2 Econometric methods
Appendix 3 Computational Solutions

Glossary
Bibliography
Index

743
766
776

781
793
833

Supporting resources
Visit www.pearsoned.co.uk/lipczynski to find valuable online resources.

For instructors
m PowerPoints of book figures and tables for usage during lecturers
m Instructor’s manual containing answers to book discussion questions

For more information, please contact your local Pearson Education sales representative
or visit www.pearsoned.co.uk/lipczynski.



http://www.pearsoned.co.uk/lipczynski
http://www.pearsoned.co.uk/lipczynski

List of tables

1.1 Structural indicators for EU-15 banking sectors, 1995-2011 20
1.2 Average profitability (% return on equity) of EU-15 national
banking sectors, 1990 to 2011 23
2.1 Short-run production and costs: numerical example 36
2.2 Demand, revenue, price elasticity and profit maximization:
numerical example 50
3.1 The neoclassical theory of the firm: typology of market structures 68
7.1 Numerical equilibrium values — price and profit comparison
for firms A and B 178
10.1  The UK’s SIC 1992 and the EU’s NACE, by section 265
10.2 The EU’s NACE, by division 266
10.3 Comparison between the UK’s SIC 1992 and the EU’s NACE 267
10.4 Firm size distribution (sales data): six hypothetical industries 269
10.5 Seller concentration measures: six hypothetical industries 270
10.6 Calculation of three-, four- and five-firm concentration ratios 270
10.7 Calculation of Herfindahl-Hirschman and Hannah-Kay indexes 274
10.8 Calculation of entropy coefficient 275
10.9 Calculation of variance of logarithmic firm sizes 276
10.10 Calculation of Gini coefficient 279
11.1  Trends in seller concentration with random firm growth 297
11.2 Simulated evolution of industry structure and concentration
under the random growth hypothesis 299
11.3 Tests of the Law of Proportionate Effect (LPE): a selective review 301

11.4  Five-firm concentration ratios for UK business by industry in 2004 306
11.5 Industrial structure of EU-28 excluding financial sector, 2012

(measured by value added euro billions) 310
11.6 Size distribution for selected EU industries excluding financial sector,

2012 (distribution of value added by employment size class) 311
11.7 Relative specialization by activity in terms of value added in 2010 312
11.8 % Share of Value Added for five largest contributors, 2010 313
11.9 Location of EU science-based (S) and traditional (T) clusters 317
12.1 Economies of scale as a barrier to entry 327
13.1 Rates of return by size and concentration (weighted by assets) 364

13.2 Summary of firm level persistence of profit studies 383



xvi

List of tables

14.1
14.2
15.1
15.2

16.1
16.2
16.3
17.1

17.2
17.3
19.1
21.1
21.2
23.1
23.2

AA

A2

How UK firms set their prices

Price-setting strategies of firms in the euro area

Relationship between N, the number of bidders, and d(N)
Optimal bidding strategies and revenue equivalence for

the independent private values model

Examples of products and their characteristics

Examples of utility gained and total cost incurred

Examples of utility gained and purchase price incurred
Advertising as a percentage of gross domestic product

(at market prices)

Advertising-to-sales ratios of selected UK product groups, 2008
Top 10 advertisers and brands in the UK, 2008

Characteristics of acquiring and target companies, 1980-98
Enhancement of market power through a price/profit squeeze
Example of bundling: Film reserve price comparison

Measures of diversification, large EU manufacturing enterprises
The world’s top 30 non-financial MNEs, ranked by foreign assets
and TNI, 2015

(Appendix 2) Sample advertising expenditure and sales
revenue, 2016

(Appendix 2) Sample advertising expenditure and sales revenue
reflecting introduction of a dummy variable, 2016

395
396
441

448
476
481
482

504
509
510
592
635
646
694

699

768

771



1.1
1.2

1.3
2.1

2.2

2.3
24
2.5
2.6
2.7
2.8
2.9
3.1
3.2
3.3
3.4
3.5
3.6
3.7
3.8

4.1
4.2
4.3
5.1
5.2
5.3
6.1
7.1

List of figures

The structure—conduct-performance paradigm

Schematic diagram of the SCP framework to study the East
India Company’s business history

Porter’s five forces model

Short-run relationship between total, marginal and average
product of labour

Short-run total cost, marginal cost, average variable and fixed
cost and short-run average cost

Increasing, constant and decreasing returns to scale
Short-run and long-run average cost and marginal cost functions
Short-run and long-run average cost functions

Isoquant and isocost functions

Surface area and volume of small and large storage tanks
Long-run average cost functions with constant returns to scale
Total, average and marginal revenue

Short-run pre-entry and post-entry equilibria in perfect competition
Long-run post-entry equilibrium in perfect competition
Long-run equilibrium in monopoly

Allocative inefficiency in monopoly

Monopoly and perfect competition compared

Allocative inefficiency and productive inefficiency in monopoly
Natural monopoly

Short-run pre-entry and post-entry equilibria in monopolistic
competition

Baumol’s sales revenue maximization model

Marris’s growth maximization model

Williamson’s managerial utility maximization model

Unitary or U-form organizational structure

Multidivisional or M-form organizational structure

The science of choice and the science of contract

Internal and external governance

Market average revenue, marginal revenue and marginal cost
functions, Cournot’s duopoly model

35

38
39
40
41
42
45
48
52
70
71
72
73
75
77
79

81
94
98
100
111
111
112
127

167



xviii

List of figures

7.2
7.3
7.4
7.5
7.6

7.7
7.8
7.9

7.10
7.11
7.12
7.13
7.14
8.1
8.2
8.3
9.1
9.2
9.3
9.4
9.5
9.6

9.7

9.8
9.9

9.10
9.11
9.12
9.13
9.14
9.15
9.16
9.17
10.1
11.1
11.2
11.3
12.1
12.2
12.3
12.4
12.5

The Cournot model: sequence of actions and reactions
Derivation of firm A’s isoprofit curves

Firm A’s isoprofit curves and reaction function
Cournot-Nash equilibrium

Cournot model: sequence of actions and reactions shown using

reaction functions

Cournot-Nash equilibrium and joint profit maximization
Cournot-Nash equilibrium and Stackelberg equilibria
Equilibrium values of ga, g, 7, 7g: duopoly with linear market
demand and zero marginal cost

Equilibrium in the Bertrand duopoly model

Bertrand price competition with differentiated products
Price-setting in the Edgeworth duopoly model

Sweezy’s kinked demand curve model

Dominant firm price leadership

Joint profit maximization in a three-firm cartel

Equilibrium with K cartel firms and N — K non-cartel firms
Osborne’s model of cartel stability and instability
Production game with strictly dominant strategies

Entry game with a weakly dominant strategy

Payoff matrix for the advertising budgets of firms A and B
Payoff matrix for firms A and B: prisoner’s dilemma example
Payoff matrix for Alan and Brian: original prisoner’s dilemma
Isoprofit curves for firms A and B: Cournot-Nash versus
Chamberlin’s prisoner’s dilemma

Payoff matrix for firms A and B: Cournot-Nash versus
Chamberlin’s prisoner’s dilemma

Advertising game with no Pure Strategy Nash Equilibrium
Expected payoffs for firms A and B in Mixed Strategy

Nash Equilibrium

Battle of the sexes game

Breakfast cereals game: strategic form representation
Breakfast cereals game: extensive form representation
Technological standards game: strategic form representation
Technological standards game: extensive form representation
Entry game: extensive form representation

Burning bridges

Building credibility in the entry game

The Lorenz curve

The industry life cycle

Distribution of firm sizes

Diamond framework of competitive advantage

Economies of scale as a barrier to entry

Absolute cost advantage as a barrier to entry

Limit pricing to deter entry: absolute cost advantage

Limit pricing to deter entry: economies of scale

Sequential entry game

167
169
170
171

172
175
176

178
179
181
182
185
189
204
205
217
231
232
234
235
236

237

238
242

243
245
247
247
249
249
250
252
253
278
290
2908
318
326
328
338
339
343



13.1

13.2

13.3
14.1
14.2
14.3
14.4
14.5
14.6
14.7

14.8
14.9
14.10

14.11

14.12

15.1

16.1
16.2
16.3
16.4
16.5
16.6
16.7

16.8

16.9
16.10
16.11

16.12

16.13
16.14

16.15
171
17.2
17.3
17.4

List of figures

Effect of an increase in factor input prices on long-run
post-entry equilibrium in perfect competition

Effect of an increase in factor input prices on equilibrium

in monopoly

Short-run and long-run persistence of profit

First-degree price discrimination

Second-degree price discrimination (two-part tariff)
Third-degree price discrimination

Intertemporal price discrimination

Peak-load pricing: full capacity production in both periods
Peak-load pricing: spare capacity in off-peak period

Transfer pricing: no external market for

intermediate product

Transfer pricing: profit maximization for the distributor
Transfer pricing: profit maximization for the producer
Transfer pricing: perfectly competitive external market

(price below P)

Transfer pricing: perfectly competitive external market

(price above P)

Transfer pricing: imperfectly competitive external market
(price above R)

Bidding strategies: first price sealed bid auction (independent
private values model)

Monopolistic competition: too much product differentiation
Monopolistic competition: insufficient product differentiation
Lancaster’s product characteristics model

Discontinuous demand function for brand C

Positioning of new brand B

Product characteristic space for breakfast cereals

Hotelling’s location model with fixed prices and

endogenous locations

Hotelling’s location model with fixed locations and endogenous
prices: joint profit maximization

Derivation of firm A’s isoprofit curves

Firm A’s reaction function

Hotelling’s location model with fixed locations and endogenous
prices: Bertrand (or Nash) equilibrium

Hotelling’s location model with fixed locations and endogenous
prices: summary of results

Salop’s location model with three firms

Salop’s location model: effect of changes in firm A’s price with
three firms

Salop’s location model: firm A’s demand function

Advertising and profit maximization in monopoly

Advertising, market structure and concentration

Advertising response functions

Optimal search time

xix

373

374
382
399
402
404
409
414
415

419
420
421

422

422

423

444
471
472
475
477
478
480

483

485
487
488

490

491
493

494
494
515
519
521
522



XX

List of figures

17.5

18.1
18.2
18.3
18.4
18.5

18.6
19.1

19.2
20.1
20.2
20.3
20.4
20.5
20.6
20.7
20.8
20.9
20.10
20.11
21.1
22.1
22.2

22.3

22.4

22.5
22.6

22.7

241

24.2

243
24.4

AA
A2

Welfare analysis of an increase in advertising expenditure

in monopoly

Arrow’s incentive to innovate: small cost-saving innovation
Arrow’s incentive to innovate: large cost-saving innovation
The optimal development time

Market structure and the optimal development time

Growth over time in the proportion of firms that have adopted an
innovation

Welfare implications of patenting

Summary of mergers and acquisitions in the UK by UK
companies: by number, 1963-2007

Alliances: a continuum of transactions

Competitive producers, competitive retailers

Competitive producers, monopoly retailer

Monopoly producer, competitive retailers

Monopoly producer, monopoly retailer

Input substitution following forward vertical integration
Backward vertical integration: case 1

Backward vertical integration: case 2

One seller, many buyers

Many sellers, one buyer

Vertical integration to avoid a sales tax

Robertson and Langlois’s two dimensions of integration
Exclusive contracts

Demand for a network good, heterogeneous network benefits
Demand for a network good, heterogeneous stand-alone
benefits, weak network externalities

Demand for a network good, heterogeneous stand-alone
benefits, strong network externalities

Market equilibrium, perfect competition, heterogeneous
network benefits

Market equilibrium, monopoly, heterogeneous network benefits
Market equilibrium, perfect competition, heterogeneous
stand-alone benefits, weak network externalities

Market equilibrium, monopoly, heterogeneous stand-alone
benefits, weak network externalities

Consumer and producer surplus: perfect competition versus
a monopolist with a cost advantage

Number of antitrust and cartels enforcement decisions per year
and type, 2005-14

Number of merger final decisions per year and type, 2005-14
Evolution of total State aid granted by Member States

as % of GDP in the EU, 2009-14

(Appendix 2) Sample regression line for advertising—sales model
(Appendix 2) Regression models with different degrees

of explanatory power

528
543
544
546
547

560
568

596
598
606
607
607
608
609
610
611
617
618
620
626
641
653

656

657

659
660

661

662

712

724
726

726
768

773



1.1
6.1
13.1
18.1
241

List of boxes

Contributors to the development of industrial organization

The corporate governance of banks

Measurement of profitability

The pace of technological change: some international comparisons
Ownership arrangements under natural monopoly

12
140
362
575
714



1.1
2.1
2.2
4.1
4.2
5.1
5.2
6.1
6.2
6.3
7.1
8.1
8.2
8.3
9.1
10.1
10.2

10.3
11.1
11.2

121
12.2
12.3
12.4
14.1

14.2
14.3
14.4
14.5

List of case studies

Structure, conduct and performance in European banking
Samsung gets smarter with phones strategy

The demand for spectator attendance at professional football
Shareholder rebellion brews over Old Mutual CEO pay proposal
On management: Losing their grip

The hobbit approach to the sharing economy

The Buffett model is widely worshipped but little copied
Women on boards of largest companies reaches all-time high
The crisis shows moral capital is in secular decline
Opportunist shareholders must embrace commitment

Divide opens between German discounters as Aldi juggernaut slows
EU fines truckmakers a record €2.93bn for running 14-year cartel
Top UK model agencies accused of price fixing by watchdog
Predicting cartels

Prison breakthrough

GE pulls $3.3bn deal with Electrolux after regulatory opposition
Champions League: Does money help or hinder competition

in football?

Zombie hordes thrive, await further hedge fund corpses
Industry life cycle for the credit union sector

Clusters flustered: Global competition seems to be weakening
the benefits of being in a cluster

Barriers to entry in retail banking

Competition watchdog focuses on bank account switching
Technology will hurt the banks, not kill them

Global players’ union urges football overhaul

Price discrimination in ticket price structures for English
Premier League football

Flexible cinema seat pricing may be a force to be reckoned with
The price of being female

High Ho! Disneyland Paris faces Brussels pricing probe

Light falls on Apple’s tax deal with Ireland

19
46
55
91
93
107
120
135
147
155
183
198
199
222
240
279

280
281
291

315
333
335
353
354

405
408
412
416
425



15.1
15.2
15.3
16.1
16.2
16.3
171
17.2
17.3
18.1
18.2
18.3
19.1
19.2
19.3
20.1
20.2
20.3
211
21.2
22.1
22.2
22.3
23.1
23.2
23.3
23.4
241
242

24.3
24.4

List of case studies

The auction of the UK 3G mobile telephone spectrum licences
Premier League rights auction likely heading to second round
What determines the prices of goods traded in online auctions?
Cut and pastiche

A route to profit in the middle market

Dear Economist

How the Mad Men* lost the plot

Court stubs out fight against plain packaging for cigarettes

The serial painkiller

Uber is certainly slick, but it’s not ‘disruptive’

Four-seat DIY car aims to speed up industry disruption
Truckmakers accused of putting brakes on technological change
Investors grow more sceptical of extravagant healthcare deals
AB InBev to sell Peroni and Grolsch

Empire builders fall prey to their vanity

One area of retail may be ‘diamond in the rough’

NHS outsourcing deal loses 1,000 jobs

McDonald’s struggles to attract bidders for China franchises
High street retailers hit by claims of sports bra price-fixing (2013)
Wetherspoon drops Heineken over Irish dispute

Rightmove: homes and castles

Regulators should not rush to curb Uber and Airbnb

Uber: it pays to be first

Japan Tobacco: get off the drugs

LVMH: luxe redux

EM leads DM in cross-border M&A for first time

Sweetheart tax deals targeted as EU boosts information exchange
Brussels moving towards blocking Three-O2 deal

Fresh blow for OnTheMarket as watchdog warns agents

on collusion

Regulator takes action on fake online reviews

Wedding venues ‘must play fair’ on charges - CMA

xxiii

455
458
461
474
478
495
505
508
510
540
5562
564
588
589
593
615
628
629
639
642
658
666
671
687
688
700
701
730

731
732
733



Preface

Industrial Organization: Competition, Strategy and Policy, fifth edition, is a text-
book on industrial organization. It provides coverage of the latest theories of
industrial organization, and it examines empirical evidence concerning the strate-
gies, behaviour and performance of firms and industries.

In selecting material for inclusion in this edition, we have attempted to provide
readers with a flavour of the historical development of industrial organization.
The book reflects the development of this subject area from its origins in the
classical theories of the firm, followed by its emergence as a recognized subdis-
cipline within economics around the mid-twentieth century, right through to the
present. Today, industrial organization draws on an impressive array of con-
tributions from fields of economic inquiry as diverse as game theory, informa-
tion theory, organization theory, agency theory and transaction cost analysis. At
various stages throughout the book, we examine the work of researchers in the
closely related field of strategic management, in order to emphasise the relevance
of industrial organization to readers who are approaching the subject primar-
ily from a business or a management standpoint, rather than from a traditional
economics perspective.

Industrial Organization: Competition, Strategy and Policy, fifth edition,
contains around 60 case studies, which are used to illustrate ‘real world” appli-
cations of theoretical and empirical research in industrial organization. Many
of the case studies have been selected from reports originally published in the
Financial Times, while others have been compiled from alternative sources. Many
of the case studies have been chosen not only for their relevance to industrial
organization, but also because they are lively, newsworthy and topical. The case
study material certainly bears little or no resemblance to the subject matter of
a traditional industrial economics research agenda of 20 or 30 years ago, when
much greater emphasis would have been placed on traditional manufacturing and
heavy industry. Instead, the case studies focus on key sectors of the modern-day
economy, such as banking and financial services (commercial banking, the credit
union movement); sport and leisure (Hollywood movies, English Premier League
football); and online products and services (social networking, music apps).

This textbook is aimed primarily at undergraduate students. The text is
intended for use on modules in industrial organization, industrial economics
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or business economics, by students studying for degrees in economics, business
and management studies, and other related disciplines. It can also be used as a
preparatory, background or reference text by students taking graduate courses
in the same subjects. The only prior experience of economics that is assumed is
the completion of an introductory Principles of Economics module, or a part-
year module in Microeconomics.

The style of presentation is non-technical throughout. No knowledge of cal-
culus is required. However, for readers requiring a more rigorous treatment of
certain topics, a Mathematical Methods appendix provides formal derivations
(using calculus) of a selection of the most important theories and results pre-
sented in the main text. Empirical research in industrial organization is also
presented throughout the text in a non-technical style. No knowledge of statistics
or econometrics is assumed. For readers requiring a primer in the fundamentals
of regression analysis, an Econometric Methods appendix provides a brief and
non-technical introduction to some of the basic tools, such as regression coef-
ficients, t-statistics and goodness-of-fit.

Structure of the book

Industrial Organization: Competition, Strategy and Policy, fifth edition, is divided
into four parts. In Part I, Theoretical Foundations, Chapter 1 introduces some of
the key elements of industrial organization, starting with the structure-conduct—
performance paradigm, which provided the intellectual foundation for the early
development of industrial organization as a separate subdiscipline within eco-
nomics. Chapters 2 and 3 review the core microeconomic theory from which
many of the early and modern theories of industrial organization have developed.
Chapters 4 and 5 examine a number of alternative theories of firm behaviour,
including the neoclassical, managerial and behavioural theories, as well as per-
spectives drawn from transaction cost analysis, agency, knowledge- and resource-
based theories. Chapter 6 examines issues related to corporate governance.

Part II, Structural Analysis of Industry, discusses the approach within the
field of industrial organization which emphasises the role of the structural attri-
butes of an industry in explaining the conduct of the industry’s constituent firms.
Chapters 7, 8 and 9 examine non-collusive and collusive theories of oligopoly,
a market structure whose most important characteristic is the small number
of interdependent, competing firms. Chapter 10 examines practical aspects of
industry definition, and the measurement of the number and size distribution
of an industry’s constituent firms, summarised by measures of industry or seller
concentration. Chapter 11 examines the determinants of seller concentration.
Chapter 12 examines another important structural attribute of industries: barri-
ers to entry. Finally, Chapter 13 provides a link between Parts IT and III of the
book, by describing the evolution of industrial organization beyond the confines
of the structure-conduct—performance paradigm, and the development of new
approaches and methods, which are conveniently summarised under the banner
of the ‘new empirical industrial organization’.
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In Part III, Analysis of Firm Strategy, the focus shifts away from industry
structure, and towards the newer theories of industrial organization that empha-
sise conduct or strategic decision-making at firm level. Chapter 14 examines a
number of pricing practices, including price discrimination and transfer pricing.
In recognition of the growing use of auctions as a method for allocating resources
and awarding contracts in the commercial and public sectors, Chapter 15 exam-
ines the economic theory of auctions. In the rest of Part 111, the emphasis shifts
towards various non-price strategies that can be adopted by firms, in an attempt
to improve their profitability or gain a competitive advantage over their rivals.
Chapters 16 and 17 examine product differentiation and advertising. Chapter 18
examines research and development and technological progress. Chapter 19
examines horizontal mergers. Chapters 20 and 21 examine vertical integration
and vertical restraints. Chapter 22 examines the economics of network goods and
services. Chapter 23 examines diversification and conglomerate mergers.

Part IV, Analysis of Public Policy, concludes the book by drawing together the
implications for public policy of many of the key findings of Parts I, IT and III.
Chapter 24 examines competition policy, including government policy towards
monopolies, restrictive practices and mergers.

Changes for the fifth edition

We have been gratified and encouraged by the responses to the first, second,
third and fourth editions we have received from instructors and students. How-
ever, a new edition provides a welcome opportunity to make improvements and
to update and extend the material that was covered previously. For the fifth
edition, the number of chapters has remained at 24. However, some important
changes to content have been made. The number of chapters in Part II has
increased to include a chapter on game theory, Chapter 9. In Part III of the
text, Chapter 23 now includes a new section on the multinational enterprise. In
addition to this new chapter and new section, we have revised and updated our
coverage of many theoretical and empirical topics in industrial organization
throughout the text.

The previous edition’s extensive bibliography has turned out to be a highly
popular feature with instructors, and with students wishing to read beyond the
confines of a core textbook, perhaps with a view towards choosing a dissertation
topic, or towards studying industrial organization at graduate level. Accord-
ingly, in the fifth edition we have taken the opportunity to extend and update
our previous bibliography.

We have retained or updated the most interesting and relevant case studies
from the first, second, third and fourth editions, and we have added many more
completely new case studies to the fifth edition. Most of the new case studies
describe recent events which have occurred since the publication of the first edi-
tion in 2001. We have revised the end-of-chapter discussion questions, and at
the end of selected chapters we have added new problem sets comprising math-
ematical or computational questions. A knowledge of calculus at an introductory
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level (differentiation, integration, optimization) is required to answer most of
these problems, and readers without the required mathematical background
should skip them. Solutions are provided at the end of the book. Finally, we have
extended our website www.pearsoned.co.uk/lipczynski, which contains supporting
material for instructors in the form of PowerPoint slides and outline answers to
discussion questions. The website also contains links to other relevant websites,
and a glossary of key terms, for instructors and students.
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y®W W Introduction

This book deals with the economics of industrial organization. Specific topics
that are covered include theory of the firm, oligopoly, concentration, barriers to
entry, pricing and auctions, product differentiation and advertising, research and
development, mergers, vertical integration, diversification, competition policy
and regulation. The aim of this introductory chapter is to provide an overview of
some of this subject material, for both the specialist and the non-specialist reader.

The chapter begins in Section 1.2 by examining static and dynamic views of
competition in economic theory. The view of competition found in the neoclas-
sical theory of the firm (incorporating the textbook models of perfect competi-
tion, monopolistic competition, oligopoly and monopoly) is essentially static. In
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contrast, a more dynamic approach can be found in the writings of Schumpeter
and economists identified with the Austrian school. Section 1.3 describes the
structure—conduct—performance (SCP) paradigm, which laid the foundation for
the original development of industrial organization as a separate subdiscipline
within economics. The key elements of structure, conduct and performance are
introduced, and some of the main limitations of the SCP paradigm are discussed.
Finally, Section 1.4 makes a short diversion into the related subdiscipline of
strategic management and identifies several further themes that will be pursued
in more depth throughout this book.

Static and dynamic views of competition

In microeconomics, the neoclassical theory of the firm considers four main the-
oretical market structures: perfect competition, monopolistic competition, oli-
gopoly and monopoly. These underpin much of the subject matter of industrial
organization. A perfectly competitive industry has six main characteristics: there
are large numbers of buyers and sellers; producers and consumers have perfect
knowledge; the products sold by firms are identical; firms act independently of
each other and aim to maximise profits; firms are free to enter or exit; and firms
can sell as much output as they wish at the current market price. If these condi-
tions are satisfied, a competitive equilibrium exists in which all firms earn only a
normal profit. If any particular firm is unable to earn a normal profit, perhaps
because it is failing to produce at maximum efficiency, this firm is forced to
withdraw from the market. In this way perfect competition imposes discipline:
all surviving firms are forced to produce as efficiently as the current state of
technology will allow.

In reality, however, competition often gives rise to a market or industry struc-
ture comprising a relatively small number of large firms. Each firm has sufficient
market power to determine its own price, and some or all firms are able to earn
an abnormal profit in the long run. One reason competition tends to lead to a
decrease in the number of firms in the long run is that, as firms grow, they realise
economies of scale and average costs tend to fall. In the most extreme case of
natural monopoly, a single firm can produce at a lower average cost than any
number of competing firms. Among others, Marshall (1890) and Sraffa (1926)
formulated the theory of monopoly. The tendency for average costs to fall as
the scale of production increases might be a beneficial aspect of monopoly,
if the cost savings are passed on to consumers in lower prices. However, if a
monopolist exploits its market power by restricting output and raising price to
earn an abnormal profit, then monopoly may have damaging implications for
consumer welfare.

Influenced by Marshall and Sraffa, Chamberlin (1933) and Robinson (1933)
brought together the previously separate theories of monopoly and perfect com-
petition, to formulate the theory of imperfect competition, which can be sub-
divided into the cases of monopolistic competition and oligopoly. The theory
of monopolistic competition retains the assumption that the number of firms
is large, but emphasises non-price as well as price forms of competition. In the
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theory of oligopoly it is assumed the number of firms is small (but greater than
one). The firms recognise their interdependence: changes in price or output by
one firm will alter the profits of rival firms, causing them to adjust their own
prices and output levels. Forms of competition under oligopoly vary from vig-
orous price competition, which can often lead to substantial losses, through to
collusion, whereby the firms take joint decisions concerning their prices and
output levels.

Essentially, the neoclassical theory of the firm is based on a static conception
of competition. In all of the models outlined above, the main focus is on long-
run equilibrium.

In the end-state conception of equilibrium, the focus of attention is
on the nature of the equilibrium state in which the contest between
transacting agents is finally resolved; if there is recognition of change
at all, it is change in the sense of a new stationary equilibrium of
endogenous variables in response to an altered set of exogenous
variables; but comparative statics is still an end-state conception

of economics.

( Blaug, 2001, p. 37)

In the twentieth century, some researchers rejected this static view of compe-
tition, and sought to develop a more dynamic approach. According to both
Schumpeter (1928, 1942) and the Austrian school of economists, the fact that a
firm earns an abnormal (monopoly) profit does not constitute evidence that the
firm is guilty of abusing its market (monopoly) power at the expense of consum-
ers. Instead, monopoly profits play an important role in the process of competi-
tion, motivating and guiding entrepreneurs towards taking decisions that will
produce an improved allocation of scarce resources in the long run. Schumpeter
and the Austrian school both recognise that knowledge or information is always
imperfect.

According to Schumpeter, competition is driven by innovation: the introduc-
tion of new products and processes, the conquest of new markets for inputs or
outputs, or the reorganization of existing productive arrangements (for exam-
ple, through entry or takeover). By initiating change by means of innovation,
the entrepreneur plays a key role in driving forward technological progress.
Innovation destroys old products and production processes, and replaces them
with new and better ones. The successful innovator is rewarded with monopoly
status and monopoly profits for a time. However, following a brief catching-up
period, imitators are able to move into the market, eroding the original innova-
tor’s monopoly status and profits. Alternatively, another innovator may eventu-
ally come along with an even better product or production process, rendering
the previous innovation obsolete. According to this dynamic view of competi-
tion, monopoly status is only a temporary phenomenon, and is not capable of
sustaining a stable long-run equilibrium, as is assumed in the neoclassical theory
of the firm.

The Austrian school also views competition as a dynamic process, and sees
the market as comprising a configuration of decisions made by consumers,



1

1.3

Industrial organization: an introduction

entrepreneurs and resource owners (Kirzner, 1973, 1997a,b). Entreprencurs play
a crucial role by noticing missed opportunities for mutually advantageous trade.
Entrepreneurs discover and act upon new pieces of information. By observing
the actions of entrepreneurs, other decision-makers are able adjust their trad-
ing plans and arrive at improved outcomes. Disequilibrium reflects imperfect
information or ignorance on the part of buyers and sellers. The entrepreneurial
function adds to the flow of information, and helps lubricate the process of
adjustment towards a new and superior allocation of scarce resources. Whereas
the Schumpeterian entrepreneur actively initiates change, the role of the entre-
preneur in Austrian thinking is more passive: the Austrian entrepreneur merely
responds more quickly than other agents to new information that is generated
exogenously. According to Austrian economists, a monopoly position is attained
through the originality and foresight of the entrepreneur; and, as Schumpeter
suggests, monopoly profits are unlikely to be sustained indefinitely. As informa-
tion arrives and new trading opportunities open up, other entrepreneurs appear,
who by their actions help propel the economy towards a further reallocation of
resources (Young et al., 1996; Roberts and Eisenhardt, 2003).

The structure-conduct-performance paradigm

The static and dynamic theories discussed above have found an empirical coun-
terpart in the field that has become known as industrial organization. Early work
in this area, based predominantly on the structure—conduct—performance (SCP)
paradigm, concentrates on empirical rather than theoretical analysis (Bain, 1951).
In the main, the field of industrial organization analyses empirical data and, by a
process of induction, develops theories to explain the behaviour and performance
of firms and the industries to which they belong (Schmalensee, 1988; Caves, 2007).

Outline of the structure-conduct-performance paradigm

Seminal early contributions in industrial organization include Mason (1939,
1949) and Bain (1951, 1956, 1959). Mason and Bain are credited with the devel-
opment of the SCP paradigm. According to this approach, the structure of a
market influences the conduct of the firms operating in the market, which in turn
influences the performance of those firms. The field of industrial organization
is concerned with the investigation of ‘the size structure of firms (one or many,
“concentrated” or not), the causes (above all the economies of scale) of this size
structure, the effects of concentration on competition, the effects of competition
on prices, investment, innovation and so on’ (Stigler, 1968, p. 1).
The SCP paradigm is useful in a number of ways:

m It allows the researcher to reduce all industry data into meaningful categories
(Bain, 1956).

m It is consistent with the neoclassical theory of the firm, which also assumes
there is a direct link between market structure, and firm conduct and perfor-
mance, without overtly recognizing this link (Mason, 1949).
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m By defining a workable or acceptable standard of performance, it may be
possible to accept an imperfect market structure, if such a structure produces
outcomes that are consistent with the acceptable standard (Clark, 1940). By
implication, market structure can be altered in order to improve conduct and
performance (Sosnick, 1958).

A schematic representation of the SCP paradigm is presented in Figure 1.1. In accor-
dance with the fundamental logic of SCP, the main linkages are shown as running
from structure through conduct to performance. However, various feedback effects
are also possible: from performance back to conduct; from conduct to structure; and
from performance to structure (Phillips, 1976; Clarke, 1985). These are represented
in Figure 1.1 by dotted arrows. Several specific types of feedback effect are identified
in the following discussion of the main components of the structure, conduct and
performance categories. Figure 1.2 is a schematic representation of the SCP model
for the analysis of the historical development of the East India Company, the English
company formed in the seventeenth century to pursue trade with East and South-East
Asia, which later played a pivotal role in the creation of the British Empire in India.
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Figure 1.2 Schematic diagram of the SCP framework to study the East India Company’s business history
Source: Sivramkrishna, S. (2014) From merchant to merchant-ruler: A structure—conduct—performance
perspective of the East India Company’s history, 1600-1765, Business History, 56, 789-815.

Structure

Structural characteristics tend to change relatively slowly, and can often be
regarded as fixed in the short run. Some of the more important structure vari-
ables are as follows:

m The number and size distribution of buyers and sellers is an important determi-
nant of the market power exercised by the leading firms in the industry and
the discretion these sellers exercise over their own prices. In consumer goods
industries it is normally the case that there are large numbers of small, atomistic
buyers. Accordingly, the main focus is on the number and size distribution of
sellers. Seller concentration is typically measured using data on the share of
total industry sales, assets or employment accounted for by the largest firms in
the industry. In capital goods industries, however, it is possible that the number
of buyers is also small. If so, there may be market power on the demand side,
as well as on the supply side: buyers may exercise discretion over the prices they
pay. In such cases, a full assessment of the distribution of market power might
require measurement of buyer concentration as well as seller concentration.
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m Entry and exit conditions include barriers to entry, which can be defined loosely
as anything that places a potential entrant at a competitive disadvantage rela-
tive to an incumbent firm. The important issue is the relative ease or difficulty
that firms may experience when entering an industry: if entry is difficult, then
incumbents are sheltered from outside competition (Neven, 1989). Entry barri-
ers may derive from basic characteristics of the product or production technol-
ogy and cost structure, or from deliberate actions taken by incumbent firms
to discourage or prevent entry. The analysis of entry barriers has shifted from
the simple classification developed by Bain (1956) to complex models of strate-
gic behaviour which incorporate threats and irreversible commitments (Dixit,
1982). Irreversible commitments involve an incumbent making sunk cost
investments that cannot be recovered in the event of subsequent withdrawal
from the market. By raising barriers to exit in this way, an incumbent can signal
its intention to stick around and fight to preserve its market share. The signal
may in itself be sufficient to deter a potential entrant from proceeding.

m Product differentiation refers to the characteristics of the product. How similar
is each firm’s product to those of rival firms? To what extent is each firm’s
product unique? Any change in the characteristics of the product supplied by
one firm, whether real or imagined, may affect the shares of the total market
demand that each firm is able to command.

m Vertical integration and diversification. Vertical integration refers to the extent
to which a firm is involved in different stages of the same production process.
Diversified firms produce a variety of goods or services for several distinct
markets. The extent to which a firm is vertically integrated or diversified is
likely to have implications for conduct and performance. Vertically integrated
firms have greater certainty in obtaining supplies of raw materials, or guaran-
teed distribution outlets. They have opportunities to engage in certain types
of anticompetitive practice (vertical restraints), which may be damaging to
non-integrated rivals. Diversified firms may benefit from economies of scope,
and are less exposed to risk than their non-diversified counterparts, because
losses realised in one market can be offset against profits earned elsewhere.
In the long run, of course, firms make their own choices concerning vertical
integration and diversification; therefore, in the long run these can also be
interpreted as conduct variables.

Conduct

Conduct refers to the behaviour of firms, conditioned, according to the SCP
paradigm, by the industry’s structural characteristics identified above. Conduct
variables include the following:

m Business objectives. The objectives that firms pursue often derive from struc-
tural characteristics of the industry, in particular the firm size distribution. The
neoclassical theory of the firm assumes profit maximization; while managerial
theories, developed primarily with large corporations in mind, emphasise the
maximization of non-profit objectives such as sales revenue, growth or manage-
rial utility (Baumol, 1959; Williamson, 1963; Marris, 1964).





